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TABLE 2. Aggregate Balance Sheet of Proper;/CasuaIty
Insurance Industryl December 31, 198
li

on9
Assets Liabilities
Bonds 253.6 Loss reserves 1882
National govts 664 of which:
Agencies 9.0 in process of adjust. 2251
uncipal 428 incurred, not reported 1224
Corporate 504 less reinsur.recoverable (1594
Loss adjustment expenses ~ 30.
Stocks 65.0
Mortga?es 52 Unearned premiums 72.3
Real ‘estate 44 Deposits on reins.treaties 44
Short-term & other 329 Other liabilities 26.9
Total investments 360.8 Total liabilities 3227
Agents’ balances 334 Capital & surplus 140
Reinsurance recoverable
(on paid losses)
Other assets
193y 4267

Source: Best’s Aggregates and Averages (AM. Best Co.)

Several features of the industry’s operations and condition are illustrated
by the tables.

 The industry acts lar er as a fmanmal intermediary, holqu a
"common oo " from which the clients’ losses wil” be paid. In the
L/H se ment especially, not much else shows u? on the. balance
sheet. Policy reser'es account for 825 percent of the liability side
of the balance sheet, and investments twhich are undertaken to fund
the reserves) account for 86.3 percent of assets.3

3 In addition, the $54 hillion of policy loans and $28 billion of dividends
left on deposit represent bank-like functions for the policyholder.
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« The intermediary role is_further illustrated by the relatively slow
rate of asset turnover. Total assets of the L/H companies exceed
annual premium revenues by a factor of 9.8 (a factor of 2.3 for the
P/C _comﬁanle_s) whereas, for the average manufacturing firm, the
relationship is. the other way around, ‘with annual sales revenue
usually exceeding the value of assets.

e The bulk of investments are of low risk and liigh liquidity:
principally mortgages and investment-grade bonds. Nevertheless,
relativelylong maturities (an average 10.2 years to maturity among
bonds heH by P/C insurers) leaves the companies open to acme
interest rate fisk. 1f funds are needed earlier than _exgected and at
a time when interest rates have risen, the bonds will be worth less
than face value.

Capital is "Iev,era%ed" in that it is exceeded by loss reserves - by a
factor of 13 in the case of the L/H segment. If reserves were
considered in the nature of debt, this ‘would be a rather high
debt/equity ratio compared to other industries. The main concern
here is that errors In setting the reserves, which are educated
guesses about future payments, could have a disproportionate effect
on capital. If, say, gross losses in P/C turn out to be 10 percent
greater than estimated ($382 hillion instead of $347 hillion) the
Shortfall could reduce cap’tal by 33 percent. ﬂAIthough the loss
reserve/capital ratio is higher in"the L/H segment, these losses can
be predicted much more reliably than can P/C losses.)

Instead of comparing loss reserves to capital, one m|?ht model, the
life . insurance_ companies, at least, analogously fo depository
Instjtutions. Then capital would be' measured first and foremost
against total assets, and the L/H average ratio_of 6.45 percent would
compare favorably to the barking and thrift industries.

e The P/C seggnélent relies extensively on reinsurance.  Gross loss
reserves of $347.5 billion are expected to be offset by reinsurance
recoveries of $1594 hillion. "Reinsurance performs important
functions, particularly the spreading of risk, but it makes the
estimation of ultimaté net losses less certain if there is doubt about
its collectibility. (This will be discussed further below.)

TEN YEAR RETROSPECTIVE

The foregom% fqures_ provide a snapshot as of December 31, 1987. In
order to see whether the industry’s solvency is improving or deteriorating, it
is useful to make some comparisons with a decade earlier in 1977. Following
are some of the more note,worth%{ trends — or absence of trends — that are
revealed by such a comparison (first for the L/H segment, then P/C).
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e Growth was surprisingly rapid for a Iar%e, "mature” industry.
Inflation-adjusted assefs “of the L/H segmen grelatlve to the Gross
National Product price deflator) grew by 69.8 percent over the
decade, or a compound rate of 5.4 percent per year.

e Fundamental financial ratios of the L/H segment (such as
capital/assets and premiums/assets) were quite stable.

Annuities, rather tnan traditional life insurance, powered the growth.
Reserves for annuities and supplemental contracts increased their
share of assets from 32 to 54 percent over the decade, while the real
value of life reserves was actually falling.

* Paralleling the shift in products was a growth in "separate accounts"
investing, from 4.9 percent of assets t0 10.7 percent. These funds
are used especially in connection with pension plans and variable_life
insurance, and are not limited by the conservative restraints
traditionally imposed on life_insurance investing, e.0. 42 Eercent of
the separate account assets in 1987 were in common stocks.

Essentially what happened in the life insurance industry in the 1980
was that rapid inflation Induced the development of products emphasum%
investment returns at least as much as mortality protection, This has no
necessarily weakened the companies,1but. it does PUt more investment risk
on the client via uncertainty In the future cash value of his/her policy.

In the property/casualty industry, meanwhile,

e Growth was faster than with L/H companies. Real premiums grew
byt 92.7 percent over the decade, or a 6.8 percent compound annual
rate.

« Total assets and, capital grew even faster than premiums, so that key
financial ratios improved, at least in the ag%gl W-£_ For example, the
average premium/surplus ratio improved Thm Z.35to 182

* Portfolios appear to have become more liquid. Long-term bonds were
reduced from 65.4 percent of assets to 59.4, whilg cash, short-term
and miscellaneous items increased from 19to 7.7 percent.

4 A handful of companie,s have been induced hy the emphams on
"performance” to either offer higher returns to the client than they were
earning on their portfolio_(e.g. Baldwin-United) or to invest heavily in jurk
bonds (e.g. Executive Life). Arguably, another destabilizing trend” could be
that the Changed client rélationship encourages early fund withdrawals and
increases the Companies’ need for liquidity.
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The "tail" of unpaid claims lengthened. This is evidenced by the
ratio of loss reserves (for future ﬁaymen_ts) to_ currently-paid claims,
which rose from 150 years worth of paid claims to 191 years.

There were dramatic swings in the proPerty/casuaIty business, marked by
substantial losseB bottoming in 1984, followed by vely rapid increases in
premium rates and a return to profitability. From the point of view of
solvency, the most important lasting change appears to be the lengthening of
he claims tail. Since more and more of the premium dollar .. being Bet aside
for future payments, uncertainty about the ultimate total of payménts —and
hence uncertainty about the adequac¥ of the premiums and Teserves — is
?rowmlg99 (tionzccﬂwmltantly, the ratio of loss reserves to capital has increased,
rom 199 to 211

. The stretching out of payments is probably the result of several trends.
First, litigation seems to have become more common.  Second, formal
insurance covera%e for some business lines has been supplanted by alternative
mechanisms, such as risk retention groups and higher deductiblés. This has
left the formal insurance market to specialize increasingly on the larger losses,
with their lengthier settlement procedures. Finally, and IarPer as a result of
the _ foregoing _?,remmms_are being concentrated “on the "long tail"* lines of
husiness. Liabi ity-type lines tendto be increasing. For example, the "other
liability" category” which includes commercial general liability, increased its
share ‘of P/C prémiums over the decade from 7.8 percent to 10,6 percent.6
These increases are overshadowmg those of property-oriented lines. Fire and
allied lines, for example, decreased from 6.4 to 4.0 percent of the total. As a
consequence of these trends, the financial intermediary role of P/C insurers
IS becoming more pronounced.

NUMBERS OF COMPANIES WITH PROBLEMS

Even more important than the average health of the mdustrY, as
measured by aggreqate statistics, is the number of companies near the Tower
limit of acceptable Tinancial condition. Just as "near misses’ in aviation can
indicate deficiencies in the control system, subnormal companies may highlight
emerging problems.

6 There are some exceptions to the general trend.  Workers’
compensation, which is one of longest of the long-tail lings, decreased its share
of premiums from 132 to 12.2 percent. But, in vi;>w of the carriers’ chronic
poor profltab|l|t¥, this maty simply reflect tighter State regulation of their
rates than of other P/C rafes.
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Several organizations monitor the financial strength of insurance
companies, the “most widely consulted of which is the "A. M. Best Co.6
Although their methods varY in detail, certain quantitative aspects are
universally recognized. About a dozen ratios are calculated to quantify ke){
factors |anu_enc_m? o md_matmg 1 company’s stability, including capita
adequacy, liquidify, quality of investments, . relianCe on reinsurance,
Prof|tab|_l|ty, rates’ of change in business activity, and track record in
orecasting ultimate losses, For example, one of the more important measures
of capital ‘adequacy for P/C companies Is the ratio of premiums to surplus.
"From a,re?ulatory point of view, pohcgholders’surplus_ represents a cushion
or margin for error, primarily to absorb above-average insurance claims. . . .
The higher the premium_to policyholders™ surplus ratio, the more insurance
risk the_com?any bears in relation to the surplus available. . .~ In 1987,
the median of this_ratio among all. companies examined by the NAIC was 12,
the mean was 13, and the maximum considered prudént was 3.0.  After
calculating a series of such ratios, the analyst will pay esPeuaI attention to
companies with more than one or two falling outside the "usual"_range.
Further analysis leading to a final rating is thén qualitative and subjective.
For example, unusual ratios may result from rapid growth, which may or may
not be considered prudent dePendlng on the company’s overall business plan,
depth of management, and other factors.

. Since there are no absolutes, in this methodology, what is most useful for
judging the industry as a whole is the trend of ratings over time. And by this
standard, there has'been a significant deterioration Over the last decade in the
P/C se?ment. In 1978, 84 percent of examined P/C companies were
designated for "requlatory attention,” in_most cases due to having several
abnormal_ratios.8 "By 1987, that proportion, had increased to 21.4 percent,0
The NAIC has not completely disclosed how it makes these determinations: it
is possible that the criteria for regulatory attention could have been narrowed

6 Others include .Insurer Solvency International, Standard & Poors,
Moody’s Investors Service and DUfT & Phelps. Although such services are
W|del¥ recogmzed recent_court cases su?gest_ that insurance agents have a
duty 1o go beyond the ratings and use all available sources of information to
check companies on behalf of their clients. Finnegan, Philip. Should Agents
be Liable when Insurer Goes Bust? Journal of Commerce, January 24, 1989,

p. 9A
7 Nijtional Association of Insurance Commissioners.  Insurance

Regulatory Information System Ratio Results. Kansas City: the Association,
1938. Appendix, p. 7

8 US. General Accounting Office. Insurer failures. Washington:
GAO. (report no. 87-100), July 1987. pp. 1318

9 More on the NAIC’s IRIS Ratios for 1988. Insurance Forum, V. 16,
no. 1 January 1989, p. 4
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as the number of abnormal cases increased, in recognition of the requlators
limited resources for follow-up. 1fso, the deterioration over time may actually
have been g'-eater than indicated by the raw numbers.

In_the L/H segment, there was some deterioration around 1985, but
otherwise no trend is evident over the last five years. In terms of the NAIC’s
12 indicator ratios, the proportion of companies showing four or more
"unusual" values increased from 21.1 percent on the basis of 1984 statements
to 245 percent in 1985. It has since remained stable. Best’s ratings
parallelea this development. The proportion of companies receiving the top
A+ rating declined from 32 percent in 1984 to 24 percent in 1985, while the
R{&)ug "not assigned" ratings (with_presumably negative inference, categories

-6 through NA-10) grew from 2 Percent to 10 Since then the top rated
companies have remainéd fairly constant, but the NA-6 to -10 group has fallen
back to 4 percent.D

TREND IN INSOLVENCIES

Aside from a peak in 1975 (which apparently resulted from the recession
and "staqflanon" of the time), the number of insolvencies remained fairly low
— generally fewer than eight per year —in the 1970s and early 1980s. Then
the numbér spiked, to 2T in 1985, Again, macroeconomic farces (this time
declining interest rates and a strong dollar vis-a-vis foreign currencies) seem
to have produced a stressful environment.

Not just the numbers, but the qualitative character of the failing

companies seems to have chan%ed in the interim. Whereas they used to bg
"small companies h_andlmg mostly automobile insurance and operating in one
state or on a regional Dasis,"1 the fangi companies have, become more
diverse, and now reflect more fully the who e_ran%e of operating companies,
Most importantly, as noted in the introduction to this report, larger and
larger companies have become involved. The GAO found that one third of the
insolvent companies it studied in the post-1976 period operated in 20 or more
Stafes.2 Nevertheless, the largest insurance group to fail in recent history
§M|ssmn see below) ranked 55th in premiums among all P/C groups_ as of
982. This is large comp, red to most of the thousands of companies in the
market, but they, In turn, are relatively small. The 50 largest groups account
for nearly 80 percent of the business, and insolvencies to date have not
reached into their ranks.

D Best’s Property/Casualty Ratings: Distribution of 1988 Assignments.
Best’s Insurance Management Reports (release no. 11), August 15, 1988,

1 General Accounting Office, Insurer Failures, p. 15
2 ibid., p. 20
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The numbers of insolvencies have not gotten an%/ worse than the peak
year of 1985, but the data are ambiguous as to whether there has heen an

real |mProvement. On the positive side, figures kept by the Nationd
Committee on Insurance Guaranty Funds (NCI FRI indicate & steady drop-off
in insolvencies, to only eight in 1988. But the NAIC’s tabulation diverged
noticeably from the NCIGF numbers in 1988, going up from 13 to 20 and
thus nearly matching the 1985 peak, These o_r%anlzat!ons_ use different
criteria because of their d|ffer|ng missions, o neither series is categorically
"right" for all purposes. It would seem, though, that the NAIC serigs comes
closer to indicating mdustry—wme problems “from a national, public policy
viewpoint.BB And in these ferms, the insolvency wave of the mid-1980's has
not yet been reversed.

FIVE NOTABLE CASES OF THE 1980s

Before 1980, the largest assessment for a failed insurer was $85 million
(the American Reserve Group in 1979%,,Iqss than one-twentieth the cost of the
largest bank rescue up to then ($L8 billion dollars of Government assistance
for'the Franklin National Bank in 1974).M But subsequent insurance failures
have reached beyond the billion dollar range. What are the specific causes
behind this new” phenomenon? How dogs a company evolve from apparent
health to a financially weakened condition and firally to forced closure?
Several of the most notable cases are sketched here in order to illustrate the
range of problems that have come to light.

BENEFICIAL CORP.'6

. Beneficial Corporation is primarily a consumer finance company that
diversified into other financial Services in the 1970s. Its principle insurance
subsidiary, American Centennial (ACI), survived its problems, but only after
leaving Beneficial with losses of at least $400 million, a divestiture without

B The NAIC series counts companies when the State insurance
commissioner takes control, whereas the NCIGF considers only liquidations
which usually come later. " The NAIC counts reinsurers_(often of national
significance); the NCIGF excludes reinsurers but includes single-state insurers
(Usually sniall).

M Schmidt, Charlie. Failures: Banks Outdo Insurers. Best's Insurance
Management Reports, Property/casualty release no. 12. April 11, 1983, Note
that fotal assets of the banKing industry were about twice as large as the
insurance industry at the time.

B The following is gleaned largely from Kwitny, Jonathan. Beneficial’s
Cry of *Swindle’ is Heedéd. wall Street Journal, February 2, 1988, p. 6
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any immediate cash compensation, and some com?Iicated civil and criminal
litigation. To our knowledge, no policyholders suffered losses.

ACI’s difficulties centered on an accident policy with a group of electric
and gas ufilities. For the first two years claims were sparse, but after ACI
signed a five year, non-cancellation agreement, a number of large claims were
presented. ACI alleges that the utility dgroup's manager, an agent hired by
ACI, and an ACI vice-president defrauded the company by concealing the
losses.  The difficulties were com?ounded when ACI acquired reinsurance, i.e.
distributed part of the risk to other companies in exchange for part_of the
premiym. This process reportedly was riddled with hiddén ownership ties,
excessive brokerage fees and kickbacks. Reinsurers ended up taking on a
Foodly share of the ’'iBputed business. One of them (a unit of Home Group
nc.) aIIe_(TJeo that ACI was not just victim, but also perpetrator of fraud
because It neglected for three years to tell Home Group of its suspicions of
the original fraud.

Based on published accounts, the_ following factors appear to have caused
or exacerbated the ACI case: (3) conflicts of inferest amounting to self-dealing
in reinsurance transactions, (0) use of intermediaries (brokers and managin
general agents) who, it seems In hindsight, were inadequately supervised, ((§
extensive reliance on reinsurance of questionable quall%, an a slow an
uncertain arbitration process when fii.ud is alleged. The last factor greatly
complicates resolution of the matter because fraud on the Part of the primary
insurer may excuse the reinsurers of their liability'. While the case is pending,
reinsurers withhold payments, and even fulfiliment of letters of credit securing
the reinsurance may be enjoined (as happened in this case) thus pushing the
primary insurer into a liquidity crisis. Meanwhile, the’ primary insurer’s
Investigative cooperation may be compromised because it has an “interest in
fraud not being proven.

MISSION/INTEGRITY b

Mission Insurance. specialized in commercial casualty lines (workers
compensation, general liability, etc.).-The most prominent féature of this case
is Mission’s inténsive involvement In reinsurance arranc]:ements as both buyer
and seller. One of the buyers of reinsurance, Integrity Tnsurance, failed when
Mission was closed downand became unable to make payments to Integrity.
These are two of the largest insolvencies on record, with Mission’s negative
net worth estimated at $L5 hillion and Integrity’s at $300 million.

‘The facts of the case are the sub{'ect of sharﬁ debate and litigation (and
e

a criminal investigation by the U.S. Attorney in the Southern District of New

B The following is hased IargEer on testimony presented to the House of
Representatives, Committee on Energy and Commerce, Subcommittee on
Oversight, September 14, 1988,
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York). It is clear in retrospect that the business Mission wrote Bince 1981
(and probabIY_ several years before) was very unprofitable. That was a time
when' the entire liability insurancé industry” was pnc;ng Its services at a low
rate. .Some hoped to Come out ahead by “earning high rates of interest on
their investment Df the premiums; others resignéd themselves to losses but
felt it important to retain their position in the market. ~Mission seems.to
have been of the latter category, growing raEndIy by virtue of aﬁgresswe
bidding for business. The losses were allowed to grow even larger than they
rrlnght otherwise have duo to continual underestimation of projected future
claims.

_ Many ¢ the assumln% reinsurers (i.e. those who assumed risks, originally
written by Mission) started withholding payments around 1984, claiming that
they had been defrauded. They allege that Mission had knowingly written
poor husiness #_mclu_dmfg unauthorized classes of husiness) with the ‘intention
of making profits via fees (as manager of the reinsurance pool) and leaving
the reinstrers to absorb the bulk of fhe losses. Moreover, they Claim, Mission
had Prolon%ed the_fraud by creative accounting that hid the growing losses.
Whatever the merits of these claims, the reinsurers’ withholding of payments
(and banks’ similar refusal to honor letters of credit) pushed” Mission into

liquidation in 1987,

The Mission case is similar tc the Beneficial case in that reinsurers
allegations of fraud led to_their nonpayment on_claims, a |I%Jldlty crisis, and
complex arbitration/litigation in which the question of fraud became a dollars-
and-cents issue between the reinsurers and' the liquidators.

TRANSIT CASUALTY

Like the companies just discussed, Transit expanded and diversified in the
early 1980s. Headquartered in Los Angeles and “domiciled” (legally based) in
MisSouri, Transit moved from a niche in the transportation industry into
workers compensation and general liability. And like Beneficial, Transit got
Into trouble when it used a"managing %eneral agent (MGA) to spearhead its
expansion. An MGA is "an independent business firm that Performs for one
or more separate insurers some or all of the functions usually Performed_b
company branch otTices.”T7 As these de,Ieg%,ated functions may include sensitive
ones such as underwriting, claims adjusting and accounting, it is important
that the insurer seek MGA’s with reliable personnel, draft an agreement that
is clear and provides suitable incentives, and monitor performance. = In
retéos ect,_tthese task3 appear to have been done inadequately by Beneficial
and Transit.

T7 Webh, Bernard L. et al. Insurance Company Operations, Malvern PA:
American Institute for Property and Liability Underwriters, 1984 (3rd ed.).

p. 82
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The particulars of the Transit case are the most complex and contentious
of the cases reviewed litre. It would, hardly be an exaggeration to say that
everyone at all , mnected with the disputed transactions has sued everyone
else. B In essence, Transit (and jts State-appointed liquidator) alleges that its
MGA wrote unauthorized business at improper rates, failed to properly
R/(Ierform virtually all of its duties, and falsely reported on_its activities. The

GA (Miro and Associates, of Dallas) responds that Transit gave little
?mdance, knew what the MGA was dom%, and implicitly consentéd.© Miro
urther alleges that Transit was victimized by ¢ cons%wacy_of its directors Ho
drain the insurer’s surplus . . . and to conceal Transit’s poor financial
condition with [temForar ] reinsurance contracts., . . The alleged conspiracy
was intended to allow Transit’s parent, Beneficial Standard™Corp. of Los
Angeles, to complete a liquidation ... unencumbered by any regulatory action
against Transit."2

~Since Transit failed in 1985, the estimates of losses have been revised
radically upward. A realized deficit of less than $20 millign as of May 1985
was superseded by a 1986 estimate of ultimate losses of $500 million"and a
September 1987 estimate of $L.1 billion. Most of these costs will be borne by
State guaranty funds, but some policyholders, (as illustrated by the Wal-Mat
case) may find that they do not bold Valid policies on the terms they thought.

