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The Senate Labor, Industry and Professions Committee

will hold a public hearing on Tuesday, August 26, 1986, at

10:30 A.M., in Room 334, State House Annex, on the

following:

1. What additional powers does the Department of
Insurance need to effectively regulate the commercial
insurance industry?

(a) Financial disclosure by insurers (S-2318-Senator
Pallone, S-2319-Senator Pallone, A-2404(0CR)-Assemblyman
Rafferty).

(b) Additional regulation by the Department of
Insurance (S-2402-Senator Cardinale).

(c¢) Resource requirements of the Department of
Insurance to effectively implement the current use and
file commercial insurance rating system, along with the
additional financial disclosure proposals.

2. Identification of specific problem areas in

commercial insurance and proposed solutions.
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(a) Commercial rating classifications and the
department's ability to intervene in arbitrary rate
classifications (Example: van pooling included in the
classification for taxicabs and busses).

(b) Directors and officers insurance (Recent changes
in Delaware law allowing shareholders to limit the
liability of directors).

(c) 1Insurance contract language (S-2325-Senator
Lesniak).

3. Ways to increase the capacity to underwrite
commercial lines insurance.

(a) Reciprocal insurers (risk retention,
S-2467-Senator Lesniak).

(b) Risk exchanges (S-2439-Senator Cardinale).

*(c) Claims-made policies.

(d) Excess liability fund for governmental entities
(S-1718-Senator Lesniak).

(e) Indemnification (A-1990/S-1681-Assemblyman
Martin and Senator Lesniak and A-2360/S-2209'Assemblyman
Rafferty and Senator Lesniak).

(£) Additional steps to increase capacity.

Testimony will be by invitation only. 1If you have
any questions, please contact Dale Davis, Committee Staff,
at 609-984-0445.
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SENRTOR RAYMOND LESNIAK (Chairman): I think 1t wiil bpe
appropriate, we will all be going to Senator Cauifielid’s fureral
tomorraw and we Just recently released a bili of Senator
Caulfield regarding licensing of adjusters ftor claims, for fare
claims, ana 1t Just brings to mind nNowWw degicated Senator
Caulfielda was with regard to protecting the public i1n terms of
fire safety. I think we ali know what a great guy he was, so
would like to ask us to ali stano ror a moment of siierce tor
Senator Culirfield.

Thank yau. fogay's nearing i1is Tor the purpose of
basicaliy adealing with the capacity 1ssue as 1t relates to
commercial liapility ireauranee. wWe nave penairng in the bSHerate
and 1n Senator 0’Cornnor's Judiciary Committee many bills aealing
with tort reform. EBased on all of the reports that [ have read
so far and the studies I have done so far in my giscussions witn
many people, including i1ndustry people and regulators, 1t's qgquite
evident that tort reform alone is not going to be sufficient to
solve our problems with regara to the afforaabilaty and
availability of commercial liability insurance.

In addition, we have legislation pending that will put
many demands and additional demands on the Department of
Insurance in a regulatory capacity. So for that reason we will
be having this hearing to deal with a multitude ﬁf issues irn that
regard.

The first person here to testify, ang I want to thank
him very much for coming, will be Commissioner HKenneth Merain
and/or Jasper Jackson —-— that’s what my notes say right nere -——
from the Department of Insurance. Welcome Commissioner and
welcome Jasper. Do you have an opening statement?
COMMISSIONER KENNETH D. MERTI NI 1 have
no formal opening statement, Senator. As the members of this
Committee are aware, 1l appeared before you up i1n Elizabeth a few
weeks ago and 1 have——

SENATOR LESNIAK: That's your opening statement?

COMMISSIONER MERIN: That'’s the opening statement from



Elizabeth. We have copiles of that opening statement whicn
addressed basically the same subject area and we also nave
provided some listing of actions taken in other states in the
1risurance rate—making area. Just a summary of steps that have
been taken or are being considered. {’m aware that you have
several questions that you want to try to discuss today and
Deputy Commissioner Jackson and 1 will do our best to answer
those gquestions.

SENRTOR LESNIAK: Okay. I think that we ought to best
start off with the disclosure bills that we have pending that are
in this Committee, both sporisored by Senator Fallone and
Assemblyman Rafferty in the Assembly. In whatever form tney
ultimately pass and get signed into law, they will put additional
demands on the Department, additional demands on the 1industry,
and responsibilities on the Department i1n terms of what are you
going to do with that additional disclosure? RAre you prepared to
handle it and what do you see as the results of that? EBasically
Just in general ] would like you to address those issues.

COMMISSIONER MERIN: Okay. In terms of the powers and
the authorities of the Commissioner of Insurance in the State of
New Jersey, they are among the broadest and most comprehensive
powers of any insurance commissioner in the courtry. So we have
very broad powers right now. Orne of the problems has beery ot
only in New Jersey but in many other states, that insurance
commissioners and insurance departments have not beenn able to
exercise some of the authority that they do have because of a
variety of reasons going towards either lack of desire,
incentive, or capability to regulate the insurance i1ndustry.

I ¢think that the bills that you’ve mentioned are goog
bills because they compel the acguisition of certain types of
data. The concern that 1 have voiced many times over the 1ast
couple of years is that right now our Department of Insurarnce 1s
not capable of utilizing all the data that we either could gez
right now or would be required to get for those bills. wWwe waould

not be able to utilize that data to the fullest extent possible.
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We are 1in the process aof i1mproving the Department 1n terms o~
computerizing the Department, ard we think that probaoly prior to
the end of this decade we will be in a position to utilize the
agata. So 1 guess that’'s a long way of saying we are supportive
of the legislation —— the proposed legislation —— with the caveax
that we want the members cof this Committee to understand that 1t
will be some periocd of time before we'll be able to fully andg
effectively utilize the data.

SENATOR LESNIAK: Are your current personnel reeds
insufficient, sufficient, or 1s it jJust a institutional type of
time lag required to get programs organized and constructed?

