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Executive Summaxy 

Purpose During the 198Os, the number and size of property/casualty insurance 
failures and the number of insurers in danger of failure increased. On 
average, at least 12.6 property/casualty insurers were liquidated each 
year from 1981 through 1987, as opposed to an average of at least 6.9 
per year from 1974 through 1980. 

At the request of the Chairman, Subcommittee on Commerce, Consumer 
Protection, and Competitiveness, House Committee on Energy and Com- 
merce, GAO reviewed the current state-based system of monitoring prop- 
erty/casualty insurer solvency and dealing with insurer failures. 

For this report, GAO examined 

. the methods used by state insurance departments to detect potential sol- 
vency problems, 

l the resources available to state insurance departments in monitoring 
insurer solvency, and 

l the nature and extent of interstate coordination in dealing with poten- 
tially insolvent property/casualty insurers. 

Future GAO reviews will deal with actual state takeover and liquidation 
of insolvent companies. 

Background As the result of a 1868 Supreme Court decision that insurance was not 
interstate commerce and the McCarran-Ferguson Act of 1945, states 
exercise primary regulatory jurisdiction over the insurance business. 
Each state has a department of insurance that, among other things, is 
responsible for (1) monitoring the solvency of insurance companies, (2) 
taking direct control of a potentially insolvent insurer if state supervi- 
sion is imposed, and, (3) if necessary, serving as liquidator/receiver in 
case of an insurer failure. 

Each state insurance department head is a member of the Kational Asso- 
ciation of Insurance Commissioners. While it has no regulatory function, 
this Association (1) serves as a clearinghouse for exchanges of informa- 
tion, (2) provides a structure for interstate cooperation in examinations 
of multistate insurers, and (3) distributes model insurance laws and reg- 
ulations for consideration by state insurance departments. 

GAO examined state insurance department actions from routine surveil- 
lance through initial detection of a problem insurer. GAO distributed a 
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Ekecutive Summary 

questionnaire to the insurance departments of all 50 states and the Dis- 
trict of Columbia and did on-site audit work at five state insurance 
departments and at the headquarters of the Association. 

Results in Brief Each state is responsible for monitoring the financial health of insurers 
operating within its boundaries. All states rely for such monitoring on 
insurer-submitted annual statements and field examinations. Both of 
these are subject to significant time lags. Insurer-provided annual state- 
ments are used by many states without verification. 

Several states report serious problems in fulfilling their responsibilities 
in insurer solvency regulation because of lack of funds. The five states 
GAO visited had 29 staff to analyze 6,450 annual statements. In addition, 
at least 31 states are relying on some examiners who are underqualified 
by Association standards. 

While interstate coordination does take place in cases of insurer insol- 
vency, many states do not keep each other fully informed and updated 
on problem insurer situations. The Association has had limited success 
in involving states in its activities. 

Principal Findings 

Problems in Solvency 
Examination 

State insurance regulators said that to detect possible solvency problems 
they rely primarily on annual financial statements filed by licensed 
insurers and periodic field examinations done by state examiners. How- 
ever, these statements are filed 2 months after the end of the accounting 
year and can take 6 weeks to 3 months to review, thus creating a time 
lag in state detection of a problem condition and allowing insolvent com- 
panies to continue doing business for months. In addition, 35 states do 
not require independent CPA verification of annual financial statements. 
(See pp. 13 and 14, and 16 and 17.) 

Most states require field examinations only once every 3 to 5 years (a 
few states have no mandatory requirement), and such examinations can 
take months and sometimes years to complete. In the two largest prop- 
erty/casualty insolvencies of the 198Os, this time lag delayed state 
action in placing the insurers in receivership. Most states do not require 
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Executive Summary 

actuarial certification of loss reserves, and half of the states do not have 
actuaries participating in field examinations. (See pp. 14 to 16, and 17.) 

The Association assists state monitoring efforts with its own Insurance 
Regulatory Information System, but state officials give the system 
varied marks in terms of importance and reliability in detecting sol- 
vency problems. Insurance regulators in four of the five states visited 
have varied opinions as to the system’s importance as compared to their 
own analysis. The Association is seeking to improve the quality of the 
system and has issued a set of standards intended to improve the qual- 
ity of state solvency regulation. (See pp. 17 to 19.) 

Resources for Solvency 
Regulation 

Some states may not be allocating sufficient resources to solvency regu- 
lation. In a recent Association survey, 21 out of 51 insurance depart- 
ments reported difficulties in obtaining adequate funding from their 
states for their examination staffs. The 5 states GAO visited had 29 staff 
available to analyze 6,450 annual statements. Officials in two of the five 
states said that funding shortages prevented them from hiring needed 
examiners. Moreover, at least 31 states are using some examiners who 
are underqualified by Association standards. (See pp. 20 to 22.) 

Interstate Coordination GAO asked state insurance regulators what information they would share 
with other states and the Association about a problem insurer located in 
their state. Only a few states will fully share information or provide reg- 
ular updates on a financially troubled insurer. Some state regulators 
told GAO that they are concerned that if other states learn about a prob- 
lem insurer, they might suspend the insurer’s license, thus making the 
situation public and increasing the chances of insolvency. (See pp. 24 
and 25.) 

The Association has recently increased its efforts to improve coordina- 
tion and cooperation among states, but it cannot require states to partic- 
ipate in its activities or make use of its facilities. While 3 states 
participated in more than 100 Association-sponsored multistate field 
examinations from 1984 through 1987, 28 states participated in fewer 
than 10 examinations, Participation in Association committees and sub- 
groups varied sharply in the 5 states GAO visited, with 16 Texas officials 
and only one or two officials from each of the other four states partici- 
pating. (See pp. 25 and 26.) 
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Executive Summary 

Recommendations GAO is making no recommendations. 

Industry Comments The National Association of Insurance Commissioners provided written 
comments on a draft of this report. In its comments, the Association 
acknowledged that the report contained a number of valid observations, 
but the Association also disagreed on a number of points. Its comments 
and GAO'S responses are presented in appendix II. 
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ChaDter 1 

Introduction 

Property/casualty insurance is the primary means by which individuals 
and corporations protect themselves against the possibility of economic 
loss resulting from damage to property or injuries to other people. 
According to the Insurance Information Institute, over 90 percent of the 
U.S. homeowners and automobile owners have such insurance. 

An insurance policy is a contract for future services. Unlike a grocer or 
a car dealer, but like a bank or a savings and loan, an insurance com- 
pany must remain solvent if its customers are to get what they paid for. 
Consumers may not have access to detailed information about an 
insurer’s financial condition. The possible lack of information combined 
with the large number of policyholders creates a compelling reason for 
government regulation. 

The Primary Role of Regulation of the insurance industry and administration of insurance 

State Insurance 
Regulation 

company receiverships and liquidations are primarily state responsibili- 
ties. In 1868, the Supreme Court upheld the constitutionality of a state 
statute regulating insurance agents on the grounds that the insurance 
business is not commerce that the federal government may regulate 
under the commerce clause.’ 

In 1944, the court abandoned the proposition that insurance is not com- 
merce and upheld the application of Federal antitrust laws to the insur- 
ance industry.” In 1945, Congress reestablished the primacy of state 
regulation by enacting the McCarran-Ferguson Act, which strictly lim- 
ited the extent to which federal law, including federal antitrust law, pre- 
empted state insurance laws3 

In general, state legislatures set the rules under which insurance compa- 
nies must operate. Among their other responsibilities, state insurance 
departments monitor the financial condition of insurers. States use a 
number of basic methods to assess the financial strength of insurance 
companies, including reviewing and analyzing annual financial state- 
ments, doing periodic on-site financial examinations, and monitoring key 
financial ratios. 

lPaul v. Virginia, 75 U.S. 168 (1868). 

2Lhited States v. South-Eastern Underwriters Assoc., et. al., 322 U.S. 533 (1944). 

315 U.S.C. Sections 1011-1015. 
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Introduction 

State insurance departments are responsible for taking action in the case 

i- 

of a financially troubled insurance company. If the insurance company 
is based in another state, the insurance department can suspend or 
revoke its license to sell insurance in the department’s state. If a home- 
based company is failing, the department can put it under state super-v 
sion or, in cases of irreversible insolvency, place a company in liquida- 
tion. State insurance regulators have established a central structure to 
help coordinate their activities. The National Association of Insurance 
Commissioners (NAIC) consists of the heads of the insurance departmen 
of 50 states, the District of Columbia, and four U.S. territories. KAIC’S 

basic purpose is to encourage uniformity and cooperation among the 

.ts 

various states and territories as they individually regulate the insurance 
industry. Toward that end, NAIC, among its other activities, (1) promul- 
gates model insurance laws and regulations for state consideration and 
(2) provides a framework for multistate “zone” examinations of insur- 
ance companies. 

Recent Trends in While the number of property/casualty liquidations each year has been 

Property/Casualty 
very small when compared to the more than 3,000 property/casualty 
insurers doing business in the U.S., there was a substantial increase 

Insurer Liquidations between 1981 and 1987 from the previous ‘I-year period in the number 
and size of insurer liquidations as well as the number of insurers 
targeted by NAIC for regulatory attention. From 1974 through 1980, 
property/casualty guaranty funds4 assessed insurance companies in 
order to pay claims for 6.9 liquidations per year on average; from 1981 
through 1987, the funds assessed for an average of 12.6 property/casu- 
alty liquidations annually, thus indicating that a significantly larger 
number of property/casualty liquidations took place in the latter period. 

