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To Our Clients and Friends,

In this 2013 Year in Review report, we discuss 
some of the more noteworthy developments 
and trends in insurance industry transactions 
over the past year in North America, Bermuda, 
Europe, Asia and Latin America, with particular 
focus on mergers and acquisitions, corporate 
finance, and the insurance-linked securities and 
convergence markets.  We also examine certain 
regulatory developments that are impacting 
transactions in the industry.
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Life Sector

North America and Bermuda

Overview
Both deal volume and deal value for announced  
US life insurance M&A deals in 2013 were down 
compared to 2012. This continued an overall  
decline in deal activity in the US life insurance 
M&A market (transactions involving US targets) 
over the past few years compared to the highs of 
2010. In 2013, deal value in the life sector was  
$3.2 billion, compared to $4.2 billion in the prior 
year according to SNL Financial. A number of 
factors appear to have contributed to the softer US 
life insurance M&A market. Continued macroeco-
nomic uncertainty presents challenges for product 
sales, and low interest rates continue to create 
challenges for long-term investment returns for  
the sector. Looming regulatory changes, such as the 
NAIC’s Own Risk Solvency Assessment and other 
Solvency Modernization efforts, and accounting 

changes from the emerging international account-
ing convergence have contributed to a climate of 
caution among buyers and sellers. 

In addition, regulatory scrutiny in two areas  
may be having a slight chilling effect on some 
capital management tools, thus inhibiting M&A. 
First, scrutiny by the NAIC and the New York 
insurance regulator of the use of affiliate captive 
reinsurers for reserve financing reached a height-
ened level in 2013. Second, New York raised the bar 
for approval of acquisitions of New York life and 
annuity insurers by private equity investors, and the 
NAIC has established a working group to determine 
whether other states should follow New York’s lead. 
These developments are discussed in more detail 
later in this report. See “Tax and Insurance 
Regulatory Developments.” 

Subdued Strategic Consolidation
In 2013, US life insurers continued to suffer from a 
low interest rate climate and economic uncertainty. 
In order to increase shareholder value, insurers 
tended to use excess capital for share repurchases 
and dividend distributions rather than embark on 

Developments in Mergers  
and Acquisitions

Continuing low interest rates, tepid economic growth globally and a shifting regulatory environment   
contributed to a decline in insurance industry merger and acquisition activity in 2013 compared to 2012.  
According to SNL Financial, 2013 saw global insurance merger and acquisition activity fall from 517 deals 
worth $49 billion in 2012 to 394 deals worth $28 billion in 2013. We review in the sections below  
our observations on the more specific reasons for this decline across regions in both the life and  
the property-casualty sectors.
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M&A activity. Consolidation among life insurers, 
therefore, remained subdued throughout the year. 

Nevertheless, a few exceptions to this trend were 
noteable. The year started with the announcement 
of Prosperity Life Insurance Group’s acquisition of 
SBLI USA Mutual Life Insurance Company through 
a sponsored demutualization. The move saw 
Prosperity Life enter the economically attractive 
New York market and, through the demutualiza-
tion, give Prosperity Life an opportunity to unlock 
embedded value in SBLI as a stock company. 

In addition, Alabama-based Protective Life continued 
its acquisition of major US life and annuity assets by 
announcing the acquisition of MONY Life Insurance 
Company and the reinsurance of certain policies  
of MONY Life Insurance Company of America, by 
various units of AXA, for $1.1 billion. The block of 
business acquired was primarily underwritten prior 
to 2004 and predominately comprised various forms 
of life insurance business, with smaller components of 
annuity contracts and accident and health policies. 
Since 2006, Protective Life has acquired US life and 
annuity assets in transactions involving J.P. Morgan 
Chase Life, United Investors and Liberty Life. 

Active Life Reinsurance Sector
The North American life reinsurance sector continued 
to see a few large transactions and the entry of a new 
player to the sector. Berkshire Hathaway Life 
Insurance Company agreed to reinsure a $4 billion 
block of run-off variable annuity business written  
by Cigna, with Cigna agreeing to pay Berkshire 
Hathaway $2.2 billion as part of the transaction.  
This was one of several recent life and annuity  
reinsurance transactions for Berkshire Hathaway, 
including completing in 2013 the acquisition of 
Hartford Life International Limited, the UK  
variable annuity business of The Hartford. Berkshire 
Hathaway’s play on variable annuity business appears 
to be based on the same premise as recent private 
equity-backed deals—a belief in the long-term value 
proposition of annuity assets coupled with unique 
asset management and investment expertise.

From across the Atlantic, French reinsurer SCOR 
further increased its US presence by acquiring 
Generali US Holdings, Inc., the holding company  
of Generali’s US life reinsurance operations, in a  
$920 million deal comprised of estimated cash 
consideration of $780 million and the release of  
$140 million of collateral. In contrast to the exiting 
of the US life and annuity insurance sector by a 
number of other non-US insurers, SCOR has 
significantly increased its US life reinsurance 
presence. The combination of SCOR Global Life 
Americas (which increased significantly with 
SCOR’s acquisition of Transamerica Re from Aegon 
in 2011) and Generali US creates one of the largest 
players in the US life reinsurance industry. 

Aurigen became the newest entrant in the US life 
reinsurance sector in 2013, with Aurigen Capital 
Limited completing the acquisition of Brokers 
National Life Assurance Company from Ameritas 
Life Insurance Corp. The acquisition will allow 
Aurigen to offer life reinsurance capacity from  
a US domiciled entity. The acquisition follows the 
Bermuda-based life reinsurer’s successful entry into 
the Canadian life and health reinsurance market in 
2008 and further underscores Aurigen’s commit-
ment to the North American life reinsurance market. 

The Retreat of Non-US Strategics  
and the Continued Entry of  
Private Equity-Backed Insurers 
The MONY Life transaction and the sale by Generali of 
its US life reinsurance business serve as examples of a 
trend highlighted in last year’s report—the retreat of 
many non-US insurers and reinsurers from the US life 
and annuity market. On the same theme, Dutch 
insurer ING Groep divested a portion of its holdings in 
its US business through an Initial Public Offering in 
May. ING Groep is divesting  its entire stake in the US 
business by the end of 2016 as part of an agreement 
with the Dutch government in connection with receiv-
ing a capital injection at the height of the financial 
crisis. ING US announced that its business will be 
rebranded in 2014 under the name Voya Financial. 

DEVELOPMENTS IN MERGERS AND ACQUISITIONS
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Two private-equity backed players continued their 
string of acquisitions of US life and annuity insurance 
assets in 2013, namely Apollo Global Management 
(Athene Holding Ltd.’s acquisition of the life and 
annuity assets of Aviva US) and Guggenheim Partners 
(Delaware Life Holdings’ acquisition of Sun Life New 
York). These two transactions were completed in 2013 
despite heightened scrutiny by insurance regulators, 
particularly in New York. Athene’s and Delaware 
Life’s acquisitions both involved New York-domiciled 
operating subsidiairies and so were examined by the 
New York Department of Financial Services as part of 
the approval process for the acquisitions. The New 
York regulator applied unprecedented scrutiny to 
these acquisitions. Statements made by 
Supertintendent Benjamin M. Lawsky in the press 
indicated that he was concerned about the possible 
short-term investment view of private equity firms 
and their appetite for riskier investments. 

Ultimately, the New York regulator announced the 
approval of the acquisitions subject to certain condi-
tions. Among other things, Delaware Life agreed to 
heightened capital standards of risk-based capital 
levels of at least 450 percent; establishment of a 
separate “backstop” trust account of $200 million; 
additional scrutiny of investments, operations, 
dividends and reinsurance; and enhanced disclosure 
requirements. Similar conditions were agreed to by 
Athene to secure its approval from New York for 
completing the Aviva NY acquisition. Mr. Lawsky 
stated that “other non-traditional insurance industry 
investors asking us to approve similar transactions 
are going to have to step up and clear a high bar for 
protecting policyholders.” As Mr. Lawsky’s stance may 
have provided additional short-term benefit to 
policyholders of Aviva US and Sun Life New York, it 
raises questions as to whether his approach will 
inhibit the inflow of new capital to the New York life 
and annuity industry to the long-term detriment of 
policyholders. Nevertheless, anecdotal evidence 
suggests that seasoned financial buyers with experi-
ence in the insurance industry are not overly troubled 
by the enhanced scrutiny.   

The New York regulator’s approach, and the discus-
sions that ensued in the insurance market, led the 
NAIC to form a new working group to study ways to 
mitigate or monitor risks associated with private 
equity/hedge fund ownership or control of insurance 
company assets, including the development of best 
practices and consideration of possible changes in 
NAIC policy positions. These NAIC developments 
are discussed later in this report. See “Tax and 
Insurance Regulatory Developments.”  

Another significant private-equity backed life and 
annuity aggregator entered the US market in 2013. 
UK-based and private equity-backed Resolution 
Group, a run-off specialist, ventured into the US life 
insurance market by announcing the acquisition of 
Lincoln Benefit Life Company from Allstate for 
$600 million. The sale allows Allstate to advance 
one of its key priorities of reducing exposure to 
spread-based business. For Resolution Group, on the 
other hand, the transaction furthers its stated 
strategy of acquiring life insurance businesses in the 
United States. 

Of similar interest in 2013 was the spin-off of 
Global Atlantic Financial Group from The Goldman 
Sachs Group, Inc. Global Atlantic was founded in 
2004 by Goldman Sachs and first entered the life 
and annuity market by acquiring Commonwealth 
Annuity and Life Insurance Company (formerly 
Allmerica Financial) in 2005. Thereafter, Global 
Atlantic has grown significantly through a series of 
acquisitions of insurers and reinsurance transac-
tions in both the life and property and casualty 
markets. Following its separation from Goldman 
Sachs in April 2013, Global Atlantic has completed 
two acquisitions. In October, it acquired Aviva’s US 
life insurance business through a reinsurance 
arrangement with Athene, and at the commence-
ment of 2014, it completed the acquisition of closely 
held Forethought Financial Group, a financial 
services company with life insurance and annuity 
operations throughout the US. 

DEVELOPMENTS IN MERGERS AND ACQUISITIONS
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US Life Sector Outlook
Although a number of the uncertainties that have 
inhibited US life sector M&A over the past few years 
will likely persist in 2014, there are signs of a potential 
uptick in M&A activity. With equity markets reaching 
new highs and interest rates moving away from their 
historic lows, the valuation of insurers should improve 
making it easier for sellers’ boards of directors to justify 
divestitures. The landscape could be more stable for 
buyers and sellers alike, provided dramatic shifts in 

regulatory policy do not emerge.

We also expect financial and strategic players from 
seasoned insurance markets like the US and Japan to 
look increasingly to emerging markets for acquisition 
opportunities in the hope of finding better growth 
prospects rather than investing in mature markets. 

Europe and Asia 
In 2012, UK bank HSBC announced an agreement to 
sell its entire 15.6% stake in the Shenzen-based general 
insurer Ping An Insurance to companies controlled by 
Thailand’s Charoen Pokphand Group and billionaire 
Dhanin Chearavanont for $9.4 billion. In February 
2013, HSBC obtained regulatory clearance from the 
China Insurance Regulatory Commission to complete 
the divesture of its stake to the Thai conglomerate, 
meaning that HSBC could conclude the deal without 
extending its original agreement. 

We noted in last year’s review that 2012 saw an 
increasingly popular trend of distribution networks 
developing between banks and insurers, and this 
continued into 2013 with deals such as that between 
Citigroup and AIA. This distribution deal was the 
largest of its kind with Citigroup picking AIA as its 
exclusive partner, allowing the Asian life insurer’s 
products to be sold through the US bank’s network 
and providing access to approximately 13 million 
customers in 11 countries. AIA was successful over 
competing bids from four other insurers to secure the 
deal, which lasts for 15 years and will allow both 
parties to profit from rising premiums and is expected 
to generate billions of dollars in revenue. 

Following a year of multiple disposals in 2012, the  
UK insurer Aviva continued to divest certain of its 
non-core assets in 2013 with the sale of its 49% stake 
in Malaysian joint venture CIMB-Aviva. The deal is 
the latest in a series of sales carried out by Aviva in a 
bid to streamline its business and strengthen its 
capital position. 2013 also saw Aviva confirm the sale 
of its Russian life and pensions operations, Aviva 
Russia, to Blagosostoyanie, a non-state pension fund 
in Russia, for €35 million. The transaction remains 
consistent with Aviva’s commitment to narrow the 
Group’s focus to those markets and business where it 
has a leadership position. 

2013 also saw Swiss Re and Zurich Insurance Group 
announce a transaction in which Swiss Re will 
acquire around half of Zurich’s stake in New China 
Life Insurance Company. The deal is worth around 
$493 million and will further expand Swiss Re’s 
presence in the emerging markets of Asia. 

AIA and Prudential have continued to compete in 
Asia throughout 2013 although both companies have 
grown organically rather than through acquisitions, 
as predicted in 2012. 

Also in 2013, Taiwan’s CTBC Financial bought 
Taiwan Life Insurance Company, Taiwan’s oldest life 
insurer, as part of a deal to acquire Tokyo Star Bank. 
The stock swap was valued at about $1.4 billion.

Brazil 
While 2012 was characterized by major acquisitions 
in the Brazilian insurance market (for example, 
acquisition of Amil Participacoes by UnitedHealth 
Group), 2013 was a consolidation year, characterized 
by smaller acquisitions and purchases of portfolios 
between insurance companies.

Unimed Seguros Saúde announced the purchase of 
Tempo Saúde Seguradora’s portfolio (which provides 
health insurance services) for R$30 million. The Grupo 
Caixa Seguros—the partnership  between CNP 
Assurances and Caixa Economica Federal - acquired the 
dental plan operator Tempo Dental for R$133 million. 

DEVELOPMENTS IN MERGERS AND ACQUISITIONS
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In addition, Brazilian authorities (National Health 
Agency—ANS, and the Administrative Council for 
Economic Defense—CADE) have also approved the 
purchase of Golden Cross’ medical and dental portfo-
lios by Unimed-Rio. The joint venture agreement 
between OdontoPrev—the largest dental plan opera-
tor in Latin America—and Banco do Brasil S.A. has 
been approved by CADE and ANS as well.

There were other corporate transactions in the 
Brazilian insurance sector in 2013, including the 
purchase of 100% of Sulasapar ING’s shares (the 

company that controls SulAmérica insurance group) by 
the Larragoiti family and the entrance of new share-
holders in the capital of SulAmérica. International 
Finance Corporation (IFC) and Swiss Re have acquired 
7.9% and 14.9% of the company, respectively.

The outlook for the Brazilian life insurance market 
(which covers life, personal injury and private pen-
sion) is that it will continue to show strong growth in 
the forthcoming years, spurred by insurance company 
strategies, which include the growth of sales channels 
through banking networks.

Property-Casualty Sector

North America and Bermuda

Overview
Acquisition activity in the property-casualty sector 
was lower in 2013 than in 2012, continuing the trend 
from the prior year. This is despite generally favor-
able market valuations and significant cash balances 
on P&C companies’ balance sheets during a year 
marked by a hardening of rates and few large catas-
trophe losses. According to SNL Financial, there 
were 62 announced M&A deals involving property 
and casualty companies where the buyer, the seller or 
the target was US- or Bermuda-based, compared to 
73 M&A deals in 2012. The aggregate announced 
deal value was approximately $6.4 billion in 2013, 
down from approximately $7.4 billion in 2012. 2013 
was again characterized by small and medium-sized 
deals, with nearly three-quarters of the announced 
deals at or below $200 million and with only one 
deal over a billion dollars.

Although deal volume was lower in 2013, the average 
price paid as a percentage of book value increased 
from approximately 109% in 2012 to 126% in 2013. 
This was a result of generally higher valuations for 
P&C companies as well as competition for deals.

Serial acquirers were again busy in 2013. AmTrust 
Financial announced four deals in 2013 compared to 
three in 2012. Bermuda-based Catalina Holdings 
(Bermuda) Ltd. announced two deals in each of 2013 
and 2012, making a total 12 deals since 2005. 
Bermuda-based Enstar Group Ltd. announced one 
deal in 2013 compared to four in 2012. A number of 
multiple acquirers in 2012 were absent in 2013, 
including ACE Limited (two deals in 2012), 
Berkshire Hathaway (two deals in 2012), Liberty 
Mutual (three deals in 2012), Southport Lane L.P. 
(three deals in 2012) and Tower Group Inc. (two 
deals in 2012). Interestingly, the previously acquisi-
tive Tower Group, following announcement in the 
second half of 2013 of significant increases to 
reserves and subsequent ratings downgrades, agreed 
in January 2014 to be acquired by ACP Re, a 
Bermuda based reinsurance company controlled by a 
trust established by the founder of AmTrust 
Financial, National General Holdings and Maiden 
Holdings.

The largest deal of the year was Travelers’ $1.1 
billion acquisition of Dominion of Canada General 
Insurance Co. The acquisition was consistent with 
general market trends as Travelers used the acquisi-
tion to improve its market position and scale in a 
pre-existing market.

DEVELOPMENTS IN MERGERS AND ACQUISITIONS
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Major runoff acquisition specialists continued to be 
some of the most active acquirers in the global 
property-casulaty sector. Catalina announced in 
September its agreement to acquire Alea Group 
Holdings (Bermuda) Ltd., including its insurance 
company subsidiaries in Bermuda and the US, from 
FIN Acquisition Limited, a subsidiary of invest-
ment funds managed by affiliates of Fortress 
Investment Group LLC. This was the second time 
the Alea Group was sold since it went into runoff in 
2005, as Fortress had purchased Alea in 2007. 

Catalina also played a role in an interesting con-
tested battle that took place for the NYSE-listed 
American Safety Insurance Group (“ASI”). In June, 
Fairfax Financial Holdings was declared the 
winning bidder in the American Safety sale process, 
and Fairfax concurrently announced an agreement 
to sell American Safety’s Bermuda-based reinsur-
ance business to the Tower Group once the 
transaction was completed. Competing bids fol-
lowed between Catalina and Fairfax over the 
summer that culminated in an agreement to divide 
American Safety, with Catalina displacing Tower 
Group International on the deal by acquiring 
American Safety Reinsurance (ASRe), the Bermuda 
subsidiary of American Safety Holdings, and with 
Fairfax Financial Holdings acquiring the bulk of 
ASI by merger. Catalina also gained from having 
taken a strategic stake in ASI at the beginning of 
the process.

Another notable deal was the acquisition of Torus 
Insurance by Enstar and Stone Point Capital for cash 
and Enstar stock equal to $692 million, with Enstar 
owning 60% of Torus and Stone Point Capital 
owning the remaining 40%. Torus had insurance 
operations in the US, Bermuda and UK and a Lloyd’s 
managing agency and syndicate. The acquisition of 
Torus followed closely Enstar’s acquisition of Atrium 
Underwriting Group, a Lloyd’s managing agency and 
syndicate. These transactions represented Enstar’s 
expansion away from run-off and reinsurance 
business into “live” underwriting. Stone Point 
Capital, a private equity firm focusing on the 

financial services industry, owns approximately 9.7% 
of Enstar’s outstanding shares.

2013 saw a new entrant in the US mortgage insur-
ance sector, with Arch Capital Group Ltd. 
announcing its acquisition of CMG Mortgage 
Insurance Co. and the operating platform and 
related assets of PMI Mortgage Insurance Co. in 
February. The transaction closed in January 2014 
and marks Arch’s entry as a direct insurer into the 
US mortgage insurance industry.

One of the most high-profile deals of the year was 
the acquisition of SAC Re Ltd. by a group of inves-
tors led by Brian Duperreault and including 
affiliates of Two Sigma Investments LLC, Capital Z 
Partners Management LLC and Performance 
Equity Management. SAC Re was sold by SAC 
Capital Advisors LP following its pleading guilty to 
insider trading charges and agreeing to no longer 
invest third party money, including that of SAC Re. 
It also marks the re-entry of Brian Duperrrault into 
the P&C market after his retirement as CEO of 
insurance broker Marsh & Mclennan Companies.  
As CEO of ACE, Duperreault completed over a 
dozen acquisitions eventually creating the base for 
ACE’s current global franchise.

Outlook 
A number of economic and industry factors should 
facilitate an increase in M&A activity in 2014. 
Expected slow growth in the economy and slower 
growth in stock prices, and continued relatively low 
interest rates have made organic growth more chal-
lenging. The influx of capacity from non-traditional 
sources has increased competition and put further 
pressure on rates. Increased stock valuations have 
made stock more valuable as a currency. Thus, 
companies looking for growth will have to consider 
acquisitions. Also, consolidation of companies may be 
a solution to the challenges of overcapacity.

