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INSURANCE OVERSIGHT: POLICY
IMPLICATIONS FOR U.S. CONSUMERS,
BUSINESSES, AND JOBS

Thursday, July 28, 2011

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON INSURANCE, HOUSING
AND COMMUNITY OPPORTUNITY,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:01 a.m., in room
2128, Rayburn House Office Building, Hon. Judy Biggert [chair-
woman of the subcommittee] presiding.

Members present: Representatives Biggert, Hurt, Capito, Gar-
rett, Dold, Stivers; Gutierrez, Cleaver, and Sherman.

Also present: Representative Green.

Chairwoman BIGGERT. This hearing of the Subcommittee on In-
surance, Housing and Community Opportunity of the Committee
on Financial Services will come to order. I would like to welcome
the witnesses here today.

We will begin with our opening statements, and I will yield my-
self 4 minutes.

Good morning and welcome to this hearing entitled, “Insurance
Oversight: Policy Implications for U.S. Consumers, Businesses, and
Jobs.” And I certainly welcome today’s witnesses.

Today, we will hear testimony that covers much ground, ranging
from a number of domestic Federal, and State regulatory initiatives
to international initiatives, including congressional ratification of
three pending free trade agreements.

For over 150 years, the U.S. insurance industry has been a grow-
ing and vibrant source of financial security for millions of Ameri-
cans. Insurance companies of every kind including life, property,
casualty, auto, health, and reinsurance have been regulated pri-
marily by the States with Congress occasionally reviewing that
State-based system to ensure uniformity and effectiveness.

The McCarran-Ferguson Act of 1945 maintained the States’ regu-
latory authority over insurance unless a Federal law expressly pro-
vides otherwise, such as flood and terrorism insurance. All that
changed with last year’s passage of the Dodd-Frank Act.

For example, the Dodd-Frank Act created the Financial Stability
Oversight Council, or FSOC as we call it, charged with designating
which financial firms are too-big-to-fail. The FSOC has done noth-
ing but create uncertainty for the financial services industry, espe-
cially for insurers.
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In fact, I have heard from many insurers that they are not ex-
panding their companies and creating jobs because over 1 year
after Dodd-Frank became law, it is still unknown what FSOC and
the Federal regulators could do to their business.

The Dodd-Frank Act also required regulators to establish what
was known as the Volcker Rule, which some proponents claim will
curtail speculative trading and investments that amount to gam-
bling by financial services firms.

However, many insurers traditionally invest for the purpose of
avoiding risk. These insurers fear that they may be subject to a
new Volcker Rule that limits their ability to hedge against risk.
These are a couple of examples of the broad array of uncertainties
the Dodd-Frank Act has created for the insurance industry.

On the domestic front, Federal and State officials as well as the
private sector must coordinate and redouble our efforts to help our
U.S. insurers by facilitating streamlined, less burdensome and cost-
ly, but more effective regulation.

Does that mean insurance should be federally regulated? I would
say, no. The State-based system of insurance regulation has
worked and endured. Some would say it has even thrived during
the harshest of conditions and during this most recent financial
and economic crisis.

Our goal is to ensure that any financial regulatory measures do
not: one, lead to fewer choices and higher costs for consumers; two,
hamstring businesses so that they cannot expand; and three and
most importantly, prevent businesses from creating desperately
needed jobs.

Regulation at any level, Federal or State that is duplicative, bur-
densome and costly should be strongly reconsidered. I encourage to-
day’s witnesses to think seriously about working together to find
common ground instead of continuing to compete against each
other where no one wins.

As for U.S. insurers’ position in the global market, it is up to us.
I truly believe that if the President can transmit the free trade
agreements to Congress, if Federal officials, State insurance regu-
lators, and the industry can develop unified positions on insurance
standards and regulations, and if the United States can soon fully
engage with the international community, our insurers will be com-
petitive.

I hope that today’s hearing will review what action or inaction
Federal and State regulators and perhaps Congress should consider
taking to bolster U.S. insurance for the benefit of consumers and
businesses but also to facilitate job creation.

With that, I yield to the ranking member, Mr. Gutierrez from II-
linois, for his opening statement.

Mr. GUTIERREZ. Thank you.

Thank you, Chairwoman Biggert, for holding this hearing on in-
sucll“ance oversight. And I would like to welcome our witnesses
today.

Of course, there are many who would like government to just dis-
appear until they need $700 billion to get bailed out.

There are always those who say that less regulation, no regula-
tion at all would make the economy prosper. So, if we would dis-
appear, everything would be just hunky-dory.
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I don’t know if that is exactly true, but I understand it. Every-
body wants less regulations because they want higher profits; I get
that part.

But I think we also have to make sure that American consumers
are well served. So I think we need to find that balance and I am
certainly always going to try to seek that balance out between the
needs of the business community and the needs of American con-
sumers that sometimes are on a path and collide with one an-
other—their self-interest.

But I do want to say to the chairwoman that I think that one
size probably doesn’t always fit all and that not all financial insti-
tutions that are $50 billion or greater, or whatever amount you
want to make, are identical or would create the same kinds of risk
to our markets—at least systemic risk to our markets.

I look forward to looking at—and I think particularly insurance
companies don’t present the same kind of risk, although they may
be larger and they may be in the hundreds of billions of dollars.
An annuity is a different way of holding risk—life insurance is an-
other kind, and the manner in which they judge their risk.

So, I think there is merit to looking at how it is we move for-
ward. And I think that all legislation should be up for review in-
cluding what I supported very vigorously, the Frank-Dodd Act.

That is one area where I hope I can work with Chairwoman
Biggert in making sure that we don’t put cumbersome regulations
or statutory regulations on institutions that we really figure don’t
need them. So, I look forward to working on that.

When we passed the Wall Street Reform Act last year, we in-
cluded very important provisions to create a Federal Insurance Of-
fice, or FIO, and among the duties tasked is the ability to receive
and collect data, something that had been previously lacking
among State insurance regulators.

The law also included a provision that directs FIO to coordinate
with each relevant agency and State regulator to determine if the
information to be collected is available and may be obtained from
other agencies before collecting data from the insurance industry.
They did this to minimize any potential compliance cost.

Subsequently, the law contains an explicit exemption for small
insurers and their affiliates from data collection requirements. The
newly created FIO will have the proper authorization to monitor
and evaluate access to affordable insurance products to under-
served communities.

This authority promises to help people have access to the proper
insurance, which I think is extremely important. I am happy to re-
port that Mr. Mike McRaith, former Illinois State Insurance Com-
missioner, has recently taken the position of FIO Director, and I
would like to wish him well in that position.

On another note, I appreciate that the President moved swiftly
to choose a nominee, Ray Woodall to serve as Financial Stability
Oversight Council Voting Insurance Expert. The FSOC is charged
with identifying the threats to the financial stability of the United
States.

It is reassuring to know we will never again find ourselves on the
brink of economic collapse. Filling these positions is critical to the
implementation of proper oversight and accountability. I hope the
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newly created FIOS will empower consumer representation. So, I
hope to see more of that engagement.

We have a broad range of issues here at the subcommittee, and
I look forward to listening to the witnesses. And I thank the
gentlelady, the chairwoman for calling the hearing.

Chairwoman BIGGERT. Thank you, Mr. Gutierrez.

I might note that Director McRaith was invited to attend today
but was unable to do so, so that we will be meeting with him later.

And T would now recognize another gentleman from Illinois, Mr.
Dold, for 3 minutes.

Mr. DoLp. Thank you, Madam Chairwoman. I want to thank you
obviously for calling this important hearing, and I want to thank
alhthe witnesses for taking the time to come and testify before us
today.

The insurance industry is a large and critical component of our
financial services industry and of our economy generally. The in-
surance industry directly employs over 2 million Americans with
stable, well-paying private sector jobs.

Our insurance industry is also the source of billions of dollars of
private sector investment capital that is invested each and every
year. These investments help other businesses get started, expand,
and create even more good, stable, well-paying private sector jobs
in all kinds of other industries.

And while providing these direct and indirect jobs and other eco-
nomic benefits, our insurance industry provides many millions of
American policyholders with peace of mind, security, and com-
pensation in difficult, unfortunate, and sometimes tragic cir-
cumstances.

But along with all of these positive factors, the insurance indus-
try has some challenges that Congress can and should address.

The first and most urgent challenge is getting Congress to pass
a responsible, long-term National Flood Insurance Program reau-
thorization.

Under Chairwoman Biggert’s leadership, the House has over-
whelmingly passed that kind of reauthorization legislation on a bi-
partisan basis, with over 400 votes. We are all looking forward to
a prompt Senate passage and to the President signing this impor-
tant legislation.

But now, we have an equally important obligation to carefully ex-
amine how Congress can help modernize the insurance industry’s
regulatory framework, while identifying and supporting helpful in-
dustry-related initiatives.

This raises important and possibly difficult questions about the
interaction between Federal and State regulations, the interaction
of regulations among the different States, and how our domestic
regulations and trade agreements compare to those of foreign na-
tions and are interconnected in the global marketplace.

In the end, our objective here is to create the conditions that will
maximize private sector job growth, economic prosperity, and glob-
al competitiveness, while also ensuring that consumers are ade-
quately protected and have access to a broad range of affordable in-
surance products.

I look forward to hearing from our witnesses about how we can
achieve these goals and objectives together.
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I might not have time to ask all of the questions during my allot-
ted time for questioning, so I might, and probably will, be submit-
ting some in writing.

And so, I want to thank the witnesses in advance for both their
testimony here today and for their thoughtfulness in answering my
written questions that will most likely be submitted.

And with that, Madam Chairwoman, I yield back.

Chairwoman BIGGERT. Thank you.

The gentleman from Missouri is recognized for 2 minutes.

Mr. CLEAVER. Thank you, Madam Chairwoman.

I am not sure I will take 2 minutes. I wanted to use my allotted
time to welcome my fellow Missourian, John Huff, to this sub-
committee hearing.

He is the director of the Missouri Department of Insurance. He
came to that position from many years of working in the industry,
and he brought that experience to the State.

We appreciate the work that he has done in Missouri. And he
WSSO glso named earlier this year as the State representative to
F .

I was pleased to see that happen, because in that position, he
brings not only the insurance perspective, but the State regulatory
perspective to the discussions around the Federal financial system.

So, I would like to welcome Mr. Huff, and I look forward to his
testimony.

Thank you for being here.

Chairwoman BIGGERT. Thank you.

The gentleman from Virginia, the vice chair of the subcommittee,
Mr. Hurt, is recognized for 1 minute.

Mr. HURT. I thank the gentlelady for yielding, and I appreciate
her leadership as this subcommittee engages in the important work
of examining the ways in which Federal policies are impacting the
insurance industry in Virginia’s 5th District and across the coun-
try.

The Dodd-Frank Act significantly changed the manner in which
the Federal Government interacts with the insurance industry.

Dodd-Frank called for the creation of the Federal Insurance Of-
fice to represent the interests of insurers in the context of inter-
national regulatory negotiations. The bill also created the Financial
Stability Oversight Council and included insurance within the
realm of FSOC’s oversight.

It is critical that we closely monitor the activities of the FIO and
the FSOC to ensure that their activities do not unnecessarily inter-
fere with the insurance industry and the consumers that they
serve.

While primary regulation of the insurance market remains fo-
cused at the State level, we must be mindful of the cumulative im-
pact of State, Federal, and international regulatory mechanisms
with which the industry must comply.

Excessive and unnecessary regulation, I believe, will inhibit the
growth of free and open insurance markets, while also limiting con-
sumer choice.

Again, I would like to thank Chairwoman Biggert for holding
this important hearing today. I look forward to hearing from the
witnesses, and I yield back the balance of my time.
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Chairwoman BIGGERT. Thank you.

I would ask unanimous consent to have one of our members of
the full committee, Mr. Green, give an opening statement for 2
minutes.

Hearing no objection, you are recognized for 2 minutes.

Mr. GREEN. Thank you, Madam Chairwoman.

I thank the witnesses for appearing, and I thank you for the
privilege to sit and be a part of this august body, and I will yield
back the balance of my time.

Chairwoman BIGGERT. That was a fast 2 minutes.

We will now turn to our witnesses, and, again, welcome. Let me
just say that I will introduce the witnesses, and then you will have
5 minutes to give a summary of your statement. We will then go
to questions, where we will have 5 minutes and try and keep to
that also.

So on our first panel, first, we have Mr. John Huff, director of
the Missouri Department of Insurance, Financial Institutions and
Professional Regulations, and he is also on the FSOC Committee.
Thank you so much for being here.

Second, Ms. Susan Voss, commissioner, the Iowa Insurance Divi-
sion, and president of the National Association of Insurance Com-
missioners. It is very nice to have you here today.

And third, the Honorable Greg Wren, treasurer, the National
Conference of Insurance Legislators. Welcome.

We will start with Mr. Huff. You are recognized for 5 minutes.

STATEMENT OF JOHN M. HUFF, DIRECTOR, STATE OF MIS-
SOURI DEPARTMENT OF INSURANCE, FINANCIAL INSTITU-
TIONS AND PROFESSIONAL REGISTRATION

Mr. Hurr. Thank you, good morning, and thank you again for
the privilege to testify today.

My name is John Huff, and I am director of the Department of
Insurance, Financial Institutions and Professional Registration for
the State of Missouri. I serve as a non-voting member of FSOC and
I am also a member of the NAIC.

Today, I will discuss our views on systemic risk in the insurance
sector, highlight the activities of FSOC that could impact insur-
ance, and then touch upon our international work regarding the de-
velopment of criteria to identify Global Systemically Important Fi-
nancial Institutions or G-SIFIs.

As you know, insurance is a unique product. And while bank
products involve consumer deposits that are subject to withdrawal
on demand at any time, insurance policies involve upfront payment
in exchange for a legal promise to pay benefits in the case of a fu-
ture event.

U.S. insurance companies are also subject to stringent regulatory
requirements, designed to ensure that claims are paid in a timely
manner.

It is the view of the NAIC that traditional insurance products
and activities do not typically create systemic risk.

However, connections with other financial activities and non-in-
surance affiliates may expose some insurers to the impact of sys-
temic risk, and certain products may provide a conduit for systemic
risk.
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While much of the Dodd-Frank Act was not aimed at the insur-
ance sector, there are a number of FSOC activities that will have
an impact on insurance companies and regulators.

First, FSOC released a study on the Volcker Rule implementa-
tion in January. And that study confirmed that the business of in-
surance should be accommodated by permitting insurers to con-
tinue to engage in investment activities.

It also highlighted the importance of consulting with State insur-
ance regulators throughout the rulemaking process.

Second, with respect to the non-bank designation process, mem-
bers of the Council have previously testified that the Council in-
tends to provide additional guidance and seek public comment.

FSOC continues to work hard on this guidance with the intention
of releasing it for comment in the near future. And I encourage all
insurance sector participants to weigh in on that guidance.

Third, FSOC released its inaugural annual report on Tuesday of
this week. The report underscores that insurance companies gen-
erally withstood the financial crisis well, and have strengthened
their balance sheets. The report also describes several of the regu-
latory improvements that the insurance regulators have completed
since the crisis.

At the same time, the report identified certain areas that insur-
ance regulators need to continue to monitor closely, including in-
surer exposures to commercial and residential mortgage-backed se-
curities, municipal bonds, and specific European exposures, as well
as the higher-than-usual claims activity resulting from the severe
weather in States like my own, when Missouri is recovering from
the Joplin tornado, the largest insurance event in our State’s his-
tory.

Finally, during earlier testimony before Congress, I expressed my
concerns about the inadequate representation of insurance inter-
ests and specifically insurance regulators on FSOC.

I am pleased that now Mike McRaith, the former Illinois direc-
tor, has become the first Director of the Federal Insurance Office.
Mike is well known among NAIC members, and I consider us very
fortunate to have him in this role.

I am also pleased that Roy Woodall has been nominated by Presi-
dent Obama to be FSOC’s first voting member with insurance ex-
pertise. And I am hopeful that he will be able to join the Council
as soon as possible.

I can testify today that FSOC is very close to having its full com-
plement of insurance members on the board as required by the
statute.

However, I must report to you that the ability of State insurance
regulators to provide input regarding FSOC’s important work re-
mains limited.

Such consultation will be vitally important in the coming
months, as FSOC determines the criteria to be used to identify sys-
temically important, non-bank firms, and then evaluates these
firms for such designations.

The NAIC is a founding member of the International Association
of Insurance Supervisors, the IAIS, and is a committed member in
all of the major TAIS committees and subcommittees, and serves as
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vice chair of the IAIS financial stability committee, which is devel-
oping criteria for identifying insurers that are G-SIFIs.

There are processes in place that enable committee members to
consult with fellow insurance regulators who have unique expertise
or insights on specific business models, practices or institutions to
help ensure that appropriate methodologies are being considered.
This is in marked contrast to my work on FSOC.

The United States is a member of the Financial Stability Board,
which is engaging directly with the IAIS on critical issues, includ-
ing G-SIFI identification. Our direct involvement in this process is
critical since the FSB is a bank-centric organization.

Through the IAIS, we continue to stress that insurance needs
need to be distinguished from banking. And we have urged the
U.S. FSB representatives to reinforce our input and concerns.

Further, the FSB is moving very rapidly in its activities, and I
would encourage Federal regulators and legislators alike to be
mindful of both the scope and speed of the Board’s activity, as this
institution should give appropriate deference to the regulatory au-
thorities of its member nations.

In conclusion, throughout the debate over and the implementa-
tion of the Dodd-Frank Act, my fellow regulators and I have fought
to deliver the message that one size does not fit all.

Both the nature and regulation of insurance products are fun-
damentally different from the nature and regulation of banking
and securities instruments. And we remain hopeful that these dif-
ferences will be adequately acknowledged and accommodated by
FSOC and by our international counterparts.

Thank you for the opportunity to testify today, and I would be
pleased to answer your questions.

[The prepared statement of Mr. Huff can be found on page 101
of the appendix.]

Chairwoman BIGGERT. Thank you so much.

Ms. Voss, you are recognized for 5 minutes.

STATEMENT OF SUSAN E. VOSS, COMMISSIONER, IOWA INSUR-
ANCE DIVISION, AND PRESIDENT, NATIONAL ASSOCIATION
OF INSURANCE COMMISSIONERS (NAIC), ON BEHALF OF
NAIC

Ms. Voss. Thank you.

I am pleased to provide you with a brief overview of recent insur-
ance regulatory activities, including how State insurance regulators
are responding to the Dodd-Frank Act, contributing to inter-
national standard setting, and improving U.S. insurance super-
vision.

As you know, the Dodd-Frank Act acknowledges the differences
between insurance and other financial products, as well as the
strength of the State-based insurance regulatory system.

The State insurance regulators, through the NAIC, have pro-
vided input on four main areas of Dodd-Frank implementation:
FSOC; orderly resolution; derivatives regulation; and surplus lines
and reinsurance. And we are also closely monitoring the implemen-
tation of the Volcker Rule, the Federal Reserve’s new authorities
to oversee SIFIs and thrift holding companies, and the develop-
ment of the Federal Insurance Office.
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I would just like to highlight our efforts on the provisions of the
Dodd-Frank Act affecting regulation of non-admitted or surplus
lines insurance, which became effective just days ago. Under the
law, a surplus lines placement is subject only to the regulatory and
taxation requirements of the policyholder’s home State.

So to that end, the law authorizes, but does not require, States
to enter into an interstate compact or an agreement to allocate sur-
plus lines premium taxes. The NAIC members believe it is impera-
tive to preserve the ability of States to receive premium taxes
based on the risks located in a given State.

So, we established a task force to develop a State-based solution
that would lead to a Nonadmitted Insurance Multi-State Agree-
ment or NIMA, a proposal for addressing premium tax allocations.
NIMA does not transfer supervisory authority to a single com-
pacting entity, but it allows States to share premium taxes in a
manner consistent with Dodd-Frank.

NIMA provides a single point of tax filing, utilization of common
reporting, schedules, tax allocation formulas, and allocation sched-
ules and a single blended tax rate for each participating State.
NIMA responds to many of the concerns raised by surplus lines
brokers while seeking to preserve State tax revenues.

Eleven States and Puerto Rico have joined NIMA thus far. And
other States have sought alternative solutions including an inter-
state compact approach. We expect States may ultimately gravitate
toward the solution that preserves their maximum level of pre-
mium tax revenues.

I will focus the rest of my comments on the NAIC’s continued ef-
forts to improve the State-based system of regulation.

As you know, the financial crisis underscored a need for State in-
surance regulators to enhance and improve group supervision. It is
not enough to focus on transactions with an insurance company.

We need to look through the windows and understand the con-
tagions that could impact insurers. Yet, we must retain the walls
when examining material exchanges between insurers and other
parts of the group.

So, the NAIC adopted revisions to our holding company model
act and model regulations to provide regulators the ability to better
assess enterprise risk within a holding company’s system, and its
impact on an insurer within the group. Ultimately, this enhanced
windows-and-walls approach should provide greater breadth and
scope to solvency supervision.

The financial crisis also revealed that the insurance sector overly
relied on credit ratings. The NAIC acted to more closely align the
capital requirements for residential and commercial mortgage-
backed securities with appropriate economic expectations.

Our new process results in a more accurate reflection of the risk
of loss. And perhaps the greatest single source of concern for the
insurance regulators during the financial crisis was securities lend-
ing activities by AIG.

We have acted to enhance transparency in securities lending
agreements through improved guidance and additional annual fi-
nancial statement disclosures. On the future of insurance regula-
tion, State regulators began the Solvency Modernization Initiative
in 2008.
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Known as SMI, this project is a critical self-examination of the
U.S. insurance solvency system in conjunction with international
developments regarding insurance and banking supervision, and
the potential use of international accounting standards in the
United States.

We believe that SMI will drive changes to our overall regulatory
system. We must learn from international developments, but we
cannot abdicate our regulatory responsibility. International regu-
latory forums and standard setting organizations provide critical
opportunities for regulators to cooperate, but they should respect
the different legal, regulatory, and cultural approaches around the
globe.

We are devoting significant resources to our international activ-
ity. Solvency II and equivalency recognition in Europe highlights
the various systems of regulation. While we support the Europeans’
efforts to modernize their solvency regime, we want to help when
we can with this worst financial crisis in decades.

We believe that our system is at least equivalent to Solvency II
on an outcome basis and have been urging Europe to view equiva-
lents as an outcomes-focused process which will avoid putting U.S.
or European insurers at a competitive disadvantage.

Those are just a few of the things that we are focusing on at this
time. I thank you for the opportunity to testify, and I look forward
to your questions.

[The prepared statement of Commissioner Voss can be found on
page 178 of the appendix.]

Chairwoman BIGGERT. Thank you so much.

Mr. Wren, you are recognized for 5 minutes.

STATEMENT OF THE HONORABLE GREG WREN, STATE REP-
RESENTATIVE, ALABAMA HOUSE OF REPRESENTATIVES,
AND TREASURER, THE NATIONAL CONFERENCE OF INSUR-
ANCE LEGISLATORS (NCOIL), ON BEHALF OF NCOIL

Mr. WREN. Thank you, Chairwoman Biggert, Ranking Member
Gutierrez, and members of the subcommittee. Thank you for invit-
ing me to testify before the subcommittee on behalf of the National
Conference of Insurance Legislators, NCOIL, on the very important
subject of insurance oversight.

My name is Greg Wren. I am an Alabama State Representative
and currently serve as treasurer of NCOIL.

I am pleased to be here today to discuss with you our shared con-
cern; that of the proper oversight of the insurance market and the
best interest of all involved.

Like you, NCOIL wants to make sure that the insurance market-
place works effectively and efficiently to promote better products,
satisfy consumers, and healthy and thriving businesses.

NCOIL supports and has worked for modernization and uni-
formity in the State where and when it is needed. We, as State leg-
islators throughout the country with the sole focus of sound insur-
ance public policy, believe that the States have the tools to promote
and facilitate that level of modernization going forward.

NCOIL appreciates that the committee has acknowledged the
many assets of State regulation, and has not sought to preempt our
authority to regulate our unique State markets and to protect our
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insurance consumers. We are optimistic that the newly created
Federal Insurance Office, and other recently formed Federal agen-
cies, will also respect the authority and strength of the State sys-
tem—strength that was evidenced during the recent financial cri-
sis.

We also believe that proposals such as an optional or mandatory
Federal charter would only serve to undercut the successful State
system now in place. NCOIL is working and will continue to work
with our State regulators, consumer advocates, and industry to
strengthen and enhance regulation in key areas that are in need
of reform.

NCOIL collaborated with the NAIC and the NCSL to develop a
successful Interstate Insurance Product Regulation Compact,
ITPRC, a speed to market vehicle for life insurance products now
in force in 41 jurisdictions. NCOIL has worked closely with the
NAIC to simplify agents and broker licensing and make it easier
for a licensed agent or broker to do business in another State.

NCOIL continues to work for better market conduct regulation,
and has encouraged our regulator colleagues to modernize exam
procedures to free companies from duplicative and costly exams by
regulators.

I would like to discuss in more depth NCOIL’s most recent mod-
ernization effort to streamline surplus lines, insurance taxation,
an regulation consistent with your intent under the Dodd-Frank

ct.

Today, NCOIL is releasing to you a report entitled, “Imple-
menting the Dodd-Frank Act, State Activity and SLIMPACT and
NCOIL Response.” Dodd-Frank gave States a very short window of
opportunity to comply with NRRA provisions, leaving State legisla-
tures, depending upon our schedule sessions, from as little as 40
days to only 6 months to pass legislation.

Following the enactment of Dodd-Frank, NCOIL, CSG, and
NCSL to no avail, called upon Congress to extend the effective date
of NRRA surplus lines provisions by at least 1 year to give States
additional time to join SLIMPACT.

For the last year, the States have been trying to figure out how
to best protect their current surplus line tax revenues at a time
when every State budget dollar counts.

Because States have never needed to collect data on home-Stated
versus multi-State risk, they have no information to rely upon. As
a result, the States have reacted in various ways, such as enacting
SLIMPACT, the NCOIL model, passing legislation to tax 100 per-
cent of premium on home-Stated multi-State risks, authorizing in-
surance regulators and/or governors to enter into compacts and/or
agreements, signing an NAIC-backed Nonadmitted Insurance
Multi-State Agreement or NIMA, or passing no legislation at all
and taking a wait and see attitude.

NCOIL, together with NCSL and CSG, has endorsed SLIMPACT
as the only policy solution that fully responds to the NRRA, as it
would ease the burden of surplus lines taxation, provide uniformity
asked for in the Dodd-Frank, and ensure that the States receive
their fair share of premium taxes.

Concerns exist with the other approaches that don’t fully address
the Dodd-Frank’s intent such as NIMA, which has and will con-
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tinue to face constitutional challenges about its improper and un-
constitutional delegation of authority to a regulator who by statute
is subject to enforcing laws, not making public policy.

In addition to the legislative group’s endorsements of
SLIMPACT, it is also supported by the very groups and individuals
who asked for the NRRA, including the insurance industry and
producer organizations.

Modeled after the successful life compact, the SLIMPACT Com-
mission will serve the compacting States and is authorized to cre-
ate rules upon those that are agreed by its members.

Though SLIMPACT becomes fully operational when there are 10
States or contracting States, Commission representatives from the
9 current member States are busy at work. SLIMPACT is now
honing in on its obligations and we will look forward to progressing
further.

We are optimistic that States can, as they have, Madam Chair-
woman, for over 150 years, adapt to changes in an increasingly
global marketplace and protect their consumers and insurers.

Our achievements with regulation of insurance in the States
stand out against the failures of other financial services sectors,
and show that the States can do their job. NCOIL believes that tar-
geted insurance reform can work if it is based on coordination,
transparency, and disclosure and accountability, and if it embraces
the State system.

Thank you for this time, and I look forward to the opportunity
for any questions.

[The prepared statement of Representative Wren can be found on
page 192 of the appendix.]

Chairwoman BIGGERT. Thank you so much.

For the record, I would just like to say, without objection, all
members’ opening statements will be made a part of the record.
Also, without objection, the written statements of the panelists will
be made a part of the record.

With that, we will now turn to our questions. And I will yield
myself 5 minutes.

Mr. Huff, and if all the witnesses would care to answer, that is
fine—the Dodd-Frank Act has listed 11 factors for FSOC to take
into consideration to designate any nonfinancial—monbank finan-
cial company which may include an insurance company as a Sys-
temically Important Financial Institution, SIFI.

In addition, the Dodd-Frank bill says that a bank holding com-
pany would have to have at least $50 billion in assets to be des-
ignated by FSOC as an SIFI. For nonbank financial companies, the
criteria to make the SIFI designation is much less clear.

Do you think that without any other SIFI criteria, the $50 billion
threshold is already discouraging insurers with assets just under
$50 billion from growing and creating new jobs?

In other words, although to date no companies have been des-
ignated as SIFIs, is the SIFI designation already limiting the
growth and jobs measure for insurers?

Mr. HUFF. Thank you for the question.

You are correct that under the Dodd-Frank Act, the $50 billion
threshold for enhanced prudential standards only applies to the
bank holding companies. And FSOC has a great deal of latitude



13

with respect to designating non-banks for heightened prudential
supervision.

In my view, size alone is not a good indicator of systemic risk.
It is especially problematic from the insurance perspective, since
many of the largest non-bank financial companies are insurers
with large on-balance-sheet assets, specifically to support their li-
abilities such as their potential policyholder claims.

And obviously, we don’t want insurers to grow to such an extent,
or engage in activities that may make them systemically risky. But
the analysis regarding insurance companies should be more refined
than an analysis of just the size of one’s balance sheet.

Designation should be based on a number of indicators of sys-
temic riskiness, in addition to size, including interconnectedness,
off balance sheet exposures, leverage, and existing regulatory scru-
tiny.

I do have concerns that a peer-sized threshold could potentially
dissuade insurers from growing in healthy ways. So I share your
concern in that regard.

Chairwoman BIGGERT. Thank you.

Would anybody else care to comment?

Then, Ms. Voss—and this is just a very quick question. The
NAIC has supported NARAB II during the last two terms of Con-
gress. Does the association continue to support that legislation as
introduced this year?

Just a yes or no or a short statement, and then I would ask that
you would submit comments for the record.

Ms. Voss. Absolutely. Thank you, Congresswoman.

Yes, we do support continuing work on the NARAB II. I know
we are in conversations with the agent community and the indus-
try.

We think there are some refinements that can be made to make
it even better, because we know this is an issue that everybody
wants to resolve. So I will get you additional comments—

Chairwoman BIGGERT. That would be great, so that we can use
that as we proceed.

Then my third question, is it possible for the NAIC and NCOIL
to harmonize the two different models, NIMA and SLIMPACT, to
achieve the goal of streamlining the surplus lines regulation and
taxation, as outlined in—maybe you can just get together now—

[laughter]

—but as outlined in Title V, how are the States working to
achieve the goal? And why doesn’t NAIC work with the SLIMPACT
model instead of creating another model in NIMA?

Ms. Voss. I will talk first, and then I will let Representative
Wren answer.

I think that we both, obviously, as different organizations de-
cided we would go ahead, our organization groups, that we should
get something going.

I think, given some discussions we have had recently between
some of our members, who both have passed NIMA and have
passed SLIMPACT, there is a lot of discussion about harmoni-
zation.

I think you will see, down the road, as States begin to look more
fully at this, you will see some more discussions between us. Obvi-
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ously, each State has their own opinion on which way they want
to go. But I think you will see further discussions between the or-
ganizations.

Chairwoman BIGGERT. Thank you.

Mr. Wren?

Mr. WREN. Yes, ma’am. I would agree.

And I think one of the key issues that we have been dealing with
is the fact that in a very short period of time in 2011, nine State
legislatures did, in fact, adopt SLIMPACT within a very, very short
timeline that we were given by Congress to be able to move for-
ward on the SLIMPACT model.

And, again, I would suggest that even in the legislation that
passed in these 9 States, what is pretty significant to me, Madam
Chairwoman, is the fact that in those States, in most of those
States, the commission representative is the insurance commis-
sioner of those States.

That was ceded by the State legislatures to these SLIMPACT
commissions. So there is a parallel and a consistency of working to-
gether, so we did, in fact in those States did cede that responsi-
bility of commission representation.

So, I would agree that there is no cookie-cutter approach, as we
look at the surplus lines industry. It is a massive undertaking. We
appreciate Congress for stepping up to the plate and giving us the
tools that we can now be in this type of dialogue going forward.

Chairwoman BIGGERT. Thank you.

My time has expired, so I recognize Mr. Gutierrez for 5 minutes.

Mr. GUTIERREZ. Thank you.

And, again, thank you to the witnesses for coming.

So, Mr. Huff, regarding Dodd-Frank and the insurance industry,
name one good thing and one thing that needs to be improved.

Mr. HUFF. Actually, I think the establishment of the FIO is a
good thing. I think it will help us have a single voice internation-
ally. But I think we need to recognize that the State regulators will
also continue to have a very active role internationally.

As the functional regulators, and as we get into the weeds on
regulation and particularly how we are deemed equivalent, that ex-
pertise must be brought to the table, so FIO is a good thing.

I think we still have challenges in making sure that our State
regulators are fully involved in the FSOC process. And I am hope-
ful, with Director McRaith joining and potentially, hopefully, Roy
Woodall joining, that we will make progress in that regard.

Mr. GUTIERREZ. And you had a little bit of a disadvantage, Ms.
Voss, but the same question?

Ms. Voss. I do think the FIO, with Director McRaith, is going
to be really beneficial and I hope to have discussions with him.

I think the more information that you have as policymakers, the
better. And I guess, as one person who has been very involved in
the international level as well, we are the functional regulators and
actually, the other regulators around the world look to us when we
are talking about group supervision of these companies that act
globally.

So, I think the more that we can have representation, and our
expertise at FSOC, that will be very important.

Mr. GUTIERREZ. Mr. Wren?
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Mr. WREN. Yes, sir. I hate to agree with all of them, but I think
the FIO, just because of the sheer fact that it was probably 10 or
so years ago, as Congress began to wrestle with the likelihood of
the possibility of a National Insurance Office under an optional
Federal charter that has been around for a while, we saw a very
strong migration away from policy perspectives, away from a peer
Federal insurance agency in Washington, into an information gath-
ering and an entity, as Director Huff has just said, that allows for
the collection of data, allows us to be more involved in the inter-
national front.

So, I really do concur on the FIO issue. I do suggest one thing
that we would like to see improved on, on behalf of 7,000-plus
Stsac‘c)eEj legislators, is an active voice by the State legislators in
F .

In any other Federal agency that comes down the pike, we are
still the legislators who are involved in the determination of statu-
tory responsibilities at the State levels.

And you folks are very keen to that, and understanding. And we
hope that, on behalf of NCOIL and our 7,000 State legislators in
the future, maybe from the leadership of this committee, our rep-
resentation might be allowed to participate going forward.

Mr. GUTIERREZ. Let me just—okay, so there is a difference be-
tween New York Life, and State Farm, and AllState insurance
companies, that most of the American public probably knows about,
engages in, and AIG, which I never had an insurance policy with.
Maybe I was behind the curve, and I should have.

AIG, I think we would all agree, caused great harm and threat
to our economic system.

Mr. Huff, did we take care of it, so we don’t get another AIG?

Mr. HUFF. I think that is part of the purpose of FSOC, to bring
Federal regulators together with State regulators on insurance, to
identify any gaps in regulation.

I think Dodd-Frank did make substantial progress in helping us
to identify where we have regulatory gaps, bringing the people to-
gether, and to think that we had to have legislation to bring regu-
lators together is a point for discussion.

But we did, and we do, and now folks are talking. So I think that
will be the best preventative tool, preventive tool, so we don’t have
another AIG.

But it is important to remember where the gaps were in AIG,
and the strength of AIG was and continue to be its insurance oper-
ations. And the riskiness of AIG was in the non-insurance section
of that company. And so that is important for us to remember the
history of how we got there.

Mr. GUTIERREZ. I guess the point that—part of the problem,
when you mix and match, It is not exactly—everyone thinks of in-
surance as just insurance. They do make other kinds of invest-
ments and are involved in other parts of our economy.

So, Ms. Voss, same question.

Ms. Voss. I think the devil was in the details on this. It is great
that we can all sit around the table.

Now what do we do with the knowledge base we have, when we
look at these huge systemic organizations, and how we are going
to meld our reviews of those?
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If we can get there with FSOC, and the legislation, that is a good
thing. But we certainly have, I think, a long way to go on deter-
mining now where do we go as far as who regulates what, and how
do we do it and meld it together.

Mr. GUTIERREZ. How long do you think before that gets resolved,
and we can get all back together here again, and talk a little bit
about what we have done?

Ms. Voss. Hopefully, when you get—if Mr. Woodall is confirmed,
and you can get a full complementary, I think there will be some
robust discussion.

And, maybe within—probably Director Huff knows that better
than I—6 months or a year there might be more information.

Mr. GUTIERREZ. Mr. Wren?

Mr. WREN. Yes, sir.

Having spent more than 30 years as an insurance agent with the
Northwestern Mutual Life Insurance Company, and understanding
the insurance industry, I think quite well, yet serving much like
you in an elected capacity; I think we have a tremendous oppor-
tunity to see the successes of the insurance industry in America by
product line, by company, by region, by State, to see the tremen-
dous solvency situations that present themselves as models, I
think, for the other components of the financial services sector.

And as you shared yourself, the differences between a life-only
company or a life and a PC company, whatever they might be, the
sheer fact is, at the State level, regulators and legislators are on
the cutting edge of making sure that solvency is critical and those
claims will be paid.

And I think the stalwart aspect of what we will continue to do
is to work with Congress to make sure that those bulwarks are al-
ways maintained.

Mr. GUTIERREZ. I guess that should probably be our challenges,
to make sure that we don’t have another AIG, and something that
is systemically risky like that. And at the same time, not to put
undue—I am going to help you out—mnot to put undue burdens on
an insurance industry that didn’t really cause the kind of risk. So
I think there is a difference, I want to work. And I would hope that
we wouldn’t stop the nominations process, so that we can get this
work done.

Thank you.

Chairwoman BIGGERT. Thank you, Mr. Gutierrez.

Just two quick comments—first, as a former State legislator, I
appreciate your perspective, Mr. Wren. And second, for the record,
AIG’s holding company was actually a thrift and a federally regu-
lated thrift. And as the witnesses said, there was a separation
there.

So with that, I recognize Mr. Hurt, the vice chair, for 5 minutes.

Mr. HURT. I thank the Chair.

I want to first of all thank each of you for appearing before us.
And as I am sure you are aware, the Consumer Financial Protec-
tion Bureau is something that has been of great interest here in
Washington of late.

I would like to confirm probably with each of you—Ms. Warren,
as the CFPB is taking shape, has stated that she believes that in-
surance does not fall within the jurisdiction of the CFPB.
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I wanted to get each of you to just speak to that.

Do you agree with that assessment as the law currently is, and
do you see any basis in the future?

And we know how Washington operates and how bureaucrats op-
erate. Do you see any basis in the future for expanding that au-
thority within the CFPB absent explicit legislation from the United
States Congress?

I will start with Mr. Huff, and then Ms. Voss, and Mr. Wren.

Mr. HUFF. Thank you for the question.

I agree with your conclusion that insurance is not included in the
agency’s jurisdiction. And I think it is also a testament to the
strong consumer affairs departments that we have throughout the
State and all 50 States, and the significant work we do to address
consumer issues.

It is the area that I spend the most time on in my State, to make
sure consumers are treated fairly and that their issues are re-
sponded to.

And to be fair to insurers, not all of those queries are complaints.
They are really an opportunity for us to have an education process.
Many times, they are more inquiries of how a product works, what
did I buy? And so that is an area where I think we can do even
more on at the State level.

But I am concerned in all aspects of Dodd-Frank for us to be vigi-
lant on mission creep. Because I think we need to be careful that
because insurance is excluded from that agency, that there are no
back door attempts that may have potential to cause confusion for
consumers.

Mr. HURT. Thank you.

Ms. Voss. I would say that one of the positives that has come
out of the whole Dodd-Frank debate was reaching out to Federal
regulators to share information. And I have to say, we have struck
a very good conversation with Chairman Schapiro from the SEC
about consumer issues.

And whenever we are in Washington, we always reach out to her
and her staff. And we actually have regular dialogues. The Federal
Reserve comes to our meetings.

So I think as far as consumer protection, I would agree that this
new body does not have authority over insurance. But we are
reaching out to talk to Federal regulators on a regular basis about
consumer issues.

Because we know that people who are buying insurance products
may be interested in securities products and other financial instru-
ments. And for us to at least have regular dialogue with them is
very helpful in the interchange of information.

Mr. HURT. Madam Chairwoman, do you see any basis for future
expansion of the CFPB’s footprint into insurance absent legislation
by the United States Congress?

Ms. Voss. I don’t think so. I hope not.

Mr. HURT. Thank you.

Mr. WREN. Congressman, I would like to say that NCOIL, in col-
laboration with this committee and the Congress, has strongly en-
couraged the insurance component to be left out.

And I think one of the reasons why we made that strong case
over the last couple of years is simply because it allowed us to
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present the case about how effective the States are in resolving
consumer complaints and consumer issues through our regulatory
agencies across the country.

The business of insurance being left out, I hope, portends that in
the future it will remain to be left out. I think as long as we con-
tinue to do our job, we will benefit from it.

We also have a strong system that we work with as State legisla-
tors, as regulators, the North American Association of Securities
Administrators, NASAA, the National Association of Attorneys
General. We have a strong State-based group throughout the can-
opy of our efforts in the consumer areas to benefit everybody from
Alaska to Wyoming.

So the future, I hope, is much as it is today. As long as we con-
tinue to do our job, work in concert with Congress, we look forward
to being able to make sure that those lines of insurance stay out
of it. And we will work collaboratively with the Congress going for-
ward.

Mr. HURT. Thank you. I yield back.

Chairwoman BIGGERT. Thank you, Mr. Hurt.

The gentleman from Missouri is recognized for 5 minutes.

Mr. CLEAVER. Thank you, Madam Chairwoman.

Let me direct my first question to you, Mr. Huff.

You bring some uniqueness, I think, to the FSOC. And so I am
wondering whether your fellow FSOC members are listening to the
State perspective that you might bring, and to the insurance per-
spective. Are you finding fertile ground as these extremely impor-
tant financial issues are surfacing?

Mr. HUFF. Thank you for the question. And the FSOC process—
it has certainly been my privilege to serve with the regulators on
FSOC. And folks have been very respectful of me and of my views,
particularly bringing an insurance perspective.

I think we did miss some opportunities during this first year of
not having the full complement of insurance expertise on FSOC.
But as we have all stated here, we have made great progress in
that regard.

And now with all three of those spots being filled, hopefully very
quickly, I just think we need more dialogue on those insurance
issues. And hopefully, that will move us forward in making sure
that insurance is properly recognized.

Mr. CLEAVER. Thank you.

This is for any of you. The question is, are small insurers suffi-
ciently protected from potential burdens of having to comply with
the data request from the FIO?

Mr. HUFF. There are some parameters within Dodd-Frank that
do protect small insurers. But just the broader issue of data collec-
tion, Congressman, I think is one that is worth speaking to, be-
cause our National Association of Insurance Commissioners is real-
ly a data powerhouse in terms of insurance regulatory information.

And it is so important that we don’t—through the efforts of the
OFR or the FIO or FSOC, through any of those efforts, it is so im-
portant that we don’t duplicate what we already have in place. And
we have already made those investments for that data collection.
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And as you know, much of that data sits in your district. So it
is important that we think through methodically how we can share
that data on a meaningful basis with all regulators.

Mr. CLEAVER. Mr. Wren, do you concur?

Mr. WREN. Yes, sir.

Mr. CLEAVER. I yield back the balance of my time.

Chairwoman BIGGERT. Thank you.

The gentleman from Illinois is recognized for 5 minutes.

Mr. DoLDp. Thank you, Madam Chairwoman.

Ms. Voss, I understand that as currently written, the NAIC’s
Nonadmitted Insurance Multi-State Agreement or the NIMA tax
allocation methodology, which seems to involve a novel allocation
of casualty lines, is burdensome on brokers and will add cost to
consumers.

Does the NAIC, or do the NIMA States have the ability to refine
the allocation methodologies, especially since the tax clearinghouse
isn’t operational yet?

And can you tell us when the NIMA clearinghouse might be fully
operational?

Ms. Voss. We have 11 States and Puerto Rico that have passed
NIMA. And they are in discussions right now on a clearinghouse.

Obviously, this is just at the beginning stages. We would prob-
ably take issue if people believe that it is going to increase taxes.
And I know there have been a number of different legal opinions.

Having said that, I have to say that 11 States have probably had
their legal counsels look at it, and felt comfortable in passing the
legislation. Right now, there is discussion between the NIMA
States and Puerto Rico about vetting a process to have someone set
up the clearinghouse similar to IFTA, the fuel tax association.

So, that is what we are looking at right now and haven’t made
any clear decisions about. But we are certainly in discussions right
now. They have just added a couple of other States, so I think it
will be coming on very soon.

Mr. DoLp. Okay. The NAIC has taken the position that it is not
a State governmental entity, while at the same time it has testified
to Congress that it should be recognized as a regulatory agency in
Federal law.

Absent an insurance regulator with national authority, has the
NAIC become a de facto national insurance regulator?

If so, is this role and function appropriate with the NEIC’s stated
mission authority and advocacy practices?

Ms. Voss. The NAIC is really our organization that helps us put
standards together, standard setting, and sort of collectively rep-
resents what our thoughts are. We don’t put ourselves out as some
regulatory body.

Having said that, I think through even Federal regulation laws,
if you look at the Health Care Reform Act, the NAIC has been
asked to set standards for certain processes under PPACA. And so
collectively, the regulators get together and discuss those.

But we don’t hold ourselves out as some kind of Federal or na-
tional regulatory system. We are a national body that represents
all of the regulators.

Mr. DoLD. The existing insurance regulatory structure is a bar-
rier to product portability, in my opinion. When consumers move
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to a new State, producers must register, take tests, do background
checks, and pay fees to continue serving the customers with which
they have established relationships.

I am sure you have encountered this with a number of people
that you work with.

Similarly, products are not uniformly offered from State to State
so that a product that meets a California consumer’s needs might
not be available to that same customer if he or she moves to my
State of Illinois.

How do you recommend that we encourage greater uniformity,
meaningful licensing reform, and an efficient product approval
under the existing State-based structure?

Ms. Voss. I will address it in a couple of different ways. First of
all, we have the interstate compact on policy on life products and
annuities and some long-term care—42 States have joined the com-
pact. So it is a once and done for those 42 States.

We would encourage the other States, such as New York and
California and Florida—having said that though, there are States
that have barriers to joining compacts because of their constitution.

We all—as Representative Wren, he is a policymaker in his own
State. And they may choose to comply or not or enter into an
agreement.

We totally agree that there needs to be greater uniformity and
producer licensing. And we have been working very hard on that
as we try to work through NARAB II.

And obviously once again, some States have different opinions on
how they want to protect their consumers, what products they
want to be allowed in their States. That is always going to be a
challenge for us as State regulators. And so we look for things like
ci)lmpacts or agreements to help us further those set uniformity
charts.

So, I understand your concerns. We will try to work through
those as best we can on a State by State basis.

Mr. DoLD. Thank you. Mr. Huff, the ability to bring new innova-
tive insurance products to market continues to be one of the great-
est challenges with the existing regulatory system. What regu-
latory changes can be made to bring new products to the market
across the country more quickly?

Mr. HUFF. I guess I would add on the asset-based products, I
would build on what Commissioner Voss just talked about, about
the interstate insurance compact that we have on life and asset
products—which actually Illinois has just joined that compact, one
of our most recent members—that it is a great vehicle for speed to
market as we term it, to get products through a vetting process to
make(z1 sure consumers are protected, and that they are actuarially
sound.

And so, I would say that is a very strong vehicle for new product
development.

Mr. DoLD. Thank you so much.

Madam Chairwoman, my time has expired.

Chairwoman BIGGERT. The gentleman yields back.

The gentleman from Ohio is recognized for 5 minutes.

Mr. STIvERS. Thank you, Madam Chairwoman. And I appreciate
the panel and appreciate your testimony.
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My first question is for Mr. Huff. I believe that the property cas-
ualty insurance industry is not systemically risky. And I wanted to
get your opinion on whether you foresee any property casualty in-
surance companies being designated as systemically important fi-
nancial institutions?

And if so, do you think that would be appropriate?

And then, I would like you to address the mutual model too. Do
you think that the mutual model of property casualty companies is
systemically risky?

Mr. HUFF. In my initial comments, I did give the NAIC view, and
it is my view as well, that traditional operations and traditional—
particularly on the P and C side, those operations would not, in my
estimation, be systemically risky.

And I guess the caveat to that of course is the interconnectedness
or any non-insurance activities that are going on. So, I think the
clearest story to tell is on the P and C side, that I think it would
certainly be a stretch to see how any of those activities would be
systemically risky.

Mr. STIVERS. Great. Thank you so much.

My next question is for Ms. Voss. You said earlier that 11 States
had joined the Nonadmitted Insurance Multi-State Agreement.
Have any States passed the surplus lines—insurance, multi-State
compact? I don’t think any have.

Ms. Voss. Nine States have passed it, yes.

Mr. STIVERS. Oh, nine have? Okay.

Ms. Voss. And it becomes operational at 10 States.

Mr. STIVERS. Okay.

Ms. Voss. And I would just add to that—and of course Rep-
resentative Wren can talk as well—there are a lot of States that
are trying to blend those two, or they have legislation that—

Mr. STIVERS. That is really the next part of my question—

Ms. Voss. I am sorry.

Mr. STIVERS. —is there a way to blend those two models?

And can they easily be put together? Or are there things in the
two—because I have not studied either one of them in detail—that
would make it hard to blend the two?

Mi Voss. I think there are. And I will let Representative Wren
speak—
hMr. STIVERS. I guess I should ask Representative Wren about
that—

Ms. Voss. I think that there are ways to meld the tax allocation.

One of the challenges for some States is they have a constitu-
tional amendment that doesn’t allow them to enter into certain
compacts that cede certain authority to a compact. So, that is a
challenge.

But given that, I think there are some ways we can look at the
tax—

Mr. STIVERS. Great. I will direct to Representative Wren, and as
a former—

Mr. WREN. Yes, sir.

Mr. STIVERS. —co-chair of NCOIL, I appreciate what you do and
we wrangled with those—I was the author of the interstate com-
pact—

Mr. WREN. Yes, you were—
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Mr. STIVERS. —in Ohio. And we wrangled with a lot of those
issues that make it difficult. But we got around them. And I know
a lot of States can ultimately get there.

But are you finding it hard to put those two proposals together?

Mr. WREN. Congressman, first of all, thank you, and I appreciate
you being here as an NCOIL colleague. I look forward to you inau-
gurating the NCOIL caucus here in the U.S. House.

But I think as President Voss has said, as we try to deal with
the dynamics of the organizations, whether it is the NAIC, or
NCOIL, and the NCSL, the State legislative groups, it is obvious
that we have to respect a tremendous amount of local autonomy.

You have been there. And you understand, most of you, and the
chairwoman has already said that. I think one of the elephants in
the room would be the allocation formula issue.

SLIMPACT is very close to working out internally with our situ-
ation the allocation formula that I think will be using the readily
available data, and simplicity, and uniformity. And I think that
will be a hallmark of what we are doing.

I think we are going to have to have some strong dialogue going
forward as to whether or not we can look at blending or melding
in some way the NIMA models, the SLIMPACT model, or for those
States that right now are taking the wait-and-see approach, which
very well could cost State budgets when every dollar of the State
budgets are very critical.

So the important aspect of this particular hearing is that we are
here in this panel, and we appreciate the time. And we will talk
in the hallways and hug each other.

Mr. STIVERS. Great. One last question for Representative Wren,
because I have about 50 seconds left.

Do you foresee any changes that are necessary in the Dodd-
Frank Act as you figure all this stuff out at the State level?

Mr. WREN. Yes, sir. I think probably again—and I think the most
important aspect is that we would beg Congress to allow your State
legislators through our organizations as you would deem fit work-
ing with us, to have a voice—to be not just in Washington, or in
a room, but to be at the table when you begin to make more signifi-
cant determinations about the insurance aspects of financial serv-
ices.

We do beg your indulgence and your participation in including us
going forward, as we look at these critical issues with you.

Mr. STiveErs. Thank you so much. And I do want to just make
a plug for the fact that these interstate compacts work.

Obviously, there are some States that don’t join, but they work
pretty well.

Mr. WREN. Yes, sir.

Mr. STIVERS. Thank you, Madam Chairwoman. I yield back.

Chairwoman BIGGERT. Thank you.

The gentleman from New Jersey is recognized for 5 minutes.

Mr. GARRETT. I thank you very much. And I thank the Chair for
holding this hearing today.

I just have a couple of questions for the panel, but before I do
that, may I enter into the record from the ACLI their letter of Dirk
Kempthorne and—president of—I don’t see a date on it, but may
I enter it in the record?
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Chairwoman BIGGERT. Without objection, it is so ordered.

Mr. GARRETT. Thanks very much.

For Ms. Voss, greetings, good morning—so as you probably know,
with regard to the Dodd-Frank bill, although we were not much in
support of that, I was I guess you could say the lead Republican
sponsor in the bill with regard to the surplus lines reform section.

And so I wonder if you could just comment on whether you think
that the provisions that were set forth in that bill are being carried
out with regard to the NAIC’s implementation of the law?

And whether or not it frustrates, whether it complies with it,
goes along with it? Or whether it frustrates it with respect to the
aspects of the burdens that it places on brokers with respect to the
cost that it places on consumers?

So if you can explain how the NAICs Nonadmitted Insurance
Multi-State Agreements, and specifically the tax allocation method-
ology, whether or not they adhere in your opinion to the letter and
the spirit of the law that we were trying to champion in that legis-
lation?

Ms. Voss. I think the model that was passed by the NAIC mem-
bership does meet the mandates.

I know there is a lot of discussion that somehow this represents
a tax increase. But at least our general council has opined that
joining NIMA does not increase policyholders’ taxes.

It is we are utilizing a clearinghouse and the taxing authority of
the insured’s home State on a multi-State placement, to preserve
the present aspects of the present system, whereby States receive
a portion of the premium tax based on the amount of the risk lo-
cated in the State.

And under NIMA, any State-specific assessments must be in-
cluded in the State’s blended rate, and would apply to the portion
of the risk located in the State.

Specifically, NIMA mandates the use of a single blended tax rate
for participating States, a provision that was added pursuant to in-
dustry suggestions. And in addition, NIMA establishes uniform re-
quirements for premium tax allocation reporting.

And while there may be some disagreement among regulators
and industry about some of the details of the allocation formulas,
regulators have expressed their willingness to continue to engage
in a dialogue.

And I think in my previous comments, we have talked with some
of our members who are members of SLIMPACT, and members
whose States passed NIMA who are trying to find a way on this
tax allocation, so that we can reconcile this.

Obviously, the Dodd-Frank bill was not as prescriptive as to say,
this is the way you must do it. So, it is left to the States and the
regulators to determine that. And there are two different versions
and we are trying to see how we can come to some kind of agree-
ment.

Mr. GARRETT. I appreciate that. So at this point in time from
your testimony you just gave—you would say that there is not, in
your perspective, an additional burden on the consumer.

Ms. Voss. That is what we believe.

Mr. GARRETT. Okay. And with regard to the brokers—you men-
tioned with regard—
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Ms. Voss. We don’t believe so.

Mr. GARRETT. Okay.

Ms. Voss. But we are always happy to talk to anyone—

Mr. GARRETT. Engage—

Ms. Voss. —chat.

Mr. GARRETT. I appreciate that.

Mr. Wren?

Surplus line laws acknowledge that you can enter into what—
multi-State agreements or compacts. Actually, I guess the termi-
nology is—you can do that under constitution—

Mr. WREN. Yes, sir.

Mr. GARRETT. —as well. But under this you now—you can do
that? And if you do that—into a multi-State agreement, you can al-
locate the premiums pursuant to the terms of the statement.

In your opinion, participation in a compact or agreement is not
required by the NRRA. But in your experience, have States accu-
rately understood the NRRA’s objectives and that tax sharing is
not required?

Mr. WREN. I believe so. I think—yet we have fought with this
very short time window that we had across the States to be able
to engage as State legislative sessions began to start in January of
2011. So, I think more information is out there, which is why we
at NCOIL had asked Congress last year for an extension of the
time to be able to put our case back out there.

We would still hope that might be something that could be con-
sidered. But we are moving forward as expeditiously as we can.

I think that the fact that the strength we have of NCOIL, and
NCSL, and council State governments, industry producers, regu-
lators that we have worked with, stamping offices across the coun-
try—we feel like we have a very strong hold about the issues that
are present here, particularly as we work through this tax alloca-
tion issue.

Ms. Voss. May I add just one thing?

Mr. GARRETT. Please.

Ms. Voss. I think in fairness to the States—and Iowa passed
nothing. And we had both bills before the legislature.

But on top of that, we were dealing with health care reform, new
governors, new legislators. And I think, in a very short period of
time, there was a lot on legislators plates, and I think if we had
a little more time, we might have had a better system of getting
this issue resolved.

But time was kind of a concern for many of us.

Mr. GARRETT. That is a concern on a number of fronts that we
are hearing in this panel and committee. But I appreciate your
adding to that, of course.

Mr. WREN. Thank you.

Mr. GARRETT. Thank you. I yield back.

Chairwoman BIGGERT. Thank you.

Just to follow up, do you think that we need still to extend the
time?

