
Global Insurance Industry
Y E A R  I N  R E V I E W  2016



2 2016 Insurance Year in Review



MAYER BROWN    3

To our Clients and Friends,

Welcome to our 2016 “Year in Review” 

report, which is now in its fifth year. In 

this 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 and 

tax developments that are impacting 

transactions in the industry.

To learn more about our Global Insurance Industry 

Group, please visit: mayerbrown.com/insurance

Published February 2017
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Life Sector 

North America and Bermuda 

Overview

The number and size of announced life insurance M&A 
deals involving US or Bermuda-based targets were down in 
2016 compared to 2015.  According to S&P Global Market 
Intelligence, the overall number of deals dropped from 24 
to 21 in 2016 and the overall deal value decreased from an 
estimated $13 billion in 2015 to $3.1 billion in 2016.  

The slowdown in activity was due to a number of headwinds 
facing the US life industry, including flat life insurance 
sales, continued profit pressure arising from the sustained 
low interest rate environment and regulatory change and 
uncertainty, principally relating to the introduction of 
principle-based reserving and the new US Department of 
Labor fiduciary rule scheduled to take effect in 2017.  

The trend of Asian buyers making acquisitions in the US 
continued in 2016 with the largest announced deal being 
China Oceanwide’s bid for Genworth Financial valued at 
$2.7 billion.  Japanese buyers took a pause in 2016 in US 
life M&A, after three major acquisitions in 2014 and 2015.  
Private-equity backed life and annuity insurers saw an 
uptick in activity in 2016 on the sell side with Aurigen’s sale 
to PartnerRe and Athene’s launch of their IPO (further 
discussed in the Equity Capital Markets-North America 
& Bermuda section).  M&A activity in the retirement plan 
business line also saw increased activity in 2016, due in large 
part to players reevaluating their position in that sector in 
light of the new US Department of Labor fiduciary rule.  

Genworth’s Life Platform Divestment to 
Pacific Life and China Oceanwide Acquisition

After an aborted attempt by Genworth Financial to sell its 
US life and annuity insurance business in 2015, Genworth 
withdrew from new sales of life insurance. Pacific Life 
Insurance Company agreed to acquire the term life new 
business platform from Genworth Financial. The aquisition 
will allow Pacific Life to offer a separate product suite that 
offers low-cost life insurance protection products to the 
individual market.  

Following the Pacific Life transaction, Genworth’s primary 
remaining lines of business are long-term care insurance 
and mortgage insurance. In a deal announced in October 
2016, China Oceanwide Holdings Group Co. Ltd. agreed 

to pay $5.43 per share in cash to acquire all of the shares 
of Genworth Financial Inc. The deal also will involve China 
Oceanwide infusing capital of approximately $1.13 billion and 
assuming debt valued at $3.24 billion.

Private Equity-Backed Aurigen Purchased       
by PartnerRe

Bermuda-based PartnerRe Ltd. announced in October 2016 
that it had agreed to acquire Aurigen Capital Ltd. for $286 
million in cash. Aurigen was formed in 2007 and had life 
reinsurance operations in Bermuda, Canada and the US. This 
transaction provided an exit for Aurigen’s private-equity 
owners and provided Partner Re with entry into the US life 
reinsurance market.  

Increased Activity in Retirement Plan Sector

M&A activity in the retirement plan business sector also 
saw increased activity in 2016, a trend which seems likely 
to continue in 2017 due in large part to insurance company 
players reevaluating their position in that sector in light of 
the new US Department of Labor fiduciary rule scheduled 
to come into effect in 2017.  The overall retirement plan 
sector has seen significant consolidation in the past few 
years as insurance company participants and other financial 
participants look to build scale in the number of retirement 
plans, plan participants and assets under management.  On 
June 30, 2016, Ameritas Life Insurance Corp., headquartered 
in Lincoln, Nebraska, announced it had signed a definitive 
agreement to acquire the 401(k) plan business of The 
Guardian Insurance & Annuity Company, Inc. (“GIAC”), a 
wholly-owned subsidiary of The Guardian Life Insurance 
Company of America.  The deal also included a strategic 
marketing relationship under which Guardian’s agent 
salesforce will market Ameritas’ 401k retirement   
plan products.  

Medical and Dental Benefits Sector Deals

As US life insurance sales remain flat, several companies 
continue to pursue growth in other benefits products.  At 
the beginning of the year, Swiss Re announced that it was 
acquiring the employer medical stop-loss business IHC 
Risk Solutions LLC from Independence Holding Co.  Swiss 
Re paid $152 million to acquire the business.  Unum Group 
acquired H & J Capital LLC in August 2016 for $150 million.  
H&J is the parent of Starmount life Insurance Company and 
AlwaysCare Benefits, leading dental and vision   
benefits companies.  

Mergers and Acquisitions
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Health Insurance Mergers

As noted in our 2015 Year in Review report, there were 
two mega-mergers between health insurers announced 
in 2015—Aetna and Humana, and Anthem and Cigna. On 
January 23, 2017, a US District Court Judge enjoined the 
proposed $27 billion merger between Aetna and Humana, 
noting that the merger would “substantially lessen 
completion in markets for individual Medicare Advantage 
plans and health insurance sold on the public exchanges.” 
Aetna and Humana announced on February 14th that they 
will not appeal the judge’s order and that they will terminate 
their merger agreement. Separately, on February 8th a 
federal court in Washington D.C. blocked on antitrust 
grounds the Anthem-Cigna $54 billion combination. On 
February 14th, Cigna announced that it was terminating its 
merger agreement with Anthem and filed a lawsuit against 
Anthem seeking a $1.85 termination fee and additional 
damages exceeding $13 billion.

Europe

In last year’s review we speculated that there may be a 
divergence of monetary and fiscal strategy by Western 
central banks and this trend appears to be playing out, 
with European banks maintaining record low interest 
rates (in some cases negative) while the US has begun to 
steadily increase rates, with more forecast into 2017.  In fact, 
rather unexpectedly and as a direct response to June’s EU 
referendum result, the Bank of England’s first change to 
base rate in years was cut to 0.25%.   This macroeconomic 
backdrop presents a continuing challenge to the insurance 
sector in general, but is perhaps felt most acutely in the life 
arena.  Some commentators have suggested that this record 
low rate environment coupled with the arrival (finally) of 
Solvency II may drive consolidation among EU based life 
insurance companies.

The life sector delivered the highest value deal of 2016 in 
the UK market with Deutsche Bank’s sale of its Abbey Life 
subsidiary to Phoenix Life for US$1.21 billion.  Deutsche is 
the latest in a long line of global banks to divest insurance 
operations as part of a regulatory repositioning and 
offloading of non-core assets program.   The Phoenix 
Group is a FTSE 250-listed consolidator of closed book 
businesses and it is no surprise to see it active in the M&A 
space as it seeks to drive synergies from such acquisitions 
and leverage its size and scale.  Phoenix also acquired AXA 
Wealth’s Pension and Protection business during the year 
for approximately US$550 million.

Another UK-listed life consolidator, Chesnara plc, was 
also active during the year as the buyer of Legal and 
General’s Netherlands-based life and pensions business for 
approximately US$171 million, announced in late November.  
A significant part of the cash consideration was in the 
form of a fully underwritten secondary capital raising by 
Chesnara.  Secondary offerings in the London market and 
across Europe were down compared to the previous year, 
both in terms of number and value of monies raised, which 
we discuss in more detail in the Equity Capital Markets-
Europe section.

Asia

Japan

Outbound acquisitions by major Japanese life insurers have 
slowed in 2016 compared to the multiple billion-dollar deals 
completed in 2015. 

Japanese life insurers remain nonetheless interested in 
maintaining business growth through overseas investments 
in face of the rapidly ageing population and low interest 
rates in the home market, which has been threatening 
their investment yields.  In April 2016, Meiji Yasuda Life 
Insurance Company completed its acquisition of StanCorp 
Financial Group, Inc, a US holding company with significant 
engagement in the group life and retirement plan market 
among its other financial products and services. In October 
2016, Nippon Life, Japan’s largest private sector insurer, 
completed a major outbound deal with National Australian 
Bank’s life insurance subsidiary, MLC Life Insurance.  Nippon 
Life now owns 80% of MLC Life Insurance, making it the 
biggest life insurance operator in Australia.  Nippon Life also 
completed its purchase of its much smaller domestic rival, 
Mitsui Life, which Nippon Life plans to operate as a seperate 
subsidiary under the Mitsui Life name.  These acquisitions 
are part of Nippon Life’s persistent pursuit of M&A 
opportunities both abroad and at home as part of its three-
year business plan released in 2015, which includes spending 
as much as ¥500 billion (US$4.3 billion) on acquisitions.

With interest rates falling in Japan, insurers are also 
interested in consolidating business in their domestic 
market.  After Dai-ichi Life Holdings’ high-profile purchase 
of American life insurer Protective Life in the latter half of 
2015 and subsequently transitioning into a holding structure 
to allow for the company to flexibly adapt to its future M&A 
plans, its president recently announced that the company is 
considering further acquisitions domestically in Japan  
and abroad. 
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China

Chinese insurers have also been continuing their strong 
pursuit of overseas acquisitions in view of diversifying their 
business portfolio and expanding into new markets.

One of the most notable M&A deals by life insurers in 2016 
was from Anbang, who had been actively acquiring overseas 
companies since late 2014. Anbang is consolidating its 
base in Korea with its purchase of Allianz Life Insurance’s 
South Korean counterpart for over US$3 million in early 
2016, acquiring its life insurance and asset management 
unit, just months after acquiring Korea’s eighth largest life 
insurer Tongyang Life Insurance. Anbang also announced 
the extension of the deadline to complete its US$1.6 billion 
acquisition of US insurer Fidelity & Guaranty Life to April 17 
as it continues to seek regulatory approvals in Iowa and New 
York. A further extension to May 31, 2017, may be possible 
if certain regulatory hurdles have been cleared. The  
extension also allows Fidelity & Guaranty to evaluate 
and negotiate competing offers, short of entering into a 
definitive agreement.

Other Chinese institutions have also found interest in 
expanding their business portfolio to include life insurance.  
Another notable 2016 M&A deal was by China Oceanwide 
Holdings Group, which acquired Genworth Financial Inc. for 
US$2.7 billion (as described in more detail above).

Since the amount spent by Mainland Chinese visitors on 
life insurance policies grew from HK$9.9 billion in 2012 to 
HK$30.1 billion in Hong Kong in 2016 alone, the life insurance 
industry has attracted bidding from major Chinese 
developers with a view to diversifying their revenue source.  
Fujian Thai Hot Investment succeeded in acquiring Dah Sing 
Insurance for HK$10.6 billion, making it the city’s biggest 
takeover in the industry in 2016.

Southeast Asia

FWD Group, the insurance arm of Asia-based Pacific Century 
Group, made acquisitions of two overseas life insurers in the 
same year: Great Eastern Life (Vietnam) Co. Ltd and AIG’s 
Japanese life insurance company, Fuji Life Insurance Co.  The 
move serves as FWD’s first foray into the Vietnamese and 
Japanese insurance markets, and further strengthens FWD’s 
standing as a leading pan-Asian insurer, which already has 
business operations in Thailand, Indonesia, the Philippines 
and Singapore.

At the end of 2016, two of India’s largest private life insurers, 
HDFC Life and Max Life, were in the process of a merger.  
With each life insurer having the third and fourth biggest 
market shares in the country respectively, their combined 
market share after the merger will propel them in terms of 
market dominance.

A potential deal that remains to be seen for the coming year 
is that of Hong Kong Life Insurance, one of the city’s last 
remaining independent life insurance business founded by 
five regional banks. 

On the other hand, major global insurers are also looking to 
acquire life insurance businesses in Southeast Asia as part of 
their strategic move to break into the fast-growing insurance 
market.  In June 2016, Allianz acquired a 51% stake in PNB 
Life Insurance Inc, the life insurance subsidiary of Philippine 
National Bank (“PNB”); while in July, Sun Life Financial also 
completed its full acquisition of CIMB Sun Life in Indonesia, 
a market they considered to be of priority for its long-
term growth in Asia.  Bidding for the life insurance unit of 
Thailand’s Siam Commercial Bank, SCB Life Assurance Public 
Company Limited, which has been deemed to be one of the 
biggest insurance transaction in Southeast Asia, has also 
been fierce amongst major global insurers including AIA 
Group, Prudential PLC and Manulife.

Mergers and Acquisitions 
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Property-Casualty Sector

North America and Bermuda 

Overview

The number of announced M&A transactions involving 
North American property and casualty (“P&C”) 
insurance targets increased in 2016 to 50, compared to 
43 in 2015, according to data compiled by S&P Global 
Market Intelligence.  Overall deal value on announced 
transactions in 2016, however, retreated to 2014 levels, 
with approximately $12 billion in total transaction value, 
compared to the highs of 2015, which boasted aggregate 
transaction value of $48 billion, then in large part due to 
the $29.5 billion merger between ACE Limited and Chubb 
Corporation.  Unlike 2015, 2016 lacked any true “megadeals.”  
The 2016 P&C insurance segment was instead largely 
characterized by small- and medium-sized transactions, with 
more than 75% of all announced deals valued below  
$200 million.     

Asian Actors Tell Diverging Stories

The largest P&C insurance acquisition of the year was 
announced in October, when Sompo Holdings Inc. 
announced it had agreed to purchase Bermuda-based 
Endurance Specialty Holdings Ltd. for $6.3 billion in the 
latest transaction by a Japanese insurer looking for overseas 
growth.  The deal was the second largest acquisition by a 
Japanese insurer after Tokio Marine Holdings Inc. acquired 
US-based HCC Insurance Holdings Inc. in a $7.5 billion 
transaction in 2015.  Negative interest rates in Japan and 
a relatively strong yen have made foreign investment a 
compelling option for Japanese insurers.     

In December, Liberty Mutual Holding Company Inc., 
the fourth-largest P&C insurer in the US, announced 
the acquisition of Bermuda-based Ironshore Inc. from 
Fosun International Ltd., an investment conglomerate 
led by Chinese billionaire Guo Guangchang.  Fosun had 
acquired the remaining 80% stake in Ironshore that it did 
not previously own only a year prior to announcing the 
sale of Ironshore to Liberty Mutual.  Shortly after Fosun’s 
acquisition of Ironshore in 2015, Fosun announced it was 
taking Ironshore public.  Around the same time, however, 
it was reported in the press that Fosun and Ironshore had 
been approached by the Committee on Foreign Investment 
in the US (“CFIUS”), a government panel reviewing national 
security issues in domestic deals by foreign acquirers, 
over Fosun’s operation of Wright & Co., a division of 

Ironshore underwriting professional liability coverage to 
US government employees, including law enforcement 
personnel and national security officials.  While Wright & 
Co. accounted for only a small portion of Ironshore’s overall 
business, the CFIUS inquiry forced Fosun to delay the IPO, 
and thereby arguably miss a window of opportunity to 
effect the IPO prior to the November 8th US presidential 
election and the ensuing market volatility.  It was against the 
backdrop of these events that Fosun agreed to sell Ironshore 
to Liberty Mutual in the beginning of December.      

Whatever the motivations for Fosun’s sale of Ironshore, 
the transaction paints a more nuanced picture of the rise of 
the Asian buyer in the North American insurance market, 
showing that as Chinese and Japanese actors steadily grow 
their holdings of North American assets, it is inevitable that 
they will also end up on the sell-side of M&A activity.  The 
events also shed light on the growing number   
of “non-notified transactions,” or deals that do not 
seek CFIUS approval in advance, being subject to post-
transaction review by CFIUS.    

Consolidation in the Mortgage and Financial 
Guaranty Sectors  

In March, amid pressure from shareholder activists, 
American International Group Inc. announced plans to take 
its subsidiary United Guaranty Corporation, a mortgage 
insurer, public in an IPO where AIG would sell up to 19.9% of 
the equity to public investors, in an effort to simplify AIG’s 
business and make good on its commitment to return  
$25 billion to its shareholders by the end of 2017.  It did not 
take long after the announced plans of the IPO, however, 
until United Guaranty, holding a 20% share of a rebounding 
US mortgage insurance market, had suitors for an outright 
purchase of the company.  In August, AIG announced that 
it had entered into a transaction to divest United Guaranty 
for $3.4 billion to Arch Capital Group Ltd., a Bermuda-based 
insurer and reinsurer, primarily active in the specialty lines 
and mortgage insurance segments.  To Arch Capital the 
transaction resulted in an expansion of an already significant 
portfolio of mortgage insurance assets.

Assured Guaranty Ltd., the leading financial guaranty insurer, 
announced two significant transactions in 2016, one in the 
U.K. involving MBIA UK Insurance Limited and one in the US 
through the acquisition of CIFG Holding, Inc., the holding 
company of another financial guaranty insurer, for $450 
million.  Through the two transactions, Assured Guaranty 
added nearly $19 billion to its insured portfolio.
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As mentioned in the M&A-Life Sector-North America 
& Bermuda section, China Oceanwide Holdings Group Co. 
Ltd. agreed to pay $5.43 per share in cash to acquire all of the 
shares of Genworth Financial Inc. in a deal announced  
in October 2016.  

Runoff

In 2016, Berkshire Hathaway engaged in two large 
reinsurance deals, which provided adverse development 
coverage. Interestingly, both deals involved an aggregate 
excess of loss adverse development cover in which the 
ceding companies retained claims control under the 
agreement. National Indemnity Company, a subsidiary of 
Berkshire Hathaway, agreed to provide up to $1.5 billion of 
reinsurance to The Hartford for adverse net loss reserve 
development on its asbestos and environmental liabilities 
above estimated net loss reserves. In a similar deal, Berkshire 
Hathaway agreed to provide $20 billion of reinsurance 
cover for 80% of AIG’s losses that exceed the first $25 billion 
in losses that emerge out of its approximately $34 billion 
of reserves on its US commercial long-tail exposures on 
2015 and prior underwriting years. The premium for the 
cover was $9.8 billion. Another large reinsurance deal was 
announced late last year between one of Enstar Group Ltd.’s 
subsidiaries and a subsidiary of QBE Insurance Group. Enstar 
agreed to assume $919 million in gross reinsurance reserves 
primarily related to QBE’s US workers’ compensation, 
construction defect, and general liability lines.

Smaller and Mid-Sized Insurers Combine to  
Build Scale

Punishing low interest rates, pressure on margins, 
increasing compliance costs and a growing need for capital 
expenditure, particularly investments to support new 
digital and high technology business models, forced smaller 
and mid-sized companies to look to M&A as an option 
for continued growth and sometimes even survival.   The 
increased number of deals in 2016, but with lower aggregate 
deal value compared to prior recent years demonstrates 
that smaller to mid-sized P&C insurance companies are 
undergoing this type of consolidation.   

Serving as an example of this type of M&A activity was the 
flurry of acquisitions in 2016 by National General Holdings 
Corporation, a New York-based speciality personal lines 
insurance holding company.  In January, National General 
Holdings first announced the acquisition of Century-
National Insurance Company, a California-based P&C 
insurer, for $315 million, and later in the same month, it 

announced it would acquire Standard Mutual Insurance 
Company, an Illinois-based P&C insurer, upon completion 
of a demutualization.  In addition, later in June, National 
General Holdings announced the acquisition of Elara 
Holdings, Inc., the holding company of Direct General 
Corporation, a Tennessee-based P&C insurer, for $165 
million.  As a result of the transactions, National General 
Holdings’ net written premium grew by almost 60%.

Europe

The momentum of mega deal activity from 2015 did not 
continue into 2016, with volumes and values across the UK 
and Continental Europe both significantly down compared 
to the prior period, as was the case on a global level.  As we 
noted in last year’s Review, there are frequently UK aspects 
to some of the truly cross-border larger deals and 2016 was 
no exception, with some transformative mergers being 
announced towards the tail end of the year, each of which 
has an impact on Lloyd’s businesses.  One was Fairfax’s 
agreement to buy Allied World and another was Sompo’s 
purchase of Endurance.  Each of these transactions raises 
an interesting issue for the combined groups going forward, 
which in itself is a potential driver for a follow-on disposal.  
Prior to the Endurance deal, Sompo had recently added 
a Lloyd’s platform through its acquisition of Canopius.  
Endurance also had a recently acquired Lloyd’s platform 
via its 2015 purchase of Montpelier Re.   Similarly,  in the 
prior year Fairfax had bought Brit, which is a Lloyd’s centric 
business.  Arguably, neither group needs to have more than 
one Lloyd’s Managing Agency and it’s a clear potential cost 
saving to the combined group to integrate the platforms.  
Given the high barriers to enter the Lloyd’s market with 
a start up from scratch, the premium on offer for a “buy 
and build” approach of an existing managing agency can 
be lucrative for a seller.   These two examples of recent 
M&A activity involving Lloyd’s platforms aren’t the only 
ones.  Consider, for example, the recent merger of Ace and 
Chubb – one of the blockbuster deals of 2015 – and there 
is the same duplication of Lloyd’s platform.   The Managing 
Agency if deemed surplus to requirements can carry an  
attractive valuation.  

As was shown with Hamilton’s acquisition of the small 
Sportscover Managing Agency to establish the Hamilton 
Lloyd’s platform, buying an existing agency can provide 
relatively quick access to the Lloyd’s franchise, capital 
efficiencies and worldwide licenses that make it a   
valuable proposition.  

Mergers and Acquisitions
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We would anticipate seeing more of these follow on type 
disposals off the back of large scale M&A transactions, 
particularly when it comes to Lloyd’s platforms.