Catastrophe losses have been relatively modest and 
many P&C companies are over-capitalized. While 
some companies are returning capital in the form of 

DEVELOPMENTS IN MERGERS AND ACQUISITIONS
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stock buybacks and dividends, high stock prices have 
made stock buybacks more expensive. Thus, contin-
ued levels of excess capital should facilitate a boost in 
M&A activity in 2014. 

According to one industry report, primary carriers 
will likely focus on M&A in 2014 to build scale or 
capabilities. “Mid-size and regional companies might 
turn out to be the most active in the M&A market, as 
they look for opportunities to enlarge their footprint 
and take their game to the next level.”

Some industry analysts, however, note that many of 
the factors expected to drive M&A in 2014 were 
present in 2013 and make the outlook for 2014 more 
uncertain.  As one report put it “Last year’s quiet 
could be just a prelude to a much busier year. Or it 
could be a sign that deal-making has fallen out of 
favor for the longer term. It all depends on your 
perspective.”

We expect to see US companies continuing to look to 
invest in emerging markets where there are greater 
opportunities for growth and profits.

Europe 

Overview 
The macro-economic picture in certain of the larger 
European economies, including the UK, is much 
improved from the position twelve months ago, 
though growth levels have some way to go to return 
to pre-financial crisis levels. Indicators are more 
positive generally, and the elusive confidence factor 
looks as if it may make a tentative return and 
contribute to greater M&A activity going forward 
into 2014. Across all sectors, M&A activity through-
out Europe remained subdued in 2013 with reports 
of the UK having had its slowest year since 2001. 

In December 2013, Ireland became the first Eurozone 
member state to officially exit its international 
financial rescue programme. The Irish economy is 
predicted to expand by 2% in 2014, providing a far 
more positive back drop for the many insurance 

companies based in the country than has been the 
case in the previous few years. Christine Lagarde, 
managing director of the International Monetary 
Fund, commented that the successful performance of 
Ireland has raised hopes for the future as it exits the 
EU-IMF bailout fund. Ireland has since raised nearly 
€4 billion at its lowest borrowing costs in nearly a 
decade following its first bond sale post bailout exit. 

Turning to the non-life insurance sector, while 2013 
has been a relatively benign year in terms of large 
scale losses, the two largest insured loss events 
occurred during the summer months in Europe, with 
devastating flooding and severe hailstorms across 
Germany, France and other central European states. 
However, the 2013 Atlantic storm season had the 
lowest hurricane count since 1982, despite predictions 
of an active or above average season, and no major 
hurricanes were recorded. According to Swiss Re’s 
recent Sigma report, estimates of total insured losses 
from catastrophe and man-made events fell to $44 
billion from $81 billion in 2012. The resulting softer 
market conditions could prove an important factor in 
driving M&A among market participants seeking 
synergies and cost reductions. As with the 2012 full 
year reporting season, with some notable exceptions, 
we expect a strong set of results across the board as 
the 2013 numbers are published in the coming weeks.

One of the most interesting deals in the publicly listed 
arena in Europe was Markel’s takeover of Abbey 
Protection plc, thus continuing its expansion overseas 
following the Alterra purchase in 2012. Markel 
offered 115p per Abbey share, which represented a 
small discount to the level at which the stock was 
trading on the London Stock Exchange immediately 
prior to the announcement in October 2013. Markel 
had secured a sizeable level of support for the deal 
terms from shareholders at that point, but it remains 
unusual to announce a “full and final” bid at a dis-
count to market value. The price, however, 
represented an earnings multiple of 14.5 times.

Meanwhile, across continental Europe Generali 
continued to spin off non-core operations to boost its 

DEVELOPMENTS IN MERGERS AND ACQUISITIONS



solvency capital position and refocus its business. 
German insurer Talanx, which came to the public 
markets in Frankfurt in 2012, announced its inten-
tions to actively seek acquisitions in emerging and 
overseas markets. We believe this strategy may be 
replicated by other continental European players 
looking beyond traditional developed regions in the 
search for elusive high growth markets and 
opportunities. 

Lloyd’s Market
For the first half of 2013, Lloyd’s posted a profit of 
£1,380 million, reflecting a solid set of results and a 
combined ratio in the mid-eighties. The individual 
publicly listed Lloyd’s carriers’ valuations have risen 
steadily, and in some cases significantly, over the year 
as investors look to some healthy dividends and 
returns of capital. Despite a softening market, stamp 
capacity at Lloyd’s for 2014 is set to grow by approxi-
mately £1,500 million. The largest deal of 2013 at 
Lime Street was announced just before year end with 
Japanese insurer NKSJ’s Sompo agreeing to purchase 
Canopius for $950 million. Since its formation in 
2003, Canopius has grown rapidly through a series of 
acquisitions, including that of Omega in 2012 and a 
tie-up with Tower Group which was unwound just 
prior to announcement as the ailing Tower Group 
sought a much needed cash injection. In line with 
many takeovers of Lloyd’s syndicates in recent years, 
Sompo will retain the Canopius brand and manage-
ment team.

The same can be said for the second largest deal of  
the year, being Lancashire’s purchase of Cathedral for 
£266 million, which also saw a new player enter the 
Lloyd’s market. However, although sources had 
commented that Sompo had participated in previous 
auctions for Lloyd’s vehicles, Lancashire’s entry 
marked a change in direction not anticipated by 
many. In fact, Lancashire distinguished itself as one 
of the class of 2005 Bermudian reinsurers to not have 
engaged in M&A activity since its formation. Both 
Cathedral and Canopius are well regarded Lloyd’s 
platforms and the valuation multiples reflected that 

and a high level of return for the initial backers. We 
believe this again reflects the degree of interest in the 
Lloyd’s market from both trade and financial buyers 
and we expect this to continue into 2014 and beyond, 
notwithstanding an increase in new start up syndi-
cates at Lloyd’s this year.

Elsewhere in the market, Ryan Specialty merged its 
Jubilee operations with ANV, with the latter emerging 
as the dominant partner. There are clear synergies in 
the combination, which takes the overall stamp 
capacity of the combined group closer to the magic 
£500 million threshold which is generally seen as the 
entry level to the mature and scaled operations of the 
most developed and broad-based syndicates.

Ark Syndicate Management completed an MBO  
just before year end which valued the business at a 
healthy multiple and marked a good return for the 
original investors. The theme of even distressed 
syndicates achieving valuations at a premium to 
book value continued into 2014 with AmTrust finally 
gaining a foothold in the market with the purchase 
of Sagicor’s operations for £56 million. Enstar and 
Stone Point won the auction for Atrium, formerly 
part of Ariel, which represented a significant move 
for the US listed Enstar into a ”live” business, which 
we discuss further below.

Brokers 
Consolidation in both the company and Lloyd’s 
markets continued through 2013 with commentators 
predicting more to come, particularly as many of the 
smaller to mid-size players come under pressure to 
find a merger partner. Valuations remain generally 
attractive to sellers as demand from financial buyers 
holds up.

At the top end of the deal list, London listed JLT won 
the battle for the reinsurance broking arm of Towers 
Watson for a consideration of $250 million, and AJ 
Gallagher continued its expansion with the acquisi-
tion of Giles in the UK for £233 million.

10 Global Insurance Industr y 2012 Year in Review
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Broking consolidator Towergate announced a series of 
bolt-on acquisitions during the year in the UK as did 
Hyperion Group in a number of overseas markets, 
including an entry into the US market with its 
acquisition of PGI Commercial in Florida.

It was a busy year for Hyperion on the back of a 
transformational merger with Windsor the previous 
year which propelled the group up the league tables by 
revenue. 2013 saw Hyperion receive a significant new 
investor in US private equity player General Atlantic, 
buying the stakes of 3i and BP Marsh, which valued 
the group at £250 million. Many commentators have 
tipped Hyperion as a future IPO candidate. 

UK motor intermediary Hastings sold a 50% stake  
to Goldman Sachs’ private equity arm, which analysts 
have suggested may push back any IPO plans for the 
time being. 

Run-off / Legacy Sector
Although the general picture across Europe remained 
subdued, 2013 delivered a number of interesting 
developments across the legacy sector. As discussed 
earlier, New York Stock Exchange-listed Enstar 
entered the “live” sector through the purchases of 
Torus and Atrium, both of which targets have sizeable 
Lloyd’s operations. Enstar’s strategy of diversifying its 
business model away from exclusive legacy buys may 
be followed by other players as the opportunities to 
manage both “live” and “legacy” parts of a distressed 
target emerge as an attractive proposition.

An alternative strategy was deployed by fellow legacy 
consolidator Catalina, which, as noted above, nimbly 
switched from being in competition with Fairfax to 
buy American Safety to partnering in a transaction 
with Fairfax to split the ongoing parts of the “live” 
business of renewals from the legacy operation which 
it carved out. Catalina also gained from having taken 
a strategic stake in ASI at the beginning of the 
process. Catalina also raised further funding during 
the year as part of the transaction whereby Apollo 
bought RBS’ stake, boosting its war chest for future 
acquisitions going forward.

UK-listed Tawa plc’s troubles during 2013 culminated 
in its announcement of a demerger of its services and 
run-off businesses at the tail end of the year. As part 
of the restructuring, Tawa sold a German subsidiary 
to Compre and previously had offloaded other run-off 
assets to rival Catalina. The gap between Tawa’s book 
value and market value widened significantly over the 
year and Tawa anticipates that value can now be 
extracted via the demerger.

Finally, Tawa’s London listed rival R&Q announced 
a redomestication of its parent company from the 
UK to Bermuda, though the Group remains a UK tax 
resident. R&Q cited a Bermuda base as being 
advantageous from both an operational and regula-
tory perspective. It also hopes to capitalise on the 
growing ILS market and business opportunities in 
the United States.

Outlook for Europe
With the elusive confidence factor showing signs of 
returning and the macro-economic indicators 
generally showing signs of improving, there may be 
some renewed optimism on the future prospects of 
M&A activity across the region. Certainly, 
European policy makers and officials may have 
finally paved the way for implementation of the 
infamous EU Solvency II Directive in 2016 and, 
with the uncertainty removed, it might assist with a 
recovering market.

In the Lloyd’s market, the Antares auction process 
continues into 2014 and, in the wider public mar-
kets, RSA plc remains vulnerable to takeover 
approaches or disposals of certain divisions in the 
wake of a series of profit warnings and disclosures 
concerning its Irish operations at the close of the 
year which cost the Group CEO his position and 
culminated in a £200 million hit.

DEVELOPMENTS IN MERGERS AND ACQUISITIONS
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Whatever the state of the M&A landscape going 

forward, 2013 delivered a cautionary reminder of 

the importance of dealing with insurance regula-

tory authorities in a timely manner as part of the 

M&A process. On March 1, 2010, Prudential 

entered into an agreement to purchase AIA from 

AIG for $35.5 billion. Given the size of the deal, it 

would have been transformational for Prudential. 

The largest component of the consideration mix 

was a £14.5 billion rights issue—making it the 

biggest such offer in the UK, even surpassing the 

Banks’ capital raisings at the height of the financial 

crisis. The transaction structure would also have 

led to a change in control of Prudential Assurance 

Company, a UK-regulated operating subsidiary. 

Generally, the proposed transaction involved 

substantial changes to the financial position, 

strategy and risk profile of the Prudential Group 

as a whole. However, in the face of shareholder 

pressure, Prudential withdrew from the agree-

ment, incurring significant broken deal costs.

Three years later, following an investigation by  

the UK regulator, the Prudential Group was fined  

a total of £30 million for failing to deal with the UK 

FSA in an open and cooperative manner and for 

failing to inform the FSA of such a transforma-

tional deal at an earlier stage. The Group CEO also 

received a public censure for being “knowingly 

concerned” in relation to the regulated subsid-

iary’s breach of the rules.

The key points in the timeline as described by the 

UK regulator are as follows. Due diligence began in 

early 2010 and a confidentiality agreement was 

signed on January 12, 2010. The Prudential board 

was briefed on the transaction on January 31, 

2010, but the decision was taken to delay discus-

sions with the FSA due to concerns over the 

transaction leaking. On February 12, 2010, 

Prudential Assurance held an annual supervisory 

meeting with the regulator with the Group CEO  

in attendance but no mention was made of the 

proposed deal. On the same day, negotiations  

had progressed significantly for Prudential to 

send a revised indicative proposal to AIG. The 

transaction leaked to the media on February 27, 

2010 forcing Prudential to issue an announce-

ment, and its shares were suspended, pending  

the details of the acquisition agreement being 

finalized and disclosed on March 1, 2010.

The key lessons from this investigation and the 

resulting fine and censure are (1) that the UK  

regulator cannot make (and will not be rushed 

into) important decisions in a compressed 

timetable; (2) it is not for the insurance firm to 

determine how much time may be required;  

and (3) the fear of a leak in the public arena is  

not enough to delay talking to the regulator.  

The resulting fine may appear relatively small 

compared to recent fines imposed on Banks and 

to other broken deal costs borne by Prudential, 

but the message is clear—consultation with the 

regulator on significant potential transactions is 

likely to be required at an early stage. u

DEVELOPMENTS IN MERGERS AND ACQUISITIONS
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Brazil 
The expansion of the middle class, the emergence  
of new customers and low unemployment—these  
are the factors that helped the Brazilian insurance 
market to grow 14.3% in 2013, reaching R$291 
billion (approximately US$124 billion) revenue.  
The significant growth of the market contributed  
to continued growth in M&A activity  in the last year. 
Brazil was host to the largest domestic deal in Latin 
America, when the P&C insurer Yasuda Seguros 
(part of the Japanese insurer Sompo Japan) acquired 
37% of Marítima Seguros for US$98 million. In 
2013, Brazil’s largest private bank, Itau Unibanco, 
entered into an agreement to purchase insurance 
firm BMG Seguradora for the price of R$85 million 
(approximately US$36 million).

The privatization of Latin America’s largest rein-
surer, IRB Brasil Re also unfolded in 2013. In June, 
the government’s 50% stake in the former monopoly 

reinsurer was reduced to 48% as part of the privati-
zation process. It was announced that private 
companies Bradesco Auto/Re, Itaú Seguros and 
Caixa Barcelona will hold stakes of 20%, 15% and 
3%, respectively. The privatization of IRB Brazil Re 
consolidates the trend toward greater liberalization 
of the Brazilian market, following a shift in the 
opposite direction when Brazil’s insurance regula-
tor (SUSEP) established limits on the proportion of 
local risks that may be ceded to foreign reinsurers.

Market analysts have predicted that Brazil’s  
insurance market revenue will grow 15.6% in  
2014 (P&C insurance sales are expected to grow by 
12.8%). Fierce competition may result in downward 
pricing pressure and spur local M&A activity. It is 
also likely that large international insurers will 
continue to look for companies to buy in Brazil, 
attracted by the growth potential of a market 
having relatively low insurance penetration and 
large infrastructure developments. u

DEVELOPMENTS IN MERGERS AND ACQUISITIONS
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Equity Capital Markets

North America and Bermuda
Approximately $6 billion of equity securities were 
issued by insurance companies in the US in 2013 
according to SNL, a sharp drop from the $47 billion 
sold in 2012, though the number of issuances rose to  
15 in 2013 from 8 in 2012. The most significant differ-
ence between the two years was that during 2012 the 
US government sold approximately $45.75 billion of 
American International Group shares which it had 
acquired as part of the government’s bailout of AIG. 
Another significant development in 2013 compared to 
2012 was the marked increase in IPO activity. There 
were no initial public offerings of insurance companies 
in 2012, while 2013 saw IPOs by ING US Inc. ($1.3 
billion), Essent Group  Ltd. ($335.0 million), Third 
Point Reinsurance Ltd. ($317.0 million), Fidelity & 
Guaranty Life ($190.6 million), Blue Capital 
Reinsurance Holdings ($125.0 million), NMI Holdings, 
Inc. ($27.3 million in addition to $510 million raised  
in a Rule 144A IPO in 2012) and Atlas Financial 
Holdings, Inc. ($24.1 million). 2013 also saw large 
common equity offerings by MGIC Investment 
Corporation ($527.1 million) and Radian Group Inc. 
($272.0 million) as the two companies sought to 
position themselves to expand underwriting in 
response to the stabilizing housing markets.

Four insurance companies completed public offerings 
of convertible debt in 2013. MGIC ($350.0 million) and 

Radian ($350.0 million) both issued convertible debt in 
conjunction with their common equity raises. HCI 
Group, Inc., a Florida-based property insurance 
company, and Meadowbrook Insurance Group, Inc.,  
a specialty programs and excess and surplus lines 
underwriter, also issued convertible debt ($100.0 
million and $100.0 million, respectively).

The mortgage insurance industry was the most active 
segment of the insurance market for equity raises in 
2013 as MI companies took advantage of stabilizing 
trends in housing prices and the withdrawal of some 
competitors from the market. As noted above, MGIC 
and Radian both raised significant amounts of equity 
to bolster capital to enable increased writing capabili-
ties. Essent, a Bermuda-based holding company with 
a Pennsylvania-domiciled insurance subsidiary, was 
formed in 2010 by a number of institutional investors, 
including Goldman Sachs and Soros, following the 
economic and housing market downturn that precipi-
tated the financial crisis in 2008. NMI, an even newer 
entrant into the MI market, used the favorable market 
trends to facilitate its IPO and allow its primary 
backers, funds associated with Carlyle Group, Kyle 
Bass and Blue Mountain Capital Management, to 
obtain liquidity for their earlier investment.

The NMI IPO is an interesting example of a company 
going public and raising start-up equity capital through 
a so-called “Rule 144A IPO”. In April 2012, NMI 
completed an unregistered 144A offering of 
55,000,000 shares of its common stock for net 

Developments in Insurance 
Corporate Finance
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proceeds of $510 million to fund its acquisition of MAC 
Financial Holding Corporation and its newly formed 
Wisconsin-licensed insurance subsidiaries and certain 
start-up costs. The offering was underwritten by FBR 
Capital Markets. NMI was able to access a small 
portion of the proceeds to pay for start-up expenses 
and escrowed the remainder of the proceeds until it 
was able to obtain approval from Fannie Mae and 
Freddie Mac as a qualified mortgage insurance pro-
vider. Pursuant to a registration rights agreement, 
NMI also agreed to register the privately placed shares 
for resale. The registration of the privately placed 
shares was effective in December 2013. Separately, 
NMI completed a $27.3 million registered IPO in 
November 2013. By raising its start-up capital in this 
manner, NMI was able to raise the capital quickly and 
with terms that would have been difficult in the public 
market. It was then able to complete its public IPO 
once its initial start-up activities were completed and 
Fannie Mae and Freddie Mac approvals were obtained.

In June 2013, National General Insurance Company, 
the former insurance business of GMAC now controlled 
by the Karfunkel trust that also controls AmTrust, 
Maiden and APC Re, also completed a 144A IPO 
raising $213 million in an offering underwritten by 
FBR. The offering allowed the company to raise capital 
more quickly than would be possible in a registered 
public offering requiring SEC review, and thereby 
facilitated the company’s growth plans. The company 
subsequently filed an S-1 registration statement to 
register the shares sold in the 144A offering.

In August 2013, Third Point Re completed its  
$275.7 million IPO. Third Point Re is a Bermuda-
based reinsurer that aims to deliver attractive returns 
to shareholders by combining profitable reinsurance 
underwriting with superior investment management 
provided by Third Point LLC. Unlike other reinsurers, 
Third Point Re does not intend to invest mainly in 
fixed income securities but will have more than  
half of its investments in stocks. 

In November 2013, Montpelier Re completed the initial 
public offering of common shares of its subsidiary Blue 

Capital Reinsurance, raising $125 million  
of third-party capital. Blue Capital Reinsurance’s shares 
are traded on the New York Stock Exchange. Blue 
Capital Reinsurance was formed to invest in short-tail 
collateralized reinsurance and aims to distribute a 
significant portion of its net income to shareholders via 
dividends. It can also invest in catastrophe bonds, 
industry loss warranties and quota shares of risks from 
Montpelier Re or other reinsurers. Blue Capital Re 
complements the London-listed Blue Capital Global 
Reinsurance which Montpelier Re launched in late 2012. 

