
1 Visit SOFE at: www.sofe.org Spring 2014

Examiner® Volume 39
Number 1

Spring 2014

Official Publication of the Society of Financial Examiners®

®



2 Visit SOFE at: www.sofe.org Spring 2014

Examiner®

Volume 39 | Number 1 | Spring 2014
ISSN 0190-2733

IN THIS ISSUE

 6  Corporate Governance—A New Mindset  
in the Age of ORSA 
By Lewis D. Bivona, Jr., CPA, AFE 
Partner, Insurance Group of Withum Smith+Brown

 14  Managing Strategy in the Captive Insurance Market 
By Monte R. Swain, PH.D., CPA, CMA 
Brigham Young University

Colette Hogan Sawyer, CFE, CPM, MSA 
Independent Contractor, INS Regulatory Insurance Services, Inc.  

Laura Shepherd, CFE, PIR, ACI 
Utah Insurance Department, Captive Insurance Division

 30  Risk Assumption Vehicles 
By Jessica Lasher, CPA

Christine Kogut, FCAS, MAAA  
Johnson Lambert, LLP and Milliman

38  NAIC Fall 2013 Meeting Notes 

Articles in The Examiner reflect the views of the individual authors and do not 
necessarily represent the official position or views of the Society of Financial 
Examiners nor any state or federal agency. 

Publisher 
Society of Financial Examiners® 
12100 Sunset Hills Road | Suite 130 
Reston, Virginia 20190 
703.234.4140 
800.787.SOFE (7633) 
Fax 703.435.4390

Society Executive Committee 
Richard Foster, CFE | President 
Richard Nelson , CFE | Treasurer
Annette Knife, CFE | Secretary
Ryan Havick, CFE | Past President

Vice Presidents
Joanne Campanelli CFE
Joseph Evans, CFE
Jenny Jeffers, AES, CISA
James Kattman, CFE
Mark Murphy, CFE 
Colette Hogan Sawyer, CFE, CPM
Eli Snowbarger, CFE
Virginia West, CFE

Legal Counsel Pro Bono 
William D. Latza, Esq.

Editorial and Publications Committee
Colette Hogan Sawyer, CFE, CPM | Chair
Joseph Evans, CFE | Co-chair  
Lewis D. Bivona, Jr., AFE, CPA
Glenn LeGault, CFE, CPA
Rick Mendez
Jan Moenek, CFE, CIA, CRP, CBA, CFSA
Robert H. Moore, CFE
P. Sean O’Donnell, CFE, CPA
Joanne Smith, AFE
April Spevak, CFE
Mary Steward

© Society of Financial Examiners



3 Visit SOFE at: www.sofe.org Spring 2014

The Society of Financial Examiners has a Reading Program 
for Earning Continuing Regulatory Education Credit by 
Reading the Articles in The Examiner.

You can earn 2 CRE credits for each of the 4 quarterly issues by taking a 
simple, online test after reading each issue. There will be a total of 9–20 
questions depending upon the number of articles in the issue. The passing 
grade is 66%. To take the test, read all of the articles in the issue. Go to the 
Members section of the SOFE website to locate the online test. This is a 
password protected area of the website and you will need your user name 
and password to access it. If you experience any difficulty logging into the 
Members section, please contact sofe@sofe.org.

NOTE: The Reading Program Test from this issue and future issues of the 
Examiner will be taken online. You will no longer print out the test and send 
it in for scoring. Each new test will be available online as soon as possible 
within a week of the publication release. The Reading Program online tests 
are free. Scoring is immediate upon submission of the online test. Retain a 

copy of your online test score in the event you are 
audited or if you need the documentation for any 
other organization’s CE requirements. Each test will 
remain active for one year or until there is a fifth test 
ready to be made available. In other words, there will 
only be tests available for credit for four quarters at 
any given time.

The questions are on the following page. Good luck!

Earn Continuing 
Regulatory Education 

Credits by Reading 
The Examiner!

CRE READING 
PROGRAM 

INSTRUCTIONS
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The Reading Program Test from this issue and Future 
issues of the Examiner will be Offered and Scored Online. 
Please see the details on the previous page.

“Corporate Governance—A New Mindset  
in the Age of ORSA”
True or False Questions — Submit Answers Online
1.  Legal risk is one of the Key risks that should be discussed as part of the 

corporate governance framework. 

2.  Regulators should sit down with the Audit Committee, Internal and  
external auditors to eliminate duplicate work on an exam. 

3.  Market Risk relates to the ability of a bond holder to be able to receive  
principal and interest payments. 

4.  Information Technology system problems would be considered  
Operational Risk

5.  Board Members are less involved in the Corporate Governance process  
now than they were in prior years.

“Managing Strategy in the Captive Insurance Market“
True or False Questions — Submit Answers Online
1.  The Balanced Scorecard is a strategic tool that can help management  

focus on the most efficient workflows to reduce the cost of operations.

2.  Vermont was the first state to enact captive legislation and is the largest 
jurisdiction for captives worldwide. 

3.  It could be said that the Captive Insurance industry began as a disruptive 
innovation in response to hardening insurance markets. 

4. |The Theory of Constraints model seeks to optimize operational value.

5.  Captive Insurance Domiciles can use tools such as the Balanced Scorecard 
to achieve financial goals, as well as non-financial goals, such as service  
to constituents.

CRE READING 
PROGRAM 

QUESTIONS
All quizzes MUST be taken online
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 “Risk Assumptions Vehicles“
True or False Questions — Submit Answers Online
1.  A Loss Portfolio transfer requires the consent of the underlying  

policyholders or insured.

2.  Under a novation, the company transferring the risk (company A) to another 
company (company B) remains ultimately liable for the underlying risks if 
company B fails to honor its contractual obligations.

3.  Under commutation, an original ceding insurer assumes back the risk 
previously ceded to a reinsurer and the reinsurer’s obligation is permanently 
eliminated.

4.  Traditional insurance companies typically are not required to obtain regulatory 
approval for risk assumption transactions while captive  
insurers generally must obtain regulatory approval before executing  
a risk assumption transaction.

5.  Assuming entities generally identify proceeds received from LPTs and 
novations as premium.

 “NAIC Fall 2013 Meeting Notes”
True or False Questions — Submit Answers Online
1.  The Statutory Accounting Principles Working Group adopted controversial 

guidance on accounting for the Affordable Care Act fee but was unable to 
agree on adopting SSAP 105 on working capital finance investments.

2.  After debate, the Life Insurance and Annuities Committee adopted a charge 
to undertake a study to determine if recommendations should be made to 
address unclaimed death benefits.

3.  The Executive Committee voted to hire an outside consultant to evaluate 
current NAIC current governance practices and the lack of true transparency in 
the decision-making process.

4.  Superintendent Torti of Rhode Island is now in favor of continuing captive 
transactions.

5.  The Risk-Focused Surveillance Working Group adopted the critical risk 
categories for use in financial examinations to apply to all exams with a 
December 31, 2013 “as of date.” Also, early implementation for 2012 exams  
is encouraged.

CRE READING 
PROGRAM 

QUESTIONS
(continued)

All quizzes MUST be taken online
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Corporate Governance 
—A New Mindset in 
the Age of Own Risk 
Solvency Assessment 

(ORSA)

By Lewis D. Bivona, Jr., CPA, AFE  
Partner,Insurance  

Group of WithumSmith+Brown

A few years ago, I co-wrote an article about addressing the risk in Risk  
Based Examinations. The gist of the article was to focus internal auditors 
and management less on retrospective and more on prospective risks. 
External and internal auditors have been employing a more risk based 
approach to audits for years to try to reduce the possibility that a mate-
rial issue would not be addressed in the financial statements. The issue for 
executives and those charged with corporate governance (Board Members; 
Audit, Compensation, and Investment Committees; Trustees) is to dem-
onstrate that they not only know what risks their company faces but also 
how they plan to mitigate or address these risks. Moreover, it is imperative 
that the Audit Committee have a deep understanding of risks and industry 
issues so that they may exert the appropriate planning and oversight of the 
activities of internal and external auditors. 

This new approach is more than just a Sarbanes-Oxley (SOX) based financial 
reporting accuracy model; it is a full diagnostic of the inherent risks of the 
entity. The real issue here is that if management, the Board and the Audit 
Committee don’t specifically oversee Enterprise Risk Management (ERM) 
priorities and set the scope of work to address the requirements of the new 
risk based reporting standards, they put the company and themselves at 
risk. The onus should not just rest on the Audit Committee, they need to be 
supported by the entire Board. Furthermore, lack of involvement or under-
standing of these issues could be construed by regulators, rating agencies 
and a cadre of others as an inherent weakness in corporate governance. 
Those charged with governance will very likely be questioned by analysts 
and definitely by examiners about how the company addresses key risks; at 
a minimum, Board members should be knowledgeable about the key risks 
facing the company and how they are to be addressed strategically. With-
out this baseline of understanding, regulators and external parties will most 
likely question the efficacy or existence of a good corporate governance 
framework. An overview of key risks that should be able to be articulated 
by governance personnel include:

Credit Risk 
Amounts actually collected or collectible are less than those  
contractually due. 

Market Risk 
Movement in market rates or prices, such as interest rates, foreign 
exchanges rates or equity prices adversely affect the reported and/or 
market value of investments.

Bridge Note:  
This article was written with 

insurance executives and their 
Board of Directors in mind. 

From an examiners perspective, 
it should be read with the 

understanding that you may 
not be addressing risks or issues 

that were articulated in the 
article. The critical takeaway 
is that if performed correctly 

examiners will conduct a better 
risk focused exam!
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Pricing/Underwriting Risk 
Pricing and underwriting practices are inadequate to provide  
for risks assumed.

Reserving Risk 
Actual losses or other contractual payments reflected in reported 
reserves or other liabilities will be greater than estimated.

Liquidity Risk 
Inability to meet contractual obligations as they become due because  
of an inability to liquidate assets or obtain adequate funding at favorable 
terms to the company

Operational Risk 
Operational problems such as inadequate information systems,  
breaches in internal controls, fraud or unforeseen catastrophes will  
result in unexpected losses.

