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LETTER OF TRANSMITTAL

U.S. HoOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,
SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS,
Washington, DC., October 19, 1994.

- To MEMBERS OF THE COMMITTEE ON ENERGY AND COMMERCE:

AN

I am pleased to transmit to you a report by the Subcommittee
on Oversight and Investigations entitled Wishful Thinking: A
World View of Insurance Solvency Regulation. This report, a follow-
up to the Failed Promises report issued in February 1990, sets
forth the subcommittee’s findings resulting from its 6-year inves-
tigation into the causes of insurance company failures. Wishful
Thinking analyzes formal testimony from nine additional sub-
committee hearings held during the past 4 years, as well as many
interviews and document reviews conducted by the subcommittee
staff and the General Accounting Office. Both Failed Promises and
Wishful Thinking describe the existing State regulatory system as
dangerously inadequate for supervising the solvency of a $2.8 tril-
lion financial industry which depends substantially on offshore
companies to pay its claims to customers.

This report is timely because many of the issues it covers are
gresently being considered by Congress and State legislatures.

tate insurance commissions and industry trade groups are also
considering changes in regulatory rules and methods to address
several of these issues. A lack of solid information and analysis re-
garding the causes of solvency problems and the enormous impact
of foreign-based insurers on the U.S. marketplace has seriously
hampered these policymaking efforts. The subcommittee’s factual
findings and conclusions in Wishful Thinking provide the missing -
}nﬁn—mation needed to complete national solvency reforms success-
ully.

Currently, insurance companies in the United States are licensed
and regulated separately by each of the 50 States, with no involve-
ment or supervision by the Federal Government. State govern-
ments, however, do not have sufficient resources, legal powers, or
resolve to protect policyholders from mismanagement and fraud
practiced at some insurance companies here and abroad. As noted
by the report’s Wishful Thinking title, State insurance supervision

am
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in this country is too often founded on programs that simply hope
for the best, because they are not equipped to avert the worst. Such
regulatory weaknesses have led to a disturbing growth in highly-
publicized and expensive failures of life, health, and property/cas-
ualty insurers, unfairly denying and delaying payments to innocent
victims who rely upon insurance coverage for financial security.

The subcommittee reaches several fundamental conclusions in
Wishful Thinking crucial to guiding the reform work of Congress,
State legislatures, and State insurance commissions:

(1) Rascality, speculative excess, and management incom-
petence continue to burden the insurance industry in the
1990's. This will always be the case as long as easy money
moves faster than common sense and prudence.

(2) Insurance regulation in the United States and worldwide
is a supervisory Babel, marked by strongly divergent attitudes, -
laws, accounting rules, resources, languages, and cultures. All
of these factors have combined to create an environment of
local self-interest that does not foster regulatory communica-
tion and cooperation. '

(3) Unlike the fragmented regulatory system, insurance com-
pany operations reach across the country and around the globe
to form a closely interwoven network that responds to money
and markets, rather than political boundaries. Unhappily, this
network is vulnerable to abuse and manipulation.

(4) The United States is the Nation most harmed by regu-
latory neglect and confusion because it is the world's largest
insurance market, relying to a great degree on foreign capacity,
and the responsibility for protecting its citizens is spread hap-
hazardly among 50 States and a passel of alien governments.

(5) Without Federal assistance, present solvency programs
sponsored by State regulators and the National Association of
Insurance Commissioners (NAIC) are doomed to inadequacy
because they lack the necessary authority and resources.

(6) Insurance regulators everywhere need to give far more
attention to hands-on monitoring and enforcement of their sol-
vency rules, instead of presuming they are being obeyed. In ad-
dition, regulators must change their priorities to more actively
seilrch for the people and companies that are breaking the
rules.

The subcommittee’s conclusions point the way to a dependable in-
surance regulatory system in the United States. Our mission has
been to evaluate present circumstances, so that the Committee on
Energy and Commerce can craft an effective national solvency pro-
gram that recognizes the Federal Government’s responsibility to
plug the gaps in State supervision. The savings and loan debacle
clearly demonstrates what can happen when Congress fails to in-
sist that Federal and State regulators properly police the solvency
of institutions which hold the public’s money and trust.
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From its inception, the subcommittee’s insurance investigation
was supported by both Democratic and Republican members who
understood the need to act before a crisis strikes. This common de-
sire to analyze and heed the growing danger of major insurance
company failures led to a unanimous subcommittee vote to issue
the Failed Promises report in 1990. Regrettably, the Republican
members of the subcommittee did not join the majority in voting
to support the final version of Wishful Thinking. They believe the
report's call for strong Federal action implies overbearing regula-
tion that will be deemed a “panacea.” Conversely, the Democratic
members read the plain language of the report to recommend a
Federal partnership with State regulators and private industry.

The most important fact is that all subcommittee members have
endorsed the factual findings of Wishful Thinking, as well as ap-

ropriate Federal involvement to accomplish the key goals of uni-
orm standards, meaningful enforcement, and controlling alien in-
surers and reinsurers. Current disagreements in Congress over
how best to achieve these goals mirror the different views ex-
pressed among State regulators, industry participants, and con-
sumers. Different viewpoints about proposed solutions, however,
should not overshadow the subcommittee’s unified recognition of
existing problems, or its resolve to correct them. That would indeed
be the ultimate exercise in wishful thinking.

The Committee on Energy and Commerce had inadequate juris-
diction to control the financial regulators who permitted the sav-
ings and loan disaster, but assuring the safety and soundness of in-
surance companies operating in interstate and foreign commerce
lies squarely within our area of responsibility. The American public
expects us to exercise our legislative powers to protect them, and
issuing Wishful Thinking is another substantial step in providing
leadership to avoid foreseeable financial problems in the insurance
industry. While our vigorous oversight activities continue, I look
forw: to working closely with all committee members as we de-
velop legislation to implement the subcommittee’s recommenda-
tions. The United States cannot afford to trifle with the soundness
of an industry which, from health insurance to retirement benefits,
and from homeowner’s coverage to corporate liability insurance, ex-
ists to furnish financial security for all our citizens.

Sincerely,
JOHN D. DINGELL, Chairman.

Enclosure.
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WISHFUL THINKING

A WORLD VIEW OF INSURANCE SOLVENCY REGULATION

wish’ ful think’ ing. Interpretation of facts or actions as
one would like them to be rather than as they really are.

Random House Dictionary.

wishful thinking. Erroneous identification of one’s own
wishes with reality.

American Heritage Dictionary
of the English Language.

Four years ago, the Subcommittee on Oversight and Investiga-
tions issued a unanimous report which described how an increasing
number of costly company failures were threatening public con-
fidence in the soundness of the insurance industry. That report de-
tailed serious weaknesses in the present system for regulating in-
surance in the United States, ancr questioned the ability and com-
mitment of State regulators to handle solvency problems. It also
warned that a financial debacle similar to the one which engulfed
the savings and loan industry could erupt if such problems were
not promptly addressed. To succinctly convey its findings and con-
cerns, the subcommittee named its report Failed Promises, 1

The Failed Promises title highlighted the basic nature and risk
of an insurance policy: Customers pay premiums in advance to
companies which, in return, promise to pay future cash benefits
when losses covered by the policy contract occur. If an insurer is
unable to meet its promise of future payments to policyholders,
there is a complete failure of the financial bond and sense of trust
that have made insurance coverage an economic and legal require-
ment of modern life.

The subcommittee chose Wishful Thinking as the title phrase
which best expresses the findings of this report. While Failed
Promises was a look back to analyze how solvency problems had
become a serious threat, the purpose of this report is to assess the
responses of the State and foreign regulatory agencies which li-
cense and supervise the business affaira of insurers operating in
the United States. Wishful Thinking imparts the subcommittee’s
basic conclusion that, regrettably, most authorities are regulating
solvency with a pronounced disregard for the known causes of in-
surer failures, as well as a blind eye to human behavior and experi-
ence,

LFailed Promises, Insurance Company Insolvencies, Committee Print 101-P. Issued in Feb-
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PART I
SUMMARY AND FINDINGS

Preventing insolvencies was the original purpose for regulating
insurers. In the late nineteenth century, widespread commercial
development of companies selling financial protection against cata-
strophic losses brought a correspondin neeé) for State governments
to monitor the fiscal stewardship of those companies. State insur-
ance commissions changed their focus over the years as the public
demanded governmental protection from unfair insurance rates
and marketing practices, and that shift led to de-emphasizing sol-
vency as the primary goal in regulating the conduct of insurance
providers.

Until the 1980’s, a long period of relative financial stability had
lulled customers, industry participants, and regulators alike into
casually accepting solvency as a certainty for any State-licensed in-
surer operating confidently in the marketplace. This attitude was
rapidly dispelled by a series of costly and highly-publicized com-
pany failures, which left several billion dollars in unpaid claims to
be borne by the public and healthy insurers through uncovered
losses, delayed payments, guarantee fund assessments, and higher
taxes. People wondered why the regulatory system was allowing in-
surance companies to fail abruptly, without making the claims pay-
ments that were widely assumed to be guaranteed by government
supervision and control. As a result, solvency issues have regained
their earlier prominence as matters that must receive the active at-
tention of regulators.

The subcommittee explored newfound concerns about the safety
of insurance licensing and supervision in Failed Promises and nine
subsequent public hearings. After conducting its own investigations
and iistening to State government officials, the National Associa-
tion of Insurance Commissioners, industry participants, and the
General Accounting Office, the subcommittee concludes that sol-
vency regulation in the United States is based in many ways on
wishful thinking. The record shows that responsible authorities are
instituting rules and procedures whose main effect will be to guard
the financial condition of insurers that are willing to comply with
them. This approach does not heed the facts of actual insolvencies,
which are typically characterized by a flagrant disregard for insur-
1ance laws, sound business standards, and honest reporting to regu-
ators.

Misdirected supervision is very troubling because insurance in-
dustry mischief still occurs in the 1990’s. Although the outright
freebooters make fascinating reading, they are just the most visible
symptoms of a much larger solvency threat presented by main-
stream opportunists selling themselves and their products as tco

1)
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clever to be matched by prosaic competitors. These marauders in-
clude the takeover specialists who use accounting gimmicks to cre-
ate impressive paper profits from combining otherwise
unimpressive companies, as well as the insurance companies which
continue to rent their licenses to uncontrolled managing general
agents in exchange for generous earnings that are obviously sus-
pect. In addition, there remains a constant erosion of industry fi-
nancial strength attributable to the plodding incompetence of cer-
tain management officials who are noticeably unfit for the positions
of responsibility they occupy.

The subcommittee concluded its Failed Promises report by posing
a series of questions about the ability and commitment of State
regulators to correct solvency problems. Those questions focused on
areas where the subcommittee's hearings and investigations had
revealed serious weaknesses in the present regulatory system, in-
cluding insurer licensing and monitoring, capitalization require-
ments, reinsurance arrangements, financial reporting, affiliated
company transactions, agent relationships, and enforcement activi-
ties. By clarifying what specific actions must be taken and who is
responsible for ing them, the subcommittee sought to determine
the directions which should be taken to improve insurance super-
vision in the United States.

Since Failed Promises was issued, substantial information has
been developed to provide suitable guidance in every important
area where solvency reforms are required. Tough policy decisions
must still be made, but they can be addressed today on the basis
of real knowledge rather than speculation or prejudice.

THE ESSENTIAL GOALS OF SOLVENCY REGULATION

The myriad issues involved in constructinﬁ a sound regulatory
system can be condensed into a couple of fundamental truths. The

. most basic one is that prevention is the primary purpose of sol-
vency regulation, and tﬁe only good way to measure its success.
Few benefits accrue to policyholgers and the public from monitor-
ing the health of an insurance company that is already bankrupt.
Insurance regulators may expect that some insolvencies will inevi-
tably occur, but the facts show that company failures typically coin-
cide with regulatory system failures.

From a supervisory perspective, prevention of harm to the public
means employing an attitude and procedures that can realistically
be expected to curtail the incipient operating and financial prob-
lems which typically grow into massive insolvencies. Sound stand-
ards and reporting requirements are the foundations of effective
prevention programs, but routine checks on individual insurers are
essential to catch both inadvertent and intentional departures from
regulatory directives and accelpted business practices. Ultimately, a
good prevention program involves courage and commitment by reg-
ulators to take action before a deteriorating situation escalates be-
yond control. ‘

The costs of effective solvency monitoring, like all safety pre-
cautions, must be measured against the costs of the insolvencies
that would otherwise occur. Angry reactions to expensive and ag-
gravating company failures are a direct incentive for raising  the
level of regulatory scrutiny likely to prevent them. Conversely, an

Wishful thinking: a world view of insurance solvency regulation, Oct. 1994
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ineffectual approach to checking the financial condition of insurers
indicates a willingness to suffer the costly effects of unpaid claims,
guarantee fund assessments, administrative hassles, decades-long
liquidation proceedings, and public fear. .

nsurance regulators must also find the means to achieve their
goals. A system committed to paying the costs of reliable preven-
tion methods cannot succeed without the commensurate ability to
perform the necessary tasks. Thus, a realistic formula for solvency
regulation must encompass a focus on prevention, a commitment to
bearing the related costs, and possession of the means needed to
accomplish the steps which prevention entails.

Volumes of testimony, official reports, and investigative files

int to three areas where this formula for sound regulation should
Bg applied. Each of these is crucial for providing reasonable assur-
ance that the quality of insurance products sold in interstate com-
merce in the United States will meet legitimate public expecta-
tions. Correcting the problems in these three areas will ameliorate
the other regulatory deficiencies noted by the subcommittee.

(1) National Sor{vency Standards: Uniform standards are nec-
essary to establish level conditions for buyers, sellers, and claim-
ants across the country. Otherwise, the threat of interstate prob-
lems caused by insurers domiciled in weak regulatory jurisdictions
will remain. The subcommittee received many complaints over the
years from people who found themselves denied payment for legiti-
mate claims. They discovered after an insolvency occurred that
they fell between the cracks of different State protective schemes.
Due to the confusing array of insurance company names and com-
plicated corporate relationships, policyholders usually are not
aware of the varying State supervision responsibilities, or gaps in
guarantee fund coverage that apply to specific insurers. Complaints
have also come from insurance companies that oppose the extra
costs, time, and inconvenience required to satisfy State solvency
standards which are needlessly different and redundant.

(2) Meaningful Enforcement: Enforcement of solvency stand-
ards, and the corresponding legal penalties for violating them, is
the weakest link in the fragmented system of State regulation.
Most insurance commissions do not adequately monitor the finan-
cial condition of insurers, and they typically use ineffective admin-
istrative sanctions against the few offenders who are detected.
There has been little criminal law enforcement by State authorities
against insurance industry culprits, even though every case ob-
served by the subcommittee involved multiple infractions of the
State insurance codes and fraud statutes which are already on the
books. Federal criminal law enforcement is currently the only use-
ful means for investigating and punishing actual crooks, but it has
been too infrequently available to serve as a real deterrent for rou-
tine solvency abuses which are not obvious Federal violations. To
strengthen this deterrent, Congress recently enacted new statutory
provisions which broaden the definition of fraud, and specify that
fraudulently operating an insurance company is a separate Federal
crime. 2

2The Violent Crime Control and Law Enforcement Act of 1994, Section 320603, Public Law
103322, September 13, 1994.
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(3) Controlling Alien Insurers And Reinsurers: There must
be adequate standards, review procedures, and controls for all for-
eign insurers and reinsurers choosing to do business with policy-
holders in the United States. Every nation has jurisdiction to regu-
late solvency matters in its domestic market, but the United States
is alone in liberally granting access to unlicensed foreign compa-
nies. This open-door policy has created vexing difficulties for State
regulators because a substantial portion of American commercial
policies is placed overseas.

Significant improvements in financial supervision have been
made during the past few years. The thrust of those advances,
however, has been in creating new rule-based programs seemingly
designed for an ideal world where every company follows the pre-
scribed standards. They have not adequately addressed the need
for substantial hands-on involvement by regulators to assure that
all insurers will comply with the improved rules. In selecting Wish-
ful Thinking as the title and major theme of this report, the sub-
committee does not mean to denigrate present efforts to achieve
solvency reforms, but to re-evaluate them in light of the factual
record and public needs.

THE PRESENT SYSTEM: HERE, THERE, AND
EVERYWHERE

The goal of preventing insolvencies is very unlikely to be
achieved through the present regulatory apparatus. The fates of

olicyholders and claimants in the United States are spread among
EO autonomous State insurance commissions and a multitude of
foreign regulatory agencies that operate for the individual benefit
of the political systems which sponsor them. Insurance supervision
is uncoordinated under the best conditions, and the slightest bit of
chicanery or routine business complications can seriously upset the
regulatory process.

e disarray begins in the United States. Although the Federal
Government has sole authority to regulate interstate commerce
matters affecting insurance, this power has not been used. Con-
gress specifically deferred to the regulatory authority of State gov-
ernments by statute almost 50 years ago. With no l"‘:ederally-man-
dated government agency to coordinate their activities, State insur-
ance commissions exercise their supervisory authority as separate
and equal sovereign entities.

The States, individually or jointly, do not have adequate legal au-
thority to regulate the insurance industry effectively. For example,
they lack the power to overrule conflicting State standards and
practices, and to negotiate cooperative agreements with foreign reg-
ulatory agencies. Consequently, State insurance commissions have
been left to face worldwide regulatory challenges with only the in-
sufficient tools and resources consigned to them by State legisla-
tures. This mismatch between global responsibilities and local au-
thority has caused frustration in good regulatory States and lack
of effort in the weaker States.

Absence of a Federal involvement has not obviated the need for
national guidance and coordination on solvency matters. Because
nothing else is available, the States have attempted to fill the void
through the National Association of Insurance Commissioners
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(NAIC), a voluntary membership association comprised of insur-
ance supervisors from each of the United States and its territories.
Retaining their complete sovereignty, insurance supervisors come
together at the NAIC to agree on the issues where 50 commissions.
can find harmony, and ignore or disagree on the rest. The NAIC
and State insurance commissions have neither the authority nor
the means to handle relations with foreign nations, yet offshore in-
surers and reinsurers without American operating licenses now
hold approximately 40 percent of the commercial market in this
country.

Ther};afety of consumers in the United States is thus left to be
guarded by a regulatory trade association and a fragmented group
of largely ill-equipped State agencies. Overseas, the situation is
even worse for Americans. Approximately 80 countries serve as the
legal domicile and home base for insurance companies doing busi-
ness in the United States. These countries include all the major
trading nations of Europe and Asia, a bevy of island states con-
centrated in the Caribbean, and a sprinkling of commercial-center
aspirants scattered around the globe. All of them grant licenses to
insurance companies, and some of those licenses specify that the
companies can only sell insurance to people who live elsewhere. .

The subcommittee made a particular effort to measure the capa-
bilities of the supervisory agencies in other countries. Information
was gathered from regulatory reports filed with the NAIC, and a
special questionnaire was sent directly to 47 of the nations identi-
fied as being significant providers of reinsurance for companies in
the United States.

In addition, the General Accounting Office was asked to conduct
a detailed analysis of the new deregulation scheme being imple-
mented in the European Union. Foreign regulatory attitudes were
found to cover the spectrum of possibilities, from doing nothing to
having strict governmental controls over an insurer’s business ac-
tivities. Here are a few examples of the variations observed by the
subcommittee: :

¢ The supervisory attitudes in 10 countries can best be character-
ized by their failure to answer official correspondence from the sub-
committee asking about their supervisory attitudes.

e Seven of the polled countries do not regulate reinsurance com-
panies at all.

¢ To entice absentee investors, several islands promote special
export insurance licenses, featuring self-regulation and absolute se-
crecy about finances and ownership.

¢ Japanese insurers are generally considered to be financially
strong, but Japan’s insurance agency, a subsidiary of the Banking
and Finance Ministry, has no authority to investigate holding com-
panies, and is bound by tough secrecy laws that prevent adequate
public disclosures.

¢ The 12 Eurgpean Union nations are just starting to implement
multi-state erative solvency regulation similar to the system in
the United States, with the attendant benefits and challenges.

¢ Lloyd’s of London, the world’s most famous insurance market,
was delegated authority to regulate itself by the British govern-
ment long ago. In recent years, however, the organization has expe-
rienced debilitating losses which have threatened its existence. -
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Although foreign governments are not keen to discuss insurance
company failures, the subcommittee found that most of the biggest
insolvencies here were linked to distant lands. The unBrinci‘fled op-
portunism and greed practiced by wrongdoers in the United States
was mirrored and abetted by their compatriots overseas. Moreover,
there are distinct signs that such abuses occurred partly as a result
of wishful regulatory practices in major commercial nations com-
mitted to guarding insurer solvency. In other countries, where sol-
vency is given short shrift, the supervisory agencies implicitly as-
sisted unsavory acts through intentional disregard for preventing
or punishing them.

For policymakers in the United States, the subcommittee’s sur-
vey of domestic and foreign regulatory practices presents a clear
six-part message: (1) The ingurance regulatory process is conducted
by a large number of autonomous units spread across the country
and around the world; (2) Insurance supervisors focus their re-
sources on evaluating the paper trail of reports filed by insurers,
an especially dubious practice in foreign jurisdictions with weak re-
porting requirements; (3) Communications and coordination among
regulatory agencies are haphazard at best, and are often impos-
sible; (4) Insurance regulation by different States and countries is
not a coherent system, where standardized practices yield common
results; (5) Fixing solvency weaknesses in the United States means
dealing with foreign regulatory weaknesses; and (6) Protecting
American consumers is not a priority of solvency regulation in
other countries. Sound policymaking to correct known problems
will require suitable measures to compensate for these structural
gagi and flaws.

e single, overriding weakness plaguing the supervision of do-
mestic and foreign insurance companies is the widespread practice
of wishful thinking by regulatory officials. Although not normall
a disparaging term, wishful thinking accurately describes a well-
known human tendency to believe the unbelievable in order to
avoid unpleasant realities. This concept is completely at odds with
public expectations of solvency ation as a tough, independent
inspection intended to prevent foolishness and fraudulent behavior
by insurers. How, then, has wishful thinking become such a perva-
sive attitude when it contradicts the basic purpose of regulation?

WISHFUL THINKING IN ACTION

Normal confusion in the regulatory network is greatly aggra-
vated l}y the naive and overly idealistic attitudes displayed by
many of its participants. Rather than an isolated instance here and
there, these attitudes have actually become the foundations of
major solvency programs which are supposed to protect the public
in the United States and elsewhere. Aﬂ%ugh most State and for-

. eign insurance regulators are well-intentioned, their assumptions
and methodologies must be questioned in view of the factual record
and common sense. The following are examples of the misdirected
institutional attitudes that concern the subcommittee.
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(1) Weaknesses in solvency regulation can be cor-
rected by making better rules.

For regulators, rule-making offers the attraction of a con-
trolled environment where solvency issues can be managed and
resolved - successfully using familiar methods. The difficulties
associated with implementing tough, hands-on monitoring and
enforcement mechanisms can be averted, if one believes that
simply changing the rules fixes re%ulatory weaknesses. Fur-
thermore, supervisors can comfortably explain bankrupt insur-
ers, management improprieties, and other real world bogeys as
statistical aberrations from the correct industry standards set
forth in their manuals.

The problems documented by the subcommittee are not quite
so straightforward as the standards set forth in the rulebooks.
Normally, financial calamities are caused by gross mismanage-
ment, fiduciary breaches, and fraudulent behavior, all of which
happen in spite of the rules intended to Brevent them. The peo-

le who commit these acts are little bothered by insurance
{)aws and regulations, and have little trouble ignoring them.
This pattern of neglect holds true whether the culprit was Car-
los Miro hoodwinking the State regulatory system, Transit
Casualty dispensing its pen freely to commission agents, Exec-
utive Life gambling its policyholders’ security, or London mar-
ket lemmings following one another over a financial precipice
in pursuit of fool’s gold.

(2) Solvency will be protected by focusing regulatory
efforts on primary insurers. -

Very few regulators actively supervise an insurance compa-
ny’s transactions with managing ai%eneral agents, reinsurers,
brokers, management companies, affiliates, and holding compa-
nies, yet those are the areas where fatal problems have always
developed. Nonetheless, regulators persist in believing they can
properly scrutinize an insurer's condition by confining their in-

uiry to matters shown on the company’s books. Regulating on
the faulty premise that an insurance company’s fate is com-
pletely separate from its producers, affiliates, and reinsurers
represents wishful thinking at its worst. Arranging insurance
is often a chain transaction involving several participants, and
. checking the links groven to be the weakest should be the first
priority of responsible supervision.

(3) Uniform solvency protection can be achieved by
having different regulatory agencies apply the same
standards.

The two leading groups trying to apply common standards to
multiple regulatory agencies are the NAIC and the European
Union. Neither of themm has been able to establish a com-
prehengive set of mutually-recognized solvency standards
among their member States, although both organizations have
made progress in this difficult area. More importantly, there
are significant variations in the way their commonly-accepted
standards are actually implemented, based on the resources
and methods employed by each regulatory agency. These dif-
ferences among insurance supervisors are important because

Wishful thinking: a world view of insurance solvency regulation, Oct. 1994
1994 10 - GOV (House Report) - Wishful Thinking - 15 of 137
A World View of Insurance Solvency Regulation - John Dingell (D-MI) - BonkNote - 137p



8

the United States and Europe depend on coordinated
multistate regulation to control problem companies.

Experience shows that weak insurance companies find the
weakest regulators, and competition to attract business devel-
opment and jobs has worked against uniformly sound enforce-
ment of common standards. The fundamental difference be-
tween establishing uniform standards and uniformly applying
those standards has caused tension and distrust among regu-
lators who believe that some of their counterparts in other
States are not doing an adequate job. That situation appears
to be a continuing problem with multistate regulation, and its
effect must be considered in constructing sensible programs.

(4) A domiciliary regulator will monitor an insurer’s
business wherever it operates.

Extraterritorial regulation is an essential element of viable
multistate regulation, but it has proved unworkable in cases
studied by the subcommittee. Many times, regulatory neg-
ligence results from the false belief that someone else will do
the regulator’s job by asking the right questions and making
the right decisions. In practice, there is little incentive for an
insurer’s home-State supervisor to spend time and money look-
ing beyond its own borcfeers, particularly when the regulator is
confident that domestic policyholders and claimants are ade-
quately protected. Extraterritorial activities of an insurance
company are also more easily hidden from a domestic regu-
lator. Even when there is a real desire to obtain information
on out-of-State transactions, there can be legal obstacles for
regulators in gaining access to the right documents and people.

n the United States, any State granting an insurance li-
cense can theoretically examine the licensee’s business, but at-
titudes and resource limitations normally dictate that a compa-
gs home State carry the burden for monitoring solvency.

ing further, the European Union has formally adopted sole
regulation by domiciliary States as the basis of its single-li-
cense passport system, and other member State supervisors
are generally prohibited from interfering.

(5) Regulators will share important information re-
garding solvency and enforcement matters.

The only information that regulators openly share with each
other is information which is already available to the public.
This situation is further exacerbated by the fact that many for-
eign countries do not collect or publicly disclose important fi-
nancial, operating, and ownership information needed to mon-
itor an insurer’s solvency. Where such information is disclosed,
it is often misleading or incomplete for companies with sol-
vency problems, because truthfur reporting could induce other
regulatory agencies to take preventive actions in order to pro-
tect their citizens.

. In addition, legal prohibitions and liability fears among regu-
latory officials virtually eliminate exchanges of confidential in-
formation, especially when it relates to enforcement actions.
Thus, the information which would be most useful in directing
attention to problem areas is also the most likely not to be
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shared with other regulators. In the absence of formally pro-
tected communications, some regulators have resorted to an in-
formal system of winks, nods, and off-record comments to sig-
nal problems among themselves. This ad hoc approach is to-
tally unsuitable as the basis for international regulatory com
munications. :

(8) When insolvency threatens, regulators will cooper-
ate to protect the interests of all parties.

Full cooperation among regulatory agencies facing a multi-
state insolvency is unrealistic. Regulators are legally required
as government officials to maximize recovered assets on behalf
of their own citizens, and they could be personally liable if they
failed to do so. Moreover, they fear sharing information and
taking unified action because these steps could lead to a public
run on an insurer, causing insolvency and diminished assets.

The failure of Executive Life Insurance Co. illustrates how
jurisdictional self-interest supersedes the larger community in-
terests when multi-state insolvencies arise. Other factors work-
ing against cooperation include embarrassment, political pres-
sures, and the natural reluctance of regulators to accept blame
for insolvencies. These regulatory system weaknesses will not
vanish by simply acting as if they do not exist.

The subcommittee has been impressed with the quality of most
regulatory personnel who are responsible for administering sol-
vency programs, which makes it all the more disappointing that
program designs are not as good as the peaple who must imple-
ment them. A realistic approach should drop unwise reliance on
noble behavior, and instead emphasize systematic procedures that
include background investigations, information verification, and
thorough inquiries into significant business transactions and rela-
tionships. There is no magic to implementing a practical solvency
program, but success does require tenacity, creativity, and the
courage to insist upon the truth behind rosy promises made by in-
surers.

The factual record shows that renegade managers are unwilling
to cooperate with the good intentions of supervisory officials. Until
they were ultimately exposed, or fell under their own weight, the
insurance company failures examined by the subcommittee were all
vigorously and aggressively defended by their supporters as smart
business ventures. None of these reprehensible cases was discov-
ered or discouraged due to wishful regulatory attitudes about man-
agement honesty and prudence.

THE NAIC’S INHERENT LIMITATIONS

The National Association of Insurance Commissioners (NAIC)
has promoted the collective interests of State insurance commis-
sions for more than a century. It is a worthy organization with an
impressive record of accomplishments in debating important issues,
developing model laws, collecting financial information, and ar-
ranging regular meetings where State regulators can get to know
one another and exchange ideas. Unfortunately, these substantial
accomplishments have been overshadowed in recent years by ef-
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" forts to expand the NAIC into regulatory functions which it cannot
erform.

P Under the present State regulaiory system, the NAIC is the only
forum for attempting to develop adequate and uniform solvency
standards throughout the United States. The group’s efforts, how-
ever, are inevitably limited to advisory guidelines because it has no
enforcement powers. Its decision-making is further constrained by
a desire for consensus among its members, as well as the need to
encourage voluntary implementation of its rules.

Lacking any power to mandate real changes in the way State in-
surance commissions perform their daily tasks, the NAIC has be-
come a convenient rallying point for those who wish to make sol-
vency reforms through concentrating on better rules. The organiza-
tion is a natural choice for this mission because processing new
standards and issuing manuals have been its traditional duties. Al-
though it has flaws as a regulatory vehicle, the NAIC fulfills a use-
ful role as a surrogate for State officials who want to do something
to improve national solvency regulation, but have no other avenues
which would be more effective in controlling events beyond their
own borders.

The NAIC’s solvency agenda began in earnest in 1988, with the
creation of a package of model laws and regulations deemed to be
the minimums necessary for any State insurance commission to be
effective. In 1990, the organization moved into a regulatory stance
by establishing its Financial Regulation Standards and Accredita-
tion Program to certify which State commissions were complying
with its package of minimum requirements. About the same time,
the NAIC started a computer database to track potential wrong-
doing, and substantially increased its capabilities to offer central-
ized financial analyses of national and alien insurance companies.
Some of these steps are useful, but they have so far been ineffec-
;:ual as an overall program to remedy underlying solvency prob-
ems.

The subcommittee has monitored since inception the NAIC's en-
deavors to assume the mantle of insurance solvency policeman on
behalf of the United States. The group has expended enormous fi-
nancial and political resources, yet so far its accreditation program
has yielded controversy and limited results because the NAIC
strayed into areas where it cannot achieve the promises made to
its members and the public. Furthermore, State legislators have ac-
cused the NAIC of overreaching its authority as a private trade as-
sociation by dictating what laws must be enacted.

Although there is an obvious need for national regulatory and en-
forcement actions to implement effective solvency regulation, the
NAIC is simply the wrong entity to accomplish these goals. Despite
its good intentions, the group has no more legal authority to regu-
late solvency than the Kiwanis Club, the Lions Club, the Jaycees,
or any other public-spirited organization. Knowledgeable people in
the regulatory and business communities understand the NAIC's
innate limitations, but there remains strong pressure to make the
group into something it is not because no other organization is
available to regulate national solvency matters.
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STATE REGULATION: TOO MANY COOKS WITHOUT A
RECIPE

Unlike the NAIC, State insurance commissions are government
agencies that can exercise real power to achieve their directives.
e quality of State regulation reflects the diversity of the 50 polit-
ical systems which generate it. Some States have sufficient leader-
ship, resources, and public support to establish and monitor high
solvency standards, while many others apparently depend on
stronger States or the NAIC to protect their residents from trou-
bled insurers. Each State maintains a separate regulatory appara-
tus with a full complement of rules, reports, and enforcement tools
to protect its citizens, but differences among them have led to juris-
dictional loopholes inviting abuse from wrongdoers and fast opera-
- tors seeking the weakest regulator. Conflicting requirements have
also meant costly and redundant licensing and supervisory proce-
dures for well-managed companies, without demonstrably improv-

ing the overall quality of regulation,

Critics have long charged that State regulators are preoccupied
with minutiae at the expense of seeing larger trends and events at
regulated insurance companies. They argue that scarce resources
are wasted on an obsession with overly detailed rules, misdirected
financial examinations, and excessive licensing requirements that
blanket all companies, while fundamental high-risk business shifts
by certain companies into predatory marketing, junk bonds, front-
ing arrangements, and exotic reinsurance are neither questioned
nor stopped.

Vigilant States and reputable insurance companies pay a steep
price when their less able counterparts rely on unreal expectations.
Not only must good regulators spend time and money to guard
against insolvencies within their jurisdictions, they must also po-
lice the activities of companies based in other States, or run the
risk of their residents being hurt by negligent supervision else-
where. Substantial guarantee fund payments to State residents in
expensive multi-state failures such as Mission Insurance Co. and
Transit Casualty Co. have greatly added to these costs.

After 5 years of investigation, the subcommittee has concluded
that current State supervision in the United States is lacking in
the key areas needed to achieve national solvency regulation. The

- major reasons are limited legal authority, inadequate resources,
and poor coordination. Despite rhetoric about the “State regulato
system,” it is quite obvious that insurance commissions do not wor
together jointly as a national system. The 50 independent commis-

- sions, which operate at the behest of their respective State govern-
ments, clearly have different capabilities and interests in many
areas. Commonly applied standards and coordinated multi-state
enforcement have eluded them, and are not feasible when their al-
legiance and attention are naturally focused on home-State con-
cerns.

Similarly, the quest for information and control over unlicensed
alien insurers and reinsurers has been thwarted by the inability of
State governments to enforce their requirements. Foreign compa-
nies operate freely across State lines through a fluid network of
brokers, and belated State administrative orders prohibiting them
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from future violations are the only potential retribution they face
for wrongful behavior. These orders pose no threat to people livin
in other countries, who can bank the funds already in hand, an
switch into new ventures not covered by prior State decrees.

Some State regulators also seem too willing to accept the bur-

eoning public costs associated with failed insurers. This tolerance
or company failures may be encouraged by the existence of insol-
vency guarantee funds that act as a safety net to cushion the
harmful effects of regulatory inaction or ineptitude. However, toler-
ant -attitudes reduce the incentive for preventing insolvencies, and
weaken the sense of urgency which drives major improvements in
licensing and examination procedures.

Finally, State cormmissions do not possess the means to regulate
the solvency of insurance companies operating across the United
States and around the world. In addition to enormous rractical
hurdles, the legal limits on State authority are rooted absolutely in
the United States Constitution. Some State commissioners have
confronted the reality of their jurisdictional and resource limita-
tions by asking the Federal Government to help, and even the
NAIC has admitted the need for additional Federal legal authority
to prosecute wrongdoers and control unlicensed foreign companies.

WHAT MUST BE DONE

Ironically, the present regulatory apparatus developed by the
NAIC and State insurance commissions works best for those who
need it the least. By emphasizing stricter standards, current sol-
vency programs are destined to have their primary imgzct on in-
surers that are willing to obey the new rules without being com-
pelled by regulatory authorities. The more mundane chores associ-
ated with routine monitoring and enforcement of existing require-
ments have not been properly addressed, so the people prone to
abusing prudence and sound management are not likely to be
caught before causing at harm. The only way to discover the
dreamers, schemers, and renegades infecting the industry is to look
for them, They rarely report their shenanigans voluntarily.

The solvency weaknesses identified by the subcommittee can be
corrected, but forceful action will be required on a number of dif-
ferent fronts. For example, the NAIC and State commissions must
re-direct their efforts toward resolving the matters already within
their control under the existing regulatory framework. There are
also important quality assurance measures that should be taken by
insurance industry participants in the United States and overseas.
Newtslaws are not needed to reap the benefits of these improve-
ments.

While much can be accomplished by using the means which are
presently available to regulators and private industry, the Federal
Government must acceart its responsibility for performing the inter-
state and international functions which are beyond the powers of
State governments. This will require additional legislation by Con-
gress to establish the necessary supervisory and enforcement mech-
anisms, and to remove conflicting State requirements. .