The aggregate amount of preferred equity offered 
doubled year over year in 2013 to $2.1 billion from $1.0 
billion. Allstate was the largest issuer of preferred 
stock, raising $940.0 million of non-cumulative 
perpetual preferred equity as part of its previously-
announced capital management plan. $135 million of 
the preferred stock was raised through Incapital LLC’s 
new LEOPARDs retail program providing for the 
issuance of “Long Execution of Preferred and Related 
Debt Securities.” The Allstate preferred stock, because 
Allstate has the option to miss a coupon payment 
altogether, is eligible for 75 percent equity credit by 
Moody’s under its standards for hybrid securities.

Other issuers of preferred stock in public offerings 
included Aspen Insurance Holdings Ltd. ($275.0 
million), Renaissance Re Holdings Ltd. ($275.0 
million), Partner Re Ltd. ($250.0 million), AXIS 
Captial Holdings Ltd. ($200.0 million), Maiden 
Holdings North America Ltd. ($150.0 million) and 
AmTrust Financial ($115.0 million). 

Europe
2013 saw three insurance companies conducting 
initial public offerings (IPOs) in tandem with the 
admission of their shares to trading on the Main 
Market of the London Stock Exchange. These IPOs 
presented opportunities for these companies to raise 
Tier 1 capital through the issue of new shares and for 
existing shareholders to sell a portion of their share-
holdings. However, the share price of each of these 
companies declined over the remainder of 2013.
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In March 2013, esure Group, the personal lines insurer, 
raised net proceeds of £43million in connection with 
its IPO. These proceeds were used to repay outstanding 
perpetual subordinated loan notes, which had been 
issued at the time of the company’s management buy 
out. The IPO offer price valued the company’s share 
capital at approximately £1.2billion. Selling sharehold-
ers raised net proceeds of £535million as part of the 
offering. As of December 31, 2013, esure’s share price 
was 249.8p, which represented a 13.8% decrease from 
the IPO price of 290p.

Since the flotation, the share price reflected a series of 
trading and results announcements that were not well 
received by investors. Commentators have suggested 
that this may dampen investor demand for similar UK 
personal lines insurers going into 2014, notably the 
potential IPO of Hastings. 

In June 2013, Partnership Assurance Group, the  
UK enhanced annuity provider, raised net proceeds  
of approximately £103million as part of its IPO. The 
company used the net proceeds to repay a loan facility 
and loan notes and for general corporate purposes. The 
offer price valued the company’s share capital on admis-
sion at approximately £1.5billion. Cinven, the private 
equity firm that controlled Partnership Assurance, raised 
approximately £350m by selling a portion of its stake as 
part of the share offer. Notwithstanding its sell-down, 
Cinven has retained a majority stake in the company. As 
of December 31, 2013, Partnership Assurance’s share 
price was 293.5p, which represented a 23.7% decrease 
from the IPO price of 385p.

In November 2013, Just Retirement Group, which 
provides individually underwritten annuities and 
lifetime mortgages, raised net proceeds of approxi-
mately £280million in connection with its IPO. The 
company used its proceeds to strengthen a subsidiary’s 
regulatory capital position and for general corporate 
purposes. The market capitalization of the company 
upon admission was approximately £1.125billion. 
Selling shareholders also raised approximately £43mil-
lion as part of the offering. As of December 31, 2013, 
Just Retirement’s share price was 210p, which repre-
sented a 6.7% decrease from the IPO price of 225p.

The most significant of the London secondary equity 
offerings in 2013 saw Phoenix Group, the closed life 
assurance fund consolidator, raise net proceeds of 
approximately £232million in February through a 
placement and open offer of new shares. The net 
proceeds were used to partly fund the prepayment  
of a banking facility.

2013 saw Bermuda chosen as the offshore jurisdiction  
for a cash box SPV for the first time when Lancashire 
Holdings Limited used the structure to raise approxi-
mately £131 million. The proceeds of the placing were 
used in part to fund the acquisition of Cathedral as 
discussed in more detail in the Lloyd’s Market section. 

Generali successfully completed the placing of 
15,535,601 treasury shares to institutional investors  
in July 2013. The shares were priced at €13.95 a share 
and the placement corresponded to 1% of the compa-
ny’s share capital. The gross proceeds of the placement 
came in at around €216.7 million meaning the Group’s 
Solvency I ratio has risen 1.2 percentage points. 

RBS Group sold a portion of its remaining sharehold-
ing in Direct Line, the retail general insurer, in two 
separate tranches during 2013, raising aggregate gross 
proceeds of £1.1billion and reducing its stake from 
65.3% to 28.5%. RBS had previously sold a 35% stake 
as part of Direct Line’s IPO in October 2012. RBS has 
been instructed by the European Union to divest its 
entire holding in Direct Line by the end of 2014.

Brazil
BB Seguridade, the largest insurance company in 
Latin America, raised $5.7 billion in April 2013 in one 
of the largest global initial public offerings of the year. 
The company sold about a third of its total capital in 
the offering.  This was the second-largest IPO in 
Brazil’s history, after Banco Santander Brasil’s $8 
billion offering in 2009.  The shares were listed on the 
Bovespa, the São Paulo stock exchange.

BB Seguridade has 16.5% of Brazil’s insurance market 
and operations in many other South American countries, 
mostly through its subsidiary Mapfre. The money raised 
in the IPO will go to BB Seguridade’s parent, the 



mayer brown 17

government-controlled Banco do Brasil, which still owns 
70% of the company. Banco do Brasil is already the 
largest financial institution in Latin America, and the 
capital raised in the offering should permit it to grow 
further through acquisitions. Indeed, according to the 
IPO prospectus, BB Seguridade is planning to accom-
pany Banco do Brasil “in expanding its activities 
outside of Brazil, with a focus on Latin America … 
either through strategic partnerships or acquisitions.”

Debt Capital Markets

North America and Bermuda
The insurance industry continued to take advantage of 
low interest rates and the robust debt capital markets 
in 2013. According to SNL, there were 84 offerings in 
2013, compared to 94 a year earlier, and the aggregate 
amount of debt offered declined to $37.4 billion from 
$46.5 billion year over year. While maturities ranged 
from 5 to 30 years, over a third of the issuances had 
maturities of 30 years or more, allowing issuers to lock 
in long-dated low interest rates. Over 30 different 
issuers came to market.

Insurance companies continued to issue “hybrid” debt, 
as Allstate Corporation, The Hanover Insurance 
Group, Inc., ING US, Prudential Financial, Inc. and 
W.R. Berkley Corporation all came to market with 
offerings of subordinated debentures. Under Moody’s 
criteria, cumulative subordinated debt securities, 
whereby the issuer has the option to defer a coupon 
payment, receive 25% equity credit.

Europe
2013 was a very successful year for issuance of senior 
and subordinated debt by European insurers, both in 
the plain vanilla and higher-yielding asset classes. 

Regulatory uncertainty on both the issuer and inves-
tors’ side surrounding the final rules for, and treatment 
of, Additional Tier 1 and Tier 2 bank capital under the 
incoming European Capital Requirements Regulation 
and the draft Recovery and Resolution Directive did 
not hinder access of many of Europe’s insurers to the 
subordinated debt market during the year. The trend 

which began, broadly, with the offering of €1.5billion of 
subordinated bonds by German general insurer, 
Allianz, in 2012 opened the floodgates in 2013 to 
offerings of subordinated bonds by European insurers 
(both Solvency I and Solvency II compliant), with many 
2013 issuances being several times oversubscribed. 
These included life insurer Scottish Widows’ issuance 
in April 2013 of £1.5billion of subordinated bonds, 
which comprised 10 year bonds with a coupon of 5.5% 
and 30 year bonds with a coupon of 7%, and an 
issuance by Vienna Insurance Group in October 2013 
of €500million of subordinated bonds with a maturity 
of 30 years and a coupon of 5.5% p.a. for 10 years and a 
floating interest rate thereafter. In October 2013, 
Allianz issued €1.5billion of perpetual subordinated 
debt, reported to be the first euro perpetual subordi-
nated issuance by an insurer in five years. The bonds 
were issued with a coupon of 4.75% p.a. for 10 years 
and a floating interest rate thereafter. 

Insurance companies were able, in addition, to 
provide supply to other asset classes in an innovative 
fashion for the first time during 2013. For example, 
the raising of £416.5million by home and vehicle 
insurer, Hastings Insurance Group, to finance a 
takeover of 50% of its business by Goldman Sach’s 
Merchant Banking division was reported to be the 
first LBO in the European insurance sector to be 
financed by the issuance of high yield bonds. Swiss Re 
sold an innovative issuance of Sfr175m dual trigger 
contingent capital bonds, which was reported as being 
the first “CoCo” to include both capital and catastro-
phe-linked triggers.

Away from the higher yielding debt capital markets 
space, a number of insurance companies, backed by 
strong credit credentials, successfully placed plain 
vanilla bonds during 2013. For example, in February 
2013, German insurer and reinsurer, Talanx, issued 
EUR750m 3.125% senior unsecured bonds due 
February 2023 and in June 2013 Swiss life insurer, 
Swiss Life, issued two tranches of Sfr225m 1.125% 
senior unsecured bonds due June 2019 and Sfr200m 
1.875% senior unsecured bonds due June 2023. u
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Property-Casualty Sector
In 2013, insurers and reinsurers expanded to record 
levels their use of alternative forms of risk transfer to 
the capital markets. The capital markets have become 
a critical component of managing catastrophe risk for 
a growing number of insurers and reinsurers. In 
addition, non-catastrophe risks have begun to find 
favor among a growing segment of capital market 
investors.

Catastrophe Bonds
The catastrophe bond market was exceptionally 
strong in 2013, with a total of $7.5 billion of new 
catastrophe bonds issued, the second highest annual 
issuance volume in the history of the market. As of 
December 31, 2013, there was $20.3 billion of catas-
trophe bonds outstanding, the highest level to date. 
While US risks remain well represented, many 
offerings in 2013 covered non-US risks, including 
regions that had not historically been covered in the 
catastrophe bond market, such as Turkish and 
Australian earthquakes. Sponsoring companies 
included longtime annual participants (such as 
Munich Re, Swiss Re, USAA and SCOR), large 
primary insurer sponsors (such as Nationwide and 
Allstate) and new sponsors (such as the Metropolitan 
Transportation Authority and American Modern 
Insurance Company). Among the new entrants were 

several non-US sponsors, including Australia’s QBE 
Insurance Group and the Netherland’s Achmea 
Reinsurance Company. Both companies executed 
ground-breaking indemnity transactions in their 
respective markets . Also, Japan’s Zenkyoren, which 
had issued parametric deals in 2012 with Kibou and 
2010 with Muteki (the latter which experienced a 
total loss in the 2011 Tohuko quake), returned to the 
market with an indemnity-based transaction in 2013. 
The robust activity of 2013 appears to have spilled 
into 2014, as established and new sponsors alike have 
entered the pipeline for 2014 offerings.

European sponsors were well represented in 2013. 
French global insurance group, Axa, returned to the 
market in 2013 sponsoring a €350million catastrophe 
bond covering European windstorm on an industry-
loss basis. This followed the issuance of approximately 
€280 million of catastrophe bonds by French insurer, 
Groupama (now Ageas Insurance Limited) in July 
2013. European reinsurance powers Munich Re, Swiss 
Re and SCOR, as well as Axa, have been leading ILS 
sponsors and participants for many years. The size of 
Axa’s recent Euro-denominated deal (the largest to 
date) and Achmea’s indemnity-triggered deal (a first 
for a European peril) may represent a new break-
through in the European ILS market and encourage 
more European sponsors to enter the market.

Developments in the ILS and 
Convergence Markets
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Continuing a trend that began in 2012, a significant 
number of transactions in 2013 utilized an indem-
nity-based trigger. Of the $7.5 billion of issuances 
in 2013, more than 50% were indemnity-triggered 
transactions. Indemnity transactions require 
additional disclosure regarding the subject business 
of the offering, including exposure and historical 
loss data and descriptions of policy coverages, 
underwriting policies and claims management 
practices. While index or parametric triggers 
eliminate the relevance of this sponsor information, 
non-indemnity triggers expose the ceding company 
to basis risk to the extent the synthetic coverage 
provided by the bond does not correlate to actual 
losses. Several of the 2013 transactions also intro-
duced aggregate indemnity coverage. Per occurrence 
triggers have been more common in the market, 
notwithstanding that aggregate triggers are more 
common in the traditional reinsurance market. We 
expect that indemnity-based transactions will 

continue to be strong in 2014, particularly for the 
primary insurer sponsors. In 2013, there were $2.8 
billion of catastrophe bonds issued utilizing data 
from Property Claim Services (PCS) within their 
triggers, accounting for more than one-third of all 
bonds issued. This demonstrates that, notwith-
standing the growth in the number of indemnity-based 
transactions, there is still a strong demand for transac-
tions with index or parametric triggers. Reinsurance 
companies where exposure data may be more difficult 
to verify and primary companies that may be uncom-
fortable disclosing their exposure data will continue to 
find industry loss index triggers and modeled loss 
triggers more useful.  

2013 also witnessed several innovations in the 
design of loss triggers. Argo Group’s December 2013 
Loma Reinsurance transaction was a key example. 
It was the first transaction in the history of the 
market to use an annual aggregate loss calculation 
combining both an indemnity trigger for the group’s 

An important development in 2013 was the access  

to the ILS markets acheived by the Metropolitan 

Transportation Authority in New York. As a conse-

quence of Superstorm Sandy in October 2012, the 

MTA suffered billions in damage caused primarily by 

the surge in water levels that flooded tunnels, 

equipment yards, power stations and switching 

equipment. In the storm’s aftermath, the MTA’s 

traditional sources of insurance coverage dried up 

significantly and it faced severely limited coverage 

availability at dramatically higher costs. In response to 

this constrained supply and markedly higher pricing 

on insurance for catastrophic perils, the MTA 

explored alternative sources of property insurance, 

including the possibility of securing insurance risk 

capital in the capital markets. In considering a capital 

markets solution, the MTA required a structure that 

was triggered by the peril of storm surge, which is a 

peril that had never been the primary subject of any 

catastrophe bond offering. Moreover, the MTA 

required that any capital markets solution would have 

to rely upon a parametric trigger that would allow 

investors to analyze the risk separate from consider-

ations of the MTA’s actual losses from storm surge 

events. But they also required an insurance contract 

rather than a derivative. The MTA’s efforts bore fruit 

in July, 2013 with the successful completion of a $200 

million storm surge catastrophe bond offering. This 

transaction represented the first catastrophe bond 

tied solely to storm surge and the first catastrophe 

bond sponsored by a public entity whose primary 

purpose is not to write insurance. u

The Storm Surge Breakthrough



20 Global Insurance Industr y 2013 Year in Review

insurance business and an industry loss index 
trigger for its reinsurance business. 

Another innovative feature that emerged in 2013 
was a variable interest mechanic that provided 
more f lexibility to sponsors in adjusting their 
reinsurance programs each year. In most catastro-
phe bonds, the risk interest rate on the notes is set at 
the inception of the transaction and does not change. 
As a result, when the attachment level for the 
transaction is reset annually (assuming there is a 
reset feature), the expected loss or attachment 
probability is fixed and does not change. In 2013, a 
number of transactions included a provision that 
allows the ceding company, within specified param-
eters, to change the expected loss and attachment 
probability, thereby leading to a reset of the risk 
interest rate. This variable reset allows the ceding 
company to adjust on an annual basis where the 
catastrophe bonds sits within its reinsurance 
program. 

A number of transactions in 2013 also featured  
risk periods of 4 or 5 years, significantly longer 
than the 3-year period that has been typical in most 
catastrophe bonds. These extended risk periods 
have allowed sponsors to lock in historically low 
rates for extended periods. 

Collateral Solutions

Following the financial crisis in late 2007 and  
early 2008, and the resulting investment losses  
that adversely impacted several catastrophe bonds, 
sponsors and investors continue to seek the most 
stable collateral solutions. This trend continued in 
2013, with most catastrophe bonds being collateral-
ized by treasury money market funds. As an 
alternative, Euro-denominated transactions  
have been collateralized by putable debt securities 
issued by quasi-governmental entities, such as the 
European Bank of Reconstruction and Development. 
We would expect that the types of acceptable  
collateral underlying catastrophe bonds may be 
reconsidered once interest rates start to rise and 
the spread between the return on US 

treasury-based securities and LIBOR-or 
EURIBOR-based securities increases.

FATCA and PFIC Developments

Collateral solutions have also been impacted in the 
past year by the expiration of Internal Revenue Code 
Section 871(k) and by developments regarding Foreign 
Account Tax Compliance Act (FATCA). Internal 
Revenue Code Section 871(k) generally exempted 
from 30% withholding tax “interest-related” divi-
dends paid by domestic money market funds (that are 
treated as regulated investment companies under US 
tax law) to nonresident alien individuals and non-US 
corporations. Unless legislation retroactively extends 
Section 871(k), this exemption no longer applies after 
December 31, 2013, and foreign catastrophe bond 
issuers and other non-US companies can expect the 
imposition of this withholding on these type of 
distributions, unless an applicable tax treaty provides 
an exemption from the withholding tax on dividends. 

FATCA imposes a separate 30% withholding tax on 
certain US source payments including the yield and 
principal of certain non-US company’s domestic 
investments and receipts of US source premiums. The 
withholding tax relating to domestic investment yields 
and US source premium payments begin as of July 1, 
2014, and the withholding tax relating to gross pro-
ceeds of a disposition of domestic investment assets 
begin as of January 1, 2017. A non-US company’s 
eligibility to avoid withholding on receipts under 
FATCA and obligations as to diligence, reporting and 
withholding on its payments to others generally depend 
on the non-US company’s status under FATCA and, if 
applicable, the company’s home country intergovern-
mental agreement relating to FATCA. In 2013, the 
United States signed over 10 intergovernmental 
agreement implementing the FATCA tax reporting and 
withholding procedures with various partner countries, 
including Bermuda. In the case of Bermuda, the 
Bermuda and United States governments have signed a 
“Model 2” intergovernmental agreement, which 
generally means that if a Bermuda company is treated 
as a financial institution under that intergovernmental 
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agreement, the Bermuda company will likely be 
directed to register with the IRS and comply with the 
requirements of a FATCA agreement with the IRS with 
respect to items such as due diligence, reporting and 
withholding. In Model 1 partner countries, an appli-
cable company that is a financial institution under that 
agreement generally will be expected to report to its 
own government that will then share that information 
with the United States. To address some of these risks, 
most recent transactions have provided that, if the 
FATCA withholding would apply to securities held in 
the collateral account underlying the catastrophe bond, 
such securities will be liquidated prior to the end of 
2016 to ensure that there is no principal withholding 
on such securities. Looking forward to the effective 
dates in 2014, non-US companies may find it necessary 
to determine their status under the FATCA regime and 
any associated consequences and responsibilities.

On December 30, 2013, the Treasury Department and 
IRS issued temporary and proposed regulations that, 
among other matters, addressed certain reporting 
requirements for US shareholders of passive foreign 
investment companies (PFICs). Under the new report-
ing rules, taxpayers generally need to report on a 
separate IRS Form 8621 their direct or indirect owner-
ship of any PFIC (subject to certain exceptions) and any 
related income inclusions. A US shareholder that fails 
to report on IRS Form 8621 (and is not eligible for an 
exception) could trigger penalties, and such failure to 
file potentially keeps the shareholder’s statute of 
limitations open permanently, because the tax law 
postpones the expiration of the statute of limitations 
until three years from the date the information is filed. 
This rule is currently in effect and applies to any PFIC 
US shareholder for tax years ending on or after 
December 31, 2013. Therefore, while US shareholders 
of companies that own interests in a PFIC or potential 
PFIC (as is typically the case with a non-US money 
market fund) have in the past generally only sought to 
obtain reporting information relating to the PFIC-type 
investment where that shareholder desired to utilize 
the special “qualified electing fund” US tax status with 
respect the PFIC-type investment, under this new rule, 

it is possible that more US shareholders of companies 
that own interests in a PFIC or potential PFIC will 
request reporting information relating to the PFIC-
type investment in order to avoid the otherwise 
indefinitely by open statute-of-limitations period. 