Elsewhere in the Lloyd’s market, 2016 saw one Canadian 
pension plan selling its Lloyd’s investment and another 
Canadian pension plan making its first acquisition of a Lloyd’s 
player, but it wasn’t the same target.  Firstly, after a long-
rumored auction process, the Ontario Teachers’ Pension 
Plan sold ANV to Nasdaq-listed and NYC-headquartered 
Amtrust for just over $200 million to create the newly 
branded Amtrust at Lloyd’s platform.  In September 
the Canada Pension Plan Investment Board (“CPPIB”) 
announced its acquisition of Ascot from sellers, AIG and 
management team.  Once again, the sale price at between 
1.5 and 1.6x net tangible assets showed the relatively high 
valuations that Lloyd’s businesses consistently achieve when 
compared to London company market carriers or indeed 
the Bermudian peer group.  At the turn of the year, the $1.1 
billion transaction closed.  It is interesting to note that the 
CPPIB had been an investor in the ILS sector of the market 
and so perhaps this is a trend to watch, where investors 
gain an understanding of the (re)insurance market by first 
backing ILS funds or particular vehicles/risks and then 
graduating to outright ownership of a diversified   
non-life carrier.

Private Equity Activity Continues in Broker Sector

One of the last remaining independent Lloyd’s Members’ 
Agencies, Argenta, was put into a formal sales process by 
its owners as part of the sale of the entire Group (Argenta 
plc), which also includes a Managing Agency vehicle, Argenta 
Syndicate Management Limited.  The group had in the 
prior period sought interest for just the Members’ Agency 
business, but later determined that indicative offers did 
not fairly value the business as a stand-alone entity.  While 
interest in private capital and Names vehicles in the Lloyd’s 
market remains strong, the value attached to a Managing 
Agency is likely to be higher for a potential buyer looking for 
entry to the unique market.

In the broker sector of the market, private equity houses 
remain keen buyers, a trend we have noted in previous 
Reviews.  One such example back in April was the 
announcement by Aquiline of its purchase of UK commercial 
lines broker, Simply Business.  The New York-headquartered 
PE house has invested in the sector before, most recently 
selling its ownership of Lloyd’s business Ark Syndicate 

Management.  Simply Business is an example of the growing 
trend of marrying insurance distribution and the latest 
technology to drive efficiencies and better customer 
experience.  Simply Business targets sole traders and small 
businesses looking for a one-stop commercial insurance 
solution.  We expect continued interest in the so-called 
Insurtech space going into 2017 and beyond as technological 
innovators continued to disrupt traditional business models.  
Our belief is that the brokers and carriers will explore 
either entering into joint ventures with or buying outright 
technology-driven companies in order to stay relevant in the 
market place, particularly at the retail/consumer end of the 
spectrum.  As the soft market continues and margins remain 
under pressure the insurance industry will look to gain 
advantage where technology provides opportunities.  Please 
reference the Technology & Innovation section for more 
on this subject.

Run off and restructuring activity has long been forecast to 
be on the agenda of many carriers in the UK and throughout 
Europe, principally based on the assumption that Solvency 
II would drive this process or be the catalyst for rationalizing 
group structures.  To an extent, history has shown that 
predictions of high volumes of deals in prior periods 
leading up to Solvency II’s implementation at the beginning 
of last year never materialized.  Now that Solvency II has 
taken effect, perhaps those predictions were simply a little 
premature and we shall start to see the long-anticipated 
opportunities that the run off markets have been hoping 
for.  During 2016 a number of significant legacy books came 
to market with the usual run off consolidators such as 
Enstar, Catalina and Armour active in the sales processes.  
Large carriers Aviva, RSA, QBE, Zurich, AXA, Allianz and The 
Hartford have all disposed of or considered a sales auction 
process of legacy operations to free up capital, streamline 
operations and achieve cost savings.



MAYER BROWN    13

Impact of Brexit

Looking forward, we anticipate that Brexit may act as a 
catalyst for some further restructuring activity across the 
sector as groups consider contingency planning in the 
event that passporting across the EU from and to the UK 
is no longer possible.  It could well be the case that M&A 
opportunities emerge as a quicker solution to establish 
continental operations as opposed to a true startup which 
can take many months if not years.  Of the continental hubs 
competing for post-Brexit business with EU passporting 
rights, Dublin, Paris and Frankfurt seem to be making the 
biggest waves in terms of attracting new business to their 
respective jurisdictions.  Some smaller players such as Malta 
and Luxembourg have also been staking their claims to the 
wider market. 

Of all the possible options, it seems to us that Dublin is 
gaining the upper hand due to its insurance pedigree and 
history, and we also understand that the Irish regulator, 
the CBI, has been actively increasing its resources in order 
to address an anticipated pick up in demand for new and 
change of control authorizations.

Asia

Japan

Japanese non-life insurers have been active in overseas 
acquisitions as well, particularly in pursuing deals with 
leading insurers possessing strong market positions, in 
order to strengthen investment yield as growth in the home 
market weakens.

As discussed earlier in this section, perhaps the country’s 
largest outbound non-life insurer acquisition deal of the 
year, Japan’s third largest property and casualty insurer, 
Sompo Holdings, announced its purchase of Endurance 
Specialty Holdings for US$6.3 billion. Endurance Specialty 
Holdings is a Bermuda-based property and casualty insurer 
with a strong presence in the US.  The acquisition is expected 
to bring in for Sompo a strong operating base in the US, the 
world’s largest insurance market.  MS&AD Holdings also 
completed its full acquisition of London specialist insurance 
underwriter, Amlin plc.

China

M&A activity among property and casualty insurers in 
China in 2016 was slower as compared to 2015.  However, 
activity picked up at the end of the year, which saw Shenzhen 
Investment Holding Co. Ltd and Shenzhen Qianhai Financial 
Holdings together acquiring ACR Capital Holdings Pte Ltd, 
Singapore’s biggest property and casualty reinsurance firm, 
whose operations span China, Japan and the Middle East. 
The acquisition was made with a view to make Shenzhen the 
national center of reinsurance.

Additionally, Shenzhen Investment Holding Co. Ltd acquired 
41% of Cinda Property and Casualty Insurance Co Ltd 
from China Cinda Asset Management Co, a state-owned 
enterprise, for RMB$4.22 billion.

Southeast Asia

Canadian insurance giant Fairfax Financial Holdings Ltd, 
which through its subsidiaries engages in property and 
casualty insurance and reinsurance as well as investment 
management, has been making strides in its acquisitions in 
2016.  Most notably, the group agreed to buy another major 
global insurer, Allied World Assurance Co., in a US$4.9 billion 
acquisition deal, which will include all of its Asian operations.  
It also acquired three general insurers in Southeast Asia with 
strong consumer bases in their respective home countries 
in June 2016. Fairfax’s acquisitions included a full acquisition 
of Asian Alliance General Insurance Limited (“AAGI”) in Sri 
Lanka, an acquisition of an 80% stake in PT Asuransi Multi 
Artha Guna Tbk (“AMAG”) in Indonesia as well as a 35% stake 
in the Bank for Investment and Development of Vietnam 
Insurance (“BIC”) in Vietnam. This move serves to expand 
Fairfax’s operation in the region, which Fairfax noted to be 
an important emerging economy.

AXA Philippines, the second largest life insurer in the 
Philippines based on total premium income, made a full 
acquisition of Charter Ping An, a leading non-life insurer in 
the Philippines in April 2016.  The acquisition allows AXA 
Philippines to offer a more comprehensive set of financial 
protection to its customers.  Moving forward,   
AXA Philippines intends to synergize the operations of its life 
and non-life operations.

Mergers and Acquisitions
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Brazil

The most significant transaction in the Brazilian insurance 
market in 2016 involved one of Brazil’s largest insurers, 
Bradesco Seguros, and Swiss Re Corporate Solutions Brasil 
(“SRCSB”).  Bradesco’s commercial large-risk portfolio will be 
transferred to SRCSB, which will also benefit from accessing 
Bradesco’s channels of distribution for twenty years 
(renewable for the same period under certain conditions), in 
exchange for Bradesco receiving a 40% equity stake in SRCSB.  
In November 2016, the $235 million deal was approved by the 
Brazilian antitrust authorities.

Another important transaction involved Mongeral Aegon 
Seguros e Previdência and Banco Cooperativo Brasil, giving 
rise to Sicoob Vida e Previdência (“Sicoob”).  Sicoob will 
focus on the offering of life insurance and private pension 
plans to individuals participating in agricultural cooperatives 
and will be one of the top ten insurers (in terms of received 
premium) in Brazil.  The new company has already obtained 
authorization from the Brazilian insurance regulators and has 
a capital stock of R$40 million (approximately $12.8 million).

Brazil also saw notable transactions involving brokers, 
with the Brazilian branch of Aon Benfield completing the 
acquisition of Admix Consulting, a local broker that is the 
leading operator of health insurance and benefits in Brazil.  
The $375 million deal, the third largest acquisition by Aon 
worldwide, made them the largest Brazilian broker in the 
health insurance segment.

Mergers and Acquisitions
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Equity Capital Markets

North America and Bermuda

The equity capital markets in 2016 remained slow as average 
capital and surplus levels in the P&C industry were at their 
highest levels in ten years.  There were only 20 equity 
offerings in 2016 by North American and Bermuda insurers 
raising just under $5.4 billion, according to S&P Global 
Market Intelligence. This compares with 27 equity offerings 
completed in 2016 raising approximately the same amount 
as in 2017.  The number of insurance companies going 
public in 2016 was unchanged from 2015 with two insurance 
companies going public in 2016 (raising a total of $1.3 billion), 
with the $1.2 billion Athene Holding IPO accounting for 
most of the total, versus the two IPOs in 2015 (raising a total 
of $151 million).  Given the current volatility in the equity 
markets, this trend is unlikely to change in 2017 and has 
been a contributing factor in the growth of the insurance-
linked securities and convergence markets as investors seek 
alternatives to invest in insurance risk. In addition, most 
property and casualty insurance companies remain well 
capitalized as there has not been a significant catastrophic 
event in North America for several years.

The issuers completing IPOs in 2016 were Kinsale Capital 
Group (specialty insurance, $121 million) and Athene Holding  
Ltd. (retirement services, $1.2  billion), both private equity-
backed companies.  

Athene Holdings had the largest equity offering of 2016, 
with its $1.2 billion Class A common share offering. All of the 
Class A common shares were sold by certain shareholders of 
Athene, and Athene did not receive any proceeds from the 
IPO.  A distant second was Fairfax Financial Holdings’ initial 
offering in which it raised $735 million with the net proceeds 
of the offering used to partially fund the acquisition of all 
of the outstanding shares of Eurolife ERB Insurance Group 
Holdings S.A. (“Eurolife”) and ICICI Lombard General 
Insurance Company Limited (“ICICI Lombard”).

Preferred equity issuances represented approximately $2.0 
billion of the $5.4 billion raised.  The largest offering came 
from AXIS Capital Holdings Ltd., which issued depository 
shares representing interests in its non-cumulative 
perpetual proffered stock (raising $550 million). The 
next largest preferred offering was Manulife Financial 
Corporation, which issued variable shares representing 
interest in its rate non-cumulative preferred shares  
(raising $475 million).  

One of the more interesting “offerings” in 2016 was by 
American Equity Investment Life Holding Company, an 
Iowa-based fixed index and fixed rate annuity company.  In 
August 2015, American Equity publicly offered 8,600,000 
shares of its common stock.  Rather than issuing all of the 
shares itself at that time, American Equity entered into a 
forward sale agreement with Royal Bank of Canada which 
borrowed from third parties 4,300,000 of the shares sold 
in the offering, delivered those shares to the underwriters 
in the offering and received the net proceeds from the sale 
of those shares.  In August 2016, American Equity physically 
settled the forward sales agreement by issuing an aggregate 
of 5,590,000 shares of its common stock in exchange for net 
proceeds of $134.7 million. 

Perhaps the biggest offering that didn’t get done in 2016 
was the proposed IPO by Ironshore Inc., a Bermuda-based 
specialty P&C insurer.  Ironshore, originally formed in 2006 
by a number of private equity firms, filed for an initial public 
offering in 2014.  Before it could complete its original IPO, 
Ironshore was purchased by Fosun International Ltd., a 
private Chinese conglomerate.  In July 2016, Ironshore 
once again filed for an IPO.  However, in December 2016 
and before Ironshore could complete its second attempt at 
going public, Liberty Mutual Insurance agreed to   
buy Ironshore.

Another significant “offering” that didn’t get done in 2016 
but likely will get completed in 2017 is MetLife’s spin-off 
of 80.1% of Brighthouse Financial, Inc. In October 2016, 
MetLife filed a registration statement with the SEC outlining 
a planned separation of a substantial portion of MetLife’s US 
retail business. 

Insurance Corporate FinanceDevelopments in 
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While the separation likely has its origin in MetLife’s desire 
to enhance its claim that it should not be designated as a 
nonbank systemically important financial institution, it also 
allows MetLife to separate its historically more volatile retail 
business and reduce its exposure to the new Department of 
Labor fiduciary standards. Of course, MetLife could  
also decide to sell the business or take it public rather than 
spin it off.

Seven of the issuers were incorporated in the United States, 
seven in Canada and six in Bermuda.  The overwhelming 
majority of these equity offerings were publicly offered with 
only three of the offerings completed as private placements. 
In addition to the offerings completed in 2016, PartnerRe 
Ltd. also completed exchange offers for three series of 
preferred shares in connection with its acquisition by EXOR 
S.p.A.

Europe

Across the main Western European stock exchanges, 2016 
was a quiet year for initial and secondary offerings in all 
sectors, not just insurance.  Macroeconomic factors such 
as the unanticipated EU Referendum and US presidential 
election results did not help markets generate that vital 
confidence factor necessary to entice companies to market 
or to raise new money.  Having said that, by year end most 
main markets closed at or near record highs and some 
market commentators have suggested that a fiscal and 
monetary policy and deregulatory stance that is said to be 
pro business may drive markets forward into 2017.

However, as we have noted in previous Reviews, as regards 
the insurance sector, raising new equity capital remains 
expensive and the three main reasons for doing so – to 
repair a damaged balance sheet post a large loss event, to 
fund a specific acquisition or to take advantage of generally 
favorable market conditions – have not been prevalent as 
the industry as a whole remains generally well, if not over, 
capitalized.  When coupled with unfavourable statistics in 
terms of the wider market it is, therefore, no surprise to 
find new issues by number and value significantly down 
compared to prior periods.   One market publication puts 
the overall number at 50% down compared to 2015 and most 
league tables paint a similar picture.  Furthermore, when 
looking at the IPO or new issues tables, the reader has to be 
careful to not interpret a technical new entrant to the public 
markets as being in fact a new entrant.  One such example in 
2016 was Beazley plc’s redomiciliation back to the UK via a 
Jersey Scheme of Arrangement.  Although technically a new 

top company registered in the UK came to market with a £2 
billion market capitalization, in reality this was not a capital 
raising nor a new publicly traded insurance group, but rather 
an internal group reorganization.

As mentioned in the M&A-Life Sector-Europe section, 
Chesnara plc was the only meaningful player in the UK’s main 
market to raise new money during 2016.  It raised £70 million 
to part fund its acquisition of L&G’s Netherlands operations 
via a fully underwritten placement and open offer.  Looking 
forward to 2017, absent a major catastrophe that is 
categorized as a capital event for the industry or individual 
carriers taking unexpected losses onto their balance sheets, 
we don’t currently see an active year for the equity capital 
markets in Western Europe.  

From a broader market’s perspective, despite there 
being elections in both France and Germany during the 
year (and likely also Italy, which again is under a caretaker 
government), this ought not to have the same paralyzing 
effect on activity levels that occurred around the UK’s Brexit 
Referendum and the US presidential election of 2016.

Asia

There was a slide in equity capital market activity in Asia in 
2016, which echoed the insurance industry more broadly.  
A number of planned IPOs in Asia fell through, including 
China’s first online-only property and casualty insurer, 
Zhongan Online P&C Insurance Co, which initially made 
plans of an IPO amounting to US$2 billion in early 2016 to go 
public in Hong Kong and the US, but announced a change of 
plans to focus on listing domestically instead in December 
2016.  IPO activity is however expected to pick up in 2017, 
with many major Chinese insurers including Anbang and 
China United Insurance Holding Corp. aiming to be listed.

The overall IPO activity in India, however, moved against 
this trend.  It was in fact a good year to go public for 
the insurance sector in particular.  ICICI Prudential Life 
Insurance, India’s largest private life insurer, raised US$909 
million in its initial public offering in September 2016, making 
it not only the first insurance company IPO of the country, 
but also India’s largest IPO in the past six years, a milestone 
indicating the huge potential that investors saw in the sector.
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Debt Capital Markets

North America and Bermuda 

The insurance industry continued to take advantage of 
prevailing low interest rates in 2016 to raise an aggregate 
amount of $74 billion (including ten debt offerings by 
Canadian issuers with an aggregate value of $6.37 billion) 
compared to $47.03 billion for the prior year. The increase 
in offerings comports with overall trends in the US debt 
capital markets where issuers continued to be motivated 
by the prospect of a rise in interest rates, which finally 
occurred at the end of the year. Over 41 different issuers 
came to market offering a range of senior and subordinated 
notes with maturities ranging from one to forty years. The 
overwhelming majority of debt was raised in  
registered offerings.

The most active issuer was Berkshire Hathaway, which 
completed 14 offerings with an aggregate value of $13.75 
billion. The next most active issuer was Aetna, with 8 
offerings (with an aggregate value of $13 billion). Aetna’s pair 
of senior notes offerings of $2.4 and $2.8 billion dollars came 
in as the most sizable of 2016 – one offering of 4.375% senior 
notes with a 30-year maturity and the other offering of 3.2% 
senior notes with a 10-year maturity. 

Some insurers used proceeds from their offerings to 
finance acquisitions. In January, Allstate issued a combined 
$1.25 billion of senior notes with coupons ranging from 
3.28% to 4.2%, proceeds of which in part went to fund the 
acquisition of SquareTrade Holding Company. A major debt 
issuer of 2016, Centene Corporation, issued $2.5 billion of 
senior notes with tenors ranging from five to nine years and 
proceeds going to finance its acquisition of Health Net, Inc.

Other insurers accessed the market to refinance their 
maturing debt. In February and March, CNA issued 
$400 million senior notes and $100 million senior notes, 
respectively, both due in ten years. The proceeds of both 
offerings went towards repayment of their maturing notes.  
Berkshire Hathaway issued two series of floating rate notes, 
as well as two series of senior notes with an aggregate value 
of $2 billion in August 2016 to repay maturing senior notes. 
Travelers also issued 3.75% senior notes due 2046 in May 
2016 in order to retire their 6.25% senior notes due later 
in 2016. In a similar fashion, MGIC Investment Corporation 
issued $425 million senior notes with the net proceeds 
in part going to the purchase of some of its outstanding 
convertible notes. 

Five insurers issued Guaranteed Investment Contract (GIC)-
backed notes in 2016 for an aggregate value of $10.5 billion. 
MetLife issued the most GIC-backed notes, closing on seven 
series of GIC-backed notes with an aggregate value of $4 
billion. The maturities of all the GIC-backed notes issued 
over the last year ranged from one to fifteen years.

Cash America case spawns investor concerns over
redemption make-whole premium provisions

In 2013, Cash America International, Inc. issued $300 
million of high-yield notes.  The indenture governing the 
notes contained a covenant that prohibited Cash America 
from selling or disposing of any of its “properties” without 
bondholder consent.  The indenture contained an exception 
permitting Cash America to dispose of its properties as long 
as “the aggregate book value of the properties disposed 
of ... does not exceed” 10 percent of Cash America’s 
“consolidated total assets.”   The indenture also permitted 
Cash America to redeem the notes prior to maturity at 
its option subject to paying a “make-whole” premium.  In 
2014, Cash America spun-off a subsidiary without obtaining 
bondholder consent believing that that the value of the 
spun-off subsidiary was within the limits of the exception 
described above.  The trustee under the indenture 
brought suit asserting that Cash America breached the “no 
disposition” covenant resulting in an event of default under 
the indenture allowing the trustee to accelerate the bonds 
and pursue its other remedies under the indenture and to 
enforce the optional redemption provision to force Cash 
America to pay the make-whole premium.

In September 2016, the US District Court for the Southern 
District of New York in Wilmington Savings Fund Society, 
FSB v. Cash America International, Inc., Case No.15-CV-5027 
(JMF), held that Cash America did in fact breach the 
indenture and, more significantly, found that the trustee 
would be entitled to “enforce” the indenture’s optional 
redemption provision and require Cash America to pay a 
make-whole premium.  Importantly, the Court specifically 
noted “when negotiating the Indenture itself, Cash America 
could have foreclosed the possibility of  [the optional 
redemption make-whole premium] applying to a voluntary 
breach of the Indenture.”

Following the decision, a number of issuers added specific 
language in their offerings providing that an optional 
redemption make-whole premium would not be payable 
upon an event of default.  In large part instigated by very 
vocal comments by a covenant review, institutional investors 

Insurance Corporate Finance
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successfully pushed back on these changes with the result 
that it appears that issuers have, at least for now, dropped 
including “no premium on default” language.

The success of institutional investors in pushing back 
on the “no premium on default” language is particularly 
noteworthy for insurance companies, which are among 
the largest buyers of corporate bonds. Just before 
this publication went to press, institutional investors 
successfully pushed back on a private-equity sponsored 
issuer trying to extend an equity clawback redemption right 
to 100% of the bonds rather than a more traditional 35%.  
Whether institutional investors will be able to continue to 
successfully resist covenant changes remains to be seen and 
will likely depend, in part, on how “hot” the bond market is.

Europe

2016 has been a transformative year for European insurers, 
with the insurance industry responding to the developments 
in regulation and the marketplace as a whole. After years 
of delays, on January 1, 2016, the Solvency II Directive came 
into force, bringing with it changes to insurers’ minimum 
and solvency capital requirements. In response to this new 
regulatory environment, issuers have sought to issue new 
debt instruments across the continuum of capital under the 
Solvency II Directive. 

During the year, issuers sought to continue to meet their 
solvency capital requirements through the issue of tier 2 
notes, such as the issuance by Beazley Re Designated Activity 
Company, a subsidiary of Beazley plc, of US$250 million 
5.875% subordinated tier 2 notes due 2026 and the issuance 
by Prudential PLC of US$1 billion 5.25% undated tier 2 notes 
and US$750 million 4.375% undated tier 2 notes.