The subcommittee recognizes there is no single solution to the
problems it has observed, and that no government or private sector
organization can single-handedly implement all the changes which
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are required. Accordingly, the subcommittee makes the following
recommendations for each group which plays an important role in
correcting solvency weaknesses. ' ‘
(1) The National Association of Insurance Commissioners.
As a forum for developing better standards, the NAIC is a useful
channel for tapping the expertise of State regulatory officials seek-
ing solutions to common problems. However, the o ization’s sol-
vency accreditation program, though well-intended, will not suc-
ceed as a substitute for appropriate governmental action. The
NAIC relies on the voluntary consent of State insurance commis-
- sions and legislative bodies to implement its recommended stand-
ards, but the record shows that consensus decisions have not
achieved uniformly high solvency standards throughout the United
States. Furthermore, the NAIC's attempts to police compliance
with its “mandatory” accreditation program are both clumsy and
ineffective, because they reverse the agpro riate lines of authorit,
between the NAIC's members and the State legislatures whic
sponsor and fund them. '

In addition to developing standards, the NAIC can be a good re-
source for providing analytical and database functions to support
State supervision. It plays an equally important role in arranging
regular meetings attended by State commissioners to discuss sig-
nif‘lucant issues. The organization already analyzes the condition of
selected companies on a national basis, and serves as a central re-
pository for insurer financial reports collected by—State commis-
sions. These largely successful efforts provide the NAIC with staff
and computer system capabilities that can be used to advance indi-
vidual State monitoring of the vast majority of insurers which play
by the rules promulgated by supervisory authorities.

The NAIC can perform many tasks at the national level that
would be difficult for its member commissions to accomplish indi-
vidually as State agencies. However, the NAIC is not a regulatory
agency, and it faces serious problems when attempting to engage
in enforcement matters, as it has with the Special Activities
Database. The SAD system could be useful as a comprehensive
computer reference for published materials relating to insurance
companies and supervision, but it is unproductive in its present
form as a high-tech hotline to record the unofficial sightings of
troublemakers by State regulators. Other projects to value insurer
investments and rate alien insurance companies have also yielded
unimpressive results. Fortunately, far superior products are avail-
able to regulators from the commercial ratings services. For exam-
ple, the Standard & Poor’s organization shares its domestic and
alien insurer ratings with the NAIC and State insurance commis-
sions without charge.

Finally, the NAfC has been accused of endorsing overly vague
standards which can easily be met by any State. %Vhile this ap-
proach may have been necessary to reach the targeted number of
certified commissions quickly under the group’s accreditation pro-
gram, it does little to raise the minimum level of standards that
the NAIC itself has found are deficient. There is no apparent bene-
fit to establishing feeble rules, nor is there any honor gained b
State commissions for passing them. Even if they are controversiaf:
explicit model rules that are well-researched have more use as rec-
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orgmendations for State legislatures and other rule-makers to con-
sider.

(2) State Insurance Commissions. State regulatory agencies
are the frontline guardians of solvencg in the United 1gt;at;es. Al-
though their powers are circumscribed by limited jurisdiction, there
is much they can accomplish as direct regulators who license and
supervise the business activities of individual companies, brokers,
and agents. In recenzdyears, a majoritg of State commissions have

substantially upgraded their legal authority and staff resources to
deal with tl¥e rise of insolvencies, but they still have a long road
ahead.

The best way for State insurance commissions to help solve na-
tional solvency problems is to master the tasks which lie within
their powers, State commissions need to shake their preoccupation
with rule-making, and move aggressively to upgrade their capabili-
ties for conducting sound examinations of insurers and reinsurers.
Hands-on monitoring improvements must be applied across the
board to all companies in order to detect and stop those which are
incompetent or dishonest. Because distinctions between the good
and bad operators are not always immediately visible, sophisticated
and efficient analytical techniques should be developed to focus on
the business transactions, affiliate relationships, reinsurance ar-
rangements, and investment strategies which largely determine the
overall financial health of insurance companies. Examination pro-
cedures inherited from the last century, such as verifying all policy
and investment portfolio serial numbers, should be reduced in favor
of accurately monitoring modern business deals that move at light-
ning speed.

Enforcement is another area where vast improvement is needed.
Regulatory inquiries and background checks on specific persons
and companies can be indispensable in spotting trouble. When vio-
lations are found, State commissions must issue appropriate ad-
ministrative orders, obtain civil court relief, and make criminal re-
ferrals that create an enforcement record and punish offenders.
These official actions are more reliably shared with other insurance
supervisors, and they send a clearer deterrent message to people
contemplating foolish or wrongful acts.

The subcommittee also recommends that State insurance com-
missions closely in?ect the qualifications and activities of inde-
pendent brokers and agents, especially those handling reinsurance
and surplus lines coverage. é’very' significant property/casualty
company failure has involved extensive participation by such
intermediaries working on commissions, and they have been the
chief conduit for transferring policyholder funds to unsound and
unscrupulous destinations around the globe. In the life insurance
industry, a number of agents have intentionally misled customers
g_bout policy risks and benefits at great expense to innocent vic-

ims. :

Lastly, State commissions should make routine fact-finding re-
ports regarding the causes of actual insolvencies. Without these,
regulators and the public have no reliable or comprehensive record
to guide corrective measures and follow the trails of individual
troublemakers. As liquidation receivers, State regulators have the
necessary access to company records, as well as to former man-
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agers, employees, and customers who can provide the information
required to tell the real story.

(3) The Federal Government. The subcommittee has inves-
tigated solvency weaknesses, and concluded that strong national
standards, effective enforcement, and regulatory controls over unli-
censed alien insurers and reinsurers are necessary. How shall
these reforms be instituted? There are many arguments regarding
the respective benefits of State regulation versus Federal regula-
tion of insurance companies. Behind this debate, however, is one
uncontestable fact: The Federal Government is the only entity in
the United States possessing the legal authority to regulate insur-
ance matters affecting interstate and foreign commerce.

Whether or not Federal insurance regulation is considered to be
desirable, Federal involvement is clearly necessary to implement a
unified national program which raises solvency regulation to an ac-
ceptable level. The NAIC, along with others who vehemently op-
pose Federal regulation on principle, has recognized this reality by
proposing that Congress grant the seal of Federal Government le-
gitimacy to their programs. They also joined in asking Congress to
extend Federal criminal penalties and investigations to punish peo-
ple who violate the legal requirements of State governments.

After due consideration, the subcommittee recommends that Con-
gress, at a minimum, enact legislation which will use Federal Gov-
ernment authority to achieve the following results:

(a) All insurers and reinsurers not licensed in the United States
must be supervised by a Federal agency, appoint that agency as an
agent for receiving service of legal documents, post adequate finan-
cial security, and report information equivalent to that reported by
licensed companies in order to do business with policyholders in
this country.

(b) Regulatory information exchange agreements should be nego-
tiated with every foreign country serving as the domicile for insur-
ers and reinsurers doing business in the United States, and compa-
nies based in jurisdictions that do not share regulatory information
withkauthorities in the United States should be banned from this
market.

(c) Any insurer or reinsurer engaged in interstate commerce
must be required to comply with Federal standards for capitaliza-
tion, investments, reinsurance arrangements, broker and agent re-
lationships, and affiliated company transactions; and Congress
must actively continue to monitor the financial condition and oper-
ations of insurers and reinsurers operating in interstate commerce.

(d) Until Federal standards and enforcement are established,
Congress must continue to examine the interstate and inter-
national activities of State insurance regulators.

(4) Private Industry. There are several actions that insurance
industry participants could take by themselves to enhance solvency
in the ma.rketp?ace. The first would be to employ more sophisti-
cated use of commercial ratings services. Currently, insurance com-
panies can choose to receive a thorocugh financial and business
evaluation, including on-site visits, from independent ratings serv-
ices which issue a public report of their findings. This process has
the advantage of using the common methodology and market rep-
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utations of ratings experts, but it costs money and is not generally
employed by insurers concerned about receiving a poor rating. In
adfition, the ratings services focus their reviews on financial fac-
tors, rather than the broader background inquiries demanded by
good regulators.

The self-interests of companies, brokers, and agents seeking to

lace their business with solvent and well-managed insurers should
Eelp increase the use of sophisticated commercial ratings. Such rat-
ings should also be expanded to include broader issues affecting an
insurer’s business practices, in recognition of the larger concerns of
supervisory authorities and the public. They would be even more
useful if the ratings services developed easily understood grades
and explanations to convey their findings, instead of the arcane
combinations of alphabets and symbols now in vogue.

Similarly, insurance providers could establish their own better-
ment programs, either individually or under the auspices of a busi-
ness trade association. Other industries have developed public
oversight boards and independent review programs to enhance
their credibility, but the success of such efforts depends on how ac-
ceptable they appear to objective observers. Self-review programs
are also a useful alternative for foreign-domiciled companies need-
ing to establish their equivalence with American competitors, espe-
cially those companies which are based in countries where govern-
ment supervision and financial reporting are seriously deficient or
overly secret.

Private industry initiatives in the United States and overseas
cannot replace proper governmental supervision, but they can help
to show it a company goes beyond the minimum regulatory require-
ments, which are often unsatisfactory. For insurers with nothing to
hide, rigorous commercial ratings and self-help programs can be a
useful way to overcome rising public anxieties agout solvency, and
establish their credentials with market participants, customers,
and regulators. To the extent that supervisory agencies find these
steps credible and useful, they may be able to target their primary
efforts on insurance companies which avoid independent scrutiny.
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PART 11
SOLVENCY PROBLEMS: THE BEAT GOES ON

When the subcommittee issued Failed Promises in 1990, many
State regulators and insurance industry representatives applauded
its focus on the importance of solvency regulation and the imme-
diate need to correct weaknesses in the system. Unfortunately,
there are recent signs that a dangerous complacency has crept into
the attitudes of people responsible for implementing such reforms.
Relaxed attitudes apparently stem from notions that the insurance
industry excesses which occurred in the 1980’s have stopped, and
that sufficient regulatory improvements have been made to prevent
their recurrence. These are serious misconceptions, but the resur-
gence of such views so quickly is a testament to the power of the
wishfu] thinking behind them.

The record compiled by the subcommittee confirms the continu-
ing existence of major loopholes in domestic and foreign supervision
of insurance companies. Failed Promises dealt primarily with prob-
lems in the property/casualty industry, including the proliferation
of uncontrolled agents and brokers, exotic reinsurance arrange-
ments, false reporting, speculative underwriting, inadequate loss
reserves, and scurrilous transactions with affiliated companies.
Many of those problems have persisted, and the regulatory changes
made to date are insufficient to provide reasonable assurances that
prgperty/casualty abuses will be effectively curtailed.

orrecting known weaknesses is crucial because the financial im-
pact of property/casualty disasters is growing. Insurance losses for
the first half of 1994 from winter storms, the Los Angeles earth-
quake, and other catastrophes exceeded $8.5 billion, making it one
of the costliest periods ever for the property/casualty industry. Hur-
ricane Andrew in 1992 demonstrated how a single natural disaster
could result in claims payments of $16.5 billion, and the economic
consequences would have been far worse if the storm had passed
through the heart of Miami a few miles to the north. Killer storms
that can sink insurers are being matched by the effects of man-
made disasters. The A.M. Best Co., an insurer ratings service, has
Eredicted that insurance companies will face environmental and as-

estos claims having a present value of $132 billion over the next
25 years, but just 515 gillion has been paid or reserved on those
claims so far,

Since 1990, a rash of high profile insolvencies has also tarnished
the life/health side of the insurance industry. Hazardous business
strategies, bad investments, lax internal controls, and holding com-
pany manipulations all contributed to the failure or near demise of
several big companies bearing household names. The severity of
these problems was fully revealed when an inevitable economic

an
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downturn exposed imprudent operating and investment practices.
Increasing competition from mutual funds and investment compa-
nies generates continuing long-term strains for life insurers, be-
cause the pressure to match higher and riskier rates of return con-
flicts with the prudent investing needed to assure eventual cash
pay-outs to policyholders and pensioners.

Some officials take comfort from the fact that insolvencies con-
stitute only small percentages of the total number of insurance
companies and their gross assets. This misplaced viewpoint ignores
the real size of failed insurers and the related impact on the public.
In 1992, the gross assets of insurance companies in the United
States totaled $2.3 trillion. Even small percentages of such an im-
mense amount leave billions of dollars in unpaid claims, and the
effects on the individual victims are devastating. Because insur-
ance is a financial product based on trust, the costs to the industry
from diminished public confidence are immeasurable.

Standard & Poor’s predicts that insurer insolvencies will remain
an important concern during the foreseeable future. Although the
actual number of failed companies dipped in 1993 from the histori-
cal high reached in 1989, there were still 47 insolvencies with an
estimated public cost of $2 billion. Moreover, the 1993 statistics -
showed again that company failures were spread across all types

_of insurance, and that large multi-state insolvencies are growing in
number and effect. Solvency problems are often hidden behind
strong cash flows and respectable reported profits, so the symptoms
cannot always be detecteﬁfurough the financial ratios and warning
signals relied upon by regulators in the past. Standard & Poor’s
urges caution because many insurance companies have benefitted
temporarily from better investment returns and market conditions,
without correcting the underlying business weaknesses which make
them vulnerable to financial reverses.

YOU BET YOUR LIFE: THE FIRST EXECUTIVE SAGA

Starting in 1990, the subcommittee widened the scope of its sol-
vency investigation to include the serious financial setbacks and
failures which were engulfing the life insurance industry. While
most people hope that luck and the law of averages will protect
them from calamities where they need to collect from property/cas-
ualty companies, almost everybody expects to eventually collect on
the cash benefits sold through health insurance, retirement plans,
and life insurance policies. However, public expectations were
shaken when fundamental changes in the marketing and investing
practices of life insurers caused several huge companies to founder,
resulting in a sudden realization that life and health benefits
planned long ago could evaporate overnight.

A number of troubled and insolvent insurers made headlines in
the newspapers, including venerable mainline providers like Mu-
tual Benefit and the Equitable, aggressive high-fliers like Fidelity
Bankers and First Capital, and apparent frauds like Guarantee Se-
curity Life in Florida. Of all these, the most egregious and well-
publicized was the First Executive empire run by Fred Carr, with
assistance from Michael Milken. This group of companies literally
gambled away its policyholders’ security through almost every type
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of management abuse that has concerned the subcommittee, and
State regulators did little to stop them.

The three major players in this episode were the Executive Life
Insurance Co., based in California, its Executive Life subsidiary,
separately domiciled in New York, and First Executive, which was
a publicly traded holding company that owned both the California
and New York insurance companies. As chief executive officer, Mr.
Carr used these three companies to construct one of the largest in-
surance organizations in America in just 10 years. The numbers
are staggering: Reported assets of Executive Life in California sky-
rocketed 1,578 percent from 1980 to 1990, and the assets of Execu-
tive Life in New York leapt 1,273 percent during the same period.
By 1990, First Executive had become the 15th largest life insurer
in the United States with combined assets exceeding $19 billion.

Mr. Carr and his associates achieved their heady success by
turning the Executive Life companies into high-risk investment
funds which obtained capital from the public under the guise of in-
surance policies, annuities, and guaranteed investment contracts.
Risky investments in junk bonds and speculative real estate yield-
ed very substantial short-term profits that enabled the Executive
Life insurers to beat their competition in the insurance industry.
They attracted hordes of policyholders who were delighted to earn
generous rates of return equivalent to the investment markets,
while maintaining their funds in the secure hands of State-regu-
lated insurance companies. The obvious defect in this happy sce-
nario was that the generous earnings propelling the First Execu-
tive empire were produced by businesses with inflated values that
would easily falter.

During its heyday, First Executive amassed more than 60 per-
cent of its insurance assets in the volatile and exceedingly risky
junk bonds peddled by Michael Milken through the Drexel
Burnham Lambert investment firm. These bonds paid very high in-
terest because they were issued and backed by marginal corpora-
tions, which could not qualify for the lower interest capital offered
by traditional securities and bank loans. When the junk bond mar-
ket began to collapse precipitously in late 1989, gigantic write-
downs in the investment portfolios at Executive Life in California
triggered a policy redemption rush by worried customers. The rush
exposed the underlying financial vulnerability of First Executive,
and sank the Executive Life insurance companies in 1991.

The subcommittee reviewed the events surrounding the demise
of First Executive and its insurance subsidiaries during public
hearings held on June 18, 1990, May 22, 1991, and September 9,
1992, The purpose of those hearings was to explore how First Exec-
utive had gotten into such a dire position while its insurance com-
panies were being regulated by California and New York, two of
the Nation's leading insurance supervisors. First Executive’s fatal
slide into disaster occurred gradually over a 10-year period, as Mr.
Carr guided the marketing and investment strategies which plainly
abandoned prudence in order to garmer more customers and pre-
miuqils. Why did the regulatory agencies fail to act during all that
time?
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NO SAFETY IN NUMBERS

At the first hearing in June 1990, the Executive Life companies
were still in business, although they were reeling from bad public-
ity and customer withdrawals. Mr. Carr appeared at the hearing
with a slew of robust numbers, industry comparisons, and an un-
disclosed actuarial study to rebut su§gestions that his companies
were on the brink of failure. He boldly asserted that First Execu-
tive and its subsidiaries passed all liquidity and asset strength
tests with flying colors, and said that in the long term, “our invest-
ment strategy will be proven, overall, to be sound and our company
will continue to be among the Nation’s most successful insurers.”
Heartened by the apparent support of State regulators, Mr. Carr
said: “Of particular note, of course, are the views of our State in-
surance regulators, who have consistently confirmed our solvency.”
In addition, he was probably heartened by a new management con-
tract awarded in 1989 as his companies fell apart, guaranteeing
hima $600,000 annual salary, a generous expense account, a $2
million insurance policy, and a $6 million severance allotment,

The subcommittee also invited the regulators from California and
New York to present their views on the Executive Life companies.
California’s insurance commissioner refused the invitation to tes-
tify, but sent a written statement which generally backed Mr.
Carr’s assertion that Executive Life could meet its policyholder ob-
ligations under any adverse conditions. New York sent its acting
superintendent and the director of the insurance department’s life
division. They expressed great confidence that policyholders of the
New York subsidiary were fully protected from any problems which
might occur in California or other parts of the First Executive orga-
nization. .

Despite the optimism of Mr. Carr and his regulators, the newly-
elected insurance commissioner in California placed Executive Life
under State conservation on April 11, 1991, and New York did the
same 4 days later in order to preserve the assets of the Executive
Life subsidiary in that State. The subcommittee held its second
hearing the next month to follow-up on the causes of the takeovers,
and to gauﬁe the effectiveness of the State regulatory system in
dealing with this enormous national insolvency affecting the resi-
dents of all States. That hearing, which featured testimony by the
NAIC leadership and the insurance commissioners from California
and New York, disclosed some astonishing discrepancies between
the goals espoused by the NAIC and the actual behavior of State
regulatory commissions.

n their prepared testimony, the NAIC leaders vigorously de-
fended the quality of State insurance supervision, contrasting its
success with the failure of Federal agencies to prevent massive in-
solvencies in other financial industries. They specifically pointed to
the benefits of having 50 separate agencies supervise insurance, be-
cause the sheer number of regulators meant that ineptitude or in-
dolence at one commission would not affect the entire country or
stop others from taking necessary actions. Moreover, they noted
that each State commission, while serving to check regulatory prob-
lems elsewhere, could simultaneously be innovative in trying dif-
ferent approaches to supervising solvency.
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Although the NAIC's theories of regulatory cooperation and com-
petition to excel sound appealing, the prelude and finale to the Ex-
ecutive Life takeovers display a distinctly less flattering portrait of
multi-state supervision in handling a huge national insurance em-
pire. Here are the facts elicited at the subcommittee’s hearing:

o The regulators in other States relied entirely upon California
and New York to supervise the Executive Life companies, rather
than having many separate checks by different commissions on the
company’s excesses. Nobody else took any action until the insurers’
collapse was imminent.

. ere was minimal communication and cooperation among
State agencies. Dating back to 1980, New York had found bogus
surplus relief reinsurance and serious management wrongdoing. In
February 1987, the department finally ordered a $250,000 fine and
a $161 million capital infusion, and also banished the California
company and the offending officers from New York. The California
commission did not discover these regulatory actions until 3
months later, after the $151 million was paid without notice in vio-
lation of California law. While praising New York for looking after
its own interests, the new California commissioner said the First
Executive holding company basically “raided Exzecutive Life of Cali-
fornia to protect the New York company.” He criticized the Califor-
nia commission for not ‘frotecting its home-State interests.

» State regulators did not share important information. The Min-
nesota commission became deeply concerned about the condition of
Executive Life in early 1990, and sought to obtain current informa-
tion from California. The California commission would not provide
such data or agree to an immediate examination of the company.
When Minnesota threatened to send its own audit team to the com-

any, the NAIC intervened to keep supervisory control with Cali-
ornia in exchange for its agreement to be more cooperative. More-
over, New York did not make the results of its 1986 examination
available to other agencies until 1990, even though violations un-
covered during the process resulted in reserve penalties of $170
million and another 550 million capital contribution from the Cali-
fornia company.

o The tough regulatory vigilance boasted by the NAIC was ab-
sent for the Executive Life companies, which would have been in-
solvent as early as 1983 without phony reinsurance to boost their
reported surplus. New York belatedly ordered a halt to the reinsur-
ance in 1987, and tried to isolate its subsidiary from the main com-
pany. California had dawdled on the reinsurance matter since
1984, and ultimately gave First Executive a couple of 3-year grace
periods to fix it. First Executive was also bolstering the reported
capital of its insurers with borrowed money from selling its own
junk bonds, which required expensive debt payments from insur-
ance income. Without surplus infusions from Executive Life to its
New York subsidiary and from First Executive to the California
company, both insurers would have been statutorily insolvent in
1986. Near the end of this capitalization charade, the California
commission attempted to force Mr. Carr to get its approval before
making significant expenditures. He told them that would ham-
string the company and cause certain bankruptcy, so the commis-
sion relented.
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- o The NAIC’s Securities Valuation Office, which is supposed to
catch improper investments, allowed First Executive to create the
illusion of investment grade securities by transferring $789 million
of junk bonds to affiliated companies in exchange for new securities
that were collateralized by the junk bonds themselves. This clever
maneuver permitted Executive Life to appear more solvent in 1988
by reducing its statutory reserves for bond losses. After outside an-
alysts complained that the securities swap was a sham, the Califor-
nia commission made Executive Life reverse the deal in 1989.

e Although State regulatory agencies have existing general pow-
ers to order an insurer to halt any practice which might result in
hazardous financial condition, no agency used these powers against
the Executive Life companies. New York finally issued a specific
regulation in 1987 limiting junk bonds to 20 percent of a company’s
portfolio, but it was not applied to Executive Life retroactively be-
cause such spendthrift ways were considered to be an “integral
part” of the firm’s pricing policies.

¢ The NAIC proclaimes0 in its testimony that State regulators
took early action by forming a multi-state working group in Janu-
ary 1990 to coordinate supervision of the Executive Life companies.
This group was led primarily by California and New York, the
agencies which had been responsible all along for letting the situa-
tion reach a crisis. At least two expert studies and an on-site exam-
ination were commenced, and many special reports were ordered
from the companies, but the NAIC could not point to any specific
regulatory actions arising from this group. During the year-long pe-
riod of intensified study by State regulators, Mr. Carr sold the best
securities held by the insurance companies in order to pay for pol-
ici cancellations. The junk securities were the primary assets left
when action was taken by the new California commissioner in
April 1991, '

WAR BETWEEN THE STATES

A widespread revolt by Executive Life customers finally .put a
stop to First Executive’s profligacy. While State regulatory agencies
were stewing over the aﬂ{)ropriate course to take, the flood of cash
withdrawals by policyholders seeking to recover their money pulled
the plug on the insurance companies and Mr. Carr’s grand designs.
In a complete reversal of roles, the State commissions acted to pro-
tect the companies from their customers, and the customers took
their own personal actions to protect themselves from insurer insol-
vency.

Efforts by the NAIC to arrange a cooperative State response to
the solvency problems posed by First Executive ended in acrimony.
The New Jersey Insurance Department sparked the simmering
self-interests of each State by demanding in late 1990 that Execu-
tive Life post a $500 million deposit in order to continue doing
business in that jurisdiction. This demand irked the NAIC’s work-
ing group and the lead regulators in California and New York, who
were urging restraint by other States so that their monitoring ac-
tivities could permit Executive Life to recover financially for the
benefit of all. As the market situation grew worse and trust among
State agencies diminished, the NAIC decided to defend Executive
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Life by aggressively attacking the New Jersey Department for los-
ing faith in the joint wisdom of other State commissions.-

At an extraordinary plenary session in December 1990, the NAIC
unanimously passed a secret resolution castigating New Jersey for
acting unilaterally to preserve the interests of its residents. The
resolution used strong language to cite “the expert opinion” of the
NAIC’s working group that “the Executive Life Companies are in
no imminent financial danger . . .” It went on to call New Jersey’s
actions “unacceptable” to the NAIC, and .requested that other
States “not take unilateral action” and “not be influenced” by the
New Jersey Insurance Department. The primary conclusion stated:

NOW, THEREFORE BE IT RESOLVED that the NAIC
believes that the ac¢tion taken by the New Jersey Insur-
ance Department is irresponsible and contrary to the best
interests of New Jersey policyholders and all policyholders
of Executive Life Companies . . .

The resolution was distributed to State insurance agencies with
an attached confidential letter, dated December 27, 1990, to all
commissioners from the NAIC's working group. This letter reiter-
ated the group’s expert opinion that Executive Life was OK, pro-
vided supporting data, and reminded the commissioners that Cali-
fornia, New York, and other States had “carefully monitored” the
companies since January 1990. Concluding that “the companies are
capable of meeting all current and projected obligations,” the letter
warned that “unnecessary and precipitous regulatory action” could
harm their long-term viability.

Four months later, Executive Life was ordered into State-con-
trolled conservation by the new California commissioner, who as-
sumed office in January 1991. The subcommittee thereafter re-
ceived copies of the secret resolution and accompanying workin
group letter from anonymous sources. These materials were use
to question the NAIC leaders about their actions and inactions as
the Executive Life companies plummeted toward insolvency.

QUESTIONING THE EXPERTS

It was not clear from the answers given to the questions of sub-
committee members whether or not the NAIC knew what was hap-
pening at Executive Life whén the secret resolution was adopted.
On its face, the resolution confidently affirmed the continuing fi-
nancial strength of the company only 4 months before it failed.
Asked how they could make such a prediction that proved to be so
at odds with the facts, the NAIC leaders first replied that the reso-
lution did not say what they really meant. They claimed that it
was a secret warning intended for New Jersey alone, and that pub-
lic release of the imprecise language was “unfortunate.” Nonethe-
less, they distributed it to every insurance commission across the
country.

When pressed by the subcommittee regarding why they would
vote for a document that did not say what they meant, the NAIC
leaders admitted that their intention was not reflected in the lan-
guage they unanimously endorsed. They argued that, under the cir-
cumstances, regulators would have understood that the resolution
actually said New Jersey should wait until an investment firm
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completed _its study of the company’s assets. One commissioner
commented: “It doesn't say that. I wish it was a whole lot more
specific.”

The subcommittee next asked if the NAIC knew, when the reso-
lution was adopted, that Executive Life would go broke 4 months
later. The cornmissioners present responded that they did not know
it would go broke. Their lack of awareness regarding the real situa-
tion at the company conflicted with their previous assertion that
intense monitoring by the NAIC working group provided expert
knowledge that Executive Life would survive. When the sub-
committee chairman observed that the NAIC did not appear to
know what it was doing, one of the commissioners said, “I certainly
can see how you can come to that conclusion.”

A series of questions then ensued on the topic of the failure by
State regulators to stop Executive Life’s excesses over a 10-year pe-
riod. The NAIC leaders all answered that they relied on the judg-
ment of California and New York, and that they would have taken
action if they thought California was abdicating its responsibilities.
Concerning earlier NAIC claims of multi-state checks on . compa-
nies, the witnesses made no clear response to the subcommittee
chairman’s statement that they were not protecting their constitu-
ents if everyone ceded supervisory responsibility to California.

The leaders excused supervisory inaction by saying there was no
specific restriction on junk bonlc-ly amounts, but then agreed that
placing 60 percent of assets in one area “certainly” overexposed the
company. They further agreed that State regulators had general
authority to prevent hazardous investments, The NAIC witnesses
countered, however, with the argument that other financial regu-
lators were equally indulgent about junk bonds in the 1980’s. Ac-
cording to one witness, “We are paying the piper for that unfortu-
nate regulatory misjudgment . . .” He promised that State insur-
ance supervision would be corrected to prevent the same situation
“in the next cycle.”

The NAIC testified that the record of State regulators, as well as
the benefits derived from multiple agencies, warrants trusting
them to continue without Federal intervention. This assertion was
not supported by the responses to several questions relating to ac-
tual insolvencies. For example, the Executive Life case highlighted
differences in the quality of State supervision at separate times
and places. As justification for these variations, one NAIC official
said the company’s situation was “considerably different” in March
1991 than it was in December 1990, when the organization passed
its resolution defending the insurer’s financial health. Asked what
had changed, he responded, “There was a new administration in
the California insurance department.” His answer implicitly recog-
nized that temporal politics at State commissions can cause wide
fluctuations in regulating solvency matters,

In another example, the New York superintendent illustrated the
conflicts among different States by calling New Jersey's action “a
vain thing.” He explained: “They ‘ymew that the company couldn't
put up $500 million and that the request was just something that
would perhaps put them on the front page of the Wall Street Jour-
nal and perhaps, at least put them in gooed light with the voters,
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but that nothing was going to be accomplished by that, except that
perhaps a panic would be created.”

Additional subcommittee inquiries elicited agreement from the
NAIC leaders that residents of all States are harmed when a State
such as California does not meet its regulatory responsibilities in
costly cases like Mission, Transit Casualty, First Capital, and Exec-
utive Life. In reply to a query contrasting State behavior in these
real cases with the NAIC's assertion that the State system is supe-
rior, the organization’s past president stated, “The fact of the mat-
ter is that anecdotal insolvencies do not necessarily justify system-
wide performance.”

Although NAIC witnesses expressed a variety of sentiments re-
garding the causes for the Executive Life takeover by State au-
thorities, the prevailing viewpoint was that the regulatory commu-
nity relied upon the ga]ifomia,commission, which did not do as
well as expected. One commissioner noted that, in retrospect, “it

robably would have been in everybody's best interest if we would
Eave shut off that spigot.” The new insurance commissioner in
California flatly blamed the previous head of his agency for failing
to acknowledge clear danger signs for many years.

‘New York’s regulators refused any responsibility for the collapse
of Executive Life, saying the subsidiary under the department’s su-

ervision was “well-gmged,” and the victim of a “run on the bank”
confused policyholders who forced it into State control. The New
ork commissioner, deflecting criticism of his agency's laxity, at-
tributed the company’s heavy dependence on junk bonds to “a pyro-
technic interest rate environment” that caused an insurance indus-
try scramble to satisfy consumer desires for greater investment re-
turns. He praised his department for having the foresight to pro-
tect New York's interests by demanding cash and stronger cor-
porate accountability, without mentioning the detrimental effects of
such actions on the interests of policyholders in other States.

The most telling comment, however, came during a subcommittee -
interview with a senior official at the California commission who
had participated in supervising Executive Life for several years.
According to him, nobody em foye& by the California commission
had sufficient expertise to evaiuate the aggressive new investments
being made by companies like Executiveaiife. When asked if he be-
lieved the NAIC or other State regulatory agencies possessed such
expertise, he replied “no.” The official just shrugged in response to
the question of how a commission could claim to supervise an in-
surance company without understanding its investment portfolio.

WHERE ARE THEY NOW? -

Failed Promises told the stories of the largest insurer insolven-
cies which were known prior to 1990. Through tracking the paths
of the people who caused those failures, the subcommittee discov-
ered multiple examples of outrageous and irresponsible conduct by
greedy opportunists, bungling executives, obscure crooks, and
mainstream firms looking for easy money. Several cases continued
to fester as unfinished business for the subcommittee after Failed
Promises was issued, and the facts now show that a few of the
principal offenders were linked to other outlandish ventures which
were still underway at that time. Incredibly, key aspects of those
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related ventures were even more damaging and bizarre than the
ones described in Failed Promises.

The whereabouts of certain persons featured in the original sto-
ries are well known. Carlos Miro, Willie Schonacher, and James
Wining were ultimately convicted on Federal fraud charges. Mr.
Miro and Mr. Schonacher are now serving their sentences in pris-
on, while Mr. Wining succeeded in avoiding jail because the j'udge
felt he should remain on probation to take care of his troubled son.
Five of Mr. Miro’s cronies were also convicted, and two more are
awaiting trial on Federal fraud charges.

The key players responsible for the Transit Casualty mess have
fared much better. Joseph Mitchell, former chief executive of the
holding company which owned Transit, is presently the president
of American Investors and Consultants, Inc. in Los Angeles. George
Bowie, Transit’s former chairman and chief executive officer, has
resurfaced in the insurance industry as general counsel of Lancer
Insurance Co. in Grants Pass, Oregon. As described in Failed
Promises, both Mr. Mitchell and Mr. Bowie sold their stock options
to the company in 1984 at generous profits, just as the Transit
Casualty web was coming undone.

The subcommittee’s investigations revealed scores of insurance
executives, brokers, and agents in the United States and foreign
countries who were deeply involved in causing devastating insol-
vencies. Of the many people identified as apparent violators of
State insurance laws and regulations, Mr. Bowie is unique in being
the only person who was ever charged by State authorities with
any wrongdoing. He was acquitted of a 1989 State criminal com-

laint that he knowingly ﬁ?ed false regulatory reports with the
issouri commission. The deplorable record of State authorities in
not seeking administrative, civil, and criminal sanctions for obvious
violations of their own laws and regulations has been a great con-
cern in evaluating the effectiveness of State insurance supervision.

Since 1990, the subcommittee has continued to find numerous
examples of unchecked avarice and incompetence by people en-
trusted with providing insurance security to policy ofders. The
boldest gambits assailed common sense business methods, but were
enthusiastically welcomed by profitmongers in the marketplace
who fueled their growth. Other cases demonstrate how even small-
time shenanigans in the insurance industry can support an opulent
lifestyle. Regulators in America and Europe did not prevent the
substantial harm caused by such further assaults on the insurance
system, and some of the perpetrators are still on the loose.

TRANSIT CASUALTY: SALVAGING THE TITANIC

The Transit Casualty story is an excellent vehicle for examining
the myriad ways company insiders can abuse and destroy an estab-
lished insurer while pursuing quick profits and grandiose expan-
sion dreams. A subcommittee hearing on March 12, 1990 and fol-
low-up investigations revealed additional twists and turns in a
troublesome tale that was already breathtaking in scope. Updating
the tale of events which led to Transit’s demise now involves rec-
ognizing the importance of business transactions and relationships
in Chicago, London, Liechtenstein, Bermuda, and the People’s Re-
public of China.
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The subcommittee provided a detailed account of the failure of
Transit Casualty Co. in Failed Promises. Termed the “Titanic” of
insurer insolvencies by Transit’s liguidation receiver, this 1985 de-
bacle still maintains its ranking as the most expensive property/
casualty failure ever in the United States. The Transit case is a
story of brazen exploitation and regulatory neglect that is truly
gargantuan in every respect, from the idiocy of the company’s man-
agement schemes to the estimated $4 billion that it will cost inno-
cent victims across America. The end result is a monumentally
complex liquidation process that may not be completed until the
year 2012, because long-term claims will take years to develop and

) many of Transit’s reinsurers are bankrupt or refusing to pay.

The receiver for Transit told the subcommittee there are more
than 40 recalcitrant reinsurers around the world which collectively
owe the receivership over half a billion dollars. Each one must be

) Pursued separately through arbitrations and civil litigation in var-
1ous legal forums here and abroad, which makes the salvage effort
very time-consuming and expensive. Transit's receiver testified
that his job would be much easier if the Federal Government re-

uired the alien reinsurers doing business with companies like

ansit Casualty to register in the United States, report adequate

information, and submit to the jurisdiction of the Federal court sys-
tem.

The insolvency problems at Transit Casualty began in 1978,
when its business orientation drastically changed from writing
commercial transit, bus, truck, and fleet coverage to acting as a
“fronting” insurer that rented its name for a fee. In essence, the
company’s management abdicated responsibility for running Tran-
sit’s insurance business by delegating its operating authority to an
assortment of independent agents working around the country. The
company appointed 27 autonomous managing general agents to
represent Transit Casualty, and granted them complete authority
to issue insurance policies using the company’s name and reputa-
tion. By “giving its pen” to this multitude of agents, Transit’s busi-
ness expanded geometrically through all 50 States, and it soon had
reinsurance arrangements with approximately 900 companies lo-
cated in 30 foreign countries scattered around the world.

The switch to being a fronting company was accompanied by a
wholesale shift in the types of insurance coverage which Transit
started accepting. New policies produced by the network of agents
were heavily concentrated in t%e areas of high-risk commercial
{Jroperty and general liability insurance for major corporations and
itigious occupations, Management at Transit Casualty had no ex-
perience with such business lines, and also had no record-keeping
system to monitor the abundance of policy information and finan-
cial reports which the managing general agents were supposed to
submit to the company.

The original plan was to get rich quickly by letting the army of
independent agents do all the work, while Transit collected a front-
ing fee on every policy written. In return for getting a supply of au-
thentic blank policies from a fully-licensed insurance company, the
agents promised to find customers, issue policies, pay claims, post
reserves, keep the books, arrange reinsurance, and remit a percent-
age of the premiums to Transit. This dumb ploy backfired mightily
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when the agents, paid by commissions on the amount of business
they produced, realized they were free to write as much as they
could with no supervision from the insurer's management. They
went on a spree of uncontrolled policy writing at bargain prices
that eventually boomeranged to cause Transit Casualty’s collapse
when claims losses skyrocketed.

