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Campanies: An Overview
Richard E. Randall and Richard W. Kopcke*

Throughout much of the twentieth century, the large insurance
companies have been popular symbols of unquestioned strength and
stability. The image was not much different for professionals in the
financial community: the risks were perceived to be modest in large,
diversified insurance companies; managements were considered con-
servative; and ratings generally ranged from superior to excellent.

A crack appeared in the facade in 1988 when the fourth largest life
insurance company sustained well-publicized losses that ate deeply into
surplus, but this was considered to be an isolated situation. However, in
October 1990 questions were raised about real estate problems in the life
insurance industry after the ninth largest life company sustained a major
loss as a consequence of a write-down of real-estate-related assets. The
value of insurance company stocks declined in late 1990 as the financial
community began to take a hard look at the recent changes that had
taken place.

During the spring of 1991 the press increasingly focused on the
industry, once it became evident that the life subsidiaries of First
Executive and First Capital were impaired as a consequence of substan-
tial investments in junk bonds. The seizure of these relatively large life
companies by regulators brought to the fore the issues of guaranty fund
protection and liquidity runs.

In the summer of 1991, the Federal Reserve Bank sponsored a
conference to examine the dramatic changes in risk factors that have
transformed the seemingly stable and dependable insurance industries

*Vice President, and Vice President and Economist, respectively, Federal Reserve
Bank of Boston.
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into industries that could arouse widespread public anxieties. How
pervasive are the weaknesses that have shown up in a few large
insurers? Is there a danger that widespread liquidity pressures could
develop? What changes should be made in regulation or in arrange-
ments to protect customers of insurance companies? These are some of
the primary questions addressed. Although the immediate concerns
have been largely associated with life insurance companies, the confer-
ence also devoted considerable attention to property-liability insurance,
which perhaps is inherently more risky.

Six papers were presented, each with two or three discussants. The
first paper considers insurance companies as financial intermediaries,
examining their role in credit markets and the risks inherent in the
balance sheets of both life and property-liability companies. The next
two papers analyze the structure, conduct, and regulation of domestic
life and property-liability insurers. The fourth paper discusses the
structure of insurance companies abroad. The final two papers evaluate
public policy questions relating to domestic life and property-liability
insurers.

A major issue is the quality of the assets currently held by life
insurance companies. Some participants stress that the outlook for
commercial real estate is negative in a number of regions and that
several large companies are heavily exposed. The inadequacy of the
capital cushion relative to potential losses is noted. Industry represen-
tatives argue, however, that the nature of their commercial real estate
assets is distinguishable from that of assets held by commercial banks,
and that problems are limited to a few institutions and not systemic to
the industry, as was the case with the thrifts. It is generally agreed that
no solvency threat is impending for the property-liability industry,
although various areas of vulnerability are discussed, including poten-
tial exposure to environmental catastrophes. Much attention is focused
on the ability of state guaranty funds to function effectively in large
failures, and on the nature and degree of protection that should be
provided to customers.

Industry representatives and some academics see little need for a
federal role in supervision. Some participants argue for a limited federal
role, with reinsurance and international activities examples of areas
appropriate for federal regulation. Others argue for a more extensive
federal role in solvency regulation, although no one advocates eliminat-
ing state regulation. With respect to property-liability insurers, how-
ever, some argue for phasing out state rate regulation and placing
reliance on competitive forces to control prices.

A difference of opinion is apparent between those who would place
more responsibility on regulators to prevent excessive risk concentra-
tions from developing, and those who would limit guaranty fund
protection in order to enhance market discipline as a constraint on
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industry risk-taking. Several participants note weaknesses in accounting
and the difficulty outsiders have in trying to evaluate risk in insurance
companies. Some also draw attention to the risk of liquidity runs on life
insurance companies thought to be insolvent, illiquid, or weaker than
their competitors.

The papers are rich in the variety of matters discussed beyond the
major solvency issues mentioned here. Among these are the wisdom of
removing rate regulation and/or antitrust immunity in property-liability
insurance, federal tax policy with respect to the savings element in
various life products, the shrinking presence of U.S. insurers in world
markets, mark-to-market accounting, the appropriateness of retroactive
loss loading in property-liability underwriting, and the prospects for
industry consolidation.

Insurance Companies as Financial Intermediaries:
Risk and Return

The paper by Richard Kopcke and Richard Randall was presented
as a catalyst to discussion of the evolving risk profile of the industry and
the supervisory challenges recent changes entail. It focuses on the
implications for risk of the increasing role of life companies in offering
investment products, and the vulnerability of both life and property-
liability companies to rising interest rates, declining property values,
and disappointing corporate profits. It stresses the need to deal
promptly with dangerous risk concentrations and to support investment
and other risk with adequate capital.

The authors begin by noting the importance of insurers as holders
of corporate bonds and commercial mortgages. A number of life
companies recently have been funding a significant portion of such
assets with relatively short-term liabilities, mostly guaranteed invest-
ment contracts (GICs), thus raising both interest sensitivity and liquidity
concerns. Property-liability companies are also vulnerable to increases
in interest rates, since their claims are relatively short-term and irregu-
lar. Higher interest rates lower the value of their assets, which may have
to be sold to meet claims.

The capitalization of property-liability companies has fallen signif-
icantly in the past 30 years, while their risks have not diminished.
Capital ratios of life companies have remained essentially constant, but
many life companies have undertaken investments that are riskier with
respect to both possible default and vulnerability to interest rate in-
creases. The paper documents the extent to which life companies with
weak capital ratios hold particularly risky assets. The nature of some of
the riskier investments of life companies, such as commercial real estate
joint ventures, commercial mortgages, and leveraged buyouts, is such
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that outsiders have great difficulty in assessing the risk of individual
companies.

The recent failures of a few relatively large life companies, and the
widely reported vulnerability of additional companies to the depressed
state of commercial real estate, warrant a review of how these dangers
arose and how they could have been avoided. The authors present
several case studies that show characteristics in common with the
extraordinary asset quality problems experienced by large banks in
recent years.

In general, risk concentrations developed over several years, during
which time the institutions appeared to be in sound condition. A
turning point occurred, adversely affecting the areas of risk concentra-
tion, and it soon became apparent that the institutions were severely,
often fatally, damaged. With respect to both banks and insurance
companies, supervisory action would have to have been directed at the
risk concentration before the triggering economic event (disruption of the
junk bond market, crash of real estate values, or the like). While the
analysis by Kopcke and Randall does not equate the degree of the
insurers’ problems with those of banks, it does suggest that supervisory
restraints on excessive risk-taking are equally appropriate in both
industries.

Jeffrey Cohen sees a regulators’ dilemma in the Kopcke/Randall
proposal for early intervention to limit risk concentrations. He notes that
the circumstances may not be clear when managements take actions that
get them into trouble, and questions whether regulators should substi-
tute their judgments for those of management or the markets. He also
notes that regulators have a conflict between promoting solvency of the
company and keeping insurance affordable to the consumer.

Cohen sees the fundamental industry problem as insufficient prof-
itability, leading to greater risk-taking and weaker capital ratios. He
attributes this in part to the presence of too many companies, and he
would remove barriers to consolidation and not allow banks to enter the
field. Cohen Believes that life insurers are not profiting from the
issuance of GICs because they write them at too narrow a spread
between the yields they receive on their investments and the yields they
pay on GICs, not allowing for an adequate risk premium.

He attributes the decline in property-liability insurers’ capital ratios
to a shift from property to liability lines, which permit a longer earning
period before claims must be paid. He argues that the property-liability
industry is not sufficiently profitable to support its present capitaliza-
tion. Cohen calls for more mark-to-market disclosure and action to make
the demutualization process easier.

In his comments, Thomas Maloney reviews the transformation of
the larger life insurance companies over the past 20 years into multi-line
financial companies. He finds that the majority of companies have
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adapted well to the more competitive environment. The larger compa-
nies are generally safer because of geographic and product diversifica-
tion, and failures have generally involved small companies.

While a number of life companies underpriced products in recent
years and overpaid to attract funds, most have rectified their mistakes.
The few large life failures involved levels of risk-taking well above that
of the rest of the industry, and the likelihood of widespread failures
across the industry is low because of diversification and relatively high
asset quality. Insurance companies perform better in a downturn than
banks, a result of their greater geographic diversification and the
character of their assets.

In reviewing current "reform" proposals, Maloney predicts that the
outcome of the federal versus state regulation issue will depend on how
quickly the states can strengthen supervision. He notes one fault of the
current guaranty system: the prudent companies are burdened with the
eventual losses incurred by their overly aggressive competitors. He also
foresees industry consolidation in order to meet capital requirements.

Frederick Townsend’s comments focus on the asset risks of life
insurers, particularly the junk bonds that forced some rapidly growing
companies into conservatorship and the real-estate-related assets that
are creating capital losses in some of the large, established life compa-
nies. He emphasizes the poor credit quality of the junk bonds acquired,
particularly by Executive Life, and he argues that the recent failures
might not have occurred if regulations had limited junk bond concen-
trations.

Townsend points out that analysis of insurance companies must
distinguish between the operating companies and the parent. He cites
instances of damaged life companies with strong parents, and others
where the problem was largely in the parent.

He notes the importance of product design and duration matching
in avoiding runs by policyholders. Townsend also’notes that while high
capital ratios increase the odds of survival, they do not guarantee it. He
concurs with Kopcke and Randall that capital, ratios decline in the
problem realization phase, not in the earlier, risk-taking phase.

The Structure, Conduct, and Regulation
of the Life Insurance Industry

Kenneth Wright presents an account of financial conditions in the
life insurance industry and the changed environment and competitive
pressures that have so altered the industry in recent years. He reviews
prior instances of liquidity pressures, the disintermediation periods of
1966, 1969, and 1979-81. He traces the development of new instruments,
particularly universal life, variable life, flexible premium variable life,
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single-payment annuities, and GICs, and the corresponding shifts in
investment strategies.

Wright finds the measurement of industry profitability difficult, but
presents data suggesting a significant decrease in the 1979-87 period. He
shows that capital ratios have declined in recent years, unless security
valuation reserves are included in capital, in which case they have been
virtually unchanged for the past decade.

Wright estimates that the life insurance industry holds $60 billion to
$70 billion in junk bonds, but notes that the historical default record on
corporate bonds has been favorable, and an important offset to the
increased holding of riskier bonds has been greater holdings of Treasury
and agency securities. With respect to commercial mortgages, Wright
notes the rising delinquency numbers, but points out they have not yet
reached the peak levels of 1976.

The industry is greatly concerned about the solvency issue even
though it believes that serious problems are limited to relatively few
companies. An insurance company failure exposes even healthy firms to
the danger of runs, and the integrity of life insurance products may be
called into question, deterring purchases.

Guaranty fund assessments are also an issue, although these
payments can often be passed along to the states in the form of tax
credits. The industry has supported efforts to modernize state solvency
regulation and improve coordination between states through the work
of the National Association of Insurance Commissioners (NAIC).

Wright concludes that the industry is not as financially sound as it
was a dozen years ago, as a result of reduced profitability and greater
financial risks. He sees the industry as having been forced by compet-
itive pressures to accept higher risks, while the state regulators have had
to struggle to stay abreast of marketplace developments. Wright sees the
troubles of a few companies as presenting real problems for the industry
and its regulators.

In his discussion of Wright’s paper, Terence Lennon contrasts the
environment for life insurers that existed in previous decades with the
one that emerged in the late 1970s and early 1980s as a result of the
destabilization of interest rates. Insurance customers were transformed
from savers to investors, and life companies developed new products
that met customer demands but increased interest rate risk and credit
risk for the insurers.

A decline in margins--the difference between the yields earned on
assets and those paid on liabilities--depressed capital ratios somewhat;
more importantly, various accounting innovations such as securitization
and financial reinsurance diminished the validity of book capital. The
cushion that had long existed because of the industry’s conservative
accounting disappeared.

Lennon uses the Executive Life case to illustrate that aggregate
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limits can work for insurance companies, but do little good if imposed
after companies have overinvested in risky assets. Lennon believes that
conditions now are right for the adoption of a risk-based capital
measure. He anticipates some federal regulatory role, and suggests
greater conservatism could be induced in the industry through federal
tax policy. Lennon foresees a 20 percent reduction in the number of life
companies during the 1990s.

Kenneth Pinkes directs his comments to the fundamental forces he
sees at work in the financial services industry. His message is that
business risk will continue to rise as the successful innovators become
more efficient and stronger and the weak become weaker. Financial
institutions, including insurance companies, will become more suscep-
tible to shocks.

Pinkes identifies two groups of fundamental forces, the effects of
information technology and changes in the regulatory and public policy
environment. The first set of forces will result in product unbundling,
economies of scale in a broader range of products, and managerial
complexity. Among the second group of forces will be greater tolerance
for concentration, greater willingness to subordinate regulatory sover-
eignty for common global or regional standards, greater acceptance of
the blurring of boundaries between regulated and nonregulated sectors,
and greater insistence on market discipline. These forces will place
increased demands on managements already under severe testing.

Robert Schneider challenges Wright’s conclusion that the life indus-
try is not as financially sound as it was a dozen years ago. He notes that
the introduction of interest-sensitive products permits companies to
compete on the basis of volatile interest rates without providing overly
risky guarantees with respect to rates in the distant future.

For mutual companies, participating whole life policies are able to
compete with newer products such as universal life because the divi-
dend paid to policyholders has always included a significant contribu-
tion from interest earned in excess of the guaranteed rate. It was
primarily the stock companies that had to redesign their products to
compete in the environment of the 1980s. While annuity products, both
single-premium deferred annuities and GICs, generate more investment
risks, they have little or no mortality risk. The use of sophisticated
investment management techniques can insulate an insurer fairly well
from interest rate risk. The recent shift toward greater holdings of liquid
assets has mitigated the increased liquidity risks of GICs.

The level of public concern over life insurance companies’ holdings
of junk bonds is misplaced except with respect to a very few companies,
Schneider states. Most holdings are in the least risky category of junk
bonds, and much of what is classified as junk is private placements with
greater security than the stereotypical junk issue. Mortgages and real
estate investments represent a more significant asset in most life
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companies, but even here concerns seem overstated. The character of
insurance company real estate loans is quite different from the construc-
tion loans held by banks. Schneider considers the severity of the real
estate problems of life companies to be comparable to those of the
1975-76 period, which did not threaten company solvency.

The Structure, Conduct, and Regulation of the
Property-Liability Insurance Industry

J. David Cummins and Mary Weiss address a number of com-
plaints, accusations, and expressions of concern with reference to
property-liability insurers. For the most part they find little legitimate
basis for these particular areas of dissatisfaction with the industry, but
they do identify some serious problems that need to be examined.

The authors find the industry to be competitively structured in most
business lines, with numerous firms, relatively easy entry, and satisfac-
tory concentration levels. Much of the blame for premium inflation is
put on factors beyond the control of the industry. They find the
organizational structure of the industry, including its distribution sys-
tems, to be logical. They examine cash flow underwriting--that is,
reducing prices during periods of high interest rates in order to increase
cash flow and have more investable funds--and conclude that it is a
natural practice in competitive markets.

The authors also discuss retroactive loss loading, where insurers
price new policies to help absorb past losses. They present an argument
that insurers can, and perhaps must, price in this way in situations
where a number of insurers incur abnormal losses at about the same
time.

Cummins and Weiss find internal rates of return and returns on
equity to be reasonable, despite complaints by some that profits are
excessive and protests by the industry that profits are insufficient to
support an adequate surplus. However, they do see supply problems in
the auto and workers’ compensation lines if profitability is not im-
proved, and they note the correlations between inadequate pricing of
certain lines and intensive rate regulation.

The authors do not see any clear indication of an impending
insolvency crisis among property-liability insurers. However, they
express unease with the level of reinsurance receivables to surplus and
with the fact that many reinsurers are virtually unregulated. They are
also nervous about the quality of bond portfolios, fearing that some
companies have invested a substantial portion of their assets in bonds of
near-junk quality. In general, Cummins and Weiss consider solvency
surveillance by regulators to be inadequate. They call for improved
statutory statements both to facilitate improved surveillance and to
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permit more sophisticated research on the underwriting cycle and the
causes of insurance crises.

Roger Joslin reinforces the Cummins and Weiss arguments that the
property-liability insurance industry is intensely competitive, and that
much of the rhetoric concerning affordability, availability, insurance
cycles, and profitability is unjustified. Joslin emphasizes the political
demagoguery associated with much rate regulation, and clearly sees
little justification for such regulation or for barriers to firms exiting a
state or line of business.

He does not see the industry facing a solvency crisis, and he argues
that most failures of property-liability companies are preventable, or at
least containable if laws are enforced and regulatory action is timely.
Joslin sees a need to improve insurance accounting, to hold reinsurance
to a high standard, to be skeptical of particularly rapid growth, and to
defer the booking of underwriting profit until well after the close of the
accident year. Joslin would also reduce the profit opportunities and
increase the risk of loss to insider manipulators through a broader
definition of voidable preferences and easier reversal of detrimental
transactions with financially interested parties.

James Stone applauds the Cummins/Weiss paper for the issues it
raises, but wishes the authors had gone further in developing answers
to the difficult questions they raised. On the subject of competition,
Stone notes that direct response insurance marketing can produce the
lowest distribution costs, as a result of economies of scale. Under
regulatory schemes that look only at cost and ignore the level of service
provided, direct writing would be favored over independent agents.
This could lead to a more highly concentrated industry, to the detriment
of competition.

Since the authors do not identify the cause of commercial insurance
cycles, Stone offers his own theory. He attributes such cycles to market
signaling, or use of competitors’ price movements as a basis for a firm’s
price changes. This phenomenon exists because of a dearth of hard
evidence on which to base pricing decisions, and will continue as long
as underwriters lack the necessary information.

With respect to solvency, Stone disagrees with the authors’ suggestion
that, without further research, the solvency threat to the property-liability
insurance industry cannot be distinguished from the savings and loan
disaster. Investment returns are a sufficiently small component of price,
and market shares sufficiently price inelastic in the short run, to keep the
industry’s risk exposure within bounds. A number of firms in the industry
are likely to fail in the coming years, however, and the authors’ complaints
about obsolete accounting and weak reinsurance are valid.

Stone notes the authors’ statement that availability and affordability
of auto insurance are beyond the control of the insurance industry. He
believes that it is in the industry’s self interest to serve as a catalyst for
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change, lessening dependence on the tort mechanism, tightening fraud
control, and reexamining the notion of compulsory insurance. He favors
a tempering of rate spreads between high-cost urban areas and low-cost
suburban areas.

The Structure and Regulation of Insurance
Markets Abroad

Sotirios Kollias describes the insurance industries and regulatory
regimes of the major industrialized countries and discusses the dramatic
changes taking place in conjunction with European integration. Most
European insurance markets have historically been national markets
separated by restrictive regulation and other obstacles to entry. An excep-
tion is reinsurance, for which an international market exists. Insurance
markets have been most highly developed in the United Kingdom, the
Netherlands, Japan, and the United States, somewhat less so in France and
Germany, and much less developed in the southern European Community
(EC) nations. Kollias estimates that rates of return on investments by
insurance firms have been highest in the United Kingdom because of U.K.
companies’ relative freedom to invest in equities. Some measures indicate
that companies in the United States and Japan are less efficient than
companies in some of the EC countries.

Nonlife companies in most EC countries have been losing money on
underwriting but have continued to show profits as a result of sharp
increases in asset values. Life companies in Europe have generally been
profitable, but Kollias did point out that the five big composite (multi-
line) companies in the United Kingdom lost more than $1 billion in 1990.

These companies have, nonetheless, been involved in less damaging
competition than their counterparts in the United States.

The separation of European insurance markets began to erode in
1988, and since then a series of changes have been underway. Kollias
discusses the principal EC agreements, the Single European Act of 1987
which included a program of financial integration, and proposals for
harmonization of supervision of investment services. Integration of
insurance activities has followed two separate paths, with nonlife large
commercial risk and individual life policies being sold abroad under
home country control, but "mass risk" life and nonlife insurance being
sold under host country regulations. More recent proposals are expected
to permit the free supply of insurance under home country rules.

The lowering of international barriers and deregulation are rapidly
producing a much more competitive environment for insurance activi-
ties in Europe. Important structural changes are also taking place
through mergers, joint ventures, cross-sector subsidiaries, bank/insur-
ance conglomerates, and network distribution alliances.
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In most European countries banks have not been able to underwrite
insurance, and life and nonlife companies have been segregated. This
separation is likely to be ended soon. Banks have been allowed to
distribute insurance products, although insurance companies have
generally not been allowed to distribute non-insurance products.

The European integration of banking and insurance in the form of
mergers, establishment of subsidiaries, and cross-participation contrasts
with the strict limitations on such operations in the United States and
the prohibitions in Japan. EC draft directives call for the close cooper-
ation of insurance and bank regulators if a bank or holding company
controls an insurance company, however.

Henry Parker points out that the insurance market in the United
States, while still the world’s largest, is slipping rapidly in its share of
world premium volume. He criticizes the domestic industry because so
few companies participate aggressively in the expanding overseas
markets. While substantial impediments to entry exist in some national
markets, it can be done and it is getting easier as a result of federal
efforts toward freer international trade.

Parker sees 1995 as the earliest date for real insurance market
uniformity in the EC. He anticipates some very substantial reductions in
insurance prices in several countries, citing Italy, France, and Luxem-
bourg as examples of the wide variations in premiums for indentical
exposures. He also sees advantages in terms of expense reduction,
product innovation, and achievement of critical mass. Distribution
systems will be altered, with more insurance sold through branches of
affiliated banks and other financial service providers. An important
stumbling block to rapid completion of the insurance directive is
agreement on uniform accounting practices.

One concern for U.S. companies expanding into Europe is the
possible reemergence of protectionism, particularly if transition prob-
lems severely damage long-protected European companies. There is
some risk that a reciprocity standard might replace national treatment,
to the detriment of U.S. companies.

Parker notes the importance and potential of the insurance market
along the Pacific rim. He also calls attention to the acquisitions of U.S.
insurance companies by foreign insurers.

Steven Skalicky reviews insurance market structure in Asia, Latin
America, and Eastern Europe to complement Kollias’s analysis, which
focused primarily on the EC. He makes itclear that barriers that
preserve fragmented national markets are under attack around the
world.

Asia has the potential to be the fastest-growing market in the 1990s.
Japan, the dominant market in Asia, is characterized by a relatively few
large companies, including most of the top 10 insurance companies in
the world. Japanese companies have been strictly supervised and
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limited as to their range of investments. Proposals would liberalize the
asset restrictions, and greater flexibility in premium rates was permitted
recently.

While the Japanese market is technically open to foreign competi-
tion, entry has been difficult. Japanese insurers have not been aggres-
sive in overseas operations, but have the potential for being so. The
attraction of Asian countries is not current premium volume, but the
potential for growth as they become more industrialized.

In Latin America, Skalicky is most optimistic about Mexico, where
the insurance industry is growing rapidly and restrictions on outside
ownership have been liberalized. The transition from state control in
Eastern Europe eventually will also provide opportunities, as reforms
permit foreign participation and ownership and economic changes
produce growth.

Skalicky sees unprecedented challenges to the insurance compa-
nies, consumers, and regulators. Large insurers that have the capital
and resources to penetrate rapidly growing insurance markets may, if
successful, survive the global consolidation of the industry. Consumers
should benefit from less expensive insurance, but will face increasing
risks of insurer insolvency. Insurers’ reliance on growth in the value of
real estate and securities to offset underwriting losses eventually leads to
problems. The challenge to insurance regulators to anticipate and deal
with problems in foreign markets is formidable.

Public Policy and Life Insurance
Gerard Brannon proposes a framework for evaluating regulatory

and tax policies in the life insurance market. He begins by distinguishing
between the risk coverage and the savings elements in the products of
life companies, noting the significant tax benefits of the savings compo-
nent. He presents historical data to show that since 1955, life company
reserves have shifted from life insurance to pension and annuity
products and life insurance reserves have declined as a percentage of
household financial assets. Life insurance in force as a percentage of
personal income has increased, however, as consumers shifted from
whole life policies, which have a large savings element and require
greater reserves, to term insurance. Despite this trend, evidence sug-
gests that consumers still buy too little life insurance.

State regulation of life companies requires the maintenance of
adequate reserves and limits the investment risk that can be assumed. In
the late 1980s, the historic redundancy in reserves appears to have
eroded and investment restrictions failed to protect policyholders from
the risk of new financial innovations or the danger of disintermediation.
The recent development of variable and universal life policies has been
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accompanied by higher-risk investments, but also the opportunity for
the investors to make risk choices.

State regulators provide limited solvency guarantees for policyhold-
ers, funded by levies on competing companies. In some states insurance
companies may apply such levies as credits against premium taxes,
effectively transferring losses from the industry to the states. Brannon
notes the relatively small volume of guaranty fund assessments in the
period from 1975 to 1989 and expresses the view that solvency problems
currently facing life insurers are clearly not in the same league as the
solvency problems of banks and thrifts.

Brannon points out that the Pension Benefit Guaranty Corporation
(PBGC) and state guaranty funds are competitors. When a company
purchases an irrevocable contract for an annuity to cover pension
liabilities, the guarantee shifts from the PBGC to a state fund. This may
work to the benefit of the employer but to the detriment of workers,
who have no say in the choice of an insurer. Nonetheless, Brannon
argues against federal support of such annuity obligations, using the
First Executive case to illustrate his point.

If it ig in the public interest to encourage life insurance purchases for
the protection of dependents of breadwinners, Brannon would support
a guarantee of the ability of insurance companies to fulfill term life
insurance contracts, and he would expect such a guaranty program to be
successful. However, he would not support the protection of savers and
he deplores the current tax advantages that encourage the intermingling
of insurance and investment features, complicating the development of
an appropriate guaranty scheme for insurance.

Joseph Belth confines his discussion to the issue of federal income
taxation of the inside interest in cash-value life insurance and life
annuities. Individuals tend to postpone the distressing subject of life
insurance, and therefore a major expense for insurance companies is the
commission paid to agents to perform the "anti-procrastination" func-
tion. Because natural premiums for life insurance are very low for young
purchasers, companies do not receive sufficient revenue to compensate
agents. Furthermore, the very high premiums in later years tend to
produce adverse selection as healthier members drop insurance. Both of
these problems can be mitigated by level-premium, cash-value insur-
ance, which creates a savings component. The federal income tax on the
inside interest is generally deferred. Life annuities, which provide
regular payments over an individual’s lifetime, make sense only in
periods of low interest rates, because one can obtain almost as high a
return investing principal directly during high-rate periods without
destroying the principal, as happens with an annuity. A life annuity
may have a lengthy accumulation period before the beginning of the
liquidation period, and here again federal income taxation on inside
interest is generally deferred.
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A theoretical argument can be made that deferred tax treatment of
inside interest in these two situations can no longer be justified.
Cash-value life insurance is of increasing benefit to high-income indi-
viduals, and life annuities are increasingly used solely because of tax
considerations. Nevertheless, Belth argues that current taxation of the
inside interest would have a "devastating impact on the life insurance
industry and would threaten its very survival." He also believes the
industry has sufficient political clout to discourage any legislative
attempt to impose current taxation.

Earl Pomeroy brings a regulator’s perspective to the issues raised by
Brannon. He contends that the sophistication of regulatory oversight
has been improved in response to the lower capitalization levels,
slimmer profit margins, and higher risks found in the life insurance
industry today. Pomeroy cites the improved system for bond evalua-
tion, a model law covering bond concentrations, limits on junk bonds,
and progress toward reserve requirements and limitations on other
higher-risk investments. While such regulatory activity has the neces-
sary effect of lowering investment returns and restricting capital flows to
particular activities, it is wholly appropriate because solvency protection
is the regulator’s first priority.

Pomeroy discusses such consumer protection regulations as re-
quired disclosures of product characteristics and minimum product
quality standards. He chides Congress for attempting to achieve social
goals through the imposition of costly market restrictions.

With respect to guaranty funds, Pomeroy agrees with Brannon that
they can dull consumer sensitivity to insurer risk exposure, but finds that
they serve a critical role. Despite assessment limitations, Pomeroy is
reasonably hopeful that the guaranty fund mechanism has sufficient
capacity, on a state-by-state basis, to handle a major life insurance failure.

After briefly reviewing the history of state insurance regulation,
including recent activities of the National Association of Insurance
Commissioners (NAIC), Pomeroy lists several concerns state regulators
have with federal regulation of insurance. He maintains that federal
officials tend to overstate the solvency problem, because of their
sensitivity to the thrift failures and because they view the Executive Life
case as a harbinger of trouble for the life industry generally. Newly
implemented state reforms should be given time to work. Pomeroy
argues that political pressures could lead to a situation where federal
solvency regulation is imposed alongside state regulation of rates with
the two sets of regulators pursuing conflicting objectives. Pomeroy does
not expect a specific federal regulatory proposal to have much political
appeal, even though the general concept might.

Warren Wise challenges Brannon’s characterization of the cash
value in permanent life insurance as being equivalent to a savings
account. He argues that it arises from the leveling of premiums and is an
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integral part of providing lifetime protection at an acceptable price. The
tax-free inside buildup is a subsidy to encourage life insurance protec-
tion, not savings.

Wise acknowledges that the industry is more vulnerable to failure
than it once was, although his proposals for dealing with the problem
are at odds with Brannon’s. Rather than limit protection to death
benefits, as Brannon would do, Wise would cover all policyholders.
However, he would want all interested parties to share in losses when
an insurer fails, including insurance sales representatives, policyhold-
ers, and state governments.

Guaranty fund assessments should be risk-based and collected on a
regular basis so that the heaviest impact will fall on those insurers most
likely to fail. Sales representatives should have an incentive to recom-
mend safe companies, and states should have an incentive to devote
adequate resources to solvency regulation. State contributions could be
in the form of the tax offset for guaranty fund assessments that already
exists in several states. Insurance consumers should share the burden by
recovering less than the full amount due them.

Wise would improve regulation by linking capital requirements to
risk, strengthening investment restrictions, improving accounting prac-
tices, and better controlling reinsurance transactions. Regulators must
be provided sufficient resources to carry out their responsibilities.

The question remains of who should administer solvency regula-
tion, and Wise would prefer that it be done without federal involvement
if the states can adopt and enforce strong, uniform solvency standards.
However, if a federal role proves to be necessary, he would prefer that
federal involvement be limited to the setting of minimal standards,
oversight, and the ensuring of compliance.

Public Policy and Property-Liability Insurance
Scott Harrington makes some very specific recommendations as to

what changes should, and should not, be made to property-liability
insurance regulation. He would like to reduce guaranty fund coverage
in order to increase market discipline. He does not think a case has been
made for a federal regulatory role, and believes that federal supervision
could actually increase total insolvency costs. Harrington would like to
see the abandonment of state rate-setting, but would not alter the
industry’s antitrust exemption.

With respect to guaranty funds, Harrington argues that guarantees
result in policyholders having reduced incentives to buy coverage from
safe insurers; the market collectively has more information and knowl-
edge than the regulators, and the spreading of insolvency losses
through guaranty funds can reduce pressure on government to commit
adequate resources to solvency monitoring. It would be desirable to
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require a large co-payment from the policyholders, especially those who
are best able to monitor insolvency. Harrington also makes a case for
post-insolvency assessments being superior to an accumulated fund.
The arguments presented against federal regulation of property-liability
insurers draw heavily on the thrift experience, and particularly the role
of Congress in condoning forbearance for insolvent institutions.

Harrington argues that rate regulation of property-liability insur-
ance has little or no justification, and he would limit the regulatory role
to requiring appropriate information disclosure. The industry is highly
competitive, with ease of entry, and market forces can most efficiently
determine rates. Harrington contrasts the industry to public utilities,
where rate regulation is necessary. Rate regulation can result in insurers
exiting certain lines or states, reducing net worth and thereby increasing
insolvency risk; it can also result in insurers being less innovative.
Regulation can directly increase expenses and distract management as a
result of the rate hearing process.

Harrington sees the cooperative development of policy forms and
sharing of loss data as entirely constructive, lowering costs, easing
entry, and increasing forecast accuracy. He sees the forecasting of future
losses by advisory organizations as serving a useful function to the
extent that they improve individual insurer forecasts. He is concerned
that a substantial change in the industry’s antitrust exemption could
lead to higher prices and less stability, and result in a surge of costly
litigation.

J. Robert Hunter vigorously challenges Harrington’s characteriza-
tion of the property-liability insurance market as highly competitive, as
well as his proposal to remove rate regulation while preserving the
industry’s exemption from antitrust laws. Hunter presents evidence that
the public does not have sufficient information to select insurance
companies on the basis of cost or service quality. He also cites findings
that collusion on rates has been the norm, not the exception, in the
industry. Hunter reviews the mechanism by which the Insurance
Services Office, an industry service organization, provides insurers with
advisory rates. He argues that, even with plans to exclude expense
factors from the rate data, some critical components of the rate formula
will still be provided that instead should be calculated independently by
individual insurers, if collusion is to be prevented.

Hunter could agree to easing or even phasing out rate regulation,
but only if all anticompetitive forces were eliminated. Specifically, he
mentions the antitrust exemption, the anti-rebate laws, the anti-group
laws, the barriers to entry by banks, the information gap, and the
underwriting selection problem.

With respect to solvency, Hunter challenges Harrington’s proposal
to decrease guaranty fund coverage in order to improve market disci-
pline. He would expand coverage for personal lines and small busi-
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nesses. Even with respect to large commercial customers, he notes that
loss of insurance protection could have secondary effects on the public
when the business, as well as the insurance company, fails. Hunter calls
for federal minimum standards for solvency regulation, and direct
federal regulation of alien reinsurance and alien surplus lines markets.

Robert Litan agrees with most of Harrington’s points, but he would
not reject a federal solvency role and would draw different lessons from
the thrift crisis. Litan faults the state regulators for their performance in
connection with the larger failures of property-liability insurance com-
panies in recent years. He attributes recent efforts by the NAIC to
improve state regulation to the threat of federal regulation. Litan
proposes creating a federal regulatory program and a national guaranty
fund system as an alternative to state regulation and guaranty funds.
Insurers that chose the federal system would no longer be subject to rate
regulation. While Litan acknowledges some adverse selection problems
with his proposal, he sees it as a way of forcing reform of the state
systems, or having property-liability insurance regulation gravitate to
the federal level.

Litan draws on his interpretation of the thrift crisis to support the
idea that a pre-funded guaranty system would be superior to the usual
post-insolvency assessment procedure. He points out that thrift regula-
tors engaged in forbearance largely because of insufficient funds to
resolve failed institutions.

Litan is concerned that major exogenous events pose a substantial
threat to the industry, citing specifically a potential major earthquake
and possible court rulings making insurance companies responsible for
the cost of cleaning up hazardous waste sites. He suggests steps that
could be taken in advance to protect the industry from being over-
whelmed by such calamities.

Richard Stewart briefly outlines what he sees as the major issues in
rate regulation and in dealing with the underwriting cycle. He then
turns to the issue of solvency and argues that insolvency is a natural
outcome for a property-liability insurer.

It is the liabilities of the insurer, not the assets, that are of most
concern, and these liabilities extend far into the future. In Stewart’s
view, the future is not going to be like the past, and therefore it is nearly
impossible to estimate the extent of these liabilities for pricing or
reserving purposes. In the general liability line the threats are systemic,
further adding to the industry’s susceptibility to catastrophes on the
liability side. Moreover, the industry is intensely competitive, and the
incentives and rewards are concentrated on the front end of a transac-
tion, with willingness and ability to pay claims coming much later.

If it is the duty of the regulator to prevent insolvencies, it is very
hard to accomplish this by early detection and swift action because of
the uncertainty about the extent of the liabilities. However, it is easy to
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forbear and avoid recognition of insolvency for several years, thereby
escaping responsibility. In Stewart’s view, this perverse incentive for the
regulator increases the risk of even greater losses.

Our system of compensation for accidents functions through an
insured civil liability procedure. In the event of insurance company
insolvency, the victims include not only direct policyholders but large
groups of individuals, whose only link may be the use of a common
product or exposure to a form of pollution, and who are terribly hurt by
the insurance company insolvency. We should not think only of
corporate America in considering guaranty fund protection surrounding
the property-liability insurance system.

Stewart believes that state regulation, with improvements such as
those currently in process, can do a satisfactory job of detecting and
acting against emerging insolvencies. However, liquidation and guar-
antees for large-scale general liability insolvencies should be managed at
the national level.

Conclusions
The ability of domestic insurance companies to meet their obliga-

tions is vital not only to the welfare of their customers but also to the
economy and social fabric of the country. In recent years the structure of
the life insurance industry has changed in a way that has increased the
risk of major insurers becoming insolvent or illiquid. Capital ratios have
not increased in response. At the same time the property-liability
insurance industry has become more leveraged and perhaps more
vulnerable to large-scale losses.

Opinions differ widely as to the extent and duration of the current
weaknesses in the asset quality of life insurers, but it is generally agreed
that state regulation and the system of guaranty funds., are being
materially strengthened by various initiatives. Experts disagree, how-
ever, about the ability of even strengthened state systems to avert
solvency problems or to safeguard policyholders and others in the event
of failures of major insurers. Agreement on the desirability and extent of
protection to be provided for policyholders, pensioners, and savers
dependent on an insurance company’s ability to pay, would facilitate
determination of what, if any, federal role is desirable in regulation or in
administering guaranty funds.

Congressional interest in examining the insurance industry, con-
tinuing downgrades in ratings of individual companies, and the pros-
pects for a prolonged period of depressed commercial real estate values,
all suggest that insurance industry solvency issues will be with us for
some time.



Insurance Companies
as Financial Intermediaries:
Risk and Return
Richard W. Kopcke and Richard E. Randall*

Insurance companies, by their nature, bear risks. These risks partly
depend on insurers’ ability to anticipate the frequency and magnitude of
the losses that they promise to cover. Because insurers manage portfo-
lios of assets to pay these obligations, they also bear risks similar to
those of other financial intermediaries, risks that depend on changes in
the value of their assets compared to that of their contractual liabilities.

Because the capacity of insurance companies to absorb losses is
limited, their customers also bear some risk. In order to limit this risk, a
variety of public agencies examine and regulate insurers. Often con-
tracts also are covered by guaranty funds, which essentially allow the
customers of failing insurance companies to transfer a portion of their
unsatisfied claims to the other participating insurers. But, this safety
network can fail if too many insurance companies have assumed similar
risks.

Recently, some highly publicized failures of insurers, following the
difficulties of the thrift and banking industries, have drawn attention to
the financial condition of the insurance industries.1 Because the insur-
ance business differs substantially from that of depository institutions,
most of the specific problems of these industries are not comparable.

In one general respect, however, the same challenge confronts
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Bank of Boston. The authors would like to thank Betsy L. Morgan, Inge Schaefer-
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i See, for example, IDS (1990); U.S. Congress (1990); Stevenson (1990); Laing (1990);
American Council of Life Insurance (1990); and Kramer (1990).
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insurers, thrift institutions, banks, and most other intermediaries. The
financial strategies of intermediaries in the United States presumed a
stability of interest rates that began to break down in the late 1960s.
These intermediaries assumed a bet that yields and differences among
yields would not change greatly for prolonged intervals of time. Con-
sequently, the rising interest rates of the past two decades are taking
their toll. From the point of view of many financial institutions, a
principal "failed promise" during these years has been the bout of
persistent inflation responsible for increasing rates of interest.

In order to cope, many financial institutions assumed new bets by
reaching for riskier assets offering higher yields or by operating with less
capital per dollar of assets. To varying degrees, many insurance com-
panies have adopted these strategies. Life insurance companies holding
one-sixth of their industry’s assets have relatively low capitalization,
and companies holding as much as three-quarters of industry assets
have substantial investments in assets that currently are considered
risky. Property-liability companies representing approximately one-fifth
of that industry’s assets have comparatively little capital by historical
standards, and companies representing three-fifths of industry assets
would have low capital if interest rates were to rise substantially in the
near future.

Of all the remedies inspired by the recent investigations of the
insurance industries, none appears to be more important than raising
more capital. With the increasing volatility of interest rates and the
increasing competition among financial intermediaries during the last
three decades, insurers need to carry more capital per dollar of assets if
insurance contracts are to be as secure as they were supposed to be prior
to the late 1960s. Because guaranty funds inherently are no stronger
than the capital of participating insurers, these funds, alone, cannot
compensate for insurers’ lack of capital unless these funds commit the
government to indemnifying customers of insurance companies.

Regulatory reforms could do much to limit the risks borne by
insurers and those holding insurance contracts, but the potential efficacy
of these reforms is limited. As financial intermediaries, insurers invest in
some assets whose risks and returns are difficult for "outsiders" to
assess. Furthermore, much of the risk borne by an insurance company
arises from the blends of both assets and liabilities that constitute the
company’s balance sheet. Successful regulation could foster an "ade-
quate" diversification of assets or the "proper" matching of assets and
liabilities; yet, after a point, assessing "adequacy" and "propriety"
requires the oversight and skills of a resident shadow management.

The analysis in this paper proceeds from the general to the specific.
The first section discusses the risks inherent in financial intermediation.
The second section describes the roles of life and property-liability
insurance industries in credit markets, discussing some of the changes



INSURANCE COMPANIES AS FINANCIAL INTERMEDIARIES 21

in their aggregate balance sheets during the last three decades. The third
section, using reports submitted to the National Association of Insur-
ance Commissioners for 1989, examines the distribution of assets,
capital, and liabilities among life insurance companies and among
property-liability insurance companies. The fourth section, using public
information, discusses the risks entailed by the asset concentrations of
insurance companies and the similarities between the recent experiences
of insurers and banking institutions. This paper concludes that many
insurers must increase their capital to cope safely with the consequences
of a significant slump in the value of commercial real estate, a substantial
decline in corporate profits, or a significant rise in credit market yields.

Financial Intermediation and Risk
Economic development and capital formation depend on the effi-

cient transfer of resources from those who would save to those who
would invest. In the United States, more than three-quarters of the
funds transferred to investors in the form of credit market instruments
or loans flow through financial intermediaries. On one,hand, insurance
companies, depository institutions, pension funds, and other interme-
diaries issue financial claims with features that appeal to savers; on the
other hand, these intermediaries accept financial obligations from bor-
rowers on terms that appeal to borrowers. Without this intermediation,
each financial contract must accommodate at once the frequently dis-
parate motives of savers and investors. Intermediaries also serve savers
and investors by evaluating investors’ prospects, monitoring their
performance, and providing both savers and investors a dependable
access to funds on terms commensurate with their risks and returns.2

By design, intermediaries, which transform primary securities is-
sued by investors into assets valued by savers, manage an unmatched
book. To compensate for this risk, these intermediaries expect to receive
a sufficiently large margin between the effective yields they offer savers
and the effective yields they earn on their assets. Savers may be willing
to earn a yield below that prevailing in financial markets or to sacrifice
liquidity in order to receive services not offered by primary securities or
by mutual funds. Investors who are not recognized in public credit
markets may be willing to pay greater yields or to accept terms more
stringent than those prevailing in financial markets in order to cultivate

2 See Gurley and Shaw (1955, 1956, 1960); Navin and Sears (1955); Baskin (1988);
Jensen and Meckling (1976); Leland and Pyle (1977); Smith and Warner (1979); Diamond
and Dybvig (1983); Diamond (1984); Fama (1985); Bernanke and Gertler (1987); Gertler
(1988); and Hoshi, Kashyap, and Scharfstein (1989).
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a reliable source of funds. The more savers value competitive yields and
the more investors can avail themselves of competitive yields, the more
intermediaries’ expected profit and capacity for bearing risk shrink.

The capacity of intermediaries to bear risk also depends on their
leverage. With more equity capital and surplus per dollar of assets,
intermediaries can honor their contracts despite deeper or more pro-
longed financial setbacks. In principle, more capital could increase the
odds of survival when expected profit margins are low compared to the
volatility of profits. Yet, with lower profit margins, intermediaries
ordinarily require greater leverage to maintain a competitive return on
capital. From the viewpoint of their customers, increasing leverage
under these circumstances would compromise safety and soundness.

Extraordinary losses or competitive pressures encourage insurance
companies, like other intermediaries, to acquire assets promising greater
yields and risks or to increase the volume of their underwriting relative
to their surplus. These strategies increase both the odds that the
contracts of weak insurers will not be honored in full and the odds that
failing insurers will not recover. These risky strategies often are the most
appealing for imperiled intermediaries, because the price of obtaining
new capital can appear to be too expensive for the existing owners.

Regulation and Guaranty Funds
Because the interests of those who own and manage financial

institutions do not necessarily coincide with the interests of their
customers, intermediaries typically are regulated by public agencies. But
this reliance on oversight by outsiders also can pose risks. Assessing the
specific values of insurers’ assets and liabilities or their inherent risks
and returns is difficult for both customers and regulators.3

Many insurance contracts are covered to some degree by guaranty
funds in most states. Like the guaranty funds for depository institu-
tions, the strength of these funds depends on the ability of their
members to pay the necessary assessments. And, like the guaranty
funds for depository institutions, the failure of these funds may uncover
an implicit "put" written on state or federal governments. In cases when
the federal government provides disaster relief or catastrophic insurance
coverage, insurers, their customers, and their guaranty funds possess
an explicit put option. Sometimes this put is less obvious: insurers may
be able to claim tax deductions or tax credit for assessments paid to
guaranty funds. Because of the ambivalent status of guaranty funds,
governments that bear the potential burden of this put option attempt to

3 See Randall (1989). Assessing these risks also may be difficult for insiders; see
Sirnons (1991).
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design regulations that limit the inevitable failure of insurers to isolated,
manageable cases.

This put option on the government also has deeper consequences
for regulation and economic policy. Even if intermediaries hold well-
diversified portfolios of assets, their financial condition is contingent on
the stability of the prices of capital assets. For example, if economic
policy does not ratify the expectations of investors who install an
"excessive" number of factories or develop an "excessive" amount of
real estate, then the subsequent collapse in the prices of capital assets
could entail extraordinary losses among financial intermediaries. Ac-
cordingly, the success of "deposit insurance" ultimately depends on the
ability of economic policy and financial regulation to avoid binges and
purges, to foster a flow of investments generally consistent with the
potential growth of the economy.

Neither regulation nor guaranty funds necessarily promote safety
and soundness. At times, regulations limit either the assets intermedi-
aries hold or the variety of liabilities they issue in a fashion that
diminishes their efficiency, perhaps reducing their expected returns
more than the potential variability of their returns.4 At other times,
intermediaries reporting substantial current returns (by undertaking a
risky investment strategy) may appeal strongly to customers and may
not be examined closely by regulators; these institutions also may be
allowed to carry less capital or surplus than their competitors,s To the
degree customers believe that regulated intermediaries bear an "under-
writers’ laboratory seal of approval," and to the degree that intermedi-
aries are covered by explicit guarantees or by an implicit put option onto
the government, financial institutions can become less sound, unless
regulators can assess accurately their financial strategies.

Insurance Companies as Financial Intermediaries
Insurance companies manage approximately 16 percent of all the

financial assets held by intermediaries in the United States (Table 1). The
share of assets under their control is nearly as great as the share of assets
held by the thrift institutions; only the share of commercial banks is
significantly higher.

Since the 1950s, property-liability insurers’ share of all financial
assets held by intermediaries has remained constant, while the share

4 Regulations designed to make intermediaries more secure by limiting the liabilities
they may issue and the assets they may hold might instead make both the economy and
intermediaries less stable; see Kopcke and Rosengren (1989).

s See, for example, U.S. Department of the Treasury (1991).



Table 1
Assets of Financial Intermediaries
Percent of Total

1952- 1956- 1961- 1966- 1971- 1976- 1981- 1986-
Financial Intermediary                     1900 1912 1922 1929 1955 1960 1965 1970 1975 1980 1985 1990

Life Insurance Companies 10.1 13.0 12.2 14.4 21.1 20.2 18.0 16.0 13.4 12.1 11.4 11.6

Property-Liability Insurance Companies 2.9 3.2 4.1 6.2 4.4 4.4 4.3 3.8 3.7 4.1 4.1 4.5

Commercial Banks 64.1 65.5 64.7 52.7 47.2 40.8 37.1 37.5 39.2 37.9 34.8 30.9

Thrift Institutions 19.1 15.2 13.6 14.8 15.4 18.4 20.9 20.5 21.0 22.3 20.3 17.9

Pension Funds * * .1 .4 5.6 8.4 10.8 12.4 13.5 15.3 17.1 17.6

Private n.a. n.a. n.a. n.a. 3.4 5.4 7.2 8.3 8.9 10.4 11.6 11.3

State & Local Government n.a. n.a. n.a. n.a. 2.2 3.0 3.6 4.1 4.6 - 4.8 5.5 6.3

Investment Trusts * * .2 2.6 1.4 2.3 3.3 4.0 3.4 1.8 2.1 6.6

Mutual Funds n.a. n.a. n.a. n.a. 1.4 2.3 3.3 3.9 2.8 1.6 2.0 5.2
Finance Companies * * * 2.2 3.7 4.3 4.6 4.7 4.7 4.8 4.9 5.1

Securities Brokers and Dealers 3.8 3.1 5.1 6.7 1.2 1.1 1.1 1.2 1.0 1.1 1.5 1.9

Money Market Mutual Funds n.a. n.a. n.a. n.a. 0 0 0 0 * .7 3.8 3.8

¯ = less than 0.05%
n.a. = not applicable
Source: All data 1900 to 1929 from Goldsmith (1955) and Goldsmith (1958).
All data 1952 to 1990 from the Board of Governors, Federal Reserve System, Flow of Funds.
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Table 2
Insurance Companies’ Holdings of Selected Financial Assets
Percent of Total Value Outstanding of Each Security

1960- 1965- 1970- 1975- 1980- 1985-
Asset 1964 1969 1974 1979 1984 1989

Tax-Exempt Bonds
Life Companies 4.8 2.9 2.0 2.2 2,0 1.3
Property-Liability Cos. 11.9 11.7 13.9 19.4 21,0 18.0

Corporate Bonds
Life Companies 51.4 45,1 35,8 34.4 34.1 32.0
Property-Liability Cos. 1,8 2.8 3.4 4.4 4.0 4.4

Corporate Equities
Life Companies 1.2 1,2 1.6 2.2 2.0 1,5
Property-Liability Cos, 2.3 1.9 2.4 2,5 2,4 1.4

Commercial Mortgages
Life Companies 30,5 31.2 29.4 29.6 30.4 26.8
Property-Liability Cos. .3 .3 .2 .2 .6 ,8

Multifamily Mortgages
Life Companies 19,0 25.4 23.0 17.5 12,8 8.9

Home Mortgages
Life Companies 16.6 12.6 7.0 2.8 1.6 ,8

Source: Board of Governors, Federal Reserve System, Flow of Funds; AM. Best Company, Best’s
Aggregates and Averages--Life/Health, various years; and A.M. Best Company, Best’s Aggregates and
Averages--Property/Casualty, various years.

managed by life companies has fallen by almost one-half. During the
early 1950s, life companies alone managed about 21 percent of interme-
diaries’ assets. Currently, their share is under 12 percent. About
two-thirds of this decline occurred in the late 1960s and in the 1970s;
since then, the share of life insurers has changed little.

The presence of insurance companies traditionally has been greatest
in the bond and mortgage markets (Table 2). During the 1960s life
insurers held about one-half of the outstanding corporate bonds. Al-
though this share has fallen with the advent of mutual funds and the
growth of pension plans, life companies still hold approximately one-
third of corporate bonds. During the past thirty years, life insurers
consistently have held approximately 30 percent of commercial mort-
gages, while their shares of residential mortgages have declined because
of the growth of the thrift industry. Property-liability insurers hold
approximately one-fifth of the outstanding municipal bonds.

Both life and property-liability insurers invest more than one-half of
their assets in longer-term securities bearing fixed yields (Table 3).
Bonds account for almost 50 percent of life insurers’ assets, and
mortgage loans, four-fifths of which were commercial mortgages in
1989, account for another 20 percent. Together, real estate holdings and
corporate equities, mostly the common stock of affiliates, represent less
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Table 3
Balance Sheet of Life and Property-Liability Companies
Percent of Total Assets

1960- 1965- 1970- 1975- 1980- 1985-
1964 1969    1974    1979    1984    1989

Life Insurance Companies
Assets

Bonds
Government Bonds

US
Special Revenue

Corporate Bonds
Utility
Industrial

Corporate Stock
Preferred Stock
Common Stock

Industrial
Affiliates

Mortgage Loans
Commercial Mortgages

Real Estate
Policy Loans
Separate Account Assets
Other Assets

Liabilities
Reserves
Other Liabilities
Capital and Surplus

Property-Liability Companies
Assets

Bonds
US Government
State and Municipal
Special Revenue
Industrial

Common Stocks
Preferred Stocks
Other Invested Assets
Mortgage Loans
Real Estate
Other Assets

Liabilities
Losses
Loss Adjustment Expense
Unearned Premiums
Reinsurance Funds
Other Liabilities
Capital and Surplus

* = less than 0.05%.
n,a. = not available.

47.4 42.6 40,2 43.4 40.7 46.5
9.2 6,4 4.8 6.2 8.6 12.9
n.a. n.a, n.a, n.a. 5,0 8,4
n,a. n.a. n,a. n,a, 1.9 3,1

38.2 36.2 35.5 37.2 32.1 33.7
n.a. n.a, n.a, n.a. 9,2 7,8
n.a. n.a. n.a. n,a. 21.7 25.0
4.8 5.6 6,5 6.4 6.0 4.9
n.a, n,a, n.a, n.a. 2.1 .9
n.a. n.a. n.a. n,a. 3,9 4,0
n.a. n.a. n.a. n,a. 1.6 1.2
n.a. n,a. n.a, n.a, 1.7 2.4

35,5 37.5 33,3 28.2 23.9 19.8
9.2 11.3 13,3 15.4 15.6 15.2
3.1 2,9 3,0 2.9 2.5 2.4
4.6 5.8 7.9 8.0 8.5 5.3
n,a. 1.2 3.5 5,1 9.0 10.4
4.5 4.8 5,5 6.0 9.4 10.7

81,4 80.2 81,0 81.6 79.0 82.4
10.2 11,0 11,0 11.4 12.9 9.7
8.4 8,8 7.8 6.9 8.2 8.0

50.3 50.0 51.4 62.2 58,0 57,8
16.9 12.2 7.1 9.8 10.7 15,3
16,0 14,0 15,2 13.8 11.2 9.2
11.5 14.3 17.2 24.5 25,7 21.0
5.2 8.8 11.1 13.1 9.7 11,6

32.0 31.7 28.2 17,2 14.0 9.4
2.6 2.7 3.4 3,2 3.9 2,1
* * ,1 .3 .6 .6
.4 .4 .3 .3 ,7 1.1

1.5 1.6 1.6 1.4 .8 .2
13.1 13.6 15.0 15.4 22.0 28.7

25,9 30.7 36.5 44,4 46.0 43.0
n.a. n.a. n.a. n.a. 6.6 7,2

25.9 25.4 23.9 21.4 17,5 16.9
1.1 1.4 1.3 1.2 1.4 1.4
5.3 5.8 6.7 7.7 6,8 6,3

41.8 36,7 31,6 25.2 25.7 24.9

For 1960 to 1976, data for the property and casualty companies are on a nonconsolidated basis.
Source: For life insurance companies from 1960 to 1979, American Council of Life Insurance, Life Insurance
Fact Book, various years. For life insurance companies from 1980 to 1989, A.M. Best Company, Best’s
Aggregates andAverages--Life/Health, various years. For property and casualty insurance companies, A.M.
Best Company, Best’s Aggregates and Averages--Property/Casualty, various years.
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than 8 percent of life insurance assets. Property-liability or casualty
insurers invest almost 60 percent of their assets in bonds and another 10
percent in equities, while their holdings of mortgage loans and real
estate are minimal. The average maturity of bonds in both life and
property-liability insurers’ portfolios exceeds 10 years, and the average
maturity of mortgages is approximately one-half that of bonds.

The Correspondence between Assets and Liabilities

The invested assets of insurance companies are financed principally
by the premiums they have collected for writing their contracts and by
capital or surplus, which represents the contribution of those who own
the companies. Most of the assets of insurance companies are held in
reserves to pay the claims of those holding their contracts.

Although life insurers anticipate paying most of their claims only
after their contracts have been in force for many years, those who own
these contracts often possess the option to borrow against their reserves
(frequently at favorable rates of interest) or to cancel their contracts for
cash. Recently, some life insurers have aggressively sold guaranteed
investment contracts (GICs) in addition to their more traditional insur-
ance and annuity products. Because GICs are comparatively short-term
liabilities, which appeal to buyers mainly by offering a competitive rate
of interest, insurers relying on these contracts reduce the average
"maturity" of their liabilities.

The reserves of property-liability companies are held mainly
against homeowner, automobile, and commercial policies. Casualty
insurers ordinarily expect to pay most of their claims within a few years
of writing their contracts. Yet, when casualty companies can replace
expiring contracts with new contracts and cover their claims by their
flow of premium receipts, they may manage a relatively stable portfolio
of assets over many years.

If yields on securities are relatively stable, insurers can comfortably
regard their liabilities as being of long duration and invest them in long-
term assets. Indeed, when the yields on longer-term securities exceed
those on shorter-term securities, insurers can price their contracts most
attractively by investing their assets in longer-term securities.

Should all yields rise significantly and remain high, however,
established insurers cannot continue to offer competitive terms on
existing contracts without diminishing their return on surplus. Proper-
ty-liability insurers, especially, may depend on the flow of premiums to
pay claims should the values of their assets fall at the same time that the
magnitude of their losses unexpectedly rises. Under these circum-
stances, insurers could find themselves relying on comparatively short-
term liabilities to finance long-term assets.

Although the history of interest rates during the century ending .
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Interest Rate on Corporate Bonds

1980

with the 1960s encouraged insurance companies to invest their reserves
in long-term assets, their experience during the subsequent two decades
undermined their confidence in this strategy. Between 1860 and 1960,
interest rates on bonds were relatively stable (Figure 1). During the past
three decades, however, a doubling of yields brought many changes to
the insurance industries.

The Performance of the Life Insurance Industry

Since the 1950s, the capitalization of life insurance companies as a
whole has varied little, remaining near 8 percent of the value of their
assets as reported on their books. But at times during the 1970s and
1980s, the yields on their bonds and mortgages were sufficiently below
yields prevailing in credit markets that their capitalization would have
been below zero had their assets alone been marked to market.

Although policy lapse rates and loans to policyholders increased
during this interval, the vast majority of policyholders left their funds on
deposit with life insurers through 1985, when the returns on insurers’
assets once again compared favorably with the yields prevailing in credit
markets. Nonetheless, life insurance companies’ share of the flow of
funds into intermediaries fell significantly beginning in the late 1960s.

Established insurers coped by promoting new liabilities or new lines
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of business, while new companies, unburdened by investments bearing
low yields, expanded their share of the life insurance, annuity, and
pension businesses. Life insurers also acquired new assets promising
greater or more flexible returns, often accompanied by more risk. As a
result of this experience of the past two decades, life insurers increas-
ingly are promoting their liabilities as investment contracts, and those
purchasing these liabilities increasingly value them mainly as financial
investments. These innovations may diminish life insurers’ ability to
bear risk in the future.

The Performance of the Property-Liability Insurance Industry
During the past three decades, the capitalization of property-

liability or casualty insurance companies fell more than two-fifths. In the
early 1960s, the capital and surplus of these insurers averaged more than
40 percent of assets. After earning a low rate of return on surplus in both
the mid 1960s and the mid 1970s, their capital and surplus fell below
one-fourth of assets.

Though the average capitalization of property-liability companies
as reported on their books has not changed greatly since the 1970s, at
times during the 1980s their capital would not have exceeded one-sixth
of assets, had their assets alone been marked to market. Customers of
property-liability insurers cannot cash in their policies, so marking only
the assets of these insurers to market understates their capital and
surplus. Nevertheless, during the 1980s persistent underwriting losses
substantially depressed the return on surplus for casualty insurers as a
whole. Since 1980, for example, the average return on surplus for
casualty insurers has been less than that of banks (10 percent versus 13
percent), even though the return on surplus for casualty insurers has
been more volatile. This performance may be attributed partly to
established insurers’ pricing existing and new contracts attractively in
order to maintain their flow of premium receipts.

Financial Characteristics of Insurance Companies in
1989

Within the life and property-liability insurance industries, the
financial characteristics of the individual companies can differ consider-
ably from those for their industry. Though the aggregate statistics for life
insurers show that the industry as a whole has not assumed great risks,
companies holding one-sixth of the industry’s assets have relatively low
capitalization, and companies holding as much as three-quarters of
assets have substantial investments in risky assets. Property-liability
companies holding one-fifth of that industry’s assets have relatively
little capital by historical standards. If interest rates were to rise
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substantially in the near future, the capitalization of property-liability
companies holding more than three-fifths of the industry’s assets would
be less than one-half of recent industry averages.

In retrospect, many insurance companies carried too little capital in
the 1970s to cover adequately the risks inherent in their balance sheets.
The capitalization of these insurers is now less than that of the 1970s,
while their risks have not diminished. By this standard, rather than any
minimum acceptable ratio of capital to assets, the capital of many life
and casualty insurers appears to be too low given the risks they are
bearing.

Life Insurance Companies

Table 4 describes the distribution of assets in 1989 for the 62 largest
life insurance groups, representing about 80 percent of the industry’s
assets. One-sixth of the sample’s assets were held by companies with
capital less than 5 percent of assets (column 1). Approximately three-
quarters of the sample’s assets are held by companies for which capital
and surplus is no more than 6 percent of assets.

The table subdivides this sample further, according to each com-
pany’s investments in real estate, equity, low-grade bonds, and mort-
gages. For example, companies with capital to asset ratios below 5
percent hold 16.2 percent of the sample’s assets. The entries in the first
row of columns 2, 3, and 4 (which sum to 16.2 percent) partition this
share according to investments in risky assets: 13.6 percent of assets are
held by companies for which capitalization is less than 5 percent and for
which investments in real estate, equity, tow-grade bonds, and mort-
gages are greater than three times capital and surplus. Similarly, the
entries in the first row of columns 5, 6, and 7, columns 8, 9, and 10, or
columns 11, 12, and 13 (each group of three columns summing to 16.2
percent) partition the share of assets held by the companies with low
capitalization according to their investments in specific assets: 10.4
percent of assets are held by companies for which capitalization is less
than 5 percent and for which investments in real estate and equity are
tess than one-half of capital and surplus.

Most of the assets of life insurers are held by companies for which
capital and surplus is between 5 and 6 percent of assets (Table 4, row 2).
Although these companies have assets invested in real estate, equities,
and low-grade bonds, these investments generally are not as great as
their investments in mortgages, four-fifths of which are commercial
loans. Whereas together these companies hold 58.5 percent of the
industry’s assets, 43.0 percent of assets are held by insurers for which
mortgages are at least three times capital and surplus (row 2, last
column); only 6.7 percent of assets are held by insurers for which
holdings of low-grade bonds exceed capital and surplus (column 10);



Table 4
Allocation of Assets among Life Insurance Companies, 1989
Percent of Total Assets

Risk Assets

Bonds below
Real Estate and Investment

Total Total Risk Assets Equity Grade MortgagesLife Insurance Companies,
Grouped by Capital (percent of capital (percent of capital (percent of capital (percent of capital

and Surplus as a and surplus) and surplus) and surplus) and surplus)
Percentage of Assets <100 100-300 >300 <50 50-100 >100 <50 50-100 >100 <100 100-300 >300

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11 ) (12) (13)

(1) <5 16.2 .5 2.1 13.6 10.4 t.6 4.2 6.5 6.5 3.3 2.0 1.4 12.8
(2) 5-6 58.5 .4 2.1 55.9 5.9 26.3 26.2 19.0 32.8 6.7 1.8 13.7 43.0
(3) 7-10 17.2 1.4 3.1 11.9 7.7 5.9 2.7 13.7 1.2 2.4 5.3 11.9 0
(4) >10 8.1 1.9 7.1 0 3.5 5.5 0 8.1 0 0 4.5 3.7 0

Total 100 4.3 14.4 81.4 27.6 39.3 33.2 47.3 40.5 12.4 13.5 30.6 55.8

Note: Risk assets include: real estate, common equity, bonds below investment grade and mortgages.
The real estate, equity, low-grade bonds, and mortgages shown are assets explicitly reported in general accounts and schedule D. No "miscellaneous assets" are
included in risk assets.
Short-term assets include: cash, bonds with a maturity of less than one year and short-term investments.
Separate accounts are not included in either total assets or total liabilities.
Data are for the 62 largest life insurance groups, representing about 80 percent of industry assets.
Numbers may not add to totals because of rounding.
Source: National Association of Insurance Commissioners (NAIC) Database of Annual Statements.
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and 26.2 percent of assets are held by insurers for which real estate and
equity exceed capital and surplus (column 7).