Mr. WREN. On behalf of NCOIL, absolutely. I think that is where
the synergy is going to be more evidence itself as we can go for-
ward on this is to allow us that time.
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We have done a yeoman’s work, we think, in 9 States in about
100 days or 110 days. To move it through 9 legislatures in 110 days
in 2011, we think, is particularly striking. We would look to sup-
port you in that effort, if there is anything that could be moving
that could do such.

Ms. Voss. Madam Chairwoman, the good thing would be that we
are sort of coming down to two or three different options, then we
can all look at those and see what is the best one.

But, obviously, some of us will need a little more time.

Thank you.

Chairwoman BIGGERT. Thank you all.

The Chair notes that members may have additional questions for
this panel, which they may wish to submit in writing. Without ob-
jection, the hearing record will remain open for 30 days for mem-
bers to submit written questions to these witnesses, and to place
their responses in the record.

And I would like to thank this panel so much. You have been
great witnesses and very, very helpful.

So with that, you are excused, and we will go to the second
panel.

As the second panel moves forward, I would just like to, without
objection, ask unanimous consent for the following to be included
as part of today’s hearing record: a statement dated July 28, 2011,
from the National Association of Insurance and Financial Advisors;
a statement dated July 28, 2011, from the Independent Insurance
Agents and Brokers of America; a statement dated July 28, 2011,
from the National Association of Mutual Insurance Companies; a
statement dated July 28, 2011, from the Council of Insurance
Agents and Brokers with an addendum; a letter dated February
10th from Chairman Baucus and Ranking Member Frank, Ranking
Member Gutierrez and Chairman Biggert; a letter dated March 9th
from Treasury Secretary Geithner; and a letter dated May 20th
from me, Chairman Biggert, to Appropriations Subcommittee
Chairman Emerson.

I would like to welcome the second panel. And just for the record,
without objection, your written statements will be made a part of
the record.

Our second panel, going down the line, consists of: Mr. Gary
Hughes, executive vice president and general counsel, American
Council of Life Insurers; Ms. Letha Heaton, vice president, mar-
keting, Admiral Insurance Company, on behalf of the National As-
sociation of Professional Surplus Lines Offices, Ltd.; Mr. Birny
Birnbaum, executive director, Center for Economic Justice; Ms.
Leigh Ann Pusey, president and CEO, American Insurance Asso-
ciation, on behalf on the Financial Services Roundtable and the
American Insurance Association; Mr. Andrew Furgatch, chairman
and CEO, Magna Carta Companies, on behalf of the Property Cas-
ualty Insurers Association of America and the National Association
of Mutual Insurance Companies; Mr. Clay Jackson, CPCU, senior
vice president and regional agency manager, BB&T Cooper Love,
Jackson, Thornton & Harwell, on behalf of the Independent Insur-
ance Agents and Brokers of America and the Council of Insurance
Agents and Brokers; and Mr. Eric Smith, president and CEO,
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Americas, Swiss Re, on behalf of the Reinsurance Association of
America.

Thank you all for being here.

We will start with Mr. Hughes. You are recognized for 5 minutes.

STATEMENT OF GARY E. HUGHES, EXECUTIVE VICE PRESI-
DENT & GENERAL COUNSEL, AMERICAN COUNCIL OF LIFE
INSURERS (ACLI)

Mr. HUGHES. Chairwoman Biggert, and members of the sub-
committee, the ACLI appreciates the opportunity to discuss with
you issues that are important to the life insurance business.

The insurance regulatory framework is undergoing some of the
most profound change in its history, so your hearing is quite time-
ly. We believe it is very important for the subcommittee, and other
committees in Congress with jurisdiction over insurance, to have a
sound understanding of how our industry operates and an appre-
ciation of how your decisions and those of regulators affect our
competitiveness at home and abroad.

The number of domestic and foreign agencies, offices, depart-
ments, and organizations currently involved in the regulation of, or
standard setting for, the insurance business is large and growing.
Effectively coordinating U.S. policy and input for all of these
groups is indeed a challenge.

With that in mind, I would like to focus my remarks this morn-
ing on why the ACLI believes that the new Federal Insurance Of-
fice, FIO, is an extremely important new player in the insurance
arena and why it is important for that office to be fully funded and
staffed as quickly as possible.

As others have said on the panel this morning, we have a strong
State-based system of insurance regulation in the United States.
And our State regulators have coordinated with us on the develop-
ment of international standards, and engaged with us in those for-
eign markets where resolution of commercial and regulatory issues
benefit from their expertise and involvement.

We have also received strong support on trade issues from USTR
and the Commerce Department.

That said, we believe there is a continuing gap in the representa-
tion of U.S. national interests in international insurance and finan-
cial services forums. And we believe the FIO can and should be in-
strumental in filling that gap.

I would like to highlight for you this morning two key matters
in fvhich we believe the immediate engagement of the FIO is essen-
tial.

The first is the effort by the IAIS to develop criteria and a meth-
odology for the designation of G-SIFIs. As the G-SIFI initiative has
progressed, we have asked State insurance regulators to provide us
with their views on the details of that project.

We have also asked for their support in addressing concerns that
the initiative conflicts with State insurance laws protecting the
confidentiality of sensitive, non-public company information.

Unfortunately, our regulators have told us that they have a lim-
ited ability to discuss specifics due to admonitions by the IAIS that
this is a closed regulatory only process.
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We also understand that a number of non-U.S. regulators have
informally asserted that there are no G-SIFIs in their home coun-
try. Such a stance would protect their domestic insurers from
heightened regulation, but it would potentially result in the cre-
ation of commercial winners and losers.

We believe this is contrary to the intent of the G-20 member
countries and inconsistent with U.S. policy.

Again, we have expressed our concerns to the NAIC and State
regulators, but again we have been advised that they are not in a
position to give us substantial help.

The FIO could act as a strong Federal advocate and demand that
the focus of the G-SIFI exercise be a balanced outcome that doesn’t
harm the competitiveness of U.S. insurance and reinsurance com-
panies.

The second area where we believe FIO needs to engage is work-
ing with State regulators and European policymakers to ensure
that the United States is eligible for a deemed equivalency deter-
mination under Solvency II. If the United States is not deemed
equivalent, U.S. insurers would be placed at a serious global com-
petitive disadvantage, and non-equivalency would also carry with
it the potential for increasing costs and, correspondingly, rates for
U.S. insurance consumers.

State insurance regulators have represented the United States in
the equivalency discussions to date, but with the passage of Dodd-
Frank and the creation of the FIO, there is a strong expectation
by European policymakers that our Federal Government, through
the office of the FIO, should be an active participant in the equiva-
lency deliberations.

On the domestic front, job one for us is and has been implemen-
tation of those aspects of Dodd-Frank relevant to life insurance
companies. The attendant policy issues are largely resolved, but
the outcome of various rulemaking activities will certainly shape
our ultimate view of this new law.

Among the issues that are most important to us are the use of
derivatives to hedge portfolio risks, the Volcker Rule, holding com-
pany regulation by the Federal Reserve, harmonized standard of
care for broker dealers and investment advisors, and FSOC’s proc-
ess for identifying systemically important financial institutions,
and the regulatory consequences of such a designation.

Our principal concern with each of these issues echoes a theme
that you heard from the previous panel, which is that a fair bal-
ance be struck between regulatory interests on the one hand and
legitimate business practices on the other. And our concern is
heightened by the fact that there has been a tendency throughout
the legislative and rulemaking process to view these issues largely
through the bank lens.

Life insurers are distinct from banks in terms of their funda-
mental business model, their financial structure, and their regu-
latory oversight. And a one-size-fits-all approach to rulemaking will
not produce workable results.

We believe the FIO can work constructively with the insurance
industry and our regulators to more effectively address these
issues.
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We also think the FIO has a role in the area of reinsurance. We
have urged State regulators to coordinate with the FIO on deter-
minations regarding the quality of reinsurer supervision in other
countries.

These determinations will be key to implementing reinsurance
collateral reform in the United States. And collateral reform is crit-
ical to the European Commission as it considers equivalency under
Solvency II.

In sum, Dodd-Frank empowers the FIO to set U.S. international
insurance policy and serve as a focal point within the Federal Gov-
ernment for information and expertise on the insurance business.

Failure to provide the office with the resources necessary to carry
out these functions risks harming U.S. competitiveness, both do-
mestically and globally, and again for this reason, we urge that the
FIO be fully funded and staffed as expeditiously as possible.

Chairwoman Biggert, again, thank you for holding this hearing.
And I would be glad to answer any of your questions, or those of
the subcommittee.

[The prepared statement of Mr. Hughes can be found on page
108 of the appendix.]

Chairwoman BIGGERT. Thank you.

Ms. Heaton, you are recognized for 5 minutes.

STATEMENT OF LETHA HEATON, VICE PRESIDENT, MAR-
KETING, ADMIRAL INSURANCE COMPANY, ON BEHALF OF
THE NATIONAL ASSOCIATION OF PROFESSIONAL SURPLUS
LINES OFFICES, LTD.

Ms. HEATON. Good morning. Thank you for taking the time to lis-
ten to our testimony today.

Chairwoman Biggert, and members of the subcommittee, my
name is Letha Heaton, and I am here today in my capacity as
president of the National Association of Professional Surplus Lines
Offices, NAPSLO.

I am pleased to offer testimony regarding the impact of the sur-
plus lines insurance reforms in the Dodd-Frank Wall Street Reform
and Consumer Protection Act, specifically, Title V, Part 1 of the
Act, otherwise known as the Nonadmitted and Reinsurance Reform
Act, NRRA.

After reviewing the written testimony of the NAIC yesterday, I
will deviate from my previously prepared remarks to focus on some
very serious concerns that NAPSLO and our membership and oth-
ers in the industry have about the proposed NIMA approach to a
State compact.

The surplus lines reforms in Dodd-Frank were broadly supported
and much needed, and intended to significantly simplify the non-
admitted insurance market.

But as I will explain, certain State interpretations and imple-
mentation of that law has, in our members’ view, been inconsistent
with Congress’ intent, and threatens to undermine the good work
of the committee and Congress in passing the law.

I want to thank my colleagues in this hearing for also noting in
their testimony their concerns with certain aspects of that State
NRRA implementation currently being proposed by NAIC.
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In my remarks, I will briefly review why these surplus lines re-
forms were needed and comment on the State status of implemen-
tation, explain why NAPSLO has serious concerns about the
NAIC’s proposed tax sharing scheme, called NIMA, and suggests a
way to fix NIMA’s tax sharing methodology, should some States
and the NAIC continue to pursue the NIMA approach.

Very briefly, by way of background, NAPSLO is the national
trade association representing the surplus lines industry and the
wholesale insurance marketing system.

Surplus lines insurance is property and casualty insurance that
covers unique, unusual, or non-standard risks that are not typically
offered by insurers operating in the admitted marketplace.

The surplus lines market facilitates the economy by providing in-
surance cover for new businesses and innovative products, like
green technologies and clinical trials for new medical therapies.

Surplus lines insurers also provide a public interest backstop
when crises like 9/11 or Hurricane Katrina restrict the capacity of
the standard market. For this reason, we are known as safety net
insurance.

For years, the surplus lines insurance community regulators and
industry alike required the need to streamline the regulation of
surplus lines industry and modernize surplus lines tax reporting
and allocation procedures.

As envisioned by Congress and supported by all stakeholders, the
NRRA would both streamline tax payment processes, and make
more uniform, simple, and efficient other aspects of the surplus
lines regulation to enable brokers who are the providers to more
easily and efficiently comply with State requirements.

Immediately after the passage of the Dodd-Frank Act, NAPSLO
offered to help the NAIC, State policymakers, regulators, insurance
brokers, and companies with NRRA implementation and with ongo-
ing compliance, including drafting implementation legislation for
each State and meeting with legislators and insurance commis-
sioners.

To date, 43 States have passed some sort of NRRA implementing
legislation. And a number of these States as well as the NAIC have
offered guidance and/or bulletins to brokers regarding the new
home State rules for multi-State risks and other aspects of NRRA
compliance.

NAPSLO is alarmed if the NRRA is being implemented in many
feed States as promoted by NAIC in such a way that will make
things more complicated, worse, not better, for surplus lines stake-
holders. I will explain and offer a suggestion for improvement.

As you have heard, there are two competing approaches for shar-
ing multi-State surplus lines taxes: SLIMPACT, which is supported
by NCOIL, and many industry stakeholders; and NIMA, which is
proposed by NAIC.

While there remain numerous uncertainties over the NAIC’s
NIMA system over how the NAIC’s NIMA system would work,
NAPSLO believes that the underlying proposal doesn’t fulfill the
intent of Congress to establish an efficient and more uniform regu-
latory process.
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NIMA focuses solely on creating a tax sharing system, while ne-
glecting the law’s other goal to make more uniform, simple and effi-
cient other aspects of surplus lines regulation.

Again, our industry is not interested in avoiding the regulation
or the taxation. We just want a simple, efficient system that allows
us to comply.

The NRRA went into effect a week ago, and a dozen States have
adopted NIMA.

The NIMA system is far from operational, however. We have
heard that the NAIC itself has proposed to run NIMA, so that for
a fee and for profit, the NAIC would collect and allocate multi-
State taxes.

NAPSLO and other industry stakeholders have consistently op-
posed the NIMA tax-sharing system, because as currently drafted,
it fails to create the non-tax regulatory efficiencies or uniformities
envisioned by Congress, instead choosing only to address tax allo-
cation issues.

It violates the NRRA requirements that no State, other than the
home State, may require any premium tax payments for non-
admitted insurance and it involves unnecessary and burdensome
data reporting by brokers for the sole purpose of collecting taxes,
including novel allocations, requirements for the casualty lines.

NAPSLO strongly opposes NIMA’s current tax allocation method-
ology as it is based—we see it as wholly unworkable for the vast
majority of the industry. And if implemented, it will result in new
costs and fees levied on surplus lines consumers.

Let me be clear, NAPSLO patently disagrees with the testimony
that NIMA is consistent with Congress’ intent for the surplus lines
reforms.

A single tax payment to the contemplated NIMA clearinghouse
is not worth the burden placed on brokers in the form of increased
data reporting, the unworkable tax allocation methodology, and the
systemic complexity inherent in the NIMA system.

To be consistent with Dodd-Frank—

Chairwoman BIGGERT. Ms. Heaton, if you could conclude
please—

Ms. HEATON. Okay.

To be consistent with Dodd-Frank, we understand that the frus-
trations you hear from us—we would like to understand that the
frustration that you hear from us is not directed at this committee.

We commend you for passing the NRRA. Rather, NAPSLO mem-
bers are frustrated and disheartened by the States’ insistence,
through NIMA elections, for the allocation methodology and want
to address the regulatory concerns required by the NRRA in a dif-
ferent fashion.

Thank you.

[The prepared statement of Ms. Heaton can be found on page 70
of the appendix.]

Chairwoman BIGGERT. Thank you.

Mr. Birnbaum, you are recognized for 5 minutes.
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STATEMENT OF BIRNY BIRNBAUM, EXECUTIVE DIRECTOR,
THE CENTER FOR ECONOMIC JUSTICE

Mr. BIRNBAUM. Thank you, Chairwoman Biggert, for inviting me
to testify, and thanks to the other members of the subcommittee.

I am the executive director of the Center for Economic Justice,
which is a nonprofit organization that advocates on behalf of con-
sumers on insurance, credit, and utility issues.

I would like to preface my testimony by saying that sound regu-
lation is consistent with, and necessary for, job creation. We have
seen the effects of ineffective and lax regulation with the financial
crisis.

With ineffective regulation, companies bring poor products to
market. Those products explode.

Those jobs that were created are lost, and then there is more job
loss as the consumers whose wealth is lost, because of those defec-
tive products, now reduce their demand. Overall consumer demand
is reduced, and we see the effect of that. We go into a recession.

So, strong and efficient regulation is consistent with sustainable
job creation and it is necessary for the creation of fair competition.

The Dodd-Frank Act did have fairly limited activity in the realm
of insurance. But the activities that are included, I think, are very
useful.

The Federal Insurance Office was created to create an expert on
insurance at the Federal level.

This is obviously useful, given the great number of Federal insur-
ance programs: flood insurance; terrorism insurance; crop insur-
ance; and a whole host of things the Federal Government is in-
volved with.

It surely makes sense to have an expert at the Federal level.

The Federal Insurance Office is involved in international issues.
Again, this makes a lot of sense.

Currently, we have individual States forming agreements with
the regulators from foreign countries.

We have the NAIC entering into agreements with regulators
from foreign countries. The NAIC is a trade association. Clearly,
there is a need for some sort of Federal presence to argue for the
national interest in the realm of insurance.

The third thing that the Federal Insurance Office does, through
the Dodd-Frank Act, is it is given authority to look at the avail-
ability and the affordability of insurance.

This is a direct response to the State regulators’ failure over dec-
ades to address issues of insurance redlining. The FIO has the abil-
ity to collect data, to analyze redlining, and unfortunately, that is
needed.

State regulators have failed to collect any meaningful data to
look at issues of availability and affordability. For example, in the
past recession there was an issue of whether insurance credit scor-
ing was harming consumers because of the recession.

State regulators had no data on that. They were incapable of
doing that.

In contrast, if you look at what is available for lending products
through the Home Mortgage Disclosure Act, regulatory agencies
and fair lending organizations were able to do quite a bit of anal-
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ysis on the nature of the problems in the lending market and
where those problems were coming from.

So, this set of authorities for the Federal Insurance Office is real-
ly important. And I think it is a direct challenge to State regula-
tion.

The State regulators could step up to the table. But if they don’t,
it seems to me that the FIO is in a position to fill that gap.

The last point I would like to make is that the FIO is responsible
for identifying regulatory gaps. Again, this is very important.

If you look at the regulation of insurance, it is truly a hodge-
podge. You have not only a number of States competing with each
other for the most favorable regulatory climate, but you have ad-
mitted carriers, and non-admitted carriers. You have an interstate
compact. You have risk retention groups.

There are all sorts of opportunities not only for regulatory arbi-
trage, but for gaps between products that may be insurance or they
may be financial products. We see those issues come to a head on
things like annuities and other sorts of financial products that life
insurers and banks sell.

So it is really useful for the FIO to be able to identify these regu-
latory gaps.

One of them that I want to bring to your attention is a gap re-
lated to credit-related insurance products. Right now there is a
product called lender-placed insurance.

If a consumer takes out a mortgage and fails to maintain insur-
ance, the lender is able to purchase insurance—not purchase, but
place the insurance and then charge the consumer for it. It is very,
very expensive.

And the lender has an incentive to do it because the lenders ac-
tually get a commission for this lender-placed product. The amount
of lender-placed insurance grew from $1.5 billion in 2004 to $5.5
billion last year. Despite being told about these problems, insur-
ance regulators have failed to take any action.

The payout on these products in the last 2 years has been about
17 to 18 cents on the dollar. This is the kind of thing that really
burdens consumers who are already having a difficult time paying
for their mortgage because of the economic recession.

Now, this is the type of thing that says, this is done by lenders.
Should it be regulated by the agencies that deal with lenders, or
should it be regulated by insurance regulators? That is why there
is really sort of a regulatory gap there.

One of the things that you may consider—and I will finish up
with this—is the idea that the Consumer Financial Protection Bu-
reau, which currently does not have the authority, should be given
the authority to work on credit-related insurance products. That
way, the Financial Protection Bureau could address these problems
in the event that State regulators don’t.

Thank you.

[The prepared statement of Mr. Birnbaum can be found on page
52 of the appendix.]

Chairwoman BIGGERT. Thank you.

Ms. Pusey, you are recognized for 5 minutes.
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STATEMENT OF LEIGH ANN PUSEY, PRESIDENT & CEO, AMER-
ICAN INSURANCE ASSOCIATION, ON BEHALF OF THE FINAN-
CIAL SERVICES ROUNDTABLE (ROUNDTABLE) AND THE
AMERICAN INSURANCE ASSOCIATION (AIA)

Ms. PUSEY. Good morning, Chairwoman Biggert, and members of
the subcommittee. Thank you for the opportunity to testify on be-
half of the American Insurance Association in coordination with the
Financial Services Roundtable.

fIX‘IyAname is Leigh Ann Pusey, and I am the president and CEO
of ATA.

I want to focus today on a few key priorities that are emerging
from the confluence of the regulatory reform discussions that are
going on at the international, Federal, and State levels.

Among these are preserving the viability of the U.S. insurance
regulatory system, furthering the growth of free and open insur-
ance markets around the world, and underscoring the important
role that the Federal Insurance Office can play in keeping U.S. in-
surers competitive.

This key role is intended to complement the good work of State
regulators and of the NEIC. If the FIO functions as written, to-
gether they will be able to present a harmonized national voice on
international insurance matters.

Now, let me focus on three specific international matters.

First, while there is a robust discussion, as we have discussed at
this table on the previous panel, under way here in the United
States over the SIFI designation, there is also the parallel inter-
national process determining so-called global SIFIs, or G-SIFIs.

We must ensure that this process accounts for the unique nature
of insurance, and it is fair, transparent, and above all does not
overtake Dodd-Frank implementation efforts.

It is critical to note that the insurance industry emerged from
the recent financial crisis safe and strong. This resilience is a testa-
ment to the industry’s business model and its regulatory standards.
And it must be taken into account in any determination process.

Second, we share a common goal in ensuring that the U.S. insur-
ance regulatory system is viewed as equivalent to the E.U.’s Sol-
vency Il initiative, recognizing however that those standards may
not be identical.

Third, we have a mutual interest in broadening market access,
reducing trade barriers, and ensuring that regulatory initiatives do
not impair private markets.

And finally, as others have mentioned, we have a significant con-
cern regarding Section 619 regulations under Dodd-Frank, the so-
called Volcker Rule. We are hopeful that when rules are proposed,
they will clarify that investments that are held in general and in-
vestment accounts of insurers are excluded from the rule.

AIA is leading U.S. property casualty efforts to engage at the
international level on a wide range of proposed financial standards.
While some may view the current global debate as affecting only
those companies that venture outside the United States, the plain
truth is that the emerging financial regulation could impact all
companies, whether or not they are engaged in foreign markets.

One of those initiatives is the European Union’s Solvency II,
which is not simply a financial regulatory tool, but a comprehen-
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sive restructuring of regulation. Solvency II contains a third coun-
try equivalence process that has been the principle source of pres-
sure for our regulators here in the United States.

The consequences of a negative equivalence determination, in-
cluding having to meet solvency requirements without counting
U.S. capital, are potentially severe, both for U.S. insurers doing
business in E.U. countries and for E.U.-based insurers with U.S.
operations. Therefore, it is critical for the U.S. system to be deemed
equivalent under Solvency II.

Apart from Solvency II and similar initiatives, the crisis has gen-
erated a global debate about systemic risk. And at the inter-
national level, the global SIFI process is being led by the G-20,
which has turned to the Financial Stability Board to coordinate
proposals for addressing global systemic risk.

As ATA and others at this table have outlined in letters to Cap-
itol Hill and the Administration, there are a number of dangers as-
sociated with the G-20 designation of insurers. Any global process
must recognize the unique nature of insurance and should focus on
those unregulated shadow financial activities.

Finally, barriers to market access, usually through regulation,
continue to be a major issue. We are strong supporters of the three
pending free trade agreements. And once in effect, we believe they
would open markets with large growth opportunities for U.S. insur-
ers.

In each of these discussions, whether it is Solvency II, the G-SIFI
process, or market access, it is vitally important for the Federal In-
surance Office to be at the table alongside other key representa-
tives, providing a unified national voice for insurers.

Congress envisioned this role for the FIO when it authorized the
office to coordinate Federal policy and Federal efforts on prudential
insurance matters, represent the United States before the Inter-
national Association of Insurance Supervisors, assist the Treasury
in negotiating bilateral or multilateral insurance agreements on
prudential issues, and make recommendations to the FSOC regard-
ing SIFI designation and insurers.

This is the role the FIO is uniquely qualified to fill.

In summary, let me underscore an important message. The in-
surance industry emerged from the financial crisis in a strong posi-
tion. But today, despite our strengths, we face regulatory chal-
lenges on the international stage that may adversely impact our
business model and regulatory structure if not managed.

Now, more than ever, we need the U.S. Government and our
State regulators working together to help create a level playing
field globally where U.S. insurers can compete and take advantage
of new market opportunities.

Thanks again for the opportunity to testify. I would be happy to
take any questions.

[The prepared statement of Ms. Pusey can be found on page 123
of the appendix.]

Chairwoman BIGGERT. Thank you so much.

Mr. Furgatch, you are recognized for 5 minutes.
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STATEMENT OF ANDREW FURGATCH, CHAIRMAN AND CEO,
MAGNA CARTA COMPANIES, ON BEHALF OF THE PROPERTY
CASUALTY INSURERS ASSOCIATION OF AMERICA (PCI) AND
THE NATIONAL ASSOCIATION OF MUTUAL INSURANCE COM-
PANIES (NAMIC)

Mr. FURGATCH. Thank you, and good morning, Chairwoman
Biggert, and the remaining members of the subcommittee who are
present.

My name is Andrew Furgatch. I am chairman and CEO of
Magna Carta Companies.

Magna Carta was founded in New York in 1925 as a mutual in-
surance carrier for underwriting property and casualty business.
Today, we are licensed in all 50 States and we employ 240 indi-
vidual in offices in 9 of those States.

I am pleased to testify today on behalf of the PCI and NAMIC,
two leading trade associations that together represent almost 70
percent of the property and casualty insurance market and have al-
most 2,000 member companies.

I have two overarching messages to deliver today. The first is
that the U.S. insurance industry is healthy and stable, and is also
a stable provider of jobs for the U.S. economy.

The second message is that our industry’s ability to continue to
manage risk and create jobs is being threatened by a dramatic ex-
pansion of new government regulations at the State, Federal, and
international levels. The number and complexity of new compliance
requirements is driving up marketplace costs and ultimately de-
tracting from growth.

Our plea to this committee is that you use your oversight and
legislative authority to restrain non-insurance regulators from
overly broad rulemaking and mission creep into the business of in-
surance as they rush to meet Dodd-Frank Act and international
regulatory deadlines.

The nature of P and C insurance products, the industry’s low le-
verage ratios, its relatively liquid assets, and the lack of concentra-
tions in the marketplace make our industry truly unique within
the financial services sector, as well as even within the insurance
sector.

We operate in an extremely competitive marketplace, and our
business model focuses on serving our policyholders by providing
critical quality protection to all Americans at competitive prices.

We believe that the regulation of P and C insurance has worked
well in the States. For example, the State-based system proved to
be effective during the recent financial crisis.

The fiscally prudent regulatory oversight by the States safe-
guarded insurance consumers and ensured the financial strength of
P and C insurance markets. Indeed, insurance regulation was one
of the few bright spots in the International Monetary Fund’s global
review of financial services regulation.

Our chief concern as we go forward is the prevention of any oner-
ous or duplicative regulation of our already heavily regulated in-
dustry. Recent laws such as Dodd-Frank directly and indirectly af-
fect P and C insurers.
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Now, although my written testimony that was previously sub-
mitted touches on many different concerns, I just want to highlight
a few here.

First among them is the ability of the new Financial Services
Oversight Council to inappropriately sweep insurance into the reg-
ulation of highly leveraged, systemically risky banking activities.
Traditional P and C insurance is not systemically risky, and it did
not play a role in causing the recent financial crisis.

Simply put, our primary risk exposure is directly related to
Mother Nature: earthquakes; hurricanes; and natural catastrophes.
And it is not correlated with the financial markets.

We are concerned that FSOC and other Federal regulators may
use inappropriate and bank-centric metrics when analyzing insur-
ers, thereby subjecting them to burdensome and costly additional
regulation.

We are also concerned about the proliferation of new Federal en-
tities that could potentially affect our industry, namely, the Federal
Insurance Office, the Office of Financial Research, and the Con-
sumer Financial Protection Bureau.

The FIO and the CFPB should stay true to their legislative in-
tent and not try to exert direct or indirect regulatory authority over
insurance activities. Dodd-Frank explicitly states that the FIO and
the CFPB are not to regulate insurance, and there is concern that
they may seek to find backdoor ways to do so.

The FIO and the OFR, on the other hand, should not be per-
mitted to impose costly data calls on insurers without first seeking
needed information from State regulators and other public sources
as they are required to do so under the Dodd-Frank Act. Therefore,
we strongly urge Congress to monitor these offices closely to ensure
compliance with your direction.

Increasing threats to the insurance marketplace also include nu-
merous and new burdensome standards developed by unelected
and unaccountable international organizations. What started out as
discussions about merely fostering cooperation between inter-
national regulators is rapidly evolving into efforts to impose bind-
iSng new global standards on insurers right here in the United

tates.

While U.S. Federal bank and State insurance regulators are in-
volved in developing the new regulatory standards, the concerns of
those U.S. participants are not always heeded. This abdication of
State and Federal legislative control is very disconcerting to our in-
dustry.

We urge the committee to vigilantly guard the exceptional com-
petitiveness of the U.S. insurance marketplace and restrain the
rush towards bank-centric international rules that add unnecessary
layers of cost and oversight to our industry.

In closing, I would like to say the health and stability of the in-
surance industry depends on Congress’ ability to oversee Federal
regulators in charge of the implementation of Dodd-Frank. In order
for us to continue to protect our policyholders, create the jobs that
we are looking for, and be the foundation of a dynamic economy,
these Federal regulators should refrain from intruding into the
business of insurance.

Thank you again for the opportunity to be here today.



37

[The prepared statement of Mr. Furgatch can be found on page
60 of the appendix.]

Chairwoman BIGGERT. Thank you.

Mr. Jackson, you are recognized for 5 minutes.

STATEMENT OF CLAY JACKSON, CPCU, SENIOR VICE PRESI-
DENT AND REGIONAL AGENCY MANAGER, BB&T COOPER,
LOVE, JACKSON, THORNTON & HARWELL, ON BEHALF OF
THE INDEPENDENT INSURANCE AGENTS AND BROKERS OF
AMERICA (IIABA) AND THE COUNCIL OF INSURANCE
AGENTS & BROKERS (CIAB)

Mr. JACKSON. Madam Chairwoman and members of the com-
mittee, thank you.

I am Clay Jackson, senior vice president of BB&T Insurance
Services, the Nation’s 6th largest brokerage firm.

My testimony is on behalf of the Independent Insurance Agents
and Brokers of America as well as the Council of Insurance Agents
and Brokers.

These two organizations span the overwhelming majority of pro-
ducers of property and casualty insurance across the country, sell-
ing both personal lines and commercial insurance. My organization
is a member of both.

There have been historic distinctions between large regional and
national brokerages and independent agencies with respect to some
public affairs positions. But I can say with confidence that the dif-
ferences between these associations are far outweighed by its com-
mon goals.

I would like to make two points today. First, we think there is
a significant consensus among all of the private stakeholders on
the issue of agent-broker licensure reform, specifically, the NARAB
II legislation that has been put forth on a bipartisan basis by Con-
gressmen Neugebauer and Scott, and supported by many members
of the committee.

This legislation has twice passed the House of Representatives
by overwhelming votes. We encourage you to advance this legisla-
tion once again and to help enact it into law.

We work in a business that is increasingly interstate and inter-
national. In response to the original NARAB provisions of the
Gramm-Leach-Bliley Act, States adopted reforms to encourage reci-
procity on nonresident licensure.

But the reforms have simply not gone far enough. There are still
far too many State by State distinctions and bureaucratic require-
ments to add cost to consumers and insurance products without
providing value or assuring professionalism of those who are sell-
ing those products.

The creation of the National Association of Registered Agents
and Brokers, or NARAB, would resolve this problem. Agents and
brokers who desire passport for interstate licensure would have to
be licensed in their home States, fully subject to their home State
laws, and then submit themselves to a higher standard for NARAB
membership which would afford them an opportunity to obtain
nonresident licenses in other jurisdictions.

The organization would pay for itself, be purely voluntary, and
would assure strong standards of professionalism. The producer
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community across-the-board supports this measure, and we look
forward to working with Members of Congress in assuring the cre-
ation of an interstate agent-broker licensing system. It just makes
common sense.

My final point has to do with the State implementation of the
Dodd-Frank provisions regarding surplus lines insurance. Unlike
so much else in Dodd-Frank, these provisions were widely sup-
ported on both sides of the aisle, and we are deeply appreciative
of the members of this committee who were helpful in getting this
signed into law.

Surplus lines insurance represents about a third of the commer-
cial insurance marketplace, involving insurance risks that tend to
be more sophisticated, exotic, and are largely commercial.

The surplus lines provisions of Dodd-Frank made it clear that
the only rules that would govern a multi-State placement of sur-
plus lines products, are the rules of the home State of the insured.
This is simple and straightforward. And again, all of the major
stakeholders supported these provisions.

The application of this simple rule to the payment of surplus
lines premium taxes has led to significant marketplace discord.
Some States have agreed only to a sharing formula for premium
taxes. Some States have signed on to a compact that would govern
all aspects of a surplus lines transaction, and we are particularly
appreciative of Kentucky’s efforts to help ensure that the multi-
State tax allocation is as rational and efficient as possible.

Other States, especially some big States, will retain 100 percent
of the premium taxes for insureds headquartered in their jurisdic-
tions. We think the single State tax retention model is probably
best. It minimizes the administrative costs for both regulators and
producers and should result in an overall increase in premium tax
collections.

Given that a single, harmonious regulatory system seems beyond
reach at this point, we ask you to urge the States to seriously con-
sider this path.

We think the surplus line situation is good evidence there is jus-
tification for limited Federal reforms. It is indeed difficult for
States to coordinate and streamline and harmonize in the absence
of a broader political dynamic.

Surplus lines reform will ultimately be good reform for all of us.
Likewise, the NARAB II proposal is a modest, thoughtful bipar-
tisan piece of legislation that merits enactment.

Thank you for the opportunity to express our views. I appreciate
it.

[The prepared statement of Mr. Jackson can be found on page
117 of the appendix.]

Chairwoman BIGGERT. Thank you, Mr. Jackson.

Mr. Smith, you are recognized for 5 minutes.

STATEMENT OF ERIC SMITH, PRESIDENT AND CEO, SWISS RE
AMERICAS, ON BEHALF OF THE REINSURANCE ASSOCIA-
TION OF AMERICA (RAA)

Mr. SmiTH. Thank you.
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Chairwoman Biggert and members of the subcommittee, on be-
half of the Reinsurance Association of America, and my company
Swiss Re, thank you for this opportunity to testify.

My name is Eric Smith. I am the president and CEO of Swiss
Re Americas.

Swiss Re is a global reinsurance company with a highly skilled
workforce of several thousand U.S. employees. We transact busi-
ness through U.S. taxpaying entities. The RAA is a U.S. national
trade association, representing the interest of reinsurers.

Reinsurance is an efficient risk management tool that helps in-
surance companies and governments with improving their insur-
ance capacity and enhancing financial security. For example, 60
percent of the insured losses related to the attacks of September
11th were absorbed by the global reinsurance industry.

In 2005, 61 percent of the insured losses from hurricanes
Katrina, Rita, and Wilma were ultimately borne by reinsurers. And
in 2008, approximately one-third of the insured losses from hurri-
canes Tke and Gustav were reinsured.

We applaud your creation of the FIO and offer our strong sup-
port for its establishment. We would like to share a few observa-
tions about the new office.

For the first time, there is a Federal agency responsible for un-
derstanding the insurance and reinsurance industry. We urge Con-
gress and the Administration to provide sufficient resources to en-
sure that the FIO can carry out the responsibilities it has been
given.

When using its data collection authority, we believe the FIO
should coordinate closely with the Office of Financial Research, the
NAIC and other existing regulatory and non-regulatory sources to
make use of credible data and avoid duplicative reporting.

We also believe the FIO is required to address States’ implemen-
tation of Sections 531 and 532 of the Dodd-Frank Act and the re-
lated reinsurance collateral reform efforts in its statutory reports
to Congress.

One important power that Congress granted the FIO is the au-
thority to enter into and enforce international agreements with for-
eign governments on prudential insurance regulatory matters. This
authority should be used to ensure equitable treatment of inter-
nationally active insurers and reinsurers and to promote economic
growth and job creation here in the United States.

Whether it is discussing an international agreement or partici-
pating in a meeting of regulators from other countries, the FIO
must be the clear and consistent voice of the United States on in-
surance-related issues internationally reflecting the interest of U.S.
policyholders, insurers, reinsurers, and U.S. insurance regulators.

This subcommittee knows that FSOC is empowered to evaluate
and designate nonbank financial institutions as systemically rel-
evant, and subject those companies to additional regulatory scru-
tiny. In order for a nonbank financial company to be designated
systemically relevant, the FSOC must find that the financial stress
or the ongoing activities of the company could pose a threat to the
financial stability of the United States.

This high standard was set by Congress to prevent unintended
consequences resulting from uninformed systemic risk designations
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which could have lasting effects on a company, its employees, and
shareowners in the U.S. economy.

We urge the FSOC to delink all considerations for designating in-
surance companies from those used for banking institutions. The
business models and roles in society of insurance companies and
banks are distinct and should be considered separately.

I would like to close with a couple of important lessons learned
from the financial crisis.

First, the significant gap in U.S. supervision of company groups
must be closed in insurance regulation. A single regulator must be
responsible for understanding and regulating a group.

Second, systemic risk regulators must consider activity first rath-
er than entities first if they hope to effectively identify potentially
systemically important nonbank financial institutions.

The RAA has undertaken extensive, quantitative, systematic risk
analysis using nonbank criteria proposed by systemic risk regu-
lators as the basis for the work. The findings are part of our state-
ment for the record.

On behalf of the Reinsurance Association of America, and my
company, Swiss Re, thank you for the opportunity to appear before
the subcommittee.

We are gratified that Congress continues to remain engaged in
insurance related matters.

[The prepared statement of Mr. Smith can be found on page 136
of the appendix.]

Chairwoman BIGGERT. Thank you so much.

We will now turn to our questions. And I will recognize myself
for 5 minutes.

Ms. Heaton, before I really start my questions I think that you
had a closing point that was important and probably not in your
testimony, if you could conclude with that.

Thank you.

Ms. HEATON. Thank you, Chairwoman Biggert, for your time and
giving me the opportunity to really restate our conclusion.

It sounds to us like there has been a lot of progress today as a
result of NAIC and NCOIL’s testimony, and a realization that the
current allocation methods may not be as practical as originally
thought by some parties.

And we hope that as a result of this discussion, and your listen-
ing to our testimony, that we will be able to harmonize and come
to an approach that would meet all of our constituents’ needs.

I think the single primary basis behind our concern is that part
of what is being required in the NIMA allocation methodology is
the collection of data that is not normally part of the underwriting
process in the placement of risk. And that would add an additional
burden to brokers and companies who provide this coverage.

Chairwoman BIGGERT. Thank you very much. I guess we could
say they did hug.

Ms. HEATON. Yes.

Chairwoman BIGGERT. Hopefully, that will work out.

Then, Mr. Furgatch?

Mr. FURGATCH. Yes.
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Chairwoman BIGGERT. You represent almost 70 percent of the
property casualty insurance industry, ranging from national writ-
ers to very small local writers.

And while your company is not at risk of being considered signifi-
cantly—systematically—I have too many “S’s” here—systemically
significant, can you describe for the committee the competitive dis-
advantages and other impacts on your company if FSOC were to
designate any property casualty insurer as a systemically impor-
tant financial institution?

Mr. FURGATCH. Yes, indeed, we have identified areas where we
think there will be a competitive disadvantage. Chief among them
is if there are particular companies that are identified as such.

They may be viewed as too-big-to-fail by consumers, giving them
a false sense of security, and leading them to be more likely to do
business with those firms, thinking there may be a Federal back-
stop.

Similarly, in the cost of funds area in terms of borrowing or rais-
ing capital, it might give those particular companies, identified as
such, as a competitive advantage as well.

Chairwoman BIGGERT. Thank you.

Do you think that the $50 billion has any effect or that the insur-
ance companies might fall under that or they are not wanting to
increase their size for that reason?

Mr. FURGATCH. Certainly, there would be deterrent there as well.
It probably wouldn’t be difficult for firms of that size. They are
typically multi-national, and they could perhaps move their assets
around to other jurisdictions.

Chairwoman BIGGERT. Thank you.

Ms. Pusey, what do you think of the impact on the Dodd-Frank
Act known as the Volcker Rule will be on domestic insurance com-
panies?

And do you think that the language in the section to exempt in-
surance funds held in separate accounts provides sufficient protec-
tion and certainty for insurance companies to conduct their long-
term investment and protection, and certainly for insurance compa-
nies to go ahead and have long-term investment and risk-hedging
activities?

Ms. PUsSEY. Thanks for asking the question.

I think that Dodd-Frank went a long way in already acknowl-
edging that insurance operated differently and should be treated
differently with respect to the Volcker Rule. We appreciate that,
and there are studies under way, etc.

I think with respect to the way of the treatment of these ac-
counts, we think it would be consistent with the intent to recognize
that insurers with those kinds of accounts are doing so in a dif-
ferent way than the banks and other financial entities.

It is our hope that they would clarify that in their forthcoming
regs on that, and we think it is consistent with the intent of the
legislation.

Chairwoman BIGGERT. Do you think that the restrictions that
are placed on insurers by the rule will help or hurt U.S. companies
to compete in the global marketplace?

Ms. PUsSgEY. I think there is no question. In fact, I think there
was a GAO study released recently that underscored that it would
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be a threat to competitiveness as the United States is the only
country currently contemplating such restrictions.

So, yes, ma’am, I think we do feel it would restrict and be a bur-
den on the competitiveness of U.S. companies.

Chairwoman BIGGERT. Do you think that Congress needs to clar-
ify the insurance exception?

Ms. Pusky. I will ask—I know there are some other members are
looking at Gary Hughes here, who has a lot of companies that are
interested in this as well. I think at this point, we would be hopeful
that there would be clarification through the reg process and not
a need to return to any further legislative—

Chairwoman BIGGERT. Okay.

And now, I will turn to Mr. Hughes.

Mr. HUGHES. I think our feeling that is at this point the rule-
making on Volcker has clarified some of the areas that you have
mentioned—proprietary trading, where it is the general account or
the separate account of an insurer. There are some outstanding
issues.

But it seems to—the intent, which is not to inappropriately dis-
rupt legitimate business practices, seems to be carrying through at
this point.

Chairwoman BIGGERT. Thank you.

My time has expired.

I yield to Mr. Hurt for 5 minutes.

Mr. HURT. Thank you, Madam Chairwoman.

I thank each of you for being here and for your testimony today.

I wanted to first ask Mr. Birnbaum a quick question.

In your testimony, you talked about the forced placed insurance,
and I was, I think, relieved to hear you say that while you think
that there is inadequate regulation now, you believe that forced
placed, or that the CFPB “should be given the authority to regulate
this issue.”

I guess my question to you is, I assume that means that you
don’t believe that CFPB currently has that authority. Is that a fair
statement?

Mr. BIRNBAUM. Yes, I think that is pretty clear.

As the legislation was winding its way through Congress, there
was a specific provision taken out that gave the CFPB authority to
regulate credit-related insurance. So, I think that is pretty clear.

Where it gets a little murky is that the CFPB does have author-
ity to regulate lenders and lenders’ practices, so if lenders’ practices
deal with lender-placed insurance, they certainly can’t deal with
rates, but they could deal with the servicing practice.

Mr. HURT. Okay. And that is my next question, do you see any
basis at all, as you sit here today, to support that? And maybe that
is the answer to your question.

But do you see, in addition to what you have just said, any other
basis by which CFPB would be able to regulate this, absent explicit
legislative authority given by the United States Congress?

Mr. BIRNBAUM. Yes, I think to the extent that the placement and
the servicing of lender-placed insurance is part of the lending proc-
ess, then I think the CFPB has the same authority for that as they
would over any other type of mortgage servicing practices.
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They certainly don’t have authority over insurance, but they—I
think the Dodd-Frank Act does give them authority over mortgage
servicing practices.

Mr. HUrT. Okay. Thank you.

I also wanted to thank you for what you talked about in terms
of the importance of jobs here, because I come from the 5th District
of Virginia, where we have suffered tremendous job loss. And it is
not—and, frankly and fortunately, it is not anything new, I guess,
since 2008.

And certainly, as we look to the Federal Insurance Office—and
this is a question I was hoping—I wish everyone could answer it,
but my time is going to be limited, but I wanted Mr. Furgatch and
Mr. Jackson, perhaps, to address this.

To me, as I go across Virginia’s 5th District, and I think this is
true for the—if one goes across this country, small business is the
backbone of our economy.

And unnecessary—while regulation can be—is important—proper
regulation—I think we would probably all agree that unnecessary
regulation adds additional cost to small business that either makes
it impossible for them to survive or makes an impossible barrier to
entry into the marketplace.

And that is what, I think, consumers depend upon in terms of
competition, and certainly depend upon those same businesses for
their livelihoods.

So I was wondering if Mr. Furgatch first, and then Mr. Jackson,
could maybe talk a little bit about as you look at this FIO. And I
think we all—I think I understand the importance of having this
Federal Insurance Office, although I am very concerned that it is
the proverbial nose under the tent.

And then we see what happens when you create something with
good intentions, the next thing you know, 10 years later we are
going to have this huge, huge expansion of Federal executive
power.

Could you just speak to your concerns about that future land-
scape for the people that you represent?

Mr. FURGATCH. Absolutely, and thank you for giving me that op-
portunity.

The FIO can serve a very important function in the international
arena, but we share your concerns about whether that mission
evolves to be applied domestically in a way that was not intended.

The PCI, one of the trade groups whom I am representing today,
engaged the Ward benchmarking company, an independent organi-
zation, to do a study of the burden of regulatory cost on small busi-
nesses—of insurance companies generally.

And what they found is from 2008 to 2010, in a 2-year period,
there was a 38 percent increase in overhead costs associated with
regulatory compliance for small businesses, and 14 percent for the
larger companies. Combined, it was 18 percent.

But since you asked about small businesses, I point out that the
smaller businesses bear the greater brunt of more regulatory over-
sight.

I will also take this opportunity, even though it is slightly off
topic, to remind everyone that in the 2008 financial crisis, over 30
percent of our thrifts failed in the country, and over 10 percent of
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our banks. But there was not one property casualty insurance com-
pany that failed in 2008 as a result of the crisis.

So, while regulation is important and it is appropriate, I think
it has been clearly demonstrated that as respects property cas-
ualty, we have a sound system with the States that is working.
And therefore, if the FIO were to mission creep, if you will, it
would really represent duplicative, unnecessary, and costly bur-
dens, especially on the small companies.

Mr. HURT. I ask unanimous consent to allow Mr. Jackson to an-
swer my question, if that is all right, since my time has expired.

Chairwoman BIGGERT. Without objection, it is so ordered.

Mr. JACKSON. Thank you. And I will be very brief.

I think with the FIO, kind of our viewpoint would be that it has
been constrained very tightly through legislation at this point.

Thinking about the small businesses and the burdensome things
that have to happen, the State licensure, when we have a client
that is in multiple States and agents and brokers have to then go
through the process of being licensed in all those different States,
that is a very time-consuming, burdensome project.

The company that I am with now, we have a department that
handles that. In my previous life, working as an independent
broker, so to speak—I still am, but in a much smaller shop—it was
very time-consuming. You would have to go to outside resources, a
very cost-consuming way of doing business. So, it was very burden-
some to the small business owner, in particular.

I am hoping that the NARAB approach is going to be the best
approach for small business, too.

Mr. HURT. Thank you.

Mr. JACKSON. I think just as an aside, having represented—hav-
ing been a member of both these insurance organizations, the Big
“I” and CIAB for over 50 years, they don’t agree on all issues, but
they were certainly championing the cause. So, I appreciate the
question.

Thank you.

Mr. HURT. Thank you.

Chairwoman BIGGERT. Mr. Sherman, would you like—

Mr. SHERMAN. Thank you. In all fairness—

Chairwoman BIGGERT. Fine.

The gentlelady from West Virginia—

Mrs. CapiTo. Thank you, Madam Chairwoman, and I apologize
for not being here for the witnesses’ testimony.

I just have a couple of questions.

As you might know, I am the chair of the subcommittee on the
banking institutions. And a lot of what we have been dealing with
there is CFPB and this FSOC oversight.

There are two insurance companies that are falling into this
realm. Can you tell me which ones they are? And I think—are they
members of the Big “I?”

Do you know?

Mr. JACKSON. There—

Mrs. CAPITO. There is no insurance company. It is going—

Mr. JACKSON. The two trade associations that I am involved with
are the Independent Insurance Agents and Brokers and the Coun-
cil of Insurance Agents and Brokers—
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Mrs. CapITO. Okay. So—

Ms. PUusEY. Was the question are other insurers designated—

Mrs. CAPITO. Yes.

Ms. Pusey. Okay. There have been no insurers designated. I
think there are conversations about the likelihood of certain types
of companies, but I think there is some speculation. But I am un-
aware of any formal designation—

Mrs. CapiTo. Okay.

The provisions that came out—I guess the FSOC came out this
week with sort of a warning shot, saying that there is still weak-
ness in the system, in their opinion.

Does that influence any of your folks in the insurance business?

Ms. Pusey. I am going to take a stab at that. And our under-
standing of the their annual report was actually, I think, with re-
spect to the property casualty industry, quite an endorsement of
our strengths, that, in fact, that we were—had fared well through
this crisis.

We had been stress tested, and that we were, in fact, our core
insurance activities—and a lot of distinctions between the other ac-
tivities in the holding company or the core insurance practices. And
those core heavily regulated practices are, in fact, not likely to be
deemed to be posing a risk.

I think with respect to a broader assessment of gaps, I think ev-
eryone here—and you have spoken to that, too—that beyond insur-
ance, I think there is a recognition that I think that is what the
FSOC is trying to get its hands around.

But with respect to insurance, and particularly what we would
define as the core traditional property casualty product, I think
there has been an increasing chorus saying that, in fact, that is not
likely to pose the kind of risks we are looking at.

Mrs. CApITO. I think having a representative with great knowl-
edge of insurance issues on that council probably will be very help-
ful. And I know that the President’s recommendation has gone be-
fore the Senate. So, I think that is a good signal and a good sign.

Let me ask you just a general economic question—and anybody
can take a stab at this.

What are you finding in terms of the pulse of your business? We
know our unemployment is up to 9.2 percent. We know that the
issues that we are discussing here, the debt and deficit issues, but
the debt ceiling issues are causing fits and starts.

What are you all seeing over the horizon in terms of growth, or
expansion, or seized-up markets? I am just interested to see how
your economists are looking at the next year here, and what you
are seeing right at the present time.

Mr. FURGATCH. I can start off with that.

On behalf of the property casualty insurance industry, I can say
that it is functioning. It is functioning well. And it is highly com-
petitive.

With that having been said, the outlook and sentiment is not
overly favorable going forward. There is still a lot of uncertainty
and instability, in large part related to regulation as well as the
debt situation that Congress is grappling with right now.

I want to point out that we had £1 trillion of investment money
emanating from the property casualty industry, invested in both
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government as well as privately issued securities. It is as easy as
a point-and-click on a computer nowadays to move those invest-
ments out of the United States and into foreign currencies and
overseas.

Mrs. CAPITO. Has that occurred over the last—

Mr. FURGATCH. I think the larger, more sophisticated investment
portfolios in the industry, on a standard basis, probably diversify
by having some overseas securities.

So, the issue is not whether it is a threshold of whether it leaves,
but rather a sense of confidence in investing in the United States
with the asset side of the balance sheet.

When there is uncertainty, like what is being posed with the
debt ceiling, it is an impetus for companies to move more invest-
ments into other currencies and overseas.

And my fear is—and I speak not so much as the insurance car-
rier with this concern, but more as an American, if you will, is that
once the infrastructure is established to move these assets over-
seas, and once that becomes a common practice, even if the U.S.
economy rebounds, and even if the government demonstrates re-
sponsibility in dealing with the long-term debt issue, that doesn’t
necessarily mean that all that money comes back.

And so I think some very significant damage can be done, just
by the uncertainty that we are all coping with.

Mrs. CApITO. I appreciate that. Thank you.

Thank you, Madam Chairwoman.

Chairwoman BIGGERT. Thank you, Ms. Capito.

The gentleman from California, Mr. Sherman, is recognized for
5 minutes.

Mr. SHERMAN. Thank you.

My first question will be to Mr. Hughes. Insurance companies
exist to assume risks that families can’t assume themselves or
don’t want to.

Life insurance is kind of misnamed, in that it is really death in-
surance. It pays when somebody dies.

But since that name was already used, they came up with the
term longevity insurance to insure against living too long. For so
many of my constituents, if you ask them what is their economic
fear, it is that they will outlive their savings.

So, I can commend your industry for coming up with longevity
insurance. The problem is, I don’t know if any of your members are
offering inflation-adjusted longevity insurance.

In the absence of inflation adjustment, longevity insurance
doesn’t achieve its purpose.

I have talked to some in your industry who have said, inflation,
that is a risk. We don’t want to take that. In which case, if the in-
surance industry isn’t in the business of taking risks, why do you
exist?

Have you been able to persuade any of your members to offer the
product that so many people in this country—they don’t describe it
this way.

The fear is, I will outlive my savings. The more sophisticated
fear is, I will outlive my savings, or there will be a lot of inflation,
and I will outlive my savings.



47

Any of your members offering longevity insurance that is infla-
tion adjusted?

Mr. HUGHES. I think I would answer that question by saying the
business of life insurance companies is really in two primary areas,
life insurance and annuities. And it is the annuity product that is
the product—

Mr. SHERMAN. Yes. Okay, are you offering—

Mr. HUGHES. —with your assets. And variable annuity is de-
signed as a hedge against inflation.

Mr. SHERMAN. But that is not a guarantee against inflation, that
is dependent upon the success of the U.S. stock market. Obviously,
longevity insurance is an annuity and I am glad your industry of-
fers an annuity.

It is fine that you have a product that is keyed to the U.S. stock
market, but that is hardly assurance that when a person lives be-
yond what used to be considered a ripe old age, that they will actu-
ally be able to buy groceries.

Mr. HUGHES. Well, if—

Mr. SHERMAN. I am not so sure the U.S. stock market is—in any
case, are any of your companies offering inflation-adjusted annu-
ities that start at age 80 or age 85?

Mr. HUGHES. You know—

Mr. SHERMAN. I know you will get back to me for the record, and
I thank you for your patience with my question.

And then—but the follow-up question will be this—if your first
answer is no, then for the record, please say what does Congress
have to do to get you folks to offer a product—and you can’t say
people won’t buy it, because they will if they understand it.

It won’t look as attractive as your other products, because you
are—obviously an inflation-adjusted annuity is a smaller dollar
amount adjusted for inflation, may turn out to be a bigger dollar
amount come 20 or 30 years from now or 40 years from now.

So, my first question for the record is—are your companies offer-
ing inflation-adjusted longevity insurance. And second, if not, why
not; and third, what does Congress have to do to change the an-
swer to the first question? And I—

Mr. HUGHES. My interpretation—

Mr. SHERMAN. —since you had no reason to think that I would
be asking this question—

Mr. HUGHES. No, I had—

Mr. SHERMAN. —I have no reason to expect an off-the-cuff an-
swer.

Now, let me shift to Ms. Heaton.

And this, I think, may be a question you would expect, because
we have the Nonadmitted Multi-State Agreement.

Some have said this agreement would create new regulatory bur-
dens that did not exist previously to the Nonadmitted Reinsurance
Reform Act. And that the agreement really isn’t based on existing
data.

What do you think of the agreement?

Ms. HEATON. I am sorry, I didn’t hear—

Mr. SHERMAN. What do you think of the Nonadmitted Multi-
State Agreement?
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Ms. HEATON. I think perhaps you weren’t with us at the time,
but Kentucky and SLIMPACT have proposed compacts—interstate
compacts that we think reflect the spirit of NRRA in that they are
consistent amongst the States, making a one-State filing process
available to brokers and the companies that support the sale of our
insurance.

And we think that is a better solution than what has been pre-
viously proposed by NIMA and the NAIC.

Earlier today, we saw NCOIL and NAIC hug on this table, so we
are highly optimistic that our differences will get resolved.

Mr. SHERMAN. I don’t know that I am happy or unhappy not to
see whatever happened on that table happen. I am sure you are—
this was figurative hugging or literal?

Ms. HEATON. No, literally, they hugged, and they said they would
be hugging out in the hall, too. So, we are very optimistic that this
will get resolved.

Mr. SHERMAN. C-SPAN ratings will improve.

Ms. HEATON. Yes.

Mr. SHERMAN. I thank you for your answer, and like my col-
league, regret that I wasn’t here earlier in the hearing, and I yield
back.

Chairwoman BIGGERT. Thank you, Mr. Sherman.

Mr. Smith, I am going to recognize myself to ask another ques-
tion.

In your testimony on behalf of RAA and Swiss Re, you have at-
tached some research from the RAA on the question of systemic
risk and the reinsurance business.

We also know that FSOC has announced that it expects to re-
lease additional guidance regarding the criteria that the FSOC
may use to determine if a business is a SIFI.

Knowing this, could you summarize the conclusion of the re-
search that you have on this matter?

Mr. SMITH. Yes. Thank you.

The general finding of the research is that reinsurers and rein-
surance, they are not the source of systemic risk. But the addi-
tional thought—I know it has been brought up numerous times
this morning—we must look at the activities of entities, not their
size.

It is all about the activities. It is all about leverage. That is the
key.

Chairwoman BIGGERT. Great. Thank you. That was a quick an-
swer.

Mr. Hughes?

I understand that various segments of the insurance industry are
very concerned with the Department of Labor’s recent proposal reg-
ulation which would change who would be a fiduciary. It is a duty
of a—fiduciary for the purpose of giving investment advice.

A number of stakeholders have said that this regulation should
be withdrawn and re-proposed. How could the proposed deal or rule
impact the insurance industry and consumers?