The fronting agreements required the managing general agents
to obtain reinsurance which would pay Transit for losses arising
from the policies issued in its name. Transit Casualty’s manage-
ment foolishly believed such reinsurance coverage would protect
them from fronting mistakes by passing all the losses to gomebody
else. Since the insurer's management was incapable of monitoring
the business activities of the agents, however, the reinsurance re-
quirement was often satisﬁ:f by concocting deals with over-
extended American companies or weak offshore reinsurers. Carlos
Miro, one of the agents, reinsured his Transit policies with a non-
existent company he created solely to keep more premium money
for himself.

The unsupervised reinsurance arrangements were a sure recipe
for disaster, just like the plethora of agent-produced policies writ-
ten in Transit’s name. Nevertheless, the need to obtain reinsurance
was a practical limitation for most of the managing general agents,
because it meant finding another company somewhere that was
willing to reinsure the large volume of risky policies which Transit
was fronting. Transit Casualty never had more than $47 million of
capital surplus, so continual reinsurance was absolutely necessary
to turn over its primary book of business in order to write more
policies. Where could enough reinsurance be found to sustain Tran-
sit’s rapid transformation from a modest-sized trucking and bus in-
surer to a $4 billion insolvency stretching around the globe?

Simply put, the Titanic of insolvencies needed a sister ship that
was willing and able to carry a full load of the same foolhardy in-
surance schemes which would sink Transit Casualty. Incredibly,
that vessel had already been assembled in London by a manage-
ment team that found a prosperous, albeit temporary, market niche
by throwing caution and common sense to the wind. Transit’s sister
ship was named London United Investments (LUI), and its insur-
ance empire sailed under the banner of an unregulated managing
agency operation called the “Weavers Stamp.”

THE TITANIC'S SISTER SHIP IN LONDON

The fates of Transit Casualty and the LUI group of companies
became inextricably intertwined over the years, but the London op-
eration was far more sophisticated. The evidence indicates that
LUI was instrumental in persuading Transit to undertake fronting
agreements and get its own stake in the management fees and un-
derwriting commissions generated by independent agencies. While
Transit failed because its managers knew little and cared less
about the perils of commercial liability insurance, the LUI group
ultimately went bankrupt because its management arrogantly be-
lieved they knew everything about those perils. Neither could have
ended in such turmoil without completely ignoring prudence, prop-
er bookkeeping, sensible internal controls, and sound business

Wishful thinking: a world view of insurance solvency regulation, Oct. 1994
1994 10 - GOV (House Report) - Wishful Thinking - 36 of 137
A World View of Insurance Solvency Regulation - John Dingell (D-MI) - BonkNote - 137p



29

rinciples. Both companies avidly took advantage of regulatory
copholes.

Two facts are now clear: The relationship between Transit and
LUI went far beyond normal reinsurance dealings. Among other
things, the companies became joint owners of two managing gen-
eral agencies they established in the United States. Second, Tran-
sit was definitely the junior partner, and could not have reached
the heights of financial debauchery without major help from the ex-
perts at LUL The chicanery, nonsense, and management abuses at
LUI preceded the Transit fiasco, and continued for another 5 years
after Transit expired.

As a vehicle for pursuing grand ambitions, LUI had many more
resources than Transit Casualty. The LUI holding company was
based in the active London market, had its own insurance compa-
nies, managed the affairs of several other insurers, and boasted the
professional technical expertise of its in-house underwriting agen-
cy, named H. S. Weavers. The company even had Prince Michael
of Kent, Queen Elizabeth’s cousin, serving on its board of directors.
He visited the United States as an LUI director, and reportedly
was quite effective in attracting clients impressed by LUI's lofty
connections.

The flagship of LUI's operations was a pool of insurers that pro-
vided substantial lines of insurance and reinsurance for commercial
property/casualty risks in the United States. This pool was com-

rised, at various times, of 27 different insurance companies which

ad a%reed to let the H. S. Weavers Agency issue policies and man-
age all related pool business on their behalf. During the 1970’s, the
LUI insurance pool included several reputable companies that
gradually departed as Weavers moved into increasingly high-risk
coverage, but a top German company continued to reinsure the pool
until it disbanded in 1991. Customers generally came to H. S. Wea-
vers through the LUI-sponsored agencies or independent brokers in
the London market.

Insurers agreeing to accept a share of the pool business produced
by Weavers were called “stamp companies,” and they were collec-
tively called the “Weavers Stamp.” LUI itself owned six of these in-
surers, which were known as the KWELM?2 companies after their
first initials. Most of the Weavers Stamp insurers were licensed
and regulated in Great Britain by the Department of Trade and In-
dustry (DTI). As an independent underwriting agency, H. S. Wea-
vers was not regulated at all by the DTI, even though Weavers had
full authority to obligate the stamp companies, pay their claims,
set reserves, and account for premiums. The holding company, LUI,
was supervised separately by DTI as a publicly—tradetf company
listed on the London Stock Exchange.

LUI had a straight-forward plan for its Weavers Stamp: They
would specialize in writing commercial liability insurance and rein-
surance coverage for almost every high-risk Fortune 500 company
in the United States. The LUI holding company, through its
KWELM insurers, would participate in the expected underwriting
income, and would also earn substantial management fees and un-

2Kingscroft Insurance Co, Ltd., Walbrook Insurance Co. Ltd., El Paso Insurance Co. Ltd.,
Lime Street Insurance Co. Ltd., and Mutual Reingurance Co. Ltd.
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derwriting commission profits from the agency activities of the
Weavers subsidiary. With singular determination to fulfill this
plan, they aggressively issued policies covering manufacturers of
chemicals, pharmaceuticals, and hazardous building materials, as
well as hospital and medical malpractice risks, directors and offi-
cers liability, and professional indemnity insurance for attorneys
and big audit firms.

The Weavers operation was in many ways a mirror image of the
dangerous methods used by Transit Casualty, except that Weavers
wrote the business itself instead of farming it out to others. The
Weavers Stamp fast became a market leader in covering corporate
liabilities in the United States because it would provide coverage
that other insurers avoided, and its prices were very reasonable.
Understandably, it attracted droves of brokers and their corporate
customers who were pleased to get affordable insurance for dan-
gerous liability exposures. From rather small and obscure begin-
nings, LUI and the Weavers Stamp followed a predictable boom
and bust cycle that lasted 15 years, and ultimately doomed LUI
and all of its insurance subsidiaries to insolvency. The bubble fi-
nally burst in the early 1990's, when poor underwriting and ad-
verse claims development bared LUI's exceedingly irresponsible
strategy of concentrating its business almost entirely on risky com-
mercial liability insurance.

Between 1990 and 1992, the LUI holding company, its H. S.
Weavers underwriting agency, and the KWELM insurance subsidi-
aries all were placed in liquidation under the British court system.
The ultimate costs to the public are currently projected to exceed
$5 billion, making this failure the most expensive insolvency in his-
tory. The Transit receivership is a major creditor of the Weavers
‘Stamp liquidation run-off because it is trying to collect $300 to
$500 million of reinsurance recoverables. Current recovery esti-
mates, however, are approximately 40 percent of the total, and the
British liquidation process for the KWELM companies could take
as long as 20 years to complete.

Investigating the Weavers Stamp phenomenon and the related
failures of LUI and the KWELM companies has been a subcommit-
tee priority since 1989, As it evolved, the tale of their rise and fall
included the usual elements of frantic expansion, gambler under-
writing, and international reinsurance delusions. It even became a
crime story in the end. When Weavers began arranging reinsur-
ance for the high risk policies produced at Transit, the stage was
set for the exponential growth that ultimately caused a $4 billion
ance companies. ;

The impact on the United States of unmet claims from the bank-
rupt KWELM insurers is enormous because 95 percent of their
business originated here. Substantial financial damages have been
borne by many American policyholders, as well as The Hartford
and Crum & Forster insurance companies. Those two insurers had
unwise fronting operations similar to Transit's reinsured by Wea-
vers. The obvious questions are, “Who created this $5 billion mess,
and how did they do it?”
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IN THE DRIVER'S SEAT AT LUI

The central force behind the emergence of the LUI insurance em-
pire during the 1970's was a London market underwriter named
C. R. (Ronnie) Driver. He started the H. S. Weavers underwriting
agency and became its chairman in 1963, appropriating the firm's
name from his chief underwriting partner in the enterprise, Henry
Weavers. In 1971, he joined the board of directors at LUI when
that holding company took control of the Weavers agency, and sub-
sequently became LUI’s chief executive in 1982. Described by oth-
ers as “the boss” who was not interested in technical insurance de-
tails, Mr, Driver admitted his dominant personality by telling Brit-
}gh investigators that he was “very strict over the running of the
irm.”

Mr. Driver pushed the expansion of LUI into risky insurance
ventures. He personally shared in the wealth by running a portion
of the new business directly through his privately-owned under-
writing firm, C. R, Driver & Co., that was located on the LUI

remises. Having expensive tastes for polo and socializing with

nglish high society, he spent much of his time and LUI's money
indulging these interests. Mr. Driver apparently left the actual in-
surance underwriting duties to Mr. Weavers and another officer at
the company named Peter Wilson. Together, these three men
formed the backbone of the LUI mana%ement team that vigorously
chased the rich premiums generated by commercial property/cas-
ualty buyers in America. Later, they were joined in their endeavors
by a much younger associate, Roger Borley, who rose quickly in the
management hierarchy under the patronage of Mr. Driver.

Ironically, the LUI team perpetrated its reckless mismanagement
under an aura of underwriting expertise and management acuity.
From the early days until he retired in 1985 due to illness, Mr.
Weavers was a respected underwriter in the London market. Mr.
Wilson carefully honed an image of aloof knowledge and hard bar-
gaining that still captivates some of his admirers, while Mr. Driver
was viewed as the behind-the-scenes mastermind who orchestrated
the LUI miracle. Only Mr. Borley, who became the principal under-
writer at Weavers by age 35, admits to a few shortcomings. After
the LUI empire collapsed, he cheerfully told the subcommittee that
he possessed few credentials for his post, but defended his record
all the same.

LUI acquired the Weavers agency and Mr. Driver’s leadership
skills in 1971. One of the first tasks during his tenure was creating
a licensed insurer named Walbrook in 1972 to accept business un-
derwritten by Weavers. As a wholly-owned shell company,
Walbrook had no separate identity or independent judgment from
the underwriting team at Weavers. This move marked LUTI’s initial
step into accepting insurance risks for itself, and assured Weavers’
success by providing the agency with a willing recipient for the
policies it produced.

Walbrook was the largest of the infamous KWELM insurers, and
the only one started by LUIL The other four bankrupt insurers were
originally participating stamp companies that were later bought by

to keep the operation going when their disgruntled former
owners wanted to quit the business. The KWELM insurers were all
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run by the Weavers agency. Armed with an unregulated underwrit-
ing agency and subservient controlled insurance companies, LUI
had the enviable ability to write its own ticket. Furthermore, other
insurers could be enticed to join the Weavers Stamp with the boast
that LUI had a real financial stake in the project’s outcome.
Weavers used the KWELM companies it controlled to insure
most of the business produced by the agency, and to pick up the
slack when more cautious insurers departed the stamp. In 1978,
the KWELM group took 55 to 60 percent of the Weavers business,
but that amount steadily increased to 90 percent by 1987 before
the companies began to tail. Walbrook was the last to stop writing
new policies in 1990, when the Weavers Stamp had shrunk to two
insurance companies, and Walbrook’s single share was 55 percent
of the total. In 1989 alone, Walbrook received net premiums ex-
ceeding $275 million from policyholders in the United States.
During their 10-year prime, the KWELM companies also served
the ruinous LUI scheme as replacements and reinsurers for one an-
other in an extremely complicated shell game that baffled outside
insurers and customers into believing they were protected from
weak providers. This “bait and switch” routine was so complex that
nobody at Weavers really understood its impact, but that was un-
important since they were preoccupied with bringing more new
business through the door. Such confusion has proven to be very
costly as the liquidation experts now wrangle over who should bear
the biggest burden of LUI's KWELM legacy. ‘

COMING TO AMERICA

Once the Weavers Stamp was established in London as a beacon
for American commercial risks, the next step was to export its un-
derwriting magic to the United States. This feat was accomplished
in 1977 when the LUI principals—Mr. Driver, Mr. Weavers, and
Mr. Wilson—connected with the gullible and greedy senior man-
agers at Transit Casualty in Los ﬂgeles. They jointly set up Rus-
sell Re in Troy, Michigan as an underwritin ﬁency that was ma-
jority-owned by Transit and, ostensibly, by i . As one of the 27
managing general agents given Transit’s pen, Russell Re was in-
tended to generate commission income while feeding new business
to Transit and the Weavers Stamp. However, it never became a
large producer for its parent companies.

A second jointly-owned agency, the National Underwriting Agen-

(NUA), was established by LUI and Transit in 1978 in Chicago,
Illinois. Also appointed by Transit Casualty as one of its managin
general agents with full authority to write binding policies, I?UE
plafed a pivotal role in bankrupting both of its parent companies.
Unlike Russell Re, NUA was run with the same reckless abandon
that characterized the Weavers Stamp operation, and it generated
vast amounts of policy liabilities for Transit in return for modest
Eremium income. The deleterious effects of colossal underwriting

lunders at NUA were magnified when they were reinsured by
Weavers using equally atrocious judgment. :

Richard Foss was the chief underwriter and a part-owner of NUA
during its glory days. Although heavily criticizeff by the Transit re-
ceiver for causing a lion’s share of the company’s losses, Mr. Foss
staunchly defends his record and his skills. He described himself
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as an expert underwriter who is well known in the market, and
told the subcommittee that he could not have caused so much dam-
age because NUA produced only moderate premiums. The actual
numbers contradict Mr. Foss’s assertions, which is not surprising
since adequately pricing assumed risks was never a hallmark of
the Transit and Weavers operations.

According to the receivership, NUA produced a total of $214 mil-
lion in gross written Bremiums for Transit Casualty, but committed
the insurer to $30 billion in coverage for a great many big corpora-
tions in such areas as pharmaceuticals, asbestos, and toxic wastes.
Projected losses from the NUA business are estimated at $1.6 bil-
lion, giving Mr. Foss and NUA an eye-popping loss ratio of 745 ﬁp
cent. en the fortunes of NUA sank with the Transit failure, Mr.
Foss became the chief executive of Geneva International Manage-
ment, Inc., which manages certain syndicates on the Illinois Insur-
ance Exchange in Chicago.

The Transit Casualty collapse in 1985 did not end LUI's presence
in the United States. The Weavers Stamp kept going with its hefty
imported American insurance risks, and LUI even acquired the
First Reinsurance Co. of Hartford in an effort to replace Transit as
a fronting company. With a steady flow of business brought directly
to London and the reinsurance assumed from other fronting insur-
ers in the United States, Mr. Driver's LUI empire was enriched by
premiums from this country for at least 5 more years after the Ti-
{;anic of American insolvencies slid beneath the waves of mounting
osses.

WEAVING A WEB OF DECEPTION

The LUI operation departed the United States under surprising
circumstances. While investigating the relationships between Tran-
sit and LUI, the subcommittee discovered an odd trustee arrange-
ment that was insisted upon by Messrs. Driver, Weavers, and Wil-
son. In 1977, when they helped form Russell Re on behalf of LUI,
the management trio secretly appointed a friendly American law-
yer in Chicago to hold the ownership shares representing the LUI .
interest in trust. The Russell Re earnings attributable to LUI's
ownership share quietly accrued in the trustee attorney’s account
until 1986, at which time he was instructed to send $210,000 to a
mysterious agent in Liechtenstein.

- en questioned by the subcommittee about this strange trust
agreement, the Chicago attorney said he had acted on the personal
instructions of the LUI management trio in holding the stock. He
clarified that he never represented LUI's corporate interest, and

- admitted paying a secret dividend to Liechtenstein. At the request
of his friend, Henry Weavers, the attorney also permitted a phony
return of the dividend money to LUI through ?\eis client account
when the company’s board of directors learned about the Russell
Re deal. The obvious purpose of that transaction was to conceal the
personal appropriation of LUI's funds by its senior managers.

Apparently, nobody at LUI except Messrs. Driver, Weavers, and
Wilson knew the publicly-traded holding company had an owner-
ship interest in Russell Re. Although they were LUI's top execu-
tives, the Driver team never disclosed their American trustee ar-
rangements and hidden Liechtenstein account. This omission fi-
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nally came to the attention of LUI's board of directors in 1988 after
a dissident director accused the senior management trio of siphon-
ing company funds for their personal use, a charge they angril
dismissed. A nasty and extended board of directors feud ensued!:’
which coincided with the company’s financial reverses that resulted
in LUI's tumultuous 1990 bankruptey .

Later in 1990, the DTI commenced a government investigation to
determine if LUI's corporate funds had been illegally diverted by
Messrs. Driver, Weavers, and Wilson. The British investigators
conducted a thorough investigation which lasted 3 years, and con-
cluded in 1993 that the fracas about Russell Re was just the tip
of the iceberg. They found that LUI's management trio had indeed
sent approximately $53 million of company funds over the years to
their secret agent in Liechtenstein. This series of unexplained
multi-national transactions were clearly bogus, and the matter is
now pending with the DTI and criminal prosecutors in Great Brit-
ain.

There are a number of curiosities surrounding the entire Russell
Re episode and its aftermath. The LUI board row occurred after
the Driver team boldly proposed in 1987 that LUI purchase the
Russell Re shares which were originally bought with funds they se-
cretly diverted from LUIL This effort at double-dipping was either
an act of exceptional bravado or blatant stupidity, since it led to
their downfall and possible criminal charges. Although the Russell
Re agency was significant as the trio’s first direct presence in the
American market, it was relatively insignificant as a cause for the
financial collapse of LUI's insurance empire. Furthermore, the com-
motion regarding possible criminal conduct at the holding company
has clouded attempts to gain a better understanding of the under-
lying reasons for the $5 billion Weavers Stamp insolvencies.

There are very important public policy questions concerning how
LUI and the Weavers Stamp were able to escalate into the world’s
biggest insurance insolvency without being caught by British or
American regulators. These questions remain unanswered by the
DTI’s report on the activities at LUI, the Weavers Stamp, and the
KWELM companies. The British government’s inspectors narrowed
their findings to specific examples of probable criminal diversion of -
corporate funds, and intentionally ignored the causes of the 15-year
international insurance extravaganza which created the criminal
environment at LUI The failure to address these issues is espe-
cially disappointing, considering the substantial resources and time
spent on the inquiry, as well as the enormous costs which have
been inflicted on the public in the United States and Great Britain.

The LUI case offers some clear parallels with the insurer failures
which the subcommittee has observed in this country. A publicly-
traded holding company was used to facilitate the creation of an
elaborate insurance organization whose key elements were not su-
pervised by insurance regulators. While the real action was hap-
pening in the offices of LUI and H. S. Weavers, the only entities
sub{'ect to review by DTI's insurance division were the KWELM
shell companies, which dutifully filed their obligatory reports with
the regulators. The accuracy of those reports, however, was skewed
by bad information emanating from the Weavers underwriting mill.
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Although the Weavers agency handled all the tasks which would
normally be regulated at an insurance company, it did not employ
any actuaries. The underwriting managers, with no apparent train-
in% or skills, even engaged in discounting loss reserves to present
values in order to boost reported financial results. No actuaries
were used at all until late 1989, when an outside firm was finally
retained by management to head off intervention by the DTI. The
independent actuarial review ultimately concluded that the

LM companies could not meet required solvency margins,
which led to their court-supervised takeovers,

The DTI's practice of relying on independent audit firms to re-
port solvency problems and management wrongdoing did not work
in the LUI case. The outside audit firm, MG Peat Marwick
McLintock, did not report LUT's diversion of funds or its perilous
management practices and financial condition. However, the DTI's
own inspectors found deficient audit practices when theg inves-
tigated the illegal diversion of funds at LUI, and other observers
claim the evidence on record demonstrates auditor negligence and
acquiescence in helping LUI's management cover their suspect ac-
tivities.

Negli ent auditin%is a common companion to financial institu-
tion aifures in the United States. As part of its investigation, the

subcommittee asked the partner in charge at KPMG Peat Marwick

McLintock in London how the LUI audit was conducted. He refused

to answer when asked, among other things, if his firm used its own

actuaries to evaluate loss reserves or verified transactions with the

Weavers Stamp reinsurer in Germany. Nonetheless, the audit part-

ner told the subcommittee his firm had done an “extremely profes-

sional job.”

The lack of internal controls and screwy bookkeeping at the Wea-
vers Stamp operation are also familiar signs of forthcoming disas-
ter, yet these obvious weaknesses flourished for years without
being stopped. The extent of the problems was vividly dem-
onstrated when subcommittee representatives visited the Weavers
offices in 1991, after the LUI bankruptcy. Roger Borley was the
only former management principal left, and he was working for the
liquidators who were trying to piece together the fragments of the

eavers Stamp policies. en Mr. Borley was requested to provide
basic figures on the annual premiums, projected losses, and num-
ber of policies relating to business originating in the United States,
he salg that such key information was not available on computers
or in anK consolidated format. Asked how Weavers could operate
without knowing the figures measuring its overall exposure, he re-
plied they were unnecessary because there was always enough cash

- available to pay the daily claims.

The subcommittee’s representatives continued pressing Mr.
Borley to see the Weavers book of business in America. He first
said, “There are six million bits of pager in this building, and you
are welcome to search through all of them.” Finally agreeing to -
show examgles of the policy records, he produced some worn loose-
leaf schaol binders filled with yellowed pages. Each page contained
handwritten pencil notations of customer names and coverage
terms for a particular policy, and extra paper was taped to the
page bottoms on the longer policies. As he flipped through the
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pages reciting customer names aloud, Mr. Borley remarked that
they truly did include every major high-risk business in the United
States. Although the Weavers offices were located in a modern
building near London Bridge, the records displayed by Mr. Borley
for this multi-billion dollar insurance enterprise were reminiscent
of a scene from a Charles Dickens stor%.'h

Where are the LUI principals now? The British government’s in-
spectors report that the chief executive, Mr. Driver, is in poor
health and experiencing memory lapses about details which might
incriminate him. However, he clearly remembers that he is inno-
cent of any wrongdoing. Mr. Weavers retired in 1985, and was ill
for many years before his death in 1993. He also strenuously de-
nied all charges of misconduct. Mr. Wilson at first refused to speak
with the government investigators, but they obtained a court order
to compef his coogeration. e begrudgingly complied, while com-
plaining. that he “resented the inquisitorial process.” Mr. Wilson
said that criticism of his conduct was “unfounded and unfair,” and
was based on “incomplete or misunderstood evidence and specula-
tion.” The inspectors rejected these accusations.

For his part, Mr. Borley remains active in London around the
fringes of the world’s biggest insurance failure. Perhaps drawing
from his first-hand experiences and inside knowledge, he is now di-
rector of a consulting firm he started named Insolvency Aid, Litd.

LOST IN THE BERMUDA TRIANGLE

Fallout from the Weavers Stamp debacle extends far beyond the
United States and London. The Transit Casualty receivership has
also found itself caught in a triangular reinsurance deal involvin
Weavers and the Bermuda Fire & Marine Insurance Co. Ltf.
Through some clever corporate restructuring, the Bermuda com-
pany arranged to make the bulk of its business assets disappear
into the pockets of its shareholders. The result of this dodge is to
leave Transit, The Hartford, Crum & Forster, and other American
creditors of Bermuda Fire & Marine holding reinsurance claims of
$100 million, with few assets left to pay them.

Domiciled and regulated in Bermuda, Bermuda Fire & Marine
has long served the domestic island market there, but also became
involved during the 1960’s with international insurance coverage in
the London market. Until 1983, it was one of the Weavers Stamp
companies which participated in reinsuring the high-risk commer-
cial property/casualty policies written by Transit's team of manag-
ing general agents. Losses on the commercial liability reinsurance
begin to mount significantly beginning in 1987, and continued to
have a substantial negative impact on the operating results of Ber-
muda Fire & Marine in 1988, 1989, and 1990. In 1991, the com-
pany undertook a series of transactions which stripped its healthy
domestic business from the reach of international creditors, and
thereby shielded its Bermudian shareholders from the cascading
losses coming from Weavers.

The first step was to form an investment holding company called
BF&M Ltd. for the purpose of acquiring the profitable domestic
business of Bermuda Fire & Marine. The insurer then transferred
its domestic business and several subsidiaries to BF&M in ex-
change for 100 percent of the new holding company’s stock. The
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swap was valued at $56.6 million, which Bermuda Fire & Marine
contended was the fair value of the assets as determined by “pro-
fessional assessments.” When this exchange was completed on Sep-
tember 5, 1991, the Bermuda insurer had succeeded in housing its
good assets in a separate company which it still owned. )

On September 10, 1991, the board of directors of Bermuda Fire
& Marine declared a stock dividend, whereby all the shares of the
BF&M holding company were distributed to the existing sharehold-
ers of the Bermuda insurance company. Thus, Bermuda Fire & Ma-
rine split its business apart only 5 days after separating its assets
through corporate restructuring. By law, the shareholders receiving
the BF&M stock dividend and ownership of the insurer’s good as-
sets must be at least 60 percent Bermudian. Traders at the Ber-
muda Stock Exchange immediately recognized the true values of
the two companies by pricing the new BF&M shares at more than
$9 each, while reducing the price of Bermuda Fire & Marine stock
to just a nickel apiece. The old company has since been placed in
liquidation with little money left for international creditors, who
are contesting the stock exchange transaction in the Bermuda court
system,

This transparent asset-stripping effort has been vigorously de-
fended by the board of directors of Bermuda Fire & Marine, and
even the Bermuda government. The board’s chairman attacked the
moves by creditors to have the transaction reversed in court. He
said, “They do not appreciate or understand what we have done for
them.” The chairman also dismissed conflict of interest allegations
arising from the fact that the board of directors sought no third
party buyer to determine a fair price, and that the transactions
were handled by an audit firm and a law firm with close ties to
the board. According to him, “It's impossible to avoid conflicts of in-
terest in this community.” The board’s chairman did admit that he
was concerned about possible damage to Bermuda’s reputation,
wh‘ifh he blamed on bad publicity generated by creditors and the
media.

Condoning the split, Bermuda’s Finance Minister characterized
the stock transfer as “correct,” and said there was no need for him
to get involved. He argued that nothing “illegal or improper” was
done, and added, “They took measures to protect themselves and
that is something not unheard of in the day-to-day activities in
business.” The Finance Minister refuted concerns about damage to
Bermuda’s reputation, saying: “I think the international business
community will probably yawn. They will look at it as a little Ber-
muda company that dabb{ed in the big wide world and got burnt.”
He did not explain how the company *got burnt” if it fails to pay
its creditors.

The Bermuda Fire & Marine episode is a prime example of out-
rageous irresponsibility by an offshore insurance company, exacer-
bated by a cavalier disregard for the consequences on people living
elsewhere. This example highlights the subcommittee’s findings
that foreign countries and their business leaders, especially in cozy
regulatory environments, cannot be expected to protect the legiti-
mate interests of the American public. Although the Bermuda gov-
ernment is reportedly planning to raise the capital and surplus re-
quirements for non-captive insurers to more reasonable levels, the

Wishful thinking: a world view of insurance solvency regulation, Oct. %9591% 137
O



38

actual effects of such changes will remain shrouded by the cloak of
secrecy which characterizes that island’s insurance industry.

The Federal Government must take actions to prevent entry into
the U.S. marketplace by companies domiciled in countries that har-
bor and defend deadbeat insurers. Bermuda claims to be the
world’s third largest insurance market, with more than 1,300 com-
panies collecting $12 billion in premiums annually. Most of that
business comes from the United States. However, the Bermuda
Fire & Marine case demonstrates quite clearly that, while outside
premium money is always welcome in the islands, local interests
may not find it convenient to pay their debts. '

THE GREAT WALL

The Transit Casualty receivership encountered a different type of
barrier in trying to collect reinsurance from the People’s Insurance
Co. of China. Like Bermuda Fire & Marine, the Chinese company
became one of Transit’s reinsurers through a broker in London, and
eventually was in debt to Transit for more than $20 million on the
policies it covered. Also like the Bermuda insurer, the People's In-
surance Co. apparently did not want to pay what it owed.

The foundations of the wall erected by the Chinese to avoid pay-
ment were delay, additional information requests, and personnel
changes. After the Transit receiver was unsuccessful in collecting
reinsurance recoverables through traditional methods of notice,
billing, and discussions with designated agents, they went to
Beijing carrying the data the Chinese company said was needed to
settle the claims. Officials at the People’s Insurance Co. in Beijing
produced a copy of Failed Promises to emphasize the wrongdoing
which had occurred at Transit, but several days of negotiations
only resulted in an agreement to send a Chinese audit team to
Transit’s headquarters in Los Angeles.

A three-person audit team from the People’s Insurance Co. spent
2 weeks poring through the records kept in Los Angeles before re-
turning to China. Thereafter, the Transit receiver was notified that
the Chinese company was “switching negotiating teams.” The pros-
pect of restarting the whole process with new negotiators having no
prior background drove the Transit receiver to commence arbitra-
tion proceedings, and the Chinese insurer finally agreed to an un-
disclosed financial settlement.

The People’s Insurance Co. is controlled by China’s communist
dictatorship, and in such circumstances is not regulated by an
independent supervisory agency. The company has reportedly been
eyeing the opportunity to do more business in the West. Last year,
the chairman of the People’s Insurance Co. said “we would like to
enter the U.S. market” if that is allowed. Operating as an unli- -
censed reinsurer through the London market, the Chinese company
failed to meet its obligations in this country until considerable
extra time and resources were spent by the Transit receivership,
leaving less money to pay claims. The subcommittee will closely
monitor any attempts to let the People’s Insurance Co. enter the
United States without the necessary safeguards being in place to
protect American claimants.
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MR. MIRO GOES TO WASHINGTON

One of the featured case studies in Failed Promises was the ex-
ploits of Carlos Miro. His 15-year career in the insurance business
was a one-man tour of the mechanisms which can be used to get
rich by fooling the State regulatory system. It included stints at
mainstream brokerage firms and insurance companies where he
learned the tricks of the trade. Mr. Miro really hit his stride, how-
ever, when he became an unsupervised managing general agent for
Transit Casualty Co., and started his first phony offshore reinsur-
ance operation to skim more premiums. From there, he advanced
to establishing the Anglo-American Insurance Co. in Louisiana as
a self-controlled cash cow to finance his opulent lifestyle. To cover
his fraudulent conversion of funds from Transit and Anglo-Amer-
ican, he cleverly created a stable of international shell companies,
and used his connections at Lloyd’s of London to lend an air of le-
gitimacy to the whole affair.

Failed Promises described all of these activities in detail, based
on information obtained during the subcommittee’s investigations
and testimony from the State-appointed receivers for Transit and
Anglo-American. While third-party testimony and documentary evi-
dence provided a solid factual account, Mr. Miro’s personal insight
was missing because he had fled to Great Britain and Spain to es-
cape the subcommittee’s inquiry. That deficiency was corrected on
May 19, 1993, when he finally came to Washington, D.C. to tell his
story at the subcommittee’s public hearing. Mr. Miro appeared as
a convicted felon on temporary leave from Federal prison, where he
is serving several years after pleading guilty in 1992 to 16 counts
of fraud.

As might be expected from someone who conned a fortune, Mr.
Miro was a colorful and voluble witness regarding his escapades
over the years. He freely discussed the methods he used to cheat
the insurance system, and he identified the people who helped him
along the way, whether knowingly or not. His primary message
was that he had little trouble illicitly reaping millions of dollars in
the two cases investigated by the subcommittee, and that it would
be fairly easy for him to do it again because business and regu-
latory standards are so lax. He said finding helpmates for his en-
terprises was never a chore, as long as he produced a stream of
premium cash for them to share and they could plausibly deny ac-
tual knowledge of any wrongdoing.

Mr. Miro’s testimony caused a stir among the regulatory officials
and mainstream businesspeople he accused of being eexcgw partici-
pants or incompetent spectators in the dirty deals he pushed. In
their view, nothing he said was believable because he is a proven
con artist. The subcommittee warned Mr, Miro that any lies while
under oath would be forcefully prosecuted, and checked the details
of his allegations with its own records and with the Federal inves-
tigators who thoroughly debriefed him. No discrepancies were
found, and the objective evidence supported his account of the
events which transpired.

The fact that Mr. Miro has lied in the past and been caught does
not mean his corroborated views have no value, particularly when
they shed light on ugly practices observed by the subcommittee
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which more respectable people have denied or ignored. Many of the
practices he described could only be told by someone who has al-
ready admitted hustling the insurance markets in London and the
United States. Moreover, his multi-year success in plundering pre-
miums clearly shows he did not operate alone in the numerous
deals he completed that were obviously suspicious or too good to be
true. Mr. Miro did not create the insurance system or its loopholes,
but he was very adept at seizing the golden opportunities they both
offered him.

IT TAKES ONE TO KNOW ONE

Carlos Miro was well-travelled, literally and figuratively, through
the insurance markets and regulatory systems in the United
States, the Caribbean, and London. Along the way, he met many
people and developed real skills in crunching numbers and talking
the arcane language of the international commercial insurance
world. The following are a sampling of the salient points made by
him regarding certain institutions and people during his testimony
before the subcommittee:

(1) State Insurance Regulation. Calling State insurance regu-
lation a “50-piece puzzle” where “nobody has got a big picture,” Mr.
Miro said the present system was no serious impediment to his
business schemes. He confirmed that State authorities had never
taken any regulatory or law enforcement actions against him dur-
ing his career. When asked if he could use surrogates to start yet
another insurance operation in the United States, he replied, “Yes,
sir.” Mr. Miro contrasted ineffective State efforts to stop wrong-
doing with the real fears caused by Federal criminal penalties.

(2) State Government Corruption. The testimony included
several allegations of criminal activities by State officials relating
to insurance supervision and licensing. A significant portion dealt
with the bribes paid by Mr. Miro to a “consultant” in order to get
the Anglo-American Insurance Co. licensed in Louisiana and Geor-
gia very quickly with bogus capital. The consultant, a political
crony of the Governor and insurance commissioner in Louisiana at
that time, was paid $100,000 to “grease two commissioners.” The
State insurance licenses were issued as promised, but Mr, Miro did
not witness actual bribes being made. ?n response to his inquiry
about it, the consultant coldly told Mr. Miro “he banked his money,
paid his taxes, and what he did with the cash he withdrew was his
business.” The former Louisiana commissioner was subsequently
convicted on Federal corruption charges with Mr. Miro’s coopera-
tion, and there are ongoing criminal investigations of the events
and persons described in his testimony to the subcommittee.

(3) Making A Third Attempt At Insurance Fraud. In 1989,
while living in London to evade the legal aftermath of his Transit
Casualty and Anglo-American frauds, Mr. Miro planned a third
spurious insurance operation to be conducted in the United States.

e reached agreement in principle to acquire two small insurers li-
censed in Louisiana and Wyoming, and intended to use them with
another fake Irish reinsurance company to run the same fraud
which worked so well at Anglo-American. The deals were not com-
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leted, however, and the two insurers went bankrupt a few months
ater. The subcommittee asked what happened to prevent this third
effort in a 10-year period. Mr. Miro said he was “real close” to com-
leting the transactions, but he hesitated to proceed when he
earned the subcommittee had recommended to the U.S. Attorney
General that he be criminally prosecuted. He remarked that it was
“an interesting question” why he was not stopped by State insur-
ance regulators, and added: “Frankly, if it probably was not for the
subcommittee’s scrutiny, I would have another Louisiana insurance
company right now and no one would know it.”

(4) Teaming With Attorneys To Commit Fraud. Mr. Miro
employed the services of two outside attorneys, one in Dallas and
one in London, whom he accused of being his active accomplices
and mentors in committing insurance frauds. He described his Dal-
las attorney, J. Albert Kroemer, as his “most valued business con-
fidant” whom he consulted “several times a day” regarding illicit
plans. Although Mr. Kroemer was a former Federal prosecutor, he
allegedly advised Mr. Miro about bribing State officials and dodg-
ing prosecution by remaining in London. He also was said to have
lied to a Federal court and the subcornmittee to conceal Mr. Miro’s
whereabouts and phony deals, as well as participating in sham
transactions himself. Responding to the question o? Mr. Kroemer's
awareness of criminal acts, Mr. Miro commented, “Al did not just
fall off the turnip truck.” He clarified the response by answering
“sure” when asked if the attorney was a co-conspirator.

The attorney in London, Melvyn Stein, was described by Mr.
Miro as his “international lawyer.” According to the testimony, Mr.
Stein devised the complicated corporate structure that hid Mr.
Miro's identity and assets, including anonymous Panamanian hold-
ing companies and Swiss bank accounts that were so effective they
R{recluded Mr. Miro from getting access to his own stolen money.

r. Stein allegedly concocted four non-existent reinsurance compa-
nies in Irelang, which he called a “real find” because it was a tax
haven and a “respectable sounding” European Union country with
“zero regulation” of non-Irish insurance risks. It was claimed that
he introduced Mr. Miro to the concept of invoking the attorney-cli-
ent privilege as a great way to disguise transactions and launder
illegal funds, and that Mr. Stein’s law firm account was indeed
used for that purpose. Mr. Miro summarized bP' saying that if he
was”characterized as a bank robber, Mr. Stein “drove the getaway
car,

Both Mr. Kroemer and Mr. Stein are presently awaiting trial on
Federal criminal charges relating to their dealings with Mr. Miro
and his companies. Mr. Miro is cooperating with the Federal pros-
ecutors in those cases.