Legal Risk 
Non-conformance with laws, rules, regulations, prescribed practices  
or ethical standards in any jurisdiction in which the entity operates  
will result in a disruption in business and financial loss.

Strategic Risk 
Inability to implement appropriate business plans, to make decisions,  
to allocate resources or to adapt to changes in the business environment 
will adversely affect competitive position and financial condition. 

Reputational Risk 
Negative publicity, whether true or not, causes a decline in the customer 
base, costly litigation and/or revenue reductions.

If management and those charged with corporate governance have not 
discussed these risks yet, we would suggest that you brainstorm and 
document your responses to the above to use as a focal point for future 
monitoring activities. Also, we suggest that you should have a candid 
discussion with your company designated financial analyst at both your 
domiciliary department of insurance and credit rating institutions to gain 
an understanding of potential concerns they have related to your compa-
ny; this discussion may augment or enhance issues already raised during 
your brainstorming session. Lastly, take a good look at your last two or 

Corporate Governance 
—A New Mindset in 
the Age of Own Risk 
Solvency Assessment 

(ORSA)

 (continued)
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three audit reports and most importantly management letter reports,  
do they show any positive or negative trends? Are the issues the same  
or is there improvement? Did the auditor and or your internal audit 
department make a recommendation or require corrective actions  
that have slipped through the cracks?

Now that you have begun to understand the risks, how do you incor-
porate them into the scope of your internal and external auditors work 
product? To begin with, we would suggest have an honest sit down 
between the Audit Committee of the Board and both the internal and 
external auditors to discuss each party’s expectations so that duplicative 
work can be eliminated and complemented by the other party. Define 
what key policies and procedures are in place to address the aforemen-
tioned risks, and then decide who will audit what and how much test-
ing is required to leverage the work of each party for both regulatory 
and governance purposes. Some allege, often in lawsuits that corporate 
governance has gone awry because management has carte blanche to 
run the business via benign neglect of those charged with oversight. 
Some questions that governance members should have a rudimentary 
understanding of appear below and would be a good indicator of their 
oversight capacity of management:

Credit Risk 
What are our procedures for accepting new insureds and are they being 
complied with? Are D&B’s, credit reports and Lexis Nexus searches per-
formed to ascertain the level of integrity and credit worthiness? Are aged 
A/R reports run monthly and appropriately followed up on to mitigate 
credit risks? Is credit risk reassessed by customer prior to each annual 
renewal period? 

Market Risk 
Is the Board reviewing performance of investments with regular fre-
quency? How involved is our designated external investment manager 
in evaluating and providing feedback to management and the Board on 
investment quality and volatility; are they investing as the Board has des-
ignated? Is our investment manager adequately bonded and/or insured? 
Do risks that we are not insuring have a potential impact to our lines of 
business? Have our oversight activities been appropriately documented 
in Board and/or Financial Committee minutes?

Corporate Governance 
—A New Mindset in 
the Age of Own Risk 
Solvency Assessment 

(ORSA)

(continued)
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Pricing/Underwriting Risk 
Does marketing and finance have all the information/data necessary to 
price the product? If no competition for a new product exists, has anyone 
questioned why no other companies are producing the good/service?  
If company market prices and expenses are lower than competitive 
products, has anyone evaluated the reason why (like lowest price flood 
insurance in a market)? 

Liability Risk 
Do your liabilities have more ups and downs than a roller coaster ride? 
Have the internal accounting staff reviewed and revised accrual model-
ing to reflect known inconsistencies or is it SALY (same as last year)? Have 
risk models been updated for new products? Are all liability estimates 
generated by the company reviewed and signed off by the company’s 
CEO/CFO prior to inclusion in the financial statements? How often do we 
have an independent review of our appointed actuaries’ calculations to 
assure us of peace of mind?

Liquidity Risk 
Are letters of credit, sources of capital and investments sufficient to meet 
contractual obligations as they become due? Is there a plan to address 
both immediate and long term cash shortfalls? Can the company afford 
to hold an investment until it regains market value in the face of marked 
declines?

Operational Risk 
Have increased pressures related to the economy been accounted for? 
Lack of funds may have delayed key Information Technology (IT) projects 
that were projected to increase Return on Investment (ROI); have these 
“back-burnered” projects been reflected in modifications to the strate-
gic plan? Has lack of investment in key IT projects put the company at 
adverse operational risk when compared to their peers in the market? 
Does the competition have an ecommerce sales capacity and we don’t? 
Have other companies made it easier for their brokers and agents to 
operate than we do? Have internal controls, both system and soft con-
trols, been updated and tested to determine if they are still performing as 
designed? Has the company stress tested its assumptions and financials 
to determine how it would perform in less than optimum market condi-
tions? Have client portals been secured and encrypted to protect from 
inadvertent disclosures and/or malicious attacks?

Corporate Governance 
—A New Mindset in 
the Age of Own Risk 
Solvency Assessment 

(ORSA)

(continued)
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Legal Risk 
Has the internal compliance officer and internal/external counsel 
reviewed the company’s compliance with laws, rules, regulations, pre-
scribed practices or ethical standards in every jurisdiction in which the 
entity operates? Serious fines and the attendant adverse publicity have 
affected many companies’ reputations. Are there any lawsuits that may  
be pointing to systemic risk that the organization has not bothered to 
investigate and/or remediate? Does the company have a disclosure 
notice system and insurance coverage for accidental release or hacking 
access of sensitive client information?

Strategic Risk 
Has the Board been involved in the development of business plans for at 
least three years out? How active is the Board in reviewing management’s 
decisions to allocate resources for developing new infrastructure, includ-
ing IT systems redesign/replacement, to adapt to changes in the business 
environment? Can the Board and/or management actually articulate to 
someone outside the company what are the company’s strengths, weak-
nesses, opportunities and threats (SWOTs)? Is there a succession plan for 
closely held businesses? What would happen if the one or two man IT 
department was involved in an accident tomorrow? Is there a disaster 
recovery plan and has it been tested?

Reputational Risk 
Couple all of the above with the specter of public disclosure of having  
all of your company’s dirty laundry being aired on the nightly news or 
in the local newspaper. The Board, stockholders, policy holders, regula-
tors and the public will not be amused, the local bar association will be 
ecstatic (refer to Legal Risk above)!

Once those charged with governance are engaged, they are much  
more able to be responsive to shareholders and regulators concerns.  
You can rest assured that diligence and challenges for Board members, 
audit committees, and other key committees will increase over time. 
Whether your company is exempt from ORSA or not (applies to compa-
nies with revenues greater than $500M), ORSA-like principles will still be  
a part of assessing organizational risks and managing them. Manage-
ment and governance should be viewed through the lenses of mutual 
respect and support, no matter what size the company is; this is a far cry 
from the former days of overly comfortable management relationships 
with Board members.

Corporate Governance 
—A New Mindset in 
the Age of Own Risk 
Solvency Assessment 

(ORSA)

(continued)
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Low investment yield and global warming are but a few of the concerns 
the modern governance professional must be concerned about. Regula-
tors, investors and shareholders are also concerned about maintenance 
of company value, whether it is share price or risk based capital, and 
as such, will be more demanding of corporate governing bodies. It is 
becoming apparent that Board members are becoming more concerned 
about transparency and candor from their management personnel.  
“Tone at the top” is no longer a buzz phrase but a living mantra for 
boards. While many board members wish they had more knowledge 
about the internal machinations of their insurance company, most are 
outright insisting to be kept “in the loop.” They don’t want to be asked 
questions that they cannot answer. They want enough information to be 
aware of the entity’s risks. Key concerns and issues that affect all of the 
aforementioned risks which we have heard from board members include:

—  Fraud—unless it was material or blatant, most do not know  
about it, yet they want to be conversant about it. A good idea  
is to invite your Special Investigative Unit (SIU) unit in to brief the 
Board at least once a year on their activities. It is also wise to keep 
them abreast of issues brought in through the fraud hotlines, 
including statistics on investigations and their outcomes. Even if 
there is no fraud, it is important to let governance members know 
what kind of issues have happened in the industry so they are 
knowledgeable enough to understand the potential risk for your 
ERM framework.

—  Who leads the Board? Many Boards are deciding that they want 
to be independent from management for a variety of reasons, the 
most important of which is to eliminate any potential conflicts 
of interest. The days of Chief Executive Officer/Chairman of the 
Board may be waning due to the fact that interlocking the CEO 
into leading the board does not seem, in appearance at least, to 
be removing conflict of interests of management from the Board’s 
obligations to investors, insureds and the regulators. You may also 
consider giving more proxy access to shareholders or members 
(mutual companies) to circumvent charges that important issues 
are not considered by the company.

—  Are they worth it? Executive compensation may not seem risky, 
but it may promote risks. I saw a huge company that used revenue 
growth as a key metric; two things were obvious, raising rates 
guaranteed the executives an annual bonus and the less obvious 

Corporate Governance 
—A New Mindset in 
the Age of Own Risk 
Solvency Assessment 

(ORSA)

(continued)
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item, that compensation was not tied to bottom line results.  
What type of behavior do you want to incent, risky or prudent?  
The Compensation Committee and the Board both want to assure 
that compensation is fair and directly tied to the strategic vision  
of the company. Also, it might be prudent to insist on clawback 
provisions for executives that are found to be serving their inter-
ests above the company’s.

—  No one lives forever! Speeding semis and other unfortunate 
events can be one of the biggest management risks that the Board 
can face. Is there a succession plan or is it an uncomfortable topic 
that is addressed then dismissed until next year? We have seen 
many companies, particularly small to midsize insurers that recog-
nize this risk but have not adequately addressed it. Rest assured, 
the regulators will be focusing on this likelihood, so should you!

—  Many strategic initiatives cross over several layers of risk in 
an insurance company; the biggest one could be IT infrastruc-
ture and improvements/replacements. It is not hard to name a few 
companies that had major issues in this area. If an IT project is a 
strategic change; the Board should insist on routine updates. Sales 
platform changes, new product roll-outs and direct to consumer 
initiatives deserve special vigilance. 