In addition, during the 1981-87 period, the largest number of property/ 
casualty liquidations took place since the establishment of guaranty 
funds. Prior to 1981, the most that guaranty funds assessed insurers for 
any single liquidation was $85 million, and only one other liquidation 
required an assessment of more than $50 million. Since 1981, there have 
been four liquidations each requiring insurers be assessed over $100 

4Guaranty funds in each state pay in-state policyholder claims on liquidated insurers by assessmg 
property/casualty insurers doing business in the state. When an insurer is liquidated, each state’s 
fund is responsible for paying claims by policyholders residing in the state. Only five states had 
property/casualty funds in 1960; by the end of 1974, all but three states had them. Insurer Failures: 
Property/Casualty Insurer Insolvencies and State Guaranty Funds (GAO/GGD-87-100, Jul. 1987). 
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millionJ As a liquidation progresses, guaranty funds can share in pro- 
ceeds from the assets of a liquidated insurer, thus recovering some of 
their initial costs. Even with such recoveries, the two largest liquida- 
tions, Transit Insurance Company of Missouri and Mission Insurance 
Company of California, may end up costing guaranty funds over $1 
billion.fi 

The potential exists for still more insurer failures. Figure 1.1 shows the 
percentage of property/casualty companies examined by NAIC that it 
designated for regulatory attention because of concern over their finan- 
cial conditions (such a designation does not mean that NNC expects com- 
panies so designated to fail). The percentages shown generally reflect 
the situation in the mid-1980’s when investment and underwriting 
income in the industry decreased and the number of liquidations 
increased. However, as insurer income has increased since 1985, and the 
number of insolvencies have decreased, percentages have fallen by a 
small amount. In 1988, on the basis of 1987 financial data, NNC desig- 
nated 569 property/casualty companies for regulatory attention, repre- 
senting over 21 percent of all property/casualty companies reviewed by 
NANA 

‘The following are liquidations with exact amounts assessed, both as reported by the National Com- 
mittee on Insurance Guaranty Funds (NCIGF) and as converted into constant 1982 dollars: 

Assessment in 
Assesement constant 

Company Year through 1987 1982 dollars 

Signal/Imperial Insurance Company 1978 $ 53,478,429 % 74.069,846 

Reserve/American Reserve Insurance 
Company 1979 86,440,723 108.703,210 

Ideal Mutual Insurance Company 1984 221,535,240 205,696,602 

Transit Casualty Company 1986 218,994,933 197.470,634 

Midland Insurance Company 1986 131,509,572 115.460,554 

Mission Insurance Company 1987 147,542,250 125.354.503 

Note: The constant dollar figures are not exact because not all assessments took place In the 
year of insolvency. 

“NCIGF estimated in 1987 that the Transit insolvency would ultimately cost guaranty funds 
$611,916,224 ($434,932,221 in constant 1982 dollars) and the Mission insolvency $598.302.123 
($608,328,067 in constant dollars). 

7NAIC designations for each year are on the basis of annual statement data covering the previous 
year. 
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Objectives, Scope, and In October 1987, the Chairman of the Subcommittee on Commerce, Con- 

Methodology 
sumer Protection, and Competitiveness, House Committee on Energy 
and Commerce, requested that we review (1) how state insurance 
departments detect financially troubled insurers, (2) the resources avail- 
able to states for monitoring insurer solvency, and (3) the extent to 
which states share information and otherwise cooperate in dealing with 
problem insurers. 

This report examines state actions from routine surveillance through 
initial detection of a problem insurer. Future reviews will evaluate state 
regulatory actions in situations involving actual state takeover and the 
process of liquidating insolvent companies. 

The objectives of this review were to (1) determine how state regulators 
discover potential insurer insolvencies and whether early detection of 
such potential insolvencies is taking place; (2) examine the nature and 
extent of resources available to state insurance departments for analysis 
of insurer solvency; and (3) ascertain the extent to which interstate 
coordination and cooperation take place with regard to financially 
troubled multistate insurers, especially in terms of exchanging informa- 
tion concerning such insurers. 

To meet these objectives, we designed and pretested a questionnaire and 
distributed it to the insurance departments of all 50 states and the Dis- 
trict of Columbia. All except three states (Alaska, New Mexico, and West 
Virginia) completed the questionnaire and returned it to us. (A copy of 
the questionnaire and a compilation of results is in app. I.) On the basis 
of questionnaire results and various criteria, such as geographic diver- 
sity, the number of companies, and the size of the insurance department, 
we selected five states for follow-on on-site audit work: Rhode Island, 
Texas, Arizona, Connecticut, and Ohio. We also did audit work at NAIC 

headquarters in Kansas City, Missouri, in order to learn about NAIC'S 

efforts in coordinating state solvency regulation. We also spoke with 
insurance company executives, representatives of insurance trade 
associations, and independent experts on insurer solvency issues. (See 
app. III for a listing of those interviewed.) In addition, we reviewed 
available literature on the subject, including periodical articles, reports, 
and records of congressional hearings. We did our review from April 
1987 to January 1989 using generally accepted government auditing 
standards. 
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The NAIC provided written comments on a draft of this report. In its 
comments, the NAIC acknowledged that the report contained a number of 
valid observations, but the Association also disagreed on a number of 
points. NAIC’S comments and our responses are presented in appendix II. 

Figure 1 .l: Percent of Property/Casualty 
Companies Designated by NAIC for 
Regulatory Attention, 1978 Through 1988 *6 perca~ otComwnlg Reviswed 

1979 1979 1999 1991 1992 1993 1994 1999 1999 1997 1999 

Source: NAIC 
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Chapter 2 

Problems in Solvency Ihmination of Property/ 
Casualty Insurers 

Our review of the examination function of state insurance departments 
indicates potential problems in state monitoring of insurer solvency. 
According to state insurance regulators, states rely heavily on annual 
financial reports and field examinations, both of which are subject to 
significant time lags, to make determinations about insurer financial 
condition. State regulators rely generally on unaudited financial reports 
from insurers and do not rely on qualified actuaries to evaluate 
reserves. In addition, according to some state insurance regulators, the 
nationwide warning system instituted by NAIC is of varied usefulness in 
alerting insurance departments to potential solvency problems. 

Time Lags in 
Reviewing Annual 
Financial Data 

We asked in our questionnaire and in our discussions with state insur- 
ante regulators how important certain information is in discovering sol- 
vency problems with a property/casualty insurer. The insurance 
regulators said that one of the two most important means of detecting 
solvency problems is a department’s own review of insurer annual 
financial statements. For about half the states, the annual statements 
are the only data states regularly receive (other than the periodic field 
examinations and supplementary forms filed annually concerning acci- 
dent and health coverage) regarding the financial condition of an insur- 
ance company. 

According to state insurance regulators, all states require licensed insur- 
ers to submit a standardized year-end annual statement by the following 
March. State regulators told us that it may take from 6 weeks to 3 
months to review all submitted statements. If an insurer’s statement 
indicates possible solvency problems, the chief examiner or a senior 
examiner takes an additional 2 or 3 weeks to review it. 

In this sequence of events, a company can have a problem for more than 
a year before a state regulator is aware of it (especially if, as discussed 
below, the state does not require quarterly statements from all licensed 
insurers). For example, if a company had developed a problem in Febru- 
ary 1989, it would not show up on an annual statement until the end of 
the year. The state regulator will not receive that year-end 1989 state- 
ment until March or April 1990 and might not review it until several 
weeks later. The NAIC President expressed concern about the timeliness 
of annual statements, saying that by the time state regulators become 
aware of a problem the situation might become much worse or, con- 
versely, may have been corrected and no longer require state attention. 
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To speed up annual statement review, NAIC is encouraging companies to 
file their annual statements on computer diskette. Fifteen states require 
all licensed insurers to do so, with an additional 5 states requiring it 
only of home-based companies. This filing, however, shortens the 
processing time only after statements are received. 

Some states have attempted to reduce the time lag involved in detecting 
possible insolvencies by requiring all licensed companies to file quar- 
terly reports. Twenty-four of the 48 insurance departments responding 
to our questionnaire said that they required all home-based companies 
to file quarterly. Eighteen of the insurance departments require out-of- 
state companies to file quarterly. Quarterly statements are condensed 
versions of the annual statements. They contain a balance sheet, income 
statements, and a statement of changes in financial position but with 
less supporting data than annual statements, making them less useful in 
financial analysis. Quarterly filings are not subject to the NAIC Examiner 
Team review process described below. Two of the five states we visited 
in our fieldwork required a quarterly statement of all licensed compa- 
nies However, each state we visited had some type of interim reporting 
requirement for companies that needed additional regulatory attention. 
This requirement does not help in initial problem detection. 

Time Lags in Field 
Examinations 

State regulators indicated that the most important means of detecting 
solvency problems other than by annual statements is through on-site 
field examinations. These examinations, however, occur less frequently 
than annual statement reviews and take longer to complete. 

According to a 1988 NAIC survey and as shown in figure 2.1, at least 44 
states and the District of Columbia require by law that the insurance 
department do field examinations of home-based companies on a regular 
basis. Twenty-four states and the District of Columbia require that each 
domestic company be examined once every 4 years. Two states require 
an examination once every 3 years. Fourteen states have a 5 year 
requirement, and 4 states require periodic examination but do not spec- 
ify a frequency. Three states had no statutory exam requirement, and 
three others did not respond to the survey. 

According to officials in the states we visited, field exams on small prop- 
erty/casualty companies may require one or two examiners and take a 
month or less to complete, while examinations of large companies may 
require 5 to 8 examiners and take up to 8 months. The time involved 
may be even greater than that. In 1984, the Conference of Insurance 
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Legislators (COIL) reported that some examinations were not being com- 
pleted and findings were not being arrived at more than 5 years after 
the conclusion of the examination. COIL officials who worked on the 
report told us in 1989 that while some states have improved their record 
in this area, much remains to be done. 

The lengthy intervals between field exams and the length of time 
required to complete them had a direct impact on the Mission and 
Transit failures referred to in the previous chapter. In the Mission situa- 
tion, the California Insurance Department, after analyzing a September 
1984 quarterly financial statement, moved the beginning of Mission’s 
regularly scheduled triennial field exam up several months. The exami- 
nation revealed that Mission had assumed a number of bad risks and 
had engaged in questionable reinsurance accounting practices. * How- 
ever, the field exam did not begin until the spring of 1985 and was not 
completed until the fall, at which point Mission was put under state 
supervision. 

According to April 1989 testimony given before the Oversight Subcom- 
mittee of the House Energy and Commerce Committee by its state- 
appointed receiver, Transit Insurance Company began the questionable 
practices that led to its failure (i.e., assumption of questionable reinsur- 
ante risks and large-scale reliance on managing general agents)’ as early 
as 1980 and was in clear difficulty by mid-1983, when A.M. Best Com- 
pany lowered its rating on the basis of a review of Transit’s annual 
financial statement for the previous year. The Missouri Insurance 
Department began a scheduled triennial examination in September 1984. 
The examination was completed in April 1985 and showed that bad 
risks written for Transit by its managing general agents had depleted its 
surplus, at which point the Missouri authorities ordered Transit not to 
write new policies or renew current ones. The Missouri Insurance 
Department then put Transit into rehabilitation in November 1985 and 
into liquidation in December of that year. 

In both these situations, intervals between field examinations and the 
length of time needed to complete them led to a period during which a 

‘Reinsurance is the assumption by one insurance company of all or part of a risk undertaken by 
another insurance company. 

‘A managing general agent is an independent business firm that does for one or more separate insur- 
ers some or all of the functions usually done by company branch offices. 
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Figure 2.1: State Legal Requirements for 
Frequency of Field Examinations 

T gined period 

6% 
no response 

every 4 years 

Source: NAIC 

company believed to have problems was allowed to continue doing busi- 
ness. This situation created more policyholder claims and increased the 
eventual burden on the state guaranty funds. 

