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INSURANCE HOLDING
COMPANY SUPERVISION

Thursday, March 18, 2010

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
INSURANCE, AND GOVERNMENT
SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:07 a.m. in room
2128 Rayburn House Office Building, Hon. Paul E. Kanjorski
[chairman of the subcommittee] presiding.

Members present: Representatives Kanjorski, Baca, Scott, Malo-
ney, Moore of Wisconsin, Perlmutter, Donnelly, Foster, Adler, Kos-
mas, Peters; Garrett, Royce, Biggert, Posey, and Jenkins.

Chairman KANJORSKI. Good morning. The subcommittee will
come to order. Without objection, all members’ opening statements
will be made a part of the record. First, we will have our opening
statements, beginning with mine, and then we will hear from our
distinguished panel.

We meet today to further examine the issue of insurance super-
vision, especially as it relates to holding companies. The time is
right for us to delve into this complicated and important subject.

The Federal Government’s intervention in American Inter-
national Group has raised many questions about the existing over-
sight of holding companies with insurance operations. While AIG’s
insurance companies may not have directly caused the conglom-
erate’s downfall, the actions of the holding company and other sub-
sidiaries within AIG certainly could have led to serious con-
sequences for insurance policyholders if the government had not
stepped in.

During our recent debates in the House on the Wall Street Re-
form bill, we also tackled many questions about holding company
oversight. While we already know much about the supervision of
financial, bank and thrift holding companies, we now need to take
the time to learn more about the regulation of insurance holding
companies. I believe that today’s hearing will help us to identify
ways that we can further improve the financial services regulatory
reform bill before it becomes law.

The vast majority of holding companies—some of which are
shells and some of which are complex—are currently regulated at
the State level. Additionally, the Federal Reserve System and the
Office of Thrift Supervision together oversee no less than 100 enti-
ties with insurance operations. Our witnesses will help us to better

o))



2

understand the current lay of the land when it comes to consoli-
dated supervision of insurance holding companies and bank or
thrift holding companies with insurance operations.

The two State commissioners with us today will specifically ex-
plain their dual roles as insurance regulators and insurance hold-
ing company supervisors. Because the failure of an insurer could
affect the health of the insurance holding company, and because
problems within the holding company or its subsidiaries could af-
fect the insurers within a firm’s tangled network, we need to en-
sure that State supervisors have strong powers to protect policy-
holders and ensure the solvency of any of the entities that they reg-
ulate.

In those instances where a State regulator must oversee an in-
surer or insurance holding company with operations outside of the
State, we must also ensure that we have meaningful cooperation
and communication between State regulators. Moreover, to protect
our economy from systemic risk, we must ensure that there is ap-
propriate consolidated supervision of complex insurance firms.

When depository institutions and insurers operate under the um-
brella of the same holding company, both State and Federal regu-
lators have important supervisory roles. In such instances, State
commissioners maintain their role as functional regulators of any
insurers within these complex entities. Federal regulators have the
responsibility for oversight of any depository institutions and the
holding company.

The Federal regulatory representatives with us today will help
us to better appreciate the formal rules of the road as laid out in
statute and regulations about where a Federal regulator’s authority
begins and a State regulator’s power ends in these corporate amal-
gamations. Their testimony may also help us to discern whether or
not we have regulatory overlaps or gaps, and what steps regulators
have taken to address such situations.

Each of our witnesses will undoubtedly emphasize the differences
between insurers and depository institutions. These distinctions
are important, but they fail to address the purpose of today’s hear-
ing. The recent financial crisis has taught us that any complex fi-
nancial company must have an effective umbrella supervisor who
looks comprehensively at the activities and health of the whole en-
terprise. This includes any holding company with insurance activi-
ties.

We must further explore whether the Federal banking regulators
are overseeing too few or too many holding companies with insur-
ance operations, and whether they are appropriately focused on
consolidated oversight issues. We should also ask whether consoli-
dated supervision is diversified among too many regulators, such
that it has become ineffective or an afterthought.

In sum, these are difficult policy issues, and the answers we re-
ceive will undoubtedly lead to new questions.

Fortunately, we have already identified a way to examine these
matters after we finish this hearing. One important provision of
the House-passed Wall Street Reform bill, the Administration’s
plan, and Senator Dodd’s proposals is the creation of a Federal of-
fice to review insurance matters on a national scope. The Federal
Insurance Office, for which I have advocated for a number of years,
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should look at these very questions to advise Congress on these im-
portant policy matters in the future.

Now, the gentleman from New dJersey is recognized for 5 min-
utes.

Mr. GARRETT. I thank the gentleman, and I thank the members
of the panel who are here today.

Insurance holding company supervision obviously is a very com-
plex topic and I think the hearing today will help members be able
to delve into it and get a better understanding of how insurance
companies are structured, how theyre operated, and how they're
regulated. And as I have delved deeper into this issue and the way
that insurers are regulated within holding companies, either
through insurance holding companies, financial holding companies
or thrift holding companies, my belief that the problems are really
more attributed to failures by regulators as opposed to gaps in reg-
ulatory structures continues to be reinforced.

So while I do agree that there are a number of areas out there
within our insurance regulatory system that do need to be updated
and modernized, I believe we must be really careful and deliver it
in our approach. The insurance industry as a whole, I think, has
performed better than most other parts of the financial sector dur-
ing this crisis. And so we must ensure that we first do no harm
in whatever we do.

I know my friend and colleague, who is not here right now, Mr.
Royce, has continually pointed out that the securities lending prob-
lems with the AIG situation highlight the problems with State-
based regulation, and he says it shows the need to have a larger
Federal role in the regulating of the insurance companies. And I
would remind him, while the losses attributed to securities lending
were significant, had it not been for the cascade of problems with
AIG’s Financial Products Unit, the FP, that company would have
been able to handle those losses without the need of taxpayer sup-
port.

Now, once the Office the Thrift Supervision had the Federal reg-
ulatory authority over AIG, and they had the power to oversee
AIG’s FP leverage, they unfortunately failed to identify and correct
that problem. And this is really a prime example of the regulator
not doing their job; and, it’s not really a problem of a gap in regula-
tion. I would even argue that if the securities lending operations
of the insurers had been handled by the Federal regulators in this
case, things might actually have been much worse than they were.

I agree that the securities lending by insurance companies, as 1
said at the outset, needs additional reforms, and I do look forward
to hearing from the Commissioner and Director Frohman, as well,
Mr. Dilweg and Ms. Frohman on what reforms have already been
made in these areas and other solutions as well. Now, on another
topic, though, I would like to briefly discuss a major concern I had
with Chairman Dodd’s recent release of a financial regulatory re-
form draft.

The Dodd package has a provision that would require an up-front
tax on any bank holding company with assets greater than $50 bil-
lion. Also, Dodd’s plan would tax any financial company, including
insurers, who present an extremely low risk with greater than $50
billion in assets after any systemic event occurred. I believe that
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this tax would simply lead to higher costs for consumers and addi-
tional job losses in the private sector as well.

I also believe that we greatly increase the moral hazard within
the financial sector. I would like to read a quote from the recently
released White Paper from the Property Casualty and Insurers As-
sociation of America regarding the topic of using the absolute size
of a financial company as the basis for determining a systemic risk.
The paper states, “Such a process, if enacted, would create a cross
subsidy of significant magnitude from firms that do not pose a sys-
temic risk to those firms whose activities are systemically risky. So
the resulting moral hazard would encourage increased risk-taking,
and as such could ultimately defeat the legislation’s intent of re-
ducing the economy’s exposure to systemic risk.”

So ultimately, we need a system here in place that can allow big
companies to fail without being bailed out either by the taxpayer
or by the consumer as his proposal would allow. So while I agree
that there are numerous areas of insurance regulation that need to
be addressed and updated and modernized, I believe that the main
problems here really were with regulators and not the structure of
the regulation.

So, once again, I thank my good friend from Pennsylvania for
holding this important hearing, and also for the education that
we're going to get today. And I look forward to hearing from all the
witnesses.

Chairman KANJORSKI. Thank you very much, Mr. Garrett. Now
we will hear from Mr. Posey.

Mr. Posey. Thank you very much, Mr. Chairman. To help protect
our citizens in the future, I think we probably need to glance at
least a little bit on some of our previous failures. And I understand
the Office of Thrift Supervision is responsible for supervising 35
holding companies that include both thrifts and insurance oper-
ating entities. And it has come to my attention through a news clip
actually, just this morning, some revelations I had not previously
been aware of and we might possibly clarify in some of our testi-
mony this mormng This was “Dateline Washington.”

It says, “Banks weren’t the only ones giving big bonuses in the
boom years before the worst financial crisis in generations. The
government was also handing out millions of dollars to bank regu-
lators rewarding ‘superior’ work, even as an avalanche of risky
mortgages helped create the meltdown. The payments detailed in
the payroll data released to the Associated Press under the Free-
dom of Information Act are the latest evidence of the government’s
false sense of security during the go-go days of the financial boom.
Just as the bank executives got bonuses, despite taking on dan-
gerous amounts of risk, regulators got taxpayer funded bonuses de-
spite missing or ignoring signs that the system was on the verge
of a meltdown.

“The bonuses were part of a program, little known outside the
government. Some government regulators got tens of thousands of
dollars in perks, boosting their salaries by almost 25 percent.
Often, though, rewards amounted to just a few hundred dollars for
employees who came up with good ideas. During the 2000 306
boom, the three agencies that supervised most U.S. banks, the Fed-
eral Deposit Insurance Corporation, the Office of Thrift Super-
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vision, and the Office of the Comptroller of the Currency, gave out
at least $19 million in bonuses, records show.

“Nearly all that money was spent recognizing superior perform-
ance. The largest share, more than $8.4 million, went to financial
examiners, those examiners and managers who scrutinize internal
bank documents and sound first alarms. Analysts, auditors, econo-
mists, and criminal investigators also got rewards. After the melt-
down, the government’s internal investigators surveyed the wreck-
age of nearly 200 failed banks and repeatedly found that those reg-
ulators had not done enough.

“OTS did not react in a timely or forceful manner to certain re-
peated indications of problems, the Treasury Department’s Inspec-
tor General said of the Thrift Supervision Office following the $2.5
billion collapse of Net Bank, the first major bank failure of the eco-
nomic crisis. ‘OCC did not issue a formal enforcement action in a
timely manner and was not aggressive enough in the supervision
of A&B in light of the bank’s rapid growth,” the Inspector General
said of the currency comptroller after the $2.1 billion failure of
A&B Financial National Association.

“In retrospect, a stronger supervisory response at earlier exami-
nations may have been prudent, FDIC’s inspector general con-
cluded following the $1.8 billion collapse of the New Frontier Bank.
‘OTS examiners did not identify or sufficiently address the core
weaknesses that ultimately caused a thrift to fail until it was too
late,” Treasury’s Inspector General said regarding IndyMac, which
in 2008 became one of the largest bank failures in history. And
they believed their supervision was adequate. We disagree.

“OCC’s supervision of Omni National Bank was inadequate,’
Treasury investigators concluded following Omni’s $956 million
failure. Most of the bank inspection records are not public and the
government blacked-out many of the employee names before releas-
ing the bonus data. It is impossible to determine how many audi-
tors got bonuses, despite working on major banks that failed. Regu-
lators say it’s unfair to use those missteps seeing it’s a benefit of
hindsight to suggest any bonus isn’t proper.”

Thank you, Mr. Chairman. I yield back.

Chairman KANJORSKI. Thank you very much, Mr. Posey. And
now, for the roadrunner from—I mean Mr. Royce—from California.

Mr. RoycE. Thank you, Mr. Chairman. And I thank you for your
continued leadership on this issue as well.

Looking at the regulatory reform package that passed out of the
House last year, and at the Dodd bill that was recently introduced
in the Senate, I think a fundamental question should have been
asked much more often; and, I think that question has not been
asked at all really, or dealt with. The question is, what is the most
efficient and effective form of regulation? I think if we applied that
question to the insurance market, I would be hard-pressed to find
someone who thought the status quo was the most effective and ef-
ficient regulatory model.

We have 51 different regulators, and 51 different sets of rules.
Frankly, in a vulcanized way, we have 51 separate markets, many
of which are stymied by bureaucratic red tape, by price controls.
Europe has developed a very different model to deal with this,
which is one market for all of Europe, and here we are vulcanized.
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Certainly, the framers of the Constitution did not envision this
when they threw out the Articles of Confederation and included the
Commerce Clause. Even the framers of the NAIC had a different
version and a different vision for our insurance market. George
Miller, the founder, said back in 1871, “The Commissioners are
now fully prepared to go before their various legislative committees
with recommendations for a system of insurance law which shall
be the same in all States, not reciprocal, but identical; not retalia-
tory, but instead a uniform, one system.”

Unfortunately, Mr. Miller’s words were unheeded, and today we
are left with an 18th Century regulatory model attempting to over-
see this vast and complicated marketplace. And that is why I have
joined Melissa Bean in introducing legislation to create a national
insurance charter. This approach puts us closer to what the found-
ing fathers had envisioned by creating one national market.

Our legislation is no panacea. No form of regulation ever is. But
it is a drastic improvement over the status quo, which is little more
than an antiquated beast, frankly. It is something that the framers
gave up on long ago, and I look forward to continuing the discus-
sion on the need to establish a competent Federal insurance regu-
lator and bringing our regulatory model into the 21st Century.

Again, I would like to thank the chairman for his continued work
on this issue, and let’s learn from what’s happening in the rest of
the world with liberalized markets and a regulatory scheme for one
market for all of Europe. We have to compete with this, and we are
not going to be able to. And, frankly, our current system does not
work.

I yield back the balance of my time, Mr. Chairman.

Chairman KANJORSKI. Thank you very much, Mr. Royce. Now, I
will get to the panel.

First of all, thank you very much for appearing today, and with-
out objection, your written statements will be made a part of the
record. You will each be recognized for a 5-minute summary of your
testimony.

First, we have Mr. Jon Greenlee, Associate Director, Division of
Banking Supervision and Regulation, Federal Reserve Board of
Governors. Mr. Greenlee?

STATEMENT OF JON D. GREENLEE, ASSOCIATE DIRECTOR, DI-
VISION OF BANKING SUPERVISION AND REGULATION,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. GREENLEE. Thank you. Chairman Kanjorski, Ranking Mem-
ber Garrett, and members of the subcommittee, thank you for the
opportunity to discuss the supervision and oversight of insurance
companies.

As you are aware, in this country the primary supervision and
regulation of insurance companies is vested with the States. The
Federal Reserve does serve as the consolidated supervisor of bank
holding companies and financial holding companies established
under the Gramm-Leach-Bliley Act, some of which are affiliated
with insurance companies.

The Federal Reserve is also the primary Federal regulator of
State member banks, many of which are engaged in the sale of in-
surance products. Of the approximately 550 foreign and domestic
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financial holding companies supervised by the Federal Reserve, 33
are engaged in insurance underwriting activities. As the consoli-
dated supervisor of bank holding companies and financial holding
companies, the Federal Reserve routinely conducts inspections of
these organizations to ensure that the consolidated organization re-
mains strong and the holding company and its non-bank affiliates
do not pose a threat to the company’s insured depository institution
subsidiaries.

To further our supervisory efforts, we issued enhanced guidance
on consolidated supervisory expectations in 2008 that underscored
the importance of examiners evaluating firm-wide risk exposures.
We also reiterated the importance of Federal Reserve supervisors
working with the primary regulator of a bank holding company’s
insured depository institutions as well as State insurance super-
visors and other functional regulators.

Recent experience shows the need for the consolidated super-
vision of bank holding companies in addition to and distinct from
the supervision of the organization’s bank or functionally regulated
subsidiaries. Large organizations increasingly operate and manage
their businesses on an integrated basis with little regard for the
corporate boundaries that typically define the jurisdictions of indi-
vidual, functional supervisors.

Indeed, the crisis has highlighted the financial, managerial, oper-
ational, and reputational linkages among the bank, securities, com-
modity, insurance, and other units of financial firms. With respect
to financial holding companies engaged in insurance activities, our
consolidated supervisory framework involves the same principles
used for bank holding companies more broadly. This begins with an
assessment of the potential risk insurance activities pose to the
consolidated organization and its depository affiliates.

We make appropriate adjustments to our assessment of the
firm’s risk management practices and overall financial condition to
account for the unique risks and the nature of insurance products
on underwriting activities. As part of our process, we routinely
communicate with the appropriate insurance regulatory authorities
about the nature of and risk posed by a firm’s insurance activities.
To facilitate this information sharing, we established memoranda
of understanding with the insurance regulators in all 50 States, the
District of Columbia, and Puerto Rico.

We also communicate with international insurance supervisors
as appropriate. The Federal Reserve also has taken several steps
to support our supervisory staff and understanding the risk arising
from insurance activities. We have designed and implemented
training programs, and have developed a variety of insurance-re-
lated examiner tools. We also collaborated with the NAIC on three
published reports to facilitate better communication and under-
standing of banking and insurance regulatory framework risks and
capital requirements.

In closing, the current financial crisis has clearly demonstrated
that risk to the financial system can arise not only in the banking
sector, but also from the activities of other financial firms, such as
investment banks or insurance companies that traditionally have
not been subject to the type of regulation and consolidated super-
vision applicable to bank holding companies. As Chairman
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Bernanke stated yesterday, it is important to close this gap in our
regulatory structure, and legislative action is needed that would
subject all systemically important financial institutions to the same
framework for consolidated prudential supervision that currently
applies to bank holding companies.

I would like to thank the committee for holding this important
hearing, and I am happy to answer any questions that you may
have. Thank you.

[The prepared statement of Mr. Greenlee can be found on page
71 of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Greenlee.

Next, we will hear from Ms. Grovetta Gardineer, Managing Di-
rector of Corporate and International Activities, Office of Thrift Su-
pervision.

Ms. Gardineer?

STATEMENT OF GROVETTA N. GARDINEER, MANAGING DIREC-
TOR FOR CORPORATE AND INTERNATIONAL ACTIVITIES,
OFFICE OF THRIFT SUPERVISION

Ms. GARDINEER. Good morning, Chairman Kanjorski, Ranking
Member Garrett, and distinguished members of the subcommittee.
Thank you for the opportunity to testify on behalf of the Office of
Thrift Supervision.

We understand that the subcommittee is interested in hearing
about the scope of OTS’s authority to supervise insurance savings
and loan holding companies. In the few moments I have now, I
would like to summarize our written testimony about OTS’s ap-
proach to the supervision of savings and loan holding companies
that are predominantly insurers, which I will refer to today as in-
surance holding companies.

I would also like to present the OTS view of how to enhance the
supervision of these holding companies. OTS’s role as a consoli-
dated supervisor of an insurance holding company exists because
the enterprise owns a savings association. The OTS has broad au-
thority to supervise an insurance holding company enterprise, in-
cluding its affiliates and subsidiaries.

OTS as a primary Federal regulator of savings and loan insur-
ance holding companies has the authority to examine each insur-
ance holding company including its subsidiaries, subject only to
certain statutory obligations to coordinate with functional regu-
lators. That said, the statutory regime governing savings and loan
holding companies is premised primarily on preserving the safety
and soundness of the subsidiary thrift. OTS supervises 35 insur-
ance holding companies, the majority of which are nationwide in
scope.

In addition, OTS regulates holding companies with significant in-
surance activities that combine securities activities as well. OTS
also regulates another 39 holding companies that engage in insur-
ance activities to a lesser degree, but are not considered predomi-
nantly insurance companies. Once a company acquires or charters
a thrift institution, it becomes a savings and loan holding company,
and is subject to regulatory examination and analysis by OTS.

OTS uses a risk-focused approach that considers the combined
risk profile of the holding company, its financial health and sta-
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bility, and the interdependence of entities within the structure.
This approach incorporates the coordination and consultation with
State insurance regulators in order to gain information about the
functionally regulated insurance activities.

The information gathered through our examination and analysis
serves as a basis for our findings regarding the insurance holding
company. The primary objective of a risk-focused examination of an
insurance holding company is to identify and examine the areas of
the business that pose the greatest degree of risk to the condition
of the overall enterprise and to the thrift, with regard to how Con-
gress can enhance the consolidated supervision of insurance hold-
ing companies.

