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NCOIL REPORT on REINSURANCE – THE COLLATERAL DILEMMA
I. The Issue

Should states amend their credit for reinsurance laws to incorporate the use of an “approved list” to identify financially secure non-U.S. reinsurers and reduce the funding or other collateral requirements for these reinsurers?

All non-U.S. reinsurers currently must fund 100 percent of their gross liabilities to U.S. companies, regardless of their financial strength. In addition to these US funding requirements, non-US reinsurers are subject to regulation by their domestic regulator. 

Authorized U.S. reinsurers currently must comply with strict state solvency standards and other financial reporting procedures.  They do not have to provide collateral.  Non-authorized U.S. reinsurers may also become “accredited” in a given state and thereby also avoid having to fund their liabilities. US reinsurers who are not authorized or accredited must comply with the same collateral requirements as non-U.S. reinsurers

Non-U.S. reinsurers feel that because the reinsurance industry has undergone a period of globalization and consolidation over the past several years, the states should reduce the level of funding for non-U.S. reinsurers who demonstrate their financial and operational strength.

U.S reinsurers, on the other hand, feel the current funding requirement is necessary in order to protect U.S. consumers, especially in light of varying levels of international reinsurance regulation.

US insurance regulators have acknowledged that it is time to re-examine the US Credit for Reinsurance rules, but have not decided on what if any changes to make.

NCOIL will hold a hearing on this issue at its upcoming July 11 through 14 Summer meeting in Boston, Massachusetts.

II. Background

Every state has adopted laws or regulations substantially similar to the NAIC Model Law on Credit for Reinsurance.  These laws govern how the insurer recognizes, in its own financial statement, the value of the reinsurance it purchases.  The effect of the laws is to create a common basis of U.S. reinsurance accounting.  The rational for such law stems from the fact that insurance regulators and insurers in the U.S. cannot analyze readily every non-U.S. insurance regulatory system, especially given that there is no common international reinsurance regulation and that some countries do not regulate reinsurers at all.  The laws respond to regulatory concern on non-U.S. reinsurer solvency and the potential impact to U.S. consumers.  As per the state credit for reinsurance laws, in order for a U.S. ceding insurer to take credit for reinsurance on its Annual Financial Statement, the reinsurer must fulfill one of the following criteria:

--
be licensed in the ceding insurer’s State of domicile;

--
be licensed in another state of the U.S., and become an accredited reinsurer in the


ceding insurer’s state of domicile;

--
establish a U.S. trust fund equal to its gross liabilities plus a surplus amount; or

--
provide some form of collateral, such as an acceptable letter of credit, to secure 


its obligations to the ceding insurer.

To comply with these laws, non-U.S. reinsurers must do one of the following:

--
set up a U.S. branch or subsidiary, which would be regulated by the insurance regulator in the jurisdiction of subsidiary domicile, or

--
have the capacity to put up cash equal to liability.

A ceding U.S. insurer is generally free to purchase reinsurance from any reinsurer, even one that is non-authorized and does not meet the model law standards, but it can only take credit in its Annual Financial Statement for such coverage if the reinsurer meets one of the above requirements.

III. International Arguments

Non-U.S. reinsurers say that the U.S. gross liabilities funding requirements impede the “effective and prudent” operation of their business.  They say that U.S. regulations are outdated because they do not adequately respond to the changing commercial and legal landscape of the global reinsurance industry.  They say the excessive regulation of financially sound reinsurers restricts their capacity and increases the cost to U.S. ceding insurers and ultimately the cost to U.S. consumers, without providing any additional benefit. They note that US reinsurers writing business in Europe and most other countries of the world can generally do so without being required to post any collateral for their liabilities.

Non-U.S. reinsurers say that they are pressured by the gross funding standard, as they are required to maintain proportionately greater amounts of funds in the U.S. than other insurers with a more diverse portfolio of business.  They are also less likely to have surplus U.S. income arising on different lines of business to meet the funding requirements.  This, they say, makes doing business in the U.S. unattractive.

London market reinsurers, (who are part of a broad coalition of reinsurers pursuing this initiative), say they have to find assets to fund their gross liabilities and a surplus, find assets to pay for prudent retrocession (reinsurer reinsurance), and do not receive any credit for the retrocession protection they take out.  They say the U.K. has a proper and stringent system of supervision under the Financial Services Authority (FSA).  They say the U.S. one-size-fits-all approach to reinsurance regulation is inefficient and ignores the underlying reality that many countries have competent and comprehensive insurance regulation.  They say many non-US. reinsurers have financial strength that equals or exceeds their U.S. counterparts.  They also note that there are no equivalent requirements of U.S. reinsurers in the U.K.