Mr. HUGHES. First, we would certainly like to thank you for your
involvement in that issue. It has been very helpful and much ap-
preciated.



49

The concern we have is that the Department of Labor proposed
the rule. There really wasn’t any demonstrated need, at least that
we saw in the proposal.

And the problem that we see is it is going to drive up the cost
of valuable advice to plan participants and IRA holders, and limit
the ability of that investment advice.

As you have noted, the process we think can only be cured by re-
proposing the rule. And in terms of timing, it has been a bit frus-
trating to see the SEC looking at its own issues of harmonizing the
standards for broker dealers and investment advisors. And that is
going to be a fiduciary standard, and the Department of Labor not
coordinating their effort at all with the SEC.

So we think in terms of timing, in terms of substance and in
terms of process, a re-proposal of the rule is the only way to really
handle that issue appropriately.

Chairwoman BIGGERT. Thank you.

I know that we tried to make sure that the two agencies are
fivorking together. Maybe we could get them to hug, too. I don’t

now.

But I think it is a very important issue. And it really does con-
cern us. I think that there will be a conflict between these. And
this is a very important issue. So thank you.

With that, seeing no one else here, I will thank the panel and
note that some members may have additional questions for this
panel, which they may wish to submit in writing. Without objec-
tion, the hearing record will remain open for 30 days for members
to submit written questions to these witnesses and to place their
responses in the record.

And I would really like, again, to thank the witnesses for joining
us today.

I would also like to announce that we plan to hold a similar in-
surance oversight hearing in the fall to hear from the new FIO Di-
rector and perhaps other Federal regulators on many of the topics
that were discussed today. And I hope that Mr. McRaith will be
able to be here and will have finished his orientation by that time.

So again, thank you so much for being here.

And with that, this hearing is adjourned.

[Whereupon, at 12:29 p.m., the hearing was adjourned.]
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Chairman Biggert, Ranking Member Gutierrez and members of the Subcommittee, my name is
Birny Birnbaum. I am the Executive Director of the Center for Economic Justice, a non-profit
organization advocating on behalf of consumers on insurance, credit and utility issues. I have
been intimately involved in insurance regulatory policy issues for 20 years as a regulator and as a
consumer representative. 1 have been an active participant at the National Association of
Insurance Commissions (NAIC) and the National Conference of Insurance Legislators (NCOIL)

for many years.

The vast majority of state insurance regulators — particularly those in market regulation — are
incredibly dedicated to consumer protection. 1 have had the honor of working with hundreds of
these state insurance regulators over the past 20 years. But these regulators are limited by a lack
of essential tools — data for market analysis — and by a regulatory structure that favors insurers
over consumers. There are some clear actions states can take to level the insurance regulatory

playing field and make regulators and insurers more accountable to consumers.
My testimony today will cover:

e Accountability and Responsiveness of Insurance Regulators and Insurers to Consumers
s The Limitations of State Insurance Market Regulation Efforts
e The Dodd Frank Requirements for Studies of Insurance Availability

e Problems with Force-Placed Homeowners Insurance
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Accountability of Regulators and Insurers to Consumers

The insurance regulatory system has limited accountability to consumers and routinely favors

insurance industry interests over consumer interests.

There is a tremendous imbalance in the ability of the insurance industry — versus consumers — to
influence insurance regulatory policy and regulatory performance. The insurance industry
spends hundreds of millions of dollars of funds provided by consumers — paid as part of the
insurance premiums — to lobby regulators and legislators at the NAIC, NCOIL and in individual
states. In the vast majority of states, there are no consumer organizations focusing on insurance
issues other than health insurance. So, for the vast majority of regulatory issues, there are no
consumer perspectives to balance out the many industry voices pushing for the indusiry policies.
Even when there is a consumer voice, it is typically outnumbered and outspent by massive

amounts,

Today’s hearing is an example of this imbalance. Six industry representatives representing nine

industry trade associations are testifying today. I am the sole consumer representative.

The absence of consumer insurance advocates — individuals and institutions with resources
necessary to participate in the regulatory process — contributes to an insurance regulatory system
that is far more accountable to industry than to consumers. This is most pronounced for state
insurance regulatory administrative actions — rulemaking, enforcement and market surveillance.
Industry has virtually unlimited funds to press their views and fund research to serve their cause
— funds provided by policyholders from premium payments. As a result, insurance regulatory

policy and actions routinely favors insurers over consumers.

The regulatory bias towards industry is exacerbated by weak conflict of interest requirements
regarding movement of regulators to industry. When regulators leave public service, the vast
majority go to work for the industry they regulated — often lobbying their former colleagues on
behalf of industry. Few go to work on behalf of consumers because there are few jobs available

for insurance consumer advocates.
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To level the playing field and make insuraﬁce regulation more accountable to consumers,
insurers should be prohibited from including lobbying expenses in insurance premiums.
Alternatively, insurers should be required to obtain affirmative agreement — opt-in — by
consumers for use of premium dollars for lobbying. In addition, there should be mechanistms in
place to fund independent insurance consumer advocates. There are a number of models for this,
ranging from state agencies like the Texas Office of Public Insurance Counsel to consumer-
funded Consumer Insurance Boards. Of course, conflict of interest requirements should also be
strengthened to ensure that today’s regulatory actions are not influenced by tomorrow’s job

prospect.

Another critical tool to improve the accountability of insurers and regulators to consumers is the
public availability of insurer market performance data — the insurance equivalent of Home

Mortgage Disclosure Act Data.

State Insurance Market Regulation

Market regulation is the term used to describe regulators’ activities to monitor insurance markets,
identify market problems and consumer abuses and remedy those problems. Although one of the
most oft-heard arguments for state-based insurance regulation is that the states better understand
and are closer to their markets than a federal regulator, the fact is that state regulators have a
poor track record of identifying the worst market problems. Indeed, many of the worst insurance
consumer abuses were identified by others — state attorneys general, news media or consumers
going to lawyers for assistance. The list of market problems not identified by state insurance

regulators is impressive:

Bid Rigging Associated With Contingent Compensation of Brokers
Homeowners and Auto Insurance Redlining

Financed Single Premium Credit Insurance Sold With Real Estate Loans
Churning of Life Insurance Policies

Unsuitable Sales of Annuities to Seniors

Life Insurer Claim Settlement Practices and Retained Asset Accounts
Unfair Underwriting and Rating Factors
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The limitations of state insurance market regulation have been recognized by the Government
Accountability Office (GAO) and by Congress. The GAO has issues several reports examining

state insurance regulation. Ina 2003 report‘, the GAO stated:

While all states do some kinds of market regulation, including issuing licenses and
responding to consumer complaints, two key tools—market analysis and on-site
examinations—are used inconsistently, if at all. The result is inconsistent and often spotty
coverage from state to state and potential gaps in consumer protection. Formal and
rigorous market analysis, which could be used to determine which companies to examine
and how broad the examination should be, is in its infancy among state regulators, and
states that do perform examinations vary widely in the way they choose companies to
examine and the scope of the examinations they conduct. These inconsistencies in
performing market conduct examinations make it difficult for the states to depend on
each other for regulation, leaving each state with the virtually impossible task of
examining every company within its borders. And with each state conducting its own
examinations, some insurance companies find themselves undergoing simultaneous

examinations by several states, while other companies may not be examined at all.

In a follow up report in 2009°, the GAO found limited improvement and stated, “NAIC and the
states have taken steps to improve reciprocity and uniformity of market regulation, but variation

across states has limited progress.”

Congress has also taken note of the states’ failure to examine insurance markets for unfair
discrimination. In the 2003, Congress passed the Fair and Accurate Credit Transactions Act,
which required the Federal Trade Commission, in consultation with the Office of Fair Housing
and Bqual Opportunity of HUD to study the effects of credit-based insurance scores on the

availability and affordability of property and casualty insurance, the statistical relationship

! “Insurance Regulation: Common Standards and Improved Coordination Needed to Strengthen Market
Regulation,” General Accounting Office, September 2003

? “Insurance Reciproeity and Uniformity: NAIC and State Regulators Have Made Progress in Producer Licensing,
Product Approval, and Market Conduct Regulation, but Challenges Remain,” Government Accountability Office,
April 6, 2009
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between credit-based insurance scores and actual losses, and the extent to which credit-based
insurance scores are a proxy for prohibited factors, such as race, color, or religion. Despite being
responsible for regulating insurers’ use of consumer credit information for underwriting and
rating, state regulators have collected very little information on, for example, the impact of the

great recession on insurance scores and premiums.

More recently, in the Dodd Frank Act, Congress created the Federal Insurance Office (F10) and
authorized the FIO to monitor the extent to which traditionaliy underserved communities and
consumers, minorities and low- and moderate-income persons have access to afford able
insurance products regarding all lines of insurance, except health insurance. Congress also gave
the FIO the authority to collect data from insurers, to the extent the data is not already collected

by state insurance and other regulators,

These directives by Congress are a result of the failure of state insurance regulators to collect
meaningful market performance data about insurers. Currently, state regulators receive and
review consumer complaints and have started to collect a few pieces of data through the Market
Conduct Annual Statement (MCAS). But these data are grossly inadequate for rigorous market
surveillance and analysis. The absence of consumer complaints is not a reliable indicator of fair
treatment of consumers; some market problems did not produce consumer complaints because
the consumer was not aware of the problem (bid rigging/broke compensation, retained asset
accounts) or did not know to file a complaint with the insurance department. The MCAS, which
has great potential to assist regulators in improving market regulation, fails to meaningfully help
regulators because there are so few data elements and the data elements collected are so highly

summarized.

The failure of state insurance regulators to collect — and publish — insurer market performance
data contrasts starkly with market performance data available to regulators and the public for
mortgage and other lending through the Home Mortgage Disclosure Act (HMDA). With
HMDA, lenders report information on all loan applications and resulting loans. The availability

of HVIDA data allowed fair lending organizations to identify predatory lending abuses in the
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subprime mortgage market as early as the late 1990’s and the reckless mortgage lending

practices that led to the financial crisis of 2008 in the early 20007s.

One of the most important actions state insurance regulators can take to improve market
regulation, consumer protection and accountability of insurers and regulators to the public is to
collect and publish detailed market performance data about individual insurers in the same way

that HMDA data are collected and published for lenders” market performance.

Force-Placed Insurance

Lender-placed insurance (LPI) is also known as force-placed insurance, is insurance placed by a
lender on collateral supporting a consumer loan in the event the borrower fails to maintain
required insurance coverage. For example, a mortgage lender will require property insurance to
protect the real estate serving as collateral for the loan. Lenders (or, more typically, the insurer
providing the L.PI and administering the program for the lender) monitor the insurance status of
the property and auto loans to ensure the required insurance is in place. If the lender or
insurer/program administrator determines the insurance is not in place, an insurance policy (or
certificate on a group policy) is issued to cover the property or auto. The cost of the force-placed

insurance is added to the loan.

The incentives and potential for abuse in the administration of LP1 are great. Consumers do not
request the insurance, but are forced to pay for it. The cost of LPLis much higher than a policy
the borrower would purchase on his or her own. Lenders have incentive to force-place the
insurance because the premium includes a commission to the lender and, in some cases, the
insurance is reinsured through a captive reinsurer of the lender, resulting in additional revenue to

the lender from the force-placement of the coverage.

With the great problems in the mortgage market and the crushing impact on low- and moderate-
income consumers of the recession caused by the financial market collapse, the amount of force-
placed homeowners insurance has exploded in recent years. According to Credit Insurance

Experience Exhibit (CIEE) Data, insurers wrote $1.5 billion of gross premium in 2004. By
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2009, that amount had grown to over $5 billion and, in 2010, LPI gross written premium grew (o

over $5.5 billion.

The prices for residential property LPI are significantly excessive. In 2009, insurers paid only
16% of net premium in claims and in 2010 the ratio was 17%. Incredibly, lenders geta
commission — totaling hundreds of millions of dollars — out of these premiums, despite the fact
that the insurance is placed to protect the lenders’ collateral. The premiums also include the
costs of tracking all the loans in the lenders’ portfolios to identify those loans without insurance
— 50 the lenders’ cost of tracking all loans is passed only to those consumers paying for force-

place insurance.

The problems with force-placed insurance illustrate a number of state regulatory failures. In this
instance, regulators collect the data to indicate a problem with overcharges. But, state regulators
have not taken action on their own initiative to reduce the rates for LPL. The problems with LP1
have been brought to regulators’ attention — at NAIC meetings and in correspondence with
individual state regulators — but regulators have not taken action in response to the problems
raised by consumers. Problems other than excessive rates were not identified by regulators, but
by reporters3 and consumer representatives because regulators collect no data on the sales
practices and servicing practices of the handful of insurers writing the vast majority of the LPI

business.

While the problems with insurance market regulation are significant, there are some clear
actions, as described in my testimony, states can take to level the insurance regulatory playing

field and make regulators and insurers more accountable to consumers.

3 «“Ties to Insurers Could Land Mortgage Services in More Trouble,” Jeff Horwitz, American Bankers, November
10, 2010.
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Chairman Biggert and members of the Subcommittee, my name is Andrew Furgatch and I am
the Chairman and CEO of Magna Carta Conipanies. As a member of both the Property Casualty
Insurers Association of America (PCI) and the National Association of Mutual Insurance
Companies (NAMIC), I am pleased to testify on behalf of Magna Carta and the members of
these two dynamic trade associations on the implications of federal and state government policy
on the insurance industry, policyholders, and the economy.

Magna Carta was founded in New York City in 1925 as a mutual insurance carrier for the
taxicab industry. Today, Magna Carta specializes in underwriting the commercial real estate
industry and is one of the largest mutual carriers of commercial business in America. The group
now consists of Public Service Mutual Insurance Company, Paramount Insurance Company and
Western Select Insurance Company. When the group celebrated its 75-year anniversary in 2000,
it adopted the trade name of Magna Carta Companies.

PCI is composed of more than 1,000 member companies, representing a broad cross-section of
insurers. PCI members write over $175 billion in annual premium and 37.4 percent of the
nation’s property casualty insurance. PCI represents 43.5 percent of the US automobile insurance
market, 30.6 percent of the homeowners market, 35.3 percent of the commercial property and
liability market, and 41.8 percent of the private workers compensation market. PCI is committed
to prometing and protecting the viability of a competitive private insurance market for the
benefit of consumers and insurers through strategic advocacy efforts on state, federal and
international property casualty insurance issues.

NAMIC is a large and diverse national property/casualty insurance trade and political advocacy
association, and has been advocating for a strong and vibrant insurance industry since its
inception in 1895, Its 1,400 member companies write all lines of property casualty insurance
business and include small, single-state, regional, and national carriers accounting for 50 percent
of the automobile/homeowners market and 31 percent of the business insurance market.

P/C Insurance Industry Creates Jobs and Makes a Substantial Contribution to the
Nation’s Economic Health

I have two overarching messages to deliver today. The first is that the US insurance industry is
strong and growing, performed very well during the recent financial crisis, and is a significant
1
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job creator for the US economy. The second is that our industry’s ability to continue to grow and
create jobs is being challenged by an explosion of new regulations, especially at the federal and
international levels. While some of these may be intended to address legitimate concerns, many
are ill-advised efforts to impose bank-centric rules on insurers, which have very different
business models than banks. Congress, and this Committee in particular, plays a vital role in
overseeing federal financial regulators to ensure that they do not engage in “mission creep” and
intrude inappropriately into insurance regulation by adopting a one-size-fits all approach to
financial regulation.

The P/C Industry is Strong. Property casualty insurers greatly outperformed other financial
sectors during the recent financial crisis. A recent Temple University report analyzed stock
performance trends from December 31, 2004 through August 24, 2010 for property casualty
insurers, life insurers, banks and the S&P. The findings showed that, from peak-to-trough, the
life insurer index lost 85% of its value, the bank index lost 88%, and the S&P 500 lost 57% of
value. Property casualty insurers fared better during the crisis, losing “only” 47% of value.

Our industry exists primarily to serve our policyholders, which we do well. We operate in an
extremely competitive marketplace with more than 2,500 individual insurance companies
providing critical, quality protection to all Americans at competitive prices.

P/C Insurers Create Jobs. The property casualty industry provides over 475,000 jobs across
the country, bringing more than $34.4 billion in annual wages into the economy. Property
casualty insurers are a major source of capital for state and local government in the United
States, investing $369.8 billion in state municipal bonds in 2010, which helps to fund the
construction of schools, roads, health care facilities, and a variety of other public projects. In
addition, property casualty insurers provided $527 billion to US businesses in 2010 to fund
research, innovation, expansion and other opportunities through their investments in corporate
stocks and bonds. The insurance industry as a whole (including life/health) contributed $424
billion to the nation's GDP in 2009 (3%) and paid $15.8 billion in state premium taxes in 2010,
among a wide range of other state and local taxes."

Threats on the Horizon. Although our industry is performing well, we are concerned that
various regulatory developments at the state, federal, and international levels pose potential
threats to the future the industry. Congress, and the House Financial Services Committee in
particular, need to be alert to these threats and vigilant to act, when needed, to prevent
unintended negative consequences that can flow from ill-considered regulatory actions. My
testimony will provide some background on the nature of insurance regulation and describe
some of the threats on the horizon.

The Evolution of Insurance Regulation

State Regulation Has Worked Well. Since the mid-1800s, US property casualty insurers have
been regulated by each of the states in which they conduct business. By adopting the McCarran-
Ferguson Act in 1945, Congress endorsed state oversight of insurance. State regulation seeks to
ensure that insurers will be solvent to pay their policyholders’ claims and protects consumer
rights with respect to privacy and insurance coverage. During the recent financial crisis
involving troubled banks and securities firms, fiscally prudent regulatory oversight by states was

1 JS Bureau of Labor Statistics; US Bureau of Economic Analysis; Board of Governors of the Federal Reserve
System
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found to be effective in safeguarding insurance purchasers and ensuring the financial strength of
US insurance markets and businesses. Indeed, insurance regulation was one of the bright spots in
the International Monetary Fund’s review of financial services regulation globally.

One of the many benefits of state regulation is its ability to adapt and respond to each state’s
unique marketplace and to act as a “laboratory for experimentation” that can identify best
practices that can then be adopted elsewhere.

Increased compliance costs resulting from excess layers of regulation are also a growing
challenge for insurers. This is true even at the state level, before considering the new federal and
international pressures discussed elsewhere in my testimony. The cost of compliance is a
significant business issue for insurance companies. Results from a recent PCI/Ward Group
survey on the cost of regulatory and corporate compliance found that total compliance expenses
grew almost 18 percent from 2008 to 2010. Smaller companies continue to face the most
significant challenges due to increased regulatory requirements — from 2008 to 2010, the cost of
compliance grew 36 percent for small companies and 14 percent for large companies.

Increasing Federal and International Involvement. In addition to increasing efforts to make
state-based regulation more uniform, federal and international regulators are becoming ever
more involved in the regulation of US insurers. The Dodd-Frank Act has created a new Federal
Insurance Office within Treasury, which will have significant power to collect data about the
industry, and potentially to impose costly data demands on insurers. Although the office has no
regulatory power, it does have the power to preempt certain state laws, as I describe in more
detail later. In addition, regulators from around the world are actively engaged in finding ways to
harmonize financial regulation globatly, including insurance regulation. While this is usually
well-intentioned, the threat is that non-US banking regulators become too influential over
matters affecting an industry and a marketplace that they do not understand. Thus, the regulatory
threats facing insurers now come not only from the fifty states, but from Washington and foreign
capitals as well.

Impact of the Dodd-Frank Act

The Dodd-Frank Act (DFA) was enacted primarily to address regulatory gaps in the financial
services sectors that had become apparent in the aftermath of the recent financial crisis, and to
prevent financial firms from engaging in activities that pose systemic risk to the economy as a
whole. However, it also included other provisions not directly related to systemic risk that
impact the insurance industry. Although DFA accommodated state insurance regulation in some
critical ways, it did not always adequately acknowledge the unique characteristics of the
insurance industry and its regulation that make it inappropriate, and indeed dangerous, for
federal regulators to intrude. Instead, DFA established a system for regulating and resolving all
financial institutions, too often without explicit exemptions for insurers. The details are left to
the federal regulators, meaning that they will often have the power to decide whether to respect
state regulation of insurance or not. While some regulators have responded in a sensible way,
others have not. This has created substantial uncertainty within the industry about whether new
costly, burdensome, bank-centric regulations will be applied to insurers. Such uncertainty tends
to discourage investment in new activities, and thus new job growth, at a time when new
investment and jobs are sorely needed. Congress should monitor such federal regulatory
incursions closely and consider amendments to DFA when necessary to protect our historically
effective state regulatory system.

Systemic Risk Regulation and Resolation. The Financial Services Oversight Council (FSOC)
3
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is responsible for monitoring financial firms that have the potential to pose “systemic risk” to the
ecopomy as a whole so that regulators can intervene to limit highly risky activities, some of
which had been relatively unregulated in the past. While this is a worthwhile goal, its success
depends on the ability of the FSOC to accurately identify firms posing true systemic risk and to
respond to those risks in an appropriate manner. Conversely, regulators must refrain from
applying burdensome and costly systemic risk regulation to entities that are not systemically
risky, as this only harms those firms without advancing the goal of thwarting systemically risky
activities.

Property casualty insurance companies, even large ones, are generally not systemically risky.
They do not have the characteristics of systemically risky firms, i.e., they are not highly
leveraged, are not highly interconnected with other financial firms, pose no “run on the bank”
threat, are highly competitive with low market concentration, have low failure rates, and have an
effective regulatory system for resolving those few firms that do fail. Even the failure of a very
large property casualty insurer would have no significant impact on the overall US economy.
The impact would be limited to a temporary disruption in the property casualty market, which
would be quickly ameliorated as other insurers pick up the business of the failed company.

Moreover, state insurance regulators do not permit insurance companies that exist within groups
to endanger their own financial stability by subsidizing other financial firms within the group.
Assets supporting insurance liabilities are ring-fenced and are unavailable to bail out other
affiliated companies. DFA turned this principle on its ear when it allowed regulators to require
insurers to serve as a source of strength for troubled non-insurer subsidiaries or affiliates.

Under DFA, some insurers may also be called upon to pay assessments to help defray the
government’s costs in resolving non-insurer financial firms. Forcing insurers to subsidize the
federal system for resolving failed banking and securities firms (with no subsidies running from
those companies to insurers) is unfair, but more importantly, it creates a moral hazard and may
prompt banks and securities firms to engage in riskier activities than might otherwise be the case
if they believed that the costs of those activities would only be borne within their own industry.
The insurance industry has its own state-based, self-financed system for resolving failing
companies and for ensuring that most policyholders of such companies are made whole. That
system does not rely on financial support from other industries. DFA, in contrast, provides that
federal regulators can place liens against an insurer’s assets, over the objections of state
insurance regulators, to secure the assets of an affiliated non-insurer firm.

In part to guard against the imposition of inappropriate, bank-centric regulation to insurers, the
Congress wisely chose to include three representatives of the insurance and regulatory
communities on the FSOC. The only voting member, however, is an insurance member
appointed by the President. Non-voting members are the FIO Director and a state insurance
regulator. Roy Woodall has only just been nominated as the insurance expert on the FSOC, and
his Senate confirmation hearing was held on Tuesday of this week. The FIO Director, Michael
McRaith, just took office last month. Thus, the considerable preliminary work the bank-centric
FSOC has already done on systemic risk rules has been conducted without the participation of
two of the three insurance representatives who should have been there. Only the insurance
regulator, John Huff, has participated in the discussions. Both Mr. Woodall and Mr. McRaith are
former insurance regulators who bring a wealth of knowledge and experience to the FSOC.

The Committee should urge that the FSOC refrain from issuing rules affecting insurers until such
time as they can be informed by the considerable expertise of all of the insurance representatives
on the FSOC. This is an important part of the Committee’s overall responsibility to monitor and

4
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oversee federal financial regulators to ensure that they do not misuse their regulatory power in
ways that are inappropriate and detrimental to insurers and their policyholders and that avoid
unnecessary regulatory conflicts between state insurance regulators and federal financial
regulators.

Federal Insurance Office (FIO)/Office of Financial Regulation (OFR). The creation of the
new Federal Insurance Office marks the first time that the federal government has had any
general oversight authority over the insurance industry. While Congress was careful to state that
the FIO will have no regulatory authority, it does have substantial powers to study, collect
information, and issue reports on various aspects of the insurance industry as well as to preempt
state laws in limited circumstances where they conflict with Treasury-negotiated international
agreements. One of the most significant potential areas for abuse is FIO"s authority to collect
information on the insurance industry. This creates the potential for extremely costly and
burdensome data calls on insurers, which ultimately negatively impacts consumers. Congress
sought to discourage this by providing that all data calls are subject to the cost-benefit
requirements of the Paperwork Reduction Act and that the FIO must first go to state regulators
and other public sources for information and seek data from insurers only when it is not available
elsewhere.

Similarly, the new Office of Financial Regulation (OFR) has substantial power to make data
calls on insurers. That office, too, is required to obtain information from state regulators and
publicly available sources before going to insurers (and FIO is required to seek information from
OFR before seeking it from insurers).

Congress should monitor the activities of both OFR and FIO closely to guard against “mission
creep” and to ensure that both agencies remain faithful to their statutory obligations.

Swaps. DFA included language regarding the definition of swaps and derivatives that could have
been interpreted to include property casualty insurance contracts. We appreciate the efforts of the
SEC and the CFTC to clarify in their rules that property casualty insurance contracts are
excluded from the definition of a derivative.

Volcker Rule. DFA sought to impose new rules on banks that would prevent a perceived
conflict of interest under which banks trading for their own account favored themselves and
disadvantaged their customers. Some early versions of the legislation left open the possibility
that these proprietary trading restrictions could be applied to insurers, and would inhibit not only
their ability to invest assets responsibly but also state regulators’ ability to regulate those
investments. As passed, the Volcker Rule included an exemption for activities conducted by a
regulated insurance company, though there is still the potential for federal regulators to intervene
if they believe state insurance investment regulations do not adequately protect the safety and
soundness of an affiliated banking entity or US financial stability. Congress should monitor this
carefully to ensure that this limited ability to impose Volcker Rule restrictions on insurers is not
used inappropriately.

Surplus Lines. Surplus lines insurers respond to insurance needs where the traditional or state-
regulated (admitted) insurance market may not be able to provide coverage for a given type of
risk. Congress wisely inctuded provisions in DFA to help streamline compliance with state
surplus lines laws on risks located in multiple states. The home state of the insured will gencrally
have exclusive authority to regulate surplus lines transactions, including taxation, but DFA also
encourages states to enter into compacts or agreements with other states on how to allocate taxes
among states on multi-state risks.

5
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To date, 43 states have enacted legislation to amend their state laws to conform to some or all of
the surplus lines provisions of DFA. However, state implementation has been far from uniform,
especiatly with respect to tax allocation. As a result, compliance standards for all stakeholders
(insurers, brokers, agents and insureds) are not clear. We urge the Committee to monitor
developments closely and to consider whether additional federal pressure on states to achieve
uniformity may be needed.

Reinsurance. DFA included some positive provisions designed to streamline the regulation of
reinsurance without inappropriate federal intrusion by limiting the authority to regulate certain
reinsurance transactions involving multi-state risks to a single state. However, the F1O’s
authority to preempt state laws that conflict with international agreements negotiated by
Treasury is a concern. This authority seems aimed primarily at existing US rules under which
foreign reinsurers must post collateral protecting 100% of their liabilities in the US. Foreign
reinsurers and governments have put considerable pressure on the US to lower or eliminate these
collateral requirements, arguing that they constitute a trade barrier. PCI and NAMIC strongly
believe that collateral is important to protect the interests of US insurers who purchase
reinsurance from overseas reinsurers. The NAIC is seeking to enact changes to the law that will
hopefully strike the right balance between protecting the interests of US insurers and addressing
the complaints of foreign governments and reinsurers. We are working hard to forge a consensus
on this issue, but Congress should monitor the FIO closely to ensure that it does not
inappropriately seek to preempt such a consensus via the use of its preemption powers.

Consumer Financial Protection Bureau (CFPB). Unlike in the systemic risk world, DFA did
recognize that consumer protection for insurance policyholders is already effectively handled at
the state level. Thus, in establishing the new Consumer Financial Protection Bureau, Congress
included a strong exemption protecting state regulatory authority and preventing the CFPB from
regulating insurance. Insurers are nevertheless concerned that those who run the CFPB will seek
to find “back door” ways to regulate insurance, for example, by seeking to regulate the
circumstances under which lenders may purchase “creditor-placed” coverage for their borrowers
who fail to demonstrate that they have obtained the required coverage on their property.

Explosion of Other Federal Regulation — In Addition to DFA Rules

Health Impact. While the Patient Protection and Affordable Care Act (PPACA) affected health
insurers primarily, it had significant impacts on property casualty insurers as well. Perhaps most
alarming to property casualty insurers is the precedent PPACA sets for federal involvement in
insurance rate regulation. State regulators have wisely been moving away from stringent rate
regulation in commercial lines (though not personal lines), and the prospect of uninformed
federal intrusion is of extreme concern.

The PPACA also: (1) created retroactive liability under the Black Lung Benefits Act for certain
claims that had been made not compensable in 1981 and for which insurers had received no
premium; (2) required the Secretary of Health and Human Services (HHS) to recommend
whether workers compensation insurers and automobile insurers should be brought within the
HIPAA administrative simplification requirements, which are geared towards health insurance
transactions, not property casualty medical transactions (potentially without adequate recognition
of the differences); and (3) would have added significant accounting and paperwork costs for
property casualty insurers under the now repealed expansion of IRS Form 1099 reporting.
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Medicare Secondary Paver. Section 111 of the Medicare, Medicaid, and SCHIP Extension Act
of 2007 requires insurers to determine whether claimants under property casualty policies are
enrolled in Medicare. If they are, insurers must report over 200 data elements, many of which
insurers had never collected. Insurers are expected to base their determination of Medicare status
from information provided by claimants. However, claimants are often unwilling to cooperate
and Congress did not provide insurers any tools to compel cooperation. There are equally
significant burdens placed on insurers by the Centers for Medicare and Medicaid Services
(CMS) in efforts to recover amounts claimed to be owed to Medicare. Rules imposed on insurers
often: (1) are based on a lack of understanding of property casualty coverages and claim
processes; (2) impose requirements that increase costs but not Medicare's MSP recoveries; and
(3) fail to provide insurers with adequate and timely information needed to determine amounts to
be reimbursed to Medicare.

International Regulation

The financial services industry is becoming more global in nature, and the insurance sector of
that industry is no exception. Thus, regulators around the world are properly engaged in
discussions on how to foster needed cooperation between regulators of financial firms that do
business internationally, including insurance regulators. While international regulatory
cooperation is a legitimate and worthy goal, insurers are concerned that these discussions appear
to be moving beyond cooperation and toward developing mechanisms for international
cooperation and toward the development of international regulatory and enforcement
mechanisms where they are not appropriate.

Global Systemic Risk Regulation. For example, the Financial Stability Board (FSB) and the
International Association of Insurance Supervisors (IAIS) continue to try to develop a system for
determining whether international insurance groups should be subject to additional regulation as
“global systemically important financial institutions” or “G-SIFls.” However, in significant
ways, their work appears to be largely uncoordinated with the US Financial Stability Oversight
Council’s systemic risk deliberations. Indeed, a recent FSB paper” sets expected deadlines for
national regulatory authorities to take certain actions with regard to resolution and recovery
plans for G-SIFTs, beginning with year-end 2011. The paper comments summarily that their
recommendations’ “effective implementation would entail changes in laws and regulation,
supervisory practice and cross-border cooperation as well as within firms.”* This ignores the fact
that final US financial firm resolution rules are unlikely to be in place by that time.

The International Association of Insurance Supervisors (IAIS) is made up of insurance regulators
from around the world. It seeks to coordinate insurance regulation for insurers doing business
globally. The NAIC participates in the TAIS, but again the IAIS is not directly accountable to the
US and its decisions can have an adverse effect on insurance regulation in the US.

European Solvency Regulation, The European Union is in the process of developing a revised
solvency regulation system, known as Solvency I1. That new system does not go into effect until
2013. Nevertheless, portions of the Solvency I insurance regulatory system have already been
incorporated in new and binding JAIS Insurance Core Principles (ICPs) and standards that will
be the basis of the next US Financial Stability Assessment Program (FSAP) review by the
International Monetary Fund and the World Bank. The current version of the IAIS’ project to

2 “Effective Resolution of Systemically Important Financial Institutions — Recommendations and Timelines”, July
19,2011, pp. 18-19.
3 Effective Resolution, supra, p. 8.
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develop a “common framework for the supervision of internationally-active insurance groups”
(ComFrame) proposes that ali IAIS member jurisdictions (which include the NAIC and will
include the F10) be required to implement ComFrame when it is fully developed. In addition, the
development of international accounting standards for insurers will almost certainly affect US
GAAP and regulatory accounting systems for insurers. Although the NAIC is seeking to respond
to these international developments by working on modernization of US solvency regulation, the
NAIC is under pressure to comply with the prematurely enacted ICPs.

General Concerns. Some of the recent international developments represent improvements in
international regulation. Insurers strongly support better coordinated oversight of holding
company risk management, and we see significant promise in the ComFrame project to improve
cooperation between regulators and increase the efficiency of group supervision, if it is properly
limited. Similarly insurers are working with the NAIC in its solvency modemization process to
make state regulation more efficient and effective. Nevertheless, insurers are quite concerned
that international non-governmental bodies without legislative accountability and transparency
are moving from developing best practices to attempting to impose binding standards. This poses
the risk that European Union systems will be applied to US insurers when those systems have
been developed for different markets and corporate structures that are less conducive to
economic growth than the US structure. Such systems also fail to recognize that the US system is
partially regulated through general corporate law and an expensive tort system. The conflict
could result in the addition of new layers of duplicative and inefficient regulation for US insurers
atop the currently effective, but expensive US model.

Future of Insurance Regulation

In the near term, US insurers will be dealing on multiple regulatory fronts to an extent they have
never known. In addition to traditional state regulation, insurers will be buffeted by new
regulations from various federal agencies and from international regulatory bodies. We see
international insurance regulation converging toward global standards to some degree, but
certainly not completely. There will be continuing (and perhaps greater) pressure on US
regulators to become more Euro-centric and more highly-influenced by banking regulators,
which can lead to complex, costly, burdensome new regulations that are duplicative of state
regulation and inappropriate to the industry. While many of these regulations may be well
intended, the “law of unintended consequences” threatens to create increased competitive
imbalances and resulting harm to the US insurance marketplace.

These threats make it more important than ever that the bodies responsible for US insurance
regulation and its oversight keep their heads and focus on the actions necessary to properly
regutate the US marketplace. The U.S insurance regulatory system scored very well in a recent
review by the International Monetary Fund, and we have no reason to believe that will not
continue even as the US is pressured to harmonize insurance regulations with new international
standards. Some of the standards, however, are simply inappropriate for the US market, and we
have encouraged the NAIC that, while international convergence is important, making the proper
decisions for US regulation is paramount. We are encouraged that senior regulators and NAIC
leadership appear to agree.

Upcoming Congressional Issues

There are a number of issues that impact property casualty insurers that Congress is addressing
or will address in the near future.
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National Flood Insurance Program (NFIP). The National Flood Insurance Program will end

on September 30, 2011, without further Congressional action. The House has passed legislation
(HLR. 1309) and the Senate Banking Committee is scheduled to “mark-up” legislation next week.
However, that leaves very few days on the Congressional calendar to get this legislation
consolidated and enacted before the September 30 deadline. As the program lapsed four times in
2010, and has been the subject of ten short-term reauthorizations, it is now time to extend this
program for at least five years and make other needed reforms to ensure that the 5.6 million
property owners that rely on this vital program can continue to do so. Each program lapse causes
significant disruptions in the vulnerable housing markets at a time when the US economy, and
particularly the housing sector, is struggling to recover from the recent financial crisis.

Terrorism Risk Insurance Act (TRIA). The Terrorism Risk Insurance Act is a critical
backstop to the private insurance market, due to the potential for a single terror incident to
exceed the capacity of the property casualty insurance industry in the US. TRIA regulations have
thus far maximized use of existing and effective state insurance regulatory tools, while
minimizing federal intrusion. It will be critical for this approach to continue when Congress
takes up renewal of TRIA in 2014.

DFA Oversight. Given the sheer number of rules various federal agencies will promulgate
pursuant to DFA, the oversight role of Congress has never been more important. DFA left much
to the discretion of regulators. While some will exercise that discretion responsibly, others may
be tempted to assume regulatory powers that Congress did not intend, particularly with respect to
insurers. We urge Congress to be aggressive in its oversight responsibilities and to hold frequent
oversight hearings to help ensure that federal regulators focus on DFA’s primary objective, ie.,
to identify and ameliorate systemic risk, and not on extraneous matters that produce burdensome
regulation with no economic benefit.

DFA also requires that numerous studies be completed, the first of which is an annual report due
this fall from the FIO on the state of the insurance market. Studies are also being conducted on
surplus lines standardization, reinsurance, reports on underserved segments of American
consumers, as well as a host of other issues.

What Congress Should Consider Prioritizing

We strongly urge the Financial Services Committee to be aggressive in exercising its oversight
authority over the myriad federal regulations now being drafted and promulgated to implement
the Dodd-Frank Act, and to monitor closely international developments that may have negative
impacts on US regulation. As you do, we urge you to keep the following principles firmly in
mind:

o The US property casualty insurance industry is a strong job creator, which performed
well during the recent financial crisis and has generally been well-served by state
insurance regulators.

s Congress should exercise its oversight powers to ensure that federal regulators
implementing the Dodd-Frank Act refrain from intruding inappropriately on state
insurance regulation, and especially from imposing bank-centric regulations on insurers.

o International regulatory developments pose a threat not only to the US insurance
industry, but also to the authority of both state and federal regulators. Congress should
pay careful attention to these issues, and be prepared to exert influence as appropriate to
prevent inappropriate international incursions into the jurisdiction of US regulators.

9
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o Congress should pass legislation reauthorizing the National Flood Insurance Program
(NFIP) for at least five years, and should include reforms to that program along the lines
of those included in the House-passed H.R. 1309.

Thank you again, Chairman Biggert, for inviting me to share my thoughts and concerns with

you today. I would be pleased to answer any questions you and other members of the
Subcommittee may have.

10
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TESTIMONY FOR THE RECORD OF THE NATIONAL ASSOCIATION OF PROFESSIONAL
SURPLUS LINES OFFICES BEFORE THE HOUSE FINANCIAL SERVICES SUBCOMMITTEE ON
INSURANCE, HOUSING AND COMMUNITY OPPORTUNITY HEARING ENTITLED, "INSURANCE
OVERSIGHT: POLICY IMPLICATIONS FOR CONSUMERS, BUSINESSES AND JOBS.”

July 28, 2011

The National Association of Professional Surplus Lines Offices {NAPSLO) is pleased to
submit the following testimony to the House Financial Services Committee, Subcommittee on
Insurance, Housing and Community Opportunity regarding the impact of the surplus lines

insurance reforms in the Dodd-Frank Wall Street Reform and Consumer Protection Act.

NAPSLO is a national trade association representing the surplus lines industry and the
wholesale insurance marketing system. NAPSLO is the only association to represent both
surplus line companies and brokers. Founded in 1974, NAPSLO has concentrated on being a
trusted voice on surplus lines issues in all fifty {50) states, as well as in Washington, DC.
NAPSLO is a valuable source of information regarding the vital role surplus lines plays in the
insurance industry. NAPSLO has over 750 members representing 1,600 offices representing
approximately 15,000 — 20,000 individual brokers, agents, company professionals, underwriters

and other insurance professionals in 48 states and the District of Columbia.

The surplus lines reforms of the Nonadmitted and Reinsurance Reform Act ("NRRA"} that
passed as Title V, Part | of the Dodd-Frank Act were broadly supported, much needed, and
intended to significantly simplify the nonadmitted insurance market. Unfortunately, as
explained below, certain state interpretation and implementation of the NRRA has, in NAPSLO's

view, been inconsistent with Congress’s intent. NAPSLO’s testimony will provide:

« background on the surplus lines industry and why the NRRA reforms were

needed,
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* asummary of the status of state implementation activities,

e an explanation on why NAPSLO has serious concerns about the NAIC's proposed
tax sharing scheme, called "NIMA," and

e support for a formula that would improve state NRRA implementation for the

benefit of all stakeholders.

Background on Surplus Lines Insurance Industry

Surplus lines is property and casualty insurance that covers unique, unusual, hard-to-
place or non-standard risks for which insurance is not typically offered by insurers operating in
the licensed or "admitted” or standard marketplace. Often referred to as "non-admitted”
insurance, surplus lines covers risks that state-licensed or "admitted" companies are unable to

or will not insure or do not meet the insurance requirements of the buyer.

The need for an insurance buyer to access the surplus lines insurance market can stem
from an inability of standard or admitted companies to effectively evaluate a particular risk
because of the risk’s unique, novel or difficult underwriting characteristics or because of the
lack of sufficient statistical information about the risk or that class of risk that would allow
standard company underwriters to sufficiently analyze it. Some unusual risks include
kidnappings, ransoms, business interruptions, environmental impairment, special events,
amusement rides, and coastal properties, as well as general, professional and business liability
coverage for those risks with unique, difficult or "chalienging" underwriting characteristics. The
need for surplus lines treatment may also evolve from the fact that a buyer may desire a level
or limits of coverage on a risk that exceed that which standard or admitted companies are
willing or able to offer. Thirty-three billion dollars in annual premiums were written in 2009 by
surplus lines carriers. This figure represents over 13% of the total annual amount of commercial

property/casualty insurance premium.

Why Title V, Part | of the Dodd-Frank Act {"NRRA") was Needed

For years the surplus lines insurance community — regulators and industry alike —
recognized the need to streamline the regulation of the surplus lines industry and modernize
surplus lines tax reporting and allocation procedures. During this time, NAPSLO was an active

advocate in support of Title V, Part | of the Dodd-Frank Act, the Nonadmitted and Reinsurance
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Reform Act (NRRA), as the way to fix the complex and often conflicting patchwork of state

surplus lines laws and procedures that burdened brokers and companies.

The NRRA was passed to address the inconsistent way in which states manage their
premium tax allocation and remittance schedules. The proper allocation and remittance of
surplus lines premium taxes to the states on multi-state risks had been a growing problem for
over a century. The passage of the Gramm-Leach-Bliley Act (GLBA) in 1999 added to the
severity of this burden by increasing the number of non-resident surplus lines broker licenses.
GLBA “"compelled" states to grant reciprocal licenses through a threat of preemption, and, as
more surplus lines brokers obtained nonresident surplus lines licenses, they quickly discovered
that state laws fail to provide guidance on which state surplus lines law governs a multi-state

surplus transaction.

The failure of the states to establish a uniform and consistent method of remitting
surplus lines premium taxes on multi-state surplus lines risks brought forth confusion and
complexity in the market from the standpoint of the consumers as well as the producers. For
almost two decades, the National Association of Insurance Commissioners (NAIC} tried,
unsuccessfully, to solve the problem through initiatives to harmonize the inconsistencies. Over
time, however, the severity of this problem increased, since more and more surplus lines
placements have become multi-state risks. The genesis of this problem lies in the contradictory
and inconsistent state regulatory and tax laws, which make multi-state surplus lines

transactions complicated, confusing, and very costly to all parties.

The NRRA sought to remedy two primary types of inconsistencies and conflicts in state
Jaws. First, there was no universally accepted allocation formula among states: meaning the
broker had to determine which state’s allocation formula governed the multi-state transaction
and, when the state laws conflicted, the broker had to try to use some rational basis for

allocating taxes to each state.

The second regulatory breakdown involved licensing standards. Prior to the NRRA,
there were true safeguards to prevent licensing discrimination against nonresident agents and
brokers, and the lack of clarity created a varying regulatory climate which changes, for better or
for worse, according to the jurisdiction in which you operate. The NRRA addressed this

problem by adopting uniform standards for producer licenses. It also mandates that no
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jurisdiction other than an insurer's home state may require a surplus fines broker to be licensed
in order to sell, solicit, or negotiate non-admitted insurance. The NRRA also contemplates a
national producer database which will assist with the proper collection of licensing fees for non-
admitted brokers. Multiple compliance requirements for surplus lines brokers is fraught with
bureaucratic red tape, and NAPSLO has long been a proponent of reciprocal participation across

jurisdictions.

To illustrate the point, consider a broker who has exposures in five (5} different states;
does this constitute the application of five (5) separate state laws and five (5} different tax
filings? Does this require five (5) diligent searches and five (5} different license requirements?
Now imagine how this problem would translate nationwide with an exposure in fifty {(50) states.
This is nothing short of a recipe for disaster, and further demonstrates the regulatory problems

that the NRRA intended to resolve.

As envisioned by Congress and supported by all stakeholders, the NRRA would both
streamline tax payment processes and to make more uniform, simple, and efficient licensing
standards and other aspects of surplus lines regulation to enable brokers to more easily and
efficiently comply with state requirements. As expressed by one of the bill's primary sponsors,

Congressman Dennis Moore:

"The goal of the NRRA was not to eliminate regulatory protections, but to streamline the
regulatory regime to enable insurers and brokers to more easily and efficiently comply with
state rules and provide much-needed insurance protections to consumers. The law accomplishes
this by giving sole regulatory authority over a surplus lines transaction—including the authority

to collect premium taxes—to the home state of the insured.”

Since passage of the Dodd-Frank Act, states and stakeholders have been working with
varying levels of success on implementation of the NRRA in anticipation of the July 21, 2011
effective date.

State Implementation

Immediately after the passage of the Dodd-Frank Act, NAPSLO offered to help the NAIC,

state policymakers and regulators, insurance brokers and companies with NRRA

implementation and ongoing compliance. For example:
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e In early 2011 NAPSLO, along with the American Association of Managing General
Agents (AAMGA) and the Council of Insurance Agents & Brokers (CIAB), provided
clear recommendations to state legislators and insurance commissioners on the

mandatory provisions of the NRRA.

« At the same time, NAPSLO also provided draft NRRA implementing legislation to all
states, began meeting with state legislators and insurance commissioners in almost
every state, provided testimony at state hearings, and drafted amendments to
legisiation — all in an effort to increase the likelihood that each state's implementing

legislation would be consistent with Congress’s intent for the NRRA.

To date, 43 states have passed some sort of NRRA implementing legislation, and:
» 3 states — fowa, lllinois, and Colorado — adjourned without taking action;
« 4 states — Michigan, Wisconsin, Massachusetts, and South Carolina, and the
District of Columbia — have not yet passed any legislation, and
e 3 states have approved legislation that is awaiting action by the Governor ~

Delaware, Oregon and New Jersey.

A handful of the 43 states that have take action, as well as the NAIC, have offered
guidance and/or bulletins to brokers regarding the new "home state" rules for multi-state risks
and other aspects of NRRA compliance. NAPSLO appreciates the leadership these entities have

demonstrated, and urges all states to issue the NAIC Model Bulletin.

Despite the appropriate and much needed guidance issued by a handful of entities,
NAPSLO is increasingly concerned that the NRRA is being implemented in many states (even as
promoted by NAIC) in such a way that they'll make things worse — not better — for surplus lines
stakeholders. As explained, the NRRA and its legislative history provide that the law was
intended to both streamline tax payment processes for brokers and to make more uniform,
simple, and efficient other aspects of surplus lines regulation. Thus, by giving the "home state”
the sole authority to regulate the surplus lines broker, the NRRA would enable brokers to more
easily and efficiently comply with state requirements. Unfortunately, most states are focusing
their attention on the tax payment and allocation issues, while neglecting the law’s other goal -

to make more uniform, simple, and efficient other aspects of surplus lines regulation.
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Improper Emphasis on Tax Sharing

There are two competing approaches for sharing multi-state surplus lines taxes:

1) Surplus Lines Insurance Multistate Compliance Compact ("SLIMPACT-Lite") which
has been passed by nine (9) states and is supported by National Conference of
insurance Legislators (NCOIL), the Council of State Government {CSG), National
Conference of State Legislators (NCSL) and industry stakeholders, and

2) The Nonadmitted Insurance Multistate Agreement ("NIMA") proposed by the
NAIC.

Attached as Exhibit 1 is a side-by-side comparison of SLIMPACT-Lite and NIMA.

While there remain numerous uncertainties over how the NIMA system would work,
NAPSLO believes that the underlying proposal does not fulfill the intent of Congress to establish
an efficient and uniform landscape for the industry. NAPSLO is not alone in this view; surplus
lines attorney Rick Brown also finds fauit with the NIMA approach; attached as Exhibit 2 is his

paper "An Analysis of the Nonadmitted Insurance Multi-state Agreement."

Simply put, NIMA states and the NAIC seem to be putting the prospect of money in the
form of premium tax revenues before the letter and spirit of the surplus lines reforms passed in
the Dodd-Frank Act. Specifically, to date, twelve {12) states have legislatively approved joining
the NAIC's tax-sharing agreement, called the Nonadmitted Insurance Multistate Agreement
{"NIMA"), and a number of states have already signed an agreement to be part of this system.
These states are prioritizing the voluntary tax-sharing provisions in the NRRA while ignoring the
other regulatory efficiencies intended by the law. Moreover, states are spending time and
energy focusing on NIMA even while the NIMA system remains months away from being
operational. A vendor has yet to be selected to manage the central clearinghouse, though
we’ve heard that the NAIC itself has proposed to operate NIMA -- so that, for a fee, the NAIC

would colfect and allocate multi-state taxes.

Problems with the NIMA Tox Aliocation Methodology

NAPSLO and other industry stakeholders have consistently opposed the NIMA tax

sharing system because, as currently drafted, it:
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« Fails to create the non-tax regulatory efficiencies or uniformities envisioned by

Congress;

e Violates the NRRA requirement that "no state other than the home state . . . may

require any premium tax payments for nonadmitted insurance,” and;

¢ Involves unnecessary and burdensome data reporting by brokers for the sole
purpose of collecting taxes, including novel ailocation requirements for casualty

lines.

Specifically, NAPSLO strongly opposes NIMA’s current tax allocation methodology as it is
wholly unworkable for the vast majority of the industry, and if implemented will result in new
costs and fees levied on surplus lines consumers. Attached as Exhibit 3 is document detailing
the real-life problems surplus lines brokers have with the proposed NIMA tax allocation

methodology.

To be consistent with the new federal law, NAPSLO believes that if states are going to
share surplus lines premium taxes — something not required by the NRRA, the tax sharing
methodology must be designed so that it:

- relies on existing data, rather than requiring the creation of new categories of
information,
- is consistent with current industry practice, and

- respects the home-state rule that was established under the NRRA.

NAPSLO’s Efforts to Improve the NIMA Tax Allocation Methodology

For almost a year NAPSLO has been trying to work with the NAIC, the Surplus Lines Task
Force, and NIMA state leaders to fix the NIMA tax methodology to the benefit of all
stakeholders, yet our pleas have fallen on deaf ears. What is more, we've recently heard from
the NAIC and NIMA leaders that NAPSLO is "too late" in proposing alternatives to the NIMA
allocation methodology, and that we should have spoken up sooner. To debunk this myth, isa
detailed timeline showing NAPSLO’s efforts to fix the NIMA allocation methodology. This
timeline shows that NAPSLO has been clear and consistent from the moment this allocation

approach was introduced that it is not workable and must be changed. In short, for six months



77

industry representatives were ignored, and then for the last two months NAPSLO have been

given lip service without any action.

Timeline of NAPSLO Activity

*  SLIMA Proposed and Adopted: October 2010. Florida proposed SLUIMA, which ultimately was
renamed NIMA. It is subsequently adopted a few days after its proposal. It contained the
following language with respect to allocation.

For purposes of determining how the premium charged for a specific risk will be
allocated by the broker among the Participating States, the tax payable to each state
shall be computed on the portion of premium attributable to the exposure located in
each state based on the rating basis used to determine the premium for the particular
policy.

In the event that the use of the rating basis is not practical, another equitable
apportionment may be used provided it is adequately described on the allocation
worksheet. Brokers must cansistently apply the formula or methodology utilized across
similar types of insurance policies and must maintain for a period of five years the
worksheet used to determine the premium allocation

e NIMA Allocation Formula Proposed: November — December 2010. Alaska Insurance
Commissioner Hall was assigned the task of offering an initial allocation proposal, which she
presented at the NAIC Surplus Lines Task Force Meeting in November. This was the first
unveiling of the tax allocation proposal that evolved in to what has been attached to NIMA ever
since. At the meeting, the industry had its first opportunity to discuss allocation with Task Force
leaders. NAPSLO Legislative Co-Chair and Executive Vice President and Director of The Sullivan
Group, Hank Haldeman spoke frankly about the problems of the proposed NIMA allocation
formula, and explained that it contained many unworkable allocation bases. The NAIC offered
no immediate response but noted that the problems Haldeman raised would be taken under
consideration and that the proposal was not final. In December, a detailed version of the
allocation method was attached to the NIMA draft. NAPSLO's submitted written comments
were not discussed at the December 1™ teleconference.

¢ December 3, 2010 Brokers Letter

Because there was no discussion of allocation during the December 1% meeting, some brokers
submitted a letter to Commissioner Donelon and the NAIC Surplus Lines Task Force on
December 3, clearly explained the problems the NIMA formula would create for insureds as
well as brokers, and requested that the Surplus Lines Task Force develop an allocation approach
"in active discussion with the brokers that handie the specific types of coverage involved.”

e December 10, 2010 Task Force Meeting

This was, essentially, the final organizing/drafting meeting for NIMA. The Brokers Letter was
attached to the meeting materials, and NAPSLO was given an opportunity to comment. NAPSLO
member brokers emphasized the industry concerns with the NIMA formula again. At that
meeting, and consistently from that point forward, NAPSLO has stated the proposed NIMA
allocation approach is unworkable and inconsistent with the intent of the federal surplus lines
reforms. No further discussion, or opportunity to discuss, took place until the March 2011
meetings.
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o March 2011 NAIC Meetings

At the Spring Meeting of the NAIC in early March NAPSLO and other industry stakeholders
renewed their stance on the allocation scheme. Though there appeared to be some direction
towards revising the allocation methodology, no action followed.

» Broker Reaction Document to NIMA Allocation ~ early April, 2011

In early April, NAPSLO released the short survey of broker feedback on the NIMA aliocation
approach, detailing myriad issues. This document is attached as Exhibit 3. This document was
provided to the NAIC Surplus Lines Task Force members, state legislatures considering NIMA,
and to other stakeholders.

tn early April, NAIC Surplus Lines Task Force representatives assured industry representatives
that the Task Force would consider some modification to the NIMA tax allocation methodology.
in late April, Task Force representatives suggested that it was “too late” to consider
modifications to the NIMA methodology.

Things again went silent until NAPSLO requested a meeting in Washington, D.C. with NAIC staff.
e NAPSLO Meeting with NAIC Staff — May 12, 2011

NAPSLO met with NAIC staff to again articulate industry’s concerns with the NIMA methodology.
NAIC staff was receptive, and seemed willing to consider the request for a formal opportunity,
{e.g. a task force or committee or advisory group) to bring NIMA proponents and industry
together to fix the allocation methodology. During this meeting, NAPSLO also offered two
potential approaches as the basis for discussion.

From May through June, NAPSLO had various conversations with NAIC staff and Commissioner
Donelon and there appeared to be a commitment to address allocation, but never any action.

¢ NAPSLO Call with Commissioner Donelon ~ july 11, 2011

During this short call, a NAPSLO member and representatives spoke with Commissioner Donelon
and NAIC staff about the proposed Schedule T allocation approach. Commissioner Donelon
indicated a willingness to consider changes to the NIMA methodology, but questioned whether
such would be possible without legislative changes to NIMA state statutes. Later Commissioner
Donelon suggested an alternative exposure-based approach, like Kentucky's proposal, would be
more likely to be successful with NIMA states. NAPSLO has since agreed to compromise and
support the Kentucky approach, even though the Schedule T approach is still preferred. NAPSLO
has communicated our position to the NAIC and certain NIMA states; we await some action.

This recitation of facts is intended to explain NAPSLO's frustration with the NAIC and
NIMA’ states, who refuse to seriously consider any proposal to amend the convoluted and
unworkable NIMA tax allocation system. In our view, their actions betray Congress’s efforts to
streamline the surplus lines regulatory system. We applaud this Committee’s work in passing
the Nonadmitted and Reinsurance Reform Act as part of the Dodd-Frank Act, and hope that the
NAIC and NIMA states will soon show some respect of Congress’ intentions by taking action to

amend their tax allocation methodology.
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Opportunity for improvement

NAPSLO continues to urge the NAIC to amend NIMA's tax allocation methodology to
provide a simple, efficient, and equitable means of tax allocation. While we favor using market-
share as the basis for tax allocation, NAPSLO has been impressed by the work of Kentucky's
Insurance Commissioner, Sharon Clark, and her formula to allocate taxes based exposures. In
our view, Kentucky's tax allocation formula presents a workable compromise that would be a
vast improvement over the NAIC-NIMA tax methodology currently envisioned. NAPSLO strongly
urges all parties to abandon the NIMA tax allocation methodology and instead adopt a formula

like the “Schedule T” methodology or Kentucky's exposure-based approach.

It may be that Kentucky’s proposal is the most viable option to immediately remedy the
most onerous aspect of the NAIC-NIMA approach. While we have heard that some NAIC and
NIMA state leaders are amenable to the Kentucky approach, to date we have seen no tangible
action from them to advance this option. Indeed, just the opposite is occurring -- certain NIMA
states have already moved ahead with NIMA using the original burdensome, complex exposure-

based methodology.
Conclusion
In conclusion, NAPSLO hopes today’s hearing will

o shed further light on the problems of NIMA — especially its current tax allocation
methodology;

« remind the NAIC and NIMA state leaders about the NRRA's purpose which was to
create a more simple, efficient and uniform system of surplus lines regulation for the
benefit of all stakeholders; and

e inspire the NAIC and NIMA state leaders to abandon their currently convoluted and
burdensome tax allocation methodology, and replace it with Kentucky is

reasonable, workable compromise approach, or a “Schedule T” like methodology.