OTS believes that there should be a Federal oversight role for all
insurance companies, not just those that own a bank or a thrift.
A holding company that engages predominantly in insurance activi-
ties should be supervised by a Federal regulator that concentrates
on the core business activity of the enterprise. We think it is pru-
dent to align the regulatory authority with the holding company
enterprise’s primary activities.

A fundamental requirement for prudent risk management of a
holding company is effective oversight and enforcement authority
over the entire organization. A holding company regulator should
have authority to monitor and exercise full enforcement authority
over non-functionally regulated affiliates and to implement infor-
mation sharing arrangements between entities in the holding com-
pany and the functional regulators.

The regulator should have the authority to impose capital re-
quirements, restrict activities, and otherwise regulate the oper-
ations of the holding company and the non-functionally regulated
affiliates. The authority to supervise the consolidated insurance
holding company could be housed within a Federal insurance regu-
lator, if Congress chose to create one. We believe that at a min-
imum, a Federal consolidated insurance holding company regulator
should be established.

We appreciate the opportunity to share OTS’s recommendations
for a stronger framework that would accomplish this for insurance
holding companies. We look forward to working with you on these
important issues in the future, and I am very happy to respond to
your questions.

Thank you.

[The prepared statement of Ms. Gardineer can be found on page
61 of the appendix.]

Chairman KANJORSKI. Thank you very much, Ms. Gardineer.

Now, I turn to my colleague from Wisconsin, Ms. Moore, for the
next introduction.

Ms. MOORE OF WISCONSIN. Thank you, Mr. Chairman, and thank
you for this indulgence to allow me to introduce our next panelist,
the distinguished Commissioner of Insurance for the State of Wis-
consin who was appointed by his excellency, Governor Jim Doyle,
on January 1, 2007.

The Office of the Commissioner of Insurance is responsible for
examining industry financial practices and market conduct, licens-
ing our agents, reviewing policy forms for compliance with State
legislation, and investigating consumer complaints. His agency is
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also responsible for administering the State life insurance fund, the
local government property insurance fund, and the injured patients
and families compensation fund.

Mr. Chairman, Mr. Sean Dilweg has had a distinguished career
in public service and I knew him when I was a member of the
State senate. I also want to point out that he has tremendous skills
as a basketball player. That matters here in the Beltway and it
matters a lot to be a baller, so with much further ado, I would like
to introduce Commissioner Sean Dilweg. Commissioner?

STATEMENT OF SEAN DILWEG, COMMISSIONER, STATE OF
WISCONSIN, OFFICE OF THE COMMISSIONER OF INSURANCE

Mr. DIiLWEG. Thank you, Congresswoman Moore, and Chairman
Kanjorski. I have had the privilege of working with Congress-
woman Moore, I have decided, for the last 17 years in and around
State and Federal Government, so I appreciate those kind words.

I am here on behalf of the NAIC, and my purpose today is really
to give some insight into how State regulators assess the financial
strength of an insurer and describe our unique regulatory working
groups that assist and improve us in this assessment. Financial
regulation is the critical component that insures our most impor-
tant consumer protection, which is solvency. That basic concept
guarantees that damaged automobiles are repaired and that annu-
ity payments arrive in the mail on time, and that families hit by
natural disasters can rebuild and recover.

Through the NAIC, regulators have created three core solvency
surveillance mechanisms: reporting; analysis; and examination, to
ensure that these obligations to policyholders, claimants, contract
holders, and other parties are met both today and in the future. In
our unique system of State regulation, it is imperative that the reg-
ulators around the country have access to these tools, particularly
when assessing large multi-State insurers. An insurer’s domestic
State is relied on as the primary solvency regulator; however, any
State in which a company is licensed to conduct insurance business
may perform its own monitoring financial examinations and take
regulatory action as appropriate. There are three NAIC working
groups that deal with reporting analysis and examination. These
provide the tools for us as individual State regulators to handle
these complicated groups of insurance companies and individual in-
surance companies.

Today, in my verbal testimony, I will spend time on the financial
analysis working group better known as FAWG. For over a decade,
State insurance financial regulators have shared information and
ideas through the NAIC’s financial analysis working group, or
FAWG, which exists to identify, discuss, research, and monitor po-
tentially troubled insurers and insurance groups that are of na-
tional significance. FAWG leverages the expertise of select chief fi-
nancial regulators from around the country to provide an addi-
tional layer of solvency assessment.

FAWG also helps identify market trends and emerging financial
issues in the insurance sector. This council is truly a council of co-
equal regulators that assesses nationally significant insurers or
groups. We identify these insurers or groups that exhibit character-
istics of trending towards financial trouble. We interact with the
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domestic regulators in lead States in order to assist and advise the
appropriate regulatory strategies and methods and actions. We en-
courage, promote, and support coordinated multi-State efforts in
addressing solvency issues.

FAWG’s review of companies can be described generally as iden-
tifying the companies that are outliers when compared with bench-
marks of the industry market segment, develop communications for
financial staff and the Commissioner of the State, review regulator
responses on identified issues, follow-up with the domestic regu-
lator, including a presentation by the domestic regulator at many
of our FAWG meetings, and, also, forming subgroups for some of
our large, nationally significant insurers.

Through the FAWG forum, individual States work together to
support and guide fellow regulators for the benefit of the whole in
an entirely confidential process. The working group reviews and
considers trends occurring within the industry. Most recently, we
have looked at the residential, mortgage-backed security issue and
taken steps to address that.

Finally, I wanted to touch briefly upon State insurance inter-
action with the Federal Government. As alluded to by earlier pan-
elists, many individual State insurance departments in the NAIC
do interact with our Federal counterparts. This occurs when there
are solvency issues that affect regulatory interest beyond a par-
ticular financial services industry. Many of the same States that
are FAWG members also interact with Federal agencies because of
the nature of their domestic insurance market.

For example, I am the primary regulatory for two large insurers
that insure municipal bonds and mortgages, respectively. I have
interacted with the Federal Reserve, the U.S. Treasury, and the
FHFA in order to share information of common interest on these
significant companies. In conclusion, as a State-based system of
regulation, we are keenly aware of our unique structure and have
developed tools such as accreditation and FAWG to ensure that we
are effectively and officially maximizing our resources to protect
consumers and to address the solvency issues of our regulated enti-
ties.

Thank you for the opportunity to testify and I look forward to an-
swering your questions.

[The prepared statement of Mr. Dilweg can be found on page 38
of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Dilweg.

Finally, we will hear from Ms. Ann Frohman, director for the Ne-
braska Department of Insurance.

Director Frohman?

STATEMENT OF ANN M. FROHMAN, DIRECTOR, NEBRASKA
DEPARTMENT OF INSURANCE

Ms. FROHMAN. Thank you, Chairman Kanjorski, and members of
the subcommittee. Thank you for inviting me to testify today.

My name is Ann Frohman and I am the director of insurance for
the State of Nebraska. I am here today to testify on behalf of the
National Association of Insurance Commissioners. I am in the
areas of group supervision of insurance companies. Before delving
into group supervision, I should note that a cornerstone of our sys-
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tem, which is critical to the supervising insurance groups, is our
financial standards and accreditation program.

The accreditation program is a set of strong baseline standards,
practices, and required skill sets for effective solvency supervision.
All 50 States are currently accredited, and to stay accredited,
States must adopt any changes made to the program by insurance
regulators. State insurance departments are periodically reviewed
by a team of their peers to ensure compliance with the 40 specific
standards and 226 specific elements necessary for accreditation.

Out of necessity and for the sake of efficiency, the States have
developed a strong system of cross-border supervision and coordina-
tion. Multiple jurisdictions provide peer review for insurance
groups that contribute to a race-to-the-top approach. There is also
routine coordination with lead State regulators of insurer groups as
well as free coordination with other functional regulators when in-
surers are affiliated with other financial sectors.

All States and the District of Columbia have adopted the NAIC’s
Insurance Holding Company System Regulatory Act, designed to
regulate transactions among insurers and other affiliated entities.
This Act also regulates mergers and acquisitions, standards for
transactions, and holding company information. This Holding Com-
pany Act requires annual filings regarding the holding company
systems major transactions. These include such items as material
changes to reinsurance contracts, major investments, management
agreements, cost-sharing, and requests for extraordinary dividends.

The Holding Company Act outlines specific filing requirements
for persons wishing to acquire control of or merge with a domestic
insurer. It further requires each insured to give notice of certain
material affiliated transactions so we may determine if they are
fair and reasonable to the interest of the insurer.

Another important feature of the Act is that it also requires in-
surers to obtain prior regulatory approval for dividend transactions
meeting certain thresholds in order to monitor the capital flows
within a holding company system. Recent experience has shown
that the activities of entities within a broader group with no con-
nection to the insurers can still impact those insurers through con-
tagion and reputation risk. Our system is ensuring the solvency of
each individual insurance entity within an insurance group to min-
imize the risk to policyholders posed by these other entities within
the group.

State regulators have the ability to wall-off insurers to essen-
tially block the interconnectedness that otherwise allows risk to
spread unchecked throughout a broader group. In response to the
recent global financial crisis, however, U.S. regulators and inter-
national standard-setting organizations have all taken steps to im-
prove the financial services regulatory system and encourage more
frequent communications and coordination among supervisors, in-
cluding State regulators.

States coordinate frequently and with other functional regu-
lators, our Federal counterparts. We meet periodically with the Fed
and the OTS prior to our NAIC meetings, as well as engage in dis-
cussions of particular companies, which is required as part of our
financial analysis handbook directives. Fed and OTS representa-
tives often attend NAIC working sessions. Additionally, the States
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have memorandums of understanding agreements with these agen-
cies to share information; however, more can be done to ensure a
two-way flow of information.

State insurance regulators participate regularly in supervisory
colleges for insurance-related entities around the world. This is a
fairly recent phenomenon for us. For instance, my State of Ne-
braska, along with Delaware and Maryland, convened a super-
visory college of Berkshire Hathaway a year ago. We’ll have an in-
person meeting in April here in Washington to gain a common un-
derstanding of the risk profile of the group and thereby strengthen
our solo supervision efforts.

Additionally, we have recently enacted special legislation in Ne-
braska to further enhance group supervision of a major, inter-
nationally active insurer operating in the State. Group supervision
of complex entities is important, but our system also demands ro-
bust supervision of individual entities, whether the parent is an in-
surer or not. Information sharing and supervisory collaboration are
improving and the NAIC is taking further steps to strengthening
its Holding Company Act. Taken together, these steps will help en-
sure the continued stability of the insurance sector.

Thank you for the opportunity to testify, and I would be happy
to answer any questions.

[The prepared statement of Ms. Frohman can be found on page
47 of the appendix.]

Chairman KANJORSKI. Thank you very much, Ms. Frohman.

We have heard great testimony, and now it is time for our ques-
tioning. I am going to take my few moments, first. The testimony
was very good, and it did not sound as contentious as it is. But if
one sits here and listens, I do not think we have agreement at that
table as to what is being done and what should be done in the fu-
ture.

I guess my first question would go to Ms. Gardineer, in that I
am interested to know whether or not you have instituted any dif-
ferent regulatory reforms of organizations that are associated with
holding companies and insurance companies, such as AIG. As I un-
derstand it, the only regulatory authority exercised over financial
products of AIG in London was your supervision of the thrift. Is
that correct?

Ms. GARDINEER. Congressman, yes, our supervision of the AIG
Holding Company was geared towards looking at and protecting
the safety and soundness of the thrift institution. In doing so, we
did coordinate with our functional regulators to understand what
was going on in the insurance activities, but we also looked at
other areas that were not under the purview of the functional regu-
lators.

Chairman KANJORSKI. Who is the functional regulator?

Ms. GARDINEER. The State over the insurance activities, the in-
surance subsidiaries.

Chairman KANJORSKI. What State handled the insurance sub-
sidiary for financial products in London particularly?

Ms. GARDINEER. There was no State regulator for the financial
products.

Chairman KANJORSKI. Okay. So AIG, by cleverly setting up the
operation in London, was successful in avoiding any regulatory au-
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thority whatsoever on the insurance aspect of its business over
there. Is that correct?

Ms. GARDINEER. I think that’s correct, Congressman.

Chairman KANJORSKI. Now, as the regulator of the thrift, did you
also go in and exercise regulatory authority over the other func-
tions, other than the thrift, on Financial Products in London?

Ms. GARDINEER. We conducted targeted reviews of the financial
products operation in the AIG holding company. Our efforts were
focused domestically, but we did coordinate and have discussions
with the operations.

Chairman KANJORSKI. And you found that they were in fact
without collateral to support their counterparty positions of $2.8
trillion; and, you were aware of that at the time?

Ms. GARDINEER. As we went through the targeted reviews, our
examiners were able to find discrepancies in the corporate govern-
ance with regard to how information was flowing back and forth
from the Financial Products silo up to the senior managers, and we
made them aware of those weaknesses based on what we found in
the Financial Products silo.

Chairman KANJORSKI. When was this that you made somebody
aware of that?

Ms. GARDINEER. I'm sorry?

Chairman KANJORSKI. When did you make somebody aware of
weaknesses there?

Ms. GARDINEER. We communicated to them through our exam-
ination process.

Chairman KANJORSKI. When, though, precisely in time?

Ms. GARDINEER. I think that was in March of 2008.

Chairman KANJORSKI. Oh, that was after the beginning of the
crash.

Ms. GARDINEER. Prior to that, as part of the regulatory process
and through the examination process, we did communicate contin-
ually with senior management and met with the board of directors.

Chairman KANJORSKI. Well, was that back in 2007? 2006? When
did you communicate with—

Ms. GARDINEER. We began those communications in 2007. They
culminated in a downgrading of their holding company rating in
2008.

Chairman KANJORSKI. And, obviously, no action was taken by
the supervisor regulator because there was not one. They were be-
yond regulation on the insurance side. So did you take any action
to cause them to cease and desist what they were doing?

Ms. GARDINEER. I think it’s important to remember, Congress-
man, that in the Financial Products activities sector, these were
unregulated products by anybody in the United States.

Chairman KANJORSKI. So if they were awarding assassination
contracts there, and you ran across that, since it was outside your
realm of activity, they would have been allowed to go on to con-
tinue awarding those assassination contracts?

Ms. GARDINEER. I also think it’s important to recognize, Con-
gressman, that the activity of creating these credit default swaps
that were in the financial products, they had stopped the origina-
tion prior to our becoming their holding company supervisor. Our
examiners went in to look at the pipeline of what was left in finan-
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cial products and then made the senior managers of the company
aware of the weaknesses that we found.

Chairman KANJORSKI. But did you follow-through? Did anybody
stop or take actions as a result of the exercise of your regulatory
authority? I am not picking on you, Ms. Gardineer, but it just
seems to me—the facts I know about that case—that an entity es-
tablished with 400 employees in London without any assets, hard
assets, only a great name, has been a subsidiary of one of the larg-
est or the largest insurance company in the world. We are out
there practicing to the tune of placing bets as high as $2.8 trillion,
and that did not ring anybody’s bell?

Ms. GARDINEER. We saw the concerns, Congressman, and we
made our concerns. We were aware of the problems. We made the
company aware of our concerns with regard to the activities. How-
ever, I think one of the things that we recognize is the holding com-
pany structure and the statutes that we operate under are de-
signed to primarily protect the safety and soundness of the thrift
institution. In the situation of AIG—

Chairman KANJORSKI. I realize that you can make the technical
argument that we did not have jurisdiction, but obviously you did
not assume jurisdiction of the larger problem when you saw it. As
a result, somebody, particularly the American taxpayers, have suf-
fered a $200 billion loss and are on the line for a great deal more
in losses if there is further failure in that operation. Is that not cor-
rect? I am going to add: Have you changed your processes since you
handled the AIG situation?

Ms. GARDINEER. One of the things that we have done is we have
reviewed the processes and what we were doing at AIG. We have
provided enhanced examiner guidance based on the lessons learned
through our experience with the consolidated supervision of that
company. By doing that, we focused on the risk management asso-
ciations, sharing of information between the non-functionally regu-
lated and functionally regulated areas. So we have taken steps to
increase our supervision and enhance that supervision through ex-
aminer education.

Chairman KANJORSKI. Okay. I am running over my time, but I
do want to ask you one more question. Have you sat down, or can
you sit down, and recommend to this committee or to the Congress
what has to be done in order to guarantee that the loophole that
we have just discussed about who has regulatory authority, who
has supervisory authority, where these lapses are, is vitiated in the
new statute? We need certainty that one of the regulatory authori-
ties of the United States has the responsibility and the duty to reg-
ulate these entities.

Ms. GARDINEER. Congressman Kanjorski, the Office of Thrift Su-
pervision would be happy to sit down with Members of Congress
and with you and your committee to share our experiences and try
to help enhance the supervision of these types of companies.

Chairman KANJORSKI. I would appreciate it if you do that. I
hope, though, when we pass regulatory reform, never again do I
have to sit at a committee hearing and hear regulators saying,
“Well, we do not cover that, or we do not know about that, or that
is not our responsibility.” We really want to close those loopholes,
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and it seems to me you are the experts. You can tell us where the
holes are, where the problems are.

Now, I am not going to excuse my colleagues or myself from not
necessarily creating those holes in the past, and we may share the
responsibility. But clearly, now, we know there was a problem. We
know why that problem existed because of loopholes and gaps.
Now, we need your help in covering that so that we have passed
a law that there is absolutely some regulatory authority that is re-
sponsible for that entity and those gaps.

Ms. GARDINEER. And we’re happy to be a part of that discussion,
Congressman.

Chairman KANJORSKI. Thank you very much. I wish I could take
another 5 minutes, but I cannot. Mr. Posey is anxious there, and
he is going to come at you with his questions.

Mr. Posey. Thank you, Mr. Chairman.

Mr. Chairman, I don’t think any member would mind if you take
another 5 minutes. This is a good line of questioning, and I think
everybody here appreciates it.

Chairman KANJORSKI. Yes. I will pick it up the second round,
Mr. Posey.

Mr. Posey. Thank you, Mr. Chairman. You know, I understood
that we were here to kind of review how insurance company hold-
ing regulation differs from banker thrift-holding regulation, and
after listening to the testimony, it’s still not really clear to me.
There are a lot of gaps. It’s kind of like oil and water—it just
doesn’t look like it’s mixing very well, so I am trying to look at this
stuff in as small as possible denominators.

And I think I would like to know, for example, who would regu-
late an insurance company, whether or not it was part of a holding
company that would operate under ERISA laws, that is, under the
Employee Retirement Income Security Act which would be exempt
for regulation by our State insurance commissioners, what Federal
agency would oversee that?

Mr. DILWEG. I guess, Congressman, I can try and comment. Let
me just use an example, not that it’s a troubled company at all, but
when I sat down and looked at United’s org chart, United
Healthcare, it runs about like this. And my concern, you know, the
nexus for the State regulator is the policyholder, what claims are
there to be paid in the future.

My concern when I look at United is, what are the administra-
tive charges flowing between all the different companies, and how
are they affecting my company in Wisconsin? If we were to see
their ERISA plan company or see one of their companies go down
in California, how would that affect what’s happening in Wis-
consin?

We would then interact with all of our fellow State regulators
and discuss a number of those issues. And just as OTS referenced,
we have changed a lot of our examination processes to try and cap-
ture these potential.

Mr. Posey. Well, I think you guys do a pretty good job. My ques-
tion is, what Federal agency would oversee the people that you're
not allowed to regulate?

Mr. DILWEG. That’s the Department of Labor.



17

Mr. Posey. The Department of Labor? Okay. We had a case in
Florida where an insurance company in Indiana wrote policies in
49 States and didn’t pay claims. We had somebody I knew die be-
cause they denied their claim, and now the State insurance com-
missioner said, well, we can’t regulate them. They come under
ERISA. And I said, well, this is racketeering. I mean, forget the in-
surance company. It is racketeering.

And it wasn’t until I threatened to delete 72 of their jobs and
give it to another department that would go to work, that they fol-
lowed through gun indictments; and, when they made the bust,
which involved 13 different State agencies between Florida and In-
diana, the guy’s wife was screaming. He said they would never
come across State lines to get you for this. This was the first case
in history I understand where State lines were crossed to prosecute
healthcare fraud; and that’s out and out fraud. We haven’t proven
fraud in a lot of these other cases yet—some bad intentions—but
not necessarily out and out fraud. And so I guess we need to focus
on yet another department entering the arena here that may or
may not be doing a job that they’re supposed to.