Whereas the value of high-grade bonds held by life insurers varies
mainly with basic rates of interest, the value of real estate, equities,
low-grade bonds, and commercial mortgages depends largely on busi-
ness risks. If the maturity of insurers’ contracts matched that of their
assets, then changes in the market values of insurers’ assets due to
changes in rates of interest would not alter their capitalization very
greatly. But if the value of insurers’ assets were to fall for reasons other
than rising interest rates alone, then the capitalization of insurers would
decline.

Four-fifths of the assets of the sample of life insurers are held by
companies placing more than three times their capital in investments
that are currently considered risky: real estate, equities, low-grade
bonds, and mortgages (Table 4, column 4). Among these companies,
risky assets are more than six times capital and surplus. Should the
value of these assets fall by one-tenth, for instance, the capital of these
companies would fall more than 60 percent. In this case, more than
two-thirds of the sample’s assets would be held by companies for which
capital would be less than 4 percent of assets.

Life insurers also assume risk by financing their assets with short-
term guaranteed investment contracts (GICs). Even if a company were
to invest only in high-grade bonds, by relying on GICs for financing, it
risks losing capital should interest rates rise. Should the company invest
in riskier assets, those holding its GICs might not renew their contracts
should the value of these assets be questioned. While GICs are the most
visible source of short-term financing for life insurers, their permanent
life and annuity contracts also grant their customers options to with-
draw funds from the company should these contracts become suffi-
ciently unattractive.

As much as three-tenths of the assets of life insurers were held by
companies for which outstanding GICs were at least three times their
capital in 1989 (Table 5, column 5). If these funds were invested in
short-term, high-grade securities, this reliance on GICs would not be an
issue. Yet, as much as one-third of the assets of the industry was held by
insurers whose GICs were twice as great as their short-term assets
(Table 6, row 4, columns 4, 7, 10). Of these companies, insurers
representing two-tenths of the industry’s assets not only issued GICs
exceeding three times their capital and surplus, but also invested three
times their capital in real estate, equities, low-grade bonds, and mort-
gages (row 3, last column).6

6 Commercial mortgages, constituting four-fifths of total mortgages, represent most of
these risky investments. Some analysts contend that the funds raised by selling GICs were
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Table 5
Allocation of Assets among Life Insurance Companies Relying on Guaranteed
Investment Contracts (GICs), 1989
Percent of Total Assets

Life Insurance Companies,
Grouped by Capital and
Surplus as a Percentage

of Assets

Total GlCs Relative to Capital and Surplus

>50 50-100 100-300 >300

(1) (2) (3) (4) (5)

(1) <5 16,2 6.1 1.0 1.8 7.3
(2) 5-6 58.5 30.0 .4 7,4 20.6
(3) 7-10 17.2 5.9 1,8 8.4 1,1
(4) >10 8,1 5,6 .8 .5 1,1

Total 100 47.6 4.0 18,1 30.1

Note and Source: See Table 4.

Property-Liability Insurance Companies

Table 7 describes the distribution of assets, according to capitaliza-
tion and return on surplus, for the 60 largest property-liability insurance
groups, representing about 90 percent of the industry’s assets in 1989.
Only about 48 percent of the industry’s assets in 1989 were held by
companies for which capital and surplus exceeded 20 percent of assets
(column 4, rows 4 to 7). Only one-half of these, in turn, reported a
return on surplus exceeding 9 percent. One-sixth of the industry’s assets
was represented by companies for which surplus was less than 20
percent of assets while, at the same time, returns on surplus were less
than 9 percent (column 1, rows 1 to 3).

In comparison with the standards that prevailed before the late
1970s, much of the property-liability insurance business is undercapi-
talized. Those insurers with capital amounting to less than 20 percent of
assets may be vulnerable either to unexpectedly large underwriting
losses or to a substantial increase in interest rates.

For example, if bond yields were to rise 3 percentage points and
dividend-price ratios on equity were to rise 1 percentage point, the
average ratio of capital to assets for property-liability insurers could fall
from almost 25 percent to approximately 12 percent. Under these
circumstances, about one-third of the industry’s assets would be held by

invested in commercial mortgages. Although the maturities of the GICs and these
mortgages are similar, the value of commercial mortgages is questionable, because of high
vacancy rates and low rents. See Shulman (1990) and Borman (1991).



Table 6
Allocation of Assets among Life Insurance Companies that Issue Guaranteed Investment Contracts (GICs) and Hold Risk
Assets, 1989
Percent of Total Assets

Life Insurance Companies,
Grouped by Risk Assets

as a Percentage of Capital
and Surplus

Total GICs Relative to Capital & Surplus

50-100 100-300 >300

GICs Relative to Short-Term GICs Relative to Short-Term GICs Relative to Short-Term
Assets Assets Assets

<50 50-200 >200 <50 50-200 >200 <50 50-200 >200

(1) <100
(2) 100-300
(3) >300

(4) Total

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

1.4 .4 0 0 0 0 1.0 0 0 0
2.9 0 0 .8 0 0 .9 0 0 1.1

48.0 0 2.8 0 0 3.4 11.0 0 9.8 21.1

52.4 .4 2.8 .8 0 3.4 12.9 0 9.8 22.2
Note and Source: See Table 4.
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Table 7
Distribution of Assets Among Property-Liability Insurance Companies, 1989
Percent of Total Assets

Casualty Insurance Companies,
Grouped by Capital and
Surplus as a Percentage

of Assets

Actual for 1989

Return on Capital
and Surplus

<9 9-15    >15

Higher Interest
Rate

Total Alternative

(4) (5)
11.0 33.7
10.9 31.6
29.8 13.2

(1) (2) (3)
(1) 1-10 0 11.0 0
(2) 11-15 7.3 2.3 1.3
(3) 16-20 10.3 12.4 7.0

(4) 21-25 7.3 11.4 3.8 22.4 5.6
(5) 26-30 2.3 .8 5.4 8.5 2.3
(6) 31-35 1.0 1.0 0 2.1 11.8
(7) >35 13.1 2.2 0 15.3 1.8

Total 41.5 41.1 17.4 100.0 100.0

Note: For the calculation of the higher interest rate alternative, see Appendix 1.
Data are for the 60 largest casualty insurance groups, representing about 90 percent of industry assets.
Source: National Association of Insurance Commissioners (NAIC) Database of Annual Statements.

companies with capital less than 10 percent of assets (Table 7, last
column).

The capital of these insurers is sensitive to changes in yields because
the average maturity of their bonds exceeds 10 years and the average
"maturity" of their loss payments is approximately 2.5 years. In essence,
with rising interest rates, established insurers sell their bonds at a loss to
pay current claims. If these insurers retain their bonds and avoid
reporting their capital loss after yields rise, then they will report a
substandard rate of return on investments over the next decade. If they
also price their new policies very attractively in order to increase their
cash flow, they may also report substandard underwriting income.
Whether or not established insurers sell their bonds after interest rates
rise, the consequences ultimately are the same for their ratios of capital
and surplus to assets.

Risk Overconcentrations in Large Insurance
CompaniesmSimilarities to Recent Experience
with Banks

When this conference was conceived in the fall of 1990, solvency
risk in large insurance companies was only just becoming an area of
concern outside the industry, primarily as a result of well-publicized
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losses at two of the largest firms and worries about the real estate
exposure of these and other widely recognized companies. The general
public had at most only vague awareness of the rapid growth of a
number of life insurance companies, almost unknown a few years before
but now major players in the issuance of interest-sensitive products
invested in high-yield assets. In 1991, the general public has awakened
to the fact that large insurance companies can go from seemingly good
health and strong ratings to disastrous failures in a few months--a point
particularly clear to the many people whose retirement funds are in a
First Executive GIC or a First Capital annuity.

These two relatively large insurers have now officially failed.
Several other life insurance companies have shown similar patterns of
very rapid growth and concentrations in high-yield (junk) bonds and
risky commercial real estate equity investments or mortgages. Some of
the large multi-line companies also have developed unusually high
concentrations in such assets. The widespread overbuilding problems in
commercial real estate in some markets and the collapse of the junk
bond market raise concern that many companies with concentrations in
such assets could take substantial losses.

One important question is the degree to which the insurance .
industry will experience additional failures over the next few years as a
consequence of current junk bond and real estate exposures. Whatever
the answer, current asset quality problems already present sufficient
danger to the industry to warrant an examination of how they occurred
and how they might have been prevented. Such an analysis is essential
in evaluating the current regulatory and supervisory structure and
proposed improvements.

In order to examine the consequences of recent and current asset
quality exposures, several relatively large insurance companies that
show very rapid growth, unusual concentrations in the riskier asset
categories, or well-publicized solvency problems were identified. Indi-
vidual case studies of these companies were developed from annual
reports, NAIC data, press reports, and other published material. The
intent was to support some generalizations as to any common dimen-
sions in risk-taking.

In analyzing these cases a striking and consistent pattern of risk-
taking was found among a number of insurance companies, along with
certain strong similarities to the major credit problems experienced by
many of the larger banks in the past dozen years. Characteristics
common to the bank and insurance cases are:

(1) Several years of rapid growth in one or a few types of assets
with high inherent risk characteristics, leading to abnormal risk
concentrations.

(2) Profitable operations, maintenance of satisfactory capital ratios,
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and high regard from the markets and public during this period
of rapid growth.

(3) A turning point in economic circumstances, adversely affecting
the areas of risk concentration.

(4) An accelerating loss of value in the risk asset categories,
showing up in nonperformance, default, or falling market
values, and eventually as charge-offs and falling capital ratios.

(5) Liquidity pressures as customers belatedly rush to withdraw
funds and rapid disposition of assets becomes impossible with-
out incurring unacceptable losses.

The next part of this section describes how these characteristics
manifested themselves in various banking crises. The third summarizes
the insurance case studies, showing how these same elements are
present. (Excerpts from the studies themselves are included in Appen-
dix 2 of this paper.) The final part discusses the implications of this
analysis for the regulation and supervision of both banks and insurance
companies.

Recent Threats to the Solvency of the Banking Industry

Failures and near failures of large commercial banks have so
damaged the bank insurance fund and weakened the industry that some
are questioning the ability of the industry to absorb future losses and
rebuild the fund without government assistance. The bulk of the losses
to the bank insurance fund can be attributed to a few relatively large
banks, and the limited capacity of the banking system to quickly restore
the fund is largely a function of the negative impact of unusual credit
losses on the profitability of the larger banks.

The bulk of these unusual credit losses in banks has been associated
with three major events: the overlending to less developed countries in
the 1970s, the Southwestern energy and real estate boom and bust cycle
of the early 1980s, and the commercial real estate overbuilding cycle in
New England and other portions of the Atlantic seaboard in the mid to
late 1980s.

Loans to less developed countries (LDCs). The money center banks (and
many large foreign banks) extended a very large volume of credit to
LDCs in the 1970s. In the early 1980s, it became apparent that the local
economies could not support the servicing and eventual repayment of
the large volume of bank credit. As of year end 1990, the combination of
cumulative charge-offs by the money center banks and their current
special reserves against such loans exceeded their total year-end 1982
capital. Nearly all of the LDC loans that gave rise to these losses were
already on the books by 1982. Accordingly, it could be argued that the
money center banks as a group were essentially insolvent by that time,
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had the full loss potential in the LDC loans been recognized. Fortu-
nately, these banks were able to earn their way out of this problem over
a number of years,

The example of the LDC lending demonstrates the first four
characteristics listed above, even though the resolution of the problem
was drawn out over a number of years and no major liquidity problems
or failures resulted. The main point to be made is that the risk was built
in before the end of 1982, and uncontrollable events turned that risk into
losses sufficient to exhaust the capital of our largest banks. After 1982,
the best that supervisors could do was to attempt to manage the
problem, but it was far too late for them to influence materially the
dimensions of the problem. This would have required action to limit the
risk concentration in the late 1970s.

Southwestern energy and real estate crisis. The larger banks in the
Southwest, as well as some large banks from outside the region,
financed an oil boom in the 1978-83 period. The resulting concentration
in energy credits in Texas and Oklahoma banks contributed to the
eventual demise of nearly all of the larger banks in these states as well
as the failure of Continental Illinois and the forced sale of Seafirst in
Seattle. These banks were well regarded during the period of heavy
energy lending, and only became of concern to supervisors and market
forces after the boom collapsed.

The risk exposure of Texas banks was compounded by their
financing of a real estate construction boom that not only coincided with
the energy boom, but continued for a time after the energy cycle turned
sour. The recognition of problems in the form of nonperforming
mortgage loans came only after much of the exposure had been built in.
Eventually seven of the eight largest commercial banking institutions in
Texas effectively failed, as a result of losses on a combination of energy
and real estate loans.7 Capital ratios declined only after the cycle turned
and substantial losses were inevitable.

New England overbuilding boom. New England banks engaged in a
rapid increase in construction and commercial real estate lending in the
1985 to 1988 period. The increase in nonperforming real estate loans
(predominantly commercial and construction-type loans), however, did
not become of concern until after the bulk of the risk exposure had been
built in and overbuilding became a drag on the market.

In the past year and one-half, most of the large New England banks
have become troubled, Bank of New England has failed, and some large
savings banks have become insolvent, all largely due to losses on

7 Three of the eight banks were acquired without federal assistance but experienced
subsequent losses sufficient to make it clear that they were effectively insolvent when
acquired.
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mortgage loans made during the period of rapid growth. As with the
Texas banks, capital ratios fell only after losses developed, and well after
the risk exposure had been built in.

Similarities in the Pattern of Risk Concentrations in Large
Insurance Companies

Case studies of 11 insurance companies will be used to demonstrate
the developing patterns of risk concentrations in insurance companies
and compare them to corresponding patterns in banks. The cases were
not selected by rigid criteria, but they do cover some of the most
risk-concentrated among the larger firms in the industry. The smallest
company studied was Monarch Life, which had assets of $4.5 billion in
1990; some of the largest U.S. companies are also included.

First Executive, First Capital, and a few others were selected
because of their extremely rapid growth by issuing interest-sensitive
products that demanded investment in high-yielding assets. Baldwin-
United and Monarch Life are examples of firms that originally got into
trouble because of particular features of their interest-sensitive products.
Additional companies were included because of unusually heavy con-
centrations in particular categories of high-risk assets, less directly tied
to liability concentrations.

The case studies do not go into great detail but are intended to
identify the fundamental problems or areas of exposure. Five of the
cases represent companies that failed or have been seized by regulators
while at the other extreme are companies whose risk concentrations may
never develop into solvency-threatening problems. Only the companies. ¯
that failed or have been seized will be identified.

First Executive (assets $19 billion) and First Capital (assets $10 billion),
which failed shortly before this was written, represent cases of excessive
concentrations in junk bonds, built up over the 1980s. Both companies
were generally well regarded until after the junk bond market collapsed
in late 1989 and 1990.8 Thereafter, these companies experienced 12 to 15
months of increasingly evident depreciation of their portfolios as well as
declines in their bond ratings and the market value of their stock.9
Eventually, heavy charge-offs produced declines in their capital ratios.
As the end approached, the two companies became subject to increasing
regulatory pressures and both experienced accelerating runs in the form

See Hector (1984).
See Kerwin (1990); Crosson (1991); Stein (1991); and Rundle (1991).



40 Richard W. Kopcke and Richard E. Randall

of policy lapses and surrenders, which eventually forced regulators to
seize the operating companies. 10

These events fit precisely the list of common characteristics identi-
fied earlier and demonstrated in the previous section for selected
groupings of banks. Of course the particular circumstances differ from
the bank experiences---banks themselves cannot hold junk bonds and
the nature of their liabilities is still quite different, although not so
different for these GIC and annuity issuers as for more traditional life
insurance companies.

The bankruptcy of Baldwin-United (assets $9 billion) in September
1983 was the largest insurance failure in the country until First Executive
failed this year. In essence, it involved a concentration risk stemming
from an interest rate mismatch on its principal product, single-payment
deferred annuities, although the full story is much more complex.

The NAIC in February 1985 published a study of the case in which
it stated (p. 14) that "the efforts of insurance regulators should be aimed
primarily at the prevention of insolvencies .... " It also emphasized
diversification and regulatory vigilance. Unfortunately, it appears that
the lessons learned in the Baldwin-United case have not been effectively
implemented, as evidenced by the various excessive concentrations that
have developed recently.

Monarch (assets $4.5 billion) was a leader in sales of variable life in
the 1980s. Its best-selling product was vulnerable to stock market
movements and relied on a particular tax provision. The market crash in
1987 and tax law changes at about the same time eliminated the
advantages of these features and a resulting decline in volume left
Monarch somewhat overextended in bank debt.

The parent company invested heavily in New England commercial
real estate development financed by bank debt. In November 1990
serious problems with the parent’s holdings became apparent, and in
May 1991, the life company was seized by the authorities to protect it
from the parent’s bankruptcy proceedings.11 This case involves two
successive risk concentrations, either of which might have been consid-
ered excessive even prior to an adverse change in the economic
environment.

Mutual Benefit Life (assets $14 billion) became a heavy issuer of GICs
and holder of commercial real estate assets in the mid 1980s. The
announcement of a high volume of foreclosures and other troubled real
estate assets earlier this year triggered a policyholder run that led to the
seizure of the company by the state authorities.

See Rose and Hilder (1991); Shapiro (1991); Rose (1991a); Stevenson (1991); and Rose
(1991b).

See Pulliam (1990, 1991a, and 1991c).
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Of the remaining six cases, two were primarily life companies, three
were multi-line, and one was predominantly a property-casualty com-
pany. Looking at the 11 cases together, all but one had a heavy
concentration in either junk bonds/leveraged buyouts or assets related
to commercial real estate, and three had concentrations in both catego-
ries. With respect to junk bonds/LBOs, First Executive and First Capital
had concentrations in the range of 40 to 50 percent of invested assets,
while four others were in the 14 to 20 percent range. Five companies had
real-estate-related assets, mostly commercial mortgages and joint ven-
ture real estate, in the 38 to 55 percent range (not including the parent
of Monarch Life). All but two of the companies with heavy concentra-
tions in the riskiest assets have shown some significant decline in asset
quality following adverse changes in the market forces affecting those
particular assets. Nine of the 11 companies studied had specialized in
single-payment deferred annuities, GICs, or some form of universal or
variable life, leading to some degree of interest sensitivity concentration.
In four cases, interest rate risk has resulted in significant losses.

Each of the cases described involves several years of buildup of one
or more risk concentrations, accompanied by high market regard and
acceptable capital ratios. Eventually, each area of concentration was
adversely affected by some economic event that, in nearly every case,
quickly transformed risk into some degree of actual difficulty. In several
of the cases studied, the resulting problems were serious enough to at
least raise questions about the survivability of the institution.

The cases demonstrate what one might expect with regard to the
timing of capital ratio deterioration. Capital ratios can generally be
maintained in rapid growth situations either by high profitability or by
capital issuance. Capital ratios deteriorate only after a problem develops
to the point where losses are taken. Some of the institutions studied had
capital deterioration before the effects of junk bond or real estate
write-downs, but in nearly every case this was the result of other
concentration problems, such as interest rate mismatches. As in the case
of banks, capital ratios generally drop only after problems mature and
long after risk concentrations are allowed to develop.

Finally, the First Executive, First Capital, and Mutual Benefit cases
have demonstrated dramatically how runs on insurance companies can
develop, once concerns about solvency become widespread. The reso-
lution of these cases will also be instructive as to the effectiveness of
state guaranty funds and the priorities that should be given to various
creditor classes in the liquidation of insurance companies.12

See Durgin (1991); Haggerty and Connolly (1991); and Rose (1991c).
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Implications for the Regulation of Insurance Companies

The principal conclusion to be drawn from this analysis is that
insurance companies, like banks, appear prone to develop major risk
concentrations that can imperil the solvency of a significant portion of
the industry, under certain economic conditions. If such risk concentra-
tions are allowed to develop, and conditions transform these risk
exposures into actual problems, supervisory authorities can do little
except to manage the resolution of the damaged institutions. At that
point, supervisors have little opportunity to materially decrease the
magnitude of losses to individual companies.

This implies that the supervisors should be expected to have the
analytical tools and to exercise the responsibility to intervene forcefully
when risk concentrations are becoming excessive. Based on the cases
studied, this would appear to be a radical departure from the current
practice. In recent years, banks’ risk concentrations have not always
received the attention they should have, and vigorous action has been
taken only after the cycle turned and actual problems became apparent.
It appears that the same can be said for insurance company supervisors.

The evaluation of risk concentrations is not a highly developed art
form, and can sometimes be complex. Risk concentrations have many
dimensions and sometimes covariances exist that can either mitigate or
aggravate risks. Furthermore, it usually is not enough merely to apply
static risk criteria to concentrations in particular types of assets, because
the economic environment that will influence the behavior of these
assets may be critical. Thus, new techniques and standards are needed
in order to enable supervisors to take appropriately timed action against
risk concentrations that are becoming excessive.

Some prefer to rely on regulation rather than supervision because it
does not require the exercise of judgment. For example, some proposals
would limit insurance companies’ investment in junk bonds to a fixed
percentage of invested assets. It is probably impossible to set a simple
cut-off point low enough to prevent dangerous concentrations in most
situations, without unduly restricting appropriate actions in other
situations. Even imperfect supervisory judgment will generally do a
better job than simple limitations, if the supervisory standards are
thoughtfully constructed.

Once again, consideration of developments in banking is instruc-
tive. Among the proposals to "reform" bank supervision is the concept
of "early" or "progressive" intervention based on capital ratios. The
theory is that strongly capitalized banks would be generally free of
supervisory constraints, but as capital ratios fell, progressively severe
supervisory actions would be taken. This concept does not square with
the recent experiences of the large banks or the insurance company
cases summarized above. As we have seen, capital ratios generally do



INSURANCE COMPANIES AS FINANCIAL INTERMEDIARIES 43

not decline in the risk-taking phase, and by the time they do, late in the
problem realization phase, it is too late for even harsh supervisory action
to avoid the consequences of the built-in problems.

Progressive intervention may be a desirable end-game supervisory
tool, but it should not be represented as a means of avoiding costly
failures, and certainly should not be linked to a policy of relaxed
supervision of well-capitalized companies. Neither banks nor insurance
companies should be allowed to develop dangerous risk concentrations
merely because they have above-average capital ratios.

Conclusion
Traditionally, both life and property-liability insurance companies

have invested their policyholders’ reserves in long-term securities. This
strategy provided businesses with a substantial flow of long-term
financing at attractive prices. Furthermore, this strategy allowed insur-
ers to offer their customers relatively attractive returns on their con-
tracts, because the yields on long-term securities exceeded those of
shorter-term securities.

Though this strategy is attractive, it also is risky. The increase in
¯ yields during the 1970s and 1980s left insurance companies and their
policyholders holding assets offering below-market rates of return.
Insurers that no longer offered their customers a competitive rate of
return lost business, whereas insurers that continued to offer their
policyholders competitive returns, absorbing, the losses themselves,
diminished both their return on capital and subsequently their capital
relative to their assets. Some insurers attempted to increase their return
on surplus by acquiring a riskier portfolio of assets or by writing a
substantial volume of new contracts in order to invest the proceeds in
new long-term securities. Any of these steps increases the odds of
insurers’ failing to honor their contracts fully because of unexpected
underwriting losses or unexpected increases in rates of interest.

In retrospect, 20 years ago insurers carried too little capital to
adequately cover their bets against rising interest rates. Today, the
capitalization of most insurers is less than that of the 1970s, while the
risks inherent in their assets and liabilities have not diminished.

The problems that have already emerged in the insurance industries
are similar in certain respects to those that have emerged in the banking
industry. These common experiences demonstrate that supervisory
authorities can avert problems only if they have the ability and the
authority to prevent insurers from assuming excessive risk at an early
stage, well before economic events entail future losses.
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Appendix 1: Calculations for Table 7
Using the NAIC reports for each of the 60 largest property-liability groups for 1989,

the change in capital and surplus equals the change in the value of the groups’ bonds, plus
the change in the value of common stock, less the change in the value of the groups’
expected loss payments.

The change in the value of the bond portfolio when interest rates increase 3
percentage points equals

{ml(C
AB = ~ + X(1 - X)’ - 1)/(1 + C + .03)’ + (1 - X)nl- 1/(1 q- C + .03)m

- ~=1 ~ (C + X(1 - X)~- 1)/(1 + C)~ - (1 - X)m 1/(1 q- c)m}"~B.

B is the value of bonds held by the group,
M is the average maturity of bonds (from Schedule D of the NAIC Annual Statement),
C is the average coupon payment on bonds (interest income on bonds divided by B), and
X is the rate at which bonds are prepaid (.05).

The change in the value of common stock when dividend-price ratios rise 1
percentage point equals

AS/S = - ((D/P) - 1 _ (D/P) + .01) - 1) ~ (D/P).

S is the value of common stocks held by the group, and
D/P is the dividend-price ratio for those stocks.

The change in the value of loss payments when interest rates increase 3 percentage
points equals

AR/R = - ((1.09) - D _ (1.12) - D) ~ (1.09)D.

R is losses and loss adjustment expenses, and
D is the average maturity of loss payments (from Schedule P of the NAIC Annual Statement).

The "typical profile" of payments for a given year’s losses is the average of the
profiles of reported payments, beginning with 1980. Then, taking into account the
vintages of reserves and the profiles of their remaining payments (calculated from the
"typical profile"), D is the weighted mean of the timing of expected future payments.
Because D estimates the average maturity of payments, the foregoing formula (a duration
equation using an initial return of 9 percent) tends to overstate the change in the value of
these liabilities. This bias, which is small because D is near 2.5, tends to reduce the
estimated loss of capital.
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Appendix 2: Case Studies

First Executive Corporation
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History

The company, established in the early 1960s, was small and unprofitable when Fred
Cart became CEO in 1974. Growth started in 1975 and accelerated by 1980, with emphasis
on single-payment deferred annuities invested primarily in junk bonds. Carr involved the
company in numerous junk bond deals with Drexel Burnham Lambert’s Michael Milken.

When annuity sales plummeted in 1983 following the failure of Baldwin-United, First
Executive was already expanding in life insurance products similar to universal life.
Nonetheless, with the failure of Baldwin-United and Charter Corp., First Executive
became the largest seller of annuities in the country. By 1983, First Executive was one of
the 10 largest underwriters of new life insurance policies.

In 1986, much of First Executive’s growth was in issuing GICs for pensions and
substituting annuities for terminated pensions, sometimes in conjunction with leveraged
buyouts. An innovation was the issuance of GICs to municipalities, which invested in
junk-backed GICs instead of using the proceeds of municipal bonds for projects. Capital
ratios, unadjusted for risk, declined sharply in the mid 1980s to a low in 1987, then began
to recover. However, the company was considered to be weakly capitalized relative to its
peers.

First Executive was generally well-regarded in the mid 1980s and achieved an AAA
rating from Standard & Poor’s Corp. in 1985. Despite periodic articles raising questions
about Carr’s relationship to Drexel Burnham Lambert and his infatuation with junk bonds,
as well as recurring problems with allegedly invalid reinsurance and allegedly misleading
financial statements (in 1987), First Executive appears to have been much admired for its
innovative products and growth. 13 Concerns about the concentration in junk bonds were
apparently raised by supervisors in New York as early as 1985. However, it was not until
the junk bond market collapsed in late 1989 and 1990 that widespread concerns emerged.

Problelns

(1) Asset quality. The essential problem was the extremely high concentration of
invested assets in junk bonds, 42 percent as early as 1985 and somewhat higher later. As
the junk bond market unraveled, First Executive was downgraded by the rating agencies.
In January 1990, it was reduced to Baa2 by Moody’s following an announcement that First
Executive would write down bonds by as much as $515 million. Reportedly this would still
leave a depreciation of $1.4 billion on junk. Moody’s dropped First Executive’s rating to a
junk level, Ba2, in February 1990.

As troubles continued to mount, First Executive was forced to withdraw from New
Jersey in December 1990 and from Massachusetts in March 1991 because of pressure from
supervisors. Moody’s dropped its rating to B1 in March. Following the release in April of
year-end financials that showed a 44 percent drop in capital, supervisory action was
stepped up. New York required a capital injection of $125 million into the subsidiary in
that state and ordered a suspension of new business. Shortly thereafter California seized
the unit in that state and a few days later New York seized its unit in order to halt massive
withdrawals.

(2) Liquidity. With changes in tax laws, some of First Executive’s products became
unattractive. Surrenders and policy loans increased sharply in 1989, and management
sought to increase cash to meet growing liquidity needs. Following announcement of
a major write-off of junk bonds in January 1990, concerns were widespread about a run
on First Executive’s liabilities, but the rating agencies considered liquidity sufficient to

See Sloan and Rudnitsky (1984); Belth (1987a & b).
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handle lapses. In the first half of 1990 more than $2.6 billion in policies and GICs were
surrendered.

By late 1990 First Executive was faced with insufficient cash to continue its preferred
dividend or to service its debt, and there was concern that the parent company would be
forced into bankruptcy. As the crisis worsened in the spring of 1991, regulators were
forced to seize the two life insurance units as outflows accelerated, as noted above.

Analysis

First Executive grew extremely rapidly and was highly concentrated in risky activity,
but was generally well-regarded until its fortunes suddenly turned in 1990 as a result of
economic events beyond its control. By early 1991 it had failed, with a potential for major
losses to pension plans and other holders of GICs and annuities. Despite a number of
assertions that insurance companies are not subject to bank-style runs, the two First
Executive units were subject to prolonged runs as worries grew, and a final hemorrhage
forced their closure by supervisors.

This case fits the model depicted earlier for banks very well. However, the signs of
extreme overconcentration and potential mismanagement were apparent at a particularly
early stage.

Current Status

Since the seizure of both of the principal units of First Executive, much speculation
has occurred as to the amount of the loss that must be absorbed and who will absorb it.
The issue was further complicated by an Internal Revenue Service demand on April 22,
1991 for $643 million in unpaid taxes. The First Executive failure has sparked much debate
as to the adequacy of the system of guaranty funds, the duty and practical ability of
customer firms to protect their retired employees in such circumstances, and the priorities
for the disbursement of limited funds to various classes of claimants.

First Capital Holdings Corporation

History

Established in 1983, the company grew rapidly through acquisitions and aggressive
marketing. In November 1988, Shearson Lehman bought a 28.6 percent interest.

Problems

First Capital specialized in universal life and interest-sensitive annuities, and
invested heavily in junk bonds. Such bonds equaled 39.0 percent of total investments as
of 12/31/90. Tangible equity capital equaled only 9.2 percent of junk bonds, while
depreciation equaled 23.7 percent of junk. Nonperforming junk was 7.8 percent of total
junk bonds after heavy charge-offs in the final quarter of 1990.

It was not clear from the 1990 annual report whether lapse rates had become a
problem, or whether liquidity was adequate to avoid forced liquidation of junk bonds, but
it soon became clear that a liquidity problem existed. (See Current Status, below.)

Tangible equity capital has been about 3 percent of total assets at year-end 1988, 1989,
and 1990. However, if securities depreciation is netted, this measure declines from 1.6
percent to 1 percent for 1989 and to negative 4.2 percent at the end of 1990.

Assets relating to deferred sales costs and the present value of future earnings on
insurance policies in force were very large relative to tangible capital, 2.4 times tangible
equity in 1990.14 In view of the increase in lapse rates above assumptions, these assets have
presumably shrunk rapidly in real value.

Reflected in published financial statements, but not in regulatory accounting.
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Analysis

Until late in 1990 or early 1991 the financial data suggested, at least superficially, a
successful, rapidly growing, and profitable company (ROA 0.74 percent and ROE 18.2
percent in 1989). However, the concentration in junk bonds that had been a feature of the
company’s structure for several years was so large that significant credit loss, or a need to
sell bonds into a distressed market due to unexpected lapses, was sufficient to easily wipe
out capital and cause major losses to policyholders. The junk bond crash of the 1989-90
period and the current recession caused both events, and failure became inevitable.
Holding company debt was rated Ba2 by Moody’s from the time when Shearson acquired
an interest until January 28, 1991, when the rating dropped to B1. The rating was dropped
three more times in May.

No degree of vigorous supervisory action in 1990 or 1991 could have changed the
basic outcome. That would have required action to force diversification well before the
junk market collapsed. Because the costs of the interest-sensitive annuities could only be
covered by high-yield assets, it would have been necessary to constrain the basic business
of this company at an early stage in its development, either through judgmental
application of supervisory pressure or through regulation (or perhaps a combination of the
two).

Current Status

Staff was reduced 18.1 percent in 1990. The CEO resigned in March 1991. The
California Insurance Commissioner is talking to American Express, seeking a rescue.
About 75 percent of the business has been generated through Shearson Lehman Brothers
in recent years. Apparently American Express will seek to protect only Shearson
customers.

The stock of First Capital traded as high as $14.125 in late 1989, but fell throughout
1990. It dropped to $.9375 on May 8, 1991.

On May 8, the California Commissioner declared the First Capital Life unit to be in
hazardous condition and issued a cease and desist order suspending redemptions, loans,
and sales of new business. Redemption requests had surged from $10 million a day two
weeks earlier to $100 million on May 7. Concern was being expressed about a 12 percent
delinquency rate on mortgage loans in addition to the junk bonds.

On May 8, American Express charged off its entire $144 million investment in First
Capital, and the junk bond market was hurt by fears that regulators would require
dumping of junk bonds by First Capital.

On May 13, the Virginia Commissioner of Insurance seized the other principal
subsidiary, Fidelity Bankers Life, based in Richmond, and on May 15, the California
Commissioner seized First Capital Life following a bankruptcy petition by creditors.

Baldwin-United Corp.

History

From 1977 through 1982 this company grew rapidly, both through internal expansion
and numerous acquisitions. The principal product was single-payment deferred annuities
(SPDAs), and the company was so successful with these that it was the envy of Wall Street
in the early 1980s (NAIC 1985, pg. 9). In March 1982, Baldwin acquired MGIC Investment
Corp for $1.2 billion after receiving various regulatory approvals.

By late 1982 problems began to surface, and by September 1983 the company was
bankrupt.

Problems

(1) A fatal flaw in the SPDAs allowed holders to surrender the annuities without
penalty if the interest crediting rate was reduced more than 75 basis points. When rates
fell, Baldwin was forced to operate with a negative spread to avoid surrenders.

(2) The company had evolved into a very complex structure of subsidiaries, and
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various intercompany transactions, including reinsurance within the family, made analy-
sis very difficult. Losses were transferred among subsidiaries with different tax rates
allowing the booking of a large volume of tax credits, which in the end proved worthless.

Analysis

The actual problem was not publicly recognized until late 1982, but the regulators
appear to have been concerned that the consolidated company might be insolvent in the
summer of 1982 (NAIC 1985, p. 10). The risk was built in the previous few years while
interest rates were soaring, and quickly showed up as rates plummeted in 1982. Baldwin
was a classic interest mismatch case with a number of complicating factors that made it
difficult to sort out.

Resolution

Until recently, Baldwin was the largest insurance company failure in this country. Its
resolution, like its problem, was complex. The loss was met in part by retail stock brokers
who had sold its annuities, by lending banks, and by state guaranty funds.

Monarch Life

History

Monarch, located in Springfield, Massachusetts, had total assets of $4.5 billion as
recently as the fall of 1990 when it sold its variable life business. It currently has assets of
only $1.5 billion. Monarch expanded rapidly in the 1980s with innovative variable life and
disability products. It sold variable life, where the customer directed funds into the stock
investments to obtain a tax advantage. Such advantages were wiped out in 1987 by the
stock market crash and tax law changes. Sales volume fell and the insurance company was
overextended with bank debt.

In an effort to recover, the parent company, Monarch Capital, invested heavily in
real estate development and venture capital deals, primarily in New England, financed by
bank debt.

Problem

In November 1990, the parent reported a significant loss due to real estate problems,
triggering a default on bank debt, replacement of the CEO, and efforts to sell the life
company. In early May 1991, the Massachusetts authorities seized the life company to
protect it from the bankruptcy proceedings involving the parent. The insurance company
is reported to be in satisfactory condition with $100 million in capital, but few details are
available. Reports circulated of heavy surrenders by policyholders.

Analysis

The original concentration in a particular variable life product was vulnerable to an
economic event that suddenly triggered a problem. The parent’s subsequent concentration
in high-risk real estate deals endangered the subsidiary when the collapse of real estate
values in New England forced it into bankruptcy.

Current Status

The authorities and the bank creditors of the parent are in discussion with potential
acquirers of Monarch Life.
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Mutual Benefit Life
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History

One of the 20 largest U.S. life insurers, with assets of nearly $14 billion, this company
had a concentration in real estate assets at year-end 1987 of 52 percent of total assets. This
ratio had declined to 39 percent by year-end 1990 as a result of growth in other
investments.

Problems

(1) While complete 1990 data have not been seen, newspaper accounts indicate a
sharp rise in real estate problems. Nonperforming mortgages jumped from 2.4 percent to
5.4 percent in 1990, and foreclosed property apparently amounts to $225 million.

(2) Surplus reportedly has been weakened by charge-offs as overall growth contin-
ued, and the ratio of surplus to assets, other than separate accounts, was about 4.3 percent
at year-end 1990. Furthermore, press reports indicate that reported surplus was inflated by
surplus relief reinsurance transactions, which may have added $90 million to surplus in
1990. Adjusting for this would reduce the surplus ratio to 3.6 percent.

(3) Retired GICs were replaced with $100 million in commercial paper borrowing,
increasing liquidity vulnerability.

Analysis

While the history of this company’s real estate concentration was not investigated,
the company was apparently well-regarded despite its high concentration level until the
deterioration in commercial real estate markets became of concern. Once an actual
problem became apparent, the company became very vulnerable to liquidity pressures.

Current Status

An attempt to obtain a $100 million injection of capital from a major insurance
company collapsed in May and Standard & Poor’s lowered the debt rating four categories
to A. In the ensuing weeks, policyholders withdrew over $1 billion and the company was
forced to request that the New Jersey authorities take it over, which they did on July 15,
1991.~s

See Pulliam (1991b, d, and e),
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Discussion
Jeffrey Cohen*

Richard Kopcke and Richard Randall have written an interesting
paper, which makes a number of important points. I would highlight
three in particular:

(1) Successful regulation could improve insurers’ diversification
and asset/liability matching but might require a resident shadow
management. I will refer to this as the regulator’s dilemma, and
come back to it later.

(2) Customers believe that regulated financial intermediaries are
less risky because of government guarantees. This in turn may
allow intermediaries to become riskier. The situation is very
similar to the one we have seen with the banks and S&Ls: I will
not discuss this point further.

(3) Kopcke and Randall outline a pattern of failure that applies to
both bank and insurance company insolvencies. This pattern
involves rapid growth, leading to concentration of risk, fol-
lowed by a change in economic circumstances that reduces asset
values. The final step is liquidity pressure. The pattern de-
scribed is a useful structure within which to examine troubled
insurance companies, in order to see where it does and does not
apply.

I will examine these issues from a different angle. Kopcke and Randall
focus mostly on the balance sheet; I will focus on the income statement
as well. I will also draw some contrasts between property-liability and
life insurance companies.

*Vice President, Goldman, Sachs & Company.
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First, the income statement versus the balance sheet: It is important
to remember that one key factor driving the increase in risk in the
insurance business is the decline in the industry’s profitability. It has
simply become harder for insurers to make money in many of their
traditional businesses. The industry’s return on equity has fallen.
Declining profitability is one of the things that leads company manage-
ment to take on more risk. In addition, we should remember that it will
be difficult for the industry to raise new capital if investors do not believe
they can make an adequate return on that capital.

My second topic is the differences between property-liability and
life insurers. Kopcke and Randall draw a number of parallels among
insurers, banks, and thrifts. However, property-liability insurers are
much less like depositories than are life companies. For example, the
decrease in property-liability companies’ capital-to-asset ratios is the
result of the industry’s shift from writing mostly property to writing
liability lines. Liability claims take longer to be paid and therefore build
up more assets. This does not necessarily mean companies are riskier,
provided loss reserves are adequate. Also, property-liability companies
do not hold many risky assets. A run on a property-liability company is
unlikely--claimants cannot accelerate payments. Insolvencies in this
industry are most likely to result from fraud, uncollectible reinsurance,
a major disaster such as a California earthquake, enormous company
payments for Superfund cleanups, or the slow erosion of companies’
financial strength during the industry’s down cycles, rather than from
asset-liability mismatching. This industry’s biggest problem is that it is
just not profitable enough. And that is because the industry has too
much structural capacity (too many companies) and too much capital,
not too little. Property-liability companies raise prices aggressively and
earn an adequate return only when their capital is declining and com-
pany managements perceive themselves as being in financial trouble.

Life insurers, as I mentioned, are more like banks. Nevertheless,
their liabilities are longer than banks’ and it is harder to have a run on
a life company. This should allow more time for companies to solve their
problems, which are principally due to a change in product mix. Selling
single-premium deferred annuities (SPDAs), guaranteed investment
contracts (GICs), and universal life is fundamentally different--and less
profitable--than selling whole life policies with conservative mortality
assumptions that pay low, fixed-interest rates. Company managements
did not fully understand the risks inherent in these new products when
they began to sell them. To give an example, in 1984 or 1985 1 called on
a medium-size life insurer that had recently hired a new chief invest-
ment officer from the mutual fund industry. I asked him a number of
questions about what interest rates they were crediting on universal life
policies and what they were investing policyholders’ funds in. It was
obvious that their rate spread was too narrow for the company to earn
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a reasonable return. When I pointed this out, the investment officer said
they would make up for it by trading the portfolio. And it was difficult
to argue with him because interest rates had fallen in the past few
months, so the company had earned large capital gains. Nevertheless, it
is pretty risky to try to run a company like that forever. In fact, I think
that if the true economics of GICs were understood--all the options
granted on both sides of the balance sheet were properly priced and the
line was adequately capitalized--insurers would find that they cannot
make a reasonable amount of money in the business.

Finally, although I will not discuss this in detail, I think we should
distinguish between the mismatch risk and the asset concentration risk
on life insurers’ balance sheets. Asset concentration is probably much
more dangerous, and more likely to put a company under.

In their conclusion, Kopcke and Randall seem to be calling for
regulatory intervention to occur earlier, before insurers can develop
excessive risk concentrations. They indicate that regulators must have
the proper analytical tools to assess risk, however, and they recognize
that this is a difficult task. This recommendation brings us back to the
regulator’s dilemma I referred to earlier. Many of the things companies
do that get them in trouble are not adequately understood at the time
they are done. Should regulators substitute their judgment for the
judgments of insurance company managements, the competitive mar-
ket, or the financial markets? Furthermore, regulators may have con-
flicting agendas--for example, to promote solvency yet keep insurance
affordable. Workers’ compensation is a highly regulated line, yet if a
Workers’ Compensation Insurance Company of America existed, it
might be bankrupt. Look at the auto insurance situation in California:
How can regulators reduce the price of auto insurance, satisfying
consumers, and still allow companies to make a reasonable return on
capital, as required by law?

Obviously, regulation can be improved. I would start with some
smaller, more concrete changes, however, before putting in a new
regulatory structure or expanding the current one.

First, I would move to mark-to-market accounting for all assets
and liabilities. Insurance companies’ assets and liabilities are
worth what they are carried for only by accident. Perhaps
marking bonds, mortgages, real estate, and loss reserves to
market will inject some discipline into the industry. It may not be
necessary for the GAAP (generally accepted accountingprinci-
ples) or statutory balance sheets to show market values. But if
not, the information should be prominently displayed in the
footnotes.
Second, I would remove some of the artificial barriers to consol-
idation. Why do state insurance departments think it is part of
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their mission to protect existing managements as well as the
policyholders? Takeovers are very difficult to do in this industry,
yet the industry needs to consolidate in order to become more
efficient.
Third, the de-mutualization process should be made easier. This
would allow mutuals to raise capital and, as public companies,
they might be more disciplined and profit-oriented.
Fourth, banks should not be allowed into the insurance business.
Too many insurance companies are in business already. What
makes anyone think that we can solve the banks’ problems by
allowing their managements, who have already shown that they
are unable to manage their own business, into another over-
crowded, highly leveraged, narrow margin business?



Discussion
Thomas E. Moloney*

I commend Richard Kopcke and Richard Randall on the breadth of
their analysis of insurers as financial intermediaries. Their paper re-
minds us all of the great stake that the entire economic community has
in the efficiency of operation and continued solvency of the insurance
industry. As they note, U.S. insurers manage over $1.3 trillion in assets,
including 36 percent of all corporate bonds and 28 percent of all
commercial mortgages. The insurance industry acts as a major financial
intermediary whose actions and policies influence the national and
international financial markets. My discussion will focus on the life
insurance industry.

Two Decades of Transition
As alluded to by Kopcke and Randall, the life insurance industry

has experienced significant change over the past 20 years. Customers’
conception of a life insurance policy has fundamentally shifted from
primarily a "widows-and-orphans" or long-term savings vehicle toward
a potentially short-term investment vehicle. Where in 1970 the typical
life insurance policy had a fixed premium and a fixed payment upon
maturity, today’s panoply of products ranges from strict, low-cost term
policies to flexible-premium variable life policies whose cash values are
tied to actual investment experience.

This fundamental change in both customer preferences and indus-

*Senior Vice President and Controller, John Hancock Mutual Life Insurance Com-
pany.
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try product offerings was brought about by the periods of high inflation
and concomitant interest rate volatility during the 1970s and early 1980s,
as well as by increased competition for customers’ savings from interest-
rate-sensitive investment vehicles like mutual funds and CDs offered by
other financial services companies. During these two decades, the
insurance industry continuously evolved in order to keep pace with the
yield expectations and liquidity demands of its customers. Competition
was intense between insurance companies and other financial inter-
mediaries like banks, mutual funds, and securities firms. In fact, by
1985 insurance companies managed 11.4 percent of total U.S. financial
assets, whereas in 1960 they managed 20.2 percent--almost.twice the
percentage.

As the barriers between products were reduced and as insurance
companies witnessed financial services companies capturing a signifi-
cant share of their customers’ savings, they took action. To retain the
customer loyalty and franchise enjoyed by insurers, they undertook a
strategy to become full-service companies offering a broad range of
financial products and services. The industry push toward product
diversification began, and the recasting of companies from single-
product "insurance companies" into multi-line full-service "financial
services" companies was pursued with vigor.

During the same period, the explosive growth in tax-exempt pen-
sion funds fueled insurer growth in this direction also. From 1982 to
1988, the size of the U.S. pension market grew from $1.2 trillion in assets
to $2.6 trillion, and the projections are for assets to reach $4.6 trillion or
more by 1995. To capture the lucrative management contracts for these
pension funds, insurers established a variety of separate accounts,
tailored specifically toward managing these assets. Separate accounts
ranged in investment type from bond funds to real~ estate and timber
funds. In addition to separate accounts, in the late 1970s insurers began
to offer guaranteed investment contracts (GICs) designed to provide
secure fixed-income vehicles for purchase by pension plans. Approxi-
mately $30 billion in GICs were sold industrywide in 1990. The level of
total tax-exempt assets (including GICs) managed by the top 25 money
managers has grown steadily and stood at $789 billion in 1989.

With diversification came complexity, which the insurance industry
had also to address and manage. The economic environment, the
insurers’ markets, and the nature of insurers’ book of liabilities had all
changed. With long-standing footings in the disciplines of underwriting
and investment/portfolio management, insurers were well-equipped to
meet their new risk management challenges. In general, insurers were
now holding a book of shorter-term liabilities, and they were forced to
deliver higher yields to customers in order to remain competitive.
Drawing upon their investment skills and experience in financial man-
agement, the majority of life insurance companies adapted well to
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increased competition and risk complexity by developing expertise in
asset-liability matching, underwriting, investment, and portfolio man-
agement. The management of assets in any major life insurer today, for
example, entails sophisticated strategies of diversification of assets
among many asset classes, and immunization and interest rate hedging
to assure that the durations of assets and liabilities are accurately
matched. Internal systems to monitor accounts on an ongoing basis are
also employed, making use of advanced computer and investment
research technology.

Track Record Good to Date

Diversification and increased competition brought with it commen-
surate opportunities for both increased success and failure. Margins in
the industry shrank as some competitors underpriced products in order
to gain market share and promised higher yields backed by investments
in riskier assets, including junk bonds. As the markets became more
complex and volatile, the margin for error narrowed. Because many new
financial products were essentially commodities, market share could be
captured simply by underpricing products and crediting overly aggres-
sive interest rates. A number of our brethren in the industry succumbed
to this temptation and are now paying dearly for it, while the majority
of companies rectified their mistakes earlier and reinstilled discipline
and prudence in their investment and product strategies.

Despite the current focus on insurer solvency, the track record of
the insurance industry, though not perfect, speaks for itself. According
to a Conning and Company report issued in May of this year, over the
past three years 55 out of approximately 2,300 insurers domiciled in the
United States have failed, or about 2 percent. By contrast, over one-
fourth of the 3,000 federally insured thrifts are insolvent or in deep
financial trouble, with a projected ultimate cost to the taxpayer of
between $325 billion and $500 billion. Over the past 10 years, assess-
ments of life insurers to bail out insolvent fellow insurers have totaled
about $800 million--paid by the industry itself witl~ a subsidy via a
premium tax credit, not from general tax revenues. These assessments
amounted to 1.25 percent of earnings for the same period. Some of the
questions that have to be raised are how high such assessments could
get in the future, how adequate the current capital reserves of the
solvent insurers are, and why the erosion of asset value experienced by
insurers will not be as serious as that experienced by the banks.
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Solvency in the Insurance Industry
The topic of solvency in the insurance industry has been the focus

of many recent studies by various federal and state committees, the
National Association of Insurance Commissioners (NAIC), and industry
task forces. The evaluation of solvency in the insurance industry is
difficult because of the broad range in size and product mix of compa-
nies. A true evaluation of solvency must include not only the amount of
capital and surplus, but also asset quality, business mix, company size,
stock versus mutual organizational mix, underwriting exposure, reserve
analysis, reinsurance agreements, management expertise, corporate
strategy, amount of participating versus non-participating business, and
so on. No one measure or handful of ratios can adequately measure
industry solvency.

One trend in insolvencies that has become apparent over the past
five or ten years is the fact that smaller companies seem much more
prone to bankruptcy than larger, better diversified companies. (Well-
publicized exceptions, however, include the failure of Baldwin United in
1983 and the recent failures of Executive Life and First Capital.) A 1990
study by IDS Financial noted that most of the insolvent companies were
regional, licensed to operate in 10 or fewer states, and of an average size
(not including Executive Life and First Capital) of $13 million in admitted
assets. The advantage of the bigger companies lies in the fact that they
are often diversified across many large-scale businesses, such as indi-
vidual life, group health, and group pension, and many also have
several smaller businesses such as annuities, individual disability,
long-term care, brokerage, and other financial and asset management
services. A mistake in any one of these businesses generally will not
bankrupt these companies. This is not true of smaller, less diversified
companies. This does not mean, however, that large, diversified com-
panies cannot make mistakes big enough to cause their bankruptcy.
That is precisely what occurred in the cases of Executive Life and First
Capital. The junk bond holdings of Executive Life and First Capital as of
year-end 1990 amounted to 68 percent and 40 percent of their assets,
respectively, compared to an average of 6.5 percent for the insurance
industry as a whole. Thus, these companies were assuming asset risk of
six to 10 times that of the industry and have paid the price of this
overconcentration in one risky asset class.

There can be no doubt that all insurance companies are feeling to
some degree the strain of the downturn in the national economy and a
decrease in the investment performance of the assets in their portfolios.
Nevertheless, the majority of insurers, even through the aggressive
1970s and 1980s, practiced conservative investment strategies and cur-
rently hold portfolios of relatively high-quality assets. According to a
recent report bv Frederick Townsend of Townsend & Schupp Company,
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even after the NAIC implemented a more stringent classification
method in 1990 for rating bonds, the total value of "high-risk assets"
(bonds the NAIC classified as non-investment-grade, mortgage loans
overdue or in the process of foreclosure, and real estate acquired by
foreclosure), equaled 140 percent of industry capital.1 Since the com-
bined industrywide holdings of bonds, mortgages, and real estate
amounted to over 850 percent of industry capital in 1989, it is clear that
the rate of default and devaluation necessary for an insurer with
typically diversified assets to experience bankruptcy would have to be
unrealistically high. A recent survey of Standard & Poor’s (S&P) rated
insurers, for example, indicated that "as a group [insurers] can sustain
losses from high-yield bonds for about 30 years, based on S&P’s current
expectations for bond defaults." (S&P 1991, p. 34) (S&P expects high-
yield securities to have a default rate of 10 to 15 percent in 1991.) I do not
mean to dismiss the potential
should additional large insurers
These problems would be very
failures across the industry is
quality and diversification.

insolvency problems for the industry,
like Executive Life and First Capital fail.
real. But the likelihood of widespread
low, because of relatively high asset

The insurance industry will not experience the same level of
insolvencies as the thrift industry or the commercial banking industry. It
is only logical to attempt to compare the financial condition of the
troubled U.S. banking system and that of another major financial
intermediary, the insurance industry. Kopcke and Randall cogently
describe the implications of overconcentration of risks in one or two
high-risk asset classes and mistakes in underwriting and asset-liability
matching. But fundamental differences in the structure, regulation, and
investment practices of banks and of insurance companies indicate that
they perform differently during cyclical downturns.

Banks manage primarily short-term liabilities, passbook savings
accounts, and so on, whereas insurance companies primarily manage
longer-term liabilities such as life policies (20 or more years), GICs (four
to 10 years), and group annuities (20 or more years). Often penalties and
restrictions apply on the surrender of policies or insurer investment
contracts that do not exist on bank deposits. This feature allows insurers
to invest at fixed rates and not assume significant mismatch risk. In
addition, the very structure of the regional U.S. banking system makes
it very difficult for any but the few largest banks to diversify their
investments geographically and lessen their dependence on the eco-
nomic cycles of a regional economy. The Texas and New England banks
are prime examples of this shortcoming. The majority of insurance

I This calculation was made for a 101-company composite comprising 71 percent of
the life insurance industry’s total assets.
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companies, by contrast, are national in scope and hold far more
geographically diversified assets in all asset classes, from commercial
and residential mortgage loans to corporate bonds.

Banks not only are less geographically diversified than insurers but
also concentrate their investments in fewer and historically higher-risk
investment classes. For instance, whereas the banks concentrated their
real estate lending in risky construction loans, insurers invested primar-
ily in longer-term commercial mortgages granted on properties that
were income-producing and well leased and generally had a 75 percent
loan-to-value ratio. With this income and value cushion, the property
value must deteriorate significantly before the insurer would suffer a
loss. This difference in the quality of real estate mortgages held by
insurers versus banks is borne out by the relatively low delinquency rate
on insurance company commercial mortgages of 3.6 percent at year-end
1990, as compared to the much higher rate of delinquency experienced
by banks in the troubled regions of the country. In another example,
whereas banks aggressively pursued lending to less developed coun-
tries and highly leveraged transactions, insurers followed more conserv-
ative investment practices and invested only marginally in high-yield
bonds with few or no loans to less developed countries. In addition, the
regulatory reserve requirements of insurers for insurance policy liabili-
ties are very conservative.

One important lesson that insurers have learned from the wide-
spread failures in the banking industry is the false security and even
weakness caused by Federal Deposit Insurance Corporation deposit
funds, which removed the discipline and selection mechanisms of the
market and burdened the public and the conservative, stronger banks
with the task of bailing out the most aggressive failed banks. The
consensus among insurers is that it is not healthy to bank on guaranty
funds. In fact, it has been argued that raising FDIC insurance from
$40,000 to $100,000 per account and deregulating the industry too late
contributed to the weakness and trouble in the thrift industry. These are
lessons that the insurance industry has internalized and is integrating
into current discussions on how to address the future regulation of the
insurance industry.

Regulation
The insurance industry has reacted with increased initiatives aimed

at getting our arms around the current problems. The industry invites
thoughtful analysis of its business--such as this forum--and has a long
tradition of self-examination and self-correction. Well before the recent
insolvencies of First Executive and First Capital, the insurance industry
was exploring ways to better regulate and monitor the industry, with
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the help of expert industry analysts and public policymakers. Like
Monday morning quarterbacks, however, a plethora of self-proclaimed
experts have surfaced selling superficial diagnoses and uninformed
prescriptions for the industry. Management in our industry spends
much time and money deflecting the myths sold by these amateurs.

As outlined previously, the insurance industry is a huge and
complex one whose long-term track record of performance is quite good.
In many ways, the system has worked. The majority of companies have
been disciplined in their investment and management practices and
have made adequate reserve provisions. With healthy industrywide
earnings and additions to surplus registered at year-end 1990, and with
the national recession bottoming out, perhaps the worst is behind us. In
any event, short-sighted knee-jerk reactions either by regulators or by
companies themselves must be avoided. Admittedly, we are in the
midst of change and probable entry into what one industry analyst has
called "a new era in life insurance solvency regulation."

Currently five federal-level committees and subcommittees, the
NAIC, the American Council of Life Insurance, and a variety of private
analysts are studying the industry with the primary focus being insurer
solvency. We at John Hancock intend to work with all reputable bodies
trying to shape industry policy for the future. At the same time, we in
the industry are careful to discourage unenlightened proposals for strict
and simplistic regulatory solutions that, in the long run, will serve only
to constrain good management and weaken the industry. Some of the
proposals currently before us include proposed legislation sponsored by
Representative John Dingell of Michigan, supporting a federal oversight
agency funded by user fees; minimum federal solvency standards and
accreditation of state insurance departments; national liquidation of
insolvent insurers rather than the existing state guaranty system;
creation of a federal insurance fraud statute; and preemption of state
regulation of reinsurers and surplus line insurers.

Although not so publicized, the Senate Antitrust Subcommittee
(chaired by Ohio Senator Howard Metzenbaum) has been active in its
attempts to extend federal antitrust regulation to the insurance industry
through the repeal of the McCarran-Ferguson Act. The Senator believes
that repeal of the Act will make the insurance industry more competitive
and therefore lead to lower prices for consumers. Most insurance
executives believe the repeal of McCarran-Ferguson would be harmful,
because it would prevent insurers from sharing the actuarial data used
to evaluate risk and to properly price products. This would be particu-
larly harmful to smaller insurers, who rely more heavily on the shared
actuarial data to set rates.

The states would generally prefer to remain in control of insurance
regulation. Individually and collectively--through the NAIC~state reg-
ulators are trying to address the concerns and questions posed by
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Congress and others. The NAIC has been extremely active on a number
of key issues. Last year the mandatory security valuation reserve
(MSVR) was increased for medium-grade and lower-grade bonds,
thereby increasing the level of reserves available to absorb potential
losses. The NAIC is also considering broadening the MSVR to an "asset
valuation reserve" to include all invested assets. Several companies,
among them John Hancock, already have voluntary reserves for other
asset types, including mortgages and real estate. With regard to insurer
solvency, the NAIC is developing a risk-based capital formula that could
be used to determine the minimum capital and surplus requirement of
each insurer. Again, this would only be institutionalizing a practice
already common among the well-managed companies.

The NAIC would like to enhance its system whereby failure of an
insurer to meet predetermined minimum ratios would trigger certain
actions by state regulators. The NAIC would presumably get tougher on
surplus relief reinsurance transactions and a number of accounting
policies. California is already contemplating administrative action that
would require insurers to remove from their financial statements any
surplus created through reinsurance transactions. The NAIC is also
pushing for the accreditation of state insurance departments. In 1989,
the NAIC laid out guidelines for a set of minimum standards, hoping
each state would use them to evaluate insurers. The NAIC’s scheduled
date for compliance is January of 1994, although to date only four states
have been accredited (New York, Florida, Illinois, and South Carolina).

In taking all these actions, the NAIC hopes to prove to Congress
that it is capable of regulating the insurance industry on its own.
However, a study recently completed by the General Accounting Office
(1991) pointed out several serious limitations:

(1) The NAIC does not have the authority necessary to force state
action or to sustain reforms, since changes in state regulation
must be approved by the state legislators.

(2) Since 1980, the NAIC has put forth a dozen recommended
changes in state legislation; only one, however, has been
adopted by more than one-half of the states.

(3) The General Accounting Office has expressed some skepticism
about the NAIC accreditation process.

Another area of potential legislation concerns the state guaranty
funds. Representative Dingell’s trial balloon, mentioned earlier, pro-
posed a national liquidation fund to replace the current state guaranty
funds. One apparent flaw of the current system is that it allows an
undercapitalized company to compete against stronger companies using
the stronger companies’ protection against losses. The guaranty laws
vary from state to state, but generally the guaranty funds are not
capitalized until a company fails and funds are needed to cover a
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shortfall between assets and liabilities. This approach allows aggressive
companies that cut margins to gain sales to place the risk on the
conservatively managed companies they compete against.

What will be the result of the efforts of the Congress, the individual
states, and the NAIC? The following appear to be the most likely
outcomes:

(1) The budget deficit makes it difficult but not impossible to form
a new federal bureaucracy to regulate insurance companies. The
issue of federal versus state regulation will play out over the
next few years. The final answer will depend upon a lot of
issues, including how quickly the states can get their act
together, the number and size of insolvencies, and the ability of
the industry to coordinate an effective response.

(2) A risk-based regulatory approach to minimum statutory capital
for insurance companies is highly probable in the next few
years. Banks already operate under a risk-adjusted capital
structure.

(3) Raising the current state minimum capital and surplus stan-
dards for life insurers will not in and of itself solve the capital
problems of the life insurance industry, since even some large
companies may be undercapitalized. If tougher surplus stan-
dards are adopted, it is highly likely that significant consolida-
tion within the industry could result.

(4) Tougher standards could influence investment allocation away
from riskier assets, which need to be supported by more capital;
therefore, investment returns could drop, which would in turn
affect product pricing and profitability.

Ill-conceived legislation would not be in the best interest of the industry.
Therefore, insurers continue to be pro-active with regard to potential
state and federal regulation and--like Kopcke and Randall~favor su-
pervision and monitoring over strict regulation.

Conclusion
Looking to the future, I believe you will see companies returning to

their core strengths and to disciplined financial management. I believe
the industry will consolidate as more highly leveraged companies find it
difficult to retain necessary levels of capital. A flight to quality will occur
among both individual and institutional customers, who have learned
the hard way that prudent, well-balanced investment and management
have no easy substitute. Increased efficiency, differentiation between
the top-rated insurers and all others, and a simultaneous refocusing on
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rational pricing and profitability will characterize the future. The indus-
try in the past has proven capable of successful self-correction, and the
well-managed companies in the industry are already on their way.
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Discussion
Frederick S. Townsend, Jr.*

What types of risk do insurance companies bear? Life insurance
executives often think of mortality risk and morbidity risk, with little
consideration of asset risk until recent years. In 1990, the New York
State Insurance Department developed an experimental risk-based cap-
ital formula to determine target surplus levels for life insurance compa-
nies. (The formula has since been turned over to the National Associa-
tion of Insurance Commissioners.) The Townsend & Schupp Company
took the experimental New York formula and calculated the individual
and composite results for 130 major life insurance companies, including
the 100 largest companies ranked by asset size, comprising 84 percent of
industry assets. We found that asset risk comprised 50 percent of the
composite’s target surplus, while insurance risk was only 19 percent,
interest rate risk 18 percent, and business risk 13 percent of composite
target surplus.

The Problem
Many companies have reached for riskier assets in recent years,

seeking to attract deposit funds by offering high interest rates. The
primary vehicle used by new and small life insurers was investment in
junk bonds. Large and established life insurers, with mortgage loan and
real estate investment departments, sought to increase long-term yields
by investing in commercial mortgages and real estate projects. The
Townsend & Schupp study found that the holdings by the 130-company

*President, The Townsend & Schupp Company.
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composite of high-risk assets (the sum of junk bonds, overdue mort-
gages, and real estate acquired by foreclosure) equaled 123 percent of
capital.

While problem mortgages and real estate are creating capital losses
for some companies, overconcentration of junk bond investments
caused the initial surge of conservatorship actions in early 1991. Execu-
tive Life of California, Executive Life of New York, First Capital Life, and
Fidelity Bankers Life held 83 percent, 68 percent, 46 percent and 40
percent of their respective bond portfolios in non-investment-grade
bonds as of December 31, 1990.

Overconcentration in a risky asset class was the first problem. The
second problem was the poor credit quality of many of these bonds,
which led to market values well below their stated asset values (amor-
tized cost). Finally, the companies have no protection against a "run on
the bank." These junk bond investors suffered asset write-downs, then
were exposed to both truth and rumors, and then experienced runs on
the bank, especially on single-premium deferred annuity (SPDA) prod-
ucts. This caused negative cash flow. This, in turn, caused the realiza-
tion of further capital losses at depressed market prices.

Possible Remedies

In their paper, Richard Kopcke and Richard Randall point out that
one remedy is more capital in the industry. Many stock life insurers
have strong parent companies that can provide new capital. Kemper
Investors Life, Northwestern National Life, and United Pacific Life have
34 to 35 percent of their bond portfolios in non-investment-grade bond
issues, but all three companies have financially strong parent compa-
nies. In fact, this year Kemper Investors has received two capital
infusions to reduce the heat and publicity surrounding its investment in
junk bonds. Northwestern National Life’s parent company is selling a
new issue of preferred stock to raise capital for its life subsidiary.

