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Abstract 

This paper compares banking and life insurance insolvencies, by contrasting their regulatory 

frameworks, risks, data on insolvencies, and understanding the political economy behind their 

regulatory institutions. The document finds that although bank insolvencies are more often in 

number than life insurance insolvencies, the proportion of life insurance insolvencies is greater 

than the proportion of banking insolvencies, understanding “proportion” as number of 

insolvencies per total number of firms (either commercial banks or life insurance companies).  

Since 1976, the proportion of failure rates has averaged 0.95% percent for life insurance 

companies, and 0.44% percent for commercial banks. The document argues that bad reserve 

practices in the life industry and the interconnections within the financial market explain most of 

insolvencies. 
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Introduction 

Understanding the causes and consequences of insurance insolvencies is important for 

establishing an optimal regulatory framework. It is common that insurance regulators and policy 

makers attempt to impose the same regulations in both financial activities, despite the difference 

in their risks, the nature of both businesses, and how dissimilar are bank deposits from insurance 

policies. There are common grounds in their market risks, but any managing policy liabilities differ 

from managing credit risk. 

The document is an attempt for comparing commercial banking with life insurance and sets a 

methodology for comparing the life insurance market with other financial sectors. It is encouraged 

that a further approach can be comparing the life insurance market with the derivatives or exotic 

markets, to understand the interconnections between financial sectors and potential synergies. 

 

 



The bankruptcy regulations we face 

 

The United States federal bankruptcy system excludes insurance companies’ insolvencies. Since 

1898, insurance companies domestically owned have been tacitly excluded from the federal 

bankruptcy code1, furthermore, as response from United States v. South- Eastern Underwriters 

Association when the Supreme Court determined that insurance was subject to federal antitrust 

laws2, the U.S. Congress passed the McCarran-Ferguson Act3 excluding the insurance industry from 

most federal regulations, leaving insurance regulation to states.  

Insurance bankruptcies and insolvencies in the life and health business are determined by state 

law. Each state provides a guarantee fund to their policy holder which in case of insolvency, as like 

the FDIC, covers policyholders until an amount mandated by the state law. Nevertheless, most of 

supervision and resolution mechanisms are coordinated by private voluntary associations. The 

National Association of Insurance Commissioners (NAIC) is in charge of harmonizing and 

coordinating the rules and conduct related to solvency, impairments, and other supervisory 

regulations, while the National Organization of Life and Health Insurance Guaranty Associations 

(NOLHGA) provides coverage for policyholders in the event of a multi-state life or health insurer 

insolvency4, ensuring that covered claims are paid and arranges for covered policies to be 

transferred to a healthy insurer. 

The NAIC promulgates model laws and regulations, but the states are not required to enact them. 

In some areas, such as risk-based capital (RBC) standards, all the states have adopted NAIC model 

laws and related technical specifications. In many aspects of solvency regulation, the states have 

adopted uniform standards developed by the NAIC, but they may differ somewhat in terms of 

their specific rules. In the area of market regulation, there is much less uniformity, and the states 

may or may not use NAIC models or modify them according to their specific preferences. States 

may also adopt their own laws or regulations for which there is no related NAIC model. 

In case an insurance company is declared insolvent, the United States Code of Commerce under 

the specifications of form UCC1, establishes the priorities for repayment to affected parties. The 

                                                           
1 11 U.S.C. § 109 (b) for Chapter 7 exclusion and 11 U.S.C. § 109 (d) for Chapter 11. 
2 According to Koch, S. (1981), until the Supreme Court decision ”the insurance industry was not considered 

to be part of interstate commerce and thus was subject only to regulation by individual states”. “McCarran-
Ferguson Act Immunity from the Truth in Lending Act and Title VII”. The University of Chicago Law Review. 
Vol. 48, No. 3, Summer, 1981. 
3 15 U.S.C.  §§ 1011-1015. 
4 According to NOHLGA the total amounts of assessments from life-health guaranty funds from 1988-2008 

were $6.5 billion, having an average annual assessment of $325 million for life insurers. Annual assessments 

never exceeded 0.35% of total premiums for either life and over its history, the guaranty fund system has 

stood up very well. Nevertheless, according to President of NOHLGA Peter Gallanis (2009), if MetLife runs 

insolvent, annual assessment capacity could be exhausted and challenging the liquidity of the guaranty 

system. 

 



UCC is consumer-focused, and as such establishes priority to policy holders5, then creditors6, and 

finally residual equity holders7. The priorities are similar across states. 

Banks have their own bankruptcy resolution mechanism. Just as insurance companies, banking 

institutions were excluded in 1898 from the federal bankruptcy code and are currently regulated 

by the Federal Deposit Insurance Act of 1950 which establishes the Federal Deposit Insurance 

Corporation as a receiver with the power of liquidate or restructure the bank for a merge or 

organizing a new bank. The FDIC is an insurance mechanism which, like insurance companies’ 

guarantee funds, provides a residual coverage to policyholders in case of a banking insolvency. 

Holding financial companies –either that for banking or insurance activities— are regulated by 

Chapter 11 for restructuration and chapter 7 for liquidation. Several holding companies have as 

subsidiaries insurance companies, banks, hedge funds, private equity funds and investment banks. 

In case of bankruptcy, like in 2008 with Washington Mutual, the Holding Company files bankruptcy 

under the Federal Code, while the subsidiary will do the proper under the corresponding 

resolution mechanism for either insurance companies (state-law mandated, under the 

coordination of the NAIC and NOLHGA) or FDIC bank (FDIC takeover). 

