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Detail Outline for Exam 7 – 2007 Part C

· Wiening, Personal Insurance (First Edition) – SK (We also have the book.)

Chapter 10. Personal Loss Exposures and Financial Planning

Social Security – OASDHI = Old-Age, Survivors, Disability, and Health Insurance program.  When only cash benefits are discussed, this is usually referred to as OASDI.  When Medicare is included, it’s OASDHI.

Basic Characteristics of OASDI

Compulsory Program – results in 2 advantages:

1) provides a base of financial security to the population.

2) controls adverse selection as all are covered.

Minimum Floor of Income

Emphasis on Social Adequacy – meant to provide a minimum standard of living to all beneficiaries.  The benefit formula is heavily weighted in favor of low-income groups, the aged, and people w/ large families.

Benefits Loosely Related to Earnings

Benefits Prescribed by Law

Financially Self-Supporting

Full Funding Unnecessary

No Means Test

Covered Occupations

Insured Status

Fully Insured – those who have 40 credits or worked full time for 10 years.

Currently Insured – those who earned at least 6 credits during last 13 calendar quarters.

Disability Insured – must be eligible as described below.

Types of Benefits

Retirement Benefits – full benefits payable at normal retirement age.

Cost-of-Living Adjustment

Early Retirement Age

Delayed Retirement Credit

Monthly Retirement Benefits

Survivor Benefits

Disability Income Benefits

Medicare Benefits

Summary

Chapter 12. Health and Disability Insurance

Disability Income Insurance

Social Security Disability Income Benefits

Eligibility Requirements – must earn a certain # of credits (in 2002, 1 credit = $870 capped at 4 credits a year); must satisfy a 5-mth waiting period; must satisfy: “a physical or mental condition that prevents him or her from doing any subtantial gainful work, and the condition must be expected to last at least 12 mths or result in death.”

31 or older: workers must earn credits according to schedule (31 through 42 = 20; then linear to 62 = 40; then 62+ = 40); plus 20 credits must have been earned 10 yrs immediately before worker becomes disabled.

24 to 30: worker must have worked 1/2 the time between age 21 and time of disability.

Before 24: worker must have earned 6 credits in 3-yr period ending w/ disability.

Benefits – these can go to disabled beneficiaries or unmarried children under 18; unmarried children 18 or older who are disabled before 22 and are eligible for benefits according to disabled worker’s earnings; a spouse caring for a child under 16; and a spouse 62 or older.

Government Health Insurance and Healthcare Programs

Medicare – can be paid to most individuals 65 and older, and to disabled individuals under 65 who are entitled to SS disability benefits for 24 mths, or persons under 65 who need long-term kidney dialysis treatment or a kidney transplant.

Hospital Insurance (Part A)

Inpatient Hospital Care

Skilled Nursing Facility Care

Home Healthcare Services

Hospice Care

Blood Transfusions – except for the first 3 pints.

Additional Benefits

Supplementary Medical Insurance (Part B) – includes physicians’ services in a hospital, office, elsewhere; medical supplies & durable medical equipment; clinical lab services, home healthcare visits if beneficiary is not covered in Part A; outpatient hospital services for diagnosis/treatment of illness/injury; blood, except for 1st 3 pints; ambulatory surgical services.

Financing Medicare – part A is financed by a payroll tax %-age, paid by employee and employer (goes beyond the SS max).  Part B is financed by a monthly premium paid by insured persons and by general revenues of fed govt.

Medicare + Choice (Part C) – 1997.

Original Medicare Plan

Original Medicare Plan with Supplemental Policy

Medicare Managed Care Plan

Private Fee-for-Service Plan

Medicare Medical Savings Account (MSA)

Medigap Insurance – insurance one can buy to cover charges not covered by Medicare.  These are sold by private insurers.

Medicaid – provides coverage to low-income groups.  To qualify for benefits, you have to be poor, which may cause applicants to “spend down” their assets in order to qualify.

· Hamilton/Ferguson, Personal Risk Management and Property-Liability Insurance – SK

Residual Insurance Markets for Residential Exposures (in Chapter 6)

National Flood Insurance Program – passed in 1968.

In 1973 – federal funds are constrained for properties in flood-prone areas unless property protected by flood insurance.  No federally insured/financed lender can lend money on a property in flood-prone area unless covered by flood insurance in a community participating in NFIP.  If the community is not participating in the NFIP, and the property is in a flood-prone area, the lender can make a conventional loan (not federally-backed) but must notify borrower that federal relief might be unavailable.

In 1991 – NFIP added the Mortgage Portfolio Protection Program, which required mandatory flood coverage.

Organization of the NFIP – under Write Your Own (WYO) program, some insurance companies can arrange w/ NFIP to sell policies and to adjust flood claims in their own name.  FIA determines rates, etc.  Private insurer collects premiums, retains commissions, pays out losses, etc.  If flood losses exceed premium holdings, govt makes up difference.  If income exceeds losses, insurer pays excess to govt.

Determination of Flood Insurance Availability – a community may approach FIA to be included in the program, or FEMA can determine an area is flood-prone and notify the community that it must comply w/ federal standards (the community may either apply, contest its flood-prone designation, or not participate in program).

Flood Insurance Programs

Emergency Program – there are 4 emergency rates: residential buildings, residential contents, nonresidential buildings, nonresidential contents.  These rates are subsidized.  However, the limits are relatively low.  These programs are usually instituted while FIA is working on mapping out an area.

Regular Program – when FEMA assesses the area, it gets converted to a regular program (which they must convert to or lose all coverage).  These limits are higher.  Also, residents become eligible for a 2nd layer of insurance.

Flood Insurance Policies

Building Coverage

Personal Property Coverage

Debris Removal

Sandbags, Supplies, and Labor

Property Removed to Safety

Coverage for Increased Cost of Compliance

Property Not Covered

Replacement Cost Coverage

Deductible Clauses

Limitations

Other Insurance

Fair Access to Insurance Requirements (FAIR) Plans – an attempt to make standard lines of property insurance available for exposures outside the voluntary market.

Operation – a property owner outside the voluntary market applies to the state’s FAIR plan through an authorized agent/broker.  FAIR plans can either operate as a policy-issuing syndicate; or contract w/ one or more voluntary insurers to act as servicers;  In all cases, all licensed property insurers required to participate in losses in proportion to their share of premium within the state.

Eligibility – Insurance usually not refused because of environmental hazards (conditions arising beyond the property owner’s control).  Not insurable are: vacant properties; property in poor physical condition or has unrepaired fire damage; property subject to poor housekeeping (accumulation of rubbish); property in violation of law; property not built in accordance w/ building & safety codes.

Coverages – fire, lightning, windstorm or hail, explosion, riot or civil commotion, aircraft, vehicles, smoke, vandalism, or malicious mischief; and sometimes also crime, sprinkler leakage, and EQ.

Beach and Windstorm Plans – found along Atlantic and Gulf Coast states where coastal regions are prone to hurricanes and winter storms.  In 1969, NC started the first beach plan.  Followed by AL, FL, LA, SC, and TX in 1970-1.  Then MS in 1987.  Sometimes, FAIR coverages are extended (HI and MA).

Operation
LA, MS – a single servicing carrier provides all services.

In the other states, the plans issue the policies and provide services.

In all plans, insurers share in the losses according to their premium share.

Eligible Property – practically everything except what’s not eligible under FAIR plans.

