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To:


L. Tim Wagner, Director, Nebraska Department of Insurance

From: 

John Purple, Chair of the Casualty Actuarial (C) Task Force

Re:


Extended Warranty Contracts

Date: 
June 11, 2006

This is in response to your letter to Commissioner Cogswell dated December 29, 2005. At your request, the Casualty Actuarial Task Force (CATF) reviewed the issues that you raised with regard to insurance policies that cover motor vehicle service contracts.

Based on CATF’s review and discussions on various conference calls, we believe the problem area lies primarily with the use of “excess policies”. As you know, these are policies where the insurer (often a risk retention group) provides coverage when the service contract provider is unable to perform on its obligations to its service contract holders or when the service contract provider’s reserve fund is exhausted. These “excess policies” are different from service contract reimbursement insurance policies that actually reimburse for claims against the service contracts on a first dollar (“ground up”) basis. In the latter case, a liability should be carried on the insurer’s books for any expected claims payments. Most states however do not require service contract providers to obtain first dollar coverage.

In the case of the “excess policies”, as long as the insured service contract provider is financially viable, the insurer may not see a need to hold a reserve liability on its financial statements. Although the coverage being provided is more of a financial guarantee, many of these policies are written as contractual liability and thus qualify as coverage to be written by risk retention groups, which are exempt from many state laws. The solvency concern is that the insurer is not fully aware of or has not evaluated the potential loss should the service contract provider become financially unable to meet its service contract obligations.

We believe there are a number of ways to address the solvency concerns. Some of them are within the purview of the CATF and we will pursue implementation of the following actions:

· In the annual Regulatory Guidance document published by the CATF prior to each year-end, we will include an “alert” to all appointed actuaries that sign actuarial opinions for insurers that cover warranty service contracts. This guidance document would, among other things, request that the actuary disclose in the Statement of Actuarial Opinion what the actuary believes to be the financial condition of the obligor for the service contracts and/or the adequacy of any reserve funds the obligor holds for payment of claims under the service contracts covered by the insurer.

· We will work with the American Academy of Actuaries to provide educational sessions at their seminars this year, including the Casualty Loss Reserve Seminar in September and an actuarial opinion writers’ workshop in October.

· We will ask the Casualty Actuarial Society’s Research Committee to prepare an educational “primer” to address issues related to the pricing and reserving for warranty and service contract reimbursement insurance exposures.

In addition, there are other initiatives that could be pursued by other NAIC groups. For instance, South Carolina now requires a semi-annual review of the loss reserves and an annual submission of the financial statements for the underlying service contract providers. With guidance from a model regulation from the NAIC, other states could implement similar requirements. Also, warranty business is currently being reviewed by Blanks for consideration to become a stand-alone statutory line of business. As part of that review, a determination could be made as to how the “excess policies” should be treated. That is, given the financial guarantee nature of their exposures, the NAIC could require that insurers report this business under the “Financial Guarantee” line rather than under the “Other Liability” line. This would raise the mandatory surplus requirements and also remove this business from the “Other Liability” line, which should reduce the resulting distortion to Schedule P.

As stated above, these last suggestions are beyond the purview of the CATF. By copy of this letter, we are providing them to the chair of the Financial Condition (E) Committee.

Cc: 
Alfred Gross, Chair of the Financial Condition (E) Committee


Jeff Johnston, NAIC


Kris DeFrain, NAIC
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