Again, | thank the Committee, its leadership and staff for the opportunity to testify at

this important hearing.

10
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Differentiating characteristics of SLIMPACT-Lite and NIMA

Overview
Congress passed the Nonadmitted and Reinsurance Reform Act (NRRA) as part of the Wall Street Reform and Consumer
Protection Act which was signed into law on July 21, 2010.

The NRRA seeks to, "streamline the regulatory regime to enable insurers and brokers to more easily and efficiently
comply with state rules and provide much-needed insurance protection to consumers.” - The Honorable Dennis Moore
(D-KS), Primary sponsor of NRRA, December 15, 2010 - Federal Register.

In the wake of NRRA's passage, two approaches for implementing the NRRA have prevailed at the state level —
Surplus Lines Insurance Multistate Compliance Compact (“SUMPACT-Lite”) and the Nonadmitted Insurance Multistate

Agreement (“NIMA”). The following is a brief overview of the two competing approaches.

Side-by-Side Comparison

. Provision SLIMPACT-Lite NIMA .
Drafted by over 60 industry Drafting began in the Fall of 2010 by
Origins representatives, brokers and trade an NAIC working group of 12,

associations with input from regulators | comprised mostly of state insurance
and legislators. department staff.
Drafted to.create an efficient tax Addresses tax treatment only.

- allocation system for brokers and to :

Scope ... | develop-uniform standards to Does not attempt to address the
: : | modérnizé and streamiine staté-by- NRRA’s call for amore uniform

state standards and processes: standards and processes,

An interstate compact which provides | A proposed contract, not a compact.
legal means for states to jointly
Design Structure regulate in a uniform manner. It is intended that state legislatures
will authorize states to enter the
Compacts were expressly referenced agreement with other states or a

in NRRA. clearinghouse that has yet to be
created.
includes a Commission whose: ... -~ | Includesno consideration of a
: - members are chosen by the States, an | governing structure.
Governing Structure .. |.Executive Committee as a governing

board, and an Operations Committee.
The structure is patterned after the
1IPRC: -5 »
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Tax Collection

Each state must limit tax coliection to
no more than four specific dates a
year with the option of annual,
semiannual or quarterly collection.

Requires all states to convert to
quarterly tax returns.

Tax Rate

Each state is permitted to establish
one single rate of taxation toapply to’
nonadmitted insurance transactions.

Similar to SLIMPACT-Lite but subject
to change.

Tax Allocation Methodology

Not yet finalized, but the SLIMPACT
guiding principles note that,
“allocation formulas will be
established with input from Surplus
Jines Licensees and be based upon
readily available data with simplicity
and unifarmity for the Surplus Line
Licensee as a material consideration.”

Current version is highly complex,
burdensome, and unworkable for the
industry as it involves dozens of
different ailocation formulas and
requires a minimum of between 30
and 80 data elements per policy, for
both property and casualty Hines.

Solvency & Eligibility '

Includes authority to set national
insurer solvency/eligibility standards.

NRRA ‘prch‘ibikts; most state-specific

adoption of national uniform eligibility

“Istandards through a compact or

simifar mechanism.

No similar provisions.

o|-Asa result, states may have limited
" | duthority to impose solvency oversight
eligibility standards butauthorizes the

on insurers writing surplus lines
business. '

Establishment of
Clearinghouse

10 states of states must enact the
compact before it can create a
clearinghouse and adopt uniform
rules.

2 states can agree by contract and
establish the clearinghouse and plan
of operations.

Industry Endorsements

Endorsed by NAPSLO, AAMGA, CIAB,
RIMS, PCL, NCOIL, NCSL, CSG,
nurnerous state stamping offices and
other insurance trade associations.

Adopted by the NAIC and is largely
opposed by industry.

Conclusion

NIMA is inconsistent with the NRRA and therefore should not be adopted by states.
1. NIMA fails to implement the efficient system or uniformity required by the NRRA.

2. NIMA violates the NRRA requirement that “no state other than the home state . . . may require any premium tax

payments for nonadmitted insurance.”

3. NIMA involves unnecessary and burdensome data reporting by brokers for the sole purpose of collecting taxes,

including novel allocation requirements for casualty lines.

2
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ANALYSIS OF THE NONADMITTED INSURANCE
MULTI-STATE AGREEMENT (NIMA)1
May 11, 2011

The National Association of Insurance Commissioners (NAIC) has proposed that the States enter
into a multi-party contract — The Nonadmitted Insurance Multi-State Agreement (NIMA) —
pursuant to Section 521{b}(1) of the Nonadmitted and Reinsurance Reform Act of 2010 (NRRA).
The NAIC has also has released a draft “Nonadmitted Insurance Premium Tax Clearinghouse
Access Agreement” (”Clearinghouse Contract”) between the “Clearinghouse” and Participating
States2.

The purpose of the NRRA is to simplify and streamline regulation and taxation of surplus lines
insurance transactions. Effective July 21, 2011, the NRRA establishes Home State taxation
whereby each surplus lines transaction may be taxed and regulated only by the “Home State.”
Section 521(a). The NRRA preempts state law to eliminate the multistate taxation and regulatory
system that has subjected surplus fines brokers to costly and burdensome compliance with
conflicting state taxation and regulatory filing requirements for policies that insure risks in
more than one state.

The purpose of NIMA, in contrast, is to replicate and preserve via a “Clearinghouse” substantially
the same system of multistate taxation that Congress sought to eliminate through creation of
Home State taxation under the NRRA.

This paper reviews certain major issues presented by NIMA and the Clearinghouse Contract.3

A. Overview
« The NIMA Clearinghouse venture is inherently unstable,

In any year some Participating States will be Clearinghouse winners and other States will
be Clearinghouse losers. The losers will quickly give sixty days notice of termination and
exit NIMA. Larger surplus lines states that believe they will benefit from Home State
taxation will not join.

* NiMA is incomplete, its terms vague, and its enforceability highly doubtful. The data do
not exist that would allow comparison of the premium tax revenue consequences of
NIMA and the Clearinghouse with (a) historical premium tax revenues or (b) the effects of

1 This paper has been commissioned by the National Association of Professional Surplus Lines Offices (NAPSLO), The
author is a recognized expert on the NRRA who has written multiple articles about the NRRA and related state imple-
menting legisiation. Copies of those articles can be found at www.insuRegulatory.com and www.insurancelournal.com.

2Unless otherwise noted, section references are to the NRRA; paragraph references are to NIMA or the Clearinghouse
Contract as the context indicates.

3NIMA's “Exposure Allocation Methodology” and specific data reporting requirements are beyond the scope of this paper.

97-6th Avenue, San Francisco, California 94118 4157522330 917.359.9232 (Mobile} RAB@lnsureRegularory.com
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Home State taxation. NIMA's dispute resolution provisions lack standards or criteria for
measuring a Participating State’s right to compensation in the event of a dispute.

» The Clearinghouse has no governance structure and the NAIC's role in Clearinghouse
governance is undefined. There is no timeline for the Clearinghouse to become operational,
no budget, and no financial projections.

« NIMA fundamentally conflicts with the NRRA.

* NIMA presents insurmountable compliance obstacles for surplus fines brokers. NIMA's
membership and tax rates can change at any time with little or no notice. When that
occurs, the surplus lines broker is forced to reprogram accounting and data processing
systems to take account of extraordinary premium allocation and tax rate calculation
complexities depending on {(a) whether taxes are paid and filings made directly to the
Home State or (b) to the Clearinghouse.

* The NAIC describes NIMA as a “multistate agreement,” a legally untested approach to an
interstate pact that does not satisfy the requirements of an “interstate compact” within
the meaning of Article |, Section 10 of the United States Constitution.

* NIMA and its Clearinghouse are subject to inevitable challenge on numerous legal
grounds that likely will engage Participating States in litigation for years.

B. NIMA Background

At the NAIC Summer Annual Meeting in August 2010, the NAIC Executive Committee charged
a “Surplus Lines Implementation Task Force” with development of state-based solutions for
implementation of the surplus lines provisions of the NRRA.

The Task Force determined that the best solution was to create an “interstate agreement” that
provides “a means for preserving something close to the status quo where premium taxes are
concerned.” The status quo is the multistate surplus lines taxation system that Congress enacted
the NRRA to eliminate.

The Task Force appointed a subgroup to be responsible for developing a Clearinghouse plan
of operation and for identifying third-party vendors with the software and other capabilities
to operate the Clearinghouse.

NIMA itself consists of an eight page form of contract accompanied by eight pages of "Annexes”
that specify how surplus lines premium is to be allocated for multistate risks. The NAICis not a
party to NIMA or the Clearinghouse Contract, or mentioned in either document.

When the NAIC Executive Committee “approved” NIMA in December 2010, NIMA was not in
final form. The Executive Committee has not yet “approved” the Clearinghouse Contract.
NIMA remains a working draft in the early stages that posits only a general framework for

4 NAIC Initiatives Non-Admitted and Reinsurance Reform Act of 2010 (NRRA): Surplus Lines {www.naic.org)

2
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establishing a Clearinghouse and procedures for receipt and redistribution of surplus lines tax
among Participating States.

C. Inherent Instability

Each Participating State necessarily exposes its treasury to reduction by the amounts of Home
State surplus lines tax revenues that the Clearinghouse may allocate to other Participating
States. On sixty days notice a Participating State can terminate under NIMA to cut its tosses or
bank its winnings, as the case may be (11 26(a)).

NIMA's only requirement to rejoin the Clearinghouse is “renewed execution of the Agreement.”

NIMA's sixty-day termination notice provision underscores the fact that states are unwilling to
make a long-term commitment to NIMA and the Clearinghouse. Once a Participating State
sees that it is sending premium tax revenues to other Participating States or that its Clearinghouse
allocation is less than the premium taxes it would have received as the Home State, the
Participating State will terminate. That cycle will naturally repeat itself until NIMA collapses.

Larger states like New York and California that are the principal place of business for many
large national and multi-national businesses, and therefore expect to benefit from Home State
taxation, have declined to participate in NIMA. After the NRRA takes effect on July 21, 2011,
states have no apparent incentive to share their Home State tax revenues with sister states.

Under the pre-NRRA system, there have been no uniform rules for allocation of surplus lines
premium tax. Surplus lines brokers therefore have allocated premium for multistate risks
based largely on the broker’s professional judgment and industry convention. Accordingly,
there are no data showing the premium tax effects of any given allocation methodology.

It therefore is impossible to determine how NIMA’s premium allocation methodologies will
affect the premium tax revenues of any Participating State.

Similarly, it will be some time before there are reliable data to compare whether a Participating
State's share of Clearinghouse tax collections are greater or less, after consideration of
Clearinghouse transactional costs, than what a Participating State would have received under
Home State taxation. Until reliable Home State taxation data are available, it is impossible

for a state to measure the effects of NIMA and the Clearinghouse on its surplus lines premium
tax revenues.

NIMA's dispute resolution provisions provide no standards or criteria to measure damages for
a breach of NIMA and require mediation before a Participating State may initiate arbitration or
litigation. Resolution of disputes between and among Participating States, the Clearinghouse,
and the NAIC will be protracted and necessarily disrupt receipt of tax revenues by Participating
States for years. NIMA provides no alternative dispute resolution remedies for surplus lines
brokers forced to use the Clearinghouse.

Legal challenges on numerous grounds will embroil Participating States, as well as the NAIC,
in protracted litigation that also can be expected to disrupt Participating States’ receipt of tax
revenues for years.
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D. Uncertain Governance
NIMA’s governance provisions are Spartan.

NIMA becomes effective upon execution by two or more Participating States, two-thirds may
amend it in writing (1 25), and the Clearinghouse will operate “pursuant to a plan of operation,
to be agreed by two-thirds of the Participating States” (1 10). As a practical matter, once a

plan of operation is approved by the first two Participating States, the two-thirds amendment
requirement will make it difficult if not impossible for subsequent Participating States to
modify NIMA.

NIMA provides that "each Participating State agrees to require, by statute or rule” that surplus
lines brokers remit surplus lines premium taxes to the Clearinghouse (§ 17). NIMA therefore
would bypass state legislative and administrative rulemaking requirements concerning matters
such as the Clearinghouse’s authority to demand data and to conduct premium audits.

The Clearinghouse Contract provides: “The State is represented by the state agency or agencies
charged with enforcing State laws and regulations relating to Nonadmitted Insurance premium
taxes.” (Recitals, ¥ B). Many states therefore would be represented by at least two agencies,
the department of insurance and the state agency responsible for premium tax collection and
enforcement.

NIMA and the Clearinghouse Contract are silent regarding whether the Clearinghouse will be
a corporation, a partnership, or some other form of business or nonprofit enterprise.

NIMA and the Clearinghouse Contract offer no governance or advisory role for surplus lines
brokers and other affected parties.

E. NRRA Conflicts
NIMA fundamentally conflicts with the NRRA.

First, NIMA conflicts with the NRRA's principal purpose, which is to simplify and streamline
regulation and taxation of muitistate surplus lines transactions.

Second, NIMA redefines certain NRRA’s terms and adds terms that would restrict and undermine
the NRRA.

1. Home State

Home State is generally defined by the NRRA to mean the state of the insured’s “principal
place of business” or "principal residence.” The NRRA, however, does not define “principal
place of business.” Relying on a recent U.S. Supreme Court decision, Friend v. Hertz, __U.S. __,
130 S. Ct. 1181 (2010), a case involving the “diversity-of-citizenship” jurisdiction of the federal
trial courts, NIMA defines “principal place of business” in a way that leaves the term Home
State open to multiple interpretations certain to confuse both licensees and premium auditors.

To determine Home State under the NIMA principal place of business definition, the surplus
lines broker is required to verify (a) where the insured maintains its headquarters, (b) where
the insured’s “high-level officers direct, control, and coordinate its business activities,”
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() whether they do so in more than one state, and (d) whether the headquarters are located
or the “high-level officers direct, control, and coordinate its business activities” outside any
State.”

“Principal place of business” is a legal term of art that has been the subject of hundreds of

federal court decisions over the years. The easy cases obviously are not litigated. Those that
are litigated are highly fact-sensitive. It is legal folly for NIMA to attempt a “one size fits all”
definition of principal place of business, particularly in the untested arena of NRRA preemption.

2. Group Insurance

NIMA defines the Home State for “Group Insurance” to be each state where a group member
pays any portion of the premium from his, her, or its own funds; in other words, multiple
Home States. The NRRA provides that there shall a single Home State; the term Group
insurance does not appear in the NRRA.

The Group Insurance definition of Home State under NIMA directly conflicts with the NRRA
and would eviscerate many group insurance programs by making them cost-prohibitive due to
the transactional costs involved with multiple state tax and regulatory filing requirements.

3. Surplus Lines Insurer Eligibility

Although NIMA does not address surplus lines insurer eligibility directly, it does so indirectly:

“Surplus Lines Insurer” means a Nonadmitted Insurer permitted under the law of the
Home State to accept business from a Surplus Lines Licensee. [§5.n.}

The NRRA preempts state law to set uniform national standards for surplus lines eligibility.
Provided that the nonadmitted insurer satisfies Home State minimum capital and surplus
requirements or is listed on the NAIC Quarterly Listing of Alien Insurers, a state may not prohibit
a surplus lines broker from placing insurance with a nonadmitted insurer. Section 524.

F. Compliance Impossible

Each time a Participating State joins or exits NIMA, surplus line broker agent management and
accounting systems must be reprogrammed with new premium tax rates and premium allocation

formulas to comply with NIMA or the Home State’s rules, as the case may be. Compliance and

training procedures similarly must be updated.

» NIMA allows Participating States to exit on sixty days notice and re-join at any time simply
by re-executing NIMA.

 Participating States must give ninety days notice of changes to their premium tax rates
and statewide assessments. However, the effective date for the change need not coincide
with a calendar quarter or any other normal accounting period.

* The surplus lines broker may be required in some cases to determine premium tax
differently depending on whether premium allocations for non-Home State exposures
involved Participating States.
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¢ NIMA and the Clearinghouse Contract require no notice to surplus line brokers about
changes in NIMA membership or changes in Clearinghouse tax rates, fees, or procedures.

There are a virtually infinite number of programming variables associated with Participating
States (a) exiting NIMA on sixty days notice to rejoin whenever they wish, and (b) ever-changing
tax rates and statewide assessments with inconsistent effective dates. Simultaneous compliance
with Home State law for non-NIMA states introduces yet another complex set of programming
variables. Combined with the NIMA/Clearinghouse lack of notice requirements, compliance is
impossible.

Many surplus lines brokers contract with one of several major data processing vendors for
access to an “agency management system” that tracks policy information, premium allocations,
and other transactional data. Major programming changes can require a consensus of
representatives of perhaps hundreds of users. Once major programming changes are agreed, it
can take months or longer for the programming to be completed, tested, and implemented.

NIMA and the Clearinghouse are the antithesis of the nationwide uniformity intended by
Congress. Instead of simplicity, the NIMA/Clearinghouse venture would subject surplus lines
brokers to compliance requirements considerably more complex, cumbersome, and costly than
the multistate taxation system in effect prior to July 21, 2011.

G. Compact Considerations
NRRA Section 521 provides:

(a) Home State’s Exclusive Authority. — No State other than the home State of an insured
may require any premium tax payment for nonadmitted insurance.

(b) Allocation Of Nonadmitted Premium Taxes. ~

(1) In General. —~ The States may enter into a compact or otherwise establish procedures
to allocate among the States the premium taxes paid to an insured’s home State
described in subsection (a).

*kk

(4) Nationwide System. — The Congress intends that each State adopt nationwide uniform
requirements, forms, and procedures, such as an interstate compact, that provide for
the reporting, payment, coliection, and allocation of premium taxes for Nonadmitted
insurance consistent with this section.

The NRRA provides that surplus lines brokers shall pay surplus lines premium tax only to the
Home State. Congress leaves to the States how to allocate such premium tax receipts among
themselves. There is no suggestion in the NRRA that two or more States may contract to
require surplus lines brokers to remit surplus lines premium tax other than to the Home State.

The co-author of a treatise on interstate compacts and leading authority on the topic has opined
that NIMA does not satisfy the requirements for an interstate compact because it (a) “fails to
provide a binding agreement which pre-empts other state laws n conflict with its requirements,”



90

RicHarD A BROWN

ATTORNEY-AT-Law

and (b) “unconstitutionally purports to vest authority in an Executive Branch official (e.g., the
Insurance Commissioner) to bind the Legislature of a State which adopts it."”s

H. Legal Challenges

NIMA and the Clearinghouse Contract are subject to legal challenge on a number of grounds,
including:

* NIMA fundamentally conflicts with the NRRA.

s NIMA is unenforceable due to omission of contract terms essential for a “meeting of the
minds” among Participating States.

.

The NAIC has failed to disclose material information such as financial projections, a plan
of operation, and the NAIC's role with the Clearinghouse and its governance.

* NIMA requires unlawful delegation of legislative authority to one or more state agencies.

NIMA and the Clearinghouse Contract fail to comply with state government contract
requirements. They also would violate state administrative procedure act and “Sunshine”
laws, thereby denying Due Process to surplus lines brokers, potential bidders seeking to
provide Clearinghouse services, and other affected parties.

NIMA is subject to potential antitrust scrutiny under Section 5418 in connection with the
NAIC and Task Force roles in establishing and controlling the Clearinghouse, and arguably
otherwise attempting to restrain trade and commerce.

1. Conclusion

NIMA is incomplete and ill-conceived. The Clearinghouse is ill-defined and far from becoming
operational.

NIMA is essentially a game of chance for Participating States where the losers will quickly leave
the table, an inevitable recurring cycle.

Standing alone, the purported economic benefit from participation in the Clearinghouse is
illusory. Absent reliable data, a Participating State cannot determine the comparative amounts
of surplus lines premium tax revenues it would receive as Home State free and clear of
Clearinghouse transaction costs, leaving aside exposure to unquantifiable potential liabilities.

NIMA and the Clearinghouse would impose intolerable compliance costs on surplus lines
brokers and increase the cost of insurance with no benefit to surplus lines insurance buyers or
measurable benefit to Participating States’ treasuries.

5 Letter from Rick Masters, Special Counsel for interstate Compacts, to NCOIL, NCSL, and CSG (January 26, 2010). A
copy can be found on the website of the Council of State Governments {www.csg.org).

& “Nothing in this subtitle or the amendments made by this subtitle shall be construed to modify, impair, or supersede
the application of the antitrust laws. Any implied or actual conflict between this subtitle and any amendments to this
subtitie and the antitrust laws shall be resolved in favor of the operation of the antitrust laws.”

7
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Home State taxation under the NRRA is a straightforward solution for the confusing and
conflicting multistate surplus lines tax system that has burdened the surplus lines industry for
decades. If and to the extent that Home State taxation should adversely affect premium tax
revenues of certain states, the issue can be addressed directly with Congress or through an
interstate compact.

NIMA with its inherent instability cannot solve the problem.
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Surplus Line Broker Observations on the implementation of NIMA's Allocation Methodology
Aprit 10, 2011

The following is compiled only as a sampling of the kinds of problems and issues Surplus Line Brokers
perceive in implementing the Allocation Methodology included in NIMA. 1t is not a comprehensive
review and commentary on the allocation basis proposed for each coverage.

A copy of the Allocation Methodology included in NIMA was circulated to eleven wholesale Surplus Line
Broker firms to comment generally on the feasibility of implementing the methodology. The following,
immediate responses were received. All are direct quotes. Additional information on the process
follows at the end.

Comments on Specific Allocation Proposals

The following comments were made by brokers actually handling the specific type of risk upon first

review of the NIMA Allocation Methodology:
Directors & Officers Liability
Proposal: Allocate by “Revenue Generated” in each state

> “it[allocate premium by revenue generated in each state] would potentially be a challenge and
problem for the insureds. First of all, D&O insurance is based on many factors, and specifically assets,
but revenues too are considered. However, the underwriting is based on consolidated financials,
meaning the revenues and/or assets of the company are not broken down by State. It's possible the
insureds would have such information, but it would be a pretty big burden for them to collect all the
data from their various states/divisions etc. | could envision receiving material push back from retailers,
and then frustration pushback by the insureds. Most of our insureds are privately held companies or
non profit companies. They are not going to have the accounting staff or necessary resources to be able
to provide this information.”

» “Publicly traded entities are the only Insured’s that | have worked with that track business
activities by state. Most of the business that we handle are not publicly traded or are non-profit. The
Insured’s would not track this information.”

»  “Current applications do not capture this data. Revenue per state has nothing to do with the
pricing of this exposure. Revenue in any given state has nothing to do with where a claim may be
brought on this coverage.

Directors & Officers Liability, SEC Liability, EPLI, Professional Liability/E & O, Patent Infringement and
Inteliectual Property

Proposal: Allocate by “Revenue Generated,” “Headcount,” or “Number of Professionals”

Page1of8
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»  “Revenues or headcount by state is not typically a part of the underwriting criteria requested,
therefore additional burden is placed on the broker, agent and insured to develop information not part
of the insuring process. This may also force some insured’s into creating additional procedures to
capture this information.”

Professional Liability
Proposal: Allocate by Revenues {receipts) or Number of Professionals in each state

¥ “Inthe case of say professional liability, it is not uncommon for a professional to practice in both
states, how does one allocate on the basis of number of professionals per state as proposed? Ultimately
this would come back to the insured who may or may not track this on the basis proposed.”

Professional Liability (Managed Care E&O)
Proposal: Allocate by Revenues {receipts) or Number of Professionals in each state

» “The breakout of applicant’s/Insured’s business activity information by state is not included as a
standard underwriting question, meaning that the submission material received does not provide this
breakout. | believe this information would be arduous for the insured to provide as most professional
liability activities are performed under contract with the third party client and the revenue would be
aggregated by client but not necessarily within the state in which the business activities were
conducted. “

General Liability, Excess Liability & Umbrella Liability (All Operations)

Proposal: Allocate by Payroli, Square Footage, Cost of Contract, Sales, Receipts, Number of Events,
et al., depending on the specific operation

» “Because these coverages often contain combinations of a multitude of exposures, breaking out
premiums in this degree of detail would generate a tax filing process more time consuming and onerous
than the entire placement process of the account combined. Also, certain exposutes are co-mingled
such as Premises Operations & Manufacturers & Contractors or Products and Completed Operations.
insured’s would not track separate information between Products & Completed Operations or
Contractual.”

General Liability: Products Liability

Proposal: Allocate by Sales in each state

Page 20f8
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¥ “Forinstance when a product is manufactured and then distributed in multiple states, it is
impossible to determine if that product has actually been used in the state distributed or some other
state. [Our firm] exists in a city whose metro area is spread over two states. Product moves freely from
state to state...how would we determine where the exposure is focated?”

> “While the applicant may, after great effort, discover an estimation of revenue by state, there is
no correlation to the coverage, pricing, nor potential claims based on that initial segmentation. And
revenue in their local state by them will have no bearing on the use of their products by state, as those
products migrate across state lines. Where they sell the product wholesale, seldom has any correlation
to where the product is used, after retail sales.”

Umbsrella Liability
Proposak: Allocate in each state, depending on type of operation insured

»  “True umbrella deals with rating for GL, Fire Legal, Transportation, and many other coverages —
all of which are rated differently. Where payroll or gross receipts occur in the primary coverage rating,
does not match the exposure, and therefore the premium generated. Using the primary rating
breakdown is not possible, as the umbrella carrier does not necessarily write any primary policies.
Therefore, all such rating materials would have to be collected again, making the rating/submission
process doubly difficult for the insured, retailer, wholesaler, and market. “

» “Umbrella liability provides excess limits for a combination of coverages, including not only
General Liability, but also Auto Liability, Employers Liability and Advertising Liability, and may include
excess Professional Liability or D&O coverage. Allocating based on the principal GL exposure might be
possible with respect to some of our insureds but often would be completely unrepresentative of the
risk. Tt makes little sense to allocate most Umbrella anywhere other than the home office of the
insured.”

Raifroad Protective
Proposal: Allocate by “Miles of Track” in each state

»  “Miles of Track in each state is not a part of underwriting criteria and therefore creates
development of additional information not relative to insuring process.”

Inland Marine

Propasal: Allocate by TIV in each state

Page30of 8
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> “Inland marine {is] by {its] very definition is transient. How do we determine where the
equipment is and for how long?”

General Liability & Property {Apartment Houses)
Proposal: Allocate property by TiV and liability by square footage in each state

» “Property and Liability for Apartment houses may actually be rated on number of doors. TIV
does not tell the story for allocation. The value of an apartment building is vastly different per square
foot in California versus Oklahoma however the exposure for most perils is significantly more hazardous
in Oklahoma excluding EQ of course.”

General Liability {Special Events)
Proposal: Allocate by “Number of Events” in each state

>  “Number of Events in each state is not indicative of the exposure basis by state. (Some events
may be small and others much larger.}”

» “Rating may be based on admissions, or may be flat. In either case, number of events in each
state is not presently tracked for insurance purposes. In fact, the number of events is unlikely to be
known, or even estimated, at the time coverage is placed.”

Media Liability
Proposal: Alfocate by TIV in each state

» “TIVis not relevant to the exposure on this coverage, by state or otherwise. While certain
media coverages do include physical damage to media property, the exposure to liability is not relative
to TIV.”

> “This makes no sense: Media Liability primarily insures against defamation and invasion of
privacy claims as well as copyright and/or trademark infringement. There are no “values” to be tallied
for TiVI Coverage is bought by publishers for printed (and electronic materials) published by them; by
film and TV producers for their productions; by advertisers for their advertising content, etc. There is no
consistent way to allocate this. Consider a book publisher protected by media liability. The exposure
arises from every book sold, but perhaps years after that book has been sold...and there is no way for a
publisher to track where its books are being sold.”

Pagedof8
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Marine
Proposal: Allocate by TIV or "Principal Berthing Location” in each state

»  “By nature this is a mobile exposure often located in various states at different times.”

Property

Proposal: Alfocate by TIV in each state

.

» “In the cases where all properties are scheduled, with values assigned to specific property
locations, THEN the taxation and policy limits CAN match. However, anytime a “blanket theory” is used
on property, then the policy values would NOT be used, and the policy would need a declared RATING
value for the schedule of properties, by state, to be provided. As the RATING value changed over time
with endorsements, the tax allocation would follow. Samples follow:

Scheduled Buildings

NY: 4,500,000 Premium: $9,000
NJ: 10,000,000 Premium: 10,000
MN: 16,000,000 Premium: 8,000

TiV: 30.5mil total values, allocate the premium based on RATES CHARGED BY LOCATION, rather than as
a percent of the total premium based on percent of TIV in that particular state. In this case, we all know
(insured, retailer, wholesaler, carrier, reinsurer) just how much premium was charged for every state.

Blanket Concepts

NY: 30,500,000 blanket Premium: $27,000
N§: included
MN: included

30.5mil total values, same total premium, but how much value is allocated by state is impossible - the
very POINT OF BLANKET coverage. The policy will have a “blended” rate to be used during the term
($0.0885245 per 100 value). Inside the carrier pricing, though no value per location can be determined
on the policy, they know that they RATED THIS RISK using the values of 4.5, 10, and 16mil aliocated by
the states. Therefore, multiply those ESTIMATED VALUES USED FOR RATING times the POLICY RATE, to
get per state premium aflocations.

These two samples, though using the same apparent values and premiums, will not allocate the same,
because the blanket theory is involved, allowing the insured to use whatever portion of the limit they
need at the time of the loss (subject to contract terms). This is the point of having such contract terms
be available, and the taxation collection issues should not serve to inhibit these terms of advantage to
the insureds. Instead, state taxation assignment should be given as simple a mechanic as possible, to
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not inhibit trade, practice, operation, or coverage ability of the insureds nor the industry providing those
options.”

General Comments

> “ have reviewed the allocation basis being proposed by NIMA and would find it problematic for
[our firm] to comply and continue to adequately serve our customer base. State of domicile for most
GL, Excess and Umbrella coverage make sense and have been the norm for many years.

This applies really to aimost all third party coverage. [Examples, for Products Liability and Professional
Liability included above.]

Ultimately this would come back to the insured who may or may not track this on the basis proposed.”

> “It would be very difficult to separate these exposures by state. Primarily we would have to rely
solely on our retail agent and insured to provide this information at quoting / binding. Many of these
exposure bases are a moving target, ie # of staff members per state, headcount per state. This would
vary during the policy period and would be a nightmare at audit to go back and recalculate the actyal
premium and then determine what the original premium / taxes were based on. The cost involved to
manually calculate many of these exposures by state would be cost prohibitive and would in fact cause
some brokers to not even look at multi state accounts because the paperwork involved to handle this
sort of undertaking.”

> “Tax filings will be slowed down by this onerous a process, and to avoid creating an additional
burden for the insureds, information will be “guesstimated” and not accurate.”

> “According to our SL tax filing staff, this complex a reporting procedure will force wholesalers
and/or retailers to add staff for the purposes of filing documents.”

> “Multi-National Accounts—Often, policies contain exposures outside the US. Would these
premiums/exposures be exempt from SL taxes since they cannot be allocated by state? For liability

exposures, taxes go to the US state of domicile.”

» Muilti-state Package Policy: “One of our biggest insureds bought another operation in Oklahoma
and in Florida during the policy period. Not only did we have General Liability, we also had property
coverage, umbella and cargo coverage all written on a non admitted basis. Trying to determine the
additional premium [separately] for Oklahoma and Florida [would be] very difficult. The insured and our

agent {would] not understand why it was necessary to split out the information, payroll and receipts for
each state.”

> “One of our insured’s purchased a business in Mississippi so it was necessary to endorse our
Texas policy to provide coverage for the new location. The operation in MS was small so the additional
premium to add the new location was small. However, sometime during the policy term, the insured
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decided to move most of his main operation to MS due to the cost of living. We had to go back rerate
the entire policy and return tax to Texas and charge more MS tax on the new exposure basis of the new
payroll and receipts. it was very difficuit for the insured to provide us with exact effective dates as to
when each employee moved from Texas to MS. Therefore, this created an enormous amount of
paperwork on the insured and of course they do not understand why it is necessary to break the
employees, payroll and receipts by each location.”

> “Attached please find a collection of applications used in our brokerage business for a wide
variety of risks.* You will note that not a single one breaks out revenue or head count by state.

Also attached are some rating worksheets for our GL program business, one for Fire suppression, one
for Security Guards and one for Janitorial companies. These sheets demonstrate the fact that carriers
are not presently using any state by state detail for rating purposes.

The bottom line is that many insureds will not have the information contemplated by the allocation
method proposed by NIMA. Most insured's will not necessarily capture data in this fashion,

The reporting proposed by the NAIC {NIMA) places an additional and undue burden on insureds. The
applications and rating worksheets confirm that the information sought by the NAIC/NIMA is not
presently provided nor is it presently requested of the consumer. The commissioners will be placing
undue burden and expense on the very constituency they are obliged to protect by asking them to
gather this additional detail to present to their agents in order to obtain coverage.

The carriers themselves rate coverage on a class basis not on a state basis. Therefore, the sole purpose
of this request for additional information will be to provide information for tax aliocation. The data
itself provides no utility in the insurance transaction other than to indicate tax allocation. Indeed this is
contrary to the spirit of the NRRA.”

> “Like a state income tax can be levied on a company that does business all over the country, at
the choice of the resident home state, so too should a premium tax follow on exact theory, without
allocation to other states. The only exception may be REAL PROPERTY — not including inland marine that
serves for the good of transportation, and generally or frequently crosses state lines in a manner that
cannot be tracked without an onerous system of state border checks. in the case of real property, itis
something that all parties to the insurance transaction can agree, already track, and can easily be
reported. And since the state systems serve real property in similar relation to their values, it is a fair
system, however, the states involved must have the understanding that INSURANCE LIMITS are not the
same as STATE VALUES. Because there is the theory of “blanket” limits within insurance policies, but
those limits seldom match the estimated values, and the very point of this theory is to allow such a mis-
match, then the states would need to accept “rated estimation” values, rather than “scheduled policy”
values.”

Background
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The responding firms represented a cross-section of smaller, regional and national wholesale brokers.
Within two working days, response had been received from seven. One indicated that the nature of its
business was such that it really would not be impacted and a second noted that, due to the nature of
risks written, they would need substantial, costly changes to their systems to collect and submit the
information required.

No attempt was made to obtain response on each of the specific allocation bases. Instead, the purpose
was to provide a quick sampling, with comments limited to impact on specific business actually handled
by the firm. If a methodology as has been proposed is to be used, input should be obtained for each
type of risk from wholesalers that actually handle each type of risk to determine the feasibility of
providing break-out of exposure by state, and, if feasible, the basis. Alternatively, a much simpler
approach should be sought.

Hank Haldeman & Dave Leonard
Co-Chairs, NAPSLO Legislative Committee
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Introduction

Chairman Biggert, Ranking Member Gutierrez, and Members of the Subcommittee, thank you
for the opportunity to testify today. My name is John Huff, and I am Director of the Department
of Insurance, Financial Institutions and Professional Registration for the State of Missouri. 1
serve as a non-voting member of the Financial Stability Oversight Council (FSOC), and I am
also a member of the National Association of Insurance Commissioners (NAIC). T am very

pleased to be here with our current president, lowa Insurance Commissioner Susan Voss.

Today, I will discuss my and the NAIC’s views on systemic risk in the insurance sector and
highlight the activities of FSOC that could impact that sector. I will also discuss the continued
issue of my ability to consult with fellow insurance regulators on confidential matters, an issue of
earlier testimony and a problem that has drawn significant Congressional intervention, for which
we are grateful. Finally, T will touch upon our international work regarding the criteria to

identify any insurers that may be global systemically important financial institutions (GSIFls).

Systemic Risk and Insurance

Insurance is a unique product. While bank products involve consumer deposits that are subject
to withdrawal on demand at any time, insurance policies involve up-front payment in exchange
for a legal promise to pay benefits in the event of a future loss. U.S. insurance companies are
subject to stringent capital requirements, limits on the nature and extent of investments, and
quarterly analysis and periodic examinations. This stringent regulatory oversight enabled the

insurance sector to weather the financial crisis better than other sectors.

It is my view and that of the NAIC that traditional insurance products and activities do not
typically create systemic risk. However, connections with other financial activities and non-
insurance affiliates may expose some insurers to the impact of systemic risk, and certain
products may provide a conduit for systemic risk. In those cases and any other situations where
companies become troubled, insurance regulators do have the ability to ring fence insurers in
order to protect policyholder assets. The longer-term nature of insurance products makes this an

effective tool, and enables regulators to wind troubled insurers down in an orderly manner.



103

FSOC Activities

It has truly been a privilege to serve on FSOC with colleagues dedicated to protecting the
stability of our nation’s financial system and preventing another financial crisis. While there has
been some criticism regarding the pace of the Council’s activities—some believe it is moving too
slowly, others believe it is moving too quickly—I firmly believe that our goal must not be just

for timely completion, but more importantly for the work to be done right.

Much of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank) was
not aimed at the insurance sector, but there are a number of FSOC activities that will have an
impact on insurance companies and regulators. We are watching how FSOC’s activity regarding
the Volcker Rule could impact the insurance sector. Section 619 of Dodd-Frank prohibits
insured banking institutions and their affiliates from engaging in proprietary trading and subjects
designated non-bank financial companies conducting such activitics to more stringent regulatory
standards. FSOC was directed to conduct a study on Volcker Rule implementation, which
confirmed the statute’s indication that the business of insurance should be accommodated by
permitting affected insurers to continue to engage in investment activities that are in compliance
with state laws and regulations. It also highlighted the importance of consulting with state
insurance regulators throughout the process, to solicit regulator opinions on defining key terms
used in the statute, and to involve regulators in the process used to determine whether an insured
depository institution or the stability of the United States is threatened by the investment
activities of an affiliated insurer even though such activities are in compliance with relevant

investment laws.

As for the non-bank designation process, members of the Council have previously testified in
other fora that the Council intends to provide additional guidance and seek additional public
comment. While I defer to the U.S. Treasury Department on the specifics, FSOC continues to
work hard on this guidance with the intention of releasing it for comment in the near future. I

encourage all insurance sector participants to weigh in on that guidance.

On Tuesday, FSOC released its first annual report. This report was a significant undertaking by
all the members of FSOC and I applaud them and their staffs for all of their hard work. That
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report underscores that insurance companies generally withstood the financial crisis well and
have since strengthened their balance sheets. While, during the financial crisis, insurers felt
some stress as asset prices fell and noncore activities such as securities lending resulted in some
losses, the insurance sector remained strong and there was little, if any, disruption to their ability
to provide insurance services to consumers and businesses. The report also describes several of
the regulatory improvements that the insurance regulators have completed since the financial
crisis, a number of which are detailed in Commissioner Voss® testimony, including
improvements to insurer disclosure requirements regarding derivatives and their securities
lending programs, and the changes that were made to more precisely evaluate the credit quality
of insurer investments to commercial mortgage-backed securitics (CMBS) and residential

mortgage-backed securities (RMBS).

The report identified certain areas that my fellow insurance regulators and I need to continue to
monitor closely including insurer exposures to CMBS, RMBS, municipal bonds, and specific
European investments. The report also notes the difficulties that financial guaranty and
mortgage guaranty insurers, a relatively small portion of the industry, continue to face. These
problems are associated with the decline in house prices and market activity, the increased
volume in residential real estate foreclosures, and the impairment in the RMBS markets. We
also need to continue to monitor the higher than usual claims activity that the property and
casualty sector continues to expericnce as a result of the severe weather and flooding in several

parts of the United States including my home state of Missouri.

Finally, during earlier testimony before the Financial Services Oversight and Investigations
Subcommittee, I expressed my concerns about the ade«jﬁate representation of insurance interests,
and specifically insurance regulators, on FSOC. At that time, Michael McRaith had been
appointed to the position of Director of the Federal Insurance Office (FI10), but he had not yet
started, and President Obama had not yet nominated Roy Woodall to fill the Council’s voting
position of someone with insurance expertise. I also spoke of my restriction from consulting
with my fellow insurance regulators on matters before FSOC, despite the fact that state
regulation of insurance has thrived based on collaboration and information sharing in

confidential settings for many years.
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It is critically important that the uniqueness of the insurance business model and the strength of
the state-based system of insurance regulation be recognized as FSOC monitors systemic risk
and determines which non-bank institutions to designate as systemically important financial
institutions (SIFIs). It is the joint responsibility of the FIO Director, the voting member with

insurance expertise, and the state insurance regulator to be vigilant in this regard.

I am very pleased that Mike McRaith, the former Director of the Illinois Department of
Insurance, is now the first Director of the Federal Insurance Office. Mr. McRaith is well-known
among NAIC members; in fact, he was serving as our Secretary-Treasurer immediately before
his appointment to the federal government. Our officers have had a number of productive
conversations with Mr. McRaith and his colleagues since he came to Washington. I consider us

very fortunate to have him in this new role.

[ am also pleased that Roy Woodall has been nominated by President Obama to be FSOC’s first
voting member with insurance expertise. Mr. Woodall will bring both regulatory and industry
experience to bear on FSOC decisions, and we current state regulators enjoyed working with him
in his most recent capacity at the U.S. Treasury Department. We are watching his confirmation
proceedings in the Senate with great interest, and I am very hopeful that he will be able to join

the Council as soon as possible.

Thus, I can testify today that FSOC is very close to having its full complement of insurance
members on board, as required by statute. Regrettably, 1 must report that the ability of state
insurance regulators to provide input regarding FSOC’s important work remains extremely
limited. I am still unable to communicate with my fellow commissioners on a confidential basis
regarding the matters under consideration by FSOC that portend changes to our regulatory

process and that could impact insurers and state insurance markets.

1 remain hopeful that my fellow state insurance regulators will soon be able to work with the
Council; such collaboration could even take place through a smaller group of designated
regulators, who represent the needs of different regions and markets in the country. I firmly

believe that such consultation will be vitally important in the coming months as FSOC
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determines the criteria to be used to identify systemically important non-bank firms and

evaluates firms for such designations.

The Council must decide how it will handle state insurance regulator involvement after the
formal designation of an insurance company as a SIFI. FSOC, in conjunction with the Federal
Reserve Board and the Federal Deposit Insurance Corporation (FDIC), will reyiew resolution
plans filed by designated companies; under Dodd-Frank, FSOC is meant to assist both entities in
this regard. FSOC has the authority to recommend to the Federal Reserve heightened prudential
standards to apply to designated firms; that work will be undertaken by the Council’s heightened
prudential standards committee. In the event that any insurers are designated, the ability of the
Council to receive advice and counsel from my fellow insurance regulators who are involved in
the day-to-day regulation of such companies will be critical. Adequate communication among
regulators is especially important in light of our continuing international work on designations of

GSIFis.

Identification of Insurance GSIFIs

The NAIC is a founding member of the International Association of Insurance Supervisors
(IAIS), and is a committed participant in all of the major JIAIS committees and subcommittees.
The NAIC also serves as Vice-Chair of the TAIS Financial Stability Committee, which is
currently in the process of developing a methodology for identifying insurers that may be
GSIFIs. As part of that work, the insurance regulatory representatives to the Financial Stability
Committee can consult with and seek the advice of fellow insurance regulators. It is critical for
these members to access unique expertise in particular subject areas; such knowledge helps
ensure that appropriate methodologies are being considered, and gives members the insights of
the hands-on regulators with respect to discussions of particular companies. This is a marked
contrast to my work on FSOC where T cannot share confidential information with my fellow

regulators in order to obtain their fully-informed views on such issues.

The financial crisis has clearly demonstrated that it is not sufficient to focus on a single sector
any longer, and we are increasingly being asked to participate in global dialogues with

international supervisors and standard setters from across the financial spectram. The US,
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represented by the Treasury Department, the Federal Reserve Board of Govemors, and the
Securities and Exchange Commission, is a member of the Financial Stability Board (FSB),
which is engaging directly with the IAIS on critical issues including GSIFI identification. Our
involvement in this process is critical since the FSB is a bank-centric organization; through the
AIS, we continue to stress that the insurance business model needs to be distinguished from the
banking business model when applying new regulatory requirements. Additionally, the Treasury
Department coordinates input from the various functional regulators or their representatives on
FSB projects and priorities, and we have urged the US FSB representatives to reinforce our input

and concerns.

The FSB has taken on an increasingly active role in attempting to coordinate regulatory
developments around the globe. I would encourage federal regulators and legislators alike to be
mindful of both the scope and speed of the board’s activity, as this institution should be
restrained from acquiring supranational regulatory authorities. Appropriate deference should be

provided to the regulatory authorities of member nations.

Conclusion

Throughout the debate over and the implementation of Dodd-Frank, my fellow regulators and I
have fought to deliver the message that “one size does not fit all.” Both the nature and regulation
of insurance products are fundamentally different from the nature and regulation of banking and
securities instruments. We remain hopeful that these differences will be adequately
acknowledged and accommodated domestically by FSOC and internationally in bodies such as
the TAIS and FSB.

Thank you again for the opportunity to testify today. I would be happy to answer any questions.
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Chairman Biggert, Ranking Member Gutierrez and members of the Subcommittee, my name is
Gary Hughes, and I am Executive Vice President and General Counsel of the American Council
of Life Insurers (“ACLI™). ACLI is the principal trade association for U.S. life insurance
companies, and its 312 member companies account for 91% of total life insurance company
assets, 91% of the life insurance premiums, and 92% of annuity considerations in the

United States.

The ACLI appreciates the opportunity to discuss with you a number of issues that are of
particular importance to the life insurance business and the policy implications those issues raise.
Had this hearing occurred just a few years ago, our focus would have been quite different and
would have involved largely domestic matters and our efforts to make U.S.-based insurance
regulation operate more efficiently. Today, in addition to implementing those provisions of the
Dodd-Frank Act that are relevant to our business, international regulatory issues dominate our

agenda, and the attendant practical and competitive implications are indeed significant.

One contextual observation at the outset may help put in proper perspective the importance of
these international issues to all life insurance companies. Many people instinctively think these
issues are of concern only to life insurers conducting business both domestically as well as
imternationally. That, however, is not the case. In due time, state insurance regulators as well as
the Securities and Exchange Commission and the Financial Accounting Standards Board will
have to make critical decisions regarding the extent to which U.S. solvency and accounting
standards should be harmonized with global standards. These decisions have the potential to
fundamentally alter the prudential regulation of all life insurers, large and small, regardless of

whether their business is conducted domestically or internationally.

With this background, I would like to discuss the importance of fully implementing the intent of
Congress under the Dodd Frank Act in creating the Federal Insurance Office or FIO.

Specifically, 1 would like to address the critical role the FIO should play in the development and
representation of U.S. federal interests on international insurance and competitiveness issues and

with respect to important domestic regulatory matters.
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Today, the number of domestic and foreign agencies, offices, departments and organizations
involved to some degree in the regulation of, or standard setting for, the insurance business is
imposing to say the least. 1 would like to make five observations regarding ACLI’s views on

U.S. governmental representation of insurance in this increasingly complex global environment.

First, we respect the role of state insurance supervisors as the micro-prudential regulators of
insurance in the U.S. We appreciate their coordination with U.S. industry on the development of
international standards and their bilateral engagement with specific markets where the resolution

of commercial and regulatory issues benefits from their expertise and involvement.

Second, we appreciate the ongoing role the National Association of Insurance Commissioners
(“NAIC”) in the development of international standards as the association of U.S. prudential
regulators. State regulators are, and will remain, a critical part of the U.S. financial services

regulatory architecture.

Third, in the area of trade negotiation and trade facilitation, we appreciate the support we receive
from the Office of the United States Trade Representative and the U.S. Commerce Department.
As aresult of USTR efforts, our industry contributes over $85 billion annually to the services
trade balance through premiums we earn in markets which have been opened through U.S.
advocacy. We hope this positive record will continue with the swift introduction and passage of
the Korea, Colombia and Panama free trade agreements and the timely conclusion of both the

Trans Pacific Partnership and the WTO Doha Round.

Fourth, despite the strong support we receive from state regulators and U.S. government
negotiators, there continues to be a gap in the representation of U.S. national interest in
international insurance and financial services forums. We sincerely hope this gap can be filled
by the FIO and other offices within the Treasury Department once those offices are fully staffed
and provided with the resources needed to develop U.S. international insurance policy and

represent the U.S. on international insurance issues as provided in Dodd Frank.
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And fifth, as noted earlier, ACLI’s advocacy on insurance regulation has shifted from a largely
domestic exercise to a much more global endeavor. For example, in recent weeks ACLI
President and CEO Dirk Kempthorne has met with European Commission leaders on insurance
supervision, members of the European Parliament, and the leadership of our industry counterpart
associations in numerous other countries. And in the weeks ahead, he will be participating in the
annual meeting of the International Association of Insurance Supervisors (“IAIS™) in South
Korea. He will also be visiting Beijing and Tokyo to meet with our local member company
managers, the respective U.S. Ambassadors and their staffs, and local government officials. The
purpose of these meetings is to discuss the challenges we face in their markets and perhaps more

importantly the direction of global regulatory convergence efforts.

In sum, ACLI believes that despite a strong state-based insurance regulatory system in the U.S.,
there is a pressing and immediate need for the FIO to engage in the representation of U.S.
national interests and in so doing fill what is essentially an “international insurance
representation gap.” The ACLI first identified this representation gap in 2001 when we noted to
the Administration and Congress the disconnect between the U.S. and other major trading
partners in Western Europe, Japan and South Korea. These countries were reorganizing their
financial regulatory services into a single unified Financial Service Authority model combining
banking, securities and insurance supervisors into an integrated whole. This change created a
definitional inconsistency as these governments engaged the U.S. on financial services
regulatory coordination and cooperation initiatives. The scope of their understanding of
financial services included all sectors, and the U.S. was continually forced to clarify that under

U.S. representation financial services included all sectors except insurance.

While this problem was often overcome on an informal basis by having the Treasury Department
coordinate with state insurance officials, this ad hoc approach had its limits, since state officials
never had the necessary governmental credentials or clearances to serve as the U.S. counterpart
to our major trade partners and allies in efforts to improve global financial stability. In
particular, state insurance officials are by and large only tasked with, and provided authority
over, micro-prudential supervision, while macro-prudential powers in the U.S. continue to reside

at the federal level. This constant disconnect with the national authorities of other major global
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markets was highlighted during the recent global financial crisis and was the driving force in the

decision by Congress to invest the FIO with its international policymaking portfolio.

We are hopeful that the FIO will eventually be able to fill this gap, but we are concerned that it
may not able to do so in the near term due to a lack of adequate staffing and budget. This
element of timing is of particular concern because of impending deadlines associated with the
two issues discussed below. If these deadlines are not met by robust and coordinated U.S. state

and federal governmental advocacy, the result may be harm to U.S. global competitiveness.

Specifically, I would like to highlight the two issues where we urge the Secretary of the Treasury
to provide immediate resources to the FIO and enable its immediate and effective engagement.
The first is the effort to develop criteria and a methodology for the designation of globally
systemically important financial institutions (“G-SIFIs”). The second is the effort to ensure that
the U.S. is determined to be eligible for a deemed equivalency finding under the third country
provisions of the European Union’s Solvency II Directive. This later initiative also involves
critical transitional measures being considered in the European Council and the European
Parliament as part of the Omnibus II package of legislation expected to be voted upon early in
2012.

Regarding G-SIFIs, ACLI has been able to track this initiative through our observer status within
the TAIS, which has been tasked by the Financial Stability Board (“FSB”) with the development
of applicable criteria and methodologies. We have asked that members of the NAIC provide us
with their views on the G-SIFI process and asked for their support in addressing industry
concerns about aspects of the initiative we believe are inconsistent with state insurance laws.
Unfortunately these individuals have been limited in their ability to communicate with us on the
specifics of the G-SIFI process because of admonitions by the IAIS that this is a closed,

regulator-only exercise.

While the TAIS has provided a limited opportunity for industry comment, we are concerned by
the process the IAIS is using for its fact gathering and determinations. This concern is the result

of questions and comments we have received from JAIS staff, who appear to lack the
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background in macro-prudential insurance regulatory policy. It also results from the fact that a
number of non-U.S. regulators have asserted that there are no G-SIFIs in their home country
jurisdictions, thus protecting their domestic insurers from heightened regulation. The intent of
these national regulators appears to be the creation of commercial winners and losers. We
believe this is contrary to the intent of the G-20 member countries and inconsistent with U.S.
government policy. While we have expressed our concerns in this regard to the NAIC and state
insurance regulators, we have been advised that they are not in a position to help address these

issues.

In light of the above, we see an immediate and essential role for the FIO with respect to the G-
SIFI issue. It can act as a strong federal advocate and demand that the focus of the exercise be a
balanced outcome that does not harm the competitiveness of U.S. insurance and reinsurance
companies. The office can also provide input to, and coordinate with, the rest of the Treasury
Department, the Federal Reserve and the SEC. These three agencies are the U.S. voting
members to the FSB, which as noted above is the body tasked by the G-20 to coordinate the G-
SIF] initiative.

Having FIO work with the broader U.S. FSB delegation is also important in that it would provide
us with a clearer understanding of the expectations being placed on the IAIS by the FSB. The
IAIS has indicated that it is under intense pressure from the FSB to develop a criteria and
methodology for G-SIFI designation by September. This pressure for speed appears to have
trumped calls for additional dialogue with industry and academic experts to examine how, if at
all, insurers pose a global systemic threat. Haste in this regard is even more problematic given
the fact that the life insurance industry and state insurance regulators have raised extremely
serious concerns with a proposed IAIS data collection initiative that in our judgment would

clearly contravene applicable U.S. state confidentiality Jaws.

To be clear, ACLI supports the IAIS, and our concerns on some of its work streams are not
meant to suggest that IAIS members should abandon their efforts. We do, however, urge
members to be realistic in their expectations. The JAIS is the designated forum for discussion of

new and innovative ideas, but whatever standards it develops must be evolutionary and not
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revolutionary, lest they infringe upon the constitutional processes of the member states and

undermine the political legitimacy of the overall effort.

The IAIS is recognized by international organizations as the international standards setter for
insurance. For example, the IMF uses IAIS standards as the metric in what are essentially
neutral audits of the adequacy of nations’ regulatory systems for insurance. These audits have a
substantial impact on the way legislators in respective countries approach their efforts to enact
insurance-related legislation. It is this well-established IAIS role that requires active
participation by the FIO and the broader Treasury Department as well as the Federal Reserve and
SEC. These institutions, as the voting U.S. members of the FSB, must coordinate with U.S.
micro-prudential state regulators to assure that the U.S. has coherent and effective international

insurance policy that represents the U.S. National interest.

The second area where we believe there is a pressing need for immediate F1O engagement is
working with the European Commission to ensure that the U.S. is found eligible for a deemed
equivalency determination under Solvency II. The trans-Atlantic insurance market is the largest
two-way flow of insurance globally, and should the U.S. be deemed as non-equivalent, U.S.
insurers would be placed at a significant global competitive disadvantage. Non-equivalency
would also carry with it the potential to increase costs, and correspondingly rates, for U.S.

insurance ConSumers.

State insurance regulators have done an admirable job of representing the U.S. in this process to
date, but with the passage of Dodd Frank there is a strong expectation by the European
Commission and European Member States that the U.S. federal government will take an active
role in the equivalency deliberations. The next meeting of the European Commission, the
European Insurance and Occupational Pension Authority (the European regulatory association)
and U.S. state insurance regulators will be on September 6" in Frankfurt. We urge the FIO to
participate in this discussion as a full partner and voice the support of the U.S. government for

this equivalency determination.
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While the global insurance issues discussed above are unquestionably a top priority for the life
insurance industry, we would be remiss if we did not reference our top domestic regulatory
priority, which is the implementation of those aspects of Dodd-Frank pertaining to life insurance
companies. While the attendant policy issues are largely resolved, the outcome of the various
rulemaking initiatives will, more than anything else, shape our views on this new law. Among
the issues that are of most importance to life insurers are the use of derivatives to hedge portfolio
risks, the Volcker Rule, holding company regulation by the Federal Reserve for those insurance
enterprises that control a bank or thrift, a harmonized standard of care for broker-dealers and
investment advisors, and the Financial Stability Oversight Counsel’s process for identifying
systemically important financial institutions (“SIFIs”) and the regulatory consequences of such a

designation.

Our principal concern with respect to each of these issues is that a fair balance be struck between
regulatory interests on the one hand and legitimate insurance business practices on the other.

Our concern in this regard is heightened by the fact that there has been a tendency throughout the
legislative process and into the rulemaking process to view these issues through a bank lens. As
we have noted repeatedly, life insurers are quite distinct from banks in terms of their
fundamental business model, their financial structure and their regulatory oversight, and a one-
size-fits-all approach to rulemaking will not produce workable results. In the absence of a
federal insurance regulator and with the FIO not yet fully being funded and staffed, striking this
balance has often proved difficult. Going forward, we hope that the FIO can work constructively

with the insurance industry and its prudential regulators to better address these types of issues.