(5) The Advantages Of Using Fronting Arrangements With
Foreign Reinsurers. His rapid success as an independent manag-
ing general agent was no surprise to Mr. Miro: “The reason we pro-
duced so much business so quickly was through our own aggressive
marketing, coupled with Transit's 50-State license and A-ratin
combined with the mystique of Lloyd’s of London standing behin
us.” He explained that some insurers were “perfectly content” to
rent their licenses in fronting arrangements, and that, for offshore
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reinsurers, fronting presents “a very easy way to just backdoor
your way into the U.S. insurance industry without any regulatory
scrutiny.” hat th . culating f

Agreeing that there is no system for regulating foreign compa-
nies, Mr. Miro said it was “shocking” that the process is so simple
to get an insurer like Transit “to front for your own rinky-dink off-
shore captive in the Cayman Islands or the Turks and Caicos or
wherever.” He recommended that foreign reinsurers should be su-
pervised the same as domestic reinsurers, saying there is “nothing
magical about being from another country” to make a company
more solvent. Mr. Nﬁro concluded, “You would not permit a foreign
bank to do business in the United States on an unfettered basis,

why a reinsurance company?”

(8) Lax Foreign Regulation. The relaxed attitudes of foreign
insurance regulators were highlighted when Mr. Miro was asked if
he had observed official corruption in other countries similar to
what he had seen in Louisiana. He replied: “Really, amazingly
enough, I do not think there is as much corruption in the sense
that they just do not want to know. You do not have to pay them
to cover up things, because they never want to uncover them to
begin with.”

(7) The Roles Of Brokers And Agents. Mr. Miro strongly be-
lieves there is a “brain drain” of talented people from insurance
companies to independent brokerage firms and managing general

encies because the financial and creative rewards are far better.

e also alluded to the camaraderie among brokers in networking
sales as an important factor in his success. As former employees
of the Alexander & Alexander brokerage firm, Mr. Miro and fus col-
leagues received 60 percent of their business from “the loyal follow-
in?uhe developed during “my A&A whiz-kid days.” They actually
considered their operation to be “an A&A satellite” because of the
close relationship, and he still feels pangs of loyalty to his early
mentors who “were like surrogate fathers and uncles to me.”

Describing brokers as “the catalyst for whatever is done,” Mr.
Miro said they were “under pressure to perform” to generate com-
missions. Even the most ethical brokers, “while they will not lie,
they will color the truth every which way they can” to convince un-
derwriters to accept a deal. Xsked if brokers should be made abso-
lutel{{liable for the quality of the business they place with insur-
ers, Mr. Miro said, “Sure.” Regarding the use of managing general
agents, he expressed his general wariness by commenting that, as
an ex-MGA, he never permitted such arrangements when he estab-
lished his own insurance companies.

(8) Doing Business With Lloyd’s Of London. Admitting that
reinsurance participation by Lloyd’s of London had always provided
an illusion of legitimacy to his flim-flam operations, Mr. E[iro ex-
plained that he first learned about churning commissions on his
1979 trip to Lloyd’s. He said it was “a real eye-opening eéxperience”
to see how the “real pros” did it: “My first noteworthy recollection
of this London market initiation was how expert Lloyd’s brokers
were at churning the same dollar of premium and ‘raking off a
commission as the ‘retail’ or direct broker, then again by reinsuring
the policy-issuing insurance company, and, yet again by arranging
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the reinsurers own reinsurance program, etc. In many cases,
pyramiding these multiple layers of commission to as much as 25

ercent of the gross premiums, if not more.” Mr. Miro testified that
ge told his superiors in Dallas about this “neat trick,” and started
doing it himself.

Doing business at Lloyd’s was never a problem as long as Mr.
Miro paid his premiums on time. He said Lloyd's “swallowed every-
thing we sent their way, only asking some token questions now and
then.” On the reinsurance he arranged for Transit Casualty, Mr.
Miro was “surprised” at the lack of inquiry by his broker, John
Gimblett, and leery of his tactics. Nonetheless, he went along when
the broker “trotted me out” to confuse the Lloyd’s underwriters
with a complicated high tech sales presentation that was “totall
alien to the quill-and-scroll types in London.” He elaborated, “All
this was part of Gimblett's strategy to have me appear to have
beamed in from the spaceship Enterprise and distract them from
asking substantive questions.” When asked if Lloyd’s brokers were
essentially conning the underwriters, Mr. Miro replied, “They
would refer to it as clever broking, but yes, in a word, yes.” He said
the underwriters tolerate it due to a “good old boy network,” and
the brokers are careful not to “kill the golden goose.”

For his reinsurance arrangements on Anglo-American, Mr. Miro
testified that the Lloyd's broker, Mark Cooke, knew about the
bribes and fraudulent nature of the business in Louisiana, but han-
dled it anyway because it was very profitable for him. According to
Mr. Miro, this broker was also ready to arrange the Lloyd’s rein-
surance cover for his third attempt to establish a fraudulent oper-
ation in 1989 until it was abortedp by the subcommittee’s investiga-
tion. The relationship with Mr. Cooke was so fruitful that there
was mutual talk of having Mr, Miro gain a hidden financial inter-
est in the broker’s agency at Lloyd’s. The parties ceased negotia-
tions before any agreements were reached. ~

Mr. Gimblett and Mr. Cooke are still active brokers at Lloyd’s,
and Mr. Cooke derives approximately 90 percent of his business
from the southeastern region of the United States. In separate
interviews with the subcommittee, both men denied Mr. Miro’s ac-
counts of their dealings, and said they would never deal with him
again. However, Mr. Miro believes he could go back to Lloyd's, re-
marking, “I am sure I could get a handful of acquaintances in Lon-
don that would probably be happy to front for me as far as any
- placements into the Lloyd's market.”

(9) Becoming A Member At Lloyd’s. Mr. Miro said he became
an investing member of Lloyd’s in 1983 at the invitation of his
. broker, John Gimblett, who suggested it would be good for doing
business there. Apparently, no background checks were made be-
cause the chief executive at the brokerage firm knew Mr. Miro was
a “good pay” on his reinsurance premiums for Transit. The Lloyd’s
financial means test was so anemic that Mr. Miro questioned his
membership agent about it: “I even asked the gentleman from Lin-
den how do you confirm whether somebody does have these means
or not, and he was taken aback and said, well, we presume you'’re
a gentleman or we wouldn’t have asked you to join.”
e subcommittee inquired about the diﬁ“lcufties, if any, of meet-
ing the Lloyd’s requirement that a banker, accountant, or lawyer
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certify that a membership applicant truly satisfies the wealth
standards. Mr. Miro replied that it was no problem as long as the
appropriate professional fees are paid. Asked if Lloyd’s required
regular checks or annual audits of his wealth, he responded, “Oh,
no, not at all.” He added that the primary concern was assuring
a letter of credit was posted and renewed to cover the 30 percent
premium income deposit required from each member.

Mr. Miro said he was told by an agency representative that it
would be “prudent” for him to resign his Lloyd’s membership in
1990, after he was featured in the subcommittee’s Failed Promises
report. The representative explained that the “powers that be” had
read the report, and felt they must take action against him, even
though the report was “over the top.” His participation as an inves-
tor at Lloyd’s ultimately cost him about $60,000, even with the
benefit of the stop-loss coverage he purchased to protect himself.

(10) Getting Away With His Frauds. In response to the ques-
tion of how he managed to fool the insurance regulatory system for
so long, Carlos Miro answered that “the sad thing is I really did
not have to fool anybody” because there were s0 many people who
wanted a piece of the action.

PARTNERS IN CRIME: MESSRS. WINING AND
SCHONACHER

Another unfinished story from Failed Promises was the insur-
ance adventures of James Wining and Willie Schonacher. These
two partners bilked Mutual of Omaha for $225 million during the
1980’s, using their uncontrolled man#ing general agency in Kan-
sas City, Missouri and some phony oftshore shell companies domi-
ciled in the Caribbean. In 1987, they also started the dubious Lara-
mie Insurance Co. in Wyoming. Their business operations fell into
decline when persistent investigations and civil litigation by Mu-
tual of Omaha proved they were shams, and the Federal Govern-
ment be looking into their affairs for possible criminal fraud.

The Federal investigation of Mr. Wining and Mr. Schonacher
took some odd turns as it evolved. It languished at the Department
of Justice in Washington, D.C. for so long that the statute of limita-
tions expired on their major violations. Fortunately, a resourceful
Federal prosecutor in Kansas City regained control of the case after
the Wasﬁington office refused to act, and he succeeded in obtaining
prompt indictments of Mr. Wining and Mr. Schonacher on lesser
charges. Those indictments finally led to their guilty pleas in 1992,
as well as a remarkably lenient sentence given to Mr. Wining by
a Federal judge.

Mr. Schonacher apparently quit his bogus insurance activities in
1990, after the pair's businesses were dwindling under the expo-
sure of the civil litigation judgments and the Federal criminal in-
vestigation. Mr. Wining, however, continued to be active in pursu-
ing insurance deals and making new contacts until he entered his
guilty plea and agreed to cooperate with the Federal authorities in
March 1992, Incredibly, Mr. Wining sought to bargain information
on his continuing fraudulent activities in exchange for a lighter
sentence from the Federal court. The attorney for Mr. Schonacher
complained to the court that his client was being unfairly penalized
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because he behaved properly after being caught, and thus had no
leverage to bargain for a reduced sentence. Although the effect of
these arguments on the sentencing judge is unknown, the Federal
court ordered Mr. Schonacher to prison for 2 years, while letting
Mr. Wining remain free on 5 year’s probation to care for his trou-
bled son who might otherwise be institutionalized for his own
transgressions. :

Controversy continued to surround Mr. Wining during his 2-year
period of extended wrongdoing after the Mutual of Omaha case
ended his partnership with Mr. Schonacher. He was one of the peo-
ple involved in briging the Wyoming insurance commissioner,
which resulted in the commissioner’s 1990 conviction and 15-month
prison sentence on Federal corruption charges. The Laramie Insur-
ance Co. also went bankrupt in 1990. Mr. Wining escaped punish-
ment in both of these situations, and kept his counterfeit career
alive with new ventures.

Getting a new start in the insurance business was not difficult
using the loopholes in the State regulatory apparatus. Although
the details of his fraudulent escapades with Mutual of Omaha and
the $225 million judgment were well-publicized in the Kansas City
metropolitan area, Mr. Wining simply crossed the river into Kansas
on January 2, 1990 to apply for an agent’s license in that State.
The Kansas Insurance Department issued the license to him in
February with no noticeable inquiry into his notorious background.
After the Kansas City media reported the incongruity of granting
Mr. Wining an agency license, the Kansas department hurriedly re-
voked it in June 1990. :

More ominously, Mr. Wining began a relationship in March 1990
with another insurance entrepreneur named Ferrell Travis Riley.
Mr. Riley had a lengthy career of his own in running flimsy compa-
nies and moving among State jurisdictions. Having personal experi-
ence in domiciling phony companies offshore, Mr. Wining advised
Mr. Riley about the benefits of locating an insurance operation in
the Dominican Republic. The relationship between them must have
grown, since the evidence shows that Mr. Riley continued using the
services of Mr. Wining until 1992, and even lent him $50,000 to
help with his criminal attorney’s fees. Mr. Wining is now inactive
and living in a trailer park while on probation, but Mr. Riley is liv-
ing in a $7,000 per month rented mansion in Kansas City, where
he is deeply involved in several insurance-related businesses.

THE LIFE OF RILEY

The insurance business activities of Ferrell Travis Riley came to
the subcommittee’s attention through its investigation of James
Wining. While Mr. Wining was being investigated for his crimes in
one case, he was busy networking into a different set of question-
able deals controlled by Mr. Riley. The public policy issues sur-
rounding this unholy alliance needed to be examined. Con-
sequently, the subcommittee requested that the GAQ’s Office of
Special Investigations research Mr. Riley’s background, and pro-
vide an analysis of his insurance ventures and the response of
State regulatory authorities. The following narrative highlights the
GAQ’s findings. Through his attorney, Mr. Riley refused the sub-
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committee's invitation to provide his own account of the topics de-
seribed in this report.

Mr. Riley has a record with State insurance commissions dating
back to 1984 in Texas, where his failure to file uired premium
reports went unpunished. His first noteworthy effort centered on
an insurer in Houston named Dexter Lloyds, He allegedly partici-
pated in issuing unauthorized bonds and misappropriating pre-
miums as an agent and part-owner of the company. In 1985, ,
Riley devised a plan to gain control of Dexter Lloyds by 'rurchasing
its holding company with a $600,000 loan from a friendly banker.
He successfully too{ control in February 1986, which resulted in a
majority of the Dexter Lloyds business being conducted through his
family-owned agencies. The Texas State Board of Insurance never
approved of the takeover, and was not even aware of it because Mr.
Riley was not listed as an officer or director of the insurer itself.
The Texas Board ultimately put the company under State super-
vision in August 1986, and into receivership in 1988, but only after
its assets had been plundered through numerous manipulated
transactions.

With the Texas regulators on his trail, Mr. Riley moved his busi-
ness operations to Louisiana. He and his associates established the
Louisiana Underwriters Insurance Co. in 1987 with a $1.7 million
loan from a Texas bank to meet Louisiana's capital requirements.
There was no loan agreement or collateral to secure the loan, The
$1.7 million was disbursed thmuﬁh 17 separate $100,000 cashier’s
checks that were deposited in 17 different Louisiana financial insti-
tutions. After Mr. Riley received his company’s insurance license,
the borrowed funds were returned to the Texas bank.

His longtime friend and business associate, Cheryll Coon, was in-
stalled as president of Louisiana Underwriters Insurance Co., and
Mr. Riley became the company’s consultant who made the operat-
ing decisions. He was not listed as an officer or shareholder and
was not paid a salary, but his generous expenses were paid with
company money through Ms. Coon’s personal accounts. These in-
cluded a $200,000 trip to Monte Carlo by the two of them, in addi-
tion to $50,000 for rugs, paintings, vases, and sculptures. An exam-
ination by the Louisiana Insurance Commission in 1988 found evi-
dence of misappropriated company funds, and it was thus time for
the Riley operation to move a%ajn. One day before the Louisiana
Commission could seize the liquid assets of Louisiana Under-
writers, the remaining $800,000 was transferred to Wyoming.

In Wyoming, the Riley team incorporated Meadowlark Insurance
Co. in August 1988. Using the same routine, Ms. Coon and other
associates became the company’s officers, while Mr. Riley was
again a consultant. The Wyoming insurance commissioner, later
sent to jail for corruption, gave formal approval for Meadowlark to
write excess and surplus lines insurance for property, casualty, and
marine transportation in the State, even though the company was
not properly licensed in any jurisdiction. Alt%ough she was rep-
resenting both sides of the deal at the time, Ms. Coon brazenly pe-
titioned the Louisiana receivership court in 1989 to let Meadowlark
assume the assets and liabilities of their former company, Louisi-
ana Underwriters. Amazingly, the court permitted it because
Meadowlark promised to pay all policyholder claims.
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After legal repercussions from the previous ventures in Texas
and Louisiana began to surface, a Wyoming insurance official ad-
vised Meadowlark to keep a low profile by not writing new insur-
ance. Mr. Riley and his associates formed the M & M i&anagement
Co. and the Magnolia Acceptance Finance Co. around that time to
manage the business and finances of Meadowlark. Following the fa-
miliar pattern, Ms. Coon became the titular head of these compa-
nies and Mr. Riley became the consultant. Although they share
space and personnel, these companies are claimed to be separate
operations.

The Riley team apparently decided in 1989 to domicile Meadow-
lark in a foreign country beyond the reach of State insurance regu-
lators. To overcome an admission requirement in certain States
that alien insurers have several years of experience, they bought
a dormant shell corporation named Arabian Additives Ltd. that
had been incorporated in the Turks and Caicos islands in 1982.
The company’s name was changed to Meadowlark Insurance Co. in
the Turks and Caicos, but it was never legally licensed as a Turks
and Caicos insurance company. However, purchasing the shell com-
pany provided MeadowlarE with an instant 7-year history for quali-
fying as a surplus lines carrier in States which do not ask too
many questions. In May 1990, James Wining assisted Mr. Riley in
forming Meadowlark Insurance, S. A. in the Dominican Republic as
a corporation, but it also was never licensed as an insurance com-

pany.

Aﬂ of the Riley-connected companies moved to Albuquerque, New
Mexico in 1989, and sought to be re ized as a surplus lines in-
surance operation there. Although the New Mexico Insurance Com-
mission refused, Meadowlark did at least $1.6 million of business
in other States without authorization. When New Mexico started to
examine the company in March 1990, Mr. Riley’s lawyer boldly as-
serted that Meadowlark was not subject to any State’s jurisdiction
because it was an alien company. Furthermore, he said it was not
transacting insurance business in New Mexico because it was sell-
ing to residents of other States. The Riley team left New Mexico
in 1991 after the State passed a special law to clarify that Meadow-
lark was not a qualified insurer.

The next destination was Kansas City, Missouri. The Missouri
Department of Insurance had received complaints of unauthorized
insurance sales in 1990, and had already obtained an injunction in
June 1991 prohibiting Meadowlark from transacting business in
Missouri. Nonetheless, Meadowlark Insurance Co. and M & M
Management Co. moved their offices to Kansas City in August
-1991. The State of Missouri does not seem to prevent a company
located within its jurisdiction from selling insurance in other
States.

In another move, the Riley team apparently succeeded in taking
control of the financially-troubled Town and Country Fire and Cas-
ualty Insurance Co. in Hutchinson, Kansas. Mr. Riley met with of-
ficials at the Kansas Insurance Department in early 1991 to ar-
range financial assistance for the ailing insurer. Kansas regulators
agreed to let Meadowlark and M & Management Co. provide
$400,000 to Town and Country, pending further investigation and
approval of their acceptability as controlling parties. Although the
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investigation raised concerns about Mr. Riley’s influence, his com-
anies had by then made Town and Countr{Asolvent by providing
unds totaling $855,000. In April 1992, M & M Management trans-
ferred its Town and Country stock to Prairie Star, Inc., a Kansas
holding company owned by Ms. Coon. Consequently, Mr. Riley and
Ms. Coon still control this Kansas-domiciled insurance company.

Meadowlark changed its identity in late 1991 to become the
Commercial Indemnity Assurance Co., organized under the laws of
the Dominican Republic. Reportedly, a Dominican attorney who
represented Meadowlark is the titular head of Commercial Indem-
nity, and Ms. Coon is the company’s “attorney-in-fact.” The Com-
mercial Indemnity financial statements pregared by the M & M
Management Co. in September 1991 showed assets of $5 million
and zero liabilities.

Mr. Riley, his colleagues, and their companies have also been
featured in some recent criminal cases. In 1993, for example, his
former attorney and an accomplice were convicted of fraud and
money laundering. The M & M Management Co. transferred
$300,000 of policyholder funds to the attorney in 1991, which he
said was intended for bribing Missouri ofﬁcia{s to grant a license
to Meadowlark. In a classic case of double-dealing, the attorney
and his accomplice decided to keep the money for themselves in-
stead. Both are now serving time in prison for that decision.

A second example involves Meadowlark, which started doing
business in Maryland in 1991, and was able to sell surety bond cov-
erage to several self-insured transportation companies without a
State insurance license. Despite a law requiring that insurers bid-
ding for surety bond business must be approved by the Maryland
Insurance Commission, Meadowlark became the insurer for busing
school children, the handicapped, and senior citizens in Baltimore.
In September 1993, the manager of the Maryland Motor Vehicle
Administration’s self-insurance program was criminally convicted
of accepting a $17,000 bribe from Meadowlark in exchange for
steering over $400,000 of premiums to the unlicensed insurer.
While the manager was being investigated, Mr. Riley paid his fare
to Kansas City, put him on the payroll for more than $2,500 per
month, and paid his attorney’s fees.

According to recent reports, Mr. Riley, the M & M Management
Co., and Magnolia Acceptance Finance Co. maintain their oper-
ations in Kansas City, just a few blocks from the National Associa-
tion of Insurance Commissioners. While Mr. Riley and his business
activities are being investigated yet again by Federal and State au-
thorities, the fact remains that he and his associates are still ac-
tively involved in the insurance industry. Prior State and Federal
attempts to stop them have been unsuccessful.

SENATE SOLVENCY INVESTIGATIONS

The subcommittee notes that parallel insurance solvency inves-
tigations and public hearings in the U.S. Senate have produced an
extensive record that also reveals monumental fraud and mis-
management in several areas of the insurance industry. The Sen-
ate record was compiled by the Permanent Subcommittee on Inves-
tigations of the Committee on Governmental Affairs, which has ac-
tively pursued these issues since 1990. The Senate subcommittee
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found severe problems involving fraudulent life insurance oper-

ations, renegade managing general agents, b'gﬁus offshore reinsur-

ance, and dangerous fronting arrangements. The Permanent Inves-

tigations Subcommittee also examined glaring management incom-

getenéy and resulting solvency problems at several of the Nation’s
lue Cross and Blue Shield health insurance plans.

The Senate subcommittee found that weaknesses in the State in-
surance regulatory system were permitting the abuses it observed.
This subcommittee reached the same conclusion during its 5-year
investigation. As Congress’ and the public consider potential
changes in the system for regulating the solvency of insurance com-
panies, the hearings, reports, and findings of this subcommittee
and the Permanent Investigations Subcommittee provide solid and
complete factual records regarding the problems which must be ad-
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PART II
FOREIGN INTRIGUE

"Global competition and multi-national insurance deals are chal-
lenging the capabilities of regulators in all countries where sol-
vency is given serious attention, The United States, however, is
uniquely vulnerable to the regulatory weaknesses in other coun-
tries because it relies so heavily on foreign insurance capacity. The
adverse effects of this exposure were illustrated quite clearly in the
actual insolvencies investigated by the subcommittee. Those cases
also showed that correcting domestic regulatory weaknesses will
not be enough if American policyholders are relying on foreign-reg-
ulated companies that are unable or unwilling to pay their fair
claims.

The impact of foreign insurance regulation on the United States
cannot be overlooked. In 1992 alone, policyholders in this country
paid more than $8.4 billion in premiums to foreign reinsurers, and
also purchased substantial amounts of direct insurance coverage
from companies located in other countries. Data collected by the
NAIC shows that 83 nations, from Algeria to Yugoslavia, served as
the home base for companies participating in the American market.

Foreign ownership of insurers and reinsurers based in the Unit-
ed States is also common, as seen in recent years at such ‘well
known insurers as Equitable Life, Fireman's Fund, and the former
Executive Life Insurance Company. Although foreign-owned sub-
sidiaries licensed in this country are fully subject to State insur-
ance regulation, the business activities of their parent companies
domiciled around the world are beyond the reach of regulators in
the United States. Moreover, the bulk of foreign companies provid-
ing insurance and reinsurance here are neither licensed nor re-
viewed by State regulatory authorities or the NAIC.

Limited jurisdiction and resources have precluded even the most
conscientious State regulators from obtaining necessary informa-
tion about foreign entrants into their markets. Absence of a direct
regulatory capability means that authorities in the United States
must rely upon regulators in many other countries to monitor the
solvency of companies providing a substantial portion of the insur-
ance If:urcha:-}ed by American policyholders. Premiums generated in
the United States reached $482 billion in 1990, which was 35 per-
cent of the $1.3 trillion world total. Although by far the world’s
largest insurance market, the United States is unique among major
nations in its substantial dependence on foreign insurers and rein-
surers which flock to get part of the premiums generated here.

Despite their importance to the IF.S. market, foreign regulatory
procedures and findings have heretofore remained somewhat
shrouded in mystery. Since much is unknown about foreign compa-

(61)
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nies and their regulation, State regulators can only hope for the
best. Unfortunategru, hoping for the best has left the State system
accepting the worst in many situations. The key factors contribut-
ing to this situation are inadequate public reporting by alien insur-
ers, different accounting and valuation standards, home market
protectionism, and the penchant of foreign regulators for operating
in secrecy. In addition, the overwhelming diversity of so many cul-
tures and legal systems has made attempts at useful comparisons
among them seem fruitless.

The subcommittee decided to conduct its review of foreign sol-
vency regulation directly by collecting and analyzing factual infor-
mation provided by the NAIC, the General Accounting Office, and
foreign reﬁ'ulators themselves. Such documentary information was
augmented through extensive meetings and discussions with busi-
ness and regulatory officials from Great Britain, France, Germany,
Belgium, Ireland, Luxembourg, Guernsey, Australia, and the Euro-
pean Commission. The subcommittee’s inquiry revealed a number
of striking similarities among foreign regulators with respect to
their basic methods and attitudes which substantially affect the
United States.

CAVEAT EMPTOR

An effective system of international solvency regulation should
encompass open availability of important information regarding the
soundness of insurers, as well as meaningful selvency standards,
adequate monitoring procedures, and cooperative enforcement. The
broad range of foreign regulatory systems observed by the sub-
committee falls far short of those goafs. Instead, it reveals a hodge-
podge of conflicting rules, with little cooperation among different
nations. Protecting insureds in the United States is clearly not one
of the primary concerns of regulators in other countries.

Consequently, American insurance companies and policyholders
should be wary of purchasing foreign coverage based on jurisdic-
tional reputation alone. The maxim “buyer beware” can fairly be
applied even to some of the nations generally considered to be the
most sophisticated commercially. Comfort may be taken from an in-
dividua.{J company’s demonstrated financial strength, but relying
uﬁzn foreign regulatory vigilance to catch problem companies is
often a shaky proposition. V '

One reason is that other countries are more inclined to intervene
directly and cushion their citizens from the harmful effects of insol-
vent insurers. Large insolvencies, like those seen in the United
States, rarely reach public attention because governmental assist-
ance minimizes their impact on individuals in order to maintain
public confidence in the soundness of insurance products. Forei
insurance markets are also smaller and more tightly controlled.

a result, foreign regulators generally do not envision large-scale
failures as a threat which demands their immediate attention, and
this attitude shows in their supervision methods.

Regular on-site government examinations of insurance companies
is another area where foreign attitudes are different. Unlike the
United States, regulators in other countries normally depend upon
market tips or referrals from insurance company auditors to detect
unsafe practices and wrongdoing. If nothing is reported, the regu-
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lators assume that nothing is wrong. Obviously, waiting for an
auditor’s call or a newspaper report did not constitute appropriate
regulatory surveillance in the cases studied by the subcommittee.

Although courteous, cooperative, and patient with the sub-
committee’s inquiries, foreign regulators routinely expressed an
opinion that serious solvency problems could not occur under their
systems, and that the subcommittee should restrict its efforts to
the United States. Countries having a well-developed insurance
market tend to believe their citizens will resist bugring from weak
foreign insurers offering low-ball prices. They also depend upon re-
sponsible behavior from their domestic insurance companies to
counteract market predators. Smaller countries appear convinced
that unique customs, closely-knit business communities, and na-
ti_t‘)inal government assistance will protect them from unwanted out-
siders.

Most foreign regulators do not face independent public scrutiny,
so proclamations of sublime confidence in their abilities cannot be
verified. By contrast, the system in the United States is quite open
to the pubﬁc through mandatory company financial reports, owner-
ship statements, civil litigation disclosures, public access laws, and
independent governmental audits of regulatory agencies. Oversight
by Congress, as a separate branch of government, is also part of
tl¥e process. In short, the U.S. system is oriented toward publicly
disclosing solvency regulation problems, while foreign systems
seem more oriented toward avoiding negative publicity.

THE REINSURANCE CHECK IS IN THE MAIL

Measuring the impact of alien reinsurance on the solvency of in-
surers in the United States was an early concern of the subcommit-
tee. To accomplish this goal, the subcommittee analyzed the 1992
reinsurance data collected by the NAIC in order to assess the pay-
ment record of alien companies. The results of that analysis are
displayed in Table 1 of the Appendix to this report, entitled Over-
gue Reinsurance On Paid Losses Owed To Insurers In The United

tates.

Insurance companies licensed in the United States file annual fi-
nancial reports with the NAIC listing their accounts with foreign
reinsurers. In 1991, the NAIC upgraded Schedule F of its annual
report form to require disclosure of unpaid foreign reinsurance re-
ceivables that are seriously overdue. e maximum overdue cat-
egory established by the NAIC is for balances that are more than
180 dadvs late, meaning that amounts in that category can range
upward from 6 months to indefinitely overdue. Eventually, delin-
. ulo.:nt reinsurance receivables must be written off as uncollectible

ebts.

Industry representatives and State regulators have often com-
plained that foreign reinsurers threaten the solvency chain through
exceedingl?v slow claims payments, or failing to pay at all. The sub-
committee’s analysis Frovides startling evidence to the truth of
those complaints. Table 1 shows that astounding levels of claims
payment delinquency are widespread. Counting only those coun-
tries with more than 25 percent of their debts over 8 months in ar-
rears, the table identifies 26 countries which collectively owe insur-
ers in the United States a total of $2 billion. Approximately $724
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million, or 35 percent of that amount, is approaching uncollectible
status. Incredibly, 15 of those 26 countries had more than 50 per-
cent of their debts in the deadbeat category.

A review of 1992 reinsurance premiums demonstrates that fail-
ure to pay on time is no barrier to continuing lucrative business
in the United States. Twelve of the 26 countries listed in Table 1
received more premiums from the United States in 1992 alone than
they owed on all their outstanding claims. For Bermuda, the Brit-
ish Virgin Islands, Canada, the Channel Isles, Norway, and Great
Britain, premiums generated in 1992 exceeded their total claims
balances by margins ranging from 100 percent to more than 700
percent. Since current premiums have often proven woefully insuf-
ficient to cover long-term losses, these statistics could foretell fu-
ture collection problems of even greater magnitude than those ob-
served for 1992,

The data gathered by the NAIC does not explain why so many
countries harbor seriously delinquent reinsurers. However, it is a
certainty that the dimensions of this problem are substantlally un-
derstated by Table 1 because the data only shows reinsurance
claims that are due immediately. Amounts in that category are
often just the tip of the iceberg, since they are limited to reim-
bursement requests for claims payments that have already been
made to policyholders by insurers in the United States.

The ultimate liability of alien reinsurers also includes IBNR allo-
cations for losses that have been incurred but not yet officially re-
ported to primary insurance companies. In recent times, skyrocket-
ing long-term claims have raised the IBNR component of known
losses far beyond the relatively limited amounts already being paid
to policyholders who have actually filed claims. Insurers and their
reinsurers are required to maintain adequate current reserves for
projected IBNR losses, but failure to meet this requirement is both
the most common and the most fatal flaw in every insolvency ob-
served by the subcommittee.

Settling reinsurance claims can take 6 months or more during
the normal course of business, and negotiating claims occurrences
and amounts payable under a ‘contract can add extensive delays to
the process. Consequently, reinsurance receivables presently listed
in the NAIC's 180-days-overdue category are likely to be at least
1 year or more in arrears. Excessive delays place the primary in-
surers in a potential cash-flow squeeze while they are waiting to
be reimbursed.

Late-payment and non-payment by alien insurers and reinsurers
is clearly a serious problem. The NAIC data, though understated,
presents a shocking portrait of delinquency practlced on a g-rand
scale by companies domiciled in major foreign commercial centers,
as well as those based in developing countries and colorful locales.
The subcommittee’s investigations of Mission Insurance Co., Tran-
sit Casualty Co., the Weavers Stamp companies, and other failures
convincingly demonstrate that this area is a very weak link threat-
ening the international chain of insurance relationships.
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THE SUBCOMMITTEE’S FOREIGN REGULATION
QUESTIONNAIRE

As another part of its efforts to obtain hard information, the sub-
committee sent a regulatory information questionnaire on March 5,
1993 to 47 foreign insurance commissioners compiled from a list
supplied by the NAIC. The subcommittee’s questionnaire contained
60 questions concerning each regulator’s organization, resources,
legal powers, reporting requirements, enforcement activities, and
cooperation with supervisory authorities in the United States. Re-
spondents were asked to complete the questionnaire as best they
could, and return it to the subcommittee by April 16, 1993. The
subcommittee sent follow up letters on May 13, 1993 to each of the
foreign commissioners which had not yet responded. Through Sep-
tember 1994, 37 of the 47 agencies receiving a questionnaire had
returned a completed copy to the subcommittee.

Countries were selected to receive the subcommittee’s question-
naire on the basis of NAIC report data showing their gross reinsur-
ance business transacted with companies licensed in the United
States. As might be expected, most of the polled countries are ei-
ther major U.g. trading partners in Europe and Asia, or Caribbean
island nations favored as regulatory and tax havens. For example,
Bermuda and Barbados ranked in size with Great Britain, (zer-
many, France, Switzerland, Japan, Canada, and Sweden as major
reinsurance sources.

Although desigiﬁng a brief questionnaire to measure regulatory
effectiveness is difficult, the subcommittee succeeded in og}:laining
comparable data for the key categories affecting solvency regula-
tion in the United States. The subcommittee very much appreciates
the effort and cooperation demonstrated by those insurance com-
missions providing current information on their regulatory activi-
ties. A complete listing of the 47 questionnaire recipients and the
37 respondents is shown in Table 2 of the Appendix under the
heading, Responses To The Subcommittee’s Foreign Regulation
Questionnaire.

QUESTIONNAIRE RESPONSES AND FINDINGS

The subcommittee’s questionnaire and related investigation show
four common attributes shared by the regulatory commissions sur-
veyed. First, insurance regulation in other countries is focused al-
most exclusively on domestic market considerations. Second, for-
eign regulators do not routinely examine insurance companies di-
rectly. Third, the relationships between insurers and their affili-
ated companies are not scrutinized very carefully; and fourth, for-
eign regulators operate autonomously, and do not cooperate well
with each other or with regulators in the United States. These gen-
eral findings are not surprising, because they correspond with the
causes of insolvencies documented in the subcommittee’s case stud-
ies. Foreign insurance regulators also seem largely content with
their methods and resources, and none of them appear overly con-
cerned that companies based in other countries might seriously
damage their domestic markets.

Responses to the subcommittee’s questionnaire from most foreign
regulators revealed weaknesses that are similar to problems found
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in the U.S. regulatory system, such as insufficient authority, re-
source limitations, poor monitoring, and low solvency standards. In
addition to these, quite a few nations fail to regulate reinsurers or
refuse to make adequate information available to the public. The
subcommittee tabulated and compared the questionnaire responses
in five key areas of interest to the United States.

(1) Lack Of Coo?eration

Ten countries failed to provide any response at all to the
subcommittee’s original and follow-up inquiries. Those coun-
tries are Antigua, Argentina, Bahrain, Brazil, Cayman Islands,
Greece, Peopﬁ;’ls Republic of China, Romania, Taiwan, and
Uruguay. Regulators from the Cayman Islands contacted the
subcommittee on May 5, 1993 to say their response was forth-
coming. It never arrived. The letter to Greece was sent to an
address provided by the NAIC, however, subsequent conversa-
tions with officials of the Eurog_ean Union divulged that Greek
regulators were located at a ditferent address. No response has
yet been received to a duplicate request sent to the new ad-
dress on November 16, 1993.

Taiwan had not responded to the subcommittee’s two request
letters by June 1993, when a subcommittee staff representa-
tive had a chance encounter with the Deputy Director of Tai-
wan's Department of Insurance at the NAIC meeting in Chi-
cago. The Deputy Director's business card confirmed that the
Taiwan address used on the subcommittee's letters was indeed
correct. Nonetheless, the subcommittee made yet a third effort
by faxing the questionnaire to the number printed on the Dep-
uty Director’s card. Eventually, the second letter mailed to Tai-
wan came back to the subcommittee marked, “Return To Send-
er, Moved, Left No Address.” No further word has been heard
from Taiwan.

The failures of Argentina, Brazil, China, Romania, and Uru-
guay to return the questionnaire are significant because they
all rank in the top ten among nations with seriously delin-
quent reinsurance recoverables owed to the United States. At
least 65 percent of their debts were more than 6 months over-
due as of year-end 1992, according to NAIC data. By compari-
son, Taiwan looks relatively wholesome with its number 22
ranking and one-third non-payment rate.

Among the 37 countries which answered the subcommittee’s
questionnaire, the response from Barbados illustrates that co-
operation was not always willing or complete. In his cover let-
ter, the insurance commissioner emphasized that Barbados is
a sovereign state, and said:

I found it unusual that your committee seeks to gather
such detailed information on our insurance regulatory
framework without going through the normal diplomatic
route.... It is not clear to this office why you intend to list
foreign insurance regulators who fail to provide the re-
quested information.

The Barbados commissioner’s focus on diplomatic protocol
was matched by his zeal in applying that tiny nation’s secrecy
requirements. More than one-third of his response to the sub-
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committee’s general information questionnaire was left blank,
citing secrecy laws. Beyond mere words, this episode highlights
the subcommittee’s concerns about attitudes and practices in
other countries wanting to do business here. The United States
must obviously identify such uncooperative countries, and es-
tablish safeguards against known weaknesses in order to pro-
tect its domestic markets.

(2) Secret Regulation

The subcommittee asked regulators in the survey if they are
rohibited by secrecy laws from sharing criminal and regu-
atory information with foreign government officials, particu-
larly those in the United States. Thirteen resgondents said
they were covered by some form of secrecy law. Because of dif-
ficulties in interpreting the provisions in other countries, how-
ever, this number understates the scope of the secrecy problem
among respondents.

