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Over the years, we have seen en re industries transformed due to new technologies—from
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ducers. This ar cle will discuss how the McCarran‐Ferguson Act is as relevant today as it was
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cording to the Associa on of Air Medical Services. However, consumer complaints about exor‐
bitant air ambulance bills have risen no ceably over the past several years. State laws that
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ar cle will discuss some of the state and federal regulatory eﬀorts to protect consumers from
excessive out‐of‐network charges.
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on of the evolving risk landscape, the NAIC’s current focus has been on adding granularity to
its repor ng categories or expanding the risks quan fied in the RBC formula. Among the most
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By Shanique (Nikki) Hall, CIPR Manager

I
What was once science fic on has fast become a funda‐
mental part of our everyday lives. The no on of ar ficial
intelligence (AI), whether on movie screens or in science‐
fic on books, has long been part of our imagina ons. While
robots have yet to take over the world, the use of AI has
increased exponen ally across industries over the past sev‐
eral years. The rise in accessible data, increased compu ng
capabili es and changing consumer expecta ons has led to
a strong accelera on of AI development. We are now using
AI throughout the landscape of our lives—o en without
realizing it—whether it is Google’s search engine, a virtual
assistant (such as Apple’s Siri), or online stores that know
what you want before you log in.
We have go en so comfortable with technology doing new
and amazing things every day we o en do not stop to think
about the science behind it. At its essence, AI can be de‐
fined as the science of making computers do things requir‐
ing intelligence when done by humans, including learning,
planning, reasoning, problem solving and decision‐making.
Various AI‐related technologies, such as natural language
processing (NLP), computer vision, robo cs, machine learn‐
ing and speech recogni on, have substan ally progressed
over the years to coalesce into systems that do, think, learn
and con nuously adapt.
Consequently, AI is rapidly evolving and crea ng viable op‐
portuni es for business growth. It is disrup ng and improv‐
ing organiza ons across all industries, including insurance.
Companies such as IBM, Apple, Google, Facebook and Ama‐
zon are leveraging AI pla orms and solu ons for customers,
partners and employees. While insurers are in the early stag‐
es of catching this wave, they are said to be ripe for transfor‐
ma on in areas such as underwri ng, customer service,
claims, marke ng and fraud detec on. Three‐quarters of
insurance execu ves (globally) believe AI will either signifi‐
cantly change or completely transform the industry over the
next three years, according to Accenture’s Insurance Tech‐
nology Vision 2017 report (Accenture Report).
Advances in AI have also caught the a en on of venture
capitalists and other investors. InsurTech (technology based
solu ons for insurance) startups in AI were one of the
ho est ckets in 2016. According to the Accenture Report,
the number of InsurTech startups with a focus on big data,
AI, and the Internet of Things (IoT) has skyrocketed in re‐
cent years, a rac ng nearly half of the total funding spent
globally on Insurtechs in 2016. InsurTech startups are said
2
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to be using AI technology to enhance customer experience
by improving convenience, transparency, meliness and
customer engagement.
There are a number of new and emerging technologies set
to revolu onize the financial services and insurance indus‐
try, including, telema cs, IoT, blockchain, digital pla orms
and AI. These breakthrough technologies are reshaping the
insurance industry by providing innova ve ways to measure,
control and price risk; engage with customers; reduce cost;
improve eﬃciency; expand insurability; and create new
products and business models.
The NAIC recently formed the Innova on and Technology
(EX) Task Force to explore the technological developments
in the insurance sector. The Task Force will provide a forum
for discussion of innova on and technology developments
in order to educate state insurance regulators on how these
developments will aﬀect consumer protec on, insurer and
producer oversight, and the state insurance regulatory
framework.

A

I

AI is the study and development by which a computer and
its systems are given the ability to successfully accomplish a
task typically requiring a human’s intelligent behavior. Mer‐
riam‐Webster defines AI as a branch of computer science
dealing with the simula on of intelligent behavior in com‐
puters; and the capability of a machine to imitate intelligent
human behavior.
Currently, within tradi onal industries, many tasks are
achieved by humans—for example, gathering informa on,
analyzing data by running a model or using personal judge‐
ment, and finally making a decision. Algorithms or machines
are used to assist humans, but the tasks are s ll led by hu‐
mans. AI allows technology to replace humans on all of
these steps—from data collec on and analysis down to the
final decision‐making.
Over the years, scien st have consistently tried to find a way
to bridge the gap between man and machine. English com‐
puter scien st Alan Turing is widely considered to be the
father of AI. In the 1940’s, at the dawn of compu ng, Turing
was grappling with the ques on: “Can machines think?” He
later published a paper in 1950 en tled, Compu ng Machin‐
ery and Intelligence, in which he described what is now
known at the “Turing Test” for determining whether a ma‐
chine is “intelligent.” During this me, the term AI had not
been coined. John McCarthy later coined the term in 1955, a
(Continued on page 3)
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1980‐2000: Military and
academia begin to show
interest in AI

2005 onwards: Large tech companies
invest in commercial applica ons of
AI/machine learning

Source: PwC Analysis.

few years a er Alan Turing’s death. Since the advent of the
Turing Test, it has been widely used as a benchmark to see if
humans can create machines with a high enough level of AI,
which is “indis nguishable” from humans. In June 2014, Eu‐
gene Goostman, a Ukrainian chatbot, was the first computer
program to pass the Turing Test. Goostman managed to con‐
vince 10 out of 30 judges it was a real person during the
course of a five‐minute chat conversa on.
More than 60 years a er Turing published his paper, ma‐
chines that think like humans have not yet arrived, but
there are now machines approaching having intelligence to
the extent suggested by Turing. AI technology has pro‐
gressed immensely and con nues to develop and improve
all the me (Figure 1). It has become increasingly proficient
at performing tasks historically diﬃcult for computers to
execute, including recognizing images, iden fying spoken
words and using unstructured data.
It is important to note AI is not a monolithic subject area. It
comprises a number of mechanisms adding to the no on of
what it means to be intelligent. Machine learning, deep
learning and natural language processing (NLP) are all ex‐
amples of terms rela ng to the collec on of technologies

known as AI (Figure 2 on the following page). They are o en
used to describe AI in more detail, alongside the term AI, or
independently. An example of their defini on and scope is
as follows:

 Machine learning is a subfield of AI based around the



science and engineering of making machines “learn”
for themselves. At its most basic, machine learning is
the prac ce of using algorithms to parse data, learn
from it, understand it, and then make a determina on
or predic on.
Deep learning is a type of machine learning using mul ‐
layered neural networks to learn and improve upon
itself for next me, just as humans would. It is about
designing highly complex algorithms that can make ro‐
bots intelligent, such as face recogni on techniques
used in drones to detect and target terrorists, or
pa ern recogni on/computer vision algorithms to au‐
toma cally pilot a plane, a train, a boat or a car. Deep
learning is used by Google in its voice and image recog‐
ni on algorithms and by Ne lix and Amazon to decide
what you want to watch or buy next.

(Continued on page 4)
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* IVR denotes interac ve voice response and RPA denotes robo c process automa ons.

 NLP is another important component of AI. NLP in‐
volves intelligent analysis of wri en language. NLP ap‐
plica ons a empt to understand natural human com‐
munica on, either wri en or spoken, and communicate
in return using similar, natural language. NLP is the
technology making it possible for Alexis, Siri, Cortana
and other virtual assistants do their magic.
The recent accelera on in AI is being driven by excep onal
technological advances along with a major shi in customer
expecta ons. Higher computer power, memory capacity,
cloud compu ng, big data technologies, and global connec‐
vity of both people and machines have enabled machines
to run complex algorithms faster than humans and handle
more input data than a human could. Consequently, AI sys‐
tems are now able to perform tasks previously requiring hu‐
man intelligence, such as visual and speech processing, deci‐
sion‐making and language transla on.
The successes of AI are also being facilitated by the massive
amounts of data we have today. The wealth of data we now
create is astonishing, and the speed at which data is gener‐
ated has only made data management tools like AI all the
more important. Whether it is structured or unstructured
data (e.g., social media, wearables, telema cs, sensors,
news, weather and traﬃc reports), AI is helping organiza‐
ons make sense of big data. As AI is able to execute com‐
plex analyses and computa ons at a speed impossible for
humans, it generates faster insights. Driverless cars create
roughly 4 terabytes a day of data. Sta s cal models cannot
handle that amount of data.
4
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AI has slowly ingrained itself into our everyday lives, from
taking full responsibility (as is the case of driverless vehicles)
and in some cases in mately listening to our every move
(i.e., in the home, with Amazon’s Echo). At Amazon Go,
Amazon’s prototype grocery store, customers can walk in,
grab the items they want, and walk out without paying or
wai ng in a checkout line. Amazon will automa cally charge
the customer’s account and send a receipt. Run out of cere‐
al? No problem. Amazon Prime customers can place an or‐
der from their phone and get same‐day delivery. Consumers
have come to expect these easy, hassle‐free experiences—
and AI is powering many of them.
Shaped by their experiences with other industries, insurance
customers, par cularly millennials, now expect quick on‐
demand services. However, unlike Amazon and many other
product and service providers, insurance is an industry with
low customer engagement. Tradi onally an insurer has just
two touch‐points to interact with customers: the first is
when it sells a product and the second is during the claims
process. A 2014 Morgan Stanley Research and Boston Con‐
sul ng Group study found consumers interacted less with
insurers than with any other industry, so the consumer ex‐
perience with insurers tends to lag behind others.
As such, AI has the poten al to aﬀect the insurance industry
in mul ple ways. The most obvious areas it can be used in‐
clude claims processing, underwri ng, fraud detec on and
(Continued on page 5)
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Customer Service and Marke ng
To improve customer experience, many insurers are in‐
ves ng in virtual assistants like chatbots. A chatbot is a digi‐
tal service capable of holding natural sounding conversa‐
ons with human beings with the aim of accomplishing par‐
cular tasks, such as answering ques ons. Two‐thirds of the
insurance execu ves surveyed in the Accenture Report said
they now use some sort of chatbot in at least one business
area to create be er customer interac ons.
Chatbots are powered by NLP to converse with customers
using mobile apps and messaging pla orms such as
WhatsApp and Facebook Messenger. They answer ques‐
ons, give basic advice, and address common inquiries and
transac ons—freeing up human reps to handle the more
complicated situa ons and saving consumers me from
having to navigate their way around complicated websites
or me‐consuming contact centers (Figure 3). Moreover,
chatbots are accessible around the clock with no hold mes.
One example is Geico’s virtual assistant “Kate,” which
launched earlier this year. Kate answers basic policy and
billing ques ons within the app like, “Do you want to know
the current balance on your auto insurance policy?,” or,
“What about the date of your next payment?” Another ex‐
ample is Allstate’s chatbot, the Allstate Business Insurance
Expert (or ABle). ABle walks customers through the quo ng
process and retrieves documents for agents.

customer service. The Accenture Report notes insurers have
begun to use AI technologies as a tool to help improve over‐
all customer experience, with the technology enhancing the
way sales and services are executed, facilita ng faster
claims processing, and enabling more accurate individual
risk‐based underwri ng processes.
Moreover, insurers are si ng on a treasure‐trove of big
data, the main ingredient AI requires to be successful.
When asked about the benefits of embedding AI into their
interfaces, more than half of the insurance execu ves sur‐
veyed in the Accenture Report cited be er data analysis
and insight. The abundance of data fused with unstructured
data can be leveraged to increase customer engagement,
create more personalized service and more meaningful
marke ng messages, sell the right product to customers
and actually target the right customer.
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Claims Management and Fraud Detec on
AI is also changing the way claims are processed. By leverag‐
ing AI technology to help manage claims, insurers are look‐
ing to reduce the me it takes for a claim to be processed,
and, in turn, reduce the handling costs, while improving
customer experience. Claims management can be augment‐
ed using machine learning techniques in diﬀerent stages of
the claim handling process. For example, machine learning
models can help automa cally assess the severity of damag‐
es and predict the repair costs from historical data, sensors
and images.
Metromile, a pay‐per‐mile car insurer, recently launched an
automated claims system designed to speed up the process
of verifying and paying out claims. Its new AI‐powered
claims assistant, AVA, promises to verify and resolve claims
in seconds. AVA will also soon be able to issue instant pay‐
ments and assist with scheduling repairs. Another example
is Zurich Insurance, which is deploying AI in deciding per‐
sonal injury claims. Its chairman recently noted “We re‐
cently introduced AI claims handling ... and saved 40,000
(Continued on page 6)
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Underwri ng
Underwri ng is fundamental for every kind of insurance poli‐
cy. An insurer’s capacity to underwrite risk eﬀec vely, that is
to assess all risk factors present in a given policy and to price
accordingly, is crucial. Factors like health history, age, gender
and lifestyle are all cri cal components of an underwri ng
assessment. AI can help move underwri ng from a manual
process predicated on historical data to an automated pro‐
cess using real‐ me data from thousands of sources to help
insurers build a fuller picture of their customers.

work hours, while speeding up the claim processing me to
five seconds.”
Earlier this year, peer‐to‐peer insurer Lemonade reported a
claim handling world record—3 seconds and no paperwork.
According to Lemonade, a policyholder submi ed a the
claim for a $979 Canada Goose Langford Parka on Dec 23,
2016. Within seconds, AI Jim, Lemonade’s AI claims bot,
reviewed the claim, cross referenced it with the policy, ran
18 an ‐fraud algorithms on it, approved it and sent wiring
instruc ons to the bank, informing the policyholder the
claim was paid at replacement cost and closed. However, it
is important to note the claims process is highly complex
and is seldom as simple as this example.