Many States Use State regulators generally accept financial data submitted to them by 

Unverified Financial 
insurers without independently verifying the data. NAIC recommends 
that state insurance departments require property/casualty insurers to 

Data submit a statement by a public accountant independent of the company 
attesting to the validity of the annual financial statement. However, 
according to a 1988 NAIC survey, 37 states did not have such a require- 
ment3 None of the five states we visited required CPA annual statement 
certification. 

3Sice the completion of the survey, 2 of the 37 states have instituted such a requirement. 
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Some state regulators question the effectiveness of CPA certification as 
a means of assuring the accuracy of financial statements. A regulator in 
Rhode Island said that CPA firms, when working for insurers, use differ- 
ent accounting practices than state examiners do in evaluating financial 
soundness. Nevertheless, the only means regulators have of verifying 
annual statement data other than through CPA certification is by on-site 
field examination that occurs only at lengthy intervals. 

Most States Lack 
Actuarial Expertise 

Leading insurance experts have said that a major determinant of an 
insurer’s financial soundness is the adequacy of its reserves4 and that a 
certified actuary is highly important in establishing and maintaining 
reserves. However, for the most part, states do not require actuarial cer- 
tification of insurer filings, and many do not use actuaries in annual 
statement reviews and field examinations. 

NAIC recommends that states require an actuary’s statement confirming 
the validity of the reserves for all home-based insurers. However, 33 of 
the 48 departments responding to our survey said that they do not 
require actuarial certification of reserve adequacy for all home-based 
property/casualty companies. In addition, 24 of the 48 insurance 
departments responding to our questionnaire reported that they have no 
actuaries working on reviewing property/casualty annual statements or 
on field examinations of property/causalty insurers. Of the five states 
we visited, only Rhode Island had actuaries working on field examina- 
tions. Some state regulators use part-time contract actuaries to assist in 
examinations. However, in 1988, the Consumer Insurance Interest 
Group and the Professional Insurance Agents of America reported that 
since such part-time actuaries would be working for insurers when they 
are not working for the states, there could be a conflict of interest. 

NAIC’s Warning 
System Is of Varied 
Usefulness to States 

NAIC assists state efforts in detecting insurer solvency problems with its 
own system that gives states warnings about problem situations. This 
system is known as the Insurance Regulatory Information System (IRIS). 

The IRIS system consists of two major elements. The first is a set of 11 
ratios developed from various figures provided in the annual financial 
statements filed with the NAIC by insurers. The ratios serve as prelimi- 
nary tests of the company’s financial condition. The second element is a 
review of annual statements selected on the basis of the ratios and other 

4Reserves are funds that insurers set aside for future claims payments. 
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factors by an Examiner Team chosen by NAIC from the ranks of state 
insurance examiners. These examiners (1) review the ratios, (2) analyze 
the statements, (3) decide whether an insurer should be designated for 
regulatory attention, and (4) develop a synopsis for the insurer’s home 
state insurance department. 

Our questionnaire results show that insurance departments give the 
NAIC system varied marks in terms of importance and reliability. 
Twenty-seven out of 48 departments rated IRIS ratios as of great or very 
great importance in becoming aware of a potential problem situation 
involving a home-based insurer, 15 rated IRIS as moderately important, 
and 6 as of some importance. Thirty-three states regarded IRIS ratios as 
of great or very great importance in the case of an out-of-state insurer, 
nine rated them as moderately important, and four as of some impor- 
tance. Twenty-two departments rated IRIS ratios as greatly or very 
greatly reliable indicators of property/casualty insurer solvency, 17 
rated them as moderately reliable, and 8 as somewhat reliable. Twenty- 
nine departments rated Examiner Team reports very greatly or greatly 
reliable as solvency indicators, 16 regarded them as moderately reliable, 
and 3 as somewhat reliable. 

Insurance department officials in four of the five states we visited gen- 
erally regard NAIC IRIS ratios and examiner team reports as of limited 
usefulness when compared to their own work in annual statement anal- 
ysis. Several officials we talked to had problems with the NAIC system in 
terms of both timeliness and reliability. Regulators in Arizona and Con- 
necticut told us that they complete their review of all insurer statements 
before they receive the Examiner Team report. In addition, department 
officials in Arizona told us that the Examiner Team reports are useful 
only for out-of-state insurers, since they are aware of in-state problem 
situations before the reports arrive. Also, regulators in Texas and Con- 
necticut told us that they consider IRIS ratios inaccurate since they can 
at times indicate financial trouble where none exists. (One Texas reguia- 
tor told us that his staff will spend a good deal of time analyzing a state- 
ment that has suspect IRIS ratios only to find that the company was in 
sound condition.) 

As part of upgrading its computer facilities, in 1988 NAIC instituted a 
system under which quarterly data are put into NAIC'S database, and cer- 
tain ratios are calculated and sent to state regulators. In addition, during 
1989, an NAIC working group will review the performance of IRIS ratios in 
detecting insurer solvency problems. It is too early to tell how these 
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developments will affect insurance department use of the ~‘AIC early 
warning system. 

NAIC Financial In addition to the work on the IRIS system described above. NAIC, during 

Regulation Standards 
the first part of 1989, prepared a “Policy Statement on Financial Regu- 
lation Standards” that was given final approval at the NAIC national 
meeting in June 1989. NAIC also approved a plan under which all mem- 
ber insurance departments must evaluate themselves on their compli- 
ance with the standards and, by mid-1990, must report back to KAIC on 
their compliance. 

These standards cover a large number of topics dealing with the rules 
and practices of solvency regulation. Among other things, they prescribe 
that (1) states should require annual CPA audits of home-based insurers 
(as previously recommended by NAIC), (2) states should (as noted above) 
require an actuarial opinion on reserve adequacy for all home-based 
companies, and (3) field examinations should be done in an “efficient 
and timely manner.” 

The standards address some of the problems discussed in this chapter as 
well as the following chapters but are not specific on a number of points. 
For example, they do not specify a desirable interval between insurer 
field examinations and do not define what is meant by doing an exami- 
nation in an “efficient and timely manner.” Also, it is not clear what 
sanction, if any, NAIC intends to impose on insurance departments that 
do not comply with the standards. 

Conclusions The time required to analyze insurer statements and do field examina- 
tions and the lengthy intervals between examinations may allow finan- 
cially troubled insurers to continue doing business for a period of time 
without state actions, thus increasing the burden on a state’s guaranty 
fund should a liquidation actually take place. The lack of requirements 
for actuarial certification of reserves in most states and the nonuse of 
actuaries in half of the states may also add to the difficulty in detecting 
solvency problems. NAIC has taken steps to deal with these and other 
shortcomings in solvency regulation, but it is not yet certain how effec- 
tive its actions will be. 
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State monitoring of property/casualty insurer solvency cannot be main- 
tained or improved without sufficient resources. We found that (1) some 
state regulators believe available resources to be inadequate, (2) states 
may not have sufficient personnel to do annual statement analysis and 
field examinations, and (3) some states are using field examiners who 
would not be qualified to represent NAIC zones in multistate field 
examinations. 

Some States May Lack In the course of our research and fieldwork, we found evidence that 

Necessary Resources 
some insurance departments may be facing resource problems in moni- 
toring insurer solvency. 

In 1988, NAIC did a survey of its member insurance departments con- 
cerning their ability to meet the statutory requirement that insurer field 
examinations be conducted at regular intervals (discussed in chap. 2). 
NAIC found that out of 51 departments responding to the survey, 21 
reported difficulty obtaining adequate funding from the state for exam- 
iners. Among those reporting difficulties were departments in two states 
in which, during 1987, insurance companies wrote more than $10 billion 
in premiums (as compared to an average of $3.9 billion per state). 

NAIC'S newly adopted Financial Regulation Standards, discussed in the 
previous chapter, say that insurance departments should have a “suffi- 
cient staff to effectively review the financial statements.” In doing our 
fieldwork, we found that collectively, the five states we visited had 26 
reviewers to manually analyze 6,450 annual statements, a ratio of one 
examiner for every 248 annual statements.’ Specifically, as figure 3.1 
shows, Arizona had one reviewer for every 792 statements, Texas had 
one for every 499 statements, Rhode Island one for every 416 state- 
ments, Ohio one for every 227 statements, and Connecticut one exam- 
iner for every 79 statements. In 1984, COIL characterized similar 
workload levels as “massive” and said that because of the workload, the 
process of annual statement review took too much time. 

We were told in our fieldwork that funding shortages had created prob- 
lems for hiring examiners in two states. Connecticut officials said that 
two examiner positions were currently going unfilled because of lack of 
state funding. Also, the chief examiner in Rhode Island said that in 

‘Since a company must submit a statement to each state in which it is licensed, this total tnvludes 
statements from one insurer submitted to two or more states, each of which will separatrl) ‘fflalyze 
each statement. 
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1986, because of lack of funds, only 3 of 14 authorized examiner posi- 
tions were filled. These openings created an examination backlog that 
was not cleared up until 1987 when, after numerous requests, the legis- 
lature provided more funds. 

Some states, partially because of funding problems, use independent 
examiners hired as independent contractors in addition to, or instead of, 
their own staff. Specifically, we found in our questionnaire results that 
seven states used contract personnel to supplement regular staff in ana- 
lyzing insurer filings, eight states used contract personnel to supplement 
their own field examiners, and nine others used only contract personnel 
for field examinations. For example, Arizona relies totally on contract 
personnel while Rhode Island and Texas have used CPA firms to do field 
exams. 

While using contract personnel may save money and circumvent state 
hiring restrictions, it may also create other problems. A recent report by 
the Department of Audits in Georgia concerning the state insurance 
department, which exclusively uses contract examiners to audit insur- 
ers, concluded that “problems [exist] relating to the department’s control 
over the quality of the examination, the independence and objectivity of 
the private examiners, and the efficiency and cost controls over the 
examinations.“2 

Some Field Examiners In its Examiners Handbook, NAIC sets pay and professional qualification 

Do Not Meet NAIC 
Qualifications 

standards for examiners participating in zone examinations - field 
examinations of multistate insurers organized by NAIC and done by more 
than one state insurance department. The personnel doing these exami- 
nations are drawn from state insurance department examination staffs 
and must meet NAIC standards. 

Among other requirements, NAIC prescribes that an examiner represent- 
ing a zone on such examinations must be certified by the Kational Soci- 
ety of Financial Examiners as an Accredited Financial Examiner (AFE) 

and that the examiner-in-charge must be a Certified Financial Examiner 
(cFE)." We compared the information states submitted to us on the 

“Georgia Department of Audits, Performance Audit: Department of Insurance, Regulatory Laws and 
Licensing Division, February 10, 1989, p. 14. 

