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The Fate of the State Guaranty
Funds after the Advent of Federal

Insurance Chartering
Bert Ely

the federal chartering of insurance companies as an alter-

native to state insurance chartering. This chapter ad-
dresses the issue of protecting the insureds of federally chartered
insurance companies and third-party claimants of those compa-
nies under liability policies against any loss of their insurance
coverage, should a federally chartered insurance company be-
come insolvent. The second section of this chapter will frame that
issue, and the third will describe the state guaranty funds that
have provided insolvency protection for state-chartered insur-
ance companies, up to specified dollar limits.

The fourth section of the chapter will discuss similarities
and, more important, differences between the state guaranty
funds and federal deposit insurance. That comparison is impor-
tant because federal deposit insurance will provide Congress
with an important point of reference in designing a system for
protecting the insureds and third-party claimants of federally
chartered insurance companies. The fifth section will discuss
eight important policy questions Congress must address in de-
signing a protection mechanism for federally chartered insurers.
A second point of reference for that design will be legislation that
Representative John Dingell (D-Michigan) introduced in 1992
and 1993 that would have created a Federal Insurance Solvency
Commission. The final section of the chapter will describe the
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There is a growing likelihood that Congress will authorize
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cross-guarantee concept for privatizing banking regulation and
its attendant financial risks, and how that concept can be ex-
tended to provide protection for insureds and third-party claim-
ants of federally chartered insurers.

Framing the Issue

If Congress decides to authorize the federal chartering of insur-
ance companies, it will be faced with a fundamental question—
what obligation will the federal government have toward the
insureds, third-party claimants, and other creditors of federally
chartered insurance companies? That is the same question that
state legislatures have faced for decades in chartering and regu-
lating state-chartered insurance companies.

In addressing that question, Congress almost certainly will
slide down the same slippery slope as did the states in establish-
ing the state guaranty funds, based on the following logic. Insur-
ance is the kind of business, like banking, in which there is a
strong public policy interest in preventing the insolvency of in-
surance companies in order to protect the insureds and third-
party claimants of those companies. That is, government wants
insurance companies to be highly reliable sources of insurance
protection, particularly for individuals and small businesses. As
one commentator has observed:

Because banks, insurance companies, and related fi-
nancial intermediaries play an important role in the fi-
nancial security of the citizenry, the government has a

strong interest in assuring their soundness and in pre-
venting the kinds of systemic failures that led to ﬁnan-
cial devastation in the [Great] Depression.!

Therefore, to ensure the solvency of federally chartered in-
surance companies, Congress almost certainly will enact, as a
key component of federal insurance chartering legislation, a set
of rules designed to minimize the occurrence of insolvency among
federally chartered insurers and to quickly put out of business
those insurers chartered under federal law that are sliding
toward insolvency.

Those rules will be enforced by a government agency, most
likely the issuer of insurance charters. That agency will issue
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insurance solvency regulations, periodically examine the feder-
ally chartered insurers, supervise them, and, under procedures
akin to the prompt corrective action (PCA) rules enacted by the
Federal Deposit Insurance Corporation Improvement Act of 1991
(FDICIA), will close and liquidate or sell failing insurance com-
panies. Anyone familiar with federal banking law and regulation
will quickly recognize the many parallels that will exist with fed-
eral insurance regulation. Complaints about federal insurance
regulation will sound remarkably similar to complaints about
federal banking regulation.

If insurance regulation, like banking regulation, worked per-
fectly, then failing insurance companies would be resolved before
they became insolvent. In that circumstance, there would be no
need for insurance guarantee protections, just as there would be
no need for deposit insurance. Insureds and claimants, like bank
depositors, would never suffer a loss or delay in receiving pay-
ment. But, alas, insurance regulators, like bank regulators, are
far from perfect—hundreds of insurance companies have failed
in recent decades, with substantial insolvency losses that would
have been borne by insureds and claimants had it not been for
the state guaranty funds. For example, the net loss (payouts and
administrative expenses minus recoveries) of the state property-
and-casualty (P&C) guaranty funds for the 1969-1997 period
was $6.5 billion.2 The net loss for the state life and health (L&H)
guaranty funds, in multistate insolvencies only, for the 1990—
1998 period was $4.45 billion.? While not insignificant, those are
modest amounts compared with the $160 billion cost of the S&L
crisis. '

Although not widely recognized as such, the state guaranty
funds, like federal deposit insurance (FDI), represent a product
warranty. Specifically, the states have created a mechanism (the
state guaranty funds) that protects innocent third parties (in-
sureds and third-party insurance claimants) against regulatory
negligence and failure on the part of state-employed insurance
regulators. In effect, the state guaranty funds, like FDI, reflect
this political reality: if government wants to be in the business,
for whatever reason, of regulating financial institutions, then it
has no choice but to provide a warranty for the service that busi-
ness supposedly provides to the general public. That proposition
can be viewed from another perspective—if government is not
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liable for its regulatory negligence, then what is the point of hav-
ing government regulation in the first place?