In health insurance, for example, data from wearable devices
such as Fitbit can track a customer’s ac vity. AI technologies
can analyze this wealth of informa on quickly and accurately.
However, while AI can help improve and speed up under‐
wri ng, most agree it can not replace expert human insight and
should be viewed as a means to augment human capabili es.

In addi on, AI is expected to reduce the instance of insur‐
ance fraud by flagging suspicious claims. One of the biggest
sources of frustra on for insurance agents lies in trying to
iden fy fraudulent claims. Insurers can leverage AI using
intelligent automa ons, self‐learning and analyzing pa erns
to help iden fy fraudulent claims. AI can help to match in‐
forma on from the claim to the policy and checks for red
flags alongside the agent. In addi on, AI understands previ‐
ous behavioral pa erns of a customer and can detect
pa erns or ac vi es with a high probability to be fraudu‐
lent otherwise invisible to the human eye.

These areas of AI are all just the beginning. AI technology is
self‐learning. This means over me the systems can adapt,
capture data and improve their own analysis capabili es.
Moreover, advances in AI extend far beyond cool social
apps. Thanks to great progress in deep learning, AI is making
inroads in fields of computer vision (e.g., where computers
understand the content and context of images). For exam‐
ple, medical startups claim they will soon be able to use
(Continued on page 7)
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computers to read X‐rays, MRIs, and CT scans more rapidly
and accurately than radiologists. Be er image recogni on is
also crucial to unleashing improvements in robo cs, auton‐
omous drones, and self‐driving cars.

C
Over the years, we have seen en re industries transformed
due to new technologies—from music to banking, publish‐
ing, travel and even taxis. Insurance is now grappling with
the risks and opportuni es of new technologies. The emer‐
gence of AI is a powerful form of technology with the po‐
ten al to disrupt the en re insurance value chain. So far,
the impact of AI in insurance has been minimal. However,
the adop on of AI within insurance is gaining momentum
and has been an important catalyst for insurers to improve
their services to remain compe ve.
AI was one of the most popular themes in InsurTech
startups last year. According to CB Insights, total funding to
InsurTech startups in 2016 hit $1.7 billion. Big data/
analy cs, AI and the IoT collec vely accounted for 70% of
the total value invested. In addi on, analysis of data on 450
Insurtech deals over the last three years found deals based
on AI and IoT rose by 79% last year (Figure 4 on the previ‐
ous page). It will be essen al for state insurance regulators
to engage with InsurTechs to understand the future direc‐
on of the industry, as well as the kind of improvements AI
is having in the Insurtech space.
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While AI provides opportuni es for tradi onal insurers to
modernize themselves, a number of obstacles to its adop‐
on in the insurance industry remain. Implemen ng AI is
not straigh orward. Insurers face challenges integra ng AI
into their exis ng technology due to issues such as data
quality, privacy and infrastructure compa bility, according
to the Accenture Report. Regula on is also an important
factor. Machine learning algorithms can parse through mas‐
sive amounts of data, generate predic ons and make deci‐
sions without the ability to explain to humans what it is
doing. Transparency will be needed as insurers will have to
explain the pricing policies to their customers. “The com‐
puter said so” is not an acceptable answer.



In the short‐term, AI can help insurers automate some of
the rou ne administra ve processes done manually and
could help with underwri ng, fraud and claims processing.
In the long‐term, as AI technology evolves, insurers may
need to not only address data quality and privacy concerns,
but also revamp their IT architectures to support AI features
and technical dependences. They will need to iden fy part‐
ners, hire or train for new skill sets, and put new develop‐
ment processes and infrastructure in place.
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standing as an a rac ve asset class with hybrid characteris‐
cs of equity, debt and real estate.6 Furthermore, invest‐
ments oﬀering be er‐than‐average yields are appealing in
the current macroeconomic environment characterized by
persistent low interest rates. A long dura on, higher return
investment asset providing steady income stream with mod‐
erate vola lity would naturally appeal to most life insurance
companies. Also, being considered generally uncorrelated
with the macro environment makes infrastructure invest‐
ment seem almost ideal for their investment por olios.

By Dimitris Karapiperis, CIPR Research Analyst

B
The U.S., like most developed countries,1 has an aging infra‐
structure at various levels of disrepair needing to be re‐
placed or upgraded. Following the defini ons of the Ameri‐
can Society of Civil Engineers (ASCE) and the Organisa on of
Economic Co‐opera on and Development (OECD),
“infrastructure” refers to the system of public works in a
country or state including roads, transit, ports, water and
energy distribu on, and transmission lines. An addi onal
type of infrastructure is “social infrastructure,” which typi‐
cally includes health care facili es, school buildings and
waste‐management facili es.

In May 2016, the U.S. Bipar san Policy Center issued a re‐
port on infrastructure Investment, sugges ng default rates
on infrastructure bonds were generally lower than on cor‐
porate bonds, and recommended state insurance regulators
consider their performance history in se ng capital‐related
requirements.7

In its 2017 infrastructure report, the ASCE graded the na‐
on’s infrastructure with a D+, meaning it is in poor condi‐
on and mostly below standard with high risk of failure, as
it is approaching the end of its service life.2 The 2017 grades
range across all 16 infrastructure categories, from B for rail
to D‐ for transit. While the cumula ve grade remained un‐
changed from 2013, three categories received a lower
grade this year, while seven saw slight improvements.3

However, although infrastructure investment may be able
to provide several benefits to investors, it also has a variety
of complex and idiosyncra c risks. A detailed and deep un‐
derstanding of infrastructure financing and contractual
structure, as well as knowledge of sophis cated analy cal
approaches, are needed to fully assess the risk‐return pro‐
file of each specific infrastructure project.

If nothing else, the poor grade illustrates the urgent need
for investment in the na on’s infrastructure. According to
the ASCE, in order to meet future needs and restore the
country’s global compe ve advantage, the es mated
$2.1 trillion 10‐year investment gap must be closed. Thus,
just to cover exis ng needs based on current trends, in‐
vestment from the public and private sectors must in‐
crease from 2.5% to 3.5% of U.S. gross domes c product
(GDP) by 2025.4 This es mate may even be on the con‐
serva ve side, because it does not fully account for all the
future infrastructure needs to serve a growing popula on
and accommodate emerging technologies.
Lack of available and suﬃcient public funding for infrastruc‐
ture due to fiscal ghtening has presented an opportunity
for ins tu onal investors with a long‐term horizon such as
life insurance companies, pension funds, mutual funds, en‐
dowments and founda ons, which may be uniquely posi‐
oned to provide capital for infrastructure projects. In May
2017, the federal Building and Renewing Infrastructure for
Development and Growth in Employment (BRIDGE) Act was
introduced in the U.S. Senate to establish a na onal infra‐
structure bank to help state and local governments to
be er leverage private investor capital to mend and im‐
prove the na on’s infrastructure.5
The presumed suitability of infrastructure investment for life
insurance companies has further enhanced infrastructure’s
8

Furthermore, infrastructure investment is heterogeneous,
with many diﬀerent types which do not always have the
same characteris cs, making a unique classifica on chal‐
lenging for investors as well as regulators. To the extent this
is an investment the U.S. insurance industry has less experi‐
ence with, more granular and detailed repor ng of the type
and level of ac vity allowing for more regulatory oversight
may be warranted.
Aside from the analy cal challenges infrastructure invest‐
ment may present for valua on and risk assessment, a key
ques on for state insurance regulators is whether the current
regulatory framework impedes, in any way, life insurers’ abil‐
(Continued on page 9)
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1960, when 18 European countries, the U.S. and Canada joined forces to create an
organiza on dedicated to economic development. Today, 35 member countries
span the globe, from North and South America to Europe and Asia‐Pacific, and
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emerging economies.
2
www.infrastructurereportcard.org.
3
www.infrastructurereportcard.org.
4
www.infrastructurereportcard.org.
5
www.congress.gov/bill/115th‐congress/senate‐bill/1168.
6
Weber, B., Staub‐Bisang, M. and Alfen, H.W. 2016. “Infrastructure as an Asset Class:
Investment Strategy, Sustainability, Project Finance and PPP.” John Wiley & Sons
Ltd.
7
Bipar san Policy Center. 2016. “Bridging the Gap Together: A New Model to Mod‐
ernize U.S. Infrastructure” May 2016.
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ity to invest in infrastructure and what changes are actually
needed, if any. As prudent asset‐liability management is a
regulatory priority, evalua ng the suitability of infrastructure
investment for insurance companies cannot compromise the
core regulatory mission to preserve the solvency of regulated
companies and protect policyholders.
Former NAIC President and Missouri Insurance Director
John M. Huﬀ, in his introductory remarks during the Valua‐
on of Securi es (E) Task Force special session on infra‐
structure investment at the 2016 Summer Na onal
Mee ng, stressed it is cri cal for regulators, as they consid‐
er possible changes in the regulatory regime, to not encour‐
age or incen vize insurance companies to do anything that
does not make any sense from an investment perspec ve
or it is not financially prudent.
Insurance companies already have a significant presence in
infrastructure financing through their exis ng bond invest‐
ments. Insurance companies held approximately $223 bil‐
lion in U.S. Treasuries, $198 billion in general obliga on
bonds, $296 billion in municipal revenue bonds and $780
billion in corporate bonds in infrastructure sectors like u li‐
es, communica ons, transit, natural resources, power gen‐
era on and social infrastructure.8
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Given infrastructure’s essen al role in the economy and for
its future growth, the provision of stable and adequate fi‐
nancing to close the infrastructure funding gap could be
seen as a societal priority. The ostensible need to enhance
private market solu ons to be er leverage exis ng capital
of ins tu onal investors raises the issue of infrastructure as
an asset class.
An asset class is defined as “a set of assets bearing some
fundamental economic similari es to each other, and have
characteris cs making them dis nct from other assets that
are not part of that class.”9 Therefore, to classify infrastruc‐
ture investments as an asset class, they must share same
risk‐return characteris cs, behave similarly in the market
with returns highly correlated with each other. Also, their
price and composi on data should be readily available and
should be possible to invest in the asset class passively, at
the quoted prices.10
The absence of those characteris cs, combined with the
lack of available knowledge on how to benchmark infra‐
structure, could create addi onal uncertainty among ins ‐
tu onal investors such as life insurance companies temper‐
ing their appe te for inves ng in infrastructure. It would
also add to the complexi es of classifying, valuing and
August 2017 | CIPR Newsle er
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providing regulatory guidance as to the treatment of these
types of investments by state insurance regulators.
Life insurance companies historically have indirectly invest‐
ed in infrastructure through corporate bonds of infrastruc‐
ture‐related companies or tax‐exempt U.S. municipal reve‐
nue bonds. However, bonds more directly earmarked to an
infrastructure project or public‐private partnership deals
may present a number of challenges for investors and regu‐
lators alike. Moreover, the issue of direct investments in
infrastructure as a rela vely untapped sector for invest‐
ments addressed in this part of the ar cle is further accen‐
tuated when we include structures and investment vehicles
such as private equity/venture capital, real estate or other
alterna ve investment funds, fund of funds and direct in‐
vestments or bespoke co‐financing structures.
A study by C. Rothballer and C. Kaserer noted the low sys‐
tema c risk and high idiosyncra c risk of infrastructure in‐
vestment and argued infrastructure investments are ex‐
posed to atypical risk profiles due to construc on risk, high
opera ng leverage, low market compe on and high levels
of asset specificity.11
According to Deutsche Bank and Blackrock reports, inves‐
tors would need to examine each infrastructure investment
by infrastructure subsector (e.g., transit, ports, roads, etc.)
and stage of development to assess its individual risk‐return
profile.12 Infrastructure investments from diﬀerent subsec‐
tors tend to have dis nct risk‐return profiles, making a nar‐
rower analy cal approach more meaningful than trea ng
all infrastructure investment as one separate and homoge‐
neous asset class.13 A number of studies have found signifi‐
cant variance in returns across subsectors within the infra‐
structure investment space.14
During the lifecycle of an infrastructure project, there may
be a few diﬀerent risk‐return profiles that may significantly
impact its appeal and suitability as an investment for life
insurance companies. Infrastructure projects generally go
(Continued on page 10)
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through four dis nct phases—planning, construc on, opera‐
on and winding‐up—with each phase requiring specific risk
considera ons.15 An understanding of how expected returns
would evolve over a project’s lifecycle and the specific phase
at any par cular me, as well as the associated risk profile,
would fundamentally change investors’ decisions. Accurately
assessing the evolving pa ern of risk at each phase of a pro‐
ject’s lifecycle would also aﬀect regulators’ concerns and
issues regarding the appropriate classifica on and treatment
of the specific infrastructure investment.

least because infrastructure investments are genuine hybrid
credits.18 A natural gas gathering and processing system, for
example, may at first carry a corporate guarantee by its
sponsor, which may drop oﬀ later on. Thus, the same system
may be considered a corporate debt ini ally and then transi‐
on to infrastructure.19 O en, there may be credits blending
specific infrastructure risk and commodity risk. When com‐
modity risk tends to be more dominant, as in the case of
mining and oil and gas explora on and produc on, the infra‐
structure label on the investment may not even apply.20

Another dis nc on usually made when considering an infra‐
structure investment is between greenfield and brownfield
infrastructure projects, with each having its own unique
characteris cs. Greenfield infrastructure investments in‐
volve early‐stage projects at the pre‐opera onal or con‐
struc on phase where there are no established demand
pa erns and no income stream. Greenfield investments
pose greater risk for investors in terms of cash flow uncer‐
tainty, because there would be no return in the event the
project is not completed.