—  Who is the new guy? When a new person is to join the governance 
throng it is important to ask what skill does he bring to the Board? 
Skill sets should be complementary but not overweighed. If the 
company is planning a major overhaul of its IT infrastructure it 
might be important to have an executive on the board that has 
some serious experience in that area versus adding another lawyer 
or accountant to the board.

—  Who is responsible for risks? Often, without assignment to a 
specific standing committee, risks fall under the radar and only 
the ones with glaring immediacy get addressed. Some companies 
have considered dedicating resources to a standing ERM Commit-
tee but very few have overall. Perhaps, in this new environment 
of risk based audits and examinations, companies would be more 
inclined to have a focal point for tracking their own risk assess-
ments and mitigation performance.

Corporate Governance 
—A New Mindset in 
the Age of Own Risk 
Solvency Assessment 

(ORSA)
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—  Road trip? Strategic retreats are often the best option for address-
ing growth and development initiatives. It provides time to 
thoughtfully address and map issues that are important to the 
company. In addition, key competitive data and metrics should be 
presented so that corporate governance personnel are not making 
decisions in a vacuum. 

While life is not getting easier for Boards and their Committees, it sure is get-
ting much more interesting. There are a lot of stressors that can be eliminated 
by engaged corporate governance practices. 

Lewis D. Bivona, Jr. CPA, AFE is a partner at WithumSmith+Brown, PC where is 
serves as the Insurance Practice leader. He has over 36 years of experience in the 
healthcare and insurance industries, serving in high-level positions within the 
public accounting, HMO, consulting and hospital industries as well as HMO regula-
tion. Lew has been the team leader on many financial condition examinations on 
behalf of the New Jersey Department Banking and Insurance. He is also responsible 
for coordinating both on and off examination training of service team members 
in NAIC/NJDOBI accepted examination techniques and practices. In addition, Lew 
has held leadership positions on audits of P&C and L&H companies throughout the 
United States.

Prior to joining Withum, Lew was a leader of the insurance practice at another NE 
Regional accounting firm and a Manager for Besler & Co. Previously, he was execu-
tive director for NEWCARE, a startup HMO. As consultant and HMO executive, Lew 
has shepherded seven COA’s through the State process. Over the years, the Depart-
ment of Insurance has retained him to provide troubleshooting, rehabilitative and 
liquidation services for managed care plans. He has served as CFO for three HMOs, 
and has been actively involved in information system upgrades and redesign, 
feasibility studies, provider contracting, actuarial development of rates and benefit 
programs, QA/UR, financial reporting and strategic planning for HMOs both inside 
and outside of New Jersey. He is experienced in the management of group practice, 
staff and individual practice association HMO models, as well as their hybrids.

Lew holds a baccalaureate in Accounting from The College of New Jersey. He is a 
member of the American Institute of Certified Public Accountants and a member 
and a Trustee of the New Jersey Society of Certified Public Accountants. A frequent 
presenter at seminars, Lew has also authored articles on HMO and insurance 
company issues. He currently serves on the NJ HINT Implementation Committee, 
he chairs the NJSCPA’s Healthcare Committee and is a member of HFMA’s Subcom-
mittee on Reimbursement. Over the past three years, he has been a participant on 
the NAIC/AICPA Virtual Insurance Expert Advisory Panel. He has served as a team 
member on the Accreditation Review Team of the NAIC and is a member of the 
Society of Insurance Financial Management and the International Association of 
Insurance Receivers. An active member of the Society of Financial Examiners, Lew 
holds the Accredited Financial Examiner designation and received the 2012 SOFE 
Editors’ Choice Award. 

Better understanding of 

risk by those charged with 

oversight strengthens the 

framework for ORSA. Take 

heed of the axiom, those 

that fail to plan, plan to fail!

Corporate Governance 
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Disruptive Innovation

Disruptive Innovation as defined by Clayton Christensen, the concept’s 
author, describes a process by which a product or service takes root initially 
in simple applications at the bottom of a market and then relentlessly moves 
up market, eventually displacing established competitors.1 An innovation 
that is disruptive allows a whole new population of consumers at the bottom 
of a market to access a product or service that was historically only accessible 
to consumers with a lot of money or a lot of skill. Eventually, the innovation 
moves up the market chain to eventually displace the more sophisticated and 
entrenched incumbent product or service providers (See Exhibit 1, page 25).

The Captive Insurance Market

The emergence of captive insurance beginning in the middle part of the  
20th century provided what has become a popular alternative risk transfer 
solution, and may be considered a disruptive innovation to the extent that 
captive insurance evolved from the failure of traditional insurance provid-
ers to meet distinct needs of individuals and businesses. Increasingly more 
entities, from Fortune 500 companies to small nonprofit organizations, are 
designing and implementing captive insurance solutions to acquire needed 
coverage at affordable premiums.

In the early 1960s there were approximately one hundred captive insur-
ance companies in existence. In the 1970s captives began to popularize in 
response to a hardening insurance market. The insurance industry progressed 
through a cycle of hard and soft markets in which pricing and coverage poli-
cies were alternately made more rigid or more lax based on insurers’ financial 
standings at any given period. The 1970s saw restrictive underwriting in lines 
such as product liability and medical malpractice causing workers’ compensa-
tion and liability rates to skyrocket. Hundreds of captives were formed during 
this period, including some by the world’s large corporations. The number of 
captives worldwide increased to 1,000 by 1980.2 

Once considered to be outside the standard of risk management practices, 
captives are now considered a mainstream risk management alternative. 
Today, there are over 6,000 captives globally. Based on standard combined 
ratios,3 captive insurers are currently outperforming traditional commercial 
insurers. Over the five-year period from 2008 to 2012, captives posted an 
average combined ratio of 92.3 compared to 103.3 for commercial insurers.4 

Managing Strategy  
in the Captive  

Insurance Market

By Monte Swain, PH.D., CPA, CMA 
Brigham Young University 

Colette M. Hogan Sawyer, CFE, CPM, MSA 
Independent Contractor, INS Regulatory 

Insurance Services, Inc. 

Laura Shepherd, CFE, PIR, ACI 
Utah Insurance Department, Captive 

Insurance Division

1  Christensen, Clayton M., and Michael E. Raynor.  
The Innovator’s Solution: Creating and Sustaining 
Successful Growth. Boston: Harvard Business School 
Press, 2003.

2  Landry, Karen, et al. Captives: An Overview.  
Minneapolis: Captive Insurance Companies  
Association CICA, 2008, updated 2013.

3  The Combined Ratio is a measure of profitability 
performance for insurance companies. Computed 
as Expenses plus Incurred Losses divided by Earned 
Premium, a ratio below 100% indicates that the 
company is making underwriting profit while a ratio 
above 100% means that it is paying out more money 
in claims that it is receiving from premiums.

4   “News of Alternative Risk Markets.” New Jersey: A.M. 
Best Company, November 2013
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The Captive Insurance Domicile Market

An entire industry is now established as an alternative to the mainstream 
traditional insurance industry. Key players and stakeholders include:

—  Insured owner companies (often represented by captive  
management companies)

—  Captive insurance companies, which operate independently  
or as subsidiaries of the insured organization

—  Service providers to captives, including auditors, consultants,  
attorneys, and actuaries

—   NAIC and State and Federal regulators, service providers,  
and state economics (represented by state legislative bodies)

Captives can be domiciled and licensed in a wide number of domiciles, both 
in the U.S. and off shore. The number of captive domiciles is growing and 
remains competitive. More than 70 jurisdictions have some form of captive 
legislation. In terms of number of captives, Bermuda is the largest single 
jurisdiction followed by the Cayman Islands. In Europe, Guernsey, Luxemburg 
and Ireland are the market leaders. In the U.S., Vermont is the largest domicile 
and is considered a leader in captive legislation.5 However, the captive 
insurance domicile industry in the U.S. is growing quickly, and competition 
is heating up. As can be seen in Exhibit 2, page 26, Colorado was the first of 
31 states (plus the District of Columbia) to enact captive insurance legislation 
in 1977. Growth in state domiciles started out slow, but has been picking 
up speed with nearly half the domiciles coming on the scene in the last 
ten years. Exhibit 2 also demonstrates that growth in number of captives is 
not related to length of time in the industry. Some domiciles are working 
aggressively to grow this industry in their state, while others are not (to this 
point in time). 

There exists significant potential economic value for a domicile that wel-
comes, and effectively supports, a captive insurance industry. In addition 
to direct revenue resulting from regulator fees (typically ranging $3,000 to 
$7,000 annually) and/or tax revenues on premiums, a healthy captive insur-
ance industry can offer significant economic uplift by increasing professional-
level employment and promoting business investment in the community. In 
particular, an effective captive environment can encourage acquisition and 
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“Captive Insurance Companies.” Website of the 
National Association of Insurance Commissioners 
(NAIC).   
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Updated 17 January 2014. 
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retention of crucial industry to the domicile by encouraging captive owner 
companies to work with, and remain in, their home state jurisdiction.  
Hence, there is growing competition, as state legislators and state captive 
regulatory agencies scramble to establish and support a vibrant captive 
insurance economy. 

In fact, the captive insurance domicile industry may be poised for its own  
disruptive innovation stage. It is certain that a number of states currently 
outside of the top ten domiciles (See Exhibit 2, page 26) are exploring 
innovations in their domicile business model in order to capture the business 
of captive owner companies who may be underserved or overcharged by the 
dominant domiciles. Smaller or newer domiciles that choose to manage their 
captive insurance business flexibly—both strategically and operationally—may 
then be poised  
to move quickly up the market chain to eventually displace the more sophis-
ticated and entrenched incumbent domiciles. We propose that these eager 
upstart domiciles should be looking to proven and emerging operational and 
strategic management models—such as the Theory of Constraints and the  
Balanced Scorecard—to develop and implement winning business strategies. 