COMMISSIONER MERIN: I think it'’s a combination of
those things, Senator. The Department 1is moving onto
computerization, We have gotten to the point right now where
we're about to hire a number of pecple to start putting gata i1nto
the computers. We’ ve exhaustea the capacity on owur FCs that are

in the Department and we’re developing a process that will allow

us to use the Department of Treasury mainframe computer. S0 we
are acquiring the i1nformation raight riow. That process 1S
ongolrig.

In terms of the staff that would analyze this data, i
have sufficient budgetary capability right now, this fiscal year,
thanks to the genercsity of the Legislature, to hire somewhere, I
think, betweernt 25 and 3@ people. What I am trying to do 1s get
good people. I don’t want to go out and just hire bodies to fill
up the Department. We’ re looking around trying to get some very
good actuaries, to get some very good technical pecple that can
support the Department. RAgain, I 1magine in the rnext couple of
years the types of personnel that we need or will need will
change as we get more of that computer capapbility. S0 I think we
are moving as quickly as possible to staff up as we should pe.

SENATOR LESNIAK: But this disclosure law will require
companies to begin giving you this data 1mmediately. Is tnis
Just going to be piled up in a corner of a room? Not give you

some discretion in terms of phasing it in 1f it'’s not going to be



of any use?

COMMISSIONER MERIN: Rgain, {('m not—— [ can’t say thag
I'm aware of the specific phase—in of the law or how quickly the
law would take effect. I think that there 15 some discretion
vested in the bill or i1n the bill which vests the Insurarce
Commissioner with the authority to exempt certain lirnes from
filing.

I think that I would like to have some legislation taxke
place basically because we oo have a neeaq, we do have a gesaire
for information. I think that as we i1mprove the Departmernt we
will be able to get the data that we can use, we can ask for tnav
data. That way we won’t have to come back to you year after year
saying give us this now, we're ready to do this now. I think
it’s a good thing to go ahead and give us the powers and to
compel us, to compel any Insurance Commissioner to get that data.
That’s fine. I Just want to make sure that the Committee
understands and that the Legislature understands that when you
pass this law we're not going to have the instant capability of
responding and that, in my opinion, we can fully make use of tnat
data —— we'll be able to fuily make use of it by 1994 or so.

SENATOR LESNIAK: well, do you feel tnhnat there’s
enough discretion 1n the law that if there’s cata that’s requireo
to be reported to you that you can’'t oo anything with at the
present time or at that time that you would be able to not
require that information to be producead untail you can ao
something with it?

COMMISSIONER MERIN: I have been told that there are
provisions in the bill which authorize the Commissioner to exempt
certain lines from reporting for a variety of reasons. I would
suggest perhaps—— It gives me the authority to exempt for up to
three years, I'm told. And 1 would say that there are sufficient
personnel in Legislative Services that if you agree with nmy
concerns then perhaps that provision might be modified, but I'm
told I do have that authority to exempt for up to three years.

SENATOR LESNIAK: In reference to the way you have to



structure your arnalysis of this information and ycur data base
management, will you be able to put, for 1nstance, a program
together for one particular line witn this i1nformation? Start
that way and phase in the aifferent lines, or will it pe a
situation where you really can’t structure the data base
management so that 1t wouldn't pe —— you wouldn’t be reagy to
deal witn 1t really effectively at all untii the entire system 1S
in place? Do you ungerstand what 1'm—-—

COMMISSIONER MERIN: Na, I think we can do 1t lire by

line. As a matter of fact, the progjects that we’re doing right
Nnow, the FEMS project, the financial Examinations Projecrt, the
ARMS project, the ARActuarial Projgect, 15 proceeding 1n the
development phase and we are setting it up so we can look at
gifferent lines of i1nsurance.
DEPUTY COMMISSIONER JASPER JACKSO Nz
Also, orne of our problems, one of the reasorns we would have
difficulty in aealing with all the information that the two oills
call for now is because we do not yet have a standard filing
format and we have not developed preferred standards on rate-—
making methodologies by which all of this data would be utilized
or reviewed or evaluated. we're i1in the process of doing that
now. we started with private passenger automobile. We moved on
to the nomeocwner's line and we're now considering some of the
caoammercial lines so we would be able to phase it i1n line oy line.
Our gifficulties is, and what the Commissioner wanted you alis to
unaerstana, was that if you pass and enact a law we would not be
able to take it all at one time and utilize it, ©but we will be
able to use it and phase things on line by line over time. The
three years delaying factor is probably enough time.

SENATOR LESNIAK: Moving on to other issues that are
of concern to me with regard to capacity, there have beernn many
gtates that have adopted the claims made form I guess i1n total
across—-the—-board. There have been other states that nave adopted
the claims made form on particular lines.

(Fause while Senator Lesniak speaks to Senator Cardginale
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privately)

SENATOR LESNIAK: Getting bDack to the claims mace
form—— But New Jersey has not adopted 1t 1rn taotal and I thinkx
you’re probably right on that. What liries have you aliotteg to

be used?

COMMISSIONER MERIN: Nore.

SENRTOR LESNIAK: Norie? Wwell, { thought professiorna:
liability?

DERPUTY COMMISSIONER JACKSUN: NO, rnot yet. 1 thinx
that what's occurred wiltn tnat claims made forms of ali sorts and
types are primarilly pbeing utilized right now 1n our surplus tires
market. But we have not yet approved the new claims mage forms
that have been proposed by 1I1SJ and most of the other carriers
because they are somehow tied or related to the ISU form yet.

Our problem being that they characterize 1t as a claims
made form. We don’t know what category 1t fails in. It does riot
coincide with any of the traditional definitions of the term
“claims made form" because it gives the insurer the ability to do
a number of things, which 1f they exercise the various opticons
that they have in terms of moving certain dates that determine
whether you nave coverage or not for certain types of events,
lasering out certain types of events, and at the same time
provide very little prospective coverage, we’re rot sure how much
coverage prospective insureds or actual i1nsureds would be left
with. So we’ve been very careful about what we communicated to
the ISU representing the companies that we woulda approve. we? re
sti1ll attempting to negotiate witn them something that we can
live with and something we think would be i1n the public 1nterest
in this State.