Just as the states provide a product warranty for their insur-
ance regulation, in the form of the state guaranty funds, and just
as the federal government provides a product warranty for its
banking regulation, through FDI, so too will Congress feel com-
pelled to provide a product warranty for its regulation of feder-
ally chartered insurance companies. Major questions will arise,
though, as to how the product warranty will be specified, how
warranty losses will be minimized, and who will pay for those
losses. Initially, the state guaranty funds will coexist with a fed-
eral insurance product warranty; that is, a federal insurance
guarantee, or FIG. However, just as nonfederal deposit insur-
ance, with two exceptions,” could not compete successfully
against FDI, one must wonder how long the state guaranty funds
will be able to compete against a FIG. Victor Palmieri, chairman
and CEO of the Palmieri Company and the receiver in several
major insurance insolvency cases, observed after envisioning a
federal insurance charter that:

This would leave smaller, less capitalized insurers
under state regulation. This dual system will likely re-
sult in new strains for the guaranty association system
because of the reduced assessment capacity of state
guaranty associations as the largest companies opt for
federal regulation.®

The Background of the State Guaranty Funds

As with deposit insurance, the state guaranty funds sprang from
_adversity, in particular from the failure of more than one hun-
dred “high-risk” auto insurers in the 1960-1969 period. As a re-
sult of those failures, several bills were introduced in the Senate
in the 1960s to establish a federal insurance or guaranty mecha-
nism to protect the insureds and third-party claimants of failed
insurance companies. In May 1969, Senator Warren Magnuson
(D-Washington) introduced a bill (S. 2236) to create a Federal
Insurance Guaranty Corporation (FIGC) that would have pro-
vided insolvency protection for virtually all lines of P&C insur-
ance. Within a month, the National Association of Insurance
Commissioners (NAIC) began work on a model State Post-Insol-
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vency Assessment Insurance Guaranty Association Act for P&C
insurers.

By the end of 1971, most states had enacted some version of
that model, thereby creating the state guaranty funds. Today, all
states have guaranty funds for their P&C insurers. All of them,
with one exception, operate on a post-assessment basis; that is,
they assess surviving insurers for losses in failed insurance com-
panies as those losses are paid. New York is the sole exception—it
operates a pre-assessment system, with the insurance companies
assessed only when there is a need to replenish the state fund.

A similar state guaranty fund system to protect the insureds
of insolvent L&H insurance companies emerged more slowly,
largely because of opposition from the life insurance industry.
Consequently, it took until 1983 for thirty-four states to enact
guaranty association laws for their L&H insuters.” Not until
1992 had all states enacted guaranty association legislation for
their L&H insurers.?

Because many insurance companies, including all the larger
ones, have long operated on a multistate, if not national, basis,
the guaranty funds, working through the NAIC and the two na-
tional associations of guaranty funds, have developed procedures
for managing the loss payouts of failed multistate insurers.
Those associations are the National Conference of Insurance
Guaranty Funds for P&C insurers and the National Organiza-
tion of Life and Health Insurance Guaranty Associations
(NOLHGA).

The creation of the state guaranty funds enabled the insur-
ance industry and the NAIC to fend off federal intervention in
an important aspect of the insurance industry: the protection of
insureds and third-party claimants. However, the spate of insur-
ance company failures in the 1980s and early 1990s prompted
Representative John Dingell, then chairman and now ranking
Democrat on the powerful House Commerce Committee, to intro-
duce in 1992 and again in 1993 a bill entitled the Federal Insur-
ance Solvency Act (H.R. 1290 in 1993). That bill would have
created a Federal Insurance Solvency Commission that would es-
tablish and enforce uniform national standards for all insurers
operating in interstate commerce. As a practical matter, the bill
would have established federal regulation for all multistate in-
surers. The Dingell bill also would have federalized the regula-
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tion of the reinsurance industry. Finally, the bill would have
established the National Insurance Protection Corporation
(NIPC) to protect the insureds of any insolvent insurer regulated
by the federal government. The operation of the NIPC would
have been modeled on the structure, procedures, and require-
ments of the Securities Investor Protection Corporation.®

Similarities and Differences between the Sfate Guaranty
Funds and Federal Deposit Insurance

There are important similarities and differences between the
state guaranty funds and FDI that will have a strong bearing on
the construction of a FIG for federally chartered insurers.