Issuers have also taken advantage of the Solvency II 
rules that permit up to 15% of insurers’ solvency capital 
requirement under Solvency II to be met through tier 3 debt. 
For example, in October 2016 French insurer CNP Assurance 
issued €1 billion 1.875% tier 3 notes due 2022. The coupon 
was the lowest fixed coupon ever paid by an European 
insurer for euro-dominated subordinated debt. Aviva PLC 
also issued CAD450 million tier 3 notes due 2021. Further 
issuers may decide to seek to replace certain of their tier 2 
debt with potentially less expensive tier 3 debt.

Competition from offshore insurance markets such as 
Bermuda acted as a catalyst for the UK government to 
propose new regulations to allow insurance-linked securities 
(“ILSs”), including catastrophe bonds, to be issued in the UK. 
Proposals were made to enable protected cell companies to 
be incorporated in the UK, together with a bespoke taxation 
regime for ILSs in the UK. 

Outside of the UK, the European Central Bank’s corporate 
bond buying program resulted in an uptick in the price of 
insurance bonds. This is good news for the European market 
as insurance bonds have been hit hard in 2016 over fears of 
the ECB’s negative interest rates policy. In June, news broke 
of the ECB buying Italy’s Generali bonds and the insurer’s 
senior debt edged up its gains to 1.42 per cent. Prices on 
other insurance bonds also moved higher as a result. 

Asia

Ping An Insurance kicked off 2016 as the first onshore 
Chinese entity to issue bonds abroad, successfully raising 
a total of US$1.2 billion from bond investors to facilitate its 
plans of growing its business overseas.  The subscription 
ratio is reported to have exceeded that of China Life 
Insurance Company Ltd’s perpetual bond in 2015 by more 
than three times. 

Another significant debt capital market transaction was 
from Beijing-based life insurer Sunshine Life Insurance, 
which successfully raised US$ 1.5 billion in its first issuance of 
an offshore bond.

Hybrid deals are gaining traction amongst Asian insurers 
looking to boost capital ratios, especially with Japanese 
insurers, as Japanese government bonds have been 
generating encouraging yields recently.  MS&AD and Tokio 
Marine & Nichido Life Insurance each issued equity-like debt 
in the form of subordinated corporate bonds and loans, and 
China Life Insurance is in talks to issue its second US-dollar 
subordinated bond at the end of 2016 following its success 
in 2015. 

Insurance Corporate Finance
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Property-Casualty Sector

Overview

In 2016, the convergence market, which includes insurance-
linked securities, continued to be a critical component of the 
global reinsurance market, with the market now potentially 
representing almost 20% of dedicated reinsurance capacity.  
While the overall volume of new catastrophe bond issuances 
was down in 2016 compared to recent years, the year also 
saw several innovative new risks being brought to the 
market, representing a significant expansion.  We review 
below the markets for insurance-linked securities, sidecars, 
dedicated funds and new reinsurer formations.

Insurance-Linked Securities

2016 saw approximately $7.1 billion of new risk-linked 
securities issuances (compared to $7.9 billion in 2015), 
resulting in approximately $26.8 billion of total aggregate 
principal amount of risk-linked securities outstanding at 
year-end, a slight increase from the amount outstanding 
at the end of 2015.  US catastrophe risks (particularly US 
wind) continue to dominate, representing approximately 
51% of outstanding bonds at year-end.  Japan risks 
(earthquake and typhoon) represented approximately 
10% of outstanding bonds at year-end.  European-only risks 
represented less than 6% of outstanding bonds at year-end.  
However, multi-region bonds (typically covering the US and 
Western Europe, but also Japan and Australia) represented 
approximately 20% of outstanding bonds at year-end, 
showing an investor appetite for European risks when they 
are bundled with other regions (thereby improving the 
pricing).  Sponsoring companies in 2016 included longtime 
annual participants (such as Aetna, Munich Re, SCOR and 
USAA), primary insurer sponsors (such as Heritage, Mitsui 
Sumitomo, Nationwide and Sompo) and new sponsors 
(such as Florida-based Security First).  State-sponsored 
insurance entities were notably absent from the market 
in 2016, with the only offering being the CEA’s Ursa Re 
transaction in November.  Notwithstanding the decline 
in the number of catastrophe bond issuances in 2016, the 
pipeline for 2017 looks strong for new issuances.

Of particular interest in 2016 were breakthrough 
transactions that brought new risks to the ILS market.  
While the ILS market is heavily weighted towards property 
catastrophe risks, these transactions demonstrate that the 
catastrophe bond technology is adaptable to cover a much 
broader array of risks.  

In May, Credit Suisse sponsored the first insurance-linked 
securities offering covering operational risks, raising 
CHF220 million.  In the transaction, Zurich provided 
an operational risk insurance policy to Credit Suisse.  
Operational risk covers a broad range of exposures, 
including IT system failure that causes business interruption, 
fraudulent behavior both of external parties and employees, 
fiduciary issues, losses due to improper business practices 
or unauthorized activity, accounting errors, documentation 
errors, regulatory compliance issues, HR issues and 
discrimination in the workplace.  Zurich retained a portion 
of the risk under this policy, and ceded the remainder to 
Operational Re Ltd., which issued bonds to investors.  The 
bonds have an indemnity trigger based on Credit Suisse 
suffering more than a specified amount of losses under the 
operational risk insurance policy in any annual risk period. 
Also among the non-property cat deals, Aetna came back 
to the market with its seventh Vitality Re transaction which 
protects against adverse loss ratios in its insurance book. 

In August, Allianz Risk Transfer sponsored an ILS bond using 
the Market Re private catastrophe bond platform.  The 
transaction provided Allianz protection from the risks of 
warmer winter temperatures in Europe using a parametric 
trigger.  This transaction represented the first use of the 
platform for the securitization of weather risks.

In December, Generali sponsored the Horse Capital I DAC 
offering, raising €255 million to cover motor third-party 
liability losses.  The trigger for the bonds is based on a 
significant deterioration in the motor third-party liability 
loss ratios of an aggregated group of Generali companies in 
Europe.  Because the trigger is based on a deterioration of 
the loss ratio, investors are exposed to risks relating to both 
increased losses as well as declines in premium rates. 

XL Catlin capped the year off with its sponsorship of the 
Galilei Re transaction, raising a total of $1.275 billion of 
reinsurance capital, the largest deal of the year and the 
second largest offering in the history of the market. The 
deal covered Named Storms, North-American Earthquakes, 
European Hail Storms, Australian Cyclones and Australian 
Earthquakes on an annual aggregate basis and triggered 
upon industry loss indices. 

The ILS & Convergence Markets
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Indemnity triggers (which calculate payouts based on the 
actual losses of the ceding company) continued to be used 
in the majority of 2016 transactions, representing more than 
two-thirds of all new issuances.  Index transactions (using 
information from PCS and PERILS) represented most of 
the remaining transactions, relatively consistent with the 
rate in recent years.  Parametric triggers (which are based 
on measurable physical phenomena, such as wind speed or 
earthquake magnitude) were particularly absent in 2016.    

Aggregate triggers have continued to become increasingly 
common in catastrophe bonds, representing almost 
half of all transactions outstanding at year end 2016 (and 
approximately two-thirds of all new issuances in 2016).  With 
these triggers, losses from multiple events are aggregated 
(typically over a 12-month period) to determine whether 
the specified attachment level has been exceeded.  This 
demonstrates one of the ways in which the catastrophe 
bond market has come closer to the traditional reinsurance 
market (where aggregate protection is more common).  

In 2016, most sponsors came to market without a rating on 
securities. This continues a trend over the past few years 
and reflects a perception that the time and expense of the 
ratings process outweigh the benefits to investors (and 
indirectly sponsors) to having the rating. The proceeds 
of insurance-linked securities continue to be invested in 
high-quality assets, typically money US treasury market 
funds.  An increasing number of transactions in 2016 
utilized putable notes issued by either the European Bank 
for Reconstruction and Development (EBRD) or the 
International Bank for Reconstruction and Development 
(World Bank), particularly in transactions denominated in 
non-US currencies (such as Euros).  The use of these putable 
notes helps to mitigate the risks of negative interest rates 
arising from holding money market funds denominated in 
such currencies.  

Sidecars and Managed Funds

In 2016, sidecars remained an important mechanism 
for providing additional collateralized capacity to the 
reinsurance market, while allowing sponsors to participate 
in a targeted fashion in the property casualty market.  
Several reinsurers extended their existing programs, 
including Aspen (Silverton Re), Everest Re (Mt. Logan) and 
Munich Re (Eden Re), with reinsurers raising more than  
$1 billion through sidecar issuances in 2016.  

Sidecars are privately negotiated transactions that can 
be flexibly tailored to meet the sponsoring reinsurance 
company’s needs.  They can be structured as 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 sponsoring 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).  

In addition to sidecars, insurance-linked securities funds 
continue to represent a critical component of the growth 
of the alternative capital market, providing an important 
source of capital in the reinsurance markets. At the 
end of 2016, there were over $68 billion of assets under 
management in ILS funds, an approximately 35% increase 
over 2014. Many newly formed funds give the investment 
manager broad discretion to deploy capital as reinsurance 
opportunities arise, whether through the purchase of 
catastrophe bonds, the funding of collateralized reinsurance 
for third-parties, or the entering into of quota share 
agreements with the sponsor or its affiliates.  

”

XL Catlin capped the year off with its sponsorship of the Galilei Re 
transaction, raising a total of $1.275 billion of reinsurance capital, the 
largest deal of the year and the second largest offering in the history of 
the market. 
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New Reinsurers and the Hedge Fund Re Model

In prior years, there was much discussion regarding the 
emergence of new reinsurers that combine alternative 
investment strategies with insurance underwriting.  Such 
entities generally took the form of a rated reinsurance 
vehicle with an alternative asset management strategy 
and permanent equity capital.  For the investors in such 
vehicles, it represents a tax-advantaged way to participate 
in the hedge fund manager’s specific alternative investment 
strategy and ideally share in the underwriting profits 
of the reinsurer.  For the hedge fund, the capital raised 
by the reinsurer is “permanent” and increases assets 
under management and related fees.  For the insurance 
underwriting partner (who underwrites the business that 
is ultimately reinsured by the reinsurer), the transaction 
allows it to deploy additional limit for its clients, receive 
underwriting fees and, if it invests in the reinsurer, realize 
potential upside through its equity investment.  

In 2014, A.M. Best tightened its standards for giving ratings 
to these type of reinsurers.  In general, reinsurers wishing to 
pursue higher severity business will need to pair with lower 
asset risk to achieve A- or higher financial strength rating 
(generally considered the minimum rating needed for a 
newly formed reinsurer).  Low-volatility property casualty 
reinsurance (e.g., casualty) is an offset to the   
capital requirements driven by the typical hedge fund 
investment strategies.  

As described in more details in last year’s Review, the IRS has 
also proposed changes to the PFIC rules that could impact 
“hedge fund re”-type transactions, although no official 
action has yet been taken. 

The change to the rating criteria by A.M. Best and the 
possible changes to the PFIC rules , coupled with recent 
declines in hedge fund performance, may have slowed 
the funding of new vehicles. In 2016, several potential 
sponsors announced that they were shelving their 
previously announced structures.  However, in July, AXIS 
announced that it had raised $600 million for Harrington 
Re, in partnership with Blackstone.  In December, Enstar 
announced that it had launched KaylaRe, together with 
Hillhouse Capital Management and funds managed by Stone 
Point Capital.  While the environment for these types of 
transactions still appears challenging, the successful launch 
of two entities in 2016 demonstrates that there is still a  
path forward.   

The future of ILS in London

The UK Government continues with its strategy to position 
London as a centre of ILS business.  The most recent 
consultation papers closed for comment on 18 January 2017, 
following an initial consultation during March 2016.  The 
original announcement in the March 2015 budget statement 
came as something of a surprise to the wider (re)insurance 
market.  As things currently stand, there is no definitive 
timetable to implementation of the new legislation required.

The strategy outlines a review of proposed changes to 
corporate, regulatory and tax legislation to enable the type 
of risk transformer vehicles common to ILS transactions to 
be domiciled in the UK as opposed to in Bermuda or Ireland, 
the former being the market leading jurisdiction.   Whilst the 
consultation papers helpfully address where the legislation 
might need to be adapted, particularly in relation to multi 
programme ILS transactions utilising PCC structures, it’s 
not always appreciated by the market that for some time 
now the UK has had legislation in place to allow for insurance 
special purpose vehicles.  The reason sponsors have not 
domiciled insurance SPVs in the UK is more to do with the 
current authorisation process which is not as efficient as 
other jurisdictions.  It is also worth noting that London is 
already a vibrant market for ILS.  Many dedicated funds are 
based in the UK or have operations onshore UK and indeed 
many advisers structure ILS deals from London.

It will be interesting to see if the final legislation, when 
implemented, actually has the desired effect and whether or 
not it can be demonstrated that this has resulted in more ILS 
business through London. 

The ILS & Convergence Markets
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Life Sector

Overview

During 2016, a number of life insurers took advantage of the 
lower financing costs prevailing in the market by refinancing 
their XXX/AXXX reinsurance transactions.  We expect 
refinancings to continue apace in 2017.

In a significant example of the refinancing trend, MetLife’s 
subsidiary Brighthouse Financial  publicly announced its 
intention, in connection with MetLife’s intention to separate 
the Brighthouse Financial business, to restructure certain 
of its financing facilities for certain previously written 
products, which it stated are subject to cost increases 
upon the occurrence of specified ratings downgrades or 
are subject to periodic re-pricing. Brighthouse Financial 
further publicly disclosed that, subject to the approval 
of applicable regulators, it intends to merge certain of its 
affiliate reinsurance subsidiaries into a single newly formed 
reinsurance subsidiary of Brighthouse, and expects that the 
new reinsurance subsidiary will obtain statutory reserve 
financing through a new funding structure involving a single 
financing arrangement supported by a pool of highly rated 
third-party reinsurers. 

Refinancing transactions generally center on 
“grandfathered” business (i.e., business issued before 2015 
that was financed on or before December 31, 2014 and 
would not be exempt from AG48).  As a result, the financing 
partner is able to secure all of the statutory reserves above 
the “economic” reserve in collateral acceptable to the 
regulator (such as credit-linked notes and contingent 
capital arrangements).  Some of the refinancings have 
been expanded to include newer business, which is not 
subject to AG48’s grandfathering exemption.  In those 
cases, the general market practice so far has been for the 
insurer to “self-finance” the full Primary Security for the 
non-grandfathered business (such as using a funds withheld 
coinsurance arrangement).  The industry generally refers to 
the difference between the Primary Security layer and the 
economic reserve layer as the “mezzanine” layer.

At least one transaction, however, has used a structure 
under which the financing party provided a portion of 
the assets that qualified as Primary Security.  In July 2016, 

Reinsurance Group of America, Incorporated announced 
the completion of a transaction with a life insurance 
company to provide VM20 reserve financing for a block 
of term life insurance. RGA’s public disclosure stated that 
Primary Assets in the transaction originated from an affiliate 
of RGA, rather than from the direct insurer, in a manner 
that is consistent with the regulatory intent of AG 48.  RGA 
stated that it believes this transaction marks the first AG 
48-compliant captive reinsurance transaction featuring 
primary assets from a source other than the direct writer.

Potential financing solution providers have been spending 
considerable time working with ceding companies and, in 
some cases, insurance regulators, to develop acceptable 
financing structures for the mezzanine layer.  As of this 
writing, insurance regulators generally seem reluctant 
to accept any deviations from the express technical 
requirements of AG48, regardless of whether the potential 
structure squarely addresses the policy concerns 
underpinning AG48.  This has been the case even though 
numerous life insurers publicly disclose that they expect 
to continue to need financing for their term and universal 
life products, and that failing to obtain such financing 
may increase their costs or cause them to scale back their 
production of these products.

Looking ahead, it remains to be seen how PBR will affect 
reserve financing transactions.  Please see “Principle-
Based Reserving Receives Required Approvals and 
Goes into Effect” in the Insurance Regulatory-United 
States section. One of the main drivers of AG 48 and the 
resulting amendments to the credit for reinsurance model 
regulation was the perception by many regulators that 
permitting reserve financings under the new rules would be 
a temporary accommodation pending the implementation 
of PBR.  Indeed, PBR was seen as a permanent solution 
intended in part to eliminate the need for insurers to engage 
in reserve financing transactions.  Industry participants, 
however, have expressed the view that the PBR reserve is 
expected to exceed the “economic” reserve, and that in the 
case of AXXX business the excess is expected to be material.  
On that basis, there may well remain a need for financing 
solutions for business subject to PBR.
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Variable Annuity Captives Update 

In addition to regulatory scrutiny of XXX and AXXX 
transactions, regulators also have focused on captive 
reinsurance transactions for variable annuities.  In 2015, the 
NAIC formed the Variable Annuities Issues Working Group 
(“VAIWG”),  and commissioned a study with the stated 
objective of identifying changes to the statutory accounting 
framework that would mitigate or remove the motivation 
for insurers to use captive reinsurance transactions.  The 
VAWIG has proposed revisions to Actuarial Guideline 43 
and the C3 Phase II component of the RBC formula for 
life insurers, and proposed revisions to related statutory 
accounting rules with regard to hedge accounting treatment 
of derivatives originated as part of a variable annuity hedge 
program.  In August 2016 the VAIWG exposed for comment 
its revised reserve and capital reform recommendations 
for variable annuities.  We understand that the VAIWG 
intends to pursue a second Quantitative Impact Study in 
2017 and has postponed to January 1, 2018 the target  
implementation date.  

Captive Reinsurance Litigation

Captive reinsurance practices continued to draw scrutiny in 
2016.  In September, a petition was filed in Iowa state court 
seeking access under Iowa’s open records law to financial 
records of Iowa insurance companies who use captive 
reinsurance.1 The petition challenging Iowa Insurance 
Commissioner Nick Gerhart’s refusal to release information 
related to insurers’ use of captive reinsurance arrangements 
and alleges that such arrangements–which allow insurers 
to ease their capital reserve requirements by transferring 
liabilities to affiliated reinsurers–mask potential risks to 
policy holders.  In December, the Iowa Insurance Division 
and the Federation of Iowa Insurance argued that Gerhart 
properly denied the records request.  The court has not yet 
ruled on the petition. 

The Iowa suit comes at the same time the U.S Court of 
Appeals for the Second Circuit is considering challenges 
to four court decisions in favor of life insurers in putative 
class action suits involving allegations that the insurers 
used captive reinsurance arrangements to misrepresent 
their financial conditions, thereby violating Section 4226 
of the New  York Insurance Law, which prohibits an insurer 
from knowingly making any misrepresentation of its 
financial condition.2 Plaintiffs, purchasers of life insurance 
policies and guaranteed benefit insurance riders issued by 
AXA Equitable Insurance Company and Metropolitan Life 
Insurance Company, relied heavily on the June 2013  report 
on captive reinsurance issued by the New York Department 
of Financial Services (“NYDFS”), and discussed in our     
prior Reviews.

In all four cases, the complaints were dismissed on the 
grounds that plaintiffs failed to allege injury in fact. In 
order to have standing in federal court, a plaintiff must 
have suffered an injury in fact that was caused by the 
defendant’s conduct and that is likely to be redressed by a 
favorable decision.  The injury in fact must be concrete and 
particularized, and actual or imminent. The Second Circuit 
decided to hear the appeals “in tandem” and set a briefing 
schedule pending the Supreme Court’s decision in Spokeo, 
Inc. v. Robins, which involved the scope of Congressional 
authority to create standing under Article III of the United 
States Constitution.3

The ILS & Convergence Markets

1 Belth v. Iowa Ins. Div. and Nick Gerhart, Commissioner, Iowa Ins. Div. (Iowa Dist. Ct. Sept. 2, 2016). 

2 Ross et al. v. AXA Equitable Ins. Co., Case No. 1:14-cv-02904-JMF, slip op. (S.D.N.Y. July 21, 2015); Robaines et al. v. Metropolitan Life Ins. Co. et al., Case No. 
1:14-cv-09926-DLC (S.D.N.Y.); Yarbrough v. AXA Equitable Life Ins. Co., Case No. 1:15-cv-02585 (S.D.N.Y. Oct. 26, 2015); Intoccia, et al. v. Metropolitan Life 
Ins. Co., Case No. 15-cv-03061 (S.D.N.Y. Dec. 2, 2015).

3 Ross et al. v. AXA Equitable Ins. Co., Case No. 15-2665 (2d Cir.); Robaines et al. v. Metropolitan Life Ins. Co. et al., Case No. 15-3504 (2d Cir.); Yarbrough v. 
AXA Equitable Ins. Co., Case No. 15-3553 (2d Cir.); Intoccia et al. v. Metropolitan Life Ins. Co., Case No. 15-4189 (2d Cir.).
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In their briefs, plaintiff-appellants argued three bases of 
injury in fact.  First, they argued that the captive reinsurance  
transactions and the undisclosed parental guarantees 
underlying them increase the risk that the insurers will be 
unable to pay claims.  Another injury in fact, they argued, 
is the difference in the value of the policies as represented 
and the value of the policies actually obtained, because the 
promise of a future payment is necessarily worth less when 
it is issued by a weaker financial institution.  Third, plaintiffs 
asserted that Section 4226 of the New York Insurance Law 
reflects legislative judgment that the harm of being deprived 
of accurate information constitutes a real injury.  Plaintiffs 
distinguished Spokeo, where the Supreme Court held that 
plaintiffs have to show more than a technical violation of 
consumer protection law to establish standing, based on 
the “tight connection” between plaintiffs’ alleged injury—
increased risk of nonpayment—and the statutory purpose 
of the law requiring insurers to provide truthful financial and 
reserve information.

The insurers argued that none of these bases is sufficient 
to confer standing.  The allegation that captive reinsurance 
increases risk of nonpayment, they argued, is too 
hypothetical and attenuated for Article III standing.  With 
regard to plaintiffs’ overpayment argument, they argued 
that the allegation was implausible because an economic 
study attached to one of the complaints indicates that 
captive reinsurance arrangements reduces the cost of life 
insurance policies.  Third, the insurers argued that under 
Spokeo, a violation of Section 4226 is not sufficient to  
confer standing.