Coverages

AL, LA, NC – fire, lightning, windstorm or hail, explosion, riot or civil commotion, aircraft, vehicles, smoke, vandalism or malicious mischief.

NC – also provides windstorm-and-hail-damage-only policy.

Remaining beach plans: windstorm-and-hail-damage-only.

No plans can become effective when a storm is coming.

Cancellation subject to 30-day notice except for: nonpayment of premium; material misrepresentation; and evidence of arson.

Farm Insurance (in Chapter 6)

The ISO forms do have two endorsements: Incidental Farming Personal Liability and Farmers Personal Liability; but these are often inadequate.  Also the extensive farming exposures may make the property ineligible for a HO policy.

A farm policy provides cvg for personal exposures and also for farming exposures.

No-Fault Insurance (in Chapter 8) – before no-fault, many complaints:

Insurance costs were rising alarmingly.

Those injured in auto accidents weren’t being compensated for their injuries.

If they did recover damages, it was a slow and costly process, w/ attorney fees deducted from amts the victims received.

Insurers often overpaid small claims to avoid costly litigation.

No-fault proponents said: “Why can’t WC approach be applied to auto insurance?”

No-Fault Laws – laws that limit the requirement of claimants to prove negligence in auto accident cases so funds can be promptly distributed to injured victims.
Modified Plans – restricts the right to sue, but doesn’t completely eliminate it.

Personal injury protection (PIP) is provided to cover injured victims.

Economic loss = medical expenses, %-age of lost income, substitute services expenses.  To be paid by injured person’s own insurer.

Noneconomic loss = pain & suffering, inconvenience, mental anguish.  To be recovered from the at-fault motorist.

Below thresholds, only economic losses may be recovered from insurers.  Above the thresholds, noneconomic losses may also be pursued.

Monetary or dollar threshold – a limit that medical bills must exceed to sue.

Verbal threshold – determined by the seriousness of the injury (such as “permanent disfigurement”).

Add-On Plans – PIP benefits are provided, but there’s no restriction on the right to sue for more damages.  Additionally, in most of these states, the no-fault insurer may have the right to subrogate against the at-fault motorist.

Choice No-Fault Plans- where an insured can choose at time of purchasing or renewing a policy whether or not to participate in no-fault insurance.  If selected, premium reductions offered in lieu of the right to sue in certain situations.

Voluntary No-Fault Plans – these are not imposed by law.  Insurers don’t have to offer it (unlike in “choice” states) and insureds don’t have to accept if offered.  An insurer may have the right to subrogate to recover losses pay to insured.

Other Characteristics of No-Fault Laws

Vehicles Covered – most states: passenger and commercial vehicles except motorcycles.

Out-of-State Protection – usually, if an out-of-state driver is injured when driving in a no-fault state, their insurer is still required to pay no-fault benefits.

Offsets, Coordination of Benefits, and Deductibles – other recoveries (SS, WC, disability) are usually deducted from paid benefits.

Primary Coverage Following Auto or Individual – coverage may follow either the driver (regardless of auto) or the auto (regardless of driver).

Where there is no coverage available in an accident, many no-fault laws provide for an assigned claims plan – where the state assigns insurers to pay the benefits.  The insurer has the right to recover losses against the owner/driver of uninsured auto.

Subrogation

Weaknesses of Current No-Fault Plans – some complaints:

Laws don’t go far enough limiting the right to sue, possibly due to low-dollar or lenient verbal thresholds.

Rising medical costs & inflation are eroding the effectiveness of dollar thresholds.

Verbal thresholds are vague.  What is a severe injury?

No-fault insurance was meant to reduce premiums, but that hasn’t happened.

Some states have even repealed their no-fault laws and returned to tort.

Personal Injury Protection (PIP) Endorsements (do we need this section? – cuts off)

If PIP Endorsement is used, then Part B – Medical Payments is not in effect.

State laws define the exact benefits, but these are fairly consistent.

Each endorsement includes: insuring agreement listing benefits; exclusions; definitions section; limits of liability provision; conditions by which the insured and insurer must abide.

Coverage Under Modified No-Fault Laws

Benefits (cuts off) – includes Medical expenses; work loss or income continuation benefits; essential services expenses; funeral expenses; survivor benefits.

Residual Market Auto Insurance (in Chapter 9)

Automobile Insurance Plans – assigned risk plans – administered by the state.  Drivers apply to these programs when they are rejected in the voluntary market.  Insurance companies are assigned proportional to premium volume in the state.  The individual companies issue the policies and do all service work.  But rates are uniform as determined by the state.

Reinsurance Facilities – premiums/losses can be ceded to this facility.  The insurer that writes a policy services the claims that arise.  Operating losses/expenses are shared by all insurers.  When an insurer writes a policy, they can either keep it in their voluntary business or ceded the premiums to the facility, but each insurer is limited in the total amt of premium they can cede.  When a claim occurs, the insurer pays the claim and is reimbursed by the facility.  Periodically, losses are apportioned among insurers according to a formula.

Joint Underwriting Associations (JUAs) – a select # of insurers are designated to handle all residual business.  Results of JUA business are shared based on an insurer’s share of the voluntary auto insurance written.  How it works: the insurer forwards an unacceptable applicant to the JUA.  Then the JUA picks a servicer who issues the policy.  The rates are uniform, based on the experience of the pool.

Maryland Automobile Insurance Fund – the only state-run fund.  A driver must provide evidence of cancellation from one insurer and evidence that application was rejected by 2 other private insurers.  Everything is run by MAIF personnel.

Summary

· Jenkins, "Natl Flood Insurance Program, Actions to Address Repetitive Loss Properties," – SK

(2004)

Introduction – floods are bad and cause lots of damage.  From 1992 to 2001, they caused $55B in damages and killed 900 people.  The govt paid out $7.7B in claims.

FEMA is part of Dept of Homeland Security (DHS), and is the #1 federal agency that helps with floods.

Their NFIP has helped to minimize/mitigate damage/financial impacts – saving $1B a year through improving floodplain management and setting building standards.

But what about repetitive loss properties – where 2 or more losses occur greater than $1,000 each in a 10-yr period?

Testimony provides perspective on:

FEMA’s approach to mitigating flood-related losses;

the effect of repetitive losses on NFIP;

recent actions taken/proposed to address impact of repetitive loss properties.

Summary:

FEMA uses many approaches.  NFIP identifies flood prone communities; makes flood insurance available; provides funding for mitigation planning activities before and after floods occur.

Repetitive loss properties are a large portion of claims.  Only 1% are insured by the program while accounting for 38% of claim costs historically.

FEMA’s new strategy is to target the most frequent offenders and either phase out cvg or begin charging full and actuarially based rates.

Background – floods are bad!  In 1968 – NFIP began.

FEMA Has Sought to Minimize Flood-Related Losses Through the NFIP and Various Mitigation Grant Programs – FEMA is good.  Lots of political horn-tooting.

· “Government Insurers Study Note,” CAS Study Note, May 2006 – W
Introduction – 5 reasons for govt participation (and evaluation):
Filing Insurance Needs Unmet by Private Insurance – sometimes insurance is either unavailable or unaffordable in the private market.  The govt can step in with its financial capacity and subsidize losses through taxing all taxpayers even if they don’t benefit from the insurance; or through charging less than the actuarial cost.

