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EXECUTIVE SUMMARY

The United States insurance regulatory system has been in existence for more than 150 years.
According to the National Association of Insurance Commissioners (NAIC), the U.S. regulatory
mission is “to protect the interests of the policyholder and those who rely on the insurance coverage
provided to the policyholder first and foremost, while also facilitating an effective and efficient
market place for insurance products.™

Solvency is the cornerstone of insurance regulation, providing crucial safeguards for policyholders
and for the economy. This I.1.I. white paper explores efforts related to solvency regulation that
could have far-reaching and critical implications for the entire global insurance system—both
internationally active insurers and those whose operations are distinctly local.2 Beginning with an
overview of the history of key changes in the United States and European solvency regimes, the
paper focuses on the current initiative to build a common framework of capital requirements and
prudential capital standards for internationally active and global systemically risky insurance
groups since, in theory, the failure of a systemically risky insurer can cause significant dislocation
in the global financial system. The paper also describes the perspectives of various stakeholder
groups and the impact of this massive undertaking on different markets.

In the United States, the standards for solvency regulation, including risk-based capital
requirements, are established by the NAIC and vary by state. In Europe and much of the rest of the
world, solvency regulation is done on a national level.

U.S. and European regulators also have different approaches to regulating solvency. Most large
insurers are groups, made up of several individual insurance companies.3 European regulators
focus on group solvency; U.S. regulators focus on each individual company.

The two approaches operated effectively in parallel for decades; however, the 2007—2009 financial
crisis upset that order, due to the following actions.

e The federal government established a Federal Insurance Office (FIO) to monitor the
industry and coordinate with the states on international matters.

e An international group of regulators began developing global standards for large insurance
groups with significant foreign operations.

As a result, today large, complex U.S. insurers face mounting pressure to conform to global rules
and capital standards. Smaller U.S. insurers feel threatened as well. A transformation of this
magnitude would represent a major shift in the regulation of insurance in this country.

While some believe that “one size fits all” global capital requirements are necessary to avoid
another meltdown, others strenuously disagree. Opponents claim that:
e The current U.S. regime is well established and already has sufficient regulatory financial
oversight, risk-based capital requirements and other backstops to evaluate the capital
adequacy of insurers.
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e The European focus on group solvency offers policyholders less protection than the U.S.
approach, which focuses on the individual entity. Since group capital is fungible—i.e., it can
move freely from entity to entity within the group—the solvency of any firm may be at risk.
The European Union (EU) focuses on protecting shareholders, bondholders and other risk
takers as well as policyholders, meaning that European regulators’ primary emphasis is not
on the welfare of consumers and the ability to pay claims. Since higher global requirements
may not even prevent an insurer’s failure, consolidated group-wide supervision should
supplement—not replace—the legal-entity approach in the United States.

¢ Rigid, formulaic global capital standards that apply to both insurance and non-insurance
risks, based on accounting rules that differ from U.S. rules, are not compatible with this
country’s insurance markets. Opponents prefer a flexible “outcomes-based” approach that
allows for different assessments and valuations from country to country—as long as similar,
comparable outcomes result.

e The significant differences between U.S. and European systems mean it is critical that
regulators understand those differences. They should recognize the strengths and best
practices of each and harmonize existing regimes. A global capital standard should be just
one tool for assessing whether capital is adequate, not a requirement.

e Higher capital requirements would likely impose additional and unnecessary costs on
insurers that could slow the industry’s growth and reduce the availability of coverage.

The process of creating a uniform risk-based solvency regime is complex and time-consuming,.
Some believe international regulators have been moving too aggressively toward adopting new
rules before understanding all of their implications.

The Federal Reserve Board and FIO generally support the concept of global capital standards, but
they are clear that such standards will not be imposed on U.S. insurers by foreign regulators.
Higher capital requirements will be adopted only by U.S. authorities following applicable
rulemaking procedures, and only after rules are deemed compatible with state laws and
appropriate for U.S. insurers and markets.

Separate from the global activity, U.S. regulators are exploring the development of group wide
standards for internationally active insurers, and these will likely be created. Given that more rigid
requirements—whether imported from Europe or home-grown—may trickle down to smaller, non-
systemically risky insurers and influence regulatory approaches in different local jurisdictions, it is
important for all insurers to closely monitor developments.
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THE PURPOSE OF INSURANCE SOLVENCY REGULATION

The primary goal of insurance regulators is to make sure there is sufficient capital for insurers to
operate and meet their obligations to policyholders and other claimants. Solvency regulation in the
United States is accomplished by various means. To conduct business in a state, insurers must
meet the state’s minimum capital and surplus standards. These standards vary by type of insurer
(stock versus mutual) and by broad type of insurance (life versus non-life). The types and amounts
of investments that insurers make (e.g., medium- and long-term government and high-grade
corporate bonds) are also regulated. Furthermore, state insurance departments conduct periodic
audits of companies’ financial statements (usually every three to five years) and other examinations
to verify that companies are complying with statutes and prudent managerial practices.

Another important feature of the U.S. regulatory structure is the provision for the effective
resolution of insurer failures and claim payments against insolvent insurers. Each state has a
guaranty fund system that covers claims if an insurer is unable to do so. Funds are available
through assessments of all remaining insurers based on a fixed percentage (about 2 percent) of
their net direct written premiums.4

Since the late 19t Century, U.S. solvency regulation has been at the state level. (Some aspects of
insurance do require uniformity and are now regulated under a national system.) After a brief
period when the Supreme Court decided that the insurance industry could be regulated by federal
law, state regulation has been firmly cemented due to the passage of the McCarran-Ferguson Act of
1945.5 Although proposals to fully replace state regulation with federal regulation have been raised
from time to time, there has never been a consensus to pass such legislation.

KEY CHANGES IN INSURANCE SOLVENCY REGULATION: 1970s-2000s

Regulation is not static — the emergence of solvency problems, new types of risks and tort
liabilities, technological advances and more divergent consumer needs are just some of the
challenges that have confronted regulators and insurers. To keep up, regulatory systems have had
to evolve as well.

Solvency Regulation in the United States
The following provides key activities related to insurance solvency regulation and capital
requirements in the United States from the 1970s to the 2000s:

e Inthe early 1970s, as part of its Early Warning System, the NAIC began examining financial
ratios from insurers’ Annual Statements to help identify potentially troubled companies.
The ratios test a company’s premiums, surplus, profitability, liquidity and reserves. Weak
scores helped regulators target companies that may require regulatory attention. In 1979
the ratios became part of the NAIC’s Insurance Regulatory Information System, often
known by the acronym IRIS. These ratios are part of the NAIC’s portfolio of Financial
Analysis Solvency Tools (FAST).