Managing the Operations of a Domicile  
Insurance Department

Typically, a Captive Insurance Division for a domicile state is viewed as a 
proprietary unit that must manage a complex business process involving 
multiple stakeholders and significant resources, with a mandate to create 
significant economic value for the state. Efficient delivery of quality services  
is crucial. The strategic focus of these regulatory divisions often involves 
objectives such as: 

1) fostering a healthy captive insurance market, 
2) promoting fair and reasonable regulatory practices, 
3)  ensuring a vibrant, responsive captive insurance industry in the State, and 
4) creating net revenue for taxpayers. 

Like all competitive business settings, successfully managing a captive domicile 
program is a complex challenge for state regulators. And, like all competitive 
business settings, management systems and performance measures that 
focus too much on operations and process quality without attending to other 
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key competitive aspects of the captive domicile industry will leave incum-
bent states susceptible to new competitor states.

A set of operations within an organization should be viewed as a subset of 
a larger system. Domicile regulators who effectively view and manage their 
processes as an integrated system expect to deliver quality and timely results 
to captives within their state. To understand what we mean by managing 
integrated systems, Exhibit 3, page 27 depicts the typical job functions of 
a Captive Insurance Division system in a cyclical manner, beginning with 
licensing and ending with compulsory regulatory activities, one of which 
produces an end product in the form of a financial examination. 

Theory of Constraints (TOC)6 is a systems-oriented management model that 
focuses on the capacity of each step in a set of operations, and views that 
capacity as an integrated and larger system. It disciplines an organization’s 
delivery system and supporting processes to focus on customer demand and 
satisfaction by concentrating on operations that actually inhibit the output 
of products or services the customer wants. The TOC management model 
involves five steps:

—  Step 1: Identify the system’s constraint

—  Step 2: Decide how to exploit the system’s constraint

—  Step 3: Subordinate everything else to the preceding decision

—  Step 4: Elevate the constraint

—  Step 5: If the constraint has been broken, go back to step 1.

Application of this management model results in shifting an organization’s 
resources towards coordination of efforts to relieve bottlenecks in a process, 
thus pushing the organization to operate at its actual optimum capacity. 
More specifically, after first identifying the system’s constraint (the bottle-
neck operation), the organization will then determine the most valuable use 
of the constraint by assessing the value created by each possible use of the 
constraint’s capacity (assuming that there are multiple demands on the con-
straint). Prioritizing the resources of the bottleneck determines how to exploit 
the most value (i.e., throughput) out of the system. 

Once this priority focus is established, which accurately sets the management 
target on organization output with a fully exploited constraint, all operations 
both upstream and downstream from the bottleneck must then become 
subservient. Upstream operations that produce more output than the bottle-
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6  E.M. Goldratt and J. Cox, The Goal: A Process of  
Ongoing Improvement, Croton-on-Hudson, NY,  
North River Press, 1984.
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neck can handle are simply wasting resources that won’t be converted into 
delivered value for the organization. Perhaps worse, if upstream operations 
“starve” the bottleneck by causing it to sit idle until in-process work can be 
delivered, throughput value to the organization is permanently lost. Down-
stream operations are also subordinate to the bottleneck with performance 
being focused on perfect handling all bottleneck output and quickly deliver-
ing the finished output to customers.

Managers successfully using the TOC model wisely resist the temptation  
to too quickly elevate the bottleneck capacity. They understand that until all 
other operations are functioning as fully subordinated processes, elevating 
the bottleneck actually doesn’t improve throughput. Until the system is fully 
optimized around the current bottleneck, the output isn’t actually a function 
of the bottleneck, but is in reality constrained by other non-bottleneck opera-
tions—needlessly. 

What does this mean for a Captive Insurance Division? While TOC initially 
began primarily as a tool to gain process efficiencies in a manufacturing 
environment, it has evolved as an effective management model across a 
very wide variety of organization processes and contexts. It’s not uncommon 
in a Captive Insurance Department for employees to multi-task; that 
is, performing all of the job functions indicative of licensing, reviewing 
service provider applications, on-going regulatory service and monitoring, 
compliance, and financial examinations (See Exhibit 3, page 27). This is 
particularly true for a new domicile entering the captive insurance industry. 
While cross-function skills across the employee team is highly desirable, 
the constant motion of regulatory professionals shifting between captive 
regulation tasks as needs demand can actually increase confusion and reduce 
effectiveness of the system—unless management has a way to organize 
priorities and signal what is crucial at the moment to the team. As is clear in 
its five-step management model, TOC is a function of the system’s constraint. 
In a context of limited resources, so very typical of government service 
systems, the TOC approach to operations management can be extremely 
useful. By focusing attention  
on the captive division’s functions and related cycles, and understanding how 
each function or operation influences other functions, the division can signifi-
cantly improve the quantity, quality, and speed of service delivered to captive 
insurance companies. 

Using a TOC “wide-angled lens,” managers understand that entities entering 
the “Captive Division System” at point of licensure become part of a work in 
process that places demands on specific operations in the form of service 
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requests, annual reviews, billing and invoicing, etc. Once managers at a 
particular division determine, say, that the bottleneck operation is the annual 
financial review of current captive insurers, the TOC method leads to an effec-
tive analysis of output targets based on bottleneck capacity, and a budget/
scheduling/assessment process that focuses other operations in their specific 
role to support the financial review operation. 

With the organization fully focused on, and subordinated to, the division’s 
constrained operation, managers can begin carefully increasing capacity of 
the bottleneck. The Captive Insurance Division may note that it has some 
relief points in the captive world, one of which may be the use of statutory 
insurance laws that facilitate examination deadline extensions and accep-
tance of external CPA audits in lieu of performing the financial examina-
tion. However, while raising the ceiling on a fully optimized bottleneck will 
improve throughput, the TOC manager will very carefully approach the point 
where the bottleneck in the organization finally shifts to another operation. 
The key value of the bottleneck is the value it provides in focusing a complex 
captive insurance division organization around a core operation. Exploiting 
and subordinating the organization around a new constraint requires signifi-
cant management attention and resources, and often requires the Captive 
Insurance Division to move through a “trough” of lower throughput until the 
system settles back into an optimized state. The important insight of a well-
managed operation using TOC as a management model is that a constrained 
operation is not a problem that limits throughput, but is the opportunity for 
the organization to establish controlled focus that can raise throughput.

The Balanced Scorecard

The Theory of Constraints is a very effective model to manage the opera-
tions of a Captive Insurance Division for a regulatory domicile. It is not the 
only useful model. There are certainly a number of competing management 
methods available to a Captive Insurance Division—methods that can help 
the division’s management to focus intelligently on optimizing around key 
operational issues involving cost, efficiency, quality, timeliness, innovation, 
etc. However, while effective management of operations is crucial, a more 
complete picture of strategic performance is needed in order for a state 
domicile to sustain or obtain a competitive advantage in the evolving  
captive insurance industry.

One approach to creating or sustaining an edge in the competitive captive 
insurance industry is the search for a single critical measure that captures all 
of the crucial aspects of managing a state domicile. Single focus systems that 

Managing Strategy  
in the Captive  

Insurance Market

(continued)



20 Visit SOFE at: www.sofe.org Spring 2014

concentrate on an “über measure” of performance are working to improve 
performance in the organization by prioritizing, clarifying, and simplifying 
all decision making and resource spending across the operation. This 
approach has value, and is a central characteristic of TOC-based management 
systems. Such an approach is designed to help the organization avoid local 
optimization whereby sub-processes and operations in the system are 
managed in isolation from the entire system’s performance, resulting in 
decisions that improve one part of the system at the expense of the system 
as a whole. 

However, we believe that captive insurance divisions can severely limit their 
ability to strategically manage their whole organization by overcommitting 
to one or too few performance measures. We have observed that too often a 
reductionist approach to performance measurement can drive managers to 
over focus on operations and under focus on other crucial characteristics of 
competing in the captive insurance space – competitive characteristics that 
involve understanding and anticipating captive insurer expectations, part-
nering with other key stakeholders to create and share value in the captive 
insurance space, and investing in the learning and growth of employees and 
infrastructure. Stepping back to see and manage across a more complete 
view of the competitive captive insurance industry does create a risk of 
exploding numbers of measures and conflicting decisions that result in local 
optimization, putting at risk the division’s ability to compete successfully with 
other state domiciles. Yet, this is the reality of good strategy—a clear view 
and successful integration of crucial internal and external factors in a con-
stantly evolving and competitive landscape. The ability to prioritize, clarify, 
and simplify decision making is absolutely critical to good management and 
strategy. That said, achieving single-minded focus in a Captive Insurance 
Division is possible without resorting to the risks of a single-measure system. 
The key is to establish an “über measurement framework” that anchors on the 
division’s specific strategy to compete and win in this industry. The Balanced 
Scorecard provides such a framework.7 

The Balanced Scorecard is an approach to manage an integrated set 
of performance measures that support directly the unique strategy an 
organization is working to establish and follow. Exhibit 4, page 28 presents 
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“Using the Balanced Scorecard as a Strategic  
Management System” (January-February 1996).
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the structure of the Balanced Scorecard. The strategic performance measures 
that a company develops for itself are largely determined by how the 
organization answers the four basic questions displayed in Exhibit 4, page 28. 

1.   To succeed financially, how should we appear to our shareholders?

2.   To achieve our vision, how should we appear to our customers?

3.    To satisfy our shareholders and our customers, what business  
processes must we excel at?

4.    To achieve our vision, how will we sustain our ability to change  
and improve?

The answers to these questions then determine the management objectives 
for the organization, the measures that support those objectives, the 
immediate and long-term targets or goals for those measures, and what 
initiatives need to be put into place to begin working toward the targets.  
The entire Balanced Scorecard process is driven by the organization’s  
overall vision or strategy. 

Note that while the four Balanced Scorecard questions are generic to a typical 
for-profit private company, they are also very relevant to a Captive Insurance 
Division. Shareholders in a for-profit company are the key stakeholders. Tax-
payers in the state are the key stakeholders for a Captive Insurance Division. 
The net revenues captured from captives in the state (via fees or premium 
taxes) are clearly a financial measure of performance. In addition, estimates 
and observations on key economic uplift deliveries (increased jobs, spending, 
etc.) are also financial measures of performance. Each state will have its own 
structure of expected financial benefits from its captive insurance industry,  
as determined by its legislative configuration of services to, and contracts 
with captives.