Back to my opening statement about some of the bonuses that
were paid, in your department, Ms. Gardineer, or your agency, has
anyone been terminated because of their failure to perform their
job properly?

Ms. GARDINEER. Congressman, I don’t have any information on
the human resources information at the agency, but I would be
happy to look into that and get back to you. But I don’t have that
information with me today.

Mr. PosEY. Okay. If possible, I would appreciate it if you would
respond in writing, if it’s acceptable to the Chair and to members
of this committee, about my opening comments about the bonuses
that were paid out, many to people who obviously weren’t doing
their jobs correctly. I would be interested in knowing how many
people had been terminated, furloughed, demoted, or reprimanded
in the department for allowing that meltdown to occur.

Ms. GARDINEER. I will look into that and gather the information.
And we will respond to you in writing.

Mr. Posey. Thank you. Thank you, Mr. Chairman.

Mr. PERLMUTTER. [presiding] The Chair now recognizes Mr. Fos-
ter from Illinois for 5 minutes.

Mr. FoOsTER. Thank you, and thank you all for appearing today.

First, I was wondering if anyone is aware of any documented
benefits of diversification, that is, studies where people have looked
to see if the customer actually gets a better price from horizontally
or vertically diversified corporations in terms of just getting a bet-
ter price for insurance. And if you're aware of this, it’s one of the
things we’re struggling with as to what are the benefits for AIG-
like structures compared to self-contained smaller units. And if
you’re aware of any of this or could respond afterwards, if you be-
come aware of it, I would appreciate it.

Ms. FROHMAN. I am aware of situations where in the home-
owners market, in the auto market, that by pursuing coverages
under one umbrella of a group, there are discounts that are avail-
able to two individuals, and so they can price competitively and
take advantage of that.
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Mr. FOSTER. Okay. Let’s see. Another question I had, I guess, to
Commissioner Dilweg and Director Frohman, does that standard-
ization of State legislation lead to standardization of software sys-
tems to report and analyze the financial status? Is there a lot of
collaboration among the States?

Mr. DiLwEG. I'll start, Congressman. I think it is important to
note that as we compare the data that we have compared to our
European and even Federal regulators, we are very data rich. Our
NAIC really houses a lot of our data that then allows me as an in-
dividual regulator not to have to duplicate on the financial solvency
side the work that my counterpart in Nebraska would have done
on her companies.

And so we just have thousands upon thousands of datapoints
that we pull in and then utilize various tools to stress test the com-
panies and look at, for instance, recently looking at the residential
mortgage-backed securities and how those are stressed and how
those are affecting the bottom line issues, the assets of the compa-
nies and their risk-based capital charges, things like that.

Mr. FOSTER. I was getting at whether there was sufficient shar-
ing between the different States.

Mr. DILwEG. Oh. Yes, I would say it’s very vibrant. I mean we
could put it in much more detail for you if you would like.

Mr. FOSTER. One of the concepts in a lot of the regulatory reform
is the idea of a living will, that if a holding company gets in trou-
ble, we chop it up into little pieces. That seems like it in principle
fits pretty well with the idea of State-based operating units, and
I was wondering if that’s a correct impression of mine that it would
actually be better to have independent business units in each State
when it comes time to chop the companies up into little pieces and
sell them off. Or the counter argument against that is that actually
operations like AIG share IT infrastructure and all this sort of stuff
in ways that make it really very difficult to chop up their business
units. I was wondering which one is closest to reality.

Ms. FROHMAN. We found in our experience in receiverships
where we have a holding company sitting at the top of an insur-
ance group that we work very well, even in the event that the hold-
ing company may be in bankruptcy to work out sharing payment
systems and master coordination. So it does create an issue, but it
hasn’t been a problem in the resolution of the insurance enter-
prises. We jump on that right away.

Mr. FosTER. Okay. Another one of the concepts that we are look-
ing at is that of contingent capital in the capital structure of giant
firms; and, I guess this is for Mr. Greenlee, perhaps. Whether you
see that as a valid concept to apply to insurance holding compa-
nies, to basically give a market-based signal for the holding compa-
nies that the market views as running shaky operations and pro-
vide a first line of defense against the too-big-to-fail and keep the
taxpayer off-the-hook when one of these gets in trouble.

Mr. GREENLEE. Thank you for the question. I think it’s worth
considering; we're doing a lot of work at the Federal Reserve and
with our international and domestic colleagues to look at how that
would work. It is my assessment that contingent capital would be
available when certain triggers were hit and it would help improve
the capital base and the resiliency of these firms.
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Mr. FOSTER. And so your view would be that one of the jobs of
the Federal Reserve would be to administer the stress test that
would trigger the contingent capital conversion, or are there other
schemes that you're looking at?

Mr. GREENLEE. It could be a stress test. It could be some sort of
financial performance indicator. There are a lot of things that are
being looked at right now. My understanding is this discussion,
looking at financial performance triggers, goes on internationally.
If you hit a certain capital level, if you have a certain type of mar-
ket indicator, this would prompt the conversion of the capital in-
strument. It would not necessarily entail regulators doing a stress
test alrlld providing the results, although that could be a possibility
as well.

Mr. FOSTER. Okay. Thank you. I guess I am out of time and I
yield back.

Chairman KANJORSKI. Thank you very much, Mr. Foster.

Now, we will hear from Mr. Royce of California.

Mr. RoYCE. Thank you, Mr. Chairman. Mr. Chairman, despite
Mr. Garrett’s opening comments, I have never argued that AIG’s
securities lending losses are a reason for Federal regulation. What
I have said, and what I'll say again, is that the State insurance
commissioners had the ability to prevent those losses and they did
not. There is a lot of blame to go around in the case of AIG, but
to say the various State insurance commissioners are not to be in-
cluded in that group is a failure to look at the facts.

AIG’s Securities Lending Division used capital directly from the
insurance subsidiaries. To date, the losses derived from the Securi-
ties Lending Division amount to over $40 billion. Mr. Garrett men-
tioned that AIG would have been okay, despite these losses. I think
$40 billion would cripple any institution. Further, there are at least
seven State-regulated insurance subsidiaries that were partici-
pating in AIG’s Securities Lending Division that would have been
insolvent but for the American taxpayers.

I would like to ask the insurance commissioners, I understand
that every State has an insurance company, holding company law,
and that those laws give the insurance regulator the authority to
examine the activities of the holding company or other affiliates to
ensure the ongoing health of the insurer itself. With regard to AIG,
how were those holding company laws and the authority they
granted to insurance commissioners used prior to the time the AIG
crisis came t a head?

Ms. FROHMAN. Although I did not have an AIG company domes-
ticated in my State, I can speak to the terms of what the holding
company framework requires; and in terms of agreements involving
U.S.-based AIG companies that are insurance operating entities,
we have a number of requirements we’re dealing with affiliated
agreements and material transactions that would have touched the
insurance company or involved the insurance company’s operations.
We would have required prior review of those agreements to the
extent that they had a material threshold.

Mr. ROYCE. Any other commentary there?

Ms. FROHMAN. I guess in terms of where we have been with secu-
rities lending, we have in the lessons learned imposed a risk cap-
ital charge. We have also enhanced our disclosures, and prior to
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the credit crisis, we were well aware of the issue and the insurance
regulators had required a reduction I think by 50 percent in the
securities lending activity.

Mr. RoyceE. What transpired at the time, though, in this case, is
that we did not have commissioners who took a look at the health
of this holding company, and, given its very varied non-insurance
holdings and the fact that its financial position could harm the in-
surance company in the system, this turned out to be problematic,
especially, when you consider that the Securities Lending Division,
which has taken up roughly half of the tax dollars that have been
pumped into AIG was using money directly from the AIG insurance
subsidiaries, and all of those were State-regulated.

So I would ask Ms. Gardineer. Would you care to comment? Cer-
tainly, OTS had some authority over AIG. Do you agree that the
various State insurance commissioners could have taken steps
early on to prevent some of the damage caused by AIG?

Ms. GARDINEER. Congressman, I do recognize that with the speed
that AIG Financial Products collapsed, and then ultimately the
problem surfaced with regard to the securities lending subsidiaries,
there were problems, as you indicated earlier, across all parts of
the organization of those that are functionally regulated by the
State commissioners as well as the parts that were not functionally
regulated and fell to OTS for examination. It imposes a very inter-
esting dynamic as far as all of the complexities of a company of
that size when you have so many regulators who are looking into
trying to figure out very complex structures of unregulated prod-
ucts.

Mr. RoycCE. That is my concern.

Ms. GARDINEER. I think that all of us worked as we cooperated.
We talked with each other, but the events overtook us quite quick-
ly, and there are a lot of lessons to be learned from both the Fed-
eral as well as the State side.

Mr. ROYCE. Thank you very much, Mr. Chairman.

Chairman KANJORSKI. Thank you, Mr. Royce.

Mr. Perlmutter?

Mr. PERLMUTTER. Thank you, Mr. Chairman, and I appreciate
the panel being here today. Let me see if I, let’s say, we have AIG.
AIG is selling off big chunks of its portfolio even as we speak. So
it’s sold to some other insurance company or some other organiza-
tion. Who watches that? Who is now in charge if AIG sells off its
“something” division for $15 billion, and helps pay some of the tax
dollars back? Does Nebraska take any interest in that?

Mr. DIiLWEG. I will give you a different example. We had QBE
out of Australia buy a large company that affected 25 States, and
General Casualty, Wisconsin, took the lead on that acquisition, co-
ordinated with all the other States to get all the other State regu-
lators involved and look at the questions that they may have sur-
rounding such an acquisition. It would be very similar.

Neither of us have AIG subsidiaries, but it would be very similar
in the scenario that you're laying out. So in reality, there becomes
a lead State that will coordinate the acquisition and feed questions
and detailed financial questions through to the company, so you're
not getting hit by seven or eight different regulators.
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Mr. PERLMUTTER. So then the acquisition occurs. Everybody said,
“Okay. This is okay.” Does your State remain the lead State to
kind of watch this thing?

Mr. DILWEG. Where it is domiciled, we would remain the lead
State, so in my example, we remain the lead State on that issue.

Mr. PERLMUTTER. All right. If there was a thrift in this deal,
would you be talking to the OTS at the same time?

Mr. DILWEG. Through a process like this, we would be coordi-
nating with our Federal regulators. We have coordinated with FSA
in London on issues. We coordinate with our Australian regulators.

Mr. PERLMUTTER. Do you, in this process, ever come up with a
situation similar to the AIG situation Mr. Royce was just asking
about, where they got some part of a business? Let’s say, they own
hotels or they own casinos, or they do credit default swaps. Do you,
in that process, as the lead State say, whoa, there’s some stuff here
that we don’t understand or we can’t reach those products.

Mr. DILWEG. I think one important point going back to Congress-
man Royce’s question is, should we have seen it coming sooner?
Should we have done something on securities lending? You are
stuck looking at securities that are rated triple A. Now, once they
all collapsed, all the various regulators were coordinating basically
through New York, Pennsylvania, and Texas on the AIG side from
the insurance side.

Mr. PERLMUTTER. And I’'m not looking for blame on that one.

Mr. DILWEG. Right.

Mr. PERLMUTTER. My question is more if the insurance company
is also involved in other areas of commerce that aren’t really insur-
ance types. One of the things we’re dealing with in this big regu-
latory bill is do we go back to a Glass-Steagall kind of an approach
where we separate insurance companies from the stockbrokers,
from the commercial banks, from whatever. Financial companies
stay financial and we don’t try to bring them all together. Do you
worry in this process when you see insurance companies delving
into other parts of commerce?

Mr. DILWEG. We reach out directly through confidentiality agree-
ments with the OTS, with the Federal Reserve, with Treasury, for
FHFA, with all of our Federal counterparts if something like this
were occurring to walk through all the issues we see.

Mr. PERLMUTTER. Do you flag it for your partners or your other
States, or for any of the Fed or the OTS if it’s unregulated? Let’s
say it’s a hotel. They own a hotel. It has nothing to do with finan-
cial services or insurance. What do you do?

Ms. FROHMAN. Let me try to answer that. What we do in terms
of insurance regulation that I think works fairly well, and we saw
that in this instance, is that while off the insurance enterprise,
such that there are capital needs for the hotel on the other side of
the balance sheet, we are not interested in hotels going down, or
whatever. We are not interested in throwing good capital after bad,
per se. But we analyze to make sure that the capital within the in-
surance company is sufficient to pay policyholder claims and re-
main solvent.

So from that perspective, we don’t necessarily look at the enter-
prises that are not regulated, but in the lessons learned what we
hope to accomplish is a more optical approach where we can have



22

in addition to what we are already doing that we think works real-
ly well on the insurance side is to have a better view, more optics
upstream so that we can maybe look for trends in contagion and
that sort of thing. And those are activities that are going on right
now at the NAIC.

Mr. PERLMUTTER. Okay. Thank you. Thank you, Mr. Chairman.

Chairman KANJORSKI. I will now recognize Mr. Garrett from
New Jersey.

IXII‘. GARRETT. Again, I thank the panel for your testimony, so up-
to-date.

Mr. Greenlee, in your testimony you mentioned that the Fed
must rely on the examination reports of the State insurance au-
thorities to the fullest extent possible. Can you describe any situa-
tions in which the Fed was concerned about the information re-
viewed in any of the examinations? And are you aware of any cases
in which the Fed determined that the information was perhaps not
sufficient or inadequate for the purposes of carrying out its finan-
cial holding company supervisory responsibilities?

Mr. GREENLEE. Thank you for your question.

Mr. GARRETT. Sure.

Mr. GREENLEE. What we follow is what is outlined in the
Gramm-Leach-Bliley Act.

Mr. GARRETT. I'm sorry?

Mr. GREENLEE. We follow what’s outlined in the Gramm-Leach-
Bliley Act, which compels us to rely to the fullest extent possible
on primary bank regulators or functional regulators. We will get in-
formation at times that will cause us to go back and ask more
questions. If there are concerns, we can always go to the audit
function of the bank and find out what they think.

We always have the right to go ahead and do our own review and
look into it under the law. The burden is on us to say why we think
this is a threat to the depository; and, at times we will do that if
we are sufficiently concerned.

Mr. GARRETT. Okay. You get the information, you review it, if it’s
adequate, fine. If it’s not adequate, you proceed to go back and seek
all the information that you need. So you have not experienced a
situation where there’s just a dearth or a lack of information that
you can’t get at the end of the day, because you have that ability
to go back.

Mr. GREENLEE. That’s correct. And we don’t just rely on what we
get from the functional regulators. As the consolidated supervisor,
we would have a view of all the company’s major lines of busi-
nesses and its risk management practices. We are aware of broader
things going on in the marketplace. We pull all that together to
make the assessments of the risk in the organization.

Mr. GARRETT. Okay. You also mentioned in your testimony that
the Federal Reserve supervisory approach also recognizes the addi-
tional risk arising from the underwriting of life insurance policies
and property and casualty insurance policies. I guess, in a nutshell,
since time is limited here, can you explain for us some of what you
mean by that?

Mr. GREENLEE. Our traditional approach and our capital rules
are really aimed at asset quality, credit quality, liquidity risk, mar-
ket risk, those operational risks.
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Mr. GARRETT. Right.

Mr. GREENLEE. When companies affiliate themselves with an in-
surance underwriter, there are different kinds of risks that aren’t
captured under those definitions, such as actuarial risks or risks
from property and casualty businesses. And what we do with that
is we work with the NAIC on producing a paper that explored
those differences so that our supervisors can understand that and
factor that into our overall assessment of capital adequacy at a
holding company.

Mr. GARRETT. Okay. That’s on the supervisory side. I think my
last question as far as time goes, you make the assertion with the
issue that’s always dear to me in dealing with the systemic risk
issues, and you assert that the risk of the financial system is not
just from the banking sector. It’s from the insurance sector as well.

We are all familiar with the AIG situation and how that plays
out. Can you explain, though, specifically within the insurance sec-
tor, where the systemic risk problems are that you’re specifically
concerned about?

Mr. GREENLEE. Well, I think it’'s—

Mr. GARRETT. Outside of the AIG type of—

Mr. GREENLEE. Sure.

Mr. GARRETT. Yes.

Mr. GREENLEE. It is a concern more broadly about any firm that
is large, complex, and has a lot of interconnections with other play-
ers in the financial system and in the marketplace. So an insur-
ance company may have securities activities or engage in—not like
AIG—derivative activity that would have some connections with
other financial firms and could be a source of contagion to the rest
of the finance system if there was a problem there.

Mr. GARRETT. So it’s interconnected to this issue that we heard
about a year ago, that is the underlying problem as opposed to
their own?

Mr. GREENLEE. I would say it’s both. The one thing that makes
people systemically important, like AIG, is you have a lot of con-
nections to other financial firms so that if that firm goes bankrupt
or can’t meet its obligations, it has a cascading effect across other
financial organizations. So we would worry about the individual
firm.

Of course that’s how we traditionally supervise. But we are also
trying to focus a lot more on these interconnections.

Mr. GARRETT. Okay. And I guess he’s not watching. But that as-
pect is as far as the carrier themselves, the insurance company
themselves, are what the folks to my right, your left—well, the two
folks on the end—is where your responsibilities lie. And some
would argue have been doing an adequate job in those areas. Cor-
rect?

Mr. DILWEG. I would agree with that statement, Congressman.

Mr. GARRETT. Okay. Do you have anything to add, Mr. Dilweg?

Mr. DILWEG. I think it is important we do correspond typically
with the New York Fed on some of the issues you're describing. We
have a good back-and-forth on any issues surrounding various in-
surance companies, so they get informed on what they need to
know.
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Mr. GARRETT. And so what I take from this, and I heard some
of the testimony from the rest of you earlier on, is this all sort of
supports my opening statement, which is good at the end of the
day, right, is that it’s not a gap situation here and I appreciate
your testimony on this. There’s not a gap in the structure of what
we have here. It sounds like you all are talking to each other doing
the oversight in that responsibility; obviously, we have some con-
cerns.

I don’t know where you were specifically at the time, but folks
who had the responsibility at that time at OTS in this areas, so
it sounds like the overall structure is there. So it’s not a gap issue.
And it sounds as though that since the problems weren’t on the in-
surance side, per se, it’s really something that we need to come
back with and we need to do this in a whole bunch of other areas.
We haven’t had any hearings on the SEC, and I know that’s not
your bailiwick. But we have to go back on a whole bunch of these
other areas just to make sure that the actual execution or imple-
mentation of what’s already out there, whether it’s the SEC or
whether it’s you folks at the Fed. Or whether it’s you folks on the
State level, or, just actually implementing it in each case to the
highest degree possible to try to avoid what we have in this past
situation. Does that sound right?

Mr. GREENLEE. I would just add one other comment from the
Federal Reserve’s perspective where we do consolidated super-
vision. We have a couple of things that are very important to us
as the consolidated supervisor, and one of them is setting and es-
tablishing consolidated capital requirements for the firm as a
whole. We think that’s an important thing to make sure that the
consolidated organization and all its subsidiaries are adequately
capitalized and have a sound financial footing.

Mr. GARRETT. My last question—thank you for your forbear-
ance—do you folks have a question or comment on that?

Mr. DILWEG. I guess my only concern on that approach is I would
hate to see the policyholder dollars in one of the companies under
the umbrella being used to bail out a financial services piece of
that.

Mr. GARRETT. That’s a good point. How do you avoid that?

Mr. GREENLEE. Well, from our perspective, we have a couple of
ways we do that and one is we have laws that restrict intercom-
pany transactions with depository affiliates.

Mr. GARRETT. Okay.

Mr. GREENLEE. The second thing is under our supervision of the
holding company, which is the parent organization, we do expect
them to maintain adequate capital and we also expect all their sub-
sidiaries in the State, Federal, whomever their regulator may be,
will meet their capital requirements and satisfy their regulator’s
needs in terms of capital adequacy. And then we also look at it
through how it builds up and the consolidated capital needed for
the risk that may not be captured by all those regimes or capital
you may need to hold for intercompany exposure or exposures that
cut across an organization that may get different treatment.

Mr. GARRETT. Okay. I thank the Chair. Thanks to the witnesses.

Chairman KANJORSKI. Thank you very much, Mr. Garrett.
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If it is all right with everybody here, there are only three of us
left here, but I would like to ask some additional questions.