For example, the European Union’s uniform directives gen-
erally prohigit the sharing of information with foreign regu-
lators outside the Union after July 1, 1994. Member States are
permitted to negotiate information sharing agreements with
outside supervisory agencies only if the country in question has
a comparable confidentiality provision. European officials are
not sure how this applies to the United States, where no Fed-
eral agency is authorized to negotiate such an agreement, and
State governments lack authority to enter into treaties with
other nations. ‘

European Union member States gave varying replies to the
secrecy law question. From a U.S. perspective, however, all the
European l?nion member countries are covered by secrecy
laws, because they operate under a common requirement for a
negotiated cooperation agreement with outside countries.
There is obviously no basis for negotiating with the United
States until a Federal agency is appointed to handle this as-
signment. :

At least 24 of the 37 countries answering the subcommittee’s
questionnaire are affected, to a greater or lesser degree, by se-
crecy laws. These laws are a major obstacle preventing inter-
national cooperation, but they are only part of a much greater
bias toward isolated regulation. Table 3, Foreign Sec Laws
And Disclosures To Regulators In The United States, displays
complete results of the secrecy law inquiry.

Absence of a formal secrecy law does not necessarily equate
with regulatory cooperation. A realistic working arrangement
requires open communication channels, mutual trust, and re-
source commitments. These elements have all been sorely lack-
ing in the cases examined by the subcommittee, and the ques-
tionnaire responses show that the problem is widespread.

The subcommittee asked respondents how many times they
have disclosed information to regulators in the United States
since January 1, 1987, as well as how many times such dis-
closures have been requested. Their answers, presented in
Table 3, represent the sum total of regulatory information ex-
changed between 50 State regulators and 37 foreign countries
over a 6 year period. Twelve foreign regulators had zero re-
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quests and zero disclosures over that period. Four stated that
no data or statistics were available. Five regulators answered
“N/A”, while seven more answered by placing a dash in one or
both of the response blanks. Barbados and Italy did not re-
spond to the question at all.

This leaves only seven countries, out of 37 respondents, that
both exchanged information and had some idea about the fre-
quency. Four of these countries supplied specific numbers: Aus-
tralia with three, Ireland with ten, the British Virgin Islands
with two or three per week, and Turks and Caicos with “at
least 100” disclosures. The remaining three gave verbal de-
scriptions; Great Britain reported “several” requests and “sev-
eral” disclosures; Guernsey had “several” requests and “count-
less” disclosures; and the Isle of Man reported “a number” of
requests and disclosures. R

e subcommittee also asked alien regulators to describe
their procedures for providing information about insurance
companies and their operators to regulators and law enforce-
ment agencies in the United States. Among 37 respondents,
only 6 mentioned the NAIC as a contact point in answering the

uestionnaire. Portugal mentioned the NAIC hypothetically as
the entity it might deal with if an information sharing agree-
ment could be reached. Australia cited “Contact with the NAIC
or directly with the relevant State Commissioner.” Venezuela
said it discloses information “upon request of the interested
agency members of N.A.I.C.” The Isle of Man referred to the
NAIC “network”, while the regulator from Guernsey mentioned
the name of a part-time NAIC consultant as the contact person
for the United States. The regulator from Hong Kong “has es-
tablished communication channels with the NAIC and various
U.S. regulators for the exchange of information which would be
of mutual interest.” ‘ :

Of the 31 responding countries that did not mention the.
NAIC, nine either failed to respond or said they have no formal
procedures. Another nine cited secrecy laws or regulatory re-
strictions on information. Most of the remaining 13 offered de-
scriptions that were brief or v:.a‘%,.le. For exampFe, Canada’s re-
sponse to this question was: e will respond to formal re-
quests from other regulators.”

The subcommittee concludes there really is no commonly rec-
ognized communications system between insurance regulators
in the United States and foreign countries. In some countries,
implacable resistance to mutual cooperation for political and
competitive reasons appears quite obvious. However, many reg-
ulators interviewed or responding to the questionnaire do not
seem hostile to better communications. In particular, the reac-
tion toward building mutual assistance channels is generally
positive among the major trading nations in Europe, although
there is little enthusiasm expressed for initiating the proce-
dural details needed to accomplish such a large project.

Lack of prior interest and experience, combined with formal
secrecy laws, are the biggest obstacles to international regu-
latory cooperation. Clearly, the United States must be the driv-
ing force in overcoming these impediments because it has the
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market influence and the most to gain, due to its considerable
foreign exposure. All responsible nations will benefit from sur-
mounting regulatory isolationism, but it will take commitment
and effort to get the ball rolling.

(3) Invisible Insurers
A phenomenal number of foreign regulators permit, or even
encourage, invisible insurance companies. These insurers and
. reinsurers are licensed to sell to the public, but they disclose
very little information regarding their ownership, operations,
affiliations, and financial condition. Effective regulatory pen-
- alties for lying to the public do not exist in most countries, so
company managers are basically free to spread whatever infor-
mation or tales that suit them. Some Caribbean nations actu-
ally turn the tables on common sense reporting by having laws
‘ to punish people who disclose or inquire too much about invisi-
ble companies.

A major purpose of effective regulation is to require that suf-
ficient information is provided to the public by every insurer,
not just those which have nothing to hide. Good regulators re-
view the information submitted by companies, correct harmful
omissions and misrepresentations, and make sure that man-
agement boasting is balanced with accurate factual presen-
tations. The goal is to hold all companies to the same fair dis-
closure standards. In the United States, public disclosure of es-
sential insurance company information is accomplished
through standardized NAIC regulatory ﬁlir‘_}%ls and reports re-
quired under the Federal securities laws. The combination of
these two systems far exceeds public disclosures in any foreign
country known to the subcommittee. American regulatory
weaknesses stem from a lack of monitoring and enforcement of
existing reporting rules, as opposed to having disclosure rules
which are themselves seriously deficient.

Open disclosure is a cornerstone of the insurance market in
the United States, characterized as it is by easy entry, intense
competition, and easy exit. Foreign insurers and reinsurers,
which are not licensed or regulated in this country, should at
least be providing financial and operating information that is
comparable to their domestically-based competitors. That rea-
sonable expectation has not been fulfilled under the present
State regulatory system.

State regulators have apparently accepted self-serving dec-
lamations that the United States would somehow be aban-
doned if foreign companies were made to meet this country’s
reporting requirements. Nobody has adequately explained why
a multitude of alien interlopers would suddenly leave, or where
they would go to replace lost business from the world’s richest
market. Despite anguished cries bemoaning excessive litigation
and unfair claims settlements in the United States, there has
been no shortage of foreign insurers eager to do business here.
The departure of those unwilling to accept reasonable report-
ing would undoubtedly alleviate many of the problems in
America associated witg flimsy capitalization and illusory rein-
surance.
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The subcommittee measured rpublic access to foreign insurer
information through a series of direct questions on that topic.
The threshold question was whether regulators were collecting
important information for their own in-house supervisory re-
sponsibilities. The overall response to this question revealed
significant lapses in supervisory information, but these paled
in comparison with the mammoth amounts of crucial data that
are withheld from the public. Results of the subcommittee’s in-
quiry are displayed in Table 4 of the Appendix, entitled Avail-
ability O, Information To Foreign Regulators And The
Public. This table shows a pattern of erratic and incomplete in-
formation collection by foreign insurance regulators, as well as
an overall low regard for public disclosure. Whether intentional
or not, this tattered framework fosters insurer invisibility.
Such invisibility creates an ideal environment for the types of
management excesses, speculation, and wrongdoing that
caused the insolvencies observed by the subcommittee.

Disclosure standards in some countries are ridiculously inad-
equate in comparison with those in the United States. At least
11 of the 37 respondents do not require that insurers make
basic financial statements available to the public. Reinsurance
arrangements are withheld by 29 nations, and 22 hide the
identities of affiliated companies and their business relation-
ships with insurance companies. In another question, the sub-
committee asked whether auditor’s reports and actuarial re-
serve certifications submitted to regulators by insurance com-
panies are available to the public. Fifteen of the regulators re-
sponding do not make auditor’s reports available to the publie,
and sixteen withhold actuarial reserve certifications.

The subcommittee also asked whether decisions made by the
regulator are a matter of public record. Eleven countries re-
plied that decisions are not made public, and ten others said
that regulatory decisions are a matter of public record only
under certain conditions. For example, four make regulatory
decisions public only if the company is bankrupt, being wound
up, or ordered to cease writing business. Barbados declined to
respond. The remaining countries, just 15 of 37, replied that
decisions are available to the public.

(4) Ignoring Affiliates

The subcommittee's questionnaire included several inquiries
about regulatory scrutiny of insurer relationships with affili-
ated companies. Holding companies are often used to milk cash
from insurance subsidiaries for the benefit of other business in-
terests. Transactions with related companies, such as loans,
purchases, and management contracts, can also bleed insurer
resources through conflicts of interest and insider dealing.

Holding and affiliate company abuses have been a common
thread in every insolvency studied by the subcommitiee. On
paper, the intricate dealings among several jointly-controlled
entities can lend an aura of corporate respectability to other-
wise sham transactions, but they also help to con super-
visory agencies. The corporate veil is typically used to thwart
legitimate inquiries by alleging that proprietary information of
non-related companies is beyond the regulator’s reach. Very
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few regulators in the United States or foreign countries mon-
itor the routine activities of insurance companies closel
enough to detect self-dealing problems. Alerts from indeperd-
ent auditors are also unlikely to disclose them because trans-
actions with related parties are usually structured to resemble
normal business activities.

Table 5, entitled Foreign Regulatory Authority Over Holding
Companies And Affiliates, shows insufficient capabilities in
this important area for most overseas insurance supervisors.
Nearly one-half of the foreign agencies do not have sufficient

- access to the records of affiliated companies, and a similar
number do not have legal authority to investigate persons or
companies controlling an insurer. Even the agencies possessing
these powers are unlikely to exercise them due to practical lim-
itations and lack of interest. Some regulators told the sub-
committee they do not need to check holding companies and af-
filiates because they are satisfied that any wrongdoing will be
prevented by their firm control over the operations of super-
vised insurance companies.

More than half of the regulators responding do not require
prior approval of related-party transactions. Approximately the
same number do not approve dividends made to an insurer’s
shareholders in advance. Without these safeguards, regulators
can only act after harm from insider dealing and excessive
dividencii has already occurred. Complex holding company and
subsidiary relationships are accepted modern business prac-
tices, but regulatory scrutiny is needed to verify that related-
party transactions are sr:})er Furthermore, legal authority to
pursue questionable dealings among affiliated companies,
when necessary, is a valuable regulatory tool.

(5) Unregulated Reinsurance

In Failed Promises, the subcommittee called reinsurance the
black hole of insurance regulation. That phrase aptly conveyed
the vast unknowns about reinsurance arrangements, as well as
the overwhelming force of their allure for insurers needing a
financial fix, The subcommittee has since found the black hole
of reinsurance to be even darker in several foreign countries
where there is a complete regulatory vacuum,

The questionnaire explored this void by asking foreign regu-
lators how they supervise reinsurance companies. Most coun-
tries replied that they treat reinsurers the same as primary
companies, which means reinsurance supervision around the
world is characterized by the same loopholes and weaknesses -
that afflict normal insurance regulation. Going beyond prob-
lems with the norm, however, the subcommittee’s survey re-
vealed that Belgium, France, Ireland, Israel, and the Nether-
lands do not license or regulate reinsurance companies at all.
Two other countries, Denmark and Germany, conduct some
minimal oversight, but the level is so low that reinsurers do
not think they are being regulated.

Failure to regulate reinsurance companies is not just an aca-
demic concern. Belgium and Ireland were the domiciles for
bogus reinsurance operations run by Carlos Miro and others,
who used those countries as decoys to swindle premiums and
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fool regulators in the United States. After investigations by
Congress, Federal prosecutors finally obtained criminal fraud
convictions in those scandalous cases. However, the sad fact re-
mains that Belgian and Irish insurance regulators did not pre-
vent the establishment of such criminal enterprises as legally
chartered business entities which were free to export financial
mayhem. ,

Reinsurance risk swings have proven to be far greater than
those for primary insurers. Unsound reinsurance arrangements
are thus proportionately more dangerous to solvency, yet insur-
ance regulators everywhere retain a pronounced reluctance to
involve themselves in actively supervising reinsurance sactivi-
ties. The usual explanation is that reinsurance transactions do
not affect the public because they are handled exclusively by
professionals, but it appears that many regulators are ill-pre-
pared to handle the demands of reinsurance supervision. Rein-
surance is often placed through a complicated international
network of brokers and companies that is exceedingly difficult
to monitor, so regulators seem inclined to leave it alone.

Overall, reinsurance regulation in other countries displays
weaknesses which are similar to those found in the United
States. Due to these weaknesses at home and abroad, addi-
tional controls will be required to establish adequate minimum
supervision of alien reinsurers operating in the United States.

COME TO THE ISLANDS

When it comes to weak and permissive regulation, the most fre-
quent image is a sunny island, with a warm climate and a friendly
government that does not ask too many questions. The subcommit-
tee discovered much truth to this popular perception, but regu-
latory sanctuaries are not just confined to tropical isles. Numerous
island and developing nations around the world are competing to
attract insurance entrepreneurs.

The concept of government-sponsored havens to serve the needs
of companies instead of consumers has become quite fashionable.
Insurance-related enterprises have developed a cachet as non-pol-
luting, white-collar businesses that protect natural resources and
add to community wealth and prestige. Countries selling them-
selves as insurance domiciles typically offer tax relief and relaxed
supervision in exchange for the outside economic stimulus given to
resident businesses. They make no pretenses about attracting in-
surers to serve local customers, since their domestic markets are
limited in size and usually controlled by native insurance compa-
nies.

Several foreign countries have even adopted offshore licensing
laws to advance their goal of becoming the regal domicile for more
non-resident insurance companies. These laws permit specially li-
censed insurers to sell insurance anywhere except locally. Through
such selective licensing, problems of mismanagement and insol-
vency arising from lax regulation are carefully exported to other
countries, particularly the United States. The sole purpose of ex-
port licensing laws, which exempt offshore operations from strict
regulation, is to promote local community development and com-
merce at the peril of policyholders elsewhere.
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Because safety and soundness are not the paramount goals of
special export-insurer licensing, some jurisdictions have carried
tgfs concept to the ultimate level of self-regulation by professional
management companies. These countries forgo direct supervision of
insurers in favor of relying upon professional managers to operate
offshore companies and report any problems to government regu-
lators. Practitioners of this trusting arrangement do not appear
overly concerned about its inherent conflicts of interest or its ad-
verse effects on victims in distant lands.

Self-regulation is possible because certain government super-
visors, especially in the islands, require licensed insurance compa-
nies to empl’Io'i'uthe services of locally-run professional management
companies. This scheme provides jobs and income for the home
economy, while placing titular management responsibilities with
persons in the community known to the regulators. Governmental
oversight of professional management companies is said to occur
through personal relationships forged during business meetin?s
and social events. Such management companies simultaneously
represent both the supervisory agency and the com ang being su-

ervised, but the fact remains that they are hired, ?ire , and paid
y the company’s owners.

Perhaps in response to rising antipathy about lax foreign regula-
tion, the insurance supervisors in 12 countries specializing as ex-
port domiciles recently started a new organization to improve their
solvency standards and cooperation. They formed the Offshore
Group of Insurance Supervisors (OGIS) at the June 1993 meeting
of the NAIC in Chicago. Many foreign regulators were gathere
there as a result of the NAIC's annual invitation for them to attend
one of its meetings, as well as its sponsorship of the newly-created
International Association of Insurance Supervisors.

The list of initial OGIS members reads like a “Who's Who" of
out-of-the-way islands and countries offering export insurance li-
censes to outside investors. Criteria for OGIg membership include
“acceptable” insurance legislation, effective enforcement, adequate
administrative resources, and an ability to exchange information
with fellow regulators. The first members were Anguilla, Bahamas,
Barbados, British Virgin Islands, Gibraltar, Guernsey, Isle of Man,
Jersey, Malta, Netherlands Antilles, Panama, and Turks and
Caicos. The Cayman Islands, St. Vincent, and Labuan, Malaysia
were granted “observer” status, Bermuda declined to join.

The stated purpose of the new group is “to bring together the in-
surance supervisors of those territories from within which offshore
insurance activities are carried out, and which have established
proper, effective regulation . . .” With a nod toward honest self-as-
sessment, the ]press release announcing formation of the OGIS ad-
mitted that all of its initial members may not satisfy its member-
ship criteria, but said they have all shown their intent to do so by
June 1996. Nonetheless, the organization promises to develop ac-
ceptable standards, provide other insurance supervisors with mu-
tual assistance, and encourage other territories to meet equivalent
standards.

The goals expressed by the OGIS are laudable. However, there
remains a natural skepticism regarding the intentions and abilities
of countries which have harbored well-known insurance pirates,
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and which continue to advertise their speed and ease in granting
export licenses. As a voluntary membership group like the NAIC, -
the OGIS must also depend on the consent of its members to imple-
ment better standards. The subcommittee will monitor the progress
of OGIS members, and look for credible evidence that they ac-
tually shed the secrecy and lax lation which have marked their
insurance-related prosperity. A few doubtful signs have already
emerged. .

The first proclaimed task of the OGIS was preparing an offshore
supervisors manual, with a section outlining the advantages that
“well supervised offshore centres” bring to “onshore territories.”
Based on geograph{, experience, and its open market, the United
States is presumably the most famous and attractive of these “on-
shore territories.” The subcommittee sees no need for further expo-
sitions on the benefits of island retreats, where “ours is not to

uestion why” has often epitomized regulatory attitudes. The wor-
axy objectives declared by the OGIS could easily descend into noth-
ing more than a marketing ploy if that path is taken.

Another ominous signal was the appointment of Barbados as the
Vice-Chair of the OGIS. That island’s secrecy laws are among the
most stringent in the world. In responding to the subcommittee’s
regulatory information survey, the Supervisor of Insuranece for Bar-
bados stated in his cover letter: “Section 35 of the Exempt Insur-
ance Act restricts the disclosure of information on a licensee other
than that which is publicly available at the Office of the Registrar
of Companies. Thus I have completed the questions of your ques-
tionnaire which I can so complete.” ~

In fact, the Barbados regulator declined to answer 21 of the 60
gu?stgogs. The information that he could not or would not disclose
included:

s Offshore premium volume, and how much of it came from the
United States;

¢ Number of sanctions issued by the regulator, and whether reg-
ulatory decisions are a matter of public record;

¢ Number of impairments and insolvencies;

* Procedures for rehabilitation and liquidation of insurers;

e Whether Barbados has a policyholder protection fund;

» Procedures for sharing information with regulators in the Unit-
ed States, and the frequency of any such contacts; -

* Regulations pertaining to affiliate transactions and extraor-
dinary dividends; and .

« Investigatory powers of the regulatory authority.

The limited information actually provided to the subcommittee
by Barbados was no more reassuring than its failure to answer
such basic questions. Barbados has a special law to license offshore
captive insurers, although this law does not appear to govern very:
much. On Barbados, regulatory authority to examine insurers
when necessary, and to see their books and records, is restricted
to companies serving its domestic market. The refusal to regulate
the solvency of companies operating elsewhere rests upon a conclu-
sion that captives are private companies which pose no risk to the
public. Having seen enough examples of captive problems to dis-
miss such a premise, the subcommittee notes that Coopers & -
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Lybrand describes the Barbados situation in its International In-
surance Industry Guide as follows:

There is also the Exempt Insurance Act which is dealt
with separately under the section on captives, though in
fact some of the companies licensed under this Act can no
longer be regarded as “captives” as they are writing busi-
ness extensively to non-shareholders.

The subcommittee has found that pseudo-captive companies can
cause substantial harm to the public. As with other solvency prob-
lem areas, regulatory oversight of captive companies is necessary
before supervisory relief can be justified. Without adequate scru-
tiny on a case-by-case basis, there is no reasonable basis to grant
blanket regulatorz exemptions to any insurer that fits a loose defi-
nition of “captive.

ISLAND PROFILES

The best way to view the regulatory approach of various well-
known island domiciles is to list and compare certain attributes of
importance to the United States. The subcommittee has drawn in-
formation from its foreign regulatory information survey to high-
light key elements in the following regulatory profiles. As the Cay-
man Islands did not respond to the subcommittee’s questionnaire,
that haven is not included.

The islands profiled by the subcommitiee are the Bahamas, Bar-
bados, Bermuda, British Virgin Islands, Guernsey, Isle of Man, and
Turks and Caicos. These domiciles share three characteristics:

(1) Their regulatory apparatus is small and underfunded, relative
to the size of the industry they regulate.

(2) Start-up capital and licensing requirements are weak.

(3) Public information is restricted.

In addition, the Bahamas, Barbados, Bermuda, and Turks and
Caicos share another important characteristic: secrecy laws.
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Regulatory Profile:
Bahamas

Note: Insurers that acoept risks exclusively from outside the Bahamas are licensed under one
of two insurance laws. Single parent captives and associstion captives who acoept at
least $500,000 in premiums from their members are licensed under the External
Insurance Act of 1983 ("1983 Act®). All others are licensed under the Insurance Act of
1969 ("1969 Act").

She of Industry . There are 84 insurers domiciled or legally
incorporated in the Bahamas. The industry
generates over $200 million in premium volume
annually.

Size of Reguiatory Body § full-time Staff

Annual Budget Could not estimate because budget is incorporated
into Ministry of Finance Budget.

Minitoom Start-up Capital 1969 Act:
$140,000 General
$300,000 Life
1983 Act:
$100,000 General
$200,000 Life

mmom-umn 6 Weeks

Secrecy Laws? | Yes, under the 1983 Act

Number of Disciosure to U.S. “Not Available”

Regulstors Since Jen. 1, 1987

Public Information , A broad mnge of information is reported W
regulators, but none of it is available 10 the public.
Audit reports and reserve certifications are not
available 10 the public. .
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Regulatory Profile:
Barbados
Size of Industry There are 222 insurers domicilod or legally
incorporated in Barbados. Regulstor would not
disclose offshore premium volume.,
Size of Reguistory Body 12 Full-time Staff
* Annual Bodget Could not estimate because budget is incorporated
into Ministry of Finance budget.
Minley Start-up Capital $125,000
Thme to Obtain License 6 Weels Maximum
Secrecy Law? Yes. Because of this law, regulator did not respond
o over onethid of the Subcommittee's
Nussher of Disclosures to U.S. No Response
Reguistors Siace Jan. 1, 1987
Public Information A broad range of information is reported (o the
regulator, but none of it is available to the public.
Audit reports and reserve certifications are not
available to the public. Regulator would not
disclose whether regulatory decisions are a matter
of public record.
Only $100,000 in financial security is required for -

direct insurers. No financial security is required
for reinsurers.
Despite the small staff, regulator claims 10 examine

the quality of the examinations performed.
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Regulatory Profile:
Bermuda

Size of Industry There are 1,363 insurance companics domiciled or
legally incorporated in Bermuda. Only 43 of these
are licensed o0 scll in the domestic marioet. Net
premium volume was $11.8 billion in 1991.

Stze of Reguistory Body I8 Full-time Staff
Annusl Budget : $1.25 million
Minimum Start-ep Capital $250,000 for Life Insurers
, $120,000 for Non-life Insurers
Time to Obtaln License 3 t0 12 Weeks
Secrecy Law? Yes
Number of Disclosures to U.S. "N/A®
Reguiators Siace Jan. 1, 1987
Public Informstion Abmdmgeofmfotmhonumbnnﬂedfndn

regulator, bulmofntunndelvad&kmlhe

information about insurers. Audit reports and
reserve certifications are not available to the public.
Regulatory decisions are confidential, unha 1
company is being "wound up.”

Despite the relatively small staff of 18, regulator

claims to examine every company every year. This
calls into question the quality of the examinations
performed.
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Reguistory Profile:
British Virgin Iilands
Sise of Industry Approsimasely 200 inswance compamies we
domiciled or legally incorperated ia the Dritish
Virgin Islands.
Siae of Reguistery Bedy 2 Pull-time Suff
- Annual Dudget $120,000
Mininsum Start-up Caplial $100,000, plus solveacy margin based on businsss -
* rect
Time to Obtain License . 'l3m
Secrecy Law? No
Number of Disclesures te U.S. o .
- Reguiators Siace Jaa. 1, 1987 | Too many ©0 count. Approximately 2-3 times a
wesk,
Public Infermation - A broad mange of information is submitted 0 the
i reguiator, but
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Regulatory Profile:
Guernsey

Size of Indwetcy 250 insurance companies are domiciled or legally

- i incorporated in Guernsey. The indusiry generates

over $1 billion in premium volume annually.

Slldllquhuqllody 20 Fuoll-time Staff
Anaual Budget $1.5 million
Minkwum Start-up Capital $150,000
Thme 1o Obtain License ’ 2 Wecks minimum
Secrecy Law? No '
Number of Disclosures to U.S. “Countless”
Reguistors Since Jan. 1, 1987
Public Information Abm-dnngeofmfommump&wdmh

regulator, but none of it is released to the public,
Audit reports and reserve certifications are
generally not available to the public, Regulatory
. decisions are a matter of public record only when
an insurer is prohibited from making insurance
contracts of any description,

Other When asked about the frequency of on-site financial

‘ cxams, the regulator stated: “We examine only
representative is obliged to inform us of any
material changes in circumstances of the insurer.®

There are no financial security requirements.
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Regulatory Profile:
Isle of Man

Stze of Industry 148 companies are domiciled o legally incorporated
in the Isle of Man. The industry generates $3.5
billion ia premium volwume ansually.

Size of Regulatory Body | S Pull-time Suff

- Annusl Budget $400,000

Minisus Start-up Capital $750,000 for Life

$225,000 for General
- $ 75,000 for Captives

$150,000 for Reinsurance

Time to Obtain License 3-4 Days 0 34 Weeis

Secrecy Law? No

Number of Disclosures to U.S. *A Nuenber”

Reguiators Simce Jan. 1, 1987 .

Public Infermation 'Ahmdwdhmulqﬂubu
reguiator, but noae of it is relensed w the public.
Audit reports and reserve certifications are not
available t0 the public.

Other mmomymnnﬂ'whmdmb

examine gvery company every year. This calls into
question the quality of the examinstions performed.
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Regulatory Profile:
Turks and Caicos

Size of Industry There are 1,353 companies domiciled or legally
. incorporated in Turks and Caicos.

Skze of Reguiatory Body 7 Full-time Staff, including just one chartered
accountant and no actuarial staff.

Annusl Budget $300,000

Minimum Start-up Capital ~ $100,000 for General
$180,000 for Life
$100,000 for Reinsurance

Time to Obtain License 2 Weeks Minimum

Secrecy Law? Yes

Number of Disclosures to U.S. At least 100

Reguiators Since Jan. 1, 1987

Public Information A broad range of information is submitted (o the
‘regulator, but only the identity of managers is
available to the public. Audit reports and reserve
certifications are not available to the public.
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THE EUROPEAN UNION: A NEW FEDERAL SYSTEM IN
' EUROPE

Traditionally, the greatest foreign sources of insurance and rein-
surance for the United States are the major countries in Western
Europe, particularly Great Britain, Germany, Switzerland, and
France. European countries have been working for years to pro-
mote competition throughout the continent by removing their var-
ious national trade barriers. The leader in this movement is the
European Union, with its broad treaty powers binding each of its

- present 12 member States to a phased-in mutual reduction of re-
strictive laws and regulations. 4
The European Union pact specifically outlines a plan for free
trade of insurance and other financial services among its members.
- To achieve that goal, the European Commission in Brussels has is-
sued a series of 21 directives to harmonize insurance regulations
in member countries, so that an insurer domiciled in any member
State can freely sell its products throughout the Union. When these
directives became fully effective on guly 1, 1994, an insurer li-
censed and regulated in one member State automatically gained a
gassport to operate anywhere in the European Union, without ad-
itional regulation by other States.

Essentially, the European Union is creating a Federal regulatory
system that depends upon the national insurance regulators in
each member State to enforce the general solvency rules estab-
lished by the central authority in Brussels. Its goals of harmonized
rules, mutual recognition, and regulatory cooperation are similar to
the NAIC's efforts to develop a national solvency program in the
United States. Both programs, however, reflect an attitude that all
participants from the insurance industry and member regulatory
agencies will demonstrate exempl behavior in following their
}:inif(l)rm standards. History plainly does not validate this utopian
ideal. ,

In its switch to multi-state regulation, the European Union
starts with two significant advantages. First, the European Union
has been granted legal authority by its member nations to estab-
lish mandatory rules that its 12 national regulatory agencies must
follow. Second, its member States are legally required to recognize
and accept insurance companies licensed by other member nations.

. These are indispensable elements of unified regulation that are ab-
sent in the United States, and are beyond the reach of the NAIC.

On the negative side, European nations have deeply rooted dif-
ferences in language, culture, and laws, as well as a strong tradi-

v tion of protecting their domestic markets. The U.S. benefits from
a common language, a unified constitution and legal system, and
more than 200 years of experience in working together under its
Federal Government. Even so, the gradual development of multi-
state regulation has not gone smoothly in this country.

The importance of several European Union nations as alien in-
surance providers means that policymakers in the United States
must pay attention to regulatory changes there which affect Amer-
ican policyholders and claimants. The subcommittee is concerned

*The 12 current Member States are: Belgium, Denmark, France, Germany, Greece, Ireland,
Italy, Luxembourg, the Netherlands, Portugal, Spain, and the United Kingdom.
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-that dropping national 'solvency controls will encourage weak com-
anies and unscrupulous operators to domicile their insurance
usinesses in member countries where supervision is most lenient.

From there, they can market themselves across the European

Union, and ultimately to buyers in the American market.

THE GAO’S EVALUATION

To address its concerns, the subcommittee asked the General Ac-
counting Office (GAO) to evaluate the new Eurog::an Union regu-
latory framework, and identify potential areas that could impact
the United States. The GAO reviewed existing legislative direc-
tives, standards, and marRet studies, and also interviewed regu-
lators and industry representatives in Great Britain, France, Ger-
many, Italy, and the European Commission in Brussels. The GAO’s
analysis and findings were presented in its August 1993 report en-
titleg, “European Communig': Regulatory Issues in Creating a Sin-
gle Insurance Market,” (GAO/GGD-93-87).

The GAO observed that the European Union is taking bold steps
toward deregulation while crucial policy questions remain unan-
swered. These unresolved issues fall into three groups: (1) Regu-
latory procedures which still need to be addressed; (2) Continuing
re; l?Atory differences that will not be harmonized; and (3) Uncer-
tainties about how successfully some regulatory elements will be
implemented. The report raises serious doubts that the Union will
ge able to avoid the pitfalls experienced by regulators in the United

tates.

The GAO says European Union officials recognize the importance
of resolving the first group of issues in order to establish a single
market. Additional measures to address them are being considered,
such as a J)roposed directive to assure equal treatment of policy-
holders and creditors in all member nations when an insurer is lig-
uidated. Union officials also plan to implement minimum qualifica-
tions for agents and brokers, and review the adequacy of solvency
margins and financial conglomerate supervision. :

The second group of issues deals with regulatory differences
which the Union has no plans to harmonize. These differences in-
volve taxation, contract laws, valuation methods, supervisory re-
porting, and antifraud measures. Officials at the European Com-
mission told GAO that these areas do not require harmonization,
and are adequately covered by existing procedures. However, the
GAO notes that prior attempts to harmonize some of these dif-’
ferences were abandoned after they proved too difficult to resolve.

The third set of issues reflects uncertainties regardinﬁ how some
of the most important new regulatory practices will work after July
1994, when they were implemented. These issues include cross-bor-
der supervision of insurers by home State authorities, regulatory
cooperation arrangements, resource availability, enforcement cri-
teria, and even how the term “insolvency” will be defined. The GAO
reports that European Union regulators are developing mecha-
nisms they believe will successfully make the single market concept
work in practice. )

The GAO reﬁort on the Eurzfean Union’s sing{e market deregu-
lation scheme iihlights several remaining key differences and un-
resolved issues that could undermine the program’s success. Some
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regulators and industry sources in Europe doubt the new frame-
work will work as intended, but most seem either willing or uncon-
cerned about giving the plan a try in order to gain the financial
benefits of an open market. After reviewing the report, the Euro-
pean Commission vehemently defended its efforts, and criticized
the GAO for being too negative.

THE IMPACT OF THE EUROPEAN UNION'S
DEREGULATION ON THE UNITED STATES

In the United States, there is a haunting familiarity to the
: GAO's cautionary message about the problems which accompany
deregulation. Promises o? wondrous benefits to consumers, indus-

try, and government abounded when the savings and loan indust

was set free in the 1980’s. Safety precautions were tossed out wit
- the regulators’ rulebooks, and anyone warning about the predict-
able and dangerous consequences was viewed as a gloomy financial
Luddite. The result of this national departure from prudent super-
vision was the $180 billion taxpayer bailout of the savings and loan
industry by the Federal Government. '

The subcommittee’s own inquiry confirms the GAQ’s observations
about market deregulation within the European Union. As full im-
plementation of the program begins, there is general optimism re-
garding its reliability and competitive benefits among the pro-
gram’s administrators and most participants. There is also an ap-
parent and quite natural difference in viewpoints between the rule-
makers in Brussels and the member State regulators who must im-
plement the rules. Making new rules is much easier than making
them work in practice, yet even the rules are incomplete.

For example, the issue of regulating reinsurance companies re-
mains unresolved. Six countries in the European Union—Belgium,
Denmark, France, Germany, Ireland, and the Netherlands—do not
presently regulate these companies. While the central administra-
tors in ﬁrussels are looking for progressive action by individual
countries on this issue, the Belgian regulators told the subcommit-
tee they are waiting for a uniform directive from the European
Commission to be developed. They want the ultimate requirements
settlfd before spending the time and effort to deal with reinsurance
regulation. ‘

nforcement actions against insurers licensed in other member
States is another potential problem area. The uniform directives re-
quire that an insurer’s home State regulator supervise its business
activities throughout the European Union. However, the authority
of regulators in other member States to stop harmful practices
- within their own jurisdictions is limited if the home State super-
visor fails to act. Individual regulators openly profess their trust in
the competence and diligence of fellow European regulators, but
several expressed some Frivate anxiety to the subcommittee. Two
insurance supervisors told the GAO they would not guarantee the
soundness of policies issued by insurers based in other member
States, since they would not be responsible for supervising those
companies.
Credible solvency programs should not be built upon improbable
assumptions which disregard the hard lessons taught by financial
adventurers in the real world. The problems inevitably associated

Wishful thinking: a world view of insurance solvency regulation, Oct. 1994
1994 10 - GOV (House Report) - Wishful Thinking - 82 of 137
A World View of Insurance Solvency Regulation - John Dingell (D-MI) - BonkNote - 137p




1994 10 - GOV (House Report) - Wishful Thinking -

76

with multi-state regulation in a Federal system are well known in
the United States, where forum shopping to find the weakest regu-
lator is a long-standing debility. To diminish these problems, the
NAIC's solvency accreditation program relies upon periodic accredi-
tation reviews to measure compliance by its member States. There
are no proposals for independent gcompliance evaluations in the Eu-
ropean Union framework, indicaéi\g that each national regulato
agency will be left to judge for itself whether it is conforming wit
the Union’s rules. Consequently, free market entry by insurers
within the Union could become a contentious issue if individual na-
tilonal regulators favor local companies or harbor unprincipled spec-
ulators. .

The European Union and its member States are embarking on
a deregulation scheme which, in order to succeed, will demand the
highest levels of altruism, trust, cooperation, and cross-border vigi-
lance from individual national regulators. Although the Union’s
scheme is still largely untested, experience in applying similar
principles in the United States has not been successful. Further-
more, individual European regulators have not previously dis-
played these qualities in cases studied by the subcommittee. Policy-
maiers in the United States should keep these factors in mind
when formulating appropriate rules to monitor alien insurers and
reinsurers, .

LLOYD'S AND THE LONDON MARKET

From an American viewpoint, the subject of foreign insurance
usually begins and ends with the London insurance market, and
Lloyd’s of London in particular. This focus is based upon the real
importance of London as the central international marketplace for
buyers in the United States. Additionally, the London market’s
popular reputation has been buttressed and embellished for many
years with exaggerated perceptions and outright mythology. To the
extent that such myths contribute to foolhardy behavior, they
should be dispelled.

Many Americans, even some in a position to know better, erro-
neously believe that any insurance coverage purchased in London
is somehow associated with Lloyd’s, and that all insurance placed
with Lloyd's is. guaranteed not to fail. They envision Lloyd’s as a
giant insurance company, possessing near perfect skills and knowl-
edge, that backs every policy with its unlimited-financial pledge. In
this rosy vision, buying insurance at Lloyd's evokes quaint English
traditions reminiscent of British Empire grandeur, such as liveried
footmen ringing the Lutine bell.

Certainly, market traditions developed over 300 years, combined
with an enviable reputation for always paying claims, have imbued
Lloyd’s of London with a unique franchise value, confirmed through
official recognition by the British government. Brokers representing
Lloyd’s have readily used its respected reputation over the years to
sell insurance and investments to a willing public in the United
States. Lloyd’s image as the cradle of insurance and an invincible
financial behemoth has been enhanced further through its highly-
visible participation in American insurance policy-making and reg-
- ulation. '
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In effect, Lloyd’s presence in the United States has far exceeded
its actual size as a commercial entity. Its influence and mystique
have, in turn, been powerful enough to cause American
misperceptions about Lloyd’s to be extended to the entire London
insurance market. Unhappily, this confused generalization about
Lloyd’s and the London market induced a series of miscalculations
and unwise business decisions by insurance buyers and investors
in the 1980's. The painful fallout greatly hurt both the public and
the London market. It even affected Lloyd’s and many of the mar-
ket insiders who previously benefitted from misplaced idealism
about the organization’s infallibilit;y.