Sometimes needs change.  In 1968, the Fed Crime Insurance Program was intended to help with crime.  As loss prevention methods were put into place, the private market was able to set rates below the govt, and the program expired in 1995.

Compulsory Purchase of Insurance – necessary in Auto and WC since w/o cvg, an offender may not be able to meet their legal liability obligations.  Compulsory insurance leads to the involuntary market.

Convenience – sometimes a govt can better provide for insurance.  But if the private market is willing and able to provide a reasonable market, the govt program should not exist just because it’s more convenient.

Greater Efficiency – some believe lower costs come w/ govt insurance, but these savings may be overstated as some non-insurance govt employees may be doing some of the insurance work.

Social Purposes – possibly the main reason for govt insurance.  WC is meant to rehabilitate and train injured workers back into work.  SS is meant to be a welfare program for the elderly and disabled.  NFIP is meant to improve construction in flood-prone areas.  Can private insurance meet these goals?

Evaluation of Govt Insurance Programs – 3 questions to ask:

Is the govt insurance necessary or does it achieve a social purpose not provided by private insurers?

Is it insurance or a welfare program?  Welfare is to provide benefits to people based on need w/o payment from those receiving assistance.

Is the program efficient and accepted by the public?

Crop Insurance – operated by Fed Crop Ins Corp (FCIC), which is owned by US Dept of Agriculture (USDA).  In 1996, USDA created Risk Management Agency (RMA) to operate FCIC.

RMA subsidizes costs of insurance, which covers: crop damage due to drought, hail & flood, and market risks.

Private insurers sell the policies, which are then reinsured by the govt.

As risks aren’t shared proportionally, private insurers realize gains while govt realizes losses.

RMA subsidizes premiums and reimburses admin costs to private insurers.

Complaints include: program doesn’t provide enough insurance; program encourages overproduction.  Program overhauled in 2000 w/ the Agricultural Risk Protection Act (ARPA).

ARPA increased premium subsidies to encourage cvg levels to go from 27.5% of losses to 70% cvg.  Premium subsidies went from 24% to 59%.

The overhaul seems to have produced better loss ratios: 153% in 1981-1990 has fallen to 93% from 2001 to 2005.

WC Insurance

A) Federal WC Programs

1) The Federal Employee Compensation Act (FECA) – covers non-military federal employees.  Administered by the Office of WC Programs (OWCP).  It appears to be efficient, as admin costs were 4.6% of obligations in 2002 while in other state systems, they were as high as 16.6%.

2) The Longshore and Harbor WC Act of 1927 – covers Longshore, harbor, and other maritime workers injured while working on or near navigable water in the US.

3) The Black Lungs Benefits Act – covers wage-replacement and medical benefits to coal miners who get black lung disease and to eligible survivors.  This program is financed by coal miner operators through a federal excise tax.  The program seems to be struggling with debts from prior years.

B) State WC Programs

Partnerships with Private Insurers – an employer can get WC insurance from a private carrier, a state WC fund (if available), or self-insurance (if they have sufficient financial capacity).  Only a few states have exclusive state funds (no private insurance allowed).  When private insurers can sell WC, it’s a public-private relationship between them and the state.

State Funds
Concerns about private insurers:

Employers might be forced out of business if insurance is rejected.

High premium rates might affect a state’s economy.

Mandatory coverage = low elasticity of demand = potential high prices.

The existence of a state fund solves these problems.

These are set up by the legislature; run by a board appointed by the governor; exempt from federal taxes; and serve as the insurer of last resort.

Competitive State Funds – 20 states

Exclusive State Funds – includes ND, OH, WA, WV, WY.

C) Evaluation of WC Insurance

Private carriers make up a little over 50% of benefits paid.  State funds have a significant share: about 18%, and increasing each year.  This defers in each state.

Some say state funds are specialists in WC, so they can be expected to offer more rehabilitation services, but private insurers are also offering the same services.

State funds usually have lower expenses – as there are no agency commissions or other marketing costs.

Evidence shows that state funds and private insurers are able to provide WC in an efficient manner.

Unemployment Insurance – no private insurance counterpart (considered to be uninsurable).

Established as part of the SS Act of 1935.

Intended to provide temporary financial assistance to unemployeds.

Each state is different – following federal guidelines, but offering different amts and durations.

Premiums come from employer taxes on wages earned in the prior year.  A federal tax is levied.  90% is returned to the states.  10% funds program admin through grants and loans.

Fed requirement: taxes must be experience-rated.  There are also tax rate mins, maxes, and time lags in tax adjustments.

Eligibility: worker must earn a certain amt of wages or a certain amt of time during a 1-yr period.  They must be unemployed through no fault of their own, and must be actively seeking work.

Continued eligibility: weekly claims filed (reporting job offers or refusals of work)

Sometimes, the “actively seeking” part is not enforced.

Benefits: usually 50% of individual’s earnings over a 52-week period (subject to state max and min).  These insurance benefits are subject to fed income tax.

Four factors to consider:

1. In the 2nd half of the 20th century, unemployment insurance replaced 1/3 of lost wages for workers who qualified.

2. Research shows that unemployment ins prolongs unemployment.

3. Proposals have been made to permit payment to parents who choose to take parental family leave.

4. Among those eligible, only 2/3 bother to collect, questioning social adequacy.

Catastrophe Funds

Florida Hurricane Catastrophe Fund – started in 1993 after Hurricane Andrew.

All private insurers that insure residential property in the state are required to participate (except for reinsurance and E&S).

Covered: Contents, additional living expense.

Not covered: fair rental value, loss of use, business interruption.

Insurer retention = company “multiple” (determined by FHCF) * reimbursement premium (amt company contributes to the fund).  The “multiple” = projected max claim paying capacity of FHCF (currently $15B) divided by estimated FHCH premium (currently $708M).  Reimbursement premiums based on actuarial indications by zip code, deductible, construction, type of cvg, etc.

FHCF pays claims from the fund balance, reinsurance purchased by the fund, and from revenue bonds secured by insurer premiums.  They also pay costs of getting reinsurance, debt service on revenue bonds, admin costs, and mitigation program costs.  About $10M a year goes to improve hurricane preparedness, wind resistance of buildings, and education.

The FHCF served to stabilize the FL property insurance market until 2004 & 2005 when they got hit by lots of hurricanes, and the fund dropped to $6.1B in 2004 and $3.1B in 2005.  Previously, the fund increased about $600M a year.  If FHCF can’t meet this need, private reinsurance would probably not assume the exposure w/o a significant increase in price.

It appears that this program is a successful cooperation between govt and private insurers.

California Earthquake Authority – started in 1996 after Northridge EQ.

CA requires all insurers to offer EQ cvg, but after Northridge in 1994, they started non-renewing and not writing new policies.

CEA established in 1996.  It doesn’t receive funds from or contributes premium into the state general fund.  They also aren’t protected by CA Ins Guaranty Assoc.  CA can’t help to pay claims if CEA goes insolvent, but the State Treasurer may sell bonds to fund the CEA.

An insurer can choose to participate in the program.  (Currently there are 18 participants that provide initial capital.)

CEA can buy reinsurance, enter into capital market contracts, and issue bonds.

CEA is required to hold $350M capital.  They can assess the insurers if there’s a shortfall.

The CEA can set aside funds to establish an EQ Loss Mitigation Fund.

CEA “issues” about 2/3 of CA EQ policies.

Rates consider: location, soil, construction, age, presence of EQ hazard reduction factors, etc.