Insurance Information Institute 4
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¢ Inthe 1980s, the insolvencies of four large property/casualty (P/C) insurers caused by the
liability crisis together with the U.S. savings and loan debacle prompted a Congressional
subcommittee investigation that culminated in a 1990 report, “Failed Promises: Insurance
Company Insolvencies.”® Reasons for the insolvencies, according to the report, included
insurer fraud and mismanagement combined with a weak state-based regulatory system
due to inadequate reporting of loss reserves, a lack of coordination among state regulators
and insufficient financial examinations of insurers. As a solution, the report proposed to
incorporate a federal solvency standard.

e States responded by adopting a series of NAIC model bills in the late 1980s. Some bills
required greater transparency in insurers’ financial statements, independent CPA audits
and opinions of loss reserves by qualified actuaries. In 1989, the NAIC implemented
Financial Regulation Standards that included, among other items, base-line regulatory
practices and procedures designed to supplement the enforcement of financial solvency
laws.”

¢ In 1990, the NAIC adopted a formal accreditation program to promote the effective
solvency regulation of insurers, particularly multi-state writers.® Subsequent enhancements
were made after the General Accounting (now Accountability) Office (GAO) criticized the
program for having loosely interpreted standards, a lack of focus on implementing required
practices and questionable accreditation decisions.?

e During the 1990s, the NAIC established separate risk-based capital (RBC) requirements©
for U.S. P/C and life and health insurers, replacing the earlier fixed capital and surplus
minimums that were criticized for being too low. Rather than being target/optimum levels
of capital, the new standards were intended to be minimum levels of capital needed to
support an insurer’s overall business operations based on its size and risk profile and to
avoid regulatory action. RBC models are considered more accurate than earlier minimum
capital and surplus requirements. They are used in conjunction with other early warning
indicators (e.g., on-site examinations, IRIS ratios and FAST scores).

e Inearly 2000, NAIC members signed a “Statement of Intent: The Future of Insurance
Regulation,” in which they pledged “to modernize insurance regulation to meet the realities
of the new financial services marketplace” and “to work cooperatively with all our partners
... to facilitate and enhance this new and evolving market place as we begin the 21
Century.”

e Inthelate 2000s, as pressures leading toward the global financial crisis were building, the
NAIC started another move to improve regulatory oversight. One of its key programs,
launched in 2008, was the Solvency Modernization Initiative (SMI). It had two principal
components: (1) the Own Risk and Solvency Assessment (ORSA); and (2) the Model
Holding Company Act.
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(1) ORSA2 requires insurers and insurance groups to conduct a self-assessment of their
risk management and capital adequacy, examining all material and relevant risks—
current and future—under normal conditions and under severe stress. The two primary
goals of ORSA are to: (a) foster an effective level of enterprise risk management (ERM)
for all insurers; and (b) provide a group-level perspective on risk and capital as a
supplement to the existing legal entity view. It is a continuously evolving process that
allows insurers to determine their own approach to self-evaluation. Beginning in 2015,
insurers must submit to state regulators annual ORSA Summary Reports regarding
their ERM capital management process.

(2) The Model Holding Company Act is designed to improve group supervision, ensuring
that regulators of global firms analyze risk concentrations across the group and between
affiliates, regardless of jurisdiction. Under this model law, state regulators are given
clear authority to have direct supervision over insurance companies within a holding
company structure. They can participate in “supervisory colleges,”s a collection of
regulators that oversee a group and its individual insurance legal entities. Regulators
receive additional tools to evaluate insurer risks, as well as greater access to a group’s
books and records. The act requires holding companies to disclose to regulators
information about changes under their control and all of their financial activities,
including future business plans of insurance and non-insurance affiliates.

Solvency Regulation in Europe

Across the Atlantic, the European Insurance and Occupational Pensions Authority (EIOPA) has
been striving to modernize capital regulation for decades. 4 The major piece of insurance financial
regulation—the Solvency Directive—is largely based on Europe’s solvency scheme from the 1970s.
In light of the close relationship between European insurers and banks, the Solvency framework
focusing on insurance groups and holding companies is analogous to the Basel Capital Accord
applicable to banks.s

The Solvency I Directive to assess the risk profile of insurance firms in the European Union was
adopted by EIOPA in 2002 and went into effect two years later. Solvency I was inherently weak. It
dealt primarily with minimum capital standards that did not reflect the true risk of insurers; it did
not focus on risk management and governance within firms. It was replaced by the Solvency II
Directive in 2009.

Solvency II serves as the basis for much of the ongoing capital standards work currently performed
by the International Association of Insurance Supervisors (IAIS). The IAIS is a voluntary standard-
setting body established in 1994 to promote effective and globally consistent supervision of the
insurance industry.'¢ It advises international leaders on insurance matters and collaborates with
the Organization for Economic Co-operation and Development (OECD) and other international
supervisory associations.
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Solvency II takes a risk-based approach to prudential regulation. It is intended to harmonize ERM
standards and implement complex capital standards. The capital standards are based on economic
principles for the valuation of assets and liabilities. Solvency II regulates an insurer’s health three
ways:

(1) It sets rules for sophisticated models that develop a mathematical estimate of how much
capital a company needs.

(2) It sets rules for risk management and governance.

(3) It sets rules for transparency and disclosure, so the free market can assess an insurer’s
health and become a de facto regulator.

A key feature of Solvency II is the recognition of the free flow of capital (i.e., fungibility) across
individual insurers in an insurance group; hence, members of the group are financially responsible
for each other.

Included in the Solvency II framework is an “equivalence” provision whereby EU insurers can use
local rules to report on their operations in third countries, while third country insurers are able to
operate in the EU without complying with all of its rules. The “equivalence” evaluation is based on
three distinct areas: (1) solvency or group capital calculation, for EU insurers operating in a third
country; (2) group supervision, for third country insurers active in the EU; and (3) reinsurance, for
third country reinsurers active in the EU."7

The Solvency II regime is set to begin on January 1, 2016.8

THE GLOBAL FINANCIAL CRISIS USHERS IN A NEW ERA

The 2007—2009 global financial crisis, caused in part by rating agencies that erroneously overrated
the creditworthiness of mortgage-backed securities, raised concerns about the effectiveness of
financial regulation worldwide. This event is viewed primarily as a banking crisis. Banks have
higher risk because they are exposed to greater asset volatility and are more susceptible to
disruptions in the credit market. On the other hand, the insolvency of insurers as a whole,
especially in the United States, did not appear to be threatened; insurers fared better than banks
because they have less debt and more equity with which to finance their assets.

According to the GAO, “The effects of the financial crisis on insurers and policyholders were
generally limited, with a few exceptions... Actions by state and federal regulators and the National
Association of Insurance Commissioners (NAIC), among other factors, helped limit the effects of
the crisis.” During 2007—2009, there were 34 P/C receiverships and 24 P/C liquidations out of
3,000 active P/C insurers in the U.S.; the average assets of P/C companies in liquidation was
$151.4 million. It should be noted that some regulators and insurance industry representatives
interviewed by the GAO stated that failures that occurred during and immediately after the
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financial crisis were generally not related directly to the crisis.9 In contrast, out of roughly 8,300
commercial banks and savings institutions insured by the Federal Deposit Insurance Corporation
(FDIC), there were 168 failures during this same period; their failed assets totaled $544.3 billion

(as of December 31, 2009).2°

Figure 1 shows that the number of property/casualty failures remained did not increase

significantly during the 2008—
2009 financial crisis. The 28
failures in 2009 was just slightly
above the average of 26 failures
the preceding seven years. Banks
had fewer failures in the years
leading up to the crisis but failures
rose significantly in the crisis
years.