The definition of “customers” for Captive Insurance Divisions should be clear. 
Insured owner companies (which may be represented by captive manage-
ment companies) and their captive insurance companies (whether they 
operate independently or as subsidiaries of the insured organization) are the 
service and regulatory focus of a Captive Insurance Division. The first key to 
strong financial performance for a division is customer satisfaction. When 
divisions understand why captive insurance companies should choose to 
locate their captives in their state, then division management can design 
customer-focused performance measures that lead to growth in market 
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share, increased revenues, and long-term economic value. It is important to 
understand that the division’s customer focus must be twofold. First, the divi-
sion works to deliver on the customer specific expectations regarding cost, 
quality, and timeliness of service provided. These are described as leading 
measures of performance. Then the Captive Insurance Division must deter-
mine if its efforts are being rewarded with increased market share, sustained 
profitability, and observable benefits across the economy, which are outcome 
measures of performance (i.e., results that follow successful performance on 
leading measures). Effective management that is built around the Balanced 
Scorecard can help divisions better understand how satisfying captive man-
agement companies and their captive insurance subsidiaries (using leading 
performance measures) relates to growth in market share and economic 
value realized (using outcome measures). 

The next issue to be resolved is what processes within the Captive Insurance 
Division must take place in order to satisfy the customer completely? This 
focus brings us back firmly to the traditional view of performance in Captive 
Insurance Divisions—internal operations. Without question, division man-
agement must structure operations that are cost effective, high quality, and 
timely to the needs of the captive insurance customer. Strong operations 
models such as TOC can be effective vehicles in this regard. The key message 
of a Balanced Scorecard strategy model is that internal operations must be 
focused on delivering value that is prized and rewarded by customers of the 
Captive Insurance Division. The message of leading measures that impact 
outcome measures is core to the success of a strategic scorecard.

Perhaps the most fascinating reason to expand management focus to 
encompass a strategic view of the Captive Insurance Division is the opportu-
nity to better understand and incorporate the process of building learning 
and growth within the division. In order to thrive in the increasingly competi-
tive captive insurance economy, the organization must continue to learn 
and grow. Or, to be more specific, the organization’s employees, systems, 
and structure must learn, grow, and change in order to continuously build 
and improve internal processes and competitively serve captive insurance 
customers. Without learning and growth, internal processes stop improving, 
customers grow restless and defect to other state domiciles, and financial 
performance stagnates.

At first glance, the Balanced Scorecard may not seem very novel. Shouldn’t 
all performance measures support the organization’s strategy? Actually, 
although a core purpose of any management system is to establish 
performance measures that add value to the organization, too often these 
measures are limited to periodic reports composed solely of financial 
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measures or operational measures. Advances in the technology and 
theory of computer systems today allow more information, more variety in 
information, and more timely information to be created and reported than 
ever before. The existence of better information capabilities provides an 
opportunity for managers, working in conjunction with system technologists, 
to significantly expand the operating view of a Captive Insurance Division to 
be strategically focused. 

The Balanced Scorecard provides the framework to discipline the strategic 
focus on a limited set of integrated measures. It is important to understand 
that the Balanced Scorecard is really a guiding theory of management, rather 
than an exact formula such as Return on Investment or an exact procedure 
such as the TOC five-step approach. It takes times to design, implement and 
fine-tune an effective scorecard for a Captive Insurance Division. However, 
once created, a division’s unique scorecard is a direct view of its strategy,  
its plans, and its management processes. The idea that a balanced scorecard 
is extremely personal for the organization is captured in the following com-
ment made by an executive as his company completed work on its first  
balanced scorecard:

In the past, if you had lost my strategic planning document on an air-
plane and a competitor found it, I would have been angry, but I would 
have gotten over it. In reality, it wouldn’t have been that big a loss. Or if 
I had left my monthly operating review somewhere and a competitor 
obtained a copy, I would have been upset, but, again, it wouldn’t have 
been that big a deal. This balanced scorecard, however, communicates 
my strategy so well that a competitor seeing this would be able to block 
the strategy and cause it to become ineffective.8 

As Captive Insurance Divisions consider implementing the Balanced 
Scorecard, it is important to remember that too much information is 
often as harmful as too little. Managers and organizations can become 
overloaded with measures and initiatives. The key is to clearly identify 
the vision and strategy that the division chooses to pursue, and then 
establish a set of performance measures that supports progress toward 
specific organization goals. The Balanced Scorecard approach recognizes 
that management of a Captive Insurance Division requires information 
on financial, customer, internal process, and learning and growth activi-
ties. Further, performance measures of these activities are not limited to 
financial measures, but should include nonfinancial measures as well (e.g., 
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quality and time-based measures). Perhaps the most important aspect of 
a Balanced Scorecard approach is that all measures must link together to 
eventually support the ultimate financial goals of a company.9 Good per-
formance on activities that does not directly or indirectly contribute to the 
ultimate goals the Captive Insurance Division has established is obviously 
a waste of resources. Nevertheless, pointless investments in non-value-
added activities probably occur in many divisions in many domicile states. 
Distinguishing non-value-added activities from value-added activities and 
identifying which performance measures successfully contribute to help-
ing the division accomplish its strategic goals are the ideas behind linkages 
within the Balanced Scorecard.

Conclusion
As more states enter the captive insurance domicile industry, competition 
will continue to grow. New players in this landscape are coming online as 
many current state domiciles are reassessing their commitment and strategy 
approach to the potential economic value in this industry. Opportunities 
abound for certain domiciles to innovate their captive insurance marketing and 
service models in order to position themselves as disruptors in this competitive 
space. The ability to sustain a dominant position or to disrupt another’s domi-
nant position will go to those state domiciles that are best positioned to see, 
manage, and integrate across all operational and strategic objectives. Opera-
tional management tools available to managers of Captive Insurance Divisions, 
such as the Theory of Constraints, can help these managers understand and 
optimize value available in an integrated set of operations. 

However, operations management is not strategy management. A strategic 
view of a captive insurance regulatory organization requires a larger, more 
balanced model. Hence, we recommend use of strategic tools such as the 
Balanced Scorecard in order to create an interconnected management focus 
on financial performance, customer performance, internal process work, and 
learning and growth within the organization. The process of building a stra-
tegic scorecard takes time and effort. The captive insurance division’s specific 
strategy must be clearly and specifically defined in terms of cause-and-effect 
relationships (i.e., linkages) for its current and targeted captives. As strategic 
objectives and measures are developed, tested, and implemented into clear 
reporting systems that support effective planning, controlling, and evaluating 
practices, competition will shift the landscape of captive insurance domiciles. 
New leaders will emerge to challenge the incumbents. Most importantly, cap-
tive insurance companies and their owner companies will be better served in 
the long run, creating more overall strength in this important industry. 
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Exhibit 1    
How Low-End Disruption Occurs Over Time
Adapted from: Wikimedia Commons 
http://en.wikipedia.org/wiki/File:Disruptivetechnology.gif
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Exhibit 2
Insurance Captives by State, 2012
Sources (accessed 1/30/14):
—  Insurance Information Institute (III)  

http://www.iii.org/media/hottopics/insurance/test3/
—  Captive Insurance Companies Association (CICA)  

http://www.cicaworld.com/Resources/world-map/UnitedStates.aspx
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Exhibit 3
Job Cycle
Source:  
— Laura Shepherd, CFE, PIR, ACI
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Exhibit 4
The Balanced Scorecard
Adapted from: R. S. Kaplan and D. P. Norton 
Using the Balanced Scorecared as a Strategic Management System 
Harvard Business Review (January-February 1996), p. 76.
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Risk assumption vehicles include loss portfolio transfers (“LPTs”), novations, and 
commutations which enable property and casualty insurance companies to 
cede or assume obligations that have already been incurred on an insurance 
policy or reinsurance agreement. On the ceding side, the insurer can elimi-
nate the volatility associated with open claims and claims incurred but not yet 
reported for long tail lines of coverage, remove undesirable exposures, improve 
solvency, reduce collateral requirements, and lower administrative costs. On 
the assuming side, an insurer can expand into new or specialized lines of busi-
ness, or diversify underwriting exposure.

Each vehicle has distinct advantages depending on the circumstances, but, in 
general, the type of assumption agreement used in a transfer typically depends 
on a company’s business needs and future goals, the parties involved in the 
agreement, and the nature of the exposure being transferred.

Characteristics of Risk Assumption Vehicles

Risk assumption transactions typically involve three parties: 

— The policyholder or insured risk (Company A); 

—  Company A’s current insurer and the party that is considering  
ceding the risk (Company B) and 

—  The (re)insurer that is considering assuming Company A’s  
risks from Company B (Company C).

Loss Portfolio Transfer (LPT)

A LPT is a reinsurance transaction in which loss obligations that have already 
been incurred and will ultimately be paid are ceded to a (re)insurer. It is a 
two party agreement that does not require policyholder or insured consent. 

Under a LPT, Company C assumes the risk 
from Company B without Company A being 
notified. Similar to most reinsurance transac-
tions, the original policy issuer transferring 
the exposure remains liable for the incurred 
losses in the event that the assuming entity 
fails to honor its contractual obligations. The 

absence of policyholder/insured consent can often make a LPT easier to exe-
cute and more attractive to assuming entities. As such, pricing of LPTs is often 
more advantageous than a comparable novation agreement. LPTs can be a 
great option for insurance entities that want to exit a particular line of busi-
ness or geographic area, improve underwriting results, or increase surplus. 
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Novation

A novation agreement cancels and rewrites a contract, by replacing one party 
to an insurance policy or reinsurance agreement with another party. In a 
novation, Company C assumes the risk from Company B but must also obtain 
the consent of Company A. Novation agreements are three party agreements 
that require the consent of the policyholder/insured. Unlike a LPT, a nova-
tion agreement extinguishes all future liabilities associated with the novated 
contracts. Therefore, the company transferring the risk is not liable for future 
losses in the event that the assuming company is unable to fulfill its obliga-
tion. Company C steps into the shoes of Company B. The full and complete 

transfer of liabilities can be an important 
benefit for companies that intend to wind up 
operations in an efficient and cost effective 
manner. Managing the conflicting interests 
of the multiple unaffiliated parties, regula-
tory concerns, and licensing requirements 
for the assuming entity can make novation 
agreements costly and difficult to execute.