The CEA has successfully provided protection by allowing private insurers to provide coverage.

However, they have not been successful in increasing the level of EQ to homeowners.  Currently, less than 15% of CA HO’s purchase EQ.  They have cut rates and increased consumer education to entice more people to get insurance.

Pension Benefit Guaranty Corporation – created in 1974 as a result of Employee Retirement Income Security Act (ERISA).  It’s meant to insure pension plans for if employer terminates the plan.

Qualified pension plan = those that meet ERISA conditions for tax-deferred treatment.  These are defined benefit plans (where employee receives a fixed amt or sequence of pmts) or defined contribution plans (where employee receives benefits from a fund he contributed to – and the employer may also contribute).

Only defined benefit plans are guaranteed by the PBGC.

PBGC takes over a plan if employer shows lack of resources to fund it.

PBGC may also terminate a pension plan in order to protect the plan participants or the interests of the PBGC.

Thousands of employees are now covered, meeting the goals of PBGC.

Suggestion: employers should be encouraged to switch to defined contribution plans.  If so, the PBGC would then be unneeded.

OTOH, the AAA suggest defined benefit pension plans should be encouraged.  These offer reduced investment risk (to the employee); elimination of risk of outliving benefits or of spending benefits too quickly.

AAA further points out that defined contribution plans create incentives for employees to retire based on stock market performance.  If up, employees retire early.  If down, employees delay their retirement.

PBGC protection is social insurance.  Benefits are paid from premiums charged to plan providers.  (Though the premiums may not be adequate.)

Current system is struggling, but is considered to be essential.  Accounting rules are excessively complex – providing perverse incentives.  Also, the PBGC has a large deficit.

Terrorism Insurance Act of 2002 and Extension – arose out of WTC attacks of 2001.

Insurers started trying to exclude cvg and/or dramatically increase premiums.  Reinsurers acted quickly as renewals were mainly up in January.

By Feb 22, 2002, 45 states & DC approved a broad ISO terrorism exclusion.

W/o terrorism cvg, construction projects would be delayed/canceled.  Owners of airports and other large properties would have trouble meeting legal obligations (due to lack of insurance).  Many types of securities backed by certain assets that would no longer be insured.

If a terrorism event occurred, the burden would be on commercial and citizens.  In most cases, the govt would mitigate the loss, but they would need the claims handling infrastructure in order to respond to individual losses.

This led to TRIA – another program where a federal reinsurance program works in partnership w/ private insurance companies.

Insurers are required to offer terrorism cvg.

The govt reimburses the insurer if:

1. Insurer paid $5M in loss;

2. Insurer paid more than its deductible (a %-age of EP);

3. Insurer retains 10% of losses exceeding the deductible.

If aggregate losses reaches $100B in a year, insurers are released from paying any losses beyond their deductibles.

Treasury Dept recoups part of the federal share of terrorism losses if the sum of the insurers’ retention is less than the aggregate retention amt (which increases each year).  This would by accomplished by a surcharge on all P&C policies in force.

TRIA was to expire on 12/31/2005, but has been extended to 12/31/2007.

TRIA does not cover crop, mortgage guaranty, financial guaranty, med mal, flood, reinsurance, health and life.  It does cover other commercial P&C.

Extension modifications: trigger raised to $50M in 2006 and $100M in 2007.  Aggregate retention also increased.  Certain LOB previously covered no longer covered.

TRIA met needs unmet by private insurance and serves a social purpose.

Alternatives to TRIA: private market could take back over; CAT bonds could supplement the private insurance market.

Other concerns: TRIA may create a disincentive for loss control; and demand for terrorism cvg is not as great as before.

P&C Ins Assoc argued that private market is still not equipped to handle terrorism.  The market for CAT bonds is too small to cover the capacity.  And terrorism insurance availability has dramatically improved.

TRIA is more of a govt indemnity program in that insurers don’t pay any premiums.

Other concerns: Amount of time to determine an event – causing cash flow problems; some events may not be considered terrorism by TRIA (such as Oklahoma bombing); doesn’t cover personal lines or chemical, nuclear, biological, radiation losses.

Many argue that TRIA is still necessary.

· Nyce, Foundations of Risk Management and Insurance – SK

Government Programs

3 Categories

1) P&C insurance plans – what this article is all about.

2&3) social insurance plans & financial security plans – includes SS, unemployment, Fed Deposit Ins Corp (FDIC), Pension Benefit Guaranty Corp (PBGC).

Major difference between govt ins plan and private market lies in the primary objective of each.

Private insurance = actuarial equity = premiums match loss exposures.  Example: private auto insurance collects enough premiums to cover expected claim losses.

Public insurance = social equity = provide benefits to public in response to a far-reaching cause of loss.  Example: residual markets provide service at reasonable cost.

Rationale for Government Involvement – in a perfect world, there would be no need for govt insurance, but private insurance markets don’t always function perfectly.  The following are reasons for the govt to get involved.

Fill Unmet Needs – example = Terrorism Risk Ins Program (TRIP) started by TRIA.

Compel Insurance Purchase – example = WC.

Obtain Efficiency and Provide Convenience – example = NFIP, however, they use private insurers to help market.

Achieve Collateral Social Purpose – Examples: WC helps to reduce injuries, and NFIP helps better construction.

Level of Government Involvement – Exclusive insurer, partner w/ private insurers, or competitor to private insurers.  Covered in other papers.

Federal Compared With State Programs – if govt involvement extends across state lines, it’s better for the Fed govt to run the program.  (Notable exceptions: windstorm, beach plans are state-run.)

	Exhibit 8-12 Federal Programs

	Plan
	Characteristics
	Relationship to Private Insurance

	NFIP
	· Meets unmet needs for flood insurance.

· Serves social purposes of amending and enforcing building codes and reducing new construction in flood zones.
	· Fed govt can act as primary insurer.

· Fed govt can partner w/ primary insurer.  Privates sell the insurance and pay claims.  Govt reimburses insurers for losses not covered by premiums and investment income.

	TRIA
	· Designed to temporarily meet unmet needs for terrorism losses.

· Serves social purposes of preventing economic disruptions that market failures in terrorism cvg could have caused.
	· Privates are the primary insurer for terrorism.

· Fed govt is the temporary reinsurer for terrorism.

	Fed Crop Insurance
	· Provides crop insurance at affordable prices.

· Covers most crops for drought, disease, insects, excess rain, hail.
	· Fed govt subsidizes and reinsures privates; privates sell & service the fed crop ins.

· Privates also offer crop insurance independently for certain perils.


	Exhibit 8-13 State Programs

	Plan
	Characteristics
	Relationship to Private Insurance

	FAIR Plans
	· Make basic prop ins available to owners unable to obtain ins because of location or other reason.
	· Varies by state.  Usually an insurance pool where privates collectively address an unmet need in urban properties.

· Doesn’t replace normal channels of insurance; only for consumers unable to get insurance in private market.

	WC
	· Helps employers meet their obligations to injured workers.
	· Private insurers provide most WC ins.

· States can be an exclusive insurer, a competitor, or as a residual market.

	Beach & Windstorm Plans
	· Make windstorm insurance available to owners unable to get insurance because of location.
	· Varies by state.  Some are insurance pools of privates; others are guaranteed w/ taxpayer funds.

· Doesn’t replace normal channels of insurance; only for consumers unable to get insurance in private market.