SENARTOR LESNIAK: Were you taiking apout something tnat
you could —-- negotiating the particular claims made form and then
deciding what lines that woulo apply to, is that correct?

COMMISSIONER MERIN: The claims made form has been
around for some time and it’s gone through a lot of refinement 1in

the last couple of years trying to make 1t better, tryirig to maxke



1t more protective of the consumer. fhat’s sometning that the
National Association of Insurarce Commissioners 1s warkling on,
the 1ndustry has had severali committees working or, ang I thinwx
everybody agrees that the gargen variliety claims made form that 1s
peirig pushed right nNnow 1is a 1ot better product tharm tnat whicn
had first peeri proposed a couple years ago.

It’s also understood that right now there 1s a capacity
problem 1n the insurance 1ndustry and 1t 1s expected that a
claims made form will aliow the companies to make certain
Judgments in certain lines and~to write lines they woulgo not
octherwise write.

SENARTOR LESNIAK: They don’t have to reserve as mucn
when they use the claims made form.

COMMISSIONER MERIN: Right, because they’re adjusting
the price every year based upon things that they can forecast as
toe what will happen 1n that year, since the claims made form

cavers claims made during the poiicy year ratner tnari——

SENRTOR LESNIAK: Uccurrence.
COMMISSIONER MERIN: Occurrence form. There are
several concerns that I have. RAnd without getting 1nto the

question of who 1s right and who is wrong on these 1ssues, they
are 1ssues. There have been statements made, allegations maage
by the insurance companles that the judiciary has expanded the
scope of the occurrence forms through various rulings. That same
thing could happen on a claims made form. what woula be the
impact of that, vis—a—-vis the impact tnat they’re complaining
about on the occurrence form? There’s a probiem, one type of
liability insurance covers i1nsurance agents——

SENATOR LESNIAK: But i1sn’t that their problem? I
mean, that doesn’t run a risk to the consumer or to the pubilc,
goes 1t?

COMMISSIONER MERIN: Right, but the purpose 1n having——

SENATOR LESNIAK: They're taking that risk.

COMMISSIONER MERING Yeah, the purpose i1n bhavaing a

claims made form 1s to make the product more availaole anag i



think that 1f we approve a claims made form arig then there’'s a
gdecision down the roac somepiace, a year Trom riow, TwWS years rrom
Nnow, the wnole virtue of the claims made form coula be very
snorf—livea, and then we have all sorts of questions oecausé
there are a lot of policies out tnere.

One of the types of -—-- lines of 1nsurarice tnat's
getting very expensive right now 1s errors and omissiorns for
insurance agents and prodgucers. The problems that we woula get
into 1n those lirnes where you nave an agent that’s setling a
proauct to a commercial insurea, if the agent -— if the insured
nas . a problem the i1nsured can go back ana say the insured oiar’t
explain this or that. I think a claims made product 1s a lot
harder for a producer to explain than a per aoccurrence form.
Neither is easy, put the claims made I think 1s a leot narder. 1
think there 1s going to be an impact on the errors and omissions
rates there.

If you look arounda the country, some states have
approved claims made 1n all lines. Some states are aonly
approving 1t in a couple of lines. Rt the same time as the
claims made form is being approved around the country there are a
lot of actions being taken Dy various legilislatures i1n the area of
regulating the i1nsurance 1ndustry and also in the tort rerorm
area. I know there are gquite a few measures that are sponsored
in this body as well as in the other house. My aobpjective or my
inclination is to approve the claims made form to the mast
limited extent possible where I can say if I aon’t approve 1t, 1f
I don’t let it be sold in New Jersey there are lines of i1nsurarice
that are not going to be written.

My basic gut instinct based upon what I've read 1s that
the claims made form is an inferior product compared to the per
occurrence form. I think it’s probably necessary 1n some l1lnes,
but I would prefer to see what legislation is enacted nere 1in
this State and then make a decision on what lines of 1nsurance
will not be sold or 1t will be just ridiculously expernsive 1T we

don’t go claims made form. So when we do something it’s going to



be as limited as we can possioly get away with.

SENRATOR LESNIAK: Jasper, you mentioned 1t’s used for
surplus lines. Is that because we aon’t regulate the torm fiiing
for surplus lines?

DEAFUTY COMMISSIONER JRCKSUN: Yes, that’s because we
gon’t regulate them. Wwe have the power to regulate them, DbDut we
gor? t because the concept or pnillosopny benind surplus i1ines 1s
that the coverage 1s not really being written within the State
per se. {t’s that coverage that the admitted comparnies ana
authorizea companies, meaning the agomestics, TFor some reascon wWiil
not write. S0 1n those 1rnstances we permit those lines to be
exported by surplus lines carriers to other carriers who wili
write 1it, and since those companlies are not aamitted, rior
authorized, nor subject to our regulatory oversight we have not
done anything witn respect to geveloping stangdards concerning the
forms or the rates tnat they utilize.

COMMISSIONER LESNIAK: How 1is the surplus lines
gefined? You pass a regulation saying this iine is not oeing
wrritten in New Jersey, tnerefore it's autnorized to be written by
a surplus line, or is that determination jJust made out there 1in
the public by somebody not being able to get the i1nsurance?

DERPUTY COMMISSIONER JACKSUN: No. cvery year we hcolia a
hearing that is oesigned to determine those lines tnét admitted
or authorizeo companlies are not writing, and attempting to come
to ungerstand the reasons why thney're not writing 1t. Anag 1f we,
once we determine that they’re not writing 1t, and we develop a
factual base that convinces us that that situation 1s going to
continue, then we publisnhn what we cali an exportable 1list. And
that 1list becomes available to all the surplus line agents and
brokers doing business in the State ana that means that these are
the coverages that we have determined that there's rno avallable
market for in New Jersey and they can write, place these
coverages with companies agmitted 1in other states or
Jurisdgictions. They become the surplus lirnes carriers.

SENATOR LESNIRAK: And that approval 1s good until



charnged or 15 1t for a particular pericda of time?