More recently the Dodd-Frank Act of 2010 mandated an additional resolution mechanism that 

expands the scope of the Federal Government for intervening distressed financial institutions. The 

resolution mechanism creates an FDIC-managed fund, which covers financial company's 

liquidation not covered by the FDIC or SIPC. The fund covers bank holding companies defined 

under the Bank Holding Company Act of 19578, and companies predominantly engaged in financial 

activities whose total revenues exceed 85 percent of the total consolidated revenues come from 

financial activities9, or if 85 percent of its consolidating assets are of financial nature10. The act 

tacitly exempts insurance companies11, but acts as a mechanism for taking care of non-FDIC banks 

(or shadow-banking system) such as hedge funds, investment banks and money market funds. 

Despite differences in regulation and resolution mechanism, insurance companies, banks, holdings 

and the shadow banking system are all covered by a fund that provides a residual guarantee to 

policy holders and creditors.  

 

 

 

                                                           
5
 Priority is given to secured policy holders, and the unsecured policy holders. 

6
 Priority is given to secured creditors, and the unsecured creditors. 

7
 Priority is given to preferential equity holders, and then regular equity holders. 

8
 12 U.S.C. § 1841 (a). 

9 H.R. 4173 § 102 (a)(6). 
10 H.R. 4173 § 201 (b). 
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 H.R. 4173 § 201 (a)(9)(B). 



The risks and supervisions we face 

How different are the risks of commercial banks and life insurance companies? Although insurance 

companies and banks are both financial institutions that manage assets and invest most of their 

liabilities in the capitals market, the nature of their risks are different.  

Traditional commercial banks receive money from the public by way of deposits12 in promise of a 

future interest repay, and after accounting for portfolio risks and capital requirements use the 

assets to provide loans. Hence, the heart of the banking system is providing liquidity by 

transforming illiquid claims (or deposits) into liquid claims such as loans (Diamond and Rajan, 2001 

and Diamond and Rajan 2005). Such liquidity transformation is not risk-free, as banks have to 

assess for credit risks, operational risks and market risks (BIS, 2005).  

The nature of the insurance contract is different. Insurance companies receive money from the 

public in exchange of a contingent claim, and invest the money to guarantee the future repayment 

of the contingent claim and to guarantee a financial surplus to stakeholders13. Insurance 

companies also assess for market risk, operational risk but above all, account for the risks derived 

from the contingent claim. 

 

Risk supervision 

In order to address the multiple risks, the U.S. insurance industry is currently supervised under the 

risk-based capital (RBC) approach. The RBC regime began in the early 1990s as an early warning 

system for U.S. insurance regulators from the NAIC. It was a response from the association of 

insurance supervisors to harmonize the divergence of risk supervision between the individual 

practices in each state. The idea behind RBC is establishing capital requirements depending on the 

risks faced by insurance companies, including market risk (from fixed income and equity holdings), 

credit risk (or counter party risk), interest rate risk, and reserves and premiums risk. It is structured 

as a factor-based approach evaluating both the assets and liabilities sides of the balance sheet 

risks14.  
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 Either demand deposits, bonds, or other type of claim that promises a future interest repayment. 
13

 Although some life insurance companies offer loans to their policy holders, it is uncommon. Total revenue 
from cancellations is significantly less than accrued premiums. 
14

 The formula to establish the capital requirements is as follows:   

 

Ro: investments in affiliates 
R1: fixed-income assets (interest rate and credit risks)  
R2: Equity assets (market value risk) 
R3: Credit (risk associated with reinsurance recoverable)  
R4: Loss reserves (risk associated with adverse loss development) 
R5: Premiums (risks of underpricing and rapid growth) 



The RBC approach also establishes a set of objective parameters for early action in case that a 

company is under financial distress. The actions include individual company action (by the 

company), regulatory action (examination by the insurer), authorized control (the regulator can 

seize control of the company) and mandatory control (the regulator is required seizing the 

insurer).   

The RBC supervision has been taken to the international arena through the requirements of 

Solvency II –the international agreement promoted within the European Union. The idea of 

“Solvency” is standardizing the European practices of insurance supervision to facilitate the 

development of a single European market, secure consumer protection across the European 

nations, avoid disadvantageous competition between insurance regimes, and procure for avoiding 

any source of regulatory arbitrage. Solvency II is the most updated version of regulatory 

requirements, after the enactment of the first version –Solvency I. It is scheduled to come into 

effect on January 2013.  

The international agreement has been welcomed not only by the European nations but the 

International Association of Insurance Supervisors (IAIS) and other non-Europeans nations who 

see in the agreement an opportunity for an international agreement on best practices for the 

insurance supervision.  

Solvency II is based in a three-pillar system. Pillar 1 consists of the quantitative requirements of 

balance sheet risks, minimum capital requirements, and solvency capital requirements, under the 

framework of valuation systems consistent with the market. In this pillar the supervisor 

establishes the capital requirements based on market risk, default (or counterparty) risk, 

operational risk, and the premiums and reserves risks of the respective line of business– that is, an 

RBC approach.  

Solvency II goes further and under Pillar 2 establishes requirements for the governance and risk 

management of insurers by imposing standards of risk management and governance within a 

firm’s organization. Under Pillar 3, Solvency II sets rules for greater levels of transparency for 

supervisors and the public, asking for documentation and disclosure to updated information on a 

firm’s financial position. 

The banking industry has taken a similar approach by standardizing its risk assessment methods. 

The Bank of International under the contentment of the G20 has advanced in establishing a 

standardized approach for risk supervision of the banking activity. Just as with Solvency II, the 

international community established Basel as a standardized approach for the banking activity. 