	Residual Auto Plans
	· Make compulsory auto cvg available to high-risk drivers who have difficulty purchasing cvg at a reasonable rate in private market.
	· Varies by state.  Usually an insurance pool of privates to meet an unmet need for compulsory cvg.

· Doesn’t replace normal channels of insurance; only for consumers unable to get insurance in private market.


· Bartlett, "Attempts to Socialize Insurance Costs in Voluntary Insurance Markets: The Historical Record," Journal of Insurance Regulation – SK

Introduction – goal is to lower premiums for high-risk insureds.

Justifications for socialization:

An equal sharing of insurance costs among individuals is fairer than one based on relative risk or the benefits they can expect to receive.

Risk-based prices hurt low/middle income individuals.

There’s a limit to what someone should pay for insurance. (affordable)

Risk-based prices will discourage some from not getting insurance.

Socialization is most feasible when participants are legally compelled to participate and insurance is administered by a single entity w/ no competition.

Also feasible if private insurer is insulated from competition or its profits subject to expropriation by the govt.

Also feasible if participants believe the overall benefits exceed the costs of socialization.

Most difficult when individuals can choose among competing insurers or opt out.  Low-risk individuals will avoid subsidizing the high-risks.  And insurers will attempt to circumvent regulatory constraints or withdraw.

Socialized Pricing and Market Forces

Social Insurance – for example, Social Security, which has uniform rates (%-age of wages).  Low-risk workers can’t opt out.  Such a program works only if structured properly and has strong political support.

Private Insurance Markets Under Regulation – in general, individuals want the lowest price for service.  Under competition, an insurer will charge price reflecting insured’s risk and benefits.  Insurers and low-risk individuals will try to circumvent govt constraints to avoid cross subsidies for high-risk insureds.

Cross subsidies for high-risks come from either low risks or the insurers.

These subsidies come from: entry/exit barriers; market power; special cost advantages; value of firm reputation; switching costs for consumers; constraints on consumer info.

Barriers to exit a market:

Prior notice requirements for policy terminations.

Severe restrictions on policy terminations, U/W-ing selection, and exit.

If a company leaves a line, they may lose economies of scope in marketing multiple insurance products.

Insurers would lose sunk costs of establishing operations in the state they withdraw from.

Regulators may require exit from all lines.

Mechanisms for Imposing Cross Subsidies

Constraints – govt may constrain differences in rates among risk classes, and also possibly the overall rate level as well.

U/W-ing risk factors – govt may ban or limit these.  Often insurers classify themselves through U/W standards.  “Preferred” write business to only the best.  “Standard” and “non-standard” are more lenient and charge higher rates.  (One way to get around constraints except when govt restricts U/W-ing factors.)  This leads to market skewing.

Some low-risk insureds may stay w/ an insurer – if it’s costly to switch to another company; if consumers value the insurer reputation.  Thus an insurer may cross-subsidize w/o losing business.  Most likely when the difference to low-risk is small.

Can insurer then make an excess profit?  Not likely if regulatory monitoring discourages them to do so.  Also, charging excessive prices for low-risks will eventually cause insureds to go elsewhere.  Insurer may be forced to absorb the subsidy costs.

Over the long-run, the govt’s ability to perpetuate cross subsidies in a competitive market should diminish over time.

Residual Market Mechanisms (RMMs)

These tend to be populated by high-risk individuals.

Sometimes, RMMs may provide lower rates.  (Interesting.)

RMMs are typically constrained and run operating deficits funded through pro-rata assessments on voluntary insurance premiums.  (Passing the subsidies on to the low-risks.)  This could discourage insurers from writing voluntary business and/or low-risks buying insurance.

Low RMM prices can encourage moral hazard & cost inflation.

Some jurisdictions provide economic incentives: “take out credits” to insurers that accept risks out of the residual market (thus depopulating the RMMs).

Voluntary Cross Subsidization

Imperfections in Risk Classification

Assessment Life Insurance

Early History – Death claim payments are funded by assessments after the death instead of through premiums before the death.  Popular late 19th Century and early 20th.

Originally begun by cooperative associations.

Membership dues provide funds for relief to widows & orphans, w/ no guarantees about the amt of pmts to receive in future.

Then guaranteed benefits arose – catering to more affluent markets w/ high cost policy forms.  This developed into “traditional life insurance companies”.

First formal assessment life insurance: Ancient Order of United Workmen (AOUW), which in 1869 adopted the practice that everyone pays $1 into the insurance fund when a member died.  This was to provide for a funeral benefit and a death benefit not to exceed $2000.  This attracted many members, especially where traditional life failed to attract the less affluent segment of society.

Emergence of Adverse Selection

At first, assessment life insurance was meant to be part of a package, but as it was successful, it attracted for-profit companies that sold it exclusively.

This competition brought on guaranteed benefits.

However, the benefits required actuarial sound pricing, which in turn requires the reflection of differences in mortality rates by attained age.  Assessment life was offered independent of age.

Younger members realized the cross-subsidies and went elsewhere.

First, the for-profit companies perished, and then the cooperative societies.

Changing Practices

Community Rating by Blue Cross Organizations

Early History

Ideal – health care should be accessible and affordable to as many people as possible w/o relying on govt intervention.  This meant spreading health care costs throughout the community w/o regard to past experience or current risk factors.

Almost everyone paid the same charges regardless of age, sex, occupation, etc.

Six characteristics of Blue Cross prepaid hospital expense plans:

1. Sponsorship by a hospital(s) w/in a community;

2. Not-for-profit status w/ certain tax exemptions;

3. Limited choice of benefit options to subscribers;

4. Direct writer distribution through salaried field personnel;

5. Low admin expense due to size, distribution method, limited plan choice;

6. Community rating pricing techniques.

This all worked in the past before competition arose.

Competitors Emerge – beginning in 1930s.

At first, traditional insurers offered indemnity packages (subject to copays/deductibles).

Then they started using experience rating and risk factors to determine premiums.

These companies were also very large and national in scope.

They had pricing flexibility that Blues couldn’t justify.

Health Insurance Rating

Some aspects of Blues pricing were not purely community rating.

They charged different rates by family composition.

Then they started charging for individuals in addition to groups, and they charged higher subscription charges for higher risks.

Changes in Blues Practices

Groups w/ more favorable experience began leaving Blues.

Competitive forces caused Blues to begin experience rating.
Regulatory Constraints

Territorial Constraints on Auto Insurance Rates

Socialization of Property-Liability Insurance Costs – attempts include regulatory restrictions on class rate relativities, banning use of certain U/W-ing criteria, residual markets.  These mainly affect WC, personal auto and dwelling insurance.

Michigan’s Essential Insurance Act – an effort to limit geographical differences in auto and HO insurance.

Effective in 1981, this imposed:

1. An insurer could not have more than 20 differential territorial base rates.

2. An insurer’s lowest base rate couldn’t be less than 45% of its highest.

3. For adjacent territories, rate of lower-rated could not be less than 90% of the higher-rated.

It also required insurers to accept all eligible.  And prohibited the use of gender/marital status in rating.  At the same time, MI moved from prior approval to file-and-use.

Auto insurance was considered to be essential, since auto owners were required to purchase it and because MI had one of the most stringent no-fault laws.

Also, there appeared to be unfair discrimination against Detroit.