In response to the crisis, G20
leaders created the Financial
Stability Board (FSB) in 2009.
Succeeding the Financial Stability
Forum, the FSB is an international
body that monitors and evaluates
vulnerabilities affecting the global
financial system and proposes
actions needed to address them.
FSB members include
international financial institutions
and standard-setting, regulatory,
supervisory and central bank
bodies. Like the IAIS, the FSB is
based in Switzerland. The U.S.

Fig. 1
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*Includes both insurers in liquidation and in receivership
Sources: Government Accountability Office, Federal
Deposit Insurance Corporation, Insurance Information
Institute.

Treasury Department, Federal Reserve Board (the Fed) and Securities Exchange Commission
represent the United States on the FSB. No U.S. state insurance regulators serve or are represented
on the FSB. The only insurance-related member of the FSB is the IAIS, which falls under FSB’s

direction.

Introducing the Dodd-Frank Act

In the United States, the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-
Frank) became law “to promote the financial stability of the United States by improving
accountability and transparency in the financial system.”2* Dodd-Frank made sweeping changes,
imposing stricter rules and oversight on large bank holding companies and other companies whose
demise could threaten the nation’s economy.

Insurance Information Institute 8
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Since the U.S. insurance markets had remained competitive and financially sound during the
financial crisis, Dodd-Frank preserved the role of the state regulatory system. It did establish the
Federal Insurance Office (FIO) and placed it in the Treasury Department. The FIO is not
authorized to regulate insurers; its functions include but are not limited to:

e Monitoring all aspects of the insurance industry.

e Coordinating federal efforts and developing federal policy on prudential aspects of
international insurance matters.

e Consulting with state insurance regulators on insurance matters of international
importance. The FIO represents the Treasury Department and the United States at the TAIS
and in other bi-lateral and multi-lateral international insurance matters.

Dodd-Frank also established a Federal Stability Oversight Council (FSOC), accountable to
Congress. The FSOC identifies risks to the financial stability of the United States that could arise
during financial distress or when large financial firms fail—whether they are banks, nonbank
financial companies or organizations outside the financial services marketplace. To help minimize
these risks, the FSOC has the authority to designate an entity as a systemically important financial
institution. Such a company is usually referred to as a SIFI and may become subject to stricter
oversight by both the FSOC and the Fed, the company may also be required to put up more capital
as a hedge against the risk it presents.22

Under Dodd-Frank, it was not clear whether banking capital rules applied to insurers since bank
regulation focuses on groups and insurance regulation focuses on legal entities. To clarify the
matter, the Insurance Capital Standards Clarification Act of 2014 amended Dodd-Frank to confirm
the distinctions between banking and insurance capital rules. It guarantees that institutions
engaging in insurance are not held to the same capital standards as traditional banks. The Fed now
has greater authority over insurance holding companies23 with thrift subsidiaries and can apply
insurance-based capital requirements to these entities.

THE INTERNATIONAL SOLVENCY REGULATORY LANDSCAPE OF TODAY

Until the late-2000s, it was generally believed that insurance regulatory changes taking place in
Europe were not germane to other markets. However, the financial crisis and the growing presence
of both the FSB (a bank regulator) and the IAIS have uprooted the landscape. Besides the U.S. and
EU, other countries have been modernizing their insurance solvency regulations as well. Appendix
I provides a brief overview of the recent reform efforts in China, certain Latin American nations
and South Korea.

Under the direction of the FSB, the role of the IAIS has changed dramatically. The organization had

been a forum for international regulators to cooperate, communicate and discuss best practices.
Now it is one of the main drivers supporting and working towards global regulatory convergence.
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Since 2013, the IAIS has been developing a global standard on how much capital an insurer should
hold. The standard would be based on the amount of risk an insurer bears and would arrive at
essentially the same answer regardless of where the insurer was located or who regulated it. The
challenge has been reconciling differences among international regulatory systems.

General Differences in the U.S. and EU Solvency Regimes
Figure 2 shows the United States and the EU

represent two of the world’s largest insurance Fig. 2
markets, generating nearly two-thirds of the DISTRIBUTION OF GLOBAL NON-LIFE
world’s P/C premiums in 2014. INSURANCE PREMIUMS, 2014

($ Billions)

The regulatory systems of the United States
and EU differ vastly in terms of philosophy,
structure and operations, and this extends to
requirements on how much capital to hold.

EU

U.S. regulators have capital requirements for $619.35 u.S
individual insurance companies but do not 29.2% $75'2_'22
have requirements at the group level. U.S. 35.4%
insurance groups can have many companies
scattered across several states. U.S. regulators
focus on individual companies, worried that the
free flow of capital across a group could Source: Swiss Re, sigma, No. 4/2015.
jeopardize individual companies within a

group.

The U.S. supervisory system relies on a free market approach; for capital requirements it allows
greater management discretion. The U.S. method of measuring whether capital is adequate is
called Risk Based Capital (RBC). The minimum amount of capital each insurer needs is based on a
formula that takes into account the amount of insurance the company writes, the lines of business
it writes, the assets it invests in and other measures. The data used is auditable, much of it from the
company’s Annual Statement. The result is a risk-based capital amount—in theory the absolute
least amount of capital an insurer needs. If an insurer’s capital dwindles, regulators have the
opportunity to intercede. The closer the actual capital gets to the risk-based minimum, the more
powerful the intervention can be.24

In addition, state regulators conduct periodic regulatory financial examinations and analysis.25 If
an insurer falters, each state, and the District of Columbia, has an effective system to rehabilitate
the company or, if necessary, liquidate it—a system that has been in place for decades. 20 This
important feature safeguards policyholders and claimants if a company has insufficient funds to
pay claims.

Insurance Information Institute 10
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In contrast, European solvency regulation (for both insurers and banks) is regionally based with a
primary focus at the group level. It emphasizes a consolidated capital standard that helps to ensure
that a financial entity maintains adequate capital to support its group-wide activities, both
insurance and non-insurance (mostly banking). Proponents of Solvency II claim that by using this
approach, capital is better aligned with an entity’s true economic risks.

The standards and formulas calculate how much capital a group needs, with a prescribed
confidence level for a period of time, a concept known as value-at-risk. There are two key measures
calculated. The solvency capital requirement is the amount a company needs so that the probability
of default is remote—Iless than one-in-200.27 Regulators can intervene when the threshold is
breached. The minimum capital requirement is the amount a company needs so that the
probability of default in the next year is less than 15 percent. Breaching the minimum can cost the
insurer its authorization to write business.2® The calculation requires data more detailed than what
is regularly audited and verified. The result is a prudential capital requirement higher than is
mandated by the United States.