‘1Only one examiner from each multistate zone participating in an examination is considered as repre- 
senting the zone. Other examiners coming from the same zone are not subject to the AFE requirement, 
and neither are examiners from the home state. The examiner-in-charge must be a CFE regardless of 
where he/she comes from. 
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Figure 3.1: Ratio of Reviewers to Annual 
Statements 
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number of full-time staffers used to do field examinations with the 
number of AFES and CFES on staff. This comparison shows that 35 of the 
46 departments reporting both sets of numbers had fewer AFES or CFES 
on staff than they did full-time field examiners. Thus, even if all the 
AFES and CFES worked on field examinations, the majority of state insur- 
ance departments have field examiners who would not be considered 
qualified to represent a zone on NAIC zone examinations. 

Conclusions In order to monitor solvency effectively, it is vital that states have a 
sufficient level of resources. While we know of no generally accepted 
criteria for determining how much states should spend on solvency reg- 
ulation, what we have found indicates that some states may not be allo- 
cating sufficient resources to this area. 
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The interstate nature of the insurance business and the guaranty fund 
system makes it very important that states coordinate with each other 
and keep each other informed about potential insolvency situations. We 
found, however, that states do not fully coordinate with each other. 
Some states release full information to other states about problem insur- 
ers while others concerned about the possible disruptive consequences 
of releasing information, share almost no information. NAIC has tried and 
is trying to encourage coordination and to provide mechanisms for it, 
but both NAIC authority and successes have been limited. 

1 The Need for 
Interstate 

property/casualty companies in the United States operate in all or most 
states and write a vast majority of the Nation’s property/casualty busi- 

Coordination ness. In theory, these companies are subject to solvency monitoring by 
all of the states in which they are licensed. In practice, states will leave 
the primary responsibility for solvency monitoring to the state in which 
a company is located. 

If a property/casualty insurer becomes insolvent, however, all states in 
which it is licensed must share the burden of honoring claims. As dis- 
cussed in our 1987 report on guaranty funds, each state’s fund is obli- 
gated to pay claims made by policyholders living in the state. 

Thus, while the home state assumes primary responsibility for monitor- 
ing the solvency of its insurers, its guaranty fund is only legally respon- 
sible for paying off policyholders residing in the state in case of 
insolvency. On the other hand, the other states, having informally dele- 
gated responsibility to the home state for monitoring out-of-state insur- 
ers, retain responsibility through their guaranty funds for dealing with 
in-state policyholders of these insurers in case of failure. If made aware 
of a problem insurer, these states can limit damage by ordering an out- 
of-state company to stop doing business in their state. This set of cir- 
cumstances makes interstate coordination in problem insurer cases 
essential, and NAIC prescribes in its Financial Regulation Standards that 
a state that identifies a financially troubled insurer should notify other 
jurisdictions in which the insurer does business. 
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States Vary in the State regulators are divided in their policy on information sharing 

Amount of 
between a desire to keep other departments informed and a concern that 
doing so may harm efforts to rehabilitate insurers. Our questionnaire 

Information They Will results indicate that several states are very open in sharing information 

Share About Problem on problem situations with other states, several others are very restric- 
tive, and most fall in between, giving some information to other states 

Insurers and/or to NAIC in certain situations. 

Our questionnaire concerned what departments tell other departments 
and NAIC, either formally or informally, about problem domestic prop- 
erty/casualty insurers. The responses indicate that 13 of 47 states 
would not, if a company based in the state had a strong probability of 
insolvency, notify other states in which a problem company was 
licensed. Almost all states would, if insolvency of a home-based insurer 
was imminent, notify other states in which a home-based insurer was 
licensed. 

We also asked regulators in our questionnaire about the degree to which 
they would keep NAIC and other states informed about problem domestic 
property/casualty insurers in their states. Our results show that about 
15 of 48 departments surveyed would provide full information upon 
request to states in which a problem company was licensed. According 
to the questionnaire results, three states would be more forthcoming, 
providing regular updates on a problem situation, and five would be 
much more restrictive. Thus, the questionnaire responses indicate that 
the degree to which other states and NAIC are able to find out what is 
happening to an insurer with financial problems depends in large part 
on which department is handling the situation. 

Our discussion with state officials reinforces this conclusion. An Arizona 
official said that he could talk with regulators in 30 to 40 states about 
on-going problem situations, while an examiner in Rhode Island said 
that his out-of-state contacts were largely restricted to the immediate 
geographic region. Officials in Connecticut said that they place little reli- 
ance on formal or informal contacts with other regulators, preferring to 
depend on their own review of financial statements to detect solvency 
problems in out-of-state insurers. 

State regulators we talked to in the course of our fieldwork, as well as 
other regulators who responded to our questionnaire, have a specific 
concern about sharing information with other states about a home-state 
problem insurer. They are concerned that if they do so, one or more of 
the other states might suspend the company’s license to issue policies in 
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the state. Since such an action is a matter of public record, divulging this 
information would alert the public to the existence of a problem situa- 
tion. Regulators are concerned that the company would undergo a 
“run,” with agents and policyholders withdrawing their business. With- 
drawing business would make insolvency more likely and would frus- 
trate insurance department efforts to put a company back in sound 
financial condition. One state insurance department official told us that 
for this reason, his department withheld information from other states 
on a troubled in-state company pending a potential takeover. 

Regulators in four of the five states we visited expressed this concern, 
as did one of the states we did not visit in a comment attached to its 
questionnaire. Another state regulator expressed concern in its ques- 
tionnaire that if an insurance department identifies an insurer that is 
actually not in financial difficulty as financially troubled, the company 
could sue state regulators and hold them personally liable for damages. 

NAIC Has Had Limited NAIC has recently increased its efforts to improve coordination and coop- 

Success in Bringing 
States Together 

eration among states. A major example of such efforts is NAIC’S creation 
of an interstate computer network that (1) allows states to communicate 
easily with each other or with NAIC, (2) provides state insurance depart- 
ments with selected annual statement data from NAIC’S data base, and 
(3) allows states to create customized analyses of annual statement 
data. However, NAIC can make networks such as this available but can- 
not require states to make use of them. NAIC has no regulatory power but 
is entirely dependent on voluntary state compliance and cooperation. We 
found several examples of the variations in state cooperation with NAIC 
and participation in NAIC activities. As mentioned in chapter 1, NAIC pro- 
vides the organizational structure for interstate zone examinations of 
large multistate insurers. All states are notified of zone exams and given 
the opportunity to participate. We asked in our questionnaire about par- 
ticipation in zone exams from 1984 through 1987 and found that while 3 
states had participated in over 100 zone examinations during that 
period and 11 others in between 25 and 99 exams, 28 states had partici- 
pated in fewer than 10 zone exams, and 13 of those 28 states had partic- 
ipated in none. 

NAIC also provides an opportunity for interstate contacts through its 
large number of committees, subcommittees, task forces, and working 
groups. Our five fieldwork states varied sharply in their participation in 
such groups. As of the beginning of 1988, 16 Texas Insurance Depart- 
ment officials served on a large number of NAIC subgroups. Arizona had 
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2 officials serving on a total of 17 NAIC subgroups, Connecticut had 1 
official serving on 14 subgroups, Ohio had 1 official serving on 10, and 
Rhode Island had 1 official as a member of a single NAIC task force. 

When we asked state officials about this participation, we found that 
the extent of NAIC participation is related to various factors. Texas has a 
three-person Insurance Board in addition to its commissioner and other 
Insurance Department officials available to participate in KAIC sub- 
groups. Rhode Island officials told us that their limited participation in 
NAIC resulted from a lack of funding, staff, and interest on the part of 
the former commissioner. With a new commissioner more interested in 
outside activities, Rhode Island anticipates increasing its participation in 
NAIC. 

Conclusions The interstate operations of many large insurers and the responsibilities 
of individual states under the guaranty fund system make interstate 
coordination important. However, the exchange of information among 
states about problem insurers varies from state to state, as does the 
degree to which states are willing or able to use the coordination oppor- 
tunities provided by the NAIC. 
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U. S. General Accounting Office Survey of State 
Insurance commissioners Regarding Financially 
Troubled Property/Casualty 
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U.S. GENERAL ACCDUNTlffi OFFICE 

SURVEY OF STATE INSURANCE COWIISSIONERS REGARDING 

FINANCIALLV lROWJ0 PROPERTV/CASUALTV INSURANCE COMPANIES 

INTRODUCTION I. BACKGROUW 

The U.S. Censrnl Accounting Office (GAO), an 
Independent agency of Congress, is conducting l 

survay of stats regulatory wtivities concerning 
financially troubled property/cmsualty (P/C) 

~nsursncc companies during the period between the 

initlml discovery of possible aolvsncy problema and 

entry into conservation, rehabll1tetion, or 

liquldatlcn. The purposes of the survey .re to: (1) 
ascsrtaln what atoms of information are moat c~nnonly 
used, and moat conrlstantly relied on. by state 

x~surance departments I” discovering and monitarlng 
potsntlal ~nsolvsnc~es; (2) determine to what extent 
state insurance departments take certain actIons in 
daallng lath potsntial insolvencies: and I>) 
detsrmlnc the nature and extent of intsratats 
conmunlcation and coopsratlon in dssling with 
flnanclally troubled property/casualty inaursrs. 

1. How m.ny daetic and foreign propsrty/cn.u.lty 
(P/C) inmursra *era licenred to do business in 
your state, .I Of Decetier 31, 1987' (PLEASE 

ENTER APPROPRIATE NUWERS BELOW. IF NONE, ENTER 

"0.") 

1. Domestic P/C ~naurara 

2. Forsqrt P/C inwrsrs 

Unless otherwlsc noted, 111 rsfarances to 
“inaursrs” or “insurance companlaa” are to property/ 
cwumltr companies. Risk retention groupa are 

excluded. 

The questionnalrs should take about 1 to 2 hours 
of your time, depending upon the weilnbility of your 
rccorde. All survey responass will be treated aa 

2. Consider the ntisr of prafcaslonal staff, both 

in-hour and contractors, if any. rho spend 3 

time either analyzing finwwial statements or - 
conducting field examinations of P/C compan~s. 

(PLEASE ENTER APPROPRIATE NUBERS BELDU. IF 

NONE, ENTER "0.") 