Mr. GARRETT. I'm going to object.

Chairman KANJORSKI. You are going to object?

Mr. GARRETT. Well, no. Okay.

Chairman KANJORSKI. Does anybody know how many holding
congpanies there are that own insurance subsidiaries in the coun-
try?

Ms. FROHMAN. We don’t track the information that way given the
way we wall-off insurance companies, but in light of all the data
that we do have, it’s something that we could probably pull to-
gether fairly easily and get you that information.

Chairman KANJORSKI. But we do not know what kind of a prob-
lem this is, whether it is a minimal problem or whether it is really
a great problem. Nobody really knows here. Now, if we had a Fed-
eral regulator, we would know that answer immediately. Correct?
Every holding company that has anything to do with insurance
would be identified, and categorized, and readily available. Is that
correct?

Mr. DiLwEG. Well, what I think is important is we talk about
holding companies, Congressman. You know, there could be an in-
surance holding company and then above that a more umbrella-like
holding company.

Chairman KANJORSKI. I understand. I am talking now about a
holding company on top that is not an insurance company itself.

Mr. DILWEG. Okay.

Chairman KANJORSKI. Just as a holding company, and they own
an insurance company, either an overwhelming majority of the
stock or all of the stock, and then they own some hotels out here.
The question I have in mind is, what do they pay in premiums for
their hotels to their insurance company that they own, and who
checks on that rate, whether it is an acceptable rate to cover the
estimated risk? Do you all rush in there and do that?

Ms. FROHMAN. It depends on whether it’s a material issue.

Chairman KANJORSKI. But it is not a material issue. It is that
the insurance executives are over here that are part of the holding
company. They build a hundred hotels, and they insure them with
ABC insurance company. Who looks into the relationship of what
the rate is and whether the rate set by the insurance company for
the hotels that they own is the same that the regular market pays?

Ms. FROHMAN. That would be the insurance departments. Yes,
Wle would look at regardless of who owns the hotels, the market-
place.

Chairman KANJORSKI. So you check out every insurance policy to
see that it is properly rated and charged, or do you only check out
insurance companies where you get a complaint that there is an
overcharge?

Mr. DILWEG. The rates have to be actuarially sound. They have
to fit—have the capital there to pay potential claims.

Chairman KANJORSKI. No. No, I understand that. I am talking
about the premium that is going to have to be paid on the hotel.
Who is going to decide if they go to their own insurance company
that is owned by a large holding company which has a hundred ho-
tels that are worth a million dollars apiece, and they go to their
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own ABC insurance company, and they say, “Well, we would like
to insure all our hotels, but we only want to pay a rate of half of
that on $50 million.” Who does the checking about that?

Mr. DILWEG. That instance you lay out would probably come up
more through a complaint process.

Chairman KANJORSKI. So if nobody complained?

Mr. DILWEG. Well, a competitor would probably complain.

Chairman KANJORSKI. How would a competitor know?

Ms. FROHMAN. We also engage in risk focus exams, and so in the
examination process, we look at affiliate transactions and that very
sort of thing.

Chairman KANJORSKI. But you do not have any authority to go
up to that top holding company to find out what those transactions
are, do you?

Ms. FROHMAN. We don’t have the authority to go to the holding
company, but we can do it from the insurance company.

Mr. DILWEG. So in a different scenario, Congressman, where
you're simply paying for IT or services, administrative services.
You can’t have the holding company overcharging the insurance
company just to make money as far as business operations, under-
writing, things like that.

Chairman KANJORSKI. I am not talking about overcharging. I am
talking about undercharging. It is certainly advantageous for a
holding company that owns subsidiaries that are in different busi-
nesses, one being an insurance company, and others being office
buildings, hotels, or anything else, to make it known that we want
to do business within our own family, and, two, we want you to get
favored rates because we make a profit on it.

Ms. FROHMAN. We did have that scenario happen in our State
about 15 years ago with a business that wasn’t satisfied with the
premium and decided it would attempt to acquire the insurance
company to lower its rate. We issued a cease and desist on that,
and ultimately through the State court process as well as the cir-
cuit court, said “No,” and they divested themselves. So we do stay
on top of those and I do think through our risk-focused exam and
the types of inquiries that we make, we reach out and look for
those sorts of issues.

Chairman KANJORSKI. How many holding companies are there in
the State of Nebraska?

Ms. FROHMAN. We have about 76 or 77 significant insurance
companies and those all would have holding companies, I believe.

Chairman KANJORSKI. Okay. Those are insurance holding compa-
nies. How about holding companies that own insurance companies
as subsidiaries?

Ms. FROHMAN. Probably most of them.

Chairman KANJORSKI. They are both holding companies as an in-
surance company and holding companies that own subsidiaries that
are insurance companies?

Ms. FROHMAN. Both.

Chairman KANJORSKI. Both. Do you have an exact number on
that?

Ms. FROHMAN. Again, I don’t. The way we regulate doesn’t make
it quite as relevant.
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Chairman KANJORSKI. Recognizing you have a lot of work to do,
even within just the single State of Nebraska to get all this done,
how can you also police this interrelationship that occurs between
companies that are familiarly related?

Ms. FROHMAN. We have folks on staff, and that is all they do.
And they require through our Holding Company Act, there’s a proc-
ess for filing these agreements, these cost-sharing agreements,
service agreements. And so any time there’s an interaffiliate trans-
action of a material significance, theyre going to come in. We're
going to analyze that to determine whether that’s fair and reason-
able to the insurance company.

Chairman KANJORSKI. How do you, if I am the holding company,
not an insurance holding company but just a holding company in-
corporated in the State of Delaware, and I have an insurance com-
pany in Nebraska, how do you come over and examine? What au-
thority do you have under the law as it presently exists to come
over to Delaware to examine my corporate records or whatever you
want to examine?

Ms. FROHMAN. We do have that authority and can exercise that
authority, in particular as it relates to the insurance enterprise.

Chairman KANJORSKI. But the insurance enterprise is in Ne-
braska. You can go to Nebraska and examine the insurance com-
pany, but how can you come and examine the holding company on
top that is located in Delaware?

Ms. FROHMAN. We don’t examine the holding company, per se,
but we look at the books and records as they relate to the insur-
ance company anywhere in the country or outside.

Chairman KANJORSKI. How would you know whether that hold-
ing company in Delaware owned hotels in Florida?

Ms. FROHMAN. We do require as part of our holding company sys-
tem now a registration statement on an annual basis that requires
disclosure of the holding company structure.

Chairman KANJORSKI. But the holding company is not in Ne-
braska, so the holding company is not subject to Nebraska law. It
is subject to Delaware law.

Ms. FROHMAN. It’s through an indirect approach. We require that
the insurance enterprise file all the information of their holding
company system with us.

Chairman KANJORSKI. Okay, and if they own 54 percent of the
stock? And the insurance company owns 54 percent of the stock in
the insurance company in Nebraska, what happens if they own 40
percent?

Ms. FROHMAN. We have a definition of control that triggers the
holding company system review.

Chairman KANJORSKI. What is your method?

Ms. FROHMAN. And that’s at 10 percent at a presumption?

Chairman KANJORSKI. Anything over 10 percent is presumed to
be controlled by the local corporation?

Ms. FROHMAN. Yes, it is.

Chairman KaNJORsSKI. What did I do? Did I go over my time? Do
I have to recognize the gentleman from California? He 1s not run-
ning yet. Oh, there he is, Mr. Royce.

Mr. RoycCE. Thank you, Mr. Chairman. I have a question for Mr.
Dilweg. Something you said really got my attention. When you
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said, well, on these triple-A rated securities, the credit rating agen-
cy has given us this assessment. And I just wondered, do you al-
ways just outsource to the credit rating agencies these questions?

That clearly was a mistake in my view, and another aspect of
that, the bond rating agencies or the bond insurance industry. Let
me ask you this. Would you like to comment on the failure of the
bond insurance industry, especially given that so much of that was
in Wisconsin? And what has changed on each of these fronts?

You have State regulation on both fronts, bond insurance as well,
and we had a failure here to uncover this. Give me your observa-
tion on what has changed.

Mr. DILWEG. Let me address both points, Congressman. I think,
when I came into this position, we had inherited a heavy reliance
on rating agencies, as I think the Federal Government did as well.
We have spent the last 3 years trying to look at dialing back our
reliance on rating agencies.

Just recently, we did our own due diligence, brought in a vendor,
PIMCO, to look at how we rate and value residential mortgage-
backed securities. So this is an ongoing process. But, at that snap-
shot in time, we were built to see that triple A was triple A. And
so that was the nature of that comment. I think on the bond insur-
ance, that’s unique to Wisconsin. When I look back—and I still
have people on staff—where you had a piano company, Baldwin
United, go bankrupt in the early 1980’s, what spun-off from Bald-
win United was AMBAC, a bond insurer that they owned, MGIC,
a very large mortgage insurer that they owned.

And that is one reason that Wisconsin is heavily involved in
these issues, but that was a role of how companies owned insur-
ance companies back then that failed. We look very closely and
have with AMBAC, at the capital that they have, and we are work-
ing very closely with the company and our independent advisors on
their position and how they struggle with stresses of this economy.

Mr. ROYCE. Let me ask you lastly, Mr. Greenlee, a question. If
price controls were putting the solvency of a given insurance sub-
sidiary at risk, would the Fed or the OTS have the authority to in-
tervene and remove the price-fixing requirement on that sub-
sidiary?

Mr. GREENLEE. I think, under the current statute, we need to
defer to the primary functional regulator, which would be the State
insurance regulator. If they were to set that in place, we would
probably not take action on that.

Mr. Roycé. What about if the holding company was funneling
money into a subsidiary that was not able to charge actuarially
sound rates? Could you prevent that transfer if it was weakening
the broader company?

Mr. GREENLEE. Yes, we could.

Mr. RoYCE. I see. Thank you.

Mr. Chairman, I am going to yield back.

Chairman KANJORSKI. The gentlelady from Illinois, Ms. Biggert.

Mrs. BIGGERT. Thank you, Mr. Chairman. My first question is for
Mr. Dilweg.

You mentioned that any State in which a company is licensed to
conduct an insurance business may conduct its own regulatory
oversight, and that’s not just the company’s State of domicile. So
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do the States communicate with each other whenever they're en-
gaged in such oversight, and what systems are in place to ensure
against replication and duplication or inefficiency in such cases?

Mr. DILWEG. The typical thing that I have seen, Congresswoman,
as it relates to, you know, as you're wrestling with asset valuation,
what they’re filing with each State, a different State may view as-
sets differently, we try and reconcile that at a national level. You
do not typically see. We are all accredited, all 51 jurisdictions, so
there is a lot of communication if something like this were to occur.
It would be unusual for an individual State to do it without talking
to the domestic regulator, and, really, try not to duplicate on the
financial side of the ledger.

Mrs. BIGGERT. But it really depends on the communication to
make sure that they do communicate?

Mr. DILWEG. Correct. And we feel through the NAIC we have
really laid the groundwork, especially on the financial side for
these communications to be facilitated.

Mrs. BIGGERT. Okay. Thank you. And then, Ms. Frohman, you
cite in your testimony that the sharing and collection of informa-
tion between the regulators is important to protect the policy-
holders. What type of time requirements should be put in place for
this information sharing and who should make that determination?
And should a Federal entity preempt an State insurance regulator
when it comes to collecting insurance information?

Ms. FROHMAN. Thank you. With respect to the first question, I
don’t think it’s necessary that we put time requirements on it, be-
cause the information that we’re sharing under the authority of our
MOUs happens in real time, and it’s a very fact and circumstances-
based for the most part in addition to our routine; you know,
50,000 feet communications that we engage on a regular basis.

With respect to your second question, which was?

Mrs. BIGGERT. Should a Federal entity preempt an insurance
regulator when it comes to collecting insurance information?

Ms. FROHMAN. I don’t think it’s necessary, given that we have all
the information, as Commissioner Dilweg mentioned. We are data-
intensive, and we can communicate and coordinate and provide
that information. So I don’t see the necessity for preemption, be-
cause I do think you want to have the expert that understands it
explaining it.

Mrs. BIGGERT. Okay. Thank you. Then does NAIC monoline pro-
vide authority for State insurance regulators to examine the finan-
cial information of holding companies affiliates to understand if
they would have a negative impact on the insurance company?

Ms. FROHMAN. We do have some authority now to go upstream,
and as it relates to the insurance company. But an exercise we are
taking on through the group solvency issues working group at the
NAIC is to enhance that ability. So it’s something that’s under way
we think we can always improve, and we’re looking to come up
with some tools to do that.

Mrs. BIGGERT. Okay. And my last question is, are the State
banking regulators currently represented on that council and would
that be helpful, if State insurance regulators had an explicit role
on a Federal body to better coordinate with the Federal regulators?
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Mr. DILWEG. I think any body that you bring together to coordi-
nate on the Federal side, we would be interested in participating
in. I think you also have to recognize some of our insurance com-
missioners are also banking regulators. We have duplication as it
relates to Vermont, the District, here. So you’re going to have some
overlap just by the nature of how some of the States structure their
banking and insurance departments.

Mrs. BIGGERT. Good. Thank you very much. I yield back.

Chairman KANJORSKI. If you do not mind, I am going to go with
another set of questions.

Mr. GARRETT. Well, I just have two quick things.

Chairman KANJORSKI. Two quick things?

Mr. GARRETT. Yes.

Chairman KANJORSKI. I yield to you.

Mr. GARRETT. One, I seek unanimous consent to enter into the
record the testimony of the Property Casualty Insurance Associa-
tion and their March 18, 2010, comments.

Chairman KANJORSKI. Without objection, it is so ordered.

Mr. GARRETT. And, secondly, Ms. Frohman, you had stated some-
thing with regard to your participating in a supervisor college exer-
cise dealing with domestic and foreign regulators. The chairman
and I were over in Europe in August or September and that was
one of the broader issues as far as harmonization and what’s going
on over there and what’s going on over here. Can you spend just
a minute or 30 seconds, whatever, to what extent issues you’ll be
dealing with there and what extent you’ll be interacting with for-
eign regulators?

Ms. FROHMAN. Yes. Thank you for asking. We convened the su-
pervisory college about a year ago in conjunction with our counter-
parts at the FSA in the Balkans and Germany, as well as the Aus-
tralian regulatory authority, began conversations on the Berkshire
Hathaway Group. And we have had probably four to five phone
calls, and getting started we kind of started at a high level. And
as we're forging through, I think what we’re finding is we’re learn-
ing about each other’s regulatory systems. We're learning about the
details of that company’s operations, as well, but, we’re finding at
the end of the day we do have a lot of common focuses that in es-
sence, I guess I didn’t know what to expect and had not formed an
impression in the beginning. But our questions on enterprise risk
management corporate governance are going to be the things that
will focus on, and looking at, is there financial contagion? Is there
reputation risk that is something that can be measured and
watched with respect to this group? So it’s a new exercise for us,
but we are spending time with our regulators and do find now that
once we forged these relationships that we’re benefiting from them
in other dimensions. So the dialogue has begun and it is definitely
enhancing our tools.

Mr. GARRETT. Okay. Again, thank you to the panel.

Chairman KANJORSKI. Thank you very much. For the State regu-
lators, if I may. Do you feel that all forms of insurance should be
regulated on a State level or are there exceptional insurance prod-
ucts that should be elevated to Federal regulatory authority? That
is a loaded question, because I want you to give me a particular
answer, but you all pick your answers.
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Mr. DILWEG. I guess I would turn to a middle ground, Congress-
man, being vice chair of our compact that relates to life insurance
products. I have found that has worked very well as it relates with
the 36 States that are now a part of that, and as you know the
compacting process is a State-based process. So my concern on rais-
ing insurance to a Federal level is frankly a lax concern of not hav-
ing enough strength there, enough capital there, enough require-
ments there to protect the policyholder, so.

Ms. FROHMAN. I would agree with that and simply add that to
the extent we are talking about insurance products, where at the
end of the day your question is geared towards a promise today to
pay into the future, I think that consistently belongs with the
States and that we can engage. And it does take a dialogue. It does
take a global analysis.

Chairman KANJORSKI. Should we repeal Federal depository in-
surance?

Ms. FROHMAN. I'm sorry?

Chairman KANJORSKI. Should we repeal Federal depository in-
surance, FDIC? Insurance that Federal banks or the banks of the
United States are required to have. Ms. Gardineer’s thrifts are re-
quired to take Federal insurance out and it is regulated by the reg-
ulators, Federal insurance. Do you think we should repeal that and
open it up to insurance companies that are regulated by the
States?

Ms. FROHMAN. That isn’t something I have given any thought to;
it is an interesting concept.

Chairman KANJORSKI. Give us some real thought, if you can,
now. Do you know that there are deposits of private individuals in
the United States in depository entities that are insured by private
insurance companies and only regulated by State insurers, would
that surprise you?

Mr. DILWEG. I think the concern there, Congressman, would be
the banking regulation sits at the Federal level and it would be dif-
ficult to move such a policy back down to the State level where the
States would really—

Chairman KANJORSKI. These are State-chartered institutions,
and by the existence in the famous loopholes we were talking
about, they can go out and get private insurance to insure their de-
posits; in fact, they do so. Do you think that State insurance com-
missioners are sufficiently competent to regulate that type of insur-
ance product?

Mr. DILWEG. I guess it’s something that I haven’t spent much
time on.

Chairman KaANJORSKI. But if I want to go to Wisconsin and open
up a depository insurance organization, you do not feel that there
should be any inhibition to my coming to your office and submit-
ting the application?

Mr. DILWEG. We take all applications.

Chairman KANJORSKI. What should we do with something like
that? Because we are going to have to face it. We have depository
institutions in this country that are not regulated by federally es-
tablished institutions, and you do not run into any problem with
them until a recession or a depression occurs when they begin to
fail. Then, the question is, who backs them up? Then, you discover



32

nobody backs them up, particularly States that are almost bank-
rupt themselves will not come in and back them up. So the Con-
gress gets faced with the proposition: do we just allow all these in-
stitutions to fail, and all their depositors, who for all their lives
have been told if you deposit money in a depository institution you
have the United States Government behind you, and they find out
they do not. What do we do?

We have that actual question facing us right now; not that they
are insolvent. Do you see what the problem is? If somebody found
out how to make money by offering insurance in good times on de-
posits—the argument has been made now—particularly in good
times before the recession started, that we should look at repealing
requirements at the Federal Deposit Insurance.

If the private sector can do it much cheaper and much better, the
only problem is they do not have to forfeit credit with the United
States Government standing by. Do you think we should encourage
that type of insurance to be regulated at a State level? That is my
question.

Ms. FROHMAN. I simply don’t have an answer for you. I'm sorry.
I wish I could help, but I have not given it enough thought.

Chhglirman KANJORSKI. And you are going to duck out of it too,
right?

Mr. DILWEG. It’s not something I have thought about, Congress-
man. It’s unique because I think that’s one issue that I found—
you're talking about insuring entities where there could be a run
on the bank—and when we face the AIG issue, you had long-term
contracts that were in place. And it’s a different type of nature of
insurance, so those entities where there’s a run on a bank, I think
it’s a very pertinent question and I would be happy to spend more
time.

Chairman KANJORSKI. If you do not mind, I would really like
your thoughts after you have some time to think about it.

Mr. DILWEG. That would be great.

Chairman KANJORSKI. We ought to be consistent, logically con-
sistent on this.

If the private sector of insurance is so good and manageable en-
tirely at the State level, then we should reexamine whether we
should stay in the Federal Deposit Insurance business or create an
alternative organization. We have the authority to say that no de-
pository institutions should be allowed to be in the private sector
and be regulated only at the State level. I think we should start
choosing the alternatives because our problem is that, as in the
S&L crisis, we had to go in and bail out three or four States that
allowed that to happen and did not have the resources to pay on
their insurance.

As a result, we were faced with a terrible situation. There could
be another situation where depositors would be entirely wiped out
of their life savings because somebody felt that: one, the State had
the authority and the expertise to be the regulator of that type of
insurance company; and two, they never thought there would be a
recession or a depression, or that they would be at risk. But it hap-
pened once before.

My question is, what do we do about it? Nonetheless, thank you
very much for your testimony today. Ms. Gardineer, you have been
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a good sport. I really jumped on you a little bit there, and I pur-
posely did that because those questions are out there, and we get
asked those questions. I thought you did a commendable job in the
advocacy for the group, so I am going to award you an “A.”