No capital standard is foolproof.29 Twelve of the 30 countries in the EU and European Economic
Area have insurance guarantee mechanisms. These plans, however, vary significantly in design and
are not harmonized at the EU level. As such, according to a European Commission white paper, the
guarantee funds in Europe hinder “effective and equal consumer protection,” which “may lead to a
loss of consumer confidence in the relevant markets and may ultimately put at risk market
stability.”so

European regulation follows the premise that it should protect bond holders, equity holders and
other claimants in addition to policyholders.

To summarize: The United States scrutinizes individual entities using capital standards and regular
in-depth exams—a bottom-up approach designed to protect policyholders and claimants. The
minimum amount of capital an entity needs is calculated using auditable data and regulators
intervene if capital approaches the minimum. A coordinated set of state guaranty funds act as a
backstop.

In the EU, Solvency II applies a strict set of rules to groups of insurers under the same corporate
umbrella—a top-down approach designed to protect policyholders, bond holders, equity owners
and other claimants. The amount of capital a group needs is calculated using data both auditable
and beyond audit. The result is typically higher than the U.S. calculation. Some nations have
guaranty funds as a backstop, but it is not a coordinated effort as it is in the United States.

The EU-U.S. Mutual Regulatory Understanding Dialogue Project

In 2012, the “EU-U.S. Mutual Regulatory Understanding Dialogue Project” was formally
recognized to build greater mutual trust, understanding and collaboration between European and
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U.S. regulators. The project is intended to help the European Commission, EIOPA, NAIC and FIO
better appreciate the overall design, function and objectives of key aspects of the two capital
regimes and work towards a common goal of regulatory modernization for more effective
supervision. Even though the United States was recently granted “provisional equivalence” under
Solvency II, 3t U.S. state regulators prefer to work with the EU following this approach of mutual
understanding.

The project released a major report in December 201232 that compared the regions’ insurance
supervisory and regulatory schemes in seven areas. These are:

(1) Professional secrecy/confidentiality;

(2) Group supervision;

(3) Solvency and capital requirements;

(4) Reinsurance and collateral requirements;

(5) Supervisory reporting, data collection and analysis and disclosure;

(6) Supervisory peer reviews;

(7) Independent third party reviews and supervisory on-site inspections.

The report was accompanied by a plan that outlines common objectives and initiatives to be
pursued over the next five years in each area, an attempt to improve convergence and regulatory
compatibility between the EU and the United States. The plan was updated in July 2014. 33
Appendix IT summarizes the steps to be taken to achieve the objectives of each of the seven areas.

Insurers It Would Apply to Capital Standard
Insurance Core All insurance entities and groups | Determined by local regulators
Principles
ComFrame Large international groups International capital standard
Systemically Important | Systemically important insurers | International capital standard*
Insurers Framework plus higher loss absorption

* Systemically important insurers must meet a basic capital requirement while international capital standard is
developed.

THE EMERGENCE OF GLOBAL INSURANCE CAPITAL STANDARDS
While the EU and state regulators were addressing their needs, a larger group of regulators was
also developing standards to converge insurance regulation worldwide. The international insurance
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supervisors group—the IAIS—developed a three-tiered framework of regulation and supervision,
summarized in Figure 3:

(1) A set of insurance core principles that are typically referred to by the acronym ICPs.

(2) A common framework for supervising insurance groups that operate internationally, which
is usually referred to as ComFrame. Internationally active insurance groups are often
referred to as TAIGs.

(3) Methods of handling the largest insurers, whose size and scope mean their struggles could
imperil global markets. These insurers are known as global systemically important insurers,
or G-SlIs.

Addressing each in order:

Insurance Core Principles - Reflect EU priorities and perspectives, but they have gained
acceptance among U.S. regulators. The NAIC describes the principles as a globally accepted
framework for the supervision of the insurance sector. They are based heavily on Solvency IT’s top-
down concepts.34

As depicted by the NAIC, these principles include “the essential elements that must be present in
the supervisory regime in order to promote a financially sound insurance sector and provide an
adequate level of policyholder protection. They are applicable to the supervision of all insurers and
insurance groups, regardless of their size, international orientation or systemic importance.”35
There are 26 ICPs dealing with issues such as supervisory authority, corporate governance,
enterprise risk management for solvency purposes, capital adequacy and group-wide supervision.

Although the core principles are not legally binding, the International Monetary Fund (IMF) and
World Bank use them in evaluating a company’s insurance operations in their Financial Sector
Assessment Program, a review that looks for vulnerabilities in a country’s financial system and
develops appropriate responses.

The latest U.S. evaluation found, among other results, that insurance supervision has significantly
improved in recent years and there is a reasonable level of observance of the core principles.
However, they found gaps in risk management requirements and noted that the U.S. insurance
regulatory system remains complex and fragmented. The IMF and World Bank also said: “States
should have the ability to set group-wide valuation and capital requirements.” It recommended that
the Federal Reserve Board, the nation’s key banking regulator, “should develop a valuation and
capital standard speedily.”3¢ At this time, it is unclear how the Fed, NAIC and state regulators will
respond.

ComFrame - A project under development since 2010, ComFrame focuses on the effective
supervision of large internationally active groups that include at least one sizeable insurance entity.
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These are insurers with assets of $50 billion or more, or gross written premiums of $10 billion or
more that operate in at least three countries with at least 10 percent of their business conducted in
foreign markets. 37 There were about 50 groups in mid-2015, 38 making up about 50 percent of the
global insurance market. They do not necessarily present a systemic risk, but the IAIS believes their
complex structure warrants more coordinated supervision internationally.

ComFrame complements and expands upon the core principles; its structure contains three
modules:

e Scope, including rules on how to identify internationally active insurance groups and the
group-wide supervisor and the breadth of supervision.

e The groups themselves, including the quantitative and qualitative requirements that they
must meet.

e Supervisors, which includes the process of supervision, highlighting the group-wide
supervisor’s responsibilities (e.g., enforcement and interaction).

According to the NAIC, ComFrame is the most significant global initiative regarding group
supervision.39 It will include a set of capital standards for the large international insurers, with a
more stringent requirement for the systemically important.

Global Systemically Important Insurers - The IAIS is also developing measures to regulate
the handful of insurers whose demise could, some believe, threaten the world financial system.
These insurers are called global systemically important insurers, or G-SIIs. In July 2013, the IAIS
was directed to establish measures to impose on these insurers.4> Measures include enhanced
group supervision, effective resolution of troubled companies and the development of two capital
standards: (1) an international capital standard that all internationally active insurance groups will
have to hold; and (2) an additional layer of capital that systemically important insurers will have to
hold.+

The first standard is difficult to develop, so in the short term regulators have created a stopgap,
known as the basic capital requirement (BCR), to apply to the systemically important groups. When
the international capital standard is developed it will replace the BCR. Systemically important
insurers will still need to hold the additional capital as part of the higher loss absorption
requirement.