NATIONAL COUNTY MUTUAL

The declaration on October 24, 1988 of the insolvency of National County
Mutual Fire Insurance Co. precipitated an ongomP controversy over the
quality of insurance regulation in Texas. National” County, with 125,000
olicyholders (mostly high-risk drivers) was the Iarqest insurance failure in
exas experience, but there have been numerous smaller failures as well. The
134 companies currently in conservation or liquidation proceedings exceeds the

B For example, in a dispute over whether a workers com\k/ensatlon policy
covering Wal-Mart Stores was valid, both sides ﬂTransn and Wal-Mart) asked
the, Federal court in Fayetteville, Ak, that, if hey lost, the broker on the
policy (Alexander and Alexander) he made to p?\Y thé damages. Alexander, for
Its part, sued Miro et al. in Federal court in New York to assure that Miro
bear the costs if Alexander were foui Aliable in the Arkansas case.

O McLeod, Douglas. Transit Casualty Sues MGA’s and Reinsurers.
Business Insurance, June 10, 1985. p. 1, 43.

A As summarized in McLeod Douglas. Ex-Tran3it. MGA Alleﬁes
Collusion. Business Insurance, July 2, 1987, p. L AFederal judge in Dallas
subsequently dismissed Miro’s pleddings as being without a réasonable hasis.
However, the alleganons of improper dividend payments from Transit to
Beneficial Standard were revived in a suit by the "State-appointed receiver
against Transit directors and officers.
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number in any other State.ZL While certain factors reduce the eignificance of
such a comparison,2 the controversy has brought to light many potential
eweaknesses in the State requlatory system.

National Coun%zreporte,dly fell victim to wholesale embezzlement by its
president. At least $25 million is unaccounted for, having been collected b){
an a?enzcgy controlled by the president but never forwarded to_Nationa
County.Z3 The total extent of msolvencK is in the range of 50 to 70 million
dollars, Controversy has focussed, though, more on the role of the regulators.
According to a study done for the Texas Senate, the insurance board knew
about the problems at National County for moro than a year before taking
action. Allegedly the regulators have procrastinated about taking firm action
in many other cases.

More generally, the Texas insurance regulatory system has been criticized
for allowing undercapnahzed firm9 into the businss, not requiring audits of
their books, and not yielding quick action when problems are found. . The
legislature. instituted some retorms in 1987 _?s_uch as an increase in minimum
initial capital from $800 thousand to $2 million), but these have not led to
noticeable improvement yet. Indeed, a 62 percent increase in staffing of the
insurance board over a two year period may have caused additional problems
in the short run. The State’ Senate investigation alleges "wholesale hiring of
unqualified , . . individuals" and "patronage and cronyism."2

BALDWIN UNITED

. This case differs from the others in that Baldwin operated in the life
insurance and annuity field, the economics of which are quite different from
property/casualty insurance. The immediate cause of Baldwin's failure was an
'uncontrollable" factor —a sharp drop in prevailing interest rates. But it can
be argued that the company should not have gotfen so exposed to that risk,
and that other errors reducpd the company’s ability to weather the problem.

2 Getschow, George and Maij Charlier. \Woes Envelope Texas Insurance
Industry. wall Street Journal, November 8, 1988. p. A8,

2 Texas has mare locally domiciled companies than_ almost any other
State; its liquidation listing includes some com_Fames domiciled elsewhere; the
State hanales the liquidation of agencies (while most States don't); etc.

2 Hayes, Thomas C. Texas Insurance Reglulator Quits, Calling System
Lax. New York Times, January 17, 1989. p. D12.

2 Quoted in Bradford, Michael. Report Assails Texas Regulators.
Business Insurance, January 23, 1989. p. 1, 3.
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D.H. BJdwin had heen a piano manufacturer for over a century when it
started bulldm_? a diversified financial services operation in the 1970s. Rapid
growth of its life insurance subsidiaries was fueled by sales ofa relatively new
product, the single premium deferred annU|t¥, which offered clients d h|%h
rate of return with the added advantage of tax c'eferrral. As noted, the
company had difficulty meeting its commitments on the investment contracts
when miarket rates of'interest started falling in 1982. But there were several
other problem areas, among them: @ too rapid growth of annuity sales,
spurred by overzealous (and allegedly fraudulent) brokers, which strained the
company’s capital base, (0) similarly over-ambitious corporate acquisitions, and
(<%)f transactions with other subsidiaries in the holding company structure, in
effect Tunnelmgi the premium dollars up to the parent" so that "the security
of the policyholder was actually dependent on the strength of the parent
holding company" — which was not directly requlated. 2

_After Baldwin was closed down in 1983, holders of 165,000 annuities
with a face value of $3.4 billion were unable to withdraw their investment
until a work-out, plan was implemented in 1987, in the meantime the
"cre_d|t|n(I1 rate" of interest was reduced from 135 percent to 7.5 percent. The
policyholders’ loss thus consisted of a four year period of frozen assets and
reduced interest. As of November 1, 1987 their Baldwin policy was converted
into a deferred annuity policy from Metropolitan Life (which could be cashed
out immediately if the policyholder desired).

The regulator%/ response to Baldwin’s problems showed both strengths
and weaknesses. It was actually the Arkansas regulators who precipitated the
beginning of the end (a liquidity crisis in March 1983) by insisting on
infusions” of additional capital into Baldwin’s annunr—sellmg subsidiaries.
Their examination of the 1981 annual statement revealed that the insurance
units had invested considerable sums in other Baldwin operations and that
the value of the securities obtained was greatly overstated.  Unfortunately, by
the time the examination was completed, "the hoIde company was S0
overextended that, in the words of the requlators, "the only assets that can be
contributed as a Z[_)cafntaIA subsidy are affiliated securities,” i.e. more
questionable paper.Z In short, the regulators correctly identified a serious
financial shortcoming and required a correction, but thiese actions came too

late to prevent the company’s failure.

& Dunne, John R, Insurers and Holding Company Legislation: Public
Trust vs. the Bottom Line. In Mackin, Robert. ed. Insurance Legislative Fact
Book and Almanac. Brookfield, WI:* Conference of Insurance” Legislators,
1985, p. 50-5L

& Ingrassia, Paul and Daniel Hertzberg. How Baldwin-United Expanded
from Pianos to Finance to Trouble. wall Street Journal, March 23, 1983, p.
1, 10.
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After the collapse, the "work out" process also manifested stren%ths and
weaknesses. At their re?ular (T;uarterly meeting in late March 1983 the NAIC
decided to coordinate State efforts through the organization’s Examination
Oversight Task Force. Qver the next year, | ”ind-the-scenes negotiations by
a host of public and private interests yielded the restoration plan. A ke
feature was the "voluntary" contribution of $200+ million by numerous life
insurers and stock brokers. This was an alternative to () assessment of
insurers under the guaranty plans_and (b?] litigation of suits a?_a|r>~t broker0
who had allegedly sold the” annuities without being properly Ticensed. The
work-out process exhibited f|6XIbI|ItY and cooperation by all concerned and
eventually restored to the investors their funds. Yet it dlso showed that the
{cormal ré)cess had to be bypassed because it was narrow, slow and
ragmented.

COMMON THREADS
Several common threads can be seen running through these cases:

» Fraud, especially where there are financial ties among brokers,
reinsurers and managing general agents.

 Uncollectible reinsurance, caused by inability or unwillingness of the
reinsurer to pay. Sometimes unwiflingness stems from alleged fraud
by tlhe primary irsurer; these disputes can take a long time to
résolve.

 Bad business judgment, particularly under-pricing (over-promising in
the case of investment products) and too rapid expansion” or
diversification.

By implication from all of the above, inadequate State regulation.®8

EMERGING SOURCES OF INSTABILITY

The available accounting data, as well as the case studies just reviewed
record what has already transpired, whereas s_oIvencY regulation Is concerned
with stability in the future. "In part, financial statements do make use of

27 In_response to these problems, the NAIC is developing @ model act for
the_oversight of MGA’s by insurers and regulators. Mulcahy, Colleen. NAIC
to Discuss MGA Act. National Underwriter (P/C ed.), June 5, 1989. p. 3, 12

2 Recently the NAIC has started a program to define minimum
standards of practice for State requlators with regard to soIvencY regulation.
See Fletcher, Meg. Standards Set for State Insurance Departments. Business
Insurance, June 13, 1989. p. 3, 21.
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actuarial orjudgmental methods to project future reoults, but the numberB are
still subject” to~great uncertainty. ~ As the focus of this report is solvency
(rather than, sar, profitability) fhws section describes emerging trends in the
Insurance industry that may cause results more adverse than stiggested by the
accounting-hased data.

REINSURANCE RECOVERABLES

As noted in the discyssion of P/C industry aggregate data, reported claim
reserves assume substantial recoveries from reinsurance. This complicates the
assessment of companies* balance sheets because they are so dependent on the
condition of .other companies — the reinsurers.  Moreover, reinsurers
themselves reinsure with' others ("retrocessionaires”), and so forth ,throulgh
several tiers of coverage. _In the normal case, this pfactice gives the industry
greater capacity and Stability because large losses are spread W|deIP/. But if
an upstream reinsurer fails, this could cause cascading failures all the way
back to the policyholders.2 This is rare, but the, consequences, are potentially
serious enough to warrant close attention to reinsurer reliability.

_Unfortunatelkl, reinsurer. financial condition is not as accurately
monitored as that of primary insurers, for several reasons:

e Much of the capacity is supplied from offshore by carriers who are
not subject to State examination or enforcement fthough_ special
security"measures such as letters of credit are usually required).

 Although the domestically licensed reinrurers are reqularly examined,
their business is arcané and their liabilities, parficularly hard to
assess, since they tend to cover low probability, high consequence
events, and with” long reporting delays.

 Reinsurers are directly linked to the retrocession chain, the other
end of vvdhlch is often Unknown even to them —until large claims are
processed.

Despite the absence of conclusive figures (due to the above factors), there
persists a widespread feeling in.the P/C industry that recorded reinsurance
recoverables are unduly optimistic, that the amounts eventually collected will
fall short of the Progectmns. Of particular concern are Various I|ab|_I|t¥
coverages written tn the early 1980s. As we move into the period of fina
resolufion of the large, complex cases, it is feared that a wave of “cheap
reinsurance” available ten years, earlier will be shown to be no bar?am.
Estimates are sketchy; one prominent analyst guesstimates that one sixth of

2 Note, however, that an insurer’s obligation to the policyholder is not
excused by its reinsurers’ inability or unwillingness to meet their obligations.
Thus, upstream failures are not necessarily transmitted back down the chain.
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reported recoverables will need to be written ofT, roducing the industry’s net
worth by 10 percent.D

EXPLOSIVE CLAIMS AREAS

_Insurers are already paying substantial awards to large numbers of
claimants for _liabilities ‘that “were generally considered to be isolated and
remote possibilities when the policies were written 30, 40 or more years ago.
Ashestos is, probably the most prominent example, but there are other "mass
tort" situations thaf cause at least as much concern in the insurance |ndustr¥.
For example, courts have ruled that general liability policies can apply 1o
seepage. later ,occurrmé;r from a municipality’s ,|ntent|o,nall¥ disposing of
contaminants in_a landfill, even though the “policy specifically covers ‘gnly
"sudden and accidental” discharges.d Recent BOHW forms havé been crafted
to narrow or_ better define coverages or to enable insurers to more accurately
estimate their cost™ ﬂfor example; by covering only claims made du_rm%_ the
current year, rather than for retrodctive occurrence_SP. But there is still a
|arge overhang of claims e_xPected from coverages written, Prlced and reserved
long before current judicial trends emerged. ~The cost o cleamnq up toxic
waste sites has been: variously estimated at $150 billion to $700 billion.2 If
only a fraction of this is borne by insurers, the industry’s capital base could
be Seriously impaired.

Another claims area that may not be adequately reserved against is
natural disasters, particularly earthquakes and hurricanes. . America’s
relatively benign experience in"the last two decades may be |nduc_|n_([1 man¥ —
including insurance executives — to underestimate “the possibility of a
recurrence of earlier patterns. If Hurricane Betsy (1965) were to occur today,

3 Picoult, Myron. Recoverables Threaten Insurers. Business Insurance,
July 25, 1988. p."%-3b.

1 Jackson Township Municipal Utilities Authority v. Hartford Accident
and Indemnity, cited in Levit, Victor B. Pollution,” Clean-up Costs and
Insurance Ex%%sure. Chartered Property and Casualty Underwriters Journal,
v. 40, June 1987. p. %9-100

% US. Library of Congress.  Congressional Research Service.
Environmental Impairment Liability Insurancv  Overview of Avallabllg
Izsgues by Rawle O. King. [Washington] 1989. p. 14 (CRS Report No.

9 )
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it would cause nearly $6 billion in insured losses.3 Moreover, multiple storms
could strike the mainland within one or two years.

Earthquakes can be even more destructive, with estimates of maximum
losses on the_ order of $50 billion.5! What insurers have only recently come
to recognize is that only a fraction of the payments would come from eXi)|IC|t
earthquake policies or fiders. Pro,bab(ljy threé quarter*) of the losses would be
R/ziud on fire insurance policies, which do not exclude earthqu. ke-induced fires.

any other coverages would be involved. For example, anyone injured at
work would be eligible for workers compensation. And major earthquakes can
occur in areas whose seismic dangers are not widely appreciated, such as the
New Madrid fault in the region between Mempliis and St. Louis. Many
companies (and their reﬂulators) may not fully understand the extent of their
exposure and, even. where they do, Federal tax law does not allow full
deductibility of multi-year reserves. %

Life insurance is, usually more predictable than property and_liability,
but the AIDS ePldem_lc may change that in the_comm? decade, The most
severe epidemic to strike thé U.S. since the "Spanish" inffuenza of 1918, AIDS
is estimated to have already infected from 1.0 to 15 million Americans. If
past experience continues, the majority of them will die within 10 years of
Infection.& Such a mortality rate ‘is ragically higher than normal for young
adults (which is where most cases occur). Faor life insurers, the consequences
could be severe; It has been estimated that AIDS claims In the next decade
could come to $50 billion just among clients aIre_adIy on the books.3L Even if
insurers are allowed to screen new cases by medical testing (unlimited use of
which most states probably will not allow), long latency and spreading
infection may well mean further losses on new policyholders.

3 Carpenter, CA. Hurricane Losses Stir Debate. Journal of Commerce,
December 30, 1986. Cp 12A. According to the same studg (by the All-Industr
Research Advisory Council), foreign reinsurers would be responsible for 4
percent of the payments.

s Hofmann, Mark A. Federal Catastrophe Plan Needed. Business
Insurance, October 24, 1988. p. 14-15.

55 Haggerty, Alfred. Long-term California Quake Cover Outlined.
National Underwriter (P/C ed.), June 5, 1989. p. 6, 52

35 Cowell, Michael and Walter Hoskins. AIDS, HIV Mortality and Life
Insurance. Chicago: Society of Actuaries, 1987.

3 ibid. In addition, the lifetime cost of medical treatment per AIDS case
|sb0nttﬂe|forder of $75,000, with private health insurance paying on average
about half.



CRS-20

- The losses contemplated here could eliminate a large fraction of the L/H
industry’s capital and endanger the existence of many firms. Fortunately,
some maneuvering room has been built into the system. Reserves are
calculated on a conservative_basis, allowing for adverse éxperience in mortality
without d_|pp|n% into capital. ~ Also, many life policies are sold on a
"participating” Dasis, meaning that dividends grebates_),are paid to the
Epllcyhplders each year depending on experience, Such dividends came to $10
illion in 7787, equivalent to about halfas much as total Pald death benefits.
Dividends .n older polices.could be reduced or eliminated  (besides raising
premiums on new policies; if mortality were to deteriorate significantly.

INNOVATIVE METHODS AND COVERAGES

Contrary to conventional wisdom, the_insurance industry does not run
completely on the basis of routine. Continual innovation in products and
methods has brought a stream of new services in recent years. While this has
broadened the insurance purchaser’s choices in many ways, it has also
introduced instabilities. Pricing may be more volatile and regulatlon may not
keep up with the pace of innovation, so that solvency may De less assured.

One of the most commonly remarked char?_es in_insurance practice is
"cash flow underwriting," whichmeans e discounting of premium rates in the
expectation of making up the difference through investment income,
Traditionally, companiés_ priced their services so as to earn a_profit of 5
percent or So on underwriting, i.e. the core insurance activities, But with the
coming of an era of high intérest rates (1979 onward\ comﬂetltlon to acquire
investable funds has made 5 percent losses more like he achievable standard.
Companies are counting on investment income to reach a positive bottom line.

There is_nothing intrinsically unreasonable or unsustainable about cash
flow underwrmng, and the %ractlc_e has moderated as interest rates eased. It
should be realized, though, that with the more flexible pricing systems.allowed
now by many States, the combined result is lower net profits for the industry
on average, and proﬁts could be viewed as a margin for error. Moreover, the
companiés now must manage a substantial new source of uncertainty, the
future course of interest rates. = The uncertainty might be neutralized by
carefully matching asset maturities to the expected timing of liabjlities
(claims), but claim™timing is inherently not totally predictable.” Alternatively,
companies could hedge Interest rir’ " e-ith "synthetic" investments such as
futures and options, but this woulu . d into ‘other practical and regulatory
questions. In effect, at this point the industry seems to have taken on a new
type of risk without offsetting protections or"compensation.

. Another changing mode of operation is the trend among commercial
clients toward self-insurance. That is, businesses are retaining more of their
own risks and buying insurance only to cover catastrophic losses, The trend
accelerated durln? the "hard market” of the mid-1980s and also since_passage
of the Rrk Relention Act amendments of 1986. This law simplifies
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procedures under which businesses in an industry or profession can act as a
gnroup to purchase insurance or form their own insurance company. Although

e market has softened in the_last couple of years, making coverage more
readily available, commercial clients are continuing to make greater use of
alternative market mechanisms such as risk retention %[oups. It i expected
that these could take as much as one-third of the potential market by 1992.38

- The_move toward alternatives may lead to_instabilities of at least two
kinds. First, the traditional comloanles are losing the r adictable "working
layer" of cover_agi_es and will probably have more volatile experience as they are
forced to specialize mare on the uPpe{ limits of potential losses. Second, the
wider opportunity to form risk retention or purchasmgi groups was achieved
b}/ partially preemptmg, state regulations. _ManY State” commissioners and
others active in the “insurance” field believe that important regulatory
protections have thus been lost.®

Finally, financial guarantee insurance might he mentioned as exemplifying
the new areas chaIIen?mg regulators. ~ This is insurance that prom.jes
creditors the timely performance of financial obligations, such as mortgages
or municipal bonds. In form it resembles : irety bonding, but economically it
is mare like title insurance because only negligible losses are expected. The
premium goes primarily to do the research enabling the insurer to exclude
cases that have any significant probability of loss.

The theory that risk is being Identified and excluded rather than
transferred and"absorbed is usually valid in this field. But in the process the
insurers hecome potentially fiable for enormous sums, So even seemingly
remote chances of loss might prudently require holding of significant reserves.
And unlike title insurance, the probabilities of loss are neither fixed nor
statistically independent. If macrgeconomic variables deteriorate significantly,
widespread losses. could materialize. As cautiously cone’ Jed by the Best
organization, in view of the "different methods of underwriting and actuarial
technique, some requlators, feel Hf_lnanmal_ guarantee] cannot be dealt with in
the same manner as traditional Tines of insurance."

8 KufFel, Frances. RRGY, Premium Volumes Growing. Journal of
Commerce, March 21, 1989. p. 13A

39 Fletcher, Meg. Regulators Fear Insolvency of Purchasing Group
Insurers. Business Insurance, October 31, 1988, p. 0-%2

o 1986 Financial Guarantee Insurance. Bests Insurance Management
Reports. P/C release no. 12, June 22, 1987. The main regulato_r)(_ action taken
has been to require these insurers to be incorporated as specialist companies
that are financially separated from other lines, essentially as a “firewall"
between them and “other policyholders.
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OVERALL ASSESSMENT

The insurance industry has had an excellent record in that insolvencies
have been rare and, in the cases that have occurred, regulators and guaranty
funds have usually prevented loss to the policyholders. Moreover, the
financial data do pot indicate any. industry-wide impairment of condition.
This achievement is apparently attriputablé to the "culture” of the industry,
which has Iong_pla_ced emloh_ams on financial conservatism. This attitude 'is
partially embodied in regulations, ep the statutory accounting system, which
IS moré conservative on most poinfs than generdl business accounting, but
mostly conservatism is traditional.

. Although traditionalism_has worked well as a safeguard throu?h most of
this century, forces weakening it have been at work “more recently. HI%h
inflation and interest rates in the last decade have forced insurers in"hoth the
L/H and r/C lines to be more flexible in pricing. Combined with looser
requlation of premium rates in many states, this Has meant bigger swings_in
profitability over the course of thé insurance business cycle,  Meanwnhile,
deregulation of other financial institutions has %;lven life insurers more
vigorous competition, promptmgi_ new types of confracts and new modes of
marketing them. Where established companies did, not respond to these
forces, new companies (or buyer groups) formed, dedicated to exploiting the
new opportunities and IVInP consumers new choices, But the retreat from
self-restraint may lead fo solvency problems farther down the road.

Where inhibitions have. dissolved, prohibitions may be called for.
Presumably this would come in the form of closer surveillance and discipline
by the Sfate regulators, However, the resources devoted to insurance
regulation have actually been declining as a percentage of industry revenue.

It must be emphasized that there are no signs of imminent crisis for this
industiy. SoIveany, especially with insurance, is a long-term matter.
Liquidity - the ability to promptly meet current cash claims - is more than
adequate for the great majority of companies. And in contrast to deposit-
taking institutions, public’ confidence is not the constant sine qua non:
policynolders (at least in the P/C segment) cannot "run" because the_Y have to
experience the loss specified in the contract before collecting benefits.