We would also like to note that the FIO has a role in the area of reinsurance. We have urged state
insurance regulators and the NAIC to coordinate with FIO regarding any determinations on the
quality of reinsurer supervision in other countries. Such determinations will be a key to the
implementation of reinsurance collateral reform in the U.S. as currently envisioned by state
insurance regulators. ACLI believes Congress intended FIO to have a role with respect to
reinsurance collateral, and we believe the office should be afforded the resources necessary to

support that role.
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The Dodd Frank Act empowers the FIO to set U.S. international insurance policy. In addition, it
is intended to serve as the focal point within the federal government for information and
expertise on the business of insurance. To carry out these roles effectively, it will require
human, economic and technical resources. Failure to provide these resources will risk harming
U.S. competitiveness domestically and globally, and for this reason we urge that the FIO be fuily

funded and staffed as expeditiously as possible.

We sincerely appreciate this Subcommittee holding a hearing on matters that are of vital
importance to insurance companies, to insurance regulation and to those who rely on our

products and services.
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Good moming Chairwoman Biggert, Ranking Member Gutierrez, and
Members of the subcommittee. My name is Clay Jackson, and I am Senior Vice
President and Regional Agency Manager of the Nashville-based BB&T Cooper,
Love, Jackson, Thomton & Harwell. My insurance brokerage firm is an active
member of both the Independent Insurance Agents & Brokers of America (IIABA)
and The Council of Insurance Agents and Brokers (CIAB).

HABA and CIAB and the broader insurance agent and broker community
share a common outlook on the important regulatory issues that have been the
focus of the subcommittee’s recent efforts. This morning, I"d like to share our
thoughts and concerns regarding the implementation of the surplus lines reforms
enacted by Congress last year and address our strong support for licensing reform
and the NARAB 11 proposal.
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Surplus lines insurance is universally recognized as an important component
of the commercial property and casualty insurance marketplace in all states, and
commercial property and casualty business is done increasingly through the
surplus lines marketplace. The Nonadmitted and Reinsurance Reform Act
(NRRA) — enacted into law in July 2010 as part of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (Dodd-Frank) — sought to simplify the
regulatory structure governing such coverage on a multistate basis by limiting the
regulatory authority over a surplus lines transaction to the home state of the insured
and by setting federal standards for the collection of surplus lines premium taxes,
insurer eligibility, and commercial purchaser exemptions. Most of the provisions

of the NRRA went into effect last week — on July 21%.

The goal behind the NRRA was not to federalize regulation of surplus lines
insurance, nor was it to deregulate. Rather, the intent was to bring about common
sense reforms of surplus lines rules at the state level — maintaining state regulation
but creating a structure that does away with the conflicting, overlapping rules that

made compliance difficult and, in fact, impossible in some instances.

Surplus lines reform was heavily championed by both the insurance
agent/broker community and the commercial insureds who are the primary utilizers
of surplus lines insurance products. The fundamental thrust of the reform
provisions was to require that only a single set of regulations govern a surplus lines
transaction — those of the insured’s “home state.” This was accompanied by
Congressional support for the creation of a single, State-based surplus lines
regulatory system that would include a harmonious tax payment and allocation
mechanism. As of July 21% — the effective date of the NRRA provisions — the

States, however, have done everything but create any such harmonious and
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rationale regulatory system. Indeed, nine States have agreed to enter into a
compact, the “Surplus Lines Insurance Multistate Compliance Compact” or
“SLIMPACT” that would be designed to create a single comprehensive surplus
lines regulatory regime, including a tax allocation mechanism, but another eleven
States (and Puerto Rico) have opted to enter into a separate, stand-alone tax
sharing agreement (the “Nonadmitted Insurance Multi-State Agreement” or

“NIMA”).

Because of the inability of the States to reach a consensus, nine of the largest
States — California, Idaho, Illinois, Minnesota, Missouri, New York, Pennsylvania,
Virginia and Washington — opted out of any tax allocation system and will retain
100 percent of the surplus lines premium taxes that will be paid by their “home
state” insureds. The core NRRA surplus lines directive essentially orders this
result and it is a result that will be the most administratively and economically
efficient. The remaining twenty-one States (and the District of Columbia) are still
evaluating — in one form or another — how best to proceed. We have sent letters to
all of those States, asking them to follow California, linois, New York,
Pennsylvania and the other States who have opted out of the dysfunctional sharing
mechanisms and to each create a simple, single-state regulation and taxation

mechanism. We ask you to urge them to do the same.

While IIABA and CIAB remain concerned with and focused on the proper
implementation of the NRRA surplus lines provisions, we also believe insurance
regulation must continue to advance in other ways. Perhaps the most conspicuous
and ripe area in need of reform is the producer licensing system. Despite the well-

intentioned efforts of some in the regulatory community, the difficult truth is that
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sufficient progress has not been achieved and the need for effective licensing

reform is greater than ever.

Congress first addressed licensing issues nearly a dozen years ago, but the
scope of reform anticipated has not been delivered. True reciprocity and interstate
consistency remain elusive. Compliance remains costly, burdensome and time
consuming, and many firms and agencies retain expensive vendors or hire
dedicated staff people to achieve compliance with state licensing laws. For smaller
businesses, which lack the staff and resources of larger competitors, the cost and

complexity of ongoing licensing compliance is especially burdensome.

ITABA and CIAB believe the most efficient and effective way to address
these problems is with the NARAB 11 legislation that previously passed the House
in 2008 and 2010. This legislation has once again been introduced by
Representatives Randy Neugebauer and David Scott and currently has nearly sixty

COSpONsors.

The NARAB II proposal would provide agents and brokers with a long-
awaited vehicle for obtaining and maintaining licenses on a multistate basis. It
would eliminate barriers faced by agents who operate in multiple states, establish
licensing reciprocity, and create a one-stop facility for those who require

nonresident licenses.

The bill discretely utilizes targeted congressional action to produce
marketplace efficiencies and is deferential to states’ rights. HR. 1112 merely
addresses marketplace entry and leaves regulatory authority in the hands of state

officials. The proposal does nothing to limit or hinder the ability of state regulators
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to enforce state marketplace, trade practice, and consumer protection laws. State
officials will continue to oversee the conduct of producers, investigate complaints,
and take enforcement and disciplinary action against any agent or broker who

violates the law.

In short, the NARAB 11 proposal would strengthen insurance regulation,
reduce unnecessary redundancies and regulatory costs, and enable the industry to
more effectively serve the needs of insurance buyers — and it would achieve these

results without displacing state regulatory oversight.

Let me also say a quick word about the work of the Financial Stability
Oversight Council and its deliberations regarding which non-bank firms should be
designated as systemically important. Insurance companies (especially property
and casualty insurers) present very little, if any, systemic risk to the economy,
especially when compared to other financial services providers. Insurers have
lower leverage ratios and generally hold greater amounts of capital in relation to
their liabilities, thereby reducing their vulnerability to market shocks.
Additionally, the very nature of insurance products makes them inherently less
vulnerable to systemic risk. Insurance companies are financed by premiums paid
in advance and payments are subject to the occurrence of insured events,
substantially reducing the likelihood a “run-on-the-bank” scenario. Asan
additional safeguard, state regulators have broad authority to take insurers into
receivership, effectively “walling off” their assets from the holding company and
providing priority to policyholders. We urge FSOC to take these factors into
account as it makes its determinations of which entities are considered

“systemically risky.”
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IIABA and CIAB thank the subcommittee for its efforts — past and present ~
to implement tangible and effective marketplace improvements. We appreciate
your focus on ensuring that the surplus lines reforms of the Dodd-Frank Act are
implemented as intended, and we look forward to working with you on the much-

needed NARAB II proposal.



123

® Ve
;yl THE FINANCIAL SERVICES ROUNDTABLE Q

Financing America’s Economy
Amarican Iasurance Associstion

Statement by

Leigh Ann Pusey

President & CEO
American Insurance Association

in coordination with
Financial Services Roundtable
before the
Committee on Financial Services
Subcommittee on Insurance, Housing and Community Opportunity

United States House of Representatives

July 28, 2011



124

Good morning. Chairman Biggert, Ranking Member Gutierrez and other members of the
Committee. Thank you for the opportunity to testify on behalf of the American Insurance
Association (AIA), in coordination with the Financial Services Roundtable (Roundtable), on key
issues facing the insurance industry in the wake of the global financial crisis. My name is Leigh

Ann Pusey, and | am the President and Chief Executive Officer of AIA.

AIA represents approximately 300 of the nation’s leading insurers that write more than
$117 billion in premiums each year. Our member companies offer all types of property-casualty
insurance, including personal and commercial auto insurance, commercial property and liability
coverage for small businesses, workers' compensation, homeowners insurance, medical
malpractice coverage, and product liability insurance. The Roundtable represents 100 of the
largest integrated financial services companies providing banking, insurance, and investment

products and services to the American consumer.

Our member companies, as well as the members of the Roundtable, have a significant
interest in the insurance issues being discussed before the Committee today, and the policy
implications of those issues. While we are active in the implementation of many of these policy
discussions, I would like to use my time today to focus on a few key priorities that are emerging
from the confluence of regulatory reform discussions occurring at the international, federal, and
state levels. Further, within these priorities, I would like to highlight the important role that the
Federal Insurance Office (FIO), created under the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act), can play in keeping U.S. insurers competitive,
preserving the viability of the U.S. insurance regulatory system, and furthering the growth of free
and open insurance markets around the world. My focus on the FIO’s key role, particularly in

the international arena, is intended to complement the good work of the state regulators and of
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the National Association of Insurance Commissioners (NAIC). They have been instrumental in
explaining the strengths of U.S. financial regulation of insurers. My recommendations today are
intended to emphasize the important unifying mission that is outlined for the FIO in the Dodd-
Frank Act. If the FIO functions as statutorily intended, the U.S. government and the state

regulators will be able to present a national voice on international insurance matters.

In this context, I would like to spend the balance of my time today on three international
regulatory priorities and a domestic regulatory priority for AIA and the Roundtable. First, while
the domestic implementation of the Dodd-Frank Act is at the forefront of our agenda and
occupies a great deal of time and resources, we have a joint stake in ensuring that the process for
designating, supervising and resolving so-called “global systemically important financial
institutions” — or G-SIFIs — is fair, open, transparent and, above all, does not overtake U.S.

regulatory efforts to implement parallel provisions of the Dodd-Frank Act.

Second, we share common ground in ensuring that our state-based insurance regulatory
system is viewed as equivalent to the European Union’s Solvency 11 initiative, even if the

standards that are utilized are not identical.

Third, we have a mutual interest in broadening market access, reducing trade barriers,

and ensuring that regulatory initiatives do not impair private markets.

Finally, we believe that new restrictions in the Dodd-Frank Act, such as the Volcker
Rule, should address gaps in current regulation and perceived high-risk activities; and not

supplant existing bank or insurance regulation.
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THE FINANCIAL CRISIS AND ITS GLOBAL IMPLICATIONS FOR INSURANCE

It is critical to note the insurance industry emerged from the recent financial crisis safe
and strong. The resilience of insurance throughout the crisis is a testament to the insurance
industry business model and its supporting regulatory structure —a combination that has yielded
low-leveraged businesses that maintain conservative investments and are focused on safety and
soundness. Accordingly, it is imperative to maintaining the strength of our business that
regulators — both here and abroad — appreciate the unique nature of the industry when developing

new rules.

AIA has led U.S. property-casualty industry efforts to engage at the international level
amidst wide-ranging proposed global financial standards intended to prevent or mitigate the next
financial crisis. For many years, we have worked cooperatively with the International
Association of Insurance Supervisors (IAIS), the NAIC, the Organization for Economic
Cooperation and Development (OECD), Treasury, Congress, and European Union

instrumentalities on a number of important international insurance regulatory and trade fronts.

This overarching global debate over emerging financial regulation impacts all companies,
whether or not they are engaged in markets outside the U.S. The plain truth is that such
regulation — done hastily or without due regard to the insurance business model and national
regulatory standards that embrace that model - may increase regulatory risk at the expense of
private markets. We have grave concerns that the consequences of misguided regulation at an
international level could yield: (a) less competition for U.S. insurers; (b) an erosion of sound,
flexible regulatory standards; (c) private markets with a declining number of consumer product
and company choices; and (d) duplicative, contradictory regulatory standards with the potential

for regulatory gaps and confusion. Under a worst case scenario, significant shifts in the

4



127

regulatory framework could make it difficult for insurers to enter or remain in insurance markets,
threaten the solvency of companies by siphoning away additional capital, reduce insurance

availability, or push more consumers into insurance residual markets.

Solvency II

In the U.S., the NAIC launched its Solvency Modernization Initiative (SMI) in 2008. The
SMI covers five broad areas: Statutory Accounting, Reinsurance, Capital Requirements, Group

Supervision, and Corporate Governance/Risk Management.

At the global level, regulatory framework changes are being debated in a variety of
arenas, but have been driven by the EU’s Solvency 11 initiative — an effort that began prior to the
global financial crisis, but which shifted direction following the crisis. Solvency II is not simply
a financial regulatory initiative, but a comprehensive restructuring of capital requirements, risk
management measures, disclosure and reporting standards, and group-wide requirements and
supervision. Many of the elements at the core of Solvency II have also migrated to the IAIS in
the form of proposed new IAIS Insurance Core Principles (ICPs), which could provide extensive
new authority to every insurance supervisor at the national level in countries that adopt the ICPs
in legislative form. This may lead to the same types of adverse regulatory consequences that we

could face if Solvency II concerns are not resolved.

The major work product under both the SMI and Solvency II has been developed in the
area of group supervision. Domestically, the NAIC has focused on revisions to the model
insurance holding company law and regulation, which the NAIC wants to use to provide U.S.
insurance regulators with more information about the activities and risks of the broader group
outside of the insurance entity. The group supervision standards here and abroad reflect the

differences in regulatory approach between the U.S. and the EU. Solvency I also contains an

5
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external component — the third-country equivalence process — that has been the principal source
of pressure on the U.S. and the state-based insurance regulatory system. Under Solvency I, non-
EU countries have been invited to become “equivalent” jurisdictions in terms of their regulatory
treatment of reinsurance, group solvency calculation, and group supervision. The consequences
of a negative equivalence determination, including having to meet solvency requirements absent
the capital from U.S. operations, are potentially severe both for U.S. insurers doing business in
European Economic Area (EEA) countries and for EEA-based insurers with U.S. operations. The
European Commission earlier announced that the United States would not be included in the first
wave of countries assessed for equivalence. However, any implications of a negative equivalence
determination might be suspended for up to 5 years, but subject to specified transition measures.
During this period, the U.S. will be evaluated as to its progress towards convergence with the

Solvency 11 approach.

The pressure being applied through the Solvency II equivalence process is being
reinforced by the International Monetary Fund (IMF), which conducts periodic examinations of
national regulatory systems, effectively grading those systems under its Financial Sector
Assessment Program (FSAP), using the ICPs as global insurance regulatory measures. The U.S.

insurance regulatory system is purportedly scheduled for an FSAP evaluation in 2012.

AIA’s concerns with the Solvency 1I initiative stem from three principal sources: (a) the
competitive consequences of a negative third-country equivalence determination for those
companies with U.S. insurance operations: (b) potentially unworkable finaneial regulatory
standards to be adopted in the U.S. as a result of the Solvency II process; and {¢) new layers of
added regulatory burden that may further stress the ability for insurers to do business. This

regulation can take many forms, including unnecessarily high capital requirements and new
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reporting mandates, controls over internal operations of well-functioning insurers, and other
supervisory measures that could add dramatically to costs while adding little to consumer
benefits. Often, these mandates arise out of the failure to recognize the unique, strong and

successful business model of insurance, which differs significantly from other sectors.

Global Systemically Impertant Financial Institutions

Separate and apart from Solvency II and similar initiatives, the crisis itself generated the
debate about systemic risk and the heightened supervision that should apply to financial
institutions that present such a threat. The debate in the U.S. yielded the Dodd-Frank Act, which
addresses four different regulatory aspects of systemic risk: (1) monitoring the activities of
financial institutions; (2) the process of designating “systemically important” financial
institutions (SIFIs) for heightened federal prudential supervision; (3) the prudential regulatory

standards applicable to SIFls; and (4) the orderly resolution of failing SIFIs.

At the international level, the Financial Stability Board (FSB) was designated by the G-
20 to coordinate global financial services regulatory activities to prevent future crises. The FSB
has directed TAIS to report on which insurers should be designated as G-SIFIs. IAIS has also
incorporated the notion of systemic risk into its new ICPs. To respond to the FSB, IAIS has
proposed a data collection program to determine the extent to which insurers may be engaged in

non-core activities.

There are a number of dangers associated with the premature designation of G-SIFls.
First, for companies that are screened under this process, any public mention of a screened
company or confidential data could compromise the company’s competitive position and risk the
public disclosure of financially-sensitive information. Further, to the extent that the company is

misidentified as a G-SIF], the business reputation of the company could be put at risk. Second,

7
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to the extent that the G-SIFI process outpaces the substantive implementation of the parallel
Dodd-Frank Act provisions in the U.S., the outcome of the international determination could
unduly and unfairly influence the SIFI determinations here. Third, the factors utilized and the
standards developed could vary, meaning that an insurance company could be scrutinized
differently in the U.S. and internationally. Inconsistencies could be exacerbated, as legislatures
and regulators adopt varied standards in different nations. The process is intended to regulate
shadow financial activities that amass and concentrate risk across financial sectors in those
companies that engage in those unregulated activities, not those that spread risk and diversify
exposure according to business models and regulation that prevent customer runs on the

institutions.

Trade and Market Access

As important as they are, Solvency 11 and the G-SIFI process are not the only
international challenges for U.S. insurers. Barriers to market access, usually through regulation,
continue to be a major issue for insurers. Annually, U.S. property-casuaity insurers are deprived
of nearly $40 billion annually in premium, and related jobs, due to foreign barriers to trade,
according to the U.S. International Trade Commission in its 2009 report, Property and Casualty

Insurance Services: Competitive Conditions in Foreign Markets.

Examples of regulatory barriers include undue difficulty in opening local offices, controls
on geographic expansion, and restrictions on product offering. One example is a government
limit on the amount of foreign reinsurance. Yet another example is the constant danger of
government-backed insurers unfairly profiting from cultural advantages and/or not being subject

to regulation of the kind imposed on insurance companies.
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We are strong supporters of the three pending free trade agreements. They include good
language on regulatory transparency, consultation, and unfair competition from government-
controlled insurers. Once in effect, they should open important markets with large growth

opportunities for U.S. insurers.

THE FEDERAL INSURANCE OFFICE AND U.S. GOVERNMENT PARTICIPATION

INTERNATIONALLY

In each of these discussions — whether they involve Solvency 11, the G-SIFI process,
market access, or other critical international insurance issues - it is vitally important for the FIO
to be at the table alongside other key representatives providing a unified national voice.
Congress envisioned this role for the FIO when it authorized the office “to coordinate Federal
efforts and develop Federal policy” on prudential international insurance matters, represent the
U.S. before the IAIS, assist the Treasury in negotiating bi-lateral or multi-lateral insurance
agreements on prudential issues, and to make recommendations to the FSOC regarding SIF1
designations involving insurers. (See 31 U.S.C. § 301 note — Federal Insurance Office Act of
2010 [§ 313(c)]). The Dodd-Frank Act has outlined a complimentary role for the FIO on the

international stage, serving as a bridge to the state-based regulatory system.
VOLCKER RULE

We believe that Congress did not intend Bank-Owned Life Insurance (BOLI) contracts fo
be subject to the restrictions and prohibitions of the Volcker Rule. While this exclusion of BOLI
contracts from the reach of the Volcker Rule is clear for BOLI contracts supported by an
insurer’s general account or by a separate account of the insarer that is registered with the SEC,
the analysis with respect to other BOLI (e.g., private placement separate account BOLI products)

may be less clear. With respect to such products, we believe that any similarity between BOLI

9
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and traditional hedge funds and private equity funds is largely restricted to the fact that all rely
on the exemptions under 3{c)(1) or 3(¢)(7) of the Investment Company Act. Banking entities
purchase BOLI insurance policies as a tax effective means to manage the risks associated with
employee benefit obligations. Applicable banking supervisory guidance prohibits the purchase
of BOLI for speculative purposes' and establishes a number of requirements that must be
fulfilled by the purchasing bank entity, including rigorous, continual oversight of such policies
by the banking entity’s senior management. The guidance also requires that the assets in a BOLI
separate account be invested in bank-cligible securities, with an exception for certain non-bank-
eligible investments that act as a hedge against existing obligations of the banking entity.
Insurance and tax laws also dictate requirements affecting this product. Further, the insurance
and tax law requirements applicable to a BOLI separate account mean that a banking entity does
not, and cannot, own or control the assets in the separate account and cannot make investment

decisions regarding the individual assets in a separate account.

The BOLJ insurance structure is dependent upon an insurance company establishing a
“separate account” on its books to support each BOLI policy. Insurance company separate
accounts are used to hold portfolios of securities that are dedicated to supporting specific
variable insurance contracts (while all other insurance company assets not held in such separate
accounts are held in the “general account” and support the insurance company’s general
insurance and other liabilities). The separate account structure is attractive because assets held in

a separate account are not available to satisfy the general creditors of the insurance company. In

m Interagency Statement on the Purchase and Risk Management of Life Insurance (2004) (the
“Interagency Guidance”) (generally imposing restrictions on banks and savings associations with respect
to the purchase and use of life insurance; specifically requiring, infer alia, that banks and savings
associations not purchase life insurance for speculation and that banks and savings associations have a
comprehensive risk management process for purchasing and holding life insurance).

10
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the event of an insurance company failure, any assets in a separate account supporting a BOLI
policy cannot be used to satisfy general creditors’ claims against the insurance company. To
achieve the tax deferral benefit for the increase in vatue of the assets in a separate account
supporting a BOLI policy, the purchasing banking entity may not exercise investment control
over the assets in the separate account, and the variable insurance policies are structured to
prevent investment control by the policybolder. The courts however, have determined that the
separate account itself is an “investment company” and therefore the separate account either
must be registered as such with the SEC or rely on an exemption from registration under the
Investment Company Act. The separate account that supports a BOLI policy will generally rely
on either the 3(c)(1) or 3(c)(7) exemption under the Investment Company Act, and hence the
separate account technically meets the definition of a hedge fund or private equity fund for

purposes of the Volcker Rule.

Beyond the separate account’s reliance on the 3(c)(1) or 3(c)(7) exemptions, however,
BOLI bears no resemblance to the traditional hedge funds or private equity funds that the

Volcker Rule is intended to police.

First, as noted, existing bank regulatory guidance prohibits the purchase of BOLI policies
for speculative purposes.”! It also prohibits depository institutions from holding life insurance in
excess of their risk of loss or cost to be recovered, requires investments in separate accounts to
comply with the limits on bank eligible investments (with the minor exception for certain equity
investments reflecting a very high degree of correlation used to hedge specific equity-linked

obligations under an employee benefit plan), and limits the cash surrender value of BOLI to be

21 Interagency Guidance at 2.

i1
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25% or less of capital.”) Management must approve the purchase of BOLI policies and exercise
regular oversight over their operation, performance and fulfillment of bank regulatory

requirements. !

Insurance law provides that a banking entity purchasing an insurance policy supported by
a separate account does not have a legal ownership interest in the separate account; rather the
assets of the separate account are considered assets of the insurance company (and, as noted

above, the assets are insulated from claims of the insurance company’s general creditors).

Finally, under applicable tax law, once a BOLI policy is established, a policyholder
cannot exercise investment discretion over the assets in the separate account; if a bank entity
policyholder did so, it would be subject to severe negative tax consequences (basically by
forfeiting the economic benefit of the policy).”) The fact that the BOLI policyholder does not
exercise investment discretion over the underlying assets supporting the policy makes it difficult,
if not impossible, for the policyholder to take on excess risk through the policy itself, which
stands as further evidence that BOLI lacks the attributes of a mechanism for evading the Volcker

Rule.

In sum, because BOLI accounts do not have any of the attributes that give rise to the
same concerns as the hedge funds and private equity funds that the Volcker Rule was meant to
restrict, neither the insurance company separate accounts that support BOLI variable insurance
contracts nor the insurance contracts themselves should be deemed hedge funds or private equity

funds for purposes of the Volcker Rule.

[31 See generally Interagency Guidance.
[4] Id
{51 Id at 13.

12
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CONCLUSION

The insurance industry emerged from the financial crisis in a strong position with
capacity to expand and there is rapidly growing demand for more insurance from many parts of
the world. Today, despite the industry’s outlook, we face regulatory issues on the international
stage that may challenge our way of doing business and the regulatory structure that defines that
business model. Now, more than ever, we need the combined strength of the U.S. government
and state regulators, working together, to allow the U.S. industry to compete on a level playing
field globally and to promote new market opportunities. Thank you again for the opportunity to

testify, and 1 would be happy to answer any questions.

13
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Testimony of J Eric Smith
House Financial Services Committee
Subcommittee on Insurance, Housing and Community Opportunity
July 28, 2011

Chairman Biggert, Ranking Member Gutierrez, and Members of the Subcommittee, on behalf
of the Reinsurance Association of America (RAA)} and my company, Swiss Re, thank you for the
opportunity to testify at today's hearing on the impact of insurance-related public policy on
U.S. consumers, businesses and jobs. My name is Eric Smith, and | am president and CEO of
Swiss Re Americas. Swiss Re is a global reinsurance company with a highly-skilled workforce
of several thousand U.S. employees, and we transact U.S. business through U.S. tax-paying
companies. The RAA is a U.S. national trade association representing the interests of
reinsurers doing business in the United States and other parts of the world. My testimony
today will focus on key public policies stemming from the Dodd-Frank Act that affect
reinsurers.

We applaud your leadership in creating the Federal Insurance Office (FIO). Chairman Biggert,
you must be particularly proud that the first FIO director comes from the great state of lllinois.
The FIO has a fundamental role to play here at home and in the international insurance
regulatory arena, and the importance of its role as expert advisor to the Financial Stability
Oversight Council (FSOC) cannot be overstated. FIO Director Michael McRaith's background
as a state insurance regulator, and his experience supervising global insurance groups and
working on international issues, will be a real compliment to the U.S. government. We look
forward to working with him and the entire team at the FIO and Treasury as they carry out the
agency's new and important insurance-related functions.

The Subcommittee has come to know that reinsurance is an important part of the insurance
mechanism. It is an efficient risk management tool that assists insurance companies and
governments in improving their insurance capacity and enhancing financial security. You and |
as consumers manage our own personal risks by purchasing protections including life, auto
and home insurance, and businesses manage their risks by purchasing a variety of insurance
products. Insurance companies and governments also protect their interests by purchasing
reinsurance. For example, insurers and state-run property insurance programs use
reinsurance in managing the cost of natural catastrophe risks, such as flood, wind and
earthquake. Infact, reinsurers have helped the United States recover from every major
catastrophe over the past century. To provide a sense of what this means, here are a few
facts. Sixty percent of the insured losses related to the events of September 11, 2001, were
absorbed by the global reinsurance industry. In 2005, sixty-one percent of Hurricanes Katrina,
Rita and Wilma insured losses were ultimately borne by reinsurers, and in 2008,
approximately one-third of insured losses from Hurricane lke and Gustav were reinsured.
Swiss Re has helped Americans rebuild from every major U.S. catastrophe since the 1806
earthquake.
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Reinsurance is a global business and reinsurers are global companies. Without global scale,
reinsurers would not be able to absorb peak risks. Diversification is achieved by spreading
risks across different geographical regions and lines of business in order to increase the
number of mutually independent risks. As a result, foss events within particular product lines
or local markets can be absorbed by the return on other policies not affected by those events.
These global diversification concepts provide efficient and effective protection to reinsurance
purchasers.

Information Gathering and Knowledge Sharing

We understand there is lingering concern about some elements of the Dodd-Frank Act. The
FiO is not one of those elements and we offer our strong support for its establishment. For the
first time, there is a federal agency responsible for understanding the insurance and
reinsurance industry. We believe the FIO is a step in the right direction. We urge Congress
and the Administration to provide sufficient resources to the FIO to ensure that it meets its
responsibilities, which are indeed essential functions.

The FIO was given data collection authority in order to fill a gap in federat level knowledge of
the industry, and in evaluating systemic risk. In carrying out these functions, we believe the
FIO should coordinate closely with the Office of Financial Research, the National Association
of Insurance Commissioners and other existing regulatory and non-regulatory sources. In this
way, the FIO can utilize credible, available data and avoid duplicative reporting requests,
which can be a drain on business resources. Since the FIO serves as one of the few but very
important insurance-focused members on the FSOC, we believe the FIO's data collection,
analysis, and advice are essential to the FSOC's deliberations and determinations on insurance
sector risk. The RAA has for many years collected data and provided analysis on the
reinsurance sector to regulators and public policy makers, and we hope to share that
information with the FIO as a constructive resource not readily available from traditional
regulatory filings. Similarly Swiss Re is one of the world's leading risk experts with a research
time horizon of 50 to 100 years. We believe we have a responsibility to share our risk
research with governments around the world. It is important that the relevant confidentiality
provisions of the Dodd-Frank Act are fully effectuated to ensure that confidential company
information can be safely shared

The Dodd-Frank Act requires the FIO to produce and deliver certain reports to Congress,
including one on improving U.S. insurance regulation and another on the breadth and scope of
the global reinsurance market. We believe these reports should include specific discussion of
states' implementation of section 531 of the Act and related state-based collateral reform
efforts, and section 532 of the Act. By including these provisions, we believe Congress was
clear that it expects specific outcomes in the regulation of insurers and reinsurers, and that
the FIO will monitor and report on these specific aspects of the U.S. insurance regulatory
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system. We hope there will be room for relevant industry input and objective analysis in these
reports.

U.S. Engagement Internationally on Insurance

We fully support the FIO taking an active and meaningful role internationally on insurance
regulatory matters. There are many international forums where important insurance-related
issues are being addressed, and it is clear from the Dodd-Frank Act that Congress intends for
the United States to act and speak with one voice in these forums going forward. Whether it
is at the International Association of Insurance Supervisors, working with the G-20 and
Financial Stability Board, the OECD, WTO or elsewhere, the FIO has the power to be the clear
and consistent voice of the United States, reflecting the interests of U.S. policyholders,
insurers, reinsurers, and the U.S. insurance regulatory community. One of the most important
powers that Dodd Frank granted to the FIO is the authority to enter into and

enforce international agreements with foreign regulators on prudential insurance regulatory
measures. We believe this authority should be used to ensure equitable treatment for
domestic and foreign insurers and reinsurers alike, and to promote job creation and foster
innovation and economic growth in the United States.

Financial Services Oversight Council and Systemic Risk

This Subcommittee knows that the Dodd-Frank Act empowers the FSOC to create criteria for
evaluating and designating non-bank financial institutions as “systemically relevant”, and to
subject those companies to heightened regulatory scrutiny. It is an important reminder for all
of us that Congress set the statutory bar for systemic risk designation very high. In order fora
U.S. or foreign non-bank financial company to be subjected to heightened prudential
regulation and Federal Reserve Board supervision, the FSOC must find that the material
financial stress, or the ongoing activities of the company, could pose a threat to the financial
stability of the United States. This high standard was established by Congress in order to
mitigate unintended consequences that could result from uninformed systemic risk
designations, which could have lasting effects on a company, its employees and shareowners
and the United States economy.

in order to understand the unique nature of the insurance and reinsurance industry, we urge
the FSOC to rely heavily on the expertise of its three insurance-focused members when
considering the sector. We urge the FSOC to de-link all considerations for designating
insurance companies from those used for banking institutions. The business models and roles
in society of insurance companies and banks are distinct and should be considered separately.

There are important lessons learned from the financial crisis. First, the significant gap in U.S.
supervision of company groups must be closed in insurance regulation. A single regulator
must be responsible for understanding and regulating a group. Second, systemic risk
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regulators must consider activities first—rather than entities first—if they hope to effectively
identify potential systemically important non-bank financial institutions. The RAA has
undertaken extensive quantitative systemic risk analysis using non-bank criteria proposed by
systemic risk regulators as the basis for the work. The results of this effort indicate that
reinsurers and reinsurance are not the source of systemic risk. The BAA findings are attached
to this statement for the record and shown as Appendix A.

On behaif of the Reinsurance Association of America and my company, Swiss Re, thank you
for the opportunity to appear before the Subcommittee. We are gratified that Congress
continues to remain engaged in insurance-related matters.
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Introduction

Chairman Biggert, Ranking Member Gutierrez, and Members of the Subcommittee, thank you
for the opportunity to testify today. My name is Susan Voss, and I am Commissioner of
Insurance for the State of Iowa. 1 am here as President of the National Association of Insurance
Commissioners (NAIC), and I present this testimony on behalf of that organization. Specifically,
I am here to provide an overview of recent insurance regulatory activities, including the NAIC’s

continued response to the recent financial crisis.

The past few years have seen an understandable flurry of activity in the financial regulatory
arena. Lawmakers and regulators here and abroad have engaged in the monumental task of
enhancing authorities to better monitor and police financial markets, curtail activities that pose
risks to the broader financial system, and address “too big to fail” financial institutions. In
addition to interacting with our federal and state counterparts charged with implementing reform
for banking and securities entitics, insurance regulators have recognized that regulatory
enhancements can and should be made to ensure that the positive track record of state-based
insurance regulation continues in an increasingly complex and global marketplace. I am happy
to be before you today to describe various ways in which the states have stepped up to these

challenges.

My testimony today will focus on three broad areas. First, I will explain how state insurance
regulators are working with federal legislators and regulators on the federal activities undertaken
in response to the financial crisis; namely, the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010. Next, I will discuss separate activities that the NAIC has undertaken in
response to that crisis. Finally, 1 will highlight some processes that we are engaged in with an

eye toward the future of insurance regulation around the world.

Responding to the Dodd-Frank Act
At its core, the Dodd-Frank Act acknowledges the differences between insurance and other

financial products, as well as the strength of the state-based insurance regulatory system. Title Il
of that statute authorizes the Federal Deposit Insurance Corporation (FDIC) to resolve

systemically risky companies that are in financial distress, but requires that insurance companies
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be resolved pursuant to state law. Title V creates a Federal Insurance Office (FIO) to provide the
federal government with information regarding insurance and to negotiate certain international
agreements, but preserves the states’ authority to regulate and supervise insurance. The Act
authorizes implementation of a Volcker Rule that seeks to curb proprietary trading at banks and
non-bank systemically important financial institutions (SIFls), but provides an exception for
insurance company investments for general accounts. Title X creates a bureau of consumer
financial protection, but excludes insurance from its jurisdiction and ensures that the power of

protecting insurance policyholders remains with the states.

To date, the state insurance regulators through the NAIC have provided input on four main areas
of Dodd-Frank implementation: 1) the Financial Stability Oversight Council (FSOC); 2) Orderly
Resolution; 3) Derivatives Regulation; and 4) Surplus Lines and Reinsurance. We are also
monitoring three other areas very closely: 1) the implementation of the Volcker Rule; 2) the
Federal Reserve’s new authorities to oversee SIFIs and Thrift Holding Companies; and 3) the

development of the Federal Insurance Office.

Financial Stability Oversight Council

The state regulators are represented on FSOC through John Huff, who was appointed through the
NAIC to serve as a non-voting member on the panel. As you know, FSOC has the authority to
designate non-bank financial institutions, including insurance companies, for heightened
supervision by the Federal Reserve. Through Director Huff, the NAIC has been working to
educate all FSOC members on the fact that core insurance activities are different from other
types of financial activities and don’t pose systemic risk. At the same time, we also recognize
that unregulated affiliates or other large scale non-insurance related activities could pose such

risks and might create a basis for such designation.

This effort has been complicated by the scarcity of insurance representation on the Council up
until very recently. Although FSOC is required to consult with the functional regulators of any
institutions being considered for systemic oversight, at that point in the process critical decisions
about insurance will have already been made. There is ongoing work to develop appropriate

criteria, and judgments about the insurance industry are being made that would benefit from
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more input from insurance regulators. The NAIC remains hopeful that this challenge will
improve with the addition of one of our former colleagues, Mike McRaith, as FIO Director, as
well as with the addition of recently-nominated Roy Woodall as the insurance expert and only
voting member on insurance issues on FSOC. However, it is important to note that Director
Huff will remain the sole active insurance regulator on FSOC, and his need to consult with his
fellow insurance regulators on confidential issues impacting insurance remains a concern for the

state regulators.

Orderly Resolution
The NAIC has been actively engaged with the FDIC on its new orderly resolution authorities

under Title II. The NAIC’s Dodd-Frank Receivership Implementation Working Group is
composed of insurance receivership regulatory experts and is charged with examining the impact
this new regime may have on existing state insurance receivership processes. As part of this
cffort, we are considering a new draft chapter to be added to the NAIC Receivers” Handbook:
“Procedures for Prompt Initiation of State Receivership under Dodd-Frank.” It is believed that
this addition will establish procedures at the state level to ensure the state receivership

mechanism will respond effectively to a receivership arising from a systemic failure.

The Dodd-Frank Receivership Implementation Working Group also assists the NAIC in
responding to specific rules proposed under Title II that could have implications for insurance;
actions that afford us the opportunity to strengthen our already positive relationship with the
FDIC. We have commented on proposals that could potentially enable the FDIC to take a lien
on insurance company assets if that agency had to exercise its authority with respect to the
company’s non-insurance affiliate or parent. Regulators have also requested that the FDIC allow
for the resolution of any mutual insurance holding companies pursuant to state insurance
receivership law, even though the statute is murky in this regard. While we hope there is never
an occasion where the FDIC has to exercise its authorities on a company with insurance
operations, our good working relationship with this agency will be critical to ensuring that

policyholders are protected during such an event.
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Derivatives

The NAIC has actively responded to rules proposed by the Commodity Futures Trading
Commission (CFTC) and the Securities and Exchange Commission (SEC) regarding their new
authorities to regulate the over-the-counter derivatives market. Our position on this matter has
been governed by two guiding principles: 1) any rules issued by the SEC and CFTC should not
conflict with the insurance regulatory regime; and 2) such rules should not create an unlevel

playing field between insurers and non-insurers.

The NAIC has asked the SEC and CFTC to further refine its rules regarding the definition of
“swap dealer” to ensure that it does not inadvertently capture insurers absent any indication that
they are truly engaging in traditional dealer-like activities. We’ve also called for changes to the
definition of “major swap participant” so that it reflects the differences between insurers and
other financial entities, including the fact that insurers use derivatives primarily for hedging

against commercial risks.

A very important recently proposed rule involves the additional definitions of swaps and
security-based swaps; under Dodd-Frank, these items could conceivably include certain
insurance products though we do not believe this was Congress’ intent. Since enactment of the
statute, the NAIC has sought clarification from the SEC and CFTC that these definitions do not
include insurance products sold by a regulated insurance company. We believe that we have
made significant progress with the agencies in this regard, but we are of the view that certain
changes still need to be made to exclude all regulated insurance products. We recently provided

comments to the SEC and CFTC and hope to work with them as they continue to refine the rule.

Surplus Lines and Reinsurance

The Dodd-Frank Act also included provisions relating to the regulation of nonadmitted, or
“surplus lines,” insurance. Most of those provisions became effective just days ago and states
continue efforts to implement changes consistent with the law while ensuring equitable
distribution of premium taxes. The risk of losing valuable surplus lines premium tax revenues to
the “home state” of a policyholder on multi-state risk is a powerful incentive as state legislatures

meet to consider this issue. Regulators agree it is imperative to preserve the ability of states to
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receive surplus lines premium taxes to the same extent we do today; that is, regulators want to

ensure states continue to receive taxes based on the risk or exposure located in a given state.

In August of last year, the NAIC established a task force under its executive committee to
examine the various structures for implementing a state-based solution to these new surplus lines
provisions. After considering a formal interstate compact approach, the task force opted to
develop an interstate agreement, presently known as the Nonadmitted Insurance Multi-State
Agreement (NIMA), which states could enter into through enabling legislation and other

statutory changes.

NIMA does not transfer broad supervisory authority to a single compacting entity, but it does
provide for a single point of tax filing — the main concern of surplus lines brokers. As of the
one-year anniversary of the enactment of the Dodd-Frank Act, ten states and Puerto Rico had
joined NIMA, but other states have sought alternative solutions to the challenges brought on by
the new law. A similar number of states have passed a compact approach to comply with Dodd-
Frank, while other states have given their insurance commissioners the authority to join a
solution that is in the best interest of their respective states. We expect that over time, given state
legislative calendars and other issues, states may gravitate toward a solution that represents the
largest percentage of premium taxes to help preserve their level of income. In the meantime,
brokers’ lives are simplified in that they only have to file tax with the “home state,” and there are
simplified eligibility standards. Whichever solution is chosen, it is clear that a significant
number of states have acted quickly in the 330 days they were given before their systems were

preempted by Dodd-Frank.

The same title of the Dodd-Frank Act also made significant changes in the area of reinsurance,
which the NAIC coordinates and monitors through the Reinsurance Task Force of its Financial
Condition (E) Committee. At present, the task force continues its work to implement a
reinsurance regulatory modernization framework that is intended to facilitate cross-border
reinsurance transactions and enhance competition within the U.S. market, while ensuring that
U.S. insurers and policyholders are adequately protected against the risk of insolvency. The task

force is considering amendments to the applicable NAIC state model law and regulation, and
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plans to implement these reforms prior to year-end. These reforms will put in place a method by

which states may relax collateral requirements for foreign reinsurers if appropriate.

“Volcker Rule” and New Federal Reserve Authorities

The Volcker Rule prohibits insured depository institutions and their affiliates from engaging in
proprietary trading, and also requires additional capital requirements and quantitative limits for
non-bank financial institutions designated by FSOC for heightened supervision. The Dodd-
Frank Act provides that the implementation of the Volcker Rule should “accommodate the
business of insurance,” and the NAIC is closely monitoring the implementation of this rule to

ensure that the agencies do so.

In January, FSOC issued a study regarding the implementation of the Volcker Rule by the
federal financial agencies; on insurance, that report is generally consistent with the wording of
Dodd-Frank. The study recommended that insurance investments for the general account should
be permitted even if they otherwise might be considered “proprietary trading” under the statute,
provided that such investments are compliant with state investment laws and such investments
do not threaten an affiliated bank or the financial stability of the United States. However, the
study also recommended that the agencies consider, among other items:
1. The timing and approach to the assessment of insurance company investment laws in
determining whether such laws adequately protect a given institution or the financial

stability of the United States;

]

How to handle investments made by foreign insurance companies; and
3. Whether separate account investments should be treated as being made on behalf of

customers (another permitted activity under the Volcker Rule).

The NAIC is waiting to see how such issues and others are resolved in the proposed rule before

determining an appropriate response.

In addition, the Federal Reserve will regulate any SIFIs designated by FSOC and will be the
consolidated regulator for any thrift holding company groups. While it is still unclear how the

Fed will regulate such companies, we are monitoring work done in this area to see whether such
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activity will have any impact on the states’ risk-based capital system and any other aspects of the
insurance regulatory regime. We have had a good relationship with the Federal Reserve to date,

and look forward to working with them on this issue.

Federal Insurance Office

The final area of the Dodd-Frank Act that I would like to discuss today is the Federal Insurance
Office. FIO will impact all lines of insurance except health, long-term care (aside from those
policies paired with life or annuity components), and crop insurance. However, it does not

possess general supervisory or regulatory authority over the business of insurance.

FIO will have the authority to work with the U.S. Treasury Department and the Office of the
U.S. Trade Representative (USTR) on negotiating international “covered agreements” for the
recognition of prudential measures governing the business of insurance and reinsurance. Such
agreements must achieve a level of protection for insurance consumers that is substantially
equivalent to the level of protection achieved under state regulation. FIO is authorized to
preempt state laws once such covered agreements are completed — but only to the extent that a
state law treats a non-U.S. insurer less favorably than a U.S. insurer. Furthermore, FIO is
prohibited from preempting state laws and regulations governing solvency and consumer

protection.

The FIO Director will also advise the Treasury Secretary on major domestic and international
insurance policy issues. To that end, the NAIC supported the office’s membership to the
International Association of Insurance Supervisors (IAIS). FIO will also be authorized to collect
information on insurance at the federal level but is required to get this information from the

states and other sources, such as the NAIC.

The Dodd-Frank Act requires FIO to issue a report on insurance regulation by January 2011.
The report will include legislative recommendations and look at the potential for federal
regulation of insurance. We hope the report will be honest and factual, but we continue to
believe there is an inherent conflict in an office of the Treasury Department studying ways to

further empower itself. While the national state-based system of insurance regulation has
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successfully protected the interest of consumers for decades, state regulators recognize that, like
any regulatory system, it is not perfect and we are open to hearing any suggestions FIO may have
for improvements. To date, the NAIC has had a good relationship with FIO, and we look
forward to continuing that relationship going forward and working with our friend and former

colleague, Mike McRaith.

Independent Insurance Regulatory Developments
Representatives from the NAIC have frequently testified before the House Financial Services

Committee on our continuing efforts to improve the state-based system of regulation; this work
was underway well before the financial crisis. The checks and balances inherent to our multi-
state oversight are important to ensuring robust regulations in a variety of dimensions and from a
variety of perspectives. In that vein, state regulators have worked through the NAIC to enrich
our regime and ensure that insurance consumers will continue to be afforded the highest level of
protection. Regulators have made enhancements to group supervision, lessened reliance on
credit rating agencies, examined methods to improve solvency protection, and played a key role

in activities on the international level.

Enhancements to Group Supervision

The financial crisis certainly underscored a need for state insurance regulators to enhance and
improve group supervision. From our experiences in dealing with situations where an insurance
company was either held by or was an affiliate of a business governed by another regulator
agency, we learned that it is not enough to focus solely on transactions with insurance
companies; we need to look through our “windows” and understand the contagions that could
impact insurers. However, we must still have an appreciation of the “walls” in place when
examining material exchanges between the insurers and other parts of the group — our ability to

ring fence insurers to protect the assets supporting policyholder obligations.

In December of last year, the NAIC adopted revisions to the Insurance Holding Company System
Model 4ct and the Insurance Holding Company System Model Regulation with Reporting Forms
and Instructions. These revisions are intended to provide regulators the ability to better assess

the enterprise risk within a holding company system and its impact on an insurer within the
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group. Ultimately, this enhanced “windows and walls” approach should provide greater and
much needed breadth and scope to solvency regulation while maintaining the highest level of

policyholder protection.

The concepts addressed in the enhanced “windows and walls” approach provide for a number of
improvements. We have expanded the disclosure requirements to any entity within the insurance
holding company system that could pose reputational or financial risk to the insurer and clarified
that the insurance regulator has the right to access information on any entity of a holding
company system when desired. We have included official recognition of regulators’ participation
in "supervisory colleges" for groups with international activities and established the funding
mechanism for such participation. We have made a number of enhancements in corporate
governance, including introducing high level responsibilities of the Board of Directors and senior
management. Finally, additional requirements have been added to the terms and conditions of
affiliated cost-sharing and management services agreements in order to assist regulators in

determining whether transactions are fair and equitable to insurers.

Reliance on Credit Rating Agencies

The financial crisis also revealed that insurance market participants and regulators overly relied
on credit ratings issued by the Nationally Recognized Statistical Rating Organizations
(NRSROs). In an effort to reduce our reliance on these rating agencies, the NAIC acted to more
closely align the capital requirements for residential mortgage-backed securities (RMBS) and for
commercial mortgage-backed securities (CMBS) with appropriate economic expectations. These
two asset classes represent over $300 billion in carrying value of invested assets for the U.S.

insurance industry.

The NAIC developed alternative methodologies for evaluating CMBS and RMBS investments,
and the new process results in a more accurate reflection of the risk of loss for each specific
insurer that is then mapped to a risk-based capital factor. At the conclusion of our most recent
year of effort in this regard, the NAIC made available projected expected losses on a list of
approximately 19,500 residential mortgage-backed securities and 5,200 commercial mortgage-

backed securities to insurers, the Federal Reserve and other federal agencies. While the NAIC

9
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continues to use the NRSROs for other asset classes, our Valuation of Securities Task Force, as
well as our Rating Agency Working Group, are monitoring these other asset classes to determine

whether continued reliance is appropriate.

Additional Transparency to Securities Lending

Perhaps our greatest single source of concern for insurance regulators during the financial crisis
was over securities lending activities by AIG; work that was separate from the non-insurance
problems at the AIG Financial Products Division overseas. U.S. insurance regulators had
discovered the change in AIG’s management of the securities lending program in 2007 during a
regular financial examination, and immediately began working with the company to wind down
the activity and provide additional public disclosure of the structure and risks facing the

program.

In the time since the AIG Securities Lending discovery, insurance regulators have taken a
number of actions to ensure transparency in any such activities at insurance companies in the
future. We improved the guidance for such activity in 2008, as well as annual financial
statement disclosure requirements in order to obtain summary information on the duration of
when related collateral is required to be returned to the counterparty. This allows regulators to
more readily identify if an insurer’s securities lending program could cause excessive liquidity
strains under stressed scenarios. Furthermore, the NAIC adopted a new Schedule DL in 2010 to
strengthen transparency in securities lending agreements utilized by insurers by requiring

detailed disclosure of the program’s collateral instruments.

Looking Forward: The Future of Insurance Regulation

Solvency Modernization Initiative

In June 2008, state insurance regulators began the Solvency Modernization Initiative; a critical
self-examination of the U.S. insurance solvency system. While this system had helped protect
the relative stability of the insurance sector during the financial crisis, the success of the past
does not necessarily prepare us for the challenges of the future. Under SMI, we are examining
international developments regarding insurance supervision, banking supervision, and

international accounting standards in order to consider their potential use in U.S. insurance

10
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regulation. We believe that, ultimately, this open and transparent process will drive changes to
our overall regulatory system. We must learn from international developments and collaborate
where appropriate, but we cannot abdicate our responsibility for U.S. insurance consumers and

companies.

The SMI project is focused on several major areas, such as outlining high-level corporate
governance principles and determining the appropriate methodology to evaluate adherence with
such principles. We are also reviewing IAIS principles and standards related to corporate
governance as part of this effort. From this work, we hope to identify future initiatives to

improve our regulatory solvency system.

Furthermore, we are also considering ways in which to improve risk-based capital standards in
order to ensure they adequately capture the appropriate risks to U.S. insurers. In the area of
statutory accounting and financial reporting, we remain comunitted to implementing a principles-
based methodology to reserving requirements. Finally, we continue to maintain statutory
accounting for regulatory purposes and consider what the impacts international accounting
standards may have here. Though implementation of all of these changes will take time, we

anticipate that all major policy decisions in SMI will be adopted by December of next year.

International Efforts

Of course, insurance markets have evolved over the years to become increasingly global,
interconnected, and convergent, and this trend will undoubtedly continue in the years to come.
Insurance regulators around the world have found that it is vital to constantly improve their level

of cooperation, coordination and collaboration.

The NAIC is devoting significant resources and energy to international standard setting. In
particular, we are actively working on revisions of the JAIS Insurance Core Principles (ICPs),
which form the basis for the International Monetary Fund’s Financial Sector Assessment
Program (FSAP). State insurance regulators are also advocating enhanced coordination through
supervisory colleges and through the new Supervisory Forum, which we chair at the 1AIS. The

objective of the Supervisory Forum is to strengthen the effectiveness of insurance supervision

11
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and to foster convergence of supervisory practices through the exchange of real-world
experiences. In some respects, this initiative is modeled after the multi-jurisdictional

coordination framework that exists in the United States.

The NAIC and the state regulators also welcome the objectives of the IAIS’s Common
Framework for the Supervision of Internationally Active Insurance Groups, or ComFrame, and
are participating in its development process. This project aims to make group-wide supervision
of internationally active insurance groups more effective, to foster cooperation and coordination
among supervisors around the world and to close regulatory gaps. The ultimate role of
ComFrame is under discussion and will continue to develop; however, the intent is given by its
name — a common framework — one that lays out how supervisors around the globe can work
together to supervise internationally active insurance groups. ComFrame should neither be a
platform for pushing a global capital standard for insurance, nor create prescriptive ways to
promote a particular means for solvency standards, nor create additional layers of regulation. If
done right, ComFrame has the potential to create a multijurisdictional approach to supervision
that emphasizes robust oversight and cooperation while maintaining the proper balance between

home and host jurisdictions.

In addition to these activities, U.S. state insurance regulators continue to participate in
supervisory colleges for insurance-related entities around the world. As NAIC President, 1
participate in the Insurance and Private Pensions Committee (IPPC) of the Organization for
Economic Cooperation and Development (OECD). Finally, the NAIC serves as technical
experts to USTR officials regarding multi-lateral trade agreements through the World Trade
Organization, including the General Agreement on Trade in Services and regional and bilateral

trade negotiations.

Notwithstanding these international developments and their increasing impact on NAIC and state
regulation, as we talk about international convergence, we must keep in mind that there are
different regulatory systems and approaches around the globe, so convergence must be a
discussion about arriving at common outcomes and not necessarily universal standards or

structures. An area where this is particularly important is in looking at Solvency II in Europe

12
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and their equivalency process. U.S. state insurance regulators support Europe's efforts to
modernize their solvency regime through the Solvency II project. While we intend to monitor
the development of Solvency Il and participate in ongoing discussions with our foreign
counterparts, we do not intend to adopt Solvency II. However, there may be elements of
Solvency 1I that we can learn from and consider incorporating into our system as appropriate,

which is why it has been examined as part of our SMI process.

Solvency IT looks to determine if other countries, including the U.S., offer "equivalent” levels of
regulation compared to what it envisions. The U.S. has a strong system of insurance solvency
supervision that helped the world's largest insurance market weather the worst financial crisis in
decades. While we have a different legal and regulatory structure here in the U.S., we believe
our system is at least equivalent to Solvency II on an outcomes basis. We therefore have been
urging Europe to view equivalence as an outcomes-focused process and find the U.S. equivalent

s0 as to avoid putting U.S. or European insurers at a competitive disadvantage.

Imposing jurisdictional or regional concepts unilaterally is counterproductive, but clearly all
regulators have a vested interest in harmonizing our systems where appropriate in order to seek a
more stable and competitive marketplace for companies and consumers. In my view, global
convergence should heavily focus on information sharing, and should include mechanisms for
peer review. Again, the key to addressing international insurance issues is to improve

coordination, cooperation and communication among supervisors.

Conclusion

In conclusion, insurance oversight in the U.S. is strong and continues to improve. Following the
financial crisis that had such devastating impacts to other financial sectors, insurance regulators
have taken steps to address an evolving landscape and ensure continued protection of the
American consumer. [ think that after review, you will agree that states have made great strides
in developing tools that can be leveraged to realize the efficiencies necessary for a competitive
environment, while preserving states’ front-line strength of solvency regulation and consumer

protection. Thank you for this opportunity to testify, and I look forward to your questions.

13
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Good afternoon Chalrman Biggert, Ranking Member Gutierrez, and Members of the Subcommittee.
Thank you for inviting me to testify before the Subcommittee on behalf of the National Conference of
Insurance Legislators {NCOIL) on the very important subject of insurance oversight. My name is Greg
Wren. | am an Alabama State Representative and | serve as Treasurer of NCOIL.

| am pleased to be here today to discuss with you our shared concern—that of the proper oversight of the
insurance market in the best interest of all involved. Like you, NCOIL wants to make sure that the
insurance marketplace works effectively and efficiently to promote better products, satisfied consumers,
and healthy and thriving businesses.

NCOIL supports and has worked for modernization and uniformity in the states where and when it is
needed. We—as state legislators with a sole focus on sound insurance public policy—believe that the
states have the tools to promote and facilitate that modernization.

NCOIL appreciates that the Committee has acknowledged the many assets of state regulation and has
not sought to preempt our authority to regulate our unique state markets and to protect our insurance
consumers. We are optimistic that the newly created Federal insurance Office and other recently formed
agencies will also respect the authority and strength of the state system—strength that was evidenced
during the recent financial crisis.

We also believe that proposals such as an optional or mandatory federal charter would only serve to
undercut the successful state system now in place.

NCOIL is working—and will continue to work-—with our state regulators, consumer advocates and
industry to strengthen and enhance regulation in key areas that are in need of reform. NCOIL
collaborated with NAIC and NCSL to develop the successful Interstate Insurance Product Reguiation
Compact (IPRC)—a speed-to-market vehicle for life insurance products now in force in 41 jurisdictions.
NCOIL has worked closely with the NAIC to simplify agent licensing and make it easier for a licensed
agent to do business in another state. NCOIL continues to work for better market conduct regulation and
has pushed our regulator colleagues to modernize exam procedures to free companies from duplicative
and costly exams by regulators.

I would like to discuss in more depth NCOIL’'s most recent modernization effort—to streamline surplus
lines insurance taxation and regulation consistent with your intent under the Dodd Frank Act. Today
NCOIL is releasing to you a report entitted Implementing the Dodd-Frank Act: State Activity and
SLIMPACT, an NCOIL Response.

Dodd-Frank gave states a very short window of opportunity to comply with NRRA provisions, leaving state
legisiatures, depending on their session schedules, from as little as 40 days to only six months to pass
legislation. Following enactment of Dodd-Frank, NCOIL, CSG, and NCSL to no avail calied upon
Congress to extend the effective date of NRRA surplus fines provisions by at least one year to give states
additional time to join SLIMPACT.

For the last year, states have been trying to figure out how to best protect their current surplus lines tax
monies in a time when every state budget dollar counts. Because states have never neaded to collect
data on home-stated versus multi-state risk, they have no current information to rely upon. As a result,
states have reacted in various ways, such as:

* enacting SLIMPACT
passing legislation to tax 100 percent of premium on home-stated multi-state risks
authorizing insurance regulators and/or governors to enter into compacts or agreements
signing an NAIC-backed Nonadmitted Insurance Muiti-State Agreement (NIMA)
passing no legislation at all and taking a wait-and-see attitude—or avoiding any tax allocation
mechanism

s s 0

NCOIL, together with C8G and NCSL, has endorsed SLIMPACT as the only policy solution that fully
responds to the NRRA, as it would:
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« ease the burdensome current system of surplus lines taxation

« provide the uniformity Congress asked for in the NRRA

e and ensure that states receive their fair shares of premium tax dollars on multi-state insurance
transactions.