Following is a description of the three standards and their timelines, with details in Figure 4:
e Step 1: The basic capital requirement was created to reflect the insurance and non-

insurance risks of all group activities of a company designated as systemically important. It
was designed to be simple, practical and transparent. It was intended to show a group’s
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resilience to financial stress and give comparable results from nation to nation. The
international supervisors adopted a standard in October 2014. The average BCR is 75
percent of the reported average prescribed capital requirement.42

e Step 2: The higher loss absorption standard is designed to build on the foundation of the
basic requirement. The first public consultation document requesting feedback from
stakeholders was released in June 2015. G20 leaders endorsed the HLA standard in
November. It is planned to go into effect in 2019.43

e Step 3: The international capital standard will be more detailed and comprehensive than
the basic capital requirement. It will reflect all material risks to which internationally active
groups are exposed.

The target date for adopting ICS Version 1.0 is May/June 2017. ICS Version 2.0 will be a
part of ComFrame and adopted in late 2019. ComFrame, including ICS Version 2.0, is now
planned to go into effect in early 2020. Then the IAIS will continue working to create a
final, single ICS whose completion date is not yet known.44

Oct.2014 Nov. 2015 Mid-2016 Mid-2017 Mid-2018 2019 IAIS 2019 General Meeting

PERSPECTIVES OF COMFRAME AND GLOBAL INSURANCE CAPITAL STANDARDS
Many are concerned that new foreign regulatory standards could fundamentally alter insurer
solvency regulation and product availability in the United States.

Benefits of ComFrame and Global Insurance Capital Standards

Creating an approach to supervise internationally active insurers and developing global risk-based
capital standards is not without merit. Proponents claim these standards would:
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e Provide an accurate measure of capital and risks and promote financial stability.

e Prevent gaps in regulation that could create global vulnerability and stress in the financial
system.

e Provide a level playing field in regulating insurers and quantifying their capital.
e Reduce inefficiency and duplication across jurisdictions and drive down compliance costs.

e Streamline supervisory roles so supervisors make more effective decisions, potentially
lowering coverage costs for consumers.

e Limit regulatory arbitrage and jurisdiction shopping; i.e., an insurer would not be tempted
to move to another country with more favorable regulations to save costs.

¢ Encourage competition, new entrants and growth in markets.

U.S. attitudes on the topic vary, even among regulators.

Federal Reserve Board and Federal Insurance Office Perspectives

The Fed generally believes in the use of effective global capital standards for regulating
internationally active firms. U.S. insurers entering and expanding into international markets stand
to benefit greatly from reasonably consistent global requirements that consider the risks across the
entire firm and a consolidated regulatory framework that is strong but pragmatic. The Fed
recognizes the importance of consolidated group-wide supervision and capital standards that
supplement the legal-entity approach.45

Similarly, the FIO agrees that global capital standards will enhance the U.S. regulatory system, but
notes the standards must be developed correctly. Testifying before Congress, the FIO expressed
concern that developing the higher loss absorption standard—the capital the largest insurers would
hold against the systemic risk they present— “represents a significant technical challenge for the
IAIS because of the heterogeneity of insurance firms and the variety and complexity of products
sold by insurers across the world.” International standards must be compatible with the unique
features of the U.S. insurance sector, the FIO says. They should promote effective financial stability
and policyholder protection, and foster competition and consumer choice.4¢

Both the Fed and the FIO are adamant that these standards and rules cannot be imposed on U.S.
firms by an international body; rather, their adoption will be done through federal and state
authorities only, following typical U.S. rulemaking procedures: a transparent process for proposal
issuance, solicitation of public comments and rule finalization. The standards should not conflict
with U.S. law, according to the Fed and the FIO, and they must accommodate U.S. insurance
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markets and individual insurers. Before they are adopted, they must be tested for accuracy, value
and impact.

NAIC and U.S. State Regulator Perspectives
Although the NAIC and state regulators favor greater international coordination, they have serious
concerns about ComFrame and global capital standards, believing that:47

“One size fits all” global standards are not appropriate in the United States. The unique
nature of insurance requires similarly unique models compatible with the insurance
business, not other financial sectors. According to a past president of the NAIC, “taking a
more homogenous regulatory approach that treats insurers more like banks may actually
encourage new risk-taking in the insurance industry.”

Countries differ—sometimes significantly—in how they measure and monitor capital. The
differences will make it necessary to consider the usefulness of stress and scenario-based
testing, local jurisdictional capital requirements, intra-group transactions and the fungible
nature of capital. Another consideration: Inconsistent accounting rules among countries
call for the use of different valuation/balance sheets.

Global capital standards could supersede the U.S. state-based system of regulation for
insurance groups—contravening Dodd-Frank—and undermine legal entity capital
requirements. The problem: Allowing capital to flow freely from entity to entity within a
group could jeopardize the financial strength of one entity. State regulators say flow of
capital out of a company should be subject to regulator approval.

ComFrame should follow an “outcomes based” approach rather than a rigid approach. In
other words, instead of following an exact methodology, different assessments and different
valuations should be acceptable as long as they result in similar outcomes of capital
adequacy. To do otherwise, state regulators warn, could increase costs for U.S. insurers and
their customers.

To avoid duplication, new rules should supplement, not replace, current U.S. capital
requirements for legal entities.

The rules may have unintended consequences such as limiting insurance products or
stagnating growth.

U.S. state regulators have also been frustrated by an IAIS decision in 2015 to limit participation in
its work. As a result of closed door meetings, state regulators are unable to provide a U.S.
perspective. They say this lack of transparency and accountability brings into question both the
credibility and the legitimacy of the work.
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Trade Association and Insurer Perspectives

U.S. trade associations, primary insurers and reinsurers have taken a strong stance against foreign-
imposed global capital standards. Some claim the Financial Standards Board does not appreciate
the critical variances between banks and insurers and hence should not be making significant
decisions affecting insurance markets. Furthermore, they say the IAIS has neither demonstrated a
need for global standards nor has it clearly defined any problems or performed any cost-benefit
analyses. Their standards would only place unwarranted and exorbitant costs and other burdens,
without notable regulatory benefit.

There is consensus, they say, that the current U.S. system is robust and already provides important
safeguards that have long served the industry and markets well. Higher capital requirements that
follow banking or Solvency II rules are not necessary, especially since the industry has shown its
resilience to market disruptions and catastrophes. The policyholder surplus (or net worth) of the
P/C insurance industry is at a record, as shown in Figure 5.

Fig. 5
P/C POLICYHOLDER SURPLUS, 2006-2015
($ Billions)
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Source: A.M. Best.