Commutation

Commutation agreements discharge future liability associated with an insur-
ance policy or reinsurance agreement, thus eliminating the (re)insurer’s future 
exposure. In a commutation, there are two possible situations. Company A 
assumes the risk “back” from Company B, and there is no Company C. This may 
be the case where an insured has a policy with their captive, and decides to  
dissolve the captive and self-insure the coverage. Alternatively, Company C 
could be a reinsurer on the risk, and Company B commutes, or assumes back, 
the risk ceded to Company C. 

Commutations are often utilized to remove a financially troubled reinsur-
er from a program or terminate pooling arrangements to reduce adminis-
trative costs when pooling years have become mature and more predict-
able. Commuting commercially insured liabilities to place into a captive 
program can be advantageous in certain markets. 

In general, LPTs and novations move risk 
down a “new path”, whereas commutations 
send the risk “back to where it came from”. 
The appropriateness of a specific vehicle may 
overlap in several circumstances, and the 
best option may come down to the inclina-
tion of the market. 
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Pricing

While the mechanics used to evaluate the loss liability within a risk assump-
tion transaction are the same regardless of the vehicle type, the uncertainty 
that surrounds any insurance transaction and the price assigned to that 
unknown element are unique to each agreement. The motivation surround-
ing the deal and the parties involved will determine the nature of the terms 
and the process.

The scope of liabilities such as lines of business, policy years, and limits of 
coverage included within the transaction needs to be narrowly defined. 
Essentially, the assuming entity will be responsible for paying the remaining 
unpaid liabilities transferred by the ceding entity. The cash paid at some point 
in the future to a claimant, and timing of those payments, are two significant 
unknowns in the valuation of risk assumption pricing. 

An actuarial analysis provides estimates of these future payments by gathering 
and applying actuarial assumptions and loss development patterns to the loss 
data. These development patterns provide insight into the amount and timing 
of estimated future loss payments. Actuaries use historical loss payments and 
case reserves established by adjustors as the foundation for these estimates. 
The claims adjustor evaluates facts about the claim that are available today and 
the actuary considers the facts that the adjustor will learn tomorrow. 

Future liability depends heavily on the underlying characteristics of the risk. 
For instance, property losses tend to be settled relatively quickly, and do not 
have much development, whereas workers compensation claims can stay 
open and have development and payments over 20 years. Long tail busi-
ness is more typically the target of risk assumption agreements than short 
tail lines. Future liability as represented by claim behavior is very specific to 
claimant, industry, and injury/disease, and future claim costs can be influ-
enced by medical costs, legal representation, inflation, and claim handling. 
Often, the actuary relies on specific company historical loss experience, 
general insurance industry assumptions, or some combination thereof to 
quantify the future loss dollars.

The liabilities subject to risk assumption vehicles typically tend to involve 
more “mature” claims in policy years that have expired many years in the 
past. Less uncertainty surrounds the risk, and claim development is relatively 
minor because the claim adjustor has years of data on the claim, which pro-
vide more insight into the potential settlement value. Albeit, the settlement 
amount is not fully known until the claim is closed—and does not reopen. 
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In some mature policies, the number of open claims is minimal, allowing indi-
vidual claims to be evaluated separately. This process includes a review of each 
claim to quantify the uncertainty on individual claim aspects, and more gener-
ally, involves an analysis that focuses on the group of open claims. This detailed 
analysis of the potential outcome of each open claim is much different than the 
traditional reserve analysis performed at least annually by the actuary.

If less mature policy years or in-force policies are part of risk assumptions 
agreements, the uncertainty of the actuarial estimates is significantly 
increased. Further, an individual claim review would prove impractical with a 
vast number of open claims. In all situations, regardless of the age of claims, 
the risk assumption transaction is implicitly trading uncertainty for certainty.

The cost of a risk assumption transaction—or premium—is the amount 
exchanged for the risk. While it can include many components, it is, at its core, 
the estimated amount of money that will be paid out after the transaction 
date to claimants. This amount is subject to certain, and sometimes vastly dif-
ferent, assumptions on the part of the ceding and assuming companies that 
are negotiating to find common ground regarding the pricing of that risk. 
The negotiations include sharing assumptions for future claim activity and 
often involve scenario testing, which allows the parties to isolate a range of 
estimates that are further refined through negotiation. 

Under certain circumstances, it may be prudent to not only consider a 
range of reasonable results, but also the range or probability of all possible 
results. This additional consideration can give an indication of the maximum 
amount of future payments reasonably expected under the agreement. One 
approach is to isolate each open claim, and consider the amount of the claim 
limit that has not been exhausted by past payments. This analysis results in 
the true maximum amount of future payout and eliminates nearly all uncer-
tainty, assuming no more future reopened claims or late reported claims 
develop. Having this number in hand may help in not only deciding whether 
or not to enter into the agreement, but also in considering the appropriate-
ness of transaction premium that nears or exceeds this amount.

The premium in a risk assumption agreement is typically paid or received in a 
lump sum on the transaction date, but the liabilities are paid at various points 
in the future. This situation raises the question of the time value of money 
or discounting. Premium dollars collected can be invested and earn inter-
est before that money has to be released in the form of claim payments. The 
premium has an opportunity cost. The transaction should consider the time 
value of money by allowing the discounting of future payments. Therefore, 
the timing of future payments will be estimated and a discount rate will be 
applied. Discounting will be another negotiating factor to the agreement. 
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Discount rates can be based on the current interest rate environment, 
hurdle rates, cost of capital, or even a duration matching approach. One 
approach that may help focus the discussion is scenario testing, which 
similar to the technique used to develop future payment amounts, can 
provide a range of payout patterns and demonstrate the sensitivity of 
various interest rates on the results. 

A methodical evaluation can provide an essential framework for discus-
sion, but at the end of the day, what will be paid, when it will be paid, 
and how much of a discount is applied is a negotiation that can be con-
tentious or fairly amiable, as in the case of affiliated parties.

Sealing the Deal

Drawing up a contract that has clear and concise language on the 
release of future liabilities is an essential first step. The appropriate due 
diligence on the legal aspects of the transaction is nearly as important as 
the negotiations.

Sealing the deal also has a regulatory component. The degree of oversight 
will vary depending on the state’s requirements. In general, disclosure can 
be made by notifying the state (if required) and including financial details 
of the transaction in financial statements by some or all parties. 

Often, the nature of regulatory approvals depend on the type of entity. 
Reinsurers typically are not subject to any approvals; traditional insur-
ance companies are only required to disclose financial information; 
captive insurance companies generally need to notify the state of the 
transaction and receive approval before it is executed. Before even con-
sidering a risk assumption option, the initiating party must understand 
the statutory implications.

Avoiding the Pitfalls

Any limitation in getting accurate current data on historical claims will 
hamper the determination of future risks and greatly constrain the 
usefulness of the company specific assumptions in determining claim 
development.

The need to time stamp data also poses a challenge. Time stamping is 
needed because claim information flows into the claims handling pro-
cess on a continuous basis, but an actuarial analysis for assessing unpaid 
claim liabilities uses financial and claims detail at a specific date (i.e., the 
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evaluation date). Often, this work takes time to complete, and negotiations 
may rely on numbers that are a few months “stale”. For example, a transaction 
may be based on data as of September 30th for negotiations that take place 
in November. It is therefore important to consider the subsequent movement 
of claims experience in the negotiations by either unwinding payments after 
the evaluation date as an additional part of the financial agreement, by mak-
ing the transaction contingent on a follow-up review of the claims data, or 
incorporating some other method to recognize subsequent changes in risk.

Some groups have an additional hurdle to overcome: obtaining agreement 
from their members. And while members are not specifically engaged in the 
transaction, some may have input into the outcome. Reaching an agreement 
with one party is typically hard enough, but seeking consensus with perhaps 
dozens of members greatly compounds the difficulty of the transaction. In 
general, the more seats at the table, the harder it is to reach agreement. 

Special considerations may also need to be given to certain lines of business 
such as workers compensation that have specific statutory requirements. 
For these lines, there may be limitations to the extent that a company can 
completely extinguish its liabilities. Specifically, the transaction may be less 
straightforward when an injured worker does not receive entitled benefits. 
Statutory and legal review at the onset is prudent for agreements involving 
statutorily protected lines of business. 

While the articulation of clear and concise objectives and open communication 
between all parties can help circumvent these pitfalls, there is no better safe-
guard than advance planning. Such planning should ideally take place before 
the transaction is a twinkle in one’s eye. In practice, this would take the form of 
an exit strategy that was put in place at inception when the terms of the under-
lying contract were determined. This is most notable for group or pooling situ-
ations, where parties may know that their initial risk arrangement may not last 
indefinitely. Under this circumstance, having an exit plan is prudent and can 
be anticipated by tailoring the treaty participation agreement to acknowledge 
the “potentially temporal juncture”. Some agreements can specify the number 
of years at which point the commutation would be allowed or even required. 
Some of the awkwardness of negotiating the commutation can be reduced by 
including a price based on an independent third party actuarial analysis in the 
initial contract’s language with pre-agreed terms.
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Accounting

Generally accepted accounting principles (GAAP) in the United States pro-
vide limited guidance for the accounting treatment of risk assumption agree-
ments. As such, some divergence in practice has developed in the recogni-
tion of these transactions in the financial statements. 