Basel is currently under its second agreement (Basel II) with the intention of updating the 

agreement after the financial crisis.  Basel II has three pillars, as well Solvency II, with a focus 

similar as the agreement for the European insurance industry. The first pillar, as the first pillar of 

Solvency II, establishes minimum capital requirements to address the market, credit and 

operational risks of the banking activity setting a weighted. The second pillar establishes 

procedures and recommendations for a sound supervisory review, assessment of capital adequacy 

and adequacy of risk assessment. Under the third pillar, as in the Solvency II’s third pillar, Basel 



establishes rules and documentation to guarantee market discipline, related to disclosure and 

transparency. 

As reviewed, Solvency II and Basel II seem to have a similar RBC approach for addressing their 

industry’s risks. Even Solvency II is often compared as the “Basel II of insurance”, provided the 

similarities of their “three-pillar” structure. Nevertheless, some key differences are remarkable 

(Vaughan, 2009). First, the risks encompassed are different: Pillar 1 in Basel II is focused on only 

three categories - credit risk, operational risk, and market risk in trading operations, while 

Solvency II has a more extensive approach to establishing capital requirements, having a broader 

view of market risk to assess for market risk not only trading activities, but also on asset/liabilities 

mismatch and insurance risk. Second, Basel II is more cautions when using internal models –they 

are permitted for establishing operational risk and certain aspects of market risk, but the 

treatment of credit risk is specifically defined on how to use internal estimates of the probability 

of default, loss given default, and exposure at default. Third, Basel II is does not recognize the 

correlation across risk categories, while Solvency II does. Fourth, Basel II requires a banking group 

to calculate its capital at the group level, but does not permit a reduction for diversification of risks 

across the group, while Solvency II includes a diversification benefit in the calculation of the group 

solvency requirement so that individual firms of a group would be permitted to hold lower levels 

of capital in recognition of the group-wide diversification benefit. 

Another key difference, not accounted in the RBC models, is the threat of runs.  As said, 

commercial banks provide liquidity by capturing resources from savings accounts and lending 

them at an interest rate. This intermediation process is a way for providing liquidity and efficiently 

allocating resources from supervitary to deficitary individuals.  People relies in banks when 

depositing resources, so that when they fear that there is a chance of no  future repay, a cascade 

effect occurs so that any marginal individual that withdraws his money, reduces the chance that 

the bank repays its deposits. If the uncertainty15 perceived by the depositors is high enough, in 

equilibrium a bank run occurs.  

As Diamon and Dybvig (1983) argue, the nature of bank runs is the liquidity allocation, because the 

bank’s assets which are liquid but risky, no longer cover the demand deposits, so depositors 

withdraw quickly to cut their losses. It is not clear that the same happens with the insurance 

contract. In the insurance market people allocate their money in the insurance company to buy a 

contingent policy claim. If a policy holder fears that the insurance company will not pay the claim 

in case of contingency, the individual cannot withdraw the premium paid, but only the non-

accrued share. Depending on the nature of the life insurance contract, the non-accrued premium 

can be larger or smaller; for example deposit type contracts or guaranteed interest contracts can 

be easily cancelled if the time convened under the contract.  
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 This uncertainty can be anything. From a full-rational expectations assumption of poor balance sheet 
performance, to cascades based on rumors. Banerjee (1992) and Bikhchandani, Hirshleifer and Welch 
(1996). 



The problem with a bank run is not only the risk associated with not being capable of using its 

assets to pay for its liabilities. Bank runs can lead also to illiquidity or insolvency if financial 

institutions, urgent for paying its deposits, sell some of its illiquid assets below market prices 

affecting its balance sheet16.  

 

The data we observe 

Evidence of systemic risk 

After the financial crisis, it become evident for policy makers and market players that systemic risk 

is a risk source that was not accounted for. According to Cummins and Weis (2010), before the 

term “systemic risk”, the term “too big to fail” was used and came into existence from the bailout 

of Continental Illinois Bank and Trust Company of Chicago in 1984, after a bank run from its 

wholesale depositors, prompting the FDIC to guarantee its liabilities through capital infusion. In 

that moment, regulators were aware that size is important in a failure provided its spillover 

effects. Another term to identify systemic risk is interconnectedness, which recognizes that 

spillover effects are not a consequence of big firms, but also medium size financial institutions that 

are highly interconnected with the economy. In consequence the term “too interconnected to fail” 

is also commonly also used by policy makers and economists for reefing to systemic risk. 

Recently, the Group of Ten has defined systemic risk as “the risk than an event will trigger a loss of 

economic value or confidence in a substantial segment of the financial system that is serious 

enough to have significant adverse effects on the real economy with a high probability”.  

The question that arises is does the insurance industry trigger a higher loss of economic value to 

the financial system than the banking activity? The literature agrees that insurance does not have 

a larger systemic risk as other financial activities like commercial banks.  

For example Bell and Keller (2009) argue that unlike banks, insurers do not take deposits and do 

not play a role in the monetary system, and thus “classic insurers do not present a systemic risk 

and, as a consequence, are neither ‘too big’ nor ‘too interconnected to fail”. A study by Geneva 

(2010) also concludes that insurance is significantly different from the banking industry in terms of 

its longer-term liabilities and strong operating cash flow, and therefore does not present 

significant important systemic risk. 