Other concerns include:

e A complex and prescriptive ComFrame is simply not practical. Large international insurers
differ in exposures, geographic scope, product lines, distribution channels, customer base
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and other areas. All those differences means the type of comparability that the IAIS is
seeking would not be easily achieved.

e Some observers believe undercapitalization is not the cause insurance companies to fail. If
that is the case, global capital standards are not necessarily a solution and the IAIS should
make sure insurers price products more accurately and maintain adequate reserves.

e Any capital standard must follow a pragmatic approach, recognize local requirements and
be set as a minimum solvency measure. Development of the standard should be done
incrementally, benefiting from the best practices of regulators worldwide while keeping in
place local capital requirements that work well.

e The IAIS should spend more time refining group supervision tools to enhance global
cooperation. Not only would supervisors be in a better position to determine whether
insurers have adequate capital, but they could also more accurately evaluate insurers’ risk
management and governance.

e Despite all of the work, questions remain. For example, who determines capital sufficiency?
If this is the role of a group supervisor, what legal authority does a supervisor in one
jurisdiction have to order an insurer to add capital in another? If a group needs additional
capital, to which entity should it be added?

¢ Global convergence may result in unintended consequences. These would likely include:

o “Altering the competitive balance” between purely domestic insurers and
internationally active insurers.

o “Changing a U.S. insurance regulatory approach that has historically worked.

“Creating pressure to supplant local rules with international standards.

o “Increasing consolidation, reducing market discipline, and ultimately driving more
homogeneity in insurer behaviors, to the detriment of diversity and financial
resilience.”48

o

e Higher financial standards may encourage some insurers to stop writing lines that require a
lot of capital in favor of ones that require little. This could reduce product availability or
increase prices.

e Foreign regulations could create two classes of insurers: internationally active groups and
everyone else. They would differ in how much capital they needed. The situation invites

questions:

o If one class of insurers is perceived as receiving unfair treatment relative to the
other, how would this impact the market?
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o Would the standards create advantages or disadvantages in specific insurance
markets?

The latest proposals for higher loss absorption requirements—the extra capital that systemically
important insurers must hold—present the typical concerns. The additional capital would be a
percentage of the basic capital requirement, which is the stopgap measurement systemically
important insurers would comply with while they await a formal international standard.

Eight of the nine systemically important insurers—AIG was the exception—question why
companies are targeted, suggesting it makes more sense to restrict risky activities themselves.

The basic capital requirement uses volatile inputs, they note. The International Actuarial
Association expressed concern over using market valuations, which gyrate with the financial
markets. Systemically important U.S. insurers worry about the use of long-term discount rates,
which also can change abruptly. Making the higher loss requirement a percentage of the basic
requirement doubles down on the volatility.

Meanwhile, it is starting to appear that the eventual standard—the international capital standard—
will be higher than the basic capital requirement in place now. The IAIS has proposed a sort of on-
ramp to move from one standard to the other: a 33 percent increase in the basic requirement—11
percent annually for three years.

All of these measures would become more complex if the TAIS falls behind in creating the eventual
capital standard.

The current proposals, though, do not seem overwhelming. The IAIS concluded the nine
systemically risky insurers in 2013 and 2014 had 2.6 times as much capital as they would need.

But the process creates a lot of uncertainty for insurers. “There is a lack of clarity and certainty for
executives, who need to know what the capital charges are going to be and how capital
management will be affected,” said Thomas Leonardi, a former Connecticut insurance
commissioner who is a senior advisor at Evercore Partners, an independent investment bank.49

Development of Regulatory Standards in the U.S.
As an alternative to IAIS-crafted regulations, the Fed, FIO, NAIC and insurance regulators have
been developing a U.S. capital model for large, internationally active insurers.5°

U.S. model builders are accounting for the unique needs of the U.S. insurance sector. The model
will be designed to promote competition and consumer choice and safeguard policyholder
protection and financial stability. No common approach has been determined. Supporters of the set
of U.S. regulators believe that ample time should be allowed to develop and implement the
approach under the Fed rulemaking process and study its impact before considering any IAIS
model.
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THE IMPACT OF HIGHER GLOBAL CAPITAL STANDARDS ON U.S. P/IC MARKETS

Although higher insurance capital standards are intended to promote financial stability, the CEA, a
group of European insurance associations, analyzed Solvency 115! and concluded:

Reliance on capital requirements alone is insufficient. Indeed, analysis of the history
of insurance company insolvencies has shown that the vast majority of insolvencies
were preceded by either internal management or governance shortcomings or some
external trigger events.

Furthermore, “overly prudent capital requirements do not help insurers and regulators in further
reducing the risk of financial distress...” and “placing excessive capital requirements on the
insurance industry would have widespread detrimental effects...”

According to the CEA, there is a price to pay for overly prudent capital requirements. Their analysis
parallels the critique of the U.S. regulatory community. Specifically:

e “..potentially excessive capital charges may trigger a wave of reactions that would probably
include an increase in the price of more capital-intensive products, the reduction of
policyholder coverage and ... possibly even the reduction of underwriting capacity in the
most affected lines (e.g., natural catastrophe covers).”

e “..substantially higher capital charges may reduce investor returns, which may trigger a
reduction in new capital investments..., reducing in turn the underwriting capacity of the
industry, and increasing funding costs.”

¢ “Small and medium-sized players, which are more affected by higher capital charges in the
absence of sufficient scale and diversification effects, might be forced to consolidate with
larger groups or exit the business.”

e “Policyholders, both private households and commercial buyers, would suffer the most from
overly prudent capital requirements.”

Impact on Internationally Active P/C Groups in the U.S.

Sonecon, LLC,52 recently examined the impact of higher global capital standards on the premiums,
investment growth and income of large, internationally active insurance groups operating in the
United States. Its analysis of seven IAIGs53 was based on the premise that an increase in capital
standards that causes a drop in the insurance industry’s return on equity typically requires an
increase in premium in order to maintain a similar return.
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Using assumptions of 15 and 30 percentage point increases in capital requirements, with all other
factors being equal, Sonecon determined the impact of higher standards on large insurers’ personal
lines premiums and investments, shown in Figure 6.

15 percentage point
increase

30 percentage point increase

Avg. auto/homeowners
premium, 2014-2018

$34 per year (auto)
$45-$55 per year (HO)

$68 per year (auto)
$90-$109 per year (HO)

New premium growth, 2014-
2018

$2.9 billion reduction per
year

$7.3 billion reduction per
year

Growth in investment, 2014-
2018

Total $726 million reduction

Total $1.8 billion reduction

Investment shift from risky
assets to safer investments,
2014-2018

Total of $9.4 billion

Total of $9.4 billion

Investment income, 2014-2018

Total $28.9-$54.5 million
reduction

Total $28.9-$54.5 million
reduction

Impact on Other Insurers

The possibility of imposing global capital standards on other insurers—even those that pose no
systemic risk and do not operate internationally—cannot be overlooked. One way to consider this
possibility is by looking at risk-based capital ratios (RBC) for insurers of various sizes. These RBC
ratios indicate the adequacy of capital, given an insurer’s size and the degree of risk assumed. The
ratio itself is actual capital (“total adjusted capital”) divided by the required or risk-based capital.
For example a company with a 200 percent RBC ratio has capital equal to twice its risk-based
capital, the latter being the minimum needed to take on all the risks the insurer takes. Put another
way, an RBC ratio of 200 percent means that the company holds $200 of capital for every $100 of
risk taken. As shown in the Sonecon report, RBC ratios vary considerably among insurers, based on

their asset size.54

Based on Sonecon’s 2012 median RBC ratios,55 the I.I.1. estimates that P/C insurers with smaller
assets (less than $500 million) hold about 1.8 to 2.5 times more capital per unit of risk ($897 to
$1,269 compared to $502) than insurers with larger assets, as shown in Figure 7 on the next page.
It should not be surprising that smaller insurers have higher RBC ratios; they may choose to
operate with higher capital margins (i.e., the excess of actual capital over required capital) since
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they tend to be less diversified and may have greater vulnerability to various shocks due to their
size.