Limits on the scope of protection are perhaps the greatest
similarity between the guaranty funds and FDI. However, while
FDI has a fairly simple and widely advertised limit—$100,000
per depositor, per bank®—the guaranty fund limits are more
complex and they vary from state to state. For example, there
might be one limit on the refund of unearned premiums, a sepa-
rate limit on loss claims, and other limitations and exclusions,
such as excluding coverage on punitive damage claims, or for in-
sureds with a net worth exceeding a stated amount. The other
key similarity is that survivors in the industry, presumably the
better capitalized and managed firms, are taxed to pay for regu-
latory failure, specifically the failure of regulators to promptly
close those firms that the regulators have not prevented from
becoming insolvent.

The differences between the state guaranty funds and FDI,
however, are significant in two respects that will have an impor-
tant bearing on how Congress resolves the issue of protecting the
insureds and third-party claimants of federally chartered insur-
ers. First, Congress may find certain aspects of the state funds
unacceptable for ensuring the protection of the insureds and
third-party claimants of federally chartered insurance compa-
nies. Second, Congress may reject various aspects of state guar-
anty fund operation in constructing a FIG and its administrative
apparatus. The following are the key differences.

Fund Administration. The state guaranty funds are nonprofit
associations of all companies licensed to write insurance within
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a state in the lines of insurance covered by the guaranty fund.
Insurance companies therefore are required to belong to a state’s
guaranty fund in order to obtain a license to sell insurance in
that state. The board of directors of each guaranty fund is com-
posed of representatives from member companies and from the
state insurance commissioner’s office.!! Sometimes there is a
public member or two on those boards. Overall, though, there is
a close working relationship between the insurance industry and
its regulators. That is quite different from FDI, which is run as
an integral component of federal banking regulation, or from the
operation of the Federal Insurance Solvency Commission that
would have been created under the Dingell legislation.

Fund Balance, or Lack Thereof. With the exception of New
York’s pre-assessment system, the state guaranty funds are not
funds in the sense that they have fund balances from which
losses are paid. Instead, loss payments are assessed on surviving
insurers as those losses are paid. Under FDI, however, there is
no direct linkage between the occurrence of losses (when the exis-
tence of a loss is first recognized by the regulators) and the pay-
ment of a loss. The Dingell bill envisioned the creation of a fund
balance in the NIPC comparable to the fund balances that exist
in the FDIC’s two insurance funds, the Bank Insurance Fund
(BIF) and the Savings Association Insurance Fund (SAIF). How-
ever, as a practical matter, the two fund balances are fictions,
since they are treated as part of the consolidated federal budget.
Further, any decline in either fund below a 1.25 percent reserve
ratio (the fund’s balance as a percentage of insured deposits)
must quickly be offset with higher deposit insurance premiums.
That requirement effectively means that the bottom portion of a
fund balance, up to 1.25 percent of insured deposits, is not avail-
able to absorb bank or thrift insolvency losses, except over the
short term.

Product Line Differentiations. Unlike deposit insurance,
which does not differentiate between types of deposits (checking
versus savings) or types of domestic depositors (individual versus
large corporation),’? the state guaranty funds have various
product divisions. The guaranty funds divide into two broad cate-
gories—P&C and L&H. Within those two categories are subdivi-
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sions such as workers’ compensation, automobile, and all other
P&C lines, or life, health, and annuities; those subdivisions vary
from state to state. Also, certain forms of insurance, such as title
insurance, are often excluded from guaranty fund protection.
The Dingell bill would have had six subdivisions within the
NIPC, and yet it also listed thirteen exclusions from any NIPC
protection at all.

Coverage Limits. As noted above, coverage limits vary from
state to state, up to $500,000, by type of insurance product, and
by type of liability (prepaid premiums versus actual loss, cash
values versus life insurance death benefits, and so forth). For
FDI, there is one nationwide insurance limit—$100,000 per de-
positor, per bank.