Swaps

The ongoing implementation of Dodd-Frank regula-
tions has had a continuing impact on the structure of 
catastrophe bonds, particularly those by non-US 
sponsoring companies. Dodd-Frank established a 
non-exclusive safe harbor that spells out criteria for 
insurance agreements to not be included in the 
definition of swap. One critical element of the safe 
harbor is that the ceding company must be subject to 
the supervision of the insurance commissioner of any 
US state or the federal government. In addition, the 
underlying risk transfer contract must be traditional 
reinsurance, meaning true indemnity–based insur-
ance. While non-US sponsoring companies are not 
able to take advantage of this safe harbor, in order to 
bolster the argument that the risk transfer contract 
between the sponsoring company and the special 
purpose vehicle is insurance and, therefore, not a 
swap, these agreements are typically being executed 
in the form of reinsurance, and not derivatives, as was 
historically common. Industry efforts to have the 
CFTC clarify these safe harbor provisions for ILS have 
been unsuccessful to date.

Sidecars, Managed Funds and New Reinsurers 
Third-party capital continued to flow into the reinsur-
ance market in 2013 through the formation of 
sidecars, managed funds and the establishment of 
new reinsurers. Sidecars provide additional capacity 
to the reinsurance market, while allowing sponsors to 
leverage their underwriting platforms and investors to 
participate in a targeted fashion in the property-casu-
alty market. Between January 2013 and January 2014, 
more than 10 Bermuda sidecars were formed with a 
total capital capitalization in excess of $1.3 billion. 
Sponsors of these sidecars included long-time partici-
pants in this market, such as Renaissance Re, Validus 
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and Montpelier, as well as first-time participants, 
such as Ace Tempest Re, Argo, Aspen Re, Everest Re, 
Munich Re and PartnerRe. 

Sidecars are privately negotiated transactions that 
can be flexibly tailored to meet the sponsoring rein-
surance company’s needs. The 2013 class of sidecars 
included both market-facing vehicles (in which the 
sidecar directly enters into retrocession agreements 
with third-party reinsurers, with underwriting and 
management typically being performed by the spon-
soring reinsurance company) and side-by-side vehicles 
(in which the sidecar enters into a retrocession 
agreement with the sponsoring reinsurance company, 
taking a quota share of a specified portfolio of risks of 
such company). Many of the first-time sponsors were 
structured as a straightforward quota share of the 
sponsor’s catastrophe portfolio, and were of a rela-
tively small size. However, Everest Re raised $370 
million (with third-party investors contributing 85% 
of the capital) for its Mt. Logan Re sidecar, making it 
one of the largest sidecar vehicles to date. 

Most of the recent sidecars have been formed as 
special purpose insurers (SPI) under Bermuda law. 
Subject to certain limitations, including that the SPI’s 
obligations must be fully collateralized, the SPI can be 
formed with relative ease compared to other types of 
licensed reinsurers. Capital raised by these sidecars 
has typically been in the form of preferred shares or 
participating notes that are privately placed. In two 
recent examples, capital was raised through under-
written 144A offerings that brought the potential for 
added liquidity for investors.

In January 2014, Arch Capital announced that it had 
launched a multi-line reinsurance company, Watford 
Re, in partnership with Highbridge Capital 
Management. Watford Re will be principally funded 
by third-party capital, and joins a growing group of 
hedge fund-backed reinsurers. 

Life Sector
During 2013, US life insurance companies cau-
tiously carried on with their use of alternative legal 
structures and creative capital resources to finance 
the surplus strain associated with underwriting 
certain life insurance products. Life reserve financ-
ings advanced in 2013, despite growing regulatory 
uncertainty at both the state and federal levels 
(discussed below), and aggressive attempts by the 
New York Department of Financial Services to 
implement a nationwide moratorium on certain 
types of these transactions (also discussed below). 
By our count, roughly ten new private transactions 
closed during the year (a minor slowdown from 
2012), the majority of which involved closed blocks 
of either universal life insurance policies subject to 
Actuarial Guideline 38 (more commonly known as 
Regulation AXXX or AG38) or term life policies 
subject to Regulation XXX (Regulation 147 in New 
York). The remainder involved smaller lines of 
business with perceived redundancies generated by 
conservative statutory reserving methodologies, 
and a scant few transactions designed to release 
embedded profits from ordinary life businesses. 
The deals we observed ranged from approximately 
$120 million to well over $1 billion in total excess 
reserves financed, with tenors generally between 
five and fifteen years. 2013 also saw a large number 
of restructurings and refinancings of transactions 
that closed in prior years, many of which were 
motivated by lower rates, consolidation in the life 
sector (discussed above) and the movement of 
financial institutions in and out of reserve finance 
lending as a line of business. For 2013 (as in 2012), 
exact industry numbers for reserve financings are 
difficult to gauge since they are exclusively private 
deals, which are often unreported. 

The underlying coinsurance structure of reserve 
financing transactions completed in 2013 remained 
substantially consistent with prior incarnations. 
Sponsor life insurers ceded specified lines of 
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existing business to an affiliated reinsurer through 
coinsurance, and then divided the collateral sup-
porting the ceded reserves into tranches that were 
financed through a combination of sponsor-backed 
capital and third-party sources. The reinsurer’s 
baseline or “economic” reserves were funded by 
initial premiums that were either paid or retained 
(as funds withheld) by the sponsor company, and 
the “excess” reserves were funded or financed by 
investors, banks and/or other unaffiliated entities. 
In light of the intense regulatory scrutiny surround-
ing the use of captives and other special purpose 
vehicles, in 2013 many life companies sought to 
employ existing operating reinsurers rather than 
newly formed captives to assume the coinsurance. 
This added yet another layer of complexity to 
reserve financings, since transactions involving 
operating reinsurance companies necessitate the 
physical and legal segregation of the cash f lows of 
the subject business from other assets and liabilities 
in the reinsurer. This is commonly accomplished 
using multiple trust arrangements. For sponsor 
companies opting to use captive reinsurers, Vermont 
continued to reign as the jurisdiction of choice, 
notwithstanding the increase in minimum capital 
and surplus for a special purpose financial captive 
formed in Vermont from $250,000 to $5 million. 

Structured bank letter of credit financings were 
prevalent in the market again in 2013 and, with a 
few notable exceptions, the trend toward “non-
recourse” reimbursement structures that began in 
2010 persisted. Prior to 2010, a bank issuing a 
letter of credit for excess reserve financing typically 
relied on a guarantee from the sponsor life insur-
ance company’s parent holding company for 
reimbursement of any letter of credit draw. In such 
a “recourse” transaction, the bank was essentially 
extending an unsecured line of credit to the guar-
antor, and could hedge its contingent exposure 
under the transaction by purchasing credit default 
swap (CDS) protection on that guarantor. We 
understand that many state insurance regulators 

have concerns with pure recourse transactions since 
the actual risk (if any) on the excess reserves never 
leaves the sponsor life insurance company’s affili-
ated group. Predictably, this concern accelerated 
the trend toward non-recourse structures. In a 
non-recourse deal, the bank has no guarantee and 
must look to future reinsurance cash flows at the 
captive for reimbursement. For this pure insurance 
risk, buying CDS protection on the sponsor provides 
little, if any, value. Therefore, banks have been 
moving toward two alternative sources of risk 
mitigation, which were widely used together in 2013. 

The first risk mitigation technique employed by 
banks active in the reserve financing arena is the 
use of so-called conditional letters of credit, 
whereby a sponsor life company must demonstrate 
that reinsurance claims have actually penetrated 
the excess layer, i.e., all other sources of surplus, 
capital, other funds and credits available to the 
captive reinsurer have been exhausted, prior to 
making a draw on a letter of credit. One could 
argue that contingent letters of credit are, by their 
very nature, contrary to most state insurance 
regulations governing credit for reinsurance, i.e., 
that letters of credit must be “clean and uncondi-
tional.” For that reason, conditional letters of credit 
are not permitted in all jurisdictions. In jurisdic-
tions where these structures have been approved, 
sponsor companies have succeeded in either (i) 
changing the conditions precedent on the face of 
the letter of credit into order of draw covenants in 
the underlying reinsurance treaty, which sometimes 
require officers of the sponsor to certify compli-
ance, or (ii) obtaining special permission from 
regulators to use a non-compliant collateral form. 
Yet another path around credit for reinsurance 
regulations that we have seen in an increasing 
number of circumstances is organizing and licens-
ing the reinsurer in the same jurisdiction as the 
domicile of the sponsor company, thereby eliminat-
ing the need for compliance in the first place. 

Even a letter of credit containing all of the 
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necessary and appropriate conditions precedent, 
however, does not relieve an issuing bank of real 
insurance risk in an excess-reserve financing deal. 
Thus, a back-end hedge came into vogue over the 
past three years, whereby a bank will buy mortality 
and lapse protection on the underlying reinsurance 
treaty, most often in swap form, pursuant to which 
f loating payments under the swap would be trig-
gered by the same contingencies that would permit 
a draw on the bank’s letter of credit. Ultimately, the 
conditions attached to a letter of credit plus a 
back-end hedge with a creditworthy counterparty 
(or credit support provider) combine to protect a 
bank on a non-recourse transaction in a way that is 
analogous to CDS protection on a recourse transac-
tion. Interestingly, the banking industry’s need for 
creditworthy back-end hedge counterparties lured  
a relatively new group of participants into the life 
reserve financing field, i.e., large offshore life 
reinsurers. We have seen these reinsurers or their 
affiliates act as either direct counterparties to 
banks, or as reinsurers of “transformer” special 
purpose vehicles (SPVs) that face the bank in their 
stead. (In a transformer or “two cell” structure, the 
bank enters into a swap with one SPV, the obliga-
tions of that SPV is insured by a second SPV, and 
that insurance is reinsured by the operating rein-
surer.) The role for traditional reinsurers as risk 
takers in life reserve financing appears to be 
increasing year over year, as few banks or other 
financial institutions are willing to leave mortality 
exposure on their books. 

As mentioned above, certain sponsor companies 
have used special regulatory permission, better 
known as “permitted practices,” to obtain regula-
tory approval for conditional letters of credit. In our 
view, the use of permitted practices for such letters 
of credit, and for other alternative capital and 
collateral structures, reached another all time high 
in 2013. This was particularly the case where 
third-party reinsurers rather than banks acted as 
financiers. One noteworthy deal structure that is 
gaining popularity among life insurers is a note 

exchange arrangement, whereby the direct rein-
surer of the financed business issues a surplus note 
to an SPV in exchange for a capital (credit-linked) 
note from the SPV. Interest payments on the notes 
are set off (with only the financing fee portion 
actually being paid by the reinsurer to the SPV), 
and the reinsurer has the right to demand immedi-
ate repayment of principal from the SPV if an 
“excess mortality event” occurs that exhausts all 
economic reserve assets and other sources available 
to the reinsurer for payment of claims under the 
subject reinsurance agreement. In this structure, 
pursuant to a separate contractual arrangement, a 
third-party risk taker is ultimately responsible for 
funding the SPV’s obligations to the reinsurer. In 
one form or another, credit-linked note deals 
appear to be poised to overtake conditional letters 
of credit as the structure of choice for life insurance 
companies with capital relief needs.

Another reserve financing alternative that we have 
seen used under the guise of permitted practices is 
straight non-proportional reinsurance. Using this 
option, a captive (or other reinsurer) cedes only  
the excess reserves to a third-party reinsurer on an 
excess or stop-loss basis. Under existing statutory 
accounting principles, this arrangement would not, 
but for a permitted practice allowance, provide 
credit for the reinsurance ceded to the captive or  
the sponsor company. Both credit-linked notes and 
excess of loss arrangements facilitate reinsurers 
acting in lieu of banks for life reserve financings. 

Each of the structures discussed above involve 
contingent, unfunded solutions to capital strain in 
the life sector. Prior to the financial crisis of 2008, 
life reserve financings were almost exclusively 
accomplished using fully funded note offerings, 
where the proceeds of debt instruments sold to 
third-party investors would be used by a captive to 
fund a reinsurance trust for the benefit of a sponsor 
life company and available to pay claims in the 
excess reserve layer. The substantial majority of 
these deals included guarantees of principal and 
interest on such notes by triple-A rated bond 
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insurers. Investor interest in fully funded deals all 
but evaporated after the downgrades and eventual 
insolvencies of most of these insurers. Nevertheless, 
given the desire of many state insurance regulators 
to see more liquidity (cash on hand), and the swelling 
demand for insurance-linked securities, we may be 
on the verge of a resurgence of funded-term securiti-
zations in the life sector. The most significant current 
impediments to this renaissance appear to be the 
relatively long duration of life financing deals and 
the low interest rate environment. 

Longevity and Pension De-Risking
As we reported last year, pension de-risking by 
extinguishing plan liabilities is emerging as a 
critical theme among defined benefit plans sponsor 
companies of all sizes. Examples of transactions in 
2012 include GM ($26 billion), Verizon ($7.5 billion) 
and Ford (potentially $18 billion). 

In 2013 the funding ratios of most defined benefit 
plans dramatically improved; according to the 
Milliman 100 Pension Index, the funding ratio for 
plans in the index hit 95.2 percent by the end of 
2013, up from 77 percent as of the end of 2012. 
Towers Watson and Mercer report similar numbers 
for plans in the Fortune 1000 and in the S&P 1500. 
The improved funding ratios provide sponsors with 
significantly improved opportunities for de-risking  
via lump sum windows or transfers of liabilities to 
insurance companies. Surveys by a number of 
consultants and insurance companies suggest that 
many plan sponsors, concerned with the historic 
volatility in funding (for both accounting and 
cashf low purposes), are seriously considering 
making use of the current improvement in funding 
to pursue de-risking actions in 2014 and 2015. u
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JOBS Act Developments
Relaxation of Prohibition Against General Solicitation 
and Advertising in Rule 144A Offerings. On July 10, 
2013, the SEC adopted final rules under Section 
201(a) of the Jumpstart Our Business Startups Act 
(the “JOBS Act”) removing the ban against general 
solicitation and general advertising in private offer-
ings made in reliance on Rule 144A and Rule 506 of 
Regulation D under the Securities Act of 1933.1 The 
new rules went into effect on September 23, 2013. 

Rule 144A Amendments. The amendments to Rule 
144A now permit offers of securities to persons other 
than qualified institutional buyers (“QIBs”), provided 
that the securities are sold only to persons reasonably 
believed to be QIBs. Offers may now be made to the 
public orally and in print by means of press releases, 
interviews, email messages, newspaper “advertise-
ments” and trade magazines.

Rule 506 Amendments. The amendments to Rule 506 
of Regulation D under the Securities Act permit an 
issuer to use general solicitation or general advertis-
ing, as long as all purchasers are accredited investors 
and the issuer takes “reasonable steps” to verify that 
the purchasers are accredited investors.

Notwithstanding these changes to Rule 144A and 
Rule 506, we believe issuers and their advisors will 
continue to exercise caution in engaging in any sort of 
offering publicity, whether intentional or not. All 
communications in connection with offerings remain 
subject to potential 10b-5 liability. Moreover, com-
mercial considerations will favor issuers “controlling 
the message” in the offering process. We would expect 
most issuers both in the traditional and stuctured 
markets to follow many of the same regiments as 
existed prior to these rule changes.

Bad Actor Disqualification and Disclosure 
Requirements. On July 10, 2013, the SEC also adopted 
bad actor disqualification provisions for Rule 506 of 
Regulation D under the Securities Act. As a result of 
Rule 506(d) bad actor disqualification, an offering is 
disqualified from relying on Rule 506(b) and 506(c) of 
Regulation D if the issuer or any other person covered 
by Rule 506(d) has a relevant criminal conviction, 
regulatory or court order or other disqualifying event 
that occurred on or after September 23, 2013, the 
effective date of the rule amendments. Under Rule 
506(e), for disqualifying events that occurred before 
September 23, 2013, issuers may still rely on Rule 
506, but will have to comply with disclosure provi-
sions that are set forth in Rule 506(e).

Regulation A Proposals. The SEC recently released for 
comment proposed rules that provide a framework for 
Regulation A+ offerings and crowd funded offerings. 
The SEC’s proposed rules would amend existing 

Select Securities and Commodities 
Law Developments

1   See http://www.sec.gov/rules/final/2013/33-9415.pdfg (the 

“Adopting Release”).
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Regulation A by creating two tiers of offerings: Tier 1 
for offerings of up to $5 million ($1.5 million for 
selling stockholders); and Tier 2 for offerings of up 
to $50 million ($15 million for selling stockholders). 
The proposed amendments also address issuer 
eligibility, disclosure and reporting requirements 
and impose additional disclosure and ongoing 
reporting requirements, as well as an investment 
limit, for Tier 2 offerings, and make Tier 2 offerings 
exempt from blue sky requirements. Regulation A+ 
offerings may prove to be an important financing 
alternative for non-reporting companies seeking 
capital and broader market exposure.

Disclosure Issues
Several disclosure issues applicable to publicly traded 
insurance holding companies emerged in 2013 driven 
by regulatory developments and SEC comments on 
insurance company filings. One noteworthy disclosure 
issue concerns the use of captives. In the course of 
reviewing annual reports on Form 10-K of several 
large life insurance companies, the SEC over the past 
year has asked for more extensive disclosure around 
the use of captives to finance reserves, including as 
part of MD+A the potential costs of having to unwind 
these arrangements. This is a reaction to some of the 
insurance regulatory criticism and scrutiny of cap-
tives for this purpose. See “Tax and Regulatory 
Developments” below.

The CFTC’s Implementation of Dodd-Frank 
Swap Market Reforms in 2013
2013 was the year in which much of the Commodity 
Futures Trading Commission’s regulatory program for 
swaps came into effect, beginning with the deadline 
for provisional registration of swap dealers (SDs) on 
December 31, 2012 and progressing with the phasing 
in of swap data reporting and real-time reporting, 
mandatory clearing for certain interest rate and index 
credit default swaps, SD business conduct rules and 
the provisional registration of swap execution facili-
ties (SEFs). The CFTC finalized its guidance and 
policy statement on the cross-border application of its 

swaps regulations in July 2013 and made its first 
“comparability” determinations with respect to six 
non-US jurisdictions in December 2013. A group of 
trade associations sued the CFTC in December for 
issuing its cross-border guidance without following 
the Administrative Procedures Act and other defects 
in the guidance. 

As the agency moves into 2014 under new leadership, 
it has permitted several SEFs’ “made available to 
trade” determinations to become effective, with the 
result that certain categories of interest rate and 
credit default swaps must now or soon will be 
required to be executed on SEFs or designated 
contract markets (as opposed to traditional bilateral 
execution) unless an exemption applies to the transac-
tion. Some of the major rulemakings yet to be 
finalized are margin requirements for uncleared 
swaps and capital requirements for SDs for which the 
CFTC is the prudential regulator. The Dodd-Frank 
mandates for security-based swaps remain largely in 
abeyance, as the SEC has decided to sequence its 
implementation of those provisions by starting with 
the formulation of cross-border regulations, which it 
proposed in May 2013 but has not yet finalized. 

While most insurers will have some familiarity with 
the Dodd-Frank swaps requirements from having 
transacted with CFTC-registered swap dealers in 
connection with their investment or liability manage-
ment activities, there may be greater reluctance 
among non-US insurers to enter into transactions as 
part of a risk transfer business if there is a US nexus 
to the prospective transaction, and the risk transfer 
instrument is (or might be) classified as a swap subject 
to CFTC jurisdiction. This cautious stance may be 
attributed to the breadth and complexity of the CFTC 
regulations, as well as the many grey areas that are 
either not addressed or subject to “facts and circum-
stances” determinations. For example, the statutory 
definition of “swap” is extremely broad, potentially 
encompassing any agreement with contingent pay-
ment or delivery obligations, including contracts 
resembling insurance but that do not satisfy the 
insurance safe harbors or otherwise allow parties to 
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conclude that the contracts are not swaps. The “US 
person” definition, one of the core elements of the 
CFTC’s cross-border guidance, is a nuanced concept 
that considers not only an entity’s jurisdiction of 
organization, but also the location of its “nerve center” 
and, for certain types of entities, the extent of US 
ownership. Having a guarantee from a US person or 
acting as an “affiliate conduit” for a US person are also 
relevant jurisdictional factors. 