To meet these challenges and a ract ins tu onal long‐term
investors, Swiss Re, in its presenta on during the Valua on
of Securi es (E) Task Force special session, noted the need
for defining a transparent, harmonized, standardized and
accessible infrastructure asset class.21 Ul mately, what is
needed, according to Swiss Re, are infrastructure invest‐
ments sharing characteris cs of a widely accepted sector,
emphasizing the poten al of infrastructure bonds.22

I

However, greenfield investments provide the chance to
realize a greater return with poten ally substan al invest‐
ment gains coming in later years. Brownfield infrastructure
investments involve projects already constructed, providing
steady and predictable income stream for investors. Ac‐
cording to Credit Suisse, brownfield investments typically
fall in the lower risk/lower return end of the spectrum, clos‐
er to fixed‐income than equi es, while greenfield projects
usually boast a higher risk/higher return profile, with poten‐
al investment gains coming in later years.16
The generally accepted view of infrastructure investment
may be partly the outcome of an idealized market view fo‐
cusing on a limited set of advantageous characteris cs; i.e.,
inelas c demand profile being largely unaﬀected by eco‐
nomic or market fluctua ons transla ng into moderate vol‐
a lity and stable and predictable income streams and no
correla on with other investments. While these character‐
is cs tend to be shared among a certain number of infra‐
structure investments, there is s ll a large subset where
some, but not all, of these favorable characteris cs apply.
The global financial crisis showed infrastructure invest‐
ments previously viewed as conserva ve low‐risk invest‐
ments proved to be quite vola le with much lower‐than‐
predicted cash flow, appreciably higher vola lity and corre‐
lated with equity markets.
Moody’s Investors Service (Moody’s), in an infrastructure
data report,17 noted there may not be clear dis nc on be‐
tween infrastructure and non‐infrastructure en es, not
10

I
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Although infrastructure investment is admi edly a hetero‐
geneous category, some experts have argued infrastructure
investment’s appeal is actually based on common character‐
is cs found across many infrastructure investments. Howev‐
er, there is scant empirical evidence regarding the presence
and/or prevalence of these characteris cs.23
The use of infrastructure investment as a countercyclical
investment to protect against capital market downturns
points to infrastructure’s insensi vity to economic cycles as
one of the defining characteris cs. Infrastructure invest‐
ments’ insula on from the macroeconomic environment
arises from its inelas c demand, which results in stable cash
flows for investors.24
(Continued on page 11)
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Furthermore, infrastructure’s generally monopolis c mar‐
ket posi on and the requirement for high ini al capital in‐
vestment could suggest rela vely lower default rates than
other investments.25 According to Moody’s, infrastructure
investments in its rated universe are less likely to suﬀer
credit losses than non‐financial corporate debt issuers, es‐
pecially over longer horizons. In the aggregate, infrastruc‐
ture debt experiences significantly lower default rates than
non‐financial corporate issuers. The 10‐year cumula ve
default rate for non‐financial corporate issuers is about five
mes higher than for infrastructure.26
Infrastructure investment’s long asset lifecycle is another
typical characteris c. Infrastructure investments, with their
long‐ me horizon and an undeveloped secondary market,
tend to be illiquid investments and, therefore, present a
diﬀerent risk profile in comparison with the broader asset
class of corporate bonds. In turn, infrastructure investments
should provide an illiquidity premium enhancing its appeal
to investors.27
The opaqueness as compared to the standard investments
of life insurance companies is another feature characteriz‐
ing infrastructure investment. The rela ve lack of infor‐
ma on available to investors to fully assess the diﬀerent
risk structures creates addi onal uncertainty and presents a
possible barrier to many investors.
An addi onal characteris c of infrastructure investments
o en discussed in ar cles and research reports is their abil‐
ity to generate a rac ve infla on‐adjusted returns.28 De‐
spite persistent low infla on, protec on from future infla‐
on is s ll a concern for most investors, adding to the appeal
of infrastructure investment. However, there are doubts
about the infla on‐hedging proper es of infrastructure in‐
vestment. An ar cle by Wurstbauer and Schäfers showed
infrastructure investments’ ability to hedge infla on de‐
pends on many factors such as the specific type of infra‐
structure, underlying revenue structure, ownership rights
and me period. The dependence on mul ple factors makes
it problema c to defini vely conclude infrastructure invest‐
ments, in general, could be beneficial to investors as infla‐
on‐hedging tools.29 Instead, each specific infrastructure
investment should be analyzed separately to assess its indi‐
vidual proper es and usefulness for a par cular investor.
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As noted earlier, life insurance companies, with their long‐
term investment horizon, appear well suited to be ac ve in
the infrastructure investment space. In general, infrastruc‐
ture investments are expected to be able to provide stable
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and secure cash flows for life insurance companies, whose
liability structure aﬀords them more flexibility in inves ng
in a rela vely illiquid asset.
Insurance companies have also pointed to diversifica on
benefits oﬀered by infrastructure investments to explain
their appeal. Although observed correla ons are dynamic,
changing drama cally with market condi ons and due to
exogenous factors, infrastructure investment has rela vely
low correla on with a number of tradi onal life insurance
industry investment assets, with the possible excep on of
equi es.30
Another key factor o en cited by insurers driving their
would‐be demand for infrastructure investments is their
a rac ve risk‐adjusted returns. The insurance industry has
quoted studies no ng compe ve spreads of 150 basis
points (bps) to 250 bps for infrastructure investments with
similar default rates, higher recoveries and lower vola lity
than corporate bonds at the same risk level.31
Ul mately, though, for infrastructure investment to earn a
place in life insurers por olios, high‐quality data about any
specific infrastructure project must be readily available, ac‐
cessible and standardized for risk assessment.
Par cularly for direct infrastructure investments, expert
knowledge—not only of the financial instrument, but also
of the underlying project—is essen al. Public‐private part‐
nerships could poten ally make infrastructure investments
more a rac ve for life insurance companies rela ve to oth‐
er investments. For example, certain fiscal guarantees for
revenues of infrastructure projects, could be granted in
order to increase the expected return on infrastructure in‐
vestments and at the same me decrease their risk.32
(Continued on page 12)
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While life insurance companies’ investment strategies de‐
pend on a variety of factors, the regulatory treatment of
their investments could be important. Indeed, state insur‐
ance regulators could poten ally help remove unnecessary
barriers for infrastructure investment.
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In light of the issues and the challenges surrounding infra‐
structure investments presented in this ar cle, it is no sur‐
prise there are a number of concerns shared by state insur‐
ance regulators regarding the suitability of such invest‐
ments for insurance companies.
First, the challenge of properly classifying and trea ng infra‐
structure investments whose risk‐return profiles can be
drama cally diﬀerent could complicate the task of develop‐
ing those appropriate regulatory changes to encourage in‐
frastructure investment by insurance companies.
Furthermore, the fact infrastructure investment, unlike cor‐
porate debt, does not fit well within established financial
metrics to properly assess the risk could be problema c. This,
combined with the lack of standardized and available docu‐
menta on, makes the decision of how to treat infrastructure
within the exis ng regulatory framework challenging.
Valua on rules involving a fair value requirement or disclo‐
sure could create addi onal issues, given infrastructure
investments, as it has been shown, are typically illiquid and
diﬃcult to value.
As noted earlier, to address these concerns, the Valua on of
Securi es (E) Task Force held a special session during the
2016 Summer Na onal Mee ng to explore the issue of infra‐
structure investment. Former NAIC President Huﬀ empha‐
sized the need to understand be er how to define
“infrastructure investment” for regulatory purposes and
how it diﬀers from what insurers invest in now.
The goal of the session was to help iden fy and evaluate
any poten al impediments to insurers wishing to invest in
infrastructure projects and decide whether any changes are
required and/or desired.
Working toward tackling some of these issues, the Valua‐
on of Securi es (E) Task Force and the Securi es Valua on
Oﬃce (SVO), in coopera on with the insurance industry, are
developing new methodologies to evaluate infrastructure
investments specifically related to power‐genera on pro‐
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jects. The formula on of an SVO methodology, along with
the related guidance, is a first step toward ar cula ng an
analy cal approach to such complex infrastructure invest‐
ments. It also provides a framework against which insurers
can evaluate the regulatory treatment should such transac‐
ons actually occur.

C
The recogni on and acceptance of the existence of a sub‐
stan al infrastructure investment gap and infrastructure’s
contribu on to economic growth does not imply, in any
way, the endorsement of any changes in the regulatory
framework to encourage infrastructure investment by insur‐
ers. This is especially true, if these changes run counter to
the primary goal of state insurance regula on. As Former
NAIC President Huﬀ noted during the Valua on of Securi es
(E) Task Force special session, state insurance regulators’
first priority is the solvency of regulated insurers and the
financial stability of the industry.
Inves ng in long‐dura on infrastructure projects could con‐
tribute to the be er matching of life insurers’ assets and
liabili es if they also include well predictable returns. Find‐
ing a regulatory solu on for the appropriate and fair treat‐
ment of infrastructure investment should not, however,
mean state insurance regulators need to incen vize insurers
to engage in an imprudent investment ac vity.
The author would like to thank Jeﬀ Johnston, Ed Toy, Charles
Therriault, and Robert Carcano from the NAIC for their
contribu ons to this ar cle.
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By Eric Nordman1, Director of Regulatory Services and CIPR

In the case Paul v. Virginia, at issue was Ar cle IV, Sec on 2
of the U.S. Cons tu on.4 The per nent sentence at issue
was, “The Ci zens of each State shall be en tled to all Privi‐
leges and Immuni es of Ci zens in the several states.” Mr.
Paul claimed the Virginia law requiring he be licensed and
post bond infringed on his privileges granted under the
Cons tu on.

I
It was 1945 when the 79th U.S. Congress enacted the
McCarran‐Ferguson Act.2 The Act was needed to address
the outcome of a 1944 U.S. Supreme Court ruling in United
States v. South‐Eastern Underwriters Associa on.3 The
South‐Eastern Underwriters decision overturned the long‐
held belief insurance was not interstate commerce. The
decision created confusion in the insurance markets as sud‐
denly the U.S. government found itself in the business of
regula ng insurance under the Commerce Clause. However,
there were no federal laws or a viable regulatory frame‐
work to regulate the solvency or market ac vity of insurers
and insurance producers.

Jus ce Stephen Johnson Field, an appointee of President
Abraham Lincoln, wrote the majority opinion of the court.
In it he said, “corpora ons are not ci zens within its mean‐
ing. The term ci zens as there used applies only to natural
persons . . . not to ar ficial persons created by the legisla‐
ture, and possessing only the a ributes which the legisla‐
ture has prescribed.”5 He went on to say, “Special privileges
enjoyed by ci zens in their own States are not secured in
other States by this provision. It was not intended by the
provision to give to the laws of one State any opera on in
other states. They can have no such opera on, except by
the permission, express or implied, of those States. The
special privileges which they confer must, therefore, be
enjoyed at home, unless the assent of other States to their
enjoyment therein be given.”6

The McCarran‐Ferguson Act is as relevant today as it was
when it was adopted. It is brilliant in its simplicity. It solved
a problem created by a significant court case and demon‐
strated the flexibility of our democracy.

H

P

Our journey begins with a story about an insurance agent
named Samuel Paul. Mr. Paul was a resident of the com‐
monwealth of Virginia. Mr. Paul was appointed by several
New York‐based fire insurers to represent them as an agent
to sell fire insurance policies to Virginia residents. For that
to happen, there were several precondi ons. The common‐
wealth had enacted laws requiring insurers and persons
represen ng insurers to obtain a license and post a bond
ranging from $30,000 to $50,000 before transac ng the
business of insurance. Mr. Paul par ally complied with the
laws of the Commonwealth. He provided the auditor of
public accounts with proof of his authoriza on from the
New York insurers to serve as their agent. He submi ed an
applica on to the proper oﬃce to receive a license. He met
several other requirements, including agreeing to pay any
taxes due. He balked at providing the required bond. Nei‐
ther Mr. Paul nor the New York insurers posted the re‐
quired bond. Mr. Paul’s request for a license was denied by
the commonwealth based on his refusal to post the re‐
quired bond.