The Federal Reserve, they are used to getting jumped on, so
thank you very much. We have to note that some members may
have additional questions for this panel which they may wish to
submit in writing. Without objection, the record will remain open
for 30 days for members to submit written questions to today’s par-
ticipants and to place their responses in the record.

Without objection, it is so ordered. The panel is dismissed and
this meeting is adjourned. Thank you.

[Whereupon, at 11:58 a.m., the hearing was adjourned.]
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Good moming. We meet today to further examine the issue of insurance supervision,
especially as it relates to holding companies. The time is ripe for us to delve into this
complicated and important subject.

The Federal government’s intervention in American International Group has raised many
questions about the existing oversight of holding companies with insurance operations. While
AlG’s insurance companies may not have directly caused the conglomerate’s downfall, the
actions of the holding company and other subsidiaries within AIG certainly could have led to
serious consequences for insurance policyholders if the government had not stepped in.

During our recent debates in the House on the Wall Street reform bill, we also tackled
many questions about holding company oversight. While we already know much about the
supervision of financial, bank and thrift holding companies, we now need to take the time to
learn more about the regulation of insurance holding companies. I believe that today’s hearing
will help us to identify ways that we can further improve the financial services regulatory reform
bill before it becomes law.

The vast majority of insurance holding companies -- some of which are shells and some
of which are complex -- are currently regulated at the State level. Additionally, the Federal
Reserve System and the Office of Thrift Supervision together oversee no less than 100 entities
with insurance operations. Our witnesses will help us to better understand the current lay of the
land when it comes to the consolidated supervision of insurance holding companies and bank or
thrift holding companies with insurance operations.

The two State commissioners with us today will specifically explain their dual roles as
insurance regulators and insurance holding company supervisors. Because the failure of an
insurer could affect the health of the insurance holding company and because problems within
the holding company or its subsidiaries could affect the insurers within a firm’s tangled network,
we need to ensure that State supervisors have strong powers to protect policyholders and ensure
the solvency of any of the entities that they regulate.

In those instances where a State regulator must oversee an insurer or insurance holding
company with operations outside the State, we must also ensure that we have meaningful
cooperation and communication between State regulators. Moreover, to protect our economy
from systemic risk, we must ensure that there is appropriate consolidated supervision of complex
insurance firms.

When depository institutions and insurers operate under the umbrella of the same holding
company, both State and Federal regulators have important supervisory roles. In such instances,
State commissioners maintain their role as functional regulators of any insurers within these
complex entities. Federal regulators have the responsibility for oversight of any depository
institutions and the holding company.
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The Federal regulatory representatives with us today will help us to better appreciate the
formal rules of the road as laid out in statute and regulations about where a Federal regulator’s
authority begins and a State regulator’s power ends in these corporate amalgamations. Their
testimony may also help us to discern whether or not we have regulatory overlaps or gaps and
what steps regulators have taken to address such situations.

Each of our witnesses will undoubtedly emphasize the differences between insurers and
depository institutions. These distinctions are important, but they fail to address the purpose of
today’s hearing. The recent financial crisis has taught us that any complex financial company
must have an effective umbrella supervisor who looks comprehensively at the activities and
health of the whole enterprise. This includes any holding company with insurance activities.

We must further explore whether or not the Federal banking regulators are overseeing too
few or too many holding companies with insurance operations and whether or not they are
appropriately focused on consolidated oversight issues. We should also ask whether or not
consolidated supervision is diversified among too many regulators, such that it has become
ineffective or an afterthought.

In sum, these are difficult policy issues, and the answers we receive will undoubtedly
lead to new questions. We fortunately have already identified a way to examine these matters
after we finish this hearing: One important provision of the House-passed Wall Street reform
bill, the Administration’s plan, and Senator Dodd’s proposals is the creation of a Federal office
to review insurance matters on a national scope. The Federal Insurance Office, for which I have
advocated for a number of years, should look at these very questions to advise Congress on these
important policy matters in the future.
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Testimony of Sean Dilweg
Commissioner, State of Wisconsin
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Chairman Kanjorski, Ranking Member Garrett, and Members of the Subcommittee, thank you
for the opportunity to testify this morning. My name is Sean Dilweg, and I am Commissioner of
Insurance for the State of Wisconsin. I am also a member of the National Association of
Insurance Commissioners, and I am joining my colleague from Nebraska, Director Ann
Frohman, in testifying today on the NAIC’s behalf.

The purpose of my testimony is to provide insight on how state insurance regulators assess the
financial strength of an insurer, and to describe our unique regulatory working groups that assist
and improve this assessment; in particular, the NAIC Financial Analysis Working Group
(FAWG). As Director Frohman discussed in the context of our approach to group supervision,
financial regulation is a critical component that ensures our most important consumer protection:
solvency. That basic concept guarantees that damaged automobiles are repaired, that annuity
payments arrive in the mail on-time, and that families hit by natural disasters can rebuild and
recover. Through the NAIC, regulators have created three core solvency surveillance
mechanisms — reporting, analysis, and examination — to ensure that these obligations to
policyholders, claimants, contract holders, and other parties are met both today and in the future.
In our unique system of state regulation, it is imperative that regulators around the counfry have

access to these sophisticated tools, particularly when assessing large, multi-state insurers.

In order to ensure a strong and consistent level of solvency supervision around the country,
NAIC members have developed an accreditation system, called the Financial Standards and
Accreditation Program (“Accreditation Program™). The NAIC Accreditation Program is the
comerstone of our prudential supervision of insurers, and has set a baseline standard for effective
solvency regulatory systems, while also allowing for inter-state cooperation and reducing

regulatory redundancies. Among other things, this program assures that accredited states have
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sufficient authority to regulate the solvency of the multi-state domestic industry. All 50 states

are currently accredited.

To be accredited, a state is required to conduct quarterly financial analyses on their domiciliary
multi-state insurers. Most states conduct such oversight on their single-state insurers as well.
Typically, insurers with anomalous results, or those that have been previously identified for

attention, are subject to additional analysis.

An insurer’s domiciliary state is relied upon as the primary solvency regulator for the states in
which the domestic insurer is licensed to transact business. When there are concerns about the
financial condition of an insurer, or when significant transactions take place, communications
between the domiciliary state and the other states in which the company is licensed are increased.
However, any state in which a company is licensed to conduct insurance business may perform
its own monitoring, including financial analysis and examinations, and take regulatory action as

appropriate.

I am here today to speak with you about three NAIC working groups that assist states with the
three core solvency surveillance mechanisms — the Financial Analysis Research and
Development Working Group, the Financial Analysis Handbook Working Group, and the
Financial Analysis Working Group. The products generated by the first two groups provide
tools and resources that supplement individual state regulatory efforts. The system of checks and
balances established by the third group, the Financial Analysis Working Group, offers a layer of
peer review for each regulator’s solvency monitoring efforts, thus ensuring that judgments
regarding a company’s financial health are improved or enhanced by experienced state regulator
colleagues. All three working groups are funded directly by the NAIC’s operating budget each

year.

The combined effort of these three working groups serves as a foundation of valuable financial
solvency support and analysis that the NAIC provides to state insurance regulators. Due to the
strong regulatory heritage in Wisconsin and its strong confidentiality laws, all three of these

working groups are chaired out of my home state of Wisconsin.
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The Financial Analysis Research and Development Working Group

The NAIC Financial Analysis Research and Development Working Group is responsible for our
Financial Analysis Solvency Tools (FAST), a collection of analytical solvency tools and
databases designed to provide state insurance departments with an integrated approach to
reviewing the financial condition of insurers operating in their respective states. FAST is
intended to assist regulators in prioritizing resources to those insurers in greatest need of

regulatory attention.

The following are three key tools within the FAST System:

1. Insurance Regulatory Information System (IRIS): IRIS has served as a baseline
solvency screening system for the NAIC and state regulators since the mid-1970s. Its first,
“statistical phase” involves calculating a series of confidential financial ratios for each
insurer based on statutory annual statement data. Because the ratios by themselves are not
indicative of adverse financial conditions, an experienced team of state insurance examiners
and analysts then reviews the IRIS ratio results and various other financial information

through the second “analytical phase.”

In this second phase, the Analyst Team meets to identify insurers that appear to require
immediate regulatory attention, through the review of a computer-selected priority listing of
insurers that may be experiencing weak or declining financial results. The team then
validates the listing based on further analysis of those companies, and provides a brief
synopsis of its findings in a document that can be accessed only by state insurance regulators
and authorized NAIC staff.

2. Scoring System: The NAIC Scoring System is based on several financial ratios and is
similar in concept to IRIS ratios, but provides results for both an annual and a quarterly basis.
The Scoring System also includes a broader range of financial ratios, and assigns a score to
each ratio based on the level of solvency concemn each result generates. As with the IRIS
results, the Scoring System results and scores are available only to state insurance regulators
and authorized NAIC staff.
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3. Insurer Profiles System: Finally, the Insurer Profiles System produces quarterly and
annual profiles on property and casualty, life, health and fraternal insurers. These profiles
provide either a quarterly or an annual five-year summary of a company’s financial position.
The Insurer Profile reports provide not only a snapshot of the company’s statutory financial
statement, but also include analytical tools such as financial ratios and industry aggregate
information that can be used in an analyst’s review of the company. Insurer Profile reports
can assist state insurance department analysts in identifying unusual fluctuations, trends or

changes in the mix of an insurer’s assets, liabilities, capital and surplus, and operations.

The Financial Analysis Handbook Working Greup

The Financial Analysis Handbook was developed by the Financial Analysis Handbook Working
Group of the Examination Oversight Task Force in 1997. It is available in separate Life/Health,
Property/Casualty and Health editions. The Handbook is a dynamic document; the Financial
Analysis Handbook Working Group meets regularly to review the Handbook contents and to

revise its guidance as necessary.

Most states use the Handbook in completing or supplementing their routine solvency analysis;
the guide uses a stair-step approach that directs analysts to perform more in-depth analysis
commensurate with the financial strength, prospective risks and complexity of each insurer. The
Handbook rtequires regulators to use many analytical tools, databases and processes in
completing their quarterly analysis of insurers (such as ratio analysis and review of the actuarial
opinion, audited statutory financial statements, holding company filings, and the management

discussions and analysis filings).

The Hardbook provides a means for insurance departments to more accurately identify
companies experiencing financial problems or posing the greatest potential for developing such
problems. Furthermore, the Handbook provides guidance for insurance departments to define

and evaluate particular areas of concern in troubled companies.

The overall goal of the Handbook is to better enable regulators to identify potential adverse

financial indicators earlier, evaluate and understand such problems more effectively, and develop
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appropriate corrective action plans sooner, thus potentially decreasing the frequency and severity

of insurance company insolvencies.

The Financial Analysis Working Group (FAWG)

For over a decade, state insurance financial regulators have shared information and ideas through
the NAIC Financial Analysis Working Group (FAWG), which exists to identify, discuss, and
monitor potentially troubled insurers and insurance groups that are typically of national
significance (a classification that can change as needed, but considers the size of the company or
group’s premium volume combined with the number of states in which it writes business — this
includes insurers that write the majority of insurance in the U.S.). FAWG leverages the expertise
of select chief financial regulators from around the U.S. to provide an additional layer of
solvency assessment. FAWG also identifies market trends and emerging financial issues in the

insurance sector.

While FAWG does not have specific regulatory authority, no state has ever turned down a
recommendation made by this working group. This reality may be because our system of
supervision fosters a healthy peer review that results in a pressure to be diligent and vigilant as a
domiciliary regulator ~ as each state where a company is licensed has the authority to act on a

FAWG recommendation if the domiciliary state regulator does not.

FAWG’s mission is focused around three themes:

1. Identify nationally significant insurers / groups that exhibit characteristics of trending

towards financial trouble,

2. Interact with domiciliary regulators and lead states in order to assist and advise on

appropriate regulatory strategies, methods, and actions.

3. Encourage, promote and support coordinated, multi-state efforts in addressing solvency

issues.
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FAWG’s review of companies can be described generally, though not exclusively, as:

o Identify companies that are outliers when compared with benchmarks of the industry
market segment. However, some companies may be referred to FAWG from other state

insurance regulators.

e Develop communication for the financial staff and commissioner for the state of domicile
for the insurer/group under review. This includes a description of the issue, questions,

and suggestions on regulatory options.

* Review of domestic or lead state regulator responses on issues identified and questions

raised.

o Consider whether responses identify a need to follow up with regulators — including a

presentation by the domiciled regulator to FAWG and other regulators.

o Consider whether to request the formation of a subgroup of FAWG for certain insurers or
groups to facilitate regular communication and collaboration with applicable regulators.
However, states generally proactively communicate with the most relevant regulators for

each situation on their own.

FAWG’s membership is comprised of 16 financial regulators representing the four regional
zones of the NAIC (the Midwest, the Northeast, the Southeast, and the Western); current
members hail from California, Connecticut, Delaware, Florida, Illinois, Massachusetts,
Minnesota, New Jersey, New York, Ohio, Pennsylvania, Texas, and Wisconsin. Since the
analysis done by the working group is highly technical and requires significant experience and
judgment, members are only accepted into the group after meeting specific experience and skill
standards. Members are specifically not the insurance commissioners or lead regulators in the
states, but rather experienced senior staff employees — a structure that provides the hands-on
experience necessary to best evaluate issues while lessening the potential for any political

influence. FAWG members meet during NAIC national meetings and each spring to review the
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NAIC’s financial analysis of insurers for the year; these forums are open to regulators from all

50 states.

FAWG evolved from reliance upon members’ personal knowledge of troubled companies, and
led to the creation and development of sophisticated and comprehensive financial tools and
benchmarks through data management. The data benchmarks encapsulate various categories,
including leverage, asset quality, liquidity, and operations. In fact, the data analysis and methods
used by FAWG help develop concepts and questions that are incorporated into the NAIC
Financial Analysis Handbook each year, as well as into the NAIC Troubled Insurance Company
Handbook as needed.

Through the FAWG forum, individual states work together to support and guide fellow
regulators for the benefit of the whole in an entirely open and confidential process. The working
group also reviews and considers trends occurring within the industry, often concentrating on a
particular segment of the market, product, exposure, or other problem that has the potential of
impacting the solvency of the overall industry. For example, FAWG directed NAIC staff to
inform all domiciliary regulators of the investment holdings of their insurers regarding mortgage-
backed securities and troubled firms such as Lehman Brothers in a very timely manner for these
issues. The group also suggested additional stress testing for variable annuity writers in 2009.

In some cases, such discussions lead to more focused work among specific states.

Coordination with Federal Agencies

In terms of coordination with other agencies, state regulators (including members of FAWG) and
NAIC staff regularly engage in both formal and informal dialogues with federal regulators at the
Office of Thrift Supervision (OTS) and the Federal Reserve (the “Fed”). Just 48 hours ago, in
fact, the NAIC participated in a quarterly meeting of the NAIC-Federal Banking and Thrift
Regulatory Agencies Insurance Liaisons, which includes representatives from the Federal
Reserve and OTS, to review the 2009 financial condition of the insurance sector, among other

topics.
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Furthermore, pursuant to the Gramm-Leach-Bliley Act (GLBA), each state has a number of
Memoranda of Understanding agreements in place for information sharing with federal
regulators at the Office of the Comptroller of the Currency, the Office of Thrift Supervision, the
Federal Deposit Insurance Corporation, and the Federal Reserve. Following passage of GLBA,
the Fed has also organized periodic cross-sector meetings in which a state insurance regulator is
typically invited to participate. Several representatives from these federal agencies attend our
thrice-annual National Meetings, where the majority of our work is accomplished each year.
Additionally, through the NAIC, state regulators have access to an enormous amount of
aggregate data and information about the insurance sector, and we routinely provide ad-hoc

reports to federal agencies on the financial condition of the industry or a sector.

Conclusion

As a state-based system of regulation, we are keenly aware of our unique structure, and have
developed tools such as Accreditation and FAWG to ensure that we are effectively and
efficiently maximizing our resources to protect consumers and the solvency of our regulated
entities. Clearly, there are a number of coordinated resoutces for state insurance regulators to
assess the financial strength and condition of insurers — both small single-state insurers, and large
multi-state groups. Our system is embedded in an accreditation program adopted by all states,

and requires peer-review to verify the consistency and integrity of our supervisory approach.

While the recent financial crisis has dramatically illustrated that regulators can and will make
mistakes, it is important that we seek a structure that minimizes the impact and opportunity for
such mistakes. We believe, and history has shown, that the inherent checks and balances of our
multi-state approach to group supervision and financial assessment minimizes the potential of
significant problems falling through the cracks. Indeed, we see elements of this embedded in
federal reforms, such as the “council” approach to systemic supervision. As the NAIC and its
members improve our approach to supervising insurance holding companies and groups, these
tools must be incorporated, and if necessary, improved to continue their role. In the context of

increasingly large and interconnected financial institutions, this has never been more important.

Thank you for the opportunity to testify, and I look forward to your questions.
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Chairman Kanjorski, Ranking Member Garrett, and Members of the Subcommittee, thank you

for inviting me to testify before the Subcommittee.

My name is Ann Frohman. I am the Director of Insurance for the State of Nebraska. I am
testifying today on behalf of the National Association of Insurance Commissioners (NAIC). 1
am pleased to be here to discuss state insurance regulators’® activities in the area of group

supervision of insurance holding companies.

NAIC Financial Regulation Standards and Accreditation Program

Before delving into the specifics of holding company and group supervision, I must first
highlight a program that supports much of this system. State regulators, working through the
NAIC, have developed a comprehensive system of baseline prudential standards and practices
necessary for supervising the insurance sector. This system, the NAIC Financial Regulation
Standards and Accreditation Program (“Accreditation Program™), was developed with regulators,
legislators, consumers and industry input to ensure that all states maintain a strong and consistent
baseline of financial regulation and regulatory practices. All 50 states are now accredited, and
maintaining accreditation requires periodic assessments of compliance that ensure that the laws

and rules necessary for accreditation are not just on the books, but followed and enforced.

Failing accreditation can have adverse consequences for a state regulator, as financial
examinations performed by a non-accredited state will be rejected by other states. This subjects
insurance companies to financial examination by other insurance departments, and thereby
threatens the insurance industry in a state, as insurance companies consider relocating to an

accredited state to reduce the cost and number of examinations.

As we discuss holding company supervision below, we will reference numerous tools, practices,
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and model laws, many of which are necessary for maintaining accreditation.

U.S. Supervisory Monitoring Approaches for Groups

As insurance companies have grown increasingly complex, spanning multiple state jurisdictions

and organized with multiple affiliates, state regulators and the NAIC have had to develop tools

and processes for ensuring an effective and coordinated approach to group supervision. State

insurance regulators monitor insurance groups using three critical mechanisms: Reporting,

Financial Analysis and Examination.

Reporting
Regular reporting of certain holding company information is statutorily required and

involves a magnitude of data collection activities, including:

*

Information concerning the parent company, its subsidiaries and its affiliates;
Organizational charts and details of affiliated transactions;

Corporate restructuring and acquisitions/dispositions;

Whether a foreign person or entity directly or indirectly has control of 10 percent
or more of the reporting insurer;

Whether the insurer is part of a bank holding company regulated by the Federal
Reserve Board;

Whether the insurer is affiliated with one or more banks, thrifts or securities
firms, and, if so, the name of the applicable federal financial regulatory services
agency regulating the company of affiliation;

Information on direct premiums written internationally;

Reinsurance agreements (assumed or ceded) with international insurers affiliates;
Combined and/or consolidated financial filings; and

Audited financial statements.

Holding company reporting requests can be ad hoc as well, based on need and events.

Other regulators may also require additional reporting, such as what occurs with publicly

traded holding companies, and the states typically have access to this information.

Nearly 1,800 U.S. insurers who write approximately two-thirds of the domestic industry’s
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direct premium are affiliated with over 180 publicly traded holding companies that are
required to file extensive public disclosures with the Securities and Exchange

Commission (SEC).