The Second Circuit will hear oral argument in mid-February.  

The ILS & Convergence Markets
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North America

Overview

Continuing a trend witnessed over the past several years, 
2016 saw a growing number of transactions intended to 
extinguish pension plan liabilities through large-scale group 
annuity purchases, as well as the distribution of lump sums.  
LIMRA Secure Retirement Institute reported pension  
buy-out activity in the third quarter of 2016 of $5.9 billion 
(and buy-out activity in excess of $1 billion for the sixth 
straight quarter).

As we have discussed in our prior year reports, over recent 
years, plan sponsor concerns regarding volatility in pension 
obligations have been heightened by many factors, including 
changes in accounting and funding rules, as well as by 
volatile capital markets, a low-interest rate environment and 
longevity risk issues. The following is a brief roundup of legal 
developments in this area in 2016.   Significantly, as discussed 
below, proposed regulations issued by the IRS in December 
of 2016 include a new mortality table and mortality 
improvement scale for defined benefit plans that would, if 
finalized, take effect for plan years beginning on and after 
January 1, 2018. These proposed regulations introduce a 
new factor to be considered by plan sponsors in the calculus 
regarding whether to de-risk in 2017.

Litigation Developments

As discussed below, the 2016 Supreme Court decision in the 
Lee v. Verizon saga provided the participant plaintiffs with 
a last-gasp opportunity to challenge Verizon’s pension buy-
out transaction, but the Fifth Circuit, on remand, dismissed 
the case.  Plaintiffs have again petitioned the Supreme Court 
for a writ of certiorari. 

As we have discussed in prior reviews, in October 2012, 
Verizon amended its pension plan to provide for the 
purchase of a single-premium group annuity contract in 
settlement of benefit obligations to retirees.  Prudential 
assumed $7.4 billion in pension liabilities in return for a 
premium of $8.4 billion.  Plan participants (both the 41,000 
retirees whose benefits were transferred to Prudential 
and the 50,000 participants whose benefits were retained 
by Verizon) sued. Plaintiffs first unsuccessfully sought in 
2012 a restraining order that would halt the purchase of 
the annuity contract. In June 2013, the District Court for 
the Northern District of Texas dismissed plaintiffs’ ERISA 
claims, but granted the participants leave to refile an 
amended complaint.  Plaintiffs refiled, but in April 2014, the 

court again dismissed plaintiffs’ claims, including fiduciary 
breach claims. Plaintiffs appealed this decision to the Fifth 
Circuit, and, in a decision issued by the court on August 17, 
2015, the court rejected all of the claims by the retirees with 
annuitized pension benefits. 

The retiree class’s specific claims and the court’s 
dispositions were discussed in some detail in our 2015 Global 
Insurance Industry Year in Review. In the case of the class of 
plaintiffs whose benefits were not transferred to Prudential 
(i.e., those who remained covered by the plan), the court 
ruled that those non-transferee plaintiffs failed to allege an 
“injury in fact” sufficient to establish constitutional standing 
to sue, and in September 2015, the court rejected those 
plaintiffs’ subsequent petition for rehearing. In December 
2015, the plaintiffs petitioned the Supreme Court for a writ 
of certiorari. The Supreme Court granted certiorari, and in 
May 2016 vacated the Fifth Circuit’s previous dismissal of the 
non-transferee plaintiffs’ claims and instructed the court to 
reevaluate its decision using the standing standard set forth 
in Spokeo, Inc. v. Robins, where the Supreme Court held that 
a plaintiff must assert a concrete and particularized injury 
to obtain Article III standing.  On remand, the Fifth Circuit 
panel determined that Spokeo did not change the outcome 
on standing and dismissed plaintiffs’ claims.   Thereafter 
plaintiffs again petitioned the Supreme Court for a writ of 
certiorari on the ground that the Fifth Circuit had misapplied 
the Spokeo standard.

IRS Developments

In 2015, as discussed in our previous Year in Review and 
below, the IRS issued preliminary guidance announcing that 
it will issue regulations, with an effective date retroactive 
to the date of the 2015 announcement, that will bar 
distributions of lump sums for de-risking purposes in certain 
circumstances.  The IRS did not issue the regulations in 2016.

In 2016, the IRS did issue long-anticipated proposed 
regulations that include a new mortality table and mortality 
improvement scale (to be effective in 2018) that reflect the 
longevity gains of RP-2014 (discussed below).

Lump Sums

In the past there had been some uncertainty about whether 
a plan sponsor may, consistent with the requirements 
applicable to qualified plans, offer a participant who has 
already commenced receiving benefits in the form of an 
annuity the right to cancel the annuity and receive a lump-
sum distribution. In both 2012 and 2014, the IRS issued 

Pension De-Risking and LongevityPension De-Risking and Longevity
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private letter rulings holding that, under the facts described 
in the rulings, offering a one-time lump-sum option for 
participants in pay status is not inconsistent with certain 
technical qualification requirements referred to as the 
“minimum distribution rules.”  

In a somewhat abrupt about-face, on July 10, 2015, the 
IRS issued Notice 2015-49, which “informs taxpayers that 
the Treasury Department and the IRS intend to amend” 
certain regulations to provide that qualified defined benefit 
plans are generally not permitted to replace any annuity 
currently being paid from the plan with a lump-sum or 
other accelerated form of distribution. Although the 
Notice stated that the regulations would be issued in the 
future, it essentially imposed an immediate prohibition 
on distributing lump sums to participants in pay status, 
because it provided that the regulations would be 
retroactive to the date of issuance of the Notice, subject 
to the grandfathering of certain transactions for which 
amendments or communications were made before that 
date, or for which IRS private letter rulings were obtained.  
(The prohibition would not apply to participants not yet 
in pay status.)  As we noted last year, it appears that the IRS 
intends for the prohibition to apply to ongoing, but not 
terminated, plans, but the Notice is not entirely clear, leaving 
the issue somewhat uncertain until regulations are issued.   
Although an IRS official was reported to have stated in early 
2016 that the regulations are in a “fairly advanced stage of 
development,” the promised regulations that we would 
hope would clarify a number of aspects of the IRS’s new 
position were not issued in 2016. 

Mortality Tables

As reported last year, a new mortality table (referred 
to as “RP-2014”) and new mortality improvement scale 
(“MP-2014”) were issued in October 2014 by the American 
Society of Actuaries. The new tables reflect both current 
and projected increases in longevity. Companies have 
generally needed to reflect the new tables when calculating 
pension obligations for financial accounting purposes for 
years ending after October 31, 2014. The effect of longevity 
gains is, of course, to increase the projected duration of 
the streams of benefit payments to plan participants, 
thereby increasing the amount of the net projected benefit 
obligations that plan sponsors must book. Separate from the 
mortality tables used for financial accounting purposes, the 
IRS prescribes the mortality tables to be used for purposes 
of determining plan liabilities for funding purposes  (i.e., 
for calculating employer contributions to the plan) and for 
calculating lump-sum distributions. On July 31, the IRS issued 

Notice 2016-50, which provides the static mortality tables 
for minimum funding and lump-sum calculation purposes 
applicable in 2017. These tables do not reflect RP-2014. 

In December 2016, the IRS issued proposed regulations that 
include a new mortality table and mortality improvement 
scale for purposes of the funding rules applicable to defined 
benefit plans that would, if finalized, take effect for plan years 
beginning on and after January 1, 2018.  The new regulations 
would substitute RP-2014 for the current RP-2000 mortality 
table, and MP-2014 for the existing mortality improvement 
scale.  Under the new table, plan liabilities can generally 
be expected to be larger (resulting in increased employer 
contributions).   Some actuaries estimate the average 
increase in plan liabilities to be roughly 5%, but actual 
increases will vary by plan and depend on the demographics 
of the plan’s population.  The increase in liabilities can be 
expected to result in lower funding ratios and, if that ratio 
is low enough, restrictions on lump-sum distributions to 
participants as well as special reporting requirements.  
Because the amount of PBGC premiums payable by a 
plan sponsor are in part a function of unfunded liabilities, 
PBGC premiums will generally be higher with the adoption 
of the new table.  It should be noted that the proposed 
regulations would also liberalize the rules for a plan sponsor 
to substitute a plan specific mortality table for those of 
the regulations for funding purposes, but such tables can 
be complex to develop and would (as under current law) 
require IRS approval, which is not a given.  

In addition, the IRS will issue new tables for the calculation 
of lump sums, which are likely to be based on the new tables 
for funding and are likely to be effective in 2018. Lump-sum 
distributions to participants calculated under the new 
tables can generally be expected to be larger, holding other 
variables, e.g., interest rates, constant.  (Plan specific tables 
are not permitted for lump sum distributions.)

Hence, some consultants have suggested that 2017 could 
provide a window of opportunity for plan sponsors to 
pursue de-risking via the offer of lump-sum distributions 
that may be smaller now than after new tables are issued. 
Of course, in light of the new IRS restrictions on lump sums, 
lump-sum windows for ongoing plans will be possible only 
for participants not yet in pay status.  Additionally, plan 
sponsors may also decide to de-risk via annuitization in 
2017 in order to avoid 2018’s likely higher funding costs and 
PBGC premiums, while others may pursue IRS approval of a 
substitute mortality table. 
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UK and Europe

United Kingdom

In the UK, the level of defined benefit occupational pension 
scheme liabilities exceeds £2 trillion.  The sponsoring 
employers of these schemes are ultimately responsible for 
funding these liabilities, which are extremely susceptible 
to changes in economic and financial conditions as well as 
factors such as longevity.  Employers and trustees of defined 
benefit pension schemes in the UK, therefore, have a keen 
interest in methods of de-risking these liabilities and, ideally, 
transferring them off the employer’s balance sheet.  The 
difficulties experienced by the BHS Pension Scheme and the 
British Steel Pension Scheme in 2016, which have received 
widespread media coverage, have only underlined the need 
for schemes to de-risk their liabilities.  While there are a 
variety of de-risking methods available to schemes, bulk 
annuities and longevity swaps are increasingly popular.

In terms of market activity for these sorts of transactions, 
2016, particularly the first half of the year, saw subdued 
volumes of bulk annuity deals compared to previous years, 
with the finalized deal volume expected to be around £8.5 
billion, in contrast to around £12.3 billion in 2015.  There were 
also far fewer very large transactions, with the largest being 
Legal & General’s £1.1 billion buy-out of the Vickers Group 
Pension Scheme (part of the Rolls-Royce Group).  2016 also 
saw a significant decrease in longevity swap business, with 
three transactions hedging longevity risk associated with 
just £1.65 billion of liabilities, compared with transactions 
hedging risk associated with around £9.3 billion in liabilities 
in 2015.  This made 2016 the quietest year for longevity swaps 
since 2009, when the first pension scheme longevity swap in 
the UK was transacted.

The number of active insurers in the bulk annuity market has 
decreased from nine at the start of 2016 to seven.  The two 
medically underwritten buy-in specialists, Just Retirement 
and Partnership, merged to form JRP Group, and Prudential 
announced its withdrawal from the bulk annuity market.  
LV=, which had been contemplating entering the market 
in 2016, announced that it was deferring a decision for the 
time being, but as it has now withdrawn from the individual 
annuity market, an entry to the bulk annuity market   
seems unlikely.

Legal & General and Scottish Widows (a new entrant to 
the market in 2015) have both significantly increased their 
market share over 2016.

Capacity, as well as demand, in the bulk annuity market 
increased in the second half of 2016 and this trend is 
expected to continue into 2017.  Market participants expect 
there to be at least £20 billion of insurer capacity for bulk 
annuity transactions in 2017, with demand expected to be in 
the region of £15 billion – which would make 2017 the biggest 
year yet for bulk annuity activity.  There should, therefore, be 
sufficient insurer capacity for anticipated transactions this 
year, although, in practice, insurers may find their ability to 
transact constrained by the size of their transactional teams 
insofar as they have limited resource to price all the deals 
presented to them.

The volume of longevity swap transactions is expected to 
increase in 2017, but to be much smaller than the volume of 
bulk annuity transactions.  Market participants also expect 
that there may be greater opportunities for smaller schemes 
to access the reinsurance market through longevity swaps 
– although historically longevity swaps have been the 
preserve of larger schemes, 2016 saw Zurich enter into the 
smallest longevity swap to date (£50 million) with an  
unnamed scheme.

The reduction in bulk annuity activity in 2016 appears to 
have been due in large part to insurers being preoccupied 
with the bedding down of Solvency II.  Solvency II is the 
risk-based regulatory regime that came into force in the UK 
(and all other EU member states) on 1 January 2016.  It sets 
a framework for determining how much capital insurers 
have to hold to back their liabilities to policyholders.  During 
the first half of the year, insurers were focused on reducing 
the risk associated with their annuity back-books (and 
thereby reducing the level of capital that they are required 
to hold).  AEGON sought to offload its back-book, selling 
its £9 billion annuity portfolio to Rothesay Life (£6 billion) 
and Legal & General (£3 billion), while Prudential made 
the decision to withdraw from the bulk annuity market.  A 
number of other insurers looked to reduce risk by reinsuring 
the longevity risk in their back-books – for example, Pension 
Insurance Corporation entered into a $1.1 billion reinsurance 
transaction with Prudential Insurance Company of America.  
The reinsurance market’s involvement in reinsuring the 
longevity risks assumed by the direct insurance market is 
thought to be a contributing factor in the reduced activity in 
2016 for longevity swaps.

Pension De-Risking and Longevity
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In addition to using longevity risk reinsurance as a means 
of de-risking their back-books, insurers also increasingly 
appear to be using longevity risk reinsurance for new 
business transactions.  For example, both of Zurich’s 
longevity swap transactions in 2016 were accompanied by 
back-to-back reinsurance transactions with Pacific Life Re.  
In the bulk annuity market, insurers are either collating small 
transactions and reinsuring them in a single transaction, or 
reinsuring their longevity risk through treaty arrangements.  
Given the additional capital requirements imposed by 
Solvency II, the demand for longevity risk reinsurance is likely 
to remain high in 2017 and beyond.

In the insurer investment sphere, asset diversification has 
a beneficial effect for insurers when calculating the capital 
reserve that they are required to hold under Solvency II.  
Insurers are therefore looking beyond the traditional asset 
classes of gilts, corporate bonds and cash to alternative 
assets that also provide stable, long-term cash flows such 
as infrastructure and equity release/lifetime mortgages – 
for example, in 2016, Legal & General invested £65 million 
in a £350 million science and technology park, and Pension 
Insurance Corporation invested £100 million in inflation-
linked infrastructure debt for a renewable energy plant.

Solvency II has also resulted in some innovation in the 
way in which bulk annuity transactions are structured.  
Under Solvency II, insurers are required to closely match 
their liability and asset cash flows in line with strict rules 
for “matching adjustment” eligibility.  Where transaction 
arrangements fall outside of those rules, the insurer will be 
required to hold additional capital to back the transaction, 
with a potentially very significant impact on the premium 
they will wish to charge for those liabilities.  In order to price 
buy-ins and buy-outs economically, therefore, insurers will 
ideally be looking to structure transactions in a way that 
meets these matching adjustment criteria.  

However, some deal terms desired by the trustees may 
not meet the matching adjustment criteria – for example, 
trustee policy surrender options, fixed member options 
(i.e., where the terms on which members can exercise 
options cannot be varied based on market conditions), 
future pricing guarantees, deferred premiums, and options 
to amend the benefit structure and/or to include additional 
members.  To prevent the inclusion of such terms having a 
material adverse impact on premium pricing, transactions 
may now be structured so that there is one policy for the 
majority of the benefits that need to be insured, in respect 

of which the insurer can satisfy the matching adjustment 
criteria, and then a second, separate “infill” or “gap” policy 
insuring those benefits that do not enable the insurers 
to satisfy the matching adjustment criteria.  Under this 
structure, the adverse pricing consequences are limited to 
those benefits that have that the “non-matching” impact.

The requirement for insurers to match their cash flows may 
also impact the size of transactions going forward.  Unless 
the assets transferred by the insured trustee are ones that 
meet the insurer’s matching requirements, the insurer will 
need to disinvest those assets and replace them with its 
desired assets.  If the insured trustee is passing over a very 
large volume of assets to the insurer, the insurer may find it 
difficult to carry out this disinvestment and reinvestment 
quickly.  Insurers may, therefore, now find it more attractive 
to transact a number of smaller transactions (e.g., £500 
million) where the volume of assets passed over to them  
can be deployed quickly.  If the insurer is unable to deploy 
assets quickly, this may translate into an additional pricing 
cost in the transaction.  As such, larger schemes may find 
that they can obtain the best pricing by entering into a 
number of smaller, tranched transactions rather than a 
single larger transaction.

Entry into a bulk annuity in multiple tranches is now 
increasingly facilitated by the use of “umbrella” 
arrangements.  The theory of these arrangements is that 
there will be a standardized set of terms, supplemented 
by documents to specify particular transaction details.  
This structure would be expected to reduce contract 
negotiation time and the consequential costs of the various 
advisers involved in multiple tranches of transactions.  The 
ICI Pension Fund entered into five buy-ins during 2016, 
insuring a total of £2.7 billion in liabilities, using umbrella 
arrangements with Legal & General and Scottish Widows.  

The use of umbrella arrangements may also enable the 
parties to move more quickly and, therefore, benefit 
from attractive pricing opportunities that may arise for 
a limited window.  It is reported that the use of umbrella 
arrangements enabled the ICI Pension Fund to move 
quickly to take advantage of favorable pricing arising in 
the immediate aftermath of the outcome of the UK’s 
referendum on continued EU membership in which the UK 
voted to leave the EU (known as the “Brexit vote”), and enter 
into a £750 million buy-in with Legal & General just ten days 
after the vote.
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Pension De-Risking and Longevity

In terms of trustee appetite for bulk annuity activity, while 
there will be other factors to consider (e.g., counterparty 
strength and administration deliverables), price remains 
the key driver for trustees in deciding whether to transact 
and which insurer to transact with.  Insurer pricing for bulk 
annuities covering pensioners has been relatively static, but 
pricing for policies covering non-pensioners has been more 
volatile, reflecting the impact of Solvency II and events such 
as the Brexit vote.  In some cases, however, schemes were 
able to benefit from this volatility – the ICI Pension Fund is 
reported to have been able to save £10 million as a result of 
pricing changes following the Brexit vote when it entered 
into its £750 million buy-in with Legal & General.

The reason “shock” market events like the Brexit vote can 
create pricing opportunities is because they can decrease 
the value of assets, meaning that insurers may be able to 
source assets to back a transaction at a competitive price, 
and can pass on that price saving to the trustees when 
pricing a buy-in or buy-out transaction.  Typically, however, 
those pricing opportunities only last for a short window as 
the market then corrects itself.  It is possible that 2017 could 
see some such “shock” market events – for example, the 
UK’s triggering of Article 50 (i.e. its formal notice to leave the 
EU) that is expected in March, or the outcomes of the French 
and German elections (April/May and September/October, 
respectively).  Schemes that are well-prepared (e.g., have 
taken steps to get their member data in order or have put an 
umbrella arrangement in place) will be best placed to take 
advantage of these types of pricing opportunities.

On the legal front, the Insurance Act 2015 came into force in 
August 2016.  Although it does not substantively change the 
obligations of an insured party, such as trustees purchasing 
a bulk annuity contract, it does materially alter the rights and 
remedies available to the insurer, none of which have been 
tested in their new guise and, in some instances, may not 
be easy applied to a bulk annuity or longevity risk context.  
Fortunately, these statutory rights and remedies can be 
varied by contract and, in our experience, tailored solutions 
are able to ensure a fair balance of risk and remedies. 

With regard to pensions specifically, the IORP II Directive 
(the piece of EU legislation governing occupational pension 
schemes) was finalized and approved by the EU legislative 
bodies in 2016.  Although it had originally been suggested 
that it should contain more stringent scheme funding 
obligations, the finalized text replicated the existing scheme 
funding obligations.  

Looking forward to 2017, the UK Government is expected 
to publish a green paper on the future of defined benefit 
pension schemes.  Whether this will have any impact on 
the bulk annuity and longevity market will depend on the 
proposals made in the paper.

Germany

In Germany, 2016 was influenced by the ongoing low 
interest environment and the coming into force of 
a heavily amended Act on Insurance Supervision 
(Versicherungsaufsichtsgesetz), which transposed the 
Solvency II Directive into German law.  As a consequence, the 
regulator asked a number of Pensionskassen (i.e., traditional 
insurance-type financing vehicles) to adjust their discount 
rates, which led to a few unpleasant and unexpected 
situations of underfunding of these vehicles and some 
headline high court cases.  From a de-risking perspective, 
this development has put a new perspective on the market 
as sponsors who have used these vehicles for decades are 
suddenly facing the unexpected risk of having to make good 
the underfunding and are, therefore, looking for new, risk-
averse financing methods.

Even more important is a widespread reform of German 
pensions law that is expected to come into force on 
January 1, 2018, and will for the first time introduce real 
defined contribution arrangements into the German 
system.  Under the so-called Sozialpartnermodell, 
the parties to collective bargaining agreements (i.e., 
employers, employer associations and unions) will have 
far-reaching freedom to design defined contribution 
systems.  These will be administered via insurance or 
insurance-type vehicles (Pensionskasse, Pensionsfonds 
and Versicherungsunternehmen).  The new law contains 
a large number of aspects to incentivize the use of these 
arrangements, including the possibility of introducing 
opting-out models for deferred compensation, certain tax 
breaks and easier processes to move from defined benefit 
to defined contribution arrangements in the event of an 
employer change.  It is expected that these new options 
will have a significant impact on the pensions landscape 
in Germany and will enhance the trend away from defined 
benefit set-ups.
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The IRS’ Dirty Dozen, Section 831(b) and the 
status of Micro-Captives

The last fourteen months have been the best of times 
and the worst of times for the tax rules regarding “micro-
captives.”  In December, 2015 Congress expanded from $1.2 
million to $2.2 million the amount of premium income that a 
small property and casualty insurance company electing the 
benefit of Internal Revenue Code section 831(b) may receive 
without being subject to tax on its premium or underwriting 
income.  But if Congress loves section 831(b) companies, 
the Internal Revenue Service does not.  In February, 2016, 
the IRS for the second year in a row named section 831(b) 
small captive insurance companies to its annual tax filing 
season “Dirty Dozen” list of tax scams.  In November, the 
IRS declared insurance transactions between section 
831(b) companies and a related person as a “transaction 
of interest” because of “potential for tax avoidance or 
evasion.”  And on January 31 of this year, the IRS listed micro-
captive insurance as one of the 13 areas for its initial round of 
“compliance campaigns.”

