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Summary
Congress passed the Gramm-Leach-Bliley Act in 1999, anticipating wholesale
integration in financial services. Since then, markets have not really integrated, and
regulatory silos — with few exceptions — remain intact. Congress is now exploring
federal standards for some aspects of state regulation of insurance. This report was
written under the supervision of Barbara Miles, Government and Finance Division, and
will be updated as events warrant.

Background
Congress passed the Gramm-Leach-Bliley Act1 (the GLB Act) in 1999 to enhance
competition among financial services providers and to modernize their regulation.2
Competition among those providers has evolved differently than most observers expected
it would, as fewer than expected cross-sectoral mergers and consolidations have
occurred.3 Mergers and consolidation have instead occurred largely within sectors,
though companies within each sector are producing and distributing a broader range of
financial products.4
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The GLB Act preserved the role of the Federal Reserve Board as an umbrella
supervisor for holding companies,5 and it also expressly preserved state regulation of
insurance.6 It allowed national banks to underwrite insurance in a financial holding
company affiliate7 and to sell insurance.8 These insurance activities were to “be
conducted in a manner that is consistent with applicable State regulation.”9 The states
were not, however, to frustrate congressional intent by discriminating against banks or
their subsidiaries or affiliates.10 The Act implemented the concept of “functional
regulation:”
The bill generally adheres to the principle of functional regulation, which holds that
similar activities should be regulated by the same regulator. Different regulators have
expertise at supervising different activities. It is inefficient and impractical to expect
a regulator to have or to develop expertise in regulating all aspects of financial
services. Accordingly, the bill is intended to ensure that banking activities are
regulated by bank regulators, securities activities are regulated by securities
regulators, and insurance activities are regulated by insurance regulators.11

The concept of functional regulation as implemented in the GLB Act has been
praised and criticized. Some praise it for opening communication among sectoral
regulators.12 Others criticize it for not modernizing financial services regulation at all but
rather combining functional and institutional regulation,13 preserving the status quo,14 or
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creating bias.15 The purpose of this report is not to resolve that question but instead to
examine briefly how functional regulation is evolving in practice.

Cooperation
The GLB Act required that state insurance regulators, the Federal Reserve Board,
and federal banking regulators coordinate efforts and share information about insurers and
affiliated depositary institutions.16 The National Association of Insurance Commissioners
(NAIC)17 has reported that, as of February 2003, 46 states had signed regulatory
cooperation agreements with the Office of Thrift Supervision; 43 states, with the Office
of the Comptroller of the Currency; 47 states, with the Federal Deposit Insurance
Cooperation, and 38 states, with the Federal Reserve.18 The NAIC has also consulted
with federal banking supervisors “to discuss examination procedures and enhance the
development of needed expertise and exchange information with respect to regulatory
trends in the financial services marketplace.”19
The Federal Reserve Board has not itself issued public statements about coordinating
with state insurance regulators, though a Governor has reported that the Board has
“established very successful partnerships” with the NAIC and individual commissioners
“to enhance our mutual understandings of our supervisory frameworks and to facilitate
the sharing of supervisory information and consumer complaints.”20 The Board has also
established resource centers to monitor developments in the insurance industry and has
undertaken cross-training with various state insurance supervisors.21
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[http://www.aei.org/publications/pubID.15942/pub_detail.asp], visited April 5, 2004.
16
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Litigation
On the other hand, state insurance regulators and the Office of the Comptroller of the
Currency, which charters and supervises national banks,22 have not always agreed about
who should regulate insurance-related activities of national banks. Their disagreements
have involved both the scope of the preemption standard established in the GLB Act and
the definition of “insurance.” Anticipating such disagreements, the Act provided an
expedited judicial review process.23
Under that expedited review, the U.S. Supreme Court in October 2003 decided not
to review an important decision of the 4th Circuit Court of Appeals.24 That action left
standing the 4th Circuit’s decision in Cline v. Hawke25 — in effect, upholding the
Comptroller’s letter ruling preempting certain provisions of West Virginia’s insurance
law.26 Those provisions had imposed some restrictions on bank employees’ selling
insurance to loan applicants and had required banks to sell insurance in an area separate
from its lending and deposit-taking activities.27 In its letter, the Comptroller had found
that those provisions prevented West Virginia banks from cross-marketing effectively and
efficiently, therefore significantly interfered with their federally granted power to sell
insurance, and were thus preempted.28 The NAIC had disagreed with that standard of
preemption, arguing that the GLB Act had expressly reaffirmed the McCarran-Ferguson
Act and codified functional regulation of insurance by the states.29 Observers generally
agree that the effect of this Supreme Court decision and other court cases has been to
allow the Comptroller to expand the scope of preemption under the GLB Act.30
The Comptroller and state insurance regulators have also disagreed about the
definition of “insurance.” The longest running dispute has been about whether “debt
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28