Financial Analysis (Off-Site Inspection)

Group holding company analysis is a standard part of the insurance regulator’s quarterly
financial analysis process. It includes analysis of the upstream and downstream holding
company entities (both financial and non-financial) as well as of the group structure,
affiliated relationships, financial condition and management. It utilizes publicly available
information, such as SEC filings or international filings, as well as non-public holding
company information specifically requested from the insurer. Since state insurance
regulators are charged with protecting the policyholders of insurance entities, the focus of
group analysis has been on ownership and other business transactions that involve the

insurance entities.

Examination

Risk-focused examination considers holding company risks and their prospective
implications on the domestic insuretr/group. For multiple insurance entities within the
same group, U.S. state insurance regulators encourage the use of group examinations to

maximize resources and create efficiencies.

Overall, the U.S. has strong experience with cross-border supervision and coordination activities
with troubled companies. In fact, a key strength of the state insurance regulatory system is that
multiple jurisdictions provide peer review. For example, in addition to the NAIC’s Financial
Analysis Working Group (FAWG) activities — a quarterly forum for regulator discussions and
collaboration on potentially troubled insurers/groups, which Commissioner Dilweg will discuss
in more detail — states conduct quarterly analysis on non-domiciliary insurers/groups. There is

also routine coordination with “lead state” regulators of groups.

States also coordinate frequently with other functional regulators, such as the Office of Thrift
Supervision (OTS), Federal Reserve Board (FRB), Office of the Comptroller of the Currency
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(OCC), Federal Deposit Insurance Corporation (FDIC), U.S. Department of Agriculture (USDA)
and Centers for Medicare and Medicaid Services (CMS). An example of this coordination can

be witnessed in the NAIC quarterly meetings with federal banking and thrift regulatory agencies.

The Insurance Holding Company System Regulatory Act

U.S. statutory holding company laws in general apply to individual insurance companies, and not
to holding companies. Therefore, all states and the District of Columbia have adopted language
substantially similar to the NAIC’s Insurance Holding Company System Regulatory Act (Model
#440 or “the Holding Company Act”) and its related Regulation (Model #450) regarding change
of control for any licensed insurer. The models, which are required in order for a state to comply
with the NAIC Accreditation Program, are designed to regulate transactions among insurers and
other affiliated entities, mergers and acquisitions, standards for transactions, and holding

company information.

The Holding Company Act requires annual filings regarding the holding company system and
detailing intercompany contract terms and relationships (known as Forms B and C). In addition,
virtually all intercompany contracts must be filed with the state insurance department for review.
The department must also be informed of major transactions, including material changes to
reinsurance contracts, major transactions and investments, management agreements, cost
sharing, tax allocation agreements, certain guarantees, intercompany investments and requests
for extraordinary dividends. The NAIC Accreditation Program requires adequate and timely

analysis of these findings by state insurance departments.

Control

The Holding Company Act defines “control” as more than just the presumed control involved
with 10 percent or more ownership, in that it includes the ability to influence the insurer, and
requires potential controlling owners to receive regulatory approval for changes in control (Form
A, discussed in greater detail below). The Act specifies minimum financial and non-financial
requirements for resources, and requires background information on applicants. Furthermore,
the Holding Company Act sets out clear criteria under which regulators can deny a change in

control:
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(a) After a change of control, the domestic insurer would not be able to satisfy the
requirements for issuance of a license to write the line or lines of insurance for which
it is currently licensed;

(b) The effect of the merger or other acquisition of control would be substantially to
lessen competition in insurance in the state or create a monopoly;

{c) The financial condition of any acquiring party is such that it might jeopardize the
financial stability of the insurer or prejudice the interests of its policyholders;

(d) The acquiring entity’s plans or proposals to liquidate the insurer, sell its assets,
consolidate or merge it with any entity, or make any other material change in its
business or corporate structure or management would be unfair and unreasonable to
policyholders and not in the public interest;

(e) The competence, experience and integrity of the persons who would control the
operation of the insurer are such that it would not be in the interest of policyholders
and the public to permit the merger or other acquisition of control; or

(f) The acquisition is likely to be hazardous or prejudicial to the insurance-buying

public.

NAIC Framework for Insurance Holding Company Analysis

The NAIC Framework for Insurance Holding Company Analysis was incorporated into the
NAIC’s Financial Analysis Handbook to assist regulators in analyzing holding companies. The
Handbaook provides for the designation of a lead state to assist states in coordinating analysis and
regulatory review of insurance groups; the Gramm-Leach-Bliley Act’s timely action

requirements underscore the importance of such coordination.

Elements of such analysis include:

Form A — Statement of Acquisition of Control of or Merger with a Domestic Insurer

The Holding Company Act outlines specific filing requirements for persons wishing to acquire
control of or merge with a domestic insurer. The person wishing to acquire control must file a
Statement of Acquisition of Control or Merger with a Domestic Insurer (Form A) with the

domestic state of each insurer in the group. The domestic state or lead state then communicates
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the filing with all impacted states. Individual state statutes and regulations may impose public
hearing requirements and time limitations on the review period, and federal law sets out the time
period for review of any transactions with depository institutions. The NAIC’s Accreditation
Program requires that the filing be reviewed in a timely manner and that the reviewing state
insurance department have sufficiently qualified staff, as well as appropriate procedures, to

perform the review.

Form B - Insurance Holding Company System Annual Registration Statement

The Insurance Holding Company System Annual Registration Statement (Form B) allows state
regulators to identify and evaluate the relationships within holding companies that affect
insurers. The Holding Company Act requires every insurer that is a member of an insurance
holding company system to register by filing a Form B within 15 days after becoming subject to
registration, and annually thereafter. Furthermore, a non-domiciliary state may require any
nsurer that is a member of a holding company system and authorized to do business in the state
to furnish a copy of its Form B registration statement, even if the insurer is not subject to

registration in its state of domicile.

Form D — Prior Notice of a Transaction

The Holding Company Act requires each insurer to give notice of certain material affiliated
transactions through Form D, Prior Notice of a Transaction. These transactions are then
reviewed by the company’s domiciliary state to determine if they are fair and reasonable to the
interests of the insurer. The transaction is considered material if, for non-life insurers, it is the
lesser of three percent of the insurer’s admitted assets or 25 percent of the policyholders’ surplus,
and for life insurers, three percent of the insurer’s admitted assets. Each is considered as of the
most recent year prior to December 31. Some states have stricter definitions of materiality in

their holding company regulations.

Form E (or Other Required Information) — Pre-Acquisition Notification Form Regarding the

Potential Competitive Impact of a Proposed Merger or Acquisition by a Non-Domiciliary Insurer
Doing Business in the State or by a Domestic Insurer
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The Holding Company Act requires that any domestic insurer, together with any person
controlling a domestic insurer or proposing a merger or acquisition, file a Form E or other
required pre-acquisition notification form. The insurer may also be required to file documents
with the Federal Trade Commission under the Hart-Scott-Rodino Act. The period for review and
action on proposed affiliations for transactions falling under the Gramm-Leach-Bliley Act
(GLBA) is limited to 60 days prior to the effective date of the transaction. Under Section
104(c)(2) of GLBA, states have a 60 day period preceding the effective date of the acquisition,

change, or continuation of control o collect information and take action.

Extiraordinary Dividend/Distribution

The Holding Company Act requires that any domestic insurer planning to pay an extraordinary
dividend or make any other such distribution to shareholders receive proper prior regulatory
approval. Some states require a 30 day waiting period after the state insurance commissioner
receives notice of the declaration, during which period the commissioner may approve or
disapprove the payment. Hence, regulators use this tool to monitor capital flows within a

holding company system.

The Berkshire Hathaway situation in my state of Nebraska is a good example, which I would be

happy to expound upon in questioning.

Hitting It Head-On: What We’ve Done in Nebraska

Nebraska in 2008 enacted a new statute creating a voluntary system of supervision at the group
level. The new law enables the Director of Insurance to promulgate rules and regulations for
group-wide supervision of U.S. insurance groups having a Nebraska domestic insurer within the
group. Under the new law, all group supervision requirements must yield to the concept of how

group activities affect the operations of the insurer.

The statatory requirements set forth a voluntary review process whereby applicants must address
capital adequacy policies, intra-group transactions, risk management and internal control

policies. In promulgating regulations, the Director may consider rules and regulations adopted



55

by the European Union or any individual country. The law also contains enforcement

ramifications for noncompliance.

State Regulators are Actively Strengthening Insurance Group Supervision

To date, state insurance regulation of groups has focused on ring fencing the insurers — requiring
information about any material transaction with the insurers, including regulatory approval or at
least review in most cases. In the case where there is an imminent threat to an insurer’s financial
position, regulators may file an application for receivership in order to wall off the assets of the
insurer from non-insurance entities within the group. Recent experience has shown that the
activities of non-insurance entities within the group with no connection to the insurers can still
have an impact on the insurers, due to contagion and reputational risk. In response to this and
the recent global financial crisis, U.S. regulators and international standard setting organizations
have taken steps to improve the financial services regulatory system and encourage more

frequent communication and coordination among supervisors.

The Group Solvency Issues Working Group

Based on recent events and changes in the global marketplace, the NAIC established the Group
Solvency Issues Working Group (GSIWG) and charged it with identifying necessary changes to
the Holding Company Act. The working group will study the nced to develop group-wide
regulatory requirements and best practices, including the need for enhanced group-wide
reporting and consideration of non-regulated entities. It will recommend courses of action to
improve cross-border communication and coordination (both internationally and across U.S.
state borders) among supervisors, including supervisors of other financial sectors where

appropriate.

Group structures permitted to hold U.S.-based insurers come in many different forms. These
groups may include unregulated entities as well as regulated entities — including financial
services entities — within the same group holding company structure. Current state insurance
holding company laws do not differentiate between a group that is local in nature and one that is

internationally active. An internationally active group might simply operate across jurisdictional
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borders while incorporating all entities under one jurisdiction, or it might choose to organize

entities in other jurisdictions and operate from many global bases.

In the U.S., group supervision is conducted primarily through licensed entities during the
quarterly financial analysis monitoring efforts arising from filings made under the Holding
Company Act. The U.S. insurance regulatory system is often described as a “solo” or “legal”
entity approach, with oversight concentrated on the legal entity, in contrast to the consolidated
approach found in other jurisdictions. A better description might be “solo-plus,” given the
licensing oversight, financial analysis and other monitoring conducted under the auspices of the
Holding Company Act and the examination authority of the state insurance commissioner. It is
important to emphasize the “lead state” concept woven into the U.S. supervisory regime for two
or more insurers operating within a single group, but domiciled in different states, as well as in
the aforementioned state regulator-only coordination and communication forum called the
Financial Analysis Working Group (FAWG). FAWG provides an additional layer of
surveillance for groups that supplements individual state insurance departments’ solvency

monitoring.

Often overlooked is the existing authority of U.S. regulators to examine affiliates when
information is not forthcoming from an insurer. Under state holding company laws, domestic
regulators are required to review certain transactions between insurers and their affiliates to
ensure that they are reasonable. As discussed, regulators must approve dividends and

distribution payments in excess of a certain amount.

Enhancing Group-Wide Supervision

GSIWG has recommended that group supervision efforts be enhanced in a few key areas,
building on the positive attributes of current insurance group regulation in the U.S. Specifically,
GSIWG recommends that regulatory windows be added to the U.S. insurer solvency regime,
regardless of the multidimensional nature of the group. The goal is to incorporate certain
prudential benefits of group supervision into the solvency regime, providing a window into
group operations, while building upon the existing walls that provide solvency protection.

Ultimately, this “windows and walls” approach should provide much needed breadth and scope
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enhancements to solvency regulation while maintaining the current high level of policyholder
protection. It would also increase understanding of the potential implications of group financial

and reputational risks on an insurer within the group.

Incorporation of these enhancements into the current U.S. group solvency supervision structure
would advance a strong U.S. financial regulatory framework for insurers operating within

groups.

The specific enhancements include the following.

1. Communication among Regulators. Communication among regulators is the first and most
important component of group supervision of regulated entities. Communication with the
primary regulator is the key, whether state, federal or international. At a minimum, this
should occur on a bilateral “asked and answered” approach. While states have entered into
memoranda of understanding (MOUs) with federal regulators, and a number of states have
entered into confidentiality agreements with non-U.S. jurisdictions, state participation could
be further coordinated on a national basis to better provide for sharing of confidential

information with international regulators.

If the level of scrutiny given to a regulated entity is heightened to a “troubled financial
status,” the level of communication should immediately be elevated from the “asked and
answered” approach to a “proactive confidential communication.” This could conceivably be
accomplished through existing MOUs or through an enhanced Master MOU mechanism for
sharing with federal regulators as well as with international supervisors. While the legal
authority for elevating such communication to a required status may need to be examined and
clarified more fully, the idea would be to ensure that confidential notifications among state,
federal and international regulators regarding troubled insurers occurs on a proactive basis
when the insurer is operating in a group with entities subject to federal or international
oversight. The other functional and international regulators should also immediately notify
state insurance regulators of financially troubled entities within their jurisdiction to the extent

such entities operate within a corporate group containing an insurer.
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Supervisory Colleges. U.S. state insurance regulators participate regularly in supervisory
colleges for insurance-related entities around the world. My state of Nebraska, along with
Delaware and Maryland, is convening a supervisory college for Berkshire Hathaway Group,
Inc. The Berkshire Hathaway Supervisory College serves as a permanent platform for
facilitating the exchange of information, views, and assessments, enabling members to gain a
common understanding of the risk profile of the group to enhance risk-based supervision and

thereby strengthen solo supervision efforts.

Members of the Berkshire Hathaway Supervisory College have met via conference call
several times over the past year to discuss procedural matters related to governance, process,
timelines and information sharing agreements. They have set out goals and expectations for
the supervisory college, and held substantive discussions on the regulated entities® inherent
risks, financial positions and business plans to give supervisors a better understanding of the
various entities regulated by supervisory college members. The supervisory college will
have its first in-person annual meeting on April 14 here in Washington, D.C. It will include
company presentations and discussions among regulators to facilitate the safe and efficient

exchange of confidential information.

Supervisory colleges could be formally incorporated into the regular review processes of
internationally active groups through Holding Company Act enhancement and regulator best
practices. In addition to providing a “big picture” view of the group as a whole, supervisory
colleges serve to provide clear channels of communication to navigate through a potential

financial crisis.

Access to and Collection of Information. Access to meaningful information about
unregulated entities that include non-operating holding companies represents a challenge for
all regulators. The U.S. group solvency structure should enable broader access to
information upstream and with regard to all holding company groups with regulated
insurance entities. It may not be necessary to license holding companies if regulation can
accomplish a centralized, regular and confidential reporting mechanism by the holding

company with information on all entities under its control. Tools to aid in this regard could

1l
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include enhanced Form B registration requirements and establishment of a central collection

of group consolidated financial information for certain holding companies.

This is an important item. One of the strengths of the national system of state-based
regulation is the multiple sets of eyes on the same or similar issues. Ensuring that all
functional regulators have access to relevant and meaningful data for more than the entities
directly regulated will allow this strength to be capitalized upon for the entire U.S. financial

system.

Enforcement Measures. Clear regulatory tools should exist to protect the insurer and its
policyholders when violations occur. This may not require registration of a holding company
if sufficient jurisdiction exists to ensure access to information. Increased penalties and
harsher consequences for not providing information should be put in place. Finally,
standards for transactions with affiliates should be clarified and strengthened, as should

standards used to establish whether an entity does or does not control an insurer.

Group Capital Assessment or Requirement. Effective group supervision should provide a
window with a panoramic view of the group as a whole, thereby alerting regulators to double
gearing and excessive leveraging. U.S. group supervision should include a review and
assessment of capital on a group basis, in addition to retaining separate capital requirements
for the solo insurance entity. An understanding of group risk factors would help to assess the

risk of financial contagion within a group and better determine the potential for systemic risk.

Accreditation. Current language in the NAIC’s Financial Regulation Standards and
Accreditation Program requires Holding Company Filings to be reviewed. That requirement
could be strengthened by requiring incorporation of a Holding Company Analysis Review

Team Guideline.
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Conclusion
The NAIC is a full partner with Congress and the Administration in seeking ways to improve the
financial regulatory system and promote financial stability. That bears true for group supervision

as well as for regulation of individual insurance companies, producers and products.

We are not seeking to regulate the non-insurance companies in a group, but rather seeking access

to relevant information to assess and, where possible, minimize the impact of, contagion risk.

We have been pleased thus far with the cooperation we have received from other regulators
where we have dealt with multi-faceted groups. We believe, however, that it would be in the
national interest to formalize the information sharing that now exists, and are therefore working

to secure changes to the Holding Company Act to accomplish that goal.

Thank you for the opportunity to testify, and I would be happy to answer your questions.
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1. Introduction

Good morning Chairman Kanjorski, Ranking Member Garrett and distinguished
Members of the Subcommittee. Thank you for the opportunity to testify on behalf of the
Office of Thrift Supervision (OTS) regarding savings and loan holding companies
(SLHCs) engaged predominantly in insurance activities {insurance holding companies).

As Congress continues to consider financial regulatory reform, it is important to
understand the scope of OTS’s authority to supervise savings and loan insurance holding
companies. While the OTS has broad authority to supervise an insurance holding
company enterprise, including affiliates and subsidiaries, we think it is prudent to align
the regulatory authority with the holding company enterprise’s primary activities.

The statutory framework for SLHCs was designed primarily to ensure the safety
and soundness of OTS-regulated insured depositories. We believe that the regulatory
framework governing insurance holding companies should be amended to provide the
functional regulator of the largest activity within a diversified financial company (in this
case the insurance regulator) the authority to act as the consolidated holding company
regulator. In that instance, the core business program of the company would align with
the expertise of the holding company reguiator.

My testimony today begins with a discussion of the statutory framework and
legislative history of SLHC supervision and how that framework was designed to ensure
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the safety and soundness of the depository institution. I will then outline OTS’s approach
to the supervision of SLHCs that are predominantly insurers, the OTS insurance holding
company supervision program and the imperfections of a system where a regulator of a
small piece of the overall organization is the only federal regulatory option for
consolidated supervision. We also recommend a new regulatory framework that could
enhance the oversight of the enterprise-wide health of insurance holding companies.

/l. Statutory Language and Legislative History

The statutory approach to SLHCs has always been premised on preserving the
safety and soundness of the subsidiary thrift. Congress passed the first SLHC legislation,
known as the Spence Act, in 1959.! Although largely intended as “stopgap legislation,”
the Spence Act contained provisions prohibiting savings associations from investing in or
in any way having an interest in the securities of the holding company or its subsidiaries.?
Similarly, savings associations were prohibited from extending credit to their holding
companies or their subsidiaries.®

Seven years after enactment of the Spence Act, Congress revisited SLHC
regulation by enacting the Savings and Loan Holding Company Amendments of 1967
which came to be known as the Savings and Loan Holding Company Act (SLHCA)?
Unlike the Spence Act, which was limited in its scope, the SLHCA provided a
comprehensive statutory framework for the registration, examination and regulation of
SLHCs. Among other things, this comprehensive law was designed to preserve the
safety and soundness of the subsidiary thrift by protecting holding company subsidiary
institutions from overreaching by affiliates in a holding company structure. In the Senate
Banking Committee hearings for this legislation, Federal Home Loan Bank Board
(FHLBB) Chairman Horne noted that with most business enterprises it is of no public
concern how a parent company chooses to use its subsidiary, “{bJut when one of those
subsidiaries has the bulk of its liabilities in the form of savings entrusted to it by the
public and when those liabilities are insured by a public agency, then there is a very
strong reason for public concern over the purposes which that company is made to serve
and over dealings of any sort that are not conducted at arm’s length.”®

l Pub. L. 86-374, 73 Stat. 691 (1959).

‘.

S ld

* Pub. L. 90-225 (1968).

5 The SLHCA is now section 10 of the Home Owners® Loan Act. 12 U.S.C. 1467a.

¢ Savings and Loan Holding Companies: Hearings on S. 1542 Before the Senate Committee on Banking
and Currency.” 90% Cong., 1% Sess. at 27 (1967) (Statement of John E. Horne).
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Congress next amended the SLHCA as part of the Competitive Equality Banking
Act of 1987 (CEBA)." The amendments did not alter the fundamental purpose of the
SLHCA~—to protect the safety and soundness of the subsidiary thrift.