In reality, the London market for international insurance is di-
vided between coverage placed with companies licensed by British
government regulators, and policies placed with Lloyd’s of London,
which has been granted statutory legal authority to regulate itself.
There are approximately 130 London-based companies involved in
writin% international insurance and reinsurance, and many of them
are subsidiaries of large insurers domiciled in Europe, Japan, and
the United States. Like all licensed insurance companies, their fi-
nancial strenfth depends upon publicly-reported assets and income
that are regulated by the British government. Statistics from 1992
show aggregate net premium income over $5 billion attributed to
these companies, accounting for 36 percent of the London subscrip-
tion market.

The remaining 64 percent of the market is held by investor syn-
dicates at Lloyd’s that had aggregate net premiums exceeding
$9 billion in 1992. Contrary to popular belief, Lloyd’s is not a single
insurer placing its entire financial resources be{xind every policy.
Instead, it is a self-regulating market organization, with central-
ized solvency rules and security arrangements, operated by its
scores of member syndicates for their mutual benefit. Lloyd's spon-
sors and regulates an organized trading market for its members,
much like the New York Stock Exchange does for the securities
firms constituting its membership.

Lloyd’s pioneered the concept of coinsurance, where a single pol-
icy can be backed by several insurance syndicates in order to
spread the risk accepted by each one. Although many syndicates
may participate in coinsuring a specific paolicy, they are separately
responsible for their individual shares of any losses that occur.
Thus, policyholders must look to the solvency of each participatin
Sf'ndicate of individual investors in order to measure the to
i lainas-paying ability behind insurance policies issued through

oyd’s.

e financial solvency of each Lloyd’s syndicate depends upon
the personal solvency of its individual members. Until recently,
Lloyd’s steadfastly held to its traditional twin requirements for in-
vestor membership: Only real people can be members, and they
must promise to pay insurance claims with every asset they own,
“down to their last cufflinks.” This archaic concept of unfimited
personal liability was finally modified by Lloyd’s in 1993 regarding
future membership, but it governs all past policies issued through

_the organization.

To guard its reputation against non-payment of claims, Lloyd’s

assesses its members in order to maintain a central solvency guar-
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antee fund. This fund, valued at $1.3 billion on December 31, 1993,
has been adequate in the past for protecting Eloyd’s as an organi-
zation from t(}lxe inevitable failures of some investors to pay what
they owe. However, traumatic events and monumental losses at
Lloyd’s have seriously challenged its overall solvency reputation
during the past few years, and increasing amounts have been
charged against the central solvency fund.

LONDON CALLING

A key to Lloyd’s lengthy success as a market where almost any
risk can be underwritten is an extensive network of brokers, who
find insurance buyers and funnel their business to London. Insur-
ance brokers call on commercial clients throughout the United
States, seeking to place their policies at Lloyd’s or in the London
company market. From there, the same business can be shared or
reinsured with foreign companies domiciled in Europe, Asia, North
America, South America, and a host of island-states. The London-
based company market has flourished by following Lloyd’s example
of specializing in coinsurance of extra-large or hazardous risks that
are hard to insure elsewhere.

London’s appeal as a market also derives from its unique con-
centration in one location of insurers and reinsurers from all over
the world. Combined with a vast local community of brokers and
intermediaries who can arrange general or special coverage, they
provide one-stop shopping for commercial insurance buyers. Nego-
tiating terms and ﬁndxl’ng a suitable number of insurers or reinsur-
ers willing to share the risks offered by a particular buyer is much
easier in such a concentrated marketplace.

During the 1980’s, Lloyd’s became victimized by its own success
when the organization’s unique strengths began to work against it.
The sizeable army of Lloyd’s brokers and underwriters, famous for
their individualism and creative solutions, was not controlled by
any central management scheme. Using Lloyd’s sound reputation
to gain personal competitive advantage, they oversold its risk-tak-
ing abilities to their clients and to themselves. In essence, Lloyd’s
permitted thousands of individual entrepreneurs to market its spe-
cial franchise, with each one claiming to represent Lloyd’s regard-
ing the merits and details of particular policies.

ales in the United States benefitted from a general American
belief in the financial stability of Lloyd’s, and also from misunder-
standinﬁs concerning its arcane workings. For example, loose talk
about the $9.6 billion Lloyd's American Trust Funds, held by a
New York bank, led many people to believe that it provided joint
security for any unsatisfied claims originating in the United States.
Those trust funds are really structured as separate accounts to
manage premiums, denominated in U.S, dollars, that are paid to
individual Lloyd's brokers by their clients around the world. There
is no legal right to attach the total amount of the Lloyd’s American
Trust Funds in order to satisfy a single unpaid claim.

Misleading titles were also confusing to Americans. Carlos Miro,
later convicted of fraud, identified himself as an “underwriting
member” of Lloyd’s to bolster his image with potential clients in
the United States. In truth, he was just an outside investor with
no underwriting authority. Mr. Miro was technically correct in his
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assertion, however, because Lloyd’s permitted its passive investors
to use the term “underwriting member” to describe their associa-
tion with the organization. This subtle distinction was surely lost
on many of his customers in Louisiana and Georgia who were im-
pressed by Mr. Miro’s alleged status at Lloyd’s.

WHEEL OF MISFORTUNE AT LLOYD’S

The tremendous success of Lloyd’s and the London market pro-
vided the foundation for recent problems which have threatened
the market’s future. For many years, easy capacity and generous
income bred complacency, loose management, hands-off regulation,
and a pervasive attitude that the London market was immune to
serious failure. These negative trends were fueled by popular
myths and unchecked rumors that infected the judgments of insur-
ance buyers, market insiders, and investors. :

Problems began at Lloyd’s in the 1980’s, when its gross under-
writing capacity tripled to $15 billion, and its total number of indi-
vidual investors almost doubled to more than 32,000 people. To
support a pledge of unlimited personal liability for paying claims,
each investor was required by Lloyd's to demonstrate personal
wealth exceeding $150,000 (later raised to $375,000). In practice,
this goal was rather easily satisfied thrm;fh certification by an ac-
countant, a banker, or even a lawyer. Wealth could be based on the
home equity value of an investor’s residence, and only 30 percent
of each investor’s anticipated premium income was required to be
deﬁ)lsited at Lloyd's.

e public’s perception of Lloyd’s as an elite and somewhat aloof
organization, with rich customs and still richer patrons, created a
powerful draw for those selected to join. Aggressive recruiting in
Great Britain, the United States, and around the world reaped
hundreds of new investors possessing relatively modest wealth.
Most were flattered to be chosen, and all were eager to share in
the profits generated at Lloyd’s. The traditional face-to-face meet-
ing, where Lloyd’s management confronted each new investor with
his or her unlimited personal financial exposure, was considered by
};many to be a pro forma ritual signifying an event that would never

appen. .

n such an environment, it was considered impolite for outside
investors to question too closely the activities of Lloyd's insiders
who magically produced the profits. Probing questions were often
not clearly answered, or were dismissed with an attitude that made
investors feel ignorant and ungrateful. The lure of Lloyd’s member-
ship was best summarized for the subcommittee by one investor
who said: “What group, other than Lloyd’s, could convince a bunch
of moderately well-off dentists in Canada to pledgs their entire for-
tunes to an organization in London, sight unseen’?

The additional underwriting capacity drawn to Lloyd's in the
1980’s was not soundly managed by its inside underwriting agents.
The finite amount of sound business that traditionally produced
the most profits at Lloyd’s was already subscribed, so new capacity
was too often used to underwrite high-risk business that profited
market insiders at the expense of outside investors. Such overly
s lative underwriting resulted in enormous unanticipated losses
that busted many syndicate members. Part of these losses were

Wishful thinki ng: a world view of insurance solvency regulation, Oct. %%91% 137
O

A World View of Insurance Solvency Regulation - John Dingell (D-MI) - BonkNote - 137p



80

caused by commercial excess and surplus lines coverage for asbes-
tos and pollution claims in the United States, and some were
caused by certain Lloyd’s syndicate managers unwisely insuring
the poor underwriting of other Lloyd’s syndicate managers.

The deleterious effects of excessive capacity, extravagant under-
writing, and weak capital led to rapid growth and record losses
that brought Lloyd’s to the brink of collapse by 1993. Due to the
delay caused by its 3-year accounting cycle, the organization finally
revealed this year a massive deficit of $3 billionrﬁor its operations
in 1991. This enormous loss followed previous deficits of $3.5 bil-
lion for 1990, $3.5 billion for 1989, and $984 million for 1988. Obvi-
ously, there is much anxiety about the size and effect of losses yet
to be reported for 1992 and beyond.

A large number of Lloyd’s outside investors have said they are
unable or unwilling to pay their share of gigantic claims that dwarf
their original investments, and even exceed their total wealth. Call-
ing themselves “deficit millionaires”, because Lioyd’s is demanding
payment of millions thegr never had, many have banded together to
challenge the legality of such payments. They charge that insiders
controlling Lloyd’s intentionally misrepresented the safety of its in-
vestment practices, and deliberately fleeced outsiders by con-
centrating their investments in the worst syndicates bearing the
highest risks. Personal bankruptcy, as well as despair over ever es-
caping Lloyd’s dogged pursuit of their last assets, exacerbate the
ar:Ser and betrayal felt by estranged investors, and some have trag-
ically committed suicide.

Althoua%h Lloyd’s as an organization has statutory immunity
from legal challenges, individual underwriting managers and mem-
ber's agents are apparently liable for damages to outside investors
who can prove fraud or gross negligence. Reportedly, 17,000 outside
investors—about half of the peak total reached in the 1980’s—are
involved in liti%ation proceedings seeking more than $5 billion.
These damage claims will be handled under British law, but they
cast a shadow over current efforts to make Lloyd’s profitable in the
future. In addition, the bulk of any damages may fall heavily on
the Lloyd’s market, because errors and omissions insurance cov-
erage for underwriting managers and agents is largely maintained
within Lloyd’s.

LOOKING TO LLOYD’S FUTURE

A radical new business plan and management structure were in-
troduced at Lloyd’s in 1993. Centralized monitoring of individual
underwriting and investment practices was instituted, and market
management powers are now divided to avoid obvious conflicts of
interest and unfair insider dealing. There are also plans to start an
in-house reinsurance company called NewCo, which is expected to
assume all Lloyd's outstanding liabilities prior to 1986. The pur-
pose of NewCo is to “ring-fence” future operations of the reorga-
nized Lloyd’s from the debilitating drain of ongoing losses from ex-
cessively bad business underwritten in the 1980's.

The success of these efforts to save Lloyd’s depends upon a large-
scale infusion of new capital from limited-liability corporate inves-
tors to underwrite future business. Reportedly, $1.3 billion was
subscribed from corporate investors by year-end 1993. In addition
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to their money, Lloyd’s central management is hoping those inves-
tors will bring added professionalism to the Lloyd’s marketplace.
While recruitment of corporate capital seems to be going well so
far, serious questions still face Lloyd's rega..'dingl the long-term
commitment of corporate investors, adequate funding for NewCo,
and negative fall-out from litigation among its members.

1t is too early to judge whether Lloyd’s bold new business plan
will evolve an old institution into a modern organization which can
successfully handle both its past and its future. The freshly-in-
stalled management at Lloyd's insists that fundamental inside

: changes and demonstrated outside investor interest have combined
to meet the challenge, while critics maintain that Lloyd’'s current
efforts are based on yet more wishful thinking. However, there are
already positive signs that the organization is shedding some of its

) harmful myths. For example, solvency ratings by Standard and
Poor's now recognize the financial condition of each Lloyd’s sg'n-
dicate as a separate entity, rather than lumping them together
under the illusion of a single insurer with united resources.

When the subcommittee began its solvency inquiry 5 years ago,
nobody even questioned the financial viability of Lloyd’s of London.
Clearly, if such major problems can strike so quick.f; at the heart
of this venerable institution, it reinforces the need for urgent re-
forms in solvency regulation affecting insurers and reinsurers with
far less resilience. Lloyd's has long been an important insurance
market for policyholders in the United States, and the subcommit-
tee welcomes all serious attempts at restructuring the institution
to meet the solvency problems set forth in this report.

JEOPARDY IN THE COMPANY MARKET

The pattern of troubles afflicting Lloyd’s in the 1980’s also struck
the London company market for international insurance and rein-
surance. This comparability is not surprising, considering those
companies modeled their practice of coinsuring commercial risks
brought to them by independent brokers upon the Lloyd's system.
Moreover, London-based companies shared business with syn-
dicates at Lloyd's, and they operated in the same libertine market
environment, where the push for “can do” coverage was fueled by
“sign on” fever. ‘

Many London insurance companies became hooked on reinsur-
ance magic. Like their American counterparts at Mission, Integrity,
and Transit Casualty, underwriting managers and brokers in Lon-
don became convinced that purchasing reinsurance simply relieved
them from any future obligation to pay exorbitant claims. The at-
traction of reinsurance as an absolution for speculative underwrit-
ing was encouraged by its easy availability and affordable pricing.

Quota share reinsurance was a popular method for sharing the
business written by another insurance company. In return for a
fixed percentage of premiums, the reinsurer agreed to pay a fixed
percen of the losses incurred on one or more insurance policies
written by the originating company. Unhappily, this automatic
sharing arrangement also meant that a reinsurer could quickly and
uncontrollably ratchet itself into enormous losses if the first com-
pany exercised poor underwriting judgment.

Wishful thinking: a world view of insurance solvency regulation, Oct. 1994
1994 10 - GOV (House Report) - Wishful Thinking - 88 of 137
A World View of Insurance Solvency Regulation - John Dingell (D-MI) - BonkNote - 137p



1994 10 - GOV (House Report) - Wishful Thinking -

82

The London Market Excess of Loss (LMX) cover was an addi-
tional manifestation of the specious belief that financial disaster
could be avoided by paying part of the premium to transfer hazard-
ous insurance risks elsewhere. As a marketing tool, the LMX des-
ignation cleverly employed a high-tech acronym to describe a re-
fined-sounding concept. Its real effect, however, was passing the
buck, both literally and figuratively.

The sensible theory behind excess of loss coverage is to cap an
insurer’s exposure if gross losses exceed specified levels. For a fee,
other insurers agree to cover cumulative .losses that reach cata-
strophic proportions. It is an accepted and prudent business strat-
egy when risks are properly spread and adequately priced. The
Lﬁx fad neglected both of these worthy goals.

The popularity of LMX and quota share reinsurance united to
create a spiral of mutual insurance relationships in the London
market. The same risks circulated around the market to be shared
again and again among the same gmué‘)l of iarticipants. When
heavy claims payments began ascending through the spiral, a sub-
stantial number of London-based companies and Lloyd’s syndicates
were unable to handle the strain because leftover premiums, de-
pleted by too many roll-over commissions, were insufficient to cover
constantly rising claims.

Ironically, excess of loss coverage and quota share reinsurance
are intended to reduce an insurer’s financial exposure by spreading
risks among different participants. Instead, thgi' became tools for
concentrating and confining unbearable financial losses within the
limited capital base of the London market. The market wizards be-
hind this reverse a.lchemy—tuming premium money into fool’s
gold—preached an alluring notion of risk-free profits today, in re-
turn for transmitting the costs of tomorrow’s catastrophes around
the trading floor or across town.

The London version of uncontrolled managing general agents,
called independent underwriting agents, were a ﬁominant force in
selling the concept of large-scale and reinsurance coverage to
willing customers. Viewed as a harmonious convergence of mini-
mized loss exposure and maximized commission income, such cov-
erage became the realm of market specialists, who could not get
enough of a good thing. The worst of these became hucksters, who
joined forces with other disciples of P.T. Barnum in the United
States to cause unprecedented international havoc.

Objective evaluations of the London insurance market are hard
to find because much information is unavailable, and most informa-
tion sources are also market players. Standard & Poor’s Insurance
Rating Services, however, provides independent financial research
and analyses for measuring the solvency of insurance companies
and individual Lloyd’s syndicates. The Standard & Poor’s findings
confi{rm that solvency is a matter of growing concern in the London
market. '

According to Standard & Poor’s, financial stress in the London
market has been particularly acute in recent years, reflecting a
concentration of high risk business and remarkably low capitaliza-
tions for many insurers and reinsurers. Twenty percent of the 130
companies trading there in 1981 were consideredp “vulnerable,” and
constant wastage resulting from insolvencies, cessations, and run-
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offs left only 88 of those same companies active in 1991. At year
end 1990, new additions kept the total number of London market
companies at 134, but the number of companies rated “vulnerable”
in 1991 remained constant at 20 percent. During the 10 years from
1981 to 1991, at least 58 companies withdrew from the market for
one reason or another,

Analysts at Standard and Poor’s point to harmful effects of the
LMX cover and the reinsurance spiral as causes for weakness in
the London market. They also blame Yroblems on a deadly com-
bination of huge claims, relatively small companies, and a histo
of inadequate reserving. Standard & Poor’s concludes that the dif-
ference between strong and weak companies will widen in the next
few years, as the London market continues to play a major role in
the global insurance market. The ratings organization recommends
a high degree of care in choosing London-based insurers and rein-
surers in order to assure adequate financial security. ‘

BRITISH REGULATORY RESPONSE

Insurance companies licensed in Great Britain are regulated b
a division of the Department of Trade and Industry (DTI). The DTI
issues licenses, promulgates financial and ownership reporting re-
quirements, monitors solvency, and exercises enforcement author-
ity when considered necessury. In general, the DTI possesses all
the powers held by State insurance commissioners in the United
States, plus a few extra ones relating to independent investigations
and debarring chronic management offenders. The agency also
loosely supervises self-regulatory efforts at Lloyd’s through its an-
nual solvency certifications made to the DTT.

Regulatory procedures in Great Britain have far-reaching effects
on policyholders and claimants in America, because London is the
focal point for collecting premiums and paying claims for inter-
natjonal insurance and reinsurance. With approximately one-third
of its domestic commercial business placed offshore, the United
States is London’s biggest overseas customer.

In addition, British influence on insurance regulation extends to
several island insurance domiciles that are associated with Great
Britain as territories or Commonwealth members. These include
Barbados, British Virgin Islands, Bermuda, Cayman Islands, Turks
& Caicos, Guernsey, Isle of Man, and Hong Kong. As regulators,
such countries are guided by British legal principles, and some are
headed by British citizens. Bermuda and Barbados are very impor-
tant foreign domiciles for companies doing business in the United
States, and some of the islands with British ties have served as
harbors for skullduggery by modern-day insurance pirates.

Recognizing the importance of British insurance regulation to the
American market, the subcommittee made special efforts to com-
municate with both Lloyd's of London and the DTI. The purpose of
these efforts was to promote mutual understanding about solvency
regulation, and to explore methods of cooperating to combat serious
problems observed by the subcommittee. Much has been learned
through several cordial exchanges over the past 5 years, but the
subcommittee has encountered distinct limitations on information
shartng and enforcement cooperation involving the British govern-
ment.
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Lloyd’s has been cooperative in its dealings with the subcommit-
tee. With strong customer and investor ties to the United States,
Lloyd’s has a clear interest in working to resolve solvency weak-
nesses which have dearly cost both the public and the Lloyd’s mar-
ket. Threats to its existence caused Lloyd's to reorganize itself in
1993, and to seek an infusion of new talent and resources. Al-
though just starting, Lloyd's has firm plans to de-mystify its oper-
ations through corporate management techniques and more public
information. ‘

Results at the DTI are less encouraginﬁ. Government legal re-
straints hinder its ability to cooperate with the subcommittee and
regulatory officials in the United States. In addition, there are fun-
damental differences in approach between efforts in the United
States to achieve effective solvency regulation and efforts at the
DTI to meet the same %:Jal. Whereas Lloyd’s confronted its solvency
problems directly with hands-on reorganization and more access for
investors and customers, the DTI is guided by a hands-off philoso-
phy. Typically, the DTI depends upon insurance company auditors
or market complaints to uncover solvency problems. If nothing is
reported, the DTI confines its routine supervision to reviewing in-
surer financial reports filed with the agency.

The primary solvency tools used by DTI are its powers to review
an insurer's business plan, and also to determine whether senior
officers and directors are “fit and proper” to perform their duties.
These checks are done whenever a company is started or there is
a change in management control. The %TI has discretionary au-
thority to reject business plans and officers considered to be un-
sound, however, the agency's decisions must rely on factual evi-
dence rather than opinions in order to satisfy government legal
procedures. .

Actuarial certifications and independent audits are required to
be submitted to the DTI annually by licensed insurance companies.
Although these tasks are performed by private firms employed by
company managers, the DTI is confident from its experience that
this system is reliable. The agency also notes that most insurance
activities are centered locally in {ondon, and its officials believe
that serious problems could not remain hidden for long within the
commmunity.

Independent underwriting agents, brokers, intermediaries, and
management companies are not resu]ated by the DTI. Any prob-
lems they cause would be addressed through reviewing their busi-
ness relationships with regulated insurers if suspicions arise, The
DTI prefers to exercise its powers quietly and indirectly with ques-
tions that are intended to discourage unsuitable practices. :

NO HANDS ACROSS THE SEA

The subcommittee has attempted several times through cor-
respondence and visits to establish official information exchange
channels on regulatory and enforcement matters affecting Great
Britain and the United States. The British government’s response
has been, at various times, a polite recitation of DTI's public proce-
dures, disinterest in the subcommittee’s findings, and confident ex-
pressions that “fit and proper” monitoring of the London market is
a successful deterrent against wrongdoing. The subcommittee's in-
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vestigations do not confirm the sanguine views of British regu-
lators. .

Procedures followed by the DTI in regulating the KWELM com-
panies illustrate some of the significant differences between the
agency’s approach and the subcommittee’s findings. Officials at DTI
told the subcommittee that the KWELM companies had inadequate
records and internal controls, yet those known deficiencies appar-
ently went unreported and uncorrected. Despite DTI's monitoring
system, the unregulated Weavers Underwriting Agency was given
management control over the KWELM companies through an
agreement that was said to be only one-half page long. -

Reports filed with DTI by the KWELM companies disclosed their
remiums and claims payments, but did not reveal the underlyi?j
igh-risk business strategy concocted by Weavers. Substanti

under-reserving at the K%fELM companies was compounded be-

- cause DTI permitted present-value discounting of reserves for fu-

ture liabilities. No early warnings were sounded by the independ-
ent auditors employed by the companies, and no actu was in-
volved in setting reserve levels until the DTI encouraged manage-
ment to get an independent actuarial review in 1989.

According to the DTI, the agency had suspicions about the sol-
vency of the KWELM companies, but it took time to develop
enough evidence to warrant regulatory action. Evidence was ob-
tained by questioning company managers regarding the content of
their annual reports to DTI. When asked if the $5 billion collapse
of the KWE companies indicates weak regulatory procedures,
DTI officials responded that the KWELM failures represent prob-
lem individuals rather than problems with the system.

Unsuccessful attempts by the subcommittee to corral the elusive
Carlos Miro while he resided in London further demonstrate prob-
lems in dealing with British authorities. The subcommittee sent
letters on September 20 and October 4, 1989 to the British ambas-
sador in Washington, D.C., informing him about Mr. Miro's partici-
Bation in causing two major insurance company failures in the

nited States. The letters warned that Mr. Miro was almost surely
living in London, that he was probably using a fraudulent Mexican

assport, and that he likely was still running insurance businesses.

e subcommittee also described how its efforts to obtain Mr.
Miro’s financial records were blocked by his London attorney, and
requested information and mutual cooperation from British au-

- thorities in stopping Mr. Miro. :

The British ambassador replied to the subcommittee by letter of
November 30, 1989. He said that Mr. Miro was not in Great Brit-
ain, and that no investigations of his business activities were

- planned. The ambassador’s letter included some public data regard-

ing ownershif) of Mr. Miro’s flagship insurance holding company in
London, Anglo-American Trust Company, and mentioned t the
company was thought to be the parent of insurance companies op-
erating in the United States. The British ambassador assured the
subcommittee that Mr. Miro could only be involved with an insur-
ance company in Great Britain if he were notified to the DTI, and
found by that agency to be “fit and proper.”

Mr. Miro was indeed residing in London at the time of the sub-
committee’s alert to the British government. He was actively oper-
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ating insurance businesses and transacting fraudulent deals affect-
ing 51e United States. He effectively avoided British insurance reg-
ulation by restricting himself to running holding companies, man-
agement companies, and offshore reinsurance companies. Com-
mendable persistence by the Louisiana ligquidation receiver for
Anglo-American Insurance Company eventually unraveled Mr.
Miro’s financial web in London, which was centered around his
British attorney. Federal law enforcement authorities finally extra-
dited Mr. Miro from his last residence in Spain, and he pled guilty
to Federal criminal fraud charges in 1992,

Mr. Miro testified before the subcommittee on May 19, 1993 as
a convicted felon serving a Federal prison sentence. When asked
about the British ambassador’s letter, Mr. Miro said it was “some-
what humorous” to read that he was not in Great Britain while he
was sitting in his London office. He claimed to have entered that
country legally, after completing its immigration forms. He also
confirmed that he was never investigated by British authorities,
and stated that it was “pretty simple” for him to operate in foreign
countries.

The subcommittee’s experience with Great Britain demonstrates
substantial difficulties in obtaining foreign assistance to halt inter-
national wrongdoing. Lack of cooperation in pursuing Carlos Miro
and the Weavers Stamp operation is most disturbing. In those
cases, key operatives used London as a haven to exploit the U.S.
insurance market, and elude legitimate inquiries by the sub-
committee and enforcement authorities in this country.

Great Britain has, in fact, established official channels for ex-
changing information with the United States in areas other than
insurance. Key among these is the DTI's memorandum of under-
standinﬁ with the Securities and Exchange Commission to assist
each other on regulatory and enforcement matters affecting pub-
licly-traded securities. The necessary link for such cooperation is
statutory action by the United States to empower a Federal agency
to reach a formal exchange agreement with Eritish enforcement au-
thorities. There is a clear need to establish a legal basis for co-
operation on insurance regulation between two of the world’s major
insurance markets.

Inability to work with Great Britain illustrates why this country
needs to develop its own proper safeguards to control foreign-based
ogerations. British authorities are not responsible for protecting
the American market, nor have they shown an inclination to shoul-
der that task. The United States must accept responsibility for pro-
tecting its domestic insurance market.
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PART IV
THE NAIC AND STATE SOLVENCY REGULATION

Unlike all other sectors of the financial services industry, insur-
ance is regulated solely by the States. The inherent authority of
the Federal Government to regulate insurance matters affecting
interstate commerce was relegated by Congress to the States in
1945 through the McCarran-Ferguson Act. Consequently, most in-
surers must be licensed and regulated by every State in which they
do business, although primary oversight and examination respon-
sibilities rest with the insurance commission in a company's state
of legal domicile.

This system of multi-state supervision has resulted in regulatory
gaps and redundancies that have harmed both insurance compa-
nies and their customers. Costly overlaps have not prevented the
growing number of large insurer insolvencies, and in many cases
appear to have actually contributed to them. The inevitable by-

roduct of shared jurisdiction has been confusion and passing the

uck when tough decisions are needed, fostered by poor commu-
nication, tunnef vision, and home State protectionism. In effect,
having too many regulators with part-time responsibility means
that nobody is responsible full-time for assuring overall solvency or
taking charge when disaster strikes.

There is, however, a national presence in insurance regulation.
The National Association of Insurance Commissioners (NAIC), a
voluntary association of State regulators, helps to coordinate regu-
latory activities and assist State officials in performing their tasﬁ.
As a purely private organization with no governmental authority,
the NAIC depends upon the willing cooperation of State insurance
commissions in achieving its goals. This has often proved to be dif-
ficult, and sometimes impossible.

The subcommittee has always drawn a clear distinction between
the NAIC and the State insurance commissions which comprise its
membership. Insurance commissioners and their staffs are govern-
ment employees who exercise a State's legal powers to regulate
commerce within its jurisdiction. Even under the best cir-
cumstances, the NAIC can never match the capabilities of State
and Federal regulators to take binding actions that are enforceable
in court through civil or criminal penalties.

State regulatory officials are unable to correct single-handedly
the national and international solvency problems observed by the
subcommittee, because they lack authority to supervise an insur-
ance company’s business beyond their own borders. Nonetheless,
State commissions can be quite effective in dealing with local con-
cerns when they are sufficiently motivated and armed with the nec-
essary resources. This has been amply demonstrated in recent

(87)
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ears in States where large-scale insolvencies have produced a pub-
ic backlash. -

California has the Nation’s biggest insurance market, as well as
a lion’s share of the documented cases involving management
knavery and incompetence at insurance companies. Tellingly, Los
Angeles served as home base for three of the monstrous insolven-
cies studied by the subcommittee—Mission Insurance Co., Transit
Casualty Co., and Executive Life Insurance Co. Major earthquakes,
riots, fires, and automobile losses have also taught Californians
about the perils of uncollectible offshore reinsurance and unpaid
claims by weak insurers. In response, the State legislature and a
vigorous elected insurance commissioner are revamping the once
cozy regulatory atmosphere which permitted such abuses.

exas and %orida are two other large States where public anger
over insurance mismanagement and arrogance have fueled more
active regulation. Both have experienced a spate of headline-grab-
bing frauds and insurers that vanish on the heels of claims-produc-
ing adversity. Somnolent regi‘ulatory officials were replaced en
masse by a new Governor in Texas, while Hurricane Andrew and
life insurance scandals have energized the climate in Florida.
Statewide political races in California, Texas, and Florida now fea-
ture insurance reforms as a key issue for voters.

Having been at the forefront of insolvencies and unpaid claims,
insurance commissioners in all three of these States have been the
most vocal about using Federal authority to curb national and
international abuses beyond their effective reach. In particular,
they have called for Fegera.l regulation of alien companies which
enter their States unchecked. Consumers in California, Texas, and
Florida have tired of being the unknowing benefactors who pay the
costs of regulatory indulgence and indifference in offshore locales.

Several smaller States have also focused renewed attention on
insurance abuses. One common factor among all the States exhibit-
ing more diligence is their shared experience as sites of the worst
savings and loan offenses. They apparently have learned that milk-
ing the public’s trust in traditionally sacred financial institutions
is a popular method for bilking the publi¢’s money. ‘

R%grettably, corruption by some insurance commissioners while
in office is another force behind calls for reforms at the State level.
During the past 5 years, Federal prosecutors have obtained crimi-
nal convictions and jail sentences for two successive commissioners
in Louisiana and a third in Wyoming. The insurance commissioner
in Mississippi is reportedly the subject of ongoing Federal inves-
tigations regarding his conduct in office. The susceptibility of some
State commissioners to bribery and influence peddling cannot be ig-
nored, and must be considered when crafting a credible national
solvency regulation program.

THE MORE THINGS CHANGE. ..

The subcommittee has encapsulated its findings about the
present State regulatory system under the rubric Wishful Think-
ing. The powerful urge to believe what one wishes to be true in the
regulatory world usually manifests itself as a preoccupation with
continuously perfecting the system of solvency standards and pro-
cedures. Establishing new programs and computer systems are
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other areas which create the opportunity for regulatory officials to
keep busy working on projects where success is self-defined. While
these efforts may seem divorced from the actual supervision of in-
surance companies, they are capable of being administered and
evaluated internally by regulators according to the procedures in
their manuals. The purposes and results of such programs are im-
portant to the officials who believe in them because they can expe-
rience progress in handling solvency issues.

The subcommittee’s conclusions about regulatory avoidance are
not new. A former New York insurance superintendent and presi-
dent of the NAIC, Richard E. Stewart, made the same observations
25 years ago. Arguing against the “rituals of regulation” that were
sapping the purpose and vitality of State supervision, he said:

For a long time, the regulation of insurance, like the regu-
lation of other kinds of business, has been concerned with
parts and not entireties; with rules, procedures and me-
chanics, not with objectives and results. We have so spun
our laws and precedents as to have determined to the ut-
termost nicety how we want the minutest part of the in-
surance business to behave . . . While baffling the average
man with our mastery of what he cannot understand, we
have often left him with the impression that we do not
care enough about what he does understand—and what he
understands is results.

THE NAIC’S RESPONSE TO SOLVENCY CONCERNS

Four years ago, the NAIC resolved that it should be at the fore-
front in aggressively constructing and promoting a national sol-
vency program. To accomplish this goal, the organization adopted
a two-pronged approach toward improving individual State sol-
vency regulation to a level deemed acceptable by agreement of its
membership. The NAIC first decided to intensify its traditional role
as developer of model laws that State legislatures should enact to
assure sound regulatory authority.

Although developing model laws does not address the problems
of implementing them, this approach has the advantage of pursu-
ing solvency matters through channels which are familiar and ac-
ceptable to regulatory officials and the insurance industry. To deal
with implementation, the NAIC went a step beyond its normal
practice by bundling its solvency-related standards into a single
package that it decreed must be enacted as an entirety. Going still
further, the NAIC has also attempted to enforce its solvency pack-
age by means of a freshly-created certification process.

The second prong of the plan adopted by the NAIC was to in-
crease the level of its direct administrative support to State regu-
lators. While limited efforts in this direction already existed for se-
curities valuation and admitting alien insurers, their importance
was elevated by associating them with the new packaging concept
developed for meeting solvency concerns. In addition, substantial fi-
nancial analysis and enforcement information functions were un-
dertaken by the NAIC, changing its role even more from advisor
to regulatory participant.
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The NAIC then moved to an active stance for pressuring State
government officials to enact its entire solvency program. The
group’s leadership publicly announced in 1991 that a substantial
majority of States would adopt the program and be independently
accredited by January 1, 1994. Insurance companies domiciled in
States failing to meet the NAIC’s deadline would not thereafter be
accepted automatically by fully-accredited State commissions.

The move to pressure tactics was a major departure from the
group’s past behavior of using gentle persuasion to encourage adop-
tion of its model laws. It was also a bold challenge for individual
State commissions to comply with the NAIC’s edicts, or face ejec-
tion from the community of members in good standing. This ex-
traordinary demand was coupled with the NAIC's widely pro-
claimed 3-year adoption timetable, yet many substantive provisions
in the mandatory standards package were incomplete when the an-
nouncement was made. ,

Not surprisingly, the adoption process has been plagued with for-
midable obstacles and controversies. There have been complaints
that the NAIC originally presented State legislatures with an ulti-
matum to enact an incomplete and hastily-conceived Cprogram
whose content could not be properly evaluated. While NAIC leaders
have since praised continual changes in their program as “evolu-
tionary”, many State legislators apparently view them as an end-
less string of new demands that require too much legislative atten-
tion.

State antagonism at the pace of new model standards has been
echoed by resentment over their source. Despite its self-professed
wholesome intentions, the fact remains that the NAIC has not been
appointed to conduct its solvency mission by any State or Federal

vernment, nor is the group tﬁrectly supervised by any govern-
ment. Elected government legislators and executive officers gen-
erally do not appreciate having a pre-established legislative pro-
gram and completion schedule handed to them by a private organi-
zation for ratification.

Practical limitations have also arisen. The staffing and trainin
requirements promulgated by the NAIC seem to have outstrip eg
the capabilities of several State insurance commissions, inclu£ng
some which have been certified for accreditation. Deficiencies are
concentrated in performing examinations of licensed insurance
companies, one of the most important functions assigned to regu-
lators. This has led to bending the rules in order for the NAIC to
conclude that States are complying with its solvency program.

A PUBLIC PERSPECTIVE ON THE NAIC

When the subcommittee began its insurance solvency inquiry in
May 1988, the NAIC had just established its Committee on Finan-
cial Regulation Standards to develop a set of comprehensive base-
line standards for State regulators. The NAIC voted in June 1990
to accept the standards recommended by the committee, and to ini-
tiate an accreditation program for certifying those States which
adopted all of them. This started the NAIC’s proliferation of new
and amended model laws regarding solvency, as well as the rapid
growth of expanded support services by the organization to assist

tate insurance commissions.
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The subcommittee has monitored the NAIC’s solvency program
since its inception through annual public hearings featuring testi-
mony by the U.S. General Accounting Office (GAQ) and the NAIC’s
leadership. Dual presentations have proven to be an excellent
means for gaining a balanced perspective on the program’s scope,
mechanics, and promised results from its enthusiastic sponsors, as
well as objective audit professionals. To date, subcommittee hear-
ings regarding the NAIC's program have been held on May 22,
1991, April 9, 1992, and June 9, 1993.

At the subcommittee’s request, the GAO spends several months
each year evaluating the standards and accreditation documents
furnished by the NAIC and State regulators. In addition, GAO
auditors attend the group’s meetings, conduct interviews with ap-
propriate NAIC and State regulatory staff, and have accompanied
accreditation teams assigned the NAIC to review the insurance
commissions in Illinois and Oklahoma. All of the GAO’s work is
performed in accordance with Generally Accepted Government Au-
diting Standards, and GAO auditors discuss their findings with
senior NAIC officials prior to each of the subcommittee’s hearings.

These GAO audits and subsequent public hearings constitute the
first and only independent oversight given to the NAIC’s solvency
program and organizational structure. Accordingly, both the sub-
committee and the GAO have been careful to treat the NAIC with
fairness and respect, while still observing all procedures needed to
obtain meaningful public review of this heretofore closed organiza-
tion. The NAIC has generally cooperated on most document and
interview requests, although its officers have occasionally voiced
comglaints alleging negative bias and unfair treatment by the
GAO. Such reactions are often heard by the subcommittee from
persons unused to public scrutiny, but they did not detract from
the overall cordial atmosphere which helped make the subcommit-
tee’s hearings exceptional?y productive.