But if solvency crises do not occur overnight, neither are they averted
b?]/ quick fixes. Meetlng the challenges mentioned in this report may require
changes of attitude and finances_in"many companies and, mrjt importantly
State’ Insurance departments, These will take time, money, and political
|leadership to implement. Unfortunately, these will be difficult to marshall as
long as insolvency is only a negative nimber on a balance sheet with tangible
consequences somewheré in the future.
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INSURERS
UNDER SIEGE

LAWMAKERS,

0 bscure. Abstruse. Boring.
For years, that was the image
most peopie had of the insurance
industry, a remote monolith shrouded by
a cloud of mystery. Everybody bought
insurance, but few buyers gave much
thought to those who produced it. The
insurance business, is a result, operated
free from public scrutiny. Exempt from

federal regulation, including most anti-

trust laws, and subject only to feckless

state regulation, the industry was a "pri-

vate government,” as Wyoming Scmil'T
Joseph C. O'Mahoney put it in 1IM5. As a
legal cartel, it reaped bountiful profits
and came to control enormous assets,
now more than §1.8 trillion. Its premium
income is 9% of the GNP. Few industries

have ever enjoyed such unchecked politi-

cal and economic power.

Now, the once-tranquil world of insur-

ance is in turmoil. Instead of the most
ignored industry in America, it has

CASUALTY INSURERS ARE
STILL GETTING RICHER...

POLICYHOLDER SURPLUS
WOUNT BTWHICH
usnsnato iubiiuies.
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CONSUMERS,

become perhaps the most reviled. Con-
sumers, corporate executives, and law-
makers are lambasting insurers for ev-

erything from profiteering to an

unseemly attitude of arrogance and in-

sensitivity. "We’re being besieged. It’s a
holocaust that’s going on," complains
Robert E. Vaglev, president of the
American Insurance Assn., the most
prominent cotnmercial-insurance trade
group. Adds Chief Executive John 1.
Byrne of Fireman's Fund Insurance Co.:
"We're at the bottom of everyone's list.
Our name is mud.”

mlong decline.l A muddy image is only
the most obvious sign of a far-reaching

deterioration in the industry's well-be-
ing. Everywhere they look today, insur-

ance executives see their power eroding,
their markets contracting, and their
profits evaporating. "They're in a stale
of panic,” says J. Robert Hunt-

.BUT PREMIUM INCOME

SWINGS VIOLENTLY...
0
YEARTO-YEAR
CHANGE
A PEROANT I

Gill UU.HOWU 0B lit

AND CORPORATE CUSTOMERS ARE FIGHTING MAD

er, president of the National Insurance
Consumer Organization and the indus-
try's best-known critic. Consumers and
other insurance huyers are benefiting
from these developments, which are pro-
ducing better insurance services at more
competitive prices. The insurance indus-
try, however, may end up losing its sta-
tus as the chief provider of these ser-
vices. It is threatened, says consultant
Orin S. Kramer, "by a period of long-
term decline"-—a reversal of fortunes
that would be among the most dramatic
for a major industry in American busi-
ness history.

Insurers are suffering from many
forces beyond their control, notably
surging liability damages that have be-
set property/casualty companies and
high interest rates that have
squeezed life insur-

j_ —_

...AND PROFITABILITY IS
FALLING FURTHER BEHIND.
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ers. Yet, says Washington attorney T.
Lawrence Jones, Vaglev's |predecessor
nl the \IA. ‘They've created a lot of their
own problems."

Insurance executives have long been
known for their obstinate resistance to
change and new ideas— a not surprising
shortcoming for individuals used to the
stability of cartel life and whose busi-
ness is predicting the future by extrapo-
lating from the past. ‘They're the nicest,
most honorable people in business," says
Jones. "But they're not the most imagi-
native or creative."

They are, though, working on strate-
gies to clean up their image and befriend
their antagonists. "The industry's in-
slinrt is to say no, do nothing." says
Vaglev. "We're trying to develop affir-
malive responses.” But the outlook is
not propitious, for the industry faces
many noxious changes:

m |ts customers are rebelling. The revolt
: by California consumers against soaring
: uutomobile-insiiruncc rates last year rub
miualed in voter approval of Proposition
|uT, whose sweeping reforms include a
"ii; rollbaek in auto and other insurance
rales. Tin- fever is spreading. As many
- aS ID similar voter initiatives are possi-

bills have bheen introduced in dozens of
stale legislatures. Corporations are by-
passing insurers in fa-

e rprcr,*_

vor of do-it-yourself approaches, which

are siphoning off a third of the proper-

ty/casualty industry's premiums. “We
have largely ignored and mistreated our
customers.” concedes Lerlic Cheek 111,
head of Crum K Forster Insurance Cos.*
Washington offie

m "™ yidusirt * political clout is crum-

bling. Suite legislators and insurance

Asnatetssrikad
pdiitsagurees,

s

commissioners, once comfortably in the

industry's pocket, are now more inde-
pendent, even adversarial. In Washing-
ton. Ihi* industry has suffered some em-

barrassing legislative defeats. "They're
losing control of their destiny," says

Bruce A. Buiiner. a partner at account-

ing firm KI'MU Peat Marwick and former
California insurance commissioner.

m Some insurance markets face possi-
ble government takeover. The auto

and health markets have become

so dysfunctional, with

millions of people unable to get afford-
able coverage, that these markets may
be increasingly assumed by state and
federal insurance mechanisms. Insur-
ance consultant Barbara J. I<auUsen-
hciser sees "a real tendency toward so-
cialization of all insurance."

mThe cartel is dying. Competition bus
become vicious. "Soft" markets, when
insurers often lose money underpricing
each other, are more protracted, while
"hard" markets, when companies can
raise prices and rebuild balance sheets,
are briefer. Critics are seeking to abolish
insurers' antitrust immunity, which
could make competition even worse.

m Insurers’ financial health is deteriorat-
ing, "There will almost certainly he a
major shakeout, major insolvencies, and
financial dislocations,” says Robert |II.
Moore, senior vice-president of Alexan-
der & Alexander Services Inc., a large
insurance broker. Morgan Stanley  Co.
analyst Norman L. Rosenthal foresees
"a fundamental downsizing of the prop-
erly/easnalty industry.” Life insurers
also face shrinkage. While they have
mostly escaped serious image-tarnish-
ing, their profits are also under
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severe, cYbaps inoursililts. pressure.
The proximate cause of the property/
casualty industrys traumas was the
widely publicized liability-coverage crisis
of 1954-86. After a six-year price war,
insurers hiked some premiums several-
fold. They refused to write or renew
other coverage, which closed down fecili-
ties from jails to day-care centers. They
blamed excessive lisility litigation. But
mainly, they had simply panicked, in
typical herd-like fashion, when their
profits sunk t new lows. Their actions
set off a fierce public backlash- "‘retri-
bution beyond the industrys wildest
imaginings," according to Cheek.
jolting blow. Yet the roots of the in-
dustrys traumas extend back much fur-
ther, to attitudes engendered by the iIn-
surance cartel, organized during the
1800s by fire insurers, forerunners of
today™ property/casualty companies.
The temptation to slash prices has
always been intense in insurance mar-
kets because insurance is sold primarily
on price. To protect profits, insurers
erected mechanisms to fix prices, stan-

dardize products, and share information.

In 1944, the cartel suffered a jolt- the
Supreme Court held the industry subject
to federal antitrust laws. But the indus-
try flexed its political muscle and won
passage in 1946 of the McCarran-Fergu-
son Act, which exempted it from anti-
trust laws so long as itwas regulated by
the states. McCarran left intact the car-
tel"s price-fixing mechanism, a group of
industry-controlIH rating bureaus, most
of which were consolidated in 1971 into
the Insurance Services Office. The IS0
issued "advisory' rates that were high
enough to protect even the most ineffi-
cient concerns from insolvency.

The cartel began unraveling in the
1950s. Auto and homeowners insurance
came to be dominated by large 'direct
writers” such as State Farm Mutual
Automobile Insurance Co., with in-house
sales forces. They underpriced other in-
surers that sold policies through vast
networks of high-eommission indepen-
dent agents. The agency writers were
forced to discount iso rates.

Commercial insurers followed iso until

the 1970s. when supply anil demand be-
came badly imbalanced. On tin* supply
side, the cartel, like all cartels, had
chronic excess capacity and excess cartel
membership. Returns on equity of
around 2517 a year started enticing hil-
lions of dollars of now underwriting ca-
pacity, especially from the booming I/>n-
don market, where insurers lay off some
of their risk with reinsurers.

Demand growth, meanwhile, was al-
ready-slowing, Increasingly sophisticat-
ed corporate risk managers began insur-
ing themselves. Companies, industry
groups, even municipalities and nonpro-
fits set up altemative fxilities such as
their own “‘captive' insurers. According
t the Tillinghast division of Towers,
Perrin, Forster & Crosby, a consulting
fim, the altermative market now has a
37w market share, depriving insurers of
850 billion in annual premiums. By 199%5,
Tillinghast projects, the altermative
share could reach 50"L

Insurers could not have forestalled
the altermative market. But they are to
blame for its rapid growth. In hard mar-

AlIG THRIVES ON BUSINESS OTHER COMPANIES WON T TOUCH

hanghai®s teeming port drew
S many a dreamer and adventurer

at the century’s tum. One enter-
prising American, 27-vear-old Cornelius
Vander Shirr, founded an insurance
company ina two-room office in 1919.
Only in 1926. by which
time Iie had offices
throughout the Far
Fast, did Starr open a
New York branch,
Thats a circuitous ori-
gin for what evolved
into American Interma-
tioal Group Inc., the
largest shareholder-
owned commercial in-
surance company in
America. But then
again, AlG isunlike any ft -
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AIG'S STOCK
QUTDCES ITS GROUP

FREAORATY e

Greenberg, its tough, combative chair-
man, president, and ego. A trim, fit
New Yorker of legendary disciplire, he
took the helm from Starr in 1963, when
Alfi's net income was $17.2 million. Us
slock market value the following year,
after going public, was
some $285 million. In
195S, AIG earned $1.2
billim, and the compa-
ny"s market value is
now 515.5 billim. Says
New York Slate Insur-
ance Superintendent
_lames P. Corcoran:
"The guy s a genius."
As with Michael R.
Milken on junk bonds,
when the G3-year-old
Greenberg talks insur-

other U. S. insurer. 00 i ance, people listen- if
Genius." While most " ¥ uncomfortably. Charm-
Ignore overseas mar- A INDU 1979=100 ing and wryly humor-
kets, AIG operates in QUA I1IDG INTOILACH TSIIXS INC ous, Greenberg can
more than 130 coun- tum acerbic when hold-

tries. As manv American rivals posted
anemic returns, alG earned an average
return-on-equity of 18/7 this past de-
cade by cannily exploiting less popular
markets and keeping a tight check on
costs. While its rivals mostly sell com-
modity products, AIG excels in exotic
niche markets— all for a pretty penny.

The company®s success clearly bears
the stamp of Maurice R. "Hank"

ing forth on common industry prac-
tices, such as lax underwriting stan-
dards. Indeed, says an insurance
broker, hes "widely loathed" by his
peers, regarded as a brilliait loner who
refuses to join major industry trade
groups or schmooze with competitors.
Greenberg, often trotting the globe,
runs an entrepreneurial, high-slress
workplace. For executives who can

hack it, the reward is a slice of man-
agement’s 31! stake in an;, with
Greenberg alone owning or controlling
stock worth $670 million. Says T. Law-
rence Jones, former head of the Ameri-
can Insurance Assn.: “Greenberg is the
only man to make an absolute fortune
in Insurance over the last 20 years."

He did it by taking risks others
shun. Although AlG sells a broad range
of insurance products, "we look for
markets without a,lot of competition,"
says Thomas R. Tizzio, vice-chairman
of AKi's North American property/ca-
sualty business.
ONLY GAME in TOWN. Among iits special-
ty products are lisvility insurance for
directors and officers, coverage it’s
flogging iIn Europe as deal mania
sweeps the Continent, and for profes-
siomals, mostly lawyers and accoun-
tants. AIG™s trademark isseizing oppor-
tunities, says Jones, recalling that
during the difficult market of the late
1970s, Aid"s directors and officers poli-
cy was the only one the trade group
could buy. Currently, the company s
among a handful selling tailor-made
pollution lisbility policies

For its multinational clietts, Alt; of-
ten underwrites worldwide coverage.
Unlike other U.S. insurers, i: has ea-
gerly provided services and backup
coverage to the offshore “captive’ iIn-
surers since the movement®s earlv



krts. i)n-v acted ;is if buyers liuii
miwlIn-re *'|sc iii go. jacking up
piliir- atul walking away from
lines lilat seemed unattractive,
‘Tlu-ir hcavy-liandcdncss really
lurned off a lot of their clients,”
says Richard C. Heydinger, risk
manager for Hallmark Cards
Inc. Now, hundreds of major
companies and large portions of
industries such as pharmaceuti-
cals and chemicals are self-in-
sured. After the industry all but
abandoned the medical-malprac-
tico market in the 1970s, doctors
and hospitals set up their own
insurance vehicles. Insurers have
made little headway trying to re-
gain market share. ISO President Fred R.
Mareon concedes that most of the husi-
ness Inst is “gone forever."

Insurers for years ignored the alterna-
tive market, refusing, for instance, to
deal with captives. Insurance brokers,
though, created a lucrative business by
helping In set up and manage captives.
Insurers' belated efforts to offer ser-
vices to captives have not been very suc-
cessful. "Tliev could have been the lead-

days. And Air. is comfortable creating
markets. For instance, it plowed new
ground starling in 1979 by entering
joint ventures with East Bloc nations.
In a classic Greenberg move to tike
advantage of others’ ineptitude, Alt; is
about to expand its minor presence in a
troubled Main Street business— auto
insurance. It aims to tap the latest
marketing and servicing techniques to
hold down expenses while reduc-
ing claims costs through other
innovations— including possibly
its own repair shops. "We expect
to he a major underwriter of the

business in the future, says
Greenberg.
Financially, however, Alt; is

conservative. It tries to earn a

buck the old-fashioned way in in-
surance— through underwriting
profits. Its executives are almost
cult-liko in their insistence that
premiums he high enough to re-

flect a policy's risk. “Exi>ecting
investment income to bail you

out is a dangerous game," says
Vice-Chairman Edward E. Mat-
thews. Alt; can also compete

hard without lowballing rates since it's
a tightwad company. It is a low-cost
producer with an expense ratio of
about 20'/; most competitors have a
ratio of around 30"«

global roots. The company’s global
network comes directly out of its for-
eign origins. Alt; shifted headquarters
from Shanghai to New York only in
1939. In sharp contrast toits U. S. com-

mv
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ers," says Charles L. Ruoff, head of
strategic planning at Fred S. James &
Co., a large insurance broker. "Hut by
the time they got interested, the ship
had left the dock.”

The business that insurers are losing
to alternative markets tends to be their
best business. The reason is a pernicious
process known as "adverse selection."
(Companies with low insurance risks tend
to insure themselves, while risk-prone

petition, some 31" of its property/ca-
sualty operating profits and 93'/! of its
life insurance operating income were
generated overseas in 1988. About (io":
of all pretax earnings came from for-
eign markets during the past 1l years.
"We understand doing business global-
ly," says Greenberg. “We feel comfort-
able in any part of the world."

AKI’s foreign operations are a source

of stable profits, with income from
many less competitive markets, espe-
cially in fast-growing Southeast Asia,
offsetting the earnings drag from vi-
cious pricing cycles in the U.S. In Ja-
pan, Alt; is a strong niche player, rank-
ing third in personal accident
insurance, for one, and is about to ex-
pand there through a new company
closely tied to Japan Travel Bureau

companies tend to buy insurance
And tin- risks that self-insurers
retain lend to be their most pre-
dictable, suclt as workers' com-
pensation. They go outside main-
ly for bigh-risk coverage, such as
ibo catastrophic loss of an off-
shore oil rig. "The insurance in-
dustry is being left with a much
worse hook of business,” says
consultant Barbara I>. Stewart.
A few venturesome insurers, no-
tably American International
Group Inc. (box), developed the
skills to handle new, tough risks,
on which they make big profits.
Most companies, though, chase
the shrinking supply of routine
low-risk business, exacerbating overca-
pacity and competition.

The alternative market and growing
overcapacity have made insurance cycles
hazardous. Hard and soft markets each
used to last about three years. But the
soft market that began in the late 1970s
was the longest (six years) and deepest
in history. And despite the sharp price
hikes, the latest hard market was about
the shortest (IS months). Aggravating

Inc. In anticipation of Europe 1992, ah;
recently restructured its Continental
operations by replacing 13 different na-
tional companies with a new one, Paris-
based UNat, ak; is expanding into fi-
nancial services and is already a factor
in such markets as international inter-
cst-rate swaps and overseas merchant
hanking.
one-man show . Although it's still able
to turn a profit selling life poli-
cies in Beirut, some of aid's for-
eign adventures do go sour. Af-
ter years of struggle, ak; finally
broke into the South Korean life
market, but business is mori-
bund with half its agents out on
strike. And while it's siill insur-
ing foreign interests in China de-
spite the Great Leap Backward,
hopes for expanding into the do-
mestic market of Aid's historic
homeland have dimmed for now.
Back in the U.S., even Aid's
earnings machine will sputter if
price-cutting in the commercial
market continues. Wall Street is
edgy, too, about the lack of an
obvious corporate heir to the
dominating Greenberg.

Still, Greenberg is confident that Aid
is set to make the most of the upheaval
he sees racking the property/casualty
business these next few years. After
all, in China, Aid’s birthplace, the word
crisis is made up of the characters for

danger and opportunity. . .
N ?—ﬁl, (?hrlstopp%er ar?’ell In AVic 5a/-,
irith bitmm - report.*
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"fT'S AHOLOCAUST," SAYS VAGLEY OF THE AMERICAN INSURANCE ASSN. "THEY'RE IN A RANIC," SAYS CONSUMER ACTIVIST HUNTER

(Ik*severity <f recent cycles has him_a
Dig shill in the industry’s business mix.
(Jure it wrote mainly property coverage,
where claims are made sunn after “an
accident. Now it mainly sells liability

coverage, where damages are less pre-

dictable and often do nut surface until
year-- after a policy is written. And wlnu
F_roperty loss costs have been d_roppln?
iability” costs keep rising. Still, wi
claims rusts so far off and uneertai’
mun\ insurers feel le-s inhibited in ec
|InP_pric_es, often recklessly.

e insurers for years avoided | a
competitive havoc of their properly,\a-
sually brethren. They had somethin)' of
a carte! of their own.” Kvorynne followed
the pricing lead of the large Hastern
mutual companies. They grew fat on the
wondrous creation known as whole life.
with - huge _
?ardly yield to policyholders and tin-
ush return on insurers’ investments.
_llouble-iligit interest rates in the early
liiSUs wrecked the husiness. (luslomers

R —

Innight cheap term insurance and defect-

ed to nighyield inu'slinciits offered by
hanks and mutual funds. Insurers were

foro-d to counter with market-rate prod-

ucts sucii its universal life. Their spreads
arc now so wafer-thin that some h|?

player.- sm-h as Cigna Corp. and Travel-

ers Corp. are sharply reducing their life
husiness.

coalition for change. The aIreadr
badly tattered property "casually cartel,
meanwhile, faces further damage, hist
year, Id stales filed suits alleging that

insurance defendants conspired, start-

ing in 1UXJ, to restrict the availability of
eomim-rriaMiabiliiv covenige. mainly by
altering the terms of the industry’s most
widely “used policy. The suits say the

Beiw MI" 1.5

spread between the nig-

defendants used acts of "boycott, coer-
cion" and “eiii-v  «." which are ex-
clude ’ __‘nrran-l—’erqu.—on
AV . dilv. The alleged
A the price war by limiting
.cording to the stales, this wa-
egiii-tanl contributing faeior" to
aabibty crisis. S
t federal judge recently said lie in
mils to dismiss the Iltlgatlon on_the
pounds that the defendants’ action-
wen- immune from pro edition under
McCarran, Such a ruling, which will be
appealed by the stales, would lil-ely in
tensify the already broad political as-
sault being mountéd against MrCarran.