DERPUTY COMMISSIONER JRACKSUN: It’s for an  annual
period. We have a hearing every year to getermirie whetner or vot
we shoulaga continue wiltn the existing l1i1st or 1 some  manrer
moailify it.

SENATOR LESNIAM: oW many lil1nes are currently
identified as surplus lirnes? I’m rot going to hola you to thais.

DEFUTY COMMISSIUNER JARUKSON: It’s a gooca rumoer. 4
woula say there are at least 4@ same lines on the list, probabiy
higher thnav that.

SENRTOR LESNIRK: Ukay. Can you give us some examples?

DEFUTY COMMISSIONER JACKSON: Some examples would bpe
director ana officers’ liability, inlana marirne, ligquor law
liabilaity.

COMMISSIONER MERIN: The list has not exparnded that
much. That’s not a function of the current crisis. mere are
certain iines that are jJust i1nhererntly riskiler or not geait witn
by most of the admitteg companies. Lloyds of London and otner
foreign i1nsurers, various surplus lines companies, like Novastar
(phonetic) which werit under, deal i1n specific lires ang 1t's rotc
variable that much every year as to what’s being written ana riot
being written.

SENATOR LESNIAK: well, public entity 1nsurance 1s
cavered then under surplus lires, municipalities?

COMMISSIONER MERIN: Yes, surplus lines 1nsurers write
public entity 1nsuwrance.

SENRTOR LESNIAK: OUkay, so pasically your agetermination
1s not that no domestic insurer will write it put that rnot tTtoo
many would, is that coﬁ%ect? I mean there are companies writing
municipal 1nsurance.

DEFUTY COMMISSIUONER JACKSON: Yeah, out there’s nat-——

SENATOR LESNIAXK: But i1n a limited amount.

DEPLTY COMMISSIONER JACKSUN: A limited amcount, yes.
It's riot necessarily that no one will write 1it. It’s either thnat

no entity will write or that there’'s very little —— or there are
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very few companies or other types of entities i1nterestead 1in
wrating.

SENATOR LESNIAK: Are agay care centers surplus Ltines?
Has that been iderntified as surplus line coverage?

DEFUTY COMMISSIONER JACKSON: I agon’t know abouc
historically, but it?’s on the list this year.

SENATOR LESNIAK: It 1s on the list this year. Okay.
Of the surplus lires, do they gererally use the acccurrerce form
or the claims made form or is it rargom?

DEPUTY COMMISSIONER JACKSON: I think i1t’s random, bDut
they have the ability to use whatever they choose. It’s whatever
the market will bear. They use what they call-— Most of the
carriers now on the 1lines with the latent persornal injury
exposure, meaning the lines where the claims may not arise, they
may not be—— A claim may not arise until 1@, 2@ years after the
event. They’'re certainly using claims made forms. The praoblem
is that what they defire as a claims made form, what differs is
in the foreign claims made form are all radically different.
Saome provide what would be viewed as good coverage and sone
provide almost ro coverage beyornd the armual life of the policy.

. SENATOR LESNIAK: So a day care center can go cut and
get insurance coverage through a surplus lines carrier which has
basically whatever form the current circumstances they want that
coverage would entail?

DEPUTY COMMISSIONER JACKSON: Yes.

SENATOR LESNIAK: The reason why 1 ask that guestion 1is
I have beeri getting letters from my ogistrict, my city, regaraing
day care centers and Continental’®s proposed claims made form that
has not been approved by the Department.

DEPUTY COMMISSIONER JACKSON: Yes.

SENATOR LESNIAK: My concern is if they are now getting
coverage or can get coverage through a form that you have riothing
to say about or have chosen to say nothing about, properly so.
What’s the problem with the proposal before you where you ao have

same . regulatory authority in terms of what shape that is?



COMMISSIONER MERIN: well, the propasal that’s coming
from Continental, I thirnx 1t's joint Continental ana corne other
company proposal, is that they want to exclude chila abuse rrom
their policy. Continental 1s an admittea company, it’s not A&
surplus lines company. When you?re talking about surplus lires
companies you're talking about a whole different regulatory
system. We in New Jersey are fortunate. we're the only State 1n
the country that nas a guarantee fund for surplus lines insurance
which I think passed the Legislature unanimously a couple of
years ago, and that's operating very well right now.

But wusually companies that are surplius lirnes companies
gon’t  provide that kand of comfort and guarantee people beyond
that because we do have that in New Jersey, right rnow we do have
a guarantee fund. States across the country just do not regulate
surplus lines companies the same way they do admitted companies.
We don’t have the capability to monitor the way they service
palicies as well, We don't have the ability to monitor the way
they respornd to claims. If Continental’s proposal —— and again [
think it?’s a joint Continental and one other company proposal —-—
it’s a deviation from the standard that admitted companies have
beert held to.

Interestingly, I spoke to the i1nsurance commissioner 1n
ocne other major state just yesterday who has not taken action on
a similar proposal, or on that proposal by the same company. Ano
he expressed the same concerns that we had. He’s nolding a
meeting today where he's going to deny that claim. We denied
Continental’s application June, I think June 19, June 1&th,
something like that. And this other major industrial state 1is
going to take the same action toagay.

SENATOR LESNIAK: But are day care-— It’s the agay care
center in Elizabeth that keeps writing letters -—-— either tnen
going without coverage so therefore they don’t have not only
insurance coverage for child abuse or anything else ana/or are
they pgoing to a surplus lines carrier and getting coverage b»put

doesn’t include child abuse and maybe even has even worse claims



made?
COMMISSIONER MERIN: I'm not sure what they're aoing.
If you want to have that day care center write us a letter or

talk to us, we'd be glad to check into 1it, but there 15 a MAF

setup right now —— Market Assistance Flan —-— which gaoes cover day
care. we ao try to fina coverage for gay care centers and we
have been successful i1n—— There are 16 applications that have

beeri made to the MAFP so far, and of those 16, 13 have been placed
in the day care area. So we have, I think, & pretty successful
way of handling that type of coverage right now. So before
approving a policy that's going to exclude something which we
feel is very important, we're having very good success with our
MAP right now. We prefer to continue along that direction.