Regarding reinsurance, the Group of 30 (2006) investigates if the reinsurance sector may pose 

systemic risk, concluding that even with a hypothetical loss of the equivalent to 20% of the global 

reinsurance market, it would not trigger widespread insolvencies among primary insurers and that 

the effects on the real economy would be minimal. 
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 See Diamnod and Rajan (2005) for a review on “fire sales” assets 



Cummins and Weis (2010) made a thorough research on the systemic risk of the insurance 

industry. The authors argue that insurance industry does not have a large systemic risk, when 

compared with other financial activities. They argue that i) the insurance business is a small share 

of the financial system, as it contributes only a third of the GDP contribution of the overall 

financial services sector17; ii) total assets managed by insurance ($6.1 trillion) represent only half 

of commercial bank assets ($12.3 trillion); iii) a high proportion of bank liabilities are 

“instantaneously puttable,” meaning that depositors can cash out their accounts at any time, 

while most life insurance liabilities are long-term and not puttable and hence (as argued), insurers 

are not likely to have to liquidate large amounts of assets to satisfy policyholder demands for cash 

as they are not likely to face runs; iv) the largest U.S. insurer in assets is about 18 percent in assets 

relative to the largest bank18; v) if the major insurers were encounter financial difficulties, other 

mid-size insurers can easily cover the gap, the same does not happen with the banking activity. 

The literature agrees that the banking sector possess more systemic risk than the insurance 

industry, and has a larger risk of bank runs. If any, after accounting for such risks and all else equal, 

banking insolvencies should be more frequent in the banking sector, which we do not observe. 

Cummins and Weis have argued that the insurance sector is small, and the nature of the policy 

contract prevents insurance companies from facing bank runs, and as consequence systemic risk is 

not as important for insurance companies than for banks.  

Nevertheless, for explaining failure patterns in the insurance industry, it is important to account 

for the effect of the banking system to the insurance industry and not necessarily just the effect of 

the insurance industry to the rest of the financial system. It is likely that since the life insurance 

industry is highly levered and dependent of portfolio gains, any market volatility harms solvency 

and capital gains. In the next section I propose an empirical analysis to account for such 

relationship. 

After the economic turmoil and the popular demand for a more strict regulation of the financial 

activities, Cummins and Weis (2010) wrote a paper comparing the risks faced by banks and 

insurance companies, and presented a comparison between the fail rates of both financial 

activities. Figure 1 is taken from the paper by Cummins and Weis, and presents the rate in which 

banks and insurance companies have “failed”19 since 1976. From the graph we can establish that 

within businesses, bank failures20 are less frequent than life-insurance failures and property 

casualty failures, where the average failure rate for life insurance companies is 0.95%, for property 

and casualty insurers is 0.8%, and for commercial banks is 0.44%. What has to be taken into 
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 Insurance represents between 2 and 3% of GDP, while financial services in general represented about 8% 
by 2008. 
18

 The largest U.S. insurer, MetLife, had $422 billion in assets in 2008, compared with more than $2.3 trillion 
for the top bank, Bank of America. 
19

 For the insurance industry, the failure rate is the number of insolvencies divided by the total number of 
insurers.  
20

 Failure rate is defined as the number of failures divided by the total number of institutions. 



account is that failure rates are larger for the insurance sector, but the number of failed 

commercial banks is larger. 

Regarding the latest financial crisis, the bank failure rate increased by ten from 0.2% in 2006 to 

approximately 2% in 2009, while the life insurer failure rate increased by four from 0.2% in 2006 to 

0.8% in 2009.  By contrast, the property-casualty insurer failure rate in 2008-2009 was about the 

same as the failure rate in 2005-2006 and remained significantly below earlier peaks in 1989-1993 

and 2000-2003.  

At the same time, it seems that there is a positive correlation between all banking, life insurance 

and property/casualty insurance activities and a countercyclical pattern between failure rates and 

GDP. The coefficient of correlation between the failure rates of banks and property and casualty 

insurers is 48.9%, between banks and life insurers is 45.2% and between life and property and 

casualty is 47.3%. 

Figure 1: Failure Rates of U.S. Banks and Insurers 
1976-2009 

 
Taken from Cummins and Weiss (2010) with data from A.M. Best Company (2010b, 2010c) and the FDIC. 

 

Each year AM Best publishes a compiling document with statistics on impairments for property-

casualty and life insurance companies, presenting descriptive statistics since 1976 on insurance 

failures. I present some of the statistics for life insurance companies.  

According to AM Best (2010), since 1976 almost 90 per cent of impairments involve a small 

insurance company (less than 20M of capital and surplus), where the most frequent segment of 

failure has been the Annuities and Health insurance with 52% of the impairments, following by 



30% from the annuity market, and 18% from the life insurance market. The state with the highest 

impairment rate is New Mexico (5%), followed by Arkansas (4%) and Idaho (3%). Graphs 2 and 3 

present the data. 

Perhaps the most telling statistic is the financial cause for which insurance companies fail. In table 

1 present a summary o the main statistical findings, which show that the main cause of 

impairment is related to inadequacy pricing and reserves, followed by affiliate problems, 

overstated assets and rapid growth. This data is consistent with  Cummins and Weis argument, 

when they say that an important distinction between banks and insurance is that bank and life 

insurer failures are driven almost exclusively by financial markets, where banking activities are 

more exposed to market risk, while underwriting losses (e.g., from catastrophes) play a more 

important role for property-casualty insurers failure rates.   

Figure 2: Failure Rates of U.S. Life Insurers by Capital & Surplus Range 
1976-2009 

 
Taken from A.M. Best Company (2010). 

 
Figure 3: Failure Rates of U.S. Life Insurers by State 

1976-2009 

 
Taken from A.M. Best Company (2010). 

 
Table 1: Failure Rates of U.S. Life Insurers by Main Cause of Impairment 

1976-2009 

 
Taken from Cummins and Weis (2010). 