Ntoml Frelhrsraeres
leen gyt
loi’dtt Bt
edagaddatetet

Congress is considering severtd bills
that, while aIIowmg_someJomt activities,
would,sharpl\l/[v modify the act To indus-
try critics, McCarran syniboliv.es in-
dustry’s privileged status. _
~ Cnnsumerists. many of wimm con.-ider
insi.irance reform tlu-1r top prsnity. have
put together a formidable eoatitiou that
Includes groups representing  women,
minorities, labor, senior eui-.i-ns. ami
small business. They lane even enli-ten
the influential American Lar Assn.,
many of whu.su members resent bemP
blamed by insurers for causing t>- I
ability crisis. N

Once, such a coalition would have

been no match for the insurance lobby.
Hut now, says a Capitol Hill staffer, the
insurers "don't have anybody on_their
side.” State insurni.ro " enmmissiniiers
and legislators are distancing Ilieni-
selves from the mud-splattered industry.
| Insurance brokers, oiier close to insur
| ance executives, are now loyal to rorpo
, rate risk managers.
| WANING POWER. Insurers' most powerful
| allies have been the lod, Il independent
Lin.-uraiiee agents wim say.- a lobbyist.
_ati "tin- industry’s shock troops ™ Alded
j by fat I' budgets, they haw intimate
political eouiiectinns !tt tin- ~d—and fed-
eral level. Off|C|aII¥ tin- agents bark
Met'arran. However* say,-, lleiuiis .lay. a
spokesman for the Nafional Association
of I'rofi-ssinnal Jnsitranee Agents,
“we're no longer following vith™ blind
faith what the big carriers want.”
Signs of the industry’s wanln% poltli
rai power are abundant In what lie-
MVs Vaglev calls "a major defeat,” tie-
[ndust_rK failed to derail the I'i<l Liabil
ily Risk Retention Art, which made it
much easier for businesses to self-in-
sure. Viigh-y has been tpii-tly exploring
a compromise on McCarran "A number
of our members feel iLs lieiiefits are out-
weighed by tin- political mischief it cre-
ates." be savs. The iso, meanwhile, re-
cently ,-u-iiouiieed that next year it will
slop |ssum(i advisory rales and instead
estimate future losses and related costs.
Insurers will then have to factor in their
own projections of profits and overhead
While critics claim that |.<o figures will
still facilitate price-fixing', the move is
likely to heighten rate compi tition
.Some of tin- industry’s most important
markets face an even more serious
threat: government takeover. The reason




is a big >inlt hi ‘im'li'In  viiw <
inull” tiinl el (T \r
r>>r*Lilitiii<> auw>| ill-all| insur
Aty 1 ImW I 1-- ilia a Vitllir

lari nfiiinii Ilian a- a iuiTs*ity,
even an I-1mt Ini it Insurers,
though, iliili't unlit lii m tiffin'd-
abli> Insurance In everyone. They
Hi'liliriaU’ly _ilini iniinati-  They
ehaigc  jmmiili* eyl 1" i
good ri.-ks relatively “law rains.
Hail risks, who am often poor,
am charged high premiums. re-
gardless of wi«lli« limy ran ul-
fiinl it. anil Uicy may la* denied
coverage altogether, The result:
riiilliniis of Americans witli little*
if any insurance.

lames M. Siuiic, former Mas-
niii'lmsi‘its insurance cmnmis-
sinner wine now runs a small auto insur-
er. says tie insurants industry "should
have taken tin- initiative” and wurked
with tie- government to develop a mix of
public and private mechanisms "In make
sum its pi'o-loet were available and af-
fordable in ali,* Instead, the industry
ignored the prohli-li. It paid little heed
to loss prevention and simply passed
costs to customers. Now, the auto and
health market-- am in such disarray that
demands am growing for government
insurance eoverinp everyone.

In milleins ‘amv. wiiieh produces -12*
of tin properly casually industry's vol-
ume, the  netus lor socialized insur-

VERMONT :

ontpelier, Vt., with its gold-

domed capitol and tall-spirod

Ichurches, makes an unlikely
headquarters for Kid "captive™ insur-
ers. These are paper vehicles created
by corporations, industry groups, and
nonprofits that have opted to finance
their own risks. Instead of sending
claims to an outside insurer, companies
with Vermont captives route them
here, usually to specialized claims-pro-
cessing companies. No fuss, no muss,
an'- no surprise premium hikes.

NY fly-by-nighters either. Among the
corporations with Vermont captives
are AT&T, Hewlett-Packard, and Citi-
corp. Montpelier also hosts the largest
number of risk-retention groups— in-
surance-buying pools enabled by Con-
gress in 1JSli for groups such as law-
yers who find it lough to gel coverage.

Why does Vermont, the state of ma-
ple syrup and ski hums, now rival Ber-
muda, the longtime home of corporate
captives? Because image-conscious
companies wanted a base free of any
offshore, tax-ducking connotations. In
IDTL.L Edward Median, director of cap-

;Ovthi. =

LAND OF

ance stems from relentlessly rising
claims costs and public pressure on slate
regulators to keep premiums low
Planned h\ losses, some insurers are
leaving the auto husiness. Others are
stiniini" down more had risks In large
urban slates with tin- highest costs and
premiums, notahly New Jersey and Mas-
sachuselts, drivers who can't afford or

iei insurance are relegated to "residu-

al" markets of last resort subsidized by
insurers and slates. New Jersey's state-
run residual market has half the state's
auln.N and a billion deficit

Auto insurers "re now pushing such
measures as broader no-fault laws mid

y & costs and subsidize poor

cheap no frills policies Hut some
uli--rvvi's feel these solutions do
not go far enough "If this situa
lion continues,” says <nun A
Knr-ter's Cheek, "1 don't see any
alternative to a government
takeover.” As states have to foot

» more of the hill for the bad risks,
observers feel, some will want to
insure all motorists. With monop
olv. power, they couhl control

risks
with premiums from g*cd ones
Stales that don't socialize will
still likely continue to subject in-
surers to low-return, utility-type
regulation.

The outlook for health mstir
era is also grim. Tla-ir market is
already a patchwork of public

and private systems. In theory, it make!
sense; private insurers, mainly life com-
panies. who get a third of their premi-
ums from health, serve the good risks
who can afford to pay. Through nn-di
care and medieaid, the government sub-
sidizes coverage for the old and poor
Nonprofit Him- (Yoss/Hhie Shield helps
the government by selling coverage to
all coiners.

minimum standards. Hut tin- arrange
moot is breaking down. (Jovernmei't pro-
grams have become more restrictive and
cover a declining portion of the needy.
And the loss-plagued Hiues are target-
ing better risks. This is raising the mini-

*

GREEN MOUNTAINS AND SELF-INSURANCE

tive insurance at the
state Banking K In-
surance Dept, in
Montpelier, and insur-
ance broker H. Lin-
coln  Miller began
transforming Vermont
into a haven for cap-
tives. State legislation,
in 1981, included low
initial capital require-
ments, an annual au-
dit, and a hefty dose
of self-reg Ration. Re-
sult? Vermont is now-
home to twice as
many captives as all
other states combined.
a boon. Vermonters
benefit, too. Last year,
the state collected some S| million in
taxes on premiums. And the business
lias created more than 100 jobs— not
had for a slate with only 500,000 resi-
dents. But most significant, says Mee-
han. is the required annual hoard meet-
ing, a boon to the tourist trade. "The
hoards of directors come for two or

TINT MONTPELIER IS HOME TO 163
CAPTIVE INSURANCE COMPANIES

four days, they stay in
the best hotel, do
some skiing or the fo-
. liage thing in the fall.
It really helps the lo-
cal economy," he says.
Other stales, jeal-
ous of Vermont's suc-
| cess, are trying to at-
tract captives. But
Vermont is staving off
the competition with
its telling combination
of attractive laws, ef-
ficient insurance de-
partment, and plenty
of skilled insurance
professionals.
Meehan expects two
new giant captives,
with over S100 million in annual premi-
ums each, to open this year. And “just
wait until the next [insurance] crisis,”
says Charles Tagman, a principal with
consultants Tillinghast in Boston. "The
number of captives could triple. Ver-
mont_will he the mouse that roared.”
By Laura Jereski in Montpelier, &/
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b<-r (if |n*Djili* without .overage, ikw 37
Mired Init then inflak' hiils for ciienl*
who an' able In pay. iniiuily employers.
Tn arrest skyrocketing contu, winch have
resisted years of ronininment programs,
<) nf all large employer* self insure
Most insurers serving the rest have heen
O« ratinj' in the m 1. They've heel) mi
ul).- in raise rates fast enough to keep
op with cost inflation. They're losing
market share to "managed care ' iucili*
ties such as hcaitli inainleimnce organi
zations. Anil they're losing big money on
their nwn iimos.

Things could got even worse. Ohio and
several other slates are considering
state-run health plans. In part to avoid
puking up the tal. for the uninsured,
many large employers such as Chrysier
Corp. and American Airlines Inc. now
support a federal plan. National health
insurance has always heen a political
loan shot, hut corporate backing could
change that. A federal system would not
necessarily threaten insurers. Their role,
lor instance, would tie preserved under a
In'! sponsored hv Senator Edward M
Kenned'. (I)-Mass.| that would impose
mininnim standards on employers and
guarantee similar coverage to others
through medicaid.

[tut critics, including many physicians,
claim the hesi, inavhe only, way to con
ten! costs and make sure everyone is

STATE FARM

y  dward K. Rust Jr. owns a
mmsoybean and cattle farm
mmnear Bloomington, II). But
when a hail storm hits, he wor-
ries less about beans than about
cars— millions of them. That's
understandable: As CKO of State
Farm Mutual Automobile Insur-
ance Co. he covers more cars
K an anyone else. State Farm's
20% market share dwarfs arch-
rival Allstate Insurance Co.'s
12% stake. Rust, the third gener-
ation of his family to head the
company, runs ajuggernaut that
sells good service at a fair price.

As a “direct writer,” State
Farm sells auto policies through its
own 17,000 captive agents, who get
10% commissions, compared with the
15% rate for independent agents. That
helps hold State Farm's expenses to
17% of premium income, against the
20% average for companies using inde-
pendents. Lower expenses permit low-
er premiums, and direct writers now
control 63% of the auto market.

MORI COMPANIES ARI DOING WITHOUT
COVERAGE—EXCEPT FOR CATASTROPHES

covered is to make the government the

sole payer They cite as a model Cana-

da's tax financed national health system,
which is far less expensive than that of
the I".S Insurers claim its quality is
inferior. Still, only 3" of Canadians fa-
vor a switch to a I'S.-style system,
while til'* of Americans would prefei
the Canadian system, aeroriling to I/mis
Harris and Endup polls,

THIN mafigins. Sotiidi/.ed health insur
ance would usurp insurers’ underwriting
husiness. except for excess coverage not

S HUGE HARVEST

The State Farm group, true to its
Midwest farm roots in the 1920s, sticks
to the basics. It supports its well-
trained agents with a handful of care-
fully designed products, including auto,
lif-e, and health policies, a reputation
for processing claims fairly and fast,
and a “Good Neighbor™ national adver-
tising campaign. Agents, in turn, pay
their own expenses. Although the com-

INAUTO

provided hv the government. Insurers
could serve as administrators, much as
they do today for corporate sell insur
its Km they would face henry rnmpcti
turn from the Klucs and noniiiMiranee
administrators. And they would lose the
income from premium investment. Says
David F, D'Alessiiialro. head of group
hi'tiit1l I'm" John limit Mutual life
Instilaat'e Co.: "Processing marpius are
very thin It's not a very good liumiions."”

Over the next few v.-urs, coiiipanies
with thin margins ma> consider them-
selves lucky, for they will at least he
alive. Thai may not he the case for do/-
eas. even hundreds, of their compatriots.

On the surface, the properly /casualty
husiness looks fit. The LIS-IX! price
hikes, coupled with investment gains
from (lie booming stock and himd mar-
kets, boosted the industry's surplus, or
net worth, to $117 billion. From a j3ii
billion loss in lits", net income jumped to
$12.8 billion in Hiss',

Kut appearances are deceiving. The
quality of the policies that the industry
is writin)' is deteriorating, Price culling
is rampant. To compeiisnte, insurers ar"
skimping mi reserves for future claims.
As a result, says Shearson Lehiiiati Hut-
ton Inc insurance analyst |Mayan 1).
fihose, current earnings are "grossly ex-
aggerated.” Famines. further, do not
reflect the danger that insurers wiil nev-
er he aide to rolled on claims against

INSURANCE

pany denies it, competitors say
that Suite Farm “creams off"
the best drivers.

Still, auto insurance is a tough
slog these days, even for State
Farm. Dragged down by $! bil-
lion in underwriting losses, its
auto earnings fell 31%- last year,
to $720.0 million. Rust says 1989
results will be worse. It also
faces a policyholder lawsuit,
barked by the Citizen Action
consumer group, alleging that
State Farm's conservatism has
shortchanged policyholders on
dividend payments by putting
twice as much into reserves as

the industry average. State Farm says
thi., is only prudent. “When it comes to
claim time,” Rust fires back, "custom-
ers don't want an 10U."

Weep not for State Farm, however.
As direct writers drive others out of
the auto insurance business, the mar-
ket could become more like an oligopo-
ly— with State Farm ruling the most.

1/ Jdiivid (hrisiiiji in U liiinnini/Inn. 111,



Millie Hy-by-night reiii-iii®i's wim |Hijiiei!
up during tin- last price war. That hit
say> 0Olilu,'nheiiiaT A Ci», analyst Mynu,
M I'irouh. cuiild he $1(1 billion

Losses from insurer iu.solveiieies are
already escalating. The eventual tah for
recent liguidation could lie as much as
SIM billion, much of which will have to
he picked up by state guaranty funds
underwritten by solvent insurers. For-
mer Colorado Insurance Commissioner
John Hotter has called the problem
"huge, growing, and ... unchecked.” A
probe of three failed casualty companies
by Representative John 1). Dinged (D-
Mich.) and his oversight and investiga-
tions .subcommittee revealed, lie says,
deadly mix of incompetence, greed, *
dealing, and fraudulent activity.” Tims*
practices, coupled with weak regulation
iiis staff said, "are disturbingly similar’
to those that produced the sV- crisis.

Life insurers are not iu much belter

shape. Many have been subsidizing
losses on new universal-life products
with profits from old whole-life policies.
Smiie arc precariously leveraged, ami
the quality of some of their investments
is dubious. "There are many companies
in deep, fundamental trouble.” says Rob-
ert McDonald, chief executive officer of
Lifel'S.t. a Minneapolis life company.
"People would he scared if they knew
what was happening.”
AN EARTHQUAKE? A WUVC of ilISII"ail
collapses could have a domino effect. It
could overwhelm often weak and under-
staffed stati regulators, drag down
healthy companies, and ultimately bring
on federal regulation. Many analysis
think a hair-eiirling shakeout is inevita-
ble, and would even be salutary, to
wring out overcapacity and other ineffi-
ciencies still burdening the dying cartel.
The industry would end up smaller hut
with a chance to rebuild its health.

l'ut looming down the road may be
some big bits for property'casually in-
surers that could make overcapacity
seem like a fciwler-beitder claim. If court
rulings turn decisively against them,
they could get stuck with much of the
$17.7 billion cost of cleaning up Super-
fund toxic-waste sites. A worst-case Los
Angeles earthquake could seek insure <
with a Slid billion bill. Savs Tillinghasv
Vice-l'ivsideiil H. Felix Kinman: "You're
talking about a sequence of events that
could topple the whole industry."

There isn't nuieh insurers can do to
prevent the quake hut pray. There is a
hit they can do to arrest lln-ir slow slide
into a permanent trlipse. It would re-
quire a heavy dosi- of enterprise, imagi-
nation. and luislh— in short, a cultural
revolution. Rut if insurers are to regain
anything elo.-e to their former power
andg glory they have no other_chaice
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COMMONWEALTH OF VIRGINIA

House of Delegates

RICHMOND

BERNARD S COHEN
21 S AFRED STREET QOURTS OF JSTICE

|
ASEBRIA VIFGIRIA 214 i CORPGRATIONS . INSLRANCE AN
April 30, 1986 LABOR AN COWERCE

FORTY-SIXTH DISTRICT

Mr. Bob Lembo
ATLA
1050 31st Street, N.W.
Washington, DC 20007-4499
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THE TRUTH ABOUT INSURANCE COMPANY LOSSES
BY

BERNARD S. COHEN

Insurance companies in recent years have charged that there
is a crisis in the medical malpractice Tfield, that there is
a crisis in the product liability field and that they are losii.g
money writing these lines of 1insurance. They have raised premiums
dramatically for thc?se and related types of coverage.

An examination and analysis of official insurance industry
reports 1indicate that they ace actually overcharging doctors
and other professionals on their malpractice coverage and businesses
on their product liability coverage. The analysis also indicates
that there 1is no crisis except the one that the insurance industry
has manufactured to scare doctors, businesses and consumers
into paying higher rates while insurance companies take in billions
of dollars and take in profits in the multi-millions of dollars.

In order to understand how they do this and hide the true
facts from the public it is necessary to understand the accounting
definitions of some te”.ns commonly used by the insurance industry.
The most important term to understand is "incurred losses".

To the average person, incurred losses is thought to mean actual

dollar losses paid o\if- by the insurance companies. This is

not so. The term 1is used to include possible future losses

and report them as current losses. Incurred losses 1is a composite
term and includes several components. The following equation



and diagram will be helpful 1in understanding how the tern "incurs <
losses"™ 1is used by the industry.
Incurred losses 3 (Claims Paid + Loss Adjustment Expense)

+ (Known Claims) + (IBNR) + (LAE)*

Actual
(i) dollars paid Claims & Loss Expense to
out for adjust those claims actually
paid.
(2) Reserves Known claims which have
for not yet been settled, litigated
Incurred/ or finally determined.
Losses ~
A Reserves Incurred But Not Reported
for (IBNR) claims.
(C)) Reserves Loss Adjustment Expense (LAE)
for

As can be seen, only component (1) reflects actual dollars
paid out by the 1insurance companies. Components "2), (3) and
(4) are "reserves" which each insurance company sets for itself.

- - v T\ -

Under the present system, if an insurance company wants to hide
income or report high losses, all it has to do is artificially
inflate the reserve components and report incurred losses which
exceed premium income.

The A. M. Best Co. of Oldwick, New Jersey, collects voluminous

It is technically more correct to state the formula as: Incurred

Losses ond Expenses = (Claims Paid + Loss Adjustment Expense
Paid) + change in reserves Tfor known claims, IBNR and LAE.

However, for clarity, the abbreviated formula and diagram are
shown.
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An examination of the data received from St. Paul Fire
and Marine Insurance Company, the largest writer of medical
malpractice insurance is equally revealing. In 1977, they received
S128.7 million 1in premiums and paid out S2_.7 million 1in claims
and expenses for occurrences 1iIn 1977, the year the premiums
represent. For claims for all prior years plus 1977, plus all
adjustment expenses, they paid out S5.1 million, jJust under
4 cents on the dollar. In 1978, they took in SL31.3 million
in premiums for 1978 occurrences alone and paid out S10.3 million
for all claims and loss adjustment expenses, just under 8 cents
on the dollar. (See Figure 2.)

All this information is contained in their Convention Statement
on file with each state insurance commissioner. The reserves
for losses and loss adjustment expenses were S13R.1 million
in 1977 and S20D.9 million 1in 1978. The 1investment income for
these years on their loss reserves is better than twice the
claims paid and the expense of paying those claims. (See Figure
2). It is important to note that when St. Paul Ffirst reported
incurred losses for 1975 in the medical malpractice line they
claimed they were S38.1 million. In their 1983 statement, their
current estimate of incurred losses for 1975 has been reduced
to S30.3 million” Their original claim for 1976 losses was
562.6 million; by 1983, they reduced their estimate of incurred
losses for 1976 to S25.02 million, a reduction of more than

537.6 mi 11 ion.



Figure 2
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The TFfollowing table shows that they have similarly overstate
their incurred losses by millions of dollars for every year
from 1975 through 1982.

Change In Estimate of Incurred Losses and
Expenses Between 1975 and 1982

YEAR CHANGE
1975 -5 7,744,000
1976 - 37,608,000
1977 - 43,010,000
1978 - 20,884,000
1979 - 47,518,000
1980 - 39,413,000
1981 - 40,531,000
1982 - 21,227,000
TOTAL -5257,935,000

Shouldn"t the doctors and hospitals who paid premiums based
upon 1incurred losses which St. Paul now says 1is more accurately
5257.9 million less than their previous estimates get a refund?
And what of the consumers who had the 1increased charges passed
on to them in the form of higher hospital and doctor bills?

How will they get their refund?

An examination of the data for general liability, which
includes product®liability, 1is also very revealing. The figures
for 200 selected companies writing general liability 1insurance
show that for the eight years, 1977 through 1984, they had 1income

of 544.676 billion; estimated 1incurred losses of 535.137 billion;



a-1 claims paid, including loss adjustment expense of S17.4L5

billion. Reserves at the end of 1984 were S17.719 Dillion arid
investment income was $7,853 billion for those years. In 198J
alone, 1investment income was S1.708 billion. What a way to

go broke!

Under the present system it is impossible or at least very
difficult for anyone who wants to check on the fairness of rates
charged by an insurance company for a particular type or line
ofinsurance, because tf insurance companies are not required
to report the breakdowns of the component parts of "incurred
losses”™ or other important details. Insurance companies should

be required to report:

1. A breakdown of each of the reserve components
and a rationale supporting the amount of reserves
they set;

2. Premium income by type ofinsurance;

3. Mumber of claims actually made, paid or closed,

specifying when the incident occurred and when
the loss was actually paid or closed;

4. The dollar amount of the clalmskvactually paid;
5. Reserve 1investment income.

Such truthful disclosure 1is the least we ought to require.



THE VIR@[MI A EXPERT ENCE

In November, 1975, the Rureau of Insurance prepared a report
on the scope and severity of the medical malpractice insurance
problem in Virginia. The report stated at pages 27-28:

While extremely large verdicts or settlements
may be a severe problem in other jurisdictions,
available data indicates that verdict or
settlement sizes has not yet reached crisis
proportions 1in Virginia

The report then documents the size of claims paid against
physicians, surgeons, and hospitals from 1970 to 1975, indicating
that of payments between 5100,000 and 5149,999 there were only
five; between 5150,000 and S249,999 there was only one; between
S$S250,000 and S499,999 there was only one; and there were no
payments over S500,000.

Although the November, 1975 data 1is now somewhat dated,
later information has been made available from the Rureau of
Insurance data on the disposition of all Virginia medical malpractice
claims. The information covers the period from December, 1976

through November, 1981. The total indemnity paid out Tfor medical

malpractice by insurance companies during this period 1is as

follows:

Amount Frequency Percent

Zero 2,002 73.4

S1I to 525,000 577 21.2

525,001 to S100,000 115 4.2

5100,001 to 51,000,000 32 1.2
Totals 2,726 100.0

Since almost three-fourths of the dispositions result in



the claimant getting nothing, it can hardly be said that the
insurance companies are waging a losing battle. Indeed, the
zero result disposition plus settlements or verdicts up to 525 ,0onn
constitutes 95% of all claims. Conversely, only 5% of all claims
result in 525,000 or more to the claimant. Only 1% of the claims
result in a recovery of 5100,000 or more.