Two years after the enactment of CEBA, Congress again amended the SLHCA as
part of the Financial Institutions Reform, Recovery and Enforcement Act of 1989
(FIRREA).® The FIRREA amendments were premised on preserving the safety and
soundness of the subsidiary institution. For example, FIRREA provided the OTS with an
expedited enforcement remedy against holding companies whose activities endanger the
financial stability or safety and soundness of their subsidiary thrift.” Savings institutions
were generally made subject to Sections 23A, 23B and 22(h) of the Federal Reserve Act,
in the same manner and to the same extent as those sections apply to Federal Reserve
member banks.'

Ten years after FIRREA, Congress passed the Gramm-Leach-Bliley Act of 1999
(GLBA)."' As the Subcommittee is well aware, the GLBA facilitates affiliations among
banks, securities firms and insurance companies. So long as certain conditions are met, a
bank holding company can qualify as a financial company and engage in a wide variety
of services that are financial in nature.”?

In the GLBA Congress instituted special provisions with respect to OTS and the
Board of Governors of the Federal Reserve System (Board) supervision of functionally
regulated subsidiaries of holding companies, such as insurance companies. Generally,
these provisions require coordination with the functional regulator and require the OTS
and the Board to predicate certain actions on the safety and soundness of the subsidiary
depository institution. GLBA also amended the SLHCA to prohibit new unitary SLHCs
from engaging in nonfinancial activities or affiliating with nonfinancial organizations.”‘
Existing unitary holding companies were “grandfathered.” The restrictions, however,
continued to allow financial activities to be conducted by the holding company, to the
same extent as a bank holding company, including insurance activities.

7 Pub. L. 100-86, 100 Stat. 552 (1987).
® pub. L. 100-73, 103 Stat. 183 (1989).
® 12 US.C. 1467a(p)(1).

©120.8.C. 1468

" pub. L. 106-102, 113 Stat. 1338,
212 U.5.C. 1843(0X1).

©1d at § 401,
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Hil. OTS Holding Companies Engaged Predominantly In
insurance Operations

OTS supervised insurance holding companies are diverse. They include some of
the largest publicly held insurance companies in the United States, large and small mutual
insurance companies, privately held companies and fraternal organizations. These
holding companies own insurance subsidiaries domiciled in almost every state in our
country. These operations offer insurance and banking products to citizens across the
United States. Some have insurance operations in foreign countries as well. These
holding companies provide products across the various sectors of the insurance industry
including life insurance, annuities, title and property and casualty insurance for
consumers and businesses of all sizes. Through their savings association subsidiaries
they are able to offer a full range of financial products.

Included in the 35 insurance holding companies supervised by OTS are
Prudential, Principal, Allstate, State Farm, Nationwide, TIAA-CREF and The Hartford.
In addition, OTS regulates holding companies with significant insurance activities that
combine securities activities as well, such as Ameriprise. OTS also regulates
approximately another 39 holding companies that engage in insurance activities to a
lesser degree, but are not considered predominantly insurance companies.

IV. OTS Holding Company Supervision Program

Once a company acquires or charters a thrift institution, as a SLHC it is subject to
regulatory examination and monitoring by the OTS. As the primary federal regulator of
savings and loan insurance holding companies, the OTS has the authority to examine
each insurance holding company, including its subsidiaries subject only to certain
obligations under the GLBA to coordinate with the functional regulator'®. We commonly
refer to this overall entity as the holding company enterprise. In its examination and
supervision of the enterprise, OTS uses a risk-focused approach that considers the
combined risk profile of the holding company, its financial health and stability, and the
interdependence of entities within the structure.

The primary objective of a risk-focused examination of an insurance holding
company is to identify and examine the areas of the business that pose the greatest degree
of risk to the condition of the overall enterprise and to the thrift. The initial scope of the
examination targets the areas that have higher than normal risk characteristics.
Employing this approach requires examiners to use judgment in determining the level of

¥ pub.L. 106-102, 113 Stat. 1338.



66

review, testing and analysis necessary to assess the condition of the enterprise.
Accordingly, the scope of each examination is specifically tailored to the risk associated
with the enterprise and it is determined on a case-by-case basis. It may also change from
year-to-year as OTS sets different areas for targeted review.

The examination goal is consistent across all types of holding company
enterprises; however, the level of review and amount of resources needed to assess a
complex structure, such as an insurance holding company, is far greater than what would
be required for a less complex holding company.

Executing the OTS holding company examination approach for insurance
structures can require advanced financial and analytical skills to address the complexity
of some of these organizations. Aggregating the risk of individual companies within the
structure in order to formulate an evaluation of the overall consolidated risk of the
organization requires both expertise and judgment. OTS assigns some of its most
experienced examiners to the examination of insurance holding companies. Their
extensive grounding in financial regulatory concepts and experience in coordinating and
communicating with holding company staff provides the foundation for reviewing the
broader scope of activities in a diverse financial company with insurance operations.
Still, fully understanding insurance holding companies involves an intensive learning
curve as examiners become acclimated to the highly technical concepts of insurance
underwriting and reserving, as well as terminology and interaction with functional
regulators both domestic and foreign.

Coordination with Other Regulators

Consultation with other regulators is essential to OTS’s supervision of
SLHCs. OTS seeks to achieve the legislative goal of reducing duplication by sharing
information and working closely with other state and federal regulatorsi In
conducting its review of an insurance holding company enterprise, OTS relies on the
state insurance regulators for information and findings regarding the entity for which
they are functionally responsible. To limit regulatory duplication, OTS has entered
into regulatory cooperation agreements with all but two state insurance regulators.

As a first source, OTS examiners use readily available information about an
insurance company in the holding company enterprise by obtaining and reviewing reports
the company submits to its primary regulator, information that it reports publicly and
externally audited financial statements.
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OTS may also request examination information directly from the company if the
insurance regulator cannot provide it. It is important to note that OTS may only seek
information directly from the company if that information meets certain conditions.
Specifically, the information can only be requested if it is needed to assess: (1) a material
risk to a thrift or holding company; (2) compliance with a federal law that OTS has
specific authority to enforce against the functionally-regulated entity, or (3) the systems
for monitoring and controlling the financial and operational risks that may threaten the
safety and soundness of a thrift.

Examination Components

Examination of holding companies is an important part of OTS’s supervisory
program. OTS examiners’ work assesses the condition of the holding company
enterprise and helps ensure that the operations of the holding company do not harm the
thrift affiliate.

In carrying out its regulatory function regarding holding companies, the OTS
evaluates four components, collectively known by the acronym “CORE.”

The “C™ in the CORE rating stands for “Capital.” In its review of a SLHC’s
capital adequacy, OTS considers the risk inherent in the enterprise’s activities and the
ability of capital to absorb unanticipated losses, support the level and composition of debt
of the parent company and subsidiaries, and support business plans and strategies.

“0” is for “Organizational Structure.” This component involves identifying the
organizational structure and ownership, and assessing any changes. This part of the
examination also includes an assessment of: (1) lines of business and activities, and the
inherent risks they pose; (2) concentrations of risk; and (3) the nature and volume of
intra-group transactions and significant intercompany relationships.

“R” represents “Risk Management,” which involves the ability of the board and
executive management to identify, measure, monitor and control risk within the holding
company enterprise. Managing risk is fundamental to the success of any business
venture. OTS expects holding companies to have adequate risk management practices,
including strong corporate governance and a system of internal controls. Such risk
managerment practices should be commensurate with the size and complexity of the
holding company enterprise.

“E” represents “Earnings/Liquidity,” which involves the overall financial
performance of the consolidated holding company enterprise, including the quality of
consolidated earnings, profitability and liquidity. This includes the holding company’s
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earnings trends and cash flow, as well as the relative contributions and dividend payout
ratios of significant subsidiaries, and the current and prospective effect on subsidiaries,
including the thrift.

Once OTS examiners have completed their review of the CORE components, they
develop a composite rating, which is the overall assessment of the holding company
enterprise as reflected by consolidated risk management and consolidated financial
strength. Examiners exercise judgment in determining the relative importance of each
CORE component 1o the safe and sound operation of the holding company.

V.  Areas for Improvement in the Consolidated Supervision of
Insurance Holding Companies

The statutory regime governing SLHCs is premised primarily on preserving the
safety and soundness of the subsidiary thrift. Clearly OTS would not have a role in the
supervision of an insurance holding company enterprise if not for its relationship witha
savings association.

We believe that a holding company that engages predominantly in insurance
activities should be regulated by an insurance regulator. While the OTS is effective in
coordinating relationships with state insurance regulators, state insurance regulators are
in the best position to control and supervise insurance holding companies because
insurance is the predominant activity of the enterprise.

Typically, insurance companies come to OTS with established insurance
operations and a pre-existing relationship with state insurance regulators. As such, they
are unfamiliar with the concept of holding company regulation. As OTS steps into this
role it can be awkward to familiarize the company with our involvement beyond the
confines of the savings association, especially in cases where the thrift institution is a
small part of the company’s operations. To address this, OTS can and does include
conditions in our application approvals that outline our supervisory expectations.

Furthermore, some provisions of law designed to reduce regulatory burden can
impede our ability to address swiftly some supervisory concerns focused primarily on the
impact to the subsidiary thrift itself, as opposed to the insurance company subsidiary. For
example, with respect to capital adequacy requirements, OTS is prohibited from
proscribing such requirements for an insurance company subsidiary.” Similarly, OTS

¥ 12 US.C. 1844(c)3); 1831v(a). We note that on December 11, 2009, the House passed H.R. 4173, the
Wall Street Reform and Consumer Protection Act, which among other things eliminates this provision and
the other provisions discussed in this paragraph. See, H.R. 4173, as engrossed, sec. 1303(e).



69

may not require an insurance company subsidiary of a holding company to provide
capital or other funds or assets to a savings association subsidiary of the holding company
if the state insurance supervisor determines that such action would have a materially
adverse effect on the financial condition of the insurance company.'® In extreme
circumstances, OTS could require divestiture of the thrift institution.!”

VI. Recommendation for a New Regulatory Structure for
Insurance Holding Companies

We recommend that Congress improve the regulatory framework for the
consolidated supervision of insurance holding companies. We suggest that the functional
regulator of the largest activity within a diversified financial company should be the
holding company regulator, with jurisdiction over the holding company and all non-
functionally regulated entities. We believe there is significant benefit to housing the
supervision of holding companies with the supervisor of the predominant underlying
regulated activity. An unintended consequence of functional regulation is that it takes
time to coordinate, and additional efforts to ensure consistent treatment.

A holding company regulator should have authority to monitor the activities of
the affiliates, to exercise full enforcement authority and to implement information-
sharing arrangements between entities in the holding company structure and their
functional regulators. The regulator should have the authority to impose capital
requirements, restrict activities and otherwise regulate the operations of the holding
company and the non-functionally regulated affiliates.

We believe the authority to supervise the entire corporate structure of an
insurance holding company could be housed within a federal insurance regulator, if
Congress chose to create one. In the absence of the creation of a federal insurance
regulator, however, we believe that at a minimum, a federal insurance office should be
established with authority over insurance holding companies and non-functionally
regulated affiliates.

L3
"® 12 0.5.C. 1844(g)(1); 183 1v(a).
712 U.S.C. 1844(g)3); 1831v(a).
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Vil. Conclusion

A fundamental requirement for prudent risk management of a holding company is
effective oversight and enforcement authority over the entire organization. We
appreciate the opportunity to share OTS s recommendations for a stronger framework
that would accomplish this for insurance holding companies. We look forward to
working with you on these important issues in the future.

10
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Chairman Kanjorski, Ranking Member Garrett, and other members of the Committee,
thank you for the invitation to today’s hearing to discuss the supervision and oversight of
insurance companies. In the United States, primary supervisory and regulatory authority for
insurance companies is vested with the states. The Federal Reserve does, however, serve as
consolidated supervisor for bank holding companies (BHCs), including financial holding
companies (FHCs) established under the Gramm-Leach-Bliley Act (GLB Act), some of which
are affiliated with insurance companies. In addition, the Federal Reserve serves as the primary
federal supervisor for state-chartered banks that are members of the Federal Reserve System
(state member banks), many of which engage in insurance sales activities.

In my statement 1 will first describe the scope of the Federal Reserve’s supervisory and
regulatory authority for BHCs, FHCs, and state member banks and provide an overview of the
types of insurance activities that may be conducted by banking organizations supervised by the
Federal Reserve. I will then discuss the Federal Reserve’s approach to supervising BHCs, FHCs,
and state member banks both generally and with respect to any insurance activities that may be
conducted by these organizations.

Background

The Federal Reserve has supervisory and regulatory authority for BHCs; state member
banks; U.S. operations of foreign banking organizations that have a branch, agency, or
commercial lending subsidiary in the United States; and certain other financial institutions and
activities. As of year-end 2009, a total of 5,635 top-tier U.S. BHCs were in operation. These
institutions controlled 5,710 insured commercial banks and held approximately 88.5 percent of
all insured commercial bank assets in the United States. Also as of year-end 2009, 844 statc-

chartered banks {excluding nondepository trust companies and private banks) were members of
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the Federal Reserve System. We work with other federal and state supervisory authorities to
ensure the safety and soundness of the banking industry, foster stability of the financial system,
and provide for the fair and equitable treatment of consumers in financial transactions.

While banking organizations have been widely involved in insurance sales activities for
many years, the ability of banking organizations to broadly underwrite insurance is both more
limited and more recent. For example, state banks--including state member banks--generally are
permitted to act as an agent in the sale of insurance to the extent permitted by state law, and most
states authorize this activity. Federal law, however, generally prohibits national or state-
chartered insured banks from underwriting insurance, with certain exceptions.' Prior to the GLB
Act, the ability of BHCs to affiliate with a company engaged in insurance sales or underwriting
activity also was quite limited.

Since 2000, the GLB Act permits those BHCs that qualify to be, and then elect to
become, an FHC to engage in, or affiliate with a company engaged in, the sale or underwriting of
any type of insurance. To qualify as an FHC, all of a BHC"s depository institution subsidiaries
must be well capitahized and well managed, and all of the company’s insured depository
institutions (other than certain newly acquired institutions) must have a satisfactory or better
record of performance under the Community Reinvestment Act.

Approximately 548 financial services organizations with total assets of $16.1 trillion (or
86 percent of all assets controlled by BHCs) operate in the United States as FHCs. Of these
companies, 507 are domestic FHCs and 41 are foreign-owned FHCs. As of September 30, 2009,
a total of 33 FHCs reported engaging in insurance underwriting activities pursuant to the
expanded authorities provided by the GLB Act, of which 22 were domestic companies and

11 were foreign-owned organizations, These 33 organizations reported an aggregate of

' See 12 US.C.§ 1831, 15 US.C. § 6712,



$551 billion of insurance-related underwriting activities, which represents 3.4 percent of total
FHC assets of $16.1 trillion.

Additionally, some 194 FHCs reported conducting insurance sales activitics. Because
insurance salcs activities are conducted as agent (and not as a principal, as with insurance
underwriting), insurance sales activities typically do not account for a significant percentage of
the assets of banking organizations.

Federal Reserve Supervisory Standards and Approach

The Federal Reserve is involved in both regulation, which is establishing the rules within
which banking organizations must opcrate, and supervision, which is ensuring that banking
organizations abide by those rules and remain safe and sound. The Federal Reserve’s regulations
impose consolidated capital requirements on BHCs (including FHCs) and state member banks,
restrict intercompany transactions between an isured depository institution and its affiliates, and
implement the activity restrictions that the Congress has established for banking organizations to
help protect the federal safety net and prevent the mixing of banking and commerce. Because
rules and regulations in many cases cannot reasonably prescribe the exact practices each
organization should use in managing the risks it faces, supervisors provide policies and gnidance
that expand upon requirements set forth in rules and regulations and that establish expectations
for the range of acceptable practices. Supervisors rely extensively on these policies and
guidance as they conduct examinations or inspections and assign supervisory ratings. The
Federal Rescrve supervisory staff regularly conduct on-site examinations and off-site monitoring
to ensure the safety and soundness of supervised state member banks.

As consolidated supervisor, the Federal Reserve also conducts regular inspections of all

BHCs, including FHCs. The primary purpose of these inspections is to ensure that the holding
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company and its nonbank subsidiaries do not pose a threat to the BHC’s insured depository
institution subsidiaries. In conducting our supervisory and inspection activitics, we work closely
with the primary supervisor of a BHC’s subsidiary depository institutions, as well as with the
functional regulator of any securities broker-dealer or insurance company owned by the BHC.
Indeed, the GLB Act requires that the Federal Reserve rely, to the fullest extent possible, on the
reports of examinations prepared by the relevant state insurance authority of any insurance
company subsidiary of a BHC.

Our supervision of BHCs and FHCs is focused on the consolidated risk exposures.
financial strength, capital adequacy, and liquidity of these firms. In short, our approach is risk-
focused, and encompasses all of the risks of the firm. Inspections arc built around a rating
systemn introduced in 2005 that reflects the shift in supervisory practices away from a historical
analysis of financial conditions toward a more dynamic, forward-looking assessment of risk-
management practices and financial factors. Under the system, known as RFI, but more fully
termed RFI/C(D), holding companies are assigned a composite rating (C) that is based on
assessments of three components: risk management (R), financial condition (F), and the
potential impact (I} of the parent company and its nondepository subsidiaries on the subsidiary
depository institution. The fourth component, depository institution (D), is intended to mirror
the primary supervisor’s rating of the subsidiary depository institution.

in October 2008, the Federal Reserve {inalized comprehensive supervisory guidance,
initiated prior to the onset of the financial crisis, to enhance and clarify our role as consolidated
supervisor of BHCs, including FHCs. For example, it improves the consistency of the Federal
Reserve's supervisory practices and assessments across institutions with similar activities and

risks, and directs examiners to pay special aftention to arcas that are critical to managing
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firmwide nisks, such as primary governance functions and risk controls, matcrial business lines
and nonbank operations, funding and liquidity management, consumer compliance, and other
key activitics and risks. The enhanced consolidated supervisory approach also emphasizes
several elements designed to foster financial stability and deter or manage financial crises,
including an increased focus on clearing and scttlement activities in critical financial markets,
The guidance also reiterates the need as required by statute to rely, to the fullest extent possible,
on information from the appropriate primary or functional regulators of the bank, securities, and
insurance subsidiaries of an organization in order to make an tnformed assessment about the
nature of the risks posed to the insured depository institution affiliate and the consolidated
organization. Importantly, it also describes how the Federal Reserve will coordinate its activities
and share information with the functional regulators of a BHC’s subsidianies.

In the spring of 2009, the Federal Reserve led the Supervisory Capital Assessment
Program, popularly known as the bank “stress test,” which helped restore confidence in the
banking system and represented a tuming point in the financial crisis. An important lesson of
that program was that combining on-site examinations and inspections with a suite of
quantitative and analytical tools can greatly improve comparability of the results and better
identify potential risks or outlier situations. In that spirit, the Federal Reserve is developing an
enhanced quantitative surveillance program for large BHCs. Supervisory information will be
combined with firm-level, market-based indicators and aggregate economic data to provide a
more complete picture of the risks facing these institutions and the broader financial system.
Making use of the Federal Reserve’s unparalicled breadth of expertise, this program will apply
a multidisciplinary approach that involves economists, specialists in particular financial

markets, payments systems experts, and other professionals, including bank supervisors,
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Appropriate enhancements of both prudential and consolidated supervision will only
increase the need for supervisors to be able to draw on a broad array of economic and financial
knowledge and experience. The insights gained from the macrocconomic analyses associated
with the formulation of monetary policy, and from the familiarity with financial markets derived
from our open market operations and payments systems responsibilities, have the potential to add
enormous value to holding company supervision.

The current financial crisis has clearly demonstrated that risks to the financial system can
arise not only in the banking sector, but also from the activities of other financial firms--such as
investment banks or insurance companies--that traditionally have not been subject to the type of
regulation and consolidated supervision applicable to bank holding companies. To close this
important gap in our regulatory structure, legislative action is needed that would subject afl
systemically important financial institutions to the same framework for consolidated prudential
supervision that currently applies to BHCs and FHCs. Such action would prevent financial firms
that do not own a bank, but nonetheless pose risks to the overall financial system because of the
size, risks, or interconnectedness of their financial activities, from avoiding comprehensive
supervisory oversight.

