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Honorable D. David Parsons

Acting Commissioner of Insurance

Post Office Box 303351

Montgomery, Alabama  36130-3351


Insurance – Insurance Commissioner – Debt Cancellation Contracts – Banks – Financial Institutions - Creditors

Two-party debt cancellation contracts issued by a creditor in this state do not constitute insurance and, therefore, these contracts are not subject to regulation by the Department of Insurance.

The use of two-party debt cancellation contracts is not limited to national banks and state banks, but can be used by any other creditor to the extent not prohibited by any applicable regulation.
A creditor can use two-party debt cancella​tion contracts in the context of a property or casualty loss, as well as in the context of a death or disability loss.
Dear Mr. Parsons:

This opinion is issued in response to your request on behalf of the Department of Insurance.

QUESTIONS
1.
Whether debt cancellation contracts issued by creditors in this state constitute engaging in the business of insurance, thereby subjecting these con​tracts to regulation by the Alabama Department of Insurance.

2.
Whether the use of debt cancellation con​tracts is limited to national banks, regulated by the Comptroller of the Currency, and state banks, regulated by the Alabama Superintendent of Banks, or can any other creditor use these contracts to the extent not pro​hibited by any applicable regulation?

3.
Whether creditors can use debt cancellation contracts in the context of any loss, or may debt can​cellation contracts only be used in the context of a death or disability loss?

FACTS, LAW, AND ANALYSIS

An opinion of the Alabama Attorney General was released in 1964, which stated that debt cancellation contracts issued by national banks in this state con​stituted “engaging in the business of insurance” and were, therefore, subject to regulation by the Alabama Insurance Commissioner.  That opinion was based in part on the definition of “contract of insurance” as it then existed by statute.  In 1971 the Alabama Insurance Code was adopted, and a new definition of “insur​ance” was included.  Based on this change and other applicable developments in the law, it is appropriate to revisit this issue with respect, not only to financial institutions, but also to other creditors.

National banks are specifically authorized to enter into debt cancellation contracts pursuant to a regulation originally issued by the United States Comp​troller of the Currency in 1964, which currently reads as follows:

A national bank may enter into a contract to pro​vide for loss arising from cancellation of an outstanding loan upon the death or disability of a borrower.  The imposition of an additional charge and the establish​ment of necessary reserves in order to enable the bank to enter into such debt cancellation contracts are a law​ful exercise of the powers of a national bank.

12 C.F.R § 7.1013 (1999).


In 1990 the Eighth Circuit Court of Appeals held that a national bank may offer debt cancellation contracts pursuant to the incidental powers granted by the National Bank Act, and that these contracts do not constitute the “business of insurance” which may be regulated by the state under the McCarran-Ferguson Act.  First National Bank of Eastern Arkansas v. Taylor, 907 F. 2d 775 (8th Cir.), cert. denied, 498 U. S. 972 (1990).


In addition to national banks, under Alabama law a state bank, with the approval of the Alabama Superintendent of Banks, may exercise any power that a national bank can exercise.  This authority is provided in a statute that was originally enacted in 1988, which now reads as follows:

Subject to the prior approval of the Superinten​dent of Banks of Alabama, state banks may make any loan or investment or exercise any power which they could make or exercise if incorporated or operating in this state as a federally chartered or regulated bank and shall be entitled to all rights, privileges, and protec​tions granted or available to federally chartered or regulated banks under federal statutes and regulations.  The provisions of this section shall take priority over, and be given effect over, any other general or specific provisions of the Alabama law relating to banking to the contrary.  The superintendent shall consider the importance of maintaining a competitive dual banking system and whether such an order is in the public inter​est.

ALA. CODE § 5-5A-18.1 (1996).

By memorandum dated October 31, 1995, the Alabama Superintendent of Banks instructed all state-chartered banks wishing to offer debt cancellation contracts to “submit a request in writing . . . for approval prior to offering them; the request should include a detailed plan for the proposed contracts.”


Thus, under federal and state law, national banks and state banks in Ala​bama may offer and sell debt cancellation contracts.