Nunber of Staff 

In-house Contract 

(1) (2) 

l . About how many full-tia N=bB N.&Y 

or full-time equiv*lat RZO-24 R-O-B 

etmff wu1yze P/C ebml=5.52 Mesn=O.bo 
finuri*l st&slents’ Mediw!=l.5 MedianzO 

o- (15-17) 

confidentxml md ~111 not be dncloeed to anyone aut- 
aids GAO. The auestioonaire is tiered only to 
permit UI to foilaw up with nonreapmdnrts. .Vour 

reapm*a Irn voluntary. If you have any quaatima, 
plemaa crll Mr. Steven 3. Eerk. It (7.02) 447-1570. 
PIemae caplete the queatonnaire within lo busimma 
days nftsr receiving this reqwet. In fame the 
envelope ie miaplmcad, the uiling addrae ia: 

U.S. CenerAl Accounting Office 

Gonorm Covmrmsnt Division 
Mr. Steven J. brka 

Room 3660 

341 t Street, N.I. 
Ltiington, D.C. 2O.W 

If you have any cDlnsnta you rich to add. please 

uw the epaca provided at the end of the qWOtiW8- 
wire. 

Thank you for your Cmperati~. 

l l l l l 

NUVber 

NAB 

RAnge.2~ZBP 

Mean=61.25 

Mzdlan.15.5 

N-08 
Rangc.97-1087 

Wsan.571 
Ckdlsn.587 

b. About how uny full-tiw NAB NAY 

or full-time equiv*Lnt RzD-75 R-O-40 

staff conduct P/C field mwl.lb.Yl Memn=0.05 

Madinz9.5 Nedian= 
o- (Zl-2Jl 
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J. C~nald+r the profwsionml l ffliiation~ or CertifiCltlonl of your Itmte'O inWranCe depmrtmnt and 

contrmctorm, lf Any, wrkIng on the finmcial wndltlon of P/C compmisa, lee., wmlyring annual 
~ttitmmntm or conducting field axmminationb. 

(PLEASE ENTER APPROPRIATE NlWfRS. 
About how nmy .r. in l ch of the follmng catsgorlea? 

INCLUX BOTH FULL-TIM A10 PART-TIWE STAFF AH) CDNTRACTORS, IF ANY, 
ENTER AS MANY MSICNATIONS, PER PERSON, AS APPROPRIATE.) 

NUCBER OF STAFF 

IN-HOUSE CONTRACT 

(1) (2) 
N:b5 N.43 

R.O-2 R=O-3 
Mew:.22 Melnz.bb 

1. fellow of the Cmalty Actunrirl Soctety 

2. Associate, but not Fellow, of the Casualty Actuarial Society 

I. Certlfled Property Casualty Underwriters (CPCU) 

b. Certified or kcredltcd Fmanclal Examiner (CFE or WE) 

5. Certlflcd Public Accountant (CPA) 

Hedim= HediwxO 
(24-26) (27-29) 

Hz43 

RIO-Z 

Wsmn:.lP 

N-40 

R-0 

neen:o 

Medim. 
(30-32) 

Medlan:O 
03-35) 

Y-42 YAO 
R.O-2 R-0-1 

Mean=.24 man=.03 

Nedian-0 

(36-16) 

Median-0 
(39-41) 

N=b6 Y-b1 
RIO-P) R-0-17 

Meen=7.74 nean.3.02 

Medlsn.5 
(42-U) 

MedlsnrO 
(95-47) 

N.45 N.40 
RIO-R R.O-4 

Meeln=l.Bb Mew1r0.225 
Nedlw,.l 

(48-50) 
Median=0 

(51-53) 

4. Please provxle the following finnnclal informstlOn for your etate'a fi#cml year, 1985 through 1988. 
(ENTER Dam7 AW~UT~TS lo IHE NEAREST $1,000.) 

FINANCIAL 1NFORMAlION 

FY 1988 
FY 1985 t-V 1986 FV 1987 (est.) 

(s000'a) (tooo's) (SOW'.) (MOO's! 

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

1. All revenue collected fra my inmxance-related N=bb N145 N.45 N.45 

wtivltlea including taxem, fees, DC nsselrsments RsBlB-692800 RzM51- RzlbBb- R-1978- 

in P/C, life, and health insurmce Me~znr753Y.Z 036265 lDZBTJ2 1081476 00-71) 

lled.43559.5 Memn=B66BB.6 We~n:l01649 Memn~lObPPl 

Meds510X Med.59093 Wed=58000 

2. Total srpendltursa of the entire ineurmcs 
department 

N-45 N-47 11.46 Nzb6 

R.b7B-34013 R.517-35828 R=561-19661 R=6OD-57316 (74-95) 

New,=5011.73 Meux5579.74 Wsw1:6MB.22 Mean.7437.44 

MrdzZbb6 Wed=2808 Med.3036 Ued.1446 

1. Total cost of malyz1ng P/C wu-lusl rt&umnta N:25 N.26 N:26 N:26 

md examining P/C insurers R.5-3674 R=6-1BbP R:7-b390 R.E-5954 (94-109) 

Mewz721.6 l4smn:794.15 Mews876 Hwn=989.J1 

I(ad=WO Ned.453 Med.472 Ncd.530.5 
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5. II your state’8 insurmncc dspartnsnt funded frca 

the atmte general fund, or from dedicated or 

special fund67 (CMCK ONE.) <:101 

1. [ 281 State generml fund Both 4 

NA 1 

2. [ 151 Oedlcated or epacial funds 

6. Da domestlc P/C insurance companies operating U-J 
your state rel&urse your department for part or 

all of the cost of their exemlnatlons’ (CHECK 

ONE.1 (111) 

1. [ 411 Yes 

2. [ 71 No 

7. How frequently is your state’s insurance 
depsrtmcnt required e to perform a field 
srsmlnatum3 on domertlc P/C maurers? (CHECK 

WE. 1 (112) 

1. I 23 1 Every 3 year9 

2. [ 31 Every 4 years 

3. [ 141 Every 5 yews 

4. [ Bl Other (specify) 

8. 

9. 

IO. 

Aside from special pr targeted eramlnatiow, 

(e.g., exams triggered by the IRIS early warning 
qstemn), what percent, If any, of domestic PK 

companies does your state rwtinely crsmlne more 
frequently than required by law’ (ENTER 

PERCENTAGE. IF NONE, ENTER "0.") 

N-44 1113-1153 

R-O-100 

Mean=Zl.Jb 
Medisn=b.5 % 

(Canpanles routinely examined ) 

(more frequently then required) 

Please indicate below which of the followlnq, of 
ny. we part of a regular field eramlnatlons of 

domestic P/C insurers. (CHECK ALL THAI APPLY.' 
(116-1191 

1. [ 481 Revleu examinmtum of financial data to 
vcrlfy results of w~-~al statement 

2. [ 471 Review of rmervc adequacy 

3. [ 471 Check on compliwxe with nonflnsnclal 
statutory requirements 

4. [ 191 Other (please epacify) 

Generally, how much tina elapses between the 
completion of a regular examination on a 
dometic P/C ineurer and the 1swancc of the 
final exuination report? (CHECK ONE.! 

1. [ 451 Less thm 6 mntha 

2. [ 11 At least 6 mntha, but lass than 1 year 

Y. [ 01 At lemst 1 year, but less than 1 1’2 

4. [ 01 At lomet 1 l/2 years, but lcsa than 2 
y..r. 

6. [ 01 No besia to Judge 
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11. Ha, freqmtly, If at all. we s bmetlc ad forclq P/c mmrers. luxnmd m yaw stste, raptred by statute or adnmietratim dim to pmi* 
ymr stata with tb folkming mfomtim mlatq to mlva~y or flmml cmdlttm~ (IN EMX WV, MCK M Box MElI ‘VPESIIC” “OM Box LEW 
TCJEICt4.“) 

ap (1-Z) 
Card2 

(1) 

(a91 

6. 1-t stmry’s 
cpmim unfitming rmenu 

(14-151 

(W-17) 

l 1#1011rC101 
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19. k-dPn: Mlrsr aolvary, q4mrally, ha relitih, If nt all, am ttm follcuiq itam of infomrtim? (MCK OIL 8)X IN FMi Ry. If - 

mv grsstlY Cru&ly R&Irately -t Little or m Not 
reli*le rsliQls rslille lwl Ldxle rnli&Ility wli&le 

1NmNm 5 lmml sa.w (1) (2) (31 (41 (51 (6) 

1. IRIS mtlm 6 16 11 a 1 0 (-Jo) 

2. mic aair~r~ tsl raporta 12 17 16 J 0 0 (71) 

1. 6Eat'a ralnl, 1 4 11 24 5 3 (RI 

4. Raulta of field eariratimo 73 a 1 0 0 0 (nl 
, 1 v m 

5. 0th hmcify) 7 3 2 2 1 0 (33 ml (74) 

l I*domtsR 
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111. IcTIu6 10 LEN. mlli mrwlk It6tIKNZIES 

Zl. I& libly oc u~llkaly, If aitbr, rrJld your stats be to t&s the follo*lq actloa m nare of firarxAly trahled P/c wea” (IN EKIi RDI, 
Mcx DE aox LNIER ‘zot31Ic” Ma M mx INER TmElTr.“) - 

3. Cmfm rlth bniciliary cbprtlan 

E. Rsg”ttl-atmrsalhaimmb 

Page 35 GAO/GGD-W129 Insurance Regulation 



Appendix I 
U. S. General Accounting Office Survey of 
State Insurance Commissioners Regarding 
Financially Troubled Property/Casualty 
Insurance Companies 

IV. INTERSTATE COOROlNATION 

21. In how many NAIC LDOe aramlnltlons of foreign P/C IMUf‘Crs has your Itats participated, in e.fh of the 

follalng c.lendar yeara? (ENTER APPRWRIATE NUMBERS. IF NONE, ENTER "0.") 

Ntm6.r of zone 
CALENDAR YEARS examinntlons I 

1. 1980 rN.44 R-0-32 Hsan=4.18 Median=1 1 (97-99) 

2. 1985 IN=47 RIO-70 Wemn=6.47 Medlan=l 1 (100-102~ 

J. 1986 N=b7 R-O-80 Mcanz6.17 Wcdlanzl (IOJ-105) 

4. 1907 N.47 R=O-80 Msan=5.55 Hcdlan=l (106-108) 

22. Plsasa Indlcata whether or not your stats notlfisa the following lnterestsd parties, on a rwtlnc bssls, 

either formally (In wrltlng) or ItlfOrMlly, *hen you take the following actions conccrnnq a fuwnclally 
troubled domcstlc P/C 1"s"~~. (CHECK UL THAT APPLY FOR EACH ROW.) 