Thus, the conclusion when the Supreme Court ruling
aﬃrmed the decision of the Supreme Court of Appeals in
Virginia was that insurance was not considered to be inter‐
state commerce subject to jurisdic on by Congress. The
court found that insurance policies should be treated as any
other contract subject to state law. Therefore, the states
were free to regulate and tax the business of insurance as
they saw fit.
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Over me, a cartel system evolved for property and casual‐
ty insurers where, what we would call today, ra ng organi‐
za ons developed. There were a number of these ra ng
organiza ons and o en the by‐laws of these organiza ons
required members to adhere to a common set of rates and
common policy forms. These requirements were viewed by
many as an ‐compe ve. Significant control was vested
(Continued on page 14)
1

Despite his unlicensed status, Mr. Paul sold a fire insurance
policy to a Virginia resident. Mr. Paul was indicted and con‐
victed for his viola on by the city of Petersburg, Virginia. His
sentence was a fine of $50. He appealed the decision and
his appeal was eventually heard by the Supreme Court and
became a landmark case establishing the regulatory frame‐
work for insurers from November 1869 un l it was over‐
turned in 1944.
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with the ra ng organiza ons and some of them were ruth‐
less in enforcing their power to the detriment of non‐
member compe tors.
A diﬀerent scenario developed for life insurers. In the life
insurance sector, there were many interlocking director‐
ships, where a buddy system rewarded par cipants and
punished outsiders.
President Franklin D. Roosevelt played a role in the journey.
He was interested in fostering compe on and was using
the Na onal Industrial Recovery Act of 1933 as the tool of
choice.7 That was un l it was declared uncons tu onal. The
Na onal Industrial Recovery Act was part of the legisla on
designed to help the country recover from the Great De‐
pression. It suspended an trust laws in favor of an alliance
of industries, where businesses were asked to form allianc‐
es to write codes of fair compe on. Essen ally, this was a
form of self‐regula on. The law created the Na onal Recov‐
ery Administra on to promote compliance with the self‐
regulatory guidance, among other things. The Na onal In‐
dustrial Recovery Act was declared uncons tu onal in May
1935 in the case A.L.A. Schechter Poultry Corp. v. United
States.8 At issue was the unlawful assignment of legisla ve
powers to the Na onal Recovery Administra on when the
Cons tu on reserved those powers for Congress.
Since the Na onal Industrial Recovery Act could no longer
be used to foster compe on, the Roosevelt administra on
turned to the an trust laws as a way to break up detri‐
mental concentra ons of economic power. Ironically the
U.S. Department of Jus ce An trust Division looked into a
case with es to Kansas City, MO, the current home of the
NAIC. The infamous former Kansas City Mayor Thomas J.
Pendergast was under inves ga on for tax evasion. One
element inves gated was his failure to report a bribe he
received on his income taxes. The bribe originated from a
lawyer named Charles Street who represented a Chicago‐
based fire insurance ra ng organiza on. Long story short,
Mr. Pendergast shared the bribe with R. Emmet O’Malley,
who was, through Pendergast’s influence, appointed as
superintendent of insurance for Missouri. Discovery during
the Pendergast – O’Malley inves ga on revealed certain
an compe ve behavior by the South‐Eastern Underwrit‐
ers Associa on, which is covered in the next sec on.
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It was June 5, 1944, when the U.S. Supreme Court delivered
an opinion in the United States v. South‐Eastern Underwrit‐
ers Associa on case.9 The opinion set the insurance world
on its heels. The Supreme Court overturned a long‐held
belief insurance was not interstate commerce and, there‐
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fore, not subject to federal an ‐trust laws and oversight by
the Federal Trade Commission.10 There was concern a shi
from the cartel pricing mechanisms in place at the me
would lead to unrestrained compe on and many insurer
insolvencies.
The South‐Eastern Underwriters Associa on consisted of
roughly 200 private stock fire insurers and 27 individuals. In
today’s parlance, South‐Eastern Underwriters would be
known as a ra ng organiza on. South‐Eastern Underwriters
was appealing a decision in the district court alleging viola‐
ons of the federal Sherman An trust Act. Specifically, South‐
Eastern Underwriters was alleged to be part of a conspiracy
to restrain interstate trade and commerce by engaging in
price fixing and conspiring to monopolize fire and allied lines
insurance transac ons in several states. Facts presented show
South‐Eastern Underwriters members controlled 90% of the
market in six states (Alabama, Florida, Georgia, North Caroli‐
na, South Carolina and Virginia). Among the prac ces iden ‐
fied were fixing of premium rates and agent commissions;
boyco s and other types of coercion and in mida on to
force others to join South‐Eastern Underwriters; compelling
people who needed insurance to buy from South‐Eastern
Underwriters member insurers; denying reinsurance to non‐
member insurers; disparaging non‐member compe tors’ ser‐
vices and facili es; and removing appointments for agents
who also agreed to work with a non‐member insurer.11
The Supreme Court majority opinion was wri en by Jus ce
Hugo Lafaye e Black, an appointee of President Franklin D.
Roosevelt. In it, Jus ce Black presents two ques ons for the
court to consider: “Was the Sherman Act intended to pro‐
hibit conduct of fire insurance companies which restrains or
monopolizes the interstate fire insurance trade?” and, if so,
“Do fire insurance transac ons which stretch across state
lines cons tute ‘Commerce among the several States’ so as
to make them subject to regula on by Congress under the
Commerce Clause?”12 The Court assumed an aﬃrma ve
answer to the first ques on and focused its analysis on the
second ques on.
Generally, courts do not construe words to have a more
narrow meaning than they have in common language. Jus‐
ce Black noted that to interpret the word “commerce” so
(Continued on page 15)
7

Na onal Industrial Recovery Act, Pub. L. No. 73‐67 § 1, 48 Stat. 195 (1933), Title I
invalidated by Schechter Poultry Corp. v. United States, 295 U.S. 495 (1935) (Title II
expired in June, 1935).
8
A.L.A. Schechter Poultry Corp. v. United States, 295 U.S. 495 (1935).
9
United States v. South‐Eastern Underwriters Ass’n, 322 U.S. 533 (1944).
10
Id. at 571.
11
Id. at 535‐36 (pages 4 & 5).
12
Id. at 538‐39.
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as not to include the business of insurance would be giving
the word a more narrow defini on than in the common
language. He found the language of the me to be clear and
suggested the meaning of the word “commerce” had not
changed since the Paul v. Virginia decision. He noted the
business of insurance employed more than 500,000 people
and its annual premium receipts of $6 billion exceeded the
annual revenue receipts of the federal government at the
me. He suggested the insurance business touches the
home, family, occupa on or business of almost every per‐
son in the country, o en involving more than one state.13

‐F
R
D

Jus ce Jackson noted there was no indica on from Con‐
gress that it concurs with a plan to federalize insurance reg‐
ula on and suggested there was evidence to the contrary.
He suggested if Congress intended to assume the regula on
of the insurance business, it surely would not have relied
solely on the an ‐trust laws to accomplish the task. He
listed several failed bills to establish federal regula on of
insurance over a period from 1866 to 1933. He noted that
proponents of a federal regulatory system tended to be
representa ves of the largest insurers. In addi on, he point‐
ed out the failure of several federal agencies to eﬀec vely
regulate other businesses. Specifically men oned were the
Interstate Commerce Commission’s failure to deal with rail‐
road abuses, the Beef Trust and the Oil Trust. He noted ami‐
cus curiae briefs were received from 35 states protes ng
the court’s decision.16
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NAIC President Charles F. J. Harrington (Mass.) opened the
75th Annual Mee ng of the NAIC on June 15, 1944, at the
Edgewater Beach Hotel in Chicago, IL. In his opening re‐
marks he quoted Chief Jus ce Harlan F. Stone:
But the immediate and prac cal eﬀect of the deci‐
sion now rendered is to withdraw from the states, in
large measure, the regula on of insurance and to
confer it on the na onal government, which has
adopted no legisla ve policy and evolved no scheme
of regula on with respect to the business of insur‐
ance. Congress having taken no ac on, the present
decision subs tutes, for the varied and detailed
state regula on developed over a period of years,
the limited aim and indefinite command of the Sher‐
man Act for the suppression of restraints on compe‐
on in the marke ng of goods and services in or
aﬀec ng interstate commerce, to be applied by the
courts to the insurance business as best they may.17

He noted that the Commerce Clause must be read broadly
so that Congress can “discharge its Cons tu onal duty to
govern commerce among the states.14” Furthermore, he
found no evidence suppor ng the no on that the Sherman
Act was intended to exclude the business of insurance from
its reach. Finally, he determined that the Sherman Act did
not necessarily invalidate state laws regula ng insurance
because few states would allow companies to fix rates and
no state would allow the type of destruc ve business prac‐
ces alleged in this case.
The Supreme Court was not unanimous in its decision.
Wri ng one of the dissen ng opinions was Jus ce Robert
Jackson, another appointee of President Franklin D. Roose‐
velt. Jus ce Jackson suggested the majority was not taking a
common sense approach to the problem. He said the court
was not evalua ng the cons tu onality of a law enacted by
Congress, but rather using a law to strike down the cons ‐
tu onal basis for state insurance regula on.15 He noted the
states had successfully been regula ng insurance for more
than 100 years. He observed insurance departments have
accumulated the ins tu onal experience and wisdom indis‐
pensable to good administra on.

A

During the NAIC na onal mee ng, a resolu on was adopted
unanimously urging the con nua on of state regula on of
the business of insurance, sta ng that “the interests of the
insuring public can best be served by proper supervision on
the part of State Governments, and in keeping with cons ‐
tu onal limita ons as defined by the United States Su‐
preme Court over the past seventy‐five years.”18 The insur‐
ance regulators were galvanized in support of the con nua‐
on of state insurance regula on. They were also con‐
cerned, without a resolu on, insurers would begin to with‐
hold premium tax payments to the states.
Other forces were in play. Wri ngs at the me reveal the
development of three separate schools of thought. Each
was based on the self‐interest of the par es subject to reg‐
ula on. The result was the development of three separate
bills. The fire insurers liked the cartel system which was
essen ally a form of self‐regula on. They were suppor ve
of the Bailey‐Walters bill. This bill began in the U.S. House
of Representa ves and reported out of the U.S. Senate
Commi ee on the Judiciary. It never reached the floor of
the Senate.19
(Continued on page 16)
13

Id. at 540‐41.
Id. At 551.
Id. at 565.
16
Id. at 589‐94.
17
1944 NAIC Proc. 75th Sess. p. 98‐99.
18
Id. at 43.
19
Kevin P. Hennosy, Fear and Loathing in Insurance Regula on, 157 Pub. Rough
Notes., no. 11, Nov. 2014, at 76, 78 (2014).
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The McCarran‐Ferguson Act as ini ally dra ed, fit the inter‐
ests of the large stock life insurers. They were anxious to
maintain their cozy nature with interlocking boards and ex‐
clusion of outsiders. In its ini al form the bill provided insur‐
ers with a temporary exemp on from an trust law and a
permanent exemp on from enforcement ac vity by the
Federal Trade Commission. The bill sponsors were U.S. Sena‐
tor Patrick Anthony McCarran (D‐NV) and U.S. Senator
Homer Samuel Ferguson (R‐MI). They were chair and ranking
member of the Senate Judiciary Commi ee, respec vely.20
The third bill was known as the “commissioners” bill.21 It
was supported by the independent insurers and independ‐
ent agents. Support came from the Na onal Associa on of
Insurance Agents and a group of independent insurers.22
Supporters of this approach worked with U.S. Senator Jo‐
seph C. O’Mahoney (D‐WY). The first sec on of the bill pro‐
vided jurisdic on to the states and allowed the states to
regulate and tax the business of insurance. It further stated
that federal law could not invalidate, impair or supersede
state insurance law. Other provisions exempted insurance
from oversight by the Federal Trade Commission and the
Robinson‐Patman Act. It included a limited exemp on from
the Sherman Act and the Clayton Act.23
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Senator O’Mahoney was well connected to the Roosevelt
administra on and he led the eﬀort to bring the three fac‐
ons together. As a result, Senate Bill 340 of 1945 was pro‐
posed as a subs tute for the original bill dra ed by Senator
McCarran and Senator Ferguson. Ironically, even though the
bill s ll carried his name, Senator McCarran did not support
it. He instead favored a total and permanent an trust ex‐
emp on for the insurance sector.24
The new McCarran‐Ferguson Act contained most of the text
of the “commissioners” bill. There were two significant
changes to it. A provision was added to the boyco provi‐
sion so that it would cover agreements in addi on to acts of
boyco , coercion or in mida on. The other change was to
delete a provision in the “commissioners” bill allowing the
states to keep or enact laws in conflict with the Sherman
Act or the Clayton Act. The Senate passed the bill as amend‐
ed and the House passed the “commissioners” bill. The
diﬀerence between the two was the Senate amendments.25
A conference commi ee was appointed to discuss and iron
out the diﬀerences. Key players in the discussion were Sen‐
ator O’Mahoney (D‐WY), Senator Orrice Abram “Abe” Mur‐
dock, Jr. (D‐UT) and Senator Robert Alphonso Ta (R‐OH).
The House agreed to the new version without debate on
Feb. 23, 1945. The Senate debated the report on Feb. 26
16
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and Feb. 27, 1945. The Senate adopted the bill on Feb. 27,
1945. On March 9, 1945, the conference report version of
the law was signed by President Roosevelt and became Pub‐
lic Law 15 of 1945.26
The complete text of the enacted McCarren‐Ferguson Act is
included in the appendix of this ar cle. The key provisions of
the Act are as follows:

 Congress declares the con nued regula on and taxa‐
on by the states of the business of insurance is in the
public interest (15 U.S.C. § 1011).