Who Ultimately Pays for Insolvency Losses. One of the
major differences between FDI and the state guaranty funds is
the extent to which losses are contained within the affected in-
dustry. With the significant exception of the taxpayer bailout of
the Federal Savings and Loan Insurance Corporation, depository
institutions have paid for FDI losses through deposit insurance
premiums. Further, numerous reforms that Congress has en-
acted since 1989 have effectively eliminated the taxpayer risk
previously posed by FDI.!? Treatment of guaranty fund assess-
ments, however, varies significantly among the states, with
many states permitting insurers to reduce the premium taxes
they pay by the amount of the guaranty fund assessments they
pay.* \
Premium tax offsets permit surviving insurance companies
to pass the cost of insurance company failures through to general
taxpayers. More states permit L&H insurers to offset fund as-
sessments against premium taxes than is the case with assess-
ments against P&C insurers because L&H insurers cannot pass
their assessments through to owners of existing long-term life
insurance contracts. The Dingell bill did not provide any such
offset, possibly because insurance companies do not pay pre-
mium taxes to the federal government.

Risk Sensitivity of Premiums. One of the surprising short-
comings of the state guaranty funds, given that insurance com-
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panies are supposed to factor risk into the premiums they
charge, is the complete lack of risk sensitivity in state guaranty
fund assessments. That lack at least partially reflects their
ex post, or after-the-fact, nature. Although Congress, through
FDICIA, tried to push the FDIC toward levying risk-sensitive
premiums, the FDIC has not been very successful in developing
genuinely risk-sensitive premiums: that is, premiums that are
based on leading measures of banking risk and are intended to
deter banks from unwise risk-taking. Interestingly, when the
FDIC in early 1999 attempted to introduce more risk into its
premiums, it quickly had to back down because of political oppo-
sition.1s

Public Policy Questions Congress Must Address

Operating on the fairly safe assumption that Congress will insist
on protecting insureds and third-party claimants from the insol-
vency of federally chartered insurance companies, Congress will
have to address a number of questions regarding the nature and
provision of that coverage. Although many of those issues were
addressed in the 1993 Dingell bill, it is useful to review them,
particularly in light of the financial services modernization legis-
lation Congress enacted in 1999 (S. 900). Those issues include:

Whether or not to provide federal insolvency protection for the
insureds of federally chartered insurers. The threshold question
that Congress must address in creating a federal insurance char-
ter is how to provide for the insolvency protection of the insureds
and third-party claimants of federally chartered insurers. One
option would be to rely on the existing system of state guaranty
funds to provide that protection, including the existing mecha-
nism for dealing with the insolvency of multistate insurers. How-
ever, Congress might be troubled by the lack of uniformity of
guaranty fund protections across the states. If Congress were so
troubled, it might then insist on a uniform standard of protec-
tion, which would put many of the guaranty funds in the position
of operating with different levels of protection for state and feder-
ally chartered insurers, or having to adopt the federal standard
for its state-chartered members.

Congress also would be concerned with the assessment ca-
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pacity of the state guaranty funds, since there would be, in light
of Congress’s bailout of the FSLIC, a fairly explicit federal guar-
antee of the insolvency protection provided for the insureds and
third-party claimants of federally chartered insurers. Given
those complexities and the precedent set by the two Dingell bills,
Congress probably would opt to create a FIG for federally char-
tered insurance companies.

Admission of state-chartered insurance companies into the
FIG program. If Congress does create a FIG and a federal agency
to administer that guarantee, then Congress will have to imme-
diately address the question of whether or not to admit state-
chartered insurers into the program in the same manner that
the FDIC has always been open to state-chartered banks. How-
ever, just as Congress broadly extended federal safety-and-sound-
ness regulation to state-chartered, federally insured banks and
thrifts in the aftermath of the S&L crisis, so too would it reason-
ably take the same approach toward state-chartered but feder-
ally guaranteed insurers. That approach reflects the fact that he
who insures must, of necessity, also regulate in order to mini-
mize losses. The failure in 1999 of seven insurance companies
controlled by Martin Frankel raised anew long-standing con-
cerns about the quality of state insurance regulation; losses in
the Frankel fiasco may exceed $200 million.’¢ What is especially
troubling is that Tennessee insurance examiners had been suspi-
cious about the activities of one of the Frankel-controlled insur-
ance companies since 1993.17