Fig. 7
CAPITAL HELD BY P/C INSURERS VARIES BY ASSET SIZE
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Since smaller insurers have higher levels of capitalization, a mandate to hold even more could have
far-reaching effects. It could mean an increase in mergers and acquisitions, as mentioned earlier by
the European trade consortium CEA in its analysis. It could also result in higher costs because
smaller firms would have to buy more reinsurance. Another possibility is a withdrawal from the
market, which could reduce competition among insurers and leave consumers with fewer choices of
products, perhaps at higher prices.

Not only does the impact of higher prudential capital standards differ based on the size of the
insurer, but it also differs based on the structure of the insurer and the lines of business it writes.
Mutual insurers could face a competitive disadvantage, attributable to their structure, in which the
policyholder is also considered an owner. The policyholder-as-owner relationship implies that
these insurers are unlikely to substantially increase their rates quickly to raise external capital. Yet
their structure also limits their access to public financial markets; and they have higher RBC ratios
than stock insurers that have easier access to these markets.
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To raise cash they might consider demutualizing (i.e., converting to a stock company). Or they
might consider changing their operating model and merge with other insurers to create an
expanded corporation that is more financially sound. 5657

One studys8 that examined long-tail versus short-tail lines of insurance concluded that the former
tends to generate less income from underwriting than the latter. Hence, long-tailed insurers are at
a disadvantage in terms of raising internal capital.

CONCLUSION

Since the latest financial crisis, the global solvency regulatory landscape has been in a state of flux.
The IAIS is committed to developing a common methodology and a global capital standard that
would provide a level playing field across regulatory regimes. If international rules are imported to
the United States, the nation’s regulatory system may undergo a major transformation. In the
meantime, the set of U.S. regulators is working toward a U.S. approach to more effective and
efficient capital regulation, while advocating for a system under which insurance regulators and
supervisors can mutually recognize their work without rewriting it. In light of these activities, it is
crucial that all insurers follow this issue closely, understand the potential implications and provide
critical input to ensure the protection of U.S. state-based insurance regulation and markets.
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APPENDIX |

INSURANCE REGULATORY REFORM ACTIVITIES IN CHINA AND OTHER COUNTRIES

The 2007-2009 economic crisis has had a long-lasting and profound impact on financial services
sectors around the world. To strengthen financial stability, enhance prudential regulation and build
global alliances, insurance markets in both developing and well-established nations have been
taking steps to bolster their solvency regulatory systems. Some of these efforts stem from
assessments made by the IMF/World Bank regarding countries’ compliance with the IAIS
Insurance Core Principles.

Besides the U.S. and Europe, China has developed a comprehensive solvency regime, which is
described below. Many other countries have been modifying their systems as well; a brief
discussion of several nations’ reform activities follows.

Fig. 8
SOLVENCY REGIMES AROUND THE WORLD

No data B RBC
Solvency margin I Transition to economic, risk-based solvency regime
B Economic, risk-based solvency

Source: Swiss Re Economic Research and Consulting.

Chinas®

China’s insurance industry is now the third largest (2014). Since March 2012, the China Insurance
Regulatory Commission (CIRC), has been redeveloping its nation’s capital regime; China’s Risk
Oriented Solvency System (C-ROSS) has regulatory authority over insurance holding groups, non-
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insurance holding companies, and conglomerate groups.®® Based on the principle of “giving the
market a decision role in resource allocation,” the objective of C-ROSS is to allow free market
forces to operate in order to stimulate innovation and effectively identify, analyze and measure the
risk profile of insurers more accurately and promptly.

The C-ROSS framework is made up of three pillars:

(1) Quantitative requirements for insurers to hold adequate capital; regulatory tools include
available capital evaluation criteria, minimum capital requirements, capital classification,
stress testing and supervisory measures.

(2) Qualitative requirements for risks in emerging or immature markets that cannot be
quantified easily due to incomplete data. Some regulatory tools include solvency risk
management requirements and assessment, liquidity risk supervision and supervisory
inspection and analysis.

(3) A market discipline mechanism for risks other than those under Pillars 1 and 2. Regulatory
tools include requirements governing insurers’ public information disclosure on solvency, a
sustainable means of communication between regulators and market stakeholders and
insurer ratings issued by credit rating agencies.

The three-pillar structure allows C-ROSS to be comparable with other solvency mechanisms in the
world. By becoming more closely connected with other international markets, China will be able to
attract more foreign capital and have a larger global presence. At present, C-ROSS is in a
transitional implementation stage that began in early 2015; full implementation will be determined
after an evaluation by the CIRC.

Latin America‘!
Three Latin American nations (Brazil, Chile and Mexico) have made considerable progress in
developing new risk-based solvency capital regimes:

e Restrictive measures that tend to discourage modernization in Brazil have prompted the
Superintendence of Private Insurance (SUSEP) to implement rules and directives, including
the regulation of different types of risks (e.g., credit, operational and market), in piecemeal
fashion. A hybrid risk-based capital (RBC) model is now in place, and an ORSA (Own Risk
and Solvency Assessment) framework is planned for operation in 2015.

e Under the aegis of the Superintendence of Securities and Insurance (SVS), Chile is revising
its corporate governance and ERM regulations and refining its calculation of RBC using a
value-at-risk (VaR) methodology. Insurers will be required to undergo a self-assessment of
their risk management and capital sufficiency. Chile’s regulatory system is akin to Solvency
IT and is expected to go into effect in 2016.
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e Mexico’s new economic regime that is overseen by the Insurance and Surety National
Commission (CNSF) borrows from Solvency II, U.S. regulations and the Swiss Solvency
Test. Implementation is expected in 2015. Like Chile, it uses a VaR approach to determine
risk capital requirements. Given the country’s high potential for natural catastrophes, the
capital requirements will take into consideration earthquake and hurricane exposures.
Solvency testing requires that insurers’ capital positions be tested against periodically
updated stress scenarios.