Assuming entities generally identify proceeds received from LPTs and nova-
tions as premium, and the losses assumed are recognized as loss reserves on 
the balance sheet with an offsetting losses incurred amount recorded on the 
income statement. Typically, gains resulting from the transaction are deferred 
and amortized over the underlying expected claim settlement period, and 
any loss would be recognized immediately.

Entities ceding an LPT generally maintain the original liability on their bal-
ance sheet and establish an offsetting reinsurance receivable. If recorded 
liabilities exceed the amounts paid, reinsurance receivables need to be 
increased to reflect the difference. Any resulting gain is deferred and amor-
tized over the expected remaining settlement period of the underlying 
claims. However, if the amount paid exceeds the recorded liability, the ceding 
company should increase the related liabilities or reduce the reinsurance 
receivable or both at the time the reinsurance contract is entered into, so 
that the loss is immediately reflected in a company’s earnings. Due to the 
ceding company’s continued obligation to the policyholder (Company A), 
the ceding (transferring) company (Company B) needs to continue to track 
and report the claims activity and associated receivable until all claims are 
settled. Depending on the size of the LPT and types of exposures, this track-
ing could require ongoing actuarial analyses and continued testing of the 
LPT liabilities and associated claims activity as part of the company’s financial 
statement audit for many years. 

Under a novation agreement, however, the transferring company (Company B) 
completely removes the total amount of novated liabilities from its balance 
sheet, because these obligations are fully extinguished. As such, any premium 
paid to novate liabilities is effectively treated as claims payments, and fully 
settles the associated liabilities. Any resulting gain or loss is recorded as a com-
ponent of incurred losses or as a separate line item on the income statement in 
the period the novation takes place. Gains are not amortized over the payment 
pattern of the novated liabilities due to the transferring company’s full extin-
guishment of debt associated with the novation.

Proceeds paid by a ceding entity (transferring) company as part of a com-
mutation agreement are netted against incurred losses transferred, and the 
net gain or loss is recognized on the income statement or as a component of 
incurred losses. The proceeds paid are not typically reflected as a component 
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of premium. Similar to novation agreements, gains are not amortized over the 
life of the commuted liabilities by the transferring entity due to the fact that 
the transferring entity has fully extinguished its obligation associated with the 
commuted claims.

Conclusion
There are indeed myriad accounting, actuarial, and regulatory details that 
go into making a risk assumption agreement a successful venture for a 
company. Careful consideration and analysis needs to play an essential part 
of a company’s due diligence. Understanding the nuances of the different 
risk assumption vehicles can smooth the road for a company. But the direc-
tion—whether it’s a LPT, novation, or commutation—must be driven by a 
company’s risk tolerances and strategic objectives. Only then can the unique 
benefits of a risk assumption agreement truly flow to a company. 

Source:  
This article was originally posted on the Johnson Lambert LLP website on February 7, 2014  
https://www.johnsonlambert.com/news-blog/2014. 
It is reprinted by permission from the authors.
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NAIC 2013 Fall National Meeting

.

NAIC Meeting Notes
Global Insurance Industry Group, Americas

The National Association of Insurance Commissioners
held its Fall National Meeting in Washington, D.C.
December 13-18. This newsletter contains information
on activities that occurred in some of the committees,
task forces and working groups that met there. For
questions or comments concerning any of the items
reported, please feel free to contact us at the address
given on the last page.

www.pwc.com/us/en/insurance
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Executive Summary

 The NAIC held its annual election of officers;
for the first time in its history, the nominations
were conducted in a public forum.

 The Executive Committee discussed a
contentious proposal from Connecticut to
engage outside consultants to conduct a
thorough evaluation of the NAIC’s governance
structure. The proposal failed, but a subsequent
motion to refer the proposal to an ad hoc
governance review group was adopted
unanimously.

 The FIO Report, How to Modernize the System
of Insurance Regulation in the United States,
was finally released, just as the Fall National
Meeting began. The NAIC issued press releases
on the report.

 The Private Equity Issues Working Group met
for its first public meeting and heard a
presentation from a private equity firm, which
included a comment letter response on
proposed best practices for regulators in their
review of potential acquisitions of life insurers
by private equity companies and hedge fund
managers.

 The Statutory Accounting Principles Working
Group adopted controversial guidance on
accounting for the Affordable Care Act fee and
also adopted SSAP 105 on working capital
finance investments.

 The Emerging Accounting Issues Working
Group adopted clarification guidance on OPEB
and pension transition surplus deferral and
exposed statutory accounting guidance for “the
3Rs” of the federal Affordable Care Act.

 The Capital Adequacy Task Force exposed for
comment a significant proposal for an
operational risk charge for all three RBC
formulas; the regulators are suggesting a 2014
effective date. The task force also discussed
whether it should more strictly prioritize its
projects due to time and resource constraints.

 The Life RBC Working Group discussed
potential alternatives to update C-3 Phase I
which it hopes to be effective for 2014 and
heard comments on New York’s unauthorized
reinsurance proposal. The working group’s
Stress Testing Subgroup also had its first
meeting.

 The Investment RBC Working Group continues
to consider the recalibration of invested asset
factors. The AAA has made significant progress
on the corporate bond modeling project, and
presented preliminary results at the Fall
National Meeting. The working group exposed
for public comment a proposal to update the
real estate factors used in the life RBC
calculation.

 The Property/Casualty RBC Working Group
continues to consider a proposal to revise the
reinsurance credit risk charge. The working
group also received a presentation from the
Casualty Actuarial Society on its current
research regarding underwriting risk charges.

 The Catastrophe Risk Subgroup adopted its
previously exposed U.S. Hurricane and U.S.
Earthquake lists, discussed concerns relating to
the attestation for catastrophe modeling, and
requested proposals for a revised contingent
credit risk charge for R6 and R7.

 The Health RBC Working Group adopted an
ACA Fee Sensitivity Test for 2014 RBC; the
proposal will not be finalized until the statutory
accounting for the fee receives final adoption.

 The Valuation of Securities Task Force
discussed 2013 year-end RMBS and CMBS
modeling, evaluated the accounting
classification of residual tranches of
securitizations, amended the SVO Purposes and
Procedures Manual to provide filing
instructions for working capital finance
investments, and adopted a recommendation
that insurers file Freddie Mac’s STACR and
similar mortgage-referenced transactions with
the SVO to receive a modeled NAIC designation.

 The PBR Implementation Task Force discussed
the Rector & Associates Initial Report on
captives, which recommends the use of an
actuarial standard, such as VM-20, to evaluate
all XXX and AXXX captive transactions.

 The Corporate Governance Working Group
discussed and exposed its draft Corporate
Governance Annual Filing Model Law, which
would require all insurers/insurer groups to file
annual corporate governance reports effective
January 1, 2016. The working group also
released an updated draft of its proposed
internal audit requirement for large insurers.



40 Visit SOFE at: www.sofe.org Spring 2014

PwC Insurance Industry NAIC Meeting Notes | January 15, 2014

www.pwc.com/us/en/insurance 2

 The NAIC held an EU-U.S. Dialogue Project:
Supervisory Colleges Best Practices Forum at
the Fall National Meeting which had high-level
attendance from insurers and regulators, both
international and U.S.-based.

 The ORSA Subgroup released the results from
its 2013 ORSA pilot project, which showed
improvements in the quality of the ORSA
Summary Reports submitted compared to the
first pilot done in 2012.

 The Reinsurance Task Force approved four
conditionally qualified jurisdictions: Bermuda,
Germany, Switzerland and the UK.

 The Blanks Working Group adopted three
blanks proposals as final since the Summer
National Meeting. Two previously deferred
proposals were rejected and five blanks
proposals were exposed for public comment.

 After significant debate, the Life Insurance and
Annuities Committee adopted a charge to
undertake a study to determine if
recommendations should be made to address
unclaimed death benefits.

 The Life Actuarial Task Force now estimates
that January 1, 2016 is the earliest possible
operative date for the implementation of
Principle-Based Reserving and the Valuation
Manual. The Joint Qualified Actuary Subgroup
continued its discussion on the definition of a
“qualified actuary.”

 The Emerging Actuarial Issues Working Group
continued its work on addressing
implementation issues related to the AG 38
revisions.

 The Contingent Deferred Annuity Working
Group discussed its work plan and timeline for
completion of its charges. With the assistance of
many other NAIC groups, the working group
hopes to develop and adopt revisions to existing
NAIC model regulations applicable to
contingent deferred annuities at the 2014 Fall
National Meeting.

 The Separate Account Risk Working Group
exposed suggested principles for insulating
assets to address equity and solvency concerns
for insulated products.

 The Terrorism Insurance Implementation
Working Group finalized a letter in response to
a Federal Insurance Office request for comment
on issues related to terrorism insurance and the
Terrorism Risk Insurance Act which is set to
expire December 31, 2014. The NAIC fully
supports the reauthorization of TRIA.

 The Mortgage Guaranty Insurance Working
Group exposed for comment in November
proposed significant changes to the Mortgage
Guaranty Insurance Model Regulation (#630);
the working group heard extensive comments
on the draft in Washington and extended the
comment deadline to February 15.

Executive Committee and
Plenary

Note: All documents referenced in this Newsletter
can be found on the NAIC's website at naic.org.

Election of Officers
The NAIC held its annual election of officers. The
officers for 2014 are as follows: Commissioner Adam
Hamm of North Dakota was elected President,
Commissioner Monica Lindeen was chosen as
President-Elect, Pennsylvania Commissioner
Michael Consedine was chosen as Vice President,
and Commissioner Sharon Clark of Kentucky was
elected Secretary-Treasurer. For the first time in the
history of the NAIC, the nomination of the officers

was conducted in the public forum. However, the
voting was administered by secret ballot and the vote
counts were not disclosed publicly. Commissioners
Julie Mix McPeak of Tennessee and Wayne Goodwin
of North Carolina ran against Commissioner Clark
for the position of Secretary-Treasurer. The
remaining executive positions were unopposed.