A second remedy, which Kopcke and Randall downplay slightly, is
to enact limits against concentrated investments in risky asset classes. If
the companies in conservatorship that I mentioned earlier had limited
their investment in junk bonds to 20 percent of their bond portfolios,
would they be in the news today? I think not. Such limits might have
saved them, had they been in effect five to ten years ago.

A third remedy might be to attempt to prevent runs on the bank on
non-life products, such as the competitive single-premium deferred
annuity (SPDA), by using smart product design. Limited early surren-
der options, large surrender charges, and market value adjustments
may inhibit a run on the bank, but would these product features attract
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any buyers? The market share will just drift to other, riskier carriers that
do not enact these features.

Threats to Solvency
The problem of the run on the bank emphasizes the fact that many

life insurers manage an unmatched book. While they expect to receive a
sufficiently large margin to compensate for this risk, the margin has
proved to be insufficient for many companies.

Basic life insurance products and annuity options offer death
benefits and other services not matched by securities and mutual funds,
as pointed out by Kopcke and Randall. Life insurers can earn sufficient
margins on life insurance products, but often expose themselves to risk
when they offer a competitive savings product such as the single-
premium deferred annuity, which has no death benefits and therefore
no distinction from investment products.

High capital ratios can increase the odds of survival, but it must be
noted that Executive Life of California had an 8.5 percent capital ratio in
1988 and was already locked in to its ultimate fate before the problem
was realized. Executive Life’s management attempted to raise capital
every year during the company’s growth phase, perhaps recognizing
the high risk inherent in the company’s investment strategy, and until
the last year they were successful.

So high capital ratios may even encourage higher levels of risk-
taking. Conversely, some life insurers maintain low capital ratios to
increase returns on equity, but they do not necessarily have to adopt
risky investment strategies. For instance, major life insurers often direct
annuity sales to subsidiaries with modest capital, which creates low
capital ratios. Provident National, American International Life, Variable
Annuity Life, and Transamerica Life all have capital ratios under 4
percent, but that is management policy. Management wants to isolate a
given line of business and manage it for an efficient return. In the
absence of a strong parent company, however, high asset leverage does
increase the odds that failing insurers will not recover. First Capital Life
and Fidelity Bankers Life, two companies the authors mention, main-
tained capital ratios under 5 percent with a risky asset mix for a number
of years.

Kopcke and Randall’s discussion of guaranty funds fails to state that
life insurance reserves, unlike property-liability reserves, are deter-
mined by precise actuarial formulas, and that reserves must equal or
exceed the cash values on each and every policy. Thus, if a life insurer’s
statutory surplus has fallen to zero, and if assets are fairly valued,
several major companies will always be willing to assume the failing
company’s business.
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It is interesting to note that life insurers hold 32 percent of total
corporate bonds and 27 percent of commercial mortgages. The
.Townsend & Schupp 130-company composite shows that at last year’s
end, bonds were 56.8 percent and mortgage loans 24.5 percent of 1990
invested assets, with the weighted maturity of the bond portfolio at 11.5
years. Weighted bond maturities exceeding 10 years may be safe for life
insurance products with death benefits and for annuitized products,
because the buyer has a reason and the desire to keep such products in
force with the issuing companies. Guaranteed investment contracts
(GICs) and single-premium deferred annuities (SPDAs) should have
shorter maturities, in order to match their liability durations and to
protect the life insurers against unstable interest rate environments.

The "Deadly Trio"--the combination of high asset leverage, long
bond maturities, and below-average investment yield--can kill a life
insurance company when interest rates rise sharply. The company’s
inability to compete will force the sale of depressed assets when the
capital ratio is too low. On the other hand, new companies, unburdened
by low yields, did acquire substantial assets by promoting products as
investment contracts, which buyers in turn viewed as financial invest-
ments.

The authors point out that 75 percent of their sample’s assets are
held by companies with a capital ratio under 6 percent. The Townsend
& Schupp 130-company composite at the end of 1990 had a capital ratio
of 6.1 percent including separate account assets, but the ratio is 7.5
percent when measured against general account assets less policy loans,
whose risks are borne by the policyholders, not by the company.
(Separate account asset risks are generally borne by the contract holders,
although some exceptions are now arising.) Those 130 companies
comprise 84 percent of industry assets. The United States as a whole has
2,400 life insurance companies and for the entire group the capital ratio
is 10 percent. Many of the smaller companies have much higher capital
ratios than the big boys in the industry.

Another point generally overlooked is that the capital ratio is driven
downward in the life industry by regulation. Capital ratios are limited to
10 percent for mutual life insurers writing business in New York State,
a major segment of the life industry assets in the United States. So a
mutual company operating in New York that has excess accumulation of
surplus must distribute it.

The value of real estate, stocks, junk bonds, and commercial
mortgage loans depends on business risks, as the authors point out.
And as has been demonstrated in recent months, this is the source of
news stories that shake consumer confidence. When cash flow problems
occur, some companies have financed cash flow with guaranteed
investment contracts written with modest or negative spreads. The gain
or loss on a GIC contract is usually determined when it is issued.
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Companies should match the durations on GIC contracts. Fewer than 20
percent of GIC contracts renew with the same company.

The public does view companies with large surplus positions as
offering safety, but some large companies have high risk levels. This is
certainly true of Equitable Life Assurance, which has an asset profile and
an underwriting record unlike any other of the 20.largest life insurers.

To date, it has been rapid growth and concentration in junk bonds
that have put companies into conservatorship. Concentration in com-
mercial real estate has been limited to the larger, more established life
insurers, and has only caused large dents in their surplus.

The characteristics of potential failures in the life insurance industry
include high ratios of risky assets to capital, significant differences
between market values and stated asset values, capital losses, low
capital ratios, the inability to raise capital, low net cash flow from
operations, and high levels of cash surrender activity. Capital declines
when capital losses exceed earnings, or when earnings are paid out in
shareholder dividends to finance parent company commitments.

The basic risks to survival are operating leverage leading to oper-
ating losses, asset leverage leading to capital losses, low-quality assets
with depressed market values, interest rate risk exposure to a decline in
asset values, leveraged buyouts that force payout of operating earnings,
low cash flow that causes untimely sale of depressed assets, and the
dreaded run on the bank. Once a run starts, an otherwise sound
company may have to be placed in conservatorship to prevent asset-
liability mismatches from occurring.

If, ten years ago, all states had limited junk bond investments to 20
percent of invested assets, would the life insurance industry be in such
turmoil today? Would any major companies have gone into conserva-
torship? As the authors point out, capital ratios decline in the problem-
realization phase, not in the risk-taking phase. Perhaps an ounce of
prevention is worth a pound of cure.

The Case Studies
The authors refer to eleven case studies, but present only four case

studies in Appendix 2.1 As a securities analyst in insurance stocks, I am
critical of the four case studies on two counts: (1) the authors mesh
parent holding company problems with the subsidiary life company
problems, and (2) I disagree with the authors on critical issues.

Executive Life suffered from buying junk bonds that were issued

1 An additional case has now been added with the takeover of Mutual Benefit Life.
Only companies that failed or have been seized are identified. Ed.
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not to support corporate operations but to finance leveraged buyouts.
This made the bonds risky when purchased. Many of these bonds were
bought through Drexel Burnham. A study of default rates on Drexel
bonds, published in Barron’s, revealed significantly higher rates than
historical default rate studies.

In both the First Capital Life and the Fidelity Bankers Life cases,
capital losses have not yet been "sufficient to easily wipe out capital and
cause major losses to policyholders." On March 31, 1991, the two
companies reported $151 million and $141 million of capital, respec-
tively. The companies are in conservatorship to stop runs on the bank,
and regulators have not yet forecast any losses to policyholders.

Baldwin-United subsidiaries issued SPDA contracts that guaranteed
long-term returns of up to 14 percent per annum. Part of the company’s
downfall was investing policyholder assets in securities of affiliated
companies, which provided no investment return to the life companies.
This led to operating losses and ultimately to negative cash flow.

Monarch Life Insurance Company did not have bank debt and real
estate problems. Its parent company did. The parent company invested
in real estate and incurred debt independent of Monarch Life. Monarch
suffered from sales success. This company had only $117 million of
capital in 1984, but wrote $3.5 billion of direct premiums in the next
three years. The cost of writing new business caused Monarch Life to
raise capital through reinsurance and through sales of assets.



The

Kenneth M. Wright*

The economic and social function of life insurance companies in the
United States is to provide financial security to individuals and families
on a sound basis and at prices commensurate with the risks assumed.
Life companies offer such security to the public in three distinct forms.
First, life insurance offers protection against the financial risk of prema-
ture death of a breadwinner and the loss of income to the surviving
family. Second, annuities and pension plans protect against the risk of
outliving other forms of income, particularly after retirement from active
employment. Third, health insurance offers protection against the
financial strain of costly accidents or illness requiring extensive medical
treatment. In serving these needs, life insurers also have long been a
major source of long-term funds to the capital market through the
investment of reserves in a variety of financial outlets.

At the end of 1990, the total assets of U.S. life insurance companies
aggregated $1,408 billion, with 41 percent in corporate debt obligations,
19 percent in mortgage loans, 13 percent in Treasury and agency
securities, 8 percent in common stock, 4 percent in policy loans, 3
percent in real estate, and 12 percent in miscellaneous assets. At latest
count, there were 2,343 life insurance companies in the United States, of
which 118 were mutual companies and the remainder were stock
companies. It is estimated that about 1,200 of these companies are
actually in operation; the others have been chartered but do not carry on
an active current business. Mutual companies, though fewer in number,

*Economic Consultant, Wright Economics, and Retired Vice President and Chief
Economist, American Council of Life Insurance.
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hold about one-half of the total industry assets, but the share of assets
held by stock companies has risen steadily over recent years.1

Investment funds arising from the life insurance process result from
the accumulation of reserves generated by pension products, thrift
plans, and whole-life or permanent insurance, sometimes known as
cash value life insurance. Reserves generated by whole-life policies
result from the level-premium method of payment, whereby the policy-
holder pays an unchanging periodic amount for the entire life of the
contract. In the early years of the policy, premiums are higher than
needed to meet the average of death claims at younger ages; thus, a
reserve is accumulated to meet the higher number of death claims at
later ages, though the premium payments remain at the same level for
whole-life policyholders. Because of the sizable reserve buildup behind
whole-life contracts, suchpolicies have a cash surrender value, and they
typically carry a policy loan privilege.

Term insurance is usually offered for a specified number of years,
for example, one, two, or five. During that time the premium is
unchanged but is based on the policyholder’s attained age. In later
years, the premium for term insurance increases sharply as the likeli-
hood of death increases on average, but since premiums are rising, little
reserve accumulation is needed to meet rising current death claims.
Term insurance, like health insurance, operates largely as a "pay-as-
you-go" system wherein current claims are paid from the inflow of
current premiums from the group that is insured.

Annuities may be purchased by individuals through periodic pay-
ments for a fixed period of years, or by a lump-sum payment for an
income stream either immediately or at a later date. Under corporate
pension plans, annuities are typically purchased by the employer to
start immediately upon the retirement of the employee. Such sums paid
under annuity plans obviously require a buildup of reserves from which
a stream of later payments can be made; these reserves are invested in
the money and capital markets to provide a return that will augment the
amounts available for pension benefits.

Space does not permit a description of the almost endless variations
and the range of options among these basic forms of traditional life
insurance products. Later reference will be made to some of the major
product innovations in the 1980s and their impact on investment
practices and strategies. Although many life insurers also offer health
insurance, this line of business will not be discussed in the present
paper.

It is important for the reader to be aware that not all life insurers

1 The primary source of statistics cited in this paper is the publications of the American
Council of Life Insurance.
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offer the same mix of product lines. Some offer health insurance plans;
many others do not. Many larger companies provide pension plans,
while a greater number do not engage in this line of business. Some
specialize in particular lines, such as individual annuities or credit life
insurance, while others concentrate on traditional whole-life policies. As
a result, no "typical" or "standard" insurance company can serve as a
model for discussion. Nevertheless, the frequent reference to industry
totals and the composition of investment assets is unavoidable in this
paper, though the reader should bear in mind that such data do not
reflect the situation for a "typical" company.

The plan of this paper will be to first describe life insurance
investment practices prevailing in the early postwar years, the regula-
tory framework under which companies operated, and the financial
condition of the business in the years before 1980. An historical review
of major competitive developments, regulatory changes, and product
innovations will then be undertaken, in order to set the stage for an
examination of new forces, new products, and new investment strate-
gies as they emerged during the 1980s and up to the present time.
Finally, the problem of insurance company solvency will be examined.

Life Insurance Investments in the Early Postwar Years
Life insurers emerged from World War II with almost one-half of

their invested assets in U.S. government securities as a result of wartime
financing requirements. As the postwar demand for business capital
developed, insurers sold their Treasuries to reinvest the proceeds in
corporate bonds. Demand for housing finance was likewise strong, and
life companies placed a major share of investable funds into home
mortgages, largely FHA- and VA-backed loans.

Using 1950 as an early postwar reference point, the asset composi-
tion of UoS. life insurance companies included U.S. government securi-
ties, 21 percent; corporate bonds, 36 percent; residential mortgages, 17
percent; commercial and farm mortgages, 8 percent; state and local
government securities, 2 percent; preferred stock, 2 percent; and com-
mon stock, 1 percent. The dollar amount of total assets was $64 billion,
which ranked the life insurance business second in size only to com-
mercial banks, and roughly triple the size of savings and loan associa-
tions as of 1950.

In the main, these investments were long-term in maturity, usually
in the 20- to 30-year range on original issue. This pattern was considered
appropriate to the long-term nature of life company liabilities to policy-
holders. With premiums flowing in from policies that would not require
payouts for death benefits until 30 or 40 years later, it was sound policy
to invest long, at the outer end of the yield curve where interest rates
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were normally higher. Liquidity was not thought to be a problem, since
the steady inflow of contractual premium payments was far in excess of
cash surrenders or requests for policy loans. Cash flow was positive and
rising, and companies were thus able to make "forward commitments"
to business borrowers for funds to be delivered later, often 12 to 18
months hence.

Regulatory standards for life company investments had an obvious
and material influence on portfolio practice. Life companies are gov-
erned by the regulations of state insurance departments and by the
detailed state laws regarding investment standards, as well as charter-
ing, licensing, policy contracts, accounting standards, and other oper-
ating procedures. State investment laws typically prescribe specific
investments permitted, subject to certain limitations, or they list prohib-
ited investments. The primary regulator is the state of domicile of the
insurer, but a great many companies are licensed to sell insurance in
other states and are thus subject to their jurisdiction as well. One
approach to governing the investments of out-of-state companies is to
require that they be of the same general character as domestic compa-
nies, or that their investments have a quality substantially as high.
Another approach, for which New York is noteworthy, is that out-of-
state insurers should "comply in substance" with the investment
standards required of domestic insurers. Since New York was a very
large insurance market in which most companies wished to sell, this
substantial compliance requirement made New York standards the
critical factor in investment practices for a very large share of the
insurance industry.

For this reason, it is useful to examine New York investment laws as
they prevailed during the early 1950s and in later years. Other states
were somewhat less restrictive, generally speaking, but with the pas-
sage of years and through the unifying influence of the National
Association of Insurance Commissioners (NAIC), the differences among
the states today are somewhat less.

To illustrate, the investment laws of New York did not permit the
purchase of common stock until 1951, and then only stock listed on a
major exchange that had paid dividends in each of the past 10 years.
Corporate bonds, to be eligible, had to be supported by earnings
sufficient to meet interest payments over the previous five years, plus a
ratio of new earnings to annual fixed charges of 1.25. In the early 1950s,
conventional mortgage loans by life insurers had a maximum loan-to-
value ratio of 66 percent, in order to provide a cushion against a possible
decline in real estate values as experienced in the Depression years. For
conventional home loans, this ratio was boosted in 1959 to 75 percent to
keep life insurers more competitive with other lenders. Not until 1964
was the 75 percent loan-to-value ratio permitted for commercial real
estate loans by life companies.
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Percentage limits on categories of investment were also common, to
ensure diversification of insurers’ assets. For example, New York
initially limited common stock holdings to the lesser of 3 percent of
assets or 33 percent of capital and surplus. Not more than 5 percent of
total assets could be invested in corporate bonds of any one issuer.
Investments in foreign countries were permitted beginning in 1956, but
were limited to 1 percent of assets, except for Canada where the limit
was 10 percent. Limits were also in force on investment in income-
producing real estate.

As part of the regulatory process, the state insurance department
requires each company licensed in its state to submit a detailed annual
statement of financial condition and investment operations during the
year. Such disclosure includes a listing of every security acquired, held,
and disposed of, along with particulars on each transaction. The basis
for the annual statement is statutory accounting, following uniform
rules developed by the NAIC, which also receives copies of each
statement filed with each state. The state insurance department is
responsible for conducting examinations of companies at least every
three years, and this function is often shared with other states on a
cooperative basis.

Throughout the 1950s, life insurance on the whole was a profitable
industry, based on two major factors. First, mortality experience was
more favorable in practice than the expected death rates built into
outstanding policies, largely because of medical advances and wide-
spread use of antibiotics. With longer lives, policyholders paid in
premiums for many more years than expected. Second, the postwar rise
in interest rate levels brought in higher investment earnings than the
assumed interest rates built into policy contracts. These favorable results
led to higher dividends to holders of participating policies, of course,
thus reducing the net cost of their life insurance. But the companies also
benefited from these developments and were able to improve their
surplus positions.

Competitive Responses to Market Developments,
1950 to 1980

In 1949, a major court decision ruled that pensions were a legitimate
part of collective bargaining in labor contracts. Almost overnight, a new
field for saving and investment emerged, and labor unions bargained
with employers to establish pension plans for their members.
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Pension and Thrift Plans

In the early days, pension plans often were administered by the
employer, or managed by the trust departments of larger commercial
banks. Life insurance companies offered insured plans as well, and the
number of plans they handled doubled during the decade of the 1950s.
But the pension plans run by competing fund managers grew even
faster, partly because they could offer pension fund portfolios that were
heavy in common stocks, which enjoyed a high rate of return over the
decade. Life insurers, restricted to low percentages of common stock
holdings, found themselves at a competitive disadvantage

Chafing under these constraints, life insurers were able to bring
about a change in the New York investment law in 1957 to raise the limit
on common stock holdings from 3 percent up to 5 percent of assets. Not
until 1969 was this limit raised further to 10 percent of assets or 100
percent of surplus, whichever was less. But this did not solve the
competitive problem, since banks could place fully 100 percent of
pension fund accumulations in equities to obtain a much higher return
than the life companies could offer from their conservative portfolios of
bonds, mortgages, and a sprinkling of common stock.

A breakthrough solution was found in the establishment of "sepa-
rate accounts" for life companies, wherein the quantitative limits on
investments were waived, but the qualitative requirements remained.
Thus, a separate account could hold as much as 100 percent in common
stock, but the investment standards of quality and dividend experience
were the same as for the regular portfolio, thereafter known as the
"general account." Funds placed in separate accounts were not backed
by the capital and surplus of the life company; investment gains and
losses belonged to the contract holder. Permission for separate accounts
was made possible by new legislation in the several states between 1959
and 1964.

At first, separate accounts concentrated on common stock invest-
ments. Within five years, however, some companies were making bond
investments in separate accounts; and by 1981, the dollar holdings of
bonds were greater than common stock. Real estate separate accounts
also developed by the mid 1970s, and mortgage loans also were added
to the separate account portfolios of some companies. Within 20 years of
their inception, separate accounts represented 9 percent of total assets of
U.S. life companies; by the latest count, this figure has risen to 11
percent or $165 billion. It is worth noting, however, that fewer than 200
companies have a separate account operation at the present time.

While the competitive position of life companies in the pension
market was doubtless bolstered by the use of separate accounts, their
market share continued to slip vis-a-vis the noninsured pension plans.
In 1974, passage of the federal Employee Retirement Income Security
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Act (ERISA) gave a boost to insured plans because of more exacting
requirements for fiduciaries and greater paperwork for fund mana-
gers, leading more employers to turn over this burden to insurance
companies.

Another competitive boost in the pension area came in the late
1970s, when life companies started offering guaranteed investment
contracts (GICs) to fund profit-sharing, savings plans, and 401(k)
accounts for employee benefit schemes. With variations among negoti-
ated agreements, the basic GIC plan calls for contributions from em-
ployee groups at a fixed interest rate, guaranteed by the insurer for a
specified period of time. The market for such contracts has grown to an
estimated $30 billion a year.

Competition for the Savings Dollar

Life insurance products can be viewed by the public in a variety of
ways. One natural desire is to build a substantial nest egg to meet the
needs of a surviving spouse and children after the death of the
breadwinner. Another is to accumulate sufficient assets to live off after
active employment, or even to retire early. Insurance and annuities can
meet these needs, but consumers have looked to other forms of saving
and asset building to satisfy these desires. Among the alternatives are
common stocks and mutual funds, where faster gains may be possible
than in the conservative track of insurance policies.

In the mid 1950s, common stocks in the United States began a steep
upward climb that attracted increasing attention from the general
public. Middle-income executives began checking stock market prices in
the daily paper each morning, even before looking at the sports pages.
Fears of another 1929 crash began to dissipate as new fortunes were
made in common stock investment. In this setting, term life insurance
became more popular with the public, since it was much cheaper per
dollar of coverage than whole life. And it did meet the need for an
"instant estate" in the event of an untimely death. True, it did not have
a savings element as did whole life, but the slogan of the day was "buy
term and invest the difference." Many did just that, and the percentage
of new insurance purchased through term policies rose from 31 percent
in 1955 to 41 percent in 1960, where it remained for the next decade.

The life insurance business responded to this notable shift in buying
patterns in a variety of ways. Since some of the consumer dollar began
flowing into mutual funds, insurance agents began to sell such funds to
their policyholders in an attempt to provide full service and retain
customer loyalty. Soon, the companies themselves began to set up
mutual fund subsidiary operations and also to encourage their insurance
sales force to get the training and obtain the licensing necessary to sell



80 Kenneth M. Wri[~ht

mutual funds. Even today, life insurance interests are an important part
of the mutual fund industry.

In the early 1960s, another approach was made to meet the demand
for common stock investment. The variable annuity was developed,
whereby the annuity would be denominated in a number of variable
units, rather than a fixed number of dollars, with such units invested in
a pool of common stock. The resulting annuity payments depend upon
investment results, rising or falling with the value of the underlying
stocks and dividend flows. Such annuities are required to be registered
with the Securities and Exchange Commission (SEC) when sold to
individuals, but are exempt from registration if offered as part of a
qualified group pension arrangement. The variable annuity had the
advantage of moving broadly with general stock market trends, but this
new product lost its luster through most of the 1970s when stock prices
turned down, and it lost ground to more attractive new products such as
variable life in the 1980s.

Life InSurance and Annuities--The Changing Mix
An important change in the structure of the life insurance business

since the early postwar years is the enormous growth of its pension
business, relative to life insurance itself. Broadly defining pension
reserves as those related to group annuities, individual annuities, and
supplementary contracts with life contingencies, such reserves in 1955
were roughly one-quarter the size of the reserves behind life insurance.
By 1980, pension reserves (as defined here) had grown to almost 90
percent the size of life insurance reserves. Most dramatic, however, is
the ratio for 1989, when pension reserves stood at 2.2 times the size of
reserves against life insurance policies.

Stated another way, life insurance premiums were 7 times as large
as annuity considerations received in 1955. By 1980, life premiums were
only 1.8 times as large, and by 1989 the reversal was complete, with
annuity considerations running 1.6 times the size of life insurance
premiums. Throughout the 1980-89 period, group annuities were the
larger dollar amount and grew by 4 times in nine years. But individual
annuity growth outstripped group annuities, growing by 7.8 times in
the same period. Included in individual annuities are IRAs, Keogh
plans, individual policy pension trusts, and tax-sheltered annuities.

Life Insurers and Disintermediation
No description of postwar developments would be complete with-

out reference to the impact of disintermediation on life insurance



THE LIFE INSURANCE INDUSTRY 81

companies. As financial intermediaries, insurers have shared the woes
of depository institutions, primarily through the avenue of policy loan
demands at times of rising market interest rates. The first major surge of
policy loan demand occurred in the second half of 1966 when market
rates rose to new postwar highs, compared with the fixed interest rates
on policy loans, limited by state law to either 5 or 6 percent at that time.
Close to 14 percent of investable cash flow was drained off by policy
loans, compared with less than 4 percent in a normal year. For an
industry making use of forward commitments to purchase bonds and
mortgages, this sudden disruption of available funds was a major
concern for portfolio managers.

This episode activated industry officials to propose an increase in
the statutory policy loan rate to 6 percent in all states; with support from
the NAIC, state insurance laws were modified in a fairly short time,
though the new rate could only apply to new policies. A second bout
with policy loans came in early 1969, when rising inflation again brought
rising interest rates. The impact on cash flow was even greater this time,
draining 20 percent of investable funds by the second quarter of 1969
and holding above the 14 percent level for six consecutive quarters. In
response to this renewed crisis, the industry decided to attack the
fixed-rate feature of policy loans. Flexible rates, linked to a moving index
of corporate bond yields, were proposed for future policies with a policy
loan feature, and such legislation was enacted in due course by the
several states.

As a percent of total assets of the industry, policy loans had been 4.8
percent at the end of 1965, moving up to 7.8 percent at the end of 1970.
This percentage continued to rise with the persistently high level of
market interest rates, reaching 8.7 percent in 1974. After a decline to 7.8
percent once more in 1978, the policy loan figure soared to a new high
of 9.3 percent at the end of 1981. The advent of double-digit interest
rates in 1980 and 1981 was the clear cause of the upsurge, but the
industry was caught as never before in a liquidity squeeze. In addition
to the policy loan drain, the 1980 liquidity problems were worsened by
a shortfall of pension inflows, as corporations decided to put their funds
into Treasury bills at 15 percent rather than GICs with life companies at
12 percent.

The 1979-81 round of disintermediation, interest rate spikes, dou-
ble-digit inflation, and prospects for financial instability for years
ahead--all these factors served as a catalyst for vast and far-reaching
changes within the life insurance business, not only affecting liquidity
standards and investment practices but also prompting a wide-scale

. redesign of standard insurance products. The following sections will
outline these innovations which, without exaggeration, can truly be
termed a revolution in this staid and conservative business.
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The Life Insurance Industry in the 1980s
The dramatic events of 1979 through 1982 are etched in the

memories of central bankers, financial market participants, and much of
the general public and need not be repeated in detail here. Inflation rates
soared to the double-digit range, leaving doubts about the future
purchasing power of fixed-dollar insurance policies. Bond yields and
loan rates in every market reached new highs, leading consumers to
wish they could share in the attractive rates on bills, bonds, and bank
certificates of deposit (CDs). Economic activity gyrated between reces-
sion and recovery with unusual speed and amplitude. Volatility in both
interest rates and economic activity were the watchwords of the time
and uncertainty ruled financial markets in all sectors.

In this setting, radical changes in the life insurance business were
soon to follow. Product lines were redesigned and drastic alternations in
investment strategies were forced upon the industry as it adapted to the
new conditions of the 1980s. This section will outline those changes and
their impact on the financial condition of the life insurance business.

The Shift to Interest-Sensitive Products

Three distinct forms of life insurance gained a major foothold
among product lines in the early 1980s--universal life, variable life, and
flexible premium variable life. As a new family of policies, all three had
the common element of reflecting investment performance in the
policies, by changing the size of the death benefit or the annual
premium or both over the duration of the policy. As a group, they are
known as "interest-sensitive" or "investment-oriented" life insurance
policies.

Under universal life, the policyholder is able to vary his annual
premiums as to the amount and timing of payments. New premiums
after loading and mortality risk charges are invested in a floating-rate
fund, and the earned interest credited to the policy will vary with
investment results. Death benefits cannot fall below the face value of the
policy, but they can expire if the level of premium payments or
investment experience is not sufficient to carry the policy to maturity.
Thus, the buyer assumes some of the investment risk, but he shares
directly in the rewards of good performance. Universal life is sold both
as individual policies and in group policy marketing. Universal life was
first offered in 1979 but has since become a standard line for almost
every leading company. In 1989, $275 billion of universal life was
purchased, raising the amount in force to $1,400 billion.

Variable life carries a fixed annual premium but allows the policy-
holder to designate investment of his funds into bonds, equities, or a
money market account and to vary his choice during the life of the policy
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as he sees fit. The policy has a guaranteed minimum death benefit, but
the size of the death benefit will increase or decrease over time
depending on investment performance. This product has not had the
appeal of universal life; in 1989 sales were $6.5 billion, with a total
amount in force of $54 billion.

Flexible premium variable life is a combined version of the two
preceding policy types and is sometimes called universal-variable life.
Premium payments may vary and a choice of investment funds can be
made. Death benefits will depend upon investment returns on the
assets standing behind the policy. This product appeared in 1984 with
fair success; purchases in 1989 were $36 billion with a year-end in force
total of $107 billion.

These three related products are classified as whole-life insurance,
and their popularity is shown by the fact that they captured no less than
32 percent of the whole-life market in 1984 and again in 1987. In the past
three years, however, sales of universal and variable life products have
flattened out, falling to 24 percent of whole-life sales, probably because
of the lower and less volatile level of market interest rates in those years.
The sales appeal of these products has apparently squeezed out much of
the term life market, which declined from 60 percent of total ordinary
sales in 1982 to 41 percent in 1989.

Individual annuities are also interest-sensitive and have been mar-
keted aggressively throughout the 1980s in a variety of forms. Industry
receipts from individual annuities were $5 billion in 1979; ten years later
they had risen to $49 billion. Single-payment annuities were the fastest
gainer, with yearly industry receipts rising from $1.9 billion in 1979 to
$32.8 billion in 1989.

Changes in Investment Practices

Product redesign and the radical shifts in product mix during the
1980s required drastic alterations in investment strategies, with partic-
ular regard to liquidity needs, asset marketability, and the search for
competitive yields. Emphasis on asset liquidity was heightened greatly
after 1980, when companies had suffered from an enormous surge in
policy loans. Huge fluctuations in market interest rates led to wide-
spread expectations that volatile interest rates would characterize the
markets for years ahead, adding to interest rate risk on longer-term
assets. Equally important in assessing liquidity needs were the new,
rapidly growing insurance products described above, which held great
uncertainties as to how long premiums would continue to flow in and
how to calculate the duration or average life of these liabilities.

The shift in portfolio practices took several forms. One change was
the reduction in bond maturities, as a means of reducing average life
and improving liquidity. In 1980, 85 percent of new bond acquisitions
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were for maturities over 19 years; by 1985, only 50 percent were longer
than 10 years, and by 1990, the percentage over 10 years had slipped
below 40 percent. Similarly, the average maturity period on new
commercial mortgage commitments was reduced from 222 months in
1980 to 99 months in 1985 and has remained low in more recent years.

Another aspect of the search for liquidity was the potential for
resale of assets in secondary markets. For several decades, private
placement bonds had been the favored outlet, but they lacked a ready
secondary market if the need to sell arose. Public issues, both corporate
and government, were only 25 percent of new bond acquisitions in 1980;
by 1985 they had risen to 50 percent, and they accounted for 45 percent
in 1990. The readiest resale market, of course, was for Treasury and
agency securities, and such holdings rose from 3.3 percent of total assets
in 1979 to 12 percent by the end of 1985--the first real surge of life
company interest in U.So government issues since World War II. At the
end of 1990, holdings of Treasuries and agency issues represented
almost 13 percent of the total life insurance assets.

By the mid 1980s, portfolio philosophy in the life insurance business
was centered on the matching of assets and liabilities, in recognition of
the diversity of product lines on the books of most companies. The
traditional practices of buying longer-term bonds and mortgages and
holding them to maturity were based on the long duration of liabilities
for whole-life products and annuities for individuals or groups. With
investment-oriented products coming to the fore, representing a greater
share of liabilities, a rethinking of the duration of these products was
essential.

The key to asset-liability matching lies in segmentation of different
product lines according to the length of time they can be expected to
remain on the books, prior to death claims, of course, but more
importantly prior to withdrawals of funds from lapses, surrenders,
policy loans, or switches to other accounts. New products, with little
experience to go on, made this particularly difficult to estimate. But it
was clear that each segment on the liability side had differing investment
requirements as to the composition of maturities and liquidity needs on
the asset side.

But each segment or product line also had different requirements on
the matter of investment return, since the investment performance had
a direct bearing on future sales as well as retention of outstanding
policies. For example, guaranteed investment contracts (GICs) carried
an explicit yield or rate, while universal life policies typically promised
a set interest rate for the initial policy year. And if the rate at which
interest was credited to such policies declined in later years, the
company faced the risk that premium receipts would likewise fall off or
dry up.

Another risk faced by companies was that rates offered by their
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agents to new customers would not equal or exceed those of competing
life companies, with a consequent loss of potential sales. In this setting,
career agents brought considerable pressure on the home office to set
initial rates high enough to match the competition and keep them high
in later years even though marketplace yields might have declined.
Moreover, if companies failed to offer attractive rates on interest-
sensitive policies, they faced a loss of agent loyalty or loss of agent sales
force, thus reducing their potential for selling other, more profitable
lines of insurance. And where brokers were the sellers of such products,
a company offering rates that were too low would find such brokers
switching to products of some other insurer.

It should be pointed out that the investment performance on
interest-sensitive insurance products is not dependent on the overall
portfolio yield from the total of invested assets held by a company.
Rather, companies since the late 1950s have utilized the "investment
year" system of assigning returns to group pension products. That is,
calculations are made as to the rates earned on "new money" received
in a given year or even a given quarter. With the advent of interest-
sensitive policies in the 1980s, the new money method was applied to
individual policies as well. Policyholders or annuity buyers are often
told what rate the company will pay in the coming year or longer, but
later periods may bring higher or lower returns on the initial premium
or annuity payment.

This setting has brought strong pressure on life company invest-
ment officers to search for higher yields than they might otherwise
select. One way to achieve this goal is to mismatch assets and liabilities
by moving out the yield curve where returns are higher for longer
maturities. Of course, this method detracts from liquidity goals and
adds a risk that withdrawals from the given segment may require asset
sales at a loss if market interest rates move higher in the interim.
Another way to bring in higher current returns is to lower quality
standards by taking on riskier mortgage loans or by purchasing bonds
with lower credit ratings (and higher yields). By assuming greater
interest rate risk and/or credit risk, current yields can be raised to satisfy
the demand of the sales force, though the risk of loss through defaults
or forced liquidation at lower prices is obviously greater.

Company profit or loss on marketing interest-sensitive products
depends on the spread between rates earned on the assets behind the
policy and the rates credited, year by year, to the policy in question. To
forestall lapses and surrenders, the incentive is strong to keep credited
rates high, even if the earned rate starts to slip. Pressure then develops
to take on greater risks to keep up the earned rate. But a companion
method of maintaining spreads has also emerged, namely, expense
reduction, which often takes the form of cutting head office staff
including investment personnel. Chief investment officers have been
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confronted with a double hazard: taking on riskier loans against their
better judgment and seeing staff cut around them in the effort to trim
expenses and maintain spreads.

The bottom line on these developments, according to informal
feedback from investment managers, has been to reduce company
profits on many product lines. Interest spreads have narrowed and even
turned negative at some times and on some products, although no hard
data are available to verify this. But it is clear that providing greater
investment returns to ct~stomers in relation to earnings has left lower
returns for the companies than in the past. At the same time, taking on
higher investment risks in the hope of better yields has left companies
exposed to greater losses than in the more comfortable investment years
before the 1980s.

Profitability Trends in Life Insurance

Profitability in the life insurance business has always been diffi-
cult-some say impossible--to measure because of the unique account-
ing system used in the industry. Profitability for insurers is affected by
a host of factors including mortality rates, investment returns, expense
factors, policyholder dividends, federal and state taxes, and capital
gains or losses.

A rough measure of industry profitability is the "gross return on
equity," defined here as the net gain from operations before taxes and
dividends to policyholders, taken as a ratio to capital and surplus. At the
least, this ratio can show trends over time, although the level may have
little meaning. From the early 1970s when the gross return was around
43 percent, this ratio reached a peak of 60 percent in 1979. But
subsequent years brought a steady downtrend to 30 percent in 1987,
followed by a partial recovery to 39 percent in 1989--the most recent
data available.

Another crude measure sometimes used to monitor profit trends is
the ratio of capital and surplus to total assets. If this ratio declines over
time, profitability must be on the decline, and vice versa. In percentage
terms, the capital-asset ratio for the industry slid from 8.4 percent in
1970 to 7.2 percent in 1980, and declined further to 6.4 percent for 1989.
The downward trend in the 1970s arose in large part from the decline in
stock market prices in 1973-74, which wiped out security reserves and
encroached on surplus in many companies.

After 1980, a number of new forces came into play that reduced the
capital-asset ratio to the present 6.4 percent. The costs of introducing
universal life and variable life in the early 1980s were considerable for
many companies, and the diminished interest margin in new products
has doubtless played an important part. A related factor was the decline
in the share of business known as fixed-cost nonparticipating insurance,
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in which the policyholder pays a set premium but does not receive
dividends, which would reduce his net cost. With less fixed-cost,
nonpar business on the books, displaced in large part by universal and
variable life, a smaller share of investment earnings was retained by
insurers as company earnings. Also, the level of pretax portfolio yield
for life insurers began to decline from a 1985 peak of 9.6 percent to an
estimated 9.0 percent in 1990.

This way of looking at capital and profits is not complete, however,
because it ignores the presence of security reserves, which are a form of
earmarked surplus required by state laws. The mandatory security
valuation reserve (MSVR) stands behind both bonds and stocks, built up
from contributions keyed to the credit rating of the bond portfolio and
the capital gains from the stock portfolio. It is then used to meet any
losses on bonds or stock, thus providing a cushion for company surplus.
Adding the MSVR to capital and surplus, the total capital ratio was 8
percent of assets in 1989, virtually unchanged for the past decade. The
growing level of this reserve has been fed by sizable capital gains on
insurers’ holdings of bonds and stocks, particularly in 1988 and 1989.
Results from 1990 are as yet unknown.

Does the capital-asset ratio tell us whether insurers are in sound
financial condition and capital is adequate to absorb difficulties? Not
really. Industry totals and averages have their limits, concealing possible
capital inadequacy in individual companies. In reality, this becomes a
question for state regulators in their examinations of individual compa-
nies, rather than an overview of industry aggregates. The NAIC several
years ago established an Insurance Regulatory Information System
(IRIS) to identify companies deserving of closer surveillance by using a
variety of financial ratios or tests, of which the capital ratio is only one.
Screening companies through this early warning system has helped
state regulators to catch approaching insolvencies at an early stage,
though the system is far from perfect. But it demonstrates the impor-
tance of relying on more than one simple relationship to judge financial
conditions for an industry or an individual firm.

Diversification of Business Lines
In the search for profits, life insurers have long been attracted by the

potential for entering related lines of business, either in the insurance
field or in other forms of financial services. Some large companies,
notably Aetna, Travelers, Nationwide, Allstate and State Farm, have
been leaders in underwriting property and casualty insurance as well as
life insurance and annuities. In fact, many life companies started as
casualty companies and later added a life insurance line of business.
Today, health insurance is a line carried by the vast majority of larger
companies, though it calls for very different skills and underwriting
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standards from the life insurance lines. Health insurance accounts for
about 23 percent of the total premium income of U.S. life insurance
companies but less than 3 percent of total reserves.

The holding company form of organization is widely used by life
companies that have organized or acquired a company that handles
another financial service or insurance line such as automobile insurance
or homeowners’ insurance. Life companies in the 1950s began selling
mutual funds through their agents, and in some cases they organized
and operated the investment company as an affiliate under the holding
company. In the mid 1980s, more than 60 life companies offered mutual
funds, half through securities affiliates. At least a dozen life companies
owned securities firms that offered underwriting as well as full-service
brokerage; another dozen offered full-service brokerage but not under-
writing; and a few other companies owned discount brokerages. Many
of these securities affiliations go back to the fact that life companies sell
products, such as variable annuities, that are SEC-registered.

Other financial services in which life companies have been active
include investment management beyond their own portfolios, real
estate management, pension plan management, mortgage companies,
leasing services, advisory service for REITs, writing or trading options,
and financial data processing. With exceptions, such operations have
not assumed major size, and they typically represent adjunct operations
that utilize skills already developed within the company itself.

Depository Institutions and Life Insurers

When the Reagan Administration proposed in 1981 that commercial
banks should be allowed to sell and underwrite all forms of insurance,
shock waves went through the life insurance business. Added compe-
tition in an already competitive business was certainly unwelcome,
particularly on the part of insurance salespeople who feared that the
loan leverage of banks would give the banks an unfair advantage and
steal customers away. At the head offices of many life companies,
however, corporate planners were ready to hedge their bets by explor-
ing whether their companies might thrive in the banking business and
achieve some measure of diversification.

It was already the case that a very small number of life insurers
owned a bank or a thrift institution. Several others decided to acquire a
savings and loan or a "nonbank bank" in an effort to test the waters in
this unfamiliar pond. Still others opened discussions with friendly
banks about marketing insurance products, or even affiliating, if and
when existing laws were changed. The primary motivation was not to be
left behind the competition in the event that bank linkages of some sort
were permitted.

Attempts by life insurers to acquire savings and loan associations
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came to little. Some of the larger companies that already had securities
affiliates found that the law would not permit simultaneous ownership of
a thrift. Other attempts apparently foundered on the insistence of the
FederaI Home Loan Bank Board that they acquire weak or failed S&Ls, not
the healthy, flourishing ones. In some states, insurance laws contained
"doing business" clauses that did not permit life insurance companies to
enter such other fields as owning a depository institution.

The best route for several large insurers seemed to be nonbank
banks, but very few took this road in fact. The logic of acquisition was
to position their sales force to offer customers federally insured time
deposits and money market funds along with standard insurance
products. Another motive, of course, was to find out what banking was
all about, in case a larger move into full-scale banking became possible
at a later date. However, a significant barrier to interest in acquiring
full-scale banks was the prospect of dual regulation, in which the
Federal Reserve, under the holding company laws, would have powers
to supervise in some degree the broader operations of any life insurance
holding company that owned a commercial bank subsidiary. This
prospect was seen as a threat, an unwelcome interference in business
affairs, and an added layer of already substantial regulation.

After a full decade of proposals, bills, legislative hearings, regulatory
rulings, court cases, and endless discussion, commercial banks still are not
able to sell or underwrite life insurance (with a handful of exceptions), and
life insurers are not able to own commercial banks. But the proposals for
such a revision of federal laws are still in the legislative mill today.

Growing Concern over Company Solvency

For the past two years, a primary concern of both industry leaders
and regulators has been the solvency issue. Such concerns arise largely
from the investment side of the insurance business, centered on the
decline in market values of "junk bonds" held by life companies and the
problems encountered with commercial real estate mortgage loans. Both
of these problems had begun to emerge in the 1988-89 period but were
worsened by the economic recession which began in the middle of 1990.

Just how vulnerable is the life insurance industry to widespread
insolvencies? This is undoubtedly the key question today in many
circles, triggered by announced investment losses by some major
companies in late 1990 and by the more recent regulatory actions to close
down the Executive Life units in California and New York and the First
Capital holding units in California and Virginia. The two Executive Life
companies were notorious for holding close to 50 percent of their
invested assets in junk bonds acquired to fund the high-rate annuities
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they marketed in recent years, and the practices of First Capital
companies were similar.

Is the emphasis on junk bonds a widespread phenomenon within
the life insurance business today? A special survey for holdings at
year-end 1990 indicates that almost 6 percent of general account bonds
fell into the three lower grades, equivalent to "B" or lower, and these
were mainly private placements, not the publicly issued junk bonds sold
to finance the leveraged buyouts of the 1980s. There is, of course, no
fixed definition for "junk bonds" when translated back into grades used
by the rating services such as Moody’s. As a working estimate, however, it
appears that the life insurance business holds between $60 billion and $70
billion in bonds that are loosely described as "junk bonds."

The concern about junk bonds, of course, is their potential for
default on interest and/or principal payments to the bondholders, who
must then take losses that could impinge on surplus or produce
insolvency. But what is the record on bond defaults in the life insurance
industry in recent years? The American Council of Life Insurance (ACLI)
has assembled data on bond defaults for over a decade, based on annual
surveys of company experience. Looking at the total bond portfolio,
exclusive of Treasury and agency securities, defaults in 1976 averaged
0.91 percent on a dollar-weighted basis, fell to 0.28 percent in 1979, and
rose again to 0.92 in 1983. After a decline, the figure was up to 0.89 in
1987 but then fell to 0.44 percent in 1988 and 0.54 in 1989, the latest year
available. These percentages are impressive mainly because of their
small size and the lack of clear upward trend.

Default data also can be broken down by public issues and private
placements. Over the past 10 years, publicly issued bonds have had a
low default record, with a recent high of 0.39 percent in 1987, declining
in 1988 to 0.15 percent and 0.26 percent in 1989. Among private
placements, the 1987 default rate was 1.46 percent, followed by more
favorable rates of 0.80 percent in 1988 and 0.91 percent in 1989.
Comparable data for 1990 are as yet unknown.

An offset of considerable importance to insurers’ holdings of lower
quality bonds is the countervailing rise over these years in holdings of
Treasury and agency securities that are so safe that no MSVR contribu-
tion is required. In 1977, less than 3 percent of life company assets was
invested in Treasury and agency securities; such holdings increased
substantially in the 1980s and by 1990 stood at 12.8 percent of total assets
and 24 percent of the bond portfolio.

Industry data show corporate debt securities at 41 percent of total
company assets, while another 19 percent of assets is in mortgage loans,
primarily backed by commercial real estate such as office buildings,
shopping centers, industrial warehouses, hotels and resorts, and apart-
ment houses. Serious financial problems in this sector have made headlines
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in the financial press for many months, and life companies have shared in
the difficulties as major holders of commercial mortgage loans.

Again, ACLI data tell the story, based on surveys initiated many
decades ago. In the closing quarter of 1990, 3.7 percent of the commer-
cial mortgage portfolios of reporting companies were counted as delin-
quent or in foreclosure, compared with delinquency rates below 1
percent of 1979 through 1984. About the only comfort one can take from
the current 3.7 percent rate is to recall that the delinquency rate reached
an even higher postwar record--4.7 percent in the first half of 1976,
when overbuilding in major cities combined with the recession of
1974-75 to produce a major problem for mortgage lenders. Once more,
high vacancy rates and a continuing economic recession combine to
boost delinquencies for life companies. Pessimists fear losses to insur-
ance lenders that could threaten solvency; optimists point out that the
industry survived an even worse situation in 1975-76. The final answer
probably lies in how long the present recession will last.

Insolvencies and the Industry Responses

Before 1987, the number of insolvencies among life insurance
companies each year was 10 or fewer and involved relatively small
companies with assets below $50 million. The number rose to 19
companies in 1987, then fell to 10 in 1988, though still confined to
smaller life insurers. But insolvencies soared in 1989 to 40 cases,
including an insurer with $646 million in assets. Concern within
industry circles rose sharply. The ACLI board of directors responded in
September 1989 with the appointment of a special Task Force on
Solvency Concerns, charged with determining whether the industry at
large faced a solvency problem and what steps should be taken to
reduce future difficulties.

One subgroup set to work analyzing 68 insolvencies of the preced-
ing five years, of which 16 were in Texas, 6 in Arizona and 6 in
Oklahoma; the remainder were scattered. The subgroup’s report iden-
tified causes of past insolvencies as related to affiliate transactions often
involving fraud in 47 cases, problems in accident and health insurance
lines in 41 cases, underpricing of products in 40 cases, investment
problems (often real estate) in 31 cases, and problems with new
management in 25 cases. These causes often interrelate, of course.

Another subgroup analyzed trends in capital-asset ratios in a
variety of ways for the period 1981 to 1988. Using weighted averages of
capital and surplus plus mandatory security valuation reserve to admit-
ted assets, this analysis documented a modest decline in the ratio over
these seven years. More interesting, however, was the striking differ-
ence between large and small companies. Large companies with assets
over $5 billion showed average capital-asset ratios (in percentage terms)
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of 5.3 percent in 1988, in sharp contrast to companies under $100 million
where average ratios were 20 percent. The breakdowns between stock
and mutual companies showed wide differences in all size categories,
with stock companies showing much stronger ratios than the mutual
companies, especially in recent years. The detailed analysis of this
report illustrates a key point this paper has tried to emphasize: industry
aggregates and averages can provide only a starting point to the analysis
of financial conditions among life insurers. The real story requires a
much closer look, ultimately only in the way that a regulator can
undertake through the examination process.

A paradox arises from the differences shown in the report of the
subgroup on capital-asset ratios. Why do the largest insurers with the
lowest ratios appear to be the strongest, financially sound companies? And
why do the companies with assets under $100 million show up with much
higher ratios, while companies in this size bracket are most often on the
insolvent listing? These puzzles leave open the question of whether capital
ratios are a meaningful guide to financial soundness, and whether capital
adequacy is a problem in the life insurance business today.

The concern over solvency by the major trade association of life
companies is not hard to understand, for several concrete reasons. Far
from welcoming the disappearance of a competitor, the companies fear
the impact of an insolvency on the public perception of their own
financial condition and the potential for a "run on the bank" in the form
of surrenders, policy loans, and lapses by policyholders, both individual
and corporate. The integrity of life insurance products is also seen as
being at risk if insolvencies spread, leading to a loss of new business of
all kinds. A more immediate pocketbook effect of a large insolvency is
the dollar assessment upon the remaining companies to support claims
payment through the system of guaranty funds that stand behind
companies in almost every state.

Role of State Insurance Guaranty Funds

Beginning in the early 1970s, a movement developed to set up state
guaranty associations to satisfy benefit claims of policyholders and
annuitants in the event that a company liquidated through insolvency
does not have the necessary assets. The deficiency is met by assess-
ments on all companies licensed in the state of the liquidated insurer.
Such guaranty funds now exist in every jurisdiction except New Jersey,
Louisiana, and the District of Columbia.

Typical coverage under guaranty funds is $300,000 in death bene-
fits, $100,000 in cash or withdrawal value for life insurance, $100,000 in
present value of annuity benefits, and $100,000 in health benefits. Some
states (but not California) also provide varying coverage for unallocated
annuity contracts such as GICs purchased by employers to fund pension
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plans, usually limited to $5 million (as in New York) for any one contract
holder. Most guaranty funds limit protection to residents of their own
state, regardless of where the insolvent insurer was domiciled. Other
states cover policyholders of an insolvent domiciled company, regard-
less of where the claimants are located.

One reason that GICs and similar corporate annuities have not always
had guaranty fund coverage is the very large size of such liabilities and the
fact that professional fund managers are in position to carry out their own
analysis of insurer stability. To help those who place large sums with life
insurers, a number of the bond rating services have begun to rate the
claims-paying ability of life companies. Moody’s, Standard & Poor’s, and
Duff & Phelps have offered this service in recent years, thereby supple-
menting the similar rating service of A.M. Best Co., which has been a
prhne source of insurance company data since 1899.

Until now, the burden of guaranty fund assessments upon life
insurers has not been overwhelming, even in the aggregate. The largest
claims have been on health insurance lines, rather than life insurance
and annuities. The biggest year for assessments was 1989, when
assessments of $34 million for life insurance and $50 million for
annuities became necessary, dwarfed by $124 million in assessments to
cover health insurance. Total assessments since the guaranty fund
system began have amounted to less than $500 million through the end
of 1990. It should be noted that assessment payments provide an offset
against amounts payable for future state premium taxes; thus the net
burden for companies is substantially lower. The major burden falls on
state revenues and hence on the taxpayers of the states.

With the backup of state guaranty associations, the life insurance
industry has been able to make the proud claim that no policyholder has
failed to have his claim met because of insolvency. Yet, the real test may
lie ahead since the size of some annuities issued by the Executive Life
and First Capital units may exceed the dollar coverage limits of the
guaranty funds that will become involved in due course. Without
question, these are the biggest insolvencies to date, and some rough
estimates of the deficiencies involved reach into the $1 billion range.
With heavy assessments in sight, voluntary efforts to cover the excess
policy amounts beyond the guaranty fund limits are doubtful. With so
many unknowns as to the true financial state of these companies,
including the ultimate value of assets in liquidation, it is difficult to
speculate on the size and scope of the problem or the industry reaction
to the needs that may arise.

Regulatory Responses to Solvency Problems

With junk bonds seen as one of the larger threats to company
solvency, state insurance regulators have focused on limiting such
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investments and even requiring divestiture. New York was the first to
act, in June 1987, by imposing a 20 percent limit on "high yield-high
risk" obligations publicly traded or issued in a leveraged buyout. In
February 1991, this limit was tightened by applying it to all private
placements and to all medium-grade (Ba-rated) bonds that had previ-
ously been outside the limit. In addition, new "inside limits" of 10
percent, 3 percent, and 1 percent were imposed on three categories of
lower-grade bonds, as rated by the NAIC, effective in 1992.

In other states, Illinois imposed a 35 percent limit last August with
an inside cap of 10 percent on bonds below the "B" rating. Maryland
adopted a 20 percent cap on bonds of "Ba" or lower in December 1990,
and similar limitations on lower-grade issues have been proposed for
legislative change in Missouri, Florida, Nebraska, Indiana, Kansas,
Colorado, Minnesota, and Connecticut. Other states are likely to follow,
with Executive Life and other examples now in the headlines.

Another tightening action was the move by the NAIC in June 1990
to increase the required formula contributions to the MSVR, which
stands behind the company holdings of bonds and stocks to absorb
future losses. This action took effect with the year-end 1990 statements, and
it mainly required larger reserve contributions from medium-grade bond-
holdings, with the result that credits to bond reserves will be about twice
the rate of the past, once the phase-in stage is completed in 1995. Beyond
the revamping of the bond reserve, the NAIC is now considering a
mandatory reserve against life company mortgage holdings, to cushion
capital and surplus against potential losses in that investment area.

More broadly, the NAIC has been actively working to improve the
policing of solvency problems within the industry by setting stiffer
standards of regulatory surveillance and by developing Model Laws
for the individual states and insurance departments to adopt. As early
as December 1989, the NAIC adopted a Solvency Agenda for 1990
and followed this a year later with an updated Agenda for 1991. But the
role of the NAIC is primarily advisory and exhortatory, rather than
compulsory, for the individual states. This body has brought greater
uniformity among state regulations and laws over many years, but it
has no binding authority or penalty powers to enforce its agreed
positions. Perhaps its most influential role has been through the
Securities Valuation Office, which establishes statement values for each
debt obligation held by each insurer, and by the Insurance Regulatory
Information System (IRIS) which screens company reports for potential
insolvency problems. Without the NAIC, state insurance regulation
might have been a hodgepodge of conflicting, confusing, and impossi-
bly complex laws for companies operating in multiple states. But the
centralizing role of the NAIC has provided a reasonable degree of
uniformity in regulatory standards and has fostered a high degree of
interstate cooperation.
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Embarrassed by the rising tide of insolvencies, and threatened by
congressional proposals for federal regulation of the insurance business,
state insurance commissioners have been moving more vigorously to
tighten regulatory standards and enforcement. But it remains true that
many of their desired changes require passage by state legislatures,
which can be a slow and frustrating process. And the strength of their
departments is dependent upon state appropriations, which can be an
insuperable problem at times of widespread budget-cutting at the state
level. For its part, the insurance industry at large has been a long-time
defender of state regulation and has encouraged the efforts of the NAIC
and the individual states to maintain regulatory standards that will
protect the public, and the industry, from insolvencies. This attitude is
not hard to understand when it is recognized that insolvencies cause
incalculable damage to the industry at large by raising doubts and fears
in the mind of the public over the financial integrity and soundness of
any and all companies in the insurance business.

Concluding Observations
The foregoing account of financial conditions in the life insurance

industry has attempted to be more factual than judgmental, in the
sincere belief that the judgmental function can best be exercised by
regulators who look beyond aggregate data and industry averages.
Nevertheless, a few generalizations may be in order.

It is quite apparent that the life insurance industry today is not as
financially sound as it was a dozen years ago. The nature of the business
has undergone radical changes over that period, which have reduced its
profitability and heightened its exposure to financial risks. In contrast to
the 1970s, life insurance and annuities in the 1980s have become
investment-oriented products, sensitive as never before to movements
in market interest rates. The industry now passes along a greater
proportion of its investment return to contract holders while still
providing guarantees. To maintain profitability, it has reached beyond
its traditional limits of credit risk and interest rate risk and has begun to
pay the price of so doing. Competition among companies has become
more intense than ever before, with a larger share of products linked to
investment returns, allowing buyers of annuities and insurance to shop
and compare on the basis of interest rates, either implied or guaranteed.

Life insurance traditionally has been a fixed-dollar product, and it
worked best in a low inflation environment with moderate interest rates.
In the very different climate of the 1980s, the industry was faced with the
choice of adapting with new products or going under as a reservoir of
financial assets for future use. It chose to adapt, by entering into
head-on competition with other contenders for the savings dollar who
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based their customer appeal on the attraction of interest rates. The
buying public was faced with investment choices of high-yield bonds,
money market funds, bank CDs with federal insurance, or common
stocks with potential gains: this public had to be lured into meeting their
insurance needs with policies that gave them some "piece of the action."
The grudging decision by life companies to offer investment-oriented
products, with all the attendant risks, was not a happy choice, but it was
deemed necessary to survival in the environment of volatile interest
rates and uncertain inflation prospects.

In the face of these rapid changes, carried out mainly between 1981
and 1985, state insurance regulators have had a major struggle to stay
abreast of marketplace developments. On the product side, regulators
must review the new policies being developed; on the investment side, the
prevailing limits for investment practices were expected to suffice. But the
competitive drive for higher yields with greater risks has pressed hard
against the limits of conservative investment standards, breaking over into
untested and unsafe ground. The regulators now face the difficult task of
damage containment through more stringent surveillance.

In my judgment, the life insurance industry is not in trouble; some
of the companies are in trouble. But the troubles of those few companies
present very real problems both for the industry at large and for its
regulators.
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Discussion

Fundamental changes have occurred in the life insurance industry
over the past decade. In my comments on Kenneth Wright’s paper,
"The Structure, Conduct, and Regulation of the Life Insurance Indus-
try," I would like to analyze these changes from a slightly different
perspective and with slightly different ornamentation. This analysis
focuses on four time slices: the way it was, the way it became, the way
it is, and the way it will become.

The Way It Was
Fifteen or twenty years ago, it would take a crook or a fool to run a

life insurance company into the ground. And a fool would have had a
very difficult time doing it. Today, mere mortals can do it. In the old
days, good managers made lots of money; bad managers made money.
Profit margins were uniformly high and interest rates rose gradually but
were relatively stable. Cash flows were steady and, above all, predict-
able. Lapse rates, while they hit peaks and valleys, were also more or
less predictable. And in the past, product life was generously long. The
ordinary life policy and the spin-offs from it had existed for many
decades and had more than paid for their development.

An old joke shows how life insurance companies used to be
managed. A life insurance company was like a car going down a
highway; at the wheel was the CEO who also controlled the accelerator,

*Assistant Deputy Superintendent & Chief Examiner, New York State Insurance
Department.
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next to him was the chief financial officer who read the maps and
watched the gauges, and in the back seat an actuary knelt looking out
the rear window, telling them where to go. And as odd as that sounds,
it worked, because actuaries look at the long history of numbers and tell
management what they should do in the future. And for that time it did
work.

The management structure had other interesting characteristics in
those days. It consisted of a series of autonomous or semiautonomous
functional units: marketing, actuarial, the comptroller, and the chief
financial officer. These units met several times a year, set things on
automatic pilot, and, basically, everything worked. The profit margins
were very generous. The balance sheet was filled out with a joyful
conservatism born of legalized tax avoidance because, in those days,
every reserve was a tax deduction. This structure is not as useful today.

During those times, everyone was fat and happy. Regulation was a
cakewalk; regulators simply talked about the latest innovations in assets
or whatever, and the amount of risk was limited. But then came the
revolution.

The Way It Became,
The revolution came in the form of a destabilization of interest rates.

The common phrase "buy term and invest the rest" has been around
since sometime in the 1950s, perhaps longer. However, people were not
paying very much attention to it. Savings banks in those days paid 5
percent, while policyholders were credited with 3 to 31/2 percent on any
inside buildup. The one and one-half percentage point differential
evidently did not interest anybody very much. But when interest rates
started to climb in the late 1970s and into the early 1980s, the world
changed. And during this period a subtle change took place among U.S.
insurance consumers: they were transformed from savers to investors.

Overnight the question, "How much am I getting on my idle cash?"
became important. The insurance industry was faced with a problem. It
would see all its assets exit unless it did something. And so, James
Anderson, who had been the head of Tillinghast, developed the
universal life product, which basically unbundled the mortality coverage
from the fund buildup and gave a market return on the fund buildup. In
addition, the single-premium deferred annuity (SPDA), which had been
around for years, was recycled and sold like a certificate of deposit.

A new set of risks became paramount. Historically, insurance
companies had been managers of mortality and morbidity risk. All of a
sudden they were asked to be managers of rate spread risk or invest-
ment risk. This was an entirely different ball game and one for which
their management structures were not well suited. The new products
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were sold based on interest rate illustrations. Currently, a generation of
agents exists who do not know how to sell security--they sell illustra-
tions. When this happens, the product becomes a commodity like any
other commodity, and the margin shrinks, especially when too much of
it is in circulation.

The decrease in margins inexorably led to a capital squeeze. The
squeeze is twofold; real capital as a percentage of assets has decreased,
but not markedly. More importantly, the quality of that surplus is
diminished because of an assault on statutory accounting throughout at
least half of the 1980s. This assault has removed some of the conserva-
tism from balance sheets.

In New York, we have acted to prohibit a number of these
"innovations." For example, securitization was proposed, but the way
insurance companies were going to use it was problematic. It is a
legitimate product for a bank to sell but, for an insurance company, it is
basically mortgaging the future in ways that do not show up on the
balance sheet. Another "innovation" of the 1980s, called financial
reinsurance, entailed the shifting of liabilities without the shifting of
risk. This was prohibited in New York in 1984; nevertheless, it has
played a very significant role in the recent failures in other states.

Basically, the squeeze on statutory accounting has left the quality of
surplus far different from what it was. You have two elements: a small
shrinkage in the absolute size of capital, as well as a considerable
reduction in the quality of that capital.

The conservative statement of liabilities in a life insurance company
is valuable and has been very useful to regulators. Historically, one of
the reasons that so few failures and insolvencies have occurred in the life
insurance industry is that companies’ conservative financial statements
allowed a cushion for maneuvering, once a company became impaired.
That is, the company still had a lot of value left in the book of business,
so long as the assets were reasonably valued. This allowed other
companies to come in and either buy the business or buy the company.
Depending on the extent to which all of that conservatism or hidden
value now has been squeezed out, once an impairment occurs, the result
is a big problem.

The Way It Is
We now have a stressed industry. It is not a basket case, nor is it

another savings and loan crisis at this moment. The problem companies
are larger and more significant than the ones we have seen inthe past,
however. The cases of Executive Life of California (ELIC) and Executive
Life of New York (ELNY) both illustrate a number of the problems of the
1980s and several of the abuses that New York regulators reacted to,
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specifically asset-liability matching, required by New York since 1986;
concentration in junk bonds, which New York limited in 1987; and the
use of financial reinsurance, which New York disallowed in 1984.

But the early bird does not always get the worm. The first year that
ELNY was up to about 19 percent in junk bonds they were called in and
told that junk bonds were a new investment vehicle and 19 percent.
concentration seemed too high. Since "fallen angels" had been the only
below-investment-grade securities on the market before that, the law
was silent. ELNY told us not to worry, this was something they knew
how to manage. We had little choice but to continue monitoring. The
next year ELNY increased their junk bond concentration to about 33
percent. We called ELNY again with concern over the high concentra-
tion and were told not to worry. ELNY said they knew how to manage
their finances and were probably not going to acquire much more. The
following year their concentration reached the high 40s and we decided
not to call them in, having already heard their presentation.

At that point we began drafting legislation to limit life insurance
companies’ concentration in junk bonds. It was 1986, in the heyday of
junk bonds. Drexel Burnham had a very powerful lobby and the
legislators heard something entirely different from them than they heard
from us. When it was quietly suggested that we do it as a regulation, we
proposed one. Then we were called to a hearing by the Legislature and
excoriated for proposing the limitation as a regulation. By the time the
regulation was promulgated in 1987, ELNY had increased its concentra-
tion in junk bonds to about 70 or 75 percent of assets. While we were
trying to convince people that fiduciaries should not have this kind of
concentration and that junk bonds were basically an untested invest-
ment vehicle, ELNY just kept loading up on them.

Our regulation made no requirement of divestiture, for two rea-
sons. One is that the dumping would have played havoc with the
market and, more importantly, ELNY’s and ELIC’s liabilities are about
half long-term and half short-term. One-half of ELNY’s liabilities are
structured settlements and pension closeouts, which are long-term
liabilities. And if they were priced based upon the coupon yields from
those junk bonds, the company could not really sell the junk bonds, buy
8 percent Treasuries, and expect to meet its obligations. So a limitation
could be imposed only on a prospective basis.