Ibid., pp. 51508-51512.

29

Carolyn Johnson-Speck, “Abstracts of Significant Cases,” Journal of Insurance Regulation,
vol. 21, Winter 2002, p. 104.
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cancellation contracts” issued by national banks are “insurance.”31 In essence, a debt
cancellation contract functions like credit insurance — a borrower pays a fee for a
contract (or contractual provision) promising to cancel or pay the loan in the event of
some specified event, such as the borrower’s death, disability, or unemployment.32 State
insurance regulators have maintained that debt cancellation contracts are insurance and
therefore subject to their jurisdiction, even when issued by national banks. The
Comptroller has maintained just as steadfastly that debt cancellation contracts are banking
products — not insurance — and are therefore not subject to insurance regulation.33
The GLB Act attempted to resolve this conflict. Title III of the Act, entitled
“Insurance,” provided that the “insurance activities of any person ... shall be functionally
regulated by the States ....”34 In the next section, Title III provided an exception for
products authorized by the Comptroller as of January 1, 1999.35 Most — but not all —
states have accepted an interpretation of these provisions that excludes their insurance
supervisors from regulating debt cancellation contracts.36 Other states have determined
that debt cancellation contracts are insurance, but they have declined to regulate them,37
particularly after the Comptroller adopted consumer protection rules in 2002 that flatly
excluded state regulation.38
These disagreements over the scope of “functional regulation” are not academic.
They affect the regulatory burdens that attach to particular product designations. In this
example, credit insurance is arguably much more regulated than analogous products
offered by national banks as debt cancellation contracts.39 Redefining the coverage as a
“banking product” not subject to insurance regulation eases banks’ regulatory burdens by
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2004, and “Review Requirements Checklist: Debt Cancellation Policy,” available at
[http://www.tdi.state.tx.us/company/pcckdebt.html], visited April 16, 2004.
38
39

Federal Register, supra note 32, pp. 58902 et seq.
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eliminating 50 sets of state insurance requirements.40 That is a classic example of
regulatory arbitrage.41 At least one federal appellate court has declined to make that
decision — i.e., when does regulatory arbitrage exist under the GLB Act’s paradigm of
“functional regulation.”42

Conclusion
Representative Oxley, Chairman of the House Committee on Financial Services, has
determined to streamline state insurance regulation by imposing federal standards but not
federal regulation.43 Representative Baker, Chairman of the Subcommittee on Capital
Markets, Insurance and Government-Sponsored Entities, held a hearing on March 31,
2004, to “craft a middle ground to [insurance regulatory reform] that strives for
improvements while retaining the benefits of state-based regulation consumers currently
enjoy.”44 Senator Hollings, Ranking Member of the Senate Committee on Commerce,
Science, and Transportation has introduced S. 1373, the Insurance Consumer Protection
Act, to mandate federal regulation of insurance. It remains to be seen whether such
proposed improvements in insurance regulation will improve the operation of the risk
transfer marketplace generally in the U.S. or the regulation of insurers as financial
intermediaries.45
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