 Silence by Congress shall not be construed to impose
any barrier to regula on or taxa on of the business of
insurance by the states (15 U.S.C. § 1011).

 The business of insurance is subject to the laws of the
states which relate to the regula on or taxa on of the
business of insurance (15 U.S.C. § 1012(a)).

 Every person engaged in the business of insurance is
subject to the laws of the states which relate to the
regula on or taxa on of the business of insurance (15
U.S.C. § 1012(a)).

 No Act of Congress shall be construed to invalidate,
impair, or supersede any law enacted by any state for
the purpose of regula ng the business of insurance
unless such Act specifically relates to the business of
insurance (15 U.S.C. § 1012(b)). This says Congress must
specifically men on the business of insurance if it in‐
tends a par cular piece of legisla on to apply to the
business of insurance.

 No Act of Congress shall be construed to invalidate,
impair, or supersede any law enacted by any state
which imposes a fee or tax upon such business, unless
such Act specifically relates to the business of insurance
(15 U.S.C. § 1012(b)).
(Continued on page 17)

20

Id.
The complete text of the “Commissioners” bill is included in the appendix of this
ar cle.
22
Id. at 86. The Na onal Associa on of Insurance Agents is now known as the Inde‐
pendent Insurance Agents & Brokers of America, Inc. The group of independent
insurers later formed the Na onal Associa on of Independent Insurers. The Na on‐
al Associa on of Independent Insurers and the Alliance of American Insurers
merged to form the Property Casualty Insurers Associa on of America (PCI).
23
Kevin P. Hennosy, The Moratorium, 158 Pub. Rough Notes., no. 1, Jan. 2015, at 48,
79 (2015).
24
Id.
25
Id.
26
Kevin P. Hennosy, Use It or Lose It, 158 Pub. Rough Notes., no. 2, Feb. 2015, at 70,
72. The complete text of the adopted McCarran‐Ferguson Act is included in the
appendix of this ar cle.
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 However, the Sherman Act, the Clayton Act and the
Federal Trade Commission Act apply to the business of
insurance to the extent the business of insurance is not
regulated by state law (15 U.S.C. § 1012(b)). This provi‐
sion requires ac ve regula on by states of the business
of insurance to avoid applica on of the federal an ‐
trust laws to the business of insurance.

 The Sherman Act applies to any agreement to boyco ,
coerce, or in midate, or act of boyco , coercion, or
in mida on (15 U.S.C. § 1013(b)). Insurers and persons
engaged in the business of insurance remain subject to
the Sherman Act. The Sherman Act is an an trust law
intended to prevent monopolies or cartels and encour‐
age compe ve markets.

 Insurers remain subject to the Na onal Labor Rela ons
Act, the Fair Labor Standards Act and the Merchant
Marine Act (15 U.S.C. § 1014).
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The enactment of the McCarran‐Ferguson Act set oﬀ a flurry
of ac vity at the NAIC and in the states. Regulatory frame‐
works were strengthened and model legisla on was dis‐
cussed and adopted. In a Report of the Subcommi ee on
Federal Legisla on, rate regula on was discussed.27 Because
the cartel approach had clearly been discarded with the en‐
actment of the McCarran‐Ferguson Act, the states recognized
a pressing need to enact laws to regulate rates used by prop‐
erty and casualty insurers. This led to the development of the
Fire and Marine Ra ng Bill and the Casualty and Surety
Ra ng Bill.28 These model laws introduced the frameworks
for the ra ng laws in place today. They included several con‐
cepts including the forma on, licensing and regula on of
ra ng organiza ons (the advisory organiza ons of today); the
rate standards that rates should not be excessive, inade‐
quate, nor unfairly discriminatory; and the requirements for
filing and approval of rates and ra ng systems. Also included
was a prohibi on against giving rebates.29
It is beyond the scope of this ar cle to go into detail on all
the mee ngs and delibera ons of the mechanism establish
to assemble all the parts needed to eﬀec vely implement
the authority granted by the McCarran‐Ferguson Act. Per‐
sons interested in reading further on the a ermath should
look at the informa on on the All‐ Industry Commi ee es‐
tablished in 1946 and documented in the NAIC Proceedings,
Seventy‐Seventh Session 1946.
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The McCarran‐Ferguson Act is as relevant today as it was
when it was first enacted. It contains the basic delega on of
authority from Congress to the states with respect to the
regula on and taxa on of the business of insurance. It has
been aﬃrmed as the law of the land in the Gramm‐Leach‐
Bliley Act and in the Dodd‐Frank Act.30
In today’s world, there is much discussion of deregula on
and making things easier for businesses. Designing the ap‐
propriate amount of regula on of the business of insur‐
ance to ensure solvency, promote compe ve markets and
ensure sound consumer protec on can be challenging. It is
important for the insurance industry, consumers, insurance
producers and regulators to remember deregula on of the
business of insurance is not like deregula on of other sec‐
tors of American businesses. The congressional delega on
of authority to the states is a con ngent delega on of au‐
thority.
There are two con ngencies aﬀec ng the delega on of
authority. First, Congress can enact legisla on applicable to
the business of insurance by men oning it in a bill and
aﬃrma vely sta ng that the legisla on applies to the busi‐
ness of insurance. Second, when the states do not enact or
maintain laws to regulate the business of insurance, such
regula on is le to Congress under the Sherman Act, the
Clayton Act and the Federal Trade Commission Act.
Thus, deregula on of aspects of the business of insurance
may be accompanied by some unan cipated outcomes with
respect to an trust laws. For example, sharing loss data
among compe tors as is done through advisory organiza‐
ons would be considered an an trust viola on. Organiza‐
ons such as Insurance Services Oﬃce and the Na onal
Council on Compensa on Insurance can only exist under
ac ve state regula on of the products they produce and
the informa on they collect.
In addi on, if state insurance regulators fail to regulate, the
insurance industry does not become deregulated; it merely
finds itself with a new master, the Federal Trade Commis‐
(Continued on page 18)
27

1945 NAIC Proc. 76th Sess. p. 170‐171.
Herbert H. Naujoks, Eight Years A er S.E.U.A. – Present Status of the Regula on of
Insurance as Commerce, 35 Marq. L. Rev. 339, 351 (1952).
29
Id.
30
The Gramm‐Leach Bliley Act is formally known as the Financial Services Moderni‐
za on Act, 15 U.S.C. §§ 6801–6809 (1999). Dodd‐Frank Wall Street Reform and
Consumer Protec on Act, Pub. L. No. 111‐203, 124 Stat. 1376 (2010).
28
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sion. This is an outcome no one expects or thinks about. It is
important for all not to forget how relevant the McCarran‐
Ferguson Act remains today.

C
It is important for state insurance regulators, as well as reg‐
ulated individuals and en es, to be familiar with and un‐
derstand the importance of the McCarran‐Ferguson Act.
Key concepts in the law provides a con ngent delega on of
authority to the states to regulate and tax the business of
insurance. The con ngency is the states must ac vely regu‐
late the business of insurance or its regula on will return to
the federal government under the Commerce Clause of the
U.S. Cons tu on. Insurance is a form of interstate com‐
merce. If there is a regulatory void, federal authori es may
fill the void employing the provisions of the Sherman Act,
the Clayton Act, and/or the Federal Trade Commission Act.
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APPENDIX
LEGISLATIVE PROPOSAL
Submi ed to
The Congress of the United States
By
The Execu ve Commi ee of the Na onal Associa on
of Insurance Commissioners
November 1944
TEXT OF LEGISLATION
Recommended by Na onal Associa on of Insurance Commissioners
Sec on 1.
That Congress hereby declares that the con nued regula on and taxa on by the several States of the business of insurance is in
the public interest, and that silence on the part of the Congress shall not be construed to impose any barrier to the regula on of
such business by the several States.
Sec on 2.
a) The business of insurance, and every person engaged therein, shall be subject to the laws of the respec ve States which
relate to the regula on of such business and which impose fees or taxes thereon.
b) No Act of Congress shall be construed to invalidate, impair or supersede any law enacted by any State for the purpose of
regula ng the business of insurance, or which imposes a fee or tax upon such business, unless such Act specifically so pro‐
vides.
Sec on 3.
Nothing contained in the Federal Trade Commission Act, as amended, or the Act of June 19, 1936, known as the Robinson‐
Patman An ‐Discrimina on Act, shall apply to the business of insurance or to acts in the conduct of that business.
Sec on 4.
a) Un l July 1, 1948, the Act of July 2, 1890, as amended, known as the Sherman Act, and the Act of October 15, 1914, as
amended, known as the Clayton Act, shall not apply to the business of insurance, or to acts in the conduct of such business.
b) On or a er July 1, 1948, the said Sherman Act shall not apply (1) to any agreement or concerted or coopera ve ac on
which prescribes the use of rates for insurance, insurance policy or bond forms or underwri ng rules or plans if such rates,
forms, rules or plans are required, by the law of the State in which they are to be used, either to be approved by the super‐
visory oﬃcial or agency of such State having authority with respect thereto, or to be filed subject to disapproval by such
oﬃcial or agency; (2) to the use of any such rates, forms, rules or plans which have been so approved or filed; (3) to any
coopera ve or joint service, adjustment, inves ga on, or inspec on agreement rela ng to insurance, or to acts under such
agreement; (4) to any agreement or concerted or coopera ve ac on among two or more insurers to insure, reinsure or
otherwise appor on risks taken by the par es to such agreement or any of them, or to issue policies or bonds with joint or
several liability; (5) to any agreement or concerted or coopera ve ac on with respect to the payment of insurance agents’
or brokers’ commissions; (6) to any agreement or concerted or coopera ve ac on with respect to the collec on and use of
sta s cs or with respect to policy or bond forms; or (7) to any agreement or concerted or coopera ve ac on providing for
the coopera ve making of insurance rates, rules, or plans, if such arrangement does not require the use of such rates, rules
or plans.
c) Nothing contained in this sec on shall render the said Sherman Act inapplicable to any act of boyco , coercion or in mida‐
on.
Sec on 5.
Nothing contained in this Act shall be construed to aﬀect in any manner the applica on to the business of insurance of the Na‐
onal Labor Rela ons Act, as amended, or the Fair Labor Standards Act of 1938, as amended.
(Continued on page 20)
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Sec on 6.
As used in this Act, the term “State” includes the several states, Alaska, Hawaii, Puerto Rico and the District of Columbia.
Sec on 7.
If any provision of this Act, or the applica on of such provision to any person or circumstances, shall be held invalid, the remain‐
der of eh Act, and the applica on of such provision to persons or circumstances other than those as to which it is held invalid,
shall not be aﬀected thereby.
COMPLETE TEXT OF THE McCARRAN‐FERGUSON ACT
15 U.S. Code § 1011 ‐ Declara on of policy
Congress hereby declares that the con nued regula on and taxa on by the several States of the business of insurance is in the
public interest, and that silence on the part of the Congress shall not be construed to impose any barrier to the regula on or
taxa on of such business by the several States.
15 U.S. Code § 1012 ‐ Regula on by State law; Federal law rela ng specifically to insurance; applicability of certain Federal
laws a er June 30, 1948
(a) State regula on
The business of insurance, and every person engaged therein, shall be subject to the laws of the several States which relate to
the regula on or taxa on of such business.
(b) Federal regula on
No Act of Congress shall be construed to invalidate, impair, or supersede any law enacted by any State for the purpose of regu‐
la ng the business of insurance, or which imposes a fee or tax upon such business, unless such Act specifically relates to the
business of insurance: Provided, That a er June 30, 1948, the Act of July 2, 1890, as amended, known as the Sherman Act, and
the Act of October 15, 1914, as amended, known as the Clayton Act, and the Act of September 26, 1914, known as the Federal
Trade Commission Act, as amended [15 U.S.C. 41 et seq.], shall be applicable to the business of insurance to the extent that
such business is not regulated by State Law.
15 U.S. Code § 1013 ‐ Suspension un l June 30, 1948, of applica on of certain Federal laws; Sherman Act applicable to agree‐
ments to, or acts of, boyco , coercion, or in mida on
(a) Un l June 30, 1948, the Act of July 2, 1890, as amended, known as the Sherman Act, and the Act of October 15, 1914, as
amended, known as the Clayton Act, and the Act of September 26, 1914, known as the Federal Trade Commission Act [15 U.S.C.
41 et seq.], and the Act of June 19, 1936, known as the Robinson‐Patman An ‐Discrimina on Act, shall not apply to the business
of insurance or to acts in the conduct thereof.
(b) Nothing contained in this chapter shall render the said Sherman Act inapplicable to any agreement to boyco , coerce, or
in midate, or act of boyco , coercion, or in mida on.
15 U.S. Code § 1014 ‐ Eﬀect on other laws
Nothing contained in this chapter shall be construed to aﬀect in any manner the applica on to the business of insurance of the
Act of July 5, 1935, as amended, known as the Na onal Labor Rela ons Act [29 U.S.C. 151 et seq.], or the Act of June 25, 1938,
as amended, known as the Fair Labor Standards Act of 1938 [29 U.S.C. 201 et seq.], or the Act of June 5, 1920, known as the
Merchant Marine Act, 1920.
15 U.S. Code § 1015 ‐ “State” defined
As used in this chapter, the term “State” includes the several States, Alaska, Hawaii, Puerto Rico, Guam, and the District of
Columbia.
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By Eryn Campbell, Research Librarian