On that basis, ELNY decreased its concentration to below 50
percent near the end of 1989. Then during 1990, with all of the problems
in the junk bond market, surrenders amounting to almost one-quarter of
the company occurred. That took only non-junk assets out and brought
the level back up to 60 percent again.

ELIC had different problems. They had, first of all, a much worse
portfolio than ELNY, about 38 or 39 percent in the bottom two quality
categories, meaning the default and essentially the C categories. They
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also had a lot of financial reinsurance, as did, I believe, First Capital.
And I think it was Commissioner John Garamendi’s decision to no
longer allow financial reinsurance that basically blew the hole in the
bottom of those companies. Were it not for the delays in New York
caused by intense lobbying, and if California had put the 20 percent limit
in at.that time, these two companies would not have been basket cases.
Aggregate limits do work for insurance companies.

Insurance regulators operate in a way characteristically different
from bank regulators. We do not go into the analysis of individual assets
to the extent that bank regulators do. We do it more on the basis of both
the liabilities and the assets and, frankly, more on the liabilities,
historically, although now we are certainly learning more about asset-
side regulation.

We are seeing the beginnings of some long-term solutions. Man-
agement structures are becoming much more integrated and dynamic.
Pricing and product design have become more sensible and within a
reasonable economic framework. Companies are putting a widespread
emphasis on efficiency and lower expenses and they are developing
methodologies to monitor their assumptions, because, frankly, insur-
ance is a difficult business in which to track your profitability because it
tends to evolve over a number of years. One problem is that many of the
companies do not have adequate management information systems to
monitor profitability. Most of the money that was put into computers
was put into policyholder systems throughout the 1980s.

The Way It Will Be
The 1990s will be a decade of trauma and recovery. The National

Association of Insurance Commissioners (NAIC) has a number of
important initiatives. The NAIC certification process should be very
helpful. It is no secret that regulatory resources are not evenly distrib-
uted throughout the country. One way of saying that is that we have 800
people in the New York department and some states have 12. Our
department supposedly has more actuaries than the rest of the depart-
ments put together. So it is clear that a better distribution of resources is
necessary.

Risk-based capital, I believe, is something whose fime has come for
life insurers. It was not necessary 20 years ago, but it is absolutely
necessary now; and Frederick Townsend’s comment that 50 percent of
the risk-based capital formula is on the asset side is indicative of the
reason why. In the mid 1970s an asset-surplus ratio meant something
because the reserves of the company basically covered 95 to 98 percent
of the company’s risk. The assets tended to be fairly vanilla. Since then,
the risk profile of companies has changed. Back then the risk profile of
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companies was fairly homogeneous; now it is not. A company with an
8 percent capital ratio now might be in worse shape than one with 6
percent, simply because its assets are more risky or it has assumed other
risks not addressed by the reserves. Risk-based capital’s time has come;
the life insurance industry understands it and is ready for it.

Changes in reserves and investment laws are positive steps. The
asset valuation reserve is one major step. New York has had the man-
datory securities valuation reserve (MSVR) that reserved for bonds and
stocks. By this December we will have in place a reserve that addresses
all classes of invested assets and requires both formula contributions
and capital gains to be reserved. A group at the NAIC is also writing a
model investment law, which, oddly enough, has never existed at the
NAIC. The old New York law was, in effect, a model that was widely
followed throughout the country. However, the New York law was
changed in 1983; the qualitative standards were removed and the
prudent person rule was substituted. Unfortunately the law did not
assign a prudent person to every company. The quantitative or aggre-
gate limits were left in the law, but no limit was added for junk bonds.

Many anticipate some kind of federal role in insurance regulation.
In the past year, I have spent a lot of time in front of a variety of
Congressmen who have a variety of experiences with the industry. Just
before this conference we received requests to appear twice more in July
1991 in front of Congress. Representative John Dingell of Michigan
seems to be headed toward developing some standards; this may or may
not happen, it is very difficult at this point to know. The problem is that
Congress is looking only at the most egregious cases of failure. This, by
the way, makes the regulator’s job easier. The fight in 1987 to do
something about junk bonds was monumental compared to what I
would have to do today to achieve a change because, on any issue,
greater attention is being paid to the industry and this makes it much
easier for a regulator who wants to get some things corrected.

We have made several trips now to Asia and I have spoken several
times to international groups of regulators here. One of the tools that
regulators in other countries all have that we do not have is the ability
to influence tax policy, to induce conservatism through tax policy. That
is totally absent in this country, even though it is a tool used by
regulators virtually around the world. It is possible that it would come
with federal regulation.

Conclusion
By the end of this decade we are going to have at least 20 percent

fewer life companies. We will see major mergers in the next four to five
years and I believe this is absolutely necessary. The demographics are
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excellent for the industry. An aging population with a fairly significant
accumulation of wealth fits well with what insurers do. If the industry
manages the business well, it will continue its role as a valuable element
of the country’s financial structure.

And finally, I will comment on marking assets to market. Every-
body loves to mark to market. The whole point is not that it can or
cannot be done, but that marking the assets to market cannot occur
without also marking the liabilities to market. Both sides of the balance
sheet must be done. The problem is, particularly among the big
insurers, that only a relatively small part of their asset portfolio has a
readily obtainable market value, and no methodologies are in place now
that would assign market values to the rest. What that does is leave it up
to assumptions and guesstimates. I will guarantee that the companies
that are stressed will have the most generous assumptions, both on the
liability side, which again does not have a methodology now, and on the
asset side. Our recommended substitute is cash flow testing; at this
point I believe marking to market presents more problems and more
difficulties in monitoring than does cash flow testing.



Discussion
Kenneth J. H. Pinkes*

My comments represent Moody’s interpretation of the various
perspectives on the financial condition and regulation of the insurance
industry given by leading financial service companies around the world.
I will briefly describe what we consider to be the fundamental forces at
work in the entire financial services industry and then draw some
conclusions about the outlook for insurance policyholder risk. The
main point I would like to add to Kenneth Wright’s paper is that, in
Moody’s opinion, little hope exists in the near term of a return to a
financial system with the level of stability that we saw in the 1950s and
1960s. This is not simply a problem of regulation, this is not simply
a problem of inflation, but it is a question of trends at work that are
going to maintain an environment of instability for a long period to
col~ne.

The Current Environment in the Financial Sector

Deregulation around the world has led to an increase in the
efficiency of financial markets. We can define efficiency very roughly as
the degree to which the allocation of investable funds follows the path
of maximizing the long-term total rate of return and reflects minimal
distortion resulting from an imperfect access to information by market

*Vice President and Director of Financial Institutions and Sovereign Research Group,
Moody’s Investors Service, Inc.
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participants. Efficiency increases when artificial barriers to profit-maxi-
mizing behavior are removed and when access to information is accel-
erated and equalized.

But improved efficiency does not come without exacting a cost.
Recent theoretical and empirical research on financial markets suggests
that the technological developments and public policy measures that can
create more efficient markets also create a greater degree of fragility for
the banks, insurance companies, and other financial institutions com-
prising the markets. Fragility refers here to the susceptibility of institu-
tions to shocks affecting financial values and leading to their becoming
insolvent or illiquid. The rapidity of flows of information, and the
pressure to sustain earnings in today’s highly competitive environment,
reduce the buffers or shock-absorbing reserves that used to be present
throughout the financial structure. Shocks are now transmitted through
the system much more rapidly than before, and institutions are no
longer as protected by regulated access to low-cost funds or by other
regulatory barriers to entry against new competitors. New techniques of
monetary management and the emergence of a managed, floating
exchange rate regime have created more volatility in interest rates and
expose institutions to a greater degree of market risk.

Consequently, a trade-off results between efficiency and fragility in
financial markets. In order to constrain institutional fragility without
reducing efficiency, regulators have sought ways to more precisely
reflect credit risk in investments, such as the new capital adequacy
guidelines of the Bank for International Settlements (BIS), and
the fine-tuning of the mandatory security valuation reserves by the
National Association of Insurance Commissioners. Nevertheless, we
do not believe such measures can totally remove the necessity to
choose a point on the efficiency-fragility curve. National and inter-
regional regulatory systems will make different choices, depending
on national traditions, vested interests, and ideological and political
preferences.

My reason for beginning with this preamble is to emphasize that it
is not appropriate for Moody’s, as a rating agency, to attempt to
prescribe or even suggest to policymakers where, on this efficiency-
fragility curve, their choice should fall. But it is our obligation to observe
and judge the effects of such choices on the risks faced by investors in
the obligations of the various classes of financial institutions.

Moody’s fulfills its role in the credit markets by taking a long-term
perspective. We believe two fundamental forces will determine the
shape of tomorrow’s financial services industry: the impact of informa-
tion technology, and the impact of public policy on what will largely
remain a highly regulated industry.



106 Kenneth J. H. Pinkes

The Impact of Information Technology

Let me turn now to the first fundamental force that we believe is
changing financial markets around the globe. We have frequently cited
the effects of the twin forces of computer and communication technol-
ogy in Moody’s past analyses, so I will be brief. Various industry
commentators have estimated compound annual growth rates in com-
puter cost performance to be in the range of 20 to 30 percent. The cost
of processing financial data is constantly driven down as new genera-
tions of computer hardware and software develop. Likewise, techno-
logical advance is dramatically improving the ability to communicate
and to transmit information at reduced cost. These are secular, not
cyclical forces and they will continue to express themselves far into the
future.

These technological forces have three major results. First, the
financial services industry will continue to witness, through unbun-
dling, the creation of new products and multiple new businesses out of
what had been very few products and businesses in the past. As
advances in information technology permit better cost measurement,
management can more effectively control and price a product or service.
When management can realistically set prices on a reduced scale of
business activity at low cost, it also has the potential to establish a new
business and to measure its competition and success on a more discrete
basis than in the past.

Financial services used to be largely a vertically integrated industry:
financial companies generated internally most of the cost of the .services
they provided. But this has opened up with the development of
specialized national-scale industries such as mortgage servicing, credit
card administration, and providers of administrative services. In whole-
sale capital markets, assets are separated from their originators and,
through sophisticated data manipulation and analysis, can be repack-
aged as high-grade securities for a global investor population. This
would not be possible without declining costs for performance measure-
ment for these various asset classes of securitized assets.

This turning outward to sell what used to be created for in-house
consumption also results from the second major impact of advances in
information technology, the arrival of economies of scale in many of
these emerging industries within the traditional financial institution.
This is especially true for the best-managed companies. In the past it
could be reasonably argued that the opportunities for scale economies in
financial services were quite limited. This is not to say that companies
could not achieve higher returns through dominant share. But in the old
days those returns would likely come from pricing power rather than
cost performance. Many have argued that as late as the middle 1970s
such businesses as retail banking and processing of health insurance.
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claims actually had diseconomies of scale. But today we believe that, for
the most cost-effective companies, ATM networks and the extraordinary
capital intensity of communication and computer software and hard-
ware have changed that situation at the level of the discrete business
unit. Today we believe information technology has added cost perfor-
mance to the pricing power associated with leading market share. As a
result, many market participants now believe that the economic incen-
tive for scale advantage has expanded.

The third result of technological advance, complexity, in fact results
from the prior two. The rapid decline in costs, and the creation of
multiple new businesses; each with its own scale economies and market
dynamics, have thoroughly complicated strategic decision-making. Ag-
gregate size is no longer a valid measure of strategic success: it is market
share and cost performance within each specific niche that have become
predictive of long-term success. Furthermore, an appreciation of rein-
forcing scale economies in related niche businesses has taken on new
importance in strategic planning. The conclusion seems clear: the
portfolio of businesses that has replaced the integrated firm is far more
difficult to manage. For regulators and analysts, a firm’s long-term
success, or failure, is more difficult to predict using traditional financial
parameters.

The Impact of Public Policy
Let me turn now to the second group of fundamental forces that

will determine the shape of the financial services sector: the regulatory
and public policy environment. We have been hearing four themes in
recent years: first, a greater tolerance for concentration. In the U.S.
financial services sector, perhaps the most fragmented financial system
in the developed world, we have seen a greater tolerance for concen-
tration than has been seen since Andrew Jackson revoked the charter of
the Second Bank of the United States in 1831. And this is not just an
American phenomenon. The evolution of an integrated European mar-
ket is actually leading national governments to encourage consolidation
in what is seen as a much larger competitive arena. In both Europe and
the United States, policy tolerance for concentration, at least in part,
appears to reflect greater confidence in technologically driven, cost-
based efficiencies of scale.

The second shift in public policy is a greater willingness to subor-
dinate regulatory sovereignty for common global or regional standards.
This goes beyond the significant strides made by the BIS/Cooke Com-
mittee and by various European Community directives. Similar moves
are well underway in the securities industry and among state insurance
regulators.
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The third policy shift underway is a greater willingness to accept the
continuing blurring of the boundaries between the highly regulated
financial sector and the commercial sector. Unbundled services do not
necessarily have to be provided through a regulated financial institu-
tion. As business risk and scale economies become more important in
predicting success or failure, regulators and analysts are finding it more
difficult to adequately measure risk using traditionai financial parame-
ters. Sound risk measurement in the future will rely more on prudential
judgment and on analytical tools from the commercial sector, as the
overlap expands.

The fourth and final public policy development appears to be a
greater insistence that providers of risk capital and liabilities in general
absorb losses in the event of failure. These four regulatory and public
policy trends reflect policy that has tilted, at least until very recently,
toward efficiency via market liberalization, at the expense of stability.

To summarize Moody’s environmental outlook: declining informa-
tion technology costs and public policy shifts are combining to introduce
unprecedented complexity into the management, analysis, and regula-
tory supervision of financial services companies. The landscape of
competitors is shifting and they are more difficult to identify. Compet-
itors come from different regions, countries, industry sectors, and even
from outside the traditional financial services industry. Sophistication
about technology and shifting shared-cost positions has never been
more important.

Meanwhile, convenient regulatory barriers to help define competi-
tion are eroding, and the pace of change in relative market share has
quickened as public policy tolerates greater concentration. Furthermore,
increased business risk is compounded by declining regulatory protec-
tion and greater insistence on market discipline.

Finally, management uncertainty about the security of its business
position is in itself fueling fierce competition and greater risk-taking.
These are tough times for top management, the regulatory community,
insurance policyholders, and I might add, industry analysts.

The Outlook for Success in Financial Services
This summary may have pointed out little that is new to you, but it

helped set the stage for developing the central points in Moody’s
outlook for specific companies. Let me describe the key factors that we
believe will predict success in this environment. The greatest challenge,
particularly for large companies, is developing a realistic sense of
resources and opportunities. Let me choose an example from outside
the insurance industry. A few years ago, the management of a major
U.S. bank holding company described its national retail strategy to
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Moody’s. It was based on an active cash acquisition program, since the
firm’s stock price was depressed. The emphasis was on rapidly reaching
national scale as regulatory barriers dropped. The strategy included two
problems, however.

First, the strategy lacked precision and emphasis on how value
would be created through acquisition and consolidation. The firm was
the victim of what, even then, was a flawed measure of success: the
belief that size itself would deliver market power and above-market
rates of return. The company would have been more successful in its
acquisition strategy by adding clearly conceived and highly focused
operating strategies to the benefits it expected to achieve through size
alone. It would have priced its acquisitions more wisely as well. Second,
the firm showed a lack of realism in assessing the financial resources
necessary to achieve success. At the time, we estimated that a truly
national retail strategy would require more than $15 billion in equity
capital, well beyond the capacity of this firm.

This "strategic myopia’’1 was in part a legacy of the prestige
ascribed to the leadership of the largest financial institutions. While that
prestige was, in the past, well-deserved, it often fostered complacency
and sustained a false picture of reality. A simple truth about financial
service companies is that, at least early on, a declining strategic position
is difficult to detect. The first decay is at the margin, but it accelerates
steadily. Reversal requires dramatic and painful restructuring, or, as is
more often the case, a deteriorating business position leads to betting
the ranch by reaching for credit risk or new business risk.

The second success factor, focus, is related to realistic resource
assessment. In this fluid industry environment, the less diversified firms
have generated superior returns. Regional banks in the United States
have not performed better just because their markets have faced less
margin pressure. We believe they have also done well as a result of clear
operating strategies that resulted from concentration on a few busi-
nesses. Some larger, more diversified firms had mediocre returns until
they narrowed their numerous business lines to manageable propor-
tions. They are now winning through focused implementation.

This is not to say that a firm cannot successfully manage a broadly
diversified strategy in multiple competitive environments, but it is very
tough. Despite the segmentation, specialization, and new product and
business development that underlie these diversified firms, their man-
agements still seem tempted to impose a unified vision and manage-
ment style on the total enterprise.

The third and final success factor is the capacity for what we call
organizational innovation. As the technology component of the value

1 My apologies to Ted Levitt of the Harvard Business School.
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added in financial services grows, the old way of doing things goes out
of fashion more quickly. Middle managers are often stranded by
obsolete skills. They suffer increased career risk and stress as they watch
repeated downsizing and shrinking staff. Precious few companies have
been able to establish middle management enthusiasm for change as a
matter of self-interest or self-preservation.

At the same time, risk control systems require constant revision and
innovation. The pursuit of competitive advantage by new product
development often leaves risk control as an afterthought. We have seen
examples in the initial offering/public offering mortgage-backed securi-
ties market, foreign exchange markets, swaps, and GIC markets, where
controls came well after the sale of the product, and often at a
considerable cost.

Finally, organizational innovation is necessary to deal with the
fragmentation of markets. It is necessary to instill a keen eye for value
creation and competitive advantage at lower and lower levels of man-
agement.

Despite all these pressures to accelerate organizational innovation,
caution is needed as well. Excessive change can also lead to organiza-
tional turmoil. So what is Moody’s outlook for the financial services
sector? First, business risk will continue to rise. As innovators become
more efficient and stronger, the weak will get weaker. New efficiencies
are destabilizing because they cannot be adopted at the same rate by all
market participants.

Many firms continue to pursue unfocused and unrealistic strate-
gies, in good part because it has become much more difficult to
determine the sources of sustainable competitive advantage. Only a
select few have established a high degree of organizational innovation
and momentum.

This dynamic environment is not friendly to high ratings and it is
certainly harsh in the demands it places on the regulatory community.
Our orientation as a rating agency is to downside protection, not upside
potential. And uncertainty itself will prove unfriendly to the mainte-
nance of high ratings.

But, from the perspective of many market participants, the situation
can be viewed more favorably. First, enormous efficiencies are coming
into the financial system through consolidation, technological innova-
tion, and new operating technologies. Second, substantial customer
needs remain-unmet, giving astute firms the opportunity to gain
advantage, generate revenue, and prosper.



Discussion
Robert E. Schneider*

Kenneth Wright’s paper presents an admirable summary of the
evolution of the life insurance industry, its products, and the investment
practices prevalent among its companies. The conclusion that the
industry as a whole is not in trouble is valid, even though some
individual companies are in trouble, and those companies present very
real problems for the industry and the regulatory community. However,
it is not clear that we should accept the statement that "the life insurance
industry is not as financially sound as it was a dozen years ago." The
nature of the primary risks to which the industry is exposed has shifted
over that period, and while the problems facing many companies today
are significant, they are not necessarily more severe than the problems
of the late 1970s and early 1980s.

Changes in Product Design
The shift to interest-sensitive products is cited as a major shift in the

fundamental nature of the industry. Clearly, increased emphasis on the
investment component of the pricing of life insurance products occurred
during the 1980s, as interest rates remained at historically high levels.
However, it is important to understand that the investment component
has always been an important factor in pricing these products. The
introduction of "interest-sensitive" products reflects a shift in product
design intended to allow companies to compete on the basis of current
interest rates (which are both high and volatile), without providing

*Executive Vice President and Chief Financial Officer, The New England.
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overly risky guarantees with respect to interest rates to be credited in the
distant future.

The primary product of the mutual segment of the industry,
participating whole life, has always paid dividends that included a
significant contribution from the interest earnings in excess of the
guaranteed rate. This product is structured today as it has been for many
years, and it competes successfully in the marketplace with universal life
and other forms of interest-sensitive life insurance products.

The major change in life insurance product design has occurred
within the stock company segment of the industry. The guaranteed cost
products sold by these companies in times of more stable interest rates
were not competitive as interest rates rose and became more volatile,
because it would have been unsound for the companies to guarantee
such high interest rates for the many years the contracts are expected to
be in force. It was therefore necessary for stock companies to develop
products that mirror the participating contract’s ability to provide the
policyholder with high current interest rates (through the dividend
mechanism in the case of participating policies) for as long as that
condition exists, while not guaranteeing it indefinitely. The resultant
products were primarily universal life and a fixed-premium version of
that product known as excess interest whole life (or EIWL), which
operates with similar mechanics to universal life. As a result of this
product evolution, all of the life insurance products sold by the industry
today are in fact interest-sensitive. While the market share of universal
life and variable life may have declined since 1987, the market share of
interest-sensitive products has not declined.

This shift toward interest-sensitive products is, however, not as
much of a change from the past as is often assumed, since the market
share of participating whole life has always been significant. It is also not
necessarily true that the interest-sensitive nature of the new stock
company products has in and of itself increased the risk profile of those
companies. The competitive pressure to maintain credited interest rates
is very real; however, the company is not obligated to maintain rates and
the product structure allows actual results to be passed on to policy-
holders. In addition, all life insurance products, including interest-
sensitive products, have disincentives to surrender (for example, large
penalties designed to recoup high up-front costs, and the requirement to
requalify for replacement insurance).

Annuities
The shift toward annuities, both single-premium deferred annuities

(SPDAs) and guaranteed investment contracts (GICs), has had major
implications for the risk profile of the industry. In general, these
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products generate more investment risks for the insurance company
than life insurance products, even considering the problems posed by
the policy loan and surrender provisions of the latter. (Of course, they
pose very little mortality risk, unlike the life insurance products, and so
are not necessarily more risky in total.)

The typical SPDA product sold to individuals does not guarantee a
high rate of interest, but it is not structured to impose any significant
penalty for surrender, either. Since the funds backing this product must
be invested in intermediate- to long-term assets in order to generate
competitive credited interest rates, and since the product is viewed by
the purchaser as an investment, the company is exposed to significant
interest rate risk. This risk exists even though most large annuity writers
have employed modern hedging techniques to minimize it to the extent
possible.

The provisions of the typical GIC contract and the sophisticated
investment management techniques employed by most writers of these
products make it possible to insulate the company fairly well from
interest rate risk, although there are examples of companies that have
assumed significant interest rate risk by assembling mismatched port-
folios. However, given the segmented approach taken by most large
companies in managing their asset-liability matching, aggregate indus-
try data cannot be used to reach the conclusion that the industry as a
whole is in this position. On the other hand, the extremely competitive
nature of the market and the fact that interest rates are guaranteed for
the length of the contract impose a much greater degree of credit risk in
this arena than exists with respect to either life insurance or SPDAs.

Investment Practices
Many of the shifts in investment practices described in Wright’s

paper are correctly attributed to the shift in product design and product
mix. The life insurance industry has become much more sophisticated
over the last decade in the areas of asset-liability matching, asset
segmentation, and the use of hedging techniques to manage interest
rate risk. However, many of the changes mentioned are also in large
part a reaction to the problems caused by prior investment strategy but
not well understood until the liquidity crisis of the late 1970s and early
1980s.

Until that time, assets were normally invested for 20 to 30 years to
take advantage of the positive slope of the yield curve, because it was
assumed that life insurance policies and group annuity contracts sold at
that time represented a liability of similar duration. The value of the
implicit options granted to the policyholder by virtue of the cash
surrender and policy loan provisions and their impact on the duration of
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the liabilities were not well understood. The events of 1979 to 1982
demonstrated to the industry the high degree of interest rate risk and
the inadequate degree of liquidity inherent in the typical company’s
asset-liability structure. The movement to assets with shorter average
lives, higher allocations to more liquid assets, and the increased use of
high-quality government and agency bonds described in Wright’s paper
are largely in reaction to the recognition of these risks, rather than in
reaction to newly emergent product designs.

The need to maintain sufficient liquidity to withstand the proverbial
"run on the bank" has been demonstrated by recent events to be a key
requirement for success. Failure to maintain the necessary degree of
liquidity has been the downfall of the large firms that have failed;
Baldwin-United and First Executive both had to sell assets into a
depressed market in order to raise funds to meet policyholder demands.
The recent increase in the proportion of the industry’s assets devoted to
higher-quality securities (especially the recent movement in government
bonds from 3 percent of assets to 13 percent) is an indication that
companies have recognized this need and are acting upon it.

Junk Bonds and Commercial Real Estate
The current level of public concern about junk bonds and commer-

cial mortgages and their impact on life insurance companies is much
greater than in prior periods when credit losses were significant. With
the exception of a very few companies, the extreme concern over junk
bonds seems misplaced. Only 6 percent of industry assets are invested
in junk bonds, and it must be recognized that the definition of "junk"
used in this calculation encompasses many bonds that are far less risky
than the stereotypical junk issue (that is, public issues used to fund
corporate buyouts with extremely high debt to equity ratios). As
Wright’s paper points out, many of the privately placed issues included
in this calculation include covenants that provide far greater security for
the lender than anything available in the public markets. In addition,
much of the concern over the risk inherent in junk bonds is based on the
level of risk inherent in the types of issues that are classified in the
category 5 (10 percent reserve). However, a majority of the 6 percent of
assets included in the industry’s holdings of junk bonds fall into
category 4 (5 percent reserve). The industry has a long history of
investing in this type of credit, especially in the private placement arena.
To suggest that massive defaults threatening company solvency are
likely is a severe overstatement of the problem.

Mortgages and real estate represent a far larger percentage of
industry assets than do junk bonds. The problems in this area have been
well-publicized. Some observers have compared the life insurance
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industry to commercial banks or to savings and loans in trying to
quantify the exposure to problem mortgages. These comparisons are
inappropriate, because the nature of the mortgages held by insurers is
very different from those held by banks and S&Ls; insurers are limited
to loans of 75 percent of the value of the property, while banks often
lend 100 percent. As a rule, insurers make loans only on completed
properties, while depository institutions often fund the construction
phase, which is a far riskier proposition. Finally, insurers normally make
loans nationwide, whereas most banks concentrate their lending in the
geographic area in which they are located, thus concentrating their
exposure to a regional economic downturn (such as the recent problems
in New England).

Even with these differences, however, it is clear that insurers
continue to suffer significant credit losses in their mortgage and real
estate portfolios. The ultimate threat to solvency will be deterrnined by
their ability to adjust credited interest rates on the corresponding
liabilities. A company that holds large amounts of GICs backed by
mortgages will be less able to respond appropriately to credit problems
than a company that holds an identical asset portfolio, but has used
those assets to back life insurance products with adjustable credited
interest rates. At this point it appears that the severity of the problem is
comparable to that of 1975-76. While that is certainly not good news for
the industry, it must be remembered that the problems experienced at
that time did not go so far as to threaten company solvency.

Profitability and Capital Ratios

Indus, try profitability is probably impossible to measure on the basis
of publicly available, statutory information. The entire statutory ac-
counting system is designed to monitor company solvency through the
balance sheet rather than measure current earnings in a meaningful
way. As a result, true economic earnings are badly distorted in any
analysis of the statutory earnings statement.

Total capital, including mandatory security valuation reserves
(MSVR), remains at 8 percent of assets at the end of the 1980s, virtually
unchanged from the ratio at the beginning of the decade, as Wright
observes. In fact, the ratio might be expected to have declined, as a
result of the shift of business to annuity products. Virtually all calcula-
tions of risk-based capital requirements assign a lower level of required
capital to annuity products than to life insurance products, because of
the lower level of mortality risk in the annuity line.
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Concluding Observations
The sharply increased level 0f competition and the shift toward

annuity products have caused the life insurance industry to assume
certain increased investment risks over the past 10 years. At the same
time, the degree of sophistication involved in the investment techniques
employed by the industry has increased as well. Portfolios have been
restructured to eliminate much of the risk to which companies were
exposed at the beginning of the decade. While the current recession
imposes significant pressure on the investment portfolios of life insur-
ers, it is not clear that the current risks faced by the industry are any
greater than those facing the industry entering the 1980s. It is clear that
the approaches taken toward investment portfolios are a great deal more
diverse. As a result, we can expect to see individual companies face
grave difficulties, and perhaps even insolvency. Taken as a whole,
however, the life insurance industry is in no danger.



The Structure, Conduct,
and Regulation of the
Property-Liability
Insurance Industry
J. David Cummins and Mary A. Weiss*

Dissatisfaction with property-liability insurance is widespread and
seems to be growing. Insurance availability and affordability have
become major issues in election campaigns nationwide, and Congress is
threatening to impose new federal regulations. This unusual amount of
attention seems to reflect fundamental changes in the nature of insur-
ance and insurance markets. Insurers maintain that they are functioning
as efficiently and effectively as possible under difficult circumstances.
But a significant proportion of the public, public interest groups,
legislators, and regulators believe that insurers themselves are a primary
cause of the problems in property-liability markets.

This paper presents an analysis of the structure, conduct, and
performance of the suppliers of property-liability insurance. The dis-
cussion is carried out in the context of the market problems that have
plagued the property-liability insurance industry in recent years. The
objective is to provide an indication of the relative roles of insurer
conduct and external structural factors in creating the turmoil in this
important market. The paper begins with an overview of the problems
and issues in property-liability insurance markets. Each issue raises
important questions about market structure and performance. Subse-
quent sections of the paper evaluate industry market structure and
explore its implications for the solution of the problems confronted by
the property-liability insurance industry.

*Harry J. Loman Professor of Insurance and Risk Management, The Wharton School,
University of Pennsylvania; and Assistant Professor of Risk Management and Insurance,
Temple University, respectively.
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Problems in Property-Liability Insurance
Property-liability markets have undergone a series of crises during

the past 20 years. Each crisis has spurred regulatory or legislative action
in an attempt to solve the problem and return markets to normalcy.
While some of these actions have been effective, the problems have not
been eliminated and, in fact, continue to recur. Their persistence
suggests that a different approach may be necessary. This section
presents an overview of the market problems in property-liability
insurance, in order to provide the context for the structure and perfor-
mance discussion to follow.

Insurer Solvency
Perhaps the first to surface was the problem of insurer insolvency.

During the late 1960s, numerous insurer insolvencies took place among
so-called "high-risk" auto insurance companies. The primary cause of
the failures was fraud and mismanagement (Olson 1970). Following
congressional hearings and a major study by the U.S. Department of
Transportation, the states implemented more stringent solvency moni-
toring and created state insurance guaranty funds to compensate
policyholders owed money by failed insurers. Unfortunately, the insol-
vency problem has not gone away and, in fact, worsened during the
1980s. Guaranty funds may even have contributed to the insolvency
problem by inducing insurers to take excessive risk (Cummins 1988).

Several market structure questions are raised by the insolvency
issue: (1) How serious is the insolvency threat in property-liability
insurance? (2) Does the organization of insurance markets provide
appropriate incentives for the maintenance of solvency? (3) Is regulation
the answer, or would less intrusive approaches be equally effective? The
latter question is particularly important in view of the move to subject
the industry to increased solvency regulation at the federal level.

Pricing and Rate Regulation
A second major problem concerns pricing and rate regulation.

Workers’ compensation is the most heavily regulated line, with rates
subject to prior regulatory approval in all but a handful of states. Private
passenger auto insurance is regulated by about one-half of the states.
Most commercial lines such as commercial auto and general liability in
effect have been subject to minimal price regulation.

Although a trend towards deregulation of insurance rates appeared
during the 1970s, the liability insurance crisis of 1984-85 (see below) and
the problem of inflation in private passenger auto insurance (Cummins
and Tennyson 1992) have focused renewed attention on rate regulation.
In 1989, California voters reacted to rising insurance rates, particularly in
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private passenger auto insurance, by approving Proposition 103, which
enacted sweeping reforms of the property-liability industry and the
regulatory system. Among its provisions were a mandatory 20 percent
rate rollback, applicable to most lines of insurance, and the imposition of
rate regulation in a market where competitive rating had been in effect
for more than 40 years. Proposition 103 is symptomatic of public
dissatisfaction with insurance and the insurance industry. Rising insur-
ance costs have led to similar movements in other states ranging from
Arizona to Pennsylvania.

A beneficial aspect of intensified rate regulation, particularly in Mas-
sachusetts, has been the development of more sophisticated rate-making
methodologies (Cummins and Harrington 1987). These methods have the
potential for use in rational rate regulation and in the monitoring of prices
and profits under competitive regulatory regimes. Unfortunately, their
lessons have not yet been absorbed by regulators in California and most
other jurisdictions. The use of inappropriate methodologies can unfairly
penalize insurers and destabilize insurance markets.

The questions raised by the price inflation/rate regulation issue are
the following: (1) To what extent are price increases merely a reflection
of underlying cost factors beyond the control of insurers? (2) Are
insurers taking appropriate measures to control claims costs? (3) Is
increased rate regulation likely to reduce the rate of insurance inflation,
or could the market be restructured to permit market forces to control
costs more effectively?

Market Failure in Liability Insurance
The liberalization of liability rules and changing public and judicial

attitudes toward lawsuits during the past 20 years have led to significant
increases in the frequency and severity of liability claims. The result has
been destabilization and, in some instances, the collapse of liability
insurance markets.

The first to be affected was the market for medical malpractice
insurance. Increasing uncertainty and rising costs in this market led
most of the major multiple line insurers to withdraw in the mid to late
1970s. Eventually, tort reform and the introduction of medical mutuals
led to the reestablishment of a market for this type of insurance. The
problems of malpractice insurance subsequently spread to other types of
liability insurance. Particularly hard-hit were segments of the market
such as environmental pollution liability, where insurers faced signifi-
cant difficulties in estimating claim costs. Unlike the malpractice case,
well-functioning markets for risky coverages such as pollution liability
have not been reestablished.

The culmination of the difficulties in the liability insurance market
was the crisis of 1984-85. Industrywide, premiums increased by 78
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percent in 1985 and 68 percent in 1986. Price increases exceeded several
hundred percent for some policyholders; for many, coverage was
unavailable at any price. A number of regulatory and public policy
measures were adopted in response to the liability crisis such as risk
retention groups (RRGs) and flex-rating plans, which require insurers to
file for prior approval any rate changes exceeding a specified range.

Among the issues raised by the liability crisis are the following:
(1) To what extent was the crisis unique to the 1980s; that is, are
underlying structural factors present that make such crises likely to
recur in the future? (2) Is increased rate regulation likely to prevent
crises and stabilize liability markets? (3) Is tort reform needed to
maintain the liability market? (4) Could the market be restructured to
permit market forces to cope more effectively with future crises?

Underwriting Cycles

Reported underwriting profits in property-liability insurance follow
a cyclical pattern that averages about six years in length. The usual
description of the cycle is that of recurrent soft and hard markets.
During a soft market, coverage is widely available and insurers compete
vigorously in price. The price competition eventually causes profits to
deteriorate. When prices and/or insurer equity levels become "too low,"
a hard market develops. Hard markets are characterized by rising prices
and reductions in the quantity sold. After prices rise sufficiently to
restore profitability, the market softens and the cycle begins anew.
Among the questions raised by the cycle are the following: (1) What
causes the real cycle? (2) To what extent are price/availability crises such
as the general liability crisis of 1984-85 just extreme forms of the
ordinary price cycle? (3) What can be done to prevent cycles and stabilize
insurance prices?

Anticompetitive Practices

Accusations of anticompetitive practices are a common element of
the public policy debate about property-liability insurance. The exis-
tence of rating bureaus such as the Insurance Services Office (ISO) and
the National Council on Compensation Insurance (NCCI) is viewed by
many as impeding price competition. Critics have used the existence of
bureau pricing as evidence in favor of the repeal of the McCarran-
Ferguson Act, which currently exempts insurers from federal antitrust
laws.

Other observers argue that bureau pricing is not anticompetitive.
They point out that pooling of loss data is necessary in order to achieve
statistical credibility and that the use of bureaus permits insurers to take
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advantage of economies of scale in data collection, computer equipment
purchases, and legal and actuarial expertise. They contend that many
smaller companies would be forced out of the market by high expenses
if they had to perform these tasks on their own. Even so, the ISO
announced in 1989 that it would phase out advisory rate filings and limit
its activities to serving as a statistical agent. The NCCI and other bureaus
are also cutting back their rate filing activities.

A more serious problem is the allegation that insurers collude by
using restricted output as a threat to obtain more favorable contract
terms. This allegation resulted in a 1988 suit against the industry by 19
state attorneys general. The suit charges that insurers conspired to push
for the adoption of claims-made forms to replace occurrence forms in
general liability insurance. 1

Perhaps the most troublesome of the alleged antitrust issues is that
of retroactive loss loading (Cummins and Tennyson 1992). Since insur-
ance prices are set prospectively, insurers should have strong incentives
to control claim costs. Any reductions in claim costs should flow
through directly to profit. Furthermore, standard competitive pricing
theory implies that insurers should not be able to phss along past pricing
errors to future policyholders; that is, they should not be able to
retroactively load past losses into future rates. However, much of the
discussion of insurance inflation suggests that insurers do engage in
retroactive loss loading and, as a result, do not have very strong
incentives to control claim costs. The usual allegation is that insurers do
not do enough to resist fraudulent claims and keep claim costs under
control. Under this reasoning, mandatory rate rollbacks make sense
because they refund part of the retroactive loss load to buyers and can
be used to motivate insurers to take appropriate loss control measures.

The anticompetitive allegations raise several important questions
about industry market structure and conduct: (1) Is the insurance market
actually competitive, or do significant anticompetitive elements remain?
(2) Would small insurers be placed at a cost disadvantage if rating
bureaus were further restricted? (3) Do insurers engage in retroactive
loss loading or are they taking effective measures to control claims costs?
These and other issues are explored in more detail below.

i Occurrence policies protect the insured against loss arising from any covered
occurrence during the policy period regardless of when the lawsuit is filed (subject, of
course, to statutes of limitations, and the like). Thus, losses due to a negligent act
performed during the current contract period would be covered by the current contract
even if lawsuits are filed and settled subsequent to the contract year. A claims-made policy
covers the insured only for claims made in the current contract year. Claims-made policies
are favored by insurers because they make claim costs more predictable.
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The Structure of the Property-Liability Insurance
Market

The insurance industry traditionally has been viewed as competi-
tive (Josl~ow 1973). However, in view of the questions that have been
raised about market conduct, it seems appropriate to take another look
at the structure of the industry.

Numbers and Types of Firms

One of the myths about property-liability insurance is that the vast
number of insurance companies (roughly 3,000) proves that competition
exists. However, only about 1,900 firms play a significant role in the
market, and 1,300 of these are clustered together in about 340 insurance
groups under common ownership. After controlling for grouping, only
about 1,000 independent entities operate in the property-liability insur-
ance market.2

Since property-liability insurance is not a homogeneous product, it
is appropriate to look at specific market segments when analyzing the
number of firms. Insurance markets are segmented by line of business
and by geographical location. Table 1 shows the principal lines of
insurance and their premium volume in 1981, 1985, and 1989. A striking
result is the overriding importance of automobile insurance, which
represents nearly 45 percent of total industry revenues. The most
important commercial line is workers’ compensation, representing 14
percent of total premium volume, although liability coverages such as
general liability and medical malpractice have been growing in impor-
tance.

The numbers of firms by line of insurance in 1981, 1985, and 1989
are shown in Figure 1. Between 400 and 500 firms write private
passenger auto insurance. Although this indicates a market that has a
viable number of competitive firms, the number of firms writing in any
particular geographical area is likely to be much smaller, especially in
problem areas such as inner cities, which have few suppliers. It is
perhaps surprising that so many firms are in the general liability market,
given the instability of the market during the 1980s. Unlike the malprac-
tice market of the 1970s, the crisis conditions did not lead to a wholesale
withdrawal of firms from the market. The number of firms writing
general liability increased from 573 in 1981 to 617 in 1985 and 737 in 1989.

In a few markets, such as medical malpractice, workers’ compen-
sation, and reinsurance, the number of firms has been declining. To the

2 These data are taken from Best’s Aggregates and Averages, 1989 Edition. Oldwick, NJ:
A.M. Best Company.
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Table 1
Net Premiums Written in Property-Liability Insurance
Percent of Total

Line of Insurance 1981 1985 1989

Private Passenger Auto Liability 19.8 19.3 21.1
Private Passenger Auto Physical Damage 14.1 14.5 14.2
Commercial Auto Liability 4.8 5.4 5.8
Commercial Auto Physical Damage 2.7 2.8 2.5
Homeowners 11.5 9.6 8.5
Fire and Allied 5.1 4.3 3.4
Commercial Multiple Peril 6.9 8.3 8.4
General Liability 6.1 7.9 8.8
Medical Malpractice 1.3 2.0 2.1
Workers’ Compensation 14.7 11.8 13.6
Reinsurance 3.3 3.9 3.3
Other 9.7 10.2 8.3
Total Premiums (Millions) $99,268 $146,091 $208,388
Source: A. M. Best Co. 1990. Best’s Aggregates and Averages.

extent that weaker firms made these exits, the decline in the number of
firms should not be viewed as an adverse development. For example, it
is widely believed that underpricing by thinly capitalized reinsurers
contributed to market conditions that led to the 1984-85 crisis. However,
all three lines are also considered relatively risky, and the decline in the
number of competitors may indicate that supply problems are on the
horizon.

Organizational Form

The issue of organizational form in insurance has attracted consid-
erable attention in the academic literature. The predominant organiza-
tional forms in insurance are stock companies, mutuals, and reciprocals.
Stock companies are owned by stockholders, whereas mutuals have no
capital stock and are nominally owned by their policyholders. Recipro-
cals are associations of buyers who agree to mutually insure one
another. Because most modern reciprocals are not distinguishable from
mutuals, they are grouped together with mutuals for the statistical
analysis presented below.3

3 Reciprocals differ from mutuals in being unincorporated and in being operated by an
attorney-in-fact, which may be a corporation. The traditional reciprocal maintained
separate accounts for each member into which premiums were deposited and proportion-
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Figure I
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Source: A. M. Best Co., Best’s Executive Data Service (BEDS).

The existence and continued survival of different organizational
forms in insurance is generally attributed to the fact that they have
differential advantages in dealing with particular types of insurance.
According to the economic theory of agency, the modern firm is viewed
as a nexus of contracts entered into by various parties to bring about the
production or distribution of goods and services. The three major con-
tracting groups in insurance are owners, managers, and policyholders.

The owners are the residual claimants to the firm’s assets. In the
modern stock company, ownership is typically separated from manage-
ment; that is, the owners do not manage the firm themselves but instead
hire professional managers. The managers become the agents of the

ate claim assessments made. If deposits were insufficient to pay claims, members could be
assessed, within limits defined by the reciprocity agreement. Members withdrawing from
the pool were permitted to take their account balance. Most modern reciprocals typically
are not assessable and do not maintain separate member accounts. The Lloyds association,
modeled after Lloyds of London, is a fourth organizational form. Lloyds associations have
not proved to be a viable organizational form in this country.
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owners; they are hired to act on behalf of the owners. However, the
managers have their own objectives, which may diverge from those of
the owners. For example, the owners may want to maximize the value
of their equity share in the firm while the managers (agents) want to
maximize their own compensation or prestige. To prevent the managers
from acting opportunistically in those situations where .their interests
and the owners’ interests diverge, the owners must expend resources to
monitor and control management behavior and provide incentive com-
pensation to align the managers’ interests more closely with their own.
These activities generate agency costs.

In addition to owner-manager conflicts, potential conflicts also arise
between owners and policyholders and between managers and policy-
holders. For example, owners want maximum flexibility with respect to
pricing and underwriting, while policyholders prefer stable premiums
and no uncertainty with regard to coverage amounts or availability.
Stockholders also may have an incentive to increase firm risk, thus
reducing the value of debt (policy) claims and increasing the value of
owners’ equity. To protect themselves from exploitation by owners,
policyholders must incur agency costs, for example, to monitor the
insurer’s financial condition after purchasing the policy. Conflicts can
also arise between policyholders and managers. Most insurance services
are delegated by company management to insurance agents, and the
agent’s interest may diverge from that of the policyholder. For example,
the agent can maximize his own value by charging a high price and
giving minimal service, whereas the policyholder is looking for a lower
price and better service.

Mayers and Smith (1989) have used the theory of agency to develop
hypotheses about the success of various organizational forms in insur-
ance. They point out that mutuals are likely to be successful in lines
where the owner-policyholder conflict is relatively important because
the policyholder-owner functions are merged in a mutual. However, the
owner-manager conflict is more significant in a mutual than in a stock
company since mutual policyholders do not have the option of selling
their ownership share or launching a proxy fight if management is not
performing according to expectations.4 Mayers and Smith hypothesize
that mutuals will be most successful in lines of business where the need
for managerial discretion in pricing and underwriting is relatively low,

4 Actually, in principle, a proxy battle would be feasible in a mutual insurer. In
practice, with the large number of policyholders in most modern mutuals, a successful
proxy battle would be virtually impossible to sustain. The situation is different in
organizations such as medical mutuals, particularly those operating in narrow geograph-
ical areas, because the fewer policyholders are already in contact through professional
societies. This is one reason why the medical mutual has proved to be a successful
organizational type.
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for example, in lines-with good actuarial tables and relatively high
policyholder homogeneity. Mutuals should also do better in lines
characterized by long-term policies, where the possibilities for stock-
holder expropriation through excessive risk-taking are highest. Finally,
mutuals should be most successful if they limit their operations to a few
lines of coverage and/or a relatively narrow geographical area. These
restrictions limit management’s ability to exploit policyholders.

Conversely, stock companies should do better in lines that require
a higher degree of managerial discretion. In addition, stocks should
have an advantage in dealing with high-risk lines of business because
they can spread risk not only over the policyholder pool but also across
the securities markets. The superior ability of stock firms to raise capital
enables them to rebuild their capital position quickly following an
adverse loss shock.

The market shares by organizational form are shown in Figure 2.
The data are generally consistent with the organizational form hypoth-
eses. Overall, stock companies account for 61.4 percent of the property-
liability insurance market. However, mutuals and reciprocals account
for more than half the market in private passenger auto, homeowners,
and medical malpractice insurance. Private auto and homeowners are
personal lines requiring relatively low managerial discretion in pricing
and underwriting. Thus, owner-manager conflicts in these lines are
likely to be low. Malpractice is a line characterized by long-term (that is,
long-tail) policies as well as a relatively high degree of control over
management on the part of the owner-policyholders.S It is also note-
worthy that stock insurers are dominant in general liability, a line
requiring both a high degree of managerial discretion in setting rates
and the ability to diversify risk and raise capital.

The findings on organizational form have implications for public
policy towards insurance markets. For example, these findings indicate
the types of insurance in which the formation of mutuals is likely to be
a viable solution to limitations on insurance supply. They also reinforce
the notion that access to capital markets is critical to maintaining the
supply of insurance.

Distribution Channels

Marketing costs absorb a significant share of the insurance premium
dollar. Industrywide, the ratio of marketing expenses to premiums
written is 17.2 percent, expressed in percentage terms. The administra-

~ This control is maintained because the ownersof most medical mutuals are already
joined together in professional associations and because medical mutuals operate in
relatively restricted geographical areas.
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Figure 2
Property-Liability Insurance

Market Share by Organizational
Form and Line, 1989
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rive expense ratio, including marketing and other costs, is 26.0 percent.
Thus, marketing costs account for about two-thirds of the total non-loss
expenses of the property-liability insurance industry. It is not surprising
that insurance reformers have focused a considerable amount of atten-
tion on insurance marketing expenses.

Of course, agents perform valuable services in return for these
expenses. Agents advise policyholders on insurance coverages and
provide assistance with claims settlement. For business clients, the
agent’s services are likely to be even more extensive. For insurers,
agents provide an initial underwriting screen and gather critical under-
writing data. The question is not whether agents provide services but
whether the services could be provided at a lower total cost.

The four major types of marketing channels in property-liability
insurance are independent agents; exclusive agents; direct writing, that
is, mail or telemarketing; and brokers. Independent agents represent
more than one company (about six on average). They are paid by
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commission, ranging from 15 to 30 percent of the premium depending
upon the line of business. Their most salient distinguishing feature is
the ownership of renewals. Ownership of renewals means that the
agent and not the company owns the client list. If a company terminates
the independent agent, the agent retains control of the business and is
free to switch it to another company.

In contrast, exclusive agents represent only one company. They are
also paid by commission but the commission is usually less than the
independent agent’s. In the exclusive agency system, the company and
not the agent owns the client list. Direct writers do not use agents but
instead use company employees who sell insurance by telephone. Direct
writing companies are fully vertically integrated, exclusive agency firms
display a degree of vertical integration, and independent agency firms
are not vertically integrated. Brokers differ from agents in the technical
sense that the broker represents the buyer, while the agent represents
the company. In the practical sense, the most successful brokers are
relatively large firms, often with international interests, providing
specialized services to business clients.

Direct writing and exclusive agency companies have lower expense
ratios than independent agency companies (Cummins and VanDerhei
1979). The expense ratios for a sample of insurance companies using
these distribution systems are presented in Table 2. The expense ratio
differences are largest in the personal lines. Earlier studies contended
that independent agency firms have higher expense ratios because they
are less efficient than exclusive agency firms and suggested that the
costs of insurance could be reduced if all insurers sold directly or used
exclusive agents. Later researchers (for example, see Pauly, Kunreuther,
and Kleindorfer 1986) have argued that the expense difference is not a
deadweight loss but rather that independent agency firms are more
service-intensive.

A more modern view uses the theory of agency to analyze insur-
ance distribution (see Regan 1991). One version of this argument
acknowledges that independent agents are less efficient than exclusive
agents, at least for some types of coverage. The primary reason for this
is that exclusive agency firms can install a single computerized pricing
and rating system that links every agent directly with the company.6 Of
course, independent agency firms also can put computer systems in
their agencies, but in general these firms do only a fraction of the
business in each agency. They are also powerless to prevent others from
free-riding on their technology. The agency theory view argues that
independent agents survive in spite of their cost disadvantage because

6 Under prior technologies, the exclusive agents also had an advantage, but on the
basis of more document-intensive systems.
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Table 2
Expense Ratios, by Distribution System, 1989
Percent of Premiums

Distribution System

Line of insurance Direct Exclusive Independent

Private Passenger Auto Liability 20.5 24.6 29.3
Private Passenger Auto Physical Damage 20.3 23.5 29.0
Commercial Auto Liability 17.8 22.8 29.9
Commercial Auto Physical Damage 22.5 26.8 31.3
Homeowners 26.1 28.6 36.0
Fire 33.4 33.1 37.9
Allied Lines 30.9 31.2 35.5
Commercial Multiple Peril 24.8 36.1 35.9
General Liability 24.4 25.1 28.6
Medical Malpractice -- 11.5 25.7
Workers’ Compensation 15.1 21.1 22.1
Reinsurance 9.4 29.0 26.9
Source: A. M. Best Co. 1990. Best’s Aggregates and Averages.

they are more effective than exclusive agents in dealing with certain
types of "agency" conflicts. Thus, the higher cost of independent
agencies represents rents paid to them to cope with these conflicts.

Independent agents are adept at dealing with conflicts between the
company and the policyholder. Companies have an incentive to mini-
mize services and delay claim payments, a particular problem for small
business buyers who do not have much leverage over the insurer.
Furthermore, an insurer is unlikely to grant trade credit to a small
business buyer on favorable terms. Unlike the buyer, the independent
agent does have leverage with the company because of his or her ability
to switch clients to another insurer. Thus, the agent can intervene to
ensure better services. The agent can also provide trade credit to the
buyer because independent agents bill commercial customers directly
and then remit the premium balance to the insurer.7

The market advantages conveyed to the buyer by the independent
agent are line-specific; for example, trade credit is more significant for
business buyers than for personal buyers. The premium volume of the
typical personal lines buyer is not sufficient to justify the use of much of
the agent’s time. Personal buyers are likely to be served more effectively

7 This is obviously not an efficient system because it leaves the insurer with
non-interest-bearing receivables. Insurers have made some progress in converting inde-
pendent agents to direct billing, especially for personal lines, but for commercial lines most
business is still agency billed.
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Figure Direct Writer Market Share, by Line
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by more efficient firms which can control quality by standardizing
services across their captive agency force. Thus, independent agents
should be more successful in commercial lines and exclusive agents and
direct writers in the personal lines. Figure 3 shows that these predictions
are borne out. The largest market penetrations for exclusive and direct
companies are in personal auto, where these firms have about 60
percent of the market, and in homeowners, where their share is over 50
percent. Exclusive agency firms have a much lower market share in
commercial multiple peril, general liability, and other commercial lines.

Agents also have a type of market power that may be viewed as
anticompetitive. Specifically, they are protected from price competition
by anti-rebate laws in most states. These laws, which are a form of resale
price maintenance, prohibit agents from discounting, that is, from
"rebating" part of the commission to the buyer. Anti-rebate laws
impede price competition and prevent the formation of wholesalers,
who could provide insurance at a discount. The insurance market would
be more efficient if these laws were repealed, as a few states have
recently done.



THE PROPERTY-LIABILITY INSURANCE INDUSTRY 131

Table 3
Concentration in Property-Liability Insurance, 1989
Percent

Top 4 Top 10 Top 50 Herfindahl
Line of Insurance Firms Firms Firms Index

Private Passenger Auto Liability 43.2 56.6 85.6 .0650
Private Passenger Auto Physical

Damage 41.8 53.9 80.4 .0676
Commercial Auto Liability 19.6 38.1 80.9 .0214
Commercial Auto Physical Damage 19.6 35.0 78.0 .0313
Homeowners 39.5 52.7 82.1 .0573
Fire and Allied 18.9 36.3 73.9 .0149
Commercial Multiple Peril 21.8 43.1 85.9 .0263
General Liability 32.6 51.9 84.5 .0450
Medical Malpractice 32.0 52.3 92.4 .0364
Workers’ Compensation 26.7 49.2 88.4 .0364
Reinsurance 46.1 63.6 94.3 .0584
Total 24.2 40.4 75.3 .0257
Source: A. M, Best Co. 1990. Best’s Aggregates and Averages and Best’s Executive Data Service
(BEDS); authors’ calculations.

Market Concentration

In the traditional theory of industrial organization, concentration
was held to facilitate oligopolistic or collusive practices and thereby to
lead to noncompetitive profits. The more modern view is that increasing
concentration, at least within limits, may be a natural development in
some markets and does not necessarily have adverse consequences. If
efficient firms are gaining market share, prices may fall at the same time
that concentration and possibly profits rise.

Such a scenario may be applicable to some lines of property-liability
insurance. Four- and ten-firm concentration ratios and Herfindahl
indices for the principal lines of insurance are presented in Table 3.
Concentration is highest in the personal lines, particularly private
passenger auto and homeowners, where the exclusive agency firms and
direct writers have a significant efficiency advantage. Eight of the top ten
firms in personal auto and six of the top ten in homeowners are
exclusive or direct writing firms. The hypothesis advanced here is that
these firms owe their market share primarily to their efficiency advan-
tage in dealing with personal clients. Thus, gains in market share by
these firms would be expected to be accompanied by lower prices.
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Further concentration of these markets should not necessarily be viewed
as adverse.

The expense ratio advantage of the exclusive and direct firms does
not necessarily translate into a competitive advantage in commercial
lines markets. Buyers in these markets may be willing to pay rents to
independent agents to intervene with insurers. In addition, the mix of
commercial lines business written by independent agency firms may be
significantly different from that written by exclusive and. direct writing
firms. Independent agency firms may tend to write larger, more
complicated exposures that require higher service intensity. If so, one
would expect to see lower concentration levels in commercial lines
because independent agency firms can compete more effectively and
because they are more numerous than exclusive agency firms. This is
exactly what the data in Table 3 show. In contrast to the 43 percent
four-firm concentration ratio in personal auto, the ratio in commercial
auto is only 20 percent. Commercial multiple peril, a package policy
somewhat similar to homeowners, has a four-firm concentration ratio
about one-half that of homeowners.

Further information on concentration is provided in Figure 4, which
shows the Herfindahl indices for direct business and reinsurance
assumed.8 Figure 4 supports the hypothesis that vertically integrated
firms have an advantage in the personal lines. The Herfindahl indices
for direct premiums written in the personal lines are higher than the
corresponding indices for reinsurance assumed. Because of their effi-
ciency, the vertically integrated firms hold a large share of the direct
market. However, vertical integration conveys no particular advantage
in the reinsurance market, so the independent agency firms retain a
larger share of this market. The pattern is reversed in the commercial
lines. Here, concentration is lower in direct markets than in reinsurance
markets. Independent and exclusive agency firms compete on a more
equal footing in the commercial lines direct markets. However, because
of the riskiness of many commercial coverages, fewer firms have the
risk-bearing capability to handle reinsurance in these lines, leading to a
more concentrated reinsurance market.

Entry and Exit

Ease of entry and exit are essential to maintaining a competitive
market. The threat of entry prevents existing firms in the industry from

8 Reinsurance is essentially insurance purchased by insurers from other insurers.
Insurers purchase reinsurance in order to reduce risk through diversification and increase
their policy-writing capacity vithout sustaining significantly higher probabilities of ruin.
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Figure 4
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overpricing. Freedom of exit is important because firms are reluctant to
enter markets if they will incur substantial costs upon exiting.

The most important sources of entry in property-liability insurance
are (1) the formation of new insurers, (2) entry by existing property-
liability insurers into new lines and markets, (3) entry by other financial
service firms such as life insurers and banks, and (4) self insurance, risk
retention groups, and captives. The direct costs of entry as a new insurer
appear to be low. The insurer must meet minimum capital and surplus
requirements, but these do not appear to be sufficient to serve as a
serious entry barrier. Obtaining state licenses can be a costly and
time-consuming process, but methods are available for speeding up the
process, such as purchasing an inactive insurer or "shell.’’9

9 A few states, such as New York, have seasoning requirements that prevent insurers
from entering until they have been in business for some number of years (for example,
three to five). Obviously, if every state had such a requirement, seasoning would serve as
a "’catch-22." Fortunately, this is not the case.
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The need for a marketing force can serve as a barrier to entry in
property-liability insurance. Independent agents partially fulfill this role
¯ because they can easily add new insurers to their portfolio. However,
agents tend to place a high proportion of their business with their lead
carriers,lo This means that new entrants are not likely to receive the
independent agent’s most desirable business; and they may have to pay
higher commissions to attract agents, increasing their expenses. Entry as
a de novo exclusive agency firm is also difficult because of the high initial
investment required to hire and train an exclusive agency force. Entry as
a direct writer is somewhat easier because the marketing staff is smaller
and requires less training and experience.

The lack of an existing policyholder base is a formidable entry
barrier, because of a phenomenon known as the aging effect. Aging
means that policyholders who have been insured with the company for
several years have lower loss ratios than policyholders with similar
underwriting characteristics who have been insured only for a short
time. The aging effect arises as a result of information asymmetries. The
insurer learns a great deal about a policyholder by insuring him or her
over a period of years. This is inherently private information that is not
transferred to subsequent insurers if the policyholder switches compa-
nies. Newly underwritten policies inevitably include a higher propor-
tion of "bad" risks than the company’s existing base. Thus, a new
entrant, with no existing book of business, will face higher loss costs
than insurers currently in the market.

If they have the determination and the cash to overcome the aging
problem, financial service firms provide a significant source of potential
entry into property-liability insurance. Several large life insurance
companies have successfully entered the market. At present banks are
not permitted by federal banking law to offer insurance, but this
situation is likely to change in the near future.

Existing property-liability insurers provide another important
source of entry. These are likely to be firms that have specialized in
particular lines of business or geographical areas but decide to expand
into new markets. They are likely to have underwriting expertise,
capitalization, and licenses and thus can enter relatively quickly. State
Farm’s entry in the 1970s into commercial multiple peril provides a case
in point.

It is noteworthy that the existence of rating bureaus facilitates entry
into property-liability insurance by providing cost and underwriting
information as well as policy forms to new entrants. If the pooling of
data were not permitted, the costs of entry would be higher.

lo A recent survey by Independent Agent magazine showed that agents place from 50 to
60 percent of their business with the lead company.
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Even though entry barriers and costs are reasonably low in prop-
erty-liability insurance, the costs of exit may be relatively high, partic-
ularly in certain markets. In a politicized rate-making environment,
firms may be unable to earn a fair rate of return. If this continues over
a sufficient period of time, the insurer is likely to try to withdraw from
the market. However, a number of jurisdictions have been successful in
forcing insurers to continue to write particular lines of business in order
to retain their licenses to write other lines. Even if the company is
successful in exiting, it may be required to continue to participate in
funding deficits in the state’s residual market. Thus, exit is neither
unrestricted nor costless. Potential solutions to this problem include
more rational regulation, deregulation, and/or fewer restrictions on exit.

The number of firms entering and exiting the property-liability
insurance industry from 1981 through 1989 is shown in Figure 5.11 The
figure shows that entries exceeded exits in every year except 1984, the
low point of the liability crisis. Cumulative net entry over the period
amounted to about 260 firms. The 1989 market share of firms entering
the industry in the period 1981-89 is shown in Figure 6. New entrants
account for 5 to 10 percent of premium volume in most lines of
insurance. The exception is malpractice, where new entrants accounted
for 22 percent of total writings. It seems reasonable to conclude that
entry into insurance is relatively unrestricted and that threat of entry is
likely to deter any significant departures from competitive pricing.

Prices, Profits, and Financial Condition
The typical property-liability insurance policy agrees to reimburse

the insured for losses covered under the terms of the policy. The loss
payment is triggered by a contingent event such as a fire, an accident, or
a potential liability suit. In return for the insurer’s promises, the
policyholder pays a premium. Because a time lag nearly always occurs
between the premium payment and loss payment dates, the competitive
insurance premium is the present value of the losses, expenses, and
taxes arising out of the insurance transaction.

The insurance company provides a mechanism whereby buyers of
insurance can pool risk. Risk pooling permits buyers to transfer an
uncertain and potentially large loss amount to the insurance pool in
return for a certain, smaller payment, the premium. However, even for

11 Entry is defined here as an instance where a firm writing no business in a given line
of insurance (that is, premiums written = 0) begins to write business in a given year. Exit
is defined as a firm going from positive writings to zero writings. These entries could be
new firms, existing insurers, or other financial service firms.
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Figure 5 Entry into and Exit from the
Property-Liability Insurance Industry
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large risk pools, losses will never exactly equal the expectedvalue but
are always greater or less than this amount. Because of thepossibility
that losses will be greater than expected, insurance companies must
maintain equity, often referred to in insurance as policyholders’ surplus.
Equity provides a financial cushion so that losses can be paid even if
larger than expected. Of course, even for well-capitalized insurers,
equity does not provide complete protection from ruin. In a well-
functioning insurance market, equity levels are sufficient to maintain
ruin probabilities at "acceptable" levels. Ultimately, the level of equity
and the probability of ruin are endogenous to the market: "safer"
insurance costs more and buyers receive the level of safety they are
willing to purchase.

The Supply of Insurance

Insurance companies will be present to provide insurance as long as
equity capital is available. And capital will be available in efficient capital
markets if it earns a fair rate of return, that is, a rate of return commensu-
rate with the risk of writing insurance. Equity capital in insurance has
several sources: new capital issues in securities markets, contributions of
capital by stockholders, contributions by policyholders, and retained earn-
ings.
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Figure 6
1989 Market Share of Entrants
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Direct issuance of new capital in securities markets is used infre-
quently by insurers. One reason for this is that few insurers are publicly
traded. Of the more than 600 stock insurance companies and groups,
only about 40 are publicly traded. A few stock insurers are closely held
or owned by management. Most, however, are owned by other publicly
traded firms, either diversified financial services firms or nonfinancial
corporations.

Although the lack of direct access to capital markets would seem to
limit the ability of most stock insurers to raise capital, this is actually not
the case. Ownership of stock insurers by other firms may facilitate
capital issue. One problem that a publicly traded stock insurer faces
when issuing capital is that of asymmetric information. Insurer account-
ing statements are difficult to evaluate, and even highly trained evalu-
ators cannot determine the accuracy of loss reserves and other accounts,
let alone the firm’s business prospects, without additional information
that generally is not circulated outside the company itself. Thus, the
market is likely to require an additional risk premium when issuing
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capital to publicly traded insurers, raising the cost of capital above its
true value. The insurer’s management is much more likely to reveal
confidential information to a parent corporation than to the securities
market. One reason is that adverse information released to the market
also becomes available to regulators, who may impose additional
regulatory costs on the firm. The parent is likely to incur a smaller
"information tax" than the insurer would directly because the parent
faces the risk that the cost of capital will increase for its other operations
if it attempts to deceive the market about the financial prospects of its
insurance subsidiary. Thus, ownership of insurers by conglomerates or
holding companies rather than directly by the public internalizes infor-
mation asymmetries and reduces the cost of capital. More equity enters
the industry through contributions by parent corporations than by direct
public equity issues.

