
 

 

POLICYHOLDER ADVOCATE 

Americans pay insurers a trillion dol-
lars a year for protection against the 
costs of death, illness, accidents, and 
the monster storms that lawyers call 
"acts of God." 

Insurers have parlayed these customer 
premiums into investments worth tril-
lions more. They own tall buildings and 
fat portfolios of bonds and stocks, 
trade claims in deals with other insur-
ers, and operate easily across national 
borders, in their endless efforts to 
spread risks, boost profits, and sell 
customers more peace of mind. 

So when a big insurer collapses (as 
Philadelphia-based Reliance Insurance 
Co. did in 2001) or becomes the object 
of embarrassing billion-dollar financial 
and business disclosures (as American 
International Group did in recent 
months), whole populations of agents, 
policyholders, shareholders and lend-
ers can end up paying the price, which 
can take the form of higher fees, re-
duced coverage, lower investment 
values - even taxpayer subsidies. 

As a time-tested method of sharing 
common risks, "insurance is funda-
mentally simple," New York Attorney 
General Eliot Spitzer noted in his re-
cent accounting-fraud lawsuit against 
AIG, the largest insurance company 
based in the United States. 

The insurance industry, however, has 
become less and less simple, with 
more reliance on complex products, 
exotic investments, and offshore cor-
porate structures. Yet even the largest 
U.S. insurers - multinational giants 
such as AIG, General Electric's insur-
ance units, and Warren Buffett's Berk-
shire Hathaway Corp. - answer not to a 
central regulator but to the various 
state insurance commissions, as if the 
typical insurer were still a mutual-
support club protecting a neighbor-

nance the funds in each state - 
funds that bail out policies for driv-
ers, homeowners and injured 
workers. The funds pass the costs 
to policyholders through higher 
premiums. Also, taxpayers are 
affected in states such as Penn-
sylvania that give insurers a partial 
tax deduction for their payments to 
bailout funds. 

A 2003 report on the Reliance 
failure by PricewaterhouseCoop-
ers for the California and Illinois 
bailout funds blamed Pennsyl-
vania regulators for not acting 
sooner and for withholding infor-
mation from other states; Pennsyl-
vania has defended its actions. 

State regulators, defending their 
turf, say the extended process is 
inevitable; yet it contrasts with the 
rapid way the Federal Deposit 
Insurance Corp. and other regula-
tors dispose of crippled banks, or 
even the way big federal bank-
ruptcy cases are often settled by 
pushing creditors and debtors into 
a room with their lawyers' meters 
running. 

"The states have ultimately failed 
in their regulation of the insurance 
business," Spitzer told the Society 
of American Business Writers and 
Editors in May, after denouncing 
kickbacks by the nation's biggest 
insurance agencies and filing 
charges against AIG. 

Spitzer acted after a decade in 
which insurance regulators in 
Pennsylvania, Delaware, New 
York and California identified 
problems with AIG's profit ac-
counting and its use of shadowy 
Caribbean subsidiaries but did not 
take actions that ended the prac-
tice.             Continued on page 3 
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hood's homes from fire. 

To critics, it's as if airline oversight were con-
ducted not by the Federal Aviation Administra-
tion, but by state agencies in Harrisburg; Do-
ver, Del.; or Springfield, Ill., with rules varying 
as pilots cross each state line. Insurance ex-
perts are far from unanimous about whether 
the federal government, or anyone else, could 
do a better job. Perhaps surprisingly, con-
sumer advocates currently favor the status 
quo. 

It is New York's Spitzer, with his penchant for 
high-profile cases, who is crossing state lines. 

Although AIG is based in New York, the pri-
mary regulator for its U.S. property and casu-
alty business is the Pennsylvania Insurance 
Department - because the largest one of its 
hundreds of subsidiaries happens to be in 
Pittsburgh. (For similar reasons, Delaware 
regulates AIG's life insurance business.) 

Still, because AIG has subsidiaries and cus-
tomers in New York, Spitzer has the right to 
proceed where the Pennsylvania regulators 
have not. 

Spitzer's probe of the insurance industry be-
gan with attacks on giant brokerages that paid 
kickbacks to favored insurers. In a more recent 
phase, pressure on AIG led it to say last spring 
that it had overstated profits by $4 billion over 
the last five years and had used reserve re-
porting rules (which differ from state to state) 
as well as offshore subsidiaries to make the 
company look stronger than it really was. 

Although such an admission can have strong 
negative implications for company executives 
and investors, New York officials are quick to 
point out that AIG is still a very wealthy com-
pany and in no danger of becoming insolvent. 

When insurers do collapse due to mismanage-
ment or fraud, the fighting and expenses can 
drag on for decades. 