In 1986, the rating constraints were suspended and replaced by an alternate approach: premiums collected in Detroit were not allowed to increase more than 4% + CPI changes in any 12-mth period.

In 1991, the 1986 laws sunset – thus reinstating original restrictions.

In 1996, Republicans repealed the restrictions.

Territorial Rating and Marketing

Effects of the EIA – analyses show that central Detroit received substantial cross subsidies.

Assessment of Territorial Rating Restrictions – resulted in market-skewing and availability problems.

Conclusions

· Rejda, "Financing the Social Security Program," Social Insurance & Economic Security – SK (1999)
Financing Principles

Partial-Reserve Financing – 3 alternatives to consider:

current-cost financing: pay-as-you-go, plus a relatively small contingency fund.  There is no prepayment and no large reserve fund.

full-reserve financing: fully funded – a prepayment system of financing.  The dollar amt of all payments into the fund plus investment income should cover all guaranteed/promised benefits.

SS is partial-reserve financing: the intake should be sufficient for the payment of current benefits + the future benefits and expenses.  A large fund is built up so distant future benefits can be paid.  This reserve is larger than a contingency fund.

In 60s and 70s, SS program was current-cost.  1977 and 1983 amendments made it more what it is today.

No Full Funding – fully funded means if the program terminates, there would be enough funds to pay out all remaining liabilities.  This is considered unnecessary because the program is expected to continue forever, the program is compulsory so new entrants will support it, the taxing/borrowing powers of fed govt can be used to raise additional revenues if necessary, plus full funding would mean higher payroll taxes – causing deflation and unemployment.

In contrast, pensions are fully funded because they do terminate.

Actuarially Sound Program – at present, OASDI is not in actuarial balance over the long run.

Some Individual Equity Considerations – tax paid by younger workers entering the program should not be so high that it could purchase greater protection from private insurers.

Social Security Trust Funds

Nature of the Trust Funds – financed through Federal Old-Age and Survivors Insurance Trust Fund (OASI – 1940), the Federal Disability Insurance Trust Fund (DI – 1956), the Federal Hospital Insurance Trust Fund (HI – 1965), and Federal Supplementary Medical Insurance Trust Fund (SMI – 1965).

Revenues to OASI and DI include: payroll taxes, interest on trust fund assets, revenues derived from federal income tax on part of the monthly cash benefits.

Revenue to Medicare program include: HI payroll taxes, SMI monthly premiums, general revenues of fed govt that fund a large part of the SMI program, and part of income taxes paid on OASDI benefits.

Taxes are collected by IRS and appropriated into trust funds on an estimated basis.

Purposes of Trust Funds – to provide some interest income, to help meet any deficiencies in income, and to help to establish greater public confidence in the program.

Investment of Trust Funds – excess can be invested in interest-bearing obligations of the fed govt; obligations guaranteed as to P&I by the US; certain fed sponsored agency obligations.

Maintaining Present Investment Policies – arguments supporting:

1) SS is designed for all society, so trust funds must be confined to safe investments.

2) Allowing funds to be invested in private stocks/bonds could in effect let the govt gain control of free enterprise.

3) To obtain an adequate rate of interest w/ reasonable safety, the govt would have to establish a rating organization to evaluate securities, which would involve them in the private economy. 

Changing the Investment Policies

1) Trust funds should invest in common stocks to obtain higher long-run returns.

2) Younger workers are skeptical of present OASDI program because of the low rate of return.

3) Trust funds should be allowed to invest in social goods: hospitals, highways, public housing, etc.

Disadvantage 1) If trust funds owned large amts of common stocks, fed govt would have a powerful impact on private corps w/ respect to voting rights.

Disadvantage 2) Higher-yielding private securities have greater risk.

Disadvantage 3) Investing in social goods should require decisions from Congress, not trust fund managers.

Disadvantage 4) Potentially higher returns must be weighted against the disadvantage of govt being involved in the private sector.

Erroneous Trust Fund Views

Double Taxation – there is a view that people are being taxed twice: once on payroll taxes, and again when the govt pays interest to itself on the invested excess funds.  However, if the trust funds didn’t exist, the govt would still need to borrow from other sources, and taxes would still need to be raised to pay the interest.

Fictitious Trust Funds – the securities held by the trust funds are not merely IOUs.  Rather, the trust funds receive securities as evidence of the loans the Treasury is borrowing from them.

Increase in National Debt – trust fund investments in federal obligations do not increase the size of the natl debt.

Concepts of Actuarial Soundness

Deficit for Present Members – actuarially sound if existing funds plus PV of future contributions from present members are sufficient to pay future benefits to those on the rolls (and to their survivors), to present active members, and to survivors of previously deceased members who have not reached the minimum age yet.  Under this definition, SS is not actuarially sound, but it is not in jeopardy because:

1) Social insurance and private insurance are noncomparable.

2) Since OASDI will operate indefinitely, we must also consider both the benefits for future entrants and their contributions.

3) OASDI is compulsory, so tax contributions are guaranteed.

4) It is wrong to consider just this closed group. 

Pay-As-You-Go Financing – implies annual receipts and annual disbursement are approximately equal.  It is actuarially sound if the income from future contributions is approximately = the estimated future disbursements year by year over long-range future.

Financial Condition of OASDI and Medicare

Financing the Trust Funds

OASDI: OASI Trust fund pays retirement & survivor benefits; DI Trust fund pays benefits for disabled workers.

Medicare: HI Trust Fund pays for in-patient care; SMI Trust Fund pays for physician/outpatient services for 65/older plus workers disabled for at least 2 years.
Trust Fund Results in 1997 – non-interesting stats.
Paying for OASDI and Medicare – same as covered above – except with stats.
Administrative Expenses – these are low: 0.7% to 3.0%.
Estimating the Trust Fund Balances – short-range (10-yr) and long-range (75-yr) estimates.

Estimates based on economic growth, wage growth, inflation, unemployment, fertility, immigration, mortality, disability incidence, cost of hospital & medical services.

They do 3 estimates: low-cost (I), intermediate (II) and high-cost (III).  Number II is the best estimate.
Short-Range Financial Outlook (1998-2007)

Main test: trust fund ratio = assets / projected benefit pmts for that yr.  A ratio of 100% or higher is a good test of short-term adequacy.  OASDI funds pass this test, but HI does not.  SMI is tested less stringently.
Long-Range Financial Outlook (1998-2072)

Long range income measured as a %-age of taxable payroll.

Projections: income rates remain relatively constant while cost rates rise substantially.

Starting in 2010, the OASI cost rate will increase rapidly due to the baby boom age reaching retirement age.

Reasons Why Costs Are Rising Faster Than Income

Main reason: baby boomers in 2010.

Also: HI cost rates increases both in the use and cost of health care per person.

Going ahead, the # of workers per OASDI Beneficiary will drop from 3.4 to about 1.8.

OTOH, workers’ wages will increase and they will produce more – which will help to offset the decline.

Long-Range Actuarial Balance of Each Trust Fund = the difference between annual income and costs as a %-age of taxable payroll.  This could mean either the amount needed to be added to the income rate; OR the needed decrease in the cost rate.
Key Dates in Long-Range OASI and DI Financing

2013 – OASDI outgo exceeds tax income.

2019 – DI Trust Fund assets exhausted.

2021 – OASDI outgo exceeds tax plus interest income.

2032 – Combined OASDI trust fund assets exhausted.