Mutual insurers do not have the option of issuing capital directly in
securities markets.12 The policyholders provide the primary source of
new outside equity for most mutuals. However, because of the lack of
control over management in the typical mutual and the inability to cash
in the ownership right by selling shares, policyholders are not a viable
source of new capital in most instances. Medical mutuals, where
policyholders maintain more control over management, are an excep-
tion; but in general mutuals are disadvantaged in their ability to raise
capital.

The sources of new equity in property-liability insurance are shown
in Figure 7. The primary source of capital is retained earnings. In nearly
all years from 1976 to 1989, a net addition was made to capital from
retained earnings and an outflow of capital occurred as dividends to the
capital providers. Only between 1984 and 1986, when the industry was
attempting to recover from the insurance crisis, did a net inflow of
external capital occur.13 This indicates that the insurance and equity
markets were functioning appropriately during this period; that is,
insurers were able to recover from the crisis relatively quickly by
obtaining funds from shareholders.14 It also implies that shareholders
believed that fair returns on writing insurance were possible, at least for
some coverages.

12 There are some exceptions to this. A few mutuals have formed downstream stock
companies that make public equity issues. During the 1980s, regulators permitted some
mutuals to issue Eurobonds and count them as equity rather than debt. These are rather
unusual circumstances and do not provide a consistent source of new capital.

13 External capital equals capital and surplus paid in, less stockholder dividends.
14 Although Figure 7 includes mutuals as well as stock companies, nearly all of the net

inflow of external capital during the period 1984 to 1986 was attributable to stock insurers.
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Figure 7
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Insurance Prices

Insurance economists are plagued by the general unavailability of
accurate data on insurance prices. Insurer financial statements contain
no information on the number of exposures. Some data on price per
exposure unit are available on auto and homeowners insurance, but
these data do not provide information on particular rating territories
within states.

Faced with these obstacles, economists have developed two pri-
mary measures of price: the inverse loss ratio, and the economic
premium ratio. The inverse loss ratio is simply the ratio of premiums
earned to losses incurred. The rationale is that the objective of insurance
is to redistribute losses, and the price for this service is the premium.
Hence, the price relative to value received is the ratio of premiums to
losses. While this is a useful measure in cross-sectional studies, it is less
useful for time series analyses because premiums reflect the present
value of policy cash flows whereas reported losses are undiscounted.
Thus, if interest rates rise, the inverse loss ratio declines but this does
not necessarily mean that prices have declined.

Because of the limitations of the inverse loss ratio, economists have
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recently developed the economic premium ratio (Harrington 1988; "
Winter 1990; and Cummins and Danzon 1990).15 This is the ratio of
premiums to the discounted value of losses. To obtain the discounted
value, one needs to know the payout pattern and the discount rate.
Research on these variables is ongoing, but the best current approach is
to use the Taylor method (Lemaire 1985) to compute the payout pattern
and the U.S. treasury yield curve as the discount rate. Most analysts
agree that it is appropriate to use accident year losses, representing
losses for accidents occurring during a particular calendar year, rather
than calendar year losses, which include the effects of revaluations of
loss reserves for prior claims. Some controversy exists about the appro-
priate numerator. Harrington (1988) recommends premiums earned,
while Cummins and Danzon (1990) use premiums written. The objec-
tion to premiums earned is that it represents an average price over a
two-year period, which is then inappropriately compared to losses from
the current period. On the other hand, using premiums written intro-
duces a potential error due to growth of the exposure base. Ideally, this
problem would be solved if the National Association of Insurance
Commissioners (NAIC) required insurers to report more useful data. A
variant of the economic premium ratio is the Myers-Cohn price, which
is the present value of losses plus the present value of federal income
taxes incurred by the insurer as a result of writing a given block of
policies. 16

Analysis of insurance prices using the economic premium ratio
shows that nearly all of the increase in liability insurance prices during
the 1984-85 crisis can be explained in terms of underlying cost factors. In
particular, accident year losses increased substantially over this period
and interest rates fell.17 In 1985, when the largest increase in general
liability prices took place, nearly all of the increase was due to loss and
interest rate changes.

Pricing formulas such as the economic premium ratio can be used to
analyze the controversial issue of cash flow underwriting, which occurs
when insurers slash prices to obtain funds to invest during periods of
high interest rates. This practice is alleged to destabilize markets and
cause insurance crises. In fact, price reductions (increases) in response
to rising (falling) interest rates are the expected outcome in a competitive
insurance market. The price of insurance is the present value of losses,
expenses, and taxes. Although most expenses are paid early in the

~5 Some economists use the economic loss ratio, which is the inverse of the premium
ratio.

16 The original formula appears in Myers and Cohn (1987). Cummins (1990) presents
a version of the Myers-Cohn formula that is more convenient computationally.

17 Subsequent loss analysis reveals that insurers did not overestimate losses for 1984
and 1985 but did overestimate 1986 accident year losses by about 12 percent.
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policy period, loss and tax flows cover a considerable period of time in
some lines of insurance; and the present value of the policy cash flows
may be significantly less than their nominal undiscounted value. "Cash
flow underwriting" is a problem only if price competition becomes
excessive.

Two indices of the responsiveness of premiums to interest rates are
the pricing factor and the duration. The pricing factor is simply the
present value of the loss-payout-tail proportions. It is multiplied by
losses incurred to obtain the present value of losses for use in the
economic premium ratio. The pricing factors in several key insurance
lines are shown in the top panel of Table 4. For example, the pricing
factor for general liability in 1980 was 0.603: This means that the present
value of losses incurred is 0.603 times their nominal value. The pricing
factors for long-tail lines such as malpractice, general liability, and
workers’ compensation are much lower than for shorter-tailed lines like
homeowners. Prices in the former lines can be expected to be more
responsive to interest rates. The general liability pricing factor increased
by 12 percent in 1985 and by 11 percent in 1986. Thus, premiums would
have risen by those amounts even if nominal losses had remained
constant.

The duration is a measure of the interest rate elasticity of the
present value of losses. Specifically, it is equal to -1 times the elasticity
of the pricing factor with respect to the discount factor (1 + r), where
r = the discount rate. An increase in interest rates from 7 percent to 9.14
percent represents a 2 percentage point increase in the discount factor,
(1 + r). Such a change would lead to an 8 percent drop in the pricing
factor in a line with a duration of 4. The highest interest rate durations
are in liability lines such as general liability and malpractice. General
liability durations are in the neighborhood of 4 and malpractice dura-
tions often exceed 4.5. Private passenger auto liability has a duration of
2.5, whereas the homeowners duration is around 1. It is normal for
competitive insurance prices to respond to changes in interest rates, and
the proportionate response varies significantly among lines.

Although "’cash flow underwriting" is normal in competitive mar-
kets, it is still possible that insurers underpriced during the early 1980s,
precipitating the crisis of 1984-85. This issue has been investigated by
Danzon and Harrington (1990), who find weak evidence of underpricing
in the general liability insurance market in the early 1980s. They
attribute this to the "winner’s curse" phenomenon, whereby the win-
ners in markets consisting of unbiased bidders will be the firms that bid
too low in any particular situation. Excessive risk-taking by naive or
go-for-broke firms also may have contributed to underpricing during
this period. Their strongest finding, however, is that the general liability
price increases of the mid 1980s primarily reflected underlying cost
factors.
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Table 4
Pricing Factors and Durations, Selected Lines of Property-Liability Insurance

Pricing Factors

Private Pass. Commercial Home- Commercial General Medical Workers’
Year Auto Liabil. Auto Liabil. owners Multiple Peril Liability Malpractice Comp.

,823 .754 .893 .790 .603 .524 .710
,787 .708 .868 .751 .550 .473 .669
.801 ,722 .881 .764 .559 .481 .681
.837 ,767 .904 ,802 .614 ,534 .722
.813 .735 ,890 .776 ,572 ,493 .693
.858 .792 .919 .823 ,642 .561 .744
.886 .834 .935 .858 .710 .629 .784
.877 .821 .930 .847 .687 .605 .771
.869 .811 .924 .838 .676 .595 ,762
.866 .810 .921 .838 .682 .602 ,762

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989

Durations
Private Pass. Commercial Home- Commercial General Medical Workers’

Year Auto Liabil. Auto Liabil. owners Multiple Peril Liability Malpractice Comp.

1980 1.607 2.325 .939 1,865 4.005 4.553 2.276
1981 1.565 2.260 .917 1.793 3.874 4,419 2.185
1982 1,567 2.259 .919 1.793 3.858 4,398 2.180
1983 1,611 2,328 .942 1.870 3,997 4.541 2.277
1984 1.577 2.272 .924 1.807 3.871 4.408 2.194
1885 1.631 2.358 ,954 1.903 4.049 4.591 2.315
1986 1.684 2.449 .982 2.010 4.292 4.853 2,471
1987 1.666 2.419 .972 1.974 4.209 4.763 2.417
1988 1.660 2.409 .968 1,962 4.186 4,739 2.401
1989 1.666 2,424 .971 1,981 4.254 4.817 2.438
Mean 1.623 2.350 .949 1.896 4.059 4.608 2.315
Source: A. M. BestCo, 1990. Best~ Aggrega~sand AveNges;authors’calculations.

Standard economic theory strongly suggests that firms should not
be able to engage in retroactive loss loading. That is, prices for any given
block of policies should reflect the cost factors for those policies; insurers
should not be able to charge off prior pricing errors to future policyhold-
ers. New entrants or rival firms could be expected to undercut a
retroactive price while earning a fair rate of return on the incoming
policy cohort.

Although the arguments against retroactive loss loading are fairly
strong, Cummins and Danzon (1990) suggest that retroactivity may be
feasible in some insurance markets and, in fact, may be necessary if
firms are to participate in the markets on a long-term basis. They use an
option pricing model of the insurance firm to analyze the following
scenario: (1) An adverse loss or investment shock occurs that moves the
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insurer significantly away from its target safety level. The target safety
level is hypothesized to exist because buyer clienteles demand specific
levels of safety from their insurers. Buyers wishing to deal with an A+
insurer are likely to go elsewhere if the company becomes a B+ insurer.
(2) The insurer would like to raise new capital to return to its target
safety level. However, it cannot do so by charging competitively fair
premiums to the incoming cohort because any improvement in the
safety level increases the value of the outstanding reserves to prior
policyholders. Prior policyholders receive this improvement for free
because they cannot be charged additional premiums. Thus, incoming
equity will be penalized, and capital providers will be reluctant to
supply new equity. (3) The insurer raises prices above competitive levels
to the incoming policyholder cohort, raises new equity, which is not
penalized because of the higher insurance prices, and returns to the
target safety level. Prices then return to competitive levels. The insurer
can charge noncompetitive premiums because it holds private informa-
tion on its policyholders, implying that they face non-trivial costs of
switching to another insurer. It does not exploit this information during
normal market periods because demand elasticity would lead to subop-
timal sales volume.

The Cummins-Danzon hypothesis implies that retroactive loss
loading may be necessary in an otherwise competitive insurance market
to maintain insurer safety at the level demanded by buyers. Cummins
and Danzon provide some empirical evidence supporting the hypothe-
sis. However, given the contrast between this hypothesis and conven-
tional economic theory, more evidence will be needed before any firm
conclusions can be drawn. The hypothesis does not necessarily imply
that insurers have weak incentives to settle claims efficiently. Insurers
that control their losses and expenses still should be more successful
than those that do not. One of the factors that impedes switching
following a loss shock is that losses are highly correlated across the
industry, so that the firm and its rivals experience the need for
additional capital at about the same time. A firm that consistently raises
prices to cover loss or expense inefficiencies is likely to lose out during
normal markets and will have to raise prices more than its rivals
following a shock.

Profitability

Public policy discussions of insurance are often based on misinfor-
mation about profitability in the industry. The points of view range from
that of the insurers, who have been successful in convincing many
business analysts that they consistently lose large sums of money, to
that of extremist public interest groups who claim that insurers are
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financially viable as long as cash inflows are greater than cash outflows.
The truth, not surprisingly, lies somewhere in between.

Various rule-of-thumb profit measures are used in property-liability
insurance. Most of these convey some useful information about insur-
ance markets. The problem is that their limitations are often overlooked,
resulting in incorrect conclusions about profitability. Two important
"trade ratios" are the combined ratio and the overall operating ratio. The
combined ratio is the sum of the loss ratio, the ratio of losses incurred to
premiums earned, and the expense ratio, the ratio of expenses to
premiums written. It is widely used as a measure of underwriting
profitability: if the combined ratio is above 1.0, the implication is that
losses and expenses exceed premiums. This obviously provides a
misleading indication of profitability because it does not take investment
income into account. The overall operating ratio was introduced as a
way to correct the combined ratio for investment income. The operating
ratio is the combined ratio minus the ratio of investment income
attributable to a particular line of business to premiums earned.18 It is ¯
analogous to the return on sales measure used in other industries.

During the 1980s, the overall industry combined ratio ranged from
1.03 in 1980 to 1.18 in 1984. Of course, because the denominators of the
two components of the ratio reflect market discounting, while the
numerators do not, the ratio varies with interest rates. It is not correct to
conclude that relatively high combined ratios necessarily mean that
returns in insurance are too low. The operating ratio ranged from 0.956
in 1987 to 1.074 in 1984. This ratio is more reliable, but an operating ratio
above 1.0 does not necessarily reveal unprofitable operations, because
the ratio is a rather crude approximation to the more appropriate dis-
counted cash flow calculation.

A better measure of the rate of return in a line of insurance is the
internal rate of return, the rate of return that sets the discounted cash
flows from a project equal to zero. It is compared with the target rate of
return, or cost of capital, to determine whether the rate of return on the
project is acceptable. Usually, the project is acceptable if the internal rate
of return exceeds the cost of capital.19 One difficulty in applying this rate
to measure insurance profits is that publicly available sources do not
contain information on the timing of premium flows in various lines of
insurance. Another problem is knowing how much of the company’s
equity should be allocated to each line. These are solvable problems; for
example, the NAIC could require insurers to release information on

la Investment income is usually allocated by line on the basis of reserves.
19 For some cash flow streams the decision criterion is reversed, that is, one accepts

the project if the internal rate of return is less than the cost of capital. See Brealey and
Myers (1988). Such cash flow patterns are not typical.
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premium flow patterns, and researchers will develop theoretically
correct techniques to allocate surplus. The analysis of insurance markets
would be substantially improved if the internal rate of return were
eventually adopted as a standard profit measure. It is already being used
by several jurisdictions in rate regulation.2°

As part of the study reported in this paper, the authors calculated
industrywide internal rates of return for six major lines of insurance for
the period 1980 to 1989. Surplus was allocated by line on the basis of
reserves using the ratio of industrywide reserves to surplus in each year.
The accident year loss ratio and the expense ratio appropriate for each
line in each year were used as inputs into the model. Investment returns
were based on current market rates, and a weighted average was
obtained using the industrywide asset portfolio proportions for each
year. Tax rates specific to each asset were used to compute an after-tax
investment return. Underwriting profits taxes (tax credits) were ob-
tained using the appropriate IRS discount factor for years subsequent to
1986 and the prior tax rules for the years 1980 to 1986. Loss flows were
extracted from the indugtrywide Schedule P using the Taylor method.
The insurance internal rate of return model is explained in Cummins
(1990) .21

The results are presented in Table 5. The table generally reveals
high rates of return in the early 1980s, attributable to high interest rates
and relatively favorable underwriting ratios. The internal rates of return
exceeded 20 percent for two or more of these years in general liability,
personal auto liability, and workers’ compensation. The returns then
decline approaching the crisis years of 1984 and 1985. Following the
crisis, the returns in general liability and commercial multiple peril
recover to more normal levels. However, returns in workers" compen-
sation remain relatively low, while returns in private passenger auto
continue to decline. The auto and workers’ compensation results in the
late 1980s are not surprising, because these lines have been subjected to
intense regulatory scrutiny and increasingly restrictive rate regulation.
Less heavily regulated lines such as general liability bounced back more
quickly to more normal profit levels. The auto and workers’ compensa-
tion findings suggest that supply problems in these markets may be on
the horizon.

2o The internal rate of return has been introduced, usually by insurers, in several
states including Maine, Pennsylvania, and Virginia. A similar technique, the Myers-Cohn
model, is used in Massachusetts.

21 Premium flows were assumed by the authors. Changing these flows generally
would affect the levels of the internal rates of return but not the patterns across years.
Nevertheless, the results should be viewed as a first attempt at calculating marketwide
internal rates of return profitability in insurance. Suggestions for refining the calculations
would be appreciated.
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Table 5
Internal Rates of Return in Selected Lines of Property-Liability Insurance
Percent

Year

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
Mean
Standard

Deviation
Source: A, M. Best Co.

CAPM
Private Commercial Costs

Pass. Auto Commercial Home- Multiple General Workers’ of
Liabil. Auto Liabil, owners Peril Liability Comp. Capital

29.1 18.9 10,8 23.0 23.3 23.6 19.8
30,2 19.1 20.6 19.0 25,2 27.8 23.4
26.5 13,9 16.2 11.3 19,8 25.6 18.8
19.5 7.0 12.7 4.5 13.4 15.7 17.1
18.7 4.6 9.2 ,7 12.2 13.0 18.2
13.6 7.3 -,4 4.2 10.7 11.7 15.9
10,3 10.8 8.2 20.7 13.4 7.8 14.6
10.1 13,2 25.1 38.8 14.1 13.5 13,9
9.5 12,5 15.6 26.8 14,4 13.3 14.7
8.4 9.7 -7.1 10.3 14,3 13.1 16.7

17.6 11.7 11.1 15.9 16.1 16.5 17.3

8.1 4.6 9.0 11.3 4.7 6.4 2.7
(various years); Ibbotson Associates (1990); authors’ calculations.

To determine whether the internal rates of return are reasonable, a
cost of capital or "hurdle rate" is needed. Although estimation of costs
of capital by line is impeded by data limitations (see Cummins and
Harrington 1987), it is relatively easy to estimate overall company costs
of capital. Since the beta of the insurance industry tends to average
around 1.0, an approximate cost of capital can be obtained using the
capital asset pricing model (CAPM) with Treasury bill rates and market
risk premia obtained from Ibbotson Associates (1990). The results are
shown in the last column of Table 5. The internal rates of return for
personal auto, workers" compensation, and general liability are close to
the CAPM costs of capital from 1980 to 1982 and generally fall below the
CAPM in 1983 to 1986. Thereafter, general liability returns recover to the
CAPM level, while personal auto and workers’ compensation returns do
not. Commercial multiple peril follows a pattern similar to general
liability, while homeowners and commercial auto have generally lower
returns. Because risk varies by line, it is not necessarily true that returns
close to the CAPM are adequate or that returns below the CAPM are
inadequate. Nevertheless, the results suggest that most of the unregu-
lated commercial lines are earning adequate returns, while more tightly
regulated lines are under-earning.

In order to maintain insurance supply, insurers must be able to earn
returns commensurate with their risk. If regulation prevents insurers
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from earning a fair return, market availability problems will develop.
Another way to determine whether returns are adequate is to calculate
the return on equity for firms in the industry. Unfortunately, significant
confusion exists about the measurement of returns in insurance. Ideally,
a market return measure would be used, but only a few companies have
traded securities. Consequently, for most firms, book return measures
must be used. But book return measures are likely to be poor indicators
of the true return on equity because of insurance accounting practices.
For example, reserves are reported at undiscounted values while bonds
are reported at amortized cost. An accurate book return measure would
correct for these and other accounting anomalies. Facilitating the com-
putation of more meaningful book return estimates should be a regula-
tory priority. Another problem with accounting return analyses in
insurance is that the insurance industry insists on ignoring unrealized
capital gains. In reality, however, both realized and unrealized capital
gains are legitimate components of the return on equity and should not
be omitted.

Three book and two market rate of return measures are presented in
Table 6. The book return measures are the statutory return on equity
and two GAAP (generally accepted accounting principles) measures.
The statutory return is based on regulatory accounting procedures. It
consists of statutory net income, which includes realized but not
unrealized capital gains, divided by average statutory surplus. This is
the return measure used most often by insurers and regulators. On the
average, the statutory return on equity was 12.6 percent from 1976 to
1989. The statutory return has been used by California and other states
in establishing target rates of return for regulatory purposes. This is
unfortunate, because this return measure does not correct for statutory
accounting anomalies and is biased downward due to the omission of
unrealized capital gains.

Two GAAP rates of return are presented, including and excluding
capital gains. When capital gains are excluded, the average GAAP
return is the same as the average statutory return, 12.6 percent. When
capital gains are included, however, the average return is 14.3 percent,
which is closer to the expected CAPM return for a stock with a beta of
1~. It is clearly inappropriate for regulators to omit realized capital gains
when computing regulatory hurdle rates.

The two market rates of return are based on the A.M. Best Com-
pany’s insurance stock price indices. Although these indices are not
ideal for various technical reasons, they do provide an indication of the
market returns on property-liability insurance stocks. According to the
market measures, property-liability insurance stocks registered an av-
erage rate of return of 17 percent, while multiple line stocks earned 12.1
percent from 1976 to 1989. The average of these two returns, 14.5
percent, is close to the GAAP return including unrealized capital gains.
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Table 6
Rate of Return on Equity in the Property-Liability Insurance Industry
Percent

GAAP GAAP Market Property- Market
Year Statutory No RCGs With RCGs Liability Multi-Line
1976 11,4 11.4 19,3 25.5 42,1
1977 23.0 21.3 18,6 -4.1 -5,0
1978 21.9 20.2 21.0 5.1 8.9
1979 18.2 16.7 20.9 29.3 21.7
1980 15.5 14.3 20.1 11.1 9.4
1981 12.9 12.0 8.8 21.0 13.2
1982 9.5 9.1 12.4 26.6 -3.2
1983 8.8 8.5 10,0 10.1 10,1
1984 1.3 1.9 -1.0 4.8 11.8
1985 2.6 4.3 9.2 50.0 45.9
1986 15.0 15.1 16.7 9,7 -4.6
1987 13.8 16.7 14.8 -7,1 -15.4
1988 13.4 14.5 16.0 11.5 2.9
1989 9.7 10.2 14.0 43.9 31.5

Mean 12.6 12.6 14.3 17.0 12.1
8tandard

Deviation 6.0 5.3 5.9 16.1 17.3
Note: ROE = return on equity, GAAP = generally accepted accounting principles, RCGs = realized
capital gains.
Source: GAAP ROE = Insurance Services Office. Statutory R©E = A. M. Best Co. Market returns =
A. M. Best stock indices.

The conclusion is that great care must be taken in estimating prices
and rates of return in insurance. The imperfections of rule-of-thumb
measures such as the combined ratio and operating ratio should be
recognized, and analysts should strive to compute more accurate
estimates based on models that appropriately recognize the timing of
policy cash flows. Regulators should abandon statutory accounting for
rate of return purposes and should not ignore unrealized capital gains.

Financial Condition

Recent failures of both life and property-liability insurers have
focused attention on the financial condition of the insurance industry.
This section presents some key solvency data on property-liability
insurance.

The financial condition of property-liability insurance companies is
evaluated annually by the NAIC using a series of 11 audit ratios
comprising its Insurance Regulatory Information System (IRIS). Insurers
failing four or more of the ratio tests are singled out for special
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regulatory scrutiny. Although the audit ratios are reasonably good
predictors of failure, they are far from perfect. The ratios have not been
updated over time, and weak insurers have become adept at concealing
their financial condition. Nonetheless, the NAIC ratios remain an
important solvency indicator.

Table 7 summarizes the results of the NAIC audit ratio tests for
1989. The NAIC evaluates companies and major groups separately. The
companies that are members of the groups are included in the company
tests so some overlap occurs between the two samples. Both the
company and group results are shown in Table 7.

The table reveals that 6.4 percent of the companies and 7 percent of
the groups failed four or more tests. On some tests, such as the two-year
operating ratio, the change in surplus, and two-year reserve develop-
ment, the failure rate was considerably higher. For example, the surplus
test shows that 13.5 percent of companies experienced a decline in
surplus of more than 10 percent or an increase of more than 50 percent.
Both are considered adverse indicators because they reveal deteriorating
capitalization and/or balance sheet manipulation. Because test results
are not readily available for prior years, it is difficult to say whether the
industry’s financial condition has deteriorated. However, the failure rate
on several of the tests suggests that further investigation is in order.

Leverage ratios are important indicators of an industry’s financial
condition. Five leverage ratios for property-liability insurance are pre-
sented in Table 8. The premiums to surplus ratio, the most widely used
leverage ratio in insurance, has been shown to be a good predictor of
insolvency. Although companies pass the IRIS test if this ratio is less
than 3.0, most companies strive for a ratio of 2.0 or less. The premiums
to surplus ratio for the industry as a whole declined during the late
1980s, reaching its lowest level in more than 15 years in 1989. The loss
reserve to surplus ratio is slightly higher now than during the late 1970s
and early 1980s but does not appear to be excessive. The ratios of total
reserves to surplus and liabilities to surplus also are in the normal
ranges.

The last ratio in Table 8 is the ratio of reinsurance receivables to
surplus. These receivables are premium or loss payments owed by
reinsurance partners. Receivables may not be collectible in a financial
crisis if the reinsurer fails. Some insurers tend to use overly optimistic
assessments of reinsurance receivables to bolster their balance sheets.
This ratio poses some cause for concern because it has been higher
during the 1980s than during the late 1970s. Since many reinsurers are
virtually unregulated, regulators have shown substantial concern that
reinsurance may prove to be the Achilles heel of the property-liability
industry. The receivables ratio suggests that further research on this
topic might be of value in monitoring industry financial condition.

Junk bonds have recently played a major role in the failure of large
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Table 7
Insurance Regulatory Information System (IRIS)Test Results for 1989
Percentage of Insurers Failing to Meet a Ratio Test

Property-Liability Property-Liability
Insurance Companies Insurance Groups

Ratio Test (N = 2377) (N = 157)

Premium to Surplus
Fail if Result >300% 5.2 7.1
Change in Writings
Fail if Result >33%
Or if Result <-33% 20.9 8.3

3.0 3.8

13.2 11.5

6.6 1.3

Surplus Aid to Surplus
Fail if Result >25%

Two-Year Operating Ratio
Fail if Result >100%

Investment Yield
Fail if Result <5%

Change in Surplus
Fail if Result <-10%
Or if Result >50% 13.5 8,9

9.6 7,0

7.6 7.0

6,5 3.8

10,4 14.0

Liabilities to Liquid Assets
Fail if Result >105%

Agents’ Balance to Surplus
Fail if Result >40%

One-Year Reserve Development
Fail if Result >25%

Two-Year Reserve Development
Fail if Result >25%

Estimated Reserve Deficiency to Policyholder
Surplus

Fail if Result >25% 6.9 8.9
Percentage of Insurers Failing 4 or More

Ratio Tests 6.4 7.0

Notes: 100% minus Operating Ratio is the Profit Percentage. Reserve Development Tests indicate
r~serve inadequacy as a percentage of estimated reserves from a prior period (e.g., one year, two years).
Source: National Association of Insurance Commissioners.

life insurance companies. If the statutory accounting statements can be
believed, junk bonds are not a serious problem for the property-liability
insurance industry as a whole, although they may be a problem for
some individual insurers. Industrywide, the regulatory statements
show that property-liability insurers held only $4.6 billion in non-
investment-grade bonds or bonds at or near default in 1989. This
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Table 8
Leverage Ratios for Property-Liability Insurance Industry

Reinsurance
Premiums Loss Reserve Total Reserves Liabilities Receivables

Year " To Surplus To Surplus To Surplus To Surplus To Surplus

1976 2.41 1.87 2.86 3.21 ,05
1977 2.44 1.91 2.87 3.27 ,05
1978 2.28 1,92 2.79 3.19 .06
1979 2.10 1,89 2.70 3.07 .06
1980 1.82 1,77 2.46 2.79 .06
1981 1,83 1.90 2,60 2,95 .07
1982 1,71 1.85 2.51 2.85 .08
1983 1.66 1.86 2,51 2,81 .08
1984 1.86 2.11 2.83 3,15 .11
1985 1.92 2.05 2.81 3.13 .11
1986 1.88 1.96 2.67 2.97 .11
1987 1.86 2.09 2.79 3.10 .11
1988 1.71 2.04 2.69 3.04 .10
1989 1.56 2,01 2.61 2.93 ,10

Mean 1.93 1.95 2.69 3,03 .08
Source: A, M. Best Co. (Various years). Best’s Aggregates and Averages.

represents 1.5 percent of the total bond portfolio or 3.4 percent of
industry equity. The potential problem, of course, is that some compa-
nies’ classifications of bonds as investment grade may be overly opti-
mistic and/or that their investment grade bonds are at the lower end of
the quality range. Thus, the regulatory statements may mask significant
bond default risk.

The insolvency problem among property-liability insurers seems to
have improved somewhat since its peak in 1985. The number of
insolvencies rose from four in 1980 to 25 in 1985 and the total assess-
ments for companies going insolvent in each year rose from $38 million
in 1980 to a high of $909 million in 1985. However, both the number of
insolvencies and the level of assessments have tapered off somewhat in
1988 and 1989. Fourteen insurers became insolvent in 1989, leading to
assessments of $246 million. The total assessments for companies
becoming insolvent in 1989 amounted to only two-tenths of I percent of
industry equity.

Based on the readily available data, it seems difficult to argue that
the property-liability insurance industry faces an unmanageable insol-
vency problem. However, the publicly available data may mask some
serious problems. Extensive additional research would be needed to
determine whether insurers actually pose a solvency threat of savings-
and-loan-industry magnitude.
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Summary and Conclusions

The property-liability insurance industry is under attack by regula-
tors, legislators, consumer groups, and the public. Insurers are held
largely responsible for premium inflation in automobile insurance and
other lines. They are said to have caused the liability crisis of 1984-85
through irrational pricing and to have increased premiums to unreason-
able levels once the crisis developed. Insurers are accused of conspiracy
and collusion, and are alleged to be grossly inefficient in marketing,
administration, and loss control. Perhaps their worst offense is that they
are about to become insolvent in large numbers and thereby engulf the
nation in a serious financial crisis.

The analysis presented in this paper reveals little support for these
allegations. The property-liability insurance industry is competitively
structured, with numerous firms compefing for business in most lines.
Entry barriers appear to be low and the number of firms in the industry
continues to increase. Internal rates of return and returns on equity
appear to be reasonable. During most recent years, insurance prices
appear to have responded appropriately to changes in interest rates and
to increased loss and tax payments. Publicly available data offer no clear
indication of an impending insolvency crisis.

These comments not withstanding, serious problems need to be
addressed. Among them are the following: (1) Availability and afford-
ability of auto insurance. To a significant extent, this problem is beyond
the control of the insurance industry. The real problem is the increasing
frequency and severity of bodily injury claims and the rising severity of
property damage claim costs. A partial solution is to provide insurers
more incentives to control claim costs, for example, by mandating the
creation of industrywide fraud bureaus. However, the auto insurance
problem cannot be solved until the liability system is brought under
control. Elective no-fault insurance provides one way to do this. (2) The
underwriting cycle and the causes of insurance crises are still not fully
understood, impeding effective public policy measures. More research is
needed to identify the sources of these problems, but this will require
better data, which should become a regulatory priority. (3) The use of
inappropriate profitability measures has led to widespread confusion
and irrational actions by regulators. Appropriate measures are available
and should be used. (4) Rate regulation is unlikely to solve the problems
of insurance availability and affordability. More likely, restrictive regu-
lation will exacerbate these problems. Regulators should focus on more
effective monitoring of prices and profits. (5) The present system of
solvency surveillance and monitoring is inadequate. The regulators are
not able to tell us the extent of the industry’s junk bond problem and
persist in using antiquated accounting rules and regulatory techniques.
More intelligently designed items of information in the regulatory
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statement would add immeasurably to our understanding of the indus-
try. It is not apparent that federal regulation is the answer; but clearly
something should be done to improve the solvency system.

Considering the combined effects of cost inflation, crises, and
regulatory ineptitude, the property-liability insurance industry remains
remarkably healthy. History has shown that intrusive regulation is more
likely to create problems than to solve them. Regulation should be
improved and focused on those areas, such as solvency surveillance,
where it can do the most good. The primary role of the regulator should
be to provide information to the market rather than to attempt to
exercise control.

References

A.M¯ Best Co. Various years. Best’s Aggregates and Averages. Oldwick, NJ: A.M. Best Co.
--¯ 1990. Best’s Executive Data Service (BEDS). Oldwick, NJ: A.M. Best Co.
Brealey, Richard C. and Stewart C. Myers¯ 1988. Principles of Corporate Finance. New York,

NY: McGraw-Hill Book Company.
Cummins, J¯ David. 1988. "Risk-Based Premiums for Insurance Guaranty Funds." Journal

of Finance, voL 43, no. 4 (September), pp. 823-39.
¯ 1990. "Discounted Cash Flow Ratemaking Models in Property-Liability Insur-

ance." Journal of Risk and Insurance, vol. 57, pp. 79-109.
Cummins, J. David and Patricia M. Danzon. 1990. "Price Shocks and Capital Flows in

Liability Insurance." Working paper, The Wharton School, University of Pennsylva-
nia, Department of Insurance and Risk Management. Philadelphia, PA.

Cummins, J. David and Scott E. Harrington, eds. 1987. Fair Rate of Return In Property-
Liability Insurance. Norwell, MA: Kluwer Academic Publishers.

Cummins, J. David and Francois Outreville. 1987¯ "An International Analysis of Under-
writing Cycles." Journal of Risk and Insurance, vol. 44, no. 2 (June), pp: 246-62.

Cummins, J. David and Sharon Tennyson. 1992. "Controlling Automobile Insurance
Costs." Journal of Economic Perspectives, forthcoming.

Cummins, J. David and Jack VanDerhei. 1979. "A Note on the Relative Efficiency of
Property-Liability Insurance Distribution Systems." Bell Journal of Economics, vol. 10,
pp. 709-719.

Danzon, Patricia M. 1988. "Medical Malpractice Liability." In Robert E. Litan and Clifford
Winston, eds., Liability: Perspectives and Policy. Washington, D.C.: The Brookings
Institution¯

¯ 1984. "Tort Reform and the Role of Government in Private Insurance Markets."
Journal of Legal Studies, vol. 13, no. 3 (August), pp. 517-49.

Danzon, Patrida M. and Scott E. Harrington. 1990. "Price Cutting in Liability Insurance
Markets." Working paper, The Wharton School, University of Pennsylvania, Depart-
ment of Insurance and Risk Management, Philadelphia, PA.

Harrington, Scott E. 1988. "Prices and Profits in the Liability Insurance Market." In Robert
E. Litan and Clifford Winston, eds., Liability: Perspectives and Policy¯ Washington,
D. C.: The Brookings Institution.

Ibbotson Associates¯ 1990. Stocks, Bonds, Bills and Inflation Yearbook. Chicago, IL: Ibbotson
Associates.

Joskow, Paul. 1973. "Cartels, Competition and Regulation in the Property-Liability
Insurance Industry." Bell Journal of Econo~nics and Management Science, vol. 4, pp.
375-427.

Lemaire, Jean. 1985. Automobile Insurance: Actuarial Models. Norwell, MA: Kluwer Aca-
demic Publishers.



154 J. David Cummins and Mary A. Weiss

Mayers, David and Clifford W. Smith, Jr. 1989. "Ownership Structure Across Lines in
Property-Liability Insurance. ’° ]ournat of Law and Economics, vol. 31, no. 3, pp. 351-78.

Myers, Stewart C. and Richard Cohn. 1987. "Insurance Rate Regulation and the Capital
Asset Pricing Model." In J. David Cummins and Scott E. Harrington, eds., Fair Rate
of Re. turn in Property-Liability Insurance. Norwell, MA: Kluwer Academic Publishers.

Olson, Douglas G. 1970. Insolvencies A~nong Automobile Insurers. Advisory Report to the
U.S. Department of Transportation. Washington, D.C: Government Printing Office.

Pauly, Mark, Howard Kunreuther, and Paul Kleindorfer. 1986. "Regulation and Quality
Competition in the U.S. Insurance Industry." In Jorg Finsinger and Mark Pauly, eds.
The Economics of Insurance Regulation. New York: St. Martin’s Press.

Regan, Laureen. 1991. "A Transactions Cost Analysis of Property-Liability Distribution
Systems." Working paper, The Wharton School, University of Pennsylvania, Phila-
delphia, PA.

Tennyson, Sharon. 1989. "The Dynamics of Insurance Supply: Testing Competing
Hypotheses." Working paper, The Wharton School, University of Pennsylvania,
Philadelphia, PA.

Winter, Ralph. 1990. "The Liability Crisis of 1984-1986 and the Economics of Competitive
Insurance Markets." Working paper, University of Toronto.



Discussion
Roger S. Joslin*

J. David Cummins and Mary A. Weiss have written an interesting
and enlightening essay. The paper for the most part accurately describes
what we see today in the marketplace of the property-liability insurance
industry.

To paraphrase and to provide the framework for my response:
(1) insurance is an intensely competitive business; (2) the rhetoric of
affordability, availability, insurance cycles, and profit measurement
could stand some light along with the heat; (3) insurance rate regulation
should observe the provision of the Hippocratic oath that says "Do no
harm"; and (4) while a solvency crisis does not exist for property and
liability insurers, the mechanisms for measurement and assurance of
solvency should be strengthened.

Competition--Guess Who Suppresses It?
Competition in property and liability insurance is intense. Compe-

tition, like democracy, does not always yield ideal results. New prob-
lems emerge, however, each time either system is modified in an
attempt to improve the results.

As the authors point out, the number of insurers is large, minimum
capital required for entry is low, and technology is not a major factor in
the business. Of course, easy entry is meaningless if exit is nearly

*Senior Vice President and Treasurer, State Farm Mutual Automobile Insurance
Company; Chairman of the Board, State Farm Fire and Casualty Company.
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impossible. Who holds insurers hostage and imposes multi-million-
dollar exit taxes?

In some markets price ceilings are imposed. How many cars would
Mercedes-Benz try to sell at Volkswagen prices? Even Volkswagen
might hesitate to expand its market if every car sold carried with it a
burden of selling a Mercedes at half price. Is it any wonder the most
regulated states and lines of insurance are witnessing withdrawal of
companies? Future generations will read with dismay about the current
attempts in North America to replace a market-based economy with
state planning at the same time Eastern Europe is moving toward a
market-based economy.

While some allege the McCarran-Ferguson Act allows insurers to
conspire to perform all sorts of vile acts, the antitrust exemption
conferred is limited, not all-inclusive. Price fixing is allowed only to the
extent sanctioned or imposed by state regulation. The independent
ratemakers broke the state-sanctioned insurance cartel by the early
1960s. Our concern now turns to the emergence of prices fixed, directly
or indirectly, by state regulation.

State Farm endorses modification of McCarran-Ferguson so long as
the avowed purpose of enhancing competition is advanced. To that end,
we believe any amendment should prevent states from regulating
independently developed rates in competitive lines of insurance.

RhetoricPLet There Be Light
Affordability and availability are two distinct problems, although

they are mentioned together so often one might believe the words are
synonyms. Without doubt auto insurance has become unaffordable for
many, not all of whom live in the inner city. Complicating the issue--
intensely--is the middle-class taxpayers’ revolt.

Affordability

Can costs, including insurer profits, be reduced significantly? The
answer is no. Allegations of gross inefficiencies really are attacks on
agents and the cost of their services. The other significant insurer
expenses are the costs of settling claims, including providing litigation
defense, and state premium taxes. The difference between average
profits and clearly substandard profits is two to three cents per premium
dollar.

Will anyone voluntarily provide subsidies for long? Absolutely not.
Consumers will not pay. Government will not tax. The leading commercial
writers are announcing with their feet the limits of cross-subsidization.
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Are there any Other solutions? Yes, the solution is to change the
system. Something is drastically wrong when the ratio of bodily injury
claims to property damage claims is five times higher in Philadelphia (75
percent) than in Pittsburgh (15 percent). Something is drastically wrong
when one-half of bodily injury claimants in Los Angeles are represented
before a claim is even asserted and three-fourths are represented before
the claim is settled. While these are metropolitan examples, the lottery
fever is spreading.

Monetary incentives for fraud and for litigation must be eliminated.
If economic losses were paid only once rather than two, three, or four
times, plus multipliers, the economic losses would decrease. If losing
litigants, including insurers, paid both parties’ costs of litigation, litiga-
tion would also decrease. Fraud bureaus, however commendable,
cannot do the job unassisted. The criminal justice system, already
overloaded in our metropolitan areas, was not designed to cope with
people running to get on the bus after the accident occurs.

Availability

Auto insurance is generally available, even in the worst of markets.
But brand-name insurance becomes harder to find when assigned risk or
joint underwriting plans are priced drastically below cost. When the
price of so-called high-risk plan insurance is held below voluntary
market prices, consumers make rational economic decisions by choosing
the lower-priced coverage. Statistical analysis then confirms the prevail-
ing prejudice: voluntary market insurance is not available.

Other lines of insurance become unavailable at any price when it is
no longer possible to estimate future exposure based on past experience.
For example, the market for day care center liability insurance virtually
disappeared when the courts signaled multiples of policy limits might be
available for intentional acts of a single person. The quest for deep
pockets to pay for.the cleanup of intentional acts of pollution dried up
the market for insurance against negligent and accidental pollution.
What other creative retroactive liability lies on the horizon?

Insurance cycles occur because insurer decision-makers fare no
better than economists in predicting or recognizing changes in trends.
Cycles are aggravated by competitors attempting to build or maintain
market share. Cycles persist because corrections for past errors, whether
underpricing or sloppy underwriting, take so long to bring down to the
bottom line. Those who seek to understand cycles need look no further.
Those who seek to modify or prevent cycles may yearn for a return to
the stability and uniformity of cartels.
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Profitability
The measurement of property and casualty insurance company

profit could stand improvement. Removal from the emotion-charged
field of rate regulation would help. Perhaps a disinterested third party
could do the job. As you may recall, the General Accounting Office
(1989) said property and casualty profits were below average and auto
insurance profits were below the property and casualty average. This
did not, however, prevent at least one politician running for office at the
time from claiming that the report showed that auto insurers in his state
were "making big money," as he had "known all along."

I marvel at the theoreticians’ fascination with the capital asset
pricing model (CAPM). Much of the literature suggests CAPM only
arguably measures what it purports to measure. Applicability to insur-
ance company profits appears totally dependent on bootstraps.

If insurer profits must be studied and measured, internal rate of
return appears promising as a methodology. Of course, any model is
dependent upon its assumptions. Allocation~ of surplus to line and
jurisdiction is a critical assumption. It does not make sense to me to
allocate surplus according to loss reserves, a past imbedded event, when
the risk of writing or renewing insurance policies relates to future
events.

Rate Regulation--Good or Bad?
Good rate regulation may be an oxymoron. Power over rates gives

the appearance and perception that the regulator can do more than a
little about the cost of insurance. The temptation to reallocate prices for
political advantage without regard to underlying costs is hard to resist.
Aggressive rate regulation tends to suppress symptoms until disease is
rampant.

The politician whose regulatory efforts increase the cost of insur-
ance or retard competition is nearly immune from accountability. The
public that views insurance as an unfair tax will accept price suppression
with gratitude. The complexity of the business makes it difficult to
isolate, let alone explain, the impact of various regulatory measures.
Given the time lag between cause and effect, the perpetrator will have
moved on to new endeavors before the seeds sown are recognized as
weeds. For many years one state’s elected insurance commissioner
would not grant a rate increase in an election year. He said, "This is the
policyholders’ year. Next year belongs to the companies." The year after
the election, companies received two years’ worth of adjustments. The
commissioner was not selling out consumers, only playing the game for
personal advantage.

On the other hand, a large state west of the Alleghenies has no rate
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.regulation. And for 20 years the insurance commissioner, the courts,
and insurance companies in Illinois have been spared the political dance
about rates. The state’s consumers have fared well, with premiums
below the average of comparable markets. Coverage is available. Com-
petition is hearty. Small companies have fared well. From time to time
rates have even decreased, as companies have had enough confidence
in the political environment to correct pricing errors downward as well
as upward.

It is hard to identify the accomplishments of rate regulation beyond
the opportunities for social engineering and political demagoguery.

Solvency--Courage, Not Crisis
Property and liability insurance does not face a solvency crisis. Most

companies are much more strongly capitalized than are savings and
loans, banks, and life insurers. Yet well-managed, responsible compa-
nies are continually embarrassed by and asked to pay for preventable, or
containable, insolvencies.

Effective regulation for solvency must be fair, understandable by
ordinary mortals, and automatic. Laws now on the books in many states
arguably are adequate. Yet delay is the rule rather than the exception.
Guaranty funds allow governors, insurance commissioners, and judges
to rest comfortably. Insurance accounting and widely accepted industry
practices are part of the problem. The politics of public image and clout
are ever present. The necessity for judicial sanction of a drastic remedy
provides untold opportunities for obfuscation.

Many insolvencies involve gross mismanagement. More than a few
result from outright fraud. As was demonstrated by GEICO and CNA,
honestly run, financially troubled property and casualty companies can
recover, given time. The key in all instances is to prevent management
from "making it up on volume."

Those concerned about property and liability insurer solvency
should:

(1) Eliminate the mirrors and shell games used to create the illusion
of solvency. Give no credit for reinsurance unless the reinsurer
and its contract meet stringent standards.

(2) Prevent naive or fraudulent optimism from funding growth.
Permit the booking of underwriting profit only after the accident
year has been closed for two or three years.

(3) Require good assets to fund liabilities. Marketable, investment-
grade, non-affiliated investments should exceed liabilities. Since
some "good" companies cannot meet this standard, a tolerable
compromise might require good assets to exceed discounted
indemnity and loss adjustment expense liabilities.
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(4) Establish minimum capital standards that are realistic, easy to
calculate, and risk-based. While some modern theorists recoil
from the simplicity of premium-to-surplus ratios, in a competi-
tive market premiums charged must bear a rational relationship
to the discounted flow of future claim payments. Premiums are
the leading edge of growth, which, particularly when rapid, is
more hazardous than stability. A clear regulatory statement
using ratios of premiums to surplus could read: 2:1 = strong;
3:1 = bears watching; 4:1 = hazardous; 5:1 = action re-
quired no new business; and 10:1 = drastic action re-
quired no renewals. The specific numbers are less important
than the words "action required."

(5) Reduce the profit opportunities and increase the risk of loss to
insider manipulators. Expand the definition and time period of
voidable preferences to allow conservators and liquidators to
recover compensation paid to owners, directors, officers, and
managing general agents. Make it easier to reverse "bad deals"
between troubled companies and financially interested parties.

This outline does not require federal intervention, although feder-
ally imposed minimum standards could speed the process. A few key
states could lead the way by requiring all companies doing business in
the state to meet these requirements. Regulators and the industry need
a dose of courage to rise above the lowest common denominator.

Conclusion
To summarize, cost reduction, not merely price reduction, should

be our goal. Overregulation may be good politics, but it is bad econom-
ics. Effective regulation should focus on the doable, namely assuring
that promises made are promises paid.
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Discussion

James M. Stone*

It is said that asking the right questions is 90 percent of wisdom. By
that standard, J. David Cummins and Mary A. Weiss have written an
extraordinary paper. In its first few pages, the paper lays out a list of
queries that go right to the heart of the matter. This is a troubling period
for industry leaders and for regulators, and anyone who wants to know
why should begin to grapple with the catalog of Gordian knots these
authors offer up.

To paraphrase a few questions from the list: How serious is the
property and liability insolvency threat and what can anyone do about
it? Can some form of regulation help stop personal lines insurance
premiums from rising faster than general price and income indices, and
thus temper consumer anger? Are periodic crises in commercial lines
liability, accompanied by sudden price jumps and coverage reductions,
the inevitable consequence of our current civil justice system or of some
cyclical economic characteristic of this industry? Does the industry
behave in a competitive manner or is it a cartel? When I saw what
Cummins and Weiss were promising to clear up for me, I settled in for
an especially careful reading.

With respect to competition, the authors’ principal contribution is to
point out that lines of business written predominantly through inde-
pendent agents (including most commercial lines) tend to be less
concentrated than lines written mostly by direct writers (especially
personal auto, the industry’s largest line by far). This is an important
observation. The authors do not say it, but the implications of this
observation may give some reformers a modest pause in their current

*President, Plymouth Rock Assurance Corporation.



162 Ja~nes M. Stone

quest to reduce the independent agent role in personal auto insurance.
What lies behind the authors’ observation is the finding that direct
response insurance marketing, with its dependence on massive com-
puter systems and expensive list acquisitions, has economy-of-scale
characteristics so pervasive as to tend toward natural monopoly. Agency
marketing, with service competition as its principal driver, tends to have
few (or negative) economies of scale above some relatively low thresh-
old. To establish regulatory schemes that favor simply the lower
distribution costs, rather than a combination of low distribution costs
and good service, is to wish for a highly concentrated industry.

With respect to the severity of cycles in commercial insurance lines,
the authors dismiss the oversimplified notion of "cash flow underwrit-
ing" as the culprit. They correctly conclude that cash flow underwriting,
which is the acceptance of foolishly low premiums in order to generate
investable assets, can only be a problem if competition is somehow
excessive. This is a condition that no one seriously alleges concerning
the commercial property and liability insurance industry. Cummins and
Weiss do not say what does cause the commercial insurance cycles. My
own theory is that a part of the answer can be found in the literature of
market signaling. Whereas personal lines coverage is priced by statistical
inference and the law of large numbers, pricing in commercial lines is a
function of scarce data, artistic interpretation, intuition, and a sprinkling
of bla~ck magic. In other words, no one knows the right prices to charge,
so when the underwriter has finished searching his data and his heart,
he looks at what other artists (or magicians) at the competition are
doing. When they cut prices, the underwriter not only faces competitive
pressure, he feels he has received a valuable datum on the underlying
reality. When he responds, the market takes this signal too as a source
of data that prices should be lower. The same of course happens in the
upward direction, as was the case during the so-called liability crisis of
the 1980s. As long as underwriters must divine the future from far too
little information, I would expect that accentuated cycles will continue to
characterize the commercial lines.

With respect to solvency, the authors call for "extensive additional
research . . . to determine whether insurers actually pose a solvency
threat of savings-and-loan-industry magnitude." I am more optimistic
than they are, but only if the standard is comparability with the S&L
disaster. Property and liability companies have serious problems, and
doubtless a number of insolvencies will occur in the coming years. The
economics of this industry, however, were never as pernicious as those
of the deregulated savings and loan industry, where the higher the
short-horizon investment return (and consequently the higher the level
of portfolio risk), the more deposits the institution could attract, with
guarantees rendering scrutiny of solvency irrelevant to the customer.
The long-tailed life insurance industry, were it not for a lack of
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government guarantees, could have been an equal disaster. Even
without the guarantees, it had more than enough of such behavior, and
this has resulted in innocent victims aplenty with more to come. The
property and liability industry, which does have government guaran-
tees, has some offenders, but investment returns are a sufficiently small
component of price, and market shares sufficiently price inelastic in the
short run, to have kept this phenomenon from spinning totally out of
control. Worries about property and liability solvency are justified, and
the issues of obsolete accounting and weak reinsurance raised by the
authors are valid, but the comparison with S&Ls does not lead toward
the nub of the industry’s woes. Lack of guarantees and inertia in market
shares may have proved themselves a useful form of ballast.

Since I am the president of a highly regulated personal lines insurer,
I was particularly interested in reading what the authors would say
about the public policy issues in those lines. For that I had to wait for the
concluding pages, which state that the availability and affordability of
auto insurance are "beyond the control of the insurance industry . . .
(and) the auto insurance problem cannot be solved until the liability
system is brought under control .... Rate regulation is unlikely to solve
the problems .... More likely, restrictive regulation will exacerbate
these problems." This left me hungry, for this is the nub of the personal
lines industry’s woes.

My view is that auto insurance, a business the authors measure as
providing 45 percent of total industry revenues, is uniquely cursed. It is
compulsory in most states, and it is pronouncedly income regressive.
The cost is largely a function of traffic density, and of the prevalence of
theft and fraud. So it tends to cost more in crowded, poor, and
crime-damaged neighborhoods. Insurance in many core city areas today
costs the ordinary family upwards of $2,500, where family income might
average less than $25,000. Auto insurance in a posh suburb often costs
less than $750 a year, where the average family might earn $100,000. The
percentage arithmetic will highlight the regressivity. Good public trans-
portation is an alternative for all too few, and so it should be no wonder
that the honest urban resident, who needs a car to get to work, views
compulsory automobile insurance as a regressive tax. That the word
"tax" has a narrower meaning to lawyers is irrelevant, as was amply
proven by California’s Proposition 103. That ballot question, with a
lifetime of implications for industry economics, would not have passed
without overwhelming majorities in Los Angeles County, where the
regressivity is especially steep.

When the authors call this problem outside the control of insurers,
they are technically correct, but to leave it unsolved will subject the
industry to decades of torment. The industry must, if only to protect
itself, work closely with public officials and find a cure. Lessened
dependence on the tort mechanism and tighter fraud control, two tools



164 James M. Stone

the authors favor, are worth pursuing, but they are politically elusive
and insufficient at their best. It may be time to reexamine the notion of
compulsory insurance, which I had long supported, if regressive income
effects are so closely coupled with it. And rate flattening by regulatory
design, however unseemly it looks to economic purists, is something we
had all better get used to. In 1977 as Insurance Commissioner, I initiated
a tempering of rate relativities across geographic territories in Massa-
chusetts, which I viewed as a justifiable spreading of social costs over a
broader social base. As an industry executive, I feel even more commit-
ted to that approach now. Simple solutions or benign neglect will not
solve the regressive tax problem in auto insurance.

Cummins and Weiss raise all the right questions, and I am person-
ally grateful for their complimentary reference to the "more sophisti-
cated rate-making methodologies" developed by regulators in Massa-
chusetts. But they only scratch the surface. I shall take their article as the
introduction to a much longer book they may soon write and I, for one,
will be certain to read.



Sotirios Kollias*

Despite the huge upheavals in financial and industrial structure of
the past decade, the European insurance markets, with the partial
exception of the United Kingdom and Switzerland, have traditionally
remained highly fragmented national markets. In contrast to the bank-
ing and securities sectors, they have been overprotected and have not
been part of any globalization process. This may be explained partly by
the specificity of the insurance business, which has historically given
rise to excessively restrictive regulatory systems, and partly by the
existence of cultural differences and practices, which by themselves
have restricted domestic competition and made foreign penetration
difficult.

In view of this situation, the limited impact of the first attempt by
the European Community in the 1970s to open insurance markets
through the freedom of establishment is not surprising. In recent years,
however, the process of insurance market integration has been set in
motion, to some extent by autonomous factors such as the blurring of
frontiers in financial services and the linkages between financial sectors,
but mainly in the context of the European Community’s plan to
complete the internal market by the end of 1992. An important part
of this ambitious project is the creation of an integrated financial area,
with full liberalization of capital movements and the free supply of

*Head, Financial Integration and Capital Movements Division, Directorate General for
Economic and Financial Affairs, Commission of the European Communities. The author is
grateful to his colleagues Victor AndrOs Maldonado, Antonio de Lecea, Gerassimos
Thomas, and Jos~ de Frutos for valuable comments. The views expressed in this paper are
those of the author, not necessarily those of the Commission of the European Communi-
ties.
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financial services across borders in the field of banking, securities, and
insurance.

The first section of this paper highlights the basic structural char-
acteristics of the European insurance markets. The following section
analyzes the current balance between insurance regulation and compe-
tition in the context of the European Community’s financial integration
program, the proposals relating to insurance, and the outlook for
effective opening of the markets. This is followed by a discussion of the
regulatory interactions of the insurance sector with the banking sector at
the production, distribution, and ownership levels, and some conclud-
ing remarks.

Basic Indicators

Market Share

The insurance business is well developed in several European
countries. After suffering declines in the early 1980s, insurance markets
in Europe have been expanding, although not as quickly as in Japan,
which has seen its share of total world premiums rise steeply (partly at
the expense of the United States) from only 2.2 percent in 1960 to 24
percent in 1988. Europe’s share that year is estimated to have been about
30 percent, compared with 37 percent in the United States. The European
Cormnunity (EC) accounted for 23 percent, while Switzerland and the
non-EC Scandinavian countries accounted for most of the remainder of
Europe’s share.1

In line with population size, the largest markets in Europe are
Germany, the United Kingdom, and France, jointly accounting for more
than 75 percent of the EC total direct insurance production in 1988. Italy,
a country with a similar population size, participated with a bare 7.5
percent, implying a much less developed market.

Relative Size

Two frequently used indicators of the development of the insurance
sector in a country are shown in Table 1. The first relates the level of
annual premiums to national income and measures the flow of savings
through insurance expenditure. The second relates the level of annual
premiums to population and measures the concentration of insurance in

1 The relative shares in world GDP are: 20 percent for the United States and for the
European Community, and 11 percent for Japan. Thus, Japan’s share of premiums is very
large compared to its economic importance.
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Table 1
Basic Indicators of Development of the Insurance Industry, 1988

Annual Average % Insurance
Premiumsa as Per Capita Growth of Employmentb as
a Percentage Premiums~ Premiums a Percentage of

Country of GNP (U.S. Dollars) 1984-88 Total

Ireland 11.4 938 4 n.a.
United Kingdom 9.3 1,358 13 1.34
Netherlands 7.5 1,180 14 .83
France 6.4 1,123 20 .97
Spain 6.3 546 64 .53
Germany 6.2 1,241 12 .91
Denmark 5.6 1,128 18 .52
Belgium 5.1 775 14 1.59
Luxembourg 3.1 762 19 n.a.
Portugal 3.0 122 26 1.27
Italy 2.9 415 20 .61
Greece 1.4 76 18 .98

EC Average 5.7 805 20 .95

United States 10.0 1,965 7 1.76
Japan 9.9 2,292 26 2.67

aDirect business plus reinsurance accepted
blncludes intermediaries
Source: Sigma, publication of the Swiss Reinsurance Company; OECD Insurance Statistics; and
EUROS TAT.

a country. The higher the indexes, the higher the development of the
country’s insurance industry.

Differences in operating costs and investment efficiency, as well as
exchange rate considerations in the case of the second indicator, may
distort comparability. Table i shows, however, that the insurance sector
is highly developed in the United Kingdom and the Netherlands,
compared to that of the southern EC countries. France, Germany, and
Spain stand in the middle. The position of Ireland is partly explained by
preferential tax treatment of life insurance premiums, in conjunction
with high marginal rates of income tax, and that of Japan by the
preponderance of single-premium business, motivated by low interest
rates on deposits. Among the non-EC countries (not shown in Table 1),
the ratio of premiums to GDP is very high (12.1) in Switzerland, and the
ratios in Sweden and Finland are somewhat higher than the EC average.

Financial Intermediation

The role of the insurance sector in the financial intermediation
process can be indicated by the value it adds to national income or by its
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contribution to total employment, the latter also shown in Table 1. It
appears that for EC countries the sector contributes relatively more, in
terms of employment, in the United Kingdom, Belgium, and Portugal.
Since the latter two countries have a relatively underdeveloped insur-
ance sector, more employment suggests a certain degree of inefficiency.

Another measure of the importance of the life insurance industry in
the domestic financial market is the ratio of life funds (that is, reserves
and other liabilities to policyholders) to national income. Data are not
readily available, however. It has been reported that this ratio is about 30
percent in Switzerland, the United Kingdom, and Japan, and about 20
percent in Germany, the Netherlands, and the United States (Vittas and
Scully 1990). Such ratios imply that life funds represent a substantial
pool of resources. It should be noted, however, that interactions with
pension fund regimes (substitutability, cultural aspects, fiscal treatment
and the like) should be taken into consideration if precise comparisons
are to be made.

Efficiency

Comparisons of efficiency are difficult because any single indicator
cannot capture all explanatory factors, such as regulatory intensity,
operating costs, investment returns, business mix, and so on. In
general, the performance of the insurance industry in Europe is consid-
ered to have been better than in the United States or Japan.

The ratio of life funds to gross premiums could be used as a proxy for
the efficiency of the life insurance industry. It takes account of operating
costs and investment returns, but it can be distorted by differences in the
business mix or in reserve policies. Over the period 1986-88, this ratio
fluctuated between 6.5 and 7.0 in Germany and Switzerland and between
6.0 and 6.5 in the United Kingdom and the Netherlands, and around 5.0 in
the United States and 4.0 in Japan. The high ratios in Germany and
Switzerland probably reflect conservative reserve policies, that for the
United Kingdom probably reflects investment efficiency, and that for the
Netherlands low operating costs. The relatively low rates in the United
States and Japan reflect high operating costs and low investment returns as
well as a business mix that requires a lower volume of reserves (a large
proportion of single-premium life policies).

The rate of return on investment of assets of life insurance compa-
nies may be a better indicator of efficiency, but data are not available. It
is estimated that U.K. companies achieve average rates of 15 to 20
percent, against 7 to 8 percent for German companies. Even if allowance
is made for differences in the inflation rate, the U.K. companies appear
to be more efficient, mainly as a result of their greater freedom to invest
in domestic and foreign equities.
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Profitability

Comparisons between countries are difficult because of differences
in accounting, tax, and prudential regimes, and many other factors.
Only a few general trends can be observed.

In the nonlife subsector, underwriting has resulted in constant
losses (negative ratio of underwriting income to premiums), with the
only exception being Germany° All other European countries have
incurred losses averaging about 10 percent a year over the period
1983-87 (de Lecea 1991). These losses, however, were more than
compensated for by the sharp increase in asset values. Thus, nonlife
insurance undertakings appear to survive because of a pure financial
intermediation role, that is, collecting funds in order to invest, rather
than by performing a profitable economic activity.

In the life subsector, yields have been positive. The shareholders’
profits as a percentage of annual premiums vary substantially, however,
from one country to another. This is explained by the different statutory
rules regarding the allocation of profits between shareholders and
policyholders. German companies are mandated to rebate 90 percent of
any surplus to policyholders, whereas in the Netherlands, the United
Kingdom, and Spain, shareholders receive most of capital gains.

A survey conducted by the EC Commission regarding the perfor-
mance of composite versus specialized life insurance companies showed
that over the 10-year period since 1979, out of 4,000 companies autho-
rized within the European Community, only four cases of winding up of
specialized life companies occurred, along with several failures of
specialized nonlife companies. No failures of composite companies
occurred.

It has been reported that in 1990 (not a representative year from
which to draw conclusions), the United Kingdom’s five big composite
insurers revealed a combined pre-tax loss of more than $1 billion,
compared to a profit of more than $1.5 billion in 1989 (The Economist,
February 9, 1991). Falling property and share prices, where U.K.
insurers predominantly invest, as well as bad past decisions are the
main reasons for this performance. In general, however, U.K. insurers
have enjoyed profits. They have been involved in less damaging
competition than their U.S. counterparts, but in more risk-taking than
the other European insurers.
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Regulation and Competition
With the exception of reinsurance, which has an international market,2

European insurance markets have traditionally remained isolated in na-
tional markets. Legal barriers to cross-border trade, on grounds of con-
sumer protection, and restrictive regulatory frameworks, country-specific
distribution channels, and differences in customs and practices have
prevented both external and domestic competition. As a result, different
products, but also wide price differences, have prevailed between coun-
tries.

Regulatory intensity has not been the same in all European coun-
tries. Germany followed by France and the southern EC countries are
considered to be highly regulated. Last on the list could be the
Netherlands and the United Kingdom, which rely strongly on market
forces and keep regulatory intervention to the absolute minimum. This
can also be supported by the number of employees in regulatory
agencies in 1990:320 in Germany, 250 in France, 116 in the Netherlands
and only 73 in the United Kingdom (Finsinger 1990). The regulatory
intensity seems to be closely correlated with the price levels of life and
nonlife insurance, as contained in a 1988 Price Waterhouse report. Italy
and France reported the highest prices while the Netherlands and the
United Kingdom reported the lowest. Prices in Germany appeared
lower than those in Italy and France, but this was probably due to the
fact that German companies are mandated to rebate 90 percent of any
surplus to policyholders, and not due to more competition.

More recently, and especially since 1988, the regulatory and compet-
itive situation has started to change. Country-driven deregulation, new
products, new methods of distribution, and the creation of new spheres of
power are taking place through mergers, acquisitions, establishment of
bank/insurance subsidiaries or participation links, and cooperation agree-
ments between insurance companies and between insurance companies
and banks. Out of the 40 most significant bank/insurance acquisitions in
the EC between 1985 and 1990, ten deals involved institutions of different
countries (Thomas 1991). The main motivation for such changes is prepa-
ration for increased competition in view of the EC’s project to create a
Single European Market by the end of 1992.

The First EC Directives: Freedom of Establishment
The first attempts of the European Community to open up compe-

tition in direct insurance markets go back to the 1970s. Two pieces of

2 An EC directive of 1964 requires all member states to remove all restrictions upon
freedom of establishment and freedom to provide services relating to reinsurance.
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legislation, the First Non-Life Insurance Directive, adopted in 1973, and
the First Life Directive, adopted in 1979, laid down some basic rules for
setting up branches and agencies throughout the Community.3 In
addition, the Life Directive introduced the principle of specialization,
that is, a company could carry out either life or non-life business. It
allowed existing composite companies to continue to operate, however.