International Association of Insurance Supervisors - IAIS

The IAIS is working to establish a worldwide system for insurance supervision, under which there would exist uniform accounting and solvency standards.  The IAIS has also released for comment a draft Principles on Minimum Requirements for Supervision of Reinsurers.  The IAIS plans to take into consideration any comments and further discuss the draft at its October 2002 Annual Meeting in Santiago, Chile.  The IAIS is also considering the creation of reinsurance regulatory “standard,” but work on this concept is in the discussion stage.

IV. Domestic Arguments

U.S. reinsurers, including the Reinsurance Association of America (RAA), the American

Insurance Association (AIA), the National Association of Mutual Insurance Companies (NAMIC), the C N A Insurance Group and the America International Group (AIG), support the current 100 percent collateral requirement.  They say the standards are necessary to protect against foreign insurance company insolvency.

U.S. reinsurers say that the U.S. reinsurance market remains open, in light of the collateral requirements, to foreign competition.  They say that any lowering of the collateral requirement would not increase capacity and would not facilitate market entry.  The RAA notes data from 2000 that shows non-U.S. reinsurers are not at a competitive disadvatage.  In 2000, there were over 3,300 foreign reinsurance companies from 105 different countries doing reinsurance business in the U.S.  In the past five years there has been a 26 percent growth in the number of non-U.S. reinsurance companies doing business in the U.S. and the liability amount ceded by U.S. insurers to foreign reinsurers has increased by 70 percent.  The RAA says that during the same time period, foreign reinsurers have grown their reinsurance market share from 39 percent to 47 percent. (Non-US reinsurers, citing data from S & P suggest that these RAA statistics may not be accurate).

U.S. reinsurers say the reinsurance collateral requirements are particularly important given that other countries either do not have reinsurance regulatory requirements, or if they do, they fall short of the comprehensive scope of the U.S. solvency regulation system.  They say there are over 105 different reinsurance regulatory regimes in place throughout the world and that no one could expect U.S. regulators and insurers to understand, document and review all of the different reinsurance standards.  The RAA acknowledges that the bulk of reinsurance is sold from about 10 foreign domiciles, but notes the wide diversity of regulation even within this smaller group of countries.

National Association of Insurance Commissioners - NAIC

The NAIC says the 100 percent of funding of gross liabilities by non-U.S. reinsurers has been and continues to be the legal requirement in order for a U.S. primary insurer to receive credit for reinsurance.  The NAIC says the funding requirement was the result of U.S. concerns with the lack of any uniform international solvency and accounting standards. Several US regulators, however, stated that it is now time to re-examine the US Credit for Reinsurance rules and have acknowledged that rules created 20 years ago may not be appropriate for today. US regulators however have not yet made any decision on what changes to make.

V. Proposed Approved List for Reinsurers

The NCOIL International Insurance Issues Committee will consider draft model legislation, proposed by the Comité Européen des Assurances (CEA) and fully supported by the International Underwriting Association of London (IUA), to amend state laws on credit for reinsurance at its Summer Meeting on July 11, 2002 in Boston, Massachusetts.  

Under the proposal, non-U.S. reinsurers that meet certain undefined financial solvency requirements could voluntarily apply to be included on an “approved list” of reinsurers.  Reinsurers on the approved list would be entitled to fund their liabilities to U.S. cedants at less than the 100 percent requirement, with a minimum of 50 percent.  It would apply to non-U.S. reinsurers who currently are required to post letters of credit or other collateral to secure their reinsurance liabilities. Unauthorized US reinsurers would also be able to qualify for the reduced funding levels. It would require non-U.S. reinsurers to make detailed financial filings, submit themselves to a meaningful level of U.S. regulatory scrutiny and to the jurisdiction of U.S. courts.

The International Insurance Issues Committee will hold a hearing on the model on Thursday, July 11, from 2:30 to 5:00 p.m.  The hearing will take place at the Sheraton Hotel in Boston, Massachusetts, in conjunction with the NCOIL July 11 through 14 summer meeting.

At the hearing, the Committee will seek testimony on the following questions, among others.

· Do non-U.S. jurisdictions regulate reinsurers for financial solvency as strongly as their U.S. counterparts?  What are the implications of the growth in market share non-U.S. reinsurers have in the U.S. for reinsurance business? 

· How would reducing reinsurance trust fund requirements for non-U.S. reinsurers that met certain solvency standards impact the U.S. insurers that buy reinsurance?  The reinsurance marketplace?  Would U.S. policyholders be secure in the event of a non-U.S. reinsurer insolvency?

· Do state credit for reinsurance rules and laws that require a non-U.S. reinsurer to post collateral equal to 100 percent of their gross liabilities restrict the overall capacity of the global reinsurance market?  Do they inhibit competition?  Do they increase the cost of reinsurance premiums to ceding U.S. insurers and their policyholders?  Would reduction of the 100 percent funding requirement create greater uncertainty with regard to collection of reinsurance recoverables?

If you have any further questions, please contact Chad Underwood by phone at (518) 449-3210, or by e-mail at cunderwood@ncoil.org.
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