Concerns exist with other approaches that do not fully address Dodd-Frank's intent, such as NIMA, which
has and will continue to face constitutional challenges about its improper and unconstitutional delegation
of authority to a regulator, who by statute is limited to enforcing laws, not making public policy.

In addition to the legislative groups’ endorsement, SLIMPACT is also supported by many of the very folks
who asked for the NRRA, including insurance industry and producer organizations, such as:

American Association of Managing General Agents

American Bankers Insurance Association

Council of Insurance Agents and Brokers

Excess Line Association of New York

National Association of Professional Surplus Lines Offices

and Property Casualty Insurers Association of America

¢ * 0 0 s 0

SLIMPACT was developed over several years with input from insurance regulators, tax officials,
legislators, stamping offices, brokers and trade associations. Modeled after the successful life compact,
the SLIMPACT Commission will serve the compacting states and is authorized to create rules agreed-
upon by its members. The Commission will establish a national clearinghouse for tax purposes.
Responding to the intent of the NRRA, the Commission will create rules for uniform foreign insurer
eligibility and a uniform policyholder notice.

Though SLIMPACT becomes fully operational when there are ten compacting or contracting states,
Commission representatives from its nine member states have been meeting over the last few months
and have developed bylaws and initial rules for rulemaking. SLIMPACT is now honing in on an allocation
formula that we are optimistic will—in response to the NRRA—be based upon readily available data with
simplicity and uniformity for the surplus lines licensee—not one that will impose new burdens on the
industry.

We are also optimistic that states can, as they have for over 135 years, adapt to changes in an
increasingly global marketplace and protect their consurmers and insurers. Our achievements stand out
against the failures of other financial services sectors and show that states can do the job. NCOIL
believes that reform can work if it's based on coordination, transparency and disclosure, and
accountability—and if it embraces the state system.

Thank you again for the opportunity to address this Subcommittee.
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Representative Greg Wren is serving his fourth term as a Republican Member of the Alabama House of
Representatives. He is Chairman of the House Local Legislation Committee, Chairman of the Joint
Legistative Energy Committee, Vice-Chairman of the House Insurance Committee, Member of the House
Ways and Means General Fund Committee, and 2 Member of the Montgomery County Delegation.

Representative Wren serves as Treasurer of the National Conference of Insurance Legislators (NCOIL),
Vice-Chairman of the Commerce, Financial Services, and Communications Committee of the National
Conference of State Legislatures (NCSL), Chairman of NCSL's Health Reform Implementation Task
Force, member of the American Legislative Exchange Council's (ALEC) Commerce, Insurance and
Economic Development Task Force, and a member of The Energy Council.

He holds a B.A. in Public Administration from the University of Alabama and currently owns Wren and
Associates with areas of expertise including advocacy efforts in areas such as insurance and financial
services, health care, tax and fiscal policy, and military issues. He is also a Chartered Financial
Consultant {ChFC) and Charted Life Underwriter (CLU), and has been a Financial Representative with
Northwestern Mutual Financial Network more than 30 years.

From 1977-1981, Representative Wren served as a Legislative Analyst for the Legislative Fiscal Office,
Staff Assistant to the United State Senate, and served as Governmental Affairs Director for the Alabama
Association of REALTORS.

Representative Wren is a member of the Montgomery YMCA Metro Board of Directors, Auburn
Montgomery Advisory Board of Directors, Alabama YMCA Youth Legislature Board of Directors, Family
Guidance Center Board of Directors, YMCA Tri-Hi-Y Club Advisor, YMCA Camp Chandler Board of
Directors, First Baptist Church Disaster Relief and Resource Center Team, Former Chairman of Deacons
and Sunday School Teacher for over 25 years, and was recognized as the Montgomery YMCA Man of
the Year for 2005.

NCOIL/2011/2007398D
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Hon. Lamar Smith Hon. John Conyers, Jr.

Chair, U.8. House Committee on the Judiciary  Ranking Member, U.S. House Commitiee on the
Judiciary

Hon, Tim Johnson Hon. Richard Shelby

Chair, U.S. Senate Committee on Banking, Ranking Member, U.S. Senate Committee on Banking,
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Dear House and Senate Committee Leadership and Committee Members:

As National Conference of insurance Legislators (NCOIL) leaders, we write to report on state efforts
responding to Nonadmitted and Reinsurance Reform Act (NRRA) surplus lines insurance tax provisions in
the Dodd-Frank Wall Sireet Reform and Consumer Protection Act (Public Law 111-203). In a few short
months, states have succeeded in developing an interstate compact to achieve NRRA-desired uniformity.

NCOIL, together with The Councit of State Governments (CSG) and National Conference of State
Legislatures (NCSL), endorse SLIMPACT as the only mechanism that fully responds to NRRA provisions.
The interstate compact—which authorizes deveiopment of aliocation formulas, uniform payment methods
and reporting requirements—aiso provides for foreign insurer eligibility requirements and a single
policyholder notice. As well as being supported by the key organizations of state officials, it enjoys
support of major insurance industry and producer stakeholders, including the very folks that urged
Congress to incorporate NRRA provisions into the Dodd-Frank Act.

NCOIL. legislators—your counterparts in the states—would like to offer a report on state surplus lines
activity, as it is Jegislators who have the power to author state insurance laws. NCOIL recognizes the
need for modernization, where appropriate—and has worked hard in the states to respond to NRRA, as
the next several pages will detail.

We look forward to working with you further to modernize surplus lines insurance taxation and regulation.

Sincerely,

Rep. George Keiser (ND} Sen. Carroll Leavelt (NM) Sen. Vi Simpson (IN)

NCOIL President NCOIL President-Elect NCOIL Vice President
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Rep. Charles Curtiss {TN) Rep. Greg Wren (AL) Rep. Robert Damron (KY)
NCOIL Secretary NCOIL Treasurer NCOIL Immediate Past President

EXECUTIVE BIRECTOR: GUSAN . NOLAN NATIONAL OFFICK: 385 JORTIAN FOAL, TROV, NY 12180: TEL: $15-887.0178, 1)
UTH BUILBING, WAL
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RESPONSE TO DODD-FRANK NRRA PROVISIONS

Because of its short window of opportunity for compliance, Dodd-Frank put states in a veritable pressure
cooker—with states scrambling to make sense of the surplus lines requirements and to bring forward
legislation. States were given only one year to comply. In actuality, most states had only six months to
pass legislation and other states less, as certain state legislatures were confined to their normai 40 to 60-
day sessions and others meet every other year.

As a Surplus Lines Insurance Multi-State Compliance Compact (SLIMPACT) was being developed,
NCOIL, CSG, and NCSL have also called upon Congress to extend the effective date of NRRA surplus
lines provisions by at least one year until 2012 to give states the time to join the compact.

For the last year, states have been—and the majority still are—trying to figure out how to best protect
their current surplus lines tax monies in a time when all state revenue is critical. To do this properly,
states must assess their home-stated versus multi-state risks, data that in most states has not been
collected. States feel there can be winners and losers in this new game, and no one wants to come out a
loser.

As a result, states have reacted in various ways, such as:

+ enacting SLIMPACT legisiation

e passing legislation to tax 100 percent of the premium on multi-state risks

« inlegislation, requiring fiscal analyses prior to joining any compact or agreement

« in legislation, authorizing insurance regulators/governors to enter into multi-state compacts or
agreements

« signing National Association of Insurance Commissioners (NAIC)-backed Nonadmitted Insurance
Multi-State Agreement (NIMA)

« passing no legislation at all—or avoiding any tax allocation mechanism in surplus lines legistation—
and taking a wait-and-see attitude

SLIMPACT

NCOIL supports SLIMPACT as the appropriate response to the NRRA. SLIMPACT, as an interstate
compact, allows legislatures legally to be part of a single mechanism that will simplify and unify surplus
lines tax allocation and collection nationwide, while maintaining authority within the states.

NCOIL lawmakers and others believe SLIMPACT is the only policy solution that would:
= ease the burdensome current system of surpius fines tax allocation and colfection

« supply the uniformity that Congress asked for in the NRRA—by providing for important foreign
insurer eligibility requirements and the use of a single uniform policyholder notice

« ensure that states receive their fair shares of premium tax dollars on multi-state insurance
transactions

NCOIL, along with The Council of State Governments (CSG)—representing all three branches of state
government—and the National Conference of State Legislatures (NCSL), have helped develop, and have
endorsed, SLIMPACT. SLIMPACT is also supported by The American Association of Managing General
Agents (AAMGA), the American Bankers Insurance Association (ABIA), The Council of Insurance Agents
and Brokers (CIAB), the Excess Line Association of New York (ELANY), the National Association of
Professional Surplus Lines Offices, Ltd, (NAPSLO), and the Property Casualty Insurers Association of
America, among others (See SLIMPACT Overview, Activity, and Background).

100 PERCENT TAX ON HOME-STATED MULTI-STATE RISKS

Many states because of the time stricture and the fear of losing tax dollars in 2011 enacted legislation that
will allow them to tax 100 percent of home-stated muiti-state risks. This, while being a short-term goal,
does not address the larger concerns addressed in Dodd-Frank NRRA provisions and could be seen as
giving certain larger corporate headquarter states a distinct advantage.
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FISCAL ANALYSIS

While the call for a fiscal analysis has been inciuded in certain state legislation—and is certainly
warranted in any case, as noted above—states with this language are ignoring, or leap-frogging over, this
provision due to time constraints or for other purposes. As of this date, we are unaware of the results of
any fiscal analysis, and we understand that any such analysis may be difficult to conclude due to a lack of
existing information on multi-state risks.

AUTHORIZING REGULATORS

This approach has raised—and is expected to continue to raise—legal and constitutional challenges.
Individual states, industry NRRA proponents, NCOIL, and CSG consider this approach an
unconstitutional delegation of authority to regulators, whose statutory duty is to implement laws that have
been enacted by the legislature. CSG Legal Counsel Rick Masters, outside of his January 26 legal
analysis, has also expressed a more practical concern—noting that case faw has generally struck down
state participation in compacts when a state adopts a method of ratifying the compact that differs from the
terms of the compact, such as legistation providing general agreement authority.

NIMA

A few states have considered or enacted legislation specifically authorizing the state to enter into a
Nonadmitted Insurance Multi-State Agreement (NIMA) that has been offered by the National Association
of Insurance Commissioners (NAIC) as a bare-bones response to the NRRA. As state policymakers who
write the insurance laws that state regulators are charged with enforcing, NCOIL lawmakers are
concerned with the delegation of legislative authority inherent in NIMA.

Mr. Masters, in a January 26 legal memorandum that is attached with his approval, overviewed
constitutional and legat concerns with NIMA language. He argues that state constitutions do not permit
executive branch officials to legislate, such as deciding on behalf of a state whether to enter into a muiti-
state agreement, and then selecting a specific agreement.

NCOIL also echoes concerns raised by numerous insurance industry interested parties that NIMA may
not provide necessary efficiencies. By implementing a more burdensome tax reporting and information
system than exists today, NIMA could actually introduce inefficiencies into the tax payment process, a
clear separation from the goals of Congress and other NRRA advocates.

SLIMPACT OVERVIEW

SLIMPACT is an interstate compact designed to streamline regulatory compliance and tax allocation in
connection with multi-state placements of surplus lines insurance. SLIMPACT legislation creates a
SLIMPACT Commission as an instrumentality of the compacting states and authorizes it to adopt rules
that each compacting state agrees to follow. Each state is represented by one voting member—who is
determined via compact state legislation or gubernatorial appointment—on the Commission.

The SLIMPACT Commission is required to adopt rules for tax allocation formulas, clearinghouse
reporting, and home state obligations—inciuding premium tax payment and reporting requirements,
among others. Equally important to the consistency desired in Dodd-Frank NRRA provisions, SLIMPACT
provides for uniform foreign insurer eligibility and a uniform policyholder notice. SLIMPACT empowers
the Commission to adopt rules and procedures in connection with financing, administering, and operating
the compact, and enforcing compliance with its provisions. SLIMPACT also empowers the Commission
to establish Executive and Operations Committees, among others. The Executive Committee, which is
made up of Commission members, will manage the Commission, establish and oversee the
organizational structure, and appoint and retain an executive director, while the Operations Committee—
comprising surplus lines insurance experts—will provide additional technical expertise.

The Commission wilt establish a single national clearinghouse to receive and disseminate taxes and
transaction data. The states will use Commission-approved allocation formulas for the reporting of
tax/transaction data to the Clearinghouse, and compacting states could require tax payments, at most
quarterly, through state offices, state stamping offices, or through the Commission. The system should
serve to protect states’ ability to receive premium tax payments on multi-state surplus fines policies.
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SLIMPACT ACTIVITY

SLIMPACT was introduced in more than twenty-five percent of the states in the first six months of 2011

and has already been signed into taw by governors in nine states:
. Alabama (June 9}

indiana (May 9)

Kansas (May 12}

Kentucky (March 16)

New Mexico (April 8)

North Dakota (April 19}

Rhode Island (May 27)

Tennessee {June 10)

Vermont (May 26)

The New York State Senate, on June 14, approved SLIMPACT legistation that was then referred to the
Assembly’s Insurance Committee where companion legislation is pending. SLIMPACT is referenced in
Georgia, Maryland, and Ohio and is being considered in other states.

SLIMPACT went into effect upon enactment by Kentucky and New Mexico. Its Commission wilt become
fully effective when there are 10 compacting and/or contracting states. A state may contract with
SLIMPACT for tax purposes, including the use of the clearinghouse. Alternatively, the Commission may
become effective for such purposes when SLIMPACT comprises compacting and contracting states
representing greater than forty percent of the nationwide surplus lines premium volume.

The 10-state or 40 percent threshold—which was selected in part to require a critical mass before key
decisions could be made—does not prevent the Commission from meeting and developing initial
positions. NCOIL, CSG, and NCSL convened three two-hour webinars in late June and early July for
such purposes. The series of webinars provided future Commission members, legislators, and interested
parties the opportunity to review important start-up procedures, including draft bylaws and an initial draft
rule to adopt, amend, and repeal Commission rules. NCOIL also set aside four hours during its July 14-
17 Summer Meeting in Newport, Rhode Island, for an inaugural in-person meeting of the Commission to
unofficially approve pending proposals, to continue discussion of allocation formutas and methodologies,
and to review additional start-up issues and responsibilities.

SLIMPACT BACKGROUND

SLIMPACT was drafted in 2006 and 2007 with input from over 60 insurance professionals representing
state regulators, tax officials, legislators, stamping offices, brokers and trade associations. SLIMPACT
was envisioned as a national mechanism to streamline surplus lines taxation and regulation.

SLIMPACT was modeled after the successful state speed-to-market modernization effort, the inferstate
Insurance Product Regulation Compact (IPRC) that came online for asset-back insurance products, such
as life insurance and annuities, in 2006. NCOiL—along with the NAIC and NCSL—was instrumental in
the development and adoption of the IIPRC. The HIPRC is celebrating its five-year anniversary in June
2011 and recently announced that a 41% jurisdiction had enacted compact legislation.

NCOIL adopted a resolution in support of SLIMPACT on November 17, 2007, and promptly called upon
the NAIC to advocate for the enactment of SLIMPACT. NCOIL, at that time, reiterated its strong support
for interstate compacts as an effective means to bring efficiency and uniformity to state insurance
regulation. Meanwhile, Congress continued to consider NRRA legisiation that would establish home state
regulation and taxation of multi-state surplus lines transactions, among other things.

In 2009 and 2010, the NRRA was incorporated into the Dodd-Frank Act. President Barack Obama
signed the Dodd-Frank Act on July 21, 2010. NRRA provisions were set to take effect upon the
expiration of the 12-month period beginning on the date of enactment—even though many state
legislatures had already adjourned their 2010 legislative sessions and would not commence new
sessions until January 2011,
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The NRRA preempts or otherwise supersedes state surplus lines law in several areas, including
subjecting the placement of nonadmitted insurance to the regulatory requirements solely of an insured’s
home state. The NRRA also includes provisions to streamiine the taxation process. It specifically
authorizes the States to enter into a compact or to otherwise establish procedures to allocate premium
taxes among the States. The Act further states the intent of Congress that “each State adopt nationwide
uniform requirements, forms, and procedures, such as an interstate compact...” for tax purposes.

Given the limited time provided under the Dodd-Frank Act to enact national reform, and because
SLIMPACT was already developed and was based on a widely successful existing compact, NCOIL
again urged the NAIC—which had announced that it would convene conference calls to determine how to
respond to the Dodd-Frank Act—to support SLIMPACT.

On August 26, 2010, NCOIL invited leaders of national organizations comprising state officials to an
inaugural State Leader Summit: Working Session on Financial Modernization, to take place during the
November NCOIL Annual Meeting. NCOIL also worked to amend SLIMPACT to address regulator
concerns raised on NAIC conference calls that SLIMPACT authority was written broader than was
necessary, or called for by the NRRA. NCOIL released what was then called SLIMPACT-Lite, to
distinguish it from the original SLIMPACT, in advance of its Annual Meeting. SLIMPACT-Lite maintained
tax provisions included in SLIMPACT, and authorized a Commission to establish a uniform policyholder
notice, and nationwide foreign insurer eligibility requirements—as permitted under the NRRA
SLIMPACT-Lite deleted a section providing authority to establish optional uniform standards related to
licensee banking and bond requirements, among other things.

The State Leader Summit on November 19, 2010, brought together representatives of NCOIL, CSG, the
NCSL, the North American Securities Administrators Association (NASAA), and the NAIC. Participants
focused on streamiined surplus lines tax collection and allocation, along with annuity suitability and other
modernization and uniformity issues. NCOIL, CSG, and NCSL attendees expressed support for
SLIMPACT-Lite.

Following the summit, the NCOIL Executive Committee adopted SLIMPACT-Lite on November 21, 2010.
A few weeks later, resolutions endorsing SLIMPACT-Lite were adopted by CSG and NCSL, respectively.
SLIMPACT-Lite was transmitted to state legislators for their consideration during 2011 legislative
sessions. The compact is now known again as SLIMPACT, as it is the only version in circulation. The
SLIMPACT-Lite title that was used to distinguish the revised draft as it worked through processes at
NCOIL, CSG, and NCSL, is sometimes still used, but the compact text is the same.

NCOIL/2011Docs/2007328g



o

President
Govemor Brian Schweiteer, MT

Chair
Deputy Speaker
Bob Godfrey, CT

Executive Director
David Adkins

Headguarters Office

P.0. Box 11910

Lexington, KY 40578-1910
{859) 244-8000

FAX (859) 244-8001
Internet: www.csg.org

Eastern Office

P.0. Box 20811

New York, NY 10009
(212) 912-0128

Internet: Www.csgeast.org

Midwestern Qffice

641 E. Butterfield Road

Suite 401

Lombard, IL 60148

(630) 810-0210

Intemet: www.csgmidwest.org

Southern Office

3355 Lenox Road, Suite 1050
Aflanta, GA 30326

(404) 266-1271

Internet: www.sleatianta.org.

Western Qffice

1107 9" Street

Suite 650

Sacramento, CA 95814
(916} 553-4423

Tntemet: Www.csEweslorg

Washington Qffice

Hall of the States

444 N. Capitol Street, N'W,
Suite 401

‘Washington, D.C. 20001
(202) 624-5460

Intemel: WWW.CSE.0T5

202

The Council of
State Governments

Headqguarters Office

MEMORANDUM

TO: NCOIL, NCSL, C8G

FROM: Rick Masters, Special Counsel for Interstate Compacts
RE: NIMA and related legislation

DATE: January 26, 2011

As Special Counsel for Interstate Compacts, The Council of State Governments, I am providing
this summary of my recent legal analysis with regard to a proposed legislation in the form of &
Non-admitted Tnsurance Multi-state Agreemerit (NIMA) which has been endorsed by the
National Association of Insurance Commissioners as an alternative proposal to the interstate
compact known as the Surplus Lines Insurance Multi-State Compliance Compact (SLIMPACT)
approved and recommended by the National Conference of State Legislators (NCSL) as well as
NCOIL and CSG for consideration and enactment by the states. This is being furnished in
response o questions about this proposal from various legislators and staff who are reviewing
both alternatives in a number of states.

1 have reviewed the NIMA proposal and related legislation currently being circulated by NAIC
and have previously participated in many teleconferences and other meetings to review numerous
versions and proposed amendments to that proposal and have determined that NIMA and related
legislation is not an interstate compact and suffers from some serious deficiencies which raise
significant doubts as to the legality of the proposal or the ability to enforce its provisions as well
as its constitutionality.

My experience in the field of interstate compact law is substantial. - As a former General Counsel
to CSG, and current Special Counsel to CSG’s National Center for Interstate Compacts, I have
had the opportunity to provide legal guidance and drafting assistance concerning a wide variety
of interstate compacts including several compacts which have been enacted by all fifty (50) states
and U.S. territories. I also provide on-going legal advice to several national interstate compact
commissions and have also served as litigation counsel in a signjficant number of state and
federal litigation matters perfaining to interstate compacts including. both rulemaking-and
enforcement. A recent example is the favorable decision concerhing the validity of the various
low-level radicactive waste compacts currently in effect throughout the nation in Energy
Solutions, LLC v. State of Utak et al, 625 F.3d 1261 (2010). 1 have also testified before
mumerous state legislative committees considering various compacts which I have drafed and
have spoken on the subject of interstate compacts to a wide variety of groups of state officials
including legisiators (including NCSL and NCOIL), judges and assistant attorneys general.. I
have also written widely on the subject including law review articles and I am a co-author of the
legal treatise containing the largest published compilation of legal authorities on interstate
compacts entitled “The Evolving Use and Changing Role of Interstate Compacis: A
Practitioner's Guide” (American Bar Association, March 2007).

Based on my review of the proposed agreement and knowledge and professional experience in
the field of compact law I have concluded that NIMA fails to provide any substantial or
enforceable mechanism for achieving uniformity because it fails to provide a binding agreement
which pre-empts other state laws in conflict with it’s requirements. Moreover it
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unconstitutionally purports to vest authority in an Executive Branch official (e.g. the Insurance
Commissioner) to bind the Legislature of a State which adopts it. NIMA thus usurps Legislative
authority because the action which NIMA authorizes to be taken by the Insurance Commissioner
contains no limitations or conditions upon which such uniform regulations could be developed or
which a state insurance department is otherwise authorized to undertake within its own state. As
the U.S. Supreme Court has made clear with regard to the separation of powers; “/W/here one
branch has impaired or sought to assume a power central to another branch, the Court has not
hesitated to enforce the doctrine.” See INS v. Chada, 462 U.8. 919 (1983), at 963 also Buckley V.
Valeo, 424 U.S. 1 (1976), at 123,

Under the purposed legislation the Commissioner of Insurance is empowered to “participate in.a
multi-state compact or reciprocal agreement with other states for the purpose of collecting,
allocating, and disbursing to reciprocal . states any funds collected . . . apphcable to other
properties, nsks or cxposures located or to.be performed outside of this state

¥ enacted thls prowsmn vests ultunate control over what form the State’s agreement will be in
this regard and the Insurance Commissioner is purportedly empowered to unilaterally determme
on behalf of the State, to enter into either a “multi-state compact or reciprocal agreement.” - The
Commissioner.of Insurance is thus vested with the.authority to legislate on behalf of the State.
This is clearly an impermissible delegation to an executive branch official of the power to
legislate. See Springer v. Government of Philippine Islands, 277 U.S. 189 (1928) at.202. (“It
may be stated then, as a general rule inherent in the American constitutional system, that, unléss
otherwise expressly provided or incidental to the powers conferred, the legislature cannot -
exercise ezther executive or judicial power; the executive cannot exercise either legislative or
Jjudicial power; the judiciary cannot exercise either executive or legislative power.”)- While
delegation of rulemaking authority to carry out the more general principles and policies of the
legisiative body is permissible, as the Court has emphasized, “The true distinction ... is between
the delegation of power to make the law, which necessarily involves a discretion as to what it
shall be, and conferring authority or discretion as to its execution, to be exercised under and in.
pursugnce of the law. The first cannot be done; io the latter no valid objection can be made.”
See Loving v. U.S., 517 U.S. 748 (1996) at 759.

Moreover, because it faﬂs to prov1de a bmdmg agreement whlch pre-empts other state laws in
conflict with its requirements, the proposal fails to meet the required indicia to constitute a vahd
interstate compact. See Hess v. Port Authority Trans-Hudson Corp., 513 U.S. 30 (1994). (“ds
part of the federal plan prescribed by the Constitution, the States agreed to the power sharing,.
coordination, and unified actions that typify Compact Clause creations.”) Id. at pp. 41-42.
Principal among these characteristics is that Member states may not take unilateral actions, such
as the adoption of conflicting legislation or the issuance of executive orders or court rules that
violate the terms of a compact.. See Northeast Bancorp v. Bd. of Governors of Fed. Reserve.
System, 472 U, S 159, 175 (1985). The NIMA proposal does not obligate states to adhere to
such limitations i in addition to the improper delegatlon of legislative authority to the state’s
Insurance Commissioner to determine the parameters of the agreement.

It Would be my‘ pleasure to speak or correspbnd with legislators or staff who may have further
questions about the compact law and related issues pertaining to the above proposed legislation
which has been introduced in several states.
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The Council of Insurance Agents and Brokers represents the nation's leading
insurance agencies and brokerage firms. Council members specialize in a wide range of
insurance products and risk management services for business, industry, govemment, and
the public. Operating both nationally and internationally, Council members conduct
business in more than 3,000 locations, employ more than 120,000 people, and annually
place more than 80 percent — well over $200 billion — of all U.S. insurance products and
services protecting business, industry, government and the public at-large, and they
administer billions of dollars in employee benefits. Since 1913, The Council has worked
in the best interests of its members, securing innovative solutions and creating new

market opportunities at home and abroad.

Our testimony today will focus on two critical issues of importance to Council
members and their commercial customers — implementation of the surplus lines reform
provisions that were included in the Non-Admitted and Reinsurance Reform Act passed
last year as part of the Dodd-Frank Wall Street Reform Act (discussed in Section 1

below) and enactment of “NARAB 27 licensure reform (discussed in Section 2 below).

Surplus lines reform was heavily championed by both the insurance agent/broker
community and the commercial insureds who are the primary utilizers of surplus lines

insurance products. The fundamental thrust of the reform provisions was to require that
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only a single set of regulations govern a surplus lines transaction — those of the insured’s
“home state.” This was accompanied by Congressional support for the creation of a
single, State-based surplus lines regulatory system that would include a harmonious tax
payment and allocation mechanism. As of July 21% — the effective date of the NRRA
provisions — the States, however, have done everything but create any such harmonious
and rationale regulatory system. Indeed, nine States have agreed to enter into a compact
(the “Surplus Lines Insurance Multistate Compliance Compact” or “SLIMPACT”) that
would be designed to create a single comprehensive surplus lines regulatory regime
(including a tax allocation mechanism) ' but another eleven States (and Puerto Rico)
have opted to enter into a separate, stand-alone tax sharing agreement (the “Nonadmitted

Insurance Multi-State Agreement” or “NIMA™).”

Because of the inability of the States to reach a consensus, nine of the largest
States — California, Idaho, Hlinois, Minnesota, Missouri, New York, Pennsylvania,
Virginia and Washington — opted out of any tax allocation system and will retain 100
percent of the surplus lines premium taxes that will be paid by their “home state”
insureds. The core NRRA surplus lines directive essentially orders this result and it is a
result that will be the most administratively and economically efficient. The remaining
twenty-one States (and the District of Columbia) are still evaluating — in one form or
another — how best to proceed. We have sent letters to all of those States, asking them to
follow California, Illinois, New York, Pennsylvania and the other States who have opted
out of the dysfunctional sharing mechanisms and to each create a simple, single-state

regulation and taxation mechanism. We ask you to urge them to do the same.

! Alabama, Indiana, Kansas, Kentucky, New Mexico, North Dakota, Rhode Island, Tennessee and
Vermont.

2 Alaska, Connecticut, Florida, Hawaii, Louisiana, Mississippi, Nebraska, Nevada, South Dakota, Utah,
Wyoming and Puerto Rico.
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Discussion
1. Surplus Lines Insurance Regulatory Reform

Surplus lines insurance provides coverage for unique, unusual or very large risks
for which insurance is unavailable in the admitted market. A surplus lines product is an
insurance product sold by an insurance company that is not admitted to do business in the
state in which the risk insured under the policy is located. In essence, the insured goes to
wherever the insurance company is located to purchase the coverage. The insurer may be
in another state, or it may be in Great Britain, Bermuda or elsewhere. Potential insureds
can procure this insurance directly, but they generally do so through their insurance
brokers. In short, “surplus lines” are: (1) insurance products sold by insurance carriers
that are not admitted (or licensed) to do business in a state, (2) to sophisticated
commercial policyholders located in that state, (3) for insurance coverages that are not
available from insurers admitted (or licensed) to do business in that state. Surplus lines
products tend to be more efficient and a better fit for commercial coverages because they

can be tailored to the specific risk profiles of insureds with specialized needs.

Surplus lines insurance is universally recognized as an important component of
the commercial property and casualty insurance marketplace in all states, and commercial

property and casualty business is done increasingly through the surplus lines marketplace.

Although the purchase of surplus lines insurance is legal in all states, the
regulatory structure governing such coverage on a multistate basis is a morass. This is
primarily because, prior to July 21%, if a broker placed a surplus lines product for a
commercial client that had insured exposures in 50 states, that transaction was separately
regulated by each of those 50 states. Although the nature of that regulation was
essentially the same from state to state, the specifics could differ greatly, compounding
the problems related to the necessity of complying with as many as 55 different sets of

rules for a single transaction.”

% As a general matter, state surplus lines regulation falls into five categories: (i) taxation; (ii) declinations
(requiring brokers to demonstrate that the surplus lines product is not available in the admitted market in
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The Nonadmitted and Reinsurance Reform Act (NRRA) — enacted into law in
July 2010 as part of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank) — changed all of that by limiting the regulatory authority over a surplus
lines transaction to the home state of the insured and by setting federal standards for the
collection of surplus lines premium taxes, insurer eligibility, and commercial purchaser
exemptions. Most of the provisions of the NRRA went into effect last week —on July |

21%

The goal behind the NRRA was not to federalize regulation of surplus lines
insurance, nor was it to deregulate. Rather, the intent was to bring about common sense
reforms of surplus lines rules at the state level - maintaining state regulation but creating
a structure that does away with the conflicting, overlapping rules that made compliance

difficult and, in fact, impossible in some instances.

Given the fact that the law was enacted a vear ago (after being passed by the
House six (?) times in the past four Congresses), and went into effect just last week, one
would think the states would be well-prepared for implementation of the NRRA’s
reforms and a smooth transition to the new rules. Unfortunately, that is far from the case.
As with so many opportunities to maintain strong regulations and consumer protections
while reforming state insurance regulations to reflect the realities of the modern insurance

marketplace, the states have failed to act in a timely, uniform fashion.

To be clear, the provisions of the NRRA that went into effect automatically are in
place and providing benefits to both consumers and brokers. Although the states retain
the authority to enforce these requirements, the federal law requires that the states follow

the federal standards. These include:

the State); (iii) insurer eligibility (setting rules on the standards a carrier must meet to permit a broker to
place a surplus lines policy with that carrier); (iv) regulatory filings; and (v) producer licensing and related
issues.
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Surplus Lines Insurer Eligibility Requirements: As of July 21, 2011, a surplus
lines insurer is subject only to the eligibility requirements of the insured’s home state: if
the insured’s home state does not have insurer eligibility requirements, no such
requirements apply; if, however, the home state does have insurer eligibility
requirements, they must comply with NRRA. Moreover, eligibility requirements
themselves are now uniform across the country (in those states that have them) because
the NRRA prohibits states from imposing eligibility requirements on surplus lines
insurers except for (i) standards that conform with the NAIC’s Non-Admitted Insurance

Model Act or (ii) “nationwide uniform requirements, forms and procedures” enacted

pursuant to a compact or other agreement among the states.

Exempt Commercial Purchaser Requirements: The NRRA establishes a
“commercial purchaser” exemption standard that is applicable in every state. As of July
21, no diligent search in the admitted market is required (and, therefore, a broker can go
directly to the surplus lines market) to place a policy for an exempt commercial purchaser
if (i) the broker has disclosed to the exempt commercial purchaser that coverage may be
available from the admitted market, which may provide greater protection with more
regulatory oversight; and (ii) the exempt commercial purchaser has requested in writing
that the broker procure/place such coverage with a surplus lines insurer. The term
“exempt commercial purchaser” and related terms are defined in NRRA and uniform in

every state.

Note that a number of states currently have exemptions for commercial
purchasers (called “industrial insureds” in many states). Those exemptions are not
preempted by the NRRA. Thus, in those states, if the “industrial insured” exemption is
retained, there could be two classes of exemptions: one for entities that meet the NRRA
exempt commercial purchaser requirements and one for entities that meet the individual

state’s industrial insured exemption.

Broker Licensing: As of July 21, a surplus lines broker needs only one surplus

lines producer license to place a surplus lines policy — a license (resident or non-resident)
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in the insured’s home state. This is because the NRRA allows only the home state of the
insured to impose regulations on a surplus lines transaction. Thus, no state except the
home state of the insured can require that a surplus lines broker be licensed in order to

sell, solicit, or negotiate surplus lines insurance with respect to the insured.

The NRRA provides a strong incentive to the states to further streamline broker
licensing by encouraging the states to use the NAIC’s uniform producer licensing
applications for surplus lines producers and to license surplus lines brokers electronically
through the National Insurance Producer Registry (NIPR). This is because the federal
law prohibits a state from collecting fees relating to the licensing of a surplus lines broker
or business entity unless the state participates in the NAIC’s national insurance producer

database for surplus lines producer licensure by July 21, 2012.

That is the good news. In the one area where the states were given leeway in
terms of implementation — surplus lines premium taxation ~ the news is not so good. The
states have failed to take advantage of the opportunity offered by NRRA to implement a
nationwide, uniform approach that would allow for easier, more certain compliance for
brokers, leading to reduced administrative costs, and savings for consumers, as well as

regulators.

The NRRA permits only the home state of the insured to require payment of
premium taxes in connection with a surplus lines transaction. In a nod to the then-current
practices in many states, which imposed surplus lines premium tax in proportion to the
location of the risks, the federal law permits states to enter into a compact “or otherwise
establish” procedures to allocate taxes among themselves. The intent was to allow the
states to simplify the tax filing and payment requirements for brokers and insureds, while

still permitting the states to share taxes if they so chose.

Unfortunately, the states have taken advantage of the flexibility of the federal law
without making a serious atiempt to create the single set of “nationwide uniform

requirements, forms, and procedures” envisioned in the NRRA. Led by the state
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insurance regulators, through the National Association of Insurance Commissioners
(NAIC), and the state legislators, through the National Conference of Insurance
Legislators (NCOIL), the states have developed competing approaches to surplus lines

premium {ax.

The state insurance regulators, through the NAIC, created NIMA (the
Nonadmitted Insurance Multi-State Agreement), which provides for tax allocation and
sharing among signatory states (and prohibits allocating with non-signatory states), and
includes a highly detailed premium tax allocation formula that imposes data demands on
brokers and insureds that appear to exceed even the most stringent requirements
previously imposed by states. Eventually, a central clearinghouse will be created for the
payment and allocation of taxes to NIMA states. To date, NIMA has been signed by 11

states and Puerto Rico.*

NCOIL has pushed hard for enactment of the Surplus Lines Insurance Multistate
Compliance Compact (SLIMPACT). SLIMPACT takes an approach that is both more
comprehensive and less defined than NIMA to satisfy the reforms provided for in the
NRRA. SLIMPACT is more comprehensive because it addresses not only the tax
collection and allocation issues, but also the other regulatory issues addressed in NRRA
such as insurer eligibility, insured “home state” determinations, commercial purchaser
exemptions, and so forth. At the same time, SLIMPACT is less defined because,
although it establishes a clearinghouse for tax payment and allocation, the agreement
itself does not establish standards for the clearinghouse or all the regulatory issues it
covers. Instead, the compact creates a commission comprised of the compacting states
that will, essentially, have authority to set standards and make decisions in connection

with these surplus lines regulatory policy issues.

* Alaska, Connecticut, Florida, Hawaii, Louisiana, Mississippi, Nebraska, Nevada, South Dakota, Utah,
Wyoming and Puerto Rico.
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Like NIMA, however, SLIMPACT has a minority of states participating. In fact,
only nine states to date have enacted SLIMPACT and no states have “contracted” with

the Compact, so officially, it is unable to take action.’

Taken together, SLIMPACT and NIMA involve 20 states and one territory. That
leaves 30 states, plus the District of Columbia and remaining territories, who are taking
alternative approaches to implement the NRRA’s tax standards. In fact, the states have

come up with at least four different approaches to taxing surplus lines premium:

¢} Pro-Rata States:® These states currently impose tax only on the portion of
the risk located in the state. This means that, for transactions on and after July 21,
if one of these “Pro-Rata States™ is the home state of the insured, the broker will
be required to pay tax only on the portion of the risk located in the insured’s home
state. This group consists of two types of states (1) states that have not changed
their premium tax laws to conform to the NRRA by the July 21 deadline (which
must, nonetheless, comply with the NRRA’s requirement that only the home state
of the insured may require surplus line premium tax payments)l and (2) states that
have changed their laws to authorize entering into an agreement or compact but
have not yet done so, and that, in the meantime, have left their current pro rata

approach to taxation in place.

2) 100% Retention States:” As of July 21, a umber of states tax 100% of
the premium on surplus lines policies and do not allocate the taxes to other states
where covered risks are located. This means that, for transactions on and after
Tuly 21, if one of these “100% Retention States™ is the home state of the insured,
the broker is required to pay tax to the home state of the insured on the entire

amount of the premium, most likely at the home state’s tax rate.

* Alabama, Indiana, Kansas, Kentucky, New Mexico, North Dakota, Rhode Island, Tennessee and
Vermont.

8 Colorado, District of Columbia, Jowa, Michigan, South Carolina, and Wisconsin.

7 California, Idaho, 1linois, Minnesota, Missouri, New York, Pennsylvania, Virginia and Washington.
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There are also a number of states that will tax 100% of the premium unless/until
the state enters into a compact or agreement to allocate the tax.® (For example,
Arkansas requires payment of 100% of the premium tax to the state at the state’s
surplus lines premium tax rate of 4% unless the insurance commissioner enters

into NIMA. At that time, taxes will be paid in accordance with NIMA.)

(3) NIMA States:® As discussed above, 11 states have signed on to NIMA. It
is not yet known when NIMA’s clearinghouse will be operational. In the
meantime, if a “NIMA State” is the home state of the insured, the broker
presumably will be required to follow NIMA’s allocation and reporting
requirements. Having said that, guidance from the states has been limited.
Because the NIMA clearinghouse is not yet operational, further guidance from the
NIMA states will be needed so that brokers know the proper procedures to follow

for tax payment, reporting and allocation until the clearinghouse is functional.

In states that are authorized to enter into NIMA but have not done so, brokers
should look to the laws of each state to determine premium tax payment

requirements until such time as the state has entered into NIMA.

(4) SLIMPACT States: 10 As discussed above, only nine states have enacted
SLIMPACT legislation and no states have “contracted” with SLIMPACT to use
the Compact to allocate taxes. SLIMPACTs clearinghouse will not be
operational until at least July 2012. In the meantime, brokers and insureds have to
look to the home state of the insured for guidance as to how to pay applicable
taxes, including the rates and allocation formulas, if any. The rules and allocation
formula for SLIMPACT are currently being drafted, but cannot come into effect

until the Compact itself has at least 10 states participating.

# Arizona, Arkansas, Delaware, Georgia, Maine, Maryland, Massachusetts, Montana, New Hampshire,
New Jersey, North Carolina, Ohio, Oklahoma, Texas, and West Virginia.

® Alaska, Connecticut, Florida, Hawaii, Louisiana, Mississippi, Nebraska, Nevada, South Dakota, Utah, and
Wyoming (and Puerto Rico).

1% Alabama, Indiana, Kansas, Kentucky, New Mexico, North Dakota, Rhode Island, Tennessee and
Vermont.
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Because the SLIMPACT Commission will not have established compliance rules
and the SLIMPACT clearinghouse will not be operational by July 21, further
guidance from the SLIMPACT states will be needed so that brokers know the
proper procedures to follow for tax payment, reporting and allocation until the

clearinghouse is functional.

A chart is attached illustrating the tax allocation formula currently being
employed by each State as of the July 21" implementation date by regime type as

outlined above.

In addition to the general confusion raised by the multiple state tax approaches,
some of the specific decisions by the states (or the lack of decisions in some cases) have
caused compliance problems for brokers and insureds during the transition period leading
to the July 21 effective date, and have the potential to cause greater problems going

forward.

For example, in enacting their new surplus lines premium tax laws, many states,
whether intentionally or not, ignored the NRRA’s July 21 compliance date. These state
laws became effective weeks or months before July 21. Thus, instead of all the states
enacting the new “home state” tax rules on a single date, the laws came into effect
piecemeal. This led to needless complications for brokers and insureds seeking to
comply with the laws. Florida’s law, for instance, went into effect on July 1 (as did a
number of other states). As of that date, all surplus lines transactions involving insureds
whose home state is Florida were required to pay 100% of the premium tax to Florida.
Because the NRRA was not yet in effect, however, other states still imposed tax on the
portion of non-residents’ risks located in their states. Asa result, brokers and insureds

were subjected to double taxation on those policies.

In addition to the double-taxation issue, many state laws are simply not clear with

respect to the rates to be applied. Is the home state rate applied to the entire premium?
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Or are multiple rates to be applied depending upon the location of the risk? This is
particularly problematic during the transition periods: for NIMA and SLIMPACT states,
those are the periods between the time their laws became effective and the time that
NIMA and SLIMPACT actually become operational; for other states, that may be the
period between the effective date of the applicable state’s law and July 21, or it could be
the period between July 21 and the date the state decides to enter (or not) NIMA or

SLIMPACT.

Other questions remain unanswered, further illustrating the states’ lack of

preparation despite ample time:

Will 100% retention states require filing of allocation reports?

Absent a functioning clearinghouse, how will brokers calculate and pay premium

taxes in the NIMA states?

In conclusion, despite the states’ remarkable inability to take advantage of a prime
opportunity to show they can work together to modernize and streamline regulation to
both protect consumers and reflect current market realities, surplus lines regulation is
today a more streamlined, efficient system than the pre-NRRA world, where each state
taxed the risk located within its borders. Moreover, because of the federal law’s home
state mandate, there is less risk of state laws conflicting and thereby preventing brokers

and insureds from full compliance.

2. NARAB 2 and Producer Licensure Reform

States have been able to make some concrete progress in their regulatory reform
efforts in the producer licensing area — thanks to the enactment of the NARAB provisions
included in the Gramm-Leach-Bliley Act (GL.BA). NARAB-compliance

notwithstanding, there remain several problem areas in the interstate licensing process
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that impose unnecessary costs on our members in terms of both time and money. Our
trade association formed its first task force to work on non-resident agent/broker
licensing reforms more than 70 years ago. We therefore are very supportive of the
incremental reform bill introduced by Representatives Randy Neugebauer and David
Scott that is commonly called “NARAB IL” which would create an interstate producer
licensing clearinghouse and which has been approved several times by the full House

Financial Services Committee.

The NARAB provisions included in GLBA required that at least 29 states enact
either uniform agent and broker licensure laws or reciprocal laws permitting an agent or
broker licensed in one state to be licensed in all other reciprocal states simply by

demonstrating proof of licensure and submitting the requisite licensing fee.

After enactment of GLBA, the NAIC pledged not only to reach reciprocity, but
ultimately to establish uniformity in producer licensing. The regulators amended the
NAIC Producer Licensing Model Act (PLMA) to meet the NARAB reciprocity
provisions, and their goal is to get the PLMA enacted in all licensing jurisdictions. As of
today, nearly all the states have enacted some sort of licensing reform, and the NAIC has
officially certified that a majority of states have met the NARAB reciprocity
requirements, thereby averting creation of NARAB. This is a good effort, but problems
remain; there is still much work to be done to reach true reciprocity and uniformity in all

licensing jurisdictions.

Most states retain a variety of individual requirements for licensing, and they all
differ with respect to fees, fingerprinting and certifications, among other requirements.
Even more problematic are the disparities among the states regarding business entity
licensing. While the NAIC’s Producer Licensing Model Act did bring some uniformity
to the producer licensing process, it still left many of the decisions regarding the licensing
process to the individual states. Most of the states have enacted the entire PLMA, buta
number of states have enacted only the reciprocity portions of the model. Of the states

that have enacted the entire PLMA, several have deviated significantly from the model’s



216

Council of Insurance Agents and Brokers
July 28,2011
Page 13 of 16

original language. One state has enacted licensing reform that in no way resembles the
PLMA. And two of the largest states in terms of insurance premiums written, Florida
and California, have not enacted legislation designed to meet the NARAB reciprocity

threshold at all.

The inefficiencies and inconsistencies that remain in producer licensing affect
every insurer, every producer and every insurance consumer. Many Council member
firms continue to hold hundreds of resident and non-resident licenses across the country.
One of the larger members of The Council holds almost 50,000 resident and non-resident
licenses for 5,400 individual producers, and approximately 3,400 resident and non-
resident business entity licenses for itself and its subsidiaries/affiliates. My firm and our
individual producers hold a total of thousands of licenses. And this is not a “once and
done” deal — state licenses, by and large, must be renewed annually throughout the year,
based upon the individual requirements in each state, and there are continuing regulatory
requirements and post-licensure oversight that must be attended to, as well. As you can
imagine, this requires significant monetary and human resources from each and every
producer. This is especially frustrating because, let’s face it, the incremental consumer
protection value of the tenth or hundredth or thousandth or 50,000'h license is

questionable, at best.

In addition to the lack of full reciprocity in licensing procedures for non-residents,
the standards by which the states measure compliance with licensing requirements differ
from state to state, as well. These include substantive requirements — pre-licensing
education, continuing education and criminal background checks, for example — as well
as administrative procedures such as agent appointment procedures and license tenure

and renewal dates.

It also applies to interpretation and application of statutory language. For
example, as | have mentioned, most of the states have enacted new producer licensing
laws based in whole or part on the NAIC’s Producer License Model Act, which was

adopted by that organization in 2000. Yet twelve years later, the regulators still cannot
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agree on the meaning of basic — yet critical — terms that are present in every state law,
such as what it means to “sell,” “solicit” and “negotiate” insurance. Nor can they agree
on the meaning of other critical provisions of the law — even when the language in their
individual state provisions is identical — word for word. While these may seem like small
issues — and individually they may be — taken as a whole, they are significant. Tt is a bit
like Senator Dirksen’s take on congressional about spending, but instead of “a billion

here and a billion there,” we are talking about a regulation here and a rule there.

In addition to the day-to-day difficulties the current regulatory regime imposes,
this inconsistent application of law among the states inhibits efforts to reach full
reciprocity in producer licensing. As noted above, several states have failed to adopt
GLBA-compliant reciprocal licensing regimes, including California and Florida. These
states, in large part, are disinclined to license as a non-resident a producer whose home
state (they believe) has “inferior” licensing standards to their own, even a state with
similar or identical statutory language. Thus, they are not reciprocal because they do not
trust their fellow states to sufficiently regulate producers. This strikes us as indefensible
—regulators defending the system of state regulation of insurance while essentially

admitting that consumers in some states benefit from stronger oversight than others.

A third major area in need of streamlining is the processing of license
applications. Although a uniform electronic producer licensing application is now
available for use in many states — arguably, the biggest improvement in years — several
states, including Florida, do not use the common form, and even in states that use the
form, there is no common response mechanism. Each state follows up on an application

individually, which can be cumbersome and confusing.

More problematic is the fact that every state requires the filing of “additional
information” if an applicant responds affirmatively to certain background or other
questions on an application. Council members have no objection to the regulators
Jooking into the background of a producer applicant and asking for explanatory

information if, for example, a producer has had regulatory or legal issues in the past. We
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hold ourselves to the highest standards and think the regulators should, as well. Our
objection is with the repetitiveness and burdensome nature of the process. The NAIC
maintains a regulatory actions database that state regulators should be able to access
regarding questions about a producer’s prior regulatory or legal issues. They should look
to available resources of this nature first before continuing to bog down the licensing

process with additional procedures.

Undeniably, progress in streamlining the producer licensing process has been
made since GLBA’s NARAB provisions were enacted in 1999, and the National
Insurance Producer Registry (NIPR) is working diligently to overcome the burdens of the
various state “business rules” and additional filing requirements. It is clear, however, that
despite the revolutionary NARAB achievements, comprehensive reciprocity and
uniformity in producer licensing laws remains elusive, and it does not appear the NAIC

and the states are capable of fully satisfying those goals.

As we learned with GLBA and other federal legislation, when Congress acts, the
NAIC and states listen. So movement on legislation in Washington will put pressure on
the states to step up their own regulatory reform activity in an effort to stave off federal
intervention. We are already seeing evidence of this at the NAIC, where, in the last year,
regulators have jump started producer licensing reform efforts, and even constructively
engaged with members of the House Financial Services Committee on proposed NARAB
II legislation. We fully support their efforts and are working with the regulators to

achieve results at both the state and federal levels.

Conclusion

As you can see from my testimony, the states continue to prove themselves unable
to move towards regulatory uniformity and simplicity even when given a mandate by
Congress. States continue to labor under an insurance regulatory system that was
designed for the 1940s, when interstate commerce was far less prevalent. They should be

adopting a regulatory system that not only takes advantage of technological advances to
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streamline the system but also recognizes the prevalence not only of interstate commerce
but of international commerce. To do otherwise will continue to put the US ata
competitive disadvantage as regulatory burdens bog down producers who should be
assisting clients with complex risk management and insurance placements and not faxing

forms to regulators or having multiple sets of fingerprints taken for background checks.

1 appreciate the opportunity to share The Council’s thoughts on insurance
regulatory reform with you today, and would be happy to answer any questions you may

have.
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JUDY BIGGERT

T3 O [FeNT

Congress of the United States
Touse of Repregentatives
Thashington, BE 205151313
May 20, 2011
The Honorable Jo Ann Emerson The Honorable José Serrano
Chairman Ranking Member
Subcommittee on Financial Services and Subcommittee on Financial Services and
General Government General Government

House Appropriations Committee House Appropriations Committee
B-300 Rayburn House Office Building 1016 Longworth House Office Building
Washington, DC 20515 Washington, DC 20515

Dear Chairman Emerson and Ranking Member Serrano:

As you begin work on the Fiscal Year 2012 Financial Services and General Government
Appropriations bill, [ write to request your consideration of report language that will reaffirm
Congressional intent regarding the implementation of the so-called “Volcker Rule,” particularly
as it relates to the insurance industry.

Section 619 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the
Dodd-Frank Act) (P.L. 111-203), commonly referred to as the “Volcker Rule,” is intended to
eliminate excessive risk-taking activities by banks and their affiliates while preserving safe and
sound investment activities, Section 619 requires the Financial Stability Oversight Council
(FSOC), a 15-member inter-agency group established under Title I of the Dodd-Frank Act, to
conduct a study of the Volcker Rule, and federal regulators to subsequently implement it through
a joint rulemaking. In addition, the Subsections (bY(1)(F) and (d)}(1)(F) of Section 619 clearly
state an exception to the Volcker Rule for the investment activity of regulated insurance
companies for their general accounts, including investing in both sponsored and third-party
investment funds, subject to the various state insurance company investment laws.

For three reasons, it is necessary for Congress to reaffirm the intent of Section 619 of the Dodd-
Frank Act as it relates to this insurance exception to the “Volcker Rule.” First, Title [ of the
Dodd-Frank Act establishes FSOC and includes in its membership three insurance experts,
including a voting member with insurance expertise. However, there currently is no voting
member with insurance expertise on FSOC because the President has not nominated anyone to
fill this position. Second, Title I of the Dodd-Frank Act also requires FSOC to include two non-
voting members with insurance expertise, the Director of the Federal Insurance Office { FIOj and
a representative of the State insurance regulators. At this time, the FIO Director has been
appointed by the Treasury Secretary but has not assumed his responsibilities, and the




223

representative of the State insurance regulators serving on FSOC has testified before the House
Financial Services Committee that he has been prohibited from freely consulting with other State
regulators on FSOC related matters. Third, without the required insurance representation, FSOC
released the statutorily required study on the Volcker Rule, and is coordinating the efforts of
federal banking regulators, the U.S. Securities and Exchange Commission, and the U.S.
Commodity Futures Trading Commission to draft regulations to implement the Volcker Rule.

Therefore, I respectfully request that you consider including in the Committee’s report to
accompany the Fiscal Year 2012 Financial Services and General Government Appropriations bill
the following language to reaffirm the Congressional intent of the Dodd-Frank Act insurance
exemption as it relates to the Volcker Rule:

In P.L 111-203, subsequent to a study issued by the Financial Stability Oversight
Council (FSOC), Congress directed FSOC to coordinate the efforts of the
appropriate federal banking regulators, the U.S. Securities and Exchange
Commission, and the U.S. Commodity Futures Trading Commission fo
promulgate regulations, known as the “Volcker Rule,” that “appropriately
accommodate the business of insurance.” The Committee believes that the
traditional investment activities of state-regulated insurance companies for their
general accounts, including investing in both sponsored and third-party funds,
are preserved by the law without constraint.

The Committee is concerned the rule-making process is moving forward without a
Senate-confirmed voting Member of FSOC who can represent the views of the
insurance industry.

The Committee looks forward to reviewing the proposed regulations to ensure
that Congressional intent is fulfilled.

Thank you for your attention to my request.

Sincerely,

gk Bigge 2 ?

Chairman

Subcommittee on Insurance, Housing, and
Community Opportunity

Committee on Financial Services
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Committee on FFinanciol Derbires
TDashington, D.E, w055
February 10, 2011

The Honorable Timothy Geithner
1500 Pennsylvania Ave, NW
Washington, DC 20220

Dear Secretary Geithner:

We are writing to express our concern that the Financial Stability Oversight Council (FSOC)
is proceeding with discussions on major issues affecting the insurance sector without the benefit of a
full complement of insurance expertise, which is contrary to the provisions of the Dodd-Frank Wall
Street Reform and Consumer Protection Act (P.L. 111-203).

The Dodd-Frank Act provides for three seats on the FSOC for individuals with specific
expertise in the insurance area. The legislative intent in providing for these expert perspectives was
to ensure that the Couneil has a full and thorough understanding of the insurance sector and its
current regulatory regime prior to moving forward with any significant actions that could impact the
business of insurance. We are concerned that two of the three positions remain vacant, including the
Director of the Federal Insurance Office and the Council seat reserved for a presidentially-appointed
independent insurance expert, which represents the only insurance position on the Council with
voting privileges.

In addition, while one of the two non-voting insurance seats has been filled to provide the
important perspective of state insurance regulators, we encourage you to ensure that the designated
state insurance commissioner is allowed to utilize state regulatory resources to the extent he deems
necessary to carry out his responsibilities, with appropriate confidentiality safeguards, just as the
other members of the Council have ample staff support available to them,

The U.8. insurance sector represents a critically important component of the U.8. economy,
with substantial domestic and international operations. The Dodd-Frank Act was enacted over six
months ago and the FSOC is currently at work developing rules, procedures and policies that will
have long-term effects on much of the insurance sector. Given the unique nature of the business of
insurance, we believe it is imperative that the insurance-related seats on the FSOC be filled without
further delay.

Thank you for your consideration of our concerns, and we look forward to hearing from you on
the status of these appointments as soon as possible.

’ Sincerely,
[/) in y,

J ”m&’w
spﬂgz‘? BACHUS
Chairman

/ /} r; .
i\,; ﬂ( Vij j sy g/’v‘

UDYgIG{: ERT 7 a J
Chairman ; Rankmg \Iembel
Subcommittee on Insurance, Housing, Subcommittee on Insurance, Housing,

and Community Opportunity : and Community Opportunity




DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECRETARY OF THE TREASURY

March 9, 2011

The Honorable Judy Biggert
U.S. House of Representatives
Washington, DC 20515

Dear Representative Biggert,

Thank you for your letter of February 10, 2011, regarding the two open positions on the
Financial Stability Oversight Council (the “FSOC™) for members with insurance expertise. We
share your view on the importance of filling those seats.

As you know, Congress requires the Federal Insurance Office to be headed by a Director who
will be a member of the Senior Executive Service. The Department of the Treasury is following
federal hiring rules to fill the position and we will make an appointment soon. Furthermore, the
President appoints the independent mémber of the FSOC with the advice and consent of the
Senate. The White House is reviewing candidates for that nomination.

The FSOC now benefits from the service of Mr, John Huff, who was selected as a member by
the state insurance commissioners. Mr. Huff offers a breadth of knowledge and the important
perspective of the primary functional insurance regulators.

T appreciate your attention to this matter. [look forward to continuing to work with you on this

and other important issues.