The integration impact has been insignificant. Over the period
1975-86, the share of foreign companies remained virtually unchanged
in the four largest EC countries. In 1986, it ranged from 3.7 percent in
Germany to 4.8 percent in the United Kingdom, and none of the four
countries had shares of foreign companies above 13 percent, even if
domestic companies with foreign majority interest are added. The
corresponding shares in Spain and the Netherlands were twice as large.
The number of foreign insurers increased at first but decreased dramat-
ically in the 1980s (Finsinger 1990).

The absence of an appreciable impact of the freedom of establish-
ment on integration and competition could be attributed to the substan-
tial differences in the domestic regulatory frameworks that the foreign
undertakings had to comply with. It could also partly be attributed to a
series of obstacles that have prevented foreign establishments from
operating freely: country-specific distribution channels; the general
rules concerning accounting, company law, and contract law; and the
existence of state monopolies for certain lines of business.

In recent years, however, a wave of intra-Community mergers and
acquisitions (one element of the insurers’ strategies to exploit the
expected advantages of the 1992 single market) has taken place, in
particular in the rapidly growing markets of Italy, Spain, and, to a lesser
extent, France: that is, in countries where regulation has traditionally
been high. Substantial foreign penetration, but mainly from outside the
Community, has also been observed in the United Kingdom, which was
probably chosen as a base from which non-EC insurers can operate
throughout the European Community after 1992.

The EC Financial Integration Plan

The adoption in 1987 of the Single European Act institutionalized
the European Commission’s program--known as the White Paper--to
complete the internal market by December 31, 1992: that is, to create an
area without frontiers in which goods, services, capital, and persons
circulate freely.4 An essential part of this project is the creation of an

3 The Insurance Directives mentioned in this article are listed in the references.
4 The Single European Act modified the Treaty of Rome. Besides updating the internal

market provisions, the most important of which are the 1902 deadline for its completion
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Table 2
Program of Financial Integration

I. Basic Requirements
Freedom of all capital movements
Freedom of establishment of institutions
Free cross-border supply of services in the

Banking sector
Securities markets (investment services)
Insurance sector

Harmonization of prudential rules

II. Other Parameters
Relations with third countries
Stability of exchange rates
Fiscal aspects

Approximation in company taxation
Approximation in interest income taxation
Elimination of tax-preferential treatment in favor of domestic securities and

domestic institutions
Pension funds: review of prudential rules, in particular of restrictions on investment of

assets abroad
Payment systems: improvement in terms of efficiency and cost
Social aspects: prevention of the use of the financial system for money laundering

integrated financial area, the two main components being the full
liberalization of capital movements and the free supply of financial
services in the field of banking, securities, and insurance. As with
economic integration, financial integration is expected to bring impor-
tant efficiency gains through more competition and exploitation of
economies of scale, thus implying a wider choice, at lower prices, of
financial products for the consumer and increased international compet-
itiveness of the financial sector of the EC economy.

The requirements for financial integration are listed in Table 2.
Freedom of insurers to establish operations in another member state and
free cross-border supply of insurance are essential elements. But these
freedoms cannot be effective for integration and competition without
harmonization of prudential and regulatory systems, which vary enor-
mously between the member states. Harmonization is a difficult task,

and replacement of unanimity by qualified majority (56/74) vote for many decisions, it
introduced Community powers in new fields, such as economic policy cooperation, social
and economic cohesion, research and development, and the environment. Moreover, it
formalized the status of the European Council (meetings of Heads of. State) and upgraded
the role of the European Parliament in the EC decision-making. The White Paper is a list
of about 300 measures needed to complete the internal market that the Commission
proposed to elaborate, mostly in the form of directives, and submit to the Council for
adoption.
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Table 3
The Approach of the EC Commission to the Harmonization of Prudential Rules

Objectives: Liberalization and integration of markets
Protection of investors and depositors
Solvency of financial institutions
Equal conditions of competition

(level playing field)

Single license, permitting a financial institution to set up a subsidiary in
the other states without new authorization and new capital endowment

Few basic definitions and rules, in particular those concerning capital
adequacy and the covering of risks

Mutual recognition of rules and standards not harmonized at the
Community level

Home country control, that is, supervision of subsidiaries abroad by the
country where their head office is located

Principles:

especially in the insurance field, because it is characterized by many
particularities. Table 3 shows the conceptual approach of the EC
Commission to this central issue. The principles of "single license,"
"mutual recognition," and "home country control" play a crucial role in
solving the problem. They are designed to ensure consumer protection,
solvency of institutions, and "level playing field" conditions in a flexible
market environment.

The Second EC Directives: "Large" versus "Mass" Risks

The basic principles in Table 3 have already been applied to banking
legislation5 and have been incorporated in a proposal for a directive
concerning the securities markets.6 In the insurance sector, while
staying within the general harmonization framework, it has been
necessary to follow a two-stage approach because of a landmark
judgment of the European Court of Justice.7 While confirming the right
to provide cross-border insurance services, the Court argued for a
greater degree of harmonization for the protection of small policyhold-
ers ("mass risks") than for industrial or commercial customers ("large
risks"). The distinction has been crucial in the subsequent legislative
work regarding the application of the principle of home country super-
visory control.

Two pieces of legislation, the Second Non-Life Directive, adopted in

5 Second Banking Directive: 89/646/EEC, OJ/L/386 of 30.12.1989.
6 Commission Proposal for a Directive on Investment Services: COM (88) 778, OJ C 43

of 22.2.1989.
7 Judgment of 4 December 1986 in Case 205/84: Commission versus Germany, France,

Ireland, and Denmark~Freedom to provide insurance services.
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1988, and the Second Life Directive, adopted in 1990, liberalized
cross-border supply of insurance in cases deemed to require relatively
less protection: the former liberalized large commercial risks, as of
January 1, 1990; the latter liberalized insurance sought by individuals
from abroad on their own initiative, as of January 1, 1993.8 Home
country control is applied to these cases, while the provision of "mass
risk" nonlife services and the marketing of life insurance abroad are to
continue to operate under the regulations of the host country.

The Proposals for Complete Freedom

Two more recent far-reaching framework proposals for third non-
life and life directives generalize the free supply of insurance under
home country control in all cases.9 They introduce coordination rules in
regard to technical provisions, the representation of assets, the contract
law, the abolition of state monopolies, and other aspects. An important
feature is the ending of specialization between life and nonlife business,
which had been imposed by the First Life Directive in 1979 for all newly
created companies.

Although a number of supplementary directives may be necessary
concerning the accounts of insurance companies, distribution aspects,
intermediaries and so on, the adoption of the above framework propos-
als will complete the legislative work concerning the integration of the
EC insurance markets and indeed that of financial integration in general.

Outlook for Effective Integration

In view of the above developments, the balance between regulation
and competition is expected to shift rather quickly from isolated national
markets to Community-wide integrated markets, and from highly
protected industries to a competitive environment. A deregulation-
reregulation process is taking place in such a way as to ensure consumer
protection and financial stability as well as market flexibility.

The Second Non-Life Directive has already established a Commu-
nity-wide market for large commercial risks, though its impact may turn
out to be limited since barriers in this line of business were relatively
lower and, in any case, much of the activity was already international.
The impact of the Second Life Directive should presumably be larger but
again, cultural differences may limit it. In addition, transitional periods

a Greece, Portugal and Ireland may defer the application of these directives until
January 1, 1999, while Spain may defer until January 1, 1997 and January 1, 1996,
respectively.

9 COM (90) 348 final of 31.8.1990 and COM (91) 57 final~SYN 329 of 22.3.1991.
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have been arranged for countries where life insurance growth potential
is very high. For both directives, specific distribution networks en-
trenched in each country may be an indirect obstacle.

However, these directives and the prospect of the third proposals,
as well as the integration in the banking and securities markets, have
prompted the important structural changes that are now taking place in
the European insurance markets. Mergers, acquisitions, joint ventures,
cross-sector subsidiaries and direct participations, bank-insurance con-
glomerates, and network distribution alliances are part of the strategies
of the operators in order to compete in the new environment that is
being shaped.

Legal Frontiers with Banking
The structural, regulatory, and competitive environment of the

insurance industry in Europe is changing, not only because of EC
financial integration but also because of the phenomenon of conver-
gence between the insurance sector and the other financial sectors,
especially ba.nking. Autonomous forces, such as demographic develop-
ments, declining savings, changing consumer habits, and new commu-
nication and information technologies, have led to interpenetration of
markets and have reduced the fragmentation of activities. The conver-
gence, however, has been accelerated by the EC integration plan.

Banks have been challenged by life insurance companies and other
nonfinancial institutions and have lost part of their market share of
savings. In response, they have sought to expand their product range
into insurance and other areas, taking advantage of their distribution
networks and their huge customer bases. It is too early to assess these
strategies; nevertheless, the different cultures and sales skills in these
two lines of business suggest they may not lead to results that accord
with theoretical expectations.

Despite the growing interactions, insurance companies in Europe
remain legally distinct from banks and other financial institutions. This
section looks at the regulatory aspects of such interactions at the
production, distribution, and ownership levels.

Production

In all European countries, the business of insurance underwriting is
regulated under special law. Banks are not permitted to write insurance
business directly. The first EC directives on the freedom of establish-
ment limit the activities of insurance companies to insurance and to
operations directly linked with it. Such directly related operations may
bear similarities to non-insurance products, for instance, the granting of
a loan on the basis of an insurance policy or life insurance products with
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a financial component. Nevertheless, they are considered to be included
in the definition of insurance products.

Symmetrically, the production of banking services is confined to
banks. Thus, insurance services do not figure in the list of activities
annexed to the Second Banking Directive, which is the central piece of
legislation for the creation of the common market in banking. A few
exceptions, however, are observed in Italy, Spain, Greece, and Ireland
where for historical reasons certain banks, or all banks on a limited scale,
can directly produce insurance services.

Thus, the concept of production in general remains legally sepa-
rated between insurance and banking institutions, the rationale being
the different specificity of each sector (nature of risks, inverted produc-
tion cycle for insurance, and the like). Arguments against bank produc-
tion of insurance include the avoidance of tied-in sales and other
practices as well as conflicts in supervisory responsibilities.

In the European Community, separation of production is also
imposed within the insurance sector. The First Life Directive of 1979
established the principle of specialization, that is, either life or non-life
activity, for any newly created insurance company, while the Second
Life Directive of 1990 specifies that the existing composite companies
cannot benefit from being free to supply either form of services beyond
the end of 1995. Although the specialization is conceived as offering
more security to policyholders, the tendency towards the creation of
large financial groups has circumvented the effectiveness of specializa-
tion. In fact, the proposal for a third life directive suggests the ending of
such an obligation.

The legal distinction between banks and insurance companies,
however, has not prevented convergence at the product level. The
financial (savings) component traditionally incorporated into most life
insurance products has swelled, especially through new products (such
as variable capital and insurance-capitalization products) and through
group life insurance. Some of the new products have grown very rapidly
in the United Kingdom, France, Italy, Spain, and Portugal. On the other
hand, an insurance component in financial products is less usual.

Distribution

The distribution of insurance products by banks is generally al-
lowed in most European countries, though under specified conditions.
For instance, in France, bank employees must qualify as an insurance
intermediary, while in Portugal distribution is permitted on the condi-
tion that no advice is involved. In Greece, distribution by banks is
allowed only in towns with less than 10,000 inhabitants, and in the
United Kingdom, banks can distribute only life insurance. On the other
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hand, most European countries limit the distribution of financial prod-
ucts (other than insurance) by insurance companies.

Ownership Linkages

The convergence between the insurance and banking sectors is also
taking place at the company or institution level. Ownership linkages can
take various forms, such as minority or majority participations, estab-
lishment of a subsidiary, joint ventures, and the constitution of a
holding company. The regulatory frameworks in this regard vary
substantially from one country to another and are constantly changing
at the prospect of the EC single market. Nevertheless, certain trends can
be identified at the EC level concerning the establishment of subsidiaries
and direct participations.

Subsidiaries. With the exception of Belgium, all EC member states
allow banks to establish a subsidiary insurance company. (All but
Belgium also permit the establishment of a subsidiary bank by an
insurance company.) Such operations must comply with the specific
prudential rules and the general regulatory framework regarding par-
ticipations, thus ensuring legal independence. Both the bank and the
insurance supervisory authorities control the operation.

Cross-participations. Similarly, with the exception of Belgium, all EC
member states authorize direct participation of a bank in an insurance
company, though specific limits and requirements may be imposed in
order to avoid concentration of power and distortions in competition.
The EC Second Banking Directive limits shareholding participation of a
bank in a nonfinancial enterprise to 15 percent of own funds, but it does
not impose any limit on such participation in an insurance company.

Direct participation of an insurance company in a bank is also
allowed, but some member states (France, Germany, Greece, the
Netherlands, and Portugal) apply stricter rules and limits because of the
role banks play in the payment systems of a country, and in order to
ensure the sound financial position of insurance companies and, hence,
protect the policyholders. For instance, in Belgium and Germany, the
authorities regulate insurance companies’ participations in banks under
the criteria for the amounts of incorporating insurance companies’
technical reserves, while in the United Kingdom an insurance com-
pany’s assets must be held in a certain form. The situation in the EC,
and in Europe in general, is to be contrasted with that in the United
States, where such operations are strictly limited, and in Japan, where
they are prohibited.

Bank-insurance conglomerates. Cross-participations and establish-
ment of subsidiaries have given rise to the formation of bank-insurance
conglomerates. This is one of the most striking features of recent trends
in European financial markets, while in the United States and Japan,
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where banks’ domestic activities are more strictly circumscribed, the
bank securities firm or group is predominant. Even without ownership
linkages, the two components can be brought together under a holding
company with central management.

The regulations of virtually all EC countries permit the formation of
such conglomerates. Economies of scale and of scope are the main
advantages, while the risks include tied-in sales, dominant positions
through excessive concentration, internal credits avoiding prudential
rules, profits transfer, and so on. This is why some countries impose
limits on different aspects of inter-sector activities. For instance, Ger-
many, Denmark, and the United Kingdom limit internal credits.

At the EC level, the question of ownership linkages has been
discussed since 1985 under the general heading of "financial conglom-
erates." The most important issue appears to be that of cooperation of
the supervisory authorities. In a draft directive on the consolidation of
accounts of insurance companies, close cooperation among competent
supervisory authorities is required if a bank or a holding company
controls a subsidiary insurance company.

Conclusion
Traditionally fragmented and protected from external and domestic

competition, the European insurance markets are currently undergoing
important structural and regulatory changes. Market forces are playing
a role, as shown in the convergence of insurance with other sectors,
especially the banks, at the product, distribution, and institution levels,
but the main drive is the EC financial integration plan for the areas of
banking, investment, and insurance, and the single European market in
general, which has in turn accelerated the phenomenon of convergence.

As a result, 1992-induced strategic operations are taking place at a
vigorous pace, leading to the formation of bank-insurance conglomer-
ates by way of subsidiaries, participations, and distribution alliances.
The balance between the advantages and risks is not yet clear. But the
need for cooperation of supervisory authorities at both the national and
international levels is evident.
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Discussion
Henry G. Parker, HI*

Foreign investment in the United States exceeds American invest-
ment overseas by much more than previously was thought. The U.S.
Department of Commerce estimates the shortfall at a minimum of $281
billion and possibly as high as $464 billion in 1989, the latest year for
which such data are available. This investment shortfall occurs as well
with regard to the U.S. and overseas insurance industries.

What is the significance of these numbers? Some will say they
simply prove that the United States is a good place to invest and that the
international capital markets are doing their proper job by sending
money here. Others will argue that the United States is no longer
competitive in world markets and we are rapidly mortgaging our future
to foreigners.

On which side falleth the insurance industry? And does the
structure of insurance industries abroad affect this growing imbalance?

In the discussion that follows, the reader will quickly detect a
personal bias. Speaking objectively, however, it is clear that the struc-
ture of our industry overseas is having an increasingly profound effect
here at home.

The World Market for Insurance
When last measured (for the year 1987), U.S. insurance industry

direct overseas investment totalled some $11 billion. Now that is a small
but measurable 3 percent of total U.S. overseas investment. Return on

*Senior Vice President and Managing Director, Chubb & Son Inc.
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that investment was then 16.4 percent--about at the average of all
industries--but climbing. ~

The U.S. players are regrettably few. When Chubb first began its
own international expansion in the late 1950s, it had a number of U.S.
competitors--as many as 30 or 35. Chubb now counts itself one of only
a handful of U.S. property-casualty insurers with a global underwriting
and servicing presence.

In my judgment this condition is patently absurd. First of all, world
premium volume today exceeds $1 trillion and real premium growth is
several times that of world gross national product growth. The U.S.
market share of world premium volume declined from 43 percent to 37
percent in the two-year period ended in 1988. One-half of that decline
was the soft dollar, the other half was very real. And by not working
overseas, U.S. insurers and brokers intentionally deny themselves
access to 63 percent of the marketplace. That 63 percent enjoys a growth
rate far exceeding its 37 percent counterpart in the United States, and it
enjoys an insurance density (premiums per capita) only one-third of the
U.S. density.

What is wrong? One of the answers could be the American insurers’
domestic mind set, the fact that pressure to boost quarterly earnings per
share deprives U.S. executives of the longer-term vision needed to run
an international operation. Clearly, another reason could be the failure
to recognize that the U.S. premium pond is shrinking as a percentage of
the world market.

If some U.S. insurers are shortsighted, they are not as a class
myopic. They do not fear competition, nor do they lack resources. The
U.S. market is the world’s largest. It is wide open and competitive. But
protectionism is still a major factor in many countries. Consider, for
example, that 26 countries today, all outside the Communist bloc, deny
a license to operate to any foreign insurance company. India, the
world’s largest democracy, is a good example. In addition, approxi-
mately 30 countries mandate that all, or a portion, of ceded reinsurance
be placed with a state-owned or controlled reinsurance monopoly. What
is so bad about that? The government, using its monopoly, tends to set
the rates, allowing for little price or form competition. And the monop-
oly dissuades local companies from acquiring and utilizing the latest
insurance technologies developed in the more advanced markets. I
might add that, at worst, several of these government reinsurers are
bankrupt.

But is the playing field becoming more level so that U.S. insurers
can expect to have an easier time overseas in the future? Emphatically--

~ Data taken from U.S. Bureau of Economic Analysis, Survey of Current Business,
August 1988.
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"Yes!" First, a few major U.S. international insurers, including Chubb,
have consistently found ways to offer most of their products worldwide
to the U.S. exporter and overseas investor, in spite of regulatory
restrictions. And second, help has become available from the U.S.
federal government.

The U.S. insurance market is now responding to issues ranging
from nationalization and localization in developing nations, to licensing,
taxation, and market access in the industrial and industrializing coun-
tries. Our federal government has responded to barriers to trade in
services by enacting policies addressing the problem. Taiwan is an
example. Did you know that no United States insurance company could
insure Taiwanese persons or corporations as recently as four years ago?
Now more than a dozen U.S. companies are in Taiwan. Another
example is Korea. Under the August 1986 agreement settling our section
301 action under the Trade Act of 1974, guidelines for licensing U.S.
insurers in Korea were established, with follow-up mechanisms.

Longer term, the initiative that promises the greatest hope for
liberalization in the services industries, including insurance, is the
inclusion of services and insurance in the Uruguay round of the General
Agreement on Tariffs and Trade (GATT) negotiations. These initiatives
were launched four years ago, and until that point GATT had never
negotiated services or insurance. Last December, GATT stumbled over
agricultural disputes, and the negotiations stopped. Talks started again
in February and if successful, the talks will make it possible to look to a
future where discriminatory regulations in many markets will be re-
duced or eliminated. The vote in the Senate and House committees
recently supporting extension of "fast track" negotiating authority for
the President bodes well for a successful GATT conclusion.

Insurance industry structure abroad is changing rapidly--and no-
where more successfully than in the European Community. Sotirios
Kollias has described this brilliantly in his overview of the structure and
regulation of insurance markets in Europe.

The completion of the European internal market in insurance is a
priority objective of the EC Commission and, if approved, will be
accomplished by adoption of the Third Life and the Third Non-Life
Insurance Directives. The proposal for the Third Non-Life Directive was
approved by the Commission on July 18, 1990 and transmitted to the
Council. Regarding life insurance, the second stage was just reached last
November in the second directive, which governs freedom to provide
life insurance services.

The general strategy for the third stage, as in nonlife insurance, will
coordinate rules on the prudential and financial supervision of the
business; provide mutual recognition, on the basis of harmonization at
the Community level, of authorizations granted to insurance undertak-
ings and of the prudential supervision systems of the different member
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states; and grant a single authorization, valid in all member countries,
with supervision of the entire business of the entity in all 12 countries by
that company’s home member state (referred to as "home country
control"). Such a strategy has already been used to complete the internal
market in other financial services areas, and currently the insurance
industry in Europe is behind the times in re-regulating to accomplish a
single insurance market. The political will is there, in the form of the
single European act.

Now we need adoption of the Third Life and Non-Life Directives,
especially because all other Community financial products now benefit
from a "European Passport," distorting competition to the detriment of
those insurers, and especially life insurers, with whom other financial
entities compete directly within the Community in the case of certain
products. Clearly the "European Passport" for insurance will not occur
by January 1, 1993. 1995 is the earliest time when some form of real
market uniformity will be achieved. Reaching that stage may trigger
insolvencies over the next several years, especially in Spain, Portugal,
France, and Italy.

The European Community Market
When it happens, what will the insurance face of the European

Community look like?

Competition

Freedom of establishment and free exchange of services will
heighten competition. It has not been the custom, nor indeed the law, to
shop commercial and industrial risks across borders except for the
so-called "’large" commercial and industrial risks. Now insurers will.

Prices

The Cecchini report (1988) demonstrated how startling were differ-
ences in insurance costs among and between the member countries. As
an example, premium differences on identical fire and theft exposures
covering premises and stock were found to range from 15 percent below
the average in Luxembourg to 153 percent above the average in France,
and a startling 245percent above the average in Italy. If you relate those
price differentials to the vision of an insurance shopping supermarket
across Europe, you can begin to see the potential for wholesale price
reductions.
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Expenses
In principle, underwriting expense ratios will be reduced because

some EC insurers will elect not to maintain expensive full-service offices
in each country where the risks are located.

Product Innovation

Innovative new products will appear. Uniformity of insuring terms
and conditions will appear, and this should benefit consumer, broker,
and underwriter alike. Bulk buying of coverages will entice underwriters
to "discount" as the result of newfound spread of risk, which did not
exist before. The Green movement and growing European sensitivity to
a cleaner environment have already produced regulations imposing
manufacturer compliance. Environmental liability offers a new signifi-
cant challenge--and opportunity--to insurers to whom European com-
mercial and industrial firms will look for protection. One would hope
that the experience of U.S. firms in areas such as product liability,
asbestosis, and other environmental liability areas will be of value to
European insurers.

Critical Mass

Anticipating the third directives, most of Europe’s largest insurers
have long since embarked on European strategic moves through acqui-
sition or alliance. Merger and acquisition activity is way up. Geograph-
ically, Italian, German, and French companies have been especially
active. The United Kingdom, with a mature but fragmented market
imposing few restrictions against acquisition, is a prime target. Exam-
ples of other geographical trends would be the domination of the
Belgian market by the French and of the Scandinavian market by the
Swedish. Functionally, merger and acquisition activity will blend indi-
vidual country underwriting and selMce facilities with distribution systems
offered by banking members of the same financial conglomerate.

Alternative Distribution Methods

Brokers are the major distribution source in northern Europe, less
so in southern Europe where exclusive or direct agents hold sway. But
the lack of firewalls between financial services institutions in the
European community means that even brokers and agents will not have
free run. Existing bank and insurer combinations mean that insurance
products, both life and property-casualty, are today being retailed over
bank and other financial service counters. This trend will continue,
across European borders. As such, the products focus on middle-income
consumers and on credit-related standard products, capitalizing on the
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bank’s advantage of having advance knowledge of the transaction. But
many other distribution methods can be found, including manufactur-
ers, who in Europe are often also in the financial services business.
Many own their own insurance companies. The workplace has become
a major channel of distribution in Europe. In addition, direct response
marketing is the latest fellow on the distribution block in Europe. Print
and television media, credit cards, and other direct response marketing
tools are aimed at the private-passenger auto market, life products,
hospital indemnity, and the like.

Accounts Directive

The European Community is striving to reach agreement on a
directive covering the accounting practices of insurance and reinsurance
companies. It is a complex directive and a key part of liberalization of the
industry in Europe. It will introduce a uniform structure, content, and
evaluation method for annual and consolidated accounts. But disputes
continue. One dispute concerns the treatment of reinsurance on com-
panies’ balance sheets and valuation rules. Some countries, led by the
United Kingdom and the Netherlands, are pushing for the net ap-
proach, for liabilities that are shown net of reinsurance. Italy and France
object. They want a gross approach, with gross amounts only to appear
under liabilities, with the reinsurance figures being accounted as an
asset.2

How Are the U.S. Markets Coping?

First of all, the major U.S. international underwriters are already in
place. For Chubb, as an example, ~t992 began in 1967, when we formed
our Common Market insurance company headquartered in Brussels.
Chubb is licensed or has full-service branches in all Common Market
countries today, save one. AIG, CIGNA, Continental, Hartford, Trav-
elers and Kemper are broadly established as, indeed, are a handful of
other U.S. international insurers. The major U.S. brokers already have a
strong presence in Europe.

2 As I write this paper, Luxembourg, which currently holds the EC’s presidency,
wants all these problems resolved in a directive at the June 17, 1991 meeting of the
Ministers. I hope this will happen. But if it does not, the single European passport for
insurance will be delayed until it does.
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Will 1992 Attract Many Future Players from the United States?

It is unlikely, with the notable exception of the major U.S. life
companies, which are beginning to show renewed interest in overseas
markets. But if 1991 plays out as its proponents anticipate, I believe that
the current lack of interest on the part of U.S. property-casualty insurers
to study their opportunities in a $4 trillion economy will prove a strategic
mistake. The European Community is America’s chief trading partner,
accounting for $145 billion annually in combined imports and exports.
This is more than either Canada or Japan. If we were to include the
output of U.S.-owned companies in Europe and European-owned firms
here (think of the reverse flow insurance potential), the size of the
relationship is $1 trillion a year. And yet, in a past survey, the bulk of
U.S. insurance executives surveyed indicated a lack of interest in
European operations.

Is European Protectionism a Possibility?

A significant concern is that the leveling of prices, as the pricing war
seeks its own natural level, will spur a new protectionism after 1992. It
is not too early--EC protestations to the contrary notwithstanding--to
foresee a Europe, faced with a bleak cycle of underwriting deficits
brought on by transborder competition, reacting after 1992 by refusing
entry to markets outside of Europe that might then wish to enter.

The introduction of a reciprocity standard in the 1989 second life
insurance directive and into the 1989 banking directive has raised some
eyebrows. The concern is that Europe may not continue to provide
national treatment. Should the reciprocity provisions be adopted--and
the Commission denies this will happen--some U.S. markets are
concerned that the national insurance authorities in the European
Community might use this provision to exclude or limit U.S. company
positions in the hotly competitive market predicted for European
insurance after 1992. This fear has some basis. In the GATT, the EC
Commission negotiators argue that the U.S. system of state regulation is
discriminatory toward foreign insurers. An EC reciprocity provision,
were that to occur, would encourage a national insurance authority in
Europe to use the Commission’s GATT position on U.S. regulation as
the basis to question, delay, or possibly even refuse authorization to a
U.S. company.

A second matter relates to universal banking. Europe’s financial
institutions increasingly operate in a universal framework. In fact, at the
end of 1989, obstacles to bank ownership of insurers (and vice versa)
remained only in Denmark, Sweden, and the Netherlands. And these
are about to disappear. We in the United States, on the other hand, have
a Glass-Steagall Act, a Bank Holding Company Act, and other provi-
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sions that keep financial activities separate. The EC Commission nego-
tiators have raised Glass-Steagall provisions as a trade barrier in the
GATT negotiations. Might our differences in internal regulatory prac-
tices, under a reciprocity standard, lead to questioning of the authori-
zation of a U.S. insurer, using as justification the EC GATT negotiators’
position? I am not concerned. I led the second U.S. insurance trade
delegation to the Commission in Brussels two months ago, and the
Commission verbally assured us that the Commission stands for na-
tional treatment, not reciprocity. But the threat itself seems to have had
a chilling effect on U.S. interests in European insurance markets. Verbal
assurances are not binding over time. Might the European Court have a
view different from that of the Commission?

Now, How about the Pacific Rim?

It is a little-understood fact that the insurance markets of Asia today
write well in excess of $200 billion a year in premiums. As such, they
hold 23 percent of world premium income, driven by Japan, the world’s
second largest insurance market. In 1988, the latest year for which we
have such statistics, the Asian markets grew collectively by 19.2 percent,
by far the fastest growth rate in the world. The EC market grew 9.2
percent--and in that year, the U.S. market grew 2 percent. (Note that
preliminary estimates for 1990 show annual U.S. premium growth back
up to 6.9 percent.) Asia has hardly slowed down since 1988. While
Europe 1992 makes all the headlines, the Pacific Basin exceeds the entire
European Economic Community in premiums, and its current rate of
premium growth ~is twice that of the EC. Not surprisingly, then, U.S.
and other alien insurers are interested, indeed anxious, to become a
presence in those markets, the more so because insurance density
(premiums per head of population) runs from $4 per person per year in
Indonesia and India, to $15 in Thailand, to $233 in Taiwan, to $392 in
South Korea, to $2300 in Japan--all this compared with $1700 in the
United States. And if you think Japan is tops, it is not. Switzerland is,
with $2320 in premiums per Swiss. Yes, the expansion prospects are
mind-boggling.

Effects on the U.S. Insurance Industry
Finally, we are witnessing in Europe, and in the Pacific, the

development of enormous diversified financial services firms. Many of
them already have capital and revenue bases that outstrip their U.S.
counterparts. Their insatiable appetite for new asset deployment play-
grounds has already brought many of them to our shores. Among those
that could be mentioned for 1990 alone were the acquisition of the Home
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Insurance Company by TVH Acquisition Corporation and the purchase
of Fireman’s Fund Insurance Company by a subsidiary of Allianz AG
Holding. They followed the acquisition in 1989 of Maryland Casualty
Company by Zurich Insurance Company, of General Casualty Company
by Winterthur Swiss Insurance Company, and of Businessmen’s Assur-
ance Company of America by Assicurazioni Generali, Italy’s largest
insurer. Considering the strong financial services ties that most of these
European insurers have at home, one must ask the question: Will the
presence in the United States of entities of these foreign diversified
financial firms heighten the integration process for financial services in
the United States? I think the answer has to be "Yes." Indeed, non-U.S.
companies, including domestic companies controlled by foreign entities,
.already are major participants in every aspect of the U.S. financial
services market.

With respect to the banking sector, over 500 branches or agencies of
foreign banks are in the United States. Over 80 U.S. banks are foreign-
controlled, including some of the largest. Foreign banks from Europe
and Australia with unlimited insurance and securities powers in their
own countries are expanding operations in the United States. So far, and
consistent with the U.S. policy of national treatment, their non-banking
activities here are restricted to those permitted to U.S. banks. But how
long will this continue? And even today, do their more diversified
non-U.S, income streams give them a competitive advantage vis-a-vis
U.S. banks? Today, multifaceted Canadian companies are running
U.S.-based insurance, mutual fund, and investment banking opera-
tions, from manufacturing to wholesale and retail distribution. When
the trade ministers of the United States, Canada, and Mexico began
negotiations on June 12, 1991 in Toronto, the Canadians made no secret
of the fact that a further expansion of Canadian visitation rights into the
U.S. financial services arena was high on the Canadian agenda.

In 1986, 143 insurance branches, subsidiaries, and agencies had
been established in the United States by non-U.S, entities. Those
companies, in that year, accounted for an estimated $33 billion in
insurance sales or about 7 to 8 percent of the U.S. market. Today about
25 percent of the membership of the American Insurance Association is
foreign insurance companies, and today foreign companies write about
10 percent of total U.S. primary property-casualty premiums. Though it
would not appear so judging from the lack of interest on the part of the
U.S. insurance community, insurance is among the most global of
financial service activities. Inevitably, then, the structure of insurance
industries abroad will affect the structure of our domestic insurance
industry. Anything that contributes to a more rational distribution of the
available resources of the insurance industry will be good for develop-
ment on a world scale. And nothing would make so large a contribution
to this end as the recognition and implementation, by governments and
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by industry operators, of a nondiscriminatory, open-trade policy based
on the principles of national treatment. In the meantime, somebody
should compliment those insurance executives who embrace these
global imperatives, and wake up the ones who do not.
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Discussion
Steven S. Skalicky*

Sotirios Kollias has prepared a comprehensive paper outlining the
structure and challenges facing the European insurance markets as 1992
approaches. Recent political and economic developments present the
same issues to the world community.

Barriers that have created highly fragmented national markets are
under attack throughout the world. Japan is currently targeting 1993-94
to remove market segregation between life and non-life companies and
the financial service industries. Eastern Europe, including the Soviet
Union, is in the midst of dismantling state insurance monopolies,
allowing foreign participation. China has permitted the formation of
a second state-owned insurer to compete with the PICC, and Hong
Kong is heading towards 1997. Latin American countries are exploring
the reshaping of state-owned monopolies, and Mexico has recently
expanded the allowed percentage of foreign ownership of insurance
companies.

While some areas will move more slowly than others, the changing
face of the global insurance markets in the 1990s will present challenges
and opportunities for the industry, the consumer, and the regulators
(Figure 1). I would like to highlight the structure of insurers in the major
growth markets aside from the European Community, and briefly point
out some issues that relate to regulation and solvency and the outlook
for the world’s insurers.

*Assistant Vice President and Deputy Comptroller, American International Group,
Inc.
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Asia
Asia has the potential to be the fastest-growing market with the

most volume in the 1990s. With a 27.5 percent share of the total world
insurance market for 1988, Asia is the third largest segment following
North America’s 39 percent and Europe’s 30 percent. Asia’s real growth
rate of 19.2 percent far outpaced Europe’s rate of 8.3 percent and North
America’s 2.1 percent. Japan is the dominant market in Asia, represent-
ing 24 percent of the world market share, and as a country it ranks first
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Table 1
The World’s Largest Insurers
A. The World’s 10 Largest Stock Insurers, Ranked by Premium Volume, 1989
Millions of U.S. Dollars

Premium Income
Market

Company/Country Total Life Non-Life Assets Value

AIIstate/U.S. (Parent:
Sears, Roebuck) $14,345 $1,056 $13,289 $34,010 $11,533

Aetna Life & Casualty/U.S. 13,311 2,538 10,773 87,099 5,669
American International

Group/U.S.                11,524 2,995 8,529 46,143 12,358
CIGNA/U.S. 11,494 1,494 10,000 57,779 3,676
Zurich Insurance/

Switzerland                 9,592 2,311 7,281 37,191 5,566
Prudential/U.K. 9,394 7,702 1,692 63,138 8,079
UAP-Union des

Assurance/France 9,204 4,710 4,494 45,835 7,457
Allianz Group/Germany 8,494 3,681 4,813 54,169 28,454
Travelers/U.S. 7,793 3,203 4,590 56,563 2,814
Swiss RE/Switzerland 7,658 1,343 6,315 23,493 3,599

B. The World’s 10 Largest Mutuals, Ranked by Premium Volume, 1989
Millions of U.S. Dollars

Premium Total
Company/Country Income Assets Surplus

Nippon Life/Japan $36,526 $161,743 $ 5,421
DAI-ICHI Mutual/Japan 26,404 112,427 3,716
Prudential/U.S. 25,094 163,967 4,780
Sumitomo Life/Japan 24,271 95,952 2,973
Zenkyoren/Japan 23,319 123,268 1,940
State Farm Mutual/U.S. 23,254 57,155 18,028
Meiji Mutual/Japan 16,491 62,161 1,980
Metropolitan Life/U.S. 15,193 98,740 3,787
Asahi Mutual/Japan 12,460 51,570 1,852
Mitsui Mutual Life/Japan 10,390 39,484 1,322
Source: A. Ourusoff in Financial World, September 4, 1990.1989 data. State Farm data for Surplus taken
from The Wall Street Journal, September 21, 1990.

in life business, with 35 percent of world premiums, and second in
non-life, with 13 percent of world premiums.

Japan is characterized by a relatively small number of companies,
fewer than two hundred, compared to the thousands in the United
States and Europe, with the major companies comprising the bulk of the
market. Life premiums in Japan amounted to $214 billion in 1988 and
non-life business amounted to approximately $70 billion, with 37 per-
cent of the business allocated to a savings element, which is unusual
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compared to the rest of the world. The top 15 companies represent 95
percent of the market, with foreign companies representing 3 percent of
the total non-life market.

Companies are organized as mutuals or stock companies with a
segregation of life and non-life business. Japanese mutual life companies
comprise the majority of the top 10 mutual insurance companies in the
world (Table 1). Business is conducted primarily through agents with
affinity tie-ins to companies and associations.

The Ministry of Finance regulates the Japanese insurance industry
and also controls banks and the securities industry. Premiums, invest-
ments, and surplus requirements are strictly supervised. Companies are
required to maintain assets locally equal to technical reserves, and
certain types of assets, such as equities and real estate, are restricted. No
solvency fund is maintained for the benefit of policyholders.

Current proposals are directed at freeing the distinction between
life and nonqife business and banking and securities companies. Re-
forms are also directed at easing restrictions on the composition of
assets, including real estate, equities, and foreign currencies.

Recent deregulation of premium rates to a range rather than one
fixed rate resulted in all companies choosing the lowest premium rate.
Allowing banks to pay a higher interest rate created a net outflow from
the insurance industry. Nippon Life is as big as the entire Japanese
non-life industry. Japanese banks rank as the largest companies in the
world, with the top five being three times as large as Nippon Life (Table
2). Given the propensity of the Japanese consumer to save, and the
savings feature inherent in most insurance products, deregulation will
likely increase competition for the consumer’s savings, thus reducing
margins.

The market is technically open to foreign competition; however,
with licensing requirements taking up to two years and the affinity
relationships of agents, it is a difficult market to enter. Recently some
movement to speed up approval of foreign companies has occurred as a
result of political pressure from other nations.

The Japanese property-casualty insurance market has high expense
ratios, approximately 40 percent, with loss ratios of approximately 50
percent, low compared to the United States and Europe. Litigation is
minimal; however, companies are becoming wary of overseas liability.
Expansion to overseas markets has generally taken the form of partici-
pation retaining local management, or branch office operations to
service Japanese business operations in local markets. The one exception
was the acquisition of Iowa National Mutual Insurance Company by
Toyota Motor Corporation with the intent of insuring autos produced in
the United States.

Its size and growth potential obviously make Japan a major market
for companies that hope to be global insurers. And the resources of
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Table 2
The 10 Largest Companies in the World, Ranked by Assets, 1990

Assets
(Millions of

Company Country U.S. Dollars)

Dai-lchi Kangyo Bank Ltd. Japan $472,223
Sumitomo Bank Ltd. Japan 470,699
Fuji Bank Ltd. Japan 469,086
Sanwa Bank Ltd. Japan 450,180
Mitsubishi Bank Ltd. Japan 410,815
Industrial Bank of Japan Ltd. Japan 331,326
Tokai Bank Ltd. Japan 285,843
Barclays PLC United Kingdom 241,210
Mitsui Taiyo Kobe Bank Ltd. Japan 237,981
Bank of Tokyo Ltd. Japan 234,771
Source: Forbes, April 29, 1991, p. 165.

Japanese companies could make them global insurers, if their strategy
changes.

Life and non-life are generally segregated in Asian countries and
distribution systems are primarily agency with rates set by tariff,
although compliance varies. Supervision and regulation are fairly strict
and foreign participation is subject to restrictions. Aside from South
Korea, which represents 1.4 percent of the total and 2.2 percent of life
insurance, no other country in Asia approaches 1 percent of world
premiums. However, the growth rates in China, the Philippines,
Singapore, South Korea, Taiwan, and Thailand are all in double digits,
ranging from 10 percent to 23 percent. Life insurance growth has been
higher than nonqife.

The attraction of these markets is not the current premium but
rather the potential that will be generated as the consumer’s per capita
income increases and industrial production expands. China’s insurance
density is currently 2.5. If China were to approximate Japan’s 2,320, the
market would be twice the size of current total world premiums.

Latin America
The insurance market in Latin America represents less than 1

percent of the world’s total and has been characterized by state monop-
olies, restricted foreign entry, and a limited number of companies in
each country. The growth potential, however, is significant as economic
growth and per capita income increase.

Perhaps the most optimism centers around Mexico, which will
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benefit if the North American Free Trade Agreement (NAFTA) takes
effect in 1993. Joining Canada, the United States, and Mexico, the
aggregate GNP and population of this free trade zone would exceed
those of the European Community. If successful, NAFTA could prompt
other Latin American countries to speed free market reforms currently
underway.

The insurance industry grew by 15 percent in Mexico in 1989.
Forty-three companies were in operation; 37 were privately owned, two
were mutuals, two were reinsurers and two were state-owned. Plans are
underway to sell the state-owned companies to private investors. The
allowable foreign ownership of companies was recently increased to 49
percent, resulting in four outside purchases. Seven companies dominate
80 percent of the market.

Since deregulation in 1989, the insurance market in Mexico has seen
downward pressure on rates. Only one of the five largest companies
reported a positive result in 1990. Distribution channels are mass
marketing and agents. The General Directorate of Insurance and Secu-
rities regulates the industry and requires 35 percent of technical reserves
to be deposited with the Central Bank.

Other countries in Latin America are also reviewing the easing of
restrictions on insurance markets. Uruguay is considering a bill that
would eliminate the national monopoly. Reforms are being debated in
Peru, where the market is dominated by the state-owned insurance
company. Venezuela anticipates changes to increase foreign equity in
banks; insurance may follow. Colombia is undergoing reforms to change
the restrictive tariff structure, required local reinsurance, and mandatory
investments in government bonds. Chile and Bolivia already represent
comparatively open markets with growth potential. Brazil and Argen-
tina must overcome current problems with internal reinsurance monop-
olies before they can open to additional investment. Argentina may
eliminate its reinsurance monopoly before year end. The potential for
Latin America is similar to that for other emerging markets: growth.

Eastern Europe
Reforms underway in Eastern Europe are allowing foreign partici-

pation and ownership in markets that were previously state-owned
monopolies. The 1988 world market share, including the Soviet Union,
was approximately 3 percent. The Soviet Union represents almost 75
percent of the total, because of its size and population. As with other
emerging markets, the attraction is growth potential.

Transition from state control, with its implications for premiums
and for claims, will follow other political and economic changes.
Changes will take time, varying by country as the economic transitions
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take place. East Germany, Czechoslovakia, and Hungary are furthest
along.

Distribution systems in Eastern Europe have largely been through
banks and other outlets with little need for agents under monopolistic,
required insurance. Premiums were fixed at low rates and claims were
paid with state subsidies as needed. Claims were high, with no change
in premium. These characteristics will have to change in a free market.
One insurer has already depleted its start-up capital of $320 million as a
result of losses in the auto liability sector in East Germany.

Insurance laws are in the process of being written to set up the
structure, supervision, and foreign participation in the Eastern Euro-
pean insurance market. Solvency regulation faces problems with the old
structure for state-owned monopolies; however, new entrants will be
required to meet the regulations.

As the economies expand and per capita income rises, the potential
for insurance markets will grow. Eastern Europe, and the Soviet Union
in particular, obviously face more problems than the European Com-
munity or Asia.

Conclusion
Globalization of the insurance industry will present unprecedented

challenges to the insurance companies, the consumers, and the regula-
tors responsible for monitoring companies. Opportunities will exist for
those companies that are able to take advantage of changes that present
true economic benefits. Because of the difficulty of entry and enormous
start-up costs for a new insurer in a market, the major thrust towards
globalization will be mergers and acquisitions. This will favor the larger
companies, which have the capitalization and resources to achieve
market penetration. An analyst from a major brokerage firm has
suggested that by the turn of the century it is possible that no more than
12 to 15 major global insurers will be in business. Size does offer
advantages for efficiency of scale as well as the ability to absorb the costs
necessary for expansion. Blindly pursuing acquisitions, however, also
can lead to disaster. Acquisitions in emerging European markets are
currently priced in the range of 20 to 30 times earnings, whereas U.S.
companies averaged 10 in 1989.

Rate competition will benefit consumers through higher rates of
return for life products and lower premiums for non-life coverage. The
risk to the consumer, however, is that the promise to pay may not be
kept. Relying on gains in real estate and securities to offset underwriting
losses, or to meet unrealistic interest rate guarantees, eventually leads to
problems in the industry. We are already seeing this in the United
States, and Japan and Europe may follow. Malaysia recently took control
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of an insurer to prevent insolvency. Allowing additional competition
from banks and other institutions may only compound these issues.
While financial companies have significant assets that could be used for
acquisition entry into the insurance industry, such entry should be
based on segregated capital, because of the additional risk undertaken.

The fact that insurance is a risk-taking business must not be
forgotten. Determination of liability years after coverage makes the risk
unique among financial service products. In the United States it is
estimated that environmental liability cleanup will cost in excess of $40
billion, with the assignment of liability creating unparalleled litigation
and costs. Anticipating the liability and costs was impossible when these
products were originally priced.

Regulators will be faced with the challenge of dealing with compa-
nies that are involved in markets, products, and cultures that differ from
those they have become accustomed to. Representative John D. Dingell
has stated that "The regulatory system must anticipate and deal effec-
tively with the activities of the pirates and dolts who inevitably will
plague an attractive industry such as insurance, where customers hand
over large sums of cash in return for a promise of future benefits.’’1
While pirates must be dealt with individually, the dolts referred to were
managers who pursued business with little understanding of the ulti-
mate costs involved and the long-term impact. Regulators will have to
monitor closely the international expansion of companies entering new
markets, with increased competition narrowing margins and profits.

The changes taking place in the 1990s will present opportunities for
companies able to adapt and take advantage of these new markets. They
will also present challenges to the consumer and to the regulators, who
must monitor the industry.
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Public Policy
Gerard M. Brannon*

Life insurance is one of the most heavily regulated businesses in the
United States economy. Because of the industry’s importance to Amer-
ican families, to our economy, and to our tax system, policy decisions
that affect life insurance products receive a great deal of scrutiny. That
scrutiny is likely to increase in the wake of recent insolvencies. The
purpose of this paper is to provide a framework for evaluating tax and
regulatory policies in the life insurance market.

Life Insurance Products
Life insurance companies are in the business of providing risk

coverage and investing the customer’s savings. Traditionally, they offer
insurance against three kinds of risk:

(1) Insurance against early death, which by analogy to insurance
against fire should have been called death insurance, but in a
masterstroke of salesmanship was called life insurance;

(2) Insurance against living too long, provided by life annuities;
and

(3) Insurance against accidents and sickness, through accident and
health insurance or disability insurance.

*Consultant, American Council of Life Insurance. The author is grateful for the
assistance of Kathleen Utgoff, economist at Groom and Nordberg, for her many helpful
discussions and for her analysis of trends in the life insurance industry. The author would
also like to acknowledge the advice of Kenneth M. Wright, Richard Minck, and Stephen
Kraus.
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The life insurance business also provides products that allow for
significant savings on a tax-favored basis. Savings products and risk
coverage are not necessarily joint products. Of the three types of risk
coverage offered, only the annuity requires the accumulation of signif-
icant savings. An annuity is an arrangement by which a group of people
pool their savings and the survivors draw on the pool.

A short-term insurance policy against death, called term life insur-
ance, does not differ significantly from fire or casualty insurance and
involves a very small amount of prepayment, or saving. To avoid
excessive administrative expenses in these kinds of policies, it is efficient
to sell a policy covering a period of a year or two.

By contrast, permanent or whole life insurance policies involve
more prepayment of premiums than term insurance, so the policy has
an identifiable cash value; it is a store of individual saving. Saving and
insurance motives can also be distinguished in the annuity field.
Annuities certain are pure savings products with a fixed payment
period; life annuities paid until death are insurance; and life annuities
with a minimum guaranteed payment period fall between pure savings
and insurance. Accident and health insurance can be handled like any
other line of casualty insurance, but a special noncancellable form
involves a savings accumulation similar to the savings element in
ordinary life.

Joint Savings and Life Insurance Policies

Rationalizations for combining life insurance and savings have
always existed. For example, one says that permanent life insurance is
necessary to protect the customer against becoming uninsurable. But
term policies can be guaranteed renewable if the company adds enough
to the premium to cover the risk. And permanent life insurance is not
needed to protect the customer from the high cost of term insurance at
older ages. The customer pays this cost under a permanent life policy as
well, but in ways that are not so apparent.

Some other rationalizations are not so easily dismissed (Belth
1967b). The "Christmas Club" reason for combining a savings product
with a life insurance product is the discipline of regular payment. The
"retirement" rationale says that when the need for life insurance
decreases after retirement, the cash value of the joint savings and life
insurance product can be used to help finance retirement.

Probably the most important reason for combining savings and life
insurance is that life insurance savings are taxed less heavily than many
other kinds of savings. Life insurance savings receive the treatment that
all savings would receive under a consumption tax. Two other forms of
savings that receive favorable tax treatment are pension savings and the
savings in the form of home ownership. Pension plans are slightly less
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Table 1
Distribution of Life Insurance Company Reserves
Percent

1955 1975 1989

Life Insurance 72,4 63.3 29.9
Health Insurance .8 2.7 2.8
Pension and Annuity 26.8 34.1 67.3
Source: American Council of Life Insurance (1990),

tax-favored than life insurance because pensions are taxed after a certain
age. whether or not the funds are saved. Home ownership is more
favored than life insurance savings; no tax is paid on the income in kind
produced by a home, and mortgage interest payments and real estate
taxes are deductible. Most other forms of savings, including bank and
thrift deposits, are taxed on an income basis; namely, interest earned is
taxed annually.

But the income tax system does not provide the only, or even the
most important, tax subsidy to financial institutions. Federal deposit
insurance provides a substantial subsidy to banks and an even larger
subsidy to thrifts. The Securities and Exchange Commission (1991)
recently completed a study of FDIC insurance and concluded that the
value of deposit insurance is three to five times greater than the
premium collected. During the 1980s, the annual value of this subsidy
was $20.3 billion. By comparison, the value of the tax subsidy to life
insurance (which is called a tax expenditure) was measured at slightly
less than $8 billion in the 1992 federal budget (OMB 1991, Part III, p. 17).
Total bank deposits are far greater than the liabilities of insurance
companies, however, and the relative subsidy is similar per dollar of
liabilities. The SEC study concluded that the subsidy to banks amounts
to about 100 basis points, a 16 percent subsidy when interest rates are at
6 percent. By comparison, since the average margir~al tax rate of
policyholders is in the neighborhood of 20 percent and some of the
inside buildup in life insurance is taxed when policies are surrendered,
the tax subsidy to life insurance is under 20 percent.

Historical Business Patterns
Table 1 shows how the life insurance company business has shifted

over time, away from traditional life policies and into the annuity
business, which is largely group annuities for pension plans. In 1955,
nearly three-quarters of all the reserves held by life insurance companies
were life insurance reserves, with slightly more than one-quarter in
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Real Value of Life Insurance Reserves
Figure 1
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pension and annuity reserves. By 1989, the proportions were nearly
reversed. Much of this change is a result of the enormous growth in the
pension business but a good deal of the change can be attributed to
stagnation in the life business. Figure 1 shows the real value of life
reserves since 1955. Adjusted for loans to policyholders, which do not
decrease reported reserves, real (1982 dollars) life insurance reserves
were lower in 1988 than in 1955. Even without adjustments for policy
loans, real life reserves are lower now than they were throughout most
of the 1960s and 1970s. Both measures of reserves have grown in real
terms since the mid 1980s, however.

One reason for the anemic pattern in life reserves is that households
have moved away from life insurance products with a savings compo-
nent (a positive cash value). Term insurance, which requires fewer
reserves than permanent life, has become more popular. Figure 2 shows
the distribution of insurance in force between term insurance and
permanent life insurance since 1954. While term insurance accounted for
only 16 percent of all insurance in 1954, it represented almost one-half
the amount of insurance in force by 1989. It appears that even though
life insurance can contain both savings and insurance features, consum-
ers are increasingly separating their purchases of these products.
Demand for insurance is increasing. Life insurance in force as a percent
of personal income has increased fairly steadily since World War II, from
102.7 percent of personal income in 1950 to 196.3 percent in 1989.

This pattern in life reserves is apparent in household balance sheets
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Figure 2
Term Insurance as a Percent of Total
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as well. Life insurance assets as a percent of household financial assets
have declined from 7.3 percent of household assets in 1952 to 2.5 percent
in 1989 (Figure 3). During that period households shifted their financial
assets away from savings in life insurance products and direct owner-

Figure 3
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ship of corporate equities to two other tax-preferred savings vehicles--
homes and pensions (Board of Governors of the Federal Reserve System
1990). The share of household assets in mutual funds also increased
beginning in the late 1970s with the rise in money market mutual funds.
The growth of mutual fund savings is particularly noteworthy because this
product offers neither the guarantees nor the tax advantages (for non-
pension funds) that are available to other forms of savings. In 1989, total
assets of mutual funds ($1 trillion) rivaled the assets of life insurance
companies ($1.3 trillion); and they amounted to one-half the assets of
commercial banks ($2.1 trillion) (Investment Company Institute 1990).

Life Insurance Regulation
From an early period in the United States, the sale of life insurance

has been regarded as a matter of unique governmental concern. In order
to make certain that funds are available to cover claims, insurance
companies are required to set aside reserves. Both the calculation and
the investment of these reserves are regulated by state law. The
regulation of actuarial reserve methods goes back to the work of Elizur
Wright in Massachusetts in the 1860s and the general pattern of the
other state regulations goes back to the findings of the Armstrong
Commission in New York in 1906.

The topic, public policy and life insurance, raises questions about
whether and how government should intervene in the life insurance
market. This discussion will begin by examining some of the arguments
used to justify government intervention. It will also refer to the politics
of regulation, recognizing the considerable literature that emphasizes
the "capture" of regulating institutions by those regulated.1

Special Problems in Life Insurance Markets

Adverse selection. Even though the private insurance market is a
market for dealing with risk, insurance companies profit by avoiding
risks. Successful insurance is based on the correct pricing and pooling of
risk. To the extent that companies can estimate different probabilities for
different classes of customers, it is profitable to introduce premium
differentials. Where they are prohibited, companies with more high-risk
customers will be less solvent, creating strong pressures to avoid
high-risk customers. Despite these economic forces, premium differen-
tials are sometimes viewed as unacceptable discrimination.

~ For a survey and some testing of alternative theories, see Peltzman (1989). And
Meier (1988) uses this approach to analyze life insurance regulation.
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Moral hazard. Many forms of insurance tend to inflate the cost of the
insured event because they weaken the incentive to avoid these events.
Moral hazard is a more serious problem in the health insurance market
than in life insurance. Widespread misuse of health insurance increases
the use of medical services, drives up prices, and aggravates the
problems of the uninsured. Standard contract features such as co-
payments and deductibles are used to reduce moral hazard. In addition,
services most susceptible to moral hazard, such as cosmetic surgery and
psychiatry, are sometimes excluded from coverage. Providers of these
excluded services have successfully lobbied against coverage restrictions
in some states. The end result has been an increase in the price of health
insurance that has reduced coverage. The percentage of all workers
covered by a group health plan declined from 62 percent in 1980 to 57
percent in 1987.

Consumer information. Still another feature of the life insurance
market often used to justify regulation has to do with the complexity of
many life insurance products, which makes it difficult for consumers to
evaluate products rationally. Insurance pricing is so complex that it gave
birth to a new branch of mathematics. Some aids are available to
consumers, .such as the work of Belth, the Nader organization, and
Consumer Union.2 Some evidence shows that consumers do evaluate
policies rationally and that poorly priced policies do not survive in the
marketplace. Winter (1981) found very little variation in the prices of
insurance policies when all aspects of the policy are taken into account.

The Armstrong Commission (1906) made some early efforts to
standardize contract forms but substantial variety still remains. A
long-standing regulatory effort has been to simplify contract language.
The growing field of private insurance for nursing home costs is
particularly beset with the problems of defining the insurable event and
dealing with customer misperceptions about coverage under the policies.

Rationality of provision for death. Life insurance companies commonly
allege that consumers have an irrational reluctance to think about death.
The high selling expenses associated with life insurance policies are
often justified on the grounds that individual agents are needed to assist
customers in overcoming irrational avoidance behavior. The fact that life
insurance salespeople rate fairly high in occupational ranking suggests
customers think they get a valuable educational service from life
insurance agents.

The contention that consumers buy too little life insurance is
supported by economic analyses. Auerbach and Kotlikoff (1989) exam-

2 Interestingly, Belth, a pioneer in the field of educating consumers about life
insurance, felt impelled to resign from a Consumer Union panel on life insurance and
publish a technical journal article explaining his differences (Belth 1967a).
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ined life insurance purchases using three Surveys of Consumer Fi-
nances. The data provided information on some 1,200 families with both
spouses present and one or two spouses working. The data included
information on earnings, wealth, and pension plan entitlement, includ~
ing Social Security and life insurance coverage. Assuming that actuari~
ally fair annuities were available, the authors calculated for each family
the lifetime consumption that could be afforded while both earners were
alive and the lifetime consumption that could be afforded if one earner
died.

The authors made a conservative assumption that a surviving
spouse would need 50 percent of the previous affordable consumption
to maintain the accustomed living scale if one spouse died; if a family
had made provisions for less than 70 percent of this, the family was
defined to be underinsured. Auerbach and Kotlikoff conclude that just
over 30 percent of families are inadequately insured; for lower-income
households the underinsured fraction is almost one-half. From this they
conclude that the high incidence of poverty among widows is not
merely an extension of lifetime poverty but a matter of insufficient
insurance. A similar conclusion was reached by Myers, Burkhauser and
Holden (1986).

Government Policies toward Life Insurance Companies

In the light of these special market features, this paper addresses
four broad types of government policy toward life insurance companies:
reserve regulation, investment restrictions, solvency guarantees and
other consumer protections, and purchase inducements. To a large
extent, the policies are interrelated; the implications of these interrela-
tionships are discussed in the final section.

Reserve regulation. State insurance regulation requires that life com-
panies be solvent after deliberate overstatement of liabilities. It is fairly
obvious that, looking backward, a state of insolvency could be attributed
to having charged too little for the service provided and/or having
dissipated the receipts before rendering the service. Reserve regulation
addresses both problems by requiring that life companies have at all
times enough book assets to cover future death benefits on all policies,
assuming that mortality is less favorable than the most likely level and
that interest earnings on assets are lower than the most likely level. In
addition, expenses of acquiring the business (commissions) must be
deducted immediately rather than amortized over the life of the policy.

Because of the conservative position that states have taken with
respect to acquisition costs, a new company that rapidly expands its life
insurance business will have a poor balance sheet. It is standard practice
within the industry for a growing company with a critically poor balance
sheet situation to seek "surplus relief" through reinsurance. Such a
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company has a group of assets--life insurance policies that it has
issued--worth more than a state insurance commission will recognize.
The issuing company can circumvent conservative accounting rules by
selling policies to a reinsurer.

In the 1960s and 1970s, reserves for life insurance companies as a
whole were conservative and capital was underestimated. One clear
indication of this was an excess of market value over book value during
this period (Belth 1967b). Those were decades of steadily increasing
interest rates, resulting in reserve interest rates chronically below
market rates. However, it appears that book and market rates in the late
1980s were much closer for life insurance companies (Kramer 1990, p.
27). Required reserves appear to be more realistic as well.

What about the quantitative aspect of reserve regulation? Do
reserves need to be so large? Do the underlying assumptions have to be
conservative? Most countries have such rules but they vary in specificity
from the mere requirement of actuarial certification in the United
Kingdom to the highly specific rules in Germany.3 Despite the variation
in reserve regulation, little difference has been found in the experience
of insolvencies (Finsinger and Pauly 1986).

In 1977, Canada terminated its previous strict reserve requirements
in favor of the British system of allowing companies some flexibility,
subject to approval by an independent actuarial audit. Mathewson and
Winter (1986) have studied the movement of life insurance prices in
Canada in relation to interest rates both before and after reserve
requirements were deregulated. Although it is not clear just how much
conservative reserve requirements protected consumers, the authors
concluded that the rigid reserve rules did tend to result in higher prices
for life insurance. The results, however, were barely significant.

Investment restrictions. These restrictions limit life insurance compa-
nies to relatively risk-free investments and presumably make it unnec-
essary for the consumer to evaluate the riskiness of the company’s
investment portfolio. Sometimes they also preclude financial innova-
tions such as junk bonds. Even before the advent of junk bonds,
however, investment restrictions created problems because a "conserv-
ative" investment policy does not protect policyholders against inflation
risk or the solvency problems that can arise when interest rates increase
with inflation and policyholders withdraw funds.

In recent years developments toward incorporating more risky
investments into the insurance framework have emerged. One tech-
nique is the variable policy, in which the savings element is invested in
a segregated set of equities with the value of the savings element

3 For more information on the British and Canadian systems, see Sondergeld (1989)
and Kimball (1969).
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indexed to the value of the equities. This form has been very popular in
the annuity field, especially for pension plans, but in the life field,
separate account policies remain experimental. Another variant is the
universal life form, where the savings element is clearly demarcated and
the yield on savings can be linked to a specific market indicator, such as
the T-bill rate. It seems eminently sensible that life insurance savings
should have a range of possible investments, relying on financial
markets to adjust the return to the risk. Returns and associated risks
should be clearly demarcated so that the investors making the risk
choice participate in resulting gains and losses.

The experience with sharply fluctuating interest rates in the past 30
years has led to the virtual disappearance of the old, nonparticipating
policy under which the insurance carrier was insuring a minimum rate
of return as well as against mortality. The two major interest-sensitive
products are the participating policy--the typical mutual policy--and
variants of the universal life policy sold by stock companies. The two
reflect interest rate changes differently. The participating policy is
compelled by regulation to spread interest earnings evenly over all
policyholders, old and new. Under the universal life form, which clearly
delineates the insurance and savings components of a policy, a cohort of
new policyholders can be assured a current earning rate on the savings
component; old policyholders experience current rates only as their old
investments mature. In a period of rising interest rates the universal life
form offers obvious advantages in attracting new policyholders, and
many mutuals have formed stock subsidiaries to sell universal life in
recent years.

Solvency guarantees. State regulators can intervene in the affairs of a
nearly insolvent company and, if necessary, can impose levies on other
life companies to cover the deficiencies of the insolvent company. These
levies are sometimes credited against premium taxes so that, effectively,
state funds are used for guarantees. From 1975 through 1989, the state
guaranty fund system has resulted in assessments of $315 million for
health insurance, $125 million for life insurance, and $124 millon for
annuity contracts (ACLI Task Force 1990). Only $62 million of the
Baldwin United losses were covered by state guaranty funds. The
remaining losses were covered by advances of about $150 million from
brokers (under threat of litigation) and $50 million from life insurance
companies (in addition to guaranty fund assessments).

Some observers predict growing insolvencies in the future (Leary
1991), and the collapse of First Executive has caused some alarm. But
solvency problems in the life business are clearly not in the same league
as the solvency problems of banks and thrifts. Some insurers have a
high percentage of junk bond holdings, but overall, bond default rates
have remained low (Sutton 1991). Total life insurance insolvencies,
including Baldwin, over the previous 15 years equaled only I percent of
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company capital and surplus in 1989. On the basis of a detailed review
of financial indicators, a study commissioned by the Insurance Informa-
tion Institute (Kramer 1990) concludes that in the life insurance industry,
"trends that raised risk levels earlier in the 1980s have reversed
themselves by the end of the decade." Kramer also concludes that the
capital position of the weakest life insurance companies is far stronger
than the capital position of the weakest banks and that it is "analytically
bankrupt" to compare thrifts and insurers.

Other consumer protections. A traditional area of consumer protection
has been the standardizing of policy forms and language. This is a
long-standing issue in life insurance but it is an emerging problem for
long-term care insurance. Given the growing cost of Medicaid, which
now pays for one-half of nursing home costs in the United States, the
regulation of long-term care policies is an important public policy issue.

A well-designed long-term care policy appears economically feasi-
ble (Friedland 1990). The major problem is that the insurable event is not
well defined because the medical indications for nursing home care are
not clearly established. A number of insurance policies are available but
much unhappiness exists with both the exact coverage and the level of
consumer understanding. The lack of definition in long-term care
insurance can work both ways, to harm particular customers or to
endanger the solvency of the insurance company. Earl Pomeroy, past
president of the National Association of Insurance Commissioners,
claims that "some consumer abuses are so severe as to raise questions
about the very viability of the product." (Consumer Union 1991.) Some
insolvencies have even occurred because of long-term care liabilities. No
real alternative to welfare will be available for most nursing home care
until a fairly clear insurable event with a calculable probability has been
defined for long-term care insurance.