When the Alabama Attorney General issued the 1964 opinion in this regard, the definition of “contract of insurance” read as follows:

A contract of insurance is an agreement, express or implied, by which one party, for a consideration, promises to pay money, or its equivalent, or to do some act of value to the assured, upon the destruction or injury of something in which the other party has an insurable interest.

Title 28, Section 2, Code of Alabama 1940, Recompiled 1958.

The current definition of “insurance” is as follows:

A contract whereby one undertakes to indemnify another or pay or provide a specified amount or benefit upon determinable contingencies.

ALA. CODE § 27-1-2(1) (1998).

It is clear from this definition that a third party contract which provides for the satisfaction of a borrower’s debt to a lender upon the happening of cer​tain events is insurance.  Such a transaction might be as follows:

A consumer negotiates a loan with a seller of goods or with a financial institution to finance the purchase of an automobile.  The purchase price is $20,000.  The consumer pays down 10% and finances $18,000, giving a lien on the automobile as collateral to the creditor.  While completing the loan documents, the creditor advises the consumer of the opportunity to purchase various forms of credit insurance available through a third party: credit life insurance, which pays the remaining balance of the debt upon the death of the consumer; credit disability insurance, which pays the monthly obli​gation during a time when the consumer is disabled; and “GAP” insurance, which, in the case of a total loss, pays the difference in the balance of the loan and the insurance proceeds paid under the terms of the consumer’s automobile insurance policy.

In this example, the third party, an insurance company, is contractually obligated to pay all or part of the debt upon one or more of the triggering events.  If the insurance company does not perform according to the terms of the con​tract, the creditor may continue to attempt to collect the debt from the consumer or the consumer’s estate.  Therefore, the state has an interest to ensure that cer​tain minimum standards are set for insurance companies to be authorized to transact this type business in this state.  The Alabama Insurance Code sets forth a series of requirements designed to protect the insurance-buying public, including solvency rules, required policy provisions, agent-licensing regulations, and, in the case of an insolvency, guaranty fund protection to policyholders.

In contrast to the example provided above, a debt cancellation contract might be between only a consumer and the originating creditor.  In such a two-party debt cancellation contract, the creditor agrees that, in the event of certain specified events, the creditor, or its assignee, will cancel all or some specified portion of the debt.  With this kind of contract, neither the creditor nor the con​sumer must rely on a third party to satisfy the debt.  The only agreement is between the consumer and the creditor, who has to do nothing other than honor the contract by canceling the debt.  That creditor’s insolvency will not prevent the consumer from enjoying the benefit of the debt cancellation agreement.  Neither the creditor, nor any third party, has undertaken to indemnify another or to pay any amounts upon the specified conditions.  Because such a two-party debt cancellation contract does not fall within the definition of “insurance” pro​vided in section 27-1-2(1), or otherwise require the protections offered by the Alabama Insurance Code, it appears that these kinds of contracts should not be considered insurance under Alabama law.

This position is supported by the analysis in the case of First National Bank of Eastern Arkansas v. Taylor, 907 F. 2d 775 (8th Cir.), cert. denied, 498 U. S. 972 (1990).  After holding that the state insurance commissioner could not prohibit the national bank from entering into debt cancellation contracts, the court went on to describe how these contracts were different from traditional insurance policies:

Although debt cancellation contracts may . . . transfer some risk from the borrower to the bank, the contracts do not require the bank to take an investment risk or to make payment to the borrower’s estate.  The debt is simply extinguished.  Thus, the primary and tra​ditional concern behind state insurance regulation – the prevention of insolvency – is not of concern to a bor​rower who opts for a debt cancellation contract.

907 F.2d at 780.

A recent Alabama decision also offers support for this position.  In Steele v. First Deposit National Bank, 732 So.2d 301 (Ala.Civ.App. 1999), the Alabama Court of Civil Appeals held that a credit protection program which allowed the debtor to defer payments under a credit agreement for a period of time upon the occurrence of certain stated events was not insurance under Alabama law.  Although the credit protection contract at issue in Steele was not a debt can​cellation contract, the court’s discussion regarding insurance generally should apply to debt cancellation contracts.  The court recognized the following three criteria established by the United States Supreme Court to use in judging whether “the business of insurance” is in place:

[F]irst, whether the practice [or product] has the effect of transferring or spreading a policyholder’s risk; second, whether the practice [or product] is an integral part of the policy relationship between the insurer and the insured; and third, whether the practice [or product] is limited to entities within the insurance industry.