The recent travails of section 831(b) began 2016 on an 
up note when Congress in late December, 2015, in the 
Protecting Americans from Tax Hikes Act of 2015 (the “PATH 
Act”) increased from $1.2million to $2.2 the limit on net 
written premium (or, if greater, direct written premium) 
that an electing small insurance company may receive under 
section 831(b).  In addition, Congress added an inflation 
adjustment to the $2.2 million limit starting in 2016.

Section 831(b) clearly has legitimate uses, and powerful 
defenders of these legislative uses.  Senate Financial 
Committee member Charles Grassley has pointed out that 
the PATH Act changes help “to ensure that small mutual 
insurance companies will continue to be able to serve rural 
residents who have unique circumstances, such as living far 
from a fire station, and so are often unable to   
obtain private property insurance through traditional 
insurance companies.4”

But the PATH Act also added a new limitation on the use of 
section 831(b) by adding a “diversification requirement.”  
An electing small insurance company can satisfy the 
“diversification requirement” by having no more than 20% 
of its net written premiums (or, if greater, direct written 
premiums) attributable to any one policyholder.  

If the insurance company does not meet the “no more 
than 20% from any one insured” test, the Code provides 
that the diversification requirement is satisfied if no holder 
of an interest in the insurance company (or certain of his 
relatives) owns a percentage ownership in the insurance 
company which is more than a de minimis amount greater 
than the percentage of ownership held by that holder (or 
certain of his relatives) of the trades or businesses, right 
or assets with respect to which the insurance company 
receives premiums.

The diversification requirement may be aimed at limiting 
a well publicized abuse of section 831(b).  We have been 
asked to review transactions in which the children of a 
business owner establish a section 831(b) company which 
receives premiums from the children’s father for insurance 
of unusual risks in the father’s business.  If the insured risk 
is real, the premium paid is arm’s length, and the insurance 
company regularly pays legitimate claims, this transaction 
could easily pass muster.  But there have been reports in 
the general business press of promoters touting the use of 
section 831(b) companies for “estate planning” purposes.  
The Service has asserted in audits that the father/business 
owner has inflated the insurance premiums paid to the 
captive owned by his children to an amount in excess of an 
arm’s length premium.  Since the section 831(b) company 
does not pay tax on its premium income, the Service argues 
that the father/business owner who pays the inflated 
premium has not only made a gift of the inflated portion of 
the premium to his children without paying estate or gift tax, 
the father/business owner is also claiming a tax deduction 
for the inflated premium.  This is the “scam” that earned 
section 831(b) transaction a place on the Service’s “Dirty 
Dozen” list.  The diversification requirement at least requires 
some measure of disconnect between the insured party and 
the ownership of the insurance company to police   
these transactions.

The IRS designated certain “micro-captive transactions” as 
“Transactions of Interest” in Notice 2016-66, 2016-47 I.R.B. 
745, issued November 1, 2016.  The Notice first described 
possible abuses of the small company exception, including 
such transaction features as coverage of an implausible 
risk, coverage not matching a business need or risk of the 
insured, premium amounts being determined without an 
underwriting or actuarial analysis conforming to insurance 
industry standards, or payments significantly exceeding 
the premium prevailing for coverage offered by unrelated 
commercial insurance companies. 

4 Press Release, December 16, 2015 (2015 TNT 242-34).
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The Notice designated certain section 831(b) transaction as 
“Transactions of Interest” and required participants in those 
transactions to disclose information about the transactions 
to the IRS.  The designated transactions are one in which

(a) the insured person, or a related person, owns 
20% or more of the voting power or value of an 
insurance company electing to be taxed solely on its 
investment income under section 831(b); and 

(b) the section 831(b) company either has a less 
than 70% loss ratio over the most recent five-year 
period, or has made its assets available as financing 
(or by other non-taxable means) to the insured or a 
related party over the same five-year period.

In the Notice the IRS stated that it did not have 
sufficient information to identify those transactions 
used for tax avoidance, or to distinguish 
tax avoidance transactions from legitimate 
transactions.  Therefore the IRS and the Treasury 
designated certain transactions as “Transactions of 
Interest.”  The Internal Revenue Code allows the IRS 
to require participants in “Transactions of Interest” 
to disclose certain information to the IRS so that the 
IRS may study the subject transaction.  The Notice 
requires all participants and “Material Advisors” to 
file Form 8886 “Reportable Transaction Disclosure 
Statement” identifying the transaction in sufficient 
detail for the IRS to understand the structure of the 
transaction and the identify of all participants.  Filers 
must also disclose when and how they became 
aware of the transaction.  The insurance company 
must also report whether it is reporting because 
of a less than 70% loss ratio or because it provided 
financing to an affiliate, or both.  The insurance 
company must also report the type of coverage 
it provided, how premiums were determined 
(including the name of any actuary or underwriter 
who participated in the premium determination), 
the company’s claims paid and reserves, and a 
description of the assets held by the company.  All 
reports due by May 1, 2017 (originally   
January 30, 2017).

But wait, there’s more.

On January 31, 2017, the Large Business and International 
Division of the IRS (the part of the IRS that conducts audits) 
announced 13 “campaigns” on which it will devote resources 
in a coordinated fashion to increase “taxpayer compliance.”  
One of the 13 campaign’s addresses the transactions 
described in the “Transaction of Interest Notice 2016-66.”  
The IRS announced that this campaign will be conducted 
through “issue-based examinations,” while many of the 
other campaign’s will be implemented through published 
guidance or training of IRS personnel.

The playing field for section 831(b) may change soon.  Two 
cases involving section 831(b) have been tried in the United 
States Tax Court.  Avrahami v. Commissioner was tried 
in March, 2016 and Wilson v. Commissioner was tried in 
August, 2016.  All of the briefs have been filed in Avrahami, 
and, in theory at least, the case could be decided at any 
time.  Regardless of the outcome in Avrahami, the fact that 
the IRS launched one of its 13 campaigns around section 
831(b) indicates that we may still be in the early innings of the 
section 831(b) ball game.

Tax Developments
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United States

United States and European Union Reach a 
Covered Agreement on Cross-Border Insurance 
and Reinsurance

On January 13, 2017, the US Department of the Treasury 
(“Treasury”), the Office of the US Trade Representative 
(“USTR”) and the European Commission announced that 
they had reached a covered agreement (the “Agreement”) 
regarding international insurance groups doing business 
in the US and the European Union (“EU”), concluding 
negotiations that officially began in November 2015. 
According to the joint statement accompanying the release 
of the Agreement’s final text, the Agreement will provide 
“enhanced regulatory certainty for insurers and reinsurers 
operating in both the US and the EU.”

Title V of the Dodd-Frank Act, which established the Federal 
Insurance Office (“FIO”) within Treasury, granted the FIO 
the authority to coordinate federal efforts and develop 
federal policy on prudential aspects of international 
insurance matters. The FIO was empowered to negotiate 
arrangements (called covered agreements) with one or 
more foreign authorities that achieve a level of protection 
for US insurance or reinsurance consumers substantially 
equivalent to the level of protection achieved under the 
US state insurance regulatory system. The FIO was also 
given the authority to determine whether such covered 
agreements will preempt state insurance regulation. In 
its initial report on the state of the US insurance system 
mandated by Dodd-Frank, released in December 2013, 
the FIO recommended pursuing a covered agreement for 
reinsurance collateral requirements based on the most 
current version of the National Association of Insurance 
Commissioners’ (“NAIC’s”) Credit for Reinsurance Model 
Law and Credit for Reinsurance Model Regulation. The USTR 
and FIO initially notified Congress of their intent to negotiate 
a covered agreement with the EU in November 2015.

The new covered agreement:

• Eliminates the requirement that EU reinsurers post 
collateral as a condition for a US ceding insurer 
to take statutory financial statement credit for 
reinsurance, provided that the reinsurer satisfies 
certain minimum financial tests and   
other requirements;

• Prohibits national regulators in the EU from 
imposing local presence requirements on US 
reinsurers as a condition of doing business in EU 
member states; and

• Confirms the mutual agreement of the US and the 
EU that insurers operating in each others’ markets 
will only be subject to worldwide prudential 
insurance group oversight by the supervisors 
in their home jurisdiction, although individual 
regulators will still be able to regulate operations 
within their jurisdictions.  

While full implementation of the Agreement will take place 
over a period of five years, certain provisions are likely to be 
effectively operative at an earlier date.

The removal of collateral requirements has been particularly 
sought after by EU insurance bodies, which have long 
argued that US reinsurance collateral requirements 
imposed on foreign insurers were unfairly discriminatory. 
For US insurers and reinsurers doing business in the EU, 
the Agreement eliminates local presence requirements 
as a precondition to reinsuring EU insurers, which should 
address concerns expressed by some industry participants 
that certain member states’ national implementations 
of Solvency II have resulted in unfairly discriminatory 
treatment non-EU insurers and reinsurers.

To some extent, US state insurance laws have already 
eased collateral requirements for certain highly-rated 
reinsurers that are domiciled in certain non-US jurisdictions. 
Specifically, in 2011, the NAIC amended its Credit for 
Reinsurance Model Law and Credit for Reinsurance 
Model Regulation to reduce the collateral requirements 
for unauthorized reinsurers that complete a special 
certification process. Prior to the amendments, such 
reinsurers were generally required to post 100% collateral 
for the liabilities being assumed. The amendments to the 
NAIC models (which have been adopted in a majority of 
US states) allow unauthorized reinsurers that have been 
certified by a ceding insurer’s domiciliary regulator to 
post a reduced amount of collateral (determined on a 
sliding scale) based on their financial strength and business 
practices. However, the collateral reduction provisions in 
the new covered agreement (which will apply only to EU-
based reinsurers) are broader than the certified reinsurer 
provisions because they will completely eliminate the 
collateral requirement – as opposed to merely reducing it – 
and because the financial strength requirements are  
less stringent.

For further discussion of the new covered agreement, 
please see our January 20, 2017 Legal Update.

Insurance Regulatory
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Federal Reserve Proposes Capital Requirements 
and Prudential Standards for Certain Insurance 
Companies

In June 2016, the Board of Governors of the Federal Reserve 
System (“Board”) issued an advance notice of proposed 
rulemaking (“ANPR”) – effectively, a preliminary proposal 
– to solicit feedback on a conceptual proposal that would 
impose capital standards on systemically important 
insurers (“SIIs”) as well as on insurers subject to the Board’s 
supervision as a result of affiliation with an insured bank 
or thrift.  Concurrently, the Board proposed enhanced 
prudential standards for SIIs in the areas of corporate 
governance, risk management, and liquidity management 
and planning.

The Board’s jurisdiction over these groups of insurers 
is derived from Dodd-Frank, which abolished the 
Office of Thrift Supervision (“OTS”) and distributed its 
responsibilities among several federal agencies, including 
the Board.  Supervisory oversight of savings and loan holding 
companies, a category that includes a number of insurers 
with bank or thrift subsidiaries, was transferred from OTS to 
the Board.  Dodd-Frank also directed the Board to establish 
enhanced prudential standards for, among other entities, 
SIIs (currently only AIG and Prudential).  Taking those two 
categories together, up to 25% of US insurance industry 
assets are under the jurisdiction of the Board.

The ANPR noted the requirements of Section 171 of Dodd-
Frank (commonly known as the Collins Amendment), which 
requires the Board to establish minimum leverage capital 
and risk-based capital requirements that, on a consolidated 
basis, are at least as stringent as those in effect prior to the 
enactment of Dodd-Frank and those currently in effect for 
insured depository institutions, but provides flexibility to 
tailor these capital requirements to the risks presented by 
insurance companies. The ANPR stated that the proposed 
capital standards are intended to complement the state-
based insurance regulatory system, which tends to focus on 
policyholder protection.

The ANPR sought feedback on two separate approaches 
to capital rules that would affect these insurers, one 
applicable to SIIs and one applicable to the other insurers 
under the Board’s jurisdiction.  Because of the systemic 
risks that SIIs are deemed to pose, the Board proposed a 
modified consolidated capital framework to address SII 
capital requirements, using consolidated GAAP financial 
information (with adjustments for regulatory purposes).  

Assets and liabilities would be segmented at a consolidated 
group level, with each segment receiving a risk weighting 
that takes into account the longer term nature of most 
insurance liabilities.  Over time, the number of risk 
segments could be refined and increased.  The consolidated 
capital requirements would then be compared to the 
corresponding resources and measured against a minimum 
ratio of required capital.  This consolidated approach would 
be similar in scope and structure to the basic regulatory 
capital framework for bank holding companies, possibly 
with more favorable risk-weightings and other potential 
adjustments tailored to the insurance business.

The framework that the ANPR proposed for non-SIIs under 
its jurisdiction was a “building block approach” (“BBA”) 
under which capital requirements at each regulated 
subsidiary (e.g., insurer, bank or thrift) would generally be 
determined using the regulatory capital rules already applied 
to such subsidiary by the relevant insurance or banking 
regulator.  Group capital requirements would, as a general 
matter, simply aggregate the individual capital requirements, 
with adjustments to address such items as differences in 
accounting, to eliminate intercompany transactions and 
to reflect other cross-jurisdictional differences, such as 
differing supervisory objectives and valuation approaches. 
The BBA would also involve developing a translation 
matrix—referred to as “scalars”—to put different regulatory 
regimes on an equivalent footing.  

The portion of the Board’s proposal dealing with enhanced 
prudential standards is the insurance industry analogue 
to enhanced prudential standards for larger bank holding 
companies (“BHCs”) that the Board adopted in 2014.  Two 
types of standards, which would be tailored to the insurance 
industry, would apply to SIIs: (i) corporate governance 
and risk management and (ii) liquidity risk management, 
including contingency funding planning and stress testing. 
The first set of standards would require an SII to have a 
chief actuary, who would monitor reserve adequacy on an 
enterprise-wide basis and an independent risk committee of 
the board of directors. The second set would apply a 90-day 
planning horizon (instead of the 30-day horizon applicable 
to larger BHCs).

To date, the Board has neither issued a formal proposal 
based on feedback received to the ANPR nor has it 
promulgated final enhanced prudential standards for SIIs.  
Accordingly, the shape and timing of any future iteration of 
the proposal remain unclear.
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Principle-Based Reserving Receives Required 
Approvals and Goes into Effect

The NAIC’s adoption of an amended Standard Valuation Law 
(“SVL”) in 2009 introduced a new method for calculating life 
insurance policy reserves. This new method, referred to as 
Principle-Based Reserving (“PBR”), replaces the traditional 
formulaic approach to determining policy reserves with an 
approach that is designed to more closely reflect the risks of 
the highly complex products.

The SVL provided that it would go into effect after at least 
42 states representing at least 75% of total US premium 
adopted revisions to the SVL using substantially similar 
terms and provisions.  On June 10, 2016, the NAIC confirmed 
that those thresholds had been met, with the result that 
PBR became effective as of January 1, 2017, with companies 
having a three year phase-in period during which compliance 
is optional. Based on the results of a survey conducted by 
the Society of Actuaries, it appears that approximately 15 
insurers will adopt PBR in 2017 with respect to at least one 
product, which means that most insurers will take advantage 
of the three year phase-in to become more comfortable 
with PBR.  

As of December 1, 2016, the NAIC confirmed that 46 states, 
representing over 85% of the US life insurance market, had 
enacted laws substantially similar to the SVL.  Legislation 
has been introduced in two of the remaining states 
(Massachusetts and Wyoming), which means that only 
New York, Alaska, and the District of Columbia have not 
yet introduced legislation to adopt the SVL.  However, the 
New York Department of Financial Services (“DFS”) has 
confirmed its intention to adopt PBR on its own authority by 
January 1, 2018 and has convened a working group consisting 
of industry and consumer representatives to provide input 
on the adoption process.  

As implementation commences, the NAIC Principle-Based 
Reserving Implementation (EX) Task Force is engaged in 
refining PBR methodology, managing its pilot actuarial 
surveillance project, developing regulatory review and 
analysis procedures, developing training materials, and 
working on experience data collection and review. Although 
PBR will essentially incorporate the same valuation method 
as AG 48, it remains to be seen to what extent the market 
for reserve financing will continue in the era of PBR.  
Although some state regulators have expressed the view 
that PBR will eliminate the need for reserve financing, most 
industry participants foresee a continuing need for such 
transactions, especially for AXXX reserves (pertaining to 
universal life policies with secondary guarantees).  

PBR is ultimately expected to become a standard for 
NAIC state accreditation in 2020.  At the NAIC Fall 
National Meeting, the Financial Regulation Standards and 
Accreditation (F) Committee received, and exposed for 
comment until February 8, 2017, a proposal developed  
by the Life Actuarial (A) Task Force regarding which 
significant elements of the SVL should be included as an 
accreditation standard.

NAIC Adopts XXX/AXXX Credit for Reinsurance 
Model Regulation

As anticipated, the June 17, 2016 exposure draft of the XXX/
AXXX Credit For Reinsurance Model Regulation (formally 
titled the Term and Universal Life Insurance Reserve 
Financing Model Regulation) was adopted in turn by the 
NAIC’s Reinsurance (E) Task Force, Financial Condition (E) 
Committee and Executive Committee.  When the Executive 
Committee adopted the new model regulation, it also 
adopted conforming amendments to Actuarial Guideline 
XLVIII—Actuarial Opinion and Memorandum Requirements 
for the Reinsurance of Policies Required to be Valued under 
Sections 6 and 7 of the NAIC Valuation of Life Insurance 
Policies Model Regulation (“AG 48”).

As discussed in our 2015 Year in Review, one issue that 
still appears to confuse the marketplace is the distinction 
between securities that are “listed” by the NAIC’s Securities 
Valuation Office (“SVO”), which expressly qualify as Primary 
Security (i.e., they may be used as collateral for at least that 
portion of an insurer’s reserves up to the Required Level 
of Primary Security) and bespoke assets that are privately 
rated by the SVO at the request of an issuer or investor.  The 
intent of AG 48 is to exclude the latter type of assets from 
qualifying as Primary Security.  This issue has been taken 
up by the NAIC’s newly-formed Reinsurance Investment 
Security (E) Subgroup, which reports to the Reinsurance  
(E) Task Force.
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The XXX/AXXX Model Regulation will become effective 
on a state-by-state basis only when a state adopts enabling 
legislation (namely, the 2016 amendments to the NAIC’s 
Credit For Reinsurance Model Law) and the relevant state 
regulator adopts the model regulation.  For most states, the 
XXX/AXXX Model Regulation will retroactively replace AG 48 
in the state upon adoption, but for a small minority of states, 
AG 48 will continue to apply for covered policies issued after 
the adoption of AG 48 but before the adoption of the  
XXX/AXXX Model Regulation.

DOL Fiduciary Rule

On April 6, 2016, the US Department of Labor (“DOL”) 
released in final form its massive package of rules, 
exemptions and amendments to existing exemptions that 
comprise its Fiduciary Rule (“Fiduciary Rule”). The overall 
objective of the Fiduciary Rule is to significantly broaden 
the scope of persons who are considered fiduciary advisers 
to plans, plan participants and IRA owners, and impose 
on fiduciary advisers heightened disclosure, reporting, 
procedural and other requirements under the Employee 
Retirement Income Security Act of 1974 and comparable 
provisions of the Internal Revenue Code of 1986.

With the applicability date being generally April 10, 2017, 
with a further transition period for many requirements of 
the Best Interest Contract Exemption to January 1, 2018, and 
with a conditional grandfather rule for certain arrangements 
existing before April 10, 2017, industry participants spent 
2016 preparing to comply. Some insurers have decided 
to exit affected product lines or sell their retirement plan 
businesses. Please see our discussion of The Guardian Life 
Insurance Company of America’s sale of their 401(k) plan 
business to Ameritas Life Insurance Corp. in the M&A-Life 
Sector-North America section. However, the applicability 
date of the Fiduciary Rule is in question, since on   
February 3, 2017, President Trump signed a memorandum 
to roll back the rule by asking the DOL to review the rule and 
likely to delay its April implementation.

Looking Ahead – NAIC Priorities for 2017

Each year following the Fall National Meeting, the NAIC 
adopts a series of charges to its various committees, 
working groups and task forces, which collectively comprise 
the NAIC’s agenda for the coming year. Many of these 
charges involve ongoing reviews and surveillance of issues of 
interest to state regulators and remain relatively unchanged 
from year to year. The appearance of new task forces and 

working groups, as well as new charges to existing bodies, 
provide a preview of areas likely to see significant activity in 
the coming year. Highlights of the charges for 2017 include 
the following: 

Life and Annuities:  Within the Life Insurance and Annuities 
(A) Committee, the Annuity Disclosure (A) Working Group 
will review the Annuity Disclosure Model Regulation in light 
of recent product innovations.  Working under the auspices 
of both the Life Actuarial (A) Task Force and the Life 
Risk-Based Capital (E) Working Group, the Longevity Risk 
(A/E) Subgroup will seek to provide recommendations for 
recognizing longevity risk in statutory reserves and/or risk-
based capital. The Life Actuarial (A) Task Force will consider 
the impact that the use of “accelerated underwriting” 
is having in the life insurance sales process.  Accelerated 
underwriting is the next iteration of “simplified issue” (or 
“no exam”) products – leveraging big data to narrow the 
basis risk between the underwriting of such products and 
traditional life underwriting, resulting in better pricing for 
the policyholder and reduced policy acquisition costs for  
the insurer.