SENATOR LESNIAK: Again, what ifre=. oI eany these
things are in isolation. They have to be viewed with everything
else. What about for those three centers tnat carn’t get coverage
through the MAR? What happens to them? Wouldn' ¢t they be——
They'll probably have toc go scurrying off tea a surplus lires
carrier that-—--

‘ COMMISSIONER MERIN: I'm informed that those three tnat
have not received placement were just received in the last week.
The others were received—— The MAF went 1nto operation earliy 1in
Jure and in the last seven weeks has placed 13 so the three thnat

were placed in the last week, we hope to get coverage for them.

SENATOR LESNIAK: Is Continental and whatever Joint
venture they have in this filing, do they participate in the MAF
program?

DEPUTY COMMISSIONER JACKSON: Yes. I think that the

problem with Continental is that it'’s not that we’re unwilling to
entertain the notion of a child abuse exclusion, it?'s jJust that
Continental’s went too far. Such as, you know, an exclusion that
goes to something like sexual abuse that's a criminal act, we
would never compel an insurer to cover a criminal act. But their
exclusion just goes much too far. When the market is operating

any where near normal and you have admittead carriers offering



coverage alomg these lires thenm 1t brings the surplus lires
insurers into check somewhat also. HAnd we thaink that that wili
happen again alsco. As we’'ve 1ndicated, we have not taken steps
to regulate the forms 1n the surplus lines market 1n the sane
manner in which we do 1t in the admitted market, but it may ccame
to  that. The entire NRIC is now looking at everything that nas
occurred during the current crisis and have nrnoted that an
admittead carrier in New Jersey will not write lines that 1t
writes as a surplus lines i1nsurer in Caiifornia, and vice versa,
and are now giving thought to the notion of developing minimum
policy standards for surplus lines carriers and have ali
commissioners enact them so that you get more control over what
surplus lines carriers do, can do, and cannot do. So what ['m
saying is hopefully the situation we’re agealing with today wort’t
always remain the same.

SENATOR LESNIAK: You!re going to have to excuse me.
He was talking in one ear and I can’t hear out of this ear so——

Moving on to another subject, if I may, again dealing
with capacity issues, Senator Cardinale has a proposal concerning
the risk exchanges which operate in New York, Florida arnd I
believe Illfnois, whichn would authorize them as surplus lines in
the State aof New Jersey. Are you familiar with that proposal?

DEFPUTY COMMISSIONER JACKSON: Yes.

SENATOR LESNIRK: How do you feel about that particular
legislation, or that concept? Forget about the legislation, the
concept.

COMMISSIONER MERIN: We don’t nave, I think, a problem
with risk exchanges per se. I think a couple of those exchanges,
New York and Illinois, I'm not sure about Florida, do operate in
most states. There is a problem, I woulda think, about how they
are permitted to operate. One of the most basic qguestions in
dealing with the admission of any insurer is to make sure that
that insurer 1is solvent and that the insurer will have enougn
money to pay off 1ts obligations. 1f the exchanges are admitted

as surplus lines companies as opposed to admitted companies or as
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opposed to same other form of admission, we do riot have the
control to make sure that the excharnges are as solvent or have
the moneys—-

SENARTOR LESNIAK: You don’t have control over the
surplus lines either.

COMMISSIONER MERIN: That's correct.

SENATOR LESNIAK: But you allow them.

COMMISSIONER MERIN: The surplus lines companies that
are admitted in New Jersey are not controlled to the extent that
the adamitted companies are. If you remember, when you enacted
the surplus lines guarantee fund a couple of years ago, there was
a great to—do about how the surplus line market was going to puli
out of ¢the State of New Jersey. And we did lose about one
guarter, I think, of the surplus lines coverage. Those that are
left for the most part we have much greater confidence i1n their
ability to remain sclvent. I guess it's a less known 1tem.

SENATOR LESNIAK: What Senator Cardinale's bill does is
admit the risk exchanges on the same basis that the surplus lines
are -—-— admit is the wrong word to use —— are allowed tc oo
busiress.

DEPUTY COMMISSIONER JACKSON: Yeah. See, I think that
we talked with both Illinois and New York exchange. They want to
be admitted on a direct basis. In other words, they want to
become admitted carriers. They're not——

SENATOR LESNIAK: Don't you thaink they should take one
step at a time maybe?

DEPUTY COMMISSIONER JRACKSON: well, maybe so, but
they're seeking to do business on a direct basis in admitted
sense of the word. Of the problems—- Well, one, we're not sure
that we actually need additional authority to admit them to
permit them to do business as surplus lines carriers. We are now
surveying the law because there are a number of provisions in the
law that permit insurance exchanges to operate. We’re just not
sure that the New York insurance exchange and the Illincis

insurance exchange are those types. For instance, the New York



exchange and Illinois exchange are syndicates of companies. {t's
not a number of companies, say twao, three, or four companies
Joined together to do business as one exchange. There, the

exchange 1is composed of groups of companies syndicatea aoing

businrness. Arnd you get into a 1ot of questions as to wha's
ultimately responsible for what, unaer whose name are they doing
business, and so fortn and so on. Even if you admit them as a

surplus lines carrier, i1f we permitted tnem to operate as surplus
lines carrier with our Surplus Lines Guarantee Fund Act, there
are a lot of issues around how they would be assessed under that
Act since they’re naot a company. They’re not even a group of
companies doing business Joined into orne exchange. They® re
syndicates of companies dolng business on the exchange.

SENATOR LESNIAK: But if you authorize that under the
legislation they woula be taxed similarly.

DEPUTY COMMISSIONER JACKSON: Yeah, they would be but
each company? Each-—-

SENATOR LESNIAK: Well, 1sn't it on the basis of-—-—

DEFUTY COMMISSIUNER JACKSON: -—-—-each syndicate?

SENATOR LESNIAK: It’s on the basis of the premium.

DERFUTY COMMISSIONER JACKSON: Or the entire exchange?

SENRTOR LESNIRAK: well, it’s on the basis of the
premium that they write. They would have to agecaide.