Although premium rates are regulated in the health insurance
business, most states do not regulate life insurance premiums, relying
on reserve requirements to ensure adequate rates and competition to
prevent excessive rates. In addition, states routinely regulate policy
forms to ensure full disclosure.

Some regulations seem to be more in the interests of agents than
policyholders. All states forbid "twisting," where, allegedly, the policy-
holder is encouraged through misleading information to switch policies.
Price competition through rebates of commissions is also outlawed in
most states.

A few states have passed laws prohibiting certain rate differentials
such as those based on sex. These laws are unlikely to survive because
of the distortions that they create, not the least of which is above-market
rates for some groups. After Montana passed the first unisex insurance
law in 1983, lawmakers were inundated with complaints from parents of
daughters whose car insurance rates soared.
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The Employer Retirement Income Security Act of 1974 (ERISA) is
the major form of consumer protection in the pension business. The
impact of ERISA falls mostly on employers rather than on financial
intermediaries because the most restrictive pension regulations are
those designed to make sure that pension tax benefits are distributed
equally among workers in a firm. Employers have been forced to
redesign their pension plans several times in the last decade because of
these regulations (Utgoff 1990).

Pensions are also subject to minimum vesting, funding, and diver-
sification rules under ERISA. In addition, ERISA established an insur-
ance program for defined benefit pensions. The Pension Benefit Guar-
anty Corporation (PBGC), the federal agency that runs this guarantee
program, has experienced claims far in excess of original projections and
the agency has had solvency problems virtually since inception (Ippolito
1989).

As guarantors of pension annuities, the PBGC and state solvency
funds are competitors. When a company purchases an irrevocable contract
for an annuity to cover pension liabilities, those liabilities shift from PBGC
coverage to coverage under a state guaranty fund.

This situation has raised a number of concerns, particularly in light
of the pension annuities sold by First Executive. The workers covered by
these annuities had no say in the selection of the insurer, while the
companies that sponsored the pension plan gained because of the high
interest rates that attracted customers to First Executive. The federal
government is considering a standard that would prohibit the purchase
of annuities from unacceptable insurers. The design of such a standard
has proved .difficult, however, given that First Executive subsidiaries
were highly rated until recently. The insurance commission in California
wants the PBGC to make up for any shortfall in First Executive pension
annuities. It is clear, however, that such an action would be the
equivalent ~f a federal guarantee of life insurance companies, a highly
questionable move in light of the record of other federal guarantee
programs.

Unisex pensions are required by law. After the 1983 Supreme Court
decision in Norris v. Arizona Commissioner, monthly pension annuities
could not reflect longevity differences between men and women.
Sex-based actuarial tables for pensions are an illegal form of sex
discrimination. Carlson and Lord (1986) describe the predictable prob-
lems that this ruling has created.

Purchase inducements. The assertion that life insurance is under-
purchased can~be used to justify purchase inducements, which can
range from the social provision of life insurance to a subsidy for private
purchases. Federal law contains several provisions that are designed to
increase insurance coverage. The survivor benefit structure of Social
Security is compulsory life insurance. In addition, pension plans are
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required to provide survivor benefits for spouses of vested participants.
The federal tax code is used to provide significant purchase subsidies as
well. A subsidy that is restricted to employed individuals provides for
an exclusion from income of employer-paid group term insurance up to
$50,000 of coverage. All policyholders are entitled to the tax-free inside
buildup that is provided for cash value insurance.

The life insurance industry uses the argument that consumers
under-purchase life insurance in order to justify retaining the tax
advantage for life insurance contained in the tax-free inside buildup, the
interest on the reserve accumulation. But this tax advantage subsidizes
savings, not insurance against the death of a breadwinner. If an
individual buys term insurance and separately accumulates savings in a
bank account or a mutual fund, the interest on the savings is taxed
annually as income of the saver, and no deduction is allowed for the
term insurance premiums. If the savings are used instead to purchase
permanent insurance, the interest is not subject to income tax if it
becomes part of the death distribution or if it is used to pay for the
insurance premium. The interest beyond that used to pay for term
insurance may be taxed if the policy is surrendered, but only after
considerable delay. The Treasury Tax Reform Plans I and II in 1984-85
recommended repeal of the inside buildup advantages, as well as repeal
of the deferral possibilities in deferred annuities (U.S. Treasury 1984).
These were largely rejected by the Congress.

The effort to subsidize life insurance purchases through the encour-
agement of savings-type life insurance makes it more difficult to guar-
antee the solvency of life companies. If we are highly concerned that
dependents of breadwinners not be left without resources, the approach
should be to encourage the purchase of term life insurance and to
guarantee the ability of insurance companies to fulfillterm life insurance
contracts.

When the insurer is simultaneously a savings institution subject to
investment risks, it becomes difficult to separate a guarantee of the
insurance function from a guarantee of the investment function, al-
though the case for protecting widows and orphans is clearly different
from that for protecting savers in general.

The tax law also complicates solvency problems by offering the tax
advantage of postponed income recognition for annuities, even for
annuities certain. The postponement of income recognition until, receipt
appears reasonable in the case of life annuities that are in the payment
stage. The taxpayer has accepted income postponement as a way of
leveling receipts over the remaining lifetime and government should do
likewise. Before the payment stage, however, the current taxation of
investment income would be more consistent with the taxation of other
types of savings that are not tax-preferred, namely savings in depository
institutions and mutual funds.
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The tax law subsidizes not only the purchase of insurance but also
the purchase of insurance from small companies. It is clear from the
simple statistics of large numbers that small life insurance companies are
inherently more prone to solvency problems, and consequently less
efficient (Geehan 1977). In the regular corporate income tax, a small
company is given a rate reduction that reaches a top value of $11,750 at
incomes between $75,000 and $100,000 and is then phased out up to an
income of $335,000. For a small life insurance company additional relief
peaks at $612,000 (at an income of $3 million) and does not phase out
entirely until income is $5 million. The small life insurance company has
50 times as much relief as any other small company.

Tax scholars are unanimous that no basis exists for progressivity in
the general corporate tax and even less of a case exists for small
insurance companies because of their inherent inefficiencies in provid-
ing risk coverage. The small business provision in insurance tax law can
only be described as misguided.

Overview and Conclusions

Government intervention in the life insurance industry is found in
four major areas: reserve regulation, consumer protection, solvency
guarantees, and purchase inducements in the form of tax benefits. Any
evaluation of these policies must recognize that life insurance companies
offer some products, such as pensions and health insurance, that are
also sold by other financial intermediaries, and that the unique product
of the industry--term life insurance--is often combined in a single
product with tax-favored savings.

The most long-standing government policy toward life insurance is
reserve regulation, including the control of investment quality. This
policy appears to have been reasonably successful in achieving its
announced purpose, consumer protection. Until recently, the solvency
record of the industry has been remarkably good. This has not been
achieved without cost, however. The investment restrictions have
reduced the yield on savings and the price of life insurance has probably
been kept a bit higher.

Other consumer protection efforts beyond reserve regulation are
more difficult to evaluate. While some observers have complained that
state governments have moved too slowly to make consumers aware of
interest and time value in life insurance, the increased popularity of
term life and universal life policies indicates that awareness has blos-
somed. The current battlefront over disclosure is long-term care. In this
new and changing market it is not surprising to find efforts to provide
insurance or to find that the existence of insurance changes behavior.
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Nor is it surprising that companies will try to limit their exposure in
ways that are not always transparent to consumers.

State solvency guarantees can be characterized as evolutionary
products of healthy experimentation, with much input from the life
companies concerned about the product image. Until recently, solvency
problems have been minor. Some of these insolvencies can be blamed
on the federal tax subsidy that results in increased numbers of small life
insurance companies, because small companies inherently are more
susceptible to failure.

We should expect a solvency guarantee program to be successful so
long as it is limited to insurance contracts as opposed to investment
vehicles. Term insurance alone requires limited reserves. Unanticipated
changes in mortality do not appear to be a big financial threat for life
insurance companies.

The state solvency guarantee policy may well be at a crossroad. As
interest rates rose in the 1970s, the conservative orientation of insurance
regulation began to chafe. One effect of increased interest rates was
disintermediation, a familiar term to banking experts. The industry
survived this fairly well, in part by offering new interest-sensitive
products. The obvious dangers, however, appear when firms compete
for investors based on returns. Many of the financial problems in the life
insurance industry seem to be related to risky investments undertaken
because of the pressure to guarantee high returns.

The state solvency guarantee programs should move in the direc-
tion of guaranteeing plain vanilla life insurance, which includes mini-
mum guaranteed returns; speculative investment products should not
be guaranteed. If a willing borrower and a willing lender agree to a
product with an 8 percent yield guarantee, they should be free to do so,
but no good reason exists to provide a solvency guarantee for this
feature, even if the product is called life insurance. Similarly, a financial
intermediary should be able to offer an investment with the return based
on the yields of rates of junk bonds, even if this investment is in the
form of an annuity or a life insurance policy. Since the extra return is
based on extra risk, a guarantee is difficult to justify. No guarantee
should be given on a pure savings contract.4

While a guarantee feature does attract investors, the life insurance
industry probably could also attract funds to a non-guaranteed vehicle
that would not be hobbled by the investment restrictions that a guaran-
tee requires. Non-guaranteed mutual funds have prospered, while
banks and thrifts that enjoy almost unlimited coverage have struggled.

The conclusions regarding the tax treatment of insurance are mixed.

4 I am indebted to Warren Wise for clarifying my thinking on this point. He may not
agree with the conclusion, however.
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It appears that underinvestment in life insurance is a problem, particu-
larly in low-income families. But the employer-paid group insurance
subsidy is unlikely to get to the lowest-income workers, who are even
less likely to receive any fringe benefits. The inside buildup tax exemp-
tion for policies that contain investments is also of little use to low-
income workers.

What makes a judgment on inside buildup difficult is the erratic
structure of the present U.S. income tax. Before 1986 much academic
literature was written about our hybrid tax system--half an income tax
and half a consumption tax. The Reagan tax reform effort in 1985-86 was
a conscious movement toward a purer income tax. Since that time, the
Congress has shown only a limited interest in a purer income tax and
currently both the Administration and important segments of the
Congress are vying to move back toward a consumption tax, with
proposed capital gains relief, expanded IRAs, and Family Savings Plans.

Some very large segments of the savings flow in the United States
are subjected to consumption tax treatment: pension savings, home
equity, and savings invested in municipal bonds. One big savings flow
that is denied consumption tax treatment is bank deposits. But bank
deposits get an alternative subsidy in the form of a guarantee that is
comparable to the tax exemption for the inside buildup.

Direct investment in a business through stocks, bonds, and most
mutual funds does not get consumption tax treatment or a subsidized
guarantee. Although much of the concern from the early 1980s about a
hybrid tax system is still well taken, it is not clear whether we should
resume the aborted march to a pure income tax or move to a consump-
tion tax. Reasonable people disagree on this.

A great deal of effort has been devoted, over the past decade, to
defining components of life insurance contracts that are ineligible for
favorable tax treatment because they are deemed to be investment
products rather than insurance. It is not clear how necessary this
exercise has been to the achievement of a desirable tax system. Many
other forms of savings that could be classified as investments are tax
favored. Moreover, life insurance companies do not appear to be
cornering the savings market through savings disguised as life insur-
ance products; life insurance reserves are stagnant; the share of house-
hold savings accounted for by life insurance has declined; and consum-
ers are increasingly purchasing term insurance which benefits little, or
not at all, from the inside buildup. It is also not clear that a tax on the
inside buildup would have resulted in a lower deficit, even in the near
term. It could easily be argued that a tax incentive that kept funds out of
banks and thrifts was a net benefit to taxpayers.

While it is not clear that the IRS should be working diligently to
distinguish between investment products and insurance products, this
distinction should be a major area of concern to officials at state guaranty
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funds. As long as investment (savings) products are guaranteed, insol-
vencies will continue to occur because reserve regulations and invest-
ment decisions cannot anticipate every financial innovation. Moreover,
entrepreneurs who see these innovations as opportunities rather than
abuses of the guarantee system will always be present.

The conventional wisdom in the insurance industry and in Wash-
ington appears to be that a satisfactory resolution of the First Executive
failure depends on full restoration of contractually promised benefits to
all policyholders. Full restoration is believed to be necessary in order to
head off intrusive and damaging federal regulation of the industry. But
this line of reasoning is flawed. A policy of full protection of all
contractual obligations will result in the same dynamics that have
plagued banks and thrifts--mounting insolvencies, high premiums, and
increased capital requirements.

The mutual fund industry is a better model for financial regulators
than either the banking or the thrift industry.
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Discussion
Joseph M. Belth*

Gerard Brannon’s paper is provocative because it discusses a
number of controversial topics. I will comment on only one--federal
income taxation of the inside interest--although my comments neces~
sarily will touch on other aspects of Brannon’s paper. I will break the
topic into two parts, the first dealing with cash-value life insurance and
the second dealing with the accumulation period in life annuities.

Life Insurance
Life insurance, or what Brannon corrrectly observes should be

called "death insurance," performs important functions. It allows an
individual to protect dependents against the individual’s death when
the individual’s resources are insufficient to meet his or her objectives
for those dependents. Possible illegal methods for handling that insuf-
ficiency include robbing a bank, printing money, and insider trading,
but life insurance is the only legal method.

Unfortunately, this useful financial arrangement suffers from two
related and potentially fatal flaws. Life insurance deals with a subject the
individual finds unpleasant--namely, the individual’s death. Under
these circumstances, the human tendency is to postpone discussion of
the individual’s needs for life insurance, and therefore to postpone its
purchase. Consequently, life insurance must be marketed aggressively.

What I call the anti-procrastination function is performed by life

*Professor of Insurance in the School of Business at Indiana University (Bloomington)
and editor of The Insurance Forum.
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insurance agents. The only effective way to motivate agents to perform
that function is to compensate them through substantial commissions,
most of which are paid at the time of sale. Without substantial compen-
sation, the anti-procrastination function will not be performed and the
amount of life insurance purchased by individuals will be small.

The second potentially fatal flaw is the shape of the curve repre-
senting the probabilities of death by age. In the early years, probabilities
of death are low. The probabilities increase with advancing age, and in
the later years they increase rapidly. Natural premiums for life insur-
ance, therefore, are small in the early years of age, increase with
advancing age, and in the later years increase rapidly.

The shape of the curve is a problem for two reasons. First, the low
probabilities mean that gross premiums derived from natural premiums
tend to be small in the early policy years. Thus, the insurance company
does not receive enough premium revenue in the early policy years to
compensate agents adequately for performing the anti-procrastination
function.

Second, the rapid increase in probabilities of death in the later years
produces adverse selection; that is, as gross premiums derived from
natural premiums increase rapidly, the relatively healthy members of
the insured group tend to drop out, leaving only the relatively un-
healthy members still insured. Thus, the quality of the remaining group
of insured individuals tends to deteriorate more rapidly than it would
from the mere aging of the group.

Level-premium, cash-value life insurance represents an effort to
deal with both of these problems. The higher premiums in the early
policy years provide the insurance company with more revenue to
compensate agents for performing the anti-procrastination function.
Also, the level premiums reduce the amount of adverse selection
because policyowners are not faced with rapidly increasing premiums.

Level premiums, however, do not solve the underlying problems..
When it is suggested that the amount of the agent’s commission or the
size of the front-end load be disclosed to the consumer, life insurance
companies and agents oppose such proposals vigorously. They are
probably right when they say such disclosure would be an impediment
to the sales process.

Also, level premiums do not level out the price of the life insurance
protection. If policyowners were informed of the yearly prices per $1,000
of protection, which tend to increase with advancing age, adverse
selection would occur just as it does in the case of gross premiums
derived from natural premiums. Proposals to disclose yearly prices per
$1,000 of protection are also opposed vigorously by the life insurance
industry.

In short, level-premium, cash-value life insurance represents an
effort to overcome two potentially fatal flaws. The effort has been
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successful because the life insurance industry has been able to avoid
disclosing vital information to policyowners and prospective policyown-
ers. In addition, many deceptive sales techniques are widely used, but
that subject is beyond the scope of this discussion.

Level premiums give rise to the savings component of life insur-
ance. The federal income taxation of the inside interest in cash-value life
insurance is generally deferred until the policy terminates, and then the
inside interest is either fully or partially exempt, depending upon the
circumstances surrounding termination.

Life Annuities

A life annuity is an arrangement under which the annuitant
receives periodic payments, usually monthly, as long as the annuitant
lives. The arrangement may or may not involve a minimum number of
payments in the event of the annuitant’s early death. The idea of a life
annuity is to exhaust a principal sum, together with interest, over an
individual’s lifetime. Brannon correctly describes the arrangement as
"insurance against living too long."

Life annuities make sense only when interest rates are low. In that
situation, interest payments alone generally do not provide adequate
income for the annuitant, and invasion of the principal usually is
necessary. The only way to invade the principal and be certain not to
exhaust the principal before the annuitant dies is to utilize a life annuity.

When interest rates are high, interest payments on a given amount
of principal may be almost as large as life annuity payments derived
from the same amount of principal. It makes little sense to use a life
annuity that exhausts principal when it is possible to obtain similar
interest payments and preserve the principal.

Thus far I have been referring to the liquidation period of a life
annuity. A life annuity may have a lengthy accumulation period, either
because it is purchased through installment premiums, or because it is
purchased with a single premium paid many years before the beginning
of the liquidation period.

Federal income taxation of the inside interest during the accumula-
tion period of a life annuity is generally deferred until the annuity is
surrendered or until the liquidation period begins. This favorable tax
treatment has led to the widespread use of life annuities even where the
purchaser has no desire to use the life annuity to liquidate principal and
interest over the lifetime of the annuitant. Indeed, life annuities gener-
ally are not needed in today’s relatively high-interest environment.
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Conclusion
The favorable federal income tax treatment of the inside interest in

cash-value life insurance and in the accumulation period of life annuities
may at one time have been justified, because it was considered socially
desirable to encourage the purchase of substantial amounts of life
insurance for the financial protection of dependents and the purchase of
substantial amounts of life annuities for retirement purposes. It may also
have been justified on administrative grounds, because it would have
been difficult to establish systems to tax the inside interest currently.

Today these justifications are being weakened. With regard to the
social arguments, fewer and fewer individuals are purchasing larger and
larger amounts of cash-value life insurance, so that the favorable income
tax treatment of the inside interest is increasingly a benefit for individ-
uals with high incomes. As for life annuities, they are being used
increasingly by individuals solely because of tax considerations. The
administrative arguments against current taxation of the inside interest
are also weaker because of modern computer technology.

Two powerful arguments remain for continuing the favorable
federal income tax treatment of the inside interest. Although the life
insurance companies’ share of the savings dollar is declining, life
insurance companies remain important financial institutions. I believe
that current taxation of the inside interest would have a devastating
impact on the life insurance industry and would threaten its very
survival. I question whether it would be sound tax and economic policy
to take such a step, even though it may be justified on theoretical
grounds.

The second argument is purely political. Current taxation of the
inside interest is so controversial, and the political power of the life
insurance industry is so broadly based, that any elected representative
would be committing political suicide to support the idea. I cannot
believe that Congress would vote to impose current income taxation on
the inside interest, thereby producing a relatively modest amount of
revenue, in the face of ferocious opposition by the life insurance
industry.



Discussion
Earl R. Pomeroy*

The insurance regulator’s role is a particularly difficult one. An
insurance regulator stands in the cross fire of the market economists and
portions of the insurance industry who decry regulatory intervention
and resulting disruption of free market forces, and consumers and
legislators who berate regulators for inactivity whenever circumstances
suggest that existing regulatory provisions are not always adequate.

Gerard Brannon has presented a substantive and thought-provok-
ing paper. In particular, I shall comment on the four broad types of
governmental intervention in the insurance industry, as outlined in the
paper: reserve regulation, consumer protection, solvency guarantees,
and tax policy. The concluding section will offer some observations on
the existing regulatory structure of the insurance industry in light of the
proposal for a new federal role relative to the industry.

Reserve Regulation of Life Insurance
The life insurance industry today has lower capitalization levels,

slimmer profit margins, and higher risks on its investment portfolio than
it did 10 years ago. These factors have provoked a regulatory response
that has improved the sophistication of regulatory oversight, while
increasing the breadth of regulatory strictures on the calculation and
management of reserves by the life insurance industry. Insurance
commissioners increased regulatory intervention in response to the
characteristics of the marketplace that have made solvency policing a

*Commissioner of Insurance, State of North Dakota.
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significant concern. In this respect, insurance regulation has rejected the
economic theory that this financial services industry is best left to its
own devices, as companies are ultimately answerable to the undeniable
laws of the unfettered free marketplace.

More specifically, regulatory strategies for greater oversight of
reserve regulation have included building a greater sophistication into
the bond evaluation system used by the Securities Valuation Office
while incorporating higher reserve requirements for the lower grada-
tions of bond investments. In addition, the National Association of
Insurance Commissioners (NAIC) has recently adopted a model law
that imposes restrictions on concentrations of lower-quality bonds.
Generally, these restrictions limit "junk bond" holdings to 20 percent
of a company’s assets, with tighter restrictions specifically applicable
to the lowest bond classifications. The Insurance Commissioners are
now developing reserve requirements for real estate and other assets, as
well as limitations on concentrations of identified higher risk invest-
ments.

A consequence of this regulatory activity will be lower investment
returns to insurance companies and lower investment returns and
higher premium prices to consumers. Another consequence will be the
restriction of capital formerly available to certain types of economic
activity. In light of the fact that the regulator’s highest priority is
solvency protection, however, the reserve regulation initiatives are
important and wholly appropriate. 1

Consumer Protection
The initial thrust of regulatory intervention in the marketplace in

order to address consumer protection came in requiring certain disclo-
sures to consumers. The rationale underlying this action was that in
light of the intangible character of insurance products, consumers were
entitled to specific information in order to make prudent choices.

As time has passed, however, the insurance policies offered have
grown in complexity while the regulatory structure has grown in
sophistication. It has become apparent that regulation aimed merely at
informing consumers is not sufficient and more aggressive regulation is
required. For many years now, insurance regulation has been directed at
dictating minimum product quality for various types of insurance

1 Further enhancing all of this effort will be improved benchmarks for evaluating the
adequacy of insurance company reserves, through the development of risk-based reserv-
ing principles. The NAIC activity in this area has been led by Terence Lennon of the New
York State Insurance Department, who deserves a great deal of credit for the leadership he
has provided to the nation°s insurance regulators in this area.
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policies. In terms of a free market analysis, this regulatory action
restricts consumer choices, albeit for the purpose of ridding the market
of consumer alternatives that do not represent a "good buy" under
nearly any circumstance.

A case in point is raised in Brannon’s paper concerning long-term
care insurance. In recent years, regulators have moved to prohibit
certain policy limitations that insurance companies have used to limit
payment of benefits. While these moves have dramatically improved
product quality, they have also increased the claims cost likely to be
experienced by the insurance industry on these products. As a result,
premium prices have increased.

Many of the health insurance products, including long-term care
insurance, face active congressional oversight and intervention. I believe
this is especially the case with health insurance over other lines of
insurance because health insurance coverage .directly involves social
policy issues, and Congress has not had sufficient funds to deal directly
with the problems arising in health care financing. Some members of
Congress seem to go by the maxim, "When one cannot appropriate, the
next best thing is to regulate."

Congress tends to be more interventionist in the consumer protec-
tion area than insurance regulators, for several reasons. The first is
philosophical: while regulators are accustomed to regulating the indus-
try itself, the breadth of congressional legislative authority leaves them
much more accustomed to attempting to achieve social goals through
the imposition of market restrictions. Perhaps another reason can be
attributed to the necessarily more general analysis given to the insur-
ance industry by members of Congress as opposed to insurance regu-
lators. The interplay of market forces may be less clearly understood by
legislators, given the infinite variety of issues with which they must
deal. An example is again afforded by long-term care insurance. Present
congressional proposals would specifically require two features in every
policy--inflation protection and nonforfeiture values. While without
question these features enhance product quality, requiring their inclu-
sion in each policy sold will dramatically increase premium prices and
make this estate protection policy unaffordable to a portion of the
market. Another example of the level of intervention Congress is
comfortable in mandating can be found in Medicare supplement insur-
ance. In the Omnibus Budget Reconciliation Act of 1990 Congress
established a mandate that no more than 10 variations of insurance
policies will be allowed in this market (unless a policy is specifically
authorized as containing an "innovative benefit").
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Solvency Guarantees

Brannon’s paper suggests that the costs of solvency guarantees
should fall entirely upon the financial services industry that is under-
written. As an individual regulator, I wholeheartedly agree with this
assertion. As noted in Brannon’s paper, unfortunately this is not the
case for the savings and loan industry nor for the banking industry, nor
as a general matter is it true for the life insurance industry. Most of the
states with life and health guaranty funds offer a tax credit that
effectively reduces an insurance company’s premium tax obligation to a
state by the amount of assessments it pays into the guaranty fund.
Accordingly, in reality, life guaranty funds ultimately represent a state
taxpayer assessment, not an insurance company assessment.

Brannon correctly asserts a marketplace danger of guaranty funds.
By guaranteeing all policies, market forces encouraging sound solvency
management practices--including high capitalization and low-risk prod-
ucts--compare unfavorably to higher-risk products written by compa-
nies having thin levels of capitalization.

While regulators acknowledge that solvency guarantees through
insurance guaranty funds may have the effect of dulling consumer
sensitivity in this area, clearly guaranty funds serve a critical role in the
insurance market today. Regulators have tried to minimize the down-
side consequences of guaranty funds by restricting agents from touting
the existence of the insurance guaranty funds while soliciting the sale of
insurance products. In North Dakota, for example, an agent may not
discuss the guaranty fund until notification is provided with the delivery
of the insurance policy--well after the application has been submitted to
the insurance company.

An issue exists today as to whether guaranty funds will have
adequate capacity to cover policyholder obligations in light of either the
failure of an extremely large life insurer or in the event of a rash of
several life insurance insolvencies. Guaranty fund capacity is deter-
mined by an assessment limitation, based upon the amount of premi-
ums written by insurance companies in a state in a given year (usually
2 percent of premium writings). In light of recent hearings the NAIC has
held on this subject, I am reasonably hopeful that the guaranty fund
mechanism does have sufficient capacity on a state-by-state basis, even
in light of the regulatory action taken against Executive Life Insurance
Company.

In this specific instance, I commend Commissioner John Garamendi
of California for his careful handling to date of this terribly complex
insolvency. In the event a course of liquidation had immediately been
embarked upon, given the virtually illiquid condition of many of the
junk bond assets held in the Executive Life investment portfolio, a
significant shortfall would have resulted that probably would have
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exceeded the reach of the insurance guaranty fund. I am hopeful the
course the California Insurance Department has set upon, including the
solicitation of contributions from other interested parties, will provide
the policyholders with substantially the benefits of their contracts,
without busting guaranty fund capacity throughout the country.

Tax Policy
Expertise as an insurance regulator has not afforded me particular

expertise regarding the tax policy issues presented by the current
insurance industry tax structure. However, I have some general obser-
vations.

First, Brannon’s paper offers useful comments on the significant tax
subsidy now provided in support of the present employer-based health
insurance system. While this policy has historically been extremely
successful at obtaining insurance coverage for most Americans through
employer-based health insurance plans, obviously further governmental
intervention will be required in the not-so-distant future, in light of the
chronic difficulties of crisis proportions now existing in this line of
insurance. The significant tax subsidy that has been available for
employer-based health insurance would seem to provide considerable
basis for additional government initiatives, aimed at cost and coverage
issues, in the employer-based health insurance system.

A second issue on tax policy involves solvency. Dramatic changes in
tax policy have the potential to cause significant consequences in the
insurance marketplace. It is likely that aggressive tax policy changes
would have a detrimental impact on company surplus positions and
could cause difficulty to the most thinly capitalized companies. I do not
offer this as a reason not to address inequities in the present tax
structure, but rather as a word of caution. Significant changes in tax
policy should be implemented on a phased-in basis after ample notice
and lead time have been afforded, in order to avoid causing failures of
insurance companies that have not had a chance to prepare for these
changes.

Implicit Strengths in the Existing Regulatory Structure
State insurance regulation came into being in the mid 1800s when

the character of the insurance industry was quite different and federal
government activity significantly more limited. However, this does not
mean that the existing structure is irrelevant to the challenges of
regulating today’s insurance industry.

State insurance regulation has had an evolutionary character which,



DISCUSSION 227

generally speaking, has allowed states to successfully perform their
regulatory responsibilities. For example, recognizing the need for inter-
state coordination of insurance regulatory activities, the Insurance
Commissioners formed the National Association of Insurance Commis-
sioners in 1871. Four years later they developed the forerunner of a
uniform financial statement that provides for uniform insurance ac-
counting methods for all companies, regardless of their state of domi-
cile. In 1909, they established the Securities Valuation Office for the
purpose of implementing a uniform valuation of bonds held by insur-
ance companies. In the 1930s, multistate financial examinations were
begun in recognition of the fact that companies were often doing
business across state lines. In the 1970s, the NAIC established a series of
solvency evaluation tests which were run on the financial statements of
all companies filing with the NAIC.

The state regulatory system has undertaken more dramatic steps in
recent years to stay abreast of an industry that has grown significantly
more complex over the past 10 to 15 years. Nationwide regulatory
changes have been implemented through the use of four strategies,
based upon unique attributes of the existing regulatory structure.

First, additional requirements have been added to the financial
statements required of all insurance companies. Actuarial verification of
loss reserves and CPA audits were implemented throughout the regu-
latory system by incorporating these requirements into the Annual
Statements in 1990.

Secondly, the NAIC presently has an annual budget in excess of $15
million and a staff of 155 for the purpose of supporting the more than
8,100 men and women involved in insurance regulation throughout the
state insurance departments. The staff and budget have more than
doubled since 1987, reflecting general recognition that greater support
services from the NAIC would be an important aspect of improving the
regulation of this industry.

Thirdly, regulators have implemented a system of peer review,
wherein the performance of departments vis-a-vis financially troubled
companies is monitored and evaluated on an ongoing basis. In the event
a domestic state refuses to take required action on a financially troubled
company, other state regulators are prepared to initiate the activities
required for the protection of policyholders throughout the nation.

Finally, and most importantly, the NAIC has taken the historic step
of adopting minimum standards for the regulation of solvency. The
standards were enacted in 1989, and in 1990 an audit mechanism was
established for the purpose of verifying state compliance with the
minimum standards. To date, four states have passed an audit review
and have been certified. States have a particularly strong incentive to
obtain certified status, in light of the additional regulatory requirements
that will apply to domestic companies of noncertified states, beginning
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in 1994. States not meeting compliance standards may face the prospect
of the redomestication of their insurance companies, because of the
imposition of further regulatory burdens on their companies’ ability to
transact interstate business. This incentive to obtain certification appears
to have been very successful during the 1991 legislative cycle. To date,
45 states have been identified as including in their legislative proposals
the solvency regulatory bills required to obtain certification.

The U.S. insurance industry is extremely competitive, and this has
resulted in relatively extensive insurance regulation. Without question,
the United States has more insurance regulators per company than any
other country. The insolvencies occurring within the existing industry
structure are due in part to the intense competition in price and product
quality. While regulators and policymakers alike recognize the need to
reduce the number of insolvencies now and in the future, it is unlikely
that consumers will stand for significantly higher prices in order to
provide sufficient return to insurance companies to ensure that insol-
vencies will not occur.

Downside Consequences of Dramatic Federal
Regulatory Intervention

Insurance regulators have significant concerns regarding the future
of the insurance market in the event that sweeping new federal
regulatory proposals are passed by this Congress. Some of the reasons
for their concern are as follows.

First, the federal perception of the solvency problem appears to be
overstated. The intense level of current federal interest seems to be
driven in part by the extreme sensitivity concerning solvency caused by
the substantial number of savings and loan failures, as well as a
perception that the financial difficulty experienced by the Executive Life
Insurance Company may represent a harbinger of things to come within
the life insurance industry. In point of fact, economic analysis of the
three financial services industries reveals that insurance is substantially
different from the thrift and banking industries and is in considerably
better financial health. In addition, while Executive Life became finan-
cially imperiled in light of its reliance upon junk bonds in its investment
portfolio (69 percent of its assets were junk bonds, prior to the action
taken by the California Insurance Department), the life insurance
industry as a whole has followed a much more conservative investment
pattern. On average, only 6 percent of the assets of the insurance
industry are junk bonds.

Second, reforms of the existing structure have not been given
enough time to work. The activity of state insurance regulators in
improving oversight regarding solvency is without precedent within the
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state regulatory system. These reforms should be objectively assessed as
to whether they have sufficiently addressed the new complexities of the
insurance market. Obviously, it will be cheaper, quicker, and more cost
efficient to enhance the present regulatory structure than to scrap it for
a new and unproved system with close analogies to failed regulatory
systems. The dual regulatory structure has been recognized as playing a
prominent role in the widespread failures realized within the thrift
industry, for example.

Third, the market consequences of a federal regulatory structure
may adversely affect the insurance industry. The analysis to date of the
state regulatory system has had a tendency to note every insolvency as
a significant regulatory failure. Under this analysis, regulators are
seemingly being held to a standard of perfection. State regulators would
be the first to acknowledge that the existing structure is not perfect and
that failures will occur within the present state regulatory format. On
the other hand, however, the existing structure, with the expertise,
resources, and existing authority all located at the state level, represents
a regulatory system that will compare favorably with any federal
proposal.

Any viable federal proposal must be developed according to the
laws of least political resistance. One can anticipate that these laws will
have the following consequences.

First, state rate regulation will not be preempted. In light of the
political activity taking place at the state level relative to rate regulation,
driven by the affordability crisis in private passenger auto and health
insurance, state governments would vigorously oppose preemption of
rate regulatory authority. Any member of Congress from a large urban
district is unlikely to vote to remove from the state regulatory system the
ability to evaluate and control premium rates.

Accordingly, the industry faces the prospect of federal solvency
regulation while rate regulation continues at the state level. Over the
long haul, it would be untenable to separate rate regulation and
solvency regulation, in light of the inextricable relationship between
adequate rates and financial solvency. Having a regulatory system not
charged with the complete responsibility would increase the likelihood
that an affordability crisis driven by soaring claims costs would result in
the suppression of premium rates below levels required to maintain
financially strong companies.

Second, it is easier to add than to preempt. Accordingly, a new
federal regulatory oversight role would likely come in addition to the
existing regulatory responsibilities of the states. Portions of the insur-
ance industry looking favorably on federal regulation as a means to
avoid state regulation may find themselves sorely disappointed to find
more regulatory requirements, not less, as a consequence of some new
federal role. As mentioned earlier, dual regulatory structures have not
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proven to be the end-all of solvency regulation, as evidenced by the
other financial services industries. Insurance premium tax revenues are
critical to the budgets of state governments, which have assumed ever
greater responsibilities in recent years. I believe states would fight to the
death any proposal to preempt state premium tax collection.

Third, it is also inevitable that any new federal role be financed
entirely by the insurance industry. Given the federal budget deficit, any
federal initiative must pay its own way, and that would particularly be
the case in a regulatory undertaking of the insurance industry. Admin-
istrative costs to companies would increase in order to pay for any
additional regulatory functions.

Fourth, regulation driven by a federal system is more subject to
political manipulation nationwide than a state-by-state regulatory sys-
tem. As evidenced by the significant changes in regulatory philosophies
between recent Administrations, philosophical swings can be extremely
disruptive to the functioning of a financial services industry.

Conclusion
In conclusion, I believe the debate on insurance regulation will

represent a ball game with two halves. In the first half, the state
regulatory structure is competing against the concept of a perfect
regulatory system. Implicit in some of the searing criticism received to
date is the idea that a perfect structure would not have allowed these
regulatory lapses and that a federal response would be in the nature of
establishing a perfect structure. In the second half of this ball game, the
existing regulatory system will be competing against an actual federal
proposal. I expect that the evaluation of the existing system will be much
more favorable when contrasted with a concrete federal alternative
constructed along the aforesaid principles of least political resistance.



Discussion
Warren R. Wise*

Gerard Brannon presents some interesting points in his paper,
"Public Policy and Life Insurance." In response, I will comment first on
his point that life insurance combines death protection and investment
of the insured’s savings. I will then address, somewhat more exten-
sively, his comments regarding the solvency problem now facing the life
insurance industry.

Policy Values
Brannon asserts that the cash value resulting from premiums paid

on permanent life insurance is equivalent to a savings account. He
denies that it is related to the protection provided by the policy. This
analysis is not entirely accurate and leads to some faulty conclusions.

The cash value accumulation in a life policy results from the leveling
of the total premium over the anticipated term of the insurance protec-
tion. Without this leveling, the premium in the later years would be
excessive. Leveling involves a modest prepayment of premiums needed
to support coverage in later years. The resulting cash value in the policy
is not a savings plan. It is simply the means of providing lifetime
protection at an acceptable price.

The assertion that permanent insurance involves a savings plan
leads to several questionable conclusions. For example, it is erroneous to
conclude that permanent insurance includes savings because the federal

*Executive Vice President and General Counsel, Massachusetts Mutual Life Insurance
Company.
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tax on these savings is less than the tax on other kinds of savings. As
explained, the cash value exists to help meet insurance costs in later
years. It does not exist because of the applicable tax treatment. In fact,
cash value life insurance existed long before the enactment of our federal
income tax law.

It also is erroneous to conclude that the tax-free inside buildup in
life insurance is a tax subsidy to savings and not a subsidy to encourage
the purchase of life insurance protection. The cash value is integral to
the death protection provided by the permanent whole life policy.
Congress gave tax-free status to the interest added to the cash value to
encourage Americans to provide adequate protection against untimely
death. The tax-free status for this interest is not intended as a stimulus
to enhanced savings.

The tax-free status of the interest added to the cash value on a
permanent life insurance policy also is consistent with the legal doctrine
of constructive receipt. Under that doctrine, income is not taxed if the
taxpayer would have to incur a substantial detriment to realize the
income. The constructive receipt doctrine applies to interest on cash
values because the policyholder would have to give up the policy or
incur some other substantial detriment to realize the interest added to
the cash value. The policyholder cannot obtain a comparable policy
without paying a new front-end sales load. If uninsurable, the policy-
holder may not be able to obtain new insurance at all. These are
substantial detriments. Congress also granted tax-free status for the
interest added to the cash value in a permanent life insurance policy
because it did not want to impose a tax on income saved instead of
consumed.

Before I discuss the solvency problem, I want to commend Brannon
for making two very important points.

Some criticize the life insurance industry because they believe the
tax-free treatment for interest added to the cash value in a life insurance
policy is an unnecessary tax subsidy. Brannon points out that other
financial institutions receive even greater subsidies from the federal
government. He notes, for example, the substantial subsidy given to
banks and thrift institutions through the federal deposit insurance
program.

Brannon also makes a telling point regarding the dramatic decline in
the amount of assets committed to life insurance. The insurance indus-
try should take note of this. The trend also is significant beyond the
insurance industry, because traditionally life insurers have been a major
source of long-term investment capital for our economy.
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The Solvency Problem
Now I would like to discuss the life insurance solvency problem.

Brannon asserts that solvency is a significant problem in the life
insurance industry today, and I agree.

The Problem

The record shows clearly that the number of life insurance compa-
nies becoming insolvent has increased significantly over the last few
years. In the 16-year period from 1975 through June 1990, 168 life
insurance companies became insolvent or impaired. From 1975 through
1982, insolvencies averaged five per year; from 1983 through 1989, the
average rose to 17 per year. In 1989, 43 insolvencies occurred, the most
in any year. Between 1975 and 1989, assessments to guaranty funds
totaled $485 million. Costs rose from $62.4 million in 1988 to $160 million
in 1989.

This trend is continuing. In 1990, over 25 percent of all life insurance
companies had four or more financial ratios outside the usual ranges.
Companies like these have historically been designated by the National
Association of Insurance Commissioners (NAIC) for immediate regula-
tory attention.

The change in the size of the companies becoming insolvent also is
significant. Not long ago most insolvent companies were small and had
only a few policyholders. Now we face the problems that arise when
major companies like First Executive and First Capital become impaired.
We also face the financial problems surrounding an insurer like Mon-
arch right here in Massachusetts.

The life insurance industry offers a unique product. It receives
money from customers today in return for an intangible promise to pay
benefits at some future date. The value of the promise depends entirely
upon the insurer’s ability to. pay. The solvency problem is truly serious
if the consumer’s financial needs are not met because the insurer fails to
meet its obligations. This is true no matter what the size of the insurer
may be. It is not an acceptable answer to say, as some do, but not
Brannon, that on the average only a few companies become insolvent
and the amount involved is comparatively insignificant. We must focus
on the plight of the insurance consumer who buys insurance but fails to
receive the promised insurance benefit.

As Brannon observes, the high interest rate environment of the late
1970s and early 1980s triggered a product revolution in the life insurance
industry. As a result, the industry is more competitive than it was 10
years ago. Profit margins have declined. Capital and surplus levels have
declined. Companies that could comfortably ride out bad times, like the
current slump in the real estate market, are now at greater risk because
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the liability side of the balance sheet has changed. Today life insurance
companies offer more investment-oriented products, such as single-
premium life, universal life, and guaranteed investment contracts, as
well as traditional products with higher cash surrender values like
participating whole life insurance. In order to offer higher returns, some
insurers are taking more risks on the asset side of the balance sheet as
well. As a consequence, the industry is more vulnerable to failure than
it once was.

The product innovations in the life insurance industry over the past
several years could result in an abuse of the solvency system. But, as I
will discuss later, controlling possible abuse is feasible. It can be done
without denying protection for the values associated with these policies.

Brannon’s Solvency Suggestions

Brannon and I agree that today solvency is a major problem in the
life insurance industry. We do not agree about the solution to the
problem.

Brannon suggests that solvency protection provided for insurance
consumers should be limited to the death benefit provided by the policy.
He asserts that the protection should not extend to the cash value or
"savings" associated with the policy. Clearly, Brannon goes too far in
suggesting that solvency protection should be denied to the cash value
in any life insurance policy. Solvency protection should be provided to
all persons who buy life insurance and whose quality of life would be
imperiled by the failure of their insurer to fulfill its promises. The loss of
the protection afforded by a permanent life policy or a universal life
policy, both of which have cash value, is just as devastating to a
consumer (especially one who has become uninsurable) as the loss of
the protection provided by a term policy that does not have cash value.
Any "solution" to the solvency problem that does not cover assets is
probably unworkable and is certainly incomplete.

For these reasons I believe Brannon’s suggestions regarding how
the solvency problem might be solved miss their mark. Before offering
my suggestions regarding how the industry could approach the sol-
vency problem, I want to discuss several fundamental principles that
should be included in any solution to the solvency problem.

Principles regarding Solvency Solution
Any solution to the solvency problem must protect the interests of

the insurance consumer. It would not be acceptable simply to protect life
insurance "insiders," such as industry executives, sales representatives,
state insurance regulators, or anv federal regulators.



DISCUSSION 235

In addition, all the interested parties should be required to make a
contribution toward the cost resulting from the insolvency of a com-
pany. The contributors should include all life insurance companies,
including the insolvent company, life insurance sales representatives,
state insurance regulators, and all life insurance consumers affected by
the insolvency. The present system, which unfairly requires that only
financially successful life insurance companies cover the cost of an
insolvency, must be abandoned.

Improved Regulations

The regulations that help prevent insurance companies from be-
coming insolvent must be improved to meet the solvency problem.
Specifically, life insurance companies must be required to meet risk-
based capital and surplus requirements. In other words, a company
should maintain high investment reserves if it follows a high-risk,
high-yield investment strategy. A company also needs to maintain high
reserves where liquidity is lacking or where the company does not
match assets and liabilities.

Reserve requirements should also be strengthened, and the opinion
of a valuation actuary should be required on asset-liability matching.
Prudent insurers that write investment-oriented business have been
matching assets and liabilities since the early 1980s. New York State law
requires matching. All states should require it.

Investment restrictions should be strengthened. Insurance regula-
tions must take into account the growing dependence by the industry on
investments other than stocks and bonds, such as junk bonds and
commercial mortgages.

Accounting practices should be improved, as should audit and
examination practices. Controls over reinsurance transactions should be
strengthened. Perhaps most important, insurance regulators should
have sufficient resources to do a good job. In the past, state insurance
departments have not had the resources they need. This situation has
been worsened by the recent fiscal crises faced by many states, including
Massachusetts.

Guaranty Fund Improvements

Guaranty funds maintained by any government for the benefit of
life insurance consumers need improvement to meet the solvency
problem. Every life insurance company that becomes insolvent places a
heavy financial burden on well-managed insurers to make good on the
promises made by the insolvent company to its policyholders. In effect,
well-managed life insurance companies pay twice--once when they lose
business to companies that make unrealistic promises and later become
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insolvent, and a second time when they are assessed by guaranty funds
to pay for the insolvent companies’ promises.

Today the insurance industry sustains guaranty funds by assess-
ments on solvent companies. In other words, when an insolvency
occurs, state guaranty funds raise the money needed to cover losses by
an assessment on solvent companies. It would be better to fund the
insolvency by advance assessments on all life insurers. By doing so,
even insurers that ultimately become insolvent would contribute toward
the costs arising from the insolvency.

The amount assessed in advance should be determined on a
risk-adjusted basis. It seems reasonable that companies creating the
greatest risk should be required to make the largest contributions to the
guaranty funds. To make this plan effective, insurance regulators should
select the factors that will show the degree of risk involved in each
company. They also should make advance assessments based on their
determination of the risk created by each individual insurance company.

As mentioned above, four groups should pay for the cost of
insolvencies: other insurance companies, insurance sales representa-
tives, the government, and insurance consumers. Insurance companies
should help pay for the cost of insolvencies because they have a
self-interest in maintaining the reputation of the industry. Life insurance
sales representatives should be required to contribute to the guaranty
fund maintained for the benefit of their clients. Insurance consumers
rely on the advice they receive from their sales representatives. If the
representative is financially at risk, the representative will be more likely
to sell insurance written by a financially secure insurer. Contributions
could be obtained from sales representatives by requiring that they
contribute to the guaranty fund before they can obtain their license to
sell insurance.

State insurance regulators should also be required to contribute to
the cost resulting from an insolvency involving insured persons living in
their state. This requirement should be imposed because the cost
incurred would give the state a strong incentive to regulate vigorously to
prevent insolvencies. The contribution from the state could be obtained
by permitting insurance companies to offset their guaranty fund contri-
butions against their state premium tax liability. Many states already
permit this.

Insurance consumers also should bear part of the cost if the
company they select later becomes insolvent. This could be done easily
by limiting the amount of their recovery to a portion of their loss. For
example, under California’s new law, insured persons can recover only
80 percent of their claim. Forcing consumers to bear a portion of their
loss might encourage them to investigate carefully before they choose
their insurer. This might help reduce the financial burden resulting from
the insolvency of insurers.
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Who Should Administer the Solvency System?
These are the principles needed for an effective solution to the

solvency problem. But who should be responsible for administering the
solution? Two ways to deal with the solvency problem are being
considered. One involves strengthening state regulation of the solvency
of the life insurance industry. The other involves federal oversight of life
insurance industry solvency matters.

Many responsible persons in the life insurance industry believe the
best approach is to strengthen state regulation of solvency. They believe
that the NAIC should develop model laws and regulations for this
purpose to be adopted by the states. This process is already underway.
Leaders in the NAIC, like Commissioner Earl R. Pomeroy, have taken
the initiative in this effort, which the life insurance industry supports.

A successful NAIC effort will meet the needs of insurance consum-
ers and it will preserve the existing scheme of insurance regulation. But
the important question is "Will the effort succeed?" Will all the states
adopt the NAIC model laws? If the states do act, will they do so without
making meaningful changes in the NAIC model laws? And will all the
states have all the resources needed to regulate effectively under the ¯
new system?

These are troublesome questions. The problem today is bad
enough! It will be infinitely worse if the industry~its leaders, its sales
representatives, and its regulators--promises a solution and then fails to
deliver it.

Some thoughtful leaders in the industry and some representatives
in Congress suggest federal oversight of life insurance solvency as
another solution. This approach would use a federal "lever" to promote
a uniform, minimally competent level of state regulation, but would
otherwise minimize federal involvement in insurance regulation.

To obtain this result, Congress could simply enact a law setting
forth: (1) specific and uniform solvency standards; (2) specific guaranty
fund provisions; and (3) minimum financial resource and competency
standards for state insurance departments. The federal law would
further provide that these provisions should be adopted by the states
within a stated period, say two years. Adoption of these provisions by
the states would be a condition for continuation of the privilege given
insurers under the McCarran-Ferguson Act to sell insurance in interstate
commerce, while also being regulated by the states and not by the
federal government.

The federal law also should provide that, if an individual state fails
to enact a timely law adopting the federal solvency standards, insurance
companies domiciled in that state would be prohibited from selling
insurance in interstate commerce outside that state. To give relief to
these companies, the law could further provide that companies domi-
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ciled in such a state would be allowed to sell insurance outside their
state of domicile if they agree to be bound by the laws of any other state
that had adopted the federal solvency standards.

This federal oversight approach is an attempt to preserve the
traditional role of the states in regulating life insurance activities, and
particularly solvency, while also ensuring that the provisions to protect
insurance consumers from solvency losses are adopted uniformly and
are applied effectively throughout the country.

Which approach should we support? A successful effort to improve
state regulation is most desirable. The efforts of the NAIC and individual
state commissioners to improve state regulation are commendable. On
the other hand, the General Accounting Office recently studied this
effort carefully and concluded that it will not succeed, even though it is
highly laudable. The reason given: the NAIC does not have the
jurisdictional clout to obtain the desired result.

If the effort to improve state regulation fails, we should all support
federal solvency standards and federal oversight of solvency through a
system like the one I have described. The life insurance industry serves
an important need of its customers and, more broadly speaking, an
important need of our society. We have a duty and an ethical obligation
to meet our responsibilities to our policyholders. The solvency problem
must be solved, and it will be. If it can be solved at the state level, fine.
But, if federal intervention is necessary to obtain an effective solution,
the industry should accept the federal role because a solution to the
solvency problem is "the right thing to do."



Public Palicy and
Praperty-Liability Insurance
Scott E. Harrington*

The property-liability insurance industry has experienced signifi-
cant turmoil during the past decade. Three related issues have received
enormous attention: increases in the frequency and severity of insurance
company insolvencies, high and increasing costs of automobile and
workers’ compensation coverage, and volatility in prices and in avail-
ability of commercial liability insurance coverage. These phenomena
have led to considerable debate over the efficacy of state insurance
regulation and the industry’s limited exemption from antitrust law.
Much of the policy debate concerns whether federal regulation of
insurance company solvency, expansion of state regulatory control over
insurance pricing, and narrowing or elimination of the exemption from
antitrust law are needed to deal adequately with these problems.

This paper addresses solvency regulation, rate regulation, and the
antitrust exemption for the property-liability insurance industry. In
each case, it first briefly reviews rationales for government action to
enhance economic efficiency. Then it will discuss regulation in practice
and whether proposed changes will enhance efficiency. The discussion
suggests three conclusions. First, the case for substantive federal inter-
vention in solvency regulation is not compelling, and federal interven-
tion could ultimately lead to an increase in the total cost of insolvency.
Second, state regulatory control of insurance pricing is inefficient.
Rather than expanding state regulation, efficiency would be better
served by deregulation of rates. Third, substantial change in the
industry’s antitrust exemption will not alleviate market problems. It

*Professor of Insurance and Finance, College of Business Administration, University
of South Carolina.
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could aggravate these problems, and it definitely would require a costly
period of adjustment.

Solvency Regulation
Insolvency risk for property-liability insurers arises from uncer-

tainty over both the magnitude of liabilities for claim payments and the
return on assets purchased with investor capital and premiums. The
value of insurer net worth also may fluctuate with changes in interest
rates. Finally, up-front payment of premiums and deferred payment of
claims create a significant risk of fraud and opportunistic behavior by
insurers.

Rationales for Solvency Regulation

In general, consumer difficulty in identifying weak insurers, possi-
bly weak incentives for solvency by some insurers, and high costs to
consumers of insurance company failure provide the major rationales
for government monitoring of solvency (including controls on insurer
behavior) and government guarantees of insurer obligations in the event
of insolvency.1 The case for government monitoring will be presented
first, assuming that government guarantees of insurer obligations do not
exist. The case for government guarantees and their relation to moni-
toring will then be discussed.

Government monitoring. The expected cost to insurers of providing
coverage declines as insolvency risk grows. The costs of evaluating
insurer insolvency risk are high for many consumers. If some consumers
cannot identify financially weak insurers at the time coverage is pur-
chased and some firms have weak incentives for solvency, uninformed
consumers will be attracted to insurers with low prices but high
insolvency risk. If all consumers are uninformed, financially weak
insurers might drive out all safe firms by charging lower prices. Since
consumers would soon learn that their insurance had little value,
demand for coverage would decline. Moreover, even if consumers could
costle~ssly and accurately evaluate solvency risk prior to purchase, they
would remain vulnerable to changes in insurer behavior that would
increase insolvency risk and appropriate policyholder wealth after the
time of sale.2

1 For further discussion of several of these issues see Munch and Smallwood (1981),
Finsinger and Pauly (1984), and Kunreuther, Kleindorfer, and Pauly (1983).

2 Such changes in behavior could be especially likely if an insurer’s financial condition
were seriously weakened by adverse experience.
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In principle, government regulation can prevent or at least mitigate
these problems. Insurers with the incentive to be safe would be likely to
demand such regulation. In addition, a high incidence of insolvencies
without solvency regulation would be likely to stimulate substantial
consumer awareness 0~, insolvency risk and motivate some insurers to
undertake a variety of ~tivities to bond future claim payments, such as
restrictions on miniskirt capital and payments of funds to policy
owners. One likely type of restrictive covenant would be an agreement
for the insurer to submit to external monitoring. A rationale for
government monitoring is that it could be less costly than multiple
private arrangements.

Compulsory insurance requirements provide another motive for
government monitoring of insurer insolvency risk. For example, per-
sons with few assets to protect are likely to demand low-premium,
low-quality compulsory liability coverage. Since the market could be
expected to meet this demand, government regulation of solvency
might be needed to achieve the underlying policy objective of compul-
sory coverage.

Government guarantees. Since safety is costly, the efficient level of
insurer insolvency risk will not be zero. Absent government guarantees of
insurer obligations, insolvency would impose large costs on policyholders,
and they are likely to demand some protection against such costs. Risk-
averse policyholders will be willing to pay more than the expected cost of
unpaid claims to receive such protection. Private provision of such protec-
tion may be infeasible, given the possibly high correlation across insurers in
factors causing insolvency and the large amounts of capital needed to
insure the solvency of a private guarantor. However, it is possible that
public provision of mandatory coverage with the costs spread broadly
among insurance buyers could be efficient.

The possibility that failure of one insurer or rumors of trouble could
produce a "run" that would adversely affect otherwise solvent insurers
might provide a second motive for government guarantees. Without
government guarantees, it is possible that a run could occur if a failure
led to cash flow problems and ultimate liquidation of assets (tangible or
intangible) at prices below their true value. However, this motive would
appear to be much weaker for property-liability insurers than in a
fractional reserve banking system.

Unless all policyholders are unable to identify safe insurers, a major
drawback of government guarantees is that they are likely to increase
the incidence of insolvency. The reason for this is that accurate risk-
based premiums are likely to be infeasible in practice. Hence, govern-
ment guarantees will involve moral hazard: policyholders will have less
incentive to buy coverage from safe insurers and some insurers will have
less incentive to be safe.

Since government guarantees erode market discipline for high-risk



242 Scott E. Harrington

insurers, regulation must provide more discipline if an increase in the
frequency and severity of insolvencies is to be avoided. However,
increases in regulatory monitoring are unlikely to offset completely the
effects of reduced private incentives, for two reasons. First, the amount
of information and knowledge concerning insurer safety that is available
to regulators will not equal that diffused among and communicated
through large numbers of market participants and transactions. Second,
if government guarantees spread the cost of insurer insolvencies broadly
among insurers, policyholders, and taxpayers, they can reduce pressure
on government to commit resources and adopt internal controls that are
necessary for efficient monitoring. The extent to which this occurs
depends on the design of guarantees. Among other factors, if insolven-
cies impose costs on the owners of safe insurers, they will have greater
incentive to demand regulatory actions to control these costs. I return to
this subject below.

The general literature on moral hazard in insurance (for example,
Shavell 1979) suggests that it is likely to make partial insurance coverage
optimal. This implies that efficient guaranty fund protection will not
provide complete protection to policyholders and, intuitively, that the
optimal "co-payment" will be relatively greater for consumers who are
best able to monitor insolvency risk-~that is, consumers who can
monitor at relatively low cost. A complicating factor is that co-payments
will not induce greater monitoring if the costs are borne by other parties,
as would be true if the liability insurer of a judgment-proof tortfeasor
were to become insolvent.

Solvency Regulation in Practice

State governments have primary responsibility for insurance regu-
lation. Some coordination and uniformity among the states is achieved
through the National Association of Insurance Commissioners (NAIC),
which promulgates insurer financial reporting requirements and adopts
model legislative bills for consideration by individual states. Primary
responsibility for solvency regulation of an insurer traditionally has
rested with regulators in its state of domicile.

Overview of state solvency regulation. Solvency regulation has three
main facets: (1) controls over insurer operations, such as licensing
requirements, minimum net worth requirements, and limitations on
choice of investments; (2) monitoring of insurer financial condition,
including periodic on-site examinations; and (3) a system for paying a
portion of the claims of insolvent insurers. The most important moni-
toring system is administered by the NAIC. A team of examiners uses
statistical analysis of financial ratios and scrutiny of financial results to
prioritize insurers for further regulatory review or action by regulators in
the state of domicile.
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Most states enacted guaranty funds after the NAIC adopted a
model property-liability insurer guaranty fund bill in 1969.3 With the
exception of New York, which has a pre-funded plan, each state’s
guaranty fund assesses surviving insurers (in proportion to their pre-
mium volume in the state) for amounts needed to pay covered claims of
its citizens (Figure 1). Most states limit coverage to $300,000 or less per
claim except for workers’ compensation insurance claims, which usually
are fully covered. The maximum assessment on insurers in any one year
generally is limited to either I or 2 percent of state premium volume. If
the limit is reached, additional assessments are made in subsequent
years. 4

Causes of recent insolvencies. During the period 1984-89, the number
of property-liability insurer insolvencies was much larger than historical
norms, but the annual insolvency rate was always less than I percent of
all insurers. Net assessments by guaranty funds increased dramatically
during this period (Figure 1) but they still represented less than one-half
of 1 percent of nationwide premiums in each year.s Many insurers that
failed in the 1980s wrote relatively greater amounts of commercial
insurance, compared to earlier periods when insolvent insurers more
often had specialized in auto coverage.

The increase in property-liability insurer insolvencies has led to
substantial controversy over the underlying causes and the efficacy of
state solvency regulation. Much of this controversy revolves around a
report issued by a U.S. House of Representatives subcommittee chaired
by Rep. John Dingell (D., Mich.), following an 18-month investigation.
The Dingell report blames insolvencies on insurer fraud and misman-
agement coupled with ineffectual regulation and raises the specter of
another savings and loan type disaster unless something is done.6

The Dingell report reiterates many criticisms of state solvency
regulation that have been discussed for the past 20 years. Specific
criticisms include insufficient resources devoted to regulation, use of
unreliable information, lack of coordination among regulators in differ-
ent states, infrequent and poorly prioritized on-site financial examina-
tions, and the absence in many states of requirements for independent

3 This followed the introduction of a bill in the U.S. Senate that would have created
a federal guaranty system. At that time only a few states had guaranty systems.

4 Guaranty fund laws in a majority of states include a provision that permits insurers
to raise subsequent premiums to cover the costs of assessments. However, in a compet-
itive environment, premium rates will only reflect the expected cost of assessments from
new and renewal sales rather than the cost of assessments related to coverage sold in prior
years. Other states require premium surcharges for assessments or allow insurers to offset
assessments against state premium taxes over a period of years.

s Premiums written for the industry totaled $208 billion in 1989.
6 For further discussion and critique of this report, see Harrington (1991). Also see

NAIC (1990).
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Figure 1
Net Assessments by Property-Liability

Insurance Guaranty Funds: 1980 to 1989
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CPA audits of insurer financial statements, for certification of loss
reserves by a,n actuary, or both.

The report focuses on four property-liability insurer insolvencies,
three of which (Mission Insurance Company and affiliates, Integrity
Insurance Company, and Transit Casualty Insurance Company) are
large compared to historical norms. As of year-end 1989, net guaranty
fund assessments for these three insolvencies totaled almost $900
million. The National Conference of Insurance Guaranty Funds (NCIGF)
projected that net assessments ultimately would total $1.3 billion, but
the magnitude of the ultimate deficit and required guaranty fund
assessments is subject to significant uncertainty.7

The Dingell report and other anecdotal analyses generally suggest,
based on hindsight, that these insurers undertook rapid growth in new
and risky product lines and charged substantially inadequate prices and
established woefully deficient loss reserves (reported liabilities for claim
costs). Inadequate prices and loss reserves are frequently emphasized in
postmortems of insurers. However, as is discussed further below, it is

7 According to the Dingell report, the receivers for these insolvencies estimated a total
deficit of $5 billion. Transit Casualty accounted for over one-half of this amount, but the
report suggested that the estimate for Transit Casualty could contain substantial error. As
of year-end 1989, the NCIGF projected net assessments of approximately $300 million for
this company.
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usually difficult to determine the extent to which these phenomena
reflect unfavorable realizations in losses as opposed to deliberate under-
pricing and under-reserving. Mission, Integrity, and Transit Casualty
also made extensive use of managing general agents authorized to make
risk selection and pricing decisions and to arrange for reinsurance.
Much of the insurance and reinsurance sold by these insurers was
reinsured with hundreds of different U.S. and foreign reinsurers. Some
of these reinsurers became insolvent and did not pay amounts owed
Mission, Integrity, and Transit Casualty. Many others are denying
payment, alleging fraudulent concealment of information by these
companies. These disputes are now being litigated.

As has been the case for some synopses of the savings and loan
mess, allegations that property-liability insurer insolvencies are due
mainly to incompetence and moral turpitude are exaggerated and
incomplete. At least two other causes need to be considered. First,
unexpected growth in liability claim costs for policies sold during the
early 1980s undoubtedly contributed to the increase in the number and
magnitude of property-liability insurer insolvencies, which began in
1984 (Figure 2).~ This increase in insolvencies followed sharply deterio-
rating industry financial results for commercial liability insurance cov-
erage and coincided with the onset of the highly publicized liability
insurance crisis.

Mission, Integrity, and Transit Casualty had been in business for
many years prior to insolvency, had received the highest financial rating
from the major insurance company rating agency (the A.M. Best
Company) almost until the time that regulatory action was taken, and
had been audited by leading CPA firms. As the Dingell report empha-
sizes, these insurers rapidly expanded sales of liability coverage prior to
insolvency. In retrospect, much of this coverage was very risky; for
example, toxic waste liability, products liability for pharmaceutical
companies, excess limits coverage, and reinsurance. Based on hind-
sight, the Dingell report concludes that these companies engaged in
massive and deliberate understatement of loss reserves. However, a
significant amount of the reserve inadequacy for these and other
insurers that failed since 1984 is likely to have been caused by unpre-
dictable increases in both the frequency and severity of claims, even if
financial problems associated with such increases did cause some in-

8 General liability insurance includes coverage for products liability, environmental
liability, and the like. While some of the growth illustrated in Figure 2 could reflect
deliberate understatement of loss reserves in the early 1980s, the data nonetheless suggest
substantial unexpected growth in claim costs. The data do not include the experience of
insurers that later became insolvent. Such companies may have been most likely to
deliberately understate loss reserves in the early 1980s.
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Property-Liability Insurance Industry
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surers to pursue high-risk strategies in the face of imminent insolven-
cy-that is, to "go for broke" or "gamble for resurrection."

Second, although little is known about this issue, interest rate risk
also might have played a significant role in the problems of some
insurers, as was the case for many savings and loans. Property-liability
insurers invest mainly in medium- and long-term government and
high-grade corporate bonds. Since changes in interest rates generally
have a greater impact on the value of these investments than on the
value of insurer liabilities, the market value of property-liability insurer
net worth is negatively related to interest rates. It is possible that
increases in interest rates in the early 1980s, in conjunction with
unexpected increases in claim costs, produced severe financial problems
or actual insolvency for some insurers. These problems may have led
some of these insurers to go for broke.