INTERESTED PARTIES ROUTINELY NOTIfIEO? 
I 

NAIC 

Formally Informally 

Yes No Yea No 

YlEN YOUR SIAIE . . . (11 (2) (1) (2) 

1. detects (I problem sltu8tim 1” (5 NAI (4 NA) 

*hxh ~~~lvsncy is posslblc 

but not llksly 3 40 5 39 

2. detects l problem sltuatlon in (5 HA1 (10 NA) 

which insolvency is n atrong 
probnbility 10 33 9 29 

3. detect8 a problem altuatlon in (7 NA) (13 NA) 

rhich inaolvsncy 1s lmlnent 

4. raquasts mnre frequent filinga 

5. conaulta with innursr exectivee 3 45 1 40 

6. orders inadnta field (2 NAI (15 NAI 

examination (other than zom 

exuinat ion ) 29 2 51 

7. takea l dninistrativs actlone (6 NA) (14 NA) 

hart of conservation 

All states - I 

formally I I Informally 

Yea No Yes No 

(1) (2) (I) (2) 

(6 NAI 0 NL) 

5 36 

9 ( 31 

46 NAI- 
1 (41 

43 NAk 

l IM 

(5’NAl 

4 4 39 1 w 39 1 w 

tf 

(7 NA) (7 NA) (10 HA) (10 HA) 

6 6 35 35 1 1 17 17 

(5'NA) (5 NA) (15 NAI (15 NAI 

21 ( 22 1 4 ( 29 1 21 22 4 29 

(I NA) (17 NA) 

(ZZ- 

27) 

(ZR- 

1J) 
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23. Please lndlcatc whether your state. formally or Informally, provides the followlnq material, 0” a routine 
bssla, to the partlea liatsd below eonccrnlng m flnanclally troubled domestic P/C insurer. iCHECK 9Li 
THAT APPLY IN EACH ROW.) 

WIERIAL YOUR SrAlE PROVIDES ROUTINELY 

1. Results of conversations with insurer erecutlves 

2. lnformatlon filed by tnsurer at special request 

3. Results of special field eram~wtran 

INTERESTED PARTIES 

states I" 
*hlch insurer 

NAIC 1s licensed All states 

24. Yhlch statement below best descrlbcs the deqree to which your state keeps c informed of a sltuetlon 

cmcern~nq a fmanclally troubled P/C ~"aurer not yet 1" formal proceedu,gs' (CHECK ONE.) 
!55' 

1. [ 11 We do not provide information under any circumstances 

2. [ 61 We do not provide Information unless a speclfx need 1s demonstrated 

5. [ 61 We provide llmltcd lnformatlon on request wIthout asklng for spcclflc dcnnnstratlon of ved 

4. [ 181 We do not update but provide full information an request 

4 NA 

5. [ 61 We provide llmlted updates and prov1d-z full Inform&Ion an request 

6. [ 51 We provide sltuatlon updates on a regular basis 

7. [ 21 Other !spcclfy) 

25. Which statement below best descrlbcs the degree to which your state keeps states, I" which insurer 19 - --___ 
Ilcenscd, informed of II sltuatlon concerning a flnanclally tralJbled domestic P/C insurer not yet I” 
formal proceedlnqs" :CHECK ONE.) 

(56' 

1. [ 01 We do not provade infornutnn under any clrcumstancss 

2. [ 51 We da not provuIa &nfornetum unless a spacifx need 1s demonstrated 

3. [ 81 We provlQ limited mformatmn on request wIthout asking for spsclfic demonstration of need 

Ii. [ 151 Ye do not update but provide full infornatlon on request 
bW 

5. [ 101 WC provide llmltad updates and provide full lnfornution on request 

6. [ 31 WC provide sltustlon updater, on a regular ba81s 

7. [ 31 Other (c.peclfy) 

l nAmMmEn 
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26. Which atmtmnt below && daacrlbea the degree to whxh your stats keeps e, in which insurer is not 
licensed, inforad of a altuntim concsrnlng a frnmcially troubled domestic P/C insurer not yet in 

formal proceadmgs. (CHECK ONE. 1 

(57) 
1. [ 71 We da not provide xnforutim under my clrcumstmces 

2. [ lE1 UC do not provide information unleea a specific need m. dmmettated 

3. [ 21 We provida limltsd information on request rlthout making for specific dammatratlao of need 

0. [ lb] We do not update but provide full informtmn on request 

5. [ 31 Us pravu3a limited update8 and prav~& full information an request 

6. [ 01 WC provide situation updates an I regular baais 

7. [ 01 Other (apecity) 

V. AMQUACY, TIlELINESS, AM) USEFULNESS 

timtim* 27 through SO are concerned with your satiaflctim or disamtiafactim with the adequacy, 

tialiness, and uaefulneas of inform&ion provided by domiciliary statea, the pm-1988 IRIS early warning 
ratio., Examiner Teem Project Reporta. and the MIC zone eruilution. Plsmae feel free to add your cansnts 

&out this section in the space provitid l t the ad of the queatimnaire. 

27. Ho* aatiafisd or dissatisfied, in torea of w3oqu~cy, timeliness, nd usefulness. we you with ths 
lnforution provxlad your state by daicilimrv states cm troubled foreign P/C insurers licensed ln your 
date? (CHECK ONE BOX IN x ROW.) 

IMFomATlON PROVIDED 

BY DOMICILIARY S1AlES 

very 
satmfmd 

(1) 

Cmer~lly 
smtisfisd 

(2) 

29 

Neither 
utisfied 

mr 
dissmtisfis 

(3) 

11 

. . . 

3. U*efulm9a 2 12 11 2 0 0 (60) 

28. Ha mtiafied or dimratlafimd umre you, in term of wdaqury, tialinaa, and uaefulnmss, with the 

inforrtim provitid by the pro-19.98 myata (bmsed only m l nu~l reporta) of IRIS early warn~g ratlosT 
(CHECK aE BOX IN E ROW.) 

1womu1 low 
PRovIm BY 
M-1988 1RIS 
WARNING SYSTEN 

1. A-Y 

2. lirlins9 

3. U~efulm*s 

utiafied 
(1) 

6 

Gemr~lly L utlafied 

(2) 

14 

Neither 
utirfisd 

nor 
disaatisfie 

(Y) 

I 5 
7 1 YJ 1 b 

7 1 33 1 6 

Cemr*lly Very No basle 
dlmamtimfied diautiafied to judge 

(0) (5) (6) 

2 0 1 (61) 

3 0 1 (62) 

1 0 1 (63) 
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29. How ?Iatlsfled or dlssatlsfled are you. I" terms of adequscy, tmelmess, and usefulness, wxth the 
~nfornstlon provided by Exnm~ncr learn Propct reports7 (CHECK DNE BOX IN EACH ROY.! 

Neither 

lNfoRNATIoN antIsfled 

PROVIDED BY Very Generally "or Generally VCQ No basis 
EXAMINER TEPJ4 satlsfled satlsflsd dlsaatlsflcd dlsaatlsflsd dissatlsfled to Judqc 

PROJECT REPORTS (0 (2) (J) (4) (5) (6) 

1. Adequacy 10 53 5 0 0 0 !611! 
I 

2. 1 meliness e >5 4 1 0 0 1!65) 

J. Usefulness 11 54 2 1 0 0 (66! 

30. How satlsfled or dissatlaflcd are you, m tcrrns of adequacy, timeliness, and usefulness, mlth the 

lnfarmatlon provided by the present system of 'MC zone examnlnatlons? (MECK ONE BOX IN EACH RCY.1 - 

INFDRWATIDN 

PROVIDED BY 

NAIC ZONE 

EXAJ4lNAlIWS 

1. Adequacy 

2. 11me11”0ss 

3. Uaefulnsss 

Nslthcr 

satisfied 

very Generally mr Cenarslly very No besls 

satlsfled satlsflad diasatlsficd dlssstlsfled dlssstlsfied to JUdqe 

(1) (2) (5) (4) (5) (6) 

8 J3 5 4 0 D (6:) 

3 22 13 9 1 0 (68) 

6 33 6 2 1 0 169) 

VI. COWNTS 

31. If you have any comnwnta which you feel are relevant to the objectives of this survey, as described I” 
the lntroductxa, please we the rsmainlng space and. if nscsssary, you may attach addit:onsl ahects. 
(GAO MIGHT CITE YOUR CM4ENT-S BUT WILL E ATTRIBUTE THEM TO YOU OR YCUR STATE.1 

!70) 

If you would like l copy of our final report to the Conqrcrs, please check this box. ii 

Thank you for your help! 

l kkNorll(SIER 

(71) 

Gm/m-b/B0 
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Comments by the National Association of 
Insurance commissioners 

Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

Now page 9. 

See comment 1. 

Now pp. 9-10. 

See comment 2 

Now pp. lOand 12 

See comment 3. 

Amc 

MT. Richard L. Fogel 
Assistant Comptroller General 
U.S. General Accounting Office 

Washington, D.C. 20548 

Dear nr. Fogel: 

Thank you for the opportunity to review and comment on your draft reporr 
Insurance Reaulation: Problems in the State Monitorino of Prooertv/Casualty 
Insurer S01ve"~~. The report clearly reflects e great deal of work on the part 
of GAO staff and it contains a number of valid observations. At the same time, 
the report makes several statements which are incorrect or misleading. Our 
specific comments follow. 

Page 12: The report states that, for the period 1981-1987, there were 
almOst twice es many insurer liquidations requiring state guaranty fund 
assessments than there were for the period 1974-1980. The "umber of 
liquidations, however, is very small in relation to the total number of 
prOperty-CaSualty insurers operating in the U.S. According to figures 
published by the National Committee on Insurance Guaranty Funds, there 
were 11 insolvencies in 1987 requiring guaranty fund assessments out of a 
tots1 of 3,800 property-casualty companies. 

Pages 12-13: The figures on guaranty fund assessments reported on page 
12-13 do not include the funds that may be recovered from the liquidated 
estate. Normally, s liquidator does not make a distribution to creditors 
until all claims have been filed and approved and all assets have been 
marshalled. Co"seque"tly, the "et cost to the guaranty funds may be less 
than the figures reported here. 

Pages 13-15: The report states that potential exists for still more 
insurer failures and cites figures from the NAIC's Examiner Team Pro]ect 
ss support for that statement. However, two qualifications to these 
figures should be pointed out. Pint, changes in the percentage of 
companies processed through the IRIS system that are designated for 
regulatory attention can be affected, in part, by the percentage of 
statements that receive manual review by the Examiner Team. Increased 
resources and improved procedures have allowed a greater proportion of 
statements to be manually reviewed which, in turn, has resulted in more 
companies being designated for regulatory attention. Co"seq"e"tly, an 
increase in potential insolvencies cannot necessarily be inferred from an 

increase in the ratio of designated to processed companies. 

Second, the number of companies designated for regulatory attention is net 
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See comment 4. 

Now page 13. 

See comment 5. 

See comment 6. 

Now pp, 14-15. 

See comment 7. 

Now page 15. 

See comment 8. 

Now pp, 16-17. 

See comment 9. 

See comment IO 

Now page 17. 