DERUTY COMMISSIONER JACKSON: No, but first that'’s an
up—~front assessment against the irnsurer itself and then after
that-—

SENATOR LESNIAK: Well, you wouldn’t want the
assessment to be against the whole -—- each individual group, go
you?

DEPUTY COMMISSIUNER JACKSON: well, no, I would not
want it to be but——

SENATOR LESNIAK: You don’t assess shareholders of
surplus lines companies on each individual shareholider. Risk
exchange is just a bunch of shareholoers forming one company.

COMMISSIONER MERIN: I guess the——

1&



SENATOR LESNIAK: Well, you may want to.

COMMISSIONER MERIN: The concern we have about
exchanges, it’s not a predilection or a firm desire to oppose
their entry into New Jersey. The exchanges are nat going to
write all lines. They write certain lines. 1 gon't know whether
that, their entry 1s necessary to provide extra capacity 1n New
Jersey for those lines that they would wraite.

There's also the question of how would they be
admitted? You mentioned that Senator Cardinale's pbill cails for
their admission as a surplus lines company. Deputy Commissiorier
Jackson has indicated that they themselves might prefer admissiorn
as an admitted company, which would give us greater control over
that company. It’s very i1important to remember that when an
insurance department anyplace in the country decides to admit a
carrier or decides to permit an entity to write i1nsurance there
is a great concern about solvency. There are a great many
companies, domestic companies in New Jersey, companies around the
country, that are in financial trouble. And what we're looking
at right now is a rnumber of proposals on a State and federail
basis to expand the number of entities that might write i1nsurarice
s that there might be more capacity. The whole effort in
Congress regarding risk retention groups 1s oriented towards
providing more capacity. what the National Association of
Insurance Commissioners is concerned about is the solvency, the
ability of those entities to pay the claims when they come aue.

SENRTOR LESNIAK: Well, let’s talk about risk retentiorn
groups for a second, if we may. Do we allow—— Is there any
prohibition against companies getting together and forming their
own risk retention group in the State of New Jersey? Yes, right?
Because then they’re operating as insurance companies.

COMMISSIONER MERIN: The only type of risk retention
that’s authorized under Federal law is pharmaceutical companies
were authorized in the early '88s 1 believe. Products liability,
I'm sorry, in the early '8@s to enter into risk retention groups.

SENRTOR LESNIAK: Now, my problem is General Motors can
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self-insure themselves. They?'re allowed to do that unaer the

law. Ford can self-insure themselves. They’re alloweag te ac
that under the law. Why should we preclude General Mmotors from
Joining with Ford to form a risk retention group? Wnat'’s the

risk? What®s the danger to the public from that happening? I
picked a good example, right?

COMMISSIONER MERIN: I want to be careful i1in phrasing

my answer not to impune the integrity of any particular
corporation or state. And I'm-—

SENATAOR LESNIRAK: But 1f they are already self-
insuring, which they can do, you can’t stop someone-- Unless

there’s an insurance requirement, like auto for instance—— You

can’*t stop somebody from self—-insuring. If we don’t mandate
insurance, they don't have to have it. So why can’t I, if I'm a
tavern owner, Join with the Tavern Owners Association and pool

our risk if I'm going to be bare anyway?

COMMISSIONER MERIN: Okay. Again, this is difficult
without getting somebody upset. I think there’'s a question as to
who is going to set the rate. In other words, let’s say
everybody around here down on -— all of us own our owrn tavern and
we set up a corporation, we have an insurance entity that's set
up in another state -— and I will not name this state where it's
set up —— but that state has a very loose system for controlling
companies. That retention group decides that 1f each of us
tosses in 108 bDucks we have enocugh money to self-insure for
whatever the claim limits might be. And let's say it's a $14@, 00Q
limit. You can set up a situation in which the numbers are going
to be so insufficient to pay potential claims that when the claim
occurs —-— when, let’'s say, there’'s a claim against Faul’s Tavern.
FPaul will not have the ability tco get enough money from the risk
retention group. The person that's suing Faul may or may not be
satisfied by the value of his tavern. If it’s mortgaged to the
hilt, somebody else has a claim on that--—

SENATOR LESNIAK: But if Paul doesn’t have insurance to

begin with what’s the problem, number one, and number two, we're

18



talking about businesses. Can*t Dbusirnesses take care ofF
themselves? Do we need government to protect them rrom
themselves? They’ve got to make the initial decision whetner to
pay for the insurance, if they can get 1t.

COMMISSIONER MERIN: I think the answer to the last
question is, "Yes.® I think that, and I con’t wanf to be flip in
answering that gquestion, but I think in a lot of ways a 1ot of
businesses don't krnow a great deal about insurance. I think 1if
you—-— That could be said for some of the larger corporations 1in
the country, but I think it's primarily true for a lot of small
businesses, and most of the jobs, most of the employment i1n New
Jersey, as well as most other states, is small businesses and nrot
the large corporations.

SENARTOR LESNIRK: Rctually it's probably true for most
of the big Obusinesses as well from what [ can see. But,
nevertheless, nevertheless—-

DEPUTY COMMISSIONER JACKSON: Well, one of the problems
would be, you kKnow, if you?’re talking abcut a risk retention
group that's going to be comprised of General Motors and Ford and
Chrysler, perhaps there is no problem. But if you're tailking
about a risk retention group that is going to attract numbers of
Mom and Fop type busiriesses and medium—-size businesses, there is
a problem. And the problem is one, as the Commissioner Jjust
said, if they’'re not capitalized properly they’re not going to
have sufficient funds to —— they’re naot going to have sufficient
funds to make good on their claims. Yet, they're going to make
payment into a fund for that purpose and they're going to be
looking for something. To the extent that that fund is i1ncapable
of satisfying their claims, then their assets are going to be
subject to risk.

And then they will, depending upon the judgment and the
success in attaching 1t, then they will be ocut of business. Wher
they, say, the way the risk retention groups are being set up,
there’'s no doubt that they will be in direct competition witnh

insurers., And as the Commissioner observed, there will be a lot



of purchasers of that product who will believe that purchas1n§ 1t
from that group is the same thirig as purchasing 1t from bprand
name reputable insurance firm tnat has been on lire for perhaps a
century.