Big Data:  Speaking of big data, the NAIC has elevated its 
working group devoted to the topic to full task force status. 
The mission of the Big Data (D) Task Force is, ultimately, 
to aid state regulators in maintaining the balance of power 
between insurers and consumers in an environment that 
has been disrupted by expanded use of big data applications 
such as “Internet of things” analytics and predictive 
modeling.  To that end, the Task Force will propose a 
mechanism for resource and information sharing among 
regulators to facilitate the technical analysis necessary 
to review and understand highly complex models, and 
will assess whether additional analytic tools are needed 
for regulators to adequately monitor the marketplace 
and evaluate changing underwriting, rating, claims and 
marketing practices.

Senior Issues:  Senior issues were a big emphasis of the NAIC 
in 2016, and the NAIC’s work in this area will expand in 2017.  
The new Preventing Abuses in Life Insurance and Annuities 
(A) Working Group will review and revise the Model 
Regulation on the Use of Senior-Specific Certifications and 
Professional Designations in the Sale of Life Insurance and 
Annuities and related industry bulletins and NAIC consumer 
awareness materials, while subgroups rolling up into the 
Senior Issues (B) Task Force reflect the NAIC’s increased 
focus on long-term care (“LTC”) products. 
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LTC Issues:  The Long-Term Care Benefit Adjustment 
(B) Subgroup will consider issues relating to benefit 
changes and rate revisions (and the relationship between 
the two), including disclosure issues and the required 
level of actuarial equivalence, and the Long-Term Care 
Innovation (B) Subgroup will continue its examination 
of alternative product structures (including newer LTC 
financing products) and other innovations in the LTC market 
and will consider whether amendments to existing (or 
entirely new) NAIC model laws or regulations are needed 
to accommodate a changing market.  Separately, the 
Receivership Model Law (E) Working Group will evaluate 
the potential impact of LTC insurer insolvencies on state 
guaranty funds and consider whether amendments to the 
Life and Health Insurance Guaranty Association Model Act 
are advisable.  Currently, some states treat LTC insurance as 
a health product and make health insurers share in the cost 
of helping the insureds of failed LTC insurers.

Flood Insurance:  Flood insurance will be a priority 
of the NAIC this year in the run-up to the anticipated 
reauthorization of the National Flood Insurance Program 
in 2017. In October 2016, the NAIC released a revised set 
of principles (first discussed at the Summer 2016 National 
Meeting), which it believes should guide the reauthorization 
process.  The Catastrophe Insurance (C) Working Group 
has been asked to produce a handbook or white paper 
to assist state insurance regulators in understanding the 
federal flood insurance program and how it interacts with 
state insurance regulation in time for the Fall 2017 National 
Meeting, and the Transparency and Readability of Consumer 
Information (C) Working Group has been charged with 
developing a shopping tool for residential and commercial 
flood insurance coverage and also with working with state 
regulators to develop a standardized website and flood 
bulletin to aid consumers in understanding the product.  

Innovation:  Innovation is also a common thread running 
through other work streams of the Property and Casualty 
Insurance (C) Committee. The committee will discuss 
regulatory issues arising from the introduction of 
autonomous vehicles onto the roads and the continued 
expansion of ride-sharing, as well as the emergence of “on 
demand” insurance and similar Insurtech developments. 
It will also examine the impact of these new products and 
services on traditional conceptions of policy delivery 
requirements, notice provisions, coverage issues and related 
matters, and will consider the need for a white paper or 
a new NAIC model. The Earthquake (C) Study Group will 
consider alternative product structures and coverages as 
a way to increase take-up rates in earthquake insurance, 
which have lagged compared to other natural   
catastrophe coverages.

Alternative Dispute Resolution:  Responding to legal 
developments in the field of alternative dispute resolution, 
the Market Regulation and Consumer Affairs (D) Committee 
will consider amending the Unfair Trade Practices Model Act 
or crafting a new model to prohibit the use of pre-dispute 
mandatory arbitration clauses in individual and commercial 
insurance policies as well as choice-of-law and   
choice-of-forum clauses.

Infrastructure Investments: The Valuation of Securities (E) 
Task Force is expected to continue looking at infrastructure 
investment in the coming year.  At the Summer 2016 
National Meeting, the task force held a special session to 
understand the asset class better and explore how the 
NAIC could provide incentives for, and remove barriers to, 
increased investment in infrastructure debt by life insurers.  
The task force subsequently expressed its willingness, at 
the Fall 2016 National Meeting, to consider revisions to the 
regulatory treatment of such investments, including the 
need for analytical processes for infrastructure investments 
distinct from those now in place for corporate, municipal 
and structured financing.  With infrastructure investment a 
stated priority of President Trump, we expect the meetings 
of this task force to be lively and well attended in 2017.

International Issues:  Finally, with the recent finalization of a 
covered agreement between the US and the EU (discussed 
above), we expect to see related activity in the International 
Insurance Relations (G) Committee in 2017.  In addition, the 
Committee and its ComFrame Development and Analysis 
(G) Working Group will be working with the International 
Association of Insurance Supervisors (“IAIS”) as they 
continue their efforts to develop the Common Framework 
for the Supervision of Internationally Active Insurance 
Groups (“ComFrame”).  Version 1.0 of the risk-based global 
insurance capital standard (“ICS”), which will be part of 
ComFrame, is expected to be approved for confidential 
reporting as soon as June 2017, with Version 2.0 planned for 
adoption in late 2019.  Version 1.0 is focused on a standard 
method of calculating the ICS, while Version 2.0 will consider 
other methods of calculating the ICS requirement.
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UK and Europe

Brexit: What does it mean for the insurance 
industry?

Probably the most wide-ranging UK and EU regulatory 
development of 2016 comes out of “Brexit,” the UK’s vote  
to leave the EU.

On June 23, 2016, voters decided, with a majority of 51.9% to 
48.1%, that the UK should no longer be part of the European 
Union (“EU”).  The decision has wide economic and political 
implications but will have specific effects on certain sectors, 
such as the insurance industry.  

Approximately 40 years of EU membership has meant 
that the UK’s legal system and economy is intricately 
linked across a number of sectors, including financial 
services, resulting in many interdependencies.   Many 
of these interdependences are in the field of financial 
services regulation, where the UK has heavily influenced 
EU laws and, in turn, has been subject to compliance with 
EU regulation and the decisions of the European Court 
of Justice.  When the UK formally announces its desire to 
leave the EU (expected to be March 2017), it will trigger a 
process that terminates in two years with its departure, on 
whatever terms have been agreed in that time.  If no terms 
have been agreed the interdependencies are likely to be 
severed with nothing to replace them, and this may have 
negative consequences for insurers that operate across the 
European Economic Area (“EEA”).  The UK has announced 
that it will seek to agree to the most favorable terms possible 
for continued trade in goods and services, but it remains to 
be seen whether this will be possible.

The impact of Brexit on the insurance industry

The impact on underwriting: The impact that leaving the EU 
will have on the insurance industry will vary depending on 
the type of insurance business underwritten and, crucially, 
the method of distributing the product to market.  

Currently, (re)insurers and insurance intermediaries 
established in one EAA jurisdiction, and licensed under 
relevant EU legislation (the Insurance Mediation Directive 
2002/92/EC (“IMD”) and the Solvency II Directive 2009/138/
EC (“Solvency II”)), have freedom to “passport” their 
services throughout the EEA.  This means that they can 
offer (re)insurance services cross-border without the need 
for a local license in each EEA state or that they can set up 

a branch in any EEA jurisdiction under favorable terms that 
leaves most of the regulatory supervision to their home 
jurisdiction.  While much has been said about how the loss 
of this “passport” will hurt the UK, because many non-EEA 
firms have set up operations in the UK to act as a bridge into 
Europe, its impact may arguably be felt more by (re)insurers 
in other EEA states.

The UK’s Financial Conduct Authority (“FCA”) recently 
published data on the use of financial services “passports” 
showing that of a total of 13,484 EEA firms (including banks, 
investment firms and insurers) used a “passport,” with 
8,008 being UK-established firms accessing the EEA and 
5,476 being EEA firms accessing the UK.  However, a sectoral 
analysis showed that a significant majority of “passport” 
users in the (re)insurance industries were EEA firms 
accessing the UK: under the IMD 5,727 EEA intermediary 
firms access the UK versus 2,758 UK firms going the other 
way, and, under Solvency II, it is 726 (re)insurers accessing 
the UK as opposed to 220 UK (re)insurers “passporting” to 
the EEA.

Leaving the EU without agreeing to terms on the cross-
border supply of financial services could mean the 
complete loss of the “passport,” with EEA firms having to 
find alternative methods of accessing UK markets, such as 
setting up a UK subsidiary, and vice versa.

Within the overall figures, impact will vary depending on 
the type of business written.  General insurers, which have 
a large retail customer base, are likely to rely more heavily 
on the EEA passport for cross-border transactions, and 
continued access to the UK and EEA insurance markets will 
be one of their main concerns.  For other more specialist 
insurance businesses, the UK’s withdrawal from the EU may 
likely be far less significant.  

However, even (re)insurers with proportionately little 
exposure to the EU can be affected by Brexit.  Immediately 
after the Referendum vote, Lloyd’s of London confirmed 
that the vote to leave the EU had no impact on its financial 
strength and that only 4% of its global gross written 
premium was at risk with the UK outside the EU single 
market.  However, this is still understood to amount to 
about GBP 0.8 billion of non-Marine, Aviation and Transport 
business and, more recently, Lloyd’s became one of the first 
UK financial institutions to confirm that it would be setting 
up an establishment within the EU in order to avoid the 
negative impacts of Brexit.
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The value of the pound against the dollar and euro has also 
fallen, and this may impact claims exposures denominated 
in foreign currencies and capital denominated in pounds. 
 
The impact on investments: Insurers are also major 
investors and market participants (one major insurer 
announced that it was expected to generate 37% of its 
revenues from global market investment in 2016 prior to 
the vote), and market uncertainty and volatility following 
the referendum may have a significant impact on returns on 
these investments.  Moreover, with UK interest rates still at 
record low levels, bond yields are at rock bottom.  

Investments are also subject to EU legislation, such as the 
European Market Infrastructure Regulation (“EMIR”), the 
Markets in Financial Instruments Directive II (“MiFID2”) and 
the Market Abuse Regulation, and even firms that are not 
reliant on an EU passport for their (re)insurance business 
may find that they rely on the passport to conduct their 
investment business or are subject to the extraterritorial 
aspects of these EU laws.

Market stability and sentiment are also important to 
investments’ performance and Brexit has had a definite 
impact on this.  Since the referendum there has been 
political uncertainty and market volatility, driving the 
pound to record lows, but this has, in turn, meant that UK 
companies listed in London whose earnings are in US Dollars 
have performed well and the FTSE 100 index has reached 
record highs.  However, the index is priced in sterling, and, 
in dollars terms, the FTSE 100 was actually down about 5% 
over the year, owing to the decline of the pound.

Beyond that, any move by the wider financial services 
industry away from the UK if no agreement is reached on 
financial services may add costs that could be passed down 
to insurance companies.  These costs could be the costs 
of firms setting up, licensing and staffing new entities to 
address the loss of a “passport,” increased transaction 
costs as deals have to be back-to-backed through additional 
entities, additional margining costs as clearing becomes 
fragmented, and costs associated with any loss of liquidity.  

The negotiations to leave the EU 

The process of leaving the EU: The formal process of leaving 
the EU is set out in Article 50 Treaty on European Union.  
Once triggered, Article 50 provides a two year window to 
negotiate an exit from the EU.  When this period expires, the 
UK will leave the EU, whether or not the parties have reached 
an agreement.  The remaining 27 member states can extend 
this period but only with unanimous agreement.

Article 50, however, only provides for the negotiation of 
a withdrawal arrangement and not a deal on the future 
relationship between the UK and the EU.  The UK has 
signaled its desire to negotiate early trade agreements with 
the EU and elsewhere but cannot do so until the Article 50 
negotiations have concluded.  Trade agreements could take 
many more years to agree; Canada’s free trade agreement 
with the EU took seven years to negotiate. 

The short-term impact: Despite the referendum result, 
legally nothing has changed yet and it is business as usual.  
The UK is still a member of the EU and subject to its laws, and 
this will be the case until the Article 50 negotiation period 
has expired, two years from when it has been triggered.  
The FCA has released a statement stating that current UK 
laws are still applicable, including those derived from EU 
law, and that firms should continue to implement plans for 
EU legislation that is yet to come into force.  This means 
UK firms are, for the time being, able to benefit from the 
“passporting” system.  

The UK negotiating position: In the months immediately 
following the Referendum, there was much discussion 
about whether the UK would follow the “Norwegian Model” 
of joining the EEA but remaining outside the EU, adopting 
the Swiss model of close bilateral agreements, or entering 
into a free trade agreement like Canada. Each model had 
its advantages and disadvantages but Prime Minister 
Theresa May recently announced that she will not follow 
any precedent.  Instead, the Prime Minister announced a 
desire to negotiate a bespoke arrangement giving the most 
favorable terms possible, including freedom to provide 
financial services between the UK and EEA that could equate 
to “passport-like” access.  However, if EU states sought to 
punish the UK for leaving, Mrs. May announced that no deal 
would be better than a bad deal and that the UK would walk 
away.  This position was reinforced by a warning that the UK 
would then “… have the freedom to set the competitive tax 
rates and embrace the policies that would attract the world’s 
best companies and biggest investors …” and that “… for 
the EU, it would mean new barriers to trade with one of the 
biggest economies in the world …” and “… a loss of access for 
European firms to the financial services of the   
City of London.”
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The UK’s financial services are indeed of value to the EU, and 
this has been acknowledged by German Finance Minister 
Wolfgang Schäuble who said in an interview published in 
Der Tagesspiegel in February 2017 that the importance of 
this industry was a major reason to work toward a mutually 
beneficial agreement and that “The London financial center, 
for example, works for the European economy as a whole,” 
and that “We want to keep Great Britain close.”  Still, others 
in the EU have indicated that they are looking to exact a cost 
for the UK’s departure, and the UK will be negotiating across 
many sectors with 27 EU member states, each with different 
concerns.  We may not know the final outcome of these 
negotiations for many years once the additional negotiation 
of trade agreements is taken into account.   

Possible solutions to regulatory concerns

A transitional period post withdrawal? Given that the final 
outcome of the UK/EU negotiations is uncertain, many 
financial services trade bodies and firms have urged the 
agreement of transitional arrangements, for example, 
preserving existing passports immediately post-withdrawal.  
For example, when Greenland withdrew from the EU, it 
agreed to transitional provisions that preserved certain 
rights during a transitional period.  It is worth noting 
that Greenland’s economy is less complex than the UK’s 
and its fishing industry was the only key sector requiring 
negotiation, yet that took three years to agree to terms 
with the EU.  It is typical of the Brexit debate that some 
politicians in both the UK and EU have voiced support for 
transitional arrangements and others have rejected the 
idea as unnecessary.  An early agreement on transitional 
provisions would certainly give (re)insurers the comfort to 
plan their response to Brexit at a measured pace but, if such 
an agreement is left to the last minute, firms may still have to 
act on the basis of worst case scenarios.   

“Equivalence” provisions providing the solution?  Some EU 
legislation has adopted the concept of third-country (or 
non-EEA) “passports” that might allow a post-Brexit UK to 
access some EU markets in much the same way as it does 
now.  This is based on a provision in a particular EU law that 
would grant the “passport” to firms in non-EEA states if the 
relevant regulations in their jurisdiction of incorporation 
are deemed “equivalent” to those in that EU law.  Some legal 
commentators and politicians have declared “equivalence” 
provisions to be the solution to the UK’s cross-border access 
problems and a goal to be aimed for. 

On the face of it, this would put the UK in a good position 
because the UK government has confirmed that, on the day 
it leaves the EU, the UK will incorporate all EU law not already 
implemented in the UK into the statue book.  This would 
not just make the UK’s laws equivalent to the EU’s, they 
would essentially be identical.  There is also good reason 
why the UK might keep its laws in line with the current EU 
position.  For example, EU financial services law implements 
G20 agreements to which the UK has signed up and much 
of this area of EU law borrows heavily from pre-existing UK 
regulatory concepts; if anything, the UK’s requirements are 
often stricter.  

It is also true that some EU law does contain “equivalence” 
provisions and that some of them provide for a third-
country “passport,” but not in any way that would allow the 
UK anywhere near the level of access to EU financial services 
markets that it has now. 

First, not all EU financial services legislation has equivalence 
provisions and not all of those laws would grant a third-
country “passport.”  MiFID 2 does have equivalent 
provisions that would allow a non-EEA “passport” for 
wholesale investment services, but not for retail services.  
The Alternative Investment Fund Managers Directive 
that governs EU fund markets will allow a third country 
“passport” for non-EEA fund managers but only once the 
relevant “equivalence” provisions have been activated.  
There are no “equivalence” provisions that would allow non-
EEA lenders to “passport” and crucially none that would 
allow non-EEA (re)insurers to passport either.

Even where an “equivalence” passport is available under 
a particular EU law, it is not a right; it has to be granted.  
EU bodies need to make an equivalence assessment of a 
jurisdiction seeking to take advantage of the provision and 
there is no process, no timetable and no formal appeal 
mechanism set out for this. This is therefore not something 
that can be assumed to take effect automatically the day 
the UK leaves the EU and an “equivalence” decision can be 
revoked on only one month’s notice.

Third, the process is highly political.  For example, EMIR 
contains provisions governing the clearing of OTC 
derivatives that equate to those in Title VII of Dodd-Frank 
and both of those laws contain extraterritorial provisions 
that conflict.  EMIR contains “equivalence” provisions that 
do not grant a “passport,” but that can recognize clearing 
provisions in other jurisdictions and prevent having to apply 
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conflicting requirements in both laws when an EEA firm 
deals with a non-EEA firm.  It took the EU about three years 
to agree that Title VII of Dodd-Frank was equivalent to EMIR, 
and this delay was largely caused by political impediments.   
Some EU politicians, seeing commentary that “equivalence” 
provisions might benefit a post-Brexit UK, have even said 
that these provisions were not meant for a Brexit context, 
and the laws may have to be changed to prevent the UK from 
relying on them. It can therefore not be assumed   
that the UK will be able to benefit from this, even if its laws 
are identical. 

Finally, while the UK’s laws will be identical the day the UK 
leaves, there is no guarantee that the UK and EU will not 
diverge in terms of regulatory policy over the following 
years.  There have been areas where the UK and EU have 
differed, such as on the short-selling restrictions, the cap on 
bankers’ bonuses and position limits for certain commodity 
transactions.  Even if equivalence was initially granted, it 
might not be viable in the future.

Solvency II equivalence: Nevertheless, Solvency II does have 
some “equivalence” provisions relating to the assessment of 
regulatory capital regimes and systems of group supervision 
of countries outside the EU that are of value. If a third 
country’s regulatory capital and solvency regime for (re)
insurers is deemed equivalent, then EU regulators must take 
the assessment into account in their regulatory approaches. 
In effect, on the issues covered by the assessments, the 
third country is treated almost as if it were an EU member 
state. This would bring advantages to reinsurers situated 
in an “equivalent” UK, as well as, to insurance groups with a 
presence in the UK. 

There are three tests for Solvency II equivalence: 

1. Reinsurance (Article 172): If a third country’s rules 
are deemed equivalent under this article, Solvency 
II firms and regulators must treat reinsurance 
contracts with reinsurers established in that country 
in the same way as reinsurance contracts with  
EU reinsurers.

2. Group Solvency Calculation (Article 227): This is 
relevant where a group that is supervised in the 
EEA has sister companies or subsidiaries in a third 
country. If the third country’s rules are deemed 
equivalent under this article, the EEA group can use 
the third country’s rules (rather than the Solvency II 
rules) in order to calculate the capital requirements.

3.  Group Supervision (Article 260): This is relevant 
where an EEA firm has a parent in a third country. 
Where the third country’s rules are deemed 
equivalent under this article, the EEA supervisor 
of the Solvency II firm must rely on the group 
supervision regime of the third country, which will 
be the Group Supervisor.

“No deal is better than a bad deal”? If the UK is forced to 
walk away from the EU with no deal on cross-border access 
for (re)insurance services and no prospect of transitional 
provisions or an immediate “equivalence” decision, (re)
insurers will face the prospect of restricted access for 
services between the UK and EU, along with less favorable 
treatment in relation to such matters as group supervision.

Where does this leave (re)insurers? As can be seen, it is still 
too early to say how the UK’s post-Brexit relationship with 
the EU will develop and how easy it will be for EEA and UK 
(re)insurers to do cross-border business across all their 
financial services activity.    

In this context, (re)insurers should be reviewing their cross-
border strategies in the light of developing negotiations 
and checking whether their key financial contracts will be 
affected.  Those in the UK should continue to work on the 
implementation of current and forthcoming EU directives 
and compliance with directly applicable EU regulations 
as they will be law for at least the next two years and may 
continue to be so for some time after.  It is also important to 
lobby the regulators and governments in both the UK and 
EU to ensure that the concerns of the insurance industry are 
put to the fore.
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The Senior Insurance Managers Regime 

In March 2016, UK (re)insurers became subject to the 
new Senior Insurance Managers Regime (“SIMR”).  
This regime was born out of the financial crisis and the 
perception amongst the public and politicians that senior 
individuals in banks who were expected to have known 
about malpractice in their organizations, and should have 
assumed responsibility for their bank’s failures, were not 
being punished by regulators.  The regulators argued that 
they lacked the tools and evidence to prosecute successful 
enforcement action against these individuals.  In response, 
the UK enacted legislation for a Senior Managers Regime 
for deposit, taking entities and the largest investment firms 
that, amongst other matters, required these firms to map 
and assign responsibility for specified activities within 
their organizations to senior individuals who would be 
rigorously vetted by the regulators and required to produce 
Statements of Responsibility.  These statements are 
declarations of a senior individual’s remit that, in the event of 
a compliance failure by the organization, would permit the 
regulator to target those with overall responsibility.  The UK 
regulators’ satisfaction with this regime prompted them to 
roll out a modified regime for insurers (the SIMR) and plan to 
expand its coverage to all regulated firm in 2018.   