Key aspects for gaining an understanding of the 
CFTC’s implementation of Dodd-Frank swaps 
regulation are the market participant categories that 
determine its cross-border reach (i.e., US person, 
guaranteed or conduit affiliates, bona fide foreign 
branches of US SDs), as set out in the CFTC guid-
ance, and the thresholds of activity that trigger 
registration as a SD or a major swap participant 
(MSP), a category designed to encompass entities 
that create systemically significant swap exposures 
but do not engage in “dealing” activity that would 
require SD registration. A market participant that 
enters into swaps in a dealer capacity should monitor 
its swap dealing activity and that of its affiliates to 
determine whether the aggregate notional amount 
entered into during a 12-month period exceeds the 
de minimis thresholds and therefore would require 
SD registration. Persons that enter into swaps as 
principal or provide guarantees of swaps should also 
be aware of how their positions compare to the 
thresholds for MSP registration. 

Registered SDs and MSPs are subject to extensive 
regulation, while market participants that are not 
required to register in either of these categories are 
subject to a more limited set of non-registrant obliga-
tions, including the clearing and trade execution 
mandates as well as reporting and recordkeeping 
obligations, which generally include an obligation to 
obtain and maintain a legal entity identifier. 

An entity that does not enter into swaps or swap 
guarantees as principal does not fall within the SD  
or MSP definitions. However, certain non-principal 
activities in connection with swaps may give rise to  
an obligation to register as a commodity trading 
adviser, introducing broker or commodity pool 
operator. (The appearance of the word “commodity” 
in these terms is historical; swaps—even those with 
underliers that are not physical commodities—are 
considered to be “commodity interests” for purposes 
of these registration categories.) Operation of a 
multilateral trading platform for swaps may require 
registration as a SEF.

While some offshore market participants have 
decided to avoid all transactions with a US nexus, 
others have conducted a more detailed analysis of 
Dodd-Frank compliance obligations and have been 
able to take advantage of transactional opportunities 
with US counterparties. u

SELECT SECURITIES AND COMMODITIES LAW DEVELOPMENTS
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Tax and Insurance Regulatory 
Developments

Tax

Cascading FET
As we reported last year, Validus Reinsurance Ltd. 
initiated tax refund litigation challenging the position 
adopted by the IRS in Rev. Rul. 2008-15 that the 
federal excise tax (“FET”) on insurance premiums 
applies each time the risk is insured, reinsured, retro-
ceded or otherwise transferred to a foreign insurance 
company not exempted by a tax treaty. On February 5, 
2014 the federal district court in Washington ruled in 
Validus’ favor on a summary judgement motion. As a 
result, Validus won a refund of the FET it had paid on 
nine reinsurance policies it purchased in retrocession 
transactions in which Validus obtained protection on 
US risks that Validus had previously insured.

The case was closely followed by the offshore insurance 
industry because it was the first legal challenge to the 
Internal Revenue Service’s 2008 position that FET 
should be paid each time a US-based risk is transferred 
to a foreign insurer or reinsurer by insurance, reinsur-
ance, retrocession or any level of re-retrocession. A tax 
refund suit was the only avenue open to the industry to 
mount a judicial challenge to the so-called “cascading 
FET” theory which the Service announced in Revenue 
Ruling 2008-15. So Validus paid the FET based on the 
retrocession policies it purchased, filed a claim for 
refund of that tax, and sued in US federal district court 
for a refund.

The IRS has systematically audited offshore reinsurers 
of US insurers and collected FET whenever it has found 
that the offshore reinsurer retransferred the US risks to 
another offshore reinsurer subject to FET. Many 
offshore insurers have just as systematically paid the 
tax, filed “protective” claims for refund, and generally 
waited for the results of the Validus case before deter-
mining how vigorously to pursue their refund claims.

Validus and the Department of Justice had filed 
cross-motions for summary judgment in the Validus 
case. In their respective briefs in support of their 
motions, the parties had addressed such complex topics 
as whether Congress intended to impose FET extrater-
ritorially and whether the IRS had the authority to 
impose the tax on a wholly foreign transaction under 
international law or the US Constitution.

The answer to these intriguing questions will have to 
wait for another day. US Federal District Court Judge 
Amy Jackson decided the case on the simplest of all 
possible grounds. She said the plain language of 
section 4371(3) of the Internal Revenue Code applies 
the FET to “reinsurance” transactions. Since the nine 
Validus transactions in the case were “retrocession” 
transactions, that is, reinsurance of reinsurance, 
Judge Jackson concluded that they were not “reinsur-
ance” transactions as that term is used in section 
4371(3). While the Code specifies a 4% FET on direct 
P&C insurance premiums and a 1% tax on reinsur-
ance premiums, the Code does not specify a tax rate 
for retrocession premiums. Judge Jackson notes in a 
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footnote that “The lack of a provision setting rates for 
retrocessions reinforces the Court’s conclusion.”

The government finds itself in perhaps a worse position 
than it was in before it adopted the “cascading” theory 
in 2008. At that time most taxpayers probably took the 
position that the 1% FET applied to all reinsurance of 
US risks to foreign reinsurers, regardless of whether 
the transaction was technically “reinsurance” or 
“retrocession.” The district court opinion in Validus 
now makes a clear and sharp distinction between 
“reinsurance” and “retrocession.” Not only is Validus’ 
retrocession of a US risk to another Bermuda reinsurer 
not subject to FET; under Judge Jackson’s reasoning, a 
retrocession of US risk from a US reinsurer to a foreign 
reinsurer is not subject to tax.

It is not likely that we have heard the last word on  
this subject. The government is likely to appeal this 
decision. Perhaps the United States Court of Appeals 
for the DC Circuit will not be persuaded by the “plain 
language of the statute” argument which persuaded 
the District Court. And perhaps the Court of Appeals 
will weigh in on those complex questions of interna-
tional and constitutional law. Those offshore 
reinsurers who paid FET and filed “protective” tax 
returns may have to wait a little longer for the final 
resolution of the Validus case and a determination of 
the legality of the Service’s “cascading FET” theory.

Captive Insurance
The US Tax Court’s January 14, 2014 opinion, in 
Rent-A-Center, Inc. and Affiliated Subsidiaries v. 
Commissioner, 142 T.C. No. 1, moves the goal posts in 
the taxpayer’s favor in the long-running struggle 
between taxpayers and the Commissioner to define 
“insurance” in the captive insurance context. While it 
has been a truth universally accepted since Rev. Rul. 
2001-31, 2000-1 C.B. 1348, that a group of subsidiar-
ies of a holding company could insure bona fide risks 
with a brother insurance company, a divided Tax 
Court in the Rent-A-Center case applied this principle 
in circumstances in which many other factors argu-
ably favored the government. 

Although the Service in Rev. Rul. 2002-90, 2002-2 C.B. 
90, allowed subsidiaries to treat premium payments to a 
related insurance company owned by the same holding 
company where there were twelve different operating 
subsidiaries with no one operating subsidiary having less 
than 5% nor more that 15% of the total risks insured by 
the insurance subsidiary, neither the majority opinion 
nor the dissenting opinion addressed the question of 
spread of risk. The Rent-A-Center parent owned 15 
subsidiaries, and the subsidiaries owned between 2,623 
and 3,081 stores, had between 14,300 and 19,740 
employees, and operated between 7,143 and 8,027 
vehicles during the taxable years involved in the case. 
The opinions do not discuss whether the insured risks 
were concentrated in just a few subsidiaries or spread 
evenly among all 15 operating subsidiaries.

But the somewhat surprising aspect of the Tax Court 
majority’s Rent-A-Center opinion is that the parent 
corporation guaranteed liabilities of the insurance 
subsidiary up to $25 million, and the insurance subsid-
iary invested an additional $25 million in non-dividend 
paying treasury stock of the Rent-A-Center parent. The 
Commissioner had challenged the bona fides of the 
insurance company on the grounds that the insurance 
company did not provide “insurance in the commonly 
accepted sense.” Many advisors had cautioned against 
captive insurance companies relying on parent guaran-
tees or recycling their capital back into stock of a parent 
entity or loans to the parent for fear of failing the 
“insurance in the commonly accepted sense” test.

Not only did the majority opinion approve of the 
insurance company’s relying on a limited parent 
guarantee and an investment in parent stock to meet 
the Bermuda regulator’s capital adequacy standards, 
the majority opinion also took a “glass half full” 
approach to many issues regarding the captive 
insurance companies bona fides that other readers  
(for instance, the dissenting opinion) might have 
questioned. For instance:

• the captive’s premium to surplus ratio was 8.983 to 
1 in the first year, 7.695 to 1 in the second year, and 
over 5 to 1 in all other years save the last; the dissent 
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points out the US property and casualty insurance 
companies “have something like a 1:1 premium-to-
surplus ratio.”

• the captive invested only in a money market fund and 
in non-dividend paying parent stock; its only other 
asset was the “deferred tax asset” (“DTA”) based on 
reporting its income for tax purposes in the year 
before it reported its income for GAAP purposes.

• the DTA was counted as an asset in some years in 
order to meet Bermuda solvency margins.

• the parent company paid premiums for all the 
insured subsidiaries, and then allocated the cost 
among the subs by accounting entries, and it “paid” 
the premiums by netting premiums against claim 
payments due from the insurance company.

• the insurance company commenced business 
approximately two and one-half months before it 
was licensed.

• the only risks insured with the captive were the 
retained levels of risks below the levels of policies 
obtained from the commercial market.

This decision will likely encourage taxpayers and their 
advisors to be more aggressive on parent guarantees, 
“loan backs,” premium to surplus ratios and other 
background facts where Rent-A-Center was somewhat 
aggressive. However, several other captive insurance 
cases have been tried in the Tax Court and are awaiting 
briefing or final opinion. It will be interesting to see if 
the Service settles these other cases based on Rent-A-
Center, tries to distinguish the Rent-A-Center facts, 
and/or appeals the Tax Court opinion in Rent-A-Center. 

European Regulatory Developments

Solvency II
Although Solvency II’s original implementation date of 
January 1, 2014 has now passed, 2013 did see some 
positive updates regarding its eventual implementation. 
In October 2013, the European Commission published a 
legislative proposal for a second, “Quick-Fix” Directive 

postponing the application date for Solvency II to 
January 1, 2016 with the Commission stressing that this 
is the last time dates are to be pushed back. 

In November, a trialogue agreement was reached 
among the European Parliament, the Commission 
and the Council on Omnibus II. This agreement 
provided much needed positive momentum to the 
delayed implementation process. 

However, as Solvency II is a “Lamfalussy process” 
directive, it only sets out general principles of the new 
regulatory regime, and in order for the rules to apply 
in full, level two implementing measures will need to 
be adopted. The detail of such implementing mea-
sures now needs to be addressed so that positive 
momentum is not lost and the implementation date of 
January 2016 can be met. 

Europe — EIOPA Conference  
on Global Supervision
In September 2013, the European Insurance and 
Occupation Pensions Authority held a conference to 
consider strategic regulatory issues. 

It was agreed that insurance companies should be 
using their own Risk and Solvency Assessment as a 
management tool, allowing appropriate reflection of 
the nature, scope and complexity of insurers. 

Attendees also discussed the possibility that the 
financial crisis had resulted in a strong case for the 
convergence of supervision and regulation. It is hoped 
that such convergence would lead to efficiency gains 
for policyholders, supervisors and companies alike. 

Finally the topic of global standards was discussed at 
the conference and it was concluded that in order for a 
truly level playing field to be established, the focus 
should be on developing global standards rather than 
national mandates and that the key role in this 
challenging work should be given to the International 
Association of Insurance Supervisions.
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UK Regulatory Developments

PRA Consultation on Capital Extractions  
by Insurers in Run-off

The Prudential Regulation Authority (“PRA”) issued a 
consultation in September 2013 on its draft supervi-
sory statement on capital extractions. The statement 
highlights key factors that should be considered by 
management of firms in run-off considering a request 
for capital extraction. The purpose of the statement is 
to ensure run-off firms have sufficient capital to meet 
obligations to policyholders as they fall due and that 
this remains the case post-extraction. 

The PRA confirmed that it holds senior management 
and the Board of a firm responsible for maintaining 
adequate capital at all times and as such, when 
considering a proposal for capital extraction, they 
must assess the level of capital needed both immedi-
ately and in the future. Approval of the proposal 
should only be given at Board level if there is sufficient 
evidence that the extraction will not affect the firm’s 
ability to maintain sufficient levels of capital. 

PRA Consultation on Schemes of Arrangement  
by General Insurance Firms

The PRA issued a consultation in September 2013 on 
its draft supervisory statement on schemes of arrange-
ment by general insurance firms. The PRA’s primary 
concern is to ensure that insurers wishing to exit the 
market are able to meet claims from policyholders as 
they fall due and that they continue to provide an 
acceptable level of cover. 

The PRA’s stance towards schemes of arrangement 
differs depending on whether the insurer in question 
is solvent or insolvent. 

When it comes to insolvent insurers, the PRA recognizes 
that a scheme of arrangement may be compatible with a 
firm’s statutory objectives and that the use of a scheme 
could be in the interests of policyholders, allowing for a 
maximized pool of profits available for distribution 
among creditors or quicker distribution. Therefore, the 
PRA’s starting point for insurers who do not meet the 

regulatory capital extraction requirements, are insolvent 
or where other doubts as to their ability to meet claims 
exist, will be that schemes of arrangement may be 
compatible with statutory objectives. 

In the case of a solvent insurer, the PRA is highly 
unlikely to find a scheme of arrangement to be compat-
ible with statutory objectives. When a firm meets 
capital requirements, the binding nature of a scheme is 
likely to mean that policyholders may have their cover 
terminated against their wishes or claims settled at less 
than their full value. The PRA’s starting point, conse-
quently, will be that schemes of arrangement are not 
compatible with a solvent insurer’s statutory objectives. 

Lloyd’s Coverholder Approval  
and Restricted Coverholders

2013 saw Lloyd’s propose to change its requirements for 
coverholders. Currently there are two kinds of coverhold-
ers: (1) fully approved coverholders; and (2) restricted 
coverholders. Different approval requirements apply to 
each, with fully approved coverholders being assessed 
against a number of criteria in order to satisfy Lloyd’s 
that they are suitable, and restricted coverholders being 
registered by managing agents but undergoing no 
approval process or due diligence by Lloyd’s. 

As restricted coverholders have no underwriting 
discretion and significantly less underwriting authority, 
Lloyd’s considered that they did not need to be sub-
jected to such a rigorous approval process. However, a 
significant amount of restricted coverholders’ business 
is currently consumer business and as such requires a 
high level of regulatory compliance. Due to the very 
limited information held by Lloyd’s in relation to 
restricted coverholders, they have very limited assur-
ances as to the way in which business is written. 

Lloyd’s has therefore proposed to remove the category 
of restricted coverholder and going forward, all 
coverholders will be subjected to approval, with the 
approval process being tailored to the level of under-
writing authority held by the coverholder. 
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Pressing Insurance Regulatory Issues  
in the United States

Continuing Focus on Use of Captives

Captive and SPV Use Study by NAIC

In 2011, the NAIC’s Captive and Special Purpose 
Vehicle Use (E) Subgroup (the “Captive Subgroup”) 
began to study the use of captives and special purpose 
vehicles (“SPVs”) to transfer policyholder risk (as 
distinct from self-insurance risk). The Captive 
Subgroup focused its attention on transactions where 
life insurers transfer risks to affiliated special purpose 
reinsurers on blocks of (1) guaranteed premium term 
life insurance products subject to Regulation XXX 
and (2) universal life insurance products with second-
ary guarantees subject to Actuarial Guideline 38 (also 
known as Regulation AXXX)—in either case, in 
order to facilitate the financing of perceived reserve 
redundancies caused by the regulation. 

The Captive Subgroup’s deliberations became a 
battleground among three distinct camps:

1. those who view SPVs and life insurance reserve 
financing transactions the most skeptically, and 
would like to see them abolished;

2. those who are willing to tolerate complex financ-
ing structures as interim solutions pending the 
final adoption of a comprehensive principle-based 
reserving (“PBR”) system that would reduce the 
need for reserve financings; and 

3. those who view life reserve financing structures as 
innovative tools for bringing much needed outside 
capital into the life insurance industry and who 
believe there will always be a need for such 
structures because reserve redundancies are 
inevitable under any reserving system. 

The leader of the first camp is the New York Department 
of Financial Services (“DFS”), which issued its own 
report on June 12, 2013, entitled “Shining a Light on 
Shadow Insurance: A Little-known Loophole That Puts 

Insurance Policyholders and Taxpayers at Greater Risk.” 
The DFS report asserted that the use of captive transac-
tions “does not actually transfer the risk for those 
insurance policies because, in many instances, the 
parent company is ultimately still on the hook for paying 
claims if the shell company’s weaker reserves are 
exhausted.” The recommendations in the DFS report 
included a call for greater disclosure and transparency 
regarding the use of captives and an “immediate 
national moratorium” on such transactions. 

The Captive Subgroup declined to adopt the views  
of the first camp. Instead, its White Paper on Captives 
and Special Purpose Vehicles, which underwent several 
revisions from its first appearance in November 2012 to 
its final adoption on June 6, 2013, essentially reflected the 
views of the second camp. In the same vein, on July 17, 
2013, the NAIC’s Financial Condition (E) Committee 
adopted the Captive Subgroup’s White Paper and 
assigned responsibility for considering its recommen-
dations to the NAIC’s Principle-Based Reserving 
Implementation (EX) Task Force (the “PBRI Task Force”).

In addition, the Financial Condition (E) Committee 
took action to expand the charges of the Financial 
Analysis (E) Working Group (“FAWG”) to include:

• performing analytical reviews of transactions 
entered into after a certain date by nationally 
significant US life insurers to reinsure XXX and/
or AXXX reserves with affiliated captives, SPVs or 
any other US entities that are subject to different 
solvency regulatory requirements than the ceding 
life insurers, in order to preserve the effectiveness 
and uniformity of the solvency regulatory system; 

• collecting specified data for the same types of 
transactions entered into prior to such date but still 
in place in order to provide regulatory insight into 
the prevalence and significance of these transac-
tions throughout the industry; and 

• providing recommendations to domiciliary state 
regulators to address company-specific concerns 
and to the PBRI Task Force to address issues and 
concerns about the solvency regulatory system.
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FAWG is generally tasked with (1) evaluating insurers 
that are trending downward or demonstrating financial 
troubles and (2) aiding multi-state efforts to prevent or 
limit solvency issues within the insurance industry. 
Because it deals with such sensitive matters, FAWG’s 
proceedings are generally non-public, in contrast to 
most other proceedings of the NAIC and its sub-units. 
Given the non-public nature of its deliberations, the 
fact that the FAWG is now tasked with conducting 
“peer reviews” of captive reserve financing transactions 
has sparked a great deal of interest—and speculation 
as to where it might be headed.

Principle-Based Reserving and the Rector Report

The primary responsibility of the PBRI Task Force is 
to coordinate all of the NAIC’s technical groups 
involved with projects related to the NAIC’s PBR 
initiative for life and health insurance. Following up 
on the adoption of the Captive Subgroup’s White 
Paper, the PBRI Task Force is now also charged with 
considering the White Paper’s recommendations in 
the context of the proposed PBR system and with 
making further recommendations to the NAIC’s 
Executive (EX) Committee. To assist with this task, 
the PBRI Task Force retained an actuarial consulting 
firm, Rector & Associates, Inc. (“Rector”), which 
submitted its initial report (the “Rector Report”) to 
the PBRI Task Force on September 13, 2013.

The Rector Report sets forth the issues that the PBRI 
Task Force, and more broadly the NAIC, is facing 
regarding whether insurers should be allowed to use 
captive reinsurance transactions for financing XXX 
and AXXX reserves. The Rector Report says that 
Rector interviewed regulators representing approxi-
mately 15 states and that most of the regulators 
interviewed have approved the use of captive reinsur-
ance for reserve financing in some form or another— 
although they also expressed unease about how the 
transactions are currently being implemented. 

The Rector Report starts from the premise that the 
PBRI Task Force wants to continue exploring the use 
of captive reinsurance for reserve financing, with 
appropriate changes to promote consistency and to 

ensure that approved transactions are sufficiently 
conservative. The report sets forth a framework for 
the regulatory debate, and for that purpose the report 
lays out specific issues for discussion under two 
potential alternative frameworks. 

The “conceptual underpinnings” of the framework set 
forth in the Rector Report are: 

• XXX and AXXX reserves to pay policyholder 
claims should be established in full, using applica-
ble reserving guidance (currently, the “formulaic” 
approach). 

• The formulaic reserves may then be conceptually 
separated into two portions, based on an assess-
ment of the probability that they will be needed to 
pay policyholder claims: 

 » To the extent there is a reasonable probability 
that the reserves may be needed to pay policy-
holder claims, the reserves should be 
conservatively backed by high quality assets. 