Union Labor Life Ins. Co. v. Pireno, 458 U.S. 119, 129 (1982).

Applying the criteria set forth in Pireno, a two-party debt cancellation contract should not be considered insurance.  Even though a debt cancellation contract may have the effect of transferring a borrower’s risk, it clearly does not satisfy the other two criteria.  A debt cancellation contract is not an integral part of the relationship between a creditor and a borrower.  It is merely an optional contract provision that the borrower may elect to purchase; it is not a require​ment or condition of credit.  Also, two-party debt cancellation contracts are offered across the country by many entities outside the insurance industry.  The validity and enforceability of debt cancellation contracts do not depend upon the solvency of the creditor or spreading of risks.


The court in Steele also relied upon the reasoning in First National Bank of Eastern Arkansas and upon the interpretations of the office of the Comptroller of Currency related to debt cancellation contracts:


The OCC has addressed the issue whether the issuance of credit-cancellation agreements, which can​cel a borrower’s debt upon the happening of certain contingencies, are within the incidental powers of the national banks.  The OCC’s interpretation of the National Bank Act is entitled to much weight:

* * *


In First Nat’l Bank of Eastern Arkansas v. Taylor, supra, the United States Court of Appeals for the Eighth Circuit held that debt-cancellation agree​ments offered by a bank do not constitute the “business of insurance,” and, instead, are within the incidental powers granted by the National Bank Act.  In this case, the product offered by the bank does not even cancel the debt, as did the product in Taylor.  Rather, the pay​ments and accumulation of interest on the existing debt are merely suspended temporarily.  Thus, the banks’ offering of a debt-suspension agreement does not con​stitute the “business of insurance.”

732 So.2d at 303-304.


Additionally, debt cancellation agreements appear to be very similar in concept to collision damage waiver provisions in contracts between automobile rental agencies and lessees whereby the rental agency, for an additional fee, agrees to waive any liability that the lessee may have for collision damage to the car.  Several reported decisions hold that these provisions are not insurance.  See Truta v. Avis Rent-A-Car System, 238 Cal. Rptr. 806 (Cal. App. 1987); Chabraja v. Avis Rent-A-Car System, 549 N.E. 2d 872 (Ill. App. 1989); Hertz Corp. v. Corcoran, 520 N.Y.S.2d 700 (N.Y. Sup. Ct. 1987).  In the same way that an automobile rental agency can, as a matter of contract, accept liability for damage to its own property without being considered an insurer, a creditor can identify by contract a circumstance under which the creditor will consider a debt to be fully or partially cancelled.


In Truta, the California court made a basic point regarding automobile leasing that should apply to debt cancellation agreements just as well:


Since the lessor is not agreeing to pay anybody anything, but is simply agreeing not to hold the lessee liable, there is no need for accumulating reserves.  The solvency or insolvency of the lessor does not affect this contractual provision.

238 Cal. Rptr. at 813 (internal quotation marks omitted).


This Office recognizes that various other states have reached inconsistent conclusions with respect to the question discussed in this opinion.  Some states have held that debt cancellation contracts constitute insurance for state law pur​poses, while other states have held that these contracts do not constitute insur​ance.  It is the opinion of this Office that two-party debt cancellation contracts do not constitute “insurance” within the meaning of section 27-1-2(1) of the Code of Alabama.  Under the circumstances discussed, an application of the entire regulatory apparatus of the Alabama Insurance Code to these contracts would not further any discernable legislative purposes.

CONCLUSION

Two-party debt cancellation contracts issued by a creditor in this state do not constitute insurance and, therefore, these contracts are not subject to regula​tion by the Department of Insurance.

The use of two-party debt cancellation contracts is not limited to national banks and state banks, but can be used by any other creditor to the extent not prohibited by any applicable regulation.
A creditor can use two-party debt cancellation contracts in the context of a property or casualty loss, as well as in the context of a death or disability loss.

I hope this sufficiently answers your questions.  If our Office can be of further assistance, please contact Carol Jean Smith of my staff.
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BILL PRYOR







Attorney General
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Chief, Opinions Division
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