2034 – OASI trust fund assets exhausted.
Social Security and Medicare Compared with the Economy

Conclusions

Additional Comments

· Ettlinger, Chapter 6: Solvency Regulation

Why the Concern About Solvency?

The Meaning of Solvency

Bankruptcy = a company’s liabilities exceed the market value of its assets.

Solvency = a company’s ability to meet financial obligations as they become due, even those from insured losses that might be claimed years from now.

Technically insolvent = when a company fails to satisfy state minimum capital requirements.  This can happen even if the company’s admitted assets exceed its total liabilities, and is paying its current bills.

Roles of Policyholders’ Surplus

Financial Capacity – the ability to fund additional operations from existing resources.

Growth

Underwriting

Margin for Risk and Uncertainty

Risk Usual to All Business – all businesses have risk.  Risk related to the individual business = unique risk.  Business risk = the firm’s inability to maintain a competitive position and stable growth in earnings.  Financial risk = the firm’s inability to cover fixed debt obligations as they come due.

Risk Unique to Insurance

Price Inadequacy – true cost of product can’t be determined until after the policy has expired.

Reserve Error – includes inadequate assessment of reported losses; misestimation of IBNR losses; changing economic conditions that inflate future loss costs; or even deliberate misstatement to bolster surplus position.

Underwriting Risk – when exposures U/W-en change during the policy term (the insured doesn’t disclose all info) or a common occurrence affects multiple risks (CAT loss).

Insolvency is More Than Just Bankruptcy – in other industry, consumers actually benefit from a firm’s bankruptcy, but not so in insurance.

Costs to Insureds and Insurers – covered insureds are directly affected, but this branches out, affecting all insureds through increased premiums.

Regulatory Activities To Ensure Solvency – includes: maintaining a uniform system of financial reporting; monitoring insurer solvency; monitoring capital adequacy through RBC (covered in other paper); accreditation of state insurance departments.

Maintaining a Uniform System of Financial Reporting

Financial Reporting Requirements

The Annual Statement

Insurance Expense Exhibit

The Quarterly Statement

Statutory Insurance Accounting

Valuation Principles – SAP valuation should result in a conservative statement of P/H’s Surplus; and it should prevent sharp fluctuations in PHS.

As PHS = Assets – Liabilities, valuation should minimize assets and maximize liabilities.

Admitted assets = allowed to be reported by state insurance statutes; and are highly liquid (easy to convert to cash w/o significant loss of value).

Liability example: loss reserves reported at non-discounted FV.

Continuity Principles

GAAP = going concern: operations will be long-term in nature and ownership interests can be transferred w/o liquidating the business.

SAP = liquidation perspective: able to satisfy insured claims and refund unearned premiums if contracts are canceled.

Realization Principles

GAAP = revenues recognized as earned & associated costs matched to same accounting period when revenues are recognized.  (matching principle)

SAP = revenues recognized as earned, but in the case of acquisition costs, expenses are recognized immediately, and not matched to premiums over time.

Monitoring Insurer Performance and Solvency

Insurance Regulatory Information System (IRIS)

Statistical Phase

IRIS Ratios – designed to evaluate: overall financial condition, profitability, liquidity, and reserves.

12 ratios listed below in Exh 6-3.

When an insurer abruptly changes rate structure, U/W-ing policy, or reserving practice, this can produce unusual values in (1) the change in net writing ratio (-33,+33) or (2) change in surplus ratio (-10, +50).

FAST Ratios

Analytical Phase

Financial Analysis Working Group (FAWG)

Examiner Team Process

State Regulators’ Bench Audits

Financial Examinations

Scheduling the Examination by Priority

Planning and Conducting the Examination

Scope of Examination

Full Scope Examinations

Limited Scope Examinations

Special Association Examinations

Accreditation of State Insurance Departments

Objectives of the Program

Requirements for Accreditation

Laws and Regulations

Regulatory Practices and Procedures

Organizational and Personnel Practices

Summary

Exhibit 6-1. Comparison of SAP-Based and GAAP-Based Financial Statements – an example of how an acquisition expense looks different between the two statements.

Exhibit 6-3. IRIS Tests for Property-Liability Insurers

Overall Financial Condition Ratios

Gross Premium to Surplus

Net Premium to Surplus

Change in Net Writings

Surplus Aid to Surplus

Profitability Ratios

Two-Year Overall Operating Ratio

Investment Yield

Change in Surplus

Liquidity Ratios

Liabilities to Liquid Assets

Agents’ Balances to Surplus

Reserve Ratios (covered in Feldblum)

One-Year Reserve Development to Surplus

Two-Year Reserve Development to Surplus

Estimated Current Reserve Deficiency to Surplus

· Ettlinger, Chapter 8: Regulating Insurer Insolvency

Trends in Insurer Insolvencies

Number of Insolvencies – From 1969 to 1983, insolvency rate mainly less than 0.5% per year.  Starting in 1984, insolvencies became more numerous.

Size, Age and Premium of Insolvent Insurers

New & small companies make up 2/3s of insurer insolvencies from 1970 – 1990.  Due to less experience and less diversification.

In 1980’s and 90’s, large insurers went bankrupt, including the worst: Mutual Benefit Life at $14B in assets.

Insolvencies are exception, not the rule.  In the past 20 yrs, they account for less than 0.25% of written premiums.

Deficits of Insolvent Insurers – as these companies go insolvent, the gap between their debts and available assets has widened, leading to large costs borne by the surviving companies.  Guaranty funds paid most of the O/S-ing claims, but these costs are passed on to other insurers.

How Bad Is the Industry Record?

1990: “Failed Promises” – released by the House Oversight and Investigations Subcommittee of the House Committee on Energy and Commerce.  Documents cases of poor regulation – following a torrent of reforms in 1989.  NAIC adopted new/improved regulatory models, which many state incorporated.

1994: “Wishful Thinking” – released by same subcommittee.  Argues that reforms came too late.  Efforts of NAIC aren’t enough and major collapse of insurance was a possibility.

Lots of insolvencies from 1984 to 1993, but have been corrected through reform legislation (tougher capital requirements) and by market forces.

Also, the insurance problems were nothing compared to the losses of commercial banks and S&L institutions.

All things considered, the insurance record has been pretty good.

Why Insurers Become Insolvent

Most frequent causes include: rapid premium growth (which precedes nearly all major failures); inadequate rates & reserves; out-of-line expenses; lax controls over MGAs; reinsurance uncollectible; fraud.

One problem is how to determine if a company is financially troubled.  This fact can be hidden through a merger (suggested by NAIC).

Regulatory Control – many ways for the regulator to take control of a company.

First form of regulatory intervention is usually fact finding on site or by written reports.  If the company is found to be “hazardous to the P/Hs or to the general public,” they may be ordered to: increase reinsurance; reduce the volume of new and renewal business; reduce operating expenses; increase capital or surplus; limit dividends to S/Hs or P/Hs; limit certain investments; document adequacy of rates.

The commissioner often negotiates voluntary compliance to avoid insurer’s bad publicity.

Sometimes public intervention can result in criticisms of the regulator.  For example: NJ and Executive Life.  NAIC blasted NJ for their actions.

If 1st step fails, the regulator can seek court authority to take control of the mgt (rehabilitation).

When all else fails, the regulator seeks for authority to shut down the insurer and begin the liquidation process.

When to take control requires financial and admin judgment:

How accurate are loss reserves?

If assets are liquidated, what would proceeds be?