The three annual hearings held by the subcommittee provide a
valuable log of the NAIC’s plans and accomplishments at regular
intervals as its solvency program has evolved. At the first hearing
in May 1991, the program was in its infancy, with only two States
accredited. A total of nine States were accredited by the time of the
next hearing in April 1992, and 18 had been formally recognized
by the NAIC when the third hearing occurred in June 1993. At its
self-imposed completion deadline on December 31, 1993, the NAIC
had officially certified 32 States, and the list had reached 36 by
June 1994. This number does not include New York, one of the
first States approved in 1990, which had its accreditation sus-
pended in March 1993 because the State legislature failed to enact
two model laws required by the NAIC.

THE NAIC’S SOLVENCY PROGRAM: AN OVERVIEW

The NAIC believes its solvency program, named the Financial
Regulation Standards and Accreditation Program, is a solid testa-
ment to the willingness of State insurance regulators to work to-
gether, and that it far surpasses the efforts of Federal regulatory
agencies. The group’s president gave the program a ringing en-
dorsement in his 1993 testimony to the subcommittee:
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No Federal regulatory agency has undertaken enhance-
ments in capacity and quﬁity of regulation that could com-
pare with tlgcse undertaken by the NAIC and State insur-
ance departments in the last 3 years. State regulation
works well and the accreditation program has proven its
mettle from its inception.

Briefly, the NAIC’s program is built upon three categories of
standards. The 27 Part A standards are designed to determine
whether a State has the authority needed to regulate an insurance
company’s affairs. Among other things, the State commission must
be empowered to examine companies, require a minimum amount
of capital, prescribe uniform accounting practices, and take correc-
tive actions against insurers. Seven of the Part A standards were
not adopted until March 1993, and they will apply only to accredi-
tations made after January 1996.

In the second category, there are 12 Part B standards intended
to assure that a State has the appropriate resources to conduct fi-
nancial analyses and on-site examinations of insurers. The third
category includes six Part C standards governing organizational
and personnel practices of insurance commissions. ese cover
such issues as educational and professional development require-
ments for department staff.

Compliance with solvency standards promulgated by the NAIC is
determined through a newly-institu accreditation process. The
NAIC appoints a review team to visit each State insurance commis-
sion applying for accreditation. Usually, the review team consists
of five people who conduct an on-site evaluation for 3 to 5 days.
They look over the State’s insurance laws, talk to department staff,
review examination reports and procedures, and observe the com-
mission handling its daily reg'ulatogy responsibilities.

The appointed review team grades a State commission by how
well it satisfies every one of the standards required under Part A,
Part B, and Part C of the NAIC's regimen. According to the NAIC,
a State must “substantially comply” with all Part A standards. Ad-
ditionally, the State is rated on its compliance with Part B and
Part C standards based upon a four-point scale, consisting of “ex-
cellent”, “good”, “acceptable”, and “unacceptable”. A minimum score
of “acceptable” is mandatory on each standard, and the scores must
average “good” for all Part B standards taken together and all Part
C standards taken together,

If the NAIC review team believes a State meets the accreditation
requirements, it makes a favorable report to the organization’s Fi-
nancial Regulation Standards and Accreditation Committee. That
committee then votes on whether to accredit the State. The rec-
ommendation of the review-team is generally accepted.

YOU CAN'T GET THERE FROM HERE

When the GAO testified before the subcommittee in 1991, the
agency was asked to assess the capabilities of the State system to
establish and maintain effective national solvency regulation. The
subcommittee had issued its Failed Promises report 1 year earlier
questioning the efficacy of State authority and resolve to deal with
solvency matters. That report described a disturbing growth in the
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size and complexity of insurance company insolvencies that bore a
striking resemblance to the pattern ofp events which caused the col-
lapse of the savings and loan industry. Four insurer failures inves-
tigated by the subcommittee showed a web of management fraud
and abuse projected to cost the public $5 billion, yet none of them
were detected or stopped by State regulators.

The GAOQO's first report on the NAIC's efforts to construct a na-
tional solvency program was somewhat limited because the pro-
gram was just starting. However, the GAQ’s response to the gen-
eral question of State regulatory capabilities was both prophetic
and troublesome in its implications. The GAO made three major
findings:

(1) The State-by-State system of solvency regulation suffers from
inherent weaknesses because the large variances in quality, com-
mitment, and resources among State insurance commissions are
unlikely to be overcome; :

(2) An effective national regulatory program mandates the use of
compulsory interstate authority which the NAIC and State insur-
ance commissions do not possess; and

(3) The NAIC cannot be granted Federal legal authority to imple-
ment its program because that would create intolerable responsibil-
ity conflicts for the State officials who constitute its membership.

While acknowledging the NAIC’s laudable efforts to improve
State solvency regulation, the GAO told the subcommittee that the
group’s lack of compulsory authority severely hampered its ability
to sustain such efforts over the long term. The GAO concluded its
remarks by saying, “The main road to effective regulation of the in-
surance industry does not pass through NAIC.”

The fundamental problems which prevent the NAIC from insti-
tuting an effective national solvency program derive from innate
differences among the States. Quite clearly, insurance commissions
reflect the agendas of the State governments which produce and
fund them. Each of the 50 States ias its own political system that
determines what issues will be addressed, and those issues con-
stantly change in response to the choices made by a State’s voters.
The NAIC cannot control the ongoing agendas of State govern-
ments, so the success of its program necessarily depends upon
good-faith projections of voluntary cooperation and support.

THE PROOF IN THE PUDDING

In addition to inherent legal deficiencies, the practical difficulties
in applying the NAIC’s standards were described by the GAQO dur-
ing its yearly testimony to the subcommittee. The GAO faithfully
reforted actual results as the NAIC developed and implemented its
solvency program over a 3-year period. Real experience in making
the program work as promised uncovered many of the substantive
and procedural flaws that NAIC critics had predicted would inevi-
tab_ly occur. However, those setbacks also illustrated a high degree
of ingenuity and practical rationalization by NAIC officials deter-
mined to see their creation succeed.

It is important to note that the GAO never criticized the subjects
chosen for the standards included in the NAIC’s program, although
their merits were fiercely debated within the regulatory community
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and the insurance industry. Instead, the GAO focused its observa-
tions on weaknesses that would hinder the effective implementa-
tion of any rule by any organization facing similar obstacles. Thus,
the value of the GAO’s input was independently evaluatir;f the pro-
gram’s productivity and efficiency in light of its stated goals.

There are three basic areas where the GAO found lasting faults
in the NAIC's solvency program. First, the standards are too vague
and permissive. Second, implementation of the standards is given
insufficient attention, and third, the decisions of the accreditation
review teams are not always properly supported. A look at these
areas illustrates why the NAIC has not convinced the public and
much of the insurance industry that the program solves well-recog-
nized problems, even in those areas where State regulators have
jurisdiction to act.

VAGUE AND PERMISSIVE STANDARDS

The NAIC operates primarily by seeking consensus agreement
among its member insurance commissions. If such agreement is
unattainable on a particular proposed standard, the substance is
usually lowered or altered enough to reach general acceptance for
adoption of the standard. This is a normal drawback of decision-
making by voluntary membership organizations, where imposing
unpopular rules is not feasible. At the NAIC, the situation 1s fur-
ther complicated by a desire to obtain concurrence from powerful
industry groups. ;

In its 1991 testimony, the GAO reported that certain NAIC sol-
vency-standards are too vague to provide meaningful guidelines for
regulators. These standards set no exact criteria for taking needed
actions, so there is no assurance that States adoptin%[t em will
reach similar decisions. Without such assurance, the NAIC's pro-
gram creates only an appearance of uniform regulation. As exam-
ples, the GAO cited standards retiuiring accredited States to make
Insurance companies maintain “minimum” capital and surplus
amounts and a “diversified” investment portfolio, without specify-
ing what such general terms mean.

Another example concerned the standard dealing with financially
troubled insurers. The standard does not establish a uniform meas-
ure to ascertain if a company is “financially troubled”, nor does it
mandate what regulatory actions should be taken in such situa-
tions. Imprecision typically leads to regulatory indecision and
delay, which the subcommittee has found to be extremely costly to
the public in the cases it has studied.

By the time the GAO testified in 1992, the NAIC had accredited
enough State commissions to provide a body of evidence from which
to judge how its standards were being applied in practice. The GAO
discovered that nebulous standards were indeed permitting accredi-
tation review teams to reach very permissive interpretations. Be-
cause the problem was sufficiently widespread, the GAO concluded
that the accreditation program does not really establish a meaning-
ful minimum level of solvency regulation, despite the NAIC’s
claims to the contrary.

For example, NOal:t'.-f; Carolina was accredited even though the in-
surance commissioner has discretionary authority to waive all pro-
visions of the holding company regulation law required by the
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NAIC. Kansas was missing one important section of a mandatory
law, but was certified anyway. The NAIC said Kansas should cor-
rect the deficiency within 2 years.

The solvency program directs each accredited State to have suffi-
cient resources to examine the financial condition of all licensed in-
surers on a periodic basis. Though no specific frequency is stated,
most States examine a company once every 3 to 5 years. This ex-
tended period was woefully infrequent for R;e failed insurers inves-
tigated %y the subcommittee. Nonetheless, the NAIC stretched the
examination standard’s interpretation even further to accredit Wis-
consin, which had not examined some of its largest insurers in 8
to 10 years.

Another standard requires an insurance commission to have cer-
tain types of professionals available on its staff or on contract, such
as computer specialists, actuaries, and reinsurance experts. The
NAIC’s review team found that the Ohio commission did not have
access to any of these required professionals, yet rated the depart-
ment better than “acceptable” on this standard. Ohio was subse-
quently accredited. When asked at the subcommittee’s 1992 hear-
ing if this is a strong regulatory structure, the NAIC’s president re-
plied, “Yes, it is.”

Under the solvency program, financial examiners in accredited
States must adhere to provisions of the NAIC Examiner’s Hand-
book. Considerable differences among the workpapers of examiners
in Iowa indicated that the Handbook was not being followed. There
was little evidence of compliance with the requirements for plan-
ning, review of CPA workpapers, or assessment of risk on some ac-
counts, pointing to inadequate staff supervision. Iowa was rated
better than “acceptable”, and went on to be accredited.

Eighteen State insurance commissions had been accredited when
the GAO and the NAIC testified in 1993. The NAIC contended that
“States seeking certification are placed under a microscope to de-
termine compliance with the standards”, yet the GAO again con-
cluded that loose interpretations of vague standards were under-
mining the program. All accredited States had variations to the
NAIC’s model laws, and some of those differences seemed to nullify
the intent of the laws. The NAIC maintains that statutory lan-
guage for each standard adopted by accredited States must be “sub-
stantially similar” to the provisions of the model law, but “substan-
tially similar” is yet another important term that the NAIC has not
defined. Consequently, the accreditation review teams have no

idance on how to judge the laws and regulations existing in a

tate.

The GAO emphasized that precise definitions and guidelines are
essential when the same standards are applied at different times
by different people. In addition, the rules need to be implemented
uniformly in order to achieve standardized results. Because the
NAIC has failed to follow these procedures, its solvency accredita-
tion program cannot produce uniform minimum regulation on mat-
ters where State commissions have authority to act.

The NAIC did try to make one key provision of its program more
specific, but was unsuccessful. The group attempted to tighten the
section of the model holding company act which sets the threshold
for getting prior regulatory approval before a dividend can be paid
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from an insurer to its holding company. This provision is intended
to prevent the type of holding company raids that bankrupted the
Baldwin-United Insurance Co.

In October 1991, the NAIC decreed that the extraordinary divi-
dends section of the Model Insurance Holding Company Act must
be enacted verbatim by accredited States. By then, several States
with lesser dividend tKresholds had already been accredited, and
the NAIC met with strong protests from industry, regulators, and
State legislators. The NA%C? reversed its ruling, and justified the
reversal by saying it would not diminish a State’s abilit{Ito control
dividend payments. This step backward was hailed by NAIC lead-
ers as evidence that they wanted to avoid excessive rigidity, but
outshde é)bservers said the NAIC bowed to pressure for a weaker
standard.

LITTLE FOCUS ON IMPLEMENTATION

© Laws, regulations, and procedures granting adequate authority
must be in place to enable a regulator to be effective. However, the
existence of the appropriate regulatory structure alone does not as-
sure high quality regulation. The manner in which a regulator ex-
ercises those laws, regulations, and procedures is equally impor-
tant. . :

There is too little emphasis on how well solvency standards are
actually implemented in the NAIC's accreditation program. In its
1992 testimony, the GAO reported that the NAIC sometimes ac-
credits States merely because the potential exists for effective regu-
lation, For six of the seven States certified the prior year, the
NAIC’s review teams found insurance commissions in compliance
based on some standards which had just been enacted, and thus
had no track record of being applied.

A good examPle of certifying on the basis of pure speculation is
South Carolina’s accreditation. The review team concluded that
new authority given to the insurance commission complied with
NAIC standards largely on the basis of how the commission’s staff
planned to implement it, as well as how they might have used it
in the past. Another example is North Carolina, where the NAIC
review team found the commission in compliance with the standard
for sufficient examination resources, even though there was an ex-
amination backlog. They did so, in- part, because the commission
had posted job announcements for examiner positions.

By the time the GAO testified in- 1993, the NAIC had acknowl-
edged that the accreditation process must look more closely at the
manner in which State insurance commissions are implementin
its solvency standards. However, the GAO said the NAIC planneﬁ
no immediate changes because it did not want to subject
unaccredited States to a different approval standard. Apparently,
the NAIC intends to wait until its second round of 5-year renewal
accreditations begins in 1996 before making improvements in
measuring whether standards are being enforced.

The GAO reiterated the importance of good standards implemen-
tation by documenting the deleterious effects of poor performance
on the quality of financial examinations. The GAO told the sub-
committee that inadequate focus on regulatory competence was
permitting States with significant examination weaknesses to be
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accredited. This is especially troubling because examinations,
which are infrequent at best, are the principal means available to
regulators for verifying insurer-reported data and detecting finan-
cial difficulties.

According to the GAO, the NAIC's review teams were consist-
ently finding that State commissions failed to comply with fun-
damental examination standards, but were certifying them any-
way. Seven of the ten States which had been accredited during the

revious year were cited for not following the NAIC Examiner’s
Flandbook. The review teams approving them also found deficient
testing of loss reserves, incomplete internal control assessments,
and improper reliance on unverified information provided by insur-
ance companies and their audit firms.

UNSUPPORTED DECISIONS

At its first appearance in 1991, the GAO warned that a lack of
documentation and established review procedures in the accredita-
tion process made it impossible for an independent observer to
judge whether certification decisions were supported by factual evi-
dence. Hence, there was no dependable way to evaluate the work
of the NAIC’s review teams, or to ensure that solvency standards
were being applied equally to each of the State commissions seek-
ing accreditation. The NAIC had improved documentation by 1992,
but it still remained insufficient to explain the basis for decisions
made by review teams. More improvements did not cure the defi-
ciencies, and the GAO reported again in 1993 that documentation
problems persisted.

Absent uniform documentation and review procedures, interpre-
tations of solvency standards are made on the spot by NAIC review
teams on each engagement, and they vary according to the mood,
expertise, and composition of a team. Some of those ad hoc deci-
sions can be very curious indeed. For example, the failure of Ohio
to retain the cmxi)uter, actuarial, and reinsurance specialists re-
quired by the NAIC was absolved through the following twist of
logic: The review team determined that Ohio’s examination staff
would have requested the required professional expertise if it was
needed. Since the Ohio examiners did not request such expert as-
sistance, it was considered not to have been needed.

During the 3-to-6 year period between full examinations, insur-
ance commissions are supposed to monitor solvency by analyzing
the financial statements submitted to them by licensed companies.
The quality of this analysis determines to a large extent whether
a commission will be able to detect financial problems before they
escalate beyond control. Although the analysis function is a critical
regulatory tool, the GAO could not determine what constitutes an
acct(aiptable level of performance because the NAIC has not devel-
oped the necessary criteria. Therefore, the decision by a review
tearn to approve a State’s financial analysis capability is primarily
a subjective judgment.

The NAIC’s scoring system can also mask the true condition of
a State’s examination capabilities. When tallying the final score
from the ratings given on compliance with individual standards, re-
view teams can offset weaknesses in one area with strengths in an-
other. The GAO reported that the NAIC accredited Wisconsin, de-
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spite its examination weaknesses, because the State’s insurance
commission had a particularly good financial analysis system.

GROWING RESISTANCE TO NAIC REFORMS

According to the NAIC, one of the virtues of the solvencgr pro-
gram is its dynamism. New standards can be added and old ones

~ amended to respond to changing indust;r%‘rl conditions. However, the
problem with this arrangement is that the NAIC must go through
50 State legislatures whenever it wants to make a change in its
standards have nationwide effect. That process is lengthy and
fraught with uncertainty. '

In its 1993 testimony before the subcommittee, the GAO warned
that g'mwinil resistance to the solvency standards proposed by the
NAIC was threatening the long-term viabilitfr of the program. The
GAO said opposition was coming from State legislators, regulators,
and industry representatives. The surge of enthusiasm accompany-
ing widespread passage of the NAIC's initial standards package
had waneg, and was being replaced by a dour mood among legisla-
tors that enough time and attention had been devoted to the sol-
vency issue.

Testimony by the NAIC’s senior officers strongly disputed the
GAO's assessment that serious resistance to the solvency program
was increasing. They stated: :

One of the strengths of the Financial Regulation Stand-
ards is that they are designed to evolve as our understand-
ing of effective solvency regulation evolves. Each year, the
bar over which States must jump in order to qualify for
NAIC certification is raised, as we add new standards and
improve and clarify existing ones. ‘

Under questioning by the subcommittee, the NAIC's president
said he had seen no evidence of resistance or program erosion. Re-
garding the GAO’s opposite conclusion, he added: “[Flrankly, I do
not know what that is based on other than perhags perceptions or
im(gressions or hearsay from those in the industry. ‘

nly 5 months later in an address to an industry trade group,
the same NAIC president contradicted the message he had given
the subcommittee. He said it was time to give “weary” lawmakers
a break from the onslaught of new solvency legislation, and that
even he was fetting a little tired of constantly hearing about addi-
tional model laws at NAIC meetings. He went on to say: “We need
to become more sensitive to the extent to which we are seeing more
and more State legislatures resisting the adoption of some laws,”
and also, “As the old saying goes, you can’t go back to the well
every year, because after a while lawmakers are going to start
questioning just why we keep coming back with new proposals to
clean up the same insurance problem—solvency.”

At the National Conference of Insurance Legislators annual
meeting 2 weeks later, the chairman of the NAIC's Financial
Standards and Accreditation Committee repeated the call for a re-
treat from earlier pledges that the NAIC would continue pushing
for better standards. He said the NAIC had “screwed up” by fre-
quently changing its accreditation standards, that “it was a mis-
take” for production of model laws not to have been curtailed “a
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couple of years ago”, and that it was time to allow State regulators
and legislators an opportunity to “catch our breath.” This official
suggested that a moratorium on additional standards should be
considered.

The current situation remains clouded by conflicting signals from
the NAIC regarding the likelihood of more improved standards.
The uncertainty is illustrated by the inaugural remarks of the
newly-elected NAIC president in 1994:

There will be no moratorium; no time out in the develop-
ment of the standards necessary to protect consumers.
Having said that, we are sensitive to the priorities and
prerogatives of legislators. We will continue to work with
them to assure that standards are not added in a hap-
hazard fashion.

- Clearly, changing attitudes and conflicting statements by the
NAIC’s leadership show evidence of diminished enthusiasm for
pushing States to constantly improve solvency regulation through
adding new standards each year. The future direction of the organi-
zation on this issue is presently unclear.

BACKPEDALING ON SANCTIONS

The NAIC engaged in some tough talk when its leaders first tes-
tified before the subcommittee in 1991. Having boasted that the
new solvency package and accreditation program were being adopt-
ed in record time by eager State legislatures and regulators, the

oup’s leadership warned of serious repercussions for States which
ailed to get accredited. The NAIC's firm resolve to pursue stern
enforcement of its standards was emphasized in testimony by the
group’s past president:

We do not view these standards as voluntary, and the im-
petus for States to comply with the NAIC standards does
not rest merely on the policy notion that every State cught
to comply with [the] standards. Rather, the State insur-
ance departments have devised sanctions, which are based
on their legal power to impose regulations on insurers
doing business in their respective States. Accredited States
will impose additional regulatory requirements on compa-
nies based in non-complying States. For example, begin-
ning in January 1994, accredited States will not accept re-
ports of financial examination from non-accredited States.

Additional restrictions on companies based in non-accred-
ited States are being developed. The NAIC is considering

. a model act which would sanction companies domiciled in
non-accredited States by requiring them to meet the sol-
vency regulations of every accredited State in which they
do business. As a result of these and other contemplated
sanctions, being domiciled in a non-accredited State will
increasingly become a liability, inducing States to either
meet the standards or witness the re-domestication of
their companies.

The NAIC's ability to penalize State governments which do not
meet its standards has generated skepticism among many observ-
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ers. Coercing its membership and their sponsoring governments
runs counter to the NAIC's long-standing traditions. Furthermore,
the threat of making accredited States conduct extra financial ex-
aminations on companies from unaccredited States rings hollow,
since most State commissions have great difficulty handling their
present examination loads. In an ironic twist, the NAIC has de-
cided to enforce its program by ordering redundant financial exami-
nations on a State system which is already saddled with regulatory
redundancy.

Confronting the State government system has cost the NAIC
dearly. The organization was forced to suspend the accreditation of
the New York Insurance Department, one of its premier members,
because the State legislature failed to enact two model laws on the
schedule dictated by the NAIC. In its 1993 testimony to the sub-
committee, the NAIC cited this painful move as proof that it was
serious about enforcing the rules of the solvency program:

Also in the past year, the NAIC has suspended the certifi-
cation of one State, New York. This action was taken last
March, when it became clear that the State of New York
had not enacted two model laws and parts of a third model
law that, as of December 1992, were required for certifi-
cation. After an opportunity for a hearing, the Financial
Regulation Standards and Accreditation Committee sus-
pended New York’s certification, pending the enactment of
the requisite laws.

It is important to note that the State of New York has an
excellent department and does a S}_xferb job of protecting
that State’s insurance consumers. However, it is a testa-
ment to the Financial Regulation Standards and Accredita-
tion Program that a department of such high caliber can
be denied accreditation status if it does not possess the
sliatutory tools deemed necessary for effective solvency reg-
ulation. ‘

The NAIC’s effusive praise of an insurance commission that does
not meet its standards raises important questions about the useful-
ness of the highly touted solvency program. How can the New York
Insurance Department be “excellent” if it fails to satisfy NAIC
standards? Conversely, what good are the standards if the New
York Department is “superb” without them?

Although citing it as a sign of strength, the suspension of New
York hi%hlights the NAIC's fundamental weakness—its inability to
compel State governments to follow the group’s directives. The ac-
tion also illustrates the absurdity of trying to isolate one of the
laé-gest and most influential States from the community of accred-
ited insurance commissions. It simplg is not practicable for other
State commissions to re-examine the hundreds of insurance compa-
nies domiciled in New York, yet that is the sanction demanded by
the NAIC’s rules.

The New York legislature has not idly accepted the NAIC’s re-
buke. The chairman of the State’s Senate Insurance Committee
called the suspension “political blackmail” that holds a duly elected
%%vemment “hostage to the whims of a private trade association,”

is State senator has refused to move the bills promoted by the
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NAIC, and has also asked New York’s Governor to halt State con-
tributions to the organization. The Superintendent of Insurance in
New York said he hopes other States will continue to accept insur-
ers based in his State, because the NAIC “is an advisory body and
accreditation is an advisory program.” ‘

As a result of the dispute over NAIC’s certification, New York en-
acted legislation to respond to the possible retaliation against in-
surers domiciled in the State. This legislation, similar to that
which had previously been enacted by Texas, provides that if any
New York domestic insurer suffers any sanction, fine, or other pen-
alty issued by the insurance department of any other State due to
the NAIC accreditation requirements, the New York Superintend-
ent of Insurance shall impose a similar sanction or fine upon the
domestic insurers of the NAIC-accredited State.

Perhaps sensing more harsh reactions on the horizon, the NAIC
recently softened its tough stance regarding unaccredited States.
As the group’s January 1994 compliance deadline approached, the
rhetoric of isolation and retaliation was replaced with projections
of calm transition. The chairman of the NAIC’s Financial a-
tion Standards and Accreditation Committee predicted in Novem-
ber 1993 that “no significant dislocations” would occur when the
sanctions went into effect. The group’s president reiterated this
message in December 1993 by suggesting that the word “effect”
miﬁht be more accurate than the word “sanction” to describe what
will happen to unaccredited States after the deadline.

Three significant events helped to avoid severe disruptions which
might have created a regulatory breakdown in dealing with
unaccredited State insurance commissions. The first was a phe-
nomenal increase in the number of States certified by the NAIC.
The total grew from 18 at the time of the subcommittee’s last hear-
ing in June 1993 to 32 before the sanctions took effect on January
1, 1994. As documented by the GAQ, the NAIC’s lack of procedures,
poor documentation, and loose interpretations render accreditation
decisions unfathomable, so there is no reliable method for the pub-
lllgggo evaluate the rapid stream of approvals which culminated

Second, there was a flurry of last minute examinations conducted
by unaccredited insurance commissions to beat the December 31,
1993 deadline. The NAIC’s accreditation committee chairman con-
cluded that this tactic would result in no major sanctions being ap-
plied during the first 6 months of 1994.

The third event was a major change by the NAIC in defining
what it would consider to be an acceptable examination report. The
organization decided to let unaccredited State commissions “bor-
row” a qualified examiner from an accredited State. The borrowed
examiner would supervise or participate in the financial examina-
tion of an insurance company, and then certify in writing that it
was completed according to the NAIC's solvency standards. “If
that's done, even the report from a non-accredited State would be
recognized by the accredited States,” the group's accreditation
chairman told a State lawmaker’s association.

The move to permit borrowed examiners alleviates the logistical
logjam facing State regulators under the NAIC's examination sanc-
tions, but it also undermines the incentive to adopt the ‘solvency
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p in the first place. One State legislator, hearing the NAIC's
exmion of the borrowing concept, pointed out its effect to the
chairman of the accreditation committee: “Aren’t you then just say-
ing that there is a way to get around this? None of the States real-
ly have to do all of the enactments that gou are requesting. They
just get an examiner from an accredited State to do that examina-
tion, and the rest is really unnecessary.”

Despite the controversies and uncertainties, the NAIC's rule to
refuse examination reports from unaccredited States remains in

lace: The actual results of sanctions which may be applied, if any,

ave not yet appeared. There seems to be no rush by the NAIC to
test the etfectiveness of its retaliatory enforcement plan.

THE NAIC’S DIRECT SUPPORT FUNCTIONS

Standard-setting and accreditation are meant to encourage State
insurance regulators to do a better job. The hope is that outside

ressure and leadership from the NAIC will convince individual

tates to increase their vigilance, skills, and resources to meet local
and national needs. In addition, the NAIC has chosen to improve
State regulation more directly by providing support services to
State insurance commissions.

The expanding scope of services provided by the NAIC caused the
organization to triple its size during the past decade. From its base
in Kansas City, Missouri, the NAIC administered a $25.5 million
budget in 1993, and most of that amount was spent on database
and professional staff services used to bolster the resources and ca-
pabilities of State commissions. Support from the NAIC is espe-
cially important for smaller States, which cannot afford to main-
tain the full range of staff expertise needed to regulate insurance
companies properly. ; :

Some services are particularly suited to central operation and co-
ordination through the NAIC. The group created a national com-
puter database several years age for collecting and analyzing the
regulatory financial reports required to be filed by more than 5,000
insurance companies licensed in the United States. These reports
must be filed using the uniform schedules and accounting rules
prescribed by the NAIC, and the data can be accessed by State in-
surance commissions, other State and Federal agencies, commercial
ratings organizations, and the public.

The NAIC’s database is the core resource for routine solvency
surveillance by State regulators, and the organization has done an
impressive job of operating and improving the system under au-
thority granted to it by State governments. Unlike solvency regula-
tion, where States jealously guard their independence, central in-
formation coordination and collection is a task that benefits State
governments without infringing on their jurisdiction,

Financial analysis of large insurers having national business im-
pact is another area where the NAIC is performing an important
service for many of its member commissions. The Financial Analy-
sis Division was formed in 1991 to perform intensive quarterly re-
views of targeted companies, improve the financial ratios used to
identify weak insurers, and assist the NAIC committees appointed
to monitor the condition of troubled companies. This division ana-
lyzes selected insurers on a nationwide basis, focusing on business
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activities which could escape the notice of individual State commis-
sions. e

Other NAIC support services include education, training, re-
search, statistical reports, audit assistance, and reinsurance exper-
tise. All of these are within the ambit of services which can be per-
formed competently and efficiently by a well-funded trade associa-
tion. Such activities augment the abilities of State regulators, but
do not relieve them of the responsibility to act when problems are
identified.

The NAIC, however, has also become involved in providing serv-
ices which are beyond its authority and competence. The organiza-
tion has run into difficulties attempting to rate the quality of in-
vestment securities, monitor foreign Insurance companies, and
serve as a clearinghouse for enforcement information. The consider-
able sums spent on these activities have not produced the promised
results. More importantly, though, these ineffective efforts have
misled some people into believing that real regulatory functions are
being performed by the NAIC in areas of vital importance, a most
dangerous delusion.

SEE NO EVIL: ALIEN WATCHING BY THE NATIO

The NAIC attempts to register and monitor foreign insurance
companies through its Non-Admitted Insurers Information Office,
better known as the NAIIO. This operation commenced in 1963
after Congress held hearings which revealed that fraudulent and
unlicensed foreign insurers had no trouble gaining entrance into
the U.S. market. In 1990, this subcommittee reached the same con-
clusion based on its own investigations and hearings. Aocordingly
the subcommittee decided to asE the NAIC what the NAIIO had
been doing for the past 30 years.

At its June 1993 hearing, the subcommittee queried the NAIC’s
leadership regarding the NAIIO and the organization’s other for-
eign-oriented activities. Understanding such international monitor-
ing and outreach efforts is essential, because the NAIC has pro-
posed Federal legislation that would grant it legal authority to
serve as the official “gatekeeper” for the United States. The NAIC
wants to control the entry of all alien insurers and reinsurers com-
ing into this market, including the vast majority which the NAIIQ
presently ignores. Such a step would broadly expand the potential
impact of its decisions.

ntil October 1993, the NAIIO was managed for several years by
John Darwood, a British expatriate who formerly had been the first
insurance commissioner of the Cayman Islands. He managed the
NAIIO with one full-time assistant, but was able to draw on finan-
cial and legal expertise from other NAIC departments. Since Mr.
Darwood also seemed to function in mang ways as the foreign office
of the NAIC, he was invited by the subcommittee to testify with
the organization’s leadership at the 1993 hearing.

The NAIIO’s current mission, apparently, is to screen alien in-
surers that are not licensed or regulated in the United States, but
want to do business here anyway. These insurers freely operate in
the “surplus lines” market used to obtain difficult insurance cov-
erage for commercial and governmental clients. In addition, the
NAIIO serves as a general clearinghouse for information regarding
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foreign companies and regulatory agencies, and coordinates the
NAIC’s annual International Conference of Insurance Regulatory
Officials.

A glance at the methods used by the NAIIO to screen alien com-
panies provides some clues as to why there are still so many cases
of offshore fraud and insolvency afflicting the United States. Sim-
ply put, the NAIIO does not look for problems. Instead of monitor-
ing the weak companies and bad operators, the NAIIO publishes a
quarterly listing of 77 companies that are willing to file reports
with the NAIC, and pay a fee for its blessing. Two-thirds of these
companies have been on the NAIIO’s approved list for more than
10 years, and the NAIC considers them to be among the best for-
eign participants in the U.S. marketplace.

A preoccupation with ignoring the worst while approving the best
has not prevented the NAIIO from listing some weak insurers, as
well as a few infamous insolvencies, in its quarterly reports. Stand-
ard & Poor's rated 16 of the companies on the current roster as fi-
nancially vulnerable, and could not rate another nine companies
because they do not meet its rating standards. Six former NAIIO-
listed insurers are now- bankrupt, and two of those were only
delisted by NAIIO when they were officially placed into liquidation. -

Alien insurers wishing to join the NAIIO’s approved list submit
copies of their business organization documents, management biog-
raphies, and audited financial statements, as well as the NAIIOQ’s
standard financial report in English. They must also satisfy the
NAIC's minimum requirements of $15 million in capital, a $2.5
million policyholder trust fund, and a $4,000 application fee. Upon
review and apgismval, companies joining the list need only to file
their updated financial statements and pay $2,000 annually to stay
on the list. Yearly monitoring by the NAIC is less comprehensive
than initial screening, because the organization believes it is famil-
iar with the business activities of listed companies. '

The value-of the NAIC's alien registration process can be gleaned
from its procedures. The NAIC basically accepts the information
given to it as being accurate. Occasional questions may be asked
about asset quality, but the NAIIO does not independently examine
foreign insurers or routinely verify the truth of submitted informa-
tion. Instead, the organization depends on the vigilance of foreign
regulators and audit firms to catch business problems and manage-
ment wrongdoing. The fate of claimants in the United States is
thus left to the competence and altruism of governments in other
countries, a matter of serious concern in view of foreign regulatory
attitudes seen by the subcommittee. -

Actual results of the NAIIQ’s alien insurer listing process seem
to mirror the condition of the insurance industry generally. The
good companies do well, and the bad companies go broke. Such a
convergence with random observation casts doubt on the worth of
the NAIC'’s evaluation system, as does the organization’s disclaimer
of responsibility for the accuracy of its information or reliance on
its findings. Despite this mediocre record, the NAIC’s executive vice
president told the subcommittee that Mr. Darwood and other staff
were “very active” in monitoring companies, and he praised the
NAIIO for being “phenomenally successful.”
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In reality, the NAIIO’s activities have been rather insignificant
when compared to the problems posed by fraudulent and insolvent
offshore insurers. Although other States use the list in some capac-
ity, only 13 States require alien insurers to be on the NAIIQ's
gluarterf;' list in order to do business within their borders. The

AIlO-listed companies represent less than 10 percent of the 900
foreign-based insurers publicly rated by Stand & Poor’s, but no-
body knows the full extent of offshore market penetration in the
United States because the NAIC does not collect such information.
The NAIC has proposed that NAIIO listing of alien insurers be
added to the requirements of its accreditation program, but that
move will not overcome the deficiencies in either the accreditation
program or the NAIIO’s procedures.

HEAR NO EVIL: DISBELIEVING THE FACTS

In its 1993 testimony, the NAIC proudly described the depth and
effectiveness of its foreign pro%ram efforts, going beyond the reg-
istration and listing services of the NAITIO. The group’s executive
vice president explained that Mr. Darwood and his staff are in
“constant communication” and “maintain a very close relationship”
with law enforcement and regulatory officials around the world. He
added that the NAIC’s annual gathering of 50 international insur-
ance re%.\lators is very productive, and that the amount of informa-
tion exchanged among regulatory and law enforcement participants
“is really quite phenomenal.”

The subcommittee found during extensive questioning of Mr.
Darwood and the other NAIC officials that a “very close relation-
ship” with foreign :&lators had obviously colored their views of
the deficient stand and indulgent attitudes practiced by off-
shore insurance agencies. In particular, Mr. Darwood was so af-
fected that he tried to defend and rationalize several examples of
foreign dereliction presented to him, rather than condemning them.
When confronted with too many unpleasant facts contradicting his
complacent views, Mr. Darwood told the subcommittee he refused
to believe that what he was hearing was accurate. The subcommit-
tee’s questions concerning the NAIIO's competence quickly became
compounded by t':E)‘estions regarding its allegiance to the interests
of consumers in the United States.

Mr. Darwood’s extraordinary notions about offshore regulatory
practices, especially in some Caribbean island nations, surfaced
early in the hearing. As former insurance commissioner in the Cay-
man Islands, he was asked how companies were regulated there.
Mr. Darwood confirmed that no independent examinations were
conducted, and that the regulatory ncy relied exclusively on the
work done by audit firms employed by insurers. This arrangement
suited him as being a pzf)riate supervision, especially when com-
bined with his special skills. Mr. Darwood said: “I think, sir, one
of the vital elements of my role in the Cayman Islands, and I think
my successors’, is a certain ability to know the clients who are
walking in the door.”

The subcommittee’s concerns that regulatory loopholes and lax
enforcement attract bad operators received indirect support from
Mr. Darwood. After eXf)laining how his regulatory regime had
caused many Cayman Island companies to leave, being “thrown
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out” or exiting of their own accord, he added: “It is not unusual in
the offshore world when one envirenment introduces legislation for
people to move to an unregulated environment.” He never rec-
onciled this comment with his overall defense of the island regu-
lators who were creating the environments that attracted sham
companies.

The subcommittee delved further into Mr. Darwood’s experience
by reading him an excerpt, entitled “Role of an Insurance Man-
ager,” from the Cayman Insurance Managers’ Association pro-
motion booklet:

The Insurance Manager is considered such a vital part of
the self-regulation system in operation in the Cayman Is-
lands that every insurance company must appoint a man-
ager. It could be said that the Insurance Manager may
have a conflict of interest, in that as well as having a duty
to his client he has also a responsibility to Government if
he feels concern regarding the probity and soundness of
any insurer or reinsurer under his management for whom
he is carrying on business. However, the fact that the In-
surance Manager is under such an obligation provides for
the smooth operation of the Law with minimum inter-
ference by the regulatory authorities which is to the over-
all benefit of the clients.