Analyzing in more detail the 32 dispositions of 5100,000
or more shows the following results:

Amount Frequency

5105.000
5115.000
5120.000
5124 .386
5125.000
5130.000
5157,549
5182.000
$200,000
5250.000
5275.000
5285.386
5340.000
5350.000
5475.000
5525.000
5724 .000
5750.000

NNRPRPREPNRPRPPOONRPRPRPOWWNDNLEPR

Total Claim 32
Thus, we see that there were only twelve dispositions over
5200,000; only five were over 5500,000. The total dollar amount
for these claims is less than 58.8 million in this Tfive-year
period.
Additional Tfigures available from the Rureau of Insurance
for the period covering 1981 to 1983 are also very enlightening.

While they indicate that the frequency of claims have gone up



(there are now more doctors), most of the claims (78.7") still
result in a zero recovery TfTor the claimant. The Ffigures for
the largest claims actually paid (those TfTalling between SIf)0,nnn
and SI million), show a total payout of less than S5.5 million
djring this three-year period.

The distribution of all 1981-1983 closed medical malpractice

claims by size of payment 1is as follows:

AMOUNT FREQUENCY PERCENT
SO 3,275 78.7
S1.00 TO S25,000 678 16.3
525.001 TO 5100,000 180 4.3
5100.001 TO 51,000,000 27 1
TOTAL: 4,160 100.0

The breakout of che 27 closed claims in the largest category

total 55,489,953 and show a median value of 5200,000 and a mean

value of 5203,332. The actual claims listed in ascending order
are:
5100,083 5204,446
100,250 212,500
100,807 214,421
100,839 220,865
101,315 225,000
105,643 225,007
108,431 230,000
113,536 292,179
125,000 292,179
125,000 300,000
126,634 319,046
200,000 387,147
200,000 559,625
200,000
Total: 55,489,953



It is interesting to note that of the 4,160 closed claims,
the St. Paul Insurance Company has 2299, or 55*; the Virginia
Insurance Reciprocal has 1132, or 28*. Thus, the two largest
medical malpractice insurance writers 1in the state had 83* of
all the closed claims. Since only 16 companies reported any
closed claims for the three-year period, it is apparent that
there is very little competition in the medical malpractice
underwriting business 1in Virginia. This enables St. Paul to
control the market.

The Tfigures in the largest category also show that capping
claims at S1,000,000 1is unjustified and has _no effect on the
insurance premiums paid by health care providers.

Remember, these figures are a census of all closed claims
in Virginia for the periods shown; they are not samples or surveys.
During this three-year period the carriers writing Medical Mal-
practice 1in Virginia earned premiums totaling in excess of
S100 million. Ever; if we assume that the 885 cases 1iIn which
something was paid were at the top dollar amount shown 1in each
category range (we know it is actually less), their earned premiums
are two and one-half to three times their payout. Examination
of A. M. Best®"s Casualty Loss Reserve Development Tables shows
that nationally the ratio of total claims paid to total premiums
earned is only 24.7* for St. Paul in the medical malpractice
line. Compare these reality figures with the premiums being

charged by the carriers and you can readily see that they have



created the fiction of a malpractice crisis enabling them to

overcharge health care providers and their patients.

THE 1986 "CRISIS"

In 1986 the casualty insurance industry is again claiming
dramatic losses and they are demanding that claimants rights
be limited and in some cases be abrogated. Rut close analyses
show that they have used the same accounting methodology to
manufacture the crisis and are attempting to mislead legislators
into enacting unfair measures to curtail victims rights, so
that they may move onto even greater profits. That is not to
say that their profits did not go down in 1985. They went from
years of astronomical profits to a year or two of ordinary profits
which would be the envy of almost any other business.

But, the cause of the drop in profits was not excessive

jury verdicts as they would have you believe. Rather, several
factors combined to cause profits to decline. First, there
was the dramatic decline in interest reteé&. The premium reserves

which the 1insurance companies set aside to pay claims? were able

to earn enormous sums during the era of 15s; to 217 interest

rates. Now that yields on government securities and certificates
of deposit are down to 7% to 9%, their 1investment income has

been dropping dramatically. Second, during the high interest

rate period the carriers were competing to get premium dollars
quickly so that they could earn the unprecedented income available
from high interest rates. Some carriers were not as careful
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in selecting the risks they would write nor did they charge
the premiums which their underwriting department said was naces-i my
to cover the risks they were writing. As interest rates fell
and as claims increased from the poorer risks they wrote, under—
writing profits declined. Instead of responding with careful
consideration, the 1industry over reacted, engaged 1in wholesale
cancellations, refusals to renew and renewals with premium increases
of 200% to 500% and even more.

Another factor also added to the crisis of unavailability.
The London reinsurers put the squeeze on the American carriers
by refusing to reinsure the risks they were writing. Reinsurance
is an essential part of the insurance business whereby insurance
companies spread the risk of their exposure by reinsuring part
of the risks they have written with other carriers who specialize
in reinsurance. Lloyds of London 1is the most well known of
these reinsurers. The London reinsurers let it be known that
they wanted the American tort system changed to curtail the
principles of liability which we have carefully put in place
in this country to give full access and real justice to persons
injured by another person, company or product. The American
companies, eager for ever-greater profits seized the opportunity
to change the system to curtail the rights of injured persons.
They joined together to cripple the tort system, blaming high
verdicts, jJudges, jJuries and important principles 1in the American
system of jurisprudence for their declining profits. To the

uninitiated who do not understand that "incurred Jlosses"™ is

12



a prediction shifting on the sands of time, this presented th»
insurance industry with a golden opportunity to again add insult
to injury by attacking victims rights.

In January of 1986, a trade group Tfor the insurance industry,
the Insurance Information Institute, claimed that the 1industry
would 1lose S5.5 billion in 1985. But an analysis made by Robert
Hunter, Tformer Federal Insurance Administrator 1in the Ford and
Carter administrations, showed that the claim was "misleading
and fraudulent”™ because’the industry did not include S6.5 billion
of realised and unrealized gain on its investments, nor did
it include federal tax credits of S3.5 billion. With a straight
face the industry even included 1in losses, S2.1 billion paid
out 1in dividends.

Abba Eban once said that "propaganda 1is the art of persuading
others of what one does not believe oneself.” The 1insurance
industry 1is a prime example of this. The sophisticated investor
and the stock market evidence the industry®"s profitability while
they shed crocodile tears over their "incurred losses." Investors
are not TfTooled™ by this accounting system which counts the prophecy
of tomorrow®"s "losses" as today"s payout. During the last ten
years the index of the leading property/casualty insurance stocks
rose by almost 500%, while the Dow Jones Industrial average
did not even double. In 1985 the 1index of insurance stocks

rose more than 50%, twice as much as the Dow Jones Industrial

average.
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One of the most effective ways to combat these overcharges
is to require the 1insuraee carriers to report actual loss data
on a closed claim basis. Also, health care providers should
consider suing the carriers to recover the overcharges; 1in 1081
this strategy resulted in a recovery by California doctors from
Travelers Insurance Company on a breach of contract basis.
Recovery for one year was S6 million and a reasonable estimate
is that eventually more than S50 million will be recovered.

Concerned health care providers and legislators should
resist the impulse to tackle the problem of high 1insurance rates
through Ulegislation which would deny or limit recoveries by
injured victims. Denying Tfair compensation to those who are
the victims of malpractice merely adds insult to injury, nurtures
ill will and hostility between professionals and their patients,
and does not comport with any sense of fairness, justice and

equity.

14



DoctorsWho Marm and Kill.

hat was the rea tlon In Da}/tons and hrs tr atmen(t of cancer atrents
By Harvey F. Wachsman me ical commumt Wasl out f ‘QIS

red o I
? eck, L. n at toctd trrvra Ffeod the ro(b- Pnaj hogn% tereathh]ght 0 ceancReerVT?s ... And
gkdoctorhper orms sur r} I]em an treate It were

the sexuaS\ or§an% of There jiare regort 1

wi
tors who ex- hec illa ewskl a 66- et awa
# A Women wlihout their mrne Women who 8 en through ectrcut rest noaed:[h 9 y
onsent. The proce- f

d
. orre rocegure 0 ysician, @a as” [lavin .
\ % 8ure toAI Unheces- g nd Sl sar see d gﬂ aInPrt iz rectltumor later with a
ool you Butthey id not Wink and

sar ithout an e,
medlcal bsts ruht ves ost 28 éﬁ rathe than ob atnrﬂ treatmenthr
ehospt nowsa out It t. Elizab thsarged and abetteda would have ha percent suce ss
ot er n the unr hh evsr lan who used the sanc |ty 0 tqat , She visite evici, whom
nowa owever n o |r os |ta ho malm women, heard on r r rogram
on heha ofthe atrens treatment

continugs A gﬁ Orm this roce tOl' 8r)ljntelnh/as ethetnthhsnh)hg/s(leIﬁInS ad CI%Sastlr?]ent I'[gl

smile.

a mixture of'se-  It’s not therrJob orthey on't have

v profession I

women. ve two ec tien enjum an ot er c’he |cas noneo an wr to discip]i H icians.
Hg rh) |t out consent, ,n ]ﬂ?&th? dean of the Ioca1 medi- h prov ?1r the Foo Isavem gfrev oa[
oesan tgo ca scp narep ot to t ecrt |n| % (J tcense oct rs n 59 ate
ortu atelly thrs as nishing'and edrca socretg saifo feBroce urg r.”Revici dtol ISCIp f]net em, \ tare-
c ng story IS tru e Even moeu“ that twals dically unfolinded ar\ Mrs Z tumor nt oin TEJf? proper are
ortundte, the Inag ity or hF nwill- a re utta tote ay or wou on (qdods 8 ppeared. She  often un rstaffed, some mes ect
Ing nessq;]rt (e |c establishment n|t exrs nce. - die em nexa Io ortrca ressures 50 etrme
0 stop 0c t? rom eng gﬁpcrln pnar n er e ro alawsurt the h ano herp siclan show t at tant o mak ewaves Al too
mmolal, unprofessional, Unethica cret not |n ec ncer 8 shank In act It tthe err ot the srcLeO |vrn9
Ot er p vsr |ans requ g %w Iprown ramatic spread "t p C3{src|an a rea han pro
(E repor p pe% li B t rY ac ured her spine and te h? atients ve
HEALTH CARE: vr% ?at th”he gver tréhcst sorch(e)t vrﬁus caldse grrsea 0, the Ne York State srcran%relncmreﬂ%( abcoclgr t
For Ho One ever ?ace din ofvtorsasaf%ou Heatﬁ lpa?t ent . char eh Br haeyAmencan edrca ool (\h(}
An Occjmonaf Series .t was not uH Some 0 urt's  Revlcl with fraudulent ractrce Relrcentt ercent of th %[n]areaco
vinum brogptlawsurts andt a- ross Incompetence and groas negll-  hol- 0 |m(p alred. |gs0
taadant pubficity uncovered these genc ent Cprxrmate - to
IIIe%aI and Hfe-threalening behavior scandalous events that anyone began h) sr ast ‘year,
nco nPnB toBa ttention. t\rﬁg ever about |crans st
es urt aDaytdn Oh rt Was frnaII forced to re- ened’> 5 err ses ncu tose\iv
obstet c ﬁ necolo st Who |g%s nse to ce m dicine, r. Revicl ave co cnmr al acts
come o own as ove ur er re e ov- ][ med .ou ratk onres
enmena gery on ernoro 10 an c W - the medica eron reco rse sthe Ie

eon
dredjs o&wgmen If outt errc oard. |s vrctrms are scarre 8 F ecgme
sent over reauma |s |fe a N man n%a%s voate o icin or the medica| plro

rocedur esigned to enfan use sth d elr s}he New Y rk State Board of Re-  Sion. tﬁq Xctrce awyers
elrsexh est rouggp rgery on th fh éj iving a comfort-  gents WTzlc srcra dS In copet ep)rosecuto
h & hte sur- g, ort ers a. h%ﬁ &evv York, place rs% %afear-o state overnments won't. mak

ni
clitor
g eélsafn lqure ewome Causl ? ne rfl 00 |zed to fils victims. EVlfl‘ on frveveamealcme Anlt E %hEaC(%Htepé EHF[e(lj'Ig'pa Ssﬁgoherlh]mtent
o ¢

|na ng h ﬁnr - stor nh, seem shock- p] (‘1
cat rre arab n}e pr |n | snotanu o nce or one, voted to revo oul %rees can mvestrgate
er a s worst urt ew York srcran has  {is G|cense of er m mEer |caI ap es | overtrkmerl(tIn ds

15.SUr er h’i been usrn nunp 15) anc ure oar uccumbe tot |n certan nvestr
thhut éherrco L, anjfdhd” zrn IVes o? oo{tsc{ Fevrc paprﬁnortery tg mora }yreprﬁ thg F épsraithces that

wereu genera anesthesia for en- s ate cancer patrents ered.nog hcra explariation too pace e cas ave de-
trrgy er  reasqns. ora eY as been allowed to pul
(edr%l Center, arn |n 9the Joyr- %eo les |ves In, Jeo ar or yedrs. Perh(adps the pverq ent sgouéd li-
where e er ore e(s rolche naot mercn ﬁocra ?arn It a til he w a cene ctors. ter standards of
dures, knew what ew oin tion, re errrng to manuel evicl p death the amrg
o neo |s vrctrmst t he ca

edical care be the nlg
% rom State tosate ﬁ” there saou
cscrutrny and his met ea centr Irz authority to enforce

mem €rso hSSUf |ca team kﬂEW
E%)?_t £ W&S wrote a

ven
Qut It In fr? Sur er gp question. In July, the U ﬁ

t hh k
Oldjprgat{rp ] 41 S %onf e b % s g
t° srrrp rg't'aa IS covernnen otce s%tr t kg g o t%aba%atahtt
8mrtte |n tracem]a IS hook hould H\/P e 0 |c of Profes- Sh 18 e outra ed ste

at in ases ehadn'treceived SNOU sron elca onduct eauthont at aIIows ever a ew uac ds
onsent |spat|ens license at ISCI&) srcr |n Ne %ar |atans to e}ctAce edicine.
or fat 03 $ |vec oneo us g”sr 1ans
edic tﬁes of err fami hesd 51 trajg

at doc ors t|ent ) e

ont re
octors. %nd medica

%F Wachsman ﬁea hySICIan . socie
ctlc s pre physicians. act IS ? ri T?
S tscpn uct of other  tion. After all, everyone's life 1s a&l

0 a-
d socities say  stake.

0 GOCIOTS men IOﬂS



TheUninsurabies

By Imre N emeth

Uninsurable is a label branded on
more and more people. As health
care costs rise, insurance providers

are logking for ways to cover them-

selves in a'very volatile business..

People with heart conditions, can-

cer, other serious illnesses orjust an
all-around broken-down body don’t
fit into the system.

Lucky enough to fit under the um-
brella of a corporate health plan,
those who have had some major med-
ical catastrophe in their pastare able
to getcoverage. Unfortunately,_a_larﬁe
group ofcastaways seemsto fitin the
individual category.

In this area, it’s easy foran insurer
to print “rejected” onan applicant’s
form. It enhances competitiveness
and keeps costs down forJ)eopIe who
don’t get sick or trampled under the

pPForerr-orr- nr*

Weak ol FebWSKA JOURNAL OF COMMERCE &PACIFIC RIM RE ORTER Page 15

Coghill S bill would create high-risk pool

foot of calamity. 'I'llus, it’s good for
the rest but, due to economic con-
cerns, cancels out anybody else.

Abill Sen.Jack Coghill (R-Nenana)
introduced this session would give
these uninsurables another option.

Senate bill No. 304 would create a
risk pool for this group. It would pro-
vide “access to disability insurance

coverage to all residents of the state
who are denied adequate disability
insurance coverage forany reason or
who are otherwise considered unin-
surable.”

Insurance agentBruce Moore, pres-
ident of the Southern Alaska Life
Underwriters, considers the bill one
of his pet projects. He feels the issue
isofgrand importance notonly to his
industrh/_butto clients ofhis that fall
under this category.

‘Rather than place high-risk indi-
viduals in the same group as others
taking outplans orhaving them face
exclusion, this would incorporate
every individual into one pool. The
risk for this wouldn’t the concen-
trated responsibility of a single in-
surer but spread evenly among all
the insurance firms providing health
coverage in the state.

~ “Weas an industry would be ﬁick-
ing up the tab,” Moore said. “I think
it’s important that our industry do
whatitcan to support this big prob-
lem. It’s a very positive solution."
Under the bill, which according to
Moorewas written toinclude as many
hypothetical situations as possible,
those in the pool wouldn’t pay any-
more than 50 percent more than the

KIRABROKERAGE AND AFHLIATES

average health insurance premium.

The bill is modeled after a similar
program in Washington state. So far
17 states have adopted legislation
creating like pro%rams. _ _

The Iproblem ofthe uninsurable is
fairly large. There is the possibility
thatemployers may refrain fromhir-
ing somebody who would cause their
health plans problems in the future.

Moore said there seems to be quite
a bitof support this time around for
the high-risk pool. _

“The concern is what if the losses
become too high?" he said. “What if
the 50 percent premium cap is not
adequate?” _

These are questions nobody yet
knows the answers to. It isn’t even
known %/et how many people are out
there who would be eligible.

“Your Leasing Specialist”

* Automatic approval for Medical Practitioners
(starling from $10,000 and up)

* Sell-Buy Lease Backs
* Direct Leasing

= Vendor programs available



March 27, 1989

Senator Jack Coghill
Capital, Room 30
Juneau

From: Jan H. Soloy
P.O. Box 872801
W asilla, Alaska 99687
376-3813

Subject: High Risk Health Insurance Coverage

| have been an Alaskan resident since 1981, prior to moving here 1 worked as a
Registerd Nurse in the speciality areas of Coronary|intensive Care. The reason

1 relocated to Alaska was that | married a man that resided here. We have two
sons,Matthew is seven and Sam is 3. We own and operate a helicopter company that
is based in Wasilla. The past eight years we have built the company from the

size of one machine and one employee to five machines and 25 full- time and
seasonal employees. Chris and | are active in community youth activity programs
and we,sponsor youth sports in the area. We also have decided to donate a piece
of needed equipment for one of the schools in this area each year that we can.
We are firm believers in local business and individuals supporting the community.

For twelve years | have lived with a condition called Multiple Sclerosis. Although

| am lucky and have been very stable., living and coping with a disease like MS

has been a challenge in many ways. | have had the opportunity to be in laige groups
for health insurance coverage, that lias changed now because of some changes in
federal law and company policies of the group we are in. We have group benefits

for 17 more months and if it werenll for the fact that our coverage i_ in Washington
and not in Alaska, | would be out-of-luck and be without any comprehensive coverage.
Because the Washington legislators saw fit to pass legislatjon that savs that if
you lose group coverage you must be guaranteed conversion to an individual plan,
regardless of your health status.This goes beyond the COBRA law. Therefore I'm
luckier than most with a high risk condition in a non-group situation. | have

some basic coverage for general medical care. Nothing for Skilled Nursing Facilities,

Hospice, Rehab., no catastrophic coverage at all. I'm grateful for the law in Wa.
but I live in Alaska now. | have been turned down for insurance before but went
back to work in a large hospital, | have been aware of health insurance problems,

now that awareness is reality. I'm one of the 15 million in this country and thousands
in this state alone,that because of a preexsisting condition is underinsured.The
numbers for uninsured are much greater.

| have copies of several pieces of legislation on this topic,that have been introduced
in the Alaskan legislature this year and one in 1986. Granted this is a national
problem but experts agree that we are at least 20 years away from solving it at the
national level. Indeed,the trend for solutions is at the State level of government.
Twenty states have passed ard put into effect laws which have created some version

of a High Risk Health Insurance Pool. This number grows each year, fifteen more,
including Alaska have introduced bills dealing with this issue. Yes, the states lose
money but without this coverage another group of indigents:'are created. That has a
fiscal impact on the state also. Only Multi-millionaires can afford to be without
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health insurance. One should not have to get a divorce or relinguish all assets
to be eligible for medical benefits.

This is a problem that faces many people in Alaska. | have been in contact with

the Heart, Diabetes,Lung and Epileptic Associations,MDAjCancer S>ciety and several
Senior Citizens groups among a few. 1hey are all in support of state health
Insurance for people that have been refused coverage for health reasons. We all
“realize that tnis insurance is costly, with large deductibles. | spoke with

several that would be able to pay this, with some effort on my part ai>d others

you will be hearing from constiguents on this. In the meantime, 1 believe it is
time for Alaska to address this problem. | am aware of The Budget problems we face
but if 20 going on more states can find ways to resolve this problem despite their
varied problems, then | believe Alaska can too and will. Mike Losow of the National
MS Society informed me that Alaska had introduced some of the best legislation
ever designed to dissolve barriers®.-to health insurance coverage for the chronic
condition groups. This made me strangely proud. 1 told Mike that 1 felt we would
do more than design and consider.Thetimeisnow to makethis a legislativepriority,
even in the face of oil prices.

Furthermore, there is no sector of private business that can solve this, we have no
one to turn to but our government. Government that was formed, among other things to
protect and promote public health for everyone, not just the unfortunate but the
middle]class group and upper middle-class.

I support state sponsored and created High Risk Health Insurance. Please consider
introducing or supporting legislation that would allow access to health care for

the ones who " fall through the cracks".

I would like to hear from you, yourthoughtsandhowcloseyou feel Alaska is to
passing this type of legislation.