 

Empirical exercise 

With the objective of using further the data, I estimate a couple of regressions to establish the 

main determinants of commercial banking and insurance failures. I use data from Cummins and 

Weis for failure rates of life insurance companies and commercial banks. For potential 

determinants for insurance failures I use commercial banks failure rates to asses of 

interconnectedness between financial sectors, U.S. GDP, international GDP to account for the 

international economy, the share of liabilities to assets (Jensen, 1989), market interest rates, and 

price index. The statistical exercise can be summarized by the following equation. 

 

The results are presented in detail in the appendix section, where I find that the banking sector 

and its failure rates affect the life insurance companies’ failure rates, but with a lag of one year. 

That is, according to the estimations, if the banking sector is in 2011 severely harmed and its 

failure rates increased by 1%, its effect gets amplified and affects life insurance companies in a 

year in advance (2012) by increasing its failure rates by 1.7%. This relation indicates that the 

commercial banking sector is interconnected with the insurance sector, possibly through the credit 

market. It is consistent with the hypothesis that although the insurance sector is not as 

systemically risky as the commercial banking sector –principally because of the relative smaller 

share of assets- the banking sector does affect the insurance market in a larger way, potentially 

through the credit market and interest rates. 

The statistical findings also show that recessions are also a major cause for financial failures for the 

life insurance sector, as well as the share of liabilities that the sector holds. The effect of high 

leverage in financial distressed has been documented by other authors in other financial and non-

financial industries such as Jensen (1989). The idea is that highly-levered firms are more sensitive 

to external shocks, and they also suffer from a “debt overhang” problem that makes stakeholders 

less worried about the financial affairs of the firm as they are residual beneficiaries of any profit 

that the firm obtains. 

I do not find a relationship between fixed income market rates and insolvencies, but I do find a 

slight correlation between failures and inflation (high inflations are associated with low failure 

rates). This last result is perhaps non-intuitive as it should be expected the opposite since inflation 

affects negatively real valuation of fixed income bonds, and thus harm the valuation of insurance 

companies’ portfolios.  

I also estimate the same statistical exercise, but to explain the determinants of banking failures. In 

this case, I use the same determinants as with the life insurance case but I include a measure of 

interest rates margin that commercial banks use when providing loans. I call this margin 

“intermediation” margin, as the difference between the prime rate charged by banks on short-



term loans to business, and the federal funds rate. The statistical exercise can be summarized by 

the following equation. 

 

 

The results are also presented in the appendix. I find that the banking sector and its failure rates 

are not affected by the life insurance companies’ failure rates, that is, the banking sector affects 

the failure rates of life insurance companies, but according to my results life insurance companies 

do not distress the commercial banking sector. This result is relevant and is consistent with the 

results of Cummins and Weis in identifying the insurance market as an activity that does not exert 

systemic risk to the economy or the financial sector. I also found that the share of liabilities to 

assets increases the chance of banking failures, consistent with the hypothesis that highly-levered 

firms are more sensitive to external shocks, and the exposure to “debt overhang” problems. 

As with insurance, I do not find relation between fixed income market rates, but I do find a slight 

correlation between failures and inflation, as high inflations are associated with low failure rates. 

 

The political economy we dislike 

As we have seen, the insurance industry seems to face more often impairments than the banking 

industry. The difference in the nature of their risks and the existence of a different institutional 

setting for supervising risks, are the structural reasons of having a disparity in failure rates. 

Nevertheless, an important difference between banking and insurance supervision, as argued in 

the first section, relies on the state-focused supervision in the insurance industry, and a more 

federal and coordinated approach for the banking sector.  

The economic rationale for regulating insurer solvency arises from market failures created by 

costly information and agency problems (Munch and Smallwood, 1981). Owners of insurance 

companies have diminished incentives to maintain a high level of safety to the extent that their 

personal assets are not at risk for unfunded obligations to policyholders that would result from 

insolvency. Given market asymmetries are a source of market failure, there is a need for a 

thorough non-partisan and unbiased supervision. Nevertheless, having a state-wide supervision 

has been criticized by Congress (Subcommittee on Oversight and Investigations, 1990) and 

authors.  

The traditional approach or regulation and supervision argue that state-wide supervision has the 

potential of having regulatory capture from big insurance companies (Stigler, 1971). From this 

perspective, insurance companies are more likely to exert their influence in small states by 

discouraging quick regulatory action in case needed, altering accurate risk supervision. The sources 

of pressure are multiple, including having insurance companies being a major employer in the 



state exerting their economic and political influence, career concerns by the regulator who sees in 

insurance companies a source of outside option when retiring, or having low economic pressure 

for assigning resources for supervision. As a consequence, under regulatory capture the 

supervision is biased from the consumer point of view, and favors identified market players 

altering market completion. 

The traditional proposal proposes having a federal-level regulation, which allows more 

coordination between states and makes increases the barriers for lobbying and market players 

influence. The idea is that as the regulation accounts for more players, it is harder for individuals 

to exert any pressure towards the supervisor.  

Nevertheless, the U.S. insurance system has decided for a different approach of competition. 

Insurance companies, when offering policies in multiple states, are mandated to follow the 

regulations of each state. As such, as the market becomes more competitive, firms get regulated 

from other domiciles, creating a positive competition between supervisors between states. The 

benefit of this approach is that a distressed insurer that operates in several states is subject to 

multiple oversight, and this situation may diminish its ability to influence its home-state regulator, 

contrary to the case when a distressed insurer that operates in a single state who is subject only to 

the oversight of its domiciliary regulator and may be able to exert significant influence over its 

home-state regulator. 