Admission of state-chartered insurers into a FIG program
would then create not only dual chartering for insurers, but also
a dual guaranty mechanism that did not exist in the banking
industry when the FDIC was created (all state deposit insurers
had failed by 1933). Further, very limited nonfederal deposit in-
surance for S&Ls and credit unions emerged after World War II,
so there never has been significant competition between state-
chartered insurers and the federal government in the deposit in-
surance arena. Given that nonfederal deposit insurance has al-
most entirely disappeared, it is reasonable to speculate that the
state guaranty funds would soon start to wither if state-char-
tered insurers could become federally guaranteed, as the Dingell
bill envisioned.
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Relationship of the FIG program to the FDIC. Although the
Dingell bill envisioned an NIPC that would be independent of
the FDIC, that independence must be questioned in light of the
convergence of banking and insurance, as reflected in the finan-
cial services modernization legislation Congress enacted in 1999.
Further, given the many similarities between the FDIC’s mission
as a deposit insurer (as differentiated from its mission as a bank-
ing regulator) and the mission of the federal agency administer-
ing the FIG Fund, a strong argument can be made that all forms
of federal financial insolvency protection (including credit union
share insurance), as well as the resolution of failed financial in-
stitutions, should be administered by one federal agency. The
federal resolution of insolvent, federally guaranteed insurers
would represent a significant change from the existing, expen-
sive state system for resolving insolvent insurers. According to
one estimate, for every one dollar of assets in insolvent P&C com-
panies, liquidators turn over an average of only 33 cents to the
guaranty funds.'® Asset recovery rates generally are much higher
in failed institutions insured by the FDIC.

The argument for having just one federal insolvency insurer/
resolution agency was strengthened by the 1999 financial ser-
vices modernization legislation, which permits banks and insur-
ers to affiliate within a holding company structure. Although
that legislation strengthened the obsolete notion of functional
regulation, Congress may be reluctant to extend the functional
regulation concept to creditor protection if it creates a FIG pro-

gram.

Fund balance in a FIG Fund. Although there is no logical
relationship between a deposit insurance fund balance and the
insolvency risks which that fund faces, the concept of a deposit
insurance fund balance has become well embedded at the federal
level, partly because it is fairly easy to compute a desired fund
balance—simply multiply some measure of bank deposits (usu-
ally an estimate of insured deposits) by an arbitrary percentage.
Life is not so easy in the insurance arena, though, because liabili-
ties to insureds and third-party claimants are not easily mea-
sured, particularly for P&C companies and especially for their
long-tail liabilities. Natural disasters, which strike suddenly
and, often, fatally for small P&C insurers, create another major
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uncertainty in determining an appropriate fund balance. There-
fore, assuming that Congress will want the FIG Fund to have
some sort of advanced funding, it will have to determine how
that fund balance will be calculated. The Dingell bill left that
determination to the directors of the NIPC.

Emergency access to the Fed discount window. Theoretically,
insurance companies, like securities firms, can borrow from the
Federal Reserve’s discount window in “unusual and exigent cir-
cumstances”; that is, if they are experiencing severe liquidity
problems. However, unlike banks, which can borrow at the dis-
count window of a Federal Reserve Bank without prior approval
of the Board of Governors of the Federal Reserve System, loans
to nonbank firms, such as insurance companies, require an af-
firmative vote of five members of the Board of Governors.?® Un-
published reports suggest that there have been times,
specifically in the mid-1970s and the late 1980s, when insurance
companies suffering liquidity problems approached the Fed
about borrowing at the discount window, but were rebuffed by
the Fed. According to NOLHGA, the July 1991 failure of the Mu-
tual Benefit Life Insurance Company, a $13 billion insurer, cre-
ated a classic “run-on-the-bank” scenario, in part “because
Mutual Benefit’s pension plan—held contracts did not have very
restrictive withdrawal provisions.”2°

Although not widely seen as a problem, a run on a life in-
surer in particular can create a much longer term liquidity prob-
lem for that company than troubled banks usually experience,
since people return to banks more quickly, in order to manage
their liquidity, than they will return to a life insurer. P&C insur-
ers facing substantial claims after a major natural catastrophe
also can face liquidity problems. If Congress creates a FIG pro-
gram, it almost certainly will want to liberalize the access that
federally guaranteed insurers have to the Fed’s discount window.
That would give the FIG program a significant competitive ad-
vantage over the state guaranty funds.

