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l. Summary:

Mortgage guaranty insurance protects a lender, usudly abank or mortgage company, against
loss of dl or aportion of the principa amount of a mortgege loan upon the default of the
homeowner.

Horidalaw specifies certain minimum surplus and capitd requirements for amortgage guaranty
insurance compary to transact insurance in the state. The requisite minimum surplus must be
equivaent to the greater of 10 percent of a company’s liabilities, or $4 million, but not more than
$100 million. For the purpose of determining the minimum surplus, specified liabilities are
charged againgt certain assets and a company’ s contingency reserves are considered aliability. A
contingency reserve must be established by each mortgage guaranty insurance company asa
solvency requirement to protect policyholders againgt the effect of adverse economic conditions.
Each insurer must contribute an amount equa to 50 percent of earned premiums on each policy it
writesinto a contingency reserve and maintain such reserve over 10 years. The contingency
reserve must aso be reported as aliahility in the insurer’ s financia satements filed with the
Department of Insurance. Therefore, acompany’ s contingency reserveis counted by the
department as aligbility in determining whether the insurers minimum surplus equal 10 percent

of itslicbilities.

Under Senate Bill 218, each mortgage guaranty insurer would continue to report its contingency
reserve as aliability in financid statements filed with the department. However, the contingency
reserve would not be considered as aliability for the purpose of determining whether the
mortgage guaranty insurer met the requisite minimum surplus requirements which are the grester
of 10 percent of the insurers liabilities, or $4 million. The effect of this bill would be to reduce a
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company’s liability by the amount of their contingency reserve solely for the purpose of
cdculaing the company’s minimum surplus.

The bill dso darifies current law by requiring mortgege guaranty insurers to have sufficient
capital and surplus so that their tota outstanding aggregate exposure (net of reinsurance) of their
written policies does not exceed 25 timesits paid-in capitd, surplus, and contingency reserve
combined. It required the insurer to disclose its total aggregate exposure (net of reinsurance) in
thelr audited financid report which is submitted to the department and authorizes the department
to take adminigrative action againgt amortgage guaranty insurer if the insurer isnot in
compliance with these requirements.

The current law prohibits a mortgage guaranty insurer from having outstanding atotd ligbility
net of reinsurance, under its aggregate mortgage guaranty insurance policies, exceeding 25 times
its paid-in capita, surplus, and contingency reserve combined.

This bill subgtantialy amends the following sections of the Florida Statutes: 624.408 and
635.042.

Present Situation:

Under Horida law, mortgage guaranty insurance protects a lender, usualy abank or mortgage
company, againg loss of al or aportion of the principa amount of a mortgage loan upon the
default of the homeowner. Thistype of insurance provides no protection other than againgt loss
due to defaullt. It differs from homeowners insurance which is coverage the lending ingtitution

will require, if ahome is mortgaged, on the structure of the house. Homeowners' insurance helps
pay to repair or rebuild a home and replace persona possessions logt to theft, fire or other
disasters, such as storms.

Mortgage guaranty insurance is provided primarily to guaranty first mortgage loans and coverage
can range from aslittle as 5 percent to as much as 100 percent of the outstanding loan amount on
individua policies. According to the Nationa Associgtion of Insurance Commissoners (NAIC),
most policies cover 10 percent to 30 percent of the loan amount and are written on first
mortgaged loans that represent a high percentage, generally 80 to 95 percent, of the value of the
mortgaged property (NAIC publication: Mortgage Guaranty Insurance Accounting Principles
Supplement).

Such insurance is marketed through licensed agents directly to mortgage lenders, e.g., banks,
mortgage companies, credit unions, and state and local housing authorities. Lenders obtain
mortgage guaranty insurance in order to facilitate sales of mortgage loans in secondary markets.

Premium rates for mortgage guaranty insurance are generaly based upon: 1) the percentage of
insurance coverage provided; 2) theratio of the insured mortgage loan to the property vaue or
sdes price; and, 3) the term and premium payment method selected by the lender. If a default by
the homeowner occurs, the insurer generdly requires the lender to foreclose on the home and
tender merchantable title to the mortgaged property in order to make aclam.
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The nature of the insured risk for mortgage guaranty insurance is influenced by certain factors
which set such insurance in some respects gpart from other types of insurance. For example, the
exposure period for aparticular risk is sgnificantly longer for mortgage guaranty insurance
because it can run for the term of the mortgage. Further, such insurance isrenewable at the
option of the insured and at the rate quoted when the policy was issued. The fact that mortgage
guaranty insurance is guaranteed renewable at a definite rate is one of the factors necessitating
the establishment of a contingency reserve. Such areserve primarily protects againgt catastrophic
economic events. Under Floridalaw, a“contingency reserve’ isa specid premium reserve which
isin addition to other premium reserves required by law and is established for the protection of
policyholders againgt the effect of adverse economic cycles (s. 635.011, F.S.). Catastrophic
economic conditions strongly influence the frequency of loss because during a severe depression
in the economy, widespread defaults by borrowers can occur. The magnitude of such loss has no
andogy in other property lines of insurance other than catasirophe (hurricane, earthquake) losses
for property insurers.

Special Regulatory Requirementsfor Mortgage Guaranty Insurers

Horidalaw specifies certain minimum surplus and capitd requirements for amortgage guaranty
insurance company to transact insurance in the state. The requisite minimum surplus must be
equivalent to the greater of 10 percent of acompany’s liabilities, or $4 million, but not more than
$100 million (s. 624.408, F.S.). For the purpose of determining the minimum surplus, specified
lidbilities are charged againgt certain assets and a company’ s contingency reserves are consdered
aliability. A cortingency reserve must be established by each mortgage guaranty insurance
company as a solvency requirement to protect policyholders againg the effect of adverse
economic conditions (s. 635.011, F.S.). Each insurer must contribute an amount equal to 50
percent of earned premiums on each palicy it writes into a contingency reserve and maintain

such reserve over 10 years (s. 635.041, F.S.). In other words, insurers must set aside 50 cents of
each premium dollar earned and maintain the contingency reserve for a period of 10 years,
regardless of the length of coverage of the particular policy for which the premium was paid. The
reserve may be reduced within this 10-year period only when lossesin a calendar year exceed 35
percent of earned premiums.