There is statistical evidence that insolvencies are more accurately identified and prevented when 

there is multi-state supervision. For example, Cummins, Harrington, and Klein (1995), Grace, 

Harrington, and Klein (1998) and Cummins, Grace, and Phillips (1999) document a strong, inverse 

statistical association between the likelihood of insolvency and insurer size. But perhaps the most 

convincing statistical finding was by Willenborg (2000) who argues that the rate at which 

distressed, multi- state insurers are the recipients of action is almost two-and-a-half times the rate 

for distressed, single-state companies. Also Willenborg finds that the likelihood of solvency-related 

regulatory action against a distressed insurer was positively related to the number of states in 

which the insurer operates. That is, the more states in which a company is licensed, the quicker 

the regulator acts.  

As we have seen, although there is a threat of regulatory capture, the coordination 

mechanisms by NAIC and NOHLGA have permitted to reduce its likelihood by having multiple 

supervisors competing for the most accurate risk assessment. Having this competition 

benefits consumers, but set operational costs related to information transmission and 

documentation that would be avoided in the case of a unique federal supervisor. 

 

 

 



Conclusions  

This document has presented a comparison between commercial banks and life insurance 

companies insolvencies and bankruptcies. The document confirms that although bank 

insolvencies are more often in number than life insurance insolvencies, the proportion of life 

insurance insolvencies is greater than the proportion of banking insolvencies, understanding 

“proportion” as number of insolvencies per total number of firms (either commercial banks or life 

insurance companies).  

It provides two main reasons for such phenomena: bad reserve practices and the 

interconnectedness between the life insurance sector and the rest of the financial sector, in 

particular through market risk, credit constraints and portfolio variation. A political economy 

approach is often discussed regarding regulatory capture by insurance companies where insurance 

companies influence policy makers and regulators to bias laws and regulations related to the 

insurance sector, but I propose discarding the reason based on empirical evidence and argue that 

competition between supervisors has permitted greater oversight as multiple supervisors from 

different states  are aware of insurance companies’ risks and its potential effect on policy holders. 

There are some areas where a lack of coordination between supervisors, which can be enhanced 

by the federal government through, for example, the recently created Federal Insurance Office, 

which although has significantly less authority than the SEC or even the NAIC, its role in 

coordinating the business of insurance and its regulation is to be seen. 
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Appendix 

 

Table 1: Determinants of life insurance failures – nominal interest rates 
Dependent variable: life insurance failure rate 

OLS 
   

 

      Source |       SS       df       MS              Number of obs =      29 

-------------+------------------------------           F( 14,    14) =    4.28 

       Model |  .001355347    14  .000096811           Prob > F      =  0.0051 

    Residual |  .000316427    14  .000022602           R-squared     =  0.8107 

-------------+------------------------------           Adj R-squared =  0.6214 

       Total |  .001671775    28  .000059706           Root MSE      =  .00475 

 

------------------------------------------------------------------------------ 

        life |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

-------------+---------------------------------------------------------------- 

       banks |  -.6852508   .4604127    -1.49   0.159    -1.672738    .3022363 

   lagbanks1 |    1.76133   .4191336     4.20   0.001     .8623777    2.660282 

           d |   .0137623   .0063169     2.18   0.047     .0002139    .0273108 

         gdp |   .1273378    .179511     0.71   0.490    -.2576749    .5123506 

      laggdp |  -.0856337   .0676354    -1.27   0.226    -.2306972    .0594299 

          g7 |  -.0028234   .0031296    -0.90   0.382    -.0095357    .0038888 

 liabilities |   .5019682   .2597597     1.93   0.074     -.055161    1.059097 

        muni |  -.0072204   .0051354    -1.41   0.182    -.0182348     .003794 

   corporate |   .0090377   .0059001     1.53   0.148    -.0036169    .0216922 

       sp500 |   .0089844    .009467     0.95   0.359    -.0113204    .0292892 

     lagmuni |  -.0000643   .0051909    -0.01   0.990    -.0111977    .0110691 

lagcorporate |  -.0019442   .0052896    -0.37   0.719    -.0132892    .0094008 

    lagsp500 |   .0154109   .0078149     1.97   0.069    -.0013505    .0321723 

         cpi |  -.2638977   .1176989    -2.24   0.042    -.5163367   -.0114587 

       _cons |  -.4558686    .242665    -1.88   0.081    -.9763333    .0645962 

------------------------------------------------------------------------------ 

Life: failure rate of life insurance companies 
Banks: failure rate of commercial banks 
D: dummy that takes 1 if year has a negative GDP growth, 0 otherwise 
GDP: real GDP growth rate 
Liabilities: Life insurance companies’ ratio of liabilities to assets. 
Muni: interest rates for the municipal bond market. Bond buyer go 20-bond municipal bond index. 
Corporate: moody's yield on seasoned corporate bonds - all industries, AAA 
S&P 500: annual increase of the S&P 500 index 
CPI: Inflation rate of the consumer price index. 

 “lag”: refers to a variable lagged by one period. 
 

 

 

 

 

 

 

 

 

 

 



Table 2: Determinants of life insurance failures – real interest rates 
Dependent variable: life insurance failure rate 

OLS 
   

      Source |       SS       df       MS              Number of obs =      29 

-------------+------------------------------           F( 14,    14) =    4.07 

       Model |    .0013418    14  .000095843           Prob > F      =  0.0065 

    Residual |  .000329975    14   .00002357           R-squared     =  0.8026 

-------------+------------------------------           Adj R-squared =  0.6052 

       Total |  .001671775    28  .000059706           Root MSE      =  .00485 

 

------------------------------------------------------------------------------ 

        life |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

-------------+---------------------------------------------------------------- 

       banks |  -.6184643   .5133031    -1.20   0.248     -1.71939    .4824614 

   lagbanks1 |   1.691436   .4245542     3.98   0.001     .7808576    2.602014 

           d |   .0154581   .0062127     2.49   0.026     .0021332     .028783 

         gdp |   .1772042   .2043571     0.87   0.400    -.2610983    .6155067 

      laggdp |  -.0643243   .0814402    -0.79   0.443    -.2389963    .1103476 

          g7 |  -.0025306   .0032685    -0.77   0.452    -.0095408    .0044795 

 liabilities |   .4534895   .2576674     1.76   0.100    -.0991521    1.006131 

    realmuni |  -.7494195   .5373211    -1.39   0.185    -1.901859    .4030195 

realcorporte |   .7597032   .5745275     1.32   0.207    -.4725356    1.991942 

   realsp500 |   .0050756   .0083787     0.61   0.554     -.012895    .0230462 

 lagrealmuni |   .1187502    .535863     0.22   0.828    -1.030562    1.268062 

lagrealcorp. |  -.1975379   .5718617    -0.35   0.735    -1.424059    1.028984 

lagrealsp500 |   .0137135   .0081725     1.68   0.116    -.0038148    .0312419 

         cpi |  -.2239809   .1398941    -1.60   0.132    -.5240239    .0760622 

       _cons |  -.4113783    .241002    -1.71   0.110    -.9282763    .1055197 

------------------------------------------------------------------------------ 

Life: failure rate of life insurance companies 
Banks: failure rate of commercial banks 
D: dummy that takes 1 if year has a negative GDP growth, 0 otherwise 
GDP: real GDP growth rate. 
G7: real GDP growth rate of the G7 economies 
Liabilities: Life insurance companies’ ratio of liabilities to assets. 
realmuni: real interest rates for the municipal bond market. Bond buyer go 20-bond municipal bond index. 
realcorporate: moody's real yield on seasoned corporate bonds - all industries, AAA 
realS&P 500: real annual increase of the S&P 500 index 
CPI: Inflation rate of the consumer price index. 

 “lag”: refers to a variable lagged by one period. 
 

Data public, and compiled by the author. Available upon request 

 

 

 

 

 

 



Table 3: Determinants o f banking failures – nominal interest rates 
Dependent variable: banking failure rate 

OLS 
   

      Source |       SS       df       MS              Number of obs =      30 

-------------+------------------------------           F( 14,    15) =    7.64 

       Model |   .00099382    14  .000070987           Prob > F      =  0.0002 

    Residual |  .000139375    15  9.2916e-06           R-squared     =  0.8770 

-------------+------------------------------           Adj R-squared =  0.7622 

       Total |  .001133195    29  .000039076           Root MSE      =  .00305 

 

------------------------------------------------------------------------------ 

       banks |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

-------------+---------------------------------------------------------------- 

        life |   .2040829   .1212212     1.68   0.113     -.054294    .4624599 

      interm |  -1.037921   .2336093    -4.44   0.000    -1.535848   -.5399948 

bank.liabil. |   .3127597   .1512694     2.07   0.056    -.0096635    .6351828 

           d |  -.0045898   .0043034    -1.07   0.303    -.0137624    .0045827 

         gdp |  -.0815809    .099288    -0.82   0.424    -.2932083    .1300465 

      laggdp |   .0395281   .0446001     0.89   0.389    -.0555347    .1345909 

          g7 |  -.0014715   .0011831    -1.24   0.233    -.0039933    .0010502 

        muni |   .0045607   .0030395     1.50   0.154    -.0019178    .0110392 

   corporate |   -.001107   .0030404    -0.36   0.721    -.0075876    .0053735 

       sp500 |   .0016783   .0045598     0.37   0.718    -.0080407    .0113973 

     lagmuni |   .0000292   .0032215     0.01   0.993    -.0068373    .0068957 

lagcorporate |  -.0043592   .0028831    -1.51   0.151    -.0105044     .001786 

    lagsp500 |  -.0045309   .0051267    -0.88   0.391    -.0154582    .0063964 

         cpi |   -.132837    .066865    -1.99   0.066    -.2753564    .0096825 

       _cons |  -.2334979   .1380137    -1.69   0.111    -.5276672    .0606713 

------------------------------------------------------------------------------ 

Banks: failure rate of commercial banks 
Life: failure rate of life insurance companies 
Interm: banking intermediation margin defined as the difference between prime rate charged by banks   on 
short-term loans to business, and the federal funds rate. 
bank.liabil.: Commercial banks’ ratio of liabilities to assets. 
D: dummy that takes 1 if year has a negative GDP growth, 0 otherwise 
GDP: real GDP growth rate 
G7: real GDP growth rate of the G7 economies 
muni: interest rates for the municipal bond market. Bond buyer go 20-bond municipal bond index. 
corporate: moody's yield on seasoned corporate bonds - all industries, AAA 
S&P 500: annual increase of the S&P 500 index 
CPI: Inflation rate of the consumer price index. 

 “lag”: refers to a variable lagged by one period. 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Table 4: Determinants of banking failures – real interest rates 
Dependent variable: banking failure rate 

OLS 
 

 

      Source |       SS       df       MS              Number of obs =      30 

-------------+------------------------------           F( 14,    15) =    6.11 

       Model |  .000964087    14  .000068863           Prob > F      =  0.0006 

    Residual |  .000169108    15  .000011274           R-squared     =  0.8508 

-------------+------------------------------           Adj R-squared =  0.7115 

       Total |  .001133195    29  .000039076           Root MSE      =  .00336 

 

------------------------------------------------------------------------------ 

       banks |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

-------------+---------------------------------------------------------------- 

        life |   .1666603   .1344443     1.24   0.234    -.1199009    .4532215 

      interm |  -.9835738   .2552847    -3.85   0.002      -1.5277   -.4394474 

bank.liabil. |   .4562304   .1849636     2.47   0.026     .0619897     .850471 

           d |  -.0007294     .00465    -0.16   0.877    -.0106405    .0091818 

         gdp |     .08538   .1078533     0.79   0.441    -.1445039    .3152639 

      laggdp |   .1326742   .0552347     2.40   0.030     .0149441    .2504042 

          g7 |  -.0014306   .0013061    -1.10   0.291    -.0042144    .0013533 

    realmuni |   .3629846   .3303669     1.10   0.289    -.3411759    1.067145 

realcorpor~e |  -.3845328   .3405123    -1.13   0.277    -1.110318    .3412521 

   realsp500 |  -.0067169   .0048702    -1.38   0.188    -.0170976    .0036637 

 lagrealmuni |   .3986291    .319686     1.25   0.232    -.2827656    1.080024 

lagrealcor~e |  -.6378674   .3186383    -2.00   0.064    -1.317029    .0412942 

lagrealsp500 |  -.0092589   .0057408    -1.61   0.128    -.0214951    .0029773 

         cpi |  -.1719323   .1176847    -1.46   0.165    -.4227713    .0789068 

       _cons |  -.3630384   .1671003    -2.17   0.046    -.7192043   -.0068725 

------------------------------------------------------------------------------ 

Banks: failure rate of commercial banks 
Life: failure rate of life insurance companies 
Interm: banking intermediation margin defined as the difference between prime rate charged by banks   on 
short-term loans to business, and the federal funds rate. 
bank.liabil.: Commercial banks’ ratio of liabilities to assets. 
D: dummy that takes 1 if year has a negative GDP growth, 0 otherwise 
GDP: real GDP growth rate 
G7: real GDP growth rate of the G7 economies 
realmuni: real interest rates for the municipal bond market. Bond buyer go 20-bond municipal bond index. 
realcorporate: moody's real yield on seasoned corporate bonds - all industries, AAA 
realS&P 500: real annual increase of the S&P 500 index 
CPI: Inflation rate of the consumer price index. 

 “lag”: refers to a variable lagged by one period. 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Table 5: Determinants of banking and insurance failures  
Joint estimation with structural VAR 

 

 

 

Short-run vector autoregression 

 

Sample:    1980     2008                           No. of obs      =        29 

Log likelihood =  268.0831                         AIC             = -16.55746 

FPE            =  2.63e-10                         HQIC            =   -16.144 

Det(Sigma_ml)  =  3.20e-11                         SBIC            = -15.23731 

 

Equation           Parms      RMSE     R-sq      chi2     P>chi2 

---------------------------------------------------------------- 

life                 14     .005277   0.7502   87.07178   0.0000 

banks                14     .002076   0.9315   394.1578   0.0000 

---------------------------------------------------------------- 

------------------------------------------------------------------------------ 

             |      Coef.   Std. Err.      z    P>|z|     [95% Conf. Interval] 

-------------+---------------------------------------------------------------- 

life         | 

        life | 

         L1. |  -.0580831    .179201    -0.32   0.746    -.4093107    .2931445 

         L2. |  -.1221976   .1774254    -0.69   0.491     -.469945    .2255498 

       banks | 

         L1. |   .7523847   .4568643     1.65   0.100     -.143053    1.647822 

         L2. |   .7101714   .4738446     1.50   0.134    -.2185469     1.63889 

         gdp |   .2243968   .1367855     1.64   0.101    -.0436978    .4924913             

Ins.liab.s   |   .6793311   .2313884     2.94   0.003     .2258181    1.132844 

      interm |   1.016767    .367972     2.76   0.006     .2955549    1.737979 

banksliabi~s |   .2942329   .2612608     1.13   0.260    -.2178288    .8062946 

        muni |  -.0090722    .003993    -2.27   0.023    -.0168983    -.001246 

   corporate |   .0085176   .0040629     2.10   0.036     .0005544    .0164807 

          g7 |   -.004186    .002163    -1.94   0.053    -.0084255    .0000535 

         cpi |  -.0541285    .085163    -0.64   0.525    -.2210449     .112788 

       sp500 |   .0169055   .0060669     2.79   0.005     .0050146    .0287964 

       _cons |   -.924186   .3338865    -2.77   0.006    -1.578591   -.2697805 

-------------+---------------------------------------------------------------- 

banks        | 

        life | 

         L1. |   .1122095    .070495     1.59   0.111    -.0259582    .2503771 

         L2. |  -.0336103   .0697965    -0.48   0.630    -.1704089    .1031883 

       banks | 

         L1. |   .8932371   .1797235     4.97   0.000     .5409854    1.245489 

         L2. |  -.4225668   .1864033    -2.27   0.023    -.7879105    -.057223 

         gdp |  -.1533207   .0538093    -2.85   0.004    -.2587851   -.0478564 

Ins.liab.s   |  -.1436545   .0910247    -1.58   0.115    -.3220597    .0347506 

      interm |   -.297119   .1447546    -2.05   0.040    -.5808329   -.0134052 

banksliabi~s |   .0442773    .102776     0.43   0.667      -.15716    .2457147 

        muni |   .0030252   .0015708     1.93   0.054    -.0000535    .0061039 

   corporate |  -.0030744   .0015983    -1.92   0.054     -.006207    .0000581 

          g7 |    .002284   .0008509     2.68   0.007     .0006163    .0039517 

         cpi |   .0049821   .0335018     0.15   0.882    -.0606804    .0706445 

       sp500 |  -.0055511   .0023866    -2.33   0.020    -.0102288   -.0008734 

       _cons |   .1056279   .1313459     0.80   0.421    -.1518053    .3630612 

------------------------------------------------------------------------------ 

 