See comment 11. 

See comment 12. 

4. 

5. 

6. 

7. 

8. 

a good indicator of the number of potential insolvencies. Only A small 
proportion of designated companies are either insolvent or in imminent 
danger of insolvency. 

Page 19: The report is critical of the time-lag involved with the receipt 
and review of annual statements. However, it should be pointed out that 
some time-lag is inherent in any financial reporting eystem. The issue us 
what is a reasonable time frame in terms of the need for information and 
the coot of more frequent reporting. Many insolvencies take more than a 
year to develop. The report correctly points out that a number of states 
require quarterly statement as well as other interim reports from 

financially troubled companies, but implies this reporting is inadequate 
for initial problem detection. Although the quarterly statement is more 
limited than the annual statement, it contains the elements essential for 
early problem detection. 

Page 21: The report implies that field examinations should be scheduled 
on a more frequent and regular basis. Many experts believe, however, that 
the timing of field examinations should be based on need rather than a 
uniform schedule. This facilitates targeting regulatory resources for 
maximum effectiveness. 

Page 24: The report asserts that the time-lags involved with financial 
reporting and field examinations worsened the impact of the Mission and 
Transit insolvencies. It should be pointed out, however, that the field 
examinations were needed to establish the statutory grounds to place the 
companies in receivership. Regulators cannot arbitrarily place a company 
into receivership without establishing a basis for that action. 

Page 25: The report points out that the majority of states do not require 
the filing of audited annual financial reports. According to an Ernst 6, 
Whinney Survey, 11 states have promulgated rules or regulations requiring 
audited statements (Attachment A). A recent NAIC survey indicates that an 
additional 8 states have taken some form of administrative action to 

require audited statements. Most of these regulations apply to both 
domestic and foreign companies. Even though a particular state may not 
require it's domestic companies to be audited, those companies may be 
required to be audited by a foreign state's requirements. The report does 
not take this fact into account. 

Page 26: The report indicates that the majority of states do not require 
actuarial certification of reserve adequacy for domestic property-casualty 
insurers. A list of those states that do require certification of 
reserves is attached (Attachment B). It also is important to note that 
even if a state does not require all licensed insurers to file loss 
reserve opinions, it will likely require certain insurers to file such 
opinions, particularly if they have a history of inadequate loss reserves. 

Ic addition, the report cites a 1988 report by the Consumer Insurance 
Interest Group and the Professional Insurance Agents of America which 
raised concerns about potential conflicts of interest that are created 
when state insurance departments hire part-time contract actuaries for 
field examinations who work for insurers when they are not working for 
regulators. HOWeVer, a conflict of interest would only exist if the 
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Now pp. 17-18. 

See comment 13. 

Now page 19. 

See comment 14. 

See comment 15 

Now page 20. 

See comment 16. 

See comment 17. 

Now pp. 21-22. 

See comment 18. 

9. 

10. 

11. 

12. 

13. 

contract actuary Was involved in examining a company for whom he or she 
had previously worked. 

Page 28: In discussing stdte responses on the reliability of different 
solvency detection activities, the report seems to imply that they have 
the same objective and should be judged by a similar standard. However, 
thee@ activitiee l hould be evaluated AS successive stages of an integrated 
*yet- rather than competing approaches to solvency detection. The IRIS 
ratioe provide an initial screen of companies in order to target further 
analysi*. The number of companies is reduced in later stages of the 
process ae each company receives more extensive review. Consequently, Lf 
the process works correctly, IRIS ratios should be the least reliable 
indicator and field examinations the most reliable. It would be more 
appropriate to evaluate the performance of each stage of the process In 
terme of its specific objective. The report also fails to note that the 
NAIC Examiner Team and the NAIC Examination Oversight Task Force perform a 
follow-up review of state regulatory action on "first priority" companies 
which could result in A” examination of A troubled company being called by 
the NAIC. 

Page 30: The report criticizes the financial regulation standards, 
recently promulgated by the NAIC, for not being more specific. It also 
states that it ie unclear whether the NAIC intends to impose any sanctions 
on etates that do not comply with the standards. The standards were 
intentionally done as broad general statements. The specifics will follow 
ae the eelf-evaluation and the accreditation program are implemented. 
Sanction= will also result as the program develops. 

Page 32: The report comments on the degree of variation between State 
reaourcee expended for solvency regulation without noting the following 
factors which would, in part, explain the variation: 1) geographical 
differences in ealary levels and other costs; 2) costs paid directly by 
the ineurer which do not appear AS A department expenditure; and 3) the 
number of ineurers doing business in the state. 

Page 34: The report compares the ststes that received on-site visits by 
the GAO in terms of the ratio of annual statements they receive to the 
numher of examiners they have. The report uses the term "field examiner" 
although the analyeis appears to be applicable to in-house analysts. More 
importantly, the comparison does not consider differences in the types or 
sizes of companies between states. Arizona and Texas, for example, have a 
substantial number of very small companies which would cause their 
l tatasent/examinor ratios to be higher. 

Page 37: The report incorrectly states that the NAIC requires that 
examiner9 working on zone examinations be either an Accredited Flnanclal 
Examiner (APB) or a Certified Financial Examiner (CFE). An examiner does 
not bare to be certified to simply work on an examination; an examiner 
reproaenting a zone is required to be at least an AFE and the 
Examiner-in-Charge must be a CFE. Consequently, the statement that "the 
majority of state insurance departments have field examiners who would not 
be considered qualffied to work on NAIC zone axaminationo" is 
incorrect. Also, it is inevitable that state departments will have a 
number of examiners in trainino. 
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Now page 23. 

See comment 19 

Now page 25. 

See comment 20. 

Now page 26. 

See comment 21. 

See page 24. 

14. Page 40: The report incorrectly states that, in the case of an 
insolvency, the domiciliary state is responsible only for paying off 
policyholders residing in the state. The domiciliary state is responsible 
for liquidating the company and to the extent possible, satisfying the 
claims of u of the company's policyholders and other creditors. Each 
state guaranty fund, on the other hand, is responsible only for the claims 
of policyholders in the state. 

15. Page 44: The report notes the variation among states in terms of the 
number of zone examinations that they participate in. It should be 
pointed out that states' participation is generally determined by the 
premium volume of the company to be examined in each state. States with 
greater premium volume will be more likely to participate. AlSO, beyond a 
certain point, it becomes counterproductive to have additional examiners 

participate in a zone examination. 

16. Page 45: The report also fails to consider that informal action and 
cormunication may be as effective or more effective in certain instapres 
than formal action and communication. A Troubled Companies Manual also 
has been recently released which provides states with guidance on how to 
handle a company in financial difficulty. 

we hope that these comments are helpful to you in finalizing the report. 
Please let us know if we can be of any further assistance to you. 

Sincerely, 

David A. Gates 
President 

#!zGicy+ 
Vice President 

Attachments 

j:\ruk\letters\gad-25 
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The following are GAO'S comments on the National Association of Insur- 
ance Commissioners’ letter dated August 25, 1989. 

very small in relation to the total number of property/casualty insurers 
operating in the U.S. 

This is correct and we have made an addition to our report to reflect 
this. (See p. 9.) 

2. NAIC said that the figures on guaranty fund assessments reported on 
page 10 do not include the funds that may be recovered from a liqui- 
dated estate. 

This is true. We stated in our report that following the initial assess- 
ment, guaranty funds may recover funds from an insolvent insurer’s 
estate. (See p. 10.) 
3. MIC said that percentages of companies designated by the NM2 for 
regulatory attention can be affected by the increased proportion of all 
statements subject to manual review by the Examiner Team. 

While it may be true that aa more and more statements are subject to 
review, the total number of companies designated is likely to increase, 
we see no reason why an increase in the number of companies that the 
Examiner Team reviews should lead to an increase in the percentage of 
such companies that the Examiner Team designates for regulatory 
attention. Consequently, we continue to believe that an increase in the 
percentage of reviewed companies designated for regulatory attention 
indicates a greater potential for increased insolvencies. 

4. NAIC said that the number of companies designated for regulatory 
attention is not a good indicator of the number of potential insolvencies 
because only a small portion of designated companies are either insol- 
vent or in imminent danger of insolvency. 

We said in our report that an NAIC designation of a company for regula- 
tory attention does not mean that the company is in NAIC'S opinion defi- 
nitely expected to fail. (See p. 10). However, such a designation, 
according to information provided us by NAIC, is given because the NAIC 

Examiner Team believes that if current conditions persist an insurer 
may become insolvent within 1 to 5 years. 
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5. NAIC pointed out that a time lag is inherent in any financial reporting 
system and that many insolvencies take more than a year to develop. 

We acknowledge that a time lag will be present under any circum- 
stances. The question is whether the time lag currently existing is 
acceptable given current conditions. Many insolvencies do develop over 
a long period of time; however, several insurance experts told us that 
some insolvencies can develop in a matter of months. Under these cir- 
cumstances, the time lag inherent in reliance upon annual statements for 
detection of solvency problems may not be acceptable. 

6. NAIC said that we had implied that quarterly reporting is inadequate 
for initial problem detection and said further that quarterly statements, 
although more limited than the annual statement, contain the elements 
essential for early problem detection. 

We did not mean to imply that quarterly reporting is necessarily inade- 
quate for initial problem detection. As discussed on page 14 our position 
is that (1) quarterly statements are less useful for financial analysis 
than annual statements because they have less supporting data; (2) 
quarterly reporting cannot help in early problem detection if a state 
requires it only of companies in which problems have already been 
detected; and (3) quarterly statements are not put into the IRIS system, 
thus depriving states of the assistance in problem detection that the sys- 
tem provides for annual statements. 

7. NAIC said that our report implied that field examinations should be 
scheduled on a more frequent and regular basis, and NAIC cited expert 
opinion to the effect that the timing of field examinations should be 
based on need rather than a uniform schedule. 

While we do not have any recommendation at this time concerning fre- 
quency of examination scheduling, we believe that states need to con- 
sider whether field examinations should be conducted more frequently 
than at present. As we note in the report, in states that do not require 
auditing of financial statements, field examinations are the only means 
for states to obtain verified data concerning an insurer’s financial condi- 
tion (See p. 17.) In addition, as NAIC says in its comments, a field exami- 
nation is necessary before regulators can take formal action concerning 
an insolvent insurer. (See comment 8.) 
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8. NAIC pointed out that in the Mission and Transit situations, field 
examinations were needed to establish the statutory grounds to place 
the company into receivership. 

We do not dispute the legal necessity of completing the field examina- 
tions before placing the companies into receivership. However, NAIC’S 
comment does not affect our position that the length of time that 
elapsed increased the ultimate burden on guaranty funds following liq- 
uidation Also, in the Mission situation, several months elapsed between 
the time a problem was initially detected and the beginning of the 
examination. 