COMMISSIONER MERIN: If you look at the cash flow, the
whole cycle phenomenon that everybody nas gotten informed about
in the last year or so, how the 1nsurance companies Qgot
themselves into this hole, where they constantly underpriced cne
another and then all of sudden, when the interest rates dropped,
theyl didn't have enough money so they started raising rates to
get back to where they were before the downwards cycle began. 153
you look at that situation, you take a look at the risk retention
group, which is not under the Federal proposal going to be
regulated anywhere near as closely as insurance companies are, it
seems like we’re trying to tighten up on our regulation of the
insurance industry. No insurance commissioner that I know of
knows how to control the cycle, but everybody realizes that
that’s the objective, that’'s what we should be aiming towards.
What we're doing is setting up a system where we're rnot going to
be‘ able ta control groups that deal in certain types of
insurance. ‘The risk retention groups will be selling a proguct
which 1is expensive right now, in many cases it is available but
it is extremely expensive in certain lines, they'll be selling
that at a lower price. In other words, they're going to be
lowering it to, perhaps, to an unrealistic level. We Hkriow
that from previous cycles you can have capacity disappear,
capacity is restored, capacity disappear, capacity is restorec.
Once capacity is restored, as it certainly will be, we're going
to have retention groups set up so that line will not be involved
in that whole up and down cycle, but they’'re going to be cut of
the traditional insurance mechanism. We will have less control
over them and there will be as sure as any of us sitting here
there will be problems that develop. We have written to the
Legislature, the Federal Legislature and indicated some varicus

concerns we have about the risk retention groups and again 1t all



revolves around the question of solvency. We don’t want to
create another monster. we' ve got orne monster on cur harcs righz
now and we prefer not to have a lot of little aﬁes rurming around
that we can't get ahold of.

DERPUTY COMMISSIONER JARCKSON: We dan’t say pronibpile
them. We jJust say if you permit them, give us encugh oversight
to insure that they're going to be sclvernt operations and to
1imsure that they're dealing with the varicus entities,
asso;iations that they’'re going to offer coverage to 1n  an
equitabple ana fair manner. Otherwise there are going to be
problems with them going under. And as the Commissioner Just
said they, themselves, can fuel another cycle because ultimately
when they come on line they’re going to be offering coverage,

they're going to be seeking to spread the base of their

membership. They're goirng to try to draw others 1n and their
calling card 1is going to be that, "We can do it at a cheaper
price." The established i1insurance market, if it is interested in

writing those 1lines, and does not want to lose i1ts market share,
its premium volume, is going to cut prices tao match and we're
goang to be off on another cycle all over again and the risk
retention groups will be part of it.

SENATOR 0O'CONNOR: Mr. Chailvrman?

SENARTOR LESNIAK: Yes.

SENATOR 0O? CONNOR: Just stay on that for a secona, if
you will, Mr. Jackson. The provisions that are in the Lesniax
bill, are they--— Do you feel tnat they give you encugn oversight
to do the jJob that ycu're talking about?

SENRTOR LESNIAK: You haven't looked at it yet.

DEPUTY COMMISSIONER JACKSON: You got me. I'm wviot
familiar—-—

COMMISSIONER MERIN: Senator, which bill-- 1Is that the
exchanges or--—

SENARTOR LESNIAK: The risk retention bill.

SENATOR 0O'CONNOR: 2467.

COMMISSIONER MERIN: I really can't say that we’ve



reviewed 1t closely encugh to-— Uur comments were more directed
towards the Federal proposal.

SENARTOR LESNIAK: That’s a very good question that
Senator 0'Connor asked. Could you come back with us after having
looked at both my bill and Senator Cardinale’s bill with-—-—

COMMISSIONER MERIN: We'd be happy to.

SENATOR LESNIAK: I would look at it another way. I
would think that maybe these groups can modify the cycle by
bringing capacity when no capacity exists.

DERPUTY COMMISSIONER JACKSON: 0Oh, they will. They will
help_increase capacity and they will help increase competiticon.

SENRTOR LESNIAK: You do broach a-- This 1s probably

the first time ever I’ve been able to see where competition may

not be beneficial to the public. I have a very difficult time
accepting that ~- sti1ll don’t accept it. And where price
regulation may be beneficial to the public. I'm still not ready

to accept that because it has never worked yet and the only area

that—-- Not the only area. I mean just look at what we've dane
with solid waste, for i1nstance. I mean we've regulated solaid
waste hauling and disposal pricewise because the lack of

competition, because there was control, markets were controlled
by organized crime. And here we are 15 years later and the
situation hasn't changed. My concern is that when we start
talking about cutthroat competition and prices going down, wher
prices go down, that means consumers are paying a lot less. I'm
not all that upset about consumers paying less for a product.
COMMISSIONER MERIN: But in this case, Senator, where
you have cycle like this in the insurance i1ndustry, people buy
insurance so they can bring an element of predictability ainto
their business. There are a lot of things that are
unpredictable. They might have accidents, they might bhave
ingjuries, they might have things that break down, but they want
to pay a certain amount they can factor into their budget year
after year to protect themselves against those contingencies.

What we find now is that many businesses are seeing that the
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greatest variable, the one thing they can’t predict, is the cost
of the insurance. They can predict everything else okay, but
they’re now bouncing around on the insurance cost. I think tnhat
in terms of setting rates or regulating rates on insurance, i
think that’s a very difficult thing do to and I don’t think tnat
we have the ability, I gon’t think that most departments in the
country have the ability to regulate rates. Nor do I-— 1 think
I agree with you, nor do I want to. But I think it’'s 1incumbent
upon any regulatory system to make sure that companies are
salvent. It’s the most difficult thing in the world for an
insurance commissiorer to say to a company, “Wwe're not going to
let you lower your rates; we're not going to let you sell this
particular product even thougn you want to" because we know that
that particular company is not in a financial position to do it.
That's what they’re trying to do, in many cases, is to take a
weak position to build up a lot of capital to pay claims that
they know are occurring. It’s something that they’re not doing
because they’re any old mossinery institution, they’re doing it
because they've got particular financial problems they'’re trying
to address.