I
Air ambulances are o en the only available method of quick‐
ly transpor ng pa ents to hospitals in life‐threatening situa‐
ons. They are a cri cal part of the health care landscape,
par cularly in rural areas where hospitals and specialized
care have become less available. Air ambulances are gener‐
ally helicopters equipped with medical equipment and
staﬀed by medical professionals just like tradi onal ambu‐
lances. A pa ent might need air ambulance transport a er
an accident when a ground ambulance is too slow or an
accident site is inaccessible.
More than 550,000 pa ents in the U.S. are transported by
air ambulance services every year, according to the Associa‐
on of Air Medical Services.1 Air ambulance services have
grown significantly in recent years; in 2002, there were ap‐
proximately 400 dedicated air ambulances. By 2008, the
number had more than doubled to over 800. Possible rea‐
sons for the explosive growth include an aging popula on, a
significant decline in the number of emergency departments
in exis ng hospitals,2 and changing health care delivery
models. Addi onally, some stakeholders have argued such
high growth in this industry may be an indicator of medically
unnecessary use,3 although more research is needed in this
area before defini ve conclusions may be drawn.
Consumer complaints about exorbitant air ambulance bills
have risen no ceably over the past several years. For ex‐
ample, a 2017 New Mexico Oﬃce of Superintendent of
Insurance (OSI) study4 found the average charge per air
ambulance claim increased 229% from 2006 to 2015. Addi‐
onally, in 2015, the average amount of an air ambulance
claim unpaid by insurers was $26,829. Many states are
repor ng instances of air ambulance providers not aﬃliat‐
ed with a hospital and refusing to contract with an insurer.
As such, air ambulances are being called to airli individu‐
als in emergency situa ons and billing them for out‐of‐
network charges to the tune of tens of thousands of
dollars.
The federal Airline Deregula on Act of 1978 (ADA),5 origi‐
nally passed with the intent of encouraging compe on in
the airline industry, prohibits the states from regula ng the
amount air carriers charge, including air ambulance provid‐
ers. As such, any state laws passed to regulate the costs of
air ambulance services are preempted by the ADA. Because
state insurance departments do not currently have jurisdic‐
on to regulate air ambulance company rates, routes, or
August 2017 | CIPR Newsle er

services, and the federal government has not yet addressed
the issue, there are no regula ons or laws, at present, pro‐
tec ng the economic interests of consumers from high air
ambulance costs.
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The ADA explicitly prohibits the states from regula ng the
“rates, routes, or services of any air carrier.” When the ADA
was passed in 1978, air ambulances were new and there is
no indica on the air ambulance industry was given any con‐
sidera on by the U.S. Congress when cra ing the law.6 How‐
ever, subsequent court rulings and the U.S. Department of
Transporta on has consistently found, as early as 1986, air
ambulances fall within the defini on of “air carriers” prom‐
ulgated by the ADA, holding the states are, therefore, gener‐
ally preempted from regula ng their services.7
Air ambulances generally fall under one of three business
models: 1) hospital‐based; 2) independent; or 3) government.
Early air medical programs were hospital‐based, with staﬀ and
equipment provided and maintained by the hospital, with
pilot and aircra contracted out. However, in 2002, Medicare
released a na onal fee schedule8 for air ambulances based on
a thorough inves ga on of the “reasonable cost” for emer‐
gency medical services (EMS). The schedule increased the
reimbursement rate across the board for air ambulance
transport, especially for rural air ambulance services.
This increase enabled the prolifera on of for‐profit and
independent air ambulance providers. As a result of the
increase, for‐profit operators were able to expand their
presence in the air ambulance industry; prior to 2002, for‐
profit providers were nonexistent, while the market today is
dominated by for‐profit providers.9
(Continued on page 22)
1

“Air Med 101”. The Associa on of Air Medical Services. January 9, 2014. Retrieved
from: h p://aams.org/publica ons/air‐med/101.
2
“Why Are Many Emergency Departments in the United States Closing?” Rand
Health. 2011. Retrieved from: www.rand.org/content/dam/rand/pubs/
research_briefs/2011/RAND_RB9607.pdf.
3
“Air Ambulance: Eﬀects of Industry Changes on Services Are Unclear.” U.S. Govern‐
ment Accountability Oﬃce. September 20, 2010. Retrieved from: www.gao.gov/
products/GAO‐10‐907.
4
“Air Ambulance Memorial Study Report”. New Mexico Oﬃce of the Superintendent
of Insurance. January 2017. Retrieved from: www.osi.state.nm.us/MiscPages/docs/
newsroom/Air%20Ambulance%20Memorial%20‐%201.19.17.pdf.
5
Airline Deregula on Act of 1978. Retrieved from: www.gpo.gov/fdsys/pkg/
STATUTE‐92/pdf/STATUTE‐92‐Pg1705.pdf.
6
Legisla ve history of the Airline Deregula on Act of 1978. Retrieved from: h ps://
babel.hathitrust.org/cgi/pt?id=uc1.b4176000;view=1up;seq=454.
7
U.S. Department of Transporta on Le er to the State of Arizona’s Oﬃce of A or‐
ney General. June 16, 1986.
8
Ambulance Fee Schedule. Centers for Medicare & Medicaid Services. Retrieved from:
www.cms.gov/Medicare/Medicare‐Fee‐for‐Service‐Payment/
AmbulanceFeeSchedule/afspuf.html.
9
“Up in the Air: Inadequate Regula on for Emergency Air Ambulance Transporta‐
on.” ConsumersUnion. March, 2017.
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Furthermore, while the health care industry generally
seems to be moving toward a model encouraging consumer
involvement and smart shopping, that is not always a possi‐
bility in emergency situa ons. A determina on is o en le
up to emergency responders or health care providers who
have no knowledge of the pa ent’s insurance network and
for whom the threat of malprac ce suits are a significant
considera on.

?

Although the ADA became law nearly 40 years ago, a con‐
fluence of several factors has led to where we are today. As
men oned earlier, the air ambulance market has expanded
significantly in the past 15 years, with the number of air
ambulances doubling in that me, due in part to Medicare
reimbursement increases. Another contribu ng factor to
the growing market is the closure of rural hospitals and clin‐
ics, which increases the need for air ambulances to
transport pa ents in emergency situa ons.

To provide a stable revenue base, some air ambulance com‐
panies oﬀer memberships charging a monthly or annual fee
to help cover costs above and beyond what insurance plans
will pay. However, these memberships are only an eﬀec ve
consumer protec on tool if the company issuing the mem‐
bership is the one responding to the emergency situa on,
something on which a consumer has no say. These member‐
ships o en target rural consumers without close access to
major emergency medical services. The Montana Legislature
passed a bill in 2017 to regulate these memberships as in‐
surance.15

Because the market is now dominated by for‐profit provid‐
ers, reliable and independent data about actual air ambu‐
lance transport costs are hard to come by. The Associa on
of Air Medical Services (AAMS) funded a study of its mem‐
bers, which found, on average, Medicare covers only 59% of
actual costs. The president of AAMS has said because Medi‐
care and Medicaid reimbursements are so low, air ambu‐
lance companies need to collect more from pa ents with
private insurance to recoup these losses.10

W

As with other segments of the health care market, the air
ambulance industry has seen a large number of mergers in
recent years, with half of the market controlled by three
companies. Air Methods, the largest air medical provider in
the country, controls nearly 25% of the market as of 2016.
The New Mexico OSI study found the providers with the
largest market share also “had amongst the highest billed
charges.” Air Methods reported a net revenue of more than
$12,000 per pa ent transport in 201611 and regularly uses
aggressive legal tac cs like debt collec on agencies and
lawsuits to collect unpaid bills from consumers.12

’C

C

The 2017 New Mexico OSI study found, from 2006 to 2015,
the average claim paid by health and workers’ compensa‐
on for air ambulance charges increased 50%. Data from
the Na onal Council on Compensa on Insurance (NCCI)
also shows an increase of nearly 40% for some air ambu‐
lance services from 2011 to 2015.16 Many states do not
include air ambulance services in their workers’ compensa‐
on fee schedule due, in part, to concerns about preemp‐
on by the ADA.
(Continued on page 23)

There is some evidence to indicate the huge increase in
supply of air ambulances has led to instances of medically
unnecessary use. A 2015 study from researchers aﬃliated
with the University of Arizona found in a six‐year period at
one trauma center, nearly one‐third of pa ents transported
by air ambulance were “minimally injured” and would have
had similar health outcomes with tradi onal ground ambu‐
lance transport.13
The Na onal Transporta on Safety Board (NTSB) found
evidence in 2009 of highly compe ve prac ces such as
building rela onships with emergency dispatchers in the
hopes of gaining extra referrals. The NTSB requested fur‐
ther study on these issues and, in 2014, published recom‐
menda ons for “the selec on of appropriate transporta on
modes for urgent care.”14
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10

“Air Ambulances: Taking Pa ents for a Ride.” Consumer Reports. April 6, 2017.
Retrieved from: www.consumerreports.org/medical‐transporta on/air‐ambulances
‐taking‐pa ents‐for‐a‐ride.
11
Air Methods Corporate Presenta on. March 2017. Retrieved from:
www.airmethods.com/docs/default‐source/investor‐documents/corporate‐
presenta ons/roadshow‐march‐2017.pdf?sfvrsn=2.
12
“Sky‐Rage: Bills, Debt, Lawsuits Follow Helicopter Medevac Trips.” ABC News.
March 16, 2016. Retrieved from: h p://abcnews.go.com/US/sky‐rage‐bills‐debt‐
lawsuits‐follow‐helicopter‐medevac/story?id=37669153
13
“Overuse of helicopter transport in the minimally injured: A health care system
problem that should be corrected.” Journal of Trauma and Acute Care Surgery.
March 2015. www.ncbi.nlm.nih.gov/pubmed/25710420.
14
Safety Recommenda on A‐09‐103. Na onal Transporta on Safety Board. 2014.
Retrieved from: www.ntsb.gov/_layouts/ntsb.recsearch/Recommenda on.aspx?
Rec=A‐09‐103.
15
House Bill No. 73. Montana Legislature. 2017. Retrieved from: h p://leg.mt.gov/
bills/2017/billhtml/HB0073.htm.
16
NCCI presenta on to the NAIC Workers’ Compensa on (C) Task Force. April 10, 2017.
h p://naic.org/mee ngs1704/cmte_c_wc _2017_spring_nm_materials.pdf?
1498746526260.
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Furthermore, air ambulance companies are challenging
state workers’ compensa on administrators’ authority for
resolving fee disputes or preven ng the prac ce of balance
‐billing injured workers. The New Mexico OSI reports an
increase in li ga on between workers’ compensa on in‐
surers and air ambulance providers. Addi onally, in De‐
cember 2016, a judge in Texas district court ruled the fed‐
eral McCarran‐Ferguson Act of 1945 preempts the ADA in
the narrow case of workers’ compensa on payments;17
however, an appeal is likely.

Associa on of State EMS Oﬃcials has a standing commi ee
on air medical services, which, in September 2016, issued
model rules for the regula on of air medical services intend‐
ed to “assist states with regulatory language intended to
avoid conflict with the ADA.”22 These models only address
issues rela ng to the medical care provided on air ambu‐
lances, such as licensure of medical personnel and medical
equipment requirements and best prac ces, and avoid
touching ma ers of avia on safety and economic regula on
so as not to impinge on federal law.

S

There is some recent movement at the federal level, as well,
where this issue has received bipar san a en on. At the
request of the U.S. House of Representa ves’ Transporta‐
on and Infrastructure Commi ee leadership U.S. Rep. Bill
Shuster (R‐PA) and U.S. Rep. Peter DeFazio (D‐OR), the U.S.
Government Accountability Oﬃce is studying pricing and
compe on in the air medical transport industry. U.S. Sen.
Jon Tester (D‐MT) introduced S. 47123 in February 2017,
which carves out an exemp on in the ADA for state regula‐
on of air ambulances. This bill does not insert the states in
federal oversight of any other type of avia on. The bill was
referred to the U.S. Senate Commi ee on Commerce, Sci‐
ence and Transporta on where it awaits further ac on.