Respectfully,

Jan H. -Soloy

cc: legislative offices
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February 15, 1990
Anchorage, Alaska Have A

Happy Day

Senator John 1B Coghill
P.0O. Box V
Room 30 Captil Building

Juneau, Alaska, 99011
Res Senate Bill #304

Uninsured and Catastrophic
Dear Senator John Coghill: Medical Coverage, Etc.

We liavo just been advised that you are in suppost of Senate Bill #304

and we are in support one hundred per cent on this bill, and hoping that
it passes the Senate as the unisured and catastrophic individuals have a
very bleak existence having to contend their sickness along with worrying
about medical coverage, we Imow full well on this issue as we carry a group

policy at our business , but we are dropping employees all of thetime and
our group will not cover under 5 "persons on their group plan andnone of
the other companies we talk towill cover either, consequently we have a

follou on the policy that will be unisurable when we drop the plan and he

will iDe unable to convert to a single policy as they say he is uninsurable
due to being a 30 year old diabetic and he will have no coverage, whereas
everyone else will be able to be covered as they are HEALTHY individuals.

Certainly do appreciate your efforts in the aboveforesaid Bill and wishing
you much success during this legislative session.

Sincerely,

Norman and Shirley Presotn
901 East 15th Avenue
Anchorage, Alaska 99501

SP:s
Enel:

01 E 15h Arenue » Anchorage, Alaska 99501 « Foe 277-3331



SUBURBAN
PRINTING

February 6, 1990

Senator Coghill
P.0. Box 55028
NOrth Pole, Alaska 99705

Dear Senator Coghill,

I have a medical condition which apparently makes me uninsurable.

I have recently attempted to obtain adequate medical coverage and
have been severely ridered because of my current medical condition.
I know that there are many others that have the same fate as 1.

I would like to express my support for Senate Bill 304 as written.
I have recently reviewed the bill and feel that the creation of

a "high risk pool™ would be a benefit to all concerned. The State
of Alaska, the insurance companies involved and certainly the
Alaskan participants would be better off as a result of this bill.

Please contact me for any further support that you might need.

Sincerely,

H. Lamar Gray

7703 Arlene
Anchorage, Alaska 99502

521 W. 4lst Avenue Anchorage, Alaska 99503-6635 (907) 562-2911



7an Maslyk
2220 Tasha Drive
Anchorage, AK 99502

November 22, 1939

Senator Coghill
P.O. Office Box 55023
North Pole, AK 99705

Re: Support of Senate Bill 304 as written

Dear Senator Coghill,

My dependant child has a medical condition which apparently makes
her uninsurable. I have recently attempted to obtain medical
coverage TfTor her from two 1insurance companies and have been
rejected by both because of her current circumstance. |

understand that there are many Alaskans whom share my situation.

I would Ulike to express my support Tfor Senate Bill 304 as

written. I have recently reviewed the bill and feel that the
creation of a "high risk pool”™ would be a benifit to all
concerned. The State of Alaska, the insurance companies 1involved

and certainly the Alaskan participants would be better off as a
result of this bill.

Please feel free to contact me for any further support that you
may need.

Sincerely,

Jan Maslyk
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WHAT ARE RISK
POOLS?

NALU POLICY

SLR 88-20
June 1, 1988
* SPECIAL *

RISK POOLS FOR UNINSURABLES

The charts and information provided with this
SLR were in large part compiled by an organization
called Communicating for Agriculture which has been very
involved in the risk pool issue since 1975. We thank
them and the other organizations who have provided
information to NALU and who continue to provide infor-
mation on this important issue.

Among the uninrured are those who have been
denied insurance coverage for reasons of poor health or
who have been offered insurance policies with extremely
high premiums or with restrictive exclusions for pre-
existing conditions. For some of these people, money is
not the barrier to health care until such time as large
medical bills drain their resources.

In 15 states, high risk individuals now have
access tohealth insurance risk pools. Under such
programs, health status 1is in theory eliminated as a
barrier to the availability of health iInsurance, since
insurance 1is available through the pool.

Clearly, risk pools do not eliminate all
barriers to the availability of health insurance,
because the insurance obtainable through pools is expen-
sive. Nevertheless, advocates argue that this availabi-
lity of insurance helps to create a principle that
svetyuns should nave tne opportunity to purchase health
insurance. Second, they argue that health insurance for
high risk individuals does address one small segment of
the Ilarger population of uninsured individuals.

NALU supports the passage of enabling legisla
tion in all states to create reinsurance pools or other



mechanisms to fully spread the risks associated with

insuring those persons now denied access to adequate
health insurance.

HIGH PRIORITY The issue of state pools for uninsurables is a

ISSUE , high priority item of NALU"s State Law and Legislation
Committee. The Committee has been working toward the
enactment of legislation creating such pools 1in all
states.

PURPOSE OF To provide information to all recipients of

THIS SLR the State Legislative Report and to urge those states

currently not providing a method or mechanism for unin-
surcbles to obtain health insurance to consider taking
steps toward the eventual enactment of legislation pro—
viding for such pools.

BASIC DESIGN The basic design of a risk pool 1is to guaran-—

OF A RISK POOL tee availability of adequate health 1insurance to all
individuals, regardless of their physical condition.
Although the operation of pools varies considerably from
state to state there 1is a basic pattern. The state
generally forms an association of all health insurance
companies doing business in the state (proposed federal
legislation would permit inclusion of self-insuring
business in this association). One organization is
selected to administer the plan under the guidelines for
benefits, premiums, deductibles, etc. as set forth in
the state law. Individuals then are able to purchase
insurance from the plan.

COVERAGE Risk pool policies do provide a fairly compre—
hensive package of benefits. Unlike many private indi—
vidual policies that do not cover physician fees, risk
pools generally specify a minimum benefit package that
includes in-patient hospital services and services ren—
dered by or at the direction of a physician, as well as
some skilled nursing care, home health care, and
prescription drugs.

Normally a choice of deductibles 1is offered,
rang in-,, from as low as $150 to as high as $2000,
resulting in substantially different premiums. Some
form of pre-existing condition restriction has been
deemed necessary, if only to prevent individuals from
enrolling for insurance only after they need medical
care. Most pools have a six to twelve month waiting
period for pre-existing conditions. However, some sta—
tes allow a waiver of this waiting period through
payment of a premium surcharge.



COST OF
INSURANCE

PAYING FOR
THE POOL

IN SUMMARY

Cost remains the biggest barrier to obtaining
health insurance through risk pools, since insurance
provided to high risk individuals must obviously be more
expensive than that for standard risks.

While these premiums are high, they would be
even higher 1in the absence of state imposed limits that
cap premiums at no more than a fixed percentage (usually
about 150%) of the standard individual premium in the
state.

One state has taken an additional step to make
risk pools more accessible to the poor. The Wisconsin
legislature in 1985 passed legislation appropriating
funds to assist low income policyholders 1in paying
premiums.

In theory, premiums are to cover the majority
of claims paid by the pool. In practice, hov/ever, pre—
miums are generally insufficient, because of the premiunm
cap and the poor health status of the insured indivi—
duals. Accordingly, the losses incurred are compensated
by assessing the members of the pooling association, in
proportion to their share of the state health insurance
market. In most states, these pool assessments are sub-—
sidized through rebates on premium taxes or other state
taxes.

Experience in most states indicates that the
plans lose money over the course of a year. While
losses can at times be large, the cost has been in the
range of 1% of the total amount of premiums collected
from all health insurance policies sold in those states.

Over the last couple of years, several other
approached to funding have become available. At least
one state has decided to simply pay all losses directly
out of state general funds, thereby foregoing the

assessment totally. At least one other state has placed
a tax on hospital patient revenues to raise the funds
necessary to support operation of the program. There is

no doubt that several other options will become
available in the near future as more states consider the
program.

No one can reasonably claim that risk pools
will solve the entire problem of the insured, since the
reasons for this lack of coverage are enormously varied.
Some people are left vulnerable by limitations in
Medicaid eligibility; others are employed by firms that
do not offer health insurance; still others are left
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without insurance after becoming unemployed or losing
dependent coverage through a spouse; some take the risk
of not purchasing insurance although they can afford it.

Risk pools represent a small step in reducing
the uninsured population, or at least that segment of
the 1insured that 1is not poor but could become poor when

faced with major medical expenses. These plans,
however, provide no comprehensive solution to the indi—
gent care problem. Risk pools simply encourage and

assist individuals 1in purchasing health insurance.
Those who cannot afford to purchase insurance will in
most cases not benefit from the pools.

The remainder of this SLR contains information
on specific state programs showing the status of
legislation creating comprehensive health 1insurance
pools and describing the main aspects of a particular
state"s pool.

The final attachment to this SLR 1is the Model
Legislation adopted by the Nauional Association of
Insurance Commissioners. Immediately preceding the NAIC
Model 1is a brief synopsis of the model bill.

For further information please contact:
Roland L. Panneton, Counsel, National Association of
Life Underwriters, 1922 F Street, N.W., Washington, D.C.
20006, (202)331-6023.



SYNOPSIS OP MODEL

The purpose of the NAIC Model Bill is to esta-
bish a mechanism through which dequate levels of health
insurance coverages can be made available to residents
of the state who are otherwise considered uninsurable.
The bill would establish a state "association™ or pool
in which all health care financing mechanisms (insurers,
non-profit service plan corporations and HMOs) would be
members.

The pool coverage consists of very broad,
comprehensive benefits with a choice of "high™ and "low"
deductible. Each state 1is cautioned that the scope of
coverage may not be appropriate. In such case the bene—
fit levels should be adjusted.

By definition, a pool consisting of unin—
surable risks will necessitate premium rates substan—

tially greater than applicable for standard risks. The
t 11 establishes an initial maximum rate of 150% of
applicable standard risk rates. Thereafter rates are

expected tu fluctuate according to experience, however,
in no event shall rates exceed 200% of standard risk
rates. The 1initial maximum rate of 150% is admittedly
inadequate for the risks insured, and the 200% maximum
will prevent the rates from becoming prohibitive. Pool
losses in excess of the 200% maximum rate will be
assessed to each member of the pool 1in proportion to the
volume of business done 1in the state. Eligibility for
pool coverage 1is not established by criteria such as the
incurring of a catastrophic condition or the expenditure
of a prescribed amount of earnings for health care.

Such criteria may not apply equitably to all unin-
surables and may neither be cost efficient nor practical
to administer. Practical considerations of price will
serve to discourage individuals from buying pool
coverage when it is available to them 1in the standard
marketplace at a lesser rate.

For obvious cost containment reasons, the pool
coverage 1is the coverage of "last resort"™ and it does
not duplicate coverages from any other source, private

or public. The mechanics of the pool, its operations
and functions must all be established under a plan
approved by the Commissioner. The pool is subject to

the requirements of the insurance code as has the
general powers and authority of an 1insurer licensed to
transact health insurance.
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MODEL HEALTH INSURANCE POOLING MECHANISM ACT
Table of Contents

Section 1 Definitions
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Section 7. Collective Action

Section 8, Taxation

Section 9. Effective Date

BE IT ENACTED BY THE STATE OF (insert state).
(adapt caption and formal portions to local requirements and statutes)

Statement of Principles

The State and Federal Health Insurance Legislative Programs (B6) Task Force was charged to
develop model state legislation for the establishment of health inSurance oollngI mechanisms
for uninsurables, The Task Force has developed the attached Model State Health Insurance

Po_oli_ngi Mechanism Bill and recommends its final adoption by NAIC subject to the following
principles:

L o Adoption of the model bill does not constitute NAIC endorsement of the pooling conce
noris it recommended fbrenactment in all states. Each state is urged to determine, throu%h
independent study, whether a pooling mechanism is needed and whether enactment of the
model would be cost effective.

2. Enactment ofthe model bill by states is not recommended unless and until a viable solution
IS secured, through federal law or otherwise, under which pools for uninsurables can operate
on a universal basis including all health care fmancm? mechanisms. These_ recommen-
dations and R[lnmples are consistentwith NAIC strategy for alternative _ionational health

insurance which embrace the interrelated goals concerning the federal ERISA preemption

E)r_oblems, state _poolln? mechanisms, adequate health insurance availability and cost con-

ainment. The interrelationship of these ‘initiatives is exemplified by the ERISA barrier

to universal participation in such pools and overall concerns about health care cost
containment.

Although much has been ac,comp,llshed with the enactment of P.L. 97-473 subjecting multiple
emPone_r trusts to state LL_JfISdIC lon, and by the adoption of the NAIC model *Jurisdiction to
r>etermine Jurisdiction” bill, these measureS will not, in and of themselves, establish universal
participation in state pools for uninsurables.

Uninsurable pools ma%/ not be needed in every state, nor present the i.'ost effective answer to
questions of availabili ? of health insurance in"every state. The establishment of such programs
IB costly and their cost effectiveness should be wel?hed in relation to whether there 1s a dem-
onstrated need for a pool in a given state. Their cost effectiveness can be substantially impaired
in the absence of universal participation, for without the inclusion of self-insured plans, the
financial base necessary to support the pooling mechanism will tend to progressively diminish.
The purPose of the attached model bill is to establish a mechanism throu?h which adequate
levels of health insurance coverages can be made available to residents of the state who are
otherwise considered uninsurable. TTie bill would establish a state "association” or pool in v.nich
all health care financing mechanisms (insurers, nonprofit service plan corporations, HMO’ and
self-insurers) would be members.

Ceynedit NAIC W4 145-1
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The pool coverage consists of very broad comErehenswe benefits with a choice ofa "high”and a
"low" deductible. Each state is cautioned that the scoB_e of coverage may not be appropriate. In
such case, the benefit levels should be adjusted, or the bill should include the Alternative Section
6. under vhich the Commissioner is authorized to establish by regulation actual pool benefits
commensurate with the prevailing levels of group coverages provided in that state.

By definition, a pool consisting of uninsurable risks will necessitate premium rates substantlabl(y
greater than applicable for standard risks. The bill establishes an initial minimum rate of 150%
ofapplicable standard risk rates. Thereafter rates are expected tofluctuate according to experience

however, in no event shall rates exceed 200% of standard risk rates. The minimum rate of 150%
Is admittedly inadequate for the risks insured, and the 2009 maximum will prevent the rates
from becoming ?rohlbmve_. Pool losses in excess of the 200% maximum rate will be assessed to
each member of the pool in proportion to the volume of business done in the state. Eligibility
for pool coverage is not established by criteria such as the incurring of a catastrophic condition,
the expenditure ofa prescribed amount ofearnings for health care, orthe rejection ofthe applicant
b}/ any specified number of health insurance carriers. Such criteria may not appply equitably to
all uninsurables and may neither be cost efficient nor practical to administer. Practical conisid-
erations of price will serve to dlscouragie individuals from buying pool coverage when it is
available to them in the standard marketplace at a lesser rate.

For the obvious cost containment reasons, the pool coverage is the coverage of "last resort" and
it does not duplicate coverages from any other source, private or public. The mechanics of the
pool, its operations and functions must all be established under a plan approved by the Com-
missioner. The pool is subject to the requirements of the insurance code and has the general
powers and authority of an insurer licensed to transact health insurance.

Section 1 Definitions.
(1)  "Pool" means the State Health Insurance Pool as created in Section 2 of the Act.
(Q “Board" means the Board of Directors of the pool.

(3  “Insured" means any individual resident of this state who is eligible to receive henefits
from any insurer or insurance arrangement as defined in this section.

@  “Insurer" means any insurance company authorized totransact health insurance business
i_r|1 l\EIh ds |sta;e, any (reference state nonprofit health care service plan act and, ifappropriate,
aw).

(5  ‘Insurance arrangement" means any plan, program, contract or any other arrangement
under which one or more employers, unions or other organizations provide to their em-
ployees or members, either directly or mdwecth through a trust or third party admin-
Istrator, health care services or benefits other than through an insurer.

(6) "Health insurance" means any hospital and medical expense incurred policy, nonprofit
health care service plan contract and health maintenance organization subscriber con-
tract. The term does not include short term, accident, fixed indemnity, limited benefit or
credit insurance, coverage issued as asu_PpIementto liability insurance, insurance arising
out of a workers’ compensation or similar law, automob'le medical-payment insurance,
or insurance under which benefits are payable with or without regard <0fault and winch
Is statutorily required to be contained in any liability insurance policy or equivalent self-
insurance.
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"Physician" (reference applicable state laws).
“Hospital” (reference applicable state laws).
"Health maintenance organization" (reference applicable state laws),

"Plan ofo?_eration" means the plan of operation of the pool, including articles, bylaws
and operating rules, adopted by the board pursuant to Section 3. of this Act.

"Benefits plan" means the coverages to be offered by the pool to eligible persons pursuant
to Section 6. of this Act.

“Department"” means the Insurance Department.
"Commissioner" means the Insurance Commissioner.

“Member" means all insurers and insurance arrangements participating in the pool.

Section 2. Operation of the Pool.

()

@

©

@

There is hereby created a nonprofit entity to be known as the (State) Health Insurance
Pool.. All insurers issuing health insurance in this state and insurance arrangements
Browdmg health plan benefits in this state on and after the effective date ofthis Act shall
e members of the pool.

The Commissioner shall _?jve notice to all insurers and insurance arrangements of the
time and place for the initial organizational meetings. The pool members shall select the
initial board of directors and appoint one or more insurers to serve as administrator, Both
the selection of the board of directors and the administering insurer(s) shall be subject to
a?proval by the Commissioner. The Board shall at all times, to the extent possible, include
at least one domestic insurance companr licensed to transact health insurance and one
domestic nonprofit health care service plan.

If, within sixty $60)days ofthe organizational meeting, the board ofdirectors is not selected
or the administering insurer is not appointed, the Commissioner shall appoint the initial
board and appoint an administering insurer.

The pool shall submit to the Commissioner a plan of operation for the pool and anY
amendments thereto necessary or suitable to assure the fair, reasonable and equitable
administration ofthe pool. Theé Commissioner shall, after notice and hearing, approve the
plan of operation provided such is determined to be suitable to assure the fair, reasonable
and equitable administration of the Bool_, and provides for the sharln? of pol gems or
losses on an equitable proportionate basis. The plan of operation shall become effective
upon approval in writing by the Commissioner consistent with the date on which the
coverage under this Act must be made available. Ifthe pool fails to submit a suitable plan
of operation within 180 days after the appointment ot the board of directors, or at any
time thereafter fails to submit suitable amendments to the plan, the Commissioner shall,
after notice and hearing, adopt and promulgate such reasonable rules as are necessary or
advisable to effectuate the provisions of this section. Such rules shall continue in force
until modified by the Commissioner or superseded by a plan submitted by the pool and
approved by the Commissioner.

Gopynjhl NAIC L4 145-3
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In its plan the pool shall,

) FI%()séiablish procedures for the handling and accounting of assets and monies of the

()  Select ap administering insurer in accordance with Section 4. of this Act, and
establish procedures for filling vacancies on the Board of Directors.

()  Establish procedures for the collection of assessments from all members to provide
for claims paid under the plan and foradministrative expenses incurred or estimated
to be incurred during the period for which the assessment is made. The level of
payments shall be eStablished by the hoard, pursuant to Section 5. of this Act.
Assessment shall occur at the end of each calendar year. Assessments are due and
payable within 30 days of receipt of the assessment notice.

(d  Develop and_implement a program to publicize the existence of the plan, the eli-
g|b|||t¥ trgqmlrements, and procedures for enrollment, and to maintain public aware-
Ness ot thi plan.

The pool shall have the %eneral powers and authority granted under the laws of this state
to insurance companies licensed to transact the kinds of insurance defined under Section
L1 and in addition thereto, the specific authority to:

(@ Enter into contracts as are necessary or proper to carry out the provisions and
%urposes of this Act, including the duthority, with the a?proval ofthe Insurance
ommissioner, to enter into contracts with similar podls of other states for the joint
performance of common administrative functions, or with persons or other organ-
izations for the performance of administrative functions;

()  Sue or be sued, including taking anry legal actions necessary or proper for recovery
ofany assessments for, on behalf of, or-against pool members;

(©  Takesuch Ieﬁal action as necessary to avoid the pa%ment of improper claims against
the pool or the coverage provided by or through the pool;

<«  Establish appropriate rates, rate schedules, rate adjustments, expense allowances,
agents' referral fees, claim reserve formulas and any other actuarial function ap-
Proprlate to the operation of the pool. Rates shall not be unreasonable in relation
0 the coverag[e provided, the risk experience and expenses of providing the coverage.
Rates and rate schedules may be adjusted for appropriate risk factors such as age
and area variation in claim cost and shall take Into consideration appropriate risk
factors in accordance with established actuarial and underwriting practices.

<€)  Assess members of the pool in accordance with the provisions of this section, and
to make advance interim assessments as may be reasonable and necessary for the
organizational and interim operating expenses. Any such interim assessments to
?ﬁ cfr,edltled as offsets against any reqular assessments due fallowing the close of

e fiscal year.

(> Issue policies of insurance in accordance with the requirements of this Act.
tg)  Appoint from among members appropriate legal, actuarial and other committees

as necessary to J)rowde technical assistance in"the operation ofthe pool, policy and
other contract design, and any other function wthin the authority of the pool.
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Drafting Not* «Qptional Paragraph

AtUt« may with Ui provide member* of the pool with the option of utilizing their existing distribution
s¥stem,s,for the issuance of pool coverage IT*o, »uch a provision thould authorise the establishment
ot specific rules under which the pool would approve and serve as a reinsurer for coverage issued by
members in their own name* Paragraph (hi Is designed to allow atales lo implement this option.