The Reliance failure cost a record $3 billion. 
Part of that cost will be borne by business poli-
cyholders, whose claims won't be fully paid. 
Part will be borne by solvent insurers that fi-



 

 

POLICYHOLDER ADVOCATE 

Why at this late date is there no cen-
tralized regulation of big insurance 
companies? 

The life-insurer failures of the late 
1980s, the medical-malpractice blow-
ups of the 1990s, and the Reliance 
mess in 2001 all generated proposals 
for streamlined national regulation and 
a single regulator, or at least an op-
tional federal insurance charter such 
as the U.S. banking system offers. 

Some insurers seconded that call - 
including, ironically, AIG, which has 
argued that a national regulator would 
cut down on paperwork, making insur-
ers more efficient. 

The latest attempt to prod states into 
standardizing their rules is also backed 
by some large national insurers. Led 
by U.S. Reps. Richard H. Baker (R., 
La.) and Michael G. Oxley (R., Ohio), it 
would strip states of the right to limit 
insurance rates. 

Their effort has met stiff resistance 
from state regulators, led by Pennsyl-
vania Insurance Commissioner Diane 
Koken, who became head of the Na-
tional Association of Insurance Com-
missioners last year. Koken, usually an 
industry favorite, finds herself aligned 
in this fight on the same side as liberal 
consumer advocates who oppose na-
tional regulation because they believe 
it would give the industry too much 
power. 

Here are the main parties currently 
opposed to federal insurance over-
sight: 

State regulators. Even those who 
sharply disagree on policy matters 
have united to oppose a national threat 
to their powers. 

State commissioners such as Koken 
and California's John Garamendi have 
argued that there's no guarantee that 

Insurance is regulated at the state 
level, not at the federal level. Many 
insurance regulators are appointed not 
elected.  

POA’s map of complaints per 1000 
households in each state led us to 
believe that perhaps there is a correla-
tion between rate gouging and poor 
claims handling policies employed by 
carriers and political propensities of 
the voters and/or legislators.  

What we found was that states that 
went for Bush in 2004 (shown in red) 
are more likely to go soft on insurance 
company-committed bad faith (delays 
in claims handling, not paying what 
they should for claims, etc…) and rate 
hikes.  

States going for John Kerry (shown in 
blue) tend to be more aggressive in 
protecting policyholders against rate 
hikes, sloppy claims handling and 
lowballing payments to policyholders.  

This leads to only one logical conclu-
sion which everyone involved in POA 
has known for a long time: Republi-
cans regulate insurers with a limp 
wrist.  
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federal standards would improve regulation. In 
a House subcommittee hearing in Washington 
last month, Koken called the Baker-Oxley plan 
"unacceptable" and said that state agencies 
such as hers "are on time and on target to 
modernize state regulation where improve-
ments are needed," according to an account 
published by insurance-rating agency A.M. 
Best Co. Inc. 

Small operators. Local insurers, agents and 
other decentralized groups fear that a national 
regulator could give big national operations the 
upper hand. 

As it stands, federal law often allows financial 
institutions to perform key operations under the 
laws of business-friendly states such as Dela-
ware even if other states have tougher rules; a 
federal regulator could prove harder to bypass. 

Consumer advocates. They fear that, in the 
current political climate, federal power would 
preempt tighter rules in activist states such as 
California, where the insurance commissioner 
is elected and has to respond to public pres-
sure. 

Robert Hunter, head of the Washington-based 
Consumer Federation of America and a former 
insurance actuary, opposes Baker and Oxley's 
efforts to set up national regulation, contending 
that it would erode what he sees as the limited 
protections that consumers now enjoy. 

The inertia generated by these competing in-
terests all but guarantees that insurance regu-
lation - like marriage, or driver's licenses - will 
remain one of the powers left to states, not the 
federal government, for the foreseeable future. 
At least until the next multibillion-dollar insur-
ance crisis. 

Contact staff writer Joseph N. DiStefano at 215-854-
5957 or jdistefano@phillynews.com. Joseph N. 
DiStefano is an Inquirer staff writer.  

 

Red State, Blue State.  
Rate Gougers, the Blues Don’t 
Tolerate 

Anyone who has paid a premium 
could have seen this one coming: 
Property and casualty insurers 
reported record earnings for the 
first quarter of 2005. This is the 
same time frame where many 
other, non-insurance related sec-
tors reported losses.  
Underwriting gains jumped 35% 
to a record $7.1 billion in the first 
quarter and the industry's com-
bined ratio -- a closely watched 
measure of losses and expenses 
per dollar of premiums -- fell to a 
record 91.9 from 93.3 a year ear-
lier.  
Clearly, if you take money in 
(premiums) and do not pay claims 
(or lowball real repairs), you will 
have a banner year.  