For ground ambulance services, the federal Pa ent Protec‐
on and Aﬀordable Care Act protects consumers from high‐
er cost‐sharing requirements for out‐of‐network providers
and the states can protect consumers from balance‐billing.
However, in the case of air ambulances, the federal cost‐
sharing protec ons are only applied when the service is
aﬃliated with the hospital and, thus, considered an exten‐
sion of the emergency room service. Various states have
a empted to pass laws to protect consumers from out‐of‐
network air ambulance bills, but these laws are preempted
by the ADA and air ambulance opera ons have successfully
challenged the majority of these eﬀorts.
A er receiving an up ck in consumer complaints, several
states have held hearings or launched inves ga ons into air
ambulance company prac ces, including Maryland, New
Mexico and North Dakota. A law in North Dakota requiring
911 operators to contact in‐network air ambulance providers
before out‐of‐network providers was struck down in 2016 on
the grounds the ADA preempts such legisla on. A second bill,
signed into law in April 2017, mandates hospitals no fy pa‐
ents in non‐emergency situa ons which air ambulance pro‐
viders are in‐network, as well as addresses balance‐billing.18
The Montana Legislature also took ac on, commissioning a
study of air ambulance membership services in 2016.19 In
2017, the legislature considered bills intended to impose
taxes on air ambulance charges above allowable Medicare
costs for providers that do not contract with any insurance
networks, to protect pa ents’ credit reports from certain
unpaid bills, and to regulate air ambulance “memberships” as
insurance products. The Utah Legislature passed a resolu on
in March 2017 urging Congress to amend the ADA to allow
the states to regulate air ambulance companies. 20
The Na onal Conference of Insurance Legislators (NCOIL)
formed a task force in March 2017 to examine ways to legis‐
late this issue successfully at the state level.21 The Na onal
August 2017 | CIPR Newsle er

In addi on, the U.S. Government Accountability Oﬃce
(GAO) studied pricing and compe on in the air medical
transport industry in a report issued in July, 2017.24 This
report found trends iden fied in the GAO’s 2010 report
have intensified: a greater concentra on of independent
providers, balance‐billing of privately insured pa ents to
recoup losses by Medicaid and Medicare pa ents, a lack of
reliable data on provider costs and informa on, and rates
charged by air ambulance providers con nue to swell.
(Continued on page 24)
17

“Texas Mutual: Judge Upholds State Regula on of Air Ambulances.” Insurance
Journal. December 30, 2016. Retrieved from: www.insurancejournal.com/news/
southcentral/2016/12/30/436942.htm.
18
Senate Bill No. 2231. North Dakota Senate. 2017. Retrieved from:
www.legis.nd.gov/assembly/65‐2017/bill‐index/bi2231.html.
19
“Study of Air Ambulances.” The Montana Legislature. 2016. h p://leg.mt.gov/css/
commi ees/interim/2015‐2016/Economic‐Aﬀairs/Commi ee‐Topics/Ambulance/
ambulance‐memberships.asp.
20
“Concurrent Resolu on on Air Ambulance Providers.” Utah State Legislature.
2017. Retrieved from: h ps://le.utah.gov/~2017/bills/sta c/SCR002.html.
21
“NCOIL Announces Air Ambulance Task Force.” Na onal Conference of Insurance
Legislators. Mary 7, 2017. Retrieved from: h p://ncoil.org/wp‐content/
uploads/2017/03/air‐ambulance‐task‐force‐FINAL.pdf.
22
Air Medical Commi ee. Na onal Associa on of State EMS Oﬃcials.
www.nasemso.org/Projects/AirMedical.
23
Isla Rose Life Flight Act, S. 741, 115th Congress. Retrieved from:
www.congress.gov/bill/115th‐congress/senate‐bill/471.
24
Air Ambulance: Data Collec on and Transparency Needed to Enhance DOT Over‐
sight." U.S. Government Accountability Oﬃce. July 27, 2017. Retrieved from:
h ps://www.gao.gov/assets/690/686167.pdf
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Finally, U.S. Rep. Rob Woodall (R‐GA) oﬀered an amend‐
ment to a Federal Avia on Administra on (FAA) reauthori‐
za on bill to create an advisory commi ee for the devel‐
opment of air ambulance industry regula on. While this
does not give any regulatory authority to the states, it
does propose to include state insurance regulators on the
commi ee. The amendment passed unanimously, but at
the me of this wri ng, the bill remains in the House
Transporta on and Infrastructure Commi ee. The NAIC
issued its support for this amendment in a le er to Con‐
gress in July, 2017.25

C

24

)

ambulance transport. However, federal ac on is ul mately
needed to provide a workaround to the ADA to allow the
states the authority to regulate the air ambulance industry.
The NAIC supports S. 471 and is closely following its status
in Congress.
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C
While state laws protec ng consumers in such cases are
preempted by the ADA, members of both the Senate and
the House are dra ing bipar san legisla on to amend the
ADA and allow the states to regulate air ambulances in a
limited way to protect consumers from excessive out‐of‐
network charges. The NAIC membership is closely monitor‐
ing this issue. The Workers’ Compensa on (C) Task Force is
in dialogue with the NCCI to monitor the impact of air am‐
bulance costs and their impact on workers’ compensa on
insurance. A number of NAIC groups are interested more
broadly in the prac ce of balance‐billing, which features
prominently in many consumer complaints regarding air

(C

25

NAIC Le er to Congress on 21st Century AIRR Act Air Ambulance Provision. July 12, 2017.
www.naic.org/documents/
govern‐
ment_rela ons_171217_le er_to_congress_21st_century_airr_act_air_ambulance_
provision.pdf
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By Anne Obersteadt, CIPR Senior Analyst
NAIC risk‐based capital (RBC) provides a measure of mini‐
mum insurer capital adequacy and thus serves as an im‐
portant part of the U.S. solvency framework. The NAIC RBC
formula has undergone a number of enhancements during
its use over the past two decades. In recogni on of the
evolving risk landscape, the NAIC’s current focus has been
on adding granularity to its repor ng categories or expand‐
ing the risks quan fied in the RBC formula. Among the most
significant recent updates is the addi on of a charge in the
property/casualty (P/C) RBC formula for catastrophe risk
from the hurricane and earthquake perils for the 2017 re‐
por ng year. This ar cle will focus on how the P/C RBC ca‐
tastrophe risk charge was developed, the need for it and
how its addi on has been incorporated into the formula.
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The 2004 Atlan c hurricane season resulted in record‐
breaking property damage of more than $40 billion in states
from Florida through North Carolina. The season marked
the end of a decade of rela vely quiet tropical storm ac vi‐
ty in the U.S. By the end of the year, 15 storms and 9 hurri‐
canes had impacted the U.S. Of the five hurricanes which
made landfall in the U.S., three were category 3 or stronger
major hurricanes: Charley; Ivan; and Frances.1
The 2004 record was easily surpassed by the 2005 Atlan c
hurricane season. In a seven‐month span, 28 storms and 15
hurricanes engulfed the Atlan c basin. Six of these hurri‐
canes hit the U.S. in 2005, four of which (Dennis, Katrina,
Rita and Wilson) were Category 3 or stronger. Figure 1 dis‐
plays the U.S. hurricane tracks for 2005. Economic losses
from the four major hurricanes which made landfall are
es mated to be more than $143 billion, making this season
the most destruc ve in history.2

F

1: U.S. H
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The severity of losses in 2005 resulted in large part from
Hurricane Katrina. This hurricane alone caused $108 billion
of destruc on across seven states (primarily Louisiana, Mis‐
sissippi and Alabama), making it the costliest U.S. hurricane.
Much of the damage actually arose from Hurricane Katrina’s
storm surge, which reached a record height of 27.8 feet and
breached the levees protec ng New Orleans. Hurricane
Katrina took more than 1,200 lives, making it one of the
most deadly hurricanes to date.3
The most intense hurricane recorded in the Atlan c Basin,
Hurricane Wilma, also occurred in 2005. Its barometric pres‐
sure reached a historic low of 882 millibars before making
landfall on the U.S.4 The hurricane resulted in five deaths
and damage of $16.8 billion in southern Florida. Hurricane
Rita was the year’s third Category 5 hurricane, impac ng
mostly southwestern Louisiana and southeastern Texas. It
also produced an es mated 90 tornadoes across the south‐
ern states. Hurricane Rita claimed seven lives and destroyed
$10 billion in property in the U.S. Hurricane Dennis was the
first major hurricane of the season, se ng a short‐lived rec‐
ord for the earliest arriving major Atlan c hurricane. Luckily,
the hurricane moved through quickly and resulted in only
$2.2 billion in damages, mostly across the Florida Panhan‐
dle, and the loss of three lives in the U.S.5
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Two consecu ve record‐sha ering Atlan c hurricane sea‐
sons raised awareness of the hurricane risk in the insurance
industry. According to Munich Re, tropical cyclones result‐
ed in global insured losses of $30 billion in 2004 and more
than $80 billion in 2005.6 As illustrated in Figure 2 on the
following page, U.S. insured losses from the three costliest
hurricanes to make U.S. landfall totaled more than $19 bil‐
lion in 2004 and more than $57 billion in 2005. Both hurri‐
cane seasons were marked by unusually high early‐season
ac vity, peak intensity, new tracks and a record number of
tropical cyclones.7
(Continued on page 26)

1

Machos, G. (2004). Summary of the 2004 Season. Retrieved from
www.hurricaneville.com/2004.html.
Dolce, C. (2015, June 8). 2005's Record‐Breaking Hurricane Season: By the Numbers.
Retrieved from h ps://weather.com/storms/hurricane/news/2005‐hurricane‐
season‐by‐the‐numbers.
3
Ibid.
4
Barometric pressure (atmospheric pressure) is used to measure the strength of a
hurricane. The lower the pressure in a hurricane, the stronger its winds.
5
Na onal Hurricane Center (n.d.). Hurricanes in History. Retrieved from
www.nhc.noaa.gov/outreach/history.
6
Munich Re. (2006). Topics Geo, Annual Review: Catastrophes in 2005. Retrieved
from www.preven onweb.net/files/1609_topics2005.pdf.
7
Ibid.
2

Source: Weather.com
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2004–2005 C

A

H

Dates
Aug. 2005

Hurricane
Katrina

Aﬀected Area
LA, MS, AL, FL

Overall Loss
125,000

Overall Insured Loss
62,200

U.S. Insured Loss
(000’s)
41,100

Oct. 2005
Sept. 2005
Sept. 2004
Aug. 2004
Sept. 2004

Wilma
Rita
Ivan
Charley
Frances

BS, CU, HT, JA, MX, USA
FL, LA, MS, TX
FL, AL, CARGO
FL, CU, JA, KY
FL, BS, CA, KY, TC

22,000
16,000
23,000
18,000
12,000

12,500
12,100
13,800
8,000
5,500

10,300
5,627
7,110
7,475
4,595

Source: Overall Figures: Munich Re, NatCatSERVICE, 2015; U.S Figures: Property Claim Services (PCS).

In response, insurers, regulators, vendors and ra ng agen‐
cies implemented new assump ons and tools into their risk
‐management frameworks. Among these was more a en‐
on to cumula ve losses and the impact of mul ple storms
in a single year. For example, one out of five Florida resi‐
den al buildings in 2004 was es mated to be damaged
from the impact of four hurricanes in the same season.8
O en, insurance adjusters were unable to assess damage
before the next hurricane struck.
State Legisla ve Changes
The state of Florida passed new legisla on in 2004 to ad‐
dress the issues raised by cumula ve losses from consecu‐
ve storms. The new legisla on eﬀec vely made policy de‐
duc bles aggregate by reimbursing homeowners for mul ‐
ple deduc bles applied in a single season. Beginning with
the 2005 season, Florida also restricted insurers to the ap‐
plica on of a single deduc ble. Addi onally, Florida passed
legisla on requiring the Florida Oﬃce of Insurance Regula‐
on be given access to insurers’ actuarial assump ons and
factors before the Florida Commission on Hurricane Loss
Projec on Modeling (FCHLPM) determined them to be reli‐
able enough to be used in a rate filing.9
Insurer Policy and Coverage Changes
Insurers also revised their policy language and underwri ng
guidelines. The changes reflected lessons learned from the
treatment of flood coverage in wind‐only policies in the
a ermath of storm surge flooding. O en, the ability to dis‐
nguish damage from wind or water was diﬃcult, especially
in cases of total destruc on. Insurers found they were re‐
sponsible for damage they believed should have been cov‐
ered under Na onal Flood Insurance Program (NFIP) poli‐
cies. As a result, insurers reworded policy contracts to
be er diﬀeren ate between wind and water losses or to
exclude flood coverage altogether. Higher deduc bles and
lower wind limits were also common.10
26

Catastrophe Model Changes
Catastrophe model vendors made significant updates to
their U.S. hurricane models in 2006. At the me of the 2004
–2005 hurricane seasons, catastrophe models were de‐
signed to apply demand surge on the occurrence of single
events. Demand surge is the infla onary eﬀect of repair
costs from a shortage of labor and materials following a
catastrophe or series of catastrophes. This single event view
resulted in modeled losses dras cally underrepresen ng the
infla onary eﬀect of actual demand surge from mul ple
events in back‐to‐back hurricane seasons. Vendors respond‐
ed by incorpora ng aggregate demand surge in their catas‐
trophe models, which remains the standard today. Vendors
also added near‐term views of risk op ons to incorporate
the poten al for warm waters to alter historical results. Ad‐
di onally, many modelers updated their storm surge models
and vulnerability func ons to include new experience data
and building‐performance characteris cs.11
Ra ng Agency Changes
Ra ng agencies also took significant steps a er these hurri‐
cane seasons by revising their ra ng requirements and ex‐
panding the data required from insurers. Fitch Ra ngs
moved from a single‐point view of risk to focusing on tail
value at risk (TVaR), which is an average measure of all the
modeled losses above a specified threshold. A.M Best began
requiring insurers to take ancillary lines of business into ac‐
count. They also required insurers to include op ons for
storm surge, fire following earthquake and demand surge in
their loss es mates. Addi onally, insurers were required to
(Continued on page 27)

8

Guy Carpenter. (2004). Ten‐year Retrospec ve of the 2004 and 2005 Hurricane
Seasons.
Retrieved
from
www.guycarp.com/content/...content/Ten‐
Year_Retrospec ve_of_the_2004_and_2005_Hurricane_Seasons_Part 1_pdf.
9
Ibid.
10
Ibid.
11
Ibid.
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provide exposure informa on on aggregate insured value.
Standard & Poor’s (S&P) moved from a 100‐year loss to a
250‐year aggregate catastrophe loss to assess the capital
charge for reinsurers with property catastrophe risk. A.M.
Best, S&P and Moody’s began to require a near‐term view
of hurricane event frequency.12

(C

)

Crea on of a Subgroup to Address the Issue:
The NAIC Catastrophe Risk (E) Subgroup was appointed the
following year to develop a methodology for including ca‐
tastrophe risk in the P/C RBC formula. A er several years of
research, discussion and debate, the NAIC membership
adopted changes in 2012 to the P/C RBC formula to incorpo‐
rate a catastrophe risk charge into the formula. The changes
were eﬀec ve for the 2013 repor ng period and required
insurers to report their catastrophic risk charges for earth‐
quake and hurricane exposures.