The contingency reserve must dso be reported as aligbility in the insurer’ sfinanciad satements
filed with the Department of Insurance. Therefore, a company’ s contingency reserve is counted
by the department as aliability in determining whether the insurer’ s minimum surplus equals 10

percent of itsligbilities.

The current law prohibits a mortgage guaranty insurer from having outstanding atotd liability
net of reinsurance, under its aggregate mortgage guaranty insurance policies, exceeding 25 times
its paid-in capital, surplus, and contingency reserve combined (s. 635.042, F.S.)

A current Stuation which has led to the filing of this bill concerns alarge mortgage guaranty
insurer which, inits 1998 Annua Statement, failed to meet the minimum surplus requirements
according to the Department of Insurance. Department officials stated that the company listed
goproximately $1 hillion in ligbilities while reporting $95 million in surplus, thusfaling below
the minimum surplus (10 percent of ligbilities) requirement by approximately $5 million. The
company had argued that its surplus was well in excess of the required minimum surplus
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requirements if its contingency reserve, which totaled over $740 million, could be consdered as
surplus or not counted as aligbility for purposes of the 10 percent calculation. Itstota ligbilities,
excluding the contingency reserve, were $291.9 million and 10 percent of this total amounted to
$29.2 million. The company’s actud surplus as to policyholders was about $95 million and
therefore greatly exceeded the required minimum under the insurers interpretation. However, the
department stated in its denid letter that pursuant to s. 635.041, F.S., the company’ s contingency
reserve must be maintained as aliability.

According to the NAIC, there are two predominant practices among the states which are being
used to report the effect of contingency reserve transactions. Some jurisdictions, like Florida,
report changes in the contingency reserve in the income statement. Thet is, the liability for the
contingency reserve isincluded in loss reserves and the net addition to (or deduction from) the
contingency reserve liability is reported as a deduction from (or addition to) underwriting income
in the income statement. Other States report changes to the contingency reserve as a direct
adjustment to surplus, meaning the ligbility for contingency reservesis reported as a separate line
item among other ligbilities. The net addition to (or deduction from) the contingency reserve
lidhility is not recorded in the income statement, but rather it is reported as adirect adjustment to
aurplus.

Florida s minimum surplus requirement of the equivaent to the greater of 10 percent of a
company’sliabilities, or $4 million, gppears to be unique or at least uncommon as compared to
other states which require insurers to maintain aflat dollar amount as aminimum surplus. When
the 10 percent calculation is gpplied to the contingency reserve, Florida' s requirement resultsin
insurers having to maintain an overdl higher surplus than other setes.

[I. Effect of Proposed Changes:

Section 1. Amends s. 624.408, F.S., relating to required surplus asto policyholders, to
exempt mortgage guaranty insurance from the minimum surplus requirements of this section and
to provide that mortgage guaranty insurers shdl have and maintain a minimum surplus as
required by s. 635.042, F.S. (Section 2 of the bill).

Section 2. Amends s. 635.042, F.S,, to revise the minimum surplus requirements for
mortgage guaranty insurers. The bill requires that mortgage guaranty insurers maintain a
minimum surplus equa to the greater of $4 million, or 10 percent of liabilities, not to exceed
$100 million which isthe current law in s. 624.408, F.S. Unlike current law, however, the bill
provides that an insurer’s “contingency reserve’ is not consdered as aliability for the purposes
of caculating 10 percent of ligbilities.

The bill darifies current law by requiring mortgage guaranty insurers to have sufficient capitd

and surplus so that their tota outstanding aggregete exposure (net of reinsurance) of their written
policies does not exceed 25 times its paid capital, surplus, and contingency reserve combined. It
further requires mortgage guaranty insurer’ sto disclose their total aggregate exposure (net of
reinsurance) in their audited financia report which is submitted to the Department of Insurance.
Findly, it authorizes the department to take adminigtrative action against a mortgage guaranty
insurer if theinsurer is not in compliance with these requirements. Adminigtrative action may
include a fine, suspengon or revocation of the insurers license.
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V1.

VILI.

Section 3. Provides that the act shall take effect July 1, 2001.

Constitutional Issues:

A. Municipality/County Mandates Restrictions:
None.

B. Public Records/Open Meetings Issues:
None.

C. Trust Funds Restrictions:
None.

Economic Impact and Fiscal Note:

A. Tax/Fee Issues:
None.

B. Private Sector Impact:

As discussed above, mortgage guaranty insurers will benefit because they can decrease their
liabilities by the amount of their contingency reserve for the sole purpose of caculating their
minimum surplus requirements. However, the bill is consstent with the solvency standards
utilized by mogt states, which rely on the contingency reserve and the 25 to 1 limit on
outstanding risk to capitd, surplus, and contingency reserve combined.

However, according to representatives with the Department of Insurance, lowering the
surplus requirements for mortgage guaranty insurers could potentidly result in “priveate
sector coststo policyholders from insolvencies.” The Forida Insurance Guaranty
Association (which pays policyholder daims when companies become insolvent) does not
cover mortgage guaranty insurance.

C. Government Sector Impact:
None.

Technical Deficiencies:

None.

Related Issues:

None.
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VIII. Amendments:

None.

This Senate staff analysis does not reflect the intent or officia position of the bill’ s sponsor or the FHorida Senate.