Product line coverages and exclusions/coverage limits. One
of the most important determinations Congress will have to
make in creating a FIG program will be determining who will
be protected by the FIG, what types of insurance coverages and
insureds will not be protected, and the amount of coverage. That
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problem will be made more complex by the substantial exposure
that many P&C companies have to natural disasters such as hur-
ricanes, floods, and earthquakes. Although the states have regu-
lated many of the insurances that have not been subject to state
guaranty fund protection, it is an open question as to whether or
not Congress will be comfortable with such exclusions for feder-
ally chartered insurers, and specifically with the range of exclu-
sions specified in the Dingell bill. If there is any aspect of the
federal chartering of insurance companies where the devil is in
the details, it certainly will lie in defining the coverages, coverage
amounts, and exclusions under a FIG program and in dealing
with catastrophic risk exposures.

FIG premiums. Given its extensive experience with FDI, it
is unlikely that Congress, in creating a FIG program, will adopt
the relatively simplistic post-insolvency loss assessment proce-
dures of the state guaranty funds. First, it probably will insist on
some degree of prefunding for a FIG Fund, as did the Dingell bill.
Second, it probably will want an attempt made to incorporate
risk-sensitivity into FIG Fund premiums. Third, it will expect
the FIG Fund to be entirely self-sufficient, even during times of
great economic distress, as it now expects for FDI. That require-
ment will be especially tough on life insurers because they would
not be able to pass premium increases through on existing poli-
cies that account for most of their insurance liabilities. A tax-
payer bailout of the FIG Fund will be highly unacceptable to
Congress, as will any delay in FIG payments attributable to an
annual assessment cap common to the state guaranty funds.
Fourth, it will have to categorize the broad range of insurance
products for the purpose of determining separate assessment
rates for each category.

The federal chartering/guarantee challenge. The federal
chartering of insurance companies is becoming increasingly
likely because of the growing inefficiencies associated with the
highly balkanized state regulation of insurance. However, deter-
mining the means for protecting insureds and third-party claim-
ants against insurance company insolvencies may present the
toughest set of issues Congress will have to address when au-
thorizing a federal insurance charter. In part because of its expe-
rience with FDI, Congress most likely will not emulate the
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structure and operation of the state guaranty funds when creat-
ing a mechanism for protecting the insureds and third-party
claimants of federally chartered insurance companies.

While the 1993 Dingell bill provides one road map for provid-
ing that protection, that bill did not provide for federal charter-
ing of insurance companies, although it did envision establishing
a strong federal influence over the regulation of state-chartered,
multistate insurers. The issue of protecting the insureds and
third-party claimants of federally chartered insurers may there-
fore become both the Achilles’ heel and the briar patch of federal
insurance chartering. That possibility suggests that fresh, radi-
cal thinking should be applied to the federal chartering/guaran-
tee issue.

The Cross-Guarantee Alternative for a Federal
Insurance Guarantee

One approach to a federal-level guarantee fund would be the 100
percent cross-guarantee concept, which has been proposed for
privatizing banking regulation and its attendant deposit insur-
ance, too-big-to-fail, and systemic risks.?’ Representative Tom
Petri (R-Wisconsin) has introduced legislation on several occa-
sions, most recently in 1996 as H.R. 4318, which would imple-
ment the cross-guarantee concept.

Despite contrary impressions, the cross-guarantee concept
represents a modest departure from the present system of FDI
and government banking regulation as well as the state guar-
anty funds and state insurance regulation. Essentially, all the
cross-guarantee concept does is (1) delegate the safety-and-sound-
ness regulation of individual banks and insurance companies to
the direct, private-sector guarantors of each guaranteed institu-
tion’s guaranteed liabilities; (2) explicitly extend the too-big-
to-fail (TBTF) concept to all banks and insurers; (3) further
strengthen the already substantial taxpayer protections of FDI.
Central to the cross-guarantee concept is the notion that the pro-
tection of depositors and insureds should not be viewed as social
insurance funded by general tax revenues. Instead, that protec-
tive activity should be viewed as a business, just as P&C and
L&H insurance have long been viewed.