9. NAIC said that according to a recent survey by Ernst and Whinney, 11 
states have promulgated rules and regulations requiring audited finan- 
cial statements. 

The 11 states cited in the Ernst and Whinney survey had responded 
affirmatively to the 1988 NAIC survey cited in our report. According to 
information provided by the NAIC, two other states that responded nega- 
tively to the survey have since instituted an audited statement require- 
ment, and this is reflected in the report. As our report says, the majority 
of the states, 37, do not require audited financial statements. Thus, the 
data presented in chapter 2 is not affected. (See p. 16.) 

10. NAIC said that our report did not take into account that even though 
a particular state may not require its domestic companies to submit 
audited financial statements, those companies may be required to be 
audited by another state in which they are licensed. 

Any company licensed in a state that requires audited statements will 
submit audited statements to all states in which it is licensed. However, 
an insurer licensed in any state that does not require audited statements 
is not required to present audited statements to other states. 

11. NAIC pointed out that if a state does not require all licensed insurers 
to file loss reserve opinions, it will likely require certain insurers to file 
such opinions, particularly if they have a history of inadequate loss 
reserves. 

This is true. However, requiring only certain insurers, particularly those 
that have been identified as having had inadequate loss reserves, to file 
opinions will not help in detecting problems in companies that are not 
required to do so. 
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12. NAIC said that in a situation in which a state hired part-time contract 
actuaries for field examinations who work for insurers when they are 
not working for regulators, a conflict of interest would only exist if the 
contract actuary was involved in examining a company for which he/ 
she previously worked. 

We disagree. Even if a company being reviewed by such an actuary is 
not a past client, it is a potential future client and could affect the actu- 
ary’s objectivity. Thus, the conflict of interest still exists. 

13. NAIC said that different solvency detection activities should be evalu- 
ated as successive stages of an integrated system, rather than as com- 
peting approaches to solvency, and that when evaluated as such, IRIS 

ratios would naturally be less reliable than field examinations. 

We did not intend in our report to directly compare the reliability of the 
IRIS system and field examinations. We noted in our report that a signifi- 
cant number of state regulators do not regard IRIS as greatly reliable in 
detecting potentially insolvent insurers. 

14. NAIC said that its Financial Regulation Standards were intentionally 
done as broad general statements, that specifics will follow as the stan- 
dards are implemented, and that sanctions will also result as the pro- 
gram develops. 

We are pleased that NAIC intends to add specific standards and sanctions 
at a later time. However, we believe that failure to provide specificity in 
both standards and sanctions at the time of initial promulgation is likely 
to mean that those covered by the standards will not be aware of the 
conditions they must meet and the consequences if they do not do so. 
Moreover, interested outside parties will be unable to measure 
compliance. 

15. NAIC said that in measuring the degree of variation between state 
resources expended for solvency regulation, we did not note (1) geo- 
graphical differences in salary level, (2) costs paid directly by insurance 
companies, and (3) the number of insurers doing business in a state. 

As NW points out, insurers do pay the costs of field examinations in 
some states. Since we did not have sufficient information on the amount 
of examination costs paid by insurers, we deleted this section of the 
report. 
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16. NAIC pointed out that we used the term “field examiner” to refer to 
persons doing in-house analysis of annual statements and questioned the 
appropriateness of this usage. 

We have changed the term “field examiner” used in this context, to 
“reviewer” to accommodate NAIC’S concern. (See p. 20 and figure 3.1.) 

17. NAIC said that in comparing the number of annual statements per 
analyst in different states, we did not consider differences in the types 
or sizes of companies between states. 

In the course of our fieldwork, we were told by examiners in each of the 
five states we visited that reviewing an annual statement (as opposed to 
doing a field examination) took about the same length of time regardless 
of the size or type of insurer that filed the statement. Thus, the type and 
size of insurers have no relevance in considering the workload of an 
annual statement reviewer. 

18. NAIC said that, contrary to our statement in the draft report, not all 
examiners working on an NAIC zone examination were required to be 
Accredited Financial Examiners or Certified Financial Examiners. 

We have made the appropriate changes to that section of the report. 
(See pp. 21 and 22.) 

19. NAIC said that our report stated incorrectly that the home state was 
responsible only for paying off policyholders residing in the state. NAIC 
pointed out that the domiciliary state is responsible for satisfying the 
claims of all the company’s policyholders and other creditors. 

NAIC is correct. We should have referred to the home state guaranty fund 
rather than the home state in that context, and we have corrected the 
error. (See p. 23.) 

20. NAIC pointed out that state participation in zone examinations is gen- 
erally determined by the premium volume in each state of the company 
to be examined and that beyond a certain point it becomes counter- 
productive to have additional examiners participate. 

We agree with both points. However, we do not believe either factor 
fully accounts for the fact that from 1984 through 1987, several states 
participated in hundreds of zone examinations while a number of other 
states did not participate in any. 
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21. NAIC said that we failed to consider that in troubled company situa- 
tions, informal action and communication may be as effective or more 
effective in certain instances than formal action and communication. 
NAIC also noted that they have recently issued a Troubled Companies 
Report to provide guidance to states in handling troubled companies. 

In our questionnaire, we asked insurance departments about both for- 
mal and informal communications and actions, and our findings on this 
subject include both formal and informal action. (See p. 24.) The Troub- 
led Companies Handbook that NAIC refers to was adopted after we com- 
pleted our audit work, and we were not able to review it. 
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Appendix III 

Experts Interviewed for the Review 

Charles Alljaria 
Massachusetts State Legislature 

Peter Arakas 
Aetna Life and Casualty 

Reginald Berry 
D.C. Department of Insurance 

Patricia Borowski 
Professional Insurance Agents 

David Brussard 
Safety Insurance Company 

Leslie Cheek 
Crum and Forster 

Charles Davis 
Bob Mackin 
Conference of Insurance Legislators 

Paul Gulko 
Guaranty Management Fund Services 

Jon Harkavy 
Ron Judd 
Robert Esenberg 
Risk Insurance Management Services 

Wade E. Harrell 
John J. McCartney 
Liberty Mutual Insurance 

Scott Harrington 
Patricia Danzon 
University of Pennsylvania 

Charles W. Havens, III 
LeBoeuf, Leiby, Lamb, and MacRae 

Richard Hsia 
New York Department of Insurance 
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Steve Kellison 
Gary Sims 
American Academy of Actuaries 

Spencer Kimball 
University of Chicago 

Ilona Klasons 
Murray Sherman 
Insurance Group Maryland Department 

of Licensing and Regulation 

Stephen Martin 
Hartford Insurance Group 

Albert J. Milius 
Albert J. Milius and Associates 

William O’Neill 
Alan Levin 
Standard and Poor’s 

Alan Page 
Johnson and Higgins 

Gregory Reynolds 
Virginia Department of Insurance 

Phillip Schwartz 
American Insurance Association 

Robert Solitro 
New Hampshire Department of Insurance 

Richard Stewart 
Barbara Stewart 
Stewart Econometrics 

John Tinsley 
Delaware Department of Insurance 

Milton S. Wolke 
CIGNA Insurance Group 
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Experts Interviewed for the Review 

John Washburn 
Karl Koch 
Sandra Gilfillan 
Carolyn Johnson 
Glenda Channel 
Jean Olson 
Robert Klein 
Jim Bugenhagen 
Bob Frerking 
National Association of Insurance Commissioners 
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.Appendix IV 

Major Contributors to This Report 

General Government Lawrence D. Cluff, Assistant Director, Financial Institutions and Mar- 
kets Issues 

Division Washington, Steven J. Berke, Evaluator-in-Charge 

D.C. Margaret M. Schauer, Social Science Analyst 
Lyle H. Lamer, Operations Research Analyst 
George Quinn, Computer Programmer/Analyst 
Le Alvis Samuel, Secretary/Typist 

Boston Regional Office Alfred R. Vieira, Senior Evaluator 
Kenneth C. Forbes, Evaluator 
Tanya Cantrell, Evaluator 
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Glossary 

Actuary One whose business or profession is to calculate insurance reserves and 
premiums. 

Annual Statement A statement of the year-end financial condition submitted in the follow- 
ing year by an insurer to the insurance regulator in each state in which 
the insurer is licensed. 

Casualty Insurance Insurance concerned primarily with the insured’s legal liability for inju- 
ries to others or for damage to other peoples’ property; casualty insur- 
ance also encompasses such forms of insurance as plate glass, burglary, 
robbery, and workers’ compensation. 

Claim A request to recover under an insurance policy for a loss covered by 
that policy. 

Conservation and 
Rehabilitation 

Proceedings in which an insurer experiencing financial or other prob- 
lems is placed under court-ordered regulatory control. Generally, the 
purpose of conservation is to conserve company assets and maintain the 
status quo pending a final determination of the company’s status. In the 
rehabilitation process, steps are taken to resolve the cause and condition 
underlying the company’s problems so that it can be returned to normal 
operations. 

Field Examination An on-site examination of an insurance company conducted by one or 
more state regulators. 

Guaranty Fund An association established by state law to pay certain claims made 
against an insolvent insurance company. 

Insolvency A state or financial condition in which a company is unable to pay obli- 
gations as they fall due in the usual course of business. 

Insurance A system under which individuals, businesses, and other organizations 
or entities, in exchange for payment of a sum of money (a premium), are 
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Glossary 

guaranteed compensation for losses resulting from certain perils under 
specified conditions. 

Insurance Company An organization chartered to operate as an insurer. 

Insured A person or an organization covered by an insurance policy, including 
the “named insured” and any other parties for whom protection is pro- 
vided under the policy terms. 

Liquidation A formal, court-ordered process in which an insolvent company’s assets 
are converted to cash and applied toward its outstanding debts. 

Managing General Agent An independent business firm that does for one or more separate insur- 
ers some or all of the functions usually done by company branch offices. 

Policy A contract of insurance. 

Policyholder A person who pays a premium to an insurance company in exchange for 
protection provided by an insurance policy. 

Premium The sum paid for an insurance policy. Net premiums written represent 
premium income retained by insurance companies, directly or through 
reinsurance, minus payments made for business reinsured. Direct writ- 
ten premiums are the amounts actually paid by policyholders. 

Property Insurance Insurance providing financial protection against loss of, or damage to, 
real and personal property caused by such perils as fire, theft, wind- 
storm, hail, explosion, riot, aircraft, motor vehicles, vandalism, mali- 
cious mischief, riot and civil commotion, and smoke. 
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Reinsurance Assumption by one insurance company of all or part of a risk under- 
taken by another insurance company. 

Reserves Funds set aside by insurers for future claim payments. 
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