Federal Reserve Supervision of Insurance Activities

In supervising banking organizations that are engaged in insurance activities, the Federal
Reserve 1s guided by the same principles that govern our supervision of banking orgamzations
generally. For BHCs and FHCs conducting insurance activities, we focus on assessing and, if
necessary, addressing the potential risk that those activitics may pose to the depository affiliates
and the consolidated financial condition of the BHC or FHC. In the case of state member banks

engaged in insurance activities, we focus primarily on assessing and limiting the risk of those
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activities to the relevant institution and ensuring compliance with the consumer protections for
bank sales of insurance products established by the GLB Act.

While our general approach is the same, we also adjust our supervisory methods and
analysis to account for the unique risks and nature of insurance products. For example, although
most risks--including credit, market, operational, liquidity, reputational, and legal risks--are not
unique to BHCs with insurance underwriting activitics, our supervisory approach recognizes that
these risks may arisc in new or different ways at such firms engaged in insurance activities. Our
supervisory approach also recognizes the additional risks arising from the underwriting of life
insurance policies and property and casualty insurance policies. We incorporate these risks in
our assessments of the overall financial strength of a BHC's or FHC’s consolidated risk-
management processes, as well as any potential effect on affiliated depository institutions.

Federal Reserve oversight of insurance activities of state member banks varies based on
the nature and scope of the institution’s insurance activities. We have supervisery tools for
assessing the robustness of the risk-management processes for corporate programs for insurable
risks, including purchased insurance on the lives of bank employces (bank-owned life insurance).
Additionally, we have supervisory tools for assessing the management of the risks associated
with retail sales of insurance on bank premises or on behalf of a bank and the Consumer
Protection in Sales of Insurance provisions of the Board’s Regulation H.

In performing our assessments of the financial strength and consolidated risk
management of BHCs or FHCs, the Federal Reserve focuses on corporate-level internal policies
and procedures, as well as consolidated risk reports of the firms. In addition, we actively engage
management in discussions of the firms” overall strategy, lines of businesses, financial condition,

and internal risk and capital adequacy processes. The Federal Reserve may conduct off-site



monitoring and engage management in further discussions or conduct targeted reviews to
enhance our understanding of a BHC’s or FHC’s insurance activities.

In carrying out its supervisory activitics, the Federal Reserve routinely communicates
with the primary or functional regulatory authorities, including those responsible for licensing
and regulating the insurance subsidiaries of the BHC or FHC. This communication is an
important part of our approach to the consolidated supervisory processes for two reasons. First,
functional regulators provide information about the legal and regulatory framework in which
insurance activities are conducted at the subsidiary that they license and regulate. Similarly, the
functional regulators’ assessments of risk and risk management at the insurance subsidiary help
inform our assessments of any potential effect that these activities may have on affiliate
depository institutions and the consolidated organization’s financial condition or risk-
management practices.

To facilitate this information sharing, over the past decade, the Federal Reserve Board
has executed memoranda of understanding with the insurance regulatory authorities of all
50 states, the District of Columbia, and Puerto Rico. The Federal Reserve Board and the other
federal banking agencies also coordinate with the appropriate state insurance authorities when a
BHC, FHC, or insured depository institution plans to acquire or affiliate with a company
engaged in insurance activities. In addition, in carrying out our BHC supervisory
responsibilities, we communicate with international insurance supervisors if appropriate
depending on the size, nature, and extent of a BHC’s or FHC’s insurance businesses.

To assist its stalf in understanding the risks arising from insurance activities, the Federal
Reserve has designed and implemented training programs and developed examiner tools.

Additionally, in conjunction with the National Association of Insurance Commissioners (NAIC)
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and state insurance regulatory authorities, the Federal Reserve drafied materials comparing
various aspects of the regulatory paradigms for banking organizations and insurance companies
that are routincly made available to supervision staff. For example, the Federal Reserve and the
NAIC have collaborated on three published reports that were intended to facilitate better
communication and understanding on banking and insurance regulation, risks, and capital
requirements. In May 2002, the Federal Reserve and the NAIC issued the first report, titled
“Report of the NAIC and the Federal Reserve System Joint Subgroup on Risk-Based Capital and
Regulatory Arbitrage.” It compares banking and insurance company risk-based capital formulas,
and identifies potential opportunities for regulatory capital arbitrage between insurance and bank
subsidianes. The report acknowledges that the two regulatory capital frameworks differ
fundamentally in the risks they are designed to assess, and that capital requirements for assets,
liabilities, and various risks arc treated differently.

The second report, titled “Report of the NAIC and the Federal Reserve System Joint
Subgroup on Financial Issues,” was issued in June 2003. Tt discusses the components of risk
arising from insurance activitics and relevant insurance regulatory tools that might assist the
Federal Reserve in supervising FHCs conducting insurance activities. The report includes a
mapping of insurance industry risks into the Federal Reserve’s defined banking risks. The third
report, titled “Report of the NAIC and the Federal Reserve System Joint Troubled Company
Subgroup: A Comparison of the Insurance and Banking Regulatory Frameworks for Identifying
and Supervising Companies in Weakened Financial Condition,” was issued in April 2005. This
report outlines the different approaches used by banking and insurance regulators for identifying

and intervening in troubled company and troubled holding company situations, including
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regulatory authorities, on- and off-site company financial condition monitoring tools, time
frames {or intervention, and types of actions taken.
Conclusion

While the Federal Reserve is not the primary supervisor of insurance companies, certain
organizations we supervise do engage in, or have subsidiaries that engage in, insurance
activities. The Federal Reserve’s role as the supervisor of a BHC or FHC is to review and
assess the consolidated organization's operations, risk-management systems, and capital
adequacy to ensure that the holding company and its nonbank subsidiaries do not threaten the
viability of the company’s insurcd depository institutions. In this role, the Federal Reserve
serves as the “umbrella supervisor™ of the consolidated organization. In fulfilling this role, the
Federal Reserve relies to the fullest extent possible on information and analysis provided by the
appropriate supervisory authority of the company’s bank, sceurities, or insurance subsidiaries.

Recent experience shows the need for the Federal Reserve’s approach to consolidated
supervision of the holding company in addition to, and distinct from, bank supervision. Large
organizations increasingly operate and manage their businesses on an integrated basis with little
regard for the corporate boundaries that typically define the jurisdictions of individual functional
supervisors. Indeed, the crisis has highlighted the financial, managerial, operational, and
reputational linkages among the bank, securities, cornmodity, insurance, and other units of
financial firms.

The customary focus on protecting the bank within the holding company, while
necessary, is clearly not sufficient now, when systemic risk can arise wholly outside of insured
depository institutions. Similarly, the premisc of functional regulation--that risks within a

diversificd organization can be evaluated and managed properly through supervision focused on
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individual subsidiaries within the firm--has bgcn undermined further; the need for greater
attention to the potential for damage to the bank, the organization within which it operates, and,
in some cases, the financial system generally, requires a comprehensive and integrated
assessment of activities throughout the holding company.

This concludes my prepared remarks, and I would be happy to answer any questions you

may have.
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Testimony of Property Casualty Insurers Association of America (PCI)

before the Subcommittee on Capital Markets, Insurance and Government Sponsored
Enterprises

House Committee on Financial Services
Hearing on Insurance Holding Company Supetvision

March 18, 2010

The Property Casualty Insurers Association of America (PCI) appreciates the opportunity to
submit testimony concerning insurance holding company supervision. PCI is the leading property-
casualty trade association, representing more than 1,000 insurers, the broadest cross-section of

insurers of any national trade association.

PCI supports the efforts of the Committee on Financial Services in general and the Subcommittee
on Capital Markets in particular to address the failures that helped create the financial crisis of
2007-09. PCI has submitted past testimony to the Committee with detailed analysis of gaps in
the current financial services regulatory structure and proposals for legislation to facilitate
systemic risk supervision and greater regulatory coordination. 1t is critical to recognize, however,
that the regulatory failures were not failures of state insurance solvency supervision or holding
company regulation, but rather gaps in federal regulation or implementation of federal holding
company oversight of more interconnected and systemically risky market segments. While some
recently impaired financial conglomerates had property-casualty insurance subsidiaries, these
were primarily federally regulated holding companies. No federal assistance has been requested
or provided for property-casualty activities, no insurance activities were a primary cause of the
crisis, and state supervision of insurance holding companies with respect to the safety and
soundness of the insurance marketplace has been relatively very successful compared to federal
holding company regulation. The Congressional response to the crisis must not restructure or

undermine the portions of the system that worked. Nor should any legistation impose
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unnecessary additional burdens on those sectors of the financial services industry that do not
pose systemic risk or subsidize and create additional moral hazard on behalf of the firms that

helped cause the debacle.

Insurer members of insurance holding companies are successfully regulated for
solvency by the states

Solvency regulation of insurance companies in the United States is conducted on a “solo-plus”
basis. This means that basic financial regulation deals primarily with each insurer as a separate
legal entity, and the tools of the state regulatory system are designed to make sure that each
legal entity remains solvent, regardless of whether it is a stand-alone insurer, part of a group of
insurers or a member of a financial conglomerate. State regulators also recognize, however, that
risks from other members of a group can affect an insurer within the group if the proper firewalls
between insurance and non-insurance activities are not respected. For these reasons insurance
holding company legislation and regulation requires prior approval by insurance regulators for
changes in control and payment of significant dividends, and prior notice and actual or deemed
approval (30 days notice without disapproval) for material reinsurance and other transactions
between affiliates. State financial analysts are provided with the annuat financial statement of the
ultimate holding company of each insurer. Coordinated financial examinations are conducted for
insurance groups, with a “ead state” regulator (generally the state of domicile of the parent or
largest company) coordinating the exam. Additionally, the National Association of Insurance
Commissioners’ (NAIC) Financial Analysis Working Group, a group of senior financial regulators,
monitors farge insurers and groups and assists domiciliary regulators with analysis of and action
on financially troubled companies. These state activities all help to ensure the financial stability
of holding companies and their subsidiaries and to prevent harm to policyholders or the general

public.
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This system has worked very successfully to limit financial contagion and minimize insurance
failures despite the “perfect storm” of catastrophe and financial market losses in 2008. The AIG
situation is sometimes cited to the contrary, but it is important to note that AIG's insurance
companies were well-capitalized and well-regulated entities, separate from AIG's ultimate holding
company and the Financial Products Unit that caused so much of AlG’s difficulties. State
insurance regulators made sure that the insurance companies were strong and their assets were
separate from the rest of AIG. Transfer of any significant amounts of capital from the insurance
companies to the other AIG entities would have required the prior approval of the insurance

regulators, which in the event was not given.

Some have speculated that forcing AIG's parent (noninsurance) holding company to undergo
bankruptcy proceedings would have caused significant risk to insurance policyholders and
“potentially disrupt{ed) households’ and businesses’ access to basic insurance.”! We
respectfully disagree. State regulators used the normal tools of solvency regulation - risk-based
capital standards, conservative state accounting and financial reporting standards, investment
restrictions and many others - to make sure that the insurance companies remained safe and
continued to operate. The National Association of Insurance Commissioners created two special
AlG-related working groups to enhance cooperation between the states. Even in the case of
trouble, regulators had the authority to step in and put the companies under their supervision, to

help ensure that policyholders and claimants were paid..

Insurance solvency regulation - of solo insurers and of groups — by and large performed far
better than other forms of financial services regulation during the financial crisis. The systemic
risk posed by AIG came from the non-insurance parts of the group. In the worst financial storm
we have seen since the Great Depression, the strength of the U.S. insurance industry and its

regulation protected the millions of individuals and businesses that rely on it.

! Testimony of Secretary of the Treasury Timothy F. Geithner before the House Committee on
Oversight and Government Reform, January 27, 2010.
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Congress should address gaps in the regulation of large financial conglomerates (that
may include insurers)

Despite the success of the current insurance holding company regulatory system to date, there is
always roorh for improvement. PCI believes regulators should examine several potential
improvements to insurance group supervision:

« Strengthening the role of a lead state regulator — State regulators should consider
creation of a lead state regulator role to facilitate overall review of an insurance group’s
activities, as well as the potential risks posed by non-insurer group members.

« Streamlining group supervision —~ While the NAIC has made strides in increasing
coordination between states with its move to risk-focused financial analysis and
examination, additional improvements are always needed.

+ Communication and coordination between insurance and other financial regulators of
entities within a conglomerate group should be increased. PCI is interested in the
concept of “supervisory colleges”, so long as they are properly integrated into the current
insurance regulatory structure and do not result in additional of an unnecessary layer of
regulation or excess cost.

« The NAIC is examining these and other issues in its Group Solvency Issues Working
Group as part of its current Solvency Modernization Initiative (SMI). PCI supports the SMI

project and is working with the Working Group.

The financial crisis has also brought into sharp focus a key failing of our current financial services
regulatory system -- the near total absence of an understanding of the nature of systemic risk
and effective systemic risk regulation. The Federal Reserve Board currently has “umbrella”
systemic risk authority only over financial holding companies, and that regulation has been bank-
centric to date, failing to carefully monitor and understand risks posed by non-bank entities

within the financial holding company structure. Former Federal Reserve Chairman Alan
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Greenspan has admitted that the Fed’s regulatory focus failed to effectively monitor and regulate
the systemic risk to the larger economy. The Board does not have systemic risk regulatory
authority over thrifts or thrift holding companies (Indymac, Countrywide, Washington Mutual),
investrnent bank holding companies (l'_ehman Brothers, Bear Stearns) or other entities such as
derivatives firms (AIG Financial Products), and other prudential regulators who do have
jurisdiction over those entities have not focused on systemic risk. It is vital that these regulatory
gaps be filled now, but equally vital that the approach o filling them be based on a solid
understanding of what systemic risk is and which entities within our financial system do and do

not pose systemic risk.

PCI has testified several times before this subcommittee on the subject of systemic risk. We

would like to briefly remind you of several of the most key issues:

. Property-casualty insurance did not cause the financial crisis and is not systemically risky.
They are not highly leveraged and are not highly interconnected with other financial
firms as a source of credit or liquidity. A failure in the property-casualty industry — even
of a large insurer - would be very unlikely to create significant systemic risk in the

larger economy.

. Systemic risk regulation, including regulation of systemic risk at the holding company
level, should focus on entities that are truly systemically risky, and not on non-

systemically risky industries such as property casualty insurance.

. A responsible system of resolving troubled institutions must accompany any new
systernic risk regulation. Such a system must: (a) recognize that resolution of property-
casualty insurers is already conducted effectively by state insurance regulators and
guaranty funds; (b) ensure that each industry pays its own resolution costs (as insurers

do now) and that industries do not cross-subsidize each other.
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Insurance groups should not be subject to additional regulation for systemic risk, or
assessment for the failures of other financial industry segments

Although property/casualty insurers in general do not pose systemic risk to the financial system
or the U.S. economy at large, proposals to assess non-risky insurance companies to pay for the
resolution of risky firms from other financial industry sectors wou/d create risk to the entire
system, increasing moral hazard by shifting the costs of systemic risk from those entities that
generate it to those that do not. In so doing these proposals would penalize insurance consumers
and businesses across the country by requiring them to pay for the failures of riskier, more

highly-leveraged investment banks and securities firms.

Thank you for the opportunity to provide the subcommittee with information on the question of
the regulation of insurance holding companies. PCI looks forward to continuing to be a resource

to the subcommittee on financial services regulatory reform issues.
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Hon. Paul Kanjorski

Chairman, Subcommittee on Capital Markets, Insurance and Government-Sponsored Enterprises
Committee on Financial Services

United States House of Representatives

2188 Raybum House Office Building

Washington, DC 20515

Dear Chairman Kanjorski:

I received your April 13, 2010, letter regarding my March 18, 2010, testimony on i e holding company
supervision and have the following responses for you. First, with regard to your question “how many insurance
operating entities are part of a holding company that is a) regulated by the state as an insurance operating
company; b) regulated by a federal financial regulator; and c) not subject to financial regulatory supervision,”
please note my response is provided with the assistance of the National Association of Insurance Commissioners
and is comprised of data from 50 state insurance departments and the District of Columbia.

Out of 6,695 risk-bearing insurance legal entities regulated and supervised by the state insurance departinents,
5,220 (78%) insurance legal entities were affiliated with a holding company system (i.e., part of a group). The
term “affiliated” is used because not all insurance legal entities are 100% owned or controlled by one single
group; thus, several unaffiliated groups may have ownership interests in a single insurance legal entity.

Response (a): In responding to a) I understand the question to ask how many holding company systems
include an insurance legal entity as the top parent entity which would therefore be regulated by the state
as an insurance operating company. Please note that most i e holding company systems are not
structured in such a manner. Rather, there is typically a non-operating holding company or a non-financial
operating entity as the top level company in the holding company system for various legal and tax
purposes. An cxcepuon to this typical structure exists for insurers organized as mutual insurance
I\, Neverthel out of the 5,220 insurance legal entities that are affiliated with a holding
company system, 764 have an insurance legal entity as the top parent entity.

Response (b): In responding to b) I understand the question fo concern those holding company systems
where the Federal Reserve Board is the umbrella regulator. There are 105 insurance legal entities in
holding company systems where the Federal Reserve Board is the umbrella regulator of the holding
company system. Pursuant to the Gramm-Leach-Bliley Act, most federal regulators are functional
regulators and thus are technically not considered the lead financial regulator of the holding company
system; only the Federal Reserve Board is seen as the holding company regulator of Financial Holding
Companies (FHCs).

With special regard to AIG, AIG became a unitary thrift holding company when the Office of Thrift
Supervision (OTS) granted AIG approval to organize AIG Federal Savings Bank., The Gramm-Leach-
Bliley Act effectively prohibited the formation of similar uniform thrift holding companies after May
1999, but grandfathered existing uniform thrift holding companies or ones with pending applications.
Thus, AIG has been subject to OTS regulation, examination, supervision and reporting requirements.
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Hon. Paul Kanjorski
May 12,2010
Page two

There are 50 risk-bearing insurance entities within the AIG holding company system overseen by the
OTS.

Response (c): Of the 5,220 risk-bearing insurance legal entities considered, the remaining 4,301 insurance
legal entities are in holding company systems where the “parent” entity of the group is not subject to
Federal Reserve Board umbrella regulation or direct state functional regulation.

Attached to this correspondence is an Excel document prepared by the NAIC that provides the names of all of the
risk bearing insurance legal entitics within each category identified above. Please note that some state laws treat
certain information on captive insurance legal entities as confidential; thus, some company information was not
provided for those situations. Captives generally insure obligations within a group rather than market directly to
the public.

Please let me know if you have any further questions.

Sincerely,

Qoo M. S

Ann M. Frohman

Nebraska Director of Insurance

Chair of the NAIC Group Solvency Issues (EX)
Working Group

cc: Terrie Allison, House Financial Services Committee Editor
cc: Therese M. Vaughan, Ph.D., CEQ, NAIC
cc: Sean Dilweg, Wisconsin Commissioner of Insurance

Attachment
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Southern Fidelity Life Ins Co
Griffin Leggett Burial Ins Co
Jackson Griffin Ins Co

Arkansas Bankers Life Ins Co
Quachita Life tns Co

Capitol Life & Accident Ins Co
USAble Life

Hmo Partners Inc

United Hithcare of AR Inc

QCA Hith Plan Inc

Signature Life Ins Co Of Amer
Elite Transportation RRG Inc
Astraea RRG Inc
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N/A
WA
N/A
N/A
N/A
N/A
N/A
NA
NA
N/a
N/A
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N/A
N/A
N/A
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N/A
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N/A
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TGG CAPTIVE INSURANCE COMPANY

CAST CAPTIVE INSURANCE COMPANY

MSHiL CAPTIVE INSURANCE COMPANY

PACWEST CAPTIVE INSURANCE COMPANY, INC.
AMERICAN PROPERTY & LIABILITY INSURANCE COMPANY
SRP CAPTIVE RISK SOLUTIONS, LIMITED

AMERICAN PRIDE CAPTIVE INSURANCE COMPANY
ENTERPRISE INDEMNITY CAPTIVE INSURANCE COMPANY,
RIVERSIDE CAPTIVE INSURANCE COMPANY

PACIFIC CAPTIVE INSURANCE COMPANY, INC.
PRUDENTIAL ARIZONA REINSURANCE CAPTIVE COMPANY
MEMORIAL CAPTIVE INSURANCE COMPANY

GLOBAL ONE INSURANCE COMPANY
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