The first step in implementing a cross-guarantee system is
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to introduce marketplace democracy by giving individual banks
and insurers the freedom to decide which institutions they will
help to guarantee and which ones they will not guarantee. In
return for providing that guarantee, those guarantors will
charge a contractually specified, risk-sensitive premium (dis-
cussed below) as well as appoint a private-sector firm, called a
“syndicate agent,” to ensure that the guaranteed institution
(bank, thrift institution, or insurance company) complies with
the negotiated safety-and-soundness provisions of the cross-
guarantee contract (also discussed below). Once a contract takes
effect, the guaranteed institution will be exempt from all govern-
ment safety-and-soundness regulation. Therefore, it will be ex-
empt from all government safety-and-soundness oversight; that
will become the sole responsibility of the institution’s guarantors
and their syndicate agent. As a result of that voluntary contract-
ing process, those guarantors directly at risk in bank or insur-
ance company failures will be able to optimize that risk, through
negotiated premium rates and contractual restrictions, thereby
eliminating one of the great shortcomings of FDI and the state
guaranty funds—their systemwide mutualization of losses.

One of the great virtues of privatizing banking and insur-
ance regulation, or more specifically, delegating it to guarantors
and their syndicate agents, is that it will permit banks and insur-
ers to escape one-size-must-fit-all regulation, an inherent charac-
teristic of government regulation, state or federal. Instead, each
guaranteed bank or insurance company, working with a syndi-
cate agent, will negotiate with its syndicate of direct guarantors
only those safety-and-soundness requirements that are logical
for that bank’s or insurer’s business strategy. In effect, a bank or
insurance company would negotiate contractual terms, including
premium rates, that fit its business strategy. More diversified
strategies will result, leading to a sounder financial services in-
dustry.

Perhaps the most important element in a cross-guarantee
contract would be the formula for periodically computing its risk-
sensitive cross-guarantee premium; under the formula, the pre-
mium rate might be adjusted as often as monthly or even weekly.
As with other provisions in a cross-guarantee contract, the fac-
tors in the formula would be negotiated by the guaranteed bank
or insurance company with its direct guarantors. The periodic
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adjustment of premium rates under those formulas would dis-
courage sudden increases in a bank or insurance company’s risk
appetite. In effect, the keen risk sensitivity of cross-guarantee
premium formulas will become a powerful deterrent to risky
banking and insurance practices, a deterrent now absent in FDI
premiums or state guaranty fund assessments. The marketplace
tailoring of premium formulas to individual business strategies
will have an important side benefit—the cross-subsidies that
now plague FDI and the state guaranty funds will be minimized.
Thus, the cross-guarantee concept, although developed ini-
tially for use in the banking industry, can easily be extended to
protect the insureds of federally chartered insurance companies.

Conclusion

The time is fast approaching when Congress will authorize the
federal chartering of insurance companies, as the present bal- -
kanization of state insurance regulation increasingly hobbles
that industry. Politically, increasing segments of the insurance
industry favor a federal chartering option so that the insurance
industry will have a dual chartering option that has long been
available to banking. However, the protection of the insureds and
third-party claimants of federally chartered insurance compa-
nies remains a seldom discussed aspect of federal insurance
chartering. Yet this aspect of federal insurance chartering may
be one of the most difficult to accomplish, largely because of the
manner in which the state guaranty funds have evolved over the
past three decades.

Separately, Congress is struggling with other issues: deposit
insurance reform; the growing obselescence of functional regula-
tion, attributable to the melding of all types of financial services
products and firms; and the emergence of threats to the federal
financial safety net outside of the banking industry, as the Long
Term Capital Management caper demonstrated in 1998. That
melding process will accelerate the growth of large, globally ac-
tive financial conglomerates offering a broad range of banking,
insurance, and securities products. The challenge that policy-
makers face was acknowledged by one NOLHGA official when he
wrote:
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It is increasingly apparent that convergence in the fi-
nancial services industry is a fact of life. What is not
quite so apparent is the regulatory framework in which
these industry giants will work.??

The cross-guarantee concept for privatizing banking and in-
surance regulation and its attendant financial risks would facili-
tate financial services modernization by eliminating the need for
regulatorily differentiating financial products and firms. More
specifically, it would facilitate federal insurance chartering by
resolving, in a highly satisfactory manner, the surprisingly
thorny problem of providing for the protection of insureds and
third-party claimants of federally chartered insurers. In fact,
pulling banks and insurance companies into the same cross-
guarantee system would go a long way toward eliminating the
increasingly unnecessary need to regulatorily differentiate banks
from insurance companies.
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