(h)  Establish rules, conditions and procedures for reinsuring risks of pool members
desiring to issue pool plan coverages in their own name. Such reinsurance facility
shall not subject the pool *o any of the capital or surplus requirements, if any,
otherwise applicable to reinsurers.

Section 3. Eligibility.

()

@
©

Any individual person, who is a resident of this state shall be eligible for
pool coverage, except the following:

(3  persons who have on the date of issue of coverage by the pool coverage under health
Insurance or an insurance arrangement;

() any person who is at the time of pool application eligible for health care benefits
under (references state Medicaid law);

© any person havin? terminated coverage in the pool unless twelve months h-ve
|lapsed since such termination;

@ any pgrson on whose hehalf the pool has paid out $1,000,000 in benefits;
(®) inmates of public institutions and persons eligible for public programs.

Any Person who ceases to meet the eligibility requirements of this section may be ter-
minated at the end of the policy period.

Any person whose health insurance coverage is mvol_untarllfy terminated for any reason
other than nonpayment of premium and who is not eligible for conversion, may apply for
coverage underthe plan. Ifsuch coverage is applied for within 60 days after the involuntary
termination, and |fBrem|ums are paid for the entire overage period, the effective date of
the coverage shall be the date of termination of the previous coverage.

Drafting Not* eSection 3

It is intended that only those unable to purchase health insurance coverage in the marketplace at a
reasonahle price will apply for pool coverage. The h:]gher cost of pool coverage should accomplish this
result. However, to assure that the pool Coverage does not compete with dvailahle coverage in the
marketplace, astate may desire to include aaacriterion for pool coverage the requirementofrejection
of coverage bX aspecified number of health insurance earners. This'question s discussed fully in
the attachied Synopsis.

Section 4. Administering Insurer.

()

The board shall select an insurer or insurers through a competitive bidding process to
administer the RQOL The board shall evaluate bids submitted based on criteria established
by the board which shall include:

(@ The insurer’ proven ability to handle individual accident and healti insurance;

() The efficiency of the insurer’s claim paying procedures;

Gopyright NAIC 19M 145-5
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An estimate of total charges for administering the plan;
The insurer's ability to administer the poo) in a cost efficient manner.

The administering insurer shall serve for a period of 3 years subject to removal for
cause.

At least 1year prior to the expiration of each 3-year period of service by an ad-
ministering insurer, the board shall invite all insurers, including the current ad-
ministering insurer to submit bids to serve as the administering insurer for the
suc_ceedlnq 3-year period. Selection ofthe administering insurer for the succeedin

period shall be made at least 6 months prior to the end of the current 3-year period.

The administering insurer shall perform all eligibility and administrative claims
payment functions relating to the pool.

The administering insurer shall establish a premium billing procedure for collection
of premium from”insured persons. Billings shall be made ‘on a periodic basis as
determined by the board.

The administering insurer shall perform all ne_cessarY functions to assure timely
payment of benefits to covered persons under tire pool including:

1 Ma_kinP available information relati_ng to the proper manner of submitting a
cLallrpbor bedneflts to the pool and distributing forms upon which submission
shall be made;

/
2. Evaluating the eligibility of each claim for payment by the pool.

The administering insurer shall submit regular reports to the board regarding the
operation of the pool. The frequency, content, and form of the report shall be as
determined by the board.

Following the close ofeach ca_IendarKear, the admlnlste_rl_n? insurer shall determine
net written and .earned premiums, the expense of administration, and the paid and
incurred losses for the year and report this information to the Board and the De-
partment on a form as prescribed by the Commissioner.

The administering insurer shall be paid as provided in the plan of operation for its
expenses incurred in the performance of its services.

Assessments.

(1) Following the close of each fiscal year, the pool administrator shall determine th = net
premiums (premiums less administrative expense allowances), the pool expenses ofadmin-
Istration and the incurred losses for the year, taking into acCount investment income and
other appropriate gains and losses. Health insurance premiums and henefits paid by an
insurance arrangement that are less than an amount determined by the board to justify
the cost of collection shall not be considered for purposes of determining assessments.

(8 Each insurer’ assessment shall be determined by multiplying the total cost of poo)

145-6

operation by a fraction, the numerator of which equals that insurer’s premium and
subscriber contract charges for health insurance written in the state durm? the
preceding calendar year and the denominator of which equals the total of all pre-
miums, subscriber contract charges written in the state and 110/ ofall claims paid
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by insurance arrangements in the state during the preceding calendar year.

()  Each insurance arrangement’s assessment shall be determined by multiplying the
total cost of pool operation by a fraction, the numerator of which equals” 110S of
the benefits paid hy that insurance arrangement on behalf ofinsureds in this state
during the precedmg calendar year and the denominator of which equals the total
of all premiums, subscriber contract charges and 110% of all benefits paid by in-
surance arrangements made on behalfof insured in this state during the preceding
calendar )Aear. Insurance arrangements shall report to the board claims payments
made in this state on an annual basis on a form prescribed by the Commissioner.

Q) If assessments exceed actual losses and administrative exPenses of the pool, the excess
shall be held at interest and used by the hoard to offset future losses or to reduce pool
premiums. As used in this subsection, "future losses” includes reserves for incurred by
not reported claims.

(3 (@ Each member proportion of participation in the pool shall be determined annually
by the board based on annual statements and other reports deemed necessary by
the board and filed by the member with it.

() Ang deficit incurred by the pool shall be recouped by assessments apportioned under
subsection (1) of this"Section by the board among” members.

(@ The board may abate or defer, in whole or in part, the assessment of a member if, in the
opinion ofthe board, payment of the assessment would endanger the ability ofthe member
to fulfill its contractual obligations. In the event an assessmentagainst a member is abated
or deferred in whole or in part, the amount by which such assessment is abated or deferred
may be assessed a%amst the other members in a manner consistent with the besis for
assessments set forth in subsection (1) ofthis Section. The member receiving such abate-
ment or deferment shall remain liable to the pool for the deficiency for 4 years.

Drafting Note *Section 6

Section 6 deals with the coverage to be issued by the pool, fhe original draft bill established a
comprehensive and sP]ecmc lan 0f coverage. However, this plan may not be aggr,oprlate to the needs
of all stales. Thus, the model bill provides two alternative approaches to Section 6 Alternative |
specifically establishes a broad, comprehensive plan of coverage in the form of a detailed schedule of
benefits, exclusions, limits, deductibles and coinsurance factors.

Alternative 2 vests authority in the Commissioner to promulgate, with the advice and recommen-
dations of the dpool members, a level of pool coverage determined to be commensurate with those
typically provided by a representational number of large employers in the state. It should be pointed
out that mo;1carriérs will be members ofthe pools in"more than one, and perhaps all, of the 6tates
that enacted pooling Ieg_lslatlon_. The administration of these pools will be greatly facilitated If those
rovisions of the model hill dealing with pool formation, operation and adminristration remain uniform.
his unitormity will allow each state pool to henefit from the operational experience of the others
and will facilitate monitoring of the efficiency ofpooling mechanisms. There is not the same necessity,
?owea/_er_,dre ar9| tng thedactual plan benefits or coverage and the scope ofcoverage could vary according
0 individual state needs.

ALTERNATIVE 1
Section 6. Minimum Benefits -Availability.

(D) The 'BOOl shall offer major medical expense coverage to every eligible person who is not
eligible for Medicare. Major medical expense coverage offered by the pool shall pay an
eligible person's covered expenses, subject to limits on the deductible and coinsurance
%ayments authorized under paragraph (4) (d) of this, Section, up to a life time limit of

1,000,000 Rer covered individual. The maximum limit under this Bar_agraph shall not he
altered by the Board, and, no actuarial equivalent benefit may be substituted by the Board

C*«m«hl NAIC 14 145-7
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Covered Expenses. Covered expenses shall be the prevailing charge in the locality for the
following services and articles when prescribed by a physician and determined hy'the pool
to be medically necessary:

@
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Hospital services;

Professional services for the dia?nosis or treatment of injuries, illnesses, or condi-
tions, other than mental or dental, which are rendered by aphysician, or by other
licensed professionals at his direction;

Drugs requiring a physician’s prescription;

Services of a licensed skilled nursing facility for not more than 120 days during a
policy year;

Services of a home health agency up to a maximum 0f270 services per year;

Use of radium or other radioactive materials;

Ooxygen;

Anesthetics;

Prostheses other than dental;

Rental of durable medical eciuipme_nt, other than eyeglasses and hearing aids, for
which_there is no personal .use in the absence of the conditions for which is
prescribed;

Diagnostic x-rays and laboratory tests;

Oral surgery for excision of partially or completely unerupted, impacted teeth or
the gums and tissues of the mouth when not performed in connection with the
extraction or repair of teeth;

Services of a physical therapist;

Trans_P_ortation provided by a licensed ambulance service to the nearest facility
qualified to treat the condition;

Services fordia?nosis and treatment of mental and nervous disorders, provided that
an insured shall be required to make a SOPerc_ent copayment, and that the payment

of the pool shall not exceed $4,000 for outpatient psychiatric treatment.

Exclusions. Covered expenses snan not include the following-

@

<hi

Any charge for treatment for cosmetic purposes other than surgery for the repair
?r trteatment of an injury or a congenital bodily defect to restore normal bodily
unctions;

Care which is primarily for custodial or domicilliary purposes;
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Any charge for confinement in a private room to the extent it is in excess of the
institution s charge lor its most common 6emiprivate room, unless a private room
is prescribed as nmedically necessary by a physician;

That part ofany char?e for services rendered or articles prescribed by a physician,
dentist, or othér health care personnel which exceeds th'vprevailingcharge in the
locality or for any charge not medically necessary;

An charge for services or articles the provision of which is not within the scope of
authorized practice of the institution orindividual providing the services or articles;

Any expense incurred Prior to the effective date of coverage by the pool for the
person on whose behalf the expense is incurred;

Dental care except as provided in subsection (3) () of this section;
Eyeglasses and hearing aids;
[1Iness or iryury due to acts of war;

Services of blood donors and any fee for failure to replace the first 3 pints of blood
provided to an eligible person éach policy year;

Personal supplies or services provided by a hospital or nursing home, or any other
nonmedical or nonprescribed supply or service.

@  Premiums, Deductibles, and Coinsurance.

@

©)
©
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Premiums char%ed for coverages issued by the pool may not be unreasonable in
relation to the benefits provided, the risk experience, and the reasonable expenses
of providing the coverage.

Separate schedules of premium rates based on age, 6ex, and geographical location
may apply for individual risks.

The pool shall determine the standard risk rate by calculating the average indi-
vidual standard ra'e charged by the five largest insurers offering coverages in the
state comparable to the pool coverage. In the event five insurers do not offer com-
Para_ble coverage, the standard risk rate shall be established using reasonable ac-
uarial technigues and shall reflect anticipated experience and expenses for such
coverage. Initial rates for pool coverage shall not be less than 150% of rates estab-
lished as applicable for individual standards risks. _Sub,seo‘uent rates shall he es-
tablished to provide fully for the expected costs of claims including recovery of prior
losses, expenses of operation, investment income of claim reserves, and any other
cost factors subgect to the limitations described herein. In no event shall pool rates
exceed 200% of rates applicable to individual standard risks. All rates and rate
schedules shall be submitted to the Commissioner for approval.

The pool coverage defined in Section 6. shall provide o‘ptional deductibles of $500
or $1,500 per annum per individual, and coinsurance ot 20%, such coinsurance and
deductibles in the aggregate not to exceed $3,500 per individual nor $5,000 per
family per annum. The deductibles and coinsurance factors may be adjusted an-
nually according to the Medical Component of the Consumer Price Index.

(5)  Preexisting Conditions. Pool coverage shall exclude charges or exFenses incurred during

the first twelve months following the effective date of coverage as

0 any condition, whic
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during the six month period immediately preceding the effective date of coverage, (i) had
manifested itself in such a manngr as would cause an ordinarily prudent person to Beek
diagnosis, care or treatment or (ir) for which medical advice, cdre or treatment wan rec-
ommended or received. Such preexisting condition exclusions shall be waived to the extent
to which similar exclusions, if any, have been satisfied under anP( prior health insurance
coverage which was involuntarily terminated; |orov_|ded, that application for pool coverage
Is made not later than thirty-orie (31) days following such involuntary termination and,
In 6uch case, cove[a?e in the pool shall e effectivé from the date on which such prior
coverage was terminfated.

Nonduplication of Benefits.

»)  Benefits otherwise payable under pool coverage shall be reduced by all amounts
paid or i)a%/able through any other health insurance, or insurance arrangement,
and by all hospital and medical expense benefits paid or payable under any workers
compensation coverage, automobile medical payment or I|ab|,I|t?/ insurance whether
provided on the basiS of fault or nonfault, and” by any hospital or medical benefits
paid or payable under or provided pursuant to any state or Federal law or program
except Medicaid.

(b)  The insurer or the pool shall have a cause of action a?amst an ellgrlble person for
the recovery ofthe amount of benefits paid which are not coverage ey Tenses. Benefits
due from the pool may be reduced or refused as a set-off against any amount re-
coverable under this paragraph.

ALTERNATIVE 2
Section 6. Minimum Benefits -Availability.

(@)

@

§)

@
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The_pool shall offer major medical expense ,coveragbe to every eIi,(t;ibIe person who is not
eligible for Medicare. The coverage to be issued by the pool, ifs schedule of benefits
exclusions and other limitations, Shall be established through regulations promulgated

by the Commissioner taking into consideration the advice and recommendations of the
pool members.

In establishing the pool coverage, the Commissioner shall take into consideration the
levels of health' insurance provided in the state, medical economic factors as may be deemed
appropriate and promuk{;ate benefit levels, deductibles, coinsurance factors, exclusions and
limitations determined to be generally reflective of and commensurate with health insur-
ance provided through a representative number of large employers in the state.

Pool cover%ge established under this Section shall provide both an appropriate “high™and

a "low" deductible to be selected by the pool applicant. The deductibles and coinsurance

fpaqtorsI r(?ay be adjusted annually according to the Medical Component of the Consumer
rice Index.

Premiums and Assessments.

@ Premiums char%ed for pool coverage may not be unreasonable in relation to the
benefits provided, the risk experience and the reasonable expenses of providing the
coverage. Separate schedules of premium rates based on age. sex and geographical
location may apply for individual risks.

()  The pool shall determine the standard risk rate by calculating the average indi-
vidual standard rate charged by the five largest insurers offering coverages in the
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slate comparable to the pool coverage. In the event five insurers do not ofTer com-
Para_ble coverage, the standard risk rate shall be established using reasonable ac-
uarial techniques and shall reflect anticipated experience and expenses for such
coverage. Initial rates for pool coverage shall not be less than 150% of rates estah-
lished as applicable for individual standard riskE. Subsequent rates shall be estab-
lished to provide fully for the expected costs of claims including recovery of prior
losses, expenses of operation, investment income of claim reserves, and any other
‘cost factors sub#ect to the limitations described herein. In no event shall pool rates
exceed 200% of rates applicable to individual Btandard risks. All rates and rate
schedules shall be submitted to the Commissioner for approval.

() Preexisting Conditions. Pool coverage shall exclude charges or exPenses incurred durl_n%
the first twelve months following the effective date of coverage as to any condition, whic
during the six month period immediately preceding the effective date of coverage, (i) had
manifested itself in such a manner as would cause an ordinarily prudent person to"seek
diagnosis, care or treatment or (i) for which medical advice, care or treatment was rec-
ommended or received as to such condition. Such preexisting condition exclusions shall
be waived to the extent to which similar exclusions, if any, have been satisfied under any
prior health insurance coverage which was mvoluntar_lI}/ terminated: provided, that ap-
plication for pool coverage is_made not later than thirty-one %31
Involuntary termination and, in such case, coverage in the pool s

? days following such
, all be’effective from the
date on which such prior coverage was terminate

(6)  Nonduplication of Benefits.

()  Benefits otherwise payable under pool coverage shall be reduced by all amounts
paid or Pa able through any other health insurance, or insurance arrangement,
and by all hospital and"medical exlpense benefits paid or payable under any workers’
compensation coverage, automobile medical payment or liability insurance whether
provided on the basis of fault or nonfault, and by any hospital or medical benefits

paid or payable under or provided pursuant to any state or Federal law or program
except Medicaid.

()  The insurer or the pool shall have §cause of action against an eligible person for
the recovery of the amount of benefits paid which are not for covered expenses.
Benefits due from the pool may be reduced or refused as a set-offagainst any amount
recoverable under this paragraph.
Section 7. Collective Action.

Neither the participation in the pool as members, the establishment ofrates, forms or procedures
nor any otherjointor collective action required by this Act shall be the basis ofany legal action,
criminal or civil liability or penalty against the pool or any of its members.

Section 8. Taxation.

The pool established pursuant to this Act shall be exempt from any and all taxes.

Copyright 1986 NAIC 145-11
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Drafting Note « Optional Section

A atale may wish to provide for some form of offset against applicable taxes in the amountof the
assessments incurred by the members of the pool. Ifao, auch a provision should allow appropriate
reductions in assessments as to pool members not subiect to the taxes against which offsets are

allowed.

Section 9. Effective Date.
The provisions of this Act shall become effective

Legislative History (all references are to the Proceedings ofthe NAIC).

%@ BFgg |61§12 %Wa@g&%tﬁ%e Health Insurance Act of 1983 as NAIC Palicy).
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STATUS OF LEGISLATION

CREATING COMPREHENSIVE HEALTH INSURANCE POOLS

SIATE
Alaska
Arizona
Califomia
Colorado
Connecticut
Florida
Dlinois
Indiana

lowa

Kansas

Kentucky
Louisiana
Maine
Maryland
Massachusetts
Minnesota
Mississippi
Missouri

Montana

Nebraska

New Mexico
New York

North Dakota

FORJUGHIRISKJITFI) 1yiDUALS

STATUS

Introduced in 1986 -Failed.

Introduced in 1984 —Failed.

Introduced in 1984,1985,1986 - Failed.

Introduced In 1985,1986 -Failled.

Program in effect -1976.

Program in effect «October, 1983.

Introduced in 1985, 1986-Failed. In 17~7
Program in effect-July, 1982.

Passed and signed inmto law - April, 1986 -To become
operational in 1937.

Legislation passed and signed into law to further study the issue and
draft legislation -March, 1986.

Introduced in 1984 -Failed.

Introduced in 1986.

To study the issle summer of 1986.

To study the issle summer of 1986.
Studying the isse.

Program in effect «June, 1976.
Introduced in 1984 ,1985,1986 - Failed.
Introduced in 1984 ,1985,1986 - Failed.

Passed and signed into law « 1985 -To become operational
July, 1987.

Passed and signed into law - 1985 «To bscome operational
late 1986 or early 1937.

Introduced in 1986-Failed. Massed in 1777
Introduced in 1985, carried over t 1986 -Failed.

Program in effect -June, 1981.



Ohio

Oregon

Rhode Islad
South Cal.’ol il
South Dakota

* Tennessee

Texas
Utah

Virginia

Washington

* Wisconsin

Introduced In 1983-84 and 1985-86 -Failed.

Introduced in 1985 -Failed.

Catastrophic health plan in effect

Introduced in 1985-86 - Failed.

Passed in 1984, but vetoed by Govermor. Introduced in 1985 -Failed.

Passed and signed into las?«April, 1986 -To become
operational in 1987.

Introduced In 1977 -Failed.
Introduced in 1986 -Failed.

Passed mandated enrol Iment for Blue Cross/Blue Shield in 1985.
Studying pool issue in 1986.

To study isse the summer of 1986. /asscti in 177

Program in effect -June, 1931.

* Highlighted states have existing plans.

July, 1986



STATE
Alaska

Arizona
Califomia
Colorado
Connecticut
Florida
IHlirois

Indiana

lowa
Kansas
Kentucky
Louisiana

Minnesota

Mississippi
Missouri
Montana
Nebraska
New Mexico
New York
North Dakota
Ohio

Oregon

South Carolina

South Dakota

STATES

No Limit InLegislation
$1,000,000 Lifetime Benefit
S1,000,000 Lifetime Berefit
$500,000 Lifetime Berefit
$1,000,000 Lifetime Benefit
$500,000 Lifetime Benefit
$500,000 Lifetime Berefit

Plan I -No Limit
Plan 1l «$50,000 Lifetime Benefit

$250,000 Lifetime Benefit
No Limit inLegislation
$1,000,000 Lifetime Benefit
$500,000 Lifetime Berefit

Regular Plan -$250,000 Lifetime Berefit
Medicare Plan -$100,000 Lifetime Benefit

$500,000 Lifetime Max imum

$1,000,000 Lifetime Benefit

Not Less Than $100,000 Lifetime Benefit
$500,000 Lifetime Benefit

To be Determined By The Board

$500,000 Lifetime Berefit

$250,000 Lifetime Benefit

$250,000 Lifetime Berefit

$250,000 Lifetime Berefit

$1,000,000 Lifetime Berefit

550,000 Annual - $250,000 Lifetime Benefit



STATE
Alaska

Aizora
Califomia
Colorado
Connecticut
Florida
Ilirois
Indiana
lone
Kansas
Kentucky
Louisiana
Minnesota
Mississippi
Missouri
Montana
Nebraska
New Mexico
New York
North Dakota
Ohio
Oregon
South Carolina

South Dakota

PREMIUTtLCAES

RATE

125% Max imum
150% Max imum

To Be Determined By The Board

150% Inrtsal, 200% Max imum

125% Minimum, 150% Maximum

150% Inrtaal, 200% Maximum
135% Max imum

150% Maximum

150% Maximum

To Be Determined By The Board
150% Inraal, 200 Max imum
135% Inraal, 165% Max imum
125% Maximum

150% Initgal, 200% Max imum
150% Inatsal, 200% Max imum
150% Inr@al, 400% Maximum
135% Inraal, 165% Maximum
To Be Determined By The Board
150% Max imum

135% Maximum

130% Max imum For ArstThree Years

130% Max imum For FirstThree Years

150% Inrtsal, No Max imum

125% Inraal, 200% Max imum



* Tennessee
Texas
Utah

* Wisconsin

150% Maximum
To Be Determined By The Board
To Be Determined By The Board

150% Maximum

* Highlighted states have existing plans.