Exis ng Framework:
State insurance regulators also recognized the need for in‐
surers to hold enough capital to remain solvent in the face of
severe catastrophe losses. The NAIC’s RBC framework,
adopted in 1992, serves as a risk‐based measure of capital
adequacy rela ve to the underlying risk of the insurer’s busi‐
ness and asset quality. An insurer’s RBC ra o is its total ad‐
justed capital assessed against its total RBC; i.e., the amount
of capital determined to be adequate for its size and risk.

The catastrophe risk charge was reported on an informa on‐
al basis for four years to allow the Subgroup me to examine
the impact of the calcula on changes on insurers. Finding no
significant concerns, the NAIC membership adopted changes
in 2016 to fully implement the catastrophe risk charge (Ref
#2016‐07‐CR). As a result, the 2017 repor ng year RBC for
P/C insurers will reflect this addi onal charge.

The RBC framework sets a minimum ra o threshold for reg‐
ulatory ac on. When an insurer’s RBC ra o is found to be
inadequate, state insurance regulators can step in and take
various correc ve ac ons to help prevent insolvency. How‐
ever, prior to the changes coming for year‐end 2017 re‐
por ng requirements, the P/C RBC formula did not include a
charge specific to catastrophe risk. Instead, catastrophe risk
was embedded in the underlying data used to develop the
formula’s underwri ng risk charge. As such, the P/C RBC
formula may have underrepresented catastrophe risk in 10‐
year periods of rela vely low catastrophe experience, and
overrepresented it in 10‐year periods of high catastrophe
experience.

AC

L

R

RBC Formula
RBC is, in essence, a measure of risk. As such, each major
business line (life, health and P/C) has dis nct formulas re‐
flec ng its specific risk characteris cs. The formulas are cal‐
culated on the legal‐en ty level and, in certain situa ons, at
the group level. RBC is calculated using the following steps:
1) apply risk factors to statutory annual statement figures;
2) sum risk amounts and adjust for sta s cal independence
(using covariance formula); 3) calculate authorized control
level (ACL) RBC amount; and 4) compare ACL to total adjust‐
ed capital (TAC). Ra os generated by the RBC formula are
assessed against five stepped levels of regulatory interven‐
on. Figure 3 illustrates these five ac on levels.

The absence of an explicit catastrophe risk charge in the P/C
RBC formula was largely due to the formula’s reliance on
annual financial repor ng statements. The statements did
not separately capture catastrophe loss informa on or
growth or geographical concentra on of property exposure.
Given losses from hurricanes had remained rela vely con‐
sistent and low, the associated cost and complexity of add‐

3: RBC A

C

ing such a charge did not seem material. The severity of the
2004 and 2005 hurricane seasons changed this percep on.

NAIC RBC Enhancements

F

R

(Continued on page 28)
12

Ibid.
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No Neg. Trend, No Ac on

TAC is at least twice its ACL

>200%

Company Ac on Level

TAC is at least 1.5 mes, but less than twice its ACL

150%‐200%

Regulatory Ac on Level

TAC is at least equal to, but less than 1.5 mes its ACL

100%‐149%

Authorized Control Level

TAC is at least 0.70 mes its ACL but less than its ACL

70%‐100%

Mandatory Control Level

TAC is less than 0.70 mes its ACL RBC

<70%

Note: RBC ra o is TAC divided by ACL RBC (i.e., actual statutory capital divided by es mated minimum capital, or $2 of capi‐
tal and surplus for every $1 of “risk” at the 200% RBC level).
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Catastrophe Risk (Earthquake and Hurricane)
The Rcat component was added to the exis ng six major
risk factors for the 2017 P/C RBC calcula on (Figure 4). It
should be noted the final catastrophe charge calcula on
was amended to combine the R6–Catastrophe Risk – Earth‐
quake and R7–Catastrophe Risk – Hurricane components
reported on an informa onal basis during the prior years
into one Rcat component. The change simplifies the covari‐
ance adjustment formula by allowing addi onal catastrophe
perils to be added to Rcat in the future.13
The ACL RBC is one‐half of the total RBC a er covariance.
The total RBC a er covariance formula was updated to ap‐
ply the covariance to Rcat. The charges and covariance ad‐
justment are applied separately because the hurricane and
earthquake perils are not correlated. A separate con ngent
credit risk charge is also included to account for risk of un‐
collec ble reinsurance in a catastrophe.
The new covariance formula is:
R0 + SQRT(R1^2 + R2^2 + R3^2 + R4^2 + R5^2 + Rcat^2) =
Total RBC A er Covariance
Key Approaches for Calcula ng Rcat
Of primary importance was establishing the best method to
quan fy catastrophe risk. A summary of the P/C catastrophe
risk charge calcula on criteria is illustrated in Figure 5. The
Subgroup decided there were too many deficiencies in using
historical data to develop accurate catastrophe charges. His‐
torical experience does not account for the geographical lo‐
ca on of catastrophes or an increase in loss exposure (such
as new construc on in risk prone areas). Addi onally, histori‐
cal data can be distorted by infrequent and severe catastro‐
phes. Thankfully, the frequency of major hurricanes is too
low to sa sfy the requirements for sta s cal predictability.
This statement is even more true for major earthquakes.

R

R

C

(C

F
P/C RBC R

)

4.
F

R0

Asset Risk – Subsidiary Insurers

R1

Asset Risk – Fixed Income

R2

Asset Risk – Equity

R3

Credit Risk

R4

Underwri ng Risk – Reserves

R5

Underwri ng Risk – Premiums

RCAT

Catastrophe Risk (Earthquake and Hurricane)

Instead, catastrophe models were chosen for their ability to
model future catastrophic losses for an insurer based on
expected future frequency of catastrophic events of all se‐
veri es and the insurer’s own current property exposures,
policy coverage terms and catastrophe reinsurance struc‐
ture. Insurers are permi ed to calculate the catastrophe
charge using the Florida Public Hurricane Loss Model
(FPHLM) or an AIR, EQECAT, Risk Management Systems
(RMS) or Applied Research Associates (ARA) model. They can
also use a blend of these models. These five models were
chosen because most have been in use for more than 20
years and have undergone many updates and extensive field
tes ng, including those men oned previously in this ar cle.
Insurers are allowed to use their own set of assump ons,
but must a est the model exposure data input and parame‐
ters are the same for their internal catastrophe risk manage‐
ment. Addi onally, insurers must include with their RBC
filing an explana on for the following modeling op ons and
assump ons used in their calcula ons: 1) me dependency;
(Continued on page 29)
13

NAIC. (2016, August). Property and Casualty Risk‐Based Capital Newsle er. (Vol. 20.1).
www.naic.org/documents/commi ees_e_capad_prbc_related_newsltr_1608.pdf.

F
5.
A ‐A‐G

Charge Applied to 1‐in‐100‐Year Modeled Loss, Net of Reinsurance
Charge Applied Separately to Each Peril and Each Subject to Covariance Adjustment
Con ngent Credit Risk Charge of 4.8% applied to Reinsurance Recoverables
Aggregate Exceedance Probability (AEP) and Occurrence Exceedance Probability (OEP)
Modeled Results Permi ed
Florida Public Hurricane, ARA, RMS, AIR and EQECAT Models Allowed
Value at Risk (VaR)
Model Inputs and Parameters Iden cal to Internal Risk Management
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2) demand surge; 3) storm surge; 4) fire following earth‐
quake; and 5) secondary uncertainty.
Catastrophe models work by first developing a geographical
grid, and placing every one of the insured proper es con‐
tained in the insurer’s por olio at its precise loca on on the
grid. Next, a great many hypothe cal catastrophic events
based on the applicable science (meteorology for hurri‐
canes, seismology for earthquakes) are generated and prob‐
abili es are assigned to each one. Next, the degree to which
the intensity of each event diminishes with distance from
the center of the event’s greatest intensity is modeled, and
the modeled impact of the event is measured for every in‐
sured property on the insurer’s geographical grid. Based on
construc on and other characteris cs of each individual
property, damage es mates are modeled. Finally, an es ‐
mated loss for the property due to the modeled event is
calculated from the damage es mate and the property’s
insurance coverage informa on.
These es mates are summed over the en re grid to get an
aggregate modeled insured loss for the event as a whole. At
this point, the modeled events can be sorted by size to form
an exceedance probability curve for the probability of a loss
exceeding a certain amount in a year. When the exceed‐
ance probability is expressed as the number of years be‐
tween mes when such an amount might be exceeded, it is
called a “return period.” The probability‐weighted average
of all of the modeled events can also be calculated; this
yields the average annual loss (AAL), or the expected loss
per year, a value needed for ratemaking applica ons.
In keeping with the func on of RBC as a measure of mini‐
mum capital, the catastrophe risk charge is based on the 1‐in‐
100‐years’ modeled hurricane and earthquake loss level, net
of reinsurance. However, there was concern this loss level
would be insuﬃcient to contain extensive losses on the level
of those experienced during Hurricane Andrew. To address
this concern, insurers will also be required to report their
modeled losses at the 1‐in‐250‐years’ and 1‐in‐500‐years’
levels in their annual RBC report on an informa onal basis.

R

D

‐C

RBC F

As men oned earlier, catastrophe losses are embedded in
an insurer’s reported loss figures. To avoid double‐coun ng,
historical hurricane and earthquake losses must be removed
from the industry and company loss numbers used in the
Underwri ng Premium Risk Charge (R5) por on of the for‐
mula. Industry figures will be adjusted using by‐line catastro‐
phe loss informa on from sta s cal providers. Catastrophe
events will be those reported by the Insurance Services
Oﬃce’s (ISO) Property Claim Services (PCS) for the U.S. and
SIGMA and NATCAT for those outside the U.S. Insurers are
required to collect and report their domes c and non‐U.S.
catastrophe losses by annual financial statement line and by
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accident year. The Schedule P pages of the RBC report were
updated in 2012 for these addi onal catastrophe loss col‐
umns. Addi onally, the industry factors have been updated
to reflect the exclusion of catastrophe losses.14

F

C

Catastrophic risk exposure con nues to rise due to popula‐
on growth, higher valued construc on in risk‐prone areas,
and clima c changes. Insures face the poten al for in‐
creased insured losses from catastrophic events, which
could have a significant impact on their solvency. As such, it
is important for state insurance regulators to help ensure
insurers maintain adequate capital to mi gate against se‐
vere catastrophe losses. The addi on of a catastrophe risk
charge to the RBC for P/C insurers is an important step to
accomplishing this.
In 2017, the NAIC membership will consider addi onal en‐
hancements to the P/C RBC catastrophe risk charge. Should
par al priva za on of the Na onal Flood Insurance Pro‐
gram (NFIP) occur, the poten al risk for private flood insur‐
ers could be considerable. For this reason, the NAIC mem‐
bership may consider adding the flood peril to the catastro‐
phe risk charge and will evaluate the poten al to add other
catastrophe risks, such as severe storm and tornados, wild‐
fire and terrorism. Important considera ons in assessing
peril addi ons is the solvency risk poten al and modeling
capabili es. The NAIC membership may also consider devel‐
oping procedures for internal catastrophe model use to cal‐
culate the catastrophe risk charge. Finally, the NAIC mem‐
bership will consider expanding the Financial Condi on Ex‐
aminers Handbook to include procedures and best prac ces
for insurer catastrophe management.
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NAIC Catastrophe Risk (E) Subgroup. (2010, June 23). Dra Proposal for Risk‐Based
Capital Charge for Property Catastrophe Risk Based on the Results of Catastrophe
Modeling. www.naic.org/documents/commi ees_ex_is f_100623_capital_req.pdf. id.
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