Has mgt enacted tough enough measures to stem operating losses?

Is company’s reinsurance adequate and collectable?

Role of Actuaries and Accountants – used to assist in preparing, evaluating, and auditing financial records/reports made to regulators and others.

Need for Coordination – sometimes a domiciliary commissioner may discourage other state’s commissioners from taking action against an insurer because of what it could do to the domiciliary state (lost jobs, etc).  NAIC has helped to fight this “home state first” attitude.

Insurance Receiverships – these are extraordinarily complex activities involving receivers, courts, and guaranty funds.

Rehabilitation – goal is to stabilize the company while a more permanent solution is found.

Rehabilitator = usually a retired insurance executive or experienced attorney.  1st challenge is to stabilize company’s cash flow and protect assets from creditor claims.

Then – if properly managed, can it still meet policy claims and other liabilities?

To avoid liquidation, the following must be resolved:

How will loss reserves develop?

Can expenses be trimmed quickly?

Are rates too far from being actuarially adequate to meet costs?

Can rates be raised w/o destroying the company’s ability to market to its desired market segment?

Liquidation – happens if beyond rehabilitation.

Liquidator = a special deputy assigned by commissioner.  He can seize and dispose of assets, hire/discharge personnel, enter contracts/lawsuits, manage affairs of insurer.  He must freeze and quantify the insurer’s liabilities; and marshal the assets and convert them to cash.

Liabilities must be frozen quickly.  Policies are cancelled and deadlines set for claims.

1st few months can include the following liquidator activities:

give out liquidation notices to creditors and P/Hs and inform them of rights;

cancel policy cvg;

notify agents of their duties in the liquidation;

identify, sell, collect assets;

recover improperly transferred assets;

establish procedure for receiving/adjudicating claims;

make decisions regarding insurer’s staff and hire outside help as needed.

Liquidator often in court handling claimants, reinsurers, former management, other state regulators, guaranty funds.  Admin expenses can seriously erode the insurer’s assets.

Years later, remaining assets distributed usually in this priority:

cost and expenses of admin-ing the liquidation;

partial pmts of debts to employers for services rendered w/in 1 yr of the liquidation order;

all claims for policy losses incurred;

claims for UEP and general creditors.  (the last don’t usually get much.)

Guaranty Funds – established to protect P/Hs from the inability of an insolvent insurer to pay its policy claims.  Most of these funds relate to property-liability and follow a post-insolvency assessment approach to funding claims.  That is, the fund estimates claims it must pay, and issues assessments to solvent insurers.

Purpose – meant to pay out most claims, and a portion of UEP.  Here are some limitations on fund coverage:

lines covered – usually excluded are title, credit, mortgage, OM, reinsurance, and E&S.

refunds of UEP – most states have $10,000 limit per policy return of UEP.

max covered claim (cap) – model calls for $100k per policy claim, except for WC, which has unlimited stat benefits.  Many states have $300k cap.

claim deductibles – model and most states have $100 deductible over existing policy deductibles.

large net worth deductible – for insureds with large net worth ($10-15M), there is a deductible up to 10% of their net worth.  These were instituted to avoid paying claims of sophisticated corporate P/Hs.

trigger of coverage – usually only available after a court finds a company to be insolvent and is going into liquidation.

How Funds Are Operated – nonprofit, unincorporated entities.

All licensed insurers (doesn’t include E&S) are members of the association.

The members elect a board of directors.

Assessments are made to the solvent members according to WP.

If insurers aren’t reimbursed, they may pass on the assessment costs to P/Hs in their rates.  Many states allow a credit for assessment against premium taxes owed by members of guaranty funds.

Effect on Consumers

First, those consumers w/ claims benefit directly.  However, there are indirect costs partly passed back to consumers in the form of higher insurance rates.

Second, insurance markets are distorted, since consumers will be more apt to go to non-financially sound insurers.

Effect on the Insurance Industry – Insurers are motivated to promote strong financial regulation.

First, insurers are directly assessed for operation of guaranty funds.

Second, competition is distorted.

Brief Assessment of the System for Dealing With Insurer Insolvencies – in 1970s, insolvencies could be handled w/in a state or region.  Now the growing complexity of the process prompts calls for reform.  How can the activity of funds from 50 states be coordinated to reduce unnecessary work and improve the consistency of treatment to P/Hs?  Suggestion follow:

NAIC Reforms – NAIC continues to reform itself.  For example, they can produce a uniform data reporting standard from guaranty funds to liquidators.  But can each state be compelled to adopt the model?  And will every state implement it in the same way?

Interstate Compacts – binding agreements among states that subordinate individual state lawmaking to the compact authorities acting in their scopes of responsibility.  These are already in place for pollution, ports, and parental responsibility.  Can these also be used to help solve problems of interstate liquidation of insurers?

Federalization – should Congress intervene?

Summary

· Wilcox, "The US Guaranty Association Concept at 25," Journal of Insurance Regulation – SK
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Flaws in the System

The Three Abiding Principles – or problem areas:

1. The loss of risk protection when an insurer goes insolvent.

2. The insufficiency of funds when going insolvent.

3. The delay in payment.

The Property and Casualty Scorecard (starting on page 385)

Principle I: Risk Protection

The Statutory Antidote

Workers Compensation

Duty to Defend

Claims Payments

Policyholder Complaints

Principle II: Sufficiency of Payments

Claim Payment Percentages and Impact of the Limitations

1) Claims maximum – at first Prof Kimball rejected the need for such a maximum, but in the past 25 yrs, it’s evident that the lack of a max would have allowed one claim to drain resources that could have helped other individuals.  About 1 out of 1000 actually reach the state max (usually $300K).

2) Net worth restriction – at first Prof Kimball intended even the major commercial insureds should be covered because of their importance for the economy and jobs.  But then he began to call for the removal of selected cvgs for many kinds of insurance that protect mainly large businesses.

3) Lines excluded from cvg – title, warranty & service contracts, OM, govt insurance all present problems distinct from those of P&C insurance.  Fidelity, surety & financial guaranty excluded because of their financial protection nature – deemed inappropriate under NAIC’s Model’s focus.

4) Claims of other insurers and reinsurers – they can do fine on their own.

Strains on Capacity

1) Nationwide

2) Per-State Capacity

Principle III: Speed of Claims Resolution

Study Results

National Coordination

Professional Management

1) NCIGF Staff

2) State Association Managers

3) State Claims Managers

4) State Boards

5) 1992 Professionalism Survey

Uniformity – has been a problem, but the following have been achieved:

1) Adoption (52 Jurisdictions)

2) Covered Lines – as described by NAIC Model.

3) Maximum Benefits – 75% matched or exceeded the $300K in max benefits.

4) Workers Compensation – about 93% adopted approach of no limits.

5) Unearned Premium – 82% adopted cvg => that of NAIC Model.

6) Covered Insurers – according to NAIC Model.

7) Non-Economic Losses (48 Jurisdictions) – 92% cover these losses.

8) UDS – this NAIC data transmission format between associations and receivers was adopted by every state.

But Was It a Good Test? – yes

Conclusion

· Marshall/Neal, “Troubled Waters in Mississippi, The Homeowners Market and the Attorney General Lawsuit,” CPCU eJournal Nov 2006 – SKN (note – not responsible for quantitative data in Introduction, Mississippi Damage, Analysis of MI HO Insurance Market sections.)
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