The SIMR has replaced the Approved Persons’ Regime in 
respect of senior insurance staff and aims to ensure that 
insurance entities have clear and effective governance 
structures.  This new regime also implements  
requirements under Solvency II relating to governance and 
fitness and propriety.  

Bespoke to the SIMR, and born out of Solvency II, is the 
concept of key function in the business and the individuals 
(“key function holders”) who are in charge of these key 
functions.  Key function holders are required be fit and 
proper for their roles and will have to be preapproved by the 
regulators.  These roles include the chief executive officer, 
chief financial officer, chief risk officer, head of internal audit, 
chief underwriting officer and chief actuary. Preapproval is 
also required for individuals employed by a non-UK group 
entity who have a direct influence over decisions affecting 
the (re)insurer’s UK business.

Employees within the scope of the regime are also 
subject to a new set of conduct rules that are deceptively 
presented as high-level principles. Three conduct rules 
apply to all persons in scope: acting with integrity; acting 

with due skill, care and diligence; and dealing with the 
PRA and other regulators in an open and cooperative 
way.  Key function holders are also subject to additional 
conduct rules, including an obligation, when exercising 
their responsibilities, to pay due regard to the interests of 
current and potential future policyholders in ensuring the 
provision by the firm of an appropriate degree of protection 
for their insured benefits.  Although these conduct rules are 
presented as broad statements of principle, the FCA has a 
track record of fining firms and individuals significant sums 
and removing approvals when there has been a breach for 
similar statements of principle, often when the regulator 
cannot pin a specific rule breach on the person. 

The Insurance Distribution Directive

The EU Insurance Distribution Directive ((EU) 2016/97) 
(“IDD”) was adopted in February 2016.  The IDD will replace 
the IMD, which is the current legislation for regulating EU 
insurance brokers and other intermediaries and is required 
to be implemented into national law by February 2018.  As 
the UK will still be in the EU at that point, the UK will   
adopt it too. 

The IDD covers all sellers of insurance products, including 
insurers and reinsurers that sell their products directly to 
customers and anyone who distributes insurance products 
on an ancillary basis alongside other products.  The IDD 
will address the inconsistent implementation of the IMD 
across the EU member states and enhance and modernize 
regulation in this area to account for increased complexity 
of the market.  The IDD will also increase the obligations 
on sellers of insurance products, bringing their conduct of 
business obligations closer into line with those for general 
financial products under MiFID 2.

Included in the IDD’s provisions are requirement for 
employees of insurance intermediaries and insurance 
undertakings to be of good repute and to have continuing 
professional training.  Distributors will be subject to a duty 
to act honestly, fairly and professionally in the best interests 
of their customers, and, to reinforce this, distributors will 
not be allowed to remunerate or assess the performance of 
their employees in a way that conflicts with their duty to act 
in the customer’s best interests.  Insurance intermediaries 
must also disclose whether or not they provide advice on the 
basis of a “fair and personal analysis” and, if not, they must 
provide the names of the insurers with whom they conduct 
business.   If advice is provided, customers must be provided 
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with a personalized recommendation, and, whether advised 
or not, all distributors must provide the customer with a 
statement of demands and needs and objective information 
about the insurance in a comprehensible form.  The IDD 
imposes additional requirements on the distribution of 
insurance-based investment products by insurers and 
insurance intermediaries, along with restrictions on  
cross-selling.

The IDD gives national regulators the ability to “gold 
plate” or impose additional, more onerous obligations on 
intermediaries in its jurisdiction.  The FCA “gold plated” 
its predecessor, the IMD, so many IDD requirements 
already apply in the UK and it is possible that when the FCA 
implements the new Directive, it will impose additional 
requirements in relation to that too. 

Cyber Risk

Insurance products to manage cyber risk have become a 
popular area for innovation, but, in November 2016, the 
PRA published a consultation paper and a “Dear CEO” letter 
on cyber insurance underwriting risk that proposed a new 
supervisory statement on the prudent management of 
cyber underwriting risk by insurers and reinsurers. A draft of 
the proposed supervisory statement was appended to the 
consultation paper.

The PRA’s papers address insurance contracts that are 
exposed to losses resulting from a cyberattack in the form of 
both products that cover risks associated with information 
technology processes, such as data breaches, and “silent” 
cyber risks, where the product merely does not explicitly 
exclude cyber risk.  The PRA said that it has concerns about the 
loss potential of “silent” cyber risk and had identified material 
shortcomings in the management of such risk.  Accordingly, 
the consultation paper proposed that insurers should have 
clear strategies and risk appetites for the management of 
these associated risks and that publicly listed insurance groups 
should consider the implications of potential aggregations in 
the context of the risk factors they list in their regulatory filings 
and offering documents.  The consultation closes in   
February 2017.

Prior to this, the International Association of Insurance 
Supervisors published an issues paper in August 2016 to 
raise awareness among insurers and their regulators of the 
challenges that cyber risk presents.  In what may be a boost 
for cyber security products, the EU has also published a 
Cyber-Security Directive ((EU) 2016/1148) which is to be 

implemented into the national law of member states by May 
2018.  As the UK will still be in the EU at that point, the UK will 
also adopt this legislation.  This Directive requires companies 
in critical sectors – such as energy, transport, banking and 
health – to adopt risk management practices and report 
major incidents that can affect the Digital Single Market to 
their national authorities which will, in turn, be able to carry 
out better capacity-building with greater cross-border 
cooperation inside the EU. It also obliges online market places, 
cloud computing services and search engines to take similar 
security steps. 

Insurance Regulatory
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The Insurance Act 2015 

The Insurance Act 2015 (“IA”) came into force in the 
UK in August 2016. The IA is a thorough overhaul of UK 
insurance contract law and makes significant changes to 
the policyholder’s duty of pre-contractual disclosure and 
includes a duty to provide a fair presentation of risks, while 
making it potentially more difficult for insurers to refuse 
claims.  The IA applies to all contracts of insurance entered 
into on or after August 12, 2016.  The IA is wide ranging an 
certain of its reforms are highlighted below.  

Insurance contracts are still based upon utmost good 
faith and non-consumer policyholders have a new duty 
to provide a fair presentation of the risks.  This requires 
either the disclosure of every material circumstance that 
the policyholder knows about or ought to know about or 
sufficient information to put a prudent insurer on notice 
that further enquiries are needed.   The IA also abolishes the 
remedy of contractual avoidance where there has been a 
breach of the duty of good faith. This applies whether the 
insured is a consumer or a business. 

Previously, the breach of an insurance warranty could 
permanently relieve the insurer of its obligations under 
the policy but, under the IA warranties, is construed as 
“suspensive conditions” that merely suspend the insurer’s 
liability until the breach is remedied. 

Under the IA, insurers are not liable to pay out in respect of 
a fraudulent claim and can claw back any payments made 
under the policy in respect of such a claim.  The insurer can 
also terminate an insurance contract from the time of the 
fraudulent act and keep any premium received up to that 
point.  Valid claims arising prior to the fraud are unaffected. 

It is possible to contract out of certain provisions in the IA, 
provided that, in general, the policyholder is not placed in a 
worse position than he, she or it would be by virtue of the IA.  
However, the IA’s contracting-out rules differ depending on 
whether the policyholder is a consumer or a business.

Asia

Insurance regulators in Asia are increasingly focusing their 
efforts on reforming the industry by raising corporate 
governance standard.  Regulators in China and Hong Kong 
have each issued new guidelines in 2016 requiring insurers 
to revise their governance structure and put more stringent 
controls in place.

China: Compliance Management System

The China Insurance Regulatory Commission (“CIRC”) 
issued new compliance management standards, which will 
become effective July 1, 2017, following a year of warnings 
and enforcement actions against insurers by the Chinese 
insurance regulator.  In an attempt to maintain market 
stability and curb the aggressive investments undertaken 
by insurers, particularly in making leveraged acquisitions 
of stocks and long-term assets using short-term funds, the 
new regulations aim to refocus insurance companies in their 
main mission of providing protection to customers.

The rules, which were published on December 30, 2016, 
require insurers to set up a system of compliance. The 
board of directors will have ultimate responsibility for the 
compliance management of the company, and a senior 
manager should be appointed to formulate, review and 
amend compliance policies for the approval by the board, 
who should then submit it to the CIRC.  The senior manager 
must be independent of the operations, finances and 
auditing of the company, and his or her dismissal should be 
reported to the CIRC with the reasons for    
dismissal specified.

Further, the insurer is to set up three lines of defense to 
ensure compliance with regulations, starting from frontline 
departments, management level and finally in the internal 
audit departments.  Each level is to set up regular self and 
independent checks to ensure compliance policies are 
properly implemented.

The CIRC will be expecting annual reports on compliance 
management from insurers setting out specified items, 
including the compliance policies in force in the company, its 
implementation, penalty for violations, and   
training programs.

The CIRC chairman promised that tough punishments 
would be imposed for failing to comply with the regulations.

Moving forward, it is expected that the CIRC will impose 
stricter controls and regulations in the insurance industry to 
reign in the risky investment practices of domestic insurers.
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Hong Kong revised Guidance Note on the 
Corporate Governance of Authorized Insurers 
(Revised GN10)

In October 2016, Hong Kong’s insurance regulator, the 
Office of Commissioner of Insurance, issued a revised 
edition of Guidance Note on the Corporate Governance 
of Authorized Insurers (“Revised GN10”), setting out the 
minimum standards of corporate governance expected 
of authorized insurers, which came into effect on January 
1, 2017, replacing the original Guidance Note.  The Revised 
GN10 was modeled upon the Insurance Core Principles 
of the International Association of Insurance Supervisors 
(“ISAS”) and seeks to raise corporate governance standards 
of insurers in Hong Kong.  It requires insurers to more clearly 
define responsibilities within senior management and 
control functions, as well as the implementation of effective 
risk management and internal controls ensuring stronger 
checks and balances.  Additionally, it is anticipated that the 
imposition of a modernized set of corporate governance 
standards will renew investors’ confidence in the city’s 
insurance sector, attract investors (foreign and local) and 
drive up M&A activity.

Some key revisions in the Revised GN10 include   
the following:

• The Board must be comprised of a minimum of 
five directors (for small authorized insurers, the 
minimum number of directors should be three), so 
as to enable it to carry out its functions effectively 
and efficiently.  At least one-third of the Board 
should have sufficient knowledge and relevant 
experience of insurance business to   
guide the authorized insurer and oversee its 
activities effectively. 

• The Revised GN10 imposes more rigorous 
standards on individuals filling the role of 
independent non-executive directors (“INED”). 

• The roles and responsibilities of the Board have 
been fleshed out in the Revised GN10, requiring the 
Board to take into account the long-term financial 
soundness of the insurer, the legitimate interests of 
its stakeholders and fair treatment of policyholders. 
The Board is also held to greater accountability, 
as it is tasked with the express responsibilities of 
managing risks appropriately and establishing clear 
and transparent internal policies. 

• Save for small insurers, a Risk Committee is to be set 
up in addition to the mandatory Audit Committee. 

• The remuneration committee should include 
INEDs and should be chaired by an INED; while the 
nomination committee should be comprised of at 
least one INED.

• The Revised GN10 deems it important for directors 
to avoid actual, potential and perceived conflicts of 
interest. If such conflict is inevitable, there should 
be clear and well-defined procedures in place to 
effectively manage them.

• Individuals appointed to senior management 
should be authorized by the Board, with their 
roles and responsibilities clearly set out and 
formally documented.  An appropriate reporting 
line between Senior Management and the Board 
should also be established, with adequate controls 
systems in place to allow the Board to assess their 
performance against the objectives set out.

• The Revised GN10 introduces the concept of 
“key persons in control functions,” which refers 
to individuals responsible for control functions, 
namely, in the areas of actuarial, financial control, 
internal audit, compliance, risk management and 
intermediary management.  Appointment of 
such key persons is mandated by the Amendment 
Ordinance to require approval by the Independent 
Insurance Authority, the insurance industry 
regulator set to replace the OCI.

• Strengthening of risk management and internal 
controls systems of insurers is a core area of 
amendment in the Revised GN10, and control 
functions play a big role in providing additional 
checks and balances and supporting the Board with 
its oversight duties.  Appropriate authority and 
independence are therefore to be given to each 
control function, with adequate reporting lines to 
the Board set up appropriately to prevent conflict 
of interests.

• The Revised GN10 introduces a new section of 
provisions requiring a prudent and effective written 
remuneration policy to be established for not only 
general directors and senior management, but 
also for INEDs, key persons in control functions 
and employees authorized to make decisions on 
material risks (such as those authorized to decide 
on underwriting or investment activities). 
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While there will be some pain for insurers, the introduction 
of the Revised GN10 is a step in the right direction, as it 
will bring Hong Kong in line with standards of corporate 
governance already expected of insurers internationally, 
and it clearly sets out what exactly is expected of insurers 
doing business in Hong Kong.  The increase regulatory 
requirements on insurers is similar to what the banking 
industry is experiencing, and there is more change on the 
horizon for insurers in Hong Kong. 

Interestingly, the Revised GN10 also seeks to introduce the 
concept of fair treatment of customers into the insurer’s 
business philosophy.  This gives rise to questions whether 
insurers should reconsider stringent policy terms and 
conditions (for example, breach of warranty and conditions 
precedent to liability clauses) that exist in certain policies.

Brazil

In February 2016, the Brazilian insurance regulator, 
Superintendence of Private Insurance (“SUSEP”), issued 
a set of new rules that improved the procedures for 
incorporating new insurers, reinsurers and brokers.  The 
rules are also applicable to any modification to company’s 
existing bylaws.  The new regulations simplified and 
consolidated prior legislation, and the changes have been 
well received by the Brazilian insurance market.

In addition, SUSEP enacted a new regulation that sets forth 
new rules for Directors and Officers Liability Insurance 
(“D&O”).  The regulation establishes that all D&O policies 
issued in Brazil should be purchased by legal entities on a 
claims-made basis.  In addition, the regulation states that the 
costs of defense and attorneys’ fees, which were previously 
assured by basic coverage, will now be covered by additional 
coverage.  It is also worth noting that SUSEP authorized 
insurers to offer coverage for fines and penalties, which was 
previously forbidden by local regulation.

Insurance Regulatory
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Technology and Innovation
Insurtech

Overview

Developments in insurtech continued to make headlines in 
2016, with significant deals and expansion across product 
lines and markets.  There were several drivers for this, 
including the demographic shift from baby boomers 
to millennials and trends in policy sales, premiums and 
ownership of insurance products.  These trends are 
expected to continue as the millennial generation – already 
the largest in the US – will further alter market dynamics.  

In addition, 2016 saw an extension of the trend of 
private technology investment by insurance companies.  
The venture capital arms of companies such as AXA, 
Transamerica, MassMutual, XL Group, Liberty Mutual, Aviva 
and New York Life continue to be active participants in 
financings of insurtech start-ups and partnerships.  Beyond 
insurance companies, a diverse pool of investors – including 
venture capital funds, banks and technology companies – 
has provided additional capital.  According to CB Insights, in 
2016, insurtech start-ups raised a combined $1.69 billion in 
173 equity financing deals, with early-stage deals accounting 
for two-thirds of those transactions.  While this was a 
decrease from the total dollar amount raised in 2015, the 
number of deals increased by over 40% from the   
previous year. 

In this review we highlight some notable transactions in 
the insurtech space in 2016 that aim to create innovative 
products, develop tools to improve risk analysis and reinvent 
the ways insurers market and sell to customers. 

Products

One of the most active sectors for insurtech investment and 
innovation has been health insurance and in 2016, two of the 
largest insurtech financings came from this sector.  Health 
insurance provider Oscar scored the largest insurtech 
financing of the year with its $400 million Series C round 
in May. High-profile investors such as Fidelity Investments, 
Goldman Sachs, Google Capital and Khosla Ventures all 
participated in the financing. Oscar not only provides health 
insurance, but also offers 24/7 access to doctors by phone 
for free and fitness trackers that allow policyholders to earn 
rewards through regular physical activity. 

In addition, health insurance start-up Clover raised $160 
million in a Series C round of financing led by Greenoaks 
Capital.  Joining Greenoaks in the investment were First 
Round Capital, Wildcat Venture Partners, Sequoia Capital, 
Social Capital and AME Cloud Ventures.  Clover is a full-
service health insurance provider that allows seniors citizens 
who use private versions of Medicare to purchase insurance. 
Clover’s model combines data analytics with preventative 
care in order to help customers stay healthy. Clover, unlike 
traditional insurers, claims to have a much lower overhead 
due to algorithms and software that can identify patients 
who are the most at-risk of hospitalization or costly 
treatments. Currently, Clover only has 19,000 members due 
to its limited availability in select counties in New Jersey, but 
it plans to use its latest pool of funding to expand to              
new regions. 

Another insurance product that continued to see 
development and growth in 2016 was online-only insurance.  
Customers buy this product entirely online, and insurers 
underwrite these policies based on an online questionnaire 
and algorithms that crunch data from state motor vehicle 
records, prescription-drug databases and other sources.  
These products are being developed by start-ups and 
insurers alike – and sometimes by partnerships between the 
two.  For example, one of the newest players in this space 
is Lemonade, an online provider of low-cost renters and 
homeowners insurance that raised a total of $47 million 
in 2016 from a group of investors that included Google 
Ventures, General Catalyst and XL Innovate (the venture arm 
of XL Group).  Lemonade launched in New York in late 2016 
and utilizes a peer-to-peer model that groups small pools 
of policyholders.  In a unique twist, Lemonade will donate 
any leftover underwriting profit each year on customers’ 
behalf to a cause of their choice.  Lemonade works with 
reinsurance partners such as Everest Re, Lloyd’s of London, 
XL Catlin and National Indemnity.   

Another notable online-only provider is Haven Life, a tech-
focused life insurance agency that is wholly owned by 
MassMutual.  Haven Life uses software to process an online 
questionnaire, state motor-vehicle records, prescription 
drug histories and other data to issue polices of up to $1 
million.  Launched in 2015, Haven Life significantly expanded 
its geographic reach in 2016 by increasing its availability 
from eight to 48 states, plus the District of Columbia (only 
California and Montana are not currently serviced).

Technology and Innovation
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In addition, in 2016, Haven Life continued to simplify its 
already comparatively easy underwriting process.  When 
it launched in 2015, the application process took only 
20 minutes with coverage starting right away; however, 
it required a follow-up medical exam within 90 days. In 
2016, Haven Life went one step further by launching its 
InstaTerm process that allows customers to purchase a 
fully underwritten term life insurance policy entirely online 
without a follow-up medical exam. 

Tools

Data analytics and mathematical modeling tools are being 
used to more effectively detect fraud and assess and price 
risk in policies.  For example, Paris-based Shift Technology 
uses data science to detect patterns of fraud in insurance 
claims.  By licensing its technology across the industry, 
Shift Technology gains access to data that allows it to 
continually improve its algorithms and make its detection 
more accurate.  In 2016, Shift Technology raised $10 million 
in a Series A round of financing led by Accel Partners, which 
was also an early investor in Facebook, Dropbox and Spotify, 
among others.  

In addition, start-up Cyence provides economic cyber risk 
modeling that aims to quantify cyber risk in probabilities 
and dollars.  Using its own data, Cyence models risk that 
includes the effects of human behavior – both accidental 
and intentional – in addition to technological issues.  These 
models, in turn, enable insurers to better quantify specific 
risks.  New Enterprise Associates and Dowling Capital 
Management led the $40 million Series A round of financing 
that Cyence raised in 2016.

Markets

For years, online comparison shopping has driven prices 
down across industries, and insurance markets have been 
similarly disrupted by a slate of platforms that provide 
speed, convenience and cost savings to consumers.  These 
platforms have developed across insurance sectors, 
and there are numerous players offering side-by-side 
comparisons of policies for life, health, car, disability and 
other types of insurance.  Within a crowded marketplace, 
some of these platforms are looking to   
differentiate themselves.  

One such platform is PolicyGenius, which advertises itself 
as a one-stop shop that provides tools to identify gaps 
in coverage and a comprehensive library of insurance 
options to address those gaps.  Coverage options include 
life, long-term disability and renters and pet insurance, and 
PolicyGenius offers side-by-side comparisons of tailored 
policies.  PolicyGenius raised $15 million in a Series B 
round in 2016 and counts among its investors the venture 
capital arms of traditional insurance heavyweights AXA, 
MassMutual and Transamerica.  

Another platform, Coverhound, expanded the offerings 
available on its platform in 2016 beyond traditional products 
to include pay-per-mile car insurance and cyber insurance.  
In addition, unlike other aggregators, Coverhound also 
services the policies it sells.  This provides an additional 
level of service to its customers and an additional source of 
revenue for the company.  Coverhound’s investors include 
the venture capital arms of Chubb and American Family. 

Outlook

Numerous commentators have said that 2017 will be the 
year insurtech “comes of age” ( i.e., when the investments 
of the previous years start to produce measurable value 
for consumers and firms alike).  While some insurtech 
efforts may have “eureka” moments in 2017 and emerging 
technology will continue to be more broadly deployed, 
we believe that different sectors will continue develop at 
different paces.  Several trends that have emerged – such 
as insurtech driving strategic decision-making across 
insurance sectors and established insurers partnering 
with and acquiring insurtech start-ups – will undoubtedly 
continue.  In some cases, development may come in the 
form of consolidation, especially for mature areas of 
the insurtech ecosystem.  For example, the universe of 
comparison platforms is ripe for consolidation, in light 
of the number of platforms in this space and the limited 
differentiation among them.  

Technology and Innovation
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Technology Transactions

Introduction

In addition to considering equity investments and joint 
ventures with insurtech companies, insurance companies 
are accelerating their use of outside providers of data, digital 
services, outsourcing and software.    These are generally 
private transactions, often kept in confidence to preserve 
competitive advantage.

Data

Data perhaps has always been one of an insurer’s most 
valuable assets.   Innovations in data analytics, artificial 
intelligence tools that use data, the “Internet of Things” 
or IoT, and other technologies are increasing the value 
of data.  As a result, data security took center stage in 
2016.  Providers who offer the best security protections 
and risk mitigation around security of data are winning 
out over less secure, riskier solutions.  Regulators, most 
notably the New York Department of Financial Services and 
the European Union, moved to increase requirements on 
cybersecurity and data privacy relevant to the insurance 
industry.  This is further discussed in the Developments in 
Cybersecurity section. These changes will require insurers 
to reconsider their contracts with the third parties that have 
access to their data.
 