Timothy &/ Geithner

Identical letter sent to:
The Honorable Barney Frank
The Honorable Spencer Bachus
The Honorable Luis Gutierrez
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Independent
Insurance
Agent®

STATEMENT
ON BEHALF OF THE
INDEPENDENT INSURANCE AGENTS & BROKERS OF AMERICA
BEFORE THE
COMMITTEE ON FINANCIAL SERVICES
SUBCOMMITTEE ON INSURANCE, HOUSING
AND COMMUNITY OPPORTUNITY
UNITED STATES HOUSE OF REPRESENTATIVES

July 28, 2011

Introduction

The Independent Insurance Agents & Brokers of America’s (IIABA) support for state insurance
regulation is well-known to observers of the insurance industry and to the members of the
subcommittee, and we continue to confidently believe that states are the most appropriate and
effective regulators of this vital financial sector. This longstanding position was vividly
reinforced during the financial crisis of recent years. During challenging and tumultuous times,
state insurance regulators ensured that insurers remained solvent, that claims were paid, and
that consumers were protected. State regulators handle countless inquires and questions
from consumers and understand the concerns and often unique conditions facing the citizens
in their states. State reguiation has a particularly long and stable track record of
accomplishment in the vital areas of solvency regulation and consumer protection. Although
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targeted federal legislation is sorely needed in a number of key areas to modernize and
improve the state regulatory system, especially in the area of agent licensing, the underlying
foundation on which the state regulatory system is based is strong and stable.

Dodd-Frank Act Implementation

It was only one year and one week ago today that the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank) was signed into law. Regardless of one’s views of
Dodd-Frank, it was appropriate that the treatment of the insurance sector ultimately proved to
be relatively noncontroversial. The decision not to dramatically restructure the state system
was a conscious and welcome one, and it reflected the consensus among policymakers that
the turmoil in the markets was not exacerbated by and did not significantly extend into the
insurance world. The members of this subcommittee and your colleagues in the House and
Senate recognized the steady performance of state insurance regulation during the financial
crisis and concluded that sweeping action in the insurance arena was unnecessary and
unwarranted.

Although the insurance sector was not the focal point of the Dodd-Frank reforms, there are
several important and notable insurance-related provisions contained in the faw. Three
provisions are of particular interest to IIABA and are discussed in greater detail below.

Surplus Lines Regulation

For many insurance agents and brokers, the most notable insurance features of Dodd-Frank
are reforms made to the surplus lines marketplace. These provisions — which are contained in
the Nonadmitted and Reinsurance Reform Act (NRRA) and only took effect one week ago
today — offer the possibility of meaningful reform and marketplace efficiency, but it is too early
to determine with certainty whether their promise will be realized.

The NRRA surplus lines reforms attempt to eliminate much of the unnecessary duplication and
redundancy that historically existed in this arena by embracing a single state regulatory
approach. The law requires jurisdictions to respect the requirements and conclusions of the
insured’s home state and specifically provides that “the placement of nonadmitted insurance
shall be subject to the statutory and regulatory requirements solely of the insured’s home
state.” The net effect of these provisions is that only the surplus lines licensing, diligent
search, disclosure, and all similar placement requirements of the home state are to apply in
any particular transaction. The law also includes a clear preemption provision stating that “any
law, regulation, provision, or other action of any state that applies or purports to apply to
nonadmitted insurance sold to, solicited by, or negotiated with an insured whose home state is
another state shall be preempted with respect to such application.”

The move to a single state-home state regulatory system is a significant modernization of
existing law, but NRRA also promotes interstate regulatory consistency by developing national
standards in the areas of insurer eligibility and diligent search requirements. The inclusion of
these additional provisions should be very beneficial to agents and brokers active in the
nonadmitted insurance marketplace.

HABA is optimistic about the establishment of a single state regutatory system and of national
standards in these key areas, but the manner in which states implement and respond to this
new paradigm will be critical. It is essential that state officials adhere to the letter and spirit of
the law. States must resist the possible temptation to ignore the intent of these reforms and
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attempt to circumvent the law by imposing state requirements that are inconsistent with the
NRRA.

Many, but not all, states revised their surplus lines requirements in the 2011 legislative session
in order to conform their state laws to the new federal requirements. 1t will be critical that all
states achieve this same consistency. Although it is very clear that the NRRA will preempt
state laws that are inconsistent with its standards, HABA firmly believes that it is important to
eliminate the possibility of confusion and conflict. While some states have pledged to no
longer enforce state statutory and regulatory provisions that conflict with the NRRA, the best
possible course is for these jurisdictions to avoid any possible ambiguity and simply repeal
these requirements altogether.

The National Association of Insurance Commissioners (NAIC) has helped educate state
insurance officials and the insurance industry about the scope and effect of the NRRA's non-
tax provisions by issuing a sample bulletin. This sample bulletin provides helpful information in
a “frequently asked questions” format and can be modeled for use by state insurance
departments. HABA urges more states to issue such guidance in their particular jurisdictions.

While /ABA remains hopeful that the NRRA'’s above-described non-tax provisions will be
implemented as intended by Congress, we are more concerned by the implementation of the
NRRA's tax provisions. The collection and distribution of surplus lines premium taxes has
been a confusing and complex challenge for surplus lines brokers for many years, and the
NRRA reforms address this problem by again embracing single state regulation and permitting
only the home state of the insured to require the payment of premium taxes in connection with
a surplus lines transaction or direct nonadmitted insurance placement. The statute leaves no
ambiguity about the intended goal and provides that “[njo state other than the home state of an
insured may require any premium tax payment for nonadmitted insurance.” We are
increasingly troubled, however, that this simple provision may lead to an unintended result that
actually exacerbates existing burdens and challenges.

The NRRA acknowledges that states may enter into interstate compacts or agreements in
order to allocate premium taxes for multistate surpius lines risks, but participation in such a
system is not required by the law. Two interstate alternatives - the Nonadmitted Insurance
Multistate Agreement (NIMA) and the Surplus Lines Insurance Multistate Compliance
Compact (SLIMPACT) - are under development, but neither is functional or operational at this
time. At least twelve states have so far expressed a desire to participate in the NIMA system
(although no tax payment clearinghouse has been established), and nine states have enacted
the necessary statutes to join SLIMPACT (although that interstate compact will not be fully
operational before January 2013).

IIABA is closely monitoring and is concerned by the manner in which the potential interstate
agreements address the allocation, collection, and distribution of premium taxes on insurance
policies covering exposures in multiple states. We believe strongly that any allocation
methodology must be efficient, sensible, and not resuit in increased burdens and compliance
obligations for insurance brokers or purchasers of coverage. The NIMA agreement — which
was developed by the NAIC's Surplus Lines Implementation Task Force and uitimately
approved by the NAIC as a whole ~ currently contemplates an ailocation methodology that is
of considerable concern to the private sector, and it is one that fails to satisfy the principles
that IABA and others expect from such a system. NIMA’s proposed allocation system would
be more complex and cumbersome than that in place today and would require the collection of
information that is not even utilized in the underwriting process.
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While we have serious reservations about the NIMA proposal approved by the NAIC in late
2010, it is still possible for the participating NIMA jurisdictions to revise the allocation
methodology before the system goes live. A number of preferable alternatives have been
proposed, but perhaps the most viable of these options is a tax allocation proposal that has
been crafted by the Kentucky Department of Insurance. Kentucky Insurance Commissioner
Sharon Clark, who also chairs the NAIC's Market Regulation and Consumer Affairs
Committee, has proposed a methodology that has considerable merit and addresses the
biggest problems associated with the current NIMA allocation system. 1IABA hopes the
participating NIMA states will adopt this thoughtful proposal, and we urge them to do so at the
earliest possible time.

The NRRA was intended to streamline and simplify the surplus lines regulatory system. It
would be a very peculiar outcome and an unintended consequence of Congress’s action if the
NRRA’s enactment ultimately prompted state officials to develop an even more complex and
cumbersome regulatory structure for the agents, brokers, and purchasers of surplus lines
insurance. 1ABA intends to work with all parties, however, and remains hopeful that the
promise of the NRRA can ultimately be realized.

Federal Insurance Office

In addition to playing a role in the implementation of the NRRA surplus lines provisions, HABA
is greatly interested in the manner in which the recently established Federal Insurance Office
(FIO) will function. Congress, thanks in large part to the work of this subcommittee, clearly
spelled out the purpose, role, and authority of the new office in Dodd-Frank, and it is
imperative that the informational office operate as intended. The FIO serves a limited, albeit
important, purpose and is authorized — among other activities — to monitor the industry, serve
on the Federal Stability Oversight Council, and collect certain data from the industry. At the
same time, however, it is important to remember the office’s activities are restricted in many
crucial ways and that the entity lacks any formal regulatory authority over the business of
insurance.

IABA welcomes and looks forward to working with the newly installed director of the office ~
former Ilinois Insurance Director Michael McRaith — and expects that his lengthy experience
as a regulator and advocate of state regulation will serve him well in his current capacity. We
especially look forward to providing our input to the FIO as it begins its work on the study
examining how to modernize and improve insurance regulation.

Financial Stability Oversight Council

For over 150 years, the United States has relied on an insurance system regulated by the
states. This state-based system has proven its strength with a strong track record of
protecting policyholders and claimants while simultaneously upholding the integrity of the
insurance markets. As the Financial Stability Oversight Council (FSOC) continues to
determine the entities it will deem systemically risky, warranting additional federal scrutiny, it
should recognize that the insurance industry as a whole does not present a systemic risk.

There are several reasons why the insurance industry is not systemically risky. First, the
system protects against insolvency and the insurance market is extremely competitive. Ifan
insurance company becomes insolvent, the state insurance regulator has a process to wind
down the failing institution, and a strong state guaranty fund protects the individual
policyholders from losses. Second, the insurance marketplace is extremely competitive, so
the loss of a single failed company typically does not produce gaps in the market.

4



230

Third, the insurance industry (particularly property casualty insurance) should not be
considered systemically risky, as insurers carry lower leverage ratios and hold greater
amounts of capital in relation to their liabilities than other financial institutions. As a result, this
reduces their exposure to market instability. Fourth, the inherent nature of insurance reduces
systemic risk because insurance companies are financed by premiums paid in advance and
pay only when an insured event occurs. Unlike other potentially systemically-risky industries,
the insurance industry is shielded from a potential run-on-the-bank scenario. Finally, as an
additional safeguard, state regulators have broad authority to take insurers into receivership,
effectively “walling off’ their assets from the holding company and providing priority to
policyholders. Any decision by FSOC to include insurance companies in its oversight should
recognize these inherent differences between the insurance industry and cther financial
services sectors.

Producer Licensing Reform and the Need for NARAB |l

While the enactment of the NRRA is an important step forward in the pursuit of meaningful
regulatory modernization and will hopefully achieve its intended resutlt, it is imperative that the
state regulatory framework continue to advance and improve in other ways. While we support
the preservation of the state system, we are just as strongly committed to the pursuit and
implementation of regulatory and legislative reforms that address the weaknesses,
inefficiencies, and unnecessary duplication that continue to hinder its effectiveness. State
regulation offers considerable benefits, but the difficult truth is that sufficient progress on
producer licensing reform and similar marketplace access issues have not been achieved.
The need for effective licensing reform is greater than ever.

State law requires insurance agents and brokers to be licensed in every jurisdiction in which
they conduct business, which forces most producers today to comply with inconsistent
standards and duplicative licensing processes. These requirements are costly, burdensome
and time consuming, and they hinder the ability of insurance agents and brokers to effectively
address the needs of consumers. In fact, the current licensing system is so complex and
confusing for our members that many are forced to retain expensive consuitants or vendors or
hire staff people dedicated to achieving compliance with the requirements of the states in
which they operate.

Some observers mistakenly believe that most insurance agents operate only within the
borders of the state in which they are physically located and that the problems associated with
the current licensing system only affect the nation’s largest insurance providers. The
marketplace, however, has changed considerably in recent decades, and the average
independent insurance agency today operates in more than eight jurisdictions. There are
certainly agencies that have elected to remain small and perhaps only service the needs of
clients in one or two states, but that is no longer the norm. For smaller businesses, which lack
the staff and resources of larger competitors, the exorbitant cost and unnecessary complexity
of ongoing licensing compliance is especially burdensome.

Congress recognized the need to reform the industry’s muitistate licensing system in the
1990s and incorporated the original NARAB subtitle into the Gramm-Leach-Bliley Act (GLBA).
GLBA did not provide for the immediate establishment of the National Association of
Registered Agents and Brokers (NARAB) and instead included a series of provisions that
encouraged the states to reinvent and simplify the licensing process. In order to forestall the
creation of NARAB, at least a majority of states (interpreted to be 29 jurisdictions) were
required to license nonresidents on a reciprocal basis. To be deemed "NARAB compliant,”

5
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GLBA mandated that states issue a nonresident license to any applicant who meets three
simple criteria: (1) is licensed in good standing in his/her home state, (2) submits the
appropriate application, and (3) pays the required fee. The act is precise and states that a
nonresident license must be issued “without satisfying any additional requirements.” In short,
GLBA required compliant states to accept the licensing process of a producer’s home state as
adequate and complete, and no additional paperwork requests or other requirements are
permitted {(no matter how trivial or important they may seem).

IABA believes the most efficient, effective, and sensible way to address the licensing and
marketplace access problems discussed above is through the NARAB Ii legislation that has
twice passed the House of Representatives. This legislation has once again been introduced
in this Congress by Reps. Neugebauer (R-TX) and David Scott (D-GA). The current bill, H.R.
1112, has nearly 60 bipartisan cosponsors. The measure has enjoyed broad industry and
strong bipartisan Congressional support in the past as well.

The NARAB Il proposal would immediately establish the National Association of Registered
Agents and Brokers and provide agents and brokers with a long-awaited vehicle for obtaining
and maintaining licenses on a muitistate basis. it would eliminate barriers faced by agents
who operate in multiple states, establish licensing reciprocity, and create a one-stop facility for
those who require nonresident licenses. The bipartisan bill benefits policyholders by
increasing marketplace competition and consumer choice and by enabling insurance
producers to more quickly and responsively serve the needs of consumers.

H.R. 1112 ensures that any agent or broker who elects to become a member of NARAB will
enjoy the benefits of true licensing reciprocity. In order to join NARAB, however, an insurance
producer must be licensed in good standing in his/her home state, undergo a criminal
background check (long a priority of state insurance regulators), and satisfy the independent
membership criteria established by NARAB. These criteria would include standards for
personal qualifications, training, and experience, and — in order to discourage forum shopping
and prevent a race to the bottom ~ the bill instructs the board to “consider the highest levels of
insurance producer qualifications established under the licensing laws of the states.”

NARAB'’s simple and limited mission would be to serve as a portal or central clearinghouse for
license issuance and renewal. The bill discretely utilizes targeted congressional action to
produce marketplace efficiencies and is deferential to states’ rights at the same time. H.R.
1112 merely addresses marketplace entry and leaves regulatory authority in the hands of state
officials. The proposal does nothing to limit or restrict the ability of state regulators to enforce
state marketplace and consumer protection faws. State officials will continue to be responsible
for regulating the conduct of producers and will, for example, investigate complaints and take
enforcement and disciplinary action against any agent or broker who violates the law. In short,
the NARARB I proposal would strengthen state insurance regulation, reduce unnecessary
redundancies and regulatory costs, and enable the industry to more effectively serve the
needs of insurance buyers — and it would achieve these results without displacing or adversely
affecting state regulatory oversight.

Conclusion

The Independent Insurance Agents and Brokers of America thanks the subcommittee for its
efforts — past and present — to implement tangible and effective marketpiace improvements.
We appreciate your focus on ensuring that the surplus lines reforms and Federal Insurance
Office provisions of the Dodd-Frank Act are implemented as intended, and we particularly look
forward to working with you on the much-needed NARAB Il proposal in the near future.

6
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The National Association of Insurance and Financial Advisors (NAIFA) appreciates the
opportunity to share with the members of the House of Representatives Financial Services Subcommittee
our views regarding insurance oversight and the importance of a modern, efficient and effective insurance
regulatory system. We welcome the Subcommittee’s interest in this issue, which is so important to

insurance agents and advisors, and to the insurance consumers whom we serve.

NAIFA comprises more than 600 state and local associations representing the interests of our
members nationwide. NAIFA members represent and serve Main Street. They are community-based
small business owners, many working as sole practitioners, who provide affordable insurance and
financial services to the middle-market. Our members focus their practices on one or more of the
following: life insurance and annuities, health insurance and employee benefits, multiline, and financial
advising and investments. Founded in 1890 as The National Association of Life Underwriters, the vision
of NAIFA is to protect and promote the critical role of insurance in a sound financial plan and the
essential role provided by professional agents and advisors. NAIFA's website can be accessed at

www.naifa.org.

Modernizing Insurance Oversight is Essential for a Strong and Healthy Insurance Marketplace

NAIFA members are long-time supporters of state regulation and remain steadfastly committed to
this tradition. Having said that, we recognize that there are deficiencies in the state insurance regulatory
system and that reform is needed to protect consumers and to ensure a strong and healthy insurance
marketplace. We believe, as others do, that fixing the problems with the insurance regulatory system
ultimately will enable the insurance industry to provide better and greater choices for consumers, without

sacrificing consumer protection.

In addition to the existing regulatory challenges, the changing dynamics of the financial services
industry in the 21* century compel NAIFA to be open to all promising options to improve the regulation
of the industry. Insurance producers have been working with state insurance regulators for years to
encourage sensible reforms to make the quilt of state insurance laws and regulations more uniform, thus
enabling producers to better compete in an increasingly crowded financial services marketplace.
Improvements in regulation benefit consumers, as well, who share the heavy burden of paying for the

costs of complying with the current system.
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Insurance regulation has been slow to adapt to changes in the industry and the markets it serves,
resulting in the regulatory problems that exist today. Unnecessary distinctions among the states and
inconsistencies within the states on issues such as licensing, product approval, and consumer protection,
thwart competition, reduce predictability and add unnecessary expenses to the cost of doing business.
Similarly, these outdated rules and practices do not serve the goals of regulation in today’s converging

financial services marketplace.

We recognize the challenges facing state regulators in their efforts to achieve reform. It has
proved to be very difficult for state regulators and their legislatures to unilaterally correct the identified
deficiencies in state insurance regulation. Both practical and political realities dictate that, if identical
bills are proposed in 50 state legislatures, 50 different bills will emerge from those 50 separate legislative
processes. There are numerous reasons for this lack of success — lack of will, disagreements over
substantive details, structural impediments, and the fact that it is simply very difficult to get 50 different

jurisdictions to act in a coordinated fashion, and act quickly in a constantly changing global marketplace.

State insurance regulators have made great efforts in the past several years to reform and
modernize the system, working through the NAIC to devise regulatory reforms on the national level and
institute them state-by-state. Unfortunately, their efforts have met with limited success. The financial
accreditation program and the interstate compact for life insurance products are examples of state
regulation and cooperation at its best. But the wheels of state regulation move slowly, and, beyond the
accreditation program, it has proved nearly impossible to achieve consensus om, and uniform
implementation of, model laws and rules. Even the life insurance compact, which is an undisputed

success for the states, has taken years to reach its current contingent of 40 states.

Producer Licensing Reform Ilustrates the Difficulty the States Have Achieving Nationwide Results

An area of insurance oversight that is critically important to NAIFA members is producer
licensing and regulation. NAIFA has worked for years to get the NAIC and state insurance regulators to
fix the cumbersome, duplicative state-based system of producer licensing. Despite progress in the last
decade — thanks to the enactment of the NARAB provisions included in the Gramm-Leach-Bliley Act
(GLBA) - the producer licensing system remains duplicative and unnecessarily burdensome, imposing
wasteful costs on our members (and their clients ~ insurance policyholders) in terms of both time and
money, with no additional consumer benefits. That is why NAIFA supports the producer licensing

reform legislation introduced by Representatives Randy Neugebauer and David Scott. The “NARAB II”
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bill, as it is commonly called, would create an interstate producer licensing clearinghouse. NARAB II has
strong bipartisan support has twice been approved by the Financial Services Committee, and subsequently

adopted by the full House of Representatives.

NARAB 11 builds on a foundation initiated in GLBA over a decade ago. GLBA’s NARAB
provisions successfully pushed the states to enact producer licensing reforms. In 2000, the NAIC adopted
the Producer Licensing Model Act (PLMA), which provides for a system of reciprocal licensing in the
states pursuant to the NARAB requirements. The PLMA has been enacted in some form in over 40 states

and the District of Columbia.

NAIFA has supported the NAIC's producer licensing reform efforts at every step of the way and
we are, in large part, responsible for enactment of the PLMA in the states. NAJFA is a board member of
the Natjonal Insurance Producer Registry (NIPR), which operates the electronic database of producer
information that has made licensing significantly faster and easier, and is an active participant at the
national level, working with an NAIC coalition in the development of specific recommendations for

achieving true reciprocity and uniformity in producer licensing nationwide.

Although the passage of NARAB gave the statcs the needed incentive to streamline the insurance
producer licensing system, it did not go far enough. Today, there are approximately 40 states that the
NAIC has deemed “reciprocal” for NARAB purposes. Although other states have adopted portions of the
PLMA, there remain a significant number of states — including major markets such as California and
Florida — that are not reciprocal and therefore not in compliance. In addition, reciprocal states sometimes
have similar legal requirements but differing standards for licensure — thus creating a patchwork of

approaches across the country.

It is clear that without Congressional action, the NAIC will be unable to attain its stated goal of
reaching full licensing reciprocity among the states. Indeed, the NAIC has said that their ultimate goal is
uniform state licensing requirements. But the states have their own parochial interests and roadblocks to

achieving reform, so federal action is necessary.

NAIFA supports the enactment of NARAB II because it would allow insurance producers who
are licensed to operate in multiple states to comply with a single set of non-resident licensing and
continuing education rules. The need to streamline the non-resident licensing process is important for

NAIFA members who relinquish clients when they move to another state because of the burdens imposed
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by multistate licensing. NATFA members are in the business of assisting individuals and families address
their basic financial security needs and prepare for retirement by helping them secure risk transfer based
products such as life insurance, annuities, long-term care insurance, disability income coverage, and
medical and hospital insurance. The relationships our members have with their clients are based on a
trust developed through years of providing important guidance and assistance in preparing for life’s
inevitable risks of dying too soon, living too long, becoming sick or disabled or needing long-term care.
For many NATFA members, however, the varying licensing compliance requirements from state-to-state
make it unnecessarily burdensome to follow a client to another state when he or she moves. As a result,
NAIFA members have to refer their clients to another agent. Enpactment of NARAB II is necessary
because, in today’s increasingly mobile world, it is a disservice to insurance consumers to have a
regulatory system in place that makes it difficult for a consumer to retain their trusted agent when they

move to another state.

Thank you for your consideration of our views. We appreciate your strong interest in insurance

regulatory reform, and look forward to working with you as your efforts advance.



237

NAMIC

NATIONAL ASSOCIATION OF MUTUAL INSURANCE COMPANIES

Statement
of
Andrew L. Furgatch
Chairman of the Board
Magna Carta Companies
on behalf of the
National Association of Mutual Insurance Companies
to the
House Financial Services Committee
Subcommittee on Insurance, Housing and Community Opportunity
hearing on

Insurance Oversight: Policy Implications for U.S. Consumers, Businesses and Jobs

July 28, 2011



238

Comments of the National Association of Mutual Insurance Companies Page 2
Insurance Oversight
July 28, 2011

The National Association of Mutual Insurance Companies (NAMIC) is pleased to offer
comments to the House Financial Services Committee Subcommittee on Insurance,
Housing and Community Opportunity on insurance oversight.

My name is Andrew L. Furgatch - Chairman of the Board and CEO of Magna Carta
Companies. Magna Carta Companies was founded in New York City in 1925 as a
mutual insurance carrier for the taxicab industry. Throughout the decades, Magna Carta
has continuously expanded its product offering and underwriting territory. Today, Magna
Carta specializes in underwriting the commercial real estate industry and is one of the
largest mutual carriers of commercial business in America.

Founded in 1895, NAMIC is the largest full-service national trade association serving
the property/casualty insurance industry. NAMIC members are small farm mutual
companies, state and regional insurance companies, and large national writers. Its
1,400 member companies write all lines of property/casualty insurance business and
account for 50 percent of the automobile/ homeowners market and 31 percent of the
business insurance market.

The Nature of the Property/Casualty Insurance Industry

To begin, it is important to understand that the nature of property/casualty insurance
products, the industry’s low leverage ratios, its relatively liquid assets, and the lack of
concentrations in the marketplace make our industry truly unique within the financial
services sector. This uniqueness also makes our business fundamentally different from
the other two major components of the insurance business ~ life insurance and health
insurance. The property/casualty insurance industry was not responsible for the recent
economic crisis and in fact, the risk that our companies pose to the overall financial
system is negligible.

Recent historical evidence supports this claim. Even amid severe financial turmoil,
there were no major failures of property/casualty insurers and the industry as a whole
greatly outperformed other financial services sectors. Today the industry remains
strong, diverse, and vibrant — there are more than 2,700 property/casualty insurers
operating in the United States, the majority of which are relatively small. A number of
studies over the years, including those conducted by the U.S. Department of Justice,
state insurance departments, and respected economists and academics, have
consistently concluded that the insurance industry is very competitive under classic
economic tests.

Maintaining this robust competition is critical to preserving our industry’s ability to
provide the foundation of a dynamic economy. Property/casualty insurance is the
mechanism that has allowed people to transfer some of the risk of owning property or
starting a business and has helped keep the nation’s economic engine burning.
Artificial suppression of competition through new onerous regulations would not only
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threaten many of the 533,000 jobs in the industry?, but it would put additional strain on
every other individual and business that requires financial protection from the unknown.

As the subcommittee oversees the implementation of reforms to the regulation of the
nation's financial services sector, it is essential to create the optimal structure for all
constituents. For the property/casualty insurance industry, these constituents include
policyholders, taxpayers, insurance companies, agents, and others affected by the
insurance underwriting process. Recognizing the differences in financial services
companies and products is essential fo preventing “one-size-fits-all” regulation that
might conflate property/casualty insurance with banking and unintentionally and
unnecessarily damage our industry.

We respectfully urge Congress, and especially this Committee, to carefully monitor the
work of federal regulators to ensure that they do not engage in “mission creep” and
attempt to regulate outside their legislative mandate. Instead the new regulatory
structures should work through the system of state-based insurance regulation, by
coordinating and cooperating with state regulators and other functional and prudential
regulators.

State Regulation of Property/Casualty Insurance

For over 150 years, property/casualty insurers have been regulated by the states in
which they do business. Beginning with the passage of the McCarran-Ferguson Act in
1945, the federal government has officially recognized that the states are the
appropriate entities to regulate their own insurance markets. The state-based insurance
regulatory system has proven to be adaptable and effective, with rare insolvencies and
no taxpayer bailouts. Each state has adopted specific programs and policies tailored to
the unique needs of its consumers. State regulators and legislators consider and
respond to unique local and regional marketplace conditions, such as risks related to
weather, specific economic conditions, medical costs, building codes, and consumer
preferences. In addition, state regulators are able to respond and adapt to
inconsistencies created by various state contract, tort, and reparation laws.

Much of the reason that the state-based system of regulation has worked is because
property/casualty insurance is inherently local in nature. Local accident and theft rates
impact pricing. Geographical and demographic differences among states also have a
significant impact on property/casualty coverages. Natural disaster perils — hurricanes,
earthquakes, etc. — differ significantly from state to state. Additionally, the United States
has 54 well-defined jurisdictions, each with its own set of laws and courts. The U.S.
system of contract law has deep roots and, with respect to insurance policies, is based
on more than a century of policy interpretations by state courts. The tort system, which

! According to the Insurance Information Institute. Note that this number does not include many others
such as agents and brokers that could be impacted by policy choices. http://www?2.iii.org/firm-
foundation/contribution-to-the-national-economy/employment.html.
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governs many of the types of incidences at the heart of insurance claims — particularly
those covered by liability insurance — is also deeply rooted in state case law pertaining
to such things as the law of defamation, professional malpractice, premises liability,
state corporation law, and products liability. State and local laws determine coverage
and other policy terms and reparation laws affect claims.

With the ability to quickly respond to unique local issues, the individual states serve as a
laboratory for experimentation and a launch pad for reform. State-based regulators
develop expertise on issues particularly relevant to their state. Insurance consumers
directly benefit from state regulators’ familiarity with the unique circumstances of their
state and the development of consumer assistance programs tailored to local needs
and concerns. State regulators, whether directly elected or appointed by elected
officials, also have a strong incentive to deal fairly and responsibly with consumers.

Today, it is safe to say that solvency regulation by state regulators has served both
policyholders and insurers well. Unlike the regulatory arbitrage and regulator shopping
in other financial services sectors that occurred during the lead-up to the financial crisis,
insurance products and services remain closely regulated. Insurance supervision
adheres to the highest standards of oversight and has contributed to the industry
remaining healthy even during difficult economic times.

The state insurance regulatory system, however, is not without its shortcomings. State
insurance regulation receives justified criticism for overregulation of prices and forms,
lack of uniformity, and protracted speed-to-market issues. We continue to work with
state legislators and regulators to address outdated, redundant, and confiicting
regulatory policies and procedures and to modernize the insurance regulatory system to
meet the needs of a 21st century marketplace.

Dodd-Frank Wall Street Reform and Consumer Protection Act

July 21, 2011, marked the one-year anniversary of the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd-Frank) being signed into law. This legislation was
created in response to the financial crisis with the stated purpose of preventing future
bank bailouts, corporate bankruptcies, and overextensions — generally, the bill’'s stated
intent was to prevent further financial crises.

Early in the debate, lawmakers recognized both that the property/casualty insurance
industry played no part in creating the economic crisis and that our industry remained
heaithy and solvent throughout. There was a widespread understanding that the state-
based regulation of insurance had worked while federal oversight of banks and financial
services firms had largely failed.

Although not the cause of the financial crisis, the insurance industry is nevertheless
directly and specifically impacted by the overhaul of the nation’s financial services
regulation found in Dodd-Frank. The Act for the first time creates a Federal Insurance
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Office (FIO) specifically tasked with studying the insurance industry. However, Dodd-
Frank's application to the insurance industry was not limited to the creation of the FIO.
The Financial Stability Oversight Council (FSOC), Consumer Financial Protection
Bureau (CFPB) and Office of Financial Research (OFR) will also have a profound
impact on the future of the insurance industry. As these offices begin their work and
issue regulatory rulemakings, Congress should remain focused on preventing any new
duplicative federal regulation of an already heavily regulated insurance industry. Dodd-
Frank was meant to address legitimate problems on Wall Street but should not in the
process create needless problems on Main Street.

Financial Stability Oversight Council and Systemic Risk

Section 111 of Dodd-Frank established FSOC and subsequent sections tasked it with
identifying risks to the financial stability of the United States that could arise from the
material financial distress of large, interconnected bank holding companies or nonbank
financial companies. This authority includes making recommendations concerning the
establishment of heightened prudential standards for risk-based capital, leverage,
liquidity, contingent capital, resolution plans and credit exposure reports, concentration
limits, enhanced public disclosures, and overall risk management of such institutions.

FSOC also has authority to require supervision by the Federal Reserve Board of
Governors for nonbank financial companies that may pose a threat to the financial
stability of the United States in the event of their material financial distress or failure.
Section 113 establishes a number of criteria for FSOC to consider in making a
determination as to whether a particutar company should be subject to such
supervision.. The Council must consider:

» The extent of the leverage of the company;

» The extent and nature of the off-balance-sheet exposures of the company;

« The extent and nature of the transactions and relationships of the company
with other significant nonbank financial companies and significant bank
hoiding companies;

« The importance of the company as a source of credit for households,
businesses, and State and local governments and as a source of liquidity for
the United States financial system;

e The importance of the company as a source of credit for low-income, minority,
or underserved communities, and the impact that the failure of such company
would have on the availability of credit in such communities;

¢ The extent to which assets are managed rather than owned by the company,
and the extent to which ownership of assets under management is diffuse;

» The nature, scope, size, scale, concentration, interconnectedness, and mix of
the activities of the company;

» The degree to which the company is already regulated by 1 or more primary

« financial regulatory agencies,

s The amount and nature of the financial assets of the company; and
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» The amount and types of the liabilities of the company, including the degree
of reliance on short-term funding.

In making a determination to designate any nonbank financial company as systemically
significant and subject to federal consolidated supervision and higher prudential
standards, FSOC must consult with the primary financial regulator. In addition, the
Council must review and reevaluate any designation on an annual basis.

As it has not been strictly defined, the category of nonbank financial companies
ostensibly includes property/casualty insurers. However, the legislative history of Dodd-
Frank makes clear that lawmakers generally did not believe that insurers pose a
systemic risk. Additionally, many economists agree that the risk the property/casualty
industry poses to the overall financial system is negligible. As mentioned above, the
industry is highly competitive, well capitalized, and subject to adequate financial and
operational regulation. In addition, property/casualty insurers are not as susceptible to
the adverse systemic consequences of activities engaged in by banks and other
financial institutions that are the principal generators of systemic risk.

In order to understand the relationship between systemic risk and the insurance
industry, it is important to understand what is meant by “systemic risk.” Systemic risk is
often defined as the probability that the failure of one financial market participant to
meet its contractual obligations wili cause other participants to default on their
obligations, leading to a chain of defaults that spreads throughout the entire financial
system, and eventually to the nonfinancial economy generally. Another type of systemic
risk results from the possibility that a major external event could produce nearly
simultaneous, large, adverse effects on most or all of the financial system (rather than
just one or a few institutions) such that the entire economy is adversely affected. In this
scenario, the threat to the system is a market-oriented crisis rather than an institution-
oriented crisis. That is, the crisis occurs because of a widespread event or trend that
occurs throughout the financial system, rather than because of the behavior of a
particular institution or industry. Market-oriented crises tend to begin with a large
change—usually a decline—in the price of a particular asset; the change then becomes
self-sustaining over time.

The global financial crisis that began in 2008 was a market-oriented crisis. The financial
system broke down not because of a contagion that radiated from one or a few troubled
institutions to a host of otherwise healthy entities. What happened instead is that
market participants around the world independently speculated that a particular asset
class—housing, in this case—would continue indefinitely to increase in value.

Future crises are likely to arise from similar types of asset bubbles and instances of
widespread failure by market participants in evaluating certain types of risk. Therefore,
regulation that is intended to curtail systemic risk must be carefully designed to address
the kind of market-oriented problems that caused the recent crisis and might potentially
lead to future crises. The record shows that property/casualty insurers did not cause the
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last crisis and it is exceedingly unlikely that property/casualty insurers - either
individually or collectively - could cause a financial crisis in the future.

Insurance companies and the consumers they serve could be seriously harmed by
inappropriate systemic risk regulation that targets individual insurers. We believe that
the application of the statutory “considerations” requires the FSOC to take a holistic
rather than a formulaic approach to pursuing designations. A holistic or “deeper dive”
would include reviewing an institution’s culture, risk management practices, and
financial strength. A holistic approach also recognizes that while systemic risk
determinations are made on an individual basis, there are characteristics of groups of
nonbank financial companies that FSOC should take into account in making decisions
about whether a particular nonbank financial company should be designated under
Section 113.

There are six primary factors that affect the probability that a financial institution will
create or facilitate systemic risk: leverage, liquidity, correlation, concentration,
sensitivities, and connectedness. A holistic examination of these factors will
demonstrate that there is no basis for regulating property/casualty insurance companies
for systemic risk because they do not present such a risk. .

Additionally, unlike lightly regulated financial institutions such as investment banks and
hedge funds, most of the obligations of property/casualty insurers are protected by the
state-based insurance guaranty fund system. This nationwide system, which is
financed by the property/casualty insurers of each state, greatly mitigates the effect of
any failing property/casualty insurer by providing claimants assurance that the insurer’s
obligations will be satisfied on a timely basis.

As it is clear that property/casualty insurers pose no systemic risk to the nation’s
economy or financial structure, efforts to designate them under Section 113 simply by
virtue of their classification as financial service providers ignore the underlying business
models and financial structure of the industry. There are many other industries more
concentrated and interconnected - such as energy, telecommunications, and
transportation - that could pose a more serious threat to the nation’s economy in the
event of failure, than the diverse and financially stable property/casualty insurance
industry.

It is imperative that FSOC consider the property/casualty industry in the context of the
larger national and global financial services industry and particular companies in the
context of the industry as a whole. The Council must resist the temptation to base
decisions on size alone or feel compelled to designate an insurer — or group of insurers
— simply for the sake of including a representative of all financial industry sectors.
Failure of regulators to make the critical distinctions between property/casualty and
other financial market participants could result in substantial anti-competitive
consequences and increased prices for important consumer financial products, which
ultimately hurts consumers without providing any commensurate benefit in protecting
U.S. financial stability.
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Federal Insurance Office

NAMIC supports a reformed system of state-based insurance regulation and believes
that any federal role in insurance should be without regulatory authority. The FIO was a
carefully negotiated office that properly recognizes these objectives and must be
implemented within this framework. illinois Department of Insurance Director Michael
McRaith was recently named as the first Director of the F1O. Director McRaith officially
took over as head of the new office in June 2011 and we look forward to working with
him to achieve the goal of developing an information repository and a source of federal
expertise on insurance.

Dodd-Frank created the FIO and authorized it to:

« Monitor all aspects of the insurance industry, including identifying issues or gaps
in the regulation of insurers that could contribute to a systemic crisis in the
insurance industry or the United States financial system;

+ Monitor the extent to which traditionally underserved communities and
consumers, and low- and moderate-income persons have access to affordable
insurance products regarding all lines of insurance, except health insurance;

« Recommend to the Financial Stability Oversight Council that it designate an
insurer, including the affiliates of such insurer, as an entity subject to regulation
as a nonbank financial company supervised by the Board of Governors;

» Assist the Secretary in administering the Terrorism Insurance Program
established in the Department;

« Coordinate Federal efforts and develop Federal policy on prudential aspects of
international insurance matters, including representing the United States, as
appropriate, in the International Association of insurance Supervisors (or a
successor entity) and assisting the Secretary in negotiating covered agreements;

« Determine whether State insurance measures are preempted by covered
agreements; and

« Consult with the States (including State insurance regulators) regarding
insurance matters of national importance and prudential insurance matters of
international importance.

Lawmakers were careful to ensure that the FIO would not exercise any regulatory or
supervisory control and included protections to prevent the office from becoming a de
facto regulator. The legislation includes explicit language protecting the state-based
regulation of insurance and limiting the authority of the FIO to act in a regulatory
capacity. Inclusion of this express language recognizes that it is essential to avoid
creating a dual regulatory scenario and was critical to the support of the industry in
creating the office. As the FIO begins its work, it is imperative that the Office abide by
the statutory prohibition against exercising supervisory and regulatory authority over the
insurance industry. Congress and this Committee must exercise careful and consistent
oversight to guarantee that the application of the FIO's role remains advisory.
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Throughout the legislative process, we worked closely with Congress to address our
concerns about the FIO. Among those concerns was the power to make data calls and
request document productions. Data calls and document requests are costly and time-
consuming endeavors for insurers — particularly small insurers with few employees and
modest resources. Currently, insurers regularly submit information to state regulators on
all aspects of their operations. Creating an additional reporting fayer would have gone
against the goat of simplification and coordination. There is a need for information on
insurance at the federal level, but collecting this information can be achieved by working
through the systems and processes already in place.

For these reasons, the authors of the bill saw fit to require the FIO to coordinate with
state regulators prior to conducting data calls and limited the office’s ability to request
information directly from insurers to situations where it is not available elsewhere.
Treasury must maintain these important safeguards in implementing this office.

Finally, as part of the mission of the FIO, the director is required to submit several
reports to Congress. Beginning on September 30, 2011, the FIO director must submit
two annual reports to the President and to the House Financial Services and Senate
Banking Committees. The first report will outline any actions taken by the office
regarding the preemption of state insurance laws; the second report will examine the
insurance industry and any other information deemed relevant by the FIO director or
requested by Congressional committees.

In addition to the annual reports, the FIO director is responsible for conducting a study
on how to modernize and improve the system of insurance regulation in the United
States. This study is due to be released in January 2012.

We are concerned that the FIQ may follow the all too common approach of new federal
offices and conclude that it requires more resources and authority to oversee the
property/casualty insurance industry. This conclusion would be the first step in growing
its power and scope and begin to create increased and duplicative federal regulation.
We urge that the Committee resist any attempts for the FIO to engage in mission creep
and expand beyond its legislative mandate.

Office of Financial Research

Dodd-Frank also created the OFR within the Department of the Treasury. The OFR is
charged with improving the quality of financial data available to policymakers and
facilitating analysis of the financial system for agencies such as FSOC that monitor
systemic risk. To execute these functions, the OFR has two primary operational centers:
a Data Center to standardize, validate, and maintain data to help regulators identify
vulnerabilities in the financial system as a whole, and a Research and Analysis Center
to conduct, coordinate, and sponsor research aimed at improving regulation of financial
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firms and markets. Specifically, the OFR is tasked with “standardizing the types and
formats of data reported and collected” and “developing tools for risk measurement and
monitoring.” The OFR will conduct financial analysis in support of FSOC, standardize
financial reporting requirements, develop a reference database, prioritize making
financial data efficient and secure, and produce regular reports to Congress on threats
to the financial system and its key research and findings.

Although the goal of the OFR is to standardize data reporting and risk measurement
metrics, it is imperative that it recognize the inherent and significant differences between
insurance and other financial services sectors when developing these measurement
and monitoring systems. For example, comprehensive state regulatory systems for
insurance have been developed including detailed investment laws and conservative
accounting standards and procedures to access the risk to the underlying entity. State
regulations place limits on the amounts of each type of asset that an insurer may hold,
as well as the level of concentration in any single investment. State regulations also
require insurers to properly value their assets. Securities must be valued according to
the rules of the National Association of Insurance Commissioners’ (NAIC) Securities
Valuation Office, and other invested assets must be valued according to the rules of the
NAIC's Financial Condition (E) Committee. In addition, statutory accounting principles
(SAP) include the concept of admitted assets -- assets readily convertible into cash. To
the extent that a company’s investments exceed specified amount limits or fall below
specified quality limits, the assets are considered “nonadmitted” and the company is
prohibited from taking credit for them on the Annual Statement's balance sheet.

To the extent the OFR and FSOC wish to determine how best to apply the analytical
framework to all nonbank financial companies, we suggest not adopting a one-size-fits-
all modei for all financial institutions, but instead looking to existing insurance regulatory
criteria and benchmarks. There are examples of such tools that are currently utilized by
insurance regulators. For instance, the NAIC's risk-based capital regulation establishes
a uniform standard for capital adequacy and further provides specified levels of
regulatory actions for weakly capitalized insurers. Another example is the

Insurance Regulatory Information System utilized by state regulators, which consists of
a series of 12 financial ratios for which ranges of normal results have been calculated.
The ratios focus on critical financial and business conditions, including capital
adequacy, changes in business patterns, underwriting results, reserve inadequacy, and
asset liquidity. In addition, the NAIC’s Financial Solvency Tools system includes other
ratios focusing on profitability, asset quality, investment yield, affiliate investments,
reserves, reinsurance, liquidity, cash flows, and leverage. These ratios have been
developed with careful consideration of the business of insurance and are based on well
understood definitions and reflect the more conservative approach to accounting utilized
by insurers pursuant to SAP. These tools provide a clear and accurate picture of an
insurer’s size, degree of leverage, and liquidity risk.

Early on, we expressed concern that the OFR's activities could potentially conflict with
the work of the FIO and state insurance regulators. Although the property/casualty
insurance industry will not be a likely focus for systemic risk information gathering, we
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remain concerned about the potential for duplicative information gathering and
collection requirements placed on insurers. The OFR and the FIO must be required to
coordinate to acquire any information from publicly available sources to prevent
duplication (or even triplication) of efforts. Certain safeguards were written into Dodd-
Frank to prevent these conflicts; however, the potential exists for the office to grow
beyond its scope as an information clearinghouse for FSOC and Congress.

Consumer Financial Protection Bureau

The creation of a new, independent federal financial consumer protection agency was
the centerpiece of the Obama Administration’s financial services regulatory reform
package released in the summer of 2009. The CFPB was included in Dodd-Frank and is
charged with overseeing all consumer protection rulemaking and regulations with regard
to consumer financial products and services.

Insurance products are already well regulated at the state level for protecting
consumers. Both the administration and Congress recognized this fact and ultimately
all lines of insurance were properly excluded from the office. However, as with any new
office of this size and scope, it is possible that regulatory overreach could drag
insurance back into CFPB jurisdiction.

Although the business of insurance was specifically excluded from the scope of the
CFPB, this large new bureaucracy promises to be far-reaching and could impact
insurance in many ways. For example, Dodd-Frank transfers oversight of provisions of
the Fair Credit Reporting Act and other privacy laws to the CFPB. In addition, the
CFPB has created a new consumer complaint database and on March 9, 2011, the
CFPB issued a request for comments on the new office’s information and complaint
collection activities. As part of its activities, CFPB must collect and respond to various
complaints regarding financial products and services.

While insurance is excluded from its jurisdiction, and is not specifically mentioned in the
request for comments, the acting head of the agency, Elizabeth Warren, has informed
the Committee that the CFPB has received insurance related complaints. We are
concerned about the agency’s inappropriate and unauthorized involvement in
insurance-related complaints. We have specifically asked the CFPB to implement
procedures that would directly refer such complaints to the appropriate state regulator
without retaining information in the federal database. Failure to implement a firewall
between insurance and non-insurance compiaints would violate the statutory prohibition
on involvement in the business of insurance and may require a legislative fix.

The House of Representatives has already demonstrated a commitment to ensuring
that the CFPB should be an accountable and transparent agency by passing H.R. 1315,
the Consumer Financial Protection Safety and Soundness Improvement Act of 2011,
Among other things, the bill establishes a five-member, bipartisan commission to
manage the CFPB instead of a single administrator; creates a meaningful review
process that takes into consideration how a proposed rule could endanger the safety of
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financial institutions; and ensures that there is a Senate confirmed chair of the
commission before the Bureau exercises any new regulatory authority. We were also
encouraged by an amendment offered by Rep. Erik Paulsen that gives power to the
nonvoting insurance representatives on FSOC to petition CFPB decisions. In addition,
this amendment served to remind the CFPB that insurance was not included in its
jurisdiction.

As implementation of Dodd-Frank goes forward Congress must remain vigilant so that
the agency does not exceed its mandated authority.

Volcker Rule

Section 619(a) of Dodd-Frank (the "Volker Rule") prohibits banking entities from
engaging in proprietary trading and from investing in or sponsoring hedge funds and
private equity funds. Further, Dodd-Frank also mandates that FSOC study and make
recommendations on implementing the Volcker Rule so as to “appropriately
accommodate the business of insurance within an insurance company, subject to
regulation in accordance with the relevant insurance company investment laws, while
protecting the safety and soundness of any banking entity with which such insurance
company is affiliated and of the United States financial system.”

Insurers collect premiums from customers in return for a promise to pay on a potential
future claim. Those premium dollars are invested by the insurer to ensure that those
future claims are able to be paid. Eliminating the ability to invest these premiums
beyond low-yield government securities would create the need to charge higher
premiums on policies for consumers. Furthermore, there already exists a strong state-
pased insurance investment regulatory system, which serves to protect the safety and
soundness of those insurance institutions containing a banking entity.

Investment limitations imposed upon property/casualty insurers structured as mutual
thrift holding companies would have the unintended consequence of severely restricting
investment options, including ones that involve minimal risk. State insurance investment
laws impose strict limits on the types of investments that property/casualty insurance
companies may utilize from both a qualitative and quantitative standpoint. The general
aim of the state insurance investment laws is to protect the safety and soundness of the
insurance institution while also protecting the interests of customers by promoting
insurer solvency and financial strength.

With these considerations in mind, Congress recognized the importance of
appropriately accormmodating the business of insurance by providing an exemption from
the Volcker Rule for an insurance company acting on behalf of its general account.
Therefore, Section 619(d)(1)(F) provides that, notwithstanding the prohibitions of
Section 619(a), investing in “securities and other instruments described in subsection
(h)(4) by a regulated insurance company directly engaged in the business of insurance
for the general account of the company and by any affiliate of such regulated insurance
company” is a permitted activity.
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Congress realized that application of the Volker Rule to insurance companies would
prevent an insurance company from making properly diversified and allocated
investments to support their insurance operations and to meet their customers’ needs.
Insurers investment practices should not be restricted in such a way that they could no
longer pursue their long-established basic business models. These core insurer
investment practices did not pose a significant risk to the national economy during the
recent economic crisis and will not create systemic risk to the economy in the future.

In order to further protect fundamental insurance investment practices, the FSOC study
should recommend that the current insurance regulatory system be recognized as
proper and effective protection for the safety and soundness of any banking entity within
an insurance institution as well as the United States financial system as a whole. By
allowing insurers to continue in their normal regulated investment activity from their
general account - including engaging in proprietary trading and ownership of interest in
securities such as private equity and hedge funds - the FSOC study would comply with
legislative intent that clearly meant to preserve this system and exclude the insurance
company investment model from application of the Volcker Rule.

The most effective way to appropriately accommodate the business of insurance while
also protecting the safety and soundness of a banking entity subsidiary of an insurance
company is to recognize the protections afforded by state regulatory insurance faws and
ensure that the permitted activity in the Volcker Rule applicable to insurance companies
by Section 619(d)(1)(F) of Dodd-Frank is implemented so as not to restrict an insurance
company from making investments in compliance with such laws.

Savings and Loan Holding Companies

Under Dodd-Frank, the Federal Reserve assumed regulatory authority over savings and
loan holding companies (SLHCs) from the now defunct Office of Thrift Supervision. For
many SLHC s, insurance is the dominant economic activity, while banking-related
activities may be minimal in the entire holding company structure. There are
fundamental and inherent differences between insurance and banking and itis
imperative that the regulatory approach not simply graft a bank-centric Bank Holding
Company structure onto SLHS.

Understandably, the Fed’s regulatory approach to holding companies is bank-

centric. Thus it may appear to be more efficient to simply graft its bank holding
company regulatory regime onto SLHCs, As the regulatory process moves forward we
urge the Committee to ensure that the Federal Reserve works closely with the FIO,
state regulators, and industry to ensure that regulatory standards and metrics to reflect
the economic reality that insurance dominated SLHCs have different prudential
regulatory concerns than BHCs. Specifically, Section 171 of Dodd-Frank (the Collins
Amendment) imposes minimum regulatory and maximum leverage requirements on
depository institution HCs. However, comparing bank capital and insurance capital for
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regulatory purposes is like comparing apples to pizza—and the requirements of the
Collins Amendment are entirely bank-centric.

In addition, many insurance companies rely on insurance statutory accounting
principles, while banking regulators generally require GAAP, and we believe it is
appropriate to allow those insurers to continue using SAP, particularly those whose
structure (i.e., nonpublic and mutual insurers) does not otherwise require the use of
GAAP.

These are just two examples of the many areas in which regulators will need to work
closely with insurance regulators to ensure proper functioning of insurance markets and
avoid duplicative and conflicting regulation.

International Insurance Agreements on Prudential Measures

NAMIC believes increased coordination and cooperation among international regulatory
authorities is desirable, but we gquestion the notion that the current system imposes an
inappropriate or undue impediment to participation in U.S. markets by non-U.S.
insurers. Movement of capital that is intended for risk or insurance generally flows
freely at present. Coordination of reporting or presentation standards to permit review
and evaluation help to foster greater regulatory transparency and encourage
competition. Present cooperation between the European Union and U.S. provide a
sound basis for further coliaborative efforts.

As a part of these efforts, U.S. insurance regulators — through the NAIC ~ participate in
the International Association of Insurance Supervisors (IAIS). The IAIS develops
international standards for insurance supervision, provides training to its members, and
fosters cooperation between insurance regulators, as well as forging dialogue between
insurance regulators and regulators in other financial and international sectors.
Regulators and staff participate in the work of the IAIS on a variety of issues including
international solvency supervision, accounting standards, and reinsurance regulation,
among others.

The F10 is empowered to coordinate federal efforts and establish federal policy on
prudential aspects of international insurance matters, including representing the United
States as appropriate in the IAIS and assisting the Secretary of the Treasury in
negotiating International Insurance Agreements on Prudential Measures.

We support enhanced cooperation and coordination among the various global financial
services regulatory bodies. However, such cooperation and coordination should not
come at the cost of abdication of regulatory authority to foreign jurisdictions or quasi-
governmental bodies. Likewise, authority to enter into agreements and bind U.S.
insurers and insurance regulators should not depend solely on the discretion of the
Secretary of the Treasury.
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International agreements affecting insurance must be negotiated in full coordination with
state regulators and Congress must not abandon its oversight function and should
exercise full consultative authority. Furthermore, these agreements need to be
reconciled against the realities of the US insurance market. Significant differences exist
between the U.S. regulatory structure and the regulatory scheme in other countries. For
instance, most European countries do not regulate the price of insurance products
whereas we have common price regulation in the U.S. Also, our tort environment is
very different from most other countries; these realities must be considered and
reconciled with any international agreement under negotiation.

Conclusion

In the wake of Dodd-Frank, it is important that Congress continue to recognize the
health and success of the property/casualty insurance industry. Congress must be
vigilant in its oversight of Dodd-Frank implementation to ensure that federal regulators
resist the temptation to lump the property/casualty industry into a single “financial
services” basket and feel compelled to designate insurers as systemically significant
simply for the sake of including representatives of all sectors of the financial services
industry. Lawmakers appropriately recognized that the insurance industry does not
pose systemic risk to the economy, and we urge Congress to carefully monitor the work
of federal regulators to ensure that the industry is not inappropriately swept into the
Dodd-Frank regulatory framework.

The Committee must also remain ever vigilant regarding the impact of international
standard-setting organizations and intergovernmental bodies on U.S. insurance
regulation. State-based insurance legislators and regulators should determine
insurance standards, not federal agencies or international bodies. The costs of muitiple
regulations that could result from overlapping, duplicative, or conflicting standards could
harm the marketplace for consumers and industry alike. We urge the Committee to
work with state legisiators and regulators, industry, the FIO, and trade negotiators to
protect and preserve the state-based regulatory system that has served our nation’s
insurance consumers well for decades.
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July 29, 2011

Representative Judy Biggert, Chair

U.S. House Committee on Financial Services

Subcommittee on Insurance, Housing & Community Opportunity
2113 Rayburn House Office Building

Washington, DC 20515

Dear Chairperson Biggert:

As president of the National Conference of Insurance Legislators, | would like to further respond to your
question at yesterday’s hearing entitied “Insurance Oversight: Policy Implications for U.S. Consumers,
Businesses and Jobs” regarding the possibility of NCOIL and the National Association of insurance
Commissioners (NAIC) reaching common ground on the Surplus Lines Insurance Multi-State Compliance
Compact (SLIMPACT).

in line with NCOIL Treasurer Rep. Greg Wren's remarks, NCOIL will recommit its efforts with the NAIC fo find
a unified response to surplus fines reform. NCOIL repeatedly, and to no avall, tried to develop a joint
approach with the NAIC early on in SLIMPACT development—asking for input on compact provisions with
the promise to modify in order to gain NAIC support. Responding to regulator concerns that SLIMPACT was
overly prescriptive, the compact language was substantially slimmed down by deleting certain uniform
standards.

NCOIL will again reach out to the NAIC to ask their buy-in to SLIMPACT, as our state legisiators believe its
uniform standards respend to NRRA intent to simplify and streamline the surplus lines reguiatory process
and meet the state constitutional concerns expressed by compact legal experts. We believe SLIMPACT is
honing in on an allocation method upon which all interested parties, including the NAIC, can agree.

SLIMPACT uniform foreign eligibility requirements will prohibit undercapitalized foreign insurers from selling
surplus lines insurance to state insurance consumers. The SLIMPACT uniform poficyholder notice will ease
the costly administrative burdens tied to issuing up to 51 different state-mandated policyholder nofices.

NCOIL believes only SLIMPACT meets the criteria established in the NRRA, and will provide uniformity,
simplicity, refative revenue neutrality, etc., for the states. Industry worked on and supported the development
of the SLIMPACT model and is not supportive of the NIMA model.
in summary, NCOIL will make every effort to work with the NAIC to achieve synergy while maintaining our
fuil-faith effort to respond to Congress’s desire to unburden and streamline the surplus fines regulatory
system. We look forward to further communications with your Subcommittee in the near future to apprise
you of our efforts.
Best regards,
£ 7
ety . //MJ

Rep. George Keiser (ND)
NCOIL President

cc: U.S. House Financial Services Committee
U.S. Senate Banking Commitiee

KNCOIL2011 Docs/2007417
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Commissioner Susan Voss
NAIC President

lowa Division of Insurance
330 Maple Street

Des Moines, lowa 50319

Dear Commissioner Voss:

As president of the National Conference of Insurance Legislators—and in line with NCOIL Treasurer Rep.
Greg Wren's remarks yesterday at the U.S. House Committee on Financial Services Subcommittee on
Insurance, Housing and Community Opportunity’s hearing—! am writing you in an effort for our mutual
organizations to reach common ground on surplus lines regulatory reform.

Because Congresswoman Biggert has suggested that the NAIC work with NCOIL on SLIMPACT as a unified
response 1o the NBRA, NCOIL is asking you, as we did early on in SLIMPACT development, to find a
common ground in SLIMPACT. As you can remember, responding to regulator concerns that SLIMPACT
was overly prescriptive, NCOIL slimmed down SLIMPACT language by deleting certain uniform standards.
Another concern expressed by NAIC regulators that SLIMPACT would not be functional scon enough has
been put to bed-—as SLIMPACT has nine members and counting.

Commission representatives have developed bylaws and a rule for rulemaking, and are now honing in on an
atlocation method upon which all interested parties, including the NAIC, can agree. The Counsel of State
Government {CSG) has offered its renowned National Center for Interstate Compacts as a means of housing
and facilitating SLIMPACT Commission operations.

The compact’s uniform standards respond to NRRA intent to simplity and streamline the surplus lines
regulatory process and protect the surplus fines consumers in our states. SLIMPACT uniform foreign
eligibility requirements will prohibit undercapitalized foreign insurers from selling surplus fines insurance to
state insurance consumers. The SLIMPACT uniform policyholder notice will ease the costly administrative
burdens tied to issuing up to 51 different state-mandated policyholder notices.