 » Lower quality assets (including those not 
normally allowed as admitted assets under 
statutory accounting) should be allowed to 
support the reserves, to a limited extent, if an 
insurer receives regulatory approval to use 
them, if the assets meet certain criteria, and if 
the probability that they will be needed to pay 
policyholder claims is low. 

• To provide consistency and a level playing field, 
all insurers and regulators should use the same 
actuarial standard to determine what portion of the 
reserves must be backed by high quality assets and 
what portion may be backed by lower quality assets. 

• There should be appropriate disclosure so that 
regulators and others (such as rating agencies) can 
verify that insurers are following the rules and can 
more effectively measure the levels of risk presented 
by approved transactions.

The Rector Report then sets forth two alternatives for 
applying the concepts above in practice – one alterna-
tive involving the use of reinsurance (in line with the 
current use of captives for reserve financing) and the 
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other alternative involving keeping the assets and 
liabilities on the insurer’s balance sheet. The Rector 
Report notes that the latter approach would require 
regulatory and statutory accounting changes. 

On December 15, 2013, the PBRI Task Force devoted 
most of its meeting to a discussion of the Rector 
Report, along with comments submitted by inter-
ested parties. The primary viewpoint expressed by 
most of the regulators who spoke was the need for 
uniformity and transparency in reserve financing 
transactions. In addition, the Co-Chair of the PBRI 
Task Force, Rhode Island Insurance Superintendent 
Joseph Torti, expressed the view that the alternatives 
outlined by the Rector Report are interim measures 
to be used until PBR is ratified by the states and is 
implemented. He added that, although he does not 
think regulators should go back and make changes 
to previously approved transactions, he would expect 
that once PBR is implemented, such transactions 
should stop and no new business should be added to 
open-ended transactions. 

Rector is expected to submit a further report to the 
PBRI Task Force in February. 

New York Stakes Out Its Own Position

On September 11, 2013, a few days before the Rector 
Report was issued, the New York DFS sent a letter to 
all of the state insurance commissioners in the NAIC, 
notifying them that effective September 13, 2013, 
New York would no longer implement the NAIC’s 
modified PBR approach to reserving under Actuarial 
Guideline 38 with respect to universal life insurance 
policies with secondary guarantees. In its letter, the 
DFS asserted that the modified PBR approach had 
failed to achieve its objective of causing companies  
to increase reserves. 

The DFS letter went on to call its experience with the 
modified PBR approach to reserving under Actuarial 
Guideline 38 “the proverbial canary in the coal mine,” 
i.e., a sign that the entire PBR framework that the 
NAIC is currently implementing will be detrimental 
to insurer solvency because insurance companies will 

use the flexibility conferred by PBR to reduce their 
reserves to inadequate levels. From that perspective, 
the DFS letter concluded by declaring its opposition to 
PBR across the board. As a result, the DFS is now on 
record as opposing both the adoption of PBR and the 
use of captive reinsurance for reserve financing (which 
the NAIC’s Captive Subgroup suggested could be 
eliminated if PBR is adopted). 

In addition, effective with the annual statements for 
the year ended December 31, 2013, the DFS has added 
a new “Exhibit of Captive Reinsurance Transactions” 
to the New York supplement to the annual statement 
filed by all life insurers  that are licensed in New York.  
The new exhibit requires information (on a treaty-by-
treaty basis) about captive reinsurance transactions 
that are entered into, not only by the New York-
licensed insurer, but also by any U.S. insurer in the 
same holding company system.

A Federal Overlay?

The Federal Advisory Committee on Insurance 
(“FACI”) was created in 2011 to provide advice to the 
Federal Insurance Office (“FIO”) in carrying out its 
duties. In March 2013, the FIO Director, Michael 
McRaith, called for the creation of a FACI task force 
to examine the use of captives and SPVs for life 
insurance reserve financing. When questioned as to 
why a FACI task force was necessary when the NAIC 
was already addressing the issue, McRaith expressed 
the view that a federal task force was needed to keep 
the US Treasury Department “fully informed” about 
the risks associated with the use of captives. 

So it was no surprise when the FIO report that was 
issued on December 12, 2013, entitled “How to 
Modernize and Improve the System of Insurance 
Regulation in the United States,” included a section 
specifically addressing the use of captives. Specifically, 
the FIO report called for states to develop and adopt:

• a uniform and robust standard for transparency, not 
only of the liabilities transferred to a reinsurance 
captive, but also of the nature of the assets that 
support a reinsurance captive’s financial status;
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• a uniform capital requirement for reinsurance 
captives, including a prohibition on types of trans-
actions that do not constitute a legitimate transfer 
of risk, e.g,. that do not provide the protections 
intended by the NAIC’s Credit for Reinsurance 
Model Law; and

• nationally consistent standards (to be added to 
the NAIC’s accreditation program) for oversight 
of the reinsurance captive industry that include 
public disclosure of the financial statements of such 
captives and disclosures in the financial statements 
of ceding insurers.

In addition, recent public filings by large publicly traded 
life insurance holding companies have disclosed that the 
US Securities and Exchange Commission has requested 
information from such companies regarding their use 
and funding of captive entities and the potential 
financial impact if future actions by state insurance 
regulators were to prohibit such use of captives. 

Proposal to Treat Captives as Multi-State Insurers

On December 15, 2013, Rhode Island Insurance 
Superintendent Joseph Torti proposed to the NAIC’s 
Financial Regulation Standards and Accreditation (F) 
Committee that captive reinsurers that are used to 
finance the life insurance reserves of an affiliated 
ceding insurer domiciled in another state should be 
treated as “multi-state insurers” for accreditation 
purposes. The Committee took no action on that 
proposal at its December 15, 2013 meeting, but 
directed NAIC staff to draft proposed language for 
review at the 2014 Spring National Meeting to clarify 
the definition of “multi-state insurer.” Steve Kinion, 
Director of Delaware’s Bureau of Captive and 
Financial Insurance Products, sharply criticized 
Torti’s proposal, saying, “If all of the weight of the 
NAIC accreditation standards were placed upon 
captive insurance companies, they would no longer be 
captive insurance companies. They would simply be 
commercial reinsurance companies.” 

Acquisitions of Insurers by Private Equity 
Firms Attract Regulatory Scrutiny
During 2013, the acquisition of insurance companies 
by private equity firms received special attention from 
the New York DFS, as well as the NAIC. 

New York

In April 2013, Benjamin Lawsky, the DFS 
Superintendent, made a highly publicized speech, 
suggesting that private equity firms that acquire 
insurance companies are focused on “maximizing 
their immediate financial returns, rather than ensur-
ing that promised retirement benefits are there at the 
end of the day for policyholders.” Shortly after that 
speech, the press reported that the DFS had issued 
subpoenas to six firms, identified as Apollo Global 
Management (“Apollo”), Guggenheim Partners, 
Harbinger Group, Goldman Sachs Group, Global 
Atlantic Financial Group and Tiptree Financial 
Partners—inquiring about their interests in the fixed 
annuity business. Subsequently, the DFS used its 
authority under Section 308 of the New York 
Insurance Law to send letters to New York-licensed 
life insurers requesting information on “inquiries, 
offers or solicitations you received from private 
investors, since January 1, 2010, to acquire, reinsure 
or invest in your annuity or life insurance business, 
annuity contracts or life insurance policies.”

The DFS was in a unique position to take unilateral 
action on this topic, because there happened to be two 
potential acquisitions of life insurers by private equity 
firms that came before the DFS in 2013 for regulatory 
approval: the acquisition of Sun Life Insurance and 
Annuity Company of New York by Guggenheim 
Partners and the acquisition of Aviva Life and Annuity 
Company of New York by Apollo. As a precondition for 
receiving DFS approval for those acquisitions, each of 
the acquiring private equity firms was required to 
agree to what the DFS called “heightened policyholder 
protections,” which included the following:

• a commitment to maintain the acquired insurer’s 
risk-based capital (“RBC”) level at 450% or higher;
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• the establishment of a special backstop trust 
account to be drawn upon if needed to maintain the 
insurer’s RBC level at 450%;

• a stipulation that any material changes to the 
insurer’s plan of operations, including investments, 
dividends or reinsurance transactions, would 
require the prior written approval of the DFS; and 

• an undertaking to file RBC reports quarterly 
instead of annually and to make special disclosures 
to the DFS regarding corporate structures, control 
persons and other information regarding the 
insurer’s operations.

Although the foregoing provisions were imposed in 
the context of two specific acquisition transactions 
rather than by the promulgation of general regula-
tions, New York Superintendent Lawsky has recently 
stated that the DFS intends to issue a proposed 
regulation in the near future, incorporating many of 
these provisions. It is also possible that other state 
insurance departments and the NAIC, could move in 
a similar direction. 

NAIC

The NAIC has had its own process for addressing the 
topic of private equity investment in insurers. The 
process began with the NAIC’s Financial Analysis (E) 
Working Group (“FAWG”). On May 6, 2013, FAWG 
presented a memo to the NAIC Financial Condition 
(E) Committee regarding increased interest in the 
insurance industry by private equity firms and hedge 
fund managers. The memo noted that “[c]ontrol over 
annuities, either through acquisition or through a 
reinsurance agreement, provides the firms the oppor-
tunity to manage the assets of the insurer.” The memo 
expressed a concern that the interests of private 
equity and hedge fund investors are not necessarily 
aligned with the interests of policyholders, because 
insurers need to consider a long-term horizon to cover 
future policy benefits and limit unnecessary risks for 
their policyholders but that such “use of prudence is 
inconsistent with the business model of private equity 
firms and therefore creates inherent risks”. 

To monitor and reduce those risks, the memo pro-
posed a number of “best practices” for possible 
inclusion in the NAIC’s Financial Condition 
Examiners Handbook and Financial Analysis 
Handbook. Those proposals included changes to the 
“Form A” change of control approval process, such as 
scrutinizing the acquiring entity’s investment 
strategy, having specialists review the proposed 
transaction and investment fee structure, requiring 
pro formas for specific stress scenarios and requiring 
the acquirer to provide a capital maintenance 
undertaking. In terms of post-acquisition monitor-
ing, the FAWG memo suggested procedures for 
annual targeted examinations of insurers and their 
affiliates, targeted examinations of non-affiliated 
insurers that have ceded a material portion of their 
annuity risk to a private equity-controlled insurer 
and coordination with international regulators when 
a non-US entity is involved. 

In response to the FAWG memo, on July 17, 2013, the 
Financial Condition (E) Committee created a new 
Private Equity Issues (E) Working Group (“PEIWG”) 
tasked with developing procedures for state insurance 
regulators to use when considering how to mitigate or 
monitor the potential concerns and risks associated 
with the management of assets of life insurers by 
private equity firms or hedge funds. 

At the December 16, 2013 Fall National Meeting of the 
NAIC, the PEIWG gave representatives from Apollo 
and its affiliate, Athene Life Re Ltd (“Athene”), an 
opportunity to make a public presentation to the 
PEIWG, other regulators and interested parties. 
Among other things, the Apollo representatives 
discussed what they described as general misconcep-
tions about the private equity industry and pointed out 
that private equity investment in the insurance sector 
has a long history. In response to questions about the 
motivation for a private equity firm to participate in 
the insurance sector, the Apollo representatives 
explained that private equity had been an important 
source of capital for the insurance industry in the wake 
of the financial crisis. The Athene representatives then 
stated, among other things, that, while they support 
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regulatory oversight, they believe that any increased 
regulation should be applied equally across insurance 
industry participants, rather than singling out insur-
ance companies based on the existence of private 
equity investment in their capital structure.

The PEIWG is still in the relatively early stages of its 
work. As it is receiving input from a variety of sources 
across the spectrum of views, it is too early to predict 
what recommendations it may ultimately produce. 
The big question is whether it will seek to “institution-
alize” the types of special conditions on private equity 
acquisitions of insurers that the New York DFS 
imposed in the two recent transactions discussed 
above or whether the position advocated by Apollo 
and Athene that insurers that have private equity 
investment in their capital structure should not be 
singled out will prevail.

Credit for Reinsurance Model Law and 
Regulation Continue to Make Headway
The number of states that have adopted the 2011 
amendments to the NAIC’s Credit for Reinsurance 
Model Law and Regulation continued to increase 
during 2013. The most recent survey indicates that 18 
states have enacted the revisions, with primary insur-
ers domiciled in those 18 states writing approximately 
53% of US primary insurance premiums. That figure 
would increase to nearly 75% if similar legislation is 
enacted in the five states where it is currently pending. 

The most significant development resulting from the 
amended NAIC models is that ceding insurers are 
permitted to receive credit for reinsurance ceded to 
unauthorized reinsurers that have been “certified” by 
the cedent’s jurisdiction of domicile without the 
reinsurer being required to post 100% collateral. 
Instead, the collateral requirements for certified 
reinsurers are risk-based and determined on a sliding 
scale. To date, reinsurers have been certified in 
Connecticut, Florida, Missouri, New Jersey and New 
York, with additional applications pending in 
California and Pennsylvania. 

A state’s determination to certify an unauthorized 
reinsurer is based not only on the financial strength 
and business practices of the reinsurer (particularly 
claims payment history), but also on whether the 
reinsurer’s jurisdiction of domicile is a “qualified 
jurisdiction.” The NAIC’s Reinsurance (E) Task Force 
has established a Qualified Jurisdiction (E) Working 
Group, which has performed expedited reviews on 
four jurisdictions. Under the expedited review proce-
dure, the NAIC may designate a jurisdiction as a 
“conditional qualified jurisdiction” and place it on the 
NAIC list of qualified jurisdictions for one year. Based 
on the Working Group’s recommendation, the NAIC 
voted on December 18, 2013 to designate the follow-
ing four jurisdictions (with their supervisory 
authorities shown in parentheses) as conditional 
qualified jurisdictions:

• Bermuda (Bermuda Monetary Authority—BMA),

• Germany (German Federal Financial Supervisory 
Authority—BaFin),

• Switzerland (Swiss Financial Market Supervisory 
Authority—FINMA) and

• United Kingdom (Prudential Regulation Authority 
of the Bank of England—PRA).

The Working Group intends to complete the full 
reviews of these jurisdictions in 2014 and will also 
begin discussions with the supervisory authorities in 
Ireland and France, as well as any other jurisdiction 
that seeks to be placed on the NAIC’s list of qualified 
jurisdictions.

Terrorism Risk Insurance Act Due To Expire at 
End of 2014 Unless Extended
The terrorism risk insurance program established by 
the Terrorism Risk Insurance Act of 2002 (“TRIA”) 
has been extended twice, in 2005 and 2007, but is 
now due to expire on December 31, 2014. TRIA was 
originally enacted in response to the terrorist attacks 
of September 11, 2001, which caused insured losses 
estimated at between $30 and $70 billion. At the 
time, it was widely felt that the US insurance industry 
was at risk of insolvency from future similar attacks 
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unless its exposure could be “backstopped” in some 
way. Prior to the enactment of TRIA, insurers tried to 
manage the insolvency risk by increasing the use of 
terrorism exclusions in policies. Coverage for acts of 
terrorism became prohibitively expensive or impos-
sible to obtain, particularly for high-profile buildings 
and public access facilities. Compounding the prob-
lem of the magnitude of exposure was the lack of a 
loss history that would enable insurers to price the 
risk of exposure to future terrorist acts. To address 
market disruptions and ensure the continued wide-
spread availability and affordability of property and 
casualty insurance for terrorism risk, TRIA estab-
lished a federal program, administered by the 
Department of the Treasury, under which the federal 
government would share with the insurance industry 
the risk of loss from future terrorist attacks.

TRIA requires insurers to make available, in all of 
their policies of most commercial lines of property 
and casualty insurance, coverage for losses resulting 
from an act of terrorism that does not differ materi-
ally from the terms, amounts and other coverage 
limitations applicable to losses arising from events 
other than acts of terrorism. TRIA also provides for 
the federal government to pay partial reimbursement 
to insurers if aggregate industry-wide property and 
casualty insurance losses resulting from an act of 
terrorism exceed $100 million. Any federal reim-
bursement would be reduced by a deductible (20% of 
each insurer’s direct earned premiums in the preced-
ing calendar year) and a 15% insurer co-pay, and the 
maximum insured loss covered by TRIA is $100 
billion. In addition, the federal government is man-
dated to recoup its payments up to an aggregate 
retention level of $27.5 billion through a “terrorism 
loss risk-spreading premium,” which would be 
imposed as a surcharge on policyholder premiums.

A bill to extend the TRIA program without change 
until December 31, 2019 (H.R. 508) was introduced in 
the House of Representatives on February 5, 2013 and 
was immediately referred to the Subcommittee on 
Insurance, Housing and Community Opportunity of 
the House Financial Services Committee. 

Subcommittee Chair Jeb Hensarling (R-TX) identifies 
himself as “a strong conservative and an outspoken 
advocate for limited government and unlimited 
opportunity.” In his opening statement at the 
Subcommittee hearing on September 19, 2013, 
Congressman Hensarling noted that TRIA was 
described in 2002 as a temporary program to “facili-
tate a transition to a viable market for private 
terrorism risk insurance,” and he concluded by saying 
that he had both an “open mind” and a “skeptical 
mind” about extending TRIA further.

A number of important constituencies are advocating 
strongly for TRIA extension: the insurance industry, 
the insurance regulatory community (including the 
NAIC), the construction industry, the real estate 
industry, the hospitality industry, the banking indus-
try and governments of major cities, especially New 
York. Supporters of extension contend that, without 
TRIA, insurers would stop offering terrorism cover-
age, which would adversely affect the economy. As 
examples of what could happen without TRIA, they 
point to what happened before TRIA, citing such facts 
as the following: 

• According to a study by the Real Estate Roundtable, 
in the 14 months between the 9/11/01 attacks and 
the enactment of TRIA, over $15 billion in real 
estate-related transactions were stalled or canceled 
because of a lack of terrorism risk insurance.

• The White House Council of Economic Advisors 
found that there was an immediate and direct loss 
of 300,000 jobs in that same period as a result of 
deferred construction projects.

Advocates of extension point out that the private 
market has already been shouldering a progressively 
greater share of the risk through increasing deduct-
ibles, co-pays and aggregate retentions. Because the 
current level of industry retention is $27.5 billion, it 
would take a loss of the magnitude of the 9/11/01 
losses for federal coverage to be triggered. 
Accordingly, supporters of extension assert that 
TRIA is now functioning solely as a “backstop” to 
protect the industry from extremely high-magnitude 
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losses and that such a backstop is still needed, 
because there is still insufficient loss history for 
major terrorist events to enable insurers to price the 
risk of exposure to future acts of terrorism.

A group to watch is the President’s Working Group on 
Financial Markets, which was mandated by Congress 
to perform an ongoing analysis, in consultation with 
the NAIC and representatives of the insurance indus-
try, securities industry and policyholders, regarding  
the long-term availability and affordability of insurance 
for terrorism risk and to submit a report on its findings 
to the Senate Committee on Banking, Housing, and 
Urban Affairs and the House of Representatives 
Committee on Financial Services by September 30, 
2013. The President’s Working Group is running 
behind schedule, as it did not issue its request for public 
comment until July 16, 2013, and the comment period 
only concluded on September 16, 2013, but, when the 
report is issued, it is likely to have a significant impact 
on the deliberations in Congress.

Extension of TRIA is not a forgone conclusion, given 
the current makeup of Congress, which includes a 
significant number of members who are skeptical  
of government programs when they believe private 
market solutions can do the job. While there is wide-
spread optimism that the arguments in favor of 
extension will ultimately carry the day, particularly if 
the President’s Working Group and the Administration 
put their weight behind extension, the pressure of other 
legislative priorities will probably cause the extension 
decision to go “down to the wire” in December 2014. 
The extensions of TRIA in both 2005 and 2007 were 
enacted less than 10 days before the impending 
expiration date, and there is no reason to believe it will 
be any different this time. Moreover, extension of the 
current TRIA program without change seems less 
likely than an extension with changes. Potential 
changes are shifting more risk to the private sector 
through higher deductibles, co-pays and retentions 
and/or requiring upfront premium payments by 
insurers, which have not been required to date.