South Korea®

The South Korean insurance industry is eighth largest in total premium volume. After its EU
Solvency-type regime was found to be weak in assessing the total risk of insurers, the country’s two
financial supervisory authorities (the Financial Services Commission and Financial Supervisory
Service) put into place a risk-based capital approach similar to that of the United States, Canada
and Australia in April 2011.

To further strengthen the country’s financial regulations, an “RBC road map” was announced by
the supervisory authorities in July 2014. This map will follow the principles underlying both the EU
Solvency II and the NAIC Solvency Modernization Initiative. It is said to be a collection of policy
changes related to the measurement and management of risk and the assessment of insurance
liability in a more refined way to reflect the “fair” value. These changes will be implemented in
various stages over five years.
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EU-U.S. MUTUAL REGULATORY UNDERSTANDING DIALOGUE PROJECT SUMMARY OF “THE WAY
FORWARD” REPORT
(JULY 2014 UPDATE)

The table below summarizes the main objectives for each of the seven key areas addressed in the
EU-U.S. Way Forward Update.®3 These areas are considered essential for sound regulation and
effective financial stability and consumer protection. Also included are some of the steps needed to
achieve these objectives.

Key Areas

Objective

Action Steps

1 - Professional
secrecy and
confidentiality

Promote the free flow of information
between EU and U.S. supervisors under
conditions of professional secrecy by

Have constituents join IAIS Multi-

lateral Memorandum of

Understanding; assess effectiveness

of EU-U.S. MOUSs on information
exchange

removing barriers to information
exchange

Have a robust regime of effective group
supervision, holistic approach to
determine group solvency/financial
condition, greater cooperation and
coordination among regulators, and
efficient enforcement measures for
effective supervision

U.S. to report on total system of
supervision; EU-U.S. to share best
practices among supervisors,
harmonize ORSA reports, and
promote effective college procedures
and greater comparability of solvency
among groups

2 - Group
supervision

EU-U.S. to share views on
developing capital standards;
establish transparent calibration with
a time horizon; have a consistent
approach to solvency; study
standards vis-a-vis other financial
tools

Develop an approach to valuation which
accurately reflects insurers’ risk profile,
is sensitive to changes in risk profile and
which has capital requirements that are
fully risk-based, transparent and
consistent

3 - Solvency and
capital
requirements

Have a consistent approach within each
jurisdiction; study the reduction and
possible removal of collateral
requirements to ensure a risk-based
determination of all reinsurers relative to
reinsurance credit

U.S. to study NAIC Model laws on
reinsurance credit passed in different
states and work with EU toward a
covered agreement based on Model

4 - Reinsurance
and collateral
requirements

— continued on following page —
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Key Areas Objective Action Steps

Have greater coordination in monitoring | EU-U.S. to learn from each other’s
5 - Supervisory insurers’ solvency and financial condition | experiences: EU group reporting and

reporting, data through analysis of supervisory NAIC centralized database/analysis;

collection and reporting; facilitate exchange of both to explore greater consistency

analysis information via exchange of best in group reporting, possible data
practices and greater consistency of exchange and platforms for data
reporting sharing

EU to implement process to oversee

Ensure a consistent application of supervisory-related tasks carried out;
prudential requirements and commitment | U.S. to consider including

6 - Peer reviews | to supervisory best practices through supervision of colleges in the
different peer review processes, so accreditation program; both to
independent view of jurisdiction is coordinate best practices to promote
examined consistency of group supervision

across jurisdictions

EU to learn from U.S. experience in
7 - Independent | Ensure consistency and effectiveness in | supervisory tools and consider need

third party the supervision of solo entities and for more consistent standards re:
review & groups actuarial credentials; both to promote
supervisory on- enhanced cooperation and have

site ongoing dialogue re: consistent
examinations requirements for on-site monitoring

and examinations
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LIST OF KEY ACRONYMS

BCR:
EIOPA:
ERM:
EU:
FAST:
FIO:
FRB:
FSAP:
FSB:
FSOC:
G-SlI:
HLA:
IAIG:
IAIS:
ICP:
ICS:
1
IMF:
IRIS:
NAIC:
ORSA:
RBC:
SIFI:

Basic (or Backstop) Capital Requirement
European Insurance and Occupational Pensions Authority
Enterprise Risk Management

European Union

Financial Analysis Solvency Tools

Federal Insurance Office

Federal Reserve Board

Financial Sector Assessment Program

Financial Stability Board

Financial Stability Oversight Council

Global Systemically Important Insurer

Higher Loss Absorption (or Absorbency)
Internationally Active Insurance Group
International Association of Insurance Supervisors
Insurance Core Principle

Insurance Capital Standard

Insurance Information Institute

International Monetary Fund

Insurance Regulatory Information System
National Association of Insurance Commissioners
Own Risk and Solvency Assessment

Risk-Based Capital

Systemically Important Financial Institution
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ENDNOTES

! National Association of Insurance Commissioners, “The United States Insurance Financial Solvency
Framework,” 2010, 6, http://www.naic.org/documents/committees e us solvency framework.pdf. The
NAIC is a standard-setting and regulatory support organization created and governed by the chief insurance
regulators from the 50 states, the District of Columbia and five U.S. territories.

2 This paper focuses on the regulation of property/casualty (P/C) insurance rather than life or health.

3n general, an insurance group is comprised of two or more insurers, but there could be other legal
entities involved as well, such as holding companies, subsidiaries or affiliates (e.g., agencies, service
providers or third party administrators) whose business is tangential to that of the member insurers, as well
as other entities whose business is unrelated to the insurance operations of the group.

4 National Conference of Insurance Guaranty Funds, “Frequently Asked Questions about Guaranty Funds,”
http://ncigf.org/media-fags. With the exception of New York (which uses a pre-insolvency system), the
states’ P/C guaranty funds assess after an insolvency occurs. A separate set of state guaranty associations
and laws provides protection for life and health insurance claims.

51n 1869, the Supreme Court held in the case of Paul v. Virginia (75 U.S. 168) that “issuing a policy of
insurance is not a transaction of commerce;” hence, states were responsible for the taxation and regulation
of insurance. This ruling was subsequently overturned on June 5, 1944, by the Supreme Court that decided
the insurance industry was subject to regulation by the U.S. Congress (United States v. Southeastern
Underwriters, 322 U.S. 533). The following year, state regulation was once again declared exempt from
most federal regulation and anti-trust laws by the McCarran—Ferguson Act, 15 U.S.C. §§ 1011-1015, Public
Law 15, 79t Congress, approved March 9, 1945.

6 U.S. Congress, House Comm. On Energy and Commerce, Failed Promises: Insurance Company
Insolvencies,. February 7, 1990, 101° Cong., 2" sess., 1990, H.R. Rep. 26-370.

7 NAIC, “Financial Regulation Standards and Accreditation Program,” April 2015, 1 and 11,
http://www.naic.org/documents/committees_f FRSA_pamphlet.pdf.

8 All states, including the District of Columbia and Puerto Rico, are now accredited.
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