NAIC Policy Statement on Open Meetings
Proposed revisions to the NAIC Policy Statement on
Open Meetings were exposed for public comment.
The proposed revisions reemphasize the NAIC’s
commitment to conducting its activities openly and
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clarifies when it is appropriate for regulator-only
sessions to occur. It would require that the reason
for holding any meeting in a regulator-only session
to be disclosed publicly.

Adoption of New or Revised Models
The Commissioners unanimously adopted the
following items which were the subject of public
hearings and debate as they were considered by
various groups of the NAIC:

 Guideline amendments to the Annuity
Disclosure Model Regulation (#245)

 Amendments to the Standard Nonforfeiture
Law for Life Insurance (#808)

Executive Committee
In Washington, the Executive Committee approved a
model law development request from the Life
Actuarial Task Force to amend the Actuarial
Opinion and Memorandum Regulation (#822) to
include a requirement for the appointed actuary to
present the actuarial opinion and memorandum to
the insurer’s board of directors annually. The task
force will also consider modifications to enhance the
usefulness of the actuarial opinion and
memorandum as a regulatory tool by making its
information more accessible.

The Executive Committee discussed a motion from
Connecticut Insurance Commissioner Thomas
Leonardi, and seconded by New York, to engage
outside consultants to conduct a thorough evaluation
of the NAIC’s governance structure. The Connecticut
Commissioner expressed significant concerns with
current governance practices and the lack of true
transparency in the decision making process.
Indiana Insurance Commissioner Stephen
Robertson expressed concerns with raising this topic
for discussion in the public forum and suggested that
the proposal be referred to the ad hoc NAIC
governance review group and that further discussion
be conducted at the Commissioners Forum in
February. Perhaps lending credibility to
Commissioner Leonardi’s concerns was the fact that
the existence of this ad hoc governance group had
not previously been disclosed publicly. (Members of
that group are the directors/commissioners from
Missouri, Kentucky, North Carolina, Nevada,
Connecticut and Tennessee.)

A brief, but heated, debate commenced among
Executive Committee members with references
made to a letter sent by the Commissioner Leonardi
to state regulators dated December 11, which has
now been widely distributed. In the letter, the

commissioner cites numerous concerns and, in
addition to the request to hire outside consultants,
recommends the following specific additional
actions:

 Clarify the role and specific authorities of the
President, the officers, the Executive Committee,
and the broader membership in key decision
making that impacts state regulation. Particular
attention should be given to the manner in
which representatives of the state system and
NAIC are appointed to external bodies or forums
that could directly impact state regulation, such
as IAIS, Joint Forum, or others.

 Review the election process to determine
whether it follows best practices for
organizations of government officials and make
changes as necessary.

 Review/clarify the role and authority of the
NAIC CEO to determine whether it follows best
practices. The NAIC board should establish and
adopt a strategic plan at the beginning of each
year and task the management and staff of the
organization with the execution of that strategy,
utilizing the vast talents, resources and
relationships of the various members and their
state staffs.

The debate was cut short by a motion by Kansas
Insurance Commissioner Sandy Praeger to call the
question. The motion to call the question passed by a
10-7 margin; the Connecticut proposal then failed by
a 12-5 margin. Indiana then made a motion to direct
the ad hoc NAIC governance review group to consider
whether to engage an outside consultant to assist in
their review. That motion passed unanimously.

FIO Report

On December 12th, 2013, the Federal Insurance
Office released its report, How to Modernize the
System of Insurance Regulation in the United
States. The report, required by Title V of the Dodd-
Frank Act, was due for submission to Congress in
January 2012.

The report considers both prudential (solvency) and
marketplace (business conduct) regulation. The
report considers that a lack of uniformity in the U.S.
regulatory system creates inefficiencies and a cost
burden for insurers, consumers and the
international community, and risks creating
opportunities for regulatory arbitrage. The report
also notes that the increasingly international nature
of the insurance marketplace necessitates a federal
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presence in insurance regulation, and that
international negotiations would be substantially
facilitated by uniform regulation.

However, the report also notes advantages of state-
based regulation, including the local nature of many
insurance products, and the substantial cost and
resources of establishing a federal regulator. The
report also recognizes the existence of current state
regulatory initiatives relevant to many of the
recommendations in the report, although it notes
that progress so far has been uneven.

The FIO report therefore considers not whether
federal regulation should replace state-based
regulation, but whether there are areas in which
federal involvement in regulation under the state-
based system would be warranted. As a result, most
of its recommendations are focused on steps that
could be taken by the states, and federal involvement
is recommended only where state-based regulation is
considered to be legally or practically limited in its
ability to address specific concerns.

The report proposes 18 recommendations for actions
from state regulators, and 9 recommendations for
direct federal involvement. The report in full can be
accessed on the FIO’s website.

Some of the more significant recommendations in
relation to state supervision include the following:

 Convergence of solvency and capital regulation

 A uniform and transparent solvency oversight
regime for captives

 An independent, third party review mechanism
for the NAIC’s accreditation program

 “Cautious” implementation of PBR, subject to
binding guidelines on regulatory practices over
compliance with accounting and solvency
requirements, adequate resources and expertise,
and uniform guidelines for supervisory review

 Character and fitness expectations for directors
and officers

 A uniform approach to closing out and netting
qualified contracts with counterparties

 Uniform policyholder recovery rules in relation
to guaranty funds.

Significant recommendations in relation to direct
federal involvement include federal standards and
oversight for mortgage insurers, pursuit of a covered

agreement for reinsurance collateral requirements
and FIO engagement in supervisory colleges.

As noted above, the report aims to recommend
improvements to U.S. insurance regulation within
the existing state-based regulatory system. However,
the report recommends that Congress consider
direct federal involvement more broadly, should
modernizing reforms not be achieved by the states in
the near term.

The NAIC’s President, Louisiana Insurance
Commissioner Jim Donelon, and CEO, Senator Ben
Nelson, both issued statements following the release
of FIO’s report. The statements recognized the
report’s acknowledgement of the effectiveness of
state-based regulation, and stated that the NAIC
would consider its recommendations. However, the
statements also noted that the responsibility for
implementing regulatory changes rests with the
states.

Commissioner Donelon, Senator Nelson, FIO
Director Michael McRaith, and 17 other state
insurance commissioners and NAIC representatives
subsequently met with Treasury Secretary Jack Lew,
to discuss the FIO, aspects of the FIO’s report, and
current international insurance work. At the
meeting, Secretary Lew noted the international role
of FIO, and emphasized that state regulators and the
Treasury should continue to engage on regulatory
issues, and to work together to modernize insurance
regulation.

PwC issued a Regulatory Brief on the FIO report
which is available on PwC’s CFO Direct.

Private Equity Issues Working
Group

At the Fall National Meeting, the working group held
its first public meeting, which has been charged with
developing best practices that emphasize different
regulatory approaches using existing authority to
address additional risks created by the ownership of
life and annuity insurers by private equity interests
and hedge fund managers. The chair opened the
meeting by stating that the focus of the working
group will be the development of best practices for
the Financial Analysis Handbook and the Financial
Condition Examiners Handbook. Before doing that,
the working group agreed they needed to get input
from all relevant parties, including private equity
firms, to get their perspectives. The majority of the
hour long meeting was a presentation from Apollo
Global Management and Athene Holding Ltd. during
which management discussed their history,
structure, operations, insurance expertise and the
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need for private equity investors in the insurance
industry. They noted that while they agree that the
overriding regulatory principle should be protection
of policyholders, “equitable treatment of companies
is an issue of equal concern.” All entities should be
“regulated on the basis of a level playing field.”

Athene Holding Ltd. also distributed a comment
letter at the meeting, responding in detail to the
May 6, 2013 letter from the Financial Analysis
Working Group to the Financial Condition
Committee on “possible best practices” for regulators
in their review of potential acquisitions by private
equity company and hedge fund managers. The
comment letter analyzed the draft best practices and
separated them into four categories: 1) suggested
best practices already within the purview of state
insurance departments, and therefore no changes to
laws or regulations to implement would be required,
2) suggested best practices that, if adopted, should
be applied to all potential investors, not just private
equity companies, 3) suggested best practices that
are not feasible, set an unfair standard or are not
germane to the regulatory practice, and 4) those that
require subjective assessment and are best left to the
insurer’s management and board of directors.
Included in the third category was the suggestion of
“requiring the acquiring entity to demonstrate that
the policyholder is fundamentally more secure with
the proposed acquisition of control.” Included in the
last category was determination by regulators that
the investment strategy and related affiliated
agreements “are appropriate for the backing of
annuity contracts and ensuring that assets properly
match insurance liabilities.”

At the conclusion of the presentation, the working
group re-exposed for comment the May 6 letter until
January 31.

Statutory Accounting Principles
Working Group

The working group was very active during the fall
and early winter holding five conference calls and
meeting in Washington D.C. to discuss the issues
below. The most contentious issue has continued to
be the proposed accounting for the Affordable Care
Act (ACA) fee summarized below.

Adoption of New Standards or
Revisions to SSAPs

(After each topic is a reference to the Statutory
Accounting Principles Working Group’s agenda item
number.)

SSAP 35R - ASU 2011-06, Fees Paid to the Federal
Government by Health Insurers (2011-38) – In the
period since the Summer National Meeting, the
working group held three lengthy conferences calls
and released a revised exposure draft in November
in an effort reach final consensus of accounting for
the ACA fee. The issue in conflict is whether, after
2013, should the assessment payable in the
subsequent year (i.e. fee year) be accrued as a
liability as of current year (i.e. data year). During its
November 14 conference call, the working group
voted 7-4 to re-expose the proposed guidance with
revisions to 1) expense the fee on January 1, as
opposed to recognizing a deferred asset which would
be non-admitted, and 2) expand the RBC disclosures
beginning in 2014 to highlight the RBC effect of the
fee not accrued. This most recent draft does not
require accrual of the fee in the data year, but does
require entities subject to the fee to reclassify from
unassigned surplus to special surplus the estimated
subsequent year’s assessment. This segregation in
special surplus would be accrued monthly
throughout the data year.

In a repeat of what occurred at the Summer National
Meeting, there was contentious discussion in
Washington D.C. at every meeting