Subcommittee members recognized the benefits for island-based
management companies and absentee owners of this amazing self-
regulation scheme, with its inherent conflicts of interest. They won-
dered how it served to protect the public. Providing no clear an-
swer, Mr. Darwood questioned the authenticity of the booklet. He
admitted that “the manager is in one sense an extension of the in-
surance department,” but he concluded: “The government still exer-
cises its proper role and does its job regardless.”

The subcommittee next explored the ramifications of exceedingly
low supervisory and capital requirements with Mr. Darwood. ile
was shown a list of 18 countries around the world which had been
congidered or used as insurance company domiciles by Carlos Miro,
a resourceful crook who is famous for exploiting regulatory weak-
nesses. When asked which countries he thought were the weakest
regulators, Mr. Darwood replied that he felt it “a little invidious”
to respond, but was able to identify the Netherlands Antilles as the
weakest one.

Mr. Darwood was also asked about minimal capital requirements
in Caribbean island countries, where as little as $120,000 is
enough to start an insurance company. He resisted any negative
characterization of such amounts, saying: “No offshore regulator is
going to let you run amok and write as much as you want against
a minimum capital.” Mr. Darwood’s trusting presumption about off-
shore regulatory diligence has been convincingly disproved many
times in cases observed by the subcommittee, and the unhappy re-
sult has been enormous uncovered losses for claimants in the Unit-
ed States. ‘ ' ‘

Pressed further on the question of whether the laws, resources,
and attitudes in the Bahamas make that island’s regulators good
or bad, Mr. Darwood demonstrated his extreme reluctance to criti-
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cize by replying: “I think that is an unfair characterization. I would
say that they could all do better.” He was asked again to respond
to the question, “Is it a good system, is it a bad system?” Mr.
Darwoog flatly refused, saying: “I don’t care to answer this one.”

The subcommittee continuedg by citing the speedy licensing, inad-
equate capitalization, and financial secrecy found in the Bahamas,
Bermuda, Turks and Caicos Islands, and the Isle of Man. Some of
the more revealing examples were included in glossy pamphlets
distributed by island representatives at insurance trade conven-
tions in the United States. All of this information was obtained di-
rectly from island regulatory agencies and management associa-
tions, but Mr. Darwood again questioned the accuracy of what he
was hearing from the subcommittee.

Excerpts from picture booklets featuring the ease and benefits of
island life were read into the hearing record by subcommittee
members. These advertisements explicitly describe regulatory envi-
ronments that are aimed at luring hidden operators and invisible
insurers to the pleasures of offshore domiciles. A goed example is
a brochure prepared by the Association of Insurance Managers in
the Turks and Caicos Islands, which reads in part:

Plan a vigit to the Turks and Caicos Islands to meet with
the Superintendent of Insurance and with your trusty but
so far faceless manager. In normal circumstances all busi-
ness with the Superintendent, the Manaﬁ;, the Lawyer
and the Accountant can be completed within 2 days with
time left over to visit the bank and open your accounts .
. . Do not work on too tight a schedule as you may find
it essential that you have at least 2 more days in which
to sample the unspoiled beaches, virgin reefs and relaxing
atmoesg ere... Upon the approval of the licence the fpre—
scribed capital of the company must be placed in the form
undertaken within the application, One very attractive fea-
ture of the insurance legislation in the Turks and Caicos
Islands is that there is no specific requirement that the ap-
proved capital be held in the Islands... All transactions and
relationships of a corporate nature will be undertaken in
strict confidence. The Confidentiality Ordinance is an im-
licit part of offshore business in the Turks and Caicos Is-
ands. Your manager, lawyer, accountant, banker and Su-
p:rintendent of Insurance are all bound by this legal in-
strument.

The subcommittee’s numerous illustrations of grossly deficient
regulatory standards and practices failed to elicit any consternation
or. disapproval from Mr. Darwood. Finally, the NAIC's senior offi-
cers interjected to say they agreed that tKe island regulators were
bad in comparison with the standards expected in the United
States. Nonetheless, the subcommittee was astounded that it took
extended questioning under the glare of a public hearing for the
fIAIC and its officers to admit the obvious failings of foreign regu-
ators.

Lack of concern and expertise by the NAIC and Mr. Darwood
were displayed in other important areas, too. They had little
knowledge of the Weavers Stamp company failures in London that
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are projected to cost the public, mostly in the United States, more
than $5 billion. They did not investigate the 1mdpact of this stupen-
dous event on American insurers an 1policyhol ers, and were igno-
rant about its harmful effects on two large domestic insurers—The
Hartford and Crum & Forster. When asked what he did upon hear-
ing that the Weavers companies were bankrupt, Mr, Darwood said
he was “trying hard to recall that particular case.” He could not
say with certainty what he did, or whether he was even employed
by the NAIC at the time, although the dates clearly coincide with
his tenure as NAIIO manager.

Despite the up’s assertions that he brought well-recognized
skills to the NAIC, Mr. Darwood left the organization in October
1993. He eventually rejoined his regulatory colleagues in the Carib-
bean as the newly-apgointed insurance superintendent in the Cay-
man Islands. His predecessor left office r being charged by the
E)ovemment with fraud and corruption. Perhaps fittingly, Mr.

arwood’s appointment completes the circle on his NAIC experi-
ences by returning him to his original pesition of island regulator.

The NAIC, which employed Mr. Darwood and trusted his judg-
ment for many years, is still running the NAITO. The organization
has asked Congress to expand the NAIIO’s impact by enacting a
Federal law to appoint it as the gatekeeper for all alien insurers
and reinsurers operating in the ﬁnited tates. When asked how
the NAIC would exercise such additional powers, the group’s execu-
tive vice president told the subcommittee: “I would try to do as
good a job with the companies that we would list after the legisla-
tion as we do with the ones we list now.” This remarkably candid
admission underscores the vital importance of establishing credible
deterrents to deal with the problems posed by unlicensed foreign
companies.

- SAY NO EVIL: THE SAD SITUATION

In mid-1990, the NAIC embarked on a new computerized pro-

am to collect and disseminate information that could be used by

tate commissions to track fraud and abuse in the insurance indus-
try. That program was named the Special Activities Database, but
the NAIC calls it the SAD system. The group’s 1991 testimony to
the subcommittee described the SAD system as greatly enhancing
the ability of State regulators “to share information on individuals
or companies possibly involved in illegal or questionable activities
and prevent their infiltration into new areas.”

There is a real need for creating a national databank that can
be used by insurance regulators to exchange and store sensitive in-
formation, but the NAIC is plainly the wrong entity to perform this
enforcement-related function. An effective regulatory information
program must allow its participants to express their true mis-
givings regarding persons and eomb?anies in the marketplace. As a
private non-profit association, the NAIC and its employees are sub-
Ject to laws prohibiting libel and slander. Since the NAIC cannot
shield people from liability, participants entering information into
the system have no immunity from civil lawsuits alleging def-
amation, unless they are protected by Federal or State statutes.
Consequently, the program and its procedures are carefully de-
signed to avoid listing anything remotely controversial, and there
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is a natural incentive to leave unproven suspicions which could
lead to personal exposure out of the database.

Due to the restrictions on its input, the SAD system’s database
contains nothing more than a random mixture of inoffensive ref-
erences to news articles, government documents, and occasional in-
quiries by State regulatory officials. It does not even provide rou-
tine updates of information made available publicly through the
press, civil litigation, and official government reports. The system’s
innocuous contents may prevent lawsuits, but they also severely
limit its use as a tool for tracking wrongdoers or posting alerts for
other regulators. The subcommittee tested the eftectiveness of the
SAD system by issuing a subpoena in May 1993 to obtain the com-

lete gles on 16 named persons who were publicly identified as
Eeing involved in fraudulent activities or major insolvencies. The
urpose of reviewing the system’s output on the individuals se-
ected was to measure the information which could be accessed by
State regulators if these persons attempted to engage in further in-
surance business activities. The NAIC insisted on receiving a sub-
poena to force its release of the files in order to guard the confiden-
tiality of the information stored in the SAD database.

The NAIC asserts that SAD information is updated “on a daily
basis,” and that the organization works closely with program con-
tacts “to ensure that S contains accurate, complete and current
data.” Despite these claims, the SAD data delivered in response to
the subcommittee’s subpoena was inaccurate, incomplete, and out-
of-date. The computer entries on the SAD frinbout given to the
subcommittee showed no discernible signs of systematic updating
or organization to assist users in searching the file listings. There
were blatant omissions and misleading entries in every file re-
quested.

The subcommittee questioned NAIC leaders at its June 1993
hearing concerning the conspicuous gaps and misrepresentations in
the subpoenaed data. To the extent that named subjects were men-
tioned, their present location and status were typically reported in-
correctly. The NAIC's glib explanations for these deficiencies were
quite revealing about the mind-set that produced the SAD system
as a solution for sharing regulatory leads on possible culprits.

THEgADREALITY

The SAD system contained entries for 14 of the 16 persons
named on the subcommittee’s subpoena. Because the SAD system
excludes substantive information on purpose, the NAIC expects in-
terested users to call the contact person identified for each entry
listed. A part-time consultant to the NAIC was identified in the
SAD printout as the person to contact for more information on 10
of the 14 files provided to the subcommittee. The last information
update in the system from this consultant for each of those 10 files
was May 31,1990, 3 years prior to the subcommittee’s subpoena.

The first and most publicized person on the subcommittee's list
was Carlos Miro, whose foreign and domestic insurance exploits
had been chronicled in great detail. Mr. Miro's role in the failures
of Transit Casualty Co. and Anglo-American Insurance Co. was
thoroughly described in Failed mises, published more than 3
years prior to the subpoena. Subsequently, both the subcommittee
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and the press periodically reported on his continuing activities in
London and Spain. Finally extradited and convicted on Federal
fraud charges in 1992, Mr. Miro had been residing in a Louisiana
rison for a year when his SAD file was subpoenaed from the

AIC.

The facts on Mr. Miro, as recorded in the SAD system, were sub-
stantially different. The system’s printout listed just six news arti-
cles and four personal contact reports, none of which provided cur-
rent information. The SAD entries reported that Mr. Miro was liv-
ing in Spain, that he had been indicted, that he was being sued by
Louisiana for his Anglo-American activities, and that the Texas In-
surance Commission suspected he was engaged in offshore reinsur-
ance fraud. All of these facts were at least 1 to 3 years out-of-date.
The extensive official record on Mr. Miro's activities produced b
the subcommittee and in Federal criminal and civil court p! -
ings was not mentioned at all.

en confronted with the scant, outdated, and incorrect SAD en-
tries on Mr. Miro, the NAIC's executive vice president, who devel-
oped the system, refused to call it inadequate for its intended pur-
poses. He blamed the apparent deficiencies on the subcommittee’s
misunderstanding of SAD terminology, a lack of chronological order
to the entries, and an unexplained “computer glitch” in the print-
out. While acknowledginﬁ that the NAIC’s update process was
“running a little behind,” he stressed that the SAD system provides
personal contact sources for people who know how to use it, and
concluded: “I think it works very, very well.”

The subcommittee next inquired about the failure of the SAD
system to list the two top officers who presided over the collapse
of Transit Casualty, one of the largest and most notorious insolven-
cies in history. Their roles in destroying the company were docu-
mented by the subcommittee and in the trade press. One of them
was tried and acquitted in Missouri for knowingly filing false re-
ports with its insurance commission, an event that might be of in-
terest to other regulators. The NAIC’s executive vice president said
it was obviously “a judgment call” on whether to enter information
in the SAD system, and that “we try not to overload it totally.” He
sugglested the Transit Casualty officers might have been listed on
an NAIC database of insurance company officers and directors, if
it had been operational at the time. ¢

More incomplete and inaccurate entries were contained in the
files for James Wining and William Schonacher. Although they
were tried, convicted and sentenced on insurance fraud charges in
Kansas City, where the NAIC’s headquarters is located, the SAD
system had not been updated in 2 years to reflect those events. The
group’s executive vice president was identified in the database as
the appropriate contact person, and he admitted: “It hasn’t been
updated in a while and I totally agree with you, it should be.”

Following the hearing, the subcommittee asked the GAO to
evaluate the SAD system. The GAO reported that the system has
more than 6,200 entries on over 4,600 individuals and companies,
but confirmed that the NAIC does not systematically identify, col-
lect, or add information to the database in order to make it com-
plete and current. The GAO also observed that State regulators
may be reluctant to use information from the system due to its lack
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of legal protections. The NAIC has not conducted any surveys to
determine the usefulness of the SAD system to State commissions.

Calling the SAD project a computer databank is really a mis-
nomer. Apart from using computer technology to list items, there
is no system for collecting, analyzing, or entering relevant data
that would inform users about a particular person, company, or
subject. The SAD system is deﬁnite‘gmnot a stand-alone resource
whose database has intrinsic value. ile not admitting such defi-
ciencies, the NAIC has shifted to justifying the SAD program by
de-emphasizing the importance of its contents.

In presentations to the subcommittee, the NAIC defended the
SAD project as an online forum for making personal contacts with
knowledgeable people around the country. This claim is somewhat
misleading, however, because only a few people at the NAIC are in-
volved in fielding the substantive questions. Just one part-time
consultant is designated as the contact person to provide additional
information on many of the items listed in the database. If her per-
sonal knowledge is the basis for much of the substance in the sys-
tem, it would ie cheaper and easier to distribute cards listing her
name and telephone number to State regulators.

Notwithstanding its high-tech trappings, the SAD system seems
to have become an expensive link to the personal recollections and
perceptions of a handful of trusted people. The project’s output,
whatever its real worth, would decline immensely if the NAIC lost
the services of those few people, all of whom have other jobs to per-
form. Having no procedures to sustain its bank of knowledge, the
SAD system is essentially not a system at all.

The subcommittee targeted its subpoena to elicit data on cases
where the SAD system might be expected to yield the best results.
Instead, the system produced information that was insufficient ei-
ther to learn about a topic or lead a user to more reliable and com-
plete sources. If the S. system does not provide useful informa-
tion on well-documented cases, there is little likelihood that it will
perform better in tracking obscure persons and companies who are
adept at covering their trails.

KEEPING HONEST MEN HONEST

Another troubling aspect of the NAIC’s endeavors to assume the
role of national solvenc]y arbiter and enforcement agency is the un-
derlying regulatory philogsophy expressed by its leaders. Each of the
group’s key officials testifying at the subcommittee’s 1993 hearing
voiced an opinion that regulators are helpless in stopping deter-
mined liars and crooks, and inferred that judging their effective-
ness on the basis of regulatory failures is somehow unfair, They
prefer to focus on the progress of the NAIC and State commissions
in developing and implementing a body of standards which lifts the
minimum solvency requirements for insurance companies following
their rules.

The subcommittee has overseen the activities of many Federal
and State regulatory agencies through the years. Nearly all of
them bemoaned the subcommittee’s persistent concern WitlYI catch-
ing wronEdoers, pointing out that a certain number of dolts and pi-
rates will always populate an industry and elude detection. The
insisted that any examination of regulatory failures should be bal-
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anced with appropriate recognition and appreciation of their enor-
mous Successes. :

The NAIC's leadership also expressed this familiar lament. When
subcommittee members questioned why State regulators did not
stop Carlos Miro, the insurance director of Alaska explained that
Mr. Miro is a “con man,” and that some people will do everything
they can to beat the system. This official said he had reviewed Mr.
Miro's testimony from the J)erspective of a regulator and former
local prosecutor, and concluded: . ~ '

I always operated from the premise that basically what we
tried to do is to pass laws to help keep honest people hon-
est. Mr. Miro does not fall into that category. K‘l’r Miro is
an individual, a convict, who has absolutely no respect for
State law, for Federal law or for moral law and his testi-
mony proves that. ‘

The theme that State regulation is intended to monitor the be-
havior of honorable people was repeated by the insurance commis-
sioner of Florida. Defending the State system, he said: “[Wle do
have regulations to regulate the insurance industry as it operates
hopefully in good faith with the regulator.” The Florida commis-
sioner expressed doubts that more regulations would help the sys-
tem avoig determined wrongdoers, and added: “I mean, we are
dealing with crooks.”

What purpose does the current State regulatory structure serve
if it is not oriented toward finding and stopping the people who vio-
late its rules? Apart from its lack of authority to handle interstate
regulation, the fundamental problem with State supervision of in-
surance companies is the emphasis on instituting new rules, rather
than enforcing the ones which already exist. The NAIC’s solvency
accreditation program, with its torrent of additional standards
meant to correct weaknesses, is a classic demonstration of the pri-
ority given to rule-making. While the NAIC was expending pro-
digious efforts to create more model laws and a certification pro-
gram, the GAO found serious perennial shortfalls in the actual ex-
amination and monitoring capabilities of State insurance commis-
sions,

' This preoccupation with adopting new standards has apparently
been accompanied by an attitude of resignation about enforcinﬁ
‘them when the going gets tough. As a result, resources whic
might better be spent on strengthening the detection and prosecu-
tion of violators have been directed toward establishing a thicket
of additional rules which must be followed by companies that are
inclined to obey them. People willing to flaunt the rulebook can op-
erate with the comfort that their honest colleagues and the regu-
latory apparatus are busy digesting still more standards.

The Nebraska insurance director confirmed the enforcement
weaknesses of State regulators in his testimony to the subcommit-
tee. When asked what the States had done about Mr. Miro, he re-
sponded: “Our resources are limited.” He later admitted: “The
States have a very difficult time acting unilaterally trying to get
their arms around somebody like Carlos Miro.”

The NAIC’s testimony disclosed that State officials have not used
their own existing laws and regulations to pursue and punish of-
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fenders such as Mr. Miro. They have instead relied on the Federal
Government to investigate and convict violators using criminal
fraud charges. Although opposing any direct participation by the
Federal Government in regulating to prevent insurer insolvencies,
the NAIC is boldly asking Congress to grant State regulators even
more powers to act in areas where they have failed to exercise their
current authority. The NAIC also joined in asking the Federal Gov-
ernment to expand its criminal laws {o facilitate the punishment
of people who violate the State regulatory system. Congress re-
cently enacted such provisions.

Establishing sound regulatory guidelines on solvency is an im-

. portant first step in correcting the problems identified by the sub-
committee. However, the notion that gaps in the regulatory system
can be plugged by simply fixing the rules is plainly erroneous.
Until State regulators start emphasizing enforcement mechanisms

. that are aggressive and determined, the NAIC's focus on creating
more standards will result in a flurry of activity that misses the
underlying causes of insurance company insolvencies.

The subcommittee has found that regulatory systems work best
when they operate with the presumption that clever people will try
to either avoid or fool them. Regulators can then target their lim-
ited resources to enforcement against troublemakers, rather than
issuing a continual stream of general application directives on the
presumption that they will be uniformly obeyed. The certainty that
there will always be rascality and incompetence in the insurance
industry is all the more reason to make finding them the regu-
lator’s priority.
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APPENDIX

Table 1 ~ Overdue Reinsurance on Paid Losses Owed to Insurersin the United States
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Table 1 — Continued
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Table 2 — Responses to Subcommiltee's Foreign Regulation Questionnaire
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Table 3 — Foreign Secrecy Laws and Disclosures to Regulators in the United States

Do You Have Number of Disclosures to Number of?ieqms from
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Continued next page.
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Table 3 — Continued

Do YouHave Number of Disclosures to Number of Requests fom
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Table 4 ~ Availability of Key information to Foreign Regulators and the Public.
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Tabie 4 ~ Continued
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Table 5 — Forelign Regulatory Authority Over Holding Companies
and Affillates

1) Yes, limited. %) No, the legislaiive restrictions apply.
2) Yes, at regulator’s discretion. 6) Yes, partly.
3) Yes, in some cases. T) Yes, when solvency is affected.

4) No, if within the limits se by legislation. 8) Yes, but requirement has not yet been approved.
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Table 5 — Continued
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MINORITY VIEWS

Since this subcommittee issued Failed Promises in early 1990,
much has changed in the regulation of the insurance industry.
That report highlighted some problems in the State system of in-
surance regulation and posed a number of important questions for
regulators at all levels. Failed Promises acted as a catalyst to mobi-.
lize the various State regulatory authorities, voluntary organiza-
tions, and private industry groups to find new ways of dealing with
the existing weaknesses of the State regulatory system which are
discussed in Wishful Thinking. This outcome demonstrated the
kind of constructive role that the subcommittee can play in over-
sight of the insurance industry.

Since that time, Congreas continued its examination of the cur-
rent and future status of insurance regulation. Committees in both
the House and Senate ﬂimrsued their oversight of State insurance
regulators, the National Association of Insurance Commissioners
(NAIQC), and individual insurance companies. The Subcommittee on
Commerce, Consumer Protection and Competitiveness held several
hearings on a legislative proposal for a Federal insurance regulator
that would create a new Federal bureaucracy and a new Federal
guaranty fund for insurance policies. None of these efforts, how-
ever, generated enough consensus to move any serious attempt at
Federal regulation og the insurance industry out of the hearing
stage.

The chairman of the full committee recently announced his in-
tent to circulate a new m%osal for the Federal regulation of the
insurance industry. Whire the Majority assures us that the forth-
coming legislation and this report are in no way directly linked, the
proximity of the chairman’s announcement and the subcommittee’s
consideration of this report cause us some concern.

We want to emphasize that the subcommittee’s 6 year investiga-
tion of insurer solvency has been conducted in a bipartisan fashion
and the Minority staff has been fully involved in all phases of that
investigation. Further, we believe that Wishful Thinking identifies
a number of continuing weaknesses in the present structure of in-
surance regulation. We share the Majority’s concerns about the
consequences of major insurance insolvencies and believe that
those concerns should be addressed.

However, we do not agree with the implicit conclusion underlying
the Majority report. While never directg/ advocating a broad Fed-
eral regulatory presence in the insurance industry, Wishful Think-
ing implies that a strong Federal regulator is the only possible an-
swer to the continuing woes of State regulatory authorities. We not
only substantively dis with this conclusion, but also are un-
comfortable with this effort to go beyond the subcommittee’s over-
sight activities into essentially making legislative recommenda-

(125)
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tions. It is for these reasons, and with great regret, that we must
rescpectfully dissent with the Majority.

oncluding that Federal regulation of the insurance industry
represents a panacea for weaknesses in the existing regulatory ar-
rangement constitutes its own form of “wishful thinking.” Federal
regulatory bodies tend to be expensive, self- tuating, and have
a mixed track record of preventing the kin mbuses outlined in
Failed Promises and Wisgﬁd Thinking. Also, Federal bureaucracies
tend to be unresponsive to the real needs of consumers and small
businesses. There are other regulatory options, all with varying de-
grees of Federal involvement, that could achieve the same kinds of
reforms sought by the Majority. It is the purpose of these Minority
views to provide an alternative viewpoint to the one contained in
the Majority report, and demonstrate that there are other viable al-
ternatives for improving regulation of the insurance industry.

OBSERVATIONS OF THE REPORT

The Majority report reached a number of explicit conclusions
about the effectiveness of insurance regulation by the States. While
many of these address specific problems in the existing system that

-need to be examined, we cannot agree with those conclusions or
recommendations that inevitably lead to the creation of a Federal
regulatory body.

e report makes two broad criticisms that are worthy of note
in this respect. First, the report states that State regulators either
fail to anticipate illegal or inappropriate behavior or otherwise fail
to thwart inappropriate behavior before it occurs. Second, the re-
port contends that State regulators and the NAIC lack the author-
%t‘){‘ necessary to effectively regulate the insurance marketplace.

ile the sections of the re*:ort detailing these criticisms do iden-
tify problems and areas for legitimate concern, a Federal regulator
is not the only viable solution. We deal with both of these general
concerns individually below.

Criticism No. 1: State Regulators Fail to Effectively Anticipate II-
licit Behavior or Act to Stap It

On this point, we agree with the Majority that this is an ongoing
problem. In many of the cases studied by the subcommittee, crimi-
nal acts could have been stopped before they occurred if State regu-
lators were monitoring insurers with an eye to fraudulent activities
or management inconsistent with an insurer’s responsibility to its
policyholders.

Regulating solely for the “good guys” in the industry is not suffi-
cient. In order to be effective, regulators must operate with the dis-
honest company or individual in mind, particularly when regulat-
:‘ng dan industry in which millions of dollars routinely change

ands, : : ‘

However, to suggest either implicitly or directly that State regu-
lators are unable to meet this challenge fails to give them proper
credit. Likewise, we cannot automatically assume that the Federal
Government will succeed where the States have not. For example,
the Carlos Miro case study was discussed prominently in Wishful
Thin]ﬁirgg. During his testimony before the subcommittee, Mr. Miro
asse that Federal penalties imposed by Federal regulators
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make criminals think twice before acting, giving the impression
that Federal regulation of the insurance industry would discourage
behavior such as Mr. Miro's.

Unfortunately, such an assertion does not comport with reality.
Mr. Miro was a criminal, plain and simple. First, Mr. Miro was tes-
tifying before a Congressional committee one week prior to his sen-
tencing. It was evident from both his testimony and his exploits
that Mr. Miro was willing to do anything or say anything so long
as he was the one to benefit. There is no reason to believe that he
would not continue the same behavior even after he had been
caught.

Sgcond, and most importantly, Mr. Miro was extremely bright,
but his character was such that he believed that his gifts were put
to better use by trying to get around the system than working
within it. There is nothing to suggest, aside from Mr. Miro’s own
questionable opinion, that the presence of a Federal regulator
would have done anything to discourage Mr. Miro. The strong regu-
latory presence of the Securities and Exchange Commission, a Fed-
eral regulatory authority, did little to discourage Michael Milken's
exploits. That is because Mr. Milken and Mr. Miro share a single
character trait—they are criminals, and will always try to work
around the system, no matter who regulates it.

This is not to imply that there is no room for improvement. We
were pleased to see that the NAIC's suggestion that interstate in-
surance fraud be made a Federal crime was included in the re-
cently enacted crime bill. We believe that Federal and State law
enforcement authorities should do a better job of working together.
The Federal Bureau of Investigation and the U.S. Attorneys’ offices
should serve as a resource to State regulators who might otherwise
be hampered in their investigations and prosecutions of interstate
insurance fraud. State and Federal authorities should work in con-
cert to ensure the protection of policyholders, not to the exclusion
of one another.

State regulators should also improve their ability to ferret out
wrongdoers and pursue criminal convictions more vigorously. One
way that States can mute calls for Federal regulation of the insur-
ance industry is by taking a more active role in finding and pros-
ecuting criminals, working with Federal authorities when. nec-
essary.

Criticism No. 2: State Regulators and the NAIC Lack the Regu-
latory Authority Necessary to Regulate the Insurance Industry

The other major criticism of Wishful Thinking is that insurance
regulators lack the authority to regulate the very companies and
individuals involved in illicit behavior. In the case of State regu-
lators, the Majority report contends that they entirely lack the au-
thority to regulate insurers and reinsurers from other countries,
and generally lack sufficient authority and resources to monitor in-
surers outside their State borders. In the case of the National Asso-
ciation of Insurance Commissioners (NAIC), the report states that
it has no legal authority at all, but is simply a voluntary organiza-
tion whose members happen to be State regulators. We agree with
both of those criticisms. : ‘
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Despite these handicaps, we must note the progress made by
State regulators and the NAIC through the accreditation program.
Nearly every State has taken steps to meet the NAIC standards
and 38 States have been accredited by the NAIC as meeting those
standards. However, the inability of States to directly regulate the
solvency of insurers outside their borders continues to place policy
holders at risk. Thus far, attempts by the NAIC to create a set of
minimum national solvency stand have not achieved the de-
sired level of consistency or stringency. It is easy to see how some-
one could jump to the conclusion that substantial Federal interven-
tion is required if the situation is to be corrected. :

%Iowever, that is not the only possible conclusion. Certainly State
regulators are lacking some authority at this time which ably
is necessary to the proper regulation of the insurance industry.
Federal involvement, particularly with respect to insurers and rein-
surers domiciled in other countries, is necessary to provide the req-
uisite additional authority. However, just because some Federal ac-
tion is required does not mean that a Federal regulator is required.

Just as the McCarran-Ferguson Act delegated the duty of insur-
ance regulation to the several States, the Federal Government has
the right to provide State regulators with whatever authority the
Congress deems necessary to carry out those responsibilities. That
authority could be delegated to the NAIC, a Federal authority, or
some other entity which does not yet exist. Many of the commonly
discussed approaches to this problem are addressed later.

The GAO concluded that the NAIC is not the right entity for the
job. We believe that excluding the NAIC from the list of possible
alternatives to a Federal takeover of the regulation of insurance is
unwise. The NAIC has proven it has much to offer and is the only
national body with extensive expertise and experience in the regu-
lation of the business of insurance. ~

We believe that, given the proper authority, State regulators and
the NAIC can be effective in their efforts to achieve more meaning-
ful reform of insurer solvency standards. To dismiss them outright,
as this report appears to do, leads one to the erroneous conclusion
that Federal regulation is the only possible option. Such a result
is neither desirable nor constructive.

OPTIONS FOR IMPROVING THE STATE SYSTEM

Wishful Thinking sets forth three core goals of a successful sol-
vency regulation program: (1) uniform national minimum solvency
standards, (2) meaningful enforcement, and, (3) controlling alien
insurers and reinsurers. These are important goals for such a pro-
gram. However, we believe that each can be best met by strength-
ening, not dismantling, the current State regulatory system.

As mentioned previously, we do not believe that a Federal regu-
lator is required to achieve these goals. A few of the alternative op-
tions are presented below. We are not endorsing any one over the
other, but sre simply presenting them for the purposes of a full and
open debate.

The anded NAIC Model. Solvency regulation under this
model would be structured similarly to the current accreditation
program, but the NAIC would be given the requisite authority to
address the problems found in Wishful Thinking. The NAIC be-
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lieves that it needs additional authority from the Federal Govern-
ment, particularly with respect to the registration of foreign insur-
ers ang reinsurers, before it can operate to its fullest potential. We
believe that it would be both necessary and appropriate for Con-
gress to act to ensure that the NAIC has the necessary tools to fix
existing problems in solvency regulation.

This option could possibly address many of the l:problems raised
in Wishful Thinking without the need for a new Federal bureauc-
racy. While steps would have to be taken to ensure that some of
the NAIC’s current problems do not carry over into the new regu-
latory structure, this option is the option that would be the closest
to keeping the current system in place while eliminating some of
its shortcomings.

The Interstate Compact Model. An interstate compact can be
best defined as an agreement between two or more States, entered
into for the purpose of addressing a particular problem that tran-
scends State boundaries. In the area of insurance solvency, the sep-
arate efforts started by the Midwestern Zone working group of the
NAIC and the National Conference of Insurance Legislators
(NCOIL) have converged into a single proposal governing rehabili-
tation, liquidation, and conservation. In addition, the Midwestern
Zone group is developing a proposal for the registration of alien in-
surers and reinsurers.

Currently, these proposals are beinﬁ studied by an NAIC study
group which will issue its report by the end of this year. Presum-
ably, if there is a positive recommendation, the States could begin
the process of entering into these compacts soon thereatfter.

though some argue that the States already have the authority
required to form an interstate compact for the regulation of insur-
ance, many believe that the Congress, pursuant to the compact
clause of the Constitution, would have to give its consent. before
such a compact would be permitted. All this would uire is a
sense of the Congress resolution indicating the Congress’ approval
for such a compact.

Advocates of the interstate compact believe that it provides the
kind of unified, national approach to solvency regulation rec-
ommended by Wishful Thinking without the associated expense
and bureaucracy of a brand new Federal agency. Further, it builds
upon the only existing expertise in insurance regulation in the

nited States, the State regulators and the NAIC. In short, the
interstate compact thus far represents the most comprehensive al-
ternative to either the current system or Federal regulation.

‘The Federal Minimum Standards Model. Another criticism
leveled by Wishful Thinking is that State regulators have difficulty
developing and implementing consistent, meaningful uniform na-
tional standards. If one believes that the existing mechanisms, pri-
marily the NAIC's accreditation program, have failed to achieve the
‘desired results, then one possible conclusion is that a more sub-
stantial Federal role is required to achieve uniformity. One model
for this is the Federal minimum standards model, similar in struc-
ture to the model used in developing Federal minimum standards
for Medigap policies.

Under this model, Con 8 would charge the NAIC (or some
other organization with the necessary expertise) with devéloping
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the Federal minimum standards. The Secretary of Commerce
would have the necessary oversight authority, and the ability to ap-
prove or disapprove the NAIC’s final product. If the Secretary ap-
proved the NAIC’s package of minimum standards, the stan args
would become applicable across the Nation. If the Secretary dis-
approved the NAIC’s package, then the Secretary would have the
authority to develop a Federal minimum standards package and
those standards would become the minimum standards to be en-
forced by the States. A provision could be worked into the legisla-
tion ?;J)ermit periodic consultations between the Secretary and in-
teres parties on the continued effectiveness of the minimum
standards package and the need for any amendments to the pack-

age.

This model creates a larger oversight role for the Federal Gov-
ernment, but still does not necessitate the creation of a new Fed-
eral regulatory agency. The cost to the government would be mini-
mal, since much of the work is being done by other organizations.
It would create a regulatory floor below which no State could lower
its own standards, but States would be free to raise them as high
as they desire. This could create the base of national uniformity
sought by many both in the insurance industry and in the regu-
latory community.

CONCLUSION

Wishful Thinking, like Failed Promises, identifies a number of
continuing weaknesses in the present insurance solvency regu-
latory structure. The Minority shares the Majority’s concern about
the potential impact of a widespread insurance solvency crisis on
American consumers. We supported Failed Promises because that
report asked the questions that needed to be asked and succeeded
in mobilizin%l the insurance industrg and State regulators to ad-

their shortcomings. However, by implying that a broad Fed-
eral role is the only posgible answer to the regulatory problems ob-
served by the subcommittee, Wishful Thinking goes beyond the
bounds of legislative oversight into the promotion, albeit surrep-
titiously, of a legislative remedy that we cannot support.

Clearly, however, the subcommittee’s record does indicate that
further changes are needed in the current insurance regulatory re-
gime. We outlined some of the options for reform above. Whether
or not any of those options are adopted, we believe that there are
a number of things that must be accomplished if the continued sur-
vival of the State regulatory system is to be ensured.

First, the States must continue their efforts to strengthen insur-
ance solvency regulation. If they fail to continue on the path they
began after the release of Failed Promises, they must accept the
fact that Federal preemption is inevitable. We cannot continue to
defend the States if it is to the ultimate detriment of the Nation’s
consumers. o

While we understand the concerns of some State government offi-
cials regarding the NAIC’s self-appointed role as the arbiter of the

uality of national solvency standards, they must understand that
the NAIC is currently one of the few deterrents standing between
them and a complete loss of State sovereignty on the issue of insur-
ance solvency. The States must understand that the NAIC has an
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important role to play in ensuring the solvency of the Nation’s in-
surance companies.

We want to commend the NAIC for being fully cooperative with
the subcommittee and GAO in their investigations. It has opened
its files and meetings to investigators year after year and has pro-
duced reams of documentation in response to requests by the sub-
committee and the GAO.

We freely acknowledge that the NAIC suffers from the faults en-
demic in a State regulatory system, but we also believe that it has
much to offer. That is why we have expressed our dismtar in the

ast that, despite all of the GAO's criticism of the NAIC, GAO has
een unwilling to make specific recommendations for improvements
that could be made by the NAIC.

Second, Congress has long delegated its authority over the insur-
ance market to the States. Even in the absence of recommenda-
tions from the GAO or others, we believe that Congress should take
the steps necessary to see that the States have whatever additional

wers are necessary to regulate today’s insurance indust& If the

tates choose the route of an interstate compact, then Congress
should grant permission for them to do so. If they seek to have reg-
ulatory authority vested in another body, Congress should also be
willing to act on the States’' request.

We also believe that the Federal Government should assist
States in pursuing and prosecuting insurance criminals, To that
end, we were pleased to see Federal insurance fraud provisions in-
cluded in the recently enacted crime bill.

Finally, Federal and State law enforcement authorities should do
a better job of working together. The Federal Bureau of Investiga-
tion and the U.S. Attorneys’ offices should work in conjunction with
State regulators to ensure that America's consumers are protected
from insurance frauds and cheats.

In sum, we must underscore that we are in agreement with
many of the specific criticisms detailed in Wishful Thinking. How-
ever, we believe that when the report is taken as a whole and
placed into the current political and regulatory context, it sounds
too strong a call for Federal regulation of the insurance industry.

The creation of a Federal regulator is but one of the options
available to the Congress. Interstate compacts, an expanded role
for the NAIC, and Federal minimum standards enforced by the
States are also viable options. We stronﬁly believe that all of these
options should be thoroughly debated by the relevant legislative .
s subcommittees before coming to any conclusion.

Our final message, however, is this: Wishful Thinking should
once again serve as a wake up call to the States and the industry
' that we are serious about real regulatory reform in the insurance
industry. The States need to move quickly and decisively to remedy
the problems found by this subcommittee and others. We believe
that the Congress can serve a constructive role in this process, and
hope that the States will adopt measures to address those short-
comings found in this report.

DAN SCHAEFER.

CARLOS J. MOORHEAD.

JOE BARTON.

FRED UPTON.
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