July 1,1986
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DEDUCTIBLES

NOTE: Many states offer more then one plan. Unless stated, the amounts listed are dl
deductibles amilable.

STATE AMOUNT

Alaska To Be Determined By The Board

Arizona $200

Califomia $1,000

Colorado $250; $500; $1,000and any others Designated By The Board
Connecticut $400; $1,000; $1,500

Florida $1,000; $1,500; $2,000

Ilirois $1,000; $1,500; $2,000

Indiana $200; $500; $1,000

lowa $500; $1,000 and any others Designated By The Board
Kansas To Be Determined By The Board

Kentucky To Be Determined By The Board

Louisiama To Be Determined By The Board

Minnesota $00; $1,000

Mississippi $1,000; $1,500; $2,000

Missouri To Be Determined By The Board

Montana Not to exceed $1,000

Nebraska To Be Determined By The Board

New Mexico To Be Determined By The Board

New York $500; $1,000and any others Designated By The Board
North Dakota $150; $500; $1,000

Ohio $1,000

Oregon $1,000

South Carolina To Be Determined By The Board

South Dakota $500; $1,000 and any others Designated By The Board



*  Tennessee $500; $2,000 and any others Designated By The Board

Texas $200
Utah To Be Determined By The Board
*  Wisconsin $1,000

* Highlighted states have existing plans.

July, 1.986
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STOP LOSS/0UT-OF-POCKET EXPENSE [-IMITATION

NOTE: Out-of-Pocket expense isthe amount each insured will pay each year before the plan
begins topay 100% of eligible expenses.

STATE AM.Q.UNI
|
Alaska To Be Determined By The Board
Arizona $1,000/Individual ; $2,000/Family
Califormia $3,000/Individual ; $5,000/Fami ly
Colorado 51300/ Individual ; 53,000/Family
Connecticut $2,000/Individual ; $4,000/Fami ly
Florida Regular Plan 1  52300/Individual; $4,000/Fami ly
Plan 11 53,000/Individuai; 54300/Family
Plan 11 53,500/Individual; $5,000/Fami ly
Medicare Plan 1 $1300/Individual; $4,000/Family
Plan 11 $2,000/Individual; $4 ,500/Family
Plan 111 51300/Individual; $5,000/Family
IHlirois $1 50/ Individual ; $3,000/Family; 5500/Medicare
Indiana Plan | 51,000/ Individual ; 52,000 Fami ly
Plan 11 A. 51,000/ Individual ; 52,000 Family
B. 51300/ Individual ; 53,000 Fami ly
C. 52,000/ 1Individual ; 54,000/Family
lowa A 51300/ Individual ; 53,000/Family
B 52,000/ Individual ; $4,000/Fami ly
Kansas To Be Determines By The Board
Kentucky To Be Determined By The Board
Louisiana To Be Determined By The Board
Minnesota Regular Plan -53,000/Individuai
Medicare Supplement 51,000/ Individual
Mississippi 51300/ Individual ; $3,000,Family; 5500/Medicare
Missouri To Be Determined By The Board
Montana 55,000/Lndividual
Nebraska To Be Determined By The Board

New Mexico

North Dakota

To Be Determined By The Board

53,000/ Individuai
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Ohio

Oregon

South Carolina
South Dakota

* Tennessee

Texas
Utah

* Wisconsin

$1,50/ Individual ; $3,000/Family
51300/ 1Individual ; $3,000/Fami ly; 5500/Medicare

To Be Determined By The Board

53,000/ Individuai
A. 51300/ Individual ; 52300/Family
B. 52300/ Individual ; 53300/Fami ly

5200 or 10% of insured™s adjusted gross income, whichever isgreater
To Be Determined By The Board

Plan 1 52,000/ Individual 54,000/Family
Plan 11 5500

* Highlighted states have existing plans.

July, 1986
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WAITING PERIOD FOR PRE-EXISTING CONDITION

NOTE: Most plans contain provisions under which coverage isexcluded for a certain period of
time following the effective date of coverage. This exclusion isbased on a pre-existing condition
which manifested rtselfwithin a certain period of time prior to coverage or medical advice or
treatment was recommended or received

SIA 1E WATTING PERIOD jAmnojiEEBMN
Alaska 6 Months 6 Months
Arizona 6 Months 6 Months
Califomia To Be Determined By The Board

Colorado 6 Months 6 Months
Connecticut 12 Months 6 Months
Florida 12 Months 6 Months
Ilrois 6 Months 6 Months
Indiana 6 Months 6 Months
lowa 6 Months 6 Months
Kansas To Be Determined By The Board

Kentucky 12 Months 6 Months
Louisiana 6 Months 6 Months
Minnesota 6 Months 90 Days
Mississippi 12 Months 90 Days
Missouri 12 Months 6 Months
Montana 12 Months 5 Years
Nebraska 6 Months 6 Months
New Mexico To Be Determined By The Board

New York 6 Months -“Months
North Dakota 6 Months 90 Days
Ohio 30 Days 6 Months
Oregon 30 Days 6 Months

15



South Carolina
South Dakota

* Tennessee

Texas

Utah

* Wisconsin

* Highlighted states have existing plans.

July, 1986

6 Months
12 Months
6 Months
6 Months
12 Months

6 Months

16

6 Months
6 Months
6 Months
6 Months
6 Months

6 Months



PQQL FUNDING

NOTE: Because of Federal Law (The Employee Retirement Income Security Act, known as
ERISA) ssH-imnsurers arc not requiired to become members of a state pool, therefore are not
assessed any of treasst.  In addirtion, alll state pool  legislation alloas abatement of assessment If
the payment of the assessment would endanger the ability of the member to fulfill his contractual
doligations. Also, assessments thatare less than an amount determined by the board to justafy the
oost of collection dall not be consiidered.

SIAIE SOURCE

Alaska Assessment of loss=s 1o participating insurers.

Arizona Assessment with aedit applied against premium tax and income tax.

Use formula of approximately 20% per year.

Califomia The state has created a start-p fund of $750,000.

Colorado Assessment with aadit applied against premium tax and income tax.
* Connecticut Assessment of losses to participating insurers.
* Florida Assessment with credit applied against premium tax and

income tacc. Maximum assessment of 1% peryearon e
premiums or greater than premium tax. Use formulla of
approximately 20% per year for offsst.

Illirois Assessment with aedit gpoplied aga Etpremium tax and income tax.
Also alloned 1o Incresse rates o offset assessment
* Indiana Assessment with credit applied against premium tax and
income tax. Also alloved to increase rates to offset
assessment.
* lowa Assessment with credit applied against premium tax an
income tax.
Kansas To Be Determined By The Board
Louisiana Assessment with aedit goplied against premium tax.
* Minnesota Assessment with credit applied against premium tax and
income tax.
Mississippi Assessment with aedit applied against premium taxes, but onlly for the
amount over 20% of total premiums ocollected by cash nsurer.
Missouri Assessment of losses 1o participating msuren.
* Montana Assessment with credit applied against premium tax.

*  Nebraska Assessment with credit applied against premium tax.



New Mexico

New York

* North Dakota

Ohio
Oregon
South Carolina

South Dakota

* Tennessee

Texas
Utah

* Wisconsin

To Be Determined

Assessment to inaurers, although state has r.otdetermined iftax aredit
will be alloned.

Assessment with credit applied against premium tax and
Income tax.

Assessment of losses 1o participating Insurers.
Assessment of loss=s to participating insurers.
Assessment with aredit goplied against premium tax and 1ncome tax.

Assessment with aedit gpplied against premium t&x. Use formula of
approximately 20% per year forwite-off.

Assessment of losses to participating insurers with credit
applied against premium tax.

Assessment of losses to participating inurers.
To Be Determined
Assessment of losses to participating insurers plus special

fund created by state to subsidize premiums for low-income
policyholders.

= Highlighted states have existing plans.

July, 1986



AGENT & ADMINISTRATFIRJEES

NOTE: Those listed have fees set by statute. All others are to be determined by The Board.

Alaska Agent Referral Fee -$50
Adninistrator Fee -12 1/2% Max imum

Calrfomia Agent Referral Fee -$100
*  Connecticut Agent Referral Fee «$20
* Florida Agent Referral Fee «$75
* Indiana Agent Referral Fee «$25
Minnesota Agent Referral Fee -$50

Administrator Fee «12 172% Maximum

Montana Agent Referral Fee -$25
Administrator Fee -12% Maximum

North Dakota Agent Referral Fee -$25
Administrator Fee 12 1/2% Maximum

Wisconsin Agent Referral Fee -$35

July, 1986



ELIfidiaumai . lERIA

All states with comprehensive health insurance pools for high risk individuals, as well as those
previously introducing legislation, have eligibility requirements for individuals wishing to take
advantage of pool coverage.

The most common of these eligibility requirements are one or more of the following:

1 STATE RESIDENCY. All individuals applying for pool coverage must be state
residents. This ranges from a residency requirement of 30 days up to six months before
becoming eligible Some states simply state "residency required” with no specific period
listed.

2. PROOF OF REJECTION. Individuals must prove they have been rejected for
insurance coverage by at least one insurance carrier. Some states require proof of rejection
by at least two carriers, however the trend seems to be requiring only one proof of rejection.
In addition, several states arc adopting or considering guidelines which allow for automatic
acceptance into a pool. The pool Board adopts a listof medical conditions toallow automatic
acceptance into the pool without requiring a proof of rejection ifthe individual is afflicted
with one of these conditions.

3. PRESENTLY INSURED WITH A HIGHER PREMIUM. An individual is
eligible for pool coverage even though they are currently insured if their present insurance
has a higher premium than that afforded under the pool.

4. PRESENTLY INSURED WITH A RIDEROR RATED POLICY. An
individual iseligible for pool coverage even though they arc currently insured if their present
insurance has a rider attached or is rated.

5. Most states do not allow an individual to apply for pool coverage if that individual is
eligible for Medicare or Medicaid. Several states do offer a Medicare supplement plan for
these individuals.



A nother

After having its knuckles
rapped for trying to protect the
elderly against the expense of
cutustrophic illness, Congress
may be wary of grabbing hold of
another health care issue soon.
Yet there isone that lawmakers
cannot afford to avoid any more:
how to make health insurance
available to more than 30 million
Americans who now have none.

The ranks of the uninsured
have grown substantially in re-
cent years. Employer-based in-
surance coverage has been
scaled back in response to rising
costs, while more workers have
entered industries that do not
offer health insurance. The re-
sult is that one 1in every six
Americans does not have access
to even the most basic protection
today .

Lacking insurance, these peo-
ple tend not to seek out health
care except iIn an emergency.
When they finally do stagger into
a public hospitals emergency
room, their condition often is far
worse than might have been the

Afair reapportionment

Dear Editor:

One would conclude by your editorial of Friday,
Sept. 22, that only the Democrats cheat when it

comes to reapportionment.

You express fear of what the Democrats may do
in the 1990 reapportionment because of what they
did in 1983 with the creation of the doughnut dis-
trict. Throuah this rlpcentinn nf pnnal rpnmconfn.

national hea
I3y Bob Moos
case If they had obtained help

early. In a nation as advanced
and wealthy as ours, that is ap-
palling.

Contrary to conventional wis-
dom, the uninsured are not nec-
essarily the unemployed. Most
work for employers who do not
offer health insurance: In fact,
-almost 60 percent of the unin-
sured family heads are full-time
employees. Another 20 percent
are part-time employees. Only
about one-fifth of the uninsured
adults are jobless.

Some of the Jlower-income
uninsured are covered by Medi-
caid, the federal-state health
care program for the poor, but
unfortunately most are not. Med -
icaids financial eligibility ceil-
ings are notoriously low — less
than 50 percent of the federal
poverty line in some states — so
even many of the very poor do
not qual ify for benefits.

A commission of congres-

I th

care iIssue

sional members an"1 ""residential
appointees began! ngson the
problems of the sured last
week and isexpected to issue re-
commendations in the spring. As
was true with providing cata-
strophic illness coverage for the
elderly, the goal is a noble one.
Where the disputes will arise is
over how best to pursue it

At the moment, many Ameri-
cans are looking at Canada™ pri-
vately run but government-
funded health care system as a
way of providing comprehensive
coverage. Our interest is easy to
understand. While we spend 12
percent of our economic output
on a system that pr.sses over mil-
lions, *he Canadians spend only
8.6 percent to care forall their ci-
tizens.

sall, Canadas system has its
flaws. Some advanced medical
devices are not easily available,
and some surgery requires long
waits. Whats more, such a sys-
tem would be costly — about $180
billion yearly. The protest waged
over the catastrophic illness sur-

Don’tpay us anymore lipservice .. .show usl
Those of us who been beating on Juneau’ door to

deaf ears are real gun-shy. Minority special-inter-

Alaska.

est groups seem to have a hold and have locked up

I don*tmean pave the whole state, but allow us
touse some of it
Marla Jean Adkins
Roadless inCordova

th at

tax would pale in comparison to
the public’s resistance to a tax
bill of that magnitude.

In all likelihood, then, the
problem of the uninsured will be
solved in narrower terms and
through some kind of public-pri-
vate partnership. One proposal
that already has been put on the
table deserves a close look. Of-
fered by the insurance industry
itelf, it would combine public
and private resources to make
sure no one isuninsured.

To begin with, the plan sug-
gested by the Health Insurance
Association of America would
expand Medicaid eligibility to
anyone below the federal pov-
erty line — roughly $10,000 lor a
family of four. Anyone with an
income slightly higher — say, to
$15,000 — would pay a small pre-
mium, or whatever he could af-
ford, for coverage.

Next, the proposal seeks toen-
courage more employers to offer
basic insurance. The Industry be-
lieves that many smaller busi-
nesses could afford to help their

naked attempt to apologize for a situation that logic
and reason say should not exist. In his piece, Foster
provides answers to the questions he asks.

The firstand most important answer is that the
people who wish the rules bent are American citi-
zens, just like the rest of us. That prime fact re-
moves most of the basis for special consideration.

Foster discovered that the Nunamiut ancestors
wnrn rnrihnn glrivn >

hiked into the wildPmP<;<;

Congress

Wednesday, October*

m ust tac

workers with the cost of health
coverage Iif states did not man-
date so many benefits. To reduce
premiums, the plan would allow
smaller employers to offer
stripped-down policies.

Third, the industry says the
self-employed should receive a
bigger tax break for, the pur-
chase of their health INSUIANCE,
Under its proposal, people In
business for themselves cc-id in-
crease their tax deduction from
25 percent of their prerr-aum
costs to a full 100 percent, wfbich
is the same benefit now afforded

corporations.

Finally, the plan would Haave
all states set up high-rislc insur-
ance pools for people who Suave
had difficulty obtaining protec-
tion because of special nsedbcal
problems or particularly danger-
ous occupations. About IS states
currently operate such pchis.
The industry envisions a pr/oKs
losses being financed by a stage®s
general revenue.

Whether the insurance ssavei*

costs
doit?

seeking

lages wtzJstwu*
reason far
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By Bob Moos

case if they had obtained help
early. In a nation 33 advanced
and wealthy as ours, that is ap-
palling.

Contrary to conventional wis-
dom, the uninsured are not nec-
essarily the unemployed. Most
work for employers who do not
offer health insurance: In fact,
almost 60 percent of the unin-
sured family heads are full-time
employees. Another 20 percent
are part-time employees. Only
about one-fifth of the uninsured
adults are jobless.

Some of the lower-income
uninsured are covered by Medi-
caid, the federal-state health
care program for the poor, but
unfortunately most are not. Med -
icaids financial eligibility ceil-
ings are notoriously low — less
than 50 percent of the federal
poverty line in some states — so
even many of the very poor do
not qualify for benefits.

A commission of congres-

health

care issue

sional members and presidential
appointees began hearings on the
problems of the uninsured last
week and is expected to issue re-
commendations in the spring. As
was true with providing cata-
strophic illness coverage for the
elderly, the goal is a noble one.
Where the disputes will arise is
over how best to pursue it

At the moment, many Ameri-
cans are looking at Canada™s pri-
vately run but government-
funded health care system as a
way of providing comprehensive
coverage. Our interest is easy to
understand. While we spend 12
percent of our economic output
on a system that passes over mil-
lions, the Canadians spend only
8.6 percent to care forall theirci-
tizens.

stll, Canadas system has its
flaws. Some advanced medical
devices are not easily available,
and some surgery requires long
waits. Whats more, such a sys-
tem would be costly — about $180
billionyearly. The protest waged
over the catastrophic illness sur-

Don*tpay us anymore lip service . .. show us!

Those of us who been beating on Juneau’s door to

Alaska.

ror what the Democrats may do
tionment because of what they
e creation of the doughnut dis-

touse some of it

deaf ears are real gun-shy. Minority special-inter-
est groups seem to have a hold and have locked up

I don*tmean pave the whole state, but allow us

Marla Jean Adkins
PonHIpcc; Jn PnrHnvo

th at

tax would pale in comparison to
the public’ resistance to a tax
bill of that magnitude.

In all likelihood, then, the
problem of the uninsured will be
solved in narrower terms and
through some kind of public-pri-
vate partnership. One proposal
that already has been put on the
table deserves a close look. Of-
fered by the insurance industry*
itelf, it would combine public
and private resources to make
sure no one isuninsured.

To begin with, the plan sug-
gested by the Health Insurance
Association of America would
expand Medicaid eligibility to
anyone below the federal pov-
erty line — roughly $10,000 for a
family of four. Anyone with an
income slightly higher — say, to
$15,000 — would pay a small pre-
mium, or whatever he could af-
ford, for coverage.

Next, the proposal seeks to en-
courage more employers to offer
basic Insurance. The industry be-
lieves that many smaller busi-
nesses could affjrd to help their

naked attempt toapologize for a situation that logic
and reason say should not exist. In his piece, Foster
provides answers to the questions he asks.

The firstand most important answer is that the
people who wish the rules bent are American citi-
zens, just like the rest of us. That prime fact re-
moves most of the basis for special consideration.

Foster discovered that the Nunamiut ancestors
hiked into the wilderness, wore caribou skins, ate
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workers with the cost of health
coverage Iif states did not man-
date so many benefits. To reduce
premiums, the plan would allow
smaller employers to offer
stripped-down policies.

Third, the industry says the
self-employed should receive a
bigger tax break for the pur-
chase of their health insurance.
Under 1its proposal, people in
business for t« mselves could in-
crease their tax deduction from
25 percent of their premium
costs to a full 100 percent, which
is the same benefit now afforded
corporations.

Finally, the plan would have
all states set up high-risk insur-
ance pools for people who have
had difficulty obtaining protec-
tion because of special medical
problems or particularly danger-
ous occupations. About 16 states
currently operate such pools.
The industry envisions a pool’s
losses being financed by a states
general revenue.

Whether the insurance associ-

do it?
What

tackle

ations plan would provide a
broad enough safety net remains
to be debated, as does the ques-
tion of how to pay for it How-
ever .Congress eventually de-
cides to cover the uninsured, new
taxes likely will be needed. Even
a modest federal-stale program
could total in the tens of billicas
of dollars annual ly.

still, the public ought to re-
member that a hidden tax al-
ready exists to some extent. The
cost of caring for the uninsured
now isborne by hospitals, by pri-
vate insurance carriers and by
businesses with group insurance.
The challenge facing lawmakers
will be to design a system that

more fairly apportions the ex-
pense.

Unfortunately, lhat could
make the present wrangling over
catastrophic illness coverage
look like child’s play.

Bob Moos is an editorial

writer and columnist for the

DallasMorning News.

costs are so outrageous, who pays, and how do they

is the economic reason for the village
seeking special rules allowing its residents privi-
leges ur.avilable to the rest of Americans?

Even AF N s Janie Leask has indicated that vil-
lages without economic base might review their

reason for existence. Considering rural Alaskans
RBmilrh P no rt nf fin tt" iMriwrtro no fitn ooriko"i






SENATE COMMITTEE REPORT

CATE: 2/ [20 FURTHER:
DATE TURNED INTO OFFICE: s h s fo o
L &C Committee considered SB 307
Property foreclosed upon by a municipality
r<e
|
and recommended:
[ 1 same title
[ 1 replace with cs [ 1 new title
[ 1 or adopt __ cs [ 1 technical
title change
[ 1 attached amendment(s) (HB only)
[ 3 w letter of intent adopted
vhrclo pass
] do not pass
] no recommendation
] individual recommendations
] further referral to
ATTACHES NEW FISCAL NOTE(S): APPROVES PREVIOUS:
Dept/Date: Dept/Date:

] fiscal note(s)

] zero fiscal note(s)

C 1 appr”r>ation--pcL fiscal note

/ST . "

Chair: Signature

[ 1 fiscal note(s)

ruKzero.fiscal note(s)
Ol- pf._RgNenu.e, HZEfe

CemiYilLvu k /iSeaienpl :
[ 1] Governor®s billL w/fiscal note 11

OTHER RECOMMENDATIONS:

and Recommendation



Ucgisintthc jEtfuboct nnb &ub(t Committee

Senator Jalrnar Kerttula. Chairman

March 15, 1990

TO: Senator

FROM: Senator

Attached is a proposed letter of intent to
Senate Bill 307, which 1 am planning on
suggesting to the Senate Labor and Commerce
Committee.