The property-liability insurance market also appears to be charac-
terized by cyclical fluctuations in prices. While the causes of such
fluctuations are not fully understood, cyclical reductions in commercial
liability insurance prices during the early 1980s could have contributed
to the financial problems and subsequent insolvency of some insurers
(Harrington and Danzon 1991).
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The role of guaranty funds. It would be very difficult or impossible to
sort out the effects of guaranty funds from other factors that cause
insolvency. Based on theory, it is highly probable that guaranty funds
contributed to the increased frequency and severity of insolvencies in
recent years, as well as to the greater prevalence of insolvent insurers
that wrote significant amounts of commercial insurance as opposed to
personal auto coverage. As noted earlier, guaranty fund protection can
encourage entry and growth of weak insurers with low premiums, and
it can facilitate go for broke behavior by insurers that have been
wounded by exogenous influences.9

Without guaranty fund protection, many insurance buyers would
have much less incentive to choose an insurer with the lowest premium,
regardless of its safety. Although many insurance buyers might be
ill-prepared to assess insurer financial strength, others (such as large
commercial buyers, or agents and brokers) are better able to do so.
Moreover, a strong preference for safety would motivate insurers to
make their promises to pay claims more credible to all buyers. This could
be achieved by holding more capital, by obtaining high ratings from
private financial rating services, and the like. Agents and brokers would
be more motivated to identify and deal with safe insurers in order to
avoid loss of future income due to policyholder departures in the event
that an insurer failed. Other parties, such as providers of mortgages and
auto loans, also would be expected to pay more attention to insurer
safety.

Contrary to complaints that guaranty fund protection may be
inadequate, a significant advantage of property-liability insurance guar-
anty funds is that coverage is limited.1° Expansion in the scope of
guaranty fund protection should be avoided. Instead, the scope of
protection probably can be reduced to achieve a better balance between
providing incentives for safety and protecting consumers from losses in
the event of insolvency. One approach is to reduce or even eliminate
guaranty fund protection for commercial insurance. This would increase
incentives for commercial buyers to deal with safe insurers and discour-
age them from buying coverage that they know is underpriced. Variants
of this approach have been endorsed by a large insurer trade group and
by the NAIC, and about 10 states have adopted limitations related to net
worth of commercial insurance buyers. A majority of state guaranty

9 Insurers with substantial intangible assets (such as those that arise from investments
in sales forces) that could be lost in the event of insolvency have considerable incentive to
operate safely regardless of the scope of guaranty fund protection. However, guaranty
fund protection gives buyers less incentive to purchase coverage from such insurers unless
their intangible assets are associated with the provision of desired services.

~0 Life-health guaranty fund coverage is even less comprehensive and is arguably
inadequate in some states.
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funds contain small deductibles for covered claims. Consideration also
might be given to incorporating a coinsurance provision that would
require buyers (commercial only or both commercial and personal) with
guaranty fund protection to bear a percentage (for example, 10 percent)
of their loss above any deductible in the event of insolvency, unless the
loss falls on some party other than the buyer.

Changes of this type can be made only if political pressure for
expansion of guaranty fund protection is overcome. The benefits of
guaranty fund protection are obvious and highly visible to the public;
the costs are spread broadly and are largely invisible. The popular media
seem to emphasize incomplete coverage under existing guaranty funds
rather than promote informed discussion of the advantages of further
restrictions.

The adoption of risk-based capital requirements for insurers or
advance, risk-based premiums for insurance guaranty funds also might
mitigate the adverse effects of guaranty fund protection on incentives for
safety. An NAIC task force is studying the former possibility. These
proposals have theoretical appeal, but their successful application is
likely to be hindered by inability to measure insurer risk accurately,
especially the magnitude of insurer liabilities. Moreover, regulatory
choice of capital standards or risk-based premium rates also would be
subject to substantial political pressure.

Any state guaranty fund system with advance premiums (as op-
posed to current post-insolvency assessment schemes) also would create
a risk that accumulated funds would be appropriated by state legisla-
tures for non-insurance purposes.11 Perhaps more important, post-
insolvency assessment in many states may provide financially strong
insurers (and their trade organizations) with more incentive to exert
pressure for effective solvency surveillance and efficient liquidation of
insolvent insurers than would be the case with advance premiums. The
reason for this is that unexpected increases in the costs of assessments
are likely to be borne by owners, as opposed to being fully shifted to
customers or taxpayers.12

Is Federal Regulation Desirable?

The increase in property-liability insurer insolvencies has led to
valid concern about the ability of regulation to detect and deal with
aggressive pricing and deliberate understatement of loss reserves, as

11 Experience under New York’s advance premium system provides some support for
this concern.

12 The desire to avoid loss of premium tax revenue in states that allow offset of
guaranty fund assessments against premium taxes also might produce pressure for
controlling the cost of assessments.
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well as with the extent to which reinsurance can be used to finance
excessive growth. However, based on evaluation of industry net worth
relative to liabilities and, perhaps, recent actions by the NAIC (described
later in this section), industry analysts generally believe that the finan-
cial condition of the property-liability insurance industry is basically
sound (Stevenson 1990; McCauley and Siemek 1990). Under the current
regulatory system and reasonable economic scenarios, it is implausible
that insolvency problems in insurance will even begin to rival those of
the savings and loan industry.

Nonetheless, it is highly probable that legislation will soon be
introduced that will provide for some federal role in insurance regula-
tion. While few details are available, it is possible that such legislation
will require minimum federal standards for state solvency regulation
and provide for direct federal regulation of reinsurers and surplus lines
insurers. 13 Other frequently discussed proposals for federal intervention
in solvency regulation, some of which have a long history, include an
option for federal regulation of companies that operate in many states,
and a federal insurance guaranty program.

The NAIC has taken a number of steps during the past several years
designed to improve solvency regulation (NAIC 1990). The extent to
which pressure generated by the Dingell investigation influenced some
of these changes is not clear. It is likely to have had some effect. Model
bills have been enacted or amended to require increased disclosure and
oversight of the activities of managing general agents and reinsurance
brokers and managers, and to significantly strengthen conditions that
reinsurers must meet before insurers can reduce their reported liabilities
to reflect reinsurance purchases. The amount of financial statement
disclosure for reinsurance transactions and loss reserves was signifi-
cantly expanded. The NAIC also adopted minimum standards for state
solvency regulation and a mechanism for certifying state compliance.

The establishment of minimum standards by the NAIC weakens the
case for federal standards. At least 15 states have requested certification;
many others are considering legislation needed to achieve compliance. If
some states fail to take action, their insurers will be likely to receive
greater scrutiny in other states where they do business (or in states
where they may be seeking a license). The attendant erosion in tradi-
tional deference to domiciliary regulators will create pressure for certi-
fication. Financially strong insurers also can be expected to pressure for
certification of their home states.

Recent insolvency experience and debate should lead to improved
monitoring by state regulators. It is clear that regulators need to pay

13 Surplus lines insurers sell coverage in a state without being licensed and subject to
full regulation.
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close attention to insurers with rapid growth and extensive use of
reinsurance in product lines that are difficult to price. This is especially
important if most of their policyholders are largely protected by guar-
anty funds, if their owners or principals have little to lose from
insolvency, or both. More attention also should be devoted to measur-
ing interest rate risk and to estimating and monitoring the market value
of net worth.

In principle, increased centralization of solvency regulation has its
advantages (for example, reduction in possibly inefficient duplication of
effort, better coordination of liquidations of multistate insurers, and so
on). However, it is not clear that politically induced inefficiencies would
be smaller with federal regulation. In fact, they could be greater. Given
the history of federal guarantees for depository institutions, the risk that
federal intervention in insurance solvency regulation will ultimately lead
to an inefficient expansion in the scope of guaranty fund protection is
not trivial. Spreading the cost of insolvencies even more broadly
through a federal guaranty system, which probably would be "pre-
funded" (and most assuredly would be backed by taxpayers), is the one
thing that should be avoided if the objective of policy is to minimize the
total cost of insurer insolvencies.

Moreover, while one might hope that the Congress would learn
from past mistakes, congressional inaction in dealing with mounting
insolvency costs for savings and loans is relevant to the debate over
insurance regulation. The deliberate congressional policy of "forbear-
ance" for insolvent thrifts, which multiplied the total cost of insolvency
by allowing go for broke behavior, is (or at least should be) sobering in
this regard. It has been argued persuasively that the policy of forbear-
ance was not an aberration; it was an ordinary and routine response to
constituent pressure (Romer and Weingast 1990). State regulators also
may face considerable pressure to delay liquidation of insolvent domes-
tic insurers, but regulators in other states will face less pressure to do
nothing while losses mount, and deference to domiciliary regulators is
not without limits. Moreover, any shortcomings of state regulation that
allowed the costs of recent property-liability insurer insolvencies to
increase seem trivial compared to the federal policy of deliberate
forbearance for insolvent savings and loans. Since the incentives facing
the Congress have not obviously changed, it is not at all clear that a
fiasco of this sort cannot happen in some other area.

Rate Regulation
Government regulation can affect the average overall rate level for

an insurer. For a given average rate level, it also can affect the level of
rates paid by consumers with different characteristics (for example, by
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restricting rate classification). If regulation suppresses rates below
market levels, whether overall or selectively, supply shortages can be
prevented, at least in the short run, by mandating service to all
customers through involuntary market mechanisms such as reinsurance
pools, joint underwriting associations, and assigned risk plans.

Rationales for Rate Regulation

Little or no justification exists for regulation of property-liability
insurance rates to enhance efficiency. The competitive structure of most
property-liability insurance markets, most notably the absence of sub-
stantive entry barriers, is inconsistent with supra-cost pricing in long-
run equilibrium. The industry’s limited antitrust exemption does not
alter this conclusion, as will be discussed below. Entry barriers for the
sale and underwriting of insurance by other institutions, such as banks,
might possibly prevent the introduction of alternative technologies, but
they will not produce supra-cost prices. Hence, regulatory limits on
maximum rate levels are not justified (Joskow 1973; Klein 1989; and
Cummins and Tennyson 1991; also see Harrington 1990).

The use of regulation to establish minimum rates has been sug-
gested as a means to reduce insolvency risk for some insurers and
perhaps to dampen any cyclical fluctuations in prices.14 Even if this
approach were politically feasible, it is not at all clear that it would be
preferable to regulatory monitoring of pricing and risk-taking, especially
in view of the anti-competitive potential of minimum rate regulation.

Adverse selection with asymmetric information could provide some
rationale for government establishment of residual markets and regula-
tion of residual market rates but evidence suggests that these markets
are very small, absent substantive regulatory suppression of voluntary
or residual market prices. Theoretical work on insurance pricing also
raises the possibility that insurers may engage in some inefficient risk
classification (Crocker and Snow 1986), but again this is not likely to
justify significant intervention in insurer pricing and risk selection
decisions. Finally, theory suggests the possibility of efficiency gains
from subsidizing liability insurance rates for some persons or entities
that might otherwise engage in risky activity without liability coverage
(Keeton and Kwerel 1984). Even if this is true in principle, regulators do
not have the knowledge of individual consumer preferences that is
necessary for efficient implementation (that is, for target efficiency).

14 Several states passed "flex-rating" laws following the liability insurance crisis of the
mid 1980s. The alleged purpose of these laws, which require approval of percentage rate
changes in excess of specified benchmarks, was to reduce price-cutting in so-called "soft"
markets that was believed to affect subsequent price increases and availability problems in
"hard" markets.
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Rate Regulation in Practice

Rate regulation across states is very diverse, both in terms of
statutory authority for rate regulation and implementation by state
insurance commissions. In personal auto insurance, for example, over
20 states have "competitive rating laws" intended to allow market
competition to determine rates. The remaining states require some form
of prior approval by regulators before rates are changed. Rate regulation
in some of these states is probably pro forma. In contrast, for many years
a relatively small number of states, including Massachusetts, New
Jersey, and South Carolina, have employed comprehensive rate regula-
tion with varying degrees of overall rate suppression and restrictions on
rate classification. The results of such policies have included large
involuntary markets and exits by many insurers.~5

The trend in both auto insurance and workers’ compensation
insurance in the past several years has been toward greater regulatory
intervention to limit price increases. While workers’ compensation was
exempted, this trend is exemplified by the passage of Proposition 103 in
California, with its populist proposal for an across-the-board rate
rollback for most property-liability lines, its limits on rate classification,
and its institution of prior approval rate regulation. The greater politi-
cization of rate regulation in auto and workers’ compensation insurance
coincides with increases in the underlying costs of providing coverage
and thus in premium rates that would be charged in the absence of
regulation.

Attempts to make coverage more affordable through rate regulation
cannot be reconciled with economic efficiency. Proponents of public-
utility-style rate of return regulation (including limits on allowable
operating expenses) and restrictions on rate classification argue that
insurance rates are too high because of inadequate competition that
produces inefficiency and excessive profits (Consumer Federation of
America et al. 1989). They also argue that rate classification is arbitrary
and unfair (or that insurers somehow fail to do it correctly). While they
argue for repeal of the industry’s antitrust exemption in order to
promote competition, their regulatory agenda is completely at odds with
this goal. These claims cannot be reconciled with the industry’s com-
petitive structure, especially ease of entry. Again, the antitrust exemp-
tion does not alter this conclusion. If it did, the efficient solution would
be to modify the exemption, not to expand rate regulation.

While measurement of insurer profits and rates of return is prob-

is For example, 15 insurer groups left the South Carolina automobile insurance market
in 1990, mainly because of the adverse regulatory environment.
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lematic~ accounting data do not suggest excessive returns.16 Claims of
widespread inefficiency usually point to "large" ratios of operating
expenses to premiums. The costs of settling and paying claims (for
example, attorneys’ fees) are lumped together with commissions to
agents, risk selection and policy issue costs, and state premium taxes.
The level of claim costs is usually not mentioned, unless it is to castigate
insurers for not doing enough to reduce accident rates.

The argument that insurance markets exhibit widespread ineffi-
ciency implies that insurers are willing to leave large amounts of money
on the table. Instead, insurers have substantial incentive (the lure of
higher profits) to minimize costs, including both the sum of claim
payments and claim settlement expenses and the cost of product
distribution necessary to provide a given level of service. The argument
that the insurance industry is highly inefficient also presumes an
absence of competition. If a large part of the market could be served at
lower cost, why does some company not do so, given the immense
profit potential? Why do consumers upset by high premiums not flock
to insurers with lower expenses, if by doing so they could pay less
without any reduction in service? If rate regulation somehow distorts
incentives for efficiency, the efficient policy is to abandon rate regula-
tion, not to control expenses.

It is possible that some inefficient insurers could survive if consum-
ers find it difficult to identify low-cost insurers. Whether this is an
important problem in insurance markets has been disputed by academic
researchers (for example, Dahlby and West 1986). My own view is that
it is implausible that significantly greater premiums for large numbers of
buyers could be due to costly consumer search. Moreover, to the extent
that comparison shopping is difficult enough to justify action by the
government, the preferred mode of regulation is increased information
disclosure rather than rate regulation or restrictions on insurer expense
levels.

Consequences of rate suppression. The use of rate regulation to sup-
press rates has several adverse consequences that are suggested by basic
economic theory and, in some instances, empirical evidence (see, for
example, Grabowski, Viscusi, and Evans 1989; Rottenberg 1989). Rate
suppression will make less coverage available voluntarily. This produces
larger involuntary markets, such as joint underwriting associations and

1~ Available evidence on profitability in the property-liability insurance industry,
although subject to considerable debate, does not indicate excessive profits or rates of
return on net worth. While details differ, most analyses suggest that the rate of return on
net worth for the overall industry during recent years has averaged around 10 percent.
(See, for example, Insurance Services Office 1989; also see Cummins and Tennyson 1991.)
Measurement of insurer profitability is problematic for several reasons. See Harrington
(1988) for details.
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reinsurance pools. It also provides an incentive for insurers to reduce
product quality, perhaps in some cases by increasing insolvency risk. As
noted, continued restrictions on rates also have influenced exit by some
insurers.

Rate suppression and the mandated markets that tend to follow also
are likely to produce significant cross-subsidies. Rates tend to increase
for consumers who, on average, have low expected claim costs so that
high-risk buyers can pay below-market rates. Such policies reduce the
incentive for high-~isk buyers to control claim costs. Moreover, by
requiring insurers to pool claim costs among companies, reinsurance
facilities and joint underwriting associations are likely to reduce the
incentive for individual insurers to settle claims efficiently. It is also
possible that rate suppression reduces political pressure on state legis-
latures to adopt potentially desirable forms of claim cost control.

Restrictive rate regulation also can produce long and costly rate
hearings, in which insurance industry employees, state government
employees, consultants, advocates, other experts, and counsel for all
parties engage in unresolvable arguments concerning issues such as the
magnitude of future loss costs, the appropriate size of premium loadings
for insurer expenses and income taxes, and the rate of return needed by
insurers.

The application of public-utility-style rate of return regulation in the
property-liability insurance market is subject to particularly severe
shortcomings. The rate base chosen, which is likely to be accounting net
worth, may diverge significantly from economic net worth for many
companies, especially those with substantial intangible assets that
reflect the value of investments in distribution systems, product devel-
opment, claims facilities, and human capital. The amount of net worth
necessary to write a given level of insurance also must be specified. Any
fixed norm will be likely to distort supply in a number of ways. Low
norms will produce lower premiums but will give insurers incentive
either to exit or to reduce net worth and thus increase insolvency risk. It
also is necessary to allocate an insurer’s net worth by line and by state
for insurers that write multiple lines in multiple states. This allocation
has no compelling theoretical basis and the use of norms fixed by line
and by state is likely to cause undesirable fluctuations in the supply of
coverage. For example, a norm that allocates less (more) net worth than
an insurer feels is necessary to write a given level of coverage will cause
the insurer to contract (expand) supply or perhaps reduce (increase)
quality for that line of business.

Rate of return regulation for utilities commonly is based largely on
historical costs of providing services, along with specified procedures
for allowing for future increases in labor and fuel costs. Insurance
rate-making is not amenable to these simple procedures. The magnitude
of insurance claim costs generally is much less certain than utility costs,
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and the magnitude of costs becomes known much more slowly than for
utilities, especially for long-tailed liability lines. Moreover, considerable
heterogeneity in expected claim costs often exists among insurers that
write business in a given line or state. Attempts to use fixed formulas
and procedures to forecast losses under rate regulation again would be
likely to lead to serious distortions in supply, and they would have an
unequal effect across companies. Attempts by regulators to conduct
detailed analyses of the anticipated loss experience for each company
and line of business would lead to costly duplication of insurer activities.
They also would be likely to produce unresolvable disputes about
various factors that could affect future costs.

Price regulation also tends to reduce the incentive for companies to
adopt efficient innovations over time. If, for example, an insurer were
limited to a specified rate of return on net worth, the potential for
increased profits from the development of new procedures that reduced
operating expenses would largely disappear. As a result, the insurer
would be less likely to fund a given investment, and expenditures for
research on cost-saving or service-enhancing innovations would be
expected to decline.

All of these problems with rate of return regulation might be
necessary evils for natural monopolies. Rate of return regulation for
property-liability insurers can only be justified if the policy objective is
to have prices determined by political pressure rather than competition.

The Antitrust Exemption
The McCarran-Ferguson Act, which was enacted by the Congress in

1945, endorses the primacy of state regulation of insurance and provides
the industry with an exemption from federal antitrust law for activities
that are subject to state oversight and that do not involve boycott,
coercion, and intimidation. A number of cooperative activities have
developed under this exemption, most importantly the development of
policy forms and estimation and dissemination of "prospective loss
costs" by industry advisory organizations. Advisory organizations have
also promulgated "advisory rates" that included expense and profit
loadings, but this is being phased out.17 Some form of cooperative
development of policy forms and sharing of data on paid claims would
be likely to survive antitrust scrutiny. Advisory organization estimation
of ultimate costs for claims already incurred (known as loss develop-

17 The original version of this paper stated that advisory rates had already been
discontinued. In his comments on the paper, J. Robert Hunter pointed out that this was
not the case.
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ment) probably would survive; forecasting of costs for future claims
(known as trending) almost certainly would not. Legislation has been
introduced in the U.S. House by Rep. Jack Brooks (D., Texas) that would
virtually repeal the insurance industry’s antitrust exemption.18

Rationale for the Antitrust Exemption

The cost of insurance rate-making for any of the hundreds of lines
and sublines of coverage is largely fixed. Loss forecasting involves the
estimation of ultimate claim costs on claims already incurred, using data
on paid claims, and prediction of claim costs for new and renewal
coverage using this and other information. Advisory organizations pool
information from a large number of insurers and forecast losses, and
make the results available to companies at cost for use as they see fit. It
is argued that this process lowers the cost of rate-making, reduces entry
barriers, and increases forecast accuracy (and thus lowers insolvency
risk), especially for small insurers with few data of their own. Cooper-
ative development of policy forms also reduces fixed costs, facilitates
comparisons of price and quality of service by consumers, and helps
make claim cost data comparable across companies.

Centralized production of information by advisory organizations
obviously is much less costly than if the same activities were duplicated
by many firms. Whether the development of prospective loss costs by
advisory organizations yields significant efficiency gains depends on
their value in improving individual insurer forecasts. This in turn
depends on many factors, including the extent to which firms can infer
information of other firms from their behavior or from prices. If the
information provided by advisory organizations has significant value, its
availability at low cost is likely to increase its use and to reduce forecast
error variance and thus capital requirements. The result would be lower
prices for any given level of insolvency risk. Of course, this result
assumes that the cooperative activity does not produce active or tacit
collusion.

The Antitrust Exemption in Practice

Dramatic growth in commercial liability insurance premiums be-
tween 1984 and 1986 produced allegations that insurers were colluding
to raise rates above costs and calls for the Congress to modify or repeal
the McCarran-Ferguson Act (Angoff 1988). A 1988 federal antitrust suit

18 The bill includes safe harbors for sharing of data on paid claims and estimation of
costs for claims already incurred. It would not protect estimation of future costs following
a transition period. No safe harbor is provided for development of policy forms.
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by the attorneys general of many states, alleging collusion in conjunc-
tion with changes in the principal general liability insurance coverage
form, was subsequently dismissed but generated substantial negative
publicity for the antitrust exemption.19

A large amount of research dealing with causes of the mid 1980s
liability insurance crisis concludes that collusion is an implausible
explanation and suggests a variety of economic factors that led to these
problems (Clarke et al. 1988; Harrington 1988; Harrington and Litan
1988; Winter 1988; Priest 1987; and Cummins and Danzon 1990). In
general, the industry is ill-suited for cartel behavior given its competitive
structure, heterogeneity, and multiplicity of product lines. There is no
evidence that modern advisory organizations attempt to compel the use
of prospective loss costs (or advisory rates). Moreover, commercial
liability insurance pricing is characterized by substantial flexibility,
including the widespread use of individual risk rating, which is prima
facie inconsistent with price fixing. In auto insurance, most of the major
insurers file their own rates as opposed to using advisory organization
data (Danzon 1983; Eisenach 1985).

The outlook for changes in the McCarran-Ferguson Act is uncertain.
Support for curtailment or elimination of the antitrust exemption has
come from consumer groups and from persons with strong faith in the
efficacy of antitrust law. It is likely that some supporters of federal
insurance regulation favor change in the Act because it will erode the
primacy of state regulation. Insurers and trade groups are divided on
the subject. Some insurer trade groups apparently are willing to com-
promise and accept some change in the exemption. Other insurers are
willing to repeal the exemption in exchange for an exemption from state
rate regulation.

Substantial change in the McCarran-Ferguson Act’s antitrust ex-
emption almost certainly will not enhance the affordability and avail-
ability of coverage. At worst, it will produce higher prices and less
stability. The only certainty is that a significant change (such as
enactment of the Brooks bill) will produce a large amount of uncertainty
about what is legal and the possibility of substantial litigation. The likely
result is a significant transfer of resources to the legal profession.

19 A similar state antitrust suit in Texas was settled in 1991. Ayres and Seligman (1989)
and Priest (1989) provide opposing economic views of the antitrust suit. Priest presents a
compelling case that the anticompetitive story of Ayres and Seligman is without significant
merit.



258 Scott E. Harrington

Conclusions
The case for federal regulation of insurance company solvency is

not compelling. Federal intervention could set the stage for significant,
inefficient expansion in government guarantees of insurer obligations.
What would promote efficiency is the greater reliance on market
discipline that would be induced by reducing guaranty fund protection
for commercial insurance buyers. Holding the line on guaranty fund
protection, and, if possible, reducing its scope, is probably the single
most important step that can be taken to ensure the financial integrity of
the insurance industry.

Additional government control over insurance rates is not needed.
It would be likely to produce significant inefficiency, including higher
claim costs. Instead, rates should be deregulated, and insurance afford-
ability problems should be addressed by measures that reduce claim
costs in .efficient ways. Finally, changing the insurance industry’s
antitrust exemption will not reduce insolvencies, make insurance more
affordable, or dampen volatility in prices and availability. It could make
these problems much worse.
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Discussion
J. Robert Hunter*

The positions expressed in Scott E. Harrington’s paper represent an
effort in what I would term forensic scholarship. His point of view is
similar to the positions taken by his insurance industry clients. Con-
sider, for instance, how Harrington strains to make points favorable to
long-standing positions held by insurers:

(1) He writes that "efficiency would be served by deregulation of
rates," and at the same time suggests maintaining the antitrust
exemption. What could be nicer for insurance companies than
deregulated cartel pricing? What could be worse for America’s
insurance consumers?

(2) He finds that solvency is adversely affected by insurance "un-
certainty," totally ignoring the fact that studies of the riskiness
of property-casualty insurance reveal average risk. Indeed,
although insurers claim below-average returns over the last two
decades, the property-casualty insurer stock index rose more
than twice as fast as the Dow Jones Industrial Average.

(3) He writes that "allegations that property-liability insurer insol-
vencies are due mainly to incompetence and moral turpitude are
exaggerated and incomplete." Yet, elsewhere he notes that
the Dingell report concluded that some insurers pursued "high-
risk strategies," they were led "to ’go for broke’," that insurers
engage in "deliberate understatement of reserves," and that
some general liability insurers deliberately and massively un-
derstated loss reserves.

*President, National Insurance Consumer Organization.
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(4)

(5)

Harrington writes, "Based on theory, it is highly probable that
guaranty funds contributed to the increased frequency and
severity of insolvencies in recent years," noting that "large
commercial buyers" are better able to assess the financial
strength of low-cost insurers. Why would a sophisticated buyer
with millions at risk for liabilities to third parties want a $300,000
cap from a guaranty fund? Not to mention all the wait and
hassle to collect property claims from a guaranty fund?
Harrington finds a competitively structured market for proper-
ty-liability insurance, but ignores the serious blocks to compe-
tition that a study of insurer conduct reveals: the antitrust
exemption; the anti-rebate laws (a type of fair trade law, where
the retail-level or agent price can be set and enforced by the
wholesaler or insurer); and the anti-group laws (whereby peo-
ple are not permitted to join together to buy insurance). He
makes passing comment on the total barrier to bank entry, but
not on the severe economic barrier to entry into direct writing of
insurance, where the real competition for personal lines insur-
ance occurs. He mentions, but fails to explore, the information
barriers people face in trying to find the proper price/service
information on insurers. He fails to mention the fear that
consumers have of moving from insurer to insurer, because of
the total freedom of underwriting and cancellation during the
first 60 days of coverage with a new insurer, in most states.

In this discussion I hope to disabuse Harrington of the recommen-
dations that I believe to be anti-consumer, namely, those that would:

(1) Maintain the status quo as to state regulation of solvency, and
decrease the coverage of the guaranty funds, particularly for
commercial risks;

(2) Deregulate rates; and
(3) Maintain the antitrust exemption. (Harrington opines that free-

ing insurers from the cartel might produce even higher prices
and less stability.)

Solvency/Guaranty Fund Issues
The real reason for the recent increase in insolvencies was the

property-casualty insurance cycle, which bottomed in the mid 1980s and
which I believe was itself caused by greed and/or incompetence of manag-
ers and incompetence of state regulators. Harrington lists the cycle only
third among possible culprits. He believes that the first cause was reserve
shortfall, and shows an exhibit (Harrington Figure 2) that indicates that in
the early 1980s reserves were short by $1 billion to $4 billion, yet he does
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not comment on the $1 billion to $2 billion reserve excess since 1985. This
is simply classic cyclical behavior: keep reserves low when your profits fall,
jack them up when they are great. Harrington’s chart demonstrates that
the cycle was a primary reason for the shortfall.

His second point, that bonds were down when interest rates were
high, is interesting but also shows a misunderstanding of the property-
liability business. Bonds are carried on the books at amortized value and
are well matched with the "tail" of expected payouts. Thus, bond prices
are, for most insurers, irrelevant to solvency.

The cycle was the culprit, driven by greed and mismanagement. As
the head of American International Group (AIG) put it, if the insurers
hadn’t cut prices "to the point of absurdity," there wouldn’t be "all this
hullabaloo" about tort reform (Greenwald 1985).

State regulation has not worked well in the area of solvency. It has
been too slow, and the problem with the guaranty associations is not
that they cover too much, but too little.

As a 1991 study by the General Accounting Office found (p. 3):

Insurance regulators were typically late in taking formal action against
financially troubled companies .... There are many possible reasons for
regulatory delay. Among them are reliance on untimely or unverified
information, lack of legal or regulatory standards for defining a troubled
insurer, and a vague and unspecific statutory definition of insolvency.

I believe the case for federal minimum standards for solvency
regulation is compelling. That the feds might set standards does not
mean I favor a federal takeover of solvency regulation. I do not. I would
hope that all states would meet the minimum standards and fully retain
state regulation, except for areas that states may be unable to regulate,
such as alien reinsurance and alien surplus lines markets. In these cases
only, direct federal regulation may be necessary.

Relative to the guaranty associations, the coverage for personal lines
and small ("ma and pa") commercial insurers should be expanded, not
weakened. Harrington’s call for elimination of commercial coverage should
never extend to small business. Further, his lack of concern for the victims
of corporate wrongdoing is alarming. Consider his suggestion of no
coverage for commercial risks. Suppose the insurer of a product manufac-
turer fails. Assume further that the product is one lille the Dalkon Shield,
and that many women have been seriously injured by the product. I
personally do not mind if large commercial enterprises such as A.H. Robins
(the manufacturer of Dalkon) are liable in the event the insurer fails. But
what if A.H. Robins also goes under? Should the women have no claim
even then against the guaranty fund? Why further victimize them because
both the insurer and the manufacturer failed?
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Deregulation of Rates
If Harrington would agree to eliminate all of the anti-competitive

forces at play in the property-casualty insurance markets (the antitrust
exemption, the anti-rebate laws, the anti-group laws, the barriers to
entry for banks, the information gap, the underwriting selection prob-
lem, at least for risks with good records, and the like), I could then agree
that regulation of prices could be eased, even phased out. If the full
forces of competition were at work, I would see no need for much rate
regulation. But the quality of competition should be tested.

It is vital to repeal the McCarran-Ferguson Act’s antitrust exemp-
tion, in order to start a process whereby states can choose to deregulate
by eliminating their local anti-competitive rules, by establishing com-
puterized price and service information, and so on. Alternatively, a state
could choose to regulate, but the standard by which the courts would
test the efficacy of regulation would be the state action doctrine rather
than the non-standards of the McCarran-Ferguson Act.1

If regulation is chosen, it should be real. As the National Associa-
tion of Insurance Commissioners has found:

The (NAIC) Task Force concludes that total return ratemaking method-
ologies are the most appropriate . . . for states that choose to regulate rates.2

Years of state coddling under weak to useless regulations, coupled
with no antitrust enforcement, have produced what we would expect,
an amazingly inefficient, fat industry. Andrew Tobias, a financial
author, put it this way (1982, pp. 24-25):

Roots of the industry’s inefficiency are manifold. The fire insurance busi-
ness grew up as a massive exercise in price-fixing .... One might expect the
marketplace to impose its own economic discipline--it is competition based on
price that has always been the surest spur to efficiency--but insurance prices...
are notoriously hard to evaluate, leaving consumers unable to spot the best
values and insurers under little pressure to provide them. Federal regulation and
antitrust statutes largely exempt the insurance industry; state regulators are
anxious to keep even inefficient companies profitable ....

If the market were truly competitive, good service would be
expected to cost more, not less. Yet, when Consumer Reports listed the

l Under the McCarran-Ferguson Act, any law purporting to regulate insurance--even
if unenforced~is sufficient to oust antitrust scrutiny. Under state action, the quality of
regulation can be challenged by an abused consumer.

2 The full NAIC adopted this report on June 6, 1984.
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best service insurers for auto insurance,3 the top five and their 1989
expense ratios were:

1989 Expense Ratio
(Percent)Company

Amica Mutual Insurance Co.
(Best Ranking) 36.5

United Services Auto Assn. 26.0
USAA Casualty 32,0
Auto-Owners Insurance Co. 36.7
Cincinnati Insurance Co. 42.9

Average 34,6

And the bottom five and their 1989 expense ratios were:

1989 Expense Ratio
Company (Percent)

Hanover Insurance Company
(Worst Ranking) 47.3

General Accident Insurance
Company of America 36.5

Metropolitan Property & Liability 39,0
Liberty Mutual Insurance Company 26.9
Travelers Indemnity 45.4

Average 39.0

Here are the top five homeowners insurance writers in service
according to Consumer Reports,4 and their 1989 expense ratios:

Company

Amica Mutual Insurance
(Best Ranking)

United Services Auto Association
Erie Insurance Exchange
State Farm Fire and Casualty
California State Auto Association

Average

1989 Expense Ratio
(Percent)

31.7
34.0
28.5
41.3
27,9

32.7

3 Consumer Reports, October 1988 edition. The 1989 expense ratio is for private
passenger auto liability insurance, taken from Aggregates and Averages, A.M. Best & Co.,
1990 edition. The ratio includes loss adjustment expense.

4 Consumer Reports, September 1989 edition. The 1989 expense ratio is for homeown-
ers’ insurance, taken from Aggregates and Averages, A.M. Best & Co., 1990 edition. The ratio
includes loss adjustment expense.
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And the bottom five and their 1989 expense ratios:
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1989 Expense Ratio
Company (Percent)

Metropolitan Property & Liability
(Worst Ranking) 39.4

Prudential Property & Casualty 42.0
Travelers Indemnity 47.8
Allstate Insurance 37.4
Fireman’s Fund Insurance 61,9

Average 45.7

Based on reviewing this sort of information for many years, looking
at complaint ratio information from many states, and 30 years of study
of the markets for insurance, I find no evidence that enough people
know which are the low-cost, good-service insurers to justify the heroic
conclusion that competition can regulate price in insurance. In fact,
since the lower-cost insurers probably produce higher service satisfac-
tion overall than the high-cost insurers, you would expect the latter to be
long out of business, but they are not.

The high cost and the inefficiency of insurers are now getting
national attention. The monopoly rents this industry has enjoyed can be
found in its fat and waste. The insurance industry is headed for a tough
period as it adjusts to either a properly regulated or a properly com-
petitive market, following the coming repeal of the antitrust exemption,
the onslaught of foreign competitors, and the inevitable entry of banks.

The Antitrust Exemption

Harrington fails to point out that after extensive review, the U.S.
Department of Justice under President Ford and President Carter’s
Antitrust Commission both recommended repeal or amendment of the
McCarran-Ferguson antitrust exemption. His paper alleges that rate
bureaus no longer produce final rates. This is incorrect. We have only
just begun the promised change to "prospective loss costs." In some
lines of insurance, final rates are still filed everywhere.

Even if this promise to go to "prospective loss costs" comes to
fruition, it will not end the joint speculation about things like next year’s
inflation rate and other key future factors that should be estimated on a
company-by-company basis, if this market is ever to become fully
competitive.
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Background of the ISO Change
The Insurance Services Office, Inc. (ISO) traditionally has provided

insurers with "advisory" rates made up of two parts: pure premiums (or
projected loss costs) based on a complex equation formula that incorpo-
rates factors such as trending, loss development, inflation, and the
like--this represents about 60 percent of the final premium--and a
factor to load in expenses and profits representing about 40 percent. The
latter factor is determined as a simple single "multiplier" by which the
expenses and profits are loaded into the pure premium.

Why the ISO "Change" Is Meaningless
ISO promises to provide only the complex 60 percent part, the pure

premium or prospective loss costs. It will provide all the data and
calculations except the multiplier to factor in the final 40 percent. But
ISO will "help" insurers fill in this one missing blank in the equation by
providing training and a circular (a sort of "cookbook") that describes
for insurers precisely how to convert the prospective loss cost data into
a final rate. Significantly, the one-step multiplication factor used for this
purpose means that insurers will continue to rely on ISO trend and loss
development data, the key to price-fixing practices. Critical components
of the ultimate premium, which should be calculated independently by
insurers based on their individual judgment and experience, will con-
tinue to be formulated by ISO. Those components include, for example,
labor costs, inflation factors, loss adjustment expenses, and so on. Thus,
significant price-fixing would continue even under the new ISO ap-
proach, even if the insurers do not adopt the method and data needed
to calculate the ISO final rate.

In 1985, the National Underwriter noted the end of the soft market by
reporting that [in general liability] "what has occurred.., is a return to
basic ISO rating subject to a minimum 20 percent surcharge..." (pp. 8, 82).

Harrington argues that there is no evidence that the antitrust
exemption and the availability of jointly set prices had any impact on the
industry relative to the so-called "liability crisis" of the mid 1980s. He is
mistaken. As the New York Attorney General testified before Congress
on June 3, 1991, evidence exists of collusive price-fixing during that
period, but the Attorney General cannot file a lawsuit simply because of
the McCarran-Ferguson exemption. Mr. Sampson said:

Our two-year investigation revealed an industry in which collusion is the
norm, not the exception. We found numerous anticompetitive acts that
would have invited criminal prosecution in any other industry. These
included price-fixing schemes of all varieties, market allocation agreements
between competitors, and tying arrangements that forced unwilling insur-
ance buyers to purchase unwanted coverages in order to get the coverage
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they needed. We could have included these allegations in our lawsuits, and
would have done so were it not for the futility of doing so in the face of the
McCarran-Ferguson Act.

The climate of collusion we found was a major contributing factor to the
insurance crisis of 1985-86. The sharp swings within the industry as a whole
were not the result of mere coincidence, but rather evidence of a lockstep
mentality and an absence of real competition. Although there were thou-
sands of insurance carriers across the country, the direction of the market was
set by precious few companies, the same companies which dominated the
industry trade association.

Smaller carriers blindly followed the price hikes and market withdrawals
of their largest competitors, emboldened by their trade association leadership
who was constantly calling on its members to raise their prices "for the good
of the industry." These factors transformed a gentle swing in the pattern of
prices within the industry to an avalanche of destructive pricing conspiracies.

It is of little solace to insurance consumers who were victims of these
price-fixing conspiracies that the Attorneys General were finally able, after
several years of investigation, to bring antitrust actions alleging boycott,
coercion and intimidation. Were this any other industry, without this
exemption, we could have also brought price-fixing actions (which are easier
to prove than boycott cases), thereby providing consumers with full relief for
all of the injuries they suffered. The McCarran-Ferguson Act effectively
handcuffs our offices, taking away a large part of our antitrust arsenal.

Because they believe that competition is weakened when price-
fixing is allowed, a number of groups support McCarran-Ferguson
reform.5 Even parts of the insurance industry have decided to work for
some changes in the broad exemption to the nation’s normal business
rules. The American Insurance Association has shown flexibility and has
proposed a safe harbors approach. The Alliance of American Insurers
has shown some softening on this issue.

Harrington claims that repeal of the antitrust exemption will not

5 These include Small Business Legislative Council; Consumers Union; National
Federation of Business and Professional Women’s Clubs (BPW/USA); National Council of
Senior Citizens; U.S. Public Interest Research Group; American Federation of Labor--
Congress of Industrial Organizations (AFL-CIO); Consumer Federation of America;
American Association of Nurse Anesthetists; Texas, Colorado, and Illinois Associations of
Nurse Anesthetists; National Insurance Consumer Organization; Consumer Bankers
Association; American Association of Retired Persons; Amalgamated Transit Union;
Environmental Policy Institute; Environmental Action; Public Citizen’s Congress Watch;
National Association of Women Business Owners; Women’s Equity Action League;
American Nurses Association; Association of American Physicians and Surgeons; National
Association of Attorneys General; American Bankers Association; Business and Profes-
sional Women; Citicorp; American Association of University Women; National Women’s
Health Network; Federal Trade Commission; American Association of Colleges of Nurs-
ing; American Society for Medical Technology; Automotive Service Association; Citizen
Action; American Bar A~sociat~on; Society of Collision Repair Specialists (SCRS); and
Older Women’s League.
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lower insurance prices. He goes so far as to say that "At worst, it will
produce even higher prices." It appears that Harrington has found the
secret to lower prices that has eluded all others since Adam Smith--
create cartels to lower prices. But, again, he is in error. As the GAO
found in 1986 in looking at the results of introducing competition into
workers’ compensation insurance markets (p. 32):

Four states--Michigan, Illinois, Minnesota, and Oregon--prepared reports
on the impact of competitive rating. Each of these states reported substantial
declines in the cost of workers’ compensation.
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Discussion
Robert E. Litan*

Scott Harrington has provided an excellent overview of what is, for
the most part, the consensus view among academic scholars on the
subjects of solvency and rate regulation of the property-liability insur-
ance industry. I agree with most of what he has to say. But I disagree
with Harrington’s rejection of a role for federal solvency regulation. I
also draw some broader lessons from the S&L crisis than Harrington
provides in his paper.

State vs. Federal Solvency Regulation
Harrington is generally comfortable with continued state regula-

tion, noting that between 1984 and 1989 guaranty fund assessments
totaled less than one-half of I percent of nationwide premiums. He also
suggests that the four large property-liability insurer failures discussed
in Representative John Dingell’s Failed Promises report may have been
due as much to unexpected increases in claims costs as to deliberate
under-reserving and underpricing. Accordingly, Harrington apparently
finds little fault in state regulation in these cases.

I disagree. In my view, the Dingell report makes a persuasive case
that these insurers did understate their loss reserves and did engage in
reckless patterns of expansion, activities that state insurance regulators
should have caught. The fact that A.M. Best had given these companies
high ratings up to the time that regulatory actions were taken is cause

*Senior Fellow, Economic Studies Program and Director, Center for Economic
Progress and Employment, The Brookings Institution.
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for criticizing the rating agency, not for excusing state regulators. The
same point goes for the accountants who audited these insurers. With
the level of losses these insurer failures will ultimately entail, someone
in the regulatory agencies had to be asleep at the switch.

In addition, while I agree with Harrington that the insurer in-
solvency problem is currently not alarming--at least when compared
to insolvency costs in the banking and thrift industries, which over
the past decade have probably exceeded $250 billion by historical stan-
dards, the numbers of insurer failures and their costs during
the past several years are up sharply. While the general economic climate
in both segments of the insurance industry has not been favorable, state
regulation cannot escape its share of responsibility for the insolvencies. It is
well known that failed insurers generally were poorly managed and
apparently in many cases were looted by their managers or owners. At the
very least, the regulators could have been far more aggressive in limiting
the growth of the "problem" insurers on their watch.

The National Association of Insurance Commissioners (NAIC) has
effectively admitted as much and is now implementing an accreditation
program for state insurance departments. Although Harrington believes
the evidence is unclear, there is no doubt in my mind that the spectre of
federal regulation that Dingell has made so real accounts for the NAIC’s
sudden "religion" on solvency matters.

Harrington apparently believes that the NAIC’s efforts will prove to
be sufficient. The General Accounting Office has recently reached the
opposite conclusion, pointing to the weak power the NAIC has over
individual state regulators. Dingell apparently agrees, because he is
promoting a plan that would require state insurance regulators to meet
minimum federal standards. Little support appears to exist, however,
for totally replacing state insurance regulators with federal regulators.

I do not advocate such an extreme step either, but I see much more
merit in allowing insurers to choose federal regulation. Specifically, much as
banks have the choice whether to be chartered and regulated by the states
or the federal government, insurers could be given a choice whether they
want to be regulated, for solvency purposes only--consumer protection
would remain with the states--by the states or by the federal government.
If they chose the federal option, insurers would join a national guaranty
fund system. Equally significant, by choosing the federal option insurers
would be free from state rate regulation. And if the McCarran-Ferguson
Act has not yet been repealed for all insurers, then the antitrust protection
provided in McCarran-Ferguson would not apply, outside of some "safe
harbors" for data collection and trending, for federally regulated insurers.

Such an option has at least two important advantages. First, it
recognizes what both the NAIC’s accreditation program and Dingell’s
minimum standards proposal ignore: the critical link between rate
regulation and solvency. Somewhat incredibly, a state can get a sterling
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solvency accreditation from the NAIC even though it may have a highly
restrictive regime of rate regulation that limits the profitability of all
insurers and conceivably forces some to lose money.

The Department of Insurance in California--home to what is to date
the largest insurer insolvency in U.S. history, Executive Life--has
recently proposed, for example, that property-liability insurers in that
state be limited to earning a "reasonable rate of return" on surplus only
up to some specified ceilings (set on a line-by-line basis). In testimony
that I have just given on behalf of State Farm, I calculated that if applied
on a nationwide basis, the California ceilings would mean that the
property-liability insurance industry collectively could not earn a mar-
ket rate of return on approximately $50 billion of its $139 billion in
surplus. At a time when the public is concerned about the sufficiency of
capital in its banking, thrift, and--yes--insurance industries, it is
somewhat incredible that any state, let alone the largest one in the
country, can even be thinking about adopting policies that would
discourage insurers from being well capitalized. And to make this effort
even more bizarre, it comes at a time when California’s insurance
commissioner has asked the federal government to help rescue policy-
holders of Executive Life who reside in California.

Given the public concern over mounting insurance costs, it would
be surprising if more states did not follow the lead of California and
New Jersey and attempt to impose restrictive rate regimes, notwith-
standing the criticisms that Harrington and other economists have
effectively marshalled against such an approach. Not only will addi-
tional rate regulation aggravate the insurance availability problem and
contribute to the growth of residual markets, but carried out long
enough and on a sufficiently large scale, it will lead to more insurer
failures. Such an outcome can be prevented by using the availability of
a federal solvency option, coupled with preemption of state regulation,
to discipline states that have not yet understood that rate and solvency
regulation ultimately are inconsistent.

Second, the national guaranty fund that would be created as part of
a federal solvency regulatory scheme would provide more effective
protection for policyholders of failed companies. Under the current
system, policyholders in each state must look only to the guaranty funds
in their states, whose annual assessments on the insurers doing busi-
ness there are capped, generally in the neighborhood of 1 percent of
premiums collected in the state. As a result, state guaranty funds can
face significant cash flow constraints when honoring claims of large
failed insurers, limitations that can force claims payments to policyhold-
ers to be stretched out over time.

A national guaranty fund, even with the same annual assessment
caps, would be better able to handle the costs of large insurer failures
because it would have a much larger assessment base. While I agree
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with Harrington that guaranty fund protection should be curtailed for
many commercial policies, I do not see any case for opposing devices
that would better ensure that personal policyholder claims are paid on a
timely basis rather than spread out over many years.

Admittedly, a significant "adverse selection" problem may occur
with a federal solvency option. Other things equal, it would be likely
to attract the largest nationwide insurers least in need of the McCarran
antitrust protection for joint data collection. The withdrawal of the
large companies from the state guaranty funds would leave those funds
more exposed to cash flow and perhaps ultimate funding constraints,
in the event of large failures of insurers still belonging to the state
systems. Over time, as consumers learned of the greater dangers
associated with state insurers, business would gravitate to the federal
insurers, leaving the states with dwindling regulatory responsibilities.

This pessimistic scenario need not occur, however, if the states fight
back by convincing consumers that they, too, have strong solvency
regulatory programs. In the process, the states would learn that rate
restrictions are antithetical to ensuring solvency. And that is precisely
why a federal solvency option might be just the thing that induces the
states to avoid or repeal any rate regulation.

Forcing the states to compete with the federal government in
regulating insurer solvency might also induce them to look for other,
more productive ways to reduce insurance premiums. Specifically, I
have in mind proposals for true no-fault auto insurance, which I believe
could significantly lower auto insurance premiums, coupled with selec-
tive tort reforms that have already lowered liability insurance premiums
in the states that have adopted them, as Blackmon and Zeckhauser
(1991) have demonstrated.

Broader Lessons from the S&L Crisis
Most reporters, it seems, cannot write about the recent upturn in

insurer insolvencies without drawing a comparison to the savings and loan
disaster. Similarly, the Failed Promises report by the Oversight and Investi-
gations Subcommittee of the House Energy and Commerce Committee
begins with a warning that federal policymakers not let happen to the
insurance industry what happened to thrifts. Harrh~gton, too, draws a
lesson from the S&L crisis: that regulatory forbearance considerably raised
the cost of resolving the thrift mess and therefore should not be repeated in
the case of insurers.

Ironically, however, Harrington’s recommendation that guaranty
funds continue to stick with the post-insolvency assessment method of
finance could in fact facilitate the forbearance policy he elsewhere
abhors. It is true in theory that requiring healthy insurers to pay for



DISCUSSION 273

failed insurers after the fact may give them strong incentives to pressure
regulators to close or merge troubled insurers on a timely basis. But in
fact, as a recent General Accounting Office report (1991) documents,
many state insurance regulators have been late closing insolvent insur-
ers, suggesting that the incentives are not as strong as Harrington and
others may postulate. One reason why is that, as I have already
indicated, the post-insolvency assessments on insurers are capped,
typically at 1 to 2 percent of premiums.

Another potentially more important reason, however, is that pre-
cisely because insurers’ post-insolvency assessments are highly depen-
dent on the pace of insurer closures, state insurance departments that
may otherwise be too close to the insurers they regulate may hesitate to
close troubled insurers too quickly, for fear of unnecessarily increasing
the assessment costs incurred by healthy insurers. If insurers paid fixed
assessments on a pre-insolvency basis, like banks, then guaranty funds
could build up positive balances and insurance regulators could then
proceed to close troubled insurers, safe in the knowledge that the costs
of doing so would not change the costs of healthy insurers in that year.
Indeed, the reason why thrift regulators engaged in forbearance was
that they had insufficient funds to do otherwise. Insurance regulators
are in an even worse situation: they have no funds at all unless they
raise them after the fact, and even then their annual assessments on
healthy insurers are capped by statute.

Of course, I recognize the strong countervailing reasons for continuing
with the post-insolvency assessment system. Among them is the danger
that guaranty fund surpluses will be raided by state governments eager to
avoid running deficits. But if this is the problem with pre-funded guaranty
systems, it can be cured by creating a federal guaranty program. Until
recently, the FDIC has had ample reserves, invested in Treasury securities
to be sure, but still worth 100 cents on the dollar. The same cannot be said
of state governments that may raid their insurer guaranty funds and stuff
them with state government bonds which, as events are demonstrating,
can trade at prices well below 100 cents on the dollar.

Much broader lessons can be learned from the thrift crisis, however,
which are not discussed in Harrington’s paper but which I believe are
central to any effort to prevent future insurer insolvencies. As a number of
observers have pointed out, the thrift crisis of the 1980s was, in significant
part, the product of major policy errors of the 1970s. Specifically, had
Congress adopted the recommendations of the Hunt Commission in the
early 1970s to lift deposit interest rate ceilings then and to permit thrifts to
extend adjustable-rate mortgages, thrifts would have been far better
positioned to have avoided the huge "interest rate shock" of the late 1970s
and early 1980s. Rather than being stuck with low-interest fixed-rate
mortgages when deposit interest costs soared, thrifts would have had
mortgage portfolios with yields much closer to their actual deposit costs.
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And by largely avoiding the "maturity mismatch" of the early 1980s, many
fewer thrifts would have had their capital depleted, the situation that gave
rise to massive "gambling for resurrection" during the rest of the decade
when Congress and the Administration failed to provide sufficient funds to
close down insolvent institutions.

In short, the thrift crisis was far more than a failure of adequate
supervision, or what I would call the "green eyeshade" aspect of solvency
regulation. The S&L disaster had its roots in the flawed institutional design
of the thrift industry itself~the requirement that thrifts borrow short and
then lend long at fixed rates---that cracked when the macroeconomic
environment produced double-digit interest rates.

Similarly, I find that much of the current discussion about insurer
insolvency is of the "green eyeshade" variety: that we need better
supervisors and more of them, and that perhaps the federal government
rather than the states should be in charge of supervision. And so on.

Don’t get me wrong. All of these issues are important; after all, I have
spent most of my discussion time on them. But ultimately, the gravest
dangers to insurer solvency in my view come not from flaws in the
supervisory structure, but from major exogenous events for which we as a
society--and the insurance industry in particular--are ill-prepared.

One such event is a massive earthquake--with far greater destruc-
tive power than the Loma Prieta quake that hit California nearly two
years ago--that scientists project is quite likely to strike at some point in
the next several decades, not necessarily in California but perhaps near
Memphis, Seattle, or any number of other locations around the country.
By various estimates, the insured losses from such an event could rise as
high as $50 billion, or enough to wipe out more than one-third of the
capital in the property-liability insurance industry.

The second event could be even more devastating: a series of court
rulings holding insurers responsible for potentially hundreds of billions of
dollars in costs for cleaning up hazardous waste sites. Thus far, insurers
appear to have won most of the cases that have been brought on this
subject, with courts holding that the "sudden and accidental" exclusion in
the general commercial policy means what it appears to say--that com-
mercial policies do not cover continued releases of hazardous substances
over many years. Nevertheless, a sufficient number of court rulings go in
the other direction to raise the spectre that insurers will have to honor very
large environmental claims costs that they surely did not think they were
covering when they wrote those policies many years ago.

It is tempting, of course, to say that insurers or policymakers can do
nothing now to prevent either of the events I have just described. In a
limited sense that is true. No one can prevent the next earthquake. And
who knows what juries and judges will decide in future environmental
litigations?

Nevertheless, policymakers can take steps now that would substan-
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tially minimize insurer3’ exposure to these events and that are also in the
wider public interest. As to earthquakes, policymakers could adopt a
federal reinsurance program that primary insurers could use for their
exposures to large catastrophic risks, such as a major quake. Such a
program could be set up on a fully "pay-as-you-go" basis, although if a
quake struck in the early years, the federal government would have to
be prepared to lend sufficient funds to the reinsurance corporation to
honor claims, with repayment by the insurers required thereafter over
an extended period. In addition, earthquake damage costs themselves
can be reduced by cost-effective mitigation efforts, which both the states
and the federal government can and should encourage.

Meanwhile, for the environmental risks I am sympathetic with the
American International Group proposal that would eliminate litigation
over responsibility for cleanup of past hazardous waste by establishing
a much larger cleanup fund than currently exists. The fund would be
financed with a small annual premium tax on all commercial insurance
policies and on businesses that self-insure. Such a program would
dramatically reduce both the high transactions costs and the long delays
that have plagued the hazardous waste cleanup effort for over a decade.
In the process, it would also remove the threat of tens (if not hundreds)
of billions of dollars of cleanup claims that now hangs over the insurance
industry like a Sword of Damocles.

In sum, ensuring solvency in the insurance industry is a task too
important to be left just to the auditors and the actuaries. Policymakers,
especially those at the federal level, must uncharacteristically think far
enough ahead to establish an institutional environment that will allow
insurers to remain solvent even in the face of costly adverse events.
Failure to do so, I am afraid, may mean far more insolvencies and
stranded consumers at some point in the future.
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Discussion
Richard E. Stewart*

Scott Harrington’s paper on "Public Policy and Property-Liability
Insurance" addresses two important subjects--rate regulation (includ-
ing the McCarran-Ferguson Act) and insolvency. I will outline briefly
the major issues I see involved in rate regulation, and then focus my
remarks on the question of the solvency of casualty insurance compa-
nies.

Rate Regulation

While solvency is often considered to be the chief goal of insurance
regulation, rate regulation is the subject to which, for over a century, we
have actually devoted the most attention. It covers such matters as
whether to suppress, tolerate, or encourage competition; whether to
allow, support, enforce, prohibit, or have government take over and
perform standard development of policy forms, statistics, and rates; and
how to balance efficiency and fairness in rate regulation, including
questions of cross-subsidy and residual markets.

Today’s debates revisit those questions and add others. We are
struggling a bit, both because the questions are difficult and because no
one brings a broad balance of theory, analysis, history, and explicit
social policy. Today’s formulation of the rate regulation problem raises
several questions.

*Chairman of Stewart Economics, Inc.
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How Much to Rely on Competition
This requires that we define the term "competition" and develop a

way to measure it. Then we must also decide:

(1) Whether to expect and allow competition itself to take care of
pockets of insufficiency;

(2) How much to defer to cost-based pricing and whether to defer
to industry definitions and categories of cost;

(3) Whether to discourage certain kinds or amounts of expense by
not allowing them in a regulated rate;

(4) How, if at all, to deal with ability to pay, especially for a line of
insurance that is a necessity and whose pricing is regressive;
and finally,

(5) How to think about and deal with the side-effects of rate
regulation, such as effects on availability, solvency, and claims.

How to Deal with the Underwriting Cycle
No agreement has been reached among experts about whether or

not the underwriting cycle is natural and even inherent in the business.
Any determination about this will affect our attitudes about:

(1) How much interference in the cycle is desirable, manageable, or
even possible;

(2) What to do, at the next cycle turn, with the array of rebound-
suppressants now in place, including flex rating laws and
multiple-lines joint underwriting associations; and

(3) What, if anything, can and should be done to bring within
prevailing policy about the cycle the impressive array of devices
for opting out of conventional insurance and regulation, includ-
ing self-insurance, captives, and the non-admitted market.

How to Resolve Current Legal Questions
Several major legal questions now command our attention and

action, including:

(1) McCarran-Ferguson Act modification or repeal;
(2) The federal-state split of responsibility for regulation; and
(3) The state action doctrine, calling for more intensive rate regu-

lation if McCarran is no longer a basis for state jurisdiction.

Solvency
To an audience of central bankers I would recommend three initial

thoughts regarding property-liability or casualty insurance company
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insolvency. All three have to do with something’s not being something
else. First, an insurance company is not a lesser form of bank. Dr.
Johnson said a long time ago that being in a ship was like being in prison
with the added chance of drowning. Being a casualty insurer is like
being a bank with the added chance that your liabilities will get you, too.
The second thought follows from the first: When you look at trouble in
casualty insurance, it is not really an asset problem. The weakest assets
on the balance sheets for casualty insurers are not invested assets; they
are trade assets, such as reinsurance recoverables and agents’ balances.
If you see a casualty insurer with weak invested assets, probably you are
looking at a casualty insurer that years ago realized it was in some other
kind of trouble and decided to try to break its way out by shooting craps
on the left-hand side of the balance sheet. The third initial thought is
that the future is not going to be like the past, which is probably a good
thing.

W~ith those preliminaries out of the way, I would like to reflect on
three" large questions still open for discussion in the area of casualty
insurance company insolvency: Is insolvency natural or is it culpable?
What is the duty of the regulator? And who are the victims and what are
we going to do about them?

Insolvency: Natural or Culpable?

It is quite the fashion in financial institution insolvency circles these
days to speak in terms of villains. And it is not hard to see why. We are
all gardeners, and it is nice to say that everything was fine in the garden
until the snake showed up. But it leads to a lot of interesting conse-
quences. One is that everybody close to the situation feels ashamed of it,
and another is that an endless circle of recrimination can get started,
because a perpetrator can always be found. But in the line of insurance
most threatening to the solvency of insurance companies these days,
general liability, the threats are indeed systemic.

Think about it for a second. This industry has a large number of
participants and used to have, but does not have any longer, a lot of
price structuring and support. In some lines, suppression of rates and
underwriting can lead to catastrophes on the sales or revenue side.
Furthermore, this industry’s liabilities are far out in the future, and
nearly impossible to estimate for pricing or reserving purposes. The
industry’s prediction requirements have a lot more in common with
long-range weather forecasting than with something simple like predict-
ing interest rates over a five-year period. This leaves the industry
susceptible to catastrophes on the liability side. Moreover, the casualty
corner of the insurance industry is intensely competitive, usually on
price, and buyers have developed an impressive array of ways to opt out
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of the conventional insurance and regulatory system whenever they
think it is in their business interest to do so.

All this is a recipe for a type of insurance that is going to get in a lot
of trouble. The industry is selling a tremendously valuable contract,
essentially an open-ended "we will pay you if you are liable" contract.
The incentives and rewards for buyers, brokers, and regulators are
concentrated on the front end of the insurance transaction, availability
and price at the point of sale. At the same time, the pressures on the
industry are shifted to the back end of the scale, the willingness and
ability to pay claims. In our complex society, from time to time some
liability that nobody foresaw comes in over the transom and hits
grievously, right across the industry. The hit is essentially nondiversi-
fiable and too late to get into prices. It is very hard to avoid the
conclusion that insolvency is a natural outcome of having a private and
competitive business handle this kind of activity.

When we think about any industry other than the one we work in,
we tend to think that insolvency is a desirable incentive to efficiency,
and purgative of those less able to serve the needs of customers. In other
words, we think insolvency is a good thing--not fun to have it happen
to you, but a good thing that makes the whole show work better. That
being said, I believe the whole emphasis needs to change away from the
villain theory, not because there are no snakes but because the snakes
do not really cause the problem.

The Duty of the Regulator

Our attitude toward insolvency in turn affects how we approach the
second question, the duty of the regulator. You would think we would
know what it was, but I used to be one, and I was not sure. Here are the
competing possibilities. First, it is the duty of the commissioner to
prevent insolvencies. That is the usual formulation. But by saying that
while at the same time saying that insolvency is a natural, not a culpable
outcome, look what happens: you have given the regulator a duty that
essentially he cannot perform. It is akin to saying, if a company goes
insolvent on your watch, fella, you are probably one of the snakes. Early
detection and swift action to take failing companies out of the market are
best in principle, but hard to do in individual cases. It is not too hard,
however, to avoid recognizing insolvency if the problem is coming from
a kind of insurance with a 10- or 20-year time dimension and highly
inexact estimates of losses and therefore liabilities. It is no great trick to
maneuver over, say, a five-year span when a company is going to go in
any event, which normally means your successor will be in office. We
should not surround public servants, or private servants for that matter,
with that kind of incentive unless we expect them to respond to it.

So, if the duty of insurance regulators is to prevent insolvency, but
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in a circumstance where they no longer can do so, since the future is not
going to be like the past, we are just asking people ~o forbear, to put off
the recognition of the bad news. And in the later years of a failing
insurance company, the risks go up rather like the mortality curve in life
insurance, because management has to bet in worse and worse games.

Aid for the Victims

A third open question worth our attention is the action to aid the
victims of insurance insolvency. In the United States, we have decided
to run a large part of our system of financial compensation for accidents
through an insured civil liability system: a bad idea or good idea, but we
have chosen it. And people all over the place rely on it. Some of them
are the buyers of insurance who pick the insurance company and rely on
it for indemnity from the liability that the law places upon them. But our
society also includes a large ring of other people who did not know any
of this was going on and who ended up the victims of some mishap, call
it asbestosis, for which our legal system says that they have redress,
against somebody. Those people are widely dispersed, but in a society
whose rules include product liability, pollution liability, directors’ and
officers’ liability, and a lot of other kinds of liability, a single policyholder
can have a single course of conduct with a hundred thousand injured
people. That means that a group of diffuse and somewhat invisible and
unorganized people can be terribly hurt by the insolvency of an insurer,
on whom part of this system depends. It is inherent in the dual role of
our liability insurance system, indemnity and compensation. It just has
to be faced. It is not just major corporate America that we would be
socking it to if we withdrew one or another protection surrounding the
insurance system.

In the past, the big decisions about risk and resource allocation in
insurance were made by executives, bureaus, state legislatures, state
regulators, and private forums such as arbitration. Today authority is
dispersed, and the decision-makers include lawyers, courts (setting
limits on rate regulation and making financial failure a new prima facie
tort), consumers (especially political constituencies and corporate risk
managers), and federal officials (both making markets easier and ex-
pressing alarm about solvency). This means that decision-making fo-
rums with divergent methods and objectives will compete to make the
big decisions about insurance resource allocation (including insolvency
risk), with the outcome unclear and perhaps out of control for a long
time. Two groups stand to suffer most if we take no action now to deal
with the current situation: first, the victims of mass torts who have legal
claims against an insured person; and second, the small insurance
companies, which will be least able to keep customer confidence during
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a substantial period of uncertainty about whether the whole insurance
market can be relied upon.

In the past three years our firm has written two reports on this
subject.1 Both consider the causes of insolvency, and the second one
gets into what we think should be done about it, specifically in the
design of guarantees. Our own view is that, in an imperfect world,
where we have inherited most of our private and governmental institu-
tional arrangements from the past but must deal with the present, the
best thing to do obviously is to change some of these perceptions about
natural or culpable insolvency and the duty of the regulator. If the duty
is to take the dangerous person off the street like a cop, not to hold him
in your arms like an emergency physician, then the duty of the regulator
is early detection and swift action to take the failing company out of the
market. That duty would include protecting innocent victims with a
limited system of guarantees.

We believe further that the first two, detection and action, can be
done well by the state regulators of insurance, and they will be doing it
better as they pursue the changes that they are embarked upon now.
About the third, liquidation and guarantees, for general liability insol-
vencies of the magnitude that generate victim suffering of the sort I was
describing--insolvencies that are large, complex, time-consuming and
certainly national--we believe they should be managed at the national
level. But whatever we do, we ought to be clear about what it is that we
are doing, and we ought to be reasonably quick about it.

1 Stewart Economics, Inc. "Managing Insurer Insolvency" (1988) and "Insurance
Insolvency Guarantees" (1990).
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