Reevaluation of Insulation of Assets  
in Life Insurance Separate Accounts 
In the United States, life insurance separate accounts 
were originally developed in connection with invest-
ment-linked products, such as variable life insurance 
and variable annuities. State insurance codes gener-
ally provide that assets that a life insurance company 
allocates to a separate account are insulated from the 
liabilities of the insurance company’s general account. 
However, many life insurance companies now offer 
“hybrid” products that include general account 
guarantees in addition to an investment-linked 
element. In addition, separate accounts have some-
times been used in connection with non-variable 
products (such as pension buyout annuities) to get the 
benefit of the separate account insulation. 

In 2010, the NAIC’s Financial Condition (E) 
Committee established a Separate Account Risk (E) 
Working Group (the “SARWG”) to study life insurers’ 
use of separate accounts for non-variable products, 
particularly the use of separate account products that 
increase the risks to an insurer’s general account. 
Over the past several years, the SARWG has con-
ducted a series of meetings and conference calls and 
has drafted a set of recommendations that were 
recently exposed for a comment period that ended on 
December 13, 2013, with the intent to proceed toward 
finalization and submission of those recommenda-
tions to the Financial Condition (E) Committee. 

The most significant component of the SARWG’s 
exposure draft is a recommendation to limit the insula-
tion of separate account assets to funds contributed by 
customers, plus earnings thereon, less any withdrawals 
and fees. In addition, if the value of assets deteriorates, 
then the insulated value would be the reduced asset 
value and not the original amount contributed to 
acquire the assets. To the extent that the life insurance 
company provides guaranteed benefits that exceed the 
funds contributed by customers, plus earnings thereon, 
less any withdrawals and fees, any assets supporting 
such additional benefits would not be insulated, even 
if they are maintained in the separate account. 
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Another recommendation in the SARWG’s exposure 
draft is that every separate account product should be 
initially filed with an opinion provided by a qualified 
actuary as to the sufficiency of the pricing ensuring 
that the general account will be adequately compen-
sated for its provision of guarantees related to the 
liabilities on newly issued contracts. In addition, for 
as long as the product continues to be issued, the life 
insurance company would need to keep that actuarial 
assessment up to date and document that fact in its 
statutory statement interrogatory disclosures.

It is important to note that, even if SARWG adopts its 
exposure drafts as definitive recommendations, the 
documents would still need to be approved “up the 
chain” within the NAIC, and, while the NAIC generally 
has the authority to define statutory accounting 
principles for insurance companies, separate account 
insulation provisions are currently embedded in the 
state insurance laws that govern separate accounts—
laws that can only be changed by the action of individual 
state legislatures. Not only would a proposal to change 
those laws be controversial in state legislatures, but it 
also does not appear that this issue has been identified 
as a priority by the National Conference of Insurance 
Legislators. It is therefore possible that, even if SARWG’s 
recommendations are adopted substantially as proposed 
and are incorporated into statutory accounting prin-
ciples, a conflict could emerge between the NAIC 
statutory accounting regime and the state statutory 
framework governing separate accounts.

Certain Large Insurers Designated  
for Federal Reserve Supervision
Section 111 of the Dodd-Frank Act established the 
Financial Stability Oversight Council (“FSOC”), 
consisting of 10 voting and 4 non-voting members. 
The voting members are the Secretary of the Treasury 
(who chairs FSOC), the Chairman of the Board of 
Governors of the Federal Reserve System (the  
“Federal Reserve”), the Comptroller of the Currency, 
the Director of the Consumer Financial Protection 
Bureau, the Chairman of the Securities Exchange 
Commission, the Chairperson of the Federal Deposit 

Insurance Corporation, the Chairperson of the 
Commodity Futures Trading Commission, the 
Director of the Federal Housing Finance Agency 
(“FHFA”), the Chairman of the National Credit Union 
Administration Board and an independent member 
having insurance expertise. The non-voting members 
are the Director of the Office of Financial Research, 
the Director of the Federal Insurance Office, a 
representative of the state insurance commissioners, a 
representative of the state banking supervisors and a 
representative of the state securities commissioners.

Section 113 of the Dodd-Frank Act empowers the 
FSOC, by a vote of 2⁄3 of its voting members (includ-
ing the Chairman), to subject a US nonbank financial 
company to consolidated supervision by the Federal 
Reserve based on a determination by the FSOC that 
material financial distress at such company, or the 
nature, scope, size, scale, concentration, interconnect-
edness or mix of its activities, could pose a threat to 
the financial stability of the United States. Nonbank 
financial companies that come under Federal Reserve 
supervision pursuant to such a designation by the 
FSOC will be subject to heightened prudential 
standards for risk-based capital, leverage, liquidity, 
contingent capital, resolution plans and credit expo-
sure reports, concentration limits, enhanced public 
disclosures and overall risk management. Nonbank 
financial companies that have been so designated are 
often informally referred to as “systemically impor-
tant financial institutions” or “SIFIs.”

On June 3, 2013, the FSOC made a proposed determina-
tion that three nonbank financial companies be 
designated as SIFIs: American International Group, Inc. 
(“AIG”), General Electric Capital Corporation, Inc. (“GE 
Capital”) and Prudential Financial, Inc. (“Prudential”). 
AIG and GE Capital did not contest the proposed 
determination and, accordingly, were designated as 
SIFIs on July 8, 2013. Prudential contested the proposed 
determination and requested a written and oral hearing. 
Despite Prudential’s submission of written hearing 
materials and its presentation at an oral hearing on July 
23, 2013, the FSOC voted (by a 7 to 2 vote) on September 
19, 2013 to designate Prudential as a SIFI. Prudential 
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had 30 days to appeal the FSOC decision to a federal 
court, but it chose not to do so.

Sharply worded dissents from the majority’s decision 
were offered by voting members Edward DeMarco, 
acting director of FHFA, and Roy Woodall, the inde-
pendent member having insurance expertise (and a 
former Kentucky insurance commissioner). In his 
written dissent, Woodall expressed the view that the 
FSOC’s analysis relied on scenarios that were “antithet-
ical to a fundamental and seasoned understanding of 
the business of insurance, the insurance regulatory 
environment, and the state insurance company resolu-
tion and guaranty fund systems.” The decision was also 
criticized by the non-voting member of the FSOC who 
represents sitting state insurance commissioners; 
Director John Huff of Missouri was quoted as saying at 
an NAIC meeting, “Some of my fellow FSOC members 
may not understand the insurance industry.”

Insurance industry groups and companies, as well as 
the NAIC, have objected in principle to the designa-
tion of insurance companies as SIFIs, arguing that 
traditional insurance activities do not pose a sys-
temic threat to the financial system and therefore 
should not be subjected to the stringent regulation 
applicable to SIFIs.

In the meantime, MetLife, Inc. has disclosed that  
it is in the third and final stage of review by FSOC 
staff, which could potentially lead to a determination 
that it is a SIFI in the near future. Additionally, in 
January 2014, it was reported in the press that the 
FSOC staff has begun an initial review of Berkshire 
Hathaway Inc.

Solvency Modernization 
The NAIC’s Solvency Modernization Initiative (“SMI”) 
was commenced in 2008 as a response to the financial 
crisis. With the goals of assessing and revising the US 
insurance solvency regulatory framework, including 
in light of ongoing international developments with 
respect to solvency regulation, SMI has focused on 
five key areas: capital requirements, accounting 
(international and statutory accounting, as well as 

financial reporting), insurance valuation, reinsurance 
and group regulatory issues (including group supervi-
sion, governance and risk management). In 2013, the 
NAIC’s SMI work continued under the umbrella of the 
NAIC’s Solvency Modernization (E) Task Force (the 
“SMI Task Force) and its various task forces, working 
groups and subgroups (collectively, the “NAIC SMI 
groups”), as described further below. In 2014, the SMI 
Task Force will disband, but the NAIC’s Financial 
Condition (E) Committee will assume any remaining 
charges of the SMI Task Force. 

Overview of Pre-2013 Work

Since the establishment of the SMI in 2008, the SMI 
Task Force has led the SMI effort and has been aided 
by the NAIC SMI groups, including the Corporate 
Governance (E) Working Group, the Group Solvency 
Issues (E) Working Group, the International Solvency 
and Accounting (EX) Working Group, the ORSA (E) 
Subgroup, the Principles-Based Reserving (EX) 
Working Group, the Solvency Modernization Initiative 
RBC (E) Subgroup and the Reinsurance (E) Task 
Force, among others. The SMI has been guided by the 
SMI Roadmap, which set forth the policy direction 
and priorities for SMI activities and sought to clarify 
the role and scope of SMI activities of the various 
NAIC SMI groups. 

SMI accomplishments included the establishment of 
an Own Risk Solvency Assessment (“ORSA”) require-
ment, revisions to the NAIC’s Credit for Reinsurance 
Model Law and Regulation (especially with respect to 
allowing credit for reinsurance ceded to “certified” 
unauthorized reinsurers posting less than 100% 
collateral), revisions to the Insurance Holding 
Company System Regulatory Act and Model 
Regulation (collectively, the “NAIC Holding Company 
Law and Regulation”), and the preparation of a white 
paper regarding solvency modernization. In many 
instances, the SMI has been driven to respond to the 
lessons from the financial crisis, including national 
and international responses to the financial crisis, as 
well as other international regulatory developments, 
such as Solvency II in the European Union and work 
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by the International Association of Insurance 
Supervisors (“IAIS”) with respect to issues covered by 
the SMI, such as group supervision. 

Accomplishments in 2013 and Expectations for 2014

During 2013, there were several major developments 
with respect to the SMI, as described below. 

adoption of SMI white paper

At the NAIC’s Summer 2013 National Meeting, the 
SMI Task Force adopted its white paper titled “The 
US National State-Based System of Insurance 
Financial Regulation and the Solvency Modernization 
Initiative.” The white paper was adopted by the 
Financial Condition (E) Committee at the NAIC’s 
Summer National Meeting and by the NAIC Plenary 
at the Fall 2013 National Meeting. The white paper 
describes the US insurance solvency regulatory 
framework and discusses the SMI self-evaluation. It 
also highlights the importance of the national state-
based system of insurance regulation. 

SMI dashboard

In 2013, the SMI Task Force released the “SMI 
Dashboard, “which tracks adoption by the states of 
the SMI model laws and revisions. With a view to 
fostering adoption of the SMI model laws and 
revisions by the states, the Financial Regulation 
Standards and Accreditation (F) Committee clarified 
that compliance with the 2010 revisions to the NAIC 
Holding Company Law and Regulation will be 
required for traditional companies and risk retention 
groups effective January 1, 2016. 

corporate governance (E) working group

The Corporate Governance (E) Working Group (“CG 
Working Group”) has been charged with, among other 
things, developing corporate governance principles for 
use in US insurance regulation and developing 
regulatory guidance, including detailed best practices, 
for the corporate governance of insurance companies. 
To this end, the CG Working Group has been develop-
ing a Corporate Governance Annual Filing Model Act 

and Corporate Governance Annual Filing Guidance 
Manual, the current drafts of which have been 
exposed for comment until January 31, 2014. 

During the course of 2013, the CG Working Group 
worked on preparing the draft model law and guid-
ance manual, including based on input from industry 
representatives and other interested parties. Under 
the proposed model law, insurers and insurance 
groups would be required to submit an annual 
Corporate Governance Annual Filing, which would 
include descriptions of the corporate governance 
framework, board of directors’ and committee policies 
and practices, management policies and practices, 
and management and oversight of critical risk areas. 

In addition, at the NAIC Spring 2013 National 
Meeting, the CG Working Group adopted a document 
titled “Proposed Responses to a Comparative Analysis 
of Existing US Corporate Governance Requirements.” 
The document summarized a comparative analysis of 
existing corporate governance standards and prac-
tices in place within the US regulatory system against 
international standards, company best practices and 
regulatory needs; in addition, it set forth proposed 
enhancements for corporate governance.

In 2014, the CG Working Group will continue work  
on the proposed model law and annual filing guidance 
manual. In addition, the CG Working Group will 
monitor and comment on the development by IAIS of 
principles and standards related to corporate 
governance.

group solvency issues (E) working group

The Group Solvency Issues (E) Working Group (the 
“GS Working Group”) is responsible for the group 
solvency and supervision aspect of the SMI. At the 
NAIC Fall 2013 National Meeting, the GS Working 
Group considered the IAIS initiatives regarding 
group-wide supervision, which will remain an essen-
tial focus of the GS Working Group in 2014, including 
with respect to the IAIS Common Framework for the 
Supervision of Internationally Active Insurance 
Groups (“ComFrame”). At the NAIC Summer 2013 
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National Meeting, the GS Working Group voted to 
refer its proposed changes to the NAIC Financial 
Analysis Handbook to the Financial Analysis 
Handbook (E) Working Group; the proposed changes 
related to the roles and responsibilities of a newly 
created position of “Lead State” regulator or group-
wide supervisor. In addition, at the NAIC Fall 2013 
National Meeting, the GS Working Group considered 
a draft letter to the NAIC’s Financial Examiners 
Coordination (E) Working Group related to develop-
ing a comprehensive document that discusses the US 
approach to group supervision.

international solvency and accounting 
standards (E) working group

During 2013, a key task for the International Solvency 
and Accounting Standards (E) Working Group (the 
“ISAS Working Group”) was to consider issues with 
respect to IAIS and International Accounting Standard 
Board (“IASB”) developments. This included the IASB 
exposure draft on insurance contracts in connection 
with which the ISAS Working Group prepared a 
memorandum summarizing the key issues and com-
paring the IASB exposure draft to the Financial 
Accounting Standards Board’s Insurance Contracts 
exposure draft. In addition, the ISAS Working Group 
also considered the IASB’s discussion paper, “A Review 
of the Conceptual Framework for Financial Reporting,” 
the IAIS’s ComFrame, and the activities of the IAIS 
Field Testing Task Force. During 2014, the ISAS 
Working Group will continue its work of monitoring and 
providing feedback in connection with international 
solvency and accounting developments and proposals. 

own risk and solvency assessment (ORSA)  
(E) subgroup

The work of the Own Risk and Solvency Assessment 
(ORSA) (E) Subgroup (the “ORSA Subgroup”) is 
discussed below in the article titled “ORSA 
Developments in the United States”.

principle-based reserving implementation  
(EX ) task force

The mission of the Principle-Based Reserving 
Implementation (EX) Task Force (the “PBRI Task 
Force”) is to (1) coordinate all NAIC technical groups 
that are involved with projects related to the principle-
based reserving (“PBR”) initiative for life and health 
insurance policies and (2) consider life insurer-owned 
captive insurers and alternative mechanisms. The 
second mission is discussed in the separate article 
titled “NAIC Continues to Scrutinize Use of Captives 
for Reserve Financing by Life Insurers.” With respect 
to the first mission, the PBRI Task Force continued its 
work on PBR developments, including tracking the 
implementation of the NAIC’s model Standard 
Valuation Law (Model #820) and the Standard 
Nonforfeiture Law for Life Insurance (Model #808). In 
order for PBR to become operative, the legislatures of 
at least 75% of the 56 NAIC member jurisdictions 
representing at least 75% of aggregate life and health 
insurance premiums must adopt the Standard 
Valuation Law. Once that threshold is met and after a 
short delay (until the first January after the first July 
that the thresholds are met), companies will have the 
option to implement PBR. Three years later, all compa-
nies will be required to implement PBR. The 56 NAIC 
member jurisdictions are the 50 states plus the District 
of Columbia, Puerto Rico, US Virgin Islands, American 
Samoa, Guam and the Northern Mariana Islands.

EU-US dialogue project

One of the developments that arose in connection with 
the SMI and the ongoing debate between the US and 
European Union regarding solvency regulation of 
insurers was the establishment of the EU-US Dialogue 
Project (the “Dialogue Project”) in January 2012. The 
Dialogue Project includes representatives from the 
NAIC, the US Federal Insurance Office, the European 
Insurance and Occupational Pensions Authority and the 
European Commission. It issued a report in December 
2012 titled “EU-US Dialogue Project Technical 
Committee Reports Comparing Certain Aspects of the 
Insurance Supervisory and Regulatory Regimes in the 
European Union and the United States.” 
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On December 14, 2013, the Dialogue Project held a 
Supervisory Colleges Best Practices Forum in 
Washington, D.C. The forum was an opportunity to 
address big picture questions relating to multi-juris-
dictional supervision of insurance companies. Key 
issues discussed during the forum included: (1) the 
current state of best practices for supervisory colleges, 
specifically with respect to confidentiality; (2) the 
future of supervisory colleges; and (3) the function of 
the Dialogue Project in a dynamic global setting. The 
discussion also included “The Way Forward” plan, 
which was issued by the Dialogue Project in 
December 2012 and outlined common objectives and 
initiatives for the Dialogue Project parties to pursue 
over the next five years. At the conclusion of the 
forum, the Steering Committee of the Dialogue 
Project, which is comprised of three US officials and 
three EU officials, announced its renewed commit-
ment to The Way Forward. 

ORSA Developments in the United States
The development of an ORSA requirement was a key 
component for risk management under the NAIC 
SMI. ORSA is intended to ensure that a company 
develops a risk management policy that identifies the 
type and amount of its material risk and also moni-
tors and manages such risk. ORSA is included in the 
European Union’s Solvency II and is also part of the 
IAIS Insurance Core Principle 16 on enterprise risk 
management. 

On September 12, 2012, the NAIC Executive Committee 
and Plenary adopted the Risk Management and Own 
Risk and Solvency Assessment (ORSA) Model Act (#505) 
(the “ORSA Model Act”), which specifies an effective 
date of January 1, 2015. The ORSA Model Act requires 
insurance companies and insurance groups with annual 
premiums over $500 million and $1 billion, respectively, 
to file annual “high level” reports outlining their enter-
prise risk management processes, identifying risks the 
group could face going forward and addressing the 
adequacy of capital resources to meet those risks. 
Initial filings in states that adopt the ORSA Model 

Act will be due on January 1, 2015. Thus far, seven 
states—California, Iowa, Maine, New Hampshire, 
Pennsylvania, Rhode Island and Vermont—have 
enacted the ORSA Model Act, and more are expected 
to follow, including Connecticut, Ohio, Texas, Virginia 
and Wyoming. It is expected that ORSA will become 
part of the NAIC’s accreditation requirements for 
state insurance departments.

In connection with the ORSA Model Act, the NAIC’s 
Own Risk and Solvency Assessment (E) Subgroup (the 
“ORSA Subgroup”) was tasked with revising the Own 
Risk Solvency Assessment Guidance Manual (the 
“ORSA Guidance Manual”) to outline the reporting 
requirements that insurers will face under the ORSA 
Model Act. In March 2013, the ORSA Subgroup 
approved an updated version of the ORSA Guidance 
Manual, which reflected comments from insurers 
participating in a pilot program to test how the ORSA 
disclosures mandated by the ORSA Model Act will 
work in practice. 

Also, in 2013, the ORSA Subgroup completed its 
second ORSA Feedback Pilot Project in which volun-
tary submissions of ORSA Summary Reports were 
reviewed, with the aim of having regulators provide 
feedback to insurers and insurance groups, as well as 
high-level feedback to the industry prior to the ORSA 
requirements going into effect in 2015. In 2014, the 
ORSA Subgroup will, among other things, (1) under-
take another ORSA Feedback Pilot Project in which 
undisclosed insurers and insurance groups will volun-
tarily submit an ORSA Summary Report, with the goal 
of increasing regulators’ knowledge and understanding 
of ORSA Summary Reports and helping develop 
regulatory guidance regarding such reports prior to the 
ORSA requirements going into effect in 2015, and (2) 
seek to develop regulatory guidance for states use of the 
ORSA Summary Reports. 
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Ongoing Efforts To Revise the NAIC’s 
Mortgage Guaranty Insurance Model Act
At the end of 2012, the NAIC established a 
Mortgage Guaranty Insurance (E) Working Group 
(the “MGIWG”). The MGIWG was charged with 
considering what changes might be necessary to the 
solvency regulation of mortgage guaranty insurers 
in the United States and to make recommendations 
for any such proposed changes to the NAIC’s 
Financial Condition (E) Committee, including 
possible changes to the NAIC’s Mortgage Guaranty 
Insurance Model Act (the “MGI Model Act”).

Early in 2013, the MGIWG identified three areas of 
concern arising out of the 2008 financial crisis:

• the overconcentration of mortgage origination in a 
small number of banks places competitive pressure 
on insurers to either take all the business from a 
given bank or receive no business from that bank; 

• the use of mortgage guaranty insurance as a form 
of “economic catastrophe insurance” can lead 
to a distortion of corporate income taxes and 
stockholder dividends for companies in that line of 
business; and

• the profitability of mortgage guaranty insurance 
during long periods of great profitability can 
create a disincentive to underwrite the business 
attentively.