In 2016, insurers made greater investments in data licenses 
and data analytics.  These were often done through pilot 
or proof of concept programs on third-party artificial 
intelligence tool and data sources powered by recent 
dramatic reductions in computing and data storage costs.   
We expect 2017 to be a year of adoption and assimilation, 
with a focus on developing an enterprise-wide data strategy 
and production use of the most successful tools and data.   
This will likely result in insurance products, marketing, 
underwriting and fraud detection that is based more on a 
wider collection of ongoing data flows.

Digital Services

2016 continued the ongoing digital transformation of the 
industry, with increasing numbers of formerly manual 
functions being replaced with cloud, Software as a Service, 
robotic process automation and other third-party digital 
services.  In some cases, the vast amount of data now 
available can only be sorted, analyzed and processed with 
digital services.  2016 was a bit of a tipping point for the use 

of the cloud.  We saw clients in large numbers deciding that 
the cloud was safe enough and reliable enough to support 
critical computing workloads.  We believe that artificial 
intelligence, intelligent automation, and robotic process 
automation will dominate the innovation agenda for 2017.  
  
Regulators around the world are still figuring out how to 
regulate blockchain technologies. They do not want to stifle 
innovation or distort the evolution of this technology with 
premature rules—but they also recognize that regulatory 
uncertainty is itself presenting a challenge for companies 
that are developing blockchain applications. In 2017, 
regulators may attempt to provide a regulatory framework 
for blockchain that balances these competing interests. 
Some regulators have begun to experiment with “regulatory 
sandboxes” for blockchain and other innovating financial.  
In any event, we expect to see major announcements from 
the financial regulators throughout the year.  Please also 
reference “Looking Ahead – NAIC Priorities for 2017” 
in the Insurance Regulatory-US section, where Big Data 
and Innovation are discussed. 

Outsourcing

Digital services are transforming outsourcing.  Having 
exhausted the cost savings limits of moving work to lower-
cost people, ITO and BPO companies are now offering 
greater cost savings by automating workload.  For example, 
automated email and document scanning tools are being 
used to gather required data for analysis and automated 
entry and routing of required data.  Functions that have been 
made highly repetitive are being replaced through robotic 
process automation (“RPA”).  Insurers with contracts 
designed to purchase services delivered by people will work 
to reconcile their contracts to this new paradigm in 2017.
 
Outsourcing generally appeared to continue as a strong 
trend in 2016.  Insurers continued to outsource new 
functions to service providers who could offer superior 
service quality at lower costs and those who can make 
credible promises of innovation.  In addition, insurers 
continued to renegotiate, renew, restructure, reconcile 
and retrofit their existing outsourcing arrangements, now 
plentiful, to adapt to changing business needs, technologies 
and market standards.   This strategy continues to allow 
insurers to obtain global best skills for non-core functions 
while focusing on their core.
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2016 was a year of increasing political uncertainty around 
outsourcing, with US politicians promising to retain 
American jobs with major changes in trade agreements, 
regulations, corporate taxes, and visa restrictions, all of 
which may ultimately impact outsourcing models based on 
global labor arbitrage.  The Brexit vote, together with the 
looming elections in the Netherlands, France and Germany 
and the uncertain economic state of Italy and other EU 
countries, adds to the uncertainty.  We saw increased 
attention to termination rights, rights to move locations, 
rights to in-source, and other similar protections.  Providers 
have pushed back, seeing the risk of regulatory change in 
customer jurisdictions as a customer issue.
 
Our data shows our customer-side clients entering 
into outsourcing contracts with increasing numbers of 
providers.  Customers will continue to turn to cloud service 
providers who have blazed a digital trail for help in becoming 
digital businesses.  We have every expectation that they will 
source services from an ever-expanding list of emerging and 
existing technology providers.

Software

In 2016, we saw insurers rapidly hire integrators both 
to configure new digital services and to reform data 
flows.  Moving production workloads to digital platforms 
made old data flows obsolete and created new needs 
to extract, transform and load data between systems 
– particularly for enterprise-wide solutions like claims 
management, email and messaging systems, collaboration 
and document sharing systems, customer service portals 
and websites, and data capture and analytics.   Some large 
disputes between insurers and digital and data integrators 
have begun to emerge. 
 
Because of the speed of change, agile software development 
(“ASD”) concepts gained popularity in 2016.  Software 
developers believe that ASD yields more effective code 
faster and more efficiently, which may be vital in moving 
at digital speed.  However, ASD relies less on detailed 
specifications and more on collaboration and trust 
than the traditional waterfall approach.  As a result, new 
contracting approaches are required to mitigate risk 
under the ASD approach while still reaping its   
collaborative benefits.
 

We also continue to see insurers working to consolidate 
and update core systems.  Social, mobile and other online 
initiatives are more visible, and an emerging differentiator 
in winning and retaining business, but those are generally 
a layer on top of traditional policy management systems, 
claims processing systems, and other core, back-office 
software systems.  Licensing and integration arrangements 
will continue to be vital to running the core business well.

Conclusion

Insurers worked in 2016 to adapt to the dramatic growth 
in the power and reach of third-party technology 
offerings.  Data, digital services, outsourcing and software 
were all top of mind for insurers and regulators, and we 
believe that will continue in 2017, with insurers relying 
on increasing numbers of technology providers.  The 
quality of contracts with those providers will thus become  
increasingly important. 
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Cybersecurity
Key Updates

Overview

In 2016, regulators took significant steps to enhance the 
regulation of data practices of insurers.  Cybersecurity 
continues to be a top priority for regulators.  Indeed, the 
recent December 16, 2016 settlement that the National 
Association of Insurance Commissioners (“NAIC”) 
negotiated with Anthem, Inc., which included enhanced 
security measures, additional corrective actions and a 
special credit protection program, serves as a reminder that 
it is prudent for insurers to implement sound data security 
practices.  This article summarizes the major developments 
in 2016 affecting an insurer’s data practices, including:

1. New York’s Cybersecurity Requirements for 
Financial Services Companies;

2. The NAIC’s Model Law on cybersecurity  
practices; and

3. Developments in the European Union.

Aside from the increased regulation of insurers, recent 
developments also present insurers with an opportunity in 
the growing cyber insurance market.    

New York’s Cybersecurity Requirements for 
Financial Services Companies

In December 2016, the New York State Department of 
Financial Services (“DFS”) released a revised version of its 
proposed new regulations, to be effective on March 1, 2017, 
which would mandate cybersecurity standards for any 
entity authorized by DFS to operate in New York, including 
insurance companies, agencies and brokerages, as well as 
certain banks (“covered entities”).  Covered entities would 
have 180 days, or until September 1, 2017, to comply.  The 
proposed new “Cybersecurity Requirements for Financial 
Services Companies” were initially published in September 
2016 and expand upon the areas discussed as potential 
areas for regulation in DFS’s November 9, 2015 letter to 
key federal and state banking, insurance and securities  
regulatory agencies.  

The intent of the proposed regulations, as expressed by DFS 
in the preamble, is to “promote the protection of customer 
information as well as the information technology systems 
of regulated entities,” whether controlled by the entities 
themselves or by external service providers.  The December 
version is more narrowly focused in some respects than 
the September version:  it provides more specificity in 
the definition of “non-public information” (“NPI”), and it 
provides a number of exemptions (e.g., for smaller entities).  
The revised proposal also provides a more realistic timeline 
for implementation.  Lastly, the revised proposal provides 
some flexibility to companies by allowing them to assess 
their unique risks as opposed to applying a    
one-size-fits-all approach.

One of the new cybersecurity requirements is the 
implementation of a cybersecurity program through a 
written cybersecurity policy.  The proposed regulations 
require covered entities to implement a program designed 
to ensure the “confidentiality, integrity or availability” 
of their information systems and data, including NPI in 
their possession (a category defined to include not only 
personally identifiable information but also other business 
information, if unauthorized disclosure, access or use of 
that information would cause a material adverse impact 
to a covered entity’s business and operations).  The 
written cybersecurity policy is required to cover, among 
other topics:  data governance and classification, access 
controls and identity management, customer data privacy, 
and physical security and environmental controls.  The 
policy would need to be periodically (and at least annually) 
reviewed by a covered entity’s board and approved 
by a senior officer or committee responsible for the 
management, operations, security, information systems, 
compliance and/or risk management of the covered entity. 

In addition to a written cybersecurity policy, covered 
entities would need to have written incident response plans, 
documenting the ability to promptly respond to and recover 
from a breach affecting an entity’s systems or data.  It would 
need to address, at a minimum, the goals of the incident 
response plan and internal processes for responding to a 
breach, including: (1) clearly defined roles, responsibilities 
and levels of decision-making authority; (2) external and 
internal communications plans and information sharing; (3) 
remediation of identified weaknesses; (4) documentation 
and reporting of breaches and related incident response 
activities; and (5) evaluation and revision of the incident 
response plan following a breach.

Cybersecurity
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Other key requirements of the proposed regulations include 
the following:

• Covered entities would need to designate a Chief 
Information Security Officer (“CISO”), who would 
be responsible for overseeing and implementing 
the covered entity’s cybersecurity program and 
who would provide a report to the covered entity’s 
board or other governing body at least annually.  In 
turn, the board would need to certify the covered 
entity’s compliance with the proposed regulations 
to DFS on an annual basis. 

• Covered entities would need to conduct annual 
penetration testing and bi-annual vulnerability 
assessments to gauge the effectiveness of their 
cybersecurity programs. 

• Covered entities would need to provide for regular 
cybersecurity awareness training for all personnel.

• A cybersecurity program would need to include 
would include a five-year audit records retention 
requirement, as well as the ability to completely and 
accurately reconstruct all financial transactions 
to support normal operations and obligations of a 
covered entity.

• A cybersecurity program would need to mandate 
the use of multifactor authentication methods (e.g., 
password and token or text messaging code) to 
protect against unauthorized access to NPI.

• All NPI stored or transmitted by a covered entity 
would need to be encrypted, though, where 
encryption is currently infeasible, appropriate 
alternative compensating controls reviewed and 
approved by the CISO may be used and must be 
reviewed annually. 

• Covered entities would be required to notify DFS 
within 72 hours after becoming aware of any breach 
with a “reasonable likelihood of materially harming 
any material part of the normal operation(s) of the 
Covered Entity” and where notice is required to be 
provided to a governmental body, self-regulatory 
agency or other supervisory body. 

• Covered entities would be required to develop 
written policies and procedures designed to 
ensure security of systems and data accessible to, 
or held by, third-party service providers (“TSPs”). 
Covered entities would be expected to perform a 
risk assessment on their TSPs and conduct initial 
due diligence on, and periodic assessments of, 
their TSPs’ cybersecurity practices. TSPs would be 
required to meet minimum cybersecurity standards 
in order to do business with covered entities.

The effective date of the proposed regulations is March 1, 
2017, with the first compliance certifications required to 
be submitted on or before February 15, 2018.  The revised 
proposal also introduces extended transition periods for 
certain provisions of the proposed regulations.  Whereas the 
original proposal provided for a single six-month transition 
period for all of its provisions, the revised proposal would 
give covered entities one year to apply the penetration 
testing, risk assessment, multi-factor authentication 
and personnel training requirements of the proposed 
regulations, as well as the annual cybersecurity report to 
the board of directors.  Covered entities would have 18 
months to put in place policies and procedures satisfying the 
audit trail, application security, data retention/destruction, 
encryption and access monitoring provisions of the 
revised proposal, and two years to implement policies and 
procedures affecting their relationships with their TSPs. 

While many states have regulations in place addressing the 
data security practices of insurers, New York’s proposed 
regulations go further than any existing state regulations.  
There are limited exemptions—the proposed regulations 
would exempt entities with fewer than 10 employees 
(including any independent contractors), less than 
$5,000,000 in gross annual revenue in each of the last three 
fiscal years or less than $10,000,000 in year-end total assets 
from certain requirements—but those entities would still 
need to draft a written cybersecurity policy.

Insurers, insurance agents and brokers would be well 
advised to seek professional advice when creating their 
written security and incident response plan.  The time and 
cost to invest in creating such plans are small relative to the 
consequences.  Not only will such plans provide a measure 
of protection against possible breaches, but they will also 
enhance an insurer’s, agent’s or broker’s position if they ever 
face regulatory scrutiny and/or litigation.

Cybersecurity
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The proposed regulations are also noteworthy as they 
portend what other states and the NAIC may include in their 
cybersecurity framework, guidelines and regulations.  It is 
likely that New York’s proposed regulations will have a far-
reaching effect, which is another reason why the insurance 
industry is paying close attention to the requirements listed 
in New York’s proposed regulations. 

NAIC

On August 17, 2016, the NAIC Cybersecurity Task Force 
(“Task Force”) released for comment a revised draft of an 
Insurance Data Security Model Law (“Model Law”).  This 
revised draft Model Law responds to comments received 
from insurance regulators, industry stakeholders and the 
public on an initial draft released by the Task Force in March 
2016.  If enacted by states, the Model Law would establish 
“exclusive standards” under state law governing data 
security and investigation and notification of data breaches 
for all qualifying “licensees.”  The term “licensee” is defined 
as “any person or entity licensed, authorized to operate, 
or registered, or required to be licensed, authorized, or 
registered pursuant to the insurance laws of this state.”  
The Model Law would thus apply not only to insurance 
companies, but also to insurance agents and brokers,  
claims adjusters and administrators.  

State regulators and insurance industry groups have 
voiced their opposition to the most recent draft of the 
Model Law—some think the draft Model Law does not go 
far enough in pre-empting the numerous (and potentially 
duplicative and conflicting) state laws governing data 
security.  Industry groups want the Model Law to serve as 
the single law applicable in a state to bring some uniformity 
among state rules.  Currently, various states have data 
security requirements specifically for insurers.  For example, 
New Hampshire requires all licensed insurers and producers 
to implement a comprehensive written information security 
program, and Utah requires insurers to “outline specific 
procedures, actions, and safeguards that include how the 
authorized insurer . . . [will] detect, investigate, and prevent 
all forms of insurance fraud, including . . . breach of security 
of its data processing systems.”  Further, there are 47 
different data breach investigation and notification laws.  In 
this landscape, some uniformity among the states is needed. 

Industry groups are also concerned about the level of 
liability the Model Law places on insurers – for example, the 
Model Law imposes strict liability on insurance licensees 
(e.g., an agent) for any failure by a third-party   
(e.g., a data vendor).

Some state regulators have also voiced opposition to 
the Model Law, expressing concerns about the costs of 
implementing additional regulatory scrutiny of smaller 
insurance firms.  The current draft of the Model Law would 
require even small agents who operate independently to 
undertake a risk analysis and have a written information 
security program in place. 

Beyond the Model Law, the NAIC has also proposed other 
guidelines and frameworks.   For example, in April 2015, 
the NAIC adopted, as regulatory guidance, 12 Principles 
for Effective Cybersecurity. These principles urge state 
regulators to ensure that: (1) personal information held 
by insurers is protected from cybersecurity risks and 
breach notification is provided; (2) personal information 
collected, stored, or transferred by insurers is appropriately 
safeguarded; (3) confidential or personal information 
held by the NAIC or state regulators is protected; (4) 
insurers are provided with “flexible, scalable, practical” 
cybersecurity guidance that is consistent with nationally 
recognized efforts, such as the NIST Framework; (5) 
regulatory guidance is risk-based and resource-sensitive, 
and incorporates a set of minimum security standards; 
(6) regulators provide appropriate regulatory oversight, 
including through risk-based financial examinations and/or 
market conduct examinations of cybersecurity; (7) insurers 
prepare to respond to cyber incidents; (8) insurers require 
third parties and service providers to apply controls to 
protect personal information; (9) cybersecurity risks are 
addressed through an insurer’s enterprise risk management 
process; (10) an insurer’s board of directors reviews any IT 
internal audit findings that present a material cybersecurity 
risk; (11) insurers utilize an information sharing and analysis 
organization to share information; and (12) employees 
receive “periodic and timely training” on   
cybersecurity issues. 

As another example, in December 2015, the NAIC 
approved the NAIC Roadmap for Cybersecurity Consumer 
Protections, which “describes the protections the NAIC 
believes consumers are entitled to from insurance 
companies, agents and other businesses when they collect, 
maintain and use” personal information.

Cybersecurity
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It provides, among other rights, that insurance consumers 
have the right to:  (1) expect each insurance company and 
agency to have a privacy policy posted on its website; (2) 
expect insurance companies, agents and any businesses they 
contract with to take reasonable steps to keep unauthorized 
persons from seeing, stealing or using their personal 
information; (3) receive a notice if an unauthorized person 
has (or it seems likely they have) seen, stolen or used their 
personal information; and (4) get at least one year of identity 
theft protection paid for by the company or agent involved 
in a data breach.

European Union

As discussed in the previous Year in Review, on December 
15, 2015, a draft of the European General Data Protection 
Regulation (“GDPR”) was agreed upon.  The GDPR provides 
for a new framework in data privacy matters in the 
European Union (“EU”), and imposes harsher sanctions 
for breaches of EU data protection law, provides for data 
breach notification requirements and increases the rights 
of data subjects.  It suggests, for example, that appropriate 
safeguards to implement include:  encryption of personal 
data, processes for regularly testing and evaluating the 
effectiveness of security measures, and restoring the 
availability and access to personal data in a timely manner 
post-incident.  The GDPR also contains notification 
requirements to both the supervisory entity and affected 
data subjects following a personal data breach.  It is due to 
come into force on May 25, 2018 and will replace the EU’s 
Directive 95/46EC. 

Most recently, during its December 2016 plenary meeting, 
the Article 29 Working Party (“WP29”), consisting of 28 data 
protection authorities and EU officials, adopted specific 
guidelines in the following areas: (1) the Right to Data 
Portability; (2) Data Protection Officers (“DPOs”); and (3) 
Lead Supervisory Authority.  The guidelines were publicly 
released on December 16, 2016.  The DPO requirement, 
for example, obligates organizations to appoint a “Data 
Protection Officer” who will oversee GDPR compliance.  
These guidelines are not yet final; the final guidance is 
expected in 2017.

Cyber Insurance

The continuing importance of data security and the 
increasing cost of dealing with a security incident present 
an unprecedented opportunity for insurers to write cyber 
insurance policies.  According to the London insurance 
market, the number of companies and individuals taking 
out cyber insurance policies rose 50% in 2016.  The market 
for cyber insurance, which represented only $2.5 billion 
in global premium revenue in 2014 (90% of which came 
from American companies), is expected to treble by 2020, 
according to PwC.  And, according to Allied Market Research, 
the global market for cyber insurance is set to reach $14 
billion by 2022.  Allied’s data shows that North America 
accounted for 87% of the cyber insurance market in 2015.

Cyber insurance plays a key role in risk management—it 
includes reimbursing the costs a business pays to respond 
to a cybersecurity incident, covering the fees and damages 
from ensuing litigation and reimbursing companies for 
revenues lost or expenses incurred due to a disruption 
related to a cyber incident.  Cyber insurance has an 
additional beneficial effect in that the underwriting process 
encourages policyholders to implement effective   
security safeguards.

Writing cyber insurance policies is not without its difficulties, 
however.  One primary obstacle is the lack of a sound 
actuarial database to assist in underwriting cyber insurance 
policies. The challenge of quantifying risk without sufficient 
actuarial data may mean that a product is priced too low and 
the insurer may not have the financial means to play claims 
to policyholders.  Or, the policy may be priced too high, and 
few businesses will be able to purchase it.  Another result 
of the lack of actuarial data is that underwriting decisions 
are made on a qualitative basis (i.e., how well does the 
prospective policyholder appear to manage its cyber risk, 
rather than what is the actuarial experience with regard  
to similar risks).

Efforts are being made to build a comprehensive database.  
On March 22, 2016, the Subcommittee on Cybersecurity, 
Infrastructure Protection and Security Technologies of 
the Committee on Homeland Security of the US House 
of Representatives held a hearing on the role of cyber 
insurance in risk management.  The hearing addressed the 
creation of an actuarial database.  Such a data repository 
would encourage the voluntary sharing of information 
about data breaches, business interruption events and 
cybersecurity controls to aid in risk mitigation.  
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Data from leading actuarial firms, such as Milliman Inc., 
and forensic technology firms, like FireEye Inc., together 
with individual insurer cyber claims experience, can be the 
basis for such a database.  To foster data gathering, the 
Department of Homeland Security has organized the Cyber 
Incident Data and Analysis Working Group, which includes 
brokers, underwriters, chief information security officers 
and other cybersecurity professionals.

Other efforts to gather data include the NAIC’s 
Cybersecurity and Identity Theft Coverage Supplement.  
This mandatory data supplement is included in an insurer’s 
annual financial statement that is filed with the NAIC.  
Another effort to gather data is the Hitrust Cyberthreat 
XChange, which is a tool that automates the process of 
collecting and analyzing cyberthreats and cyberthreat 
indicators, and provides information that organizations can 
use to improve their cyber defenses.

A factor contributing to the lack of actuarial data is that the 
real-world incidents that have taken place are too different 
and are insufficient to offer data to form reliable estimates.  
The industry has turned to using models and hypothetical 
scenarios—Lloyd’s of London, as part of an annual reporting 
requirement, asked its insurers and brokers to come up with 
hypothetical cyber-attack scenarios and report back their 
estimated total exposure.

Conclusion

The increased scrutiny that is being focused on insurers 
reflects the notion that cybersecurity is one of the greatest 
risks facing insurers today, and data security practices must 
be integrated into a company’s culture, from the board of 
directors down to the employees who handle the personal 
information of consumers. 

If insurers have not already done so, they should invest time 
and resources in the development of a data security policy 
and educate themselves not only on how to better protect 
the data they have, but also how to avoid potential penalties 
from regulators, including fines and sanctions, by following 
best practices in the industry. 
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