SENATOR LESNIAK: You’re not regulating the rates
because of the rates, you'’ re regulating the rates because of
their solvency?

COMMISSIONER MERIN: That's right.

DEPUTY COMMISSIONER JACKSON: Another thing is we're
not, as you said, we're not-— You're right. The consumer aces
benefit from low prices and we want that, but rno ore benefits
whenn the price is so low that the insurer that sold the product
is not there to deliver the service that was purchased. There’'s
another problem. Let’s go back to your General Motors and ﬁord
example. If you're General Motors and you've gotten the benefit
of dramatic rate reductions that are unrealistic and they adjust
the praice, well, you said it yourself, General Motors and Fora,
they have the economic strength and wherewithal either to say to

the companies, "We're not accepting that price. We'll self-



insure. Wwe'll go another route.” fAnd they can actually self-
irnsure or they can pay the premium and their product base 1s so
Huge that it shows up, the i1ncrease, even if it's a 68@% increase
shows up at some far decimal point removed.

On the other hand, if you’re a mom and pop type
operation, which comprise 90% of all the businesses in America,
and you'’ve got a convenience store on the corner trying to
survive against the A&P or the 7-Eleven chain, and sure, you've
gottenn dramatic price reductions but all of a sudden you'®re
slapped in the face with a S@@% price increase, that shows up on
your product. It will make you less competitive with the R&FP and
7-Eleven and may put you out of business. You can't afford that.
I don’t think the economy can.

COMMISSIONER MERIN: There are a 1lot of ways to
describe pro-consumer or anti-consumer. I think that you could
say that keeping prices up and not letting them go down might be
ant i-consumer, but on the other hand, bringing some sort of
stability to the marketplace and avoiding the wild swings so that
after ten years you! ve paid the same amount as you would have if
it had been a more level situation, I think that’s pro—consumer.
If you 1look at these things over a long—term as opposed to a
given filing or given desire of a particular line by a particular
company, it’s a lot of gray areas.

SENARTOR LESNIAK: What about the group policies? Are
group policies allowed to be sold and marketed in New Jersey? Is
there any prohibition against them?

COMMISSIONER MERIN: What type of group policies?

SENARTOR LESNIAK: Well, if I was XYZ Insurance Company
and I wanted to offer to the restaurant association general
liability coverage for all their members?

COMMISSIONER MERIN: You can offer it. Most companies
aren’t interested in that because they're afraid of what they
call adverse selection. That's where they offer a group policy,
they still want to be able to some extent rate individuals or

entities that are a part of that group pursuant to some



experience or some rating characteristics. If they provide a
group policy at ocne rate to every member of the group regardless
of characteristics they run the risk of having all the better
than average risks seek a better price cutside the group and
having only those with the high rated, like with the better than
average likelihood of producing the incident that they're afraid
of be members of the group at this cut rate price.

SENATOR LESNIAK: But there’'s an impediment in New
Jersey for insurance companies offering group policies?

COMMISSIONER MERIN: Not that I'm aware of.

SENARTOR LESNIAK: No further questions? Thank you,
Commissioner.

COMMISSIONER MERIN: Thank youe.

SENATOR LESNIAK: We are now going to move on to—
Jasper, will you be staying with us, or someone from the
Department staying with us because we're going to some specific
areas that you may—— Or will you get the transcript and read it?

DEPUTY COMMISSIONER JACKSON: I think Dorese (phonetic)
is staying.

SENATOR LESNIAK: Dorese, will you please? Thank you
very much.

We are now going to go into the area of directors and
officers 1liability insurance and call Joseph F. Jonnston from
Drinker, Biddle and Reath, I believe, Washington law firm.
JOSEPH F. JOHNSTON: Right.

SENATOR LESNIAK: Mr. Johnston, what's your view on
directors and officers liability and insurance coverage for that?
This is it right here, right? This is it?

MR. JOHNSTON: That’s it. That’s-- I apologize for
the 1length of that. I certainly am not going to go through all
of that material right now in answering your question.

SENATOR LESNIAK: Let me thank you for submitting it to
us so we'll have an opportunity to submit it for the record.

MR. JOHNSTON Sure. I've got some factual data in

there. I've been in the process of preparing an article on this,



ard this excerpts some of that material and puts some other
insights that I had into this and you can look at that at ycur
leisure and I'11 just to try to--

SENATOR LESNIAK: Wait. I'm sorry. I can’t hear.
(addressing audience) If you want to talk, please talk ocutside
the room.

MR. JOHNSTON: I11 just try to hit some of the high
spots. I was very interested in the discussion that has Jjust
taken place with respect to other lines of insurance because
there 1is a certain commonality between what's happened in the D
and 0 insurance market and what has happened in the general
liability lines because these are not entirely separate. Many of
the same companies write these lines of insurance and the D and O
line, which as was described as generally regarded as a surplus
line, has been subject to exactly the same types of pressures in
this market and has been subject to the same type of cycle that
we have seen in certain other lines, particularly in the errors
and omissions line.

D and 0O insurance, I might add in light of the recent
discussion, is a claims made policy. It has always been sold as
a claims made policy. It has never been anything other than a
claims made policy so—— .

SENATOR LESNIAK: That means in New Jersey it has
always been sold as a surplus line.

MR. JOHNSTON: Yes, sir, as far as I know. Now, I’m
not the expert on New Jersey but I believe that's correct.

SENATOR LESNIAK: It would have to be.

Is there anything with regard to directors and officers
liability that makes it unique from any other type of liability?

MR. JOHNSTON: Well, I don't know that you would say
that it'’s unique, Senator. I think it involves certain features
that make it unusual and that make it the subject of a lot of
attention recently in view of the fact thaf a number of
corporations have experienced some of their outside directors

actually leaving the corporation. There have been some quite

































































































































































































































































































































































































































































































































































































































































































