The MGIWG asked the Office of the Commissioner of 
Insurance of Wisconsin to prepare an initial draft of 
proposed revisions to the MGI Model Act and has 
exposed that draft for comment for a period ending on 
February 15, 2014. The following are highlights of the 
proposed revisions to the MGI Model Act:

• Higher minimum capital requirements for mort-
gage guaranty insurers ($25 million rather than $2 
million);

• Risk-based capital standards, including a limitation 
on dividends when specified RBC levels are not met;

• Enhanced contingency reserve and premium 
deficiency reserve requirements;

• More stringent geographical concentration limits  
by state;

• A minimum 25% retention requirement for risks 
ceded to reinsurers (in contrast to the current 
MGI Model Act, in which 25% is the maximum 
retention);

• A prohibition on captive reinsurance arrangements 
with originating banks;

• Enhanced underwriting standards, addressing 
requirements for lender loan submissions, mini-
mum documentation, loan program qualification, 
borrower repayment qualification and property 
marketability qualification;

• A requirement to establish a comprehensive inter-
nal quality control program; and

• Rescission rights based on bank and borrower acts 
that do not meet standards of good faith conduct, 
such as misrepresentation and failure to follow 
underwriting guidelines. 

NAIC Subgroup Declines To Endorse  
Federal Home Loan Bank Legislative Agenda
During 2013, the NAIC’s Federal Home Loan Bank 
Legislation (E) Subgroup (the “FHLB Subgroup”) 
completed a study of proposed amendments to state 
insurer receivership laws to provide certain exemp-
tions for security agreements between insurance 
companies and Federal Home Loan Banks 
(“FHLBs”). The FHLBs, which often lend on a 
secured basis to insurance companies, are concerned 
about two main risks: (1) the risk that their ability to 
enforce their security interests could be impaired by 
injunctions and orders issued at the commencement 
of an insurance insolvency proceeding and (2) the 
risk of a “clawback” pursuant to the voidable prefer-
ence and lien provisions of insurance insolvency 
laws. Accordingly, the proposed amendments would 
exempt FHLB security agreements from the injunc-
tion that typically prevents secured creditors of an 
insurance company from foreclosing on its collateral 
without permission of the receivership court and 
from the voidable preference and lien provisions. 
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Representatives of the FHLBs suggested to the 
FHLB Subgroup that adoption of those exemptions 
by the states would enable the FHLBs to lower 
collateral requirements for insurance companies, 
which could lead to an increase in FHLB lending to 
insurance companies. 

Although the original goal of the FHLB Subgroup was 
to facilitate uniformity across all states in addressing 
the FHLBs’ legislative request, the FHLB Subgroup 
stated in its report issued on November 18, 2013 that 
it was not able to achieve agreement on a uniform 
approach. The view of the majority of FHLB Subgroup 
members was that the FHLBs’ proposed legislation 
would not benefit the receivership process and would 
give the FHLBs a preferred secured creditor status 
that, from a receivership perspective, could negatively 
impact other secured creditors, policyholders and 
guaranty funds. 

It is likely that the FHLBs will continue to pursue 
their request for amendments to state insurer receiv-
ership statutes with individual state legislatures, but 
they will be doing so without the boost that they had 
hoped to receive from the NAIC.

Uniform Treatment of Independent  
Adjusters Remains Elusive
Independent adjusters adjust claims on behalf of 
insurance companies (as distinct from public adjust-
ers, who adjust claims on behalf of insureds). Unlike 
insurance producer licensing, where there is a high 
degree of uniformity among the states as a result of 
the widespread adoption of the NAIC Producer 
Licensing Model Act, there is a marked lack of 
uniformity when it comes to independent adjuster 
licensing. One of the key features of the Producer 
Licensing Model Act is that a producer who holds a 
resident license in his or her home state can obtain a 
non-resident license in other states on a reciprocal, 
fairly streamlined basis. In the realm of adjuster 
licensing, however, reciprocity across the various 
states is often lacking. To begin with, not all states 
even require the licensing of independent adjusters.  

In addition, some states require insurance company 
employees who adjust claims to be licensed or regis-
tered as “company adjusters” or “staff adjusters,” but 
many states do not. In November 2011, the NAIC’s 
Producer Licensing (EX) Working Group (“PLWG”) 
adopted a document titled “NAIC Independent 
Adjuster Reciprocity Best Practices and Guidelines.” 
Those guidelines encourage states to allow indepen-
dent adjusters whose state of residence does not 
license independent adjusters to obtain an indepen-
dent adjuster license on a resident basis in another 
state (called a “designated home state”) and to use 
that designated home state license to obtain recipro-
cal non-resident licenses in other states. During 2013, 
the PLWG conducted a survey to ascertain the extent 
to which states are following the “NAIC Independent 
Adjuster Reciprocity Best Practices and Guidelines” 
and identified the following problem areas:

• Some states are not granting full reciprocity to 
nonresident applicants and are requiring them to 
meet additional requirements, even though they are 
already licensed in their home state (or designated 
home state). 

• Some regulators are worried that independent 
adjusters will select their “designated home state” 
opportunistically and seek out the state with the 
fewest requirements to designate as their home 
state. 

• If a particular home state (or designated home state) 
does not require a prelicensing exam for indepen-
dent adjusters, then other states are understandably 
reluctant to grant nonresident reciprocity to licens-
ees from that state. 

The PLWG has not yet found a solution to the above 
problems, and it may be that they are not remediable 
without legislative changes to the adjuster licensing 
laws in the various states. At present, there does not 
appear to be any impetus toward developing an 
Independent Adjuster Licensing Model Act that 
could facilitate uniformity among state laws on the 
subject. u

TAX AND INSURANCE REGULATORY DEVELOPMENTS
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The long-awaited Federal Insurance Office 
(FIO) report mandated by the Dodd-Frank 
Wall Street Reform and Consumer Protection 
Act (Dodd-Frank) was finally submitted  
to Congress and released to the public on 
December 12, 2013, almost two years after  
its statutory due date. The report, titled “How 
to Modernize and Improve the System of 
Insurance Regulation in the United States,” 
focuses on what it considers to be the short-
comings of the current state-based system  
of insurance regulation, contending that a 
“system with 56 independent jurisdictions is 
inherently limited in its ability to regulate 
uniformly and efficiently.” It also suggests 
areas for improvement through both state  
and federal initiatives.

The FIO report emphasizes the need for 
greater uniformity —asserting that the current 
lack of uniformity creates inefficiencies and 
burdens for consumers, insurers and the 
international community. For example, the 
report cites a 2009 study by McKinsey & 
Company that concluded that, per dollar of 
premium, the costs of the state-based insur-
ance regulatory system are approximately 6.8 
times greater for an insurer operating in the 

United States than for an insurer operating in 
the United Kingdom. 

Not surprisingly, the FIO report stops far short 
of recommending that the current state-based 
insurance regulatory system be replaced by a 
federal regulatory regime. Doing so would be 
both politically and practically difficult, as 
there is significant support for the current 
state-based system, and a federal replacement 
would require the creation of a federal regula-
tory body that does not currently exist. The 
FIO report acknowledges that the federal 
government is not currently in a position to 
displace state regulation completely and that, 
at the present time, federal involvement should 
be “targeted to areas in which that involve-
ment would solve problems resulting from the 
legal and practical limitations of regulation by 
states, such as the need for uniformity or the 
need for a federal voice in US interactions with 
international authorities.”

Accordingly, the FIO report takes a two-
pronged approach—specifying reforms the 
FIO believes are needed within the state-based 
system of insurance regulation and also 
identifying specific areas where it believes 

The Federal Insurance Office 
Report—Where Do We Go  
From Here?
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direct federal involvement is needed. Although 
calls for consistency and uniformity resonate 
throughout the report, the actual recommen-
dations would leave the state-based system 
essentially intact—for the time being—
ref lecting the FIO’s attempt to walk a political 
tightrope as a relatively new agency with 
limited powers in a field with a history going 
back over 150 years. Even so, the report backs 
its recommendations for state-based initiatives 
with the suggestion that, “should the states fail 
to accomplish necessary modernization 
reforms in the near term, Congress should 
strongly consider direct federal involvement.” 

The FIO report includes 27 recommendations. 
Two-thirds of the 27 recommendations are 
calls for action by state regulators. The FIO’s 
recommendations for state-based reforms 
focus on three areas: (1) capital adequacy and 
safety/soundness, (2) insurer resolution prac-
tices (i.e., issues relating to insurer insolvency) 
and (3) marketplace regulation. It is an indi-
rect compliment to the National Association of 
Insurance Commissioners (NAIC) that many 
of the FIO’s specific recommendations for state 
action are based on initiatives the NAIC is 
already pursuing. 

The remaining nine recommendations identify 
areas for direct federal involvement. Those 
recommendations include, among other things, 
(1) the development and implementation of 
federal standards and oversight for mortgage 
insurers, (2) uniform reinsurance collateral 
requirements based on the NAIC model law 
and regulation, (3) a national registration 
system for insurance agents and brokers and 
(4) FIO participation in supervisory colleges 
that will oversee large national and interna-
tionally active insurers.

Can Uniformity Be Achieved?

The FIO report discusses the challenge of 
achieving uniformity, given that the regulation 
of insurance in the United States has histori-
cally been the prerogative of the states. The 
report discusses the role of the NAIC in 
developing model laws and regulations and in 
requiring states to adopt key provisions of 
those model laws and regulations in order to 
receive and maintain their NAIC accredita-
tion, which is a precondition for much of the 
deference that state insurance departments 
give to one another’s actions. The FIO report 
notes that model laws and regulations have not 
always been uniformly adopted across the 
states, nor are they uniformly interpreted and 
enforced, even after they have been adopted. 
And, although the FIO report does not say this, 
experience has shown that the states that 
choose to diverge from NAIC models often 
include some of the most populous and com-
mercially significant states. 

The FIO report considers whether it would be 
beneficial for the federal government to 
become involved in setting national rules  
and standards that would preempt state law 
while leaving enforcement of the rules and 
standards to the states. As indicated in the 
report, however, this approach has its limita-
tions as well. If the federal legislation 
expresses a vague objective, then implementa-
tion by the states is unlikely to be uniform. If 
the federal legislation contemplates an opt-in 
provision by the states, the probability that all 
states will opt in may be small. Even where a 
federal mandate is seemingly clear, achieving 
uniformity is not easy, given the possibility for 
56 different interpretations of the mandate.
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Past Efforts To Achieve Uniformity  
(Lessons Learned)

The FIO report reviews a number of previous 
efforts by the federal government to promote 
uniformity within the state-based system of 
regulation, including the Gramm-Leach-Bliley 
Act of 1999 (GLBA) and the Nonadmitted and 
Reinsurance Reform Act of 2010 (NRRA), 
which was included in Title V of Dodd-Frank. 

One of the GLBA’s provisions set a three-year 
deadline by which a majority of states would 
need to enact uniform laws and regulations 
governing the licensing of insurance agents 
and brokers (producers), including reciprocity 
provisions for nonresident licensees. If that 
deadline had not been met, the GLBA would 
have created the National Association of 
Registered Agents and Brokers (NARAB), a 
nonprofit organization, to administer multi-
state producer licensing. Given that incentive, 
the NAIC developed a Producer Licensing 
Model Act (PLMA), and 35 states adopted its 
key components by 2002—which meant they 
did not have to relinquish their authority over 
producer licensing to NARAB. 

Despite the adoption of the PLMA by most 
states, the desired uniformity in the producer 
licensing process has still not been fully 
achieved, as some states continue to impose 
different requirements. As a result, legislation 
was introduced last year in Congress (the 
National Association of Registered Agents and 
Brokers Reform Act of 2013, often called 
NARAB II) to move forward with the creation 
of NARAB, empowering it to implement 
licensing, continuing education and other 
nonresident insurance producer qualification 
requirements on a multi-state basis.

Another more recent example of a failed 
attempt to achieve uniformity through federal 
legislation is the treatment of premium taxes  
on nonadmitted insurance. Nonadmitted 
insurance is property and casualty insurance 
that is procured (either by an insured directly  
or through a specially licensed surplus lines 
broker) from an insurer that is not licensed in 
the insured’s home state. The NRRA stream-
lined the process by which sophisticated 
commercial purchasers can obtain nonadmitted 
insurance. It also simplified the regulatory 
regime by making the insured’s home state  
the sole regulator for nonadmitted insurance 
transactions. 

Those streamlining aspects of NRRA seem to 
have been largely successful, with one notable 
exception—NRRA gave the exclusive authority 
to collect premium taxes on nonadmitted 
insurance to the insured’s home state, while 
authorizing the states to enter into a compact or 
otherwise establish procedures to allocate 
among the states any premium taxes paid to an 
insured’s home state for insurance covering 
multi-state risks. The Congressional intent in 
NRRA was clearly expressed: “The Congress 
intends that each State adopt nationwide 
uniform requirements, forms, and procedures, 
such as an interstate compact, that provide for 
the reporting, payment, collection, and alloca-
tion of premium taxes for nonadmitted 
insurance consistent with this section.” 
However, more than three years have elapsed 
since NRRA was enacted, and no such uniform 
mechanism is even remotely in prospect. Two 
competing allocation mechanisms have been 
developed, one by the NAIC and one by the 
National Conference of Insurance Legislators 
(NCOIL), and only a minority of states have 
adopted either one of them. Moreover, in some 



mayer brown 51

THE FEDERAL INSURANCE OFFICE REPORT—WHERE DO WE GO FROM HERE?

states, legislation is pending that would estab-
lish arrangements different from both the NAIC 
and the NCOIL proposals.

Commenting on the fate of this aspect of 
NRRA, the FIO report states: “The NRRA 
could be a model for insurance regulatory 
reform because it preserves state regulation 
but provides incentives for states to act in a 
manner consistent with federal guidelines.” 
That expectation seems naïve. In fact, when 
viewed solely from the standpoint of incen-
tives, that aspect of NRRA was doomed to fail, 
because its success depended on the willing-
ness of those states that collect the lion’s share 
of premium taxes on nonadmitted insurance to 
voluntarily relinquish a portion of that revenue 
to other states—an unlikely prospect, espe-
cially in the current environment, where states 
are starved for revenue.

Should Uniformity Trump All Other Goals?

In certain areas of insurance regulation, it is 
hard to argue against uniformity. Multi-state 
licensing of insurance producers seems to be one 
such area, because it affects the ability of insur-
ance agents and brokers to earn a living and 
serve their customers across state lines. Another 
example is the ability of life insurers to bring new 
life insurance and annuity products to market, 
because those products are sold in a national 
market and compete with other financial prod-
ucts that are regulated at the federal level. In 
fact, variable life and variable annuity products 
are already subject to federal securities regula-
tion alongside state insurance regulation. 

On the other hand, the argument for uniformity 
is not equally strong in all areas of insurance 
regulation. State insurance regulators may be 
better equipped to deal with property and 

casualty coverages that are tailored to differing 
environments across the United States (think of 
earthquakes, hurricanes and tornadoes). And, 
while uniformity may produce efficiency and 
consistency, it would restrict the ability of states 
to serve as a “proving ground” for new regulatory 
ideas or methods. Supporters of the state-based 
regulatory system view the ability of states to try 
different regulatory schemes and learn from 
each other regarding what is most effective as a 
unique strength of the current system. The FIO 
report itself acknowledges the argument that “a 
state-based system provides better opportunities 
for experimentation so that the best ideas 
developed in one jurisdiction can be adopted and 
replicated in others.” 

Would Federal Regulation Be a Panacea?

The warning in the FIO report that, “should the  
states fail to accomplish necessary moderniza-
tion reforms in the near term, Congress should 
strongly consider direct federal involvement” 
seems to assume that a newly developed federal 
regulatory regime would do a better job than the 
current state-based system. The basis for this 
assumption is unclear. It is not easy to design 
and implement a new insurance regulatory 
regime from scratch—a point that has been 
driven home by the nation’s experience with the 
federal government’s efforts to implement the 
Affordable Care Act. Moreover, the quality of 
federal decision-making on matters affecting 
insurance companies is far from self-evident. 
The recent decision of the Financial Stability 
Oversight Council (FSOC) to designate 
Prudential Financial Inc. as a nonbank financial 
company subject to the supervision of the 
Federal Reserve has been widely criticized—par-
ticularly by the two members of FSOC with 
insurance regulatory expertise.
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The near collapse of American International 
Group, Inc. (AIG) in 2008 (and resulting emer-
gency federal assistance) is often cited as an 
example of the need for federal regulation of 
insurers, but, in fact, the state-regulated insur-
ance subsidiaries of AIG were quite solvent. The 
threat to AIG’s stability originated from deriva-
tives trading by its financial products division, 
which actually was supervised by a federal 
agency, the Office of Thrift Supervision. In fact, 
it was the strength of AIG’s state-regulated 
insurance subsidiaries that enabled AIG to 
recover from the crisis and to repay the federal 
government at a profit. Moreover, state insurance 
commissioners have taken the experience of AIG 
very much to heart—amending the NAIC Model 
Insurance Holding Company System Regulatory 
Act in 2010 to allow insurance regulators to 
monitor enterprise risks within insurance 
holding company groups that could affect the 
insurance companies in the group.

Looking to the Future

What does the FIO report portend for the future 
of US insurance regulation? It seems clear that 
the federal government is not ready to take on 
the challenge of overseeing the $7.3 trillion 
insurance industry any time soon. So what can 
we expect? A great deal depends on how state 
and federal officials respond to the challenges 
posed by the report. So here are some observa-
tions and suggestions for state and federal 
officials whose actions will shape the future :

1.  State insurance regulation is not going away 
any time soon. State insurance regulators 
collectively operate a system of consumer 
protection in the United States that probably 
touches more lives than any other. Many of the 
state-based actions called for in the FIO report 
are based on initiatives the NAIC is already 

engaged in, and the FIO report should 
strengthen the hand of those within the NAIC 
who are working to advance those initiatives. 

2.  Congress and federal regulators need to listen 
to, and learn from, state insurance regulators 
before they act. Assuming some of the federal 
initiatives called for in the FIO report come 
into effect, if they are to have any chance of 
success—and the same goes for the Federal 
Reserve’s oversight of designated nonbank 
financial companies—federal officials will 
need to listen to, and learn from, the people 
who have been regulating insurance for the 
last 150 years. In this regard, it is salutary that 
FIO Director Michael McRaith is a well-
respected former state insurance regulator 
who is well-placed to keep open lines of 
communication with his former colleagues. 

3.  Sometimes a federal solution may be better for 
everyone. An example is the allocation of 
premium taxes on nonadmitted insurance, 
where the likelihood of all states ever agreeing 
on an allocation mechanism is remote. On this 
particular topic, it seems evident that only 
Congress can impose a solution that will be 
equitable for all states. That need not be 
perceived as a “camel’s nose under the tent” 
but, rather, as a particular solution tailored to 
an unusual situation where the “have” and the 
“have not” states are unlikely to ever reach 
agreement on their own. 

4.  Keep an eye on international developments. 
Given the increasing globalization of the 
insurance industry, there will be increasing 
activity by the International Association of 
Insurance Supervisors, where FIO Director 
McRaith and two state insurance commission-
ers are members of the executive committee, 
and the Financial Stability Board, which has 
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already identified a list of “global systemically 
important insurers” that it believes should be 
subject to higher capital requirements and 
enhanced group-wide supervision. Notably, 
the one area where Dodd-Frank conferred 
substantive regulatory authority on the FIO 
relates to agreements between the United 
States and foreign insurance regulators.

5.  Transparency is critical. This applies to both 
state and federal officials. We are living in an 
era when the level of public trust in anything 
that takes place behind closed doors is 
extremely low. Even when regulators are 
acting conscientiously in what they believe to 
be the public interest, if the decision-making 
process is not perceived as transparent, the 
legitimacy of the result will be called into 
question. 

6.  State and federal officials need to take a team 
approach. For the time being, state insurance 
regulators are still in the driver’s seat when it 
comes to modernizing and improving the 
system of insurance regulation in the United 
States. But the success of that effort will 
require a collaborative effort by all parties, 
both state and federal. Concern about turf is 
inevitable, but the public interest will be best 
served if state and federal officials think less in 
terms of winners and losers and more in terms 
of partnership, where each participant has a 
necessary contribution to make to the success 
of the whole. u
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