As promised by Rep. Wren yesterday, NCOIL will make every effort to work with the NAIC to achieve
synergy in responding to Congress’s desire to unburden and streamline the surplus lines regulatory system.
We look forward to your response and to further communications with the NAIC in the near future. We would
like to go back 1o Congress in or before its fall hearing with good news about state surplus lines regulatory
reform.

Best regards,

,Q—L:M

Rep. George Keiser (ND)
NCOIL President

et NAIC Regulators
U.8. House Financial Services Committee
U.S. Senate Banking Committee
NCOIL Legisiators
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August 1, 2011

Representative Judy Biggert, Chair

U.S. House Committee on Financial Services

Subcommitiee on Insurance, Housing & Community Opportunity
2113 Rayburn House Office Building

Washington, DC 20515

Dear Chairperson Biggert:

Thank you again for inviting me to testify at last week’s hearing entitled “insurance Oversight: Policy
Implications for U.S. Consumers, Businesses and Jobs.” As NCOIL Treasurer—and with the
endorsement of the NCOIL President—I would like to further respond to your question about delaying the
effective date of Nonadmitted and Reinsurance Reform Act surplus lines tax provisions. NCOIL would
strongly support your sponsorship on legislation extending the effective date from July 21, 2011, by at
least one year until July 21, 2012, and would appreciate your leadership on the issue.

As | reported to the Subcompmittee, the states have made tremendous progress on a Surplus Lines
Insurance Multi-State Compliance Compact (SLIMPACT). However, due to abbreviated legislative
calendars and the quick turn-around time afforded by the Dodd-Frank Act, some states were not able to
join SLIMPACT in 2011. We believe that significantly more states would join SLIMPACT—nationally
advancing the modernization that Congress envisioned under the NRRA—If Congress granted our states
an additional 12 months to coordinate the payment of surplus fines premium taxes on multi-state risks.

Legistation to extend the effective date would need io amend the surplus fines segment of the NRRA—
Title V, Subtitie B, Part 1. Specifically, Section 512 couid be amended as follows:

Except as otherwise specifically provided in this sublitle, this subtitle shall take effect
upon the expiration of the 12-month period beginning on the date of the enactment of this

subtitle. Part I, Section 521, of this subtitle shall take effect upon the expiration of
the 24-month period beginning on the date of the enactment of this subtitle.

The effect of such language would be to delay only the tax provisions of the NRRA. The change would
not impact NRRA provisions regarding surplus lines placement, eligibility, or broker ficensing. Nor would
it impact NRRA reinsurance sections. Simply put, it would allow states to continue collecting surplus lines
taxes for another year in the same manner that they collected the taxes as of two weeks ago.

NCOIL. appreciates your willingness to consider modifying the Dodd-Frank Act for the benefit of states,
consumers, and businesses. We are hopeful that you will consider extending the effective date of NRRA
tax provisions, and we stand ready to assist you in any way possible.

Best regards,
Ji
Y

Rep. Greg Wren(AL)
NCOIL Treasurer

cc: Chairman Spencer Bachus, U.S. House Committee on Financial Services
Members, U.S. House Financial Services Committee
Chairman Tim Johnson, U.S. Senate Banking Committee

EXBCUTIVE DIRECTOR: BUSAN F. NOLAN  NATIONAL OFFIGE: 555 JORDAN ROAD, TROY, NY 12180; THL: $16-087-01 78, FAX: $A-687-0801 WEBSITE WWW.KCOL.ORE
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Ranking Member Richard Shelby, U.S. Senate Banking Committee
Larry Lavendar
NCOIL Executive Committee
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National Association of Professional Surplus Lines Offices, Ltd.
200 N.E. S54th St. # Suite 200 * Kansas City, MO 64118 * 816/741-3910 ® Fax 816/741-5409

www.napsto.org
Letha Heaton
President

Richard Bouhan
Executive Director

Honorable Robert Dold

U.S. House Committee on Financial Services
2129 Rayburn House Office Building
Washington, BC 20515

September 12, 2011
Dear Representative Dold and Committee Members:

Thank you for passing along the below question as a follow up to the july 28, 2011 hearing, entitled
“Insurance Oversight: Policy Implications for U.S. Consumers, Businesses and Jobs™:

In passing the NRRA, Congress tried to establish a uniform and efficient regulatory
system to improve the market for brokers and consumers. Through your role at
NAPSLO, what have you heard from the front-fine brokers and other professionals
about whether this congressional intent has been effectively implemented?

As President of NAPSLO, a trade association representing both surplus lines brokers and companies, |
appreciate the Committee's continued interest in facilitating effective and efficient implementation of
the Nonadmitted and Reinsurance Reform Act (NRRA) in a manner consistent with Congressional intent.

My colleagues at NAPSLO and | have received feedback from various segments of the industry regarding
the post-NRRA regulatory system and environment. The current industry sentiment is that uniformity
and efficiency has not been achieved with respect to the allocation and payment of surplus lines
premium taxes on multi-state risks, one of the primary goals of the NRRA, Industry folks, however, are
generatly satisfied with the implementation of some of the other reforms mandated by the NRRA {e.g.,
broker ficensing and eligibility requirements).

The process of developing a streamlined and uniform approach to the allocation and payment of surplus
lines premium tax on multi-state risks is essential to realizing the intent of the NRRA. Competing tax
compacts referred to as SLIMPACT® and NIMA? have given rise to the possibility of two separate
approaches to multi-state premium tax allocation: {1} an allocation methodology proposed by the
Kentucky Department of Insurance {the Kentucky proposal}, as supported by SLIMPACT; and {2) an
undetermined atlocation methodology, to be selected by NIMA. States have aligned with either of
SLIMPACT or NIMA, or have chosen not to align with any tax compact. As such, uniformity has not been

L SLIMPACT is the acronym for the Surplus Lines Insurance Multistate Compliance Compact, which is supported by NCOIL
and other industry associations.
2 NtMA is the acronym for the Nonadmitted insurance Muitistate Agreement, which is supported primarily by the NAIC.
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achieved in the current regulatory regime. Agreement among the tax compacts on an allocation
methodology is the first step toward achieving the intent of the NRRA.

A number of insurance commissioners, insurance legislators, industry trade associations, brokers and
companies have rallied in support of the Kentucky proposal, which would provide uniformity and
simplicity by incorporating an allocation methodology based on readily available data. Signatoriestoa
Joint Letter in support of this proposal include the American Association of Managing General Agents
(AAMGA), American Bankers Insurance Association (ABIA), American Insurance Association (AlA),
California Insurance Wholesalers Association {CIWA), Council of Insurance Agents & Brokers (CIAB),
Independent Insurance Agents & Brokers of America (IIABA), National Association of Mutual Insurance
Companies (NAMIC), National Association of Professional Surplus Lines Offices (NAPSLO), and The Risk
and Insurance Management Society, Inc. {RIMS).

NAPSLO and other industry representatives are working tirelessly with interested parties to urge the
NAIC to adopt the Kentucky proposal, in an effort to harmonize the allocation scheme between the two
compacting tax compacts, and move closer to achieving Congress’s goals of uniformity and simplicity in
the surplus lines marketplace.

We urge the Committee to continue monitoring the situation and invite any additional questions.
Best regards,

Letha Heaton,
NAPSLO President



258

July 28, 2011 Hearing

Questions from Representative Dold

Panel 2:

. For Mr. Jackson: How is your agency hindered by the licensing process that you
must currently follow, and how in your opinion could the NARAB II legislation help small
businesses like yours and the consumers that you serve?

Response:

“Like many other insurance producers, oftentimes we need multiple licenses {both for individual
agents/brokers and an entity license for the business}] to handle a single, multi-state insurance
transaction. Complying with distinct licensing and license renewal requirements in multiple states is
both time-consuming and expensive. The NARAB Reform Act would simplify the licensing and renewal
process for multi-state producers and agencies by reforming the non-resident licensing process and
encourage states to issue and renew licenses on a reciprocal basis.

Removing these administrative burdens not only help insurance agents but will also increase
competition in the market and consumer choice.”
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UNITED STATE HOUSE OF REPRESENTATIVES
COMMITTEE ON FINANCIAL SERVICES
SUBCOMMITTEE ON INSURANCE, HOUSING AND COMMUNITY OPPORTUNITY
“INSURANCE OVERSIGHT: POLICY IMPLICATIONS FOR U.S. CONSUMERS, BUSINESSES
AND JOBS”
JULY 28, 2011

RESPONSES OF LEIGH ANN PUSEY (PRESIDENT & CEO, AMERICAN INSURANCE
ASSOCIATION) TO QUESTIONS POSED BY REPRESENTATIVE DOLD

Is insurance systemically risky? What is the most effective way to refute the
assumption that any insurer is too big to fail?

No. Insurance is not systemically risky, and property-casualty insurance companies that
are engaged in traditional insurance activities do not present the type of risk that poses
a threat to the financial instability of our nation. The most effective way to refute the
assumption that any insurer is “too big to fail” is not to focus primarily on the
consolidated asset size of the company (i.e., the extent to which the insurer is a “big”
company), but rather to also examine the following interrelated criteria in descending
order of importance: (a) the nature of the industry in which the firm participates and
its activities and business model; (b} the degree to which those activities are regulated
at the state or federal level; {c) the level of competition in the industry, the number of
competitors, and the extent to which other companies can provide equivalent products
or services should the company fail; and {d} the “interconnectedness” of a company to
other financial sectors and institutions, particularly as a source of credit and liquidity.
By all these measures, the property-casualty insurance industry — which comprises the
AlA’s membership — presents little, if any, systemic risk.

Our conclusion that property-casualty insurance does not pose systemic risk starts with
the industry business model. Insurance companies operate under a different business
model than other financial firms, based on an “inverted cycle of production"1 where
premiums are received up-front.  “This means that the product - the contractual
promise to pay an agreed amount only if a particular event occurs in the future - is sold
at a price, the insurance premium, which has to be estimated before knowing the actual
cost of the product which depends on probabilities of occurrence and severity of future
events.”? The property-casualty industry business model is premised upon collecting
sufficient premium in advance from each customer to fund likely covered claims from all
similarly situated customers. Hence, there is less need to borrow and consequently a
lower likelihood of becoming highly leveraged. When insurance companies do borrow,

“systemic Risk and the Insurance Sector,” international Association of Insurance Supervisors, p. 2 {IAIS
Paper} {Oct. 25, 2009).

21AlS Paper at 2.
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they generally do so through the issuance of long-term debt or surplus notes in the
public and sometimes private placement markets, for the purpose of long-term strategic
positioning. They do not continuously tap very short-term funding vehicles such as
commercial paper issuance for their day-to-day funding requirements. In short, the
nature of the insurance business itself — which requires sufficient capital on hand to pay
anticipated, but unknown losses covered by contract - promotes increased financial
stability.

The primary risks for insurance firms are underwriting and market risks. With regard to
market risks, insurance assets and liabilities are generally linked, and risks are
comparatively longer term and more diversified than in sectors such as banking.
Relevant types of risks pooled are typically “real events” such as theft, fire, sickness,
death and natural hazards. These are exogenous events and mostly independent in
nature, as opposed to other types of financial risk.

The insurance business model also helps shield property-casualty insurers from the so-
called “run on the bank” scenario frequently used to describe the contagion effect of
systemic risk. Unlike customer deposits held by banks, payment of insurance policy
claims depends on the occurrence of a covered event. Therefore, as a practical matter,
insurance consumers do not have “on-demand” access to insurance assets as they do
with other financial institutions that do not operate according to an inverted cycle of
production.

Not even extreme disasters such as a major hurricane will produce a systemic risk on the
part of any property-casualty insurer. Our consistent experience with these types of
mass catastrophes is that the crisis is short-lived because additional capacity is promptly
supplied by new market entrants due to the lower barriers to entry for property-
casualty insurance (as was the case with property insurance capacity following
Hurricanes Andrew and Katrina).® Perhaps most importantly, natural catastrophes and
other extreme insured events have little or no correlation to the stability of the broader
financial markets, suggesting the absence of any interconnectedness.

in addition to aiding a rapid response to any capacity shortages, the competitive market
structure in property-casualty insurance further reduces the possibility that any
individual company could be a source of systemic risk. There are thousands of property-
casualty insurers operating in the United States. According to the most recently

® Following Hurricane Katrina, Ariel Reinsurance Ltd. commenced operations with an initial focus on
property catastrophe excess coverage with S$1  billion of equity capital. See, eg.,
http://www.ariethosted.com/downloads/media/ArielRe 181205.pdf. With respect to man-made
catastrophes such as terrorism that have different insurability characteristics, the capacity response has
involved both federal legislation {the Terrorism Risk Insurance Act and its two legislative extensions of the
program) and the private market. For example, with respect to the latter, AXIS Capital commenced
operations in late 2001, with approximately $1.7 billion available to provide terrorism risk insurance. See

http://www.axiscapital.com
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available data from A.M. Best based on insurer 2010 Annual Statements filed with the
National Association of insurance Commissioners {“NAIC”), there were 361 homeowners
insurers, 305 personal automobile liability insurers, 338 commercial automobile liability
insurers, 276 workers’ compensation insurers, 333 commercial multi-peril (non-liability)
insurers, and 291 commercial liability insurers writing those lines of business in the
United States. None of these lines was considered to be even moderately concentrated
when applying a traditional Herfindahl-Hirschman index (“HHI”) concentration analysis
{with an HHI of 1800 considered to be concentrated).*

Even if a so-called “large” property-casualty insurer failed and no longer wrote business
in these major lines, based on the number of competing companies and lack of market
concentration in those lines, there would be no capacity shortage or substantial market
disruption because other insurers would be in a position to step in promptly and provide
insurance protection for those policyholders. Indeed, competition within the property-
casualty industry remains vigorous. Even at the height of the global financial crisis and
accompanying decline in asset values, property-casualty insurers remained well-
capitalized by any historical measure. A review of year-end surplus levels shows that
the property-casualty sector continued its robust recovery from the modest
recessionary dip of 2007-2008 with regulatory capital (surplus) increasing by 18.2% in
2010 to $580.5 billion.® To illustrate the financial strength and capacity of property-
casualty insurance, we note that insurance regulators raise red flags when premium to
surplus ratios exceed 3 to 1. With a 2010 surplus of $580.5 billion and aggregate net
written premiums of approximately of $430.1 billion,® the property-casualty insurance
industry currently is operating at a ratio of 0.74 — well within the financial adequacy
comfort zone.

* In 1982, the Antitrust Division of the U.S. Department of Justice adopted specific guidelines for
challenging mergers based on the Herfindahl-Hirschman Index {HH!) of market concentration. The HHI
takes into account the market share of each firm in an industry. The HHi has since gained wide acceptance
as the public and private sector standard for measuring market concentration and assessing the
competitiveness of markets.

The HH! is calculated by squaring the percentage market share of each firm in the industry and then
adding those squares. For example, in an industry with only 3 firms, the HHI would be calculated as
follows: HHI = {market share of firm 1)? + {market share of firm 2)2 + {market share of firm 3)%. in an
industry consisting of 100 firms, each with an equal share of the market, the HHI would equal 100. In an
industry with one firm, a pure monopoly, the HHI would equal 10,000 (or 1002). Thus, the index is smaller
the more firms there are in the industry and the more equitable the distribution of market shares
between firms. in general, markets with an HHI of 1,000 or less are considered relatively unconcentrated,
whereas markets with an HHI of 1,800 or greater are considered highly concentrated. (if an industry has
an HHI value between 1,000 and 1,800, the Justice Department will challenge any merger that increases
the HHI by at least 100 points).

* “Financial and Market Conditions,” Insurance Information Institute (August 2011)
(http://www iii.org/issues updates/financial-and-market-conditions.html).

8 Best’s Aggregates & Averages, Property/Casualty, United States & Canada (2011 edition).
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The financial regulatory standards and metrics in place for property-casualty insurers
underscore the financial strength of the property-casualty insurance sector and the
soundness of its business model. Regulators supervise operating insurance companies
in @ manner that ensures that they will always be in a position to meet their obligations
to policyholders. Foremost among regulatory requirements is the risk-based capital
{"RBC") standard, which imposes capital requirements on property-casualty insurers
based on the various risks that an insurer undertakes {e.g., underwriting risks,
investment risks, credit risks, etc.). Additionally, regulators use certain metrics
developed by the NAIC as an early warning system to identify insurers that may become
financially weak. The NAIC’s Insurance Regulatory Information System (“IRIS”) measures
insurers’ financial condition, using IRIS ratios that test a company’s leverage, liquidity,
and ability to meet obligations as they come due. We have attached a list and
description of the IRIS ratios used for property-casualty insurance companies for your
information.

Equally important, capital and regulatory penalties discourage risky financial behavior
and excessive leverage by property-casualty insurance companies. Regulatory capital
supports new underwriting activity, but additional debt reduces capital surplus available
for additional underwriting. A capital penalty is imposed for secured and unsecured
borrowing in determining the insurer’s RBC requirement. This penaity takes the form of
an RBC charge on the insurer’s unsecured debt, resulting in a higher capital requirement
for a company. Moreover, under statutory accounting principles, assets that are
pledged as collateral are deemed to be non-admitted, i.e., the pledged asset is not
counted for purposes of determining regulatory capital.

State laws also place restrictions on insurer borrowings or may require regulatory
approval for material financing transactions, underscoring both the carefully designed
insurance regulatory system and the regulatory, legal, and capital brakes that guard
against excessive leverage.

Property-casualty insurers maintain conservative investment portfolios that align with
the business model and are in compliance with financial regulations that limit the types
and concentrations of investments that insurers may hold. In 2010, and consistently
over the past decades, approximately two-thirds of property-casualty investments were
in investment grade bonds, with a significant portion in government bonds. Another
17% of investments were in blue chip common and preferred stock, whereas only 0.7%
of property-casualty investments were in real estate.”

7 "Fmanma! and Market Conditions,” insurance information Institute {August 2011)
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While current financial regulatory standards ensure that property-casualty companies
maintain the capital necessary to pay claims when they come due, state-based
insurance guaranty funds provide the financial backstop in the event a property-casualty
insurer is unable to meet its financial obligations to its policyholders. As noted above,
states maintain rigorous capital standards for property-casualty insurers that effectively
penalize companies from becoming highly-leveraged. Guaranty associations funded by
competing private insurance companies both encourage the maintenance of sound
financial condition and limit the moral hazard that might otherwise be generated by an
(implicit or explicit) governmental mechanism.

All these elements — from the business model to the market structure to the nature of
the financial regulatory system and its emphasis — combine to virtually eliminate the
potential for a property-casualty insurer engaged in ordinary insurance activities to be a
risk to the financial stabifity of the United States. There are numerous studies that have
come to the same conclusion.?

Equally important, the structure of the Dodd-Frank Act itself is consistent with the
conclusion that property-casualty insurers engaged in insurance activities do not
present systemic risk. Property-casualty insurers are subject to a state-based resolution
mechanism that rehabilitates or liquidates carriers that are placed in receivership. The
guaranty fund system previously described supports this mechanism, ensuring that
covered claims will be satisfied even in the event of financial insolvency. Title Il of the
Dodd-Frank Act establishes an alternative resolution system administered by the
Federal Deposit Insurance Corporation for those distressed financial companies that
have been determined to be systemically important. This resolution alternative was
established because existing bankruptcy mechanisms did not provide an appropriate
way to liquidate systemically important companies in an orderly fashion. Importantly,
Title Il exempts insurance companies (both those that would otherwise be considered
“covered” under Title Il and insurance subsidiaries of significant financial services firms)
from the FDIC orderly liquidation authority in deference to the state-based system.” As
a result, Congress has made a judgment that the liquidation of an insurer according to
the state-based process is sufficient and does not present a systemic threat that would
require the application of Title I's orderly resolution standards.

® Marian Bell and Benno Keller, Insurance and Stability: The Reform of Insurance Regulation {Zurich,
Switzerland: Zurich Financial Services Group 2009); CEA, Insurers of Europe, Insurance: A Unique Sector —
Why Insurers Differ From Banks (Brussels, Belgium 2010); Group of Thirty, Reinsurance and international
Financial Markets {Washington, D.C. 2006); international Association of Insurance Supervisors (IAIS),
Systemic Risk and the insurance Sector (Basel, Switzerland 2008); Swiss Re, Reinsurance — A Systemic
Risk?, Sigma No. 5/2003 {Zurich, Switzerland 2003); J. David Cummins and Mary Weiss, “Systemic Risk and
the U.S. Insurance Sector,” Department of Risk, Insurance and Healthcare Management, Temple
University (Sept. 14, 2010},

® Dodd-Frank Act § 203(e).
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Major insurance insolvencies both here and abroad reinforce Congressional judgment
that property-casualty insurance companies do not pose a systemic risk that requires
creation of a liquidation alternative in the United States to make certain that the
resolution process is orderly. Some observers pointed to the March 2001 collapse of
Australian insurance giant HIH Insurance Group as a prime example of insurance
systemic risk. Yet, careful examination of the aftermath of the HIH failure demonstrates
that it produced only temporary disruption in Australian insurance markets, not an
abrupt and cascading effect on other financial sectors and the larger economy. In part,
this limited impact was due to the insurance business model, the easy substitutability of
the products provided by HIH, and the capacity of the insurance industry to aid “in the
resolution of the temporary imbalances that usually occur when a large insurance player
exits the market suddenly.”*® Because of the universal conclusion that the HIH failure
was a result of poor internal business practices and corporate governance, it did,
however, provide the Australian government with an opportunity to accelerate
regulatory reforms that were already underway.

Closer to home, the Reliance insolvency in the United States demonstrated that the U.S.
property-casualty industry and regulatory structure were easily capable of handling the
failure of a major company, and that the state-based guaranty fund system worked well
in handling any remaining claims with respect to Reliance insurance policies. Reliance
was the largest ever U.S. property-casualty insurer liquidaticn.11 State guaranty
associations have made $2.8 billion in claim payments and have reported reserves of
$1.1 billion. Despite the size of the liquidation and the amount of claim payments, the
Reliance liquidation proceeded in an orderly, rational fashion. Policyholders and third-
party claimants were paid in a timely and appropriate manner without the time delays
and reduced payments often occasioned by bankruptcy proceedings. As the Reliance
liquidator stated, “The [guaranty associations] are an essential part of the liquidation
safety net, providing significant coverage to certain policyholders and paying covered
claims as defined and required by their respective statutes.”*® The liquidator further
noted that the guaranty associations and the liquidator “established a close working
relationship and will continue to address the extensive and complex issues involved in
the Reliance Estate in a professional, mutually cooperative and beneficial manner.”*

% Etti Baranoff, “Systemic Risk vs. the 10-Year Old Insurance Failure in Australia,” Insurance and Finance
No. 8, The Geneva Association, at p. 3 {Aug. 2011); see also Michael Wilkins, "HIH: Systemic Risk or
Opportunity?” Insurance and Finance No. 8, The Geneva Association {Aug. 2011).

i Quarterly Report of the Liquidator on the Status of the Liquidation of Reliance insurance Company, in
Re Reliance Insurance Company in Liquidation, No. 1 REL 2001, at 14 {PA Commw. Ct. June 24, 2011).

® Quarterly Report of the Reliance Liquidator, p. 3.
B Quarterly Report of the Reliance Liquidator, p. 14.

1 Quarterly Report of the Reliance Liquidator, p. 15.
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We believe that the factors described above, as applied, clearly demonstrate that
property-casualty insurers do not present a systemic risk to the U.S. financial system.
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RESPONSES TO QUESTIONS FROM THE 7/28/11 HEARING

Questions from Representative Dold:

Question 1: Congress recognized and referenced the Quarterly Listing of Alien Insurers maintained by
the NAIC in the NRRA Section 524, but it did not envision that the insurance brokers would be forced to
purchase a list of alien insurers. Has there been any discussion or study as to this barrier’s effect on the
industry? if so, what are the results? If not, why has such discussion and study not taken place? What
plans, if any, does the NAIC have to eliminate the current fees that are imposed to access the document
{a total of $1000.00 per broker per year) and when will those changes be implemented?

Answer: The Quarterly Listing of Alien Insurers is a publication of the NAIC for which the NAIC charges
$250 for domestic shipments and $275 for international shipments. The NAIC recognizes that Section
524 of the Nonadmitted and Reinsurance Reform Act effectively makes inclusion on the Quarterly Listing
the national eligibility standard for alien insurers seeking to do nonadmitted insurance business within
the United States. In recognition of NRRA's reference to the Quarterly Listing, the NAIC has made a
version of the Listing with the names and alien identification numbers of listed insurers available free of
charge through the NAIC website. Other information concerning listed insurers will be available through
purchase of the Quarterly Listing.

Question 2: NIMA states have provided conflicting guidance to brokers and insureds about how to
collect and distribute premium taxes in the period between July 21, 2011 and the NIMA clearinghouse’s
launch date (TBD). What plans, if any, to provide consistent guidance to the private sector?

Answer: In order to provide consistent guidance to the private sector, the NAIC's Surplus Lines
Implementation (EX) Task Force adopted a mode! bulletin on nonadmitted insurance regulatory reform.
The model bulletin is attached for your convenience. The Task Force intended the model bulletin to
provide a template that could be utilized regardless of whether or not a state elected to participate ina
multistate nonadmitted insurance premium tax allocation system. in fact, most states have issued
butletins on nonadmitted insurance regulatory reform and many have utilized the model bulietin as the
basis for doing so.

Question 3: What was the federal policy toward rate regulation established by the McCarran-Ferguson
Act? Did Congress view rate regulation as a method for ensuring price adequacy to protect solvency or
was it intended to suppress rates to promote affordability and availability. If it was to ensure price
adequacy to protect solvency, shouldn’t Congress have an interest in state-based regulator efforts since
rate suppression for affordability and availability undermines Congress’ policy choices in McCarran?

Answer: | would not want to speculate to Congress on what was or was not Congress’s intent in passing
the McCarran-Ferguson Act. With that said, my understanding based on a review of law journal articles’
analysis of the legislative history is that the intent of Congress in passing McCarran-Ferguson was to
preserve the states’ regulatory and taxing authority over insurance, which had been called into question
by the Supreme Court’s decision in United States vs. South-Eastern Underwriter’s Association. The
Southeastern Underwriter’s case overturned a long-held belief by the courts that insurance was not a
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form of interstate commerce. The decision had nothing to do with rate regulation, but rather whether
the Supreme Court decision {Paul v. Virginia) holding that insurance was not interstate commerce,
should stand. In that context, the McCarran-Ferguson Act’s purpose was not related to rate regulation
specificaily, though that certainly was implicated, but rather was recognition of the continued need for
and the success of the state-based insurance regulatory regime, which, at that time, had been in place
for over 75 years. Thus, the entire financial and market regulatory framework of the states was
preserved, with one element of it being the regulation of the sale, policy provisions and pricing of
insurance products.

We fully agree that Congress should have an interest in understanding insurance and all facets of
insurance regulation. We would hope that Congress would have an interest in being briefed on a
number of insurance and insurance regulatory issues not just rate regulation and we welcome the
opportunity to provide such information whenever Congress desires it.

Question from Representative Royce:

Question 1: There appears to be broad support for the tax allocation system proposed by the Kentucky
Department of Insurance. This seems to be one approach upon which both NIMA and SUMPACT may be
able to agree; what is your plan to achieve uniformity around the Kentucky proposal? is this common
allocation methodology being considered by those states that wish to allocate and share taxeson a
mutltistate placement? If so, what steps are required to bring this to fruition, and what is the time
frame?

Answer: NIMA included an allocation methodology when it as adopted by the Surplus Lines
Implementation Task Force, NAIC Executive Committee and NAIC Plenary in December 2010. The NAIC
is aware of recent discussions about the utilization of an alternative aflocation methodology developed
by the Kentucky Department of Insurance {KDI). This alternative allocation methodology is based upon
the NIMA allocation methodology. The NAIC is aware that the KDI proposal is supported by many
segments of the surplus lines insurance industry as well as those states that are participating in
discussions to establish the Surplus Lines Insurance Multistate Compliance Compact {SLIMPACT). The
NAIC is further aware of discussions to incorporate the KDi proposal into NIMA, but is not aware that
the Participating States to NHMA have made any decisions to do so. The NAIC would expect that any
decisions concerning incorporation of the KDI proposal into NIMA would need to be made by the
Participating States to NIMA in the near future.

Questions from Representative Stivers:

Question 1: Has a Non-admitted Insurance Multistate Agreement {NIMA) governing structure been
established and a vendor been selected for the NIMA clearinghouse? What is the expected timeline for
the clearinghouse and when is it expected to go live?

Answer: The NAIC understands that the Participating States to NIMA have established a governing
structure and adopted amendments to NIMA that would authorize the establishment of a formal
association. The NAIC further understands that the Participating States to NAIC have elected officers as
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follows: Commissioner Mike Cheney (Mississippi), President; Director Merle Scheiber (South Dakota),
Vice President; Commissioner Kevin McCarty {Florida), Secretary. The NAIC understands that the
Participating States to NIMA selected the Florida Surplus Lines Service Office as the clearinghouse
vendor. The NAIC is aware that the Participating States to NIMA are working with the clearinghouse
vendor to achieve operational status in the short term.

Question 2: Have the participating NIMA states approved their allocation methodology for muitistate
placements?

Answer: NIMA included an allocation methodology when it as adopted by the Surplus Lines
Implementation Task Force, NAIC Executive Committee and NAIC Plenary in December 2010. The NAIC
is aware of recent discussions about the utilization of an alternative allocation methodology developed
by the Kentucky Department of Insurance (KD1). This alternative allocation methodology is based upon
the NIMA allocation methodology. The NAIC is aware that the KDI proposal is supported by many
segments of the surplus lines insurance industry as well as those states that are participating in
discussions to establish the Surplus Lines Insurance Multistate Compliance Compact (SLIMPACT). The
NAIC is further aware of discussions to incorporate the KDI proposal into NiMA, but is not aware that
the Participating States to NIMA have made any decisions to do so.

Question 3: Have the participating NIMA states been meeting to discuss implementation issues? If so,
are these meetings open to the public? Are minutes of past meetings available to Congress and other
interested parties? Has public input been solicited by the NIMA states on the major issues confronting
the group?

Answer: The NAIC understands that the Participating States to NIMA have been meeting to discuss
implementation issues, and the NAIC further understands that several recent conference calls and
meetings of the Participating States to NIMA have been open to the public. The NAIC is not aware of the
availability of minutes of past meetings, but the NAIC is aware that the Florida Office of Insurance
Regulation is hosting a Web page with NIMA-related information at the following address:
http://www.floir.com/Sections/PandC/NIMA.aspx.

Questions from Representative Garrett

Question 1: At the hearing, both organizations agreed to work together and cooperatively on
harmonizing respective responses to the NRRA, especially with regard to the collection, allocation, and
distribution of premium taxes paid in connection with multistate placements. What tangible steps have
you taken in this regard since the hearing? Specifically, what are you doing to conform with the stated
Congressional intent for the NRRA of uniformity in “requirements, forms, and procedures” through a
compact, including the uniformity intended for “the reporting, payment, collection, and allocation of
premium taxes” for single-state and muiti-state nonadmitted business?

Answer: The NAIC anticipated that our Summer National Meeting would have provided the opportunity
for several direct interactions between representatives of the participating states to NIMA and
SLIMPACT as well as officials from the NAIC and NCOIL. Unfortunately, Hurricane Irene necessitated the
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cancellation of this meeting. The NAIC understands that the Participating States to NIMA conducted a
conference call in place of the meeting that would have been held during the NAIC Summer National
Meeting. Further, surplus lines issues were discussed during various meetings held in conjunction with
the recently-concluded NAIC Fall National meeting, including a meeting conducted by the Participating
States to NIMA,

The NAIC believes that NIMA provides an appropriate template for meeting Congress’s intent for
uniformity in requirements, forms and procedures, including uniformity relating to premium taxes for
nonadmitted business. in fact, the NAIC supported efforts of states to enact enabling legislation to
participate in a multistate allocation arrangement as well as amendatory legislation to otherwise
conform state surplus lines statutes to the requirements of the NRRA. The NAIC believes that NIMA
meets Congress’s objectives because it provides for uniform allocation formulas and reporting methods.
Because NIMA does not require the infrastructure of an interstate compact commission, it also allows
states to move forward as quickly as possible in implementing a multistate nonadmitted insurance
premium tax aliocation solution. The NAIC is supportive of efforts to attempt harmonization of
allocation methods under consideration by the Participating States to NIMA and states seeking to
establish SLIMPACT, but any decisions concerning harmonization will require the agreement of those
states.

Question 2: We appreciate that there will be no new taxes created by NIMA but we continue to hear
that there wili possibly be fees that will be imposed on insured as well as significant operating costs
incurred by brokers. Please detail the amount and basis of calculation for any new fees imposed on
brokers and/or insureds who make payments to the NIMA clearinghouse. Under what authority are they
to be levied, to whom they will be paid and how they be utilized? Will these fees be in addition to orin
lieu of fees currently paid to state stamping offices? Is it possible that the fees will provide a licensing
royalty or profit to the clearinghouse and/or any other party?

Answer: Paragraph 15 of NIMA allows for the clearinghouse to collect a reasonable fee on transactions
processed through the clearinghouse “to cover the cost of the operations and activities of the
Clearinghouse.” This fee is to be established by agreement between the Participating States to NIMA
and the clearinghouse. If a Participating State has a stamping office, the stamping office may continue
to receive any fees but NIMA does not require a state to collect a stamping office fee if it does not
presently do so. The NAIC believes that any clearinghouse fees would be authorized through
appropriate methods related to each Participating State to NIMA and that such fees would be levied as a
transaction processing fee. Per NIMA’s terms, the fee is intended as a cost-covering device, With the
selection of the Florida Surplus Lines Service Office (FSLSO) as the clearinghouse, the NAIC anticipates
the Participating States to NIMA and FSLSO will establish an appropriate fee consistent with NIMA’s
terms. Such decisions, however, will require the agreement of those parties.
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NONADMITTED INSURANCE REFORM
SAMPLE BULLETIN

TO: All insurers eligible to write nonadmitted insurance in [State], all licensed surplus lines
brokers, [all insureds independently procuring nonadmitted insurance and stamping office]

FROM: [Comumissioner, Director, Superintendent}
DATE: [Insert Date]

RE: Implementation of federal Nonadmitted and Reinsurance Reform Act in [State]

The purpose of this bulletin is te outline nationwide regulatory changes that will affect the placement of
nonadmitted insurance in [State]. The Nonadmitted and Reinsurance Reform Act of 2010 (“NRRA™), 15
U.S.C. § 8201 et seq., provides that only an insured’s “Home State” may require the payment of premium
tax for nonadmitted insurance. Moreover, the NRRA subjects the placement of nonadmitted insurance
solely to the statutory and regulatory requirements of the insured’s Home State, and provides that only the
insured’s Home State may require a surplus lines broker to be licensed to sell, solicit or negotiate
nonadmitted insurance with respect to such insured. 15 U.S.C. § 8202(a), (b). “Nonadmitted insurance,”
as defined in 15 U.S.C. § 8206(9), applies only to property and casvalty insurance (excluding workers®
compensation).

The NRRA becomes effective on July 21, 2011. For nonadmitted insurance business placed on or after
July 21, 2011, the following information is provided for the benefit of insurers, brokers, [insureds and
stamping offices]:

‘What is the scope of the NRRA?

The NRRA states that “the placement of nonadmitted insurance is subject to the statutory and regulatory
requirements solely of the insured’s home state” and that the NRRA “may not be construed to preempt any
State law, rule, or regulation that restricts the placement of workers’ compensation insurance or excess
insurance for self-funded workers’ compensation plans with a nonadmitted insurer.” 15 US.C. § 8202.
The NRRA does not expand the scope of the kinds of insurance that an insurer may write in the
nonadmitted insurance market and each state continues to determine which kinds of insurance an insurer
may write in that state. Although the NRRA preempts certain state laws with respect to nonadmitted
insurance, it does not have any impact on insurance offered by insurers licensed or authorized in this state.

‘What is the insured’s Home State for purposes of a particular placement?

[State] is the insured’s Home State if the insured maintains its principal place of business here or, in the
case of an individual, the individual’s principal residence is here. If [State] is considered the insured’s
Home State, only [State’s] requirements regarding the placement of such business will apply. If 100% of
the insured risk is located outside of [State], then the insured’s Home State is the state to which the greatest
percentage of the insured’s taxable premium for that insurance contract is allocated.

[If the state wishes to provide additional guidance on the interpretation of “principal residence” or
“principal place of business,” the state may consider inserting definitions of these terms consistent with the
Nonadmitted Insurance Multi-State Agreement.]

If more than one insured from an affiliate group are named insureds on a single nonadmitted insurance
placement, [State] will be considered the Home State for that placement if {State] is the Home State of the
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member of the affiliated group that has the Jargest percentage of premium attributed to it under such
insurance contract.

How will these rules be applied?

New and renewal policies with an effective date prior to July 21, 2011 will be subject to the laws and
regulations of [State] and other jurisdictions, as applicable, as of the policy effective date. The laws and
regulations of [State] and other jurisdictions, as applicable, as of the effective date of such a policy will also
apply to any modification to that policy during the policy period, such as all endorsements (including risk-
and premium-bearing endorsements), instaliment payments and premium audits. New and renewal policies
with an effective date on or after July 21, 2011, and any modifications thereto, will be subject only to the
laws and regulations of [State] if [State] is the Home State of the insured.

‘What are the requirements for premium tax allocation and payment in this [State}?

As of July 21, 2011, the NRRA permits only the insured’s Home State to require the payment of premium
tax for nomadmitted insurance. Until July 21, 2011, the laws and regulations of {State] and other
Jjurisdictions, as applicable, will continue to apply to premium tax due on multi-state placements.

It is the intent of the Department to issue additional bulletins if and when [State] begins participating in a
tax sharing arrangement. Until additional bulletins are issued, the [State] tax rate should be applied to new
and renewal policies with an effective date on or after July 21, 2011, when [State] is the insured’s Home
State. [Note: If the state intends to apply an alternate formula for computing the premium tax on multistate
policies for which it is the Home State, that information should be inserted here.]

What are the license requirements for brokers?

Only the insured’s Home State may require a surplus lines broker to be licensed to sell, solicit or negotiate
nonadmitted insurance with respect to a particular placement. If [State] is the insured’s Home State, the
surplus lines broker must be licensed in [State]. The NRRA provides that [State] may not collect licensing
fees for surplus lines brokers as of July 21, 2012, unless [State] participates in the NAIC’s national
insurance producer database or any other equivalent uniform national database. 15 U.S.C. § 8203. [State]
participates in the National Insurance Producer Registry (NIPR), which provides such a database. [Note:
If the state does not participate in NIPR, the state should describe its broker licensing requirements.]

When are the requirements for a diligent search and when is a diligent search net required?
[Insert general diligent search requirements for state].

On or after July 21, 2011, a surplus lines broker seeking to procure or place nonadmitted insurance on
behalf of an “exempt commercial purchaser” is not required to perform a diligent search if: 1) the broker
has disclosed to the exempt commercial purchaser that insurance may or may not be available from the
admitted market that may provide greater protection with more regulatory oversight; and 2) the exempt
commercial purchaser has subsequently requested in writing for the broker to procure or place such
insurance from a nonadmitted insurer. “Exempt commercial purchaser” is defined in [insert State statute
consistent with NRRA definition].
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‘What are the eligibility requirements for nonadmitted insurers?

The NRRA restricts the eligibility requirements a state may impose on nonadmitted insurers. See 15
U.S.C. § 8204. For nonadmitted insurers domiciled in a U.S. jurisdiction, a broker is permitted to place
nonadmitted insurance with such insurers provided they are authorized to write such business in their state
of domicile and maintain minimum capital and surplus of $15 million [or the minimum capital and surplus
amount required in State, whichever is greater]. [Note: If the state maintains a list of eligible insurers, the
state may indicate where such information is available and/or how an insurer can be added to such a list.]

For nonadmitted insurers domiciled outside the U.S., a broker may place business with such insurers
provided the insurer is listed on the Quarterly Listing of Alien Insurers maintained by the International
Insurers Department of the NAIC.

What are the key definitions from the NRRA?

The NRRA includes several definitions relevant to [State’s] implementation of its requirements. Key
definitions include the following:

- “Exempt commercial purchaser”; The term ‘‘exempt commercial purchaser’” means any person
purchasing commercial insurance that, at the time of placement, meets the following
requirements:
(A) The person employs or retains a qualified risk manager to negotiate insurance coverage.
(B) The person has paid aggregate nationwide commercial property and casualty insurance
premiums in excess of $100,000 in the immediately preceding 12 months.
) (i) The person meets at least | of the following criteria:
(1) The person possesses a net worth in excess of $20,000,000, as such amount is
adjusted pursuant to clause (ii).
(I1) The person generates annual revenues in excess of $50,000,000, as such
amount is adjusted pursuant to clause (ii).
(111) The person employs more than 500 full-time or full-time equivalent
employees per individual insured or is a member of an affiliated group
employing more than 1,000 employees in the aggregate.
(1V) The person is a not-for-profit organization or public entity generating
annual budgeted expenditures of at least $30,000,000, as such amount is
adjusted pursuant to clause (ii).
(V) The person is a municipality with a population in excess of 50,000 persons.
(i) Effective on the fifth January 1 occurring after the date of the enactment of this
subtitle and each fifth January 1 occurring thereafter, the amounts in subclauses (1), (1D),
and (IV) of clause (i) shall be adjusted to reflect the percentage change for such 5-year
period in the Consumer Price Index for All Urban Consumers published by the Bureau of
Labor Statistics of the Department of Labor. 15 U.S.C. § 8206(5).

- “Home State™:
(A) In General.—Except as provided in subparagraph (B), the term ‘‘home State’> means, with
respect to an insured-——
(i) the State in which an insured maintains its principal place of business or, in the case of
an individual, the individual’s principal residence; or
(ii) if 100 percent of the insured risk is located out of the State referred to in clause (i),
the State to which the greatest percentage of the insured’s taxable premium for that
insurance contract is allocated.
(B) Affiliated Groups.—If more than 1 insured from an affiliated group are named insureds on a
single nonadmitted insurance contract, the term ‘‘home State”” means the home State, as
determined pursuant to subparagraph (A), of the member of the affiliated group that has the largest
percentage of premium attributed to it under such insurance contract. 15 U.S.C. § 8206(6).

3
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- “Independently procured insurance™ The term’‘independently procured insurance’ means insurance
procured directly by an insured from a nonadmitted insurer. 15 U.S.C. § 8206(7).

- “Nonadmitted insurance”. The term ‘“‘nonadmitted insurance’” means any property and casualty
insurance permitted to be placed directly or through a surplus lines broker with a nonadmitted insurer
eligible to accept such insurance. 15 U.S.C. § 8206(9).

- “Nonadmitted insurer”: The term “‘nonadmitted insurer’’—
(A) means, with respect to a State, an insurer not licensed to engage in the business of insurance in
such State; but
(B) does not include a risk retention group, as that term is defined in section 2(a){4) of the
Liability Risk Retention Act of 1986 (15 U.S.C. 3901(a)(4)). 15U.S.C. § 8206(11).

- “Premium tax”: The term ‘‘premium tax’’ means, with respect to surplus lines or independently
procured insurance coverage, any tax, fee, assessment, or other charge imposed by a government entity
directly or indirectly based on any payment made as consideration for an insurance contract for such
insurance, including premium deposits, assessments, registration fees, and any other compensation given in
consideration for a contract of insurance. 15 U.S.C. § 8206(12).

- “Qualified risk manager”: The term ‘‘qualified risk manager” means, with respect to a policyholder of
commercial insurance, a person who meets all of the following requirements:
(A) The person is an employee of, or third-party consultant retained by, the commercial
policyholder.
{B) The person provides skilled services in loss prevention, loss reduction, or risk and insurance
coverage analysis, and purchase of insurance.
(C) The person—

() (1) has a bachelor’s degree or higher from an accredited college or university in
risk management, business administration, finance, economics, or any other
field determined by a State insurance commissioner or other State regulatory
official or entity to demonstrate minimum competence in risk management; and
413} (aa) has 3 years of experience in risk financing, claims administration,

loss prevention, risk and insurance analysis, or purchasing commercial

lines of insurance; or

(bb) hag-—
(AA) a designation as a Chartered Property and Casualty
Underwriter (in this subparagraph referred to as “CPCU”")
issued by the American Institute for CPCU/Insurance Institute
of America;
(BB) a designation as an Associate in Risk Management
(ARM) issued by the American Institute for CPCU/Insurance
Institute of America;
(CC) a designation as Certified Risk Manager (CRM) issued
by the National Alliance for Insurance Education & Research;
(DD) a designation as a RIMS Fellow (RF) issued by the
Global Risk Management Institute; or
(EE) any other designation, certification, or license determined
by a State insurance commissioner or other State insurance
regulatory official or entity to demonstrate minimum
competency in risk management;

(6] (I) has at least 7 years of experience in risk financing, claims administration,
loss prevention, risk and insurance coverage analysis, or purchasing commercial
lines of insurance; and
(II) has any 1 of the designations specified in subitems (AA) through (EE) of
clause (D)Y(ID{bb);
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(iii) has at least 10 years of experience in risk financing, claims administration, loss
prevention, risk and insurance coverage anmalysis, or purchasing commercial lines of
insurance; or

(iv) has a graduate degree from an accredited college or university in risk management,
business administration, finance, economics, or any other field determined by a State
insurance commissioner or other State regulatory official or entity to demonstrate
minimum competence in risk management. 15 U.S.C. § 8206(13).

- “Surplus fines broker”: The term ‘‘surplus lines broker’” means an individual, firm, or corporation
which is licensed in a State to sell, solicit, or negotiate insurance on properties, risks, or exposures located
or to be performed in a State with nonadmitted insurers. 15 U.S.C. § 8206(15).

- “State”: The term ‘‘State”” includes any State of the United States, the District of Columbia, the
Commonwealth of Puerto Rico, Guam, the Northern Mariana Islands, the Virgin Islands, and American
Samoa. 15 U.S.C. § 8206(16).
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September 9, 2011

Representative Robert J. Dold

U.S. House Comimittee on Financial Services

Subcommittee on Insurance, Housing & Community Opportunity
2113 Rayburn House Office Building

Washington, DC 20515

Dear Representative Dold:

Thank you for your follow-up question to the July 28 House Committee on Financial Services
Subcommittee on Insurance, Housing & Community Opportunity hearing, entitled “Insurance Oversight:
Policy Implications for U.S. Consumers, Businesses and Jobs,” regarding a 2011 Property and Casualty
Insurance Report released by the Heartland Institute.

Since NCOIL has not formally reviewed the new Heartland report and does not have a position on its
methodology and/or conclusions, | will respond to your guery in a general manner.

NCOIL believes that the U.S. state-regulated insurance marketplace—the largest in the world—has
successfully weathered the financial crisis and subsequent economic downturn due in large parl to the
knowledge and experiise provided by state legisiators and regulators on the ground in the states.

NCOIL supports legisiators’ authority and flexibility to regulate their unique state markets based on their
experienced determinations of the most appropriate policy solutions for their respective states. Coming
together at forums like NCOIL, NCSL, and NAIC, fawmakers and regulators—representing our
“aboratories of democracy’—work together to make the tough decisions on public policy and to strike a
bafance in protecting our consumers and fostering a healthy and thriving insurance marketplace.

Regarding rate regulation, NCOIL—serving in its role as an educational resource to state lawmakers—
has adopted two model acts for legislatures to consider if/when appropriate. An NCOIL Property/
Casualty Insurance Modernization Act creates a competitive, use-and-file regulatory system for personal
lines of insurance, a no-file system for commercial lines, and would allow regulatory exemptions for
poticies sold to large, sophisticated commercial insurance buyers. An NCOIL Property/Casualty Flex-
Rating Regulatory Improvement Model Act—an interim step toward creating a more open raie-fiing and
review system—calis for a 12 percent flex-band, based on statewide aggregate increases or decreases,
within which an insurer can expeditiously file rate changes during any 12-month period.

NCOIL looks forward to working with you and your Committee colleagues as insurance issues emerge in
this 112" Congress.

Best regards,

Rep. Greg Wren (AL)
NCOIL Treasurer

cer NCOIL Legislators
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Labor Department Should Rethink
Investment Advice Proposal

Dirk Kempthorne, ACLI President & CEQ

Half of America’s pre-retirees—workers between the ages of 50 and 65—have less
than $63,000 in financial assets. For many of these workers, that is far below the
amount they'll need for a retirernent that could last 20 years or more.

Americans need help with the important decisions associated with retirement
planning. Advice and education are crucial to long-term finandial security. As an
industry deeply involved in helping Americans prepare for retirement, life insurers
are keenly aware that good financial advice means a better retirement. The
Department of Labor's (DOL) initiative threatens the availability and affordability of
this advice for those who need it most—middie-income workers and their families.

DOL plans 10 overhaul 35 years of established rules governing who can provide
investment advice, education and information to retirement plan participants and
IRA account holders, DOL's untested proposal would shake the foundation of a
system that is working well at the very time Americans need it most.

The proposal threatens to undermine long-standing and well-understood
relationships between investment professionals and their clients and it would come
at a high cost. The firm Oliver Wyman estimates that DOLs proposal could increase
the cost of investment advice anywhere from 75 to 195 percent. With the economy
struggling and with too many Americans ill prepared for long retirements, reducing
access to competent financial advice represents unsound public policy.

Data from the Employee Benefit Research Institute tells an important story: workers
are more pessimistic today about their chances for a comfortable retirement than at
any time over the past 20 years. Some 42 percent responding to an EBRI survey said
they determine their retirement savings needs by “guessing.”

Guessing is not a retirement strategy. Given the diversity of retirement savings and
planning options, workers will need advice on how to manage their assets to last
a lifetime. A large, bipartisan group of Senate and House members agree.

These members want to know the proposed rule’s impact on working families’
ability to save for retirement. They also want to know whether the proposal would
result in high costs that would make many financial products—including innovative
products designed to address increasing longevity—inaccessible to the families that
need the most help. In addition, they are asking whether a new rule would conflict
with or duplicate other regulations.

Life insurers and their financial advisers agree these questions must be answered.
Without fully analyzing the current marketplace and its regulations, DOL has

no basis for determining whether its proposal will actually improve on existing
consumer protections, or whether its costs will outweigh the benefits.

‘Given the importance of financial advice, it is crucial DOL gets it right. The best way
to develop final, workable rutes would be through a vibrant, public/private-sector
dialogue. A new proposal, reflecting a thorough economic analysis of the pros and
cons of revamping the current system, would well serve America’s working families,
the ones who need access to competent financial advice.

JACLI —

AMERICAN COUNCIL OF LIFE INSURERS Financial Security...for Life.
101 Constitution Avenue, NW, Suite 700, Washington, DC 20001-2133
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August 24, 2011

Representative Scott Garrett

U.S. House Committee on Financial Services

Subcommittee on Insurance, Housing & Community Opportunity
2113 Rayburn House Office Building

Washington, DC 20515

Dear Representative Garrett, Chairperson Biggert, and Subcommittee Members:

Thank you for your follow-up guestion to the Subcommittee hearing, entitled “Insurance Oversight: Policy
implications for U.S. Consumers, Businesses and Jobs” on July 28, relating to what steps NCOIL has
taken to work with the NAIC on surplus lines tax allocation and regulation and what NCOIL is doing to
promote uniformity in response to Dodd-Frank.

As NCOIL President Rep. George Keiser (ND) responded in a July 29 letter to the initial question posed
by Chairperson Biggert at the hearing, NCOIL has recommitted its efforts to find a unified response to
surplus lines reform (attached).

NCOIL sent a letter on the same day to the NAIC asking regulators to consider joining SLIMPACT in
order to achieve synergy and streamiine the surplus fines regulatory system (also atfached). NCOIL
leaders will again reach out to insurance regulators at the NAIC summer meeting in Philadelphia next
week on August 28 through September 1.

Regarding efforts to promote uniformity, SLIMPACT representatives in an August 18 meeting
supported—in a straw vote—an allocation process brought forward by the Kentucky Department of
Insurance that responds to the NRRA in its simplicity and use of readily available data.

The Kentucky formula is supported by many industry organizations and advocates of Dodd-Frank
surplus lines provisions, including but not limited to the American Association of Managing General
Agents (AAMGA), American Bankers Insurance Association (ABIA), American Insurance Assaciation
(AIA), California Insurance Wholesalers Association (CIWA), Council of Insurance Agents & Brokers
(CIAB), Independent Insurance Agents & Brokers of America (IJABA), National Association of Mutual
Insurance Companies {NAMIC), National Association of Professional Surplus Lines Offices (NAPSLO),
Property Casualty Insurers Association of America (PCH), and The Risk and Insurance Management
Society (RIMS).

NCOIL has indications the Kentucky formuta is capable of gaining support with non-SLIMPACT state
insurance depantment representatives.

NCOIL continues to support and promote accountability, transparency, and uniformity provided by the
SLIMPACT governance structure and its authority to require uniform notice and foreign eligibility
provisions. We believe SLIMPACT fully responds to the NRRA stated intent of “nationwide uniform
requirements, forms, and procedures, such as an interstate compact, that provides for the reporting,
payment, coliection, and allocation of premium taxes for nonadmitted insurance™—something that no
other proposal in play offers.

Best regards,

Rep. Greg Wren (AL)
NCOIL Treasurer NCOILIZ011/2007448¢.
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August 31, 2011

Representative Ed Royce

U.8. House Committee on Financial Services
2129 Rayburn House Office Building
Washington, DC 20515

Dear Representative Royce and Committee Members:

This letter will respond to your inquiry regarding a proposed Kentucky tax allocation formula informally
supported by representatives of the Surplus Lines Insurance Multi-State Compliance Compact
(SLIMPACT), as a follow-up guestion to the July 28 House Committee on Financial Services
Subcommittee on Insurance, Housing & Community Opportunity hearing, entitled “Insurance Oversight:
Policy Implications for U.S. Consumers, Businesses and Jobs”.

NCOIL applauds Kentucky insurance Commissioner Sharon Clark and her Department for working within
Congress's dictates through an interstate compact that answers all requirements of the NRRA, not just
the minimum of tax allocation criteria—as does the Nonadmitted Insurance Multistate Agreement (NIMA).
The Kentucky formula—simplistic and using readily available data—has garnered not only SLIMPACT
favor, but that of many industry and producer organizations and NRRA advocates. It has been indicated
that the Kentucky formula is capable of gaining support with non-SLIMPACT state insurance department
representatives, as welt.

NCOIL would like the National Association of Insurance Commissioners (NAIC) to consider not cnly the
proposed Kentucky allocation formula, but also the total SLIMPACT approach. NCOIL legislators stand in
support of SLIMPACT because it—and it alone—responds to the NRRA intent of simplicity and
consistency. 1t is unigue in its ability to provide uniform notice and eligibility requirements and in its
balanced, accountable and transparent governing structure.

NCOIL has asked NAIC for input throughout SLIMPACT development and has recently asked NAIC
regulators again to join with us in SLIMPACT, as we believe that individual Commissioners can impact
SLIMPACT by facilitating their states joining the compact. NCOIL had planned to bring this up yet again
with NAIC at its Philadelphia Summer Meeting, which was cancelled due to Hurricane lrene.

NCOIL realizes the advantages of finding a common ground, but not at the expense of the surplus lines
industries and consumers in our states. SLIMPACT will keep surplus lines regulation truly in the states
and not in a contract such as NIMA, which by its very nature could be subject to change at any given
moment. SLIMPACT provides the safety, security, and uniformity that Congress and Dodd-Frank
advocates are looking for and that legisiators believe in.

Best regards,

Rep. Greg Wren (AL)
NCOIL Treasurer

cel NCOIL Legislators
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financial Security..for Life.

Gary E. Hughes
Executive Vice President & General Counsel

August 26, 2011

The Honorable Brad Sherman (D-CA)
U.8. House of Representatives
2242 Rayburn House Office Building
Washington, DC 20515

Dear Congressman Sherman,

Thank you for your question during the July 28" hearing before the House Financial Services Insurance,
Housing, and Community Opportunity Subcommittee, titled, “Insurance Oversight: Policy implications for
U.S. Consumers, Businesses and Jobs.” As the panel witness from the American Council of Life Insurers
{ACLI), I've inquired further with our member companies to help accurately respond to your question
addressing the availability of inflation adjusted “longevity insurance.”

Many ACLI member companies offer lifetime income annuities, either Single Premium Immediate
Annuities (SPIA’s) or Deferred Income Annuities (DIA's). Most Single Premium immediate Annuities,
which can provide income for life starting within twelve months of the purchase, offer a cost-of-living
adjustment (COLA) option, and some offer a consumer price index (CPl) inflation protected feature.

A Deferred Income Annuity, sometimes called ‘longevity insurance’, provides income beginning at a later
age, for example age 85, continuing for the lifetime of the annuitant. Some Deferred Income Annuities
do offer inflation protection features, though they may not be available for purchase until the time
payments commence, due to the difficulty in projecting the cost so far into the future.

Long term savings are just one way life insurers help protect the financial future of 75 million American
families. Life insurance and annuities provide financial protection, peace of mind, and a guarantee of
lifetime income when it's time to retire.

Thank you again for your question and | hope this background is helpful. Please let me know if you have
any further questions about these products or if you would like to discuss this issue further.

Sincerely,

bor 2

Gary E, Hughes

CcC: Congresswoman Judy Biggert (R-1L)
Congressman Luis Gutierrez (D-IL)

American Councll of Life insurers

101 Constitution Avenue, NW, Washington, DC 20001-2133
{{Phonel} t {{Fax)} f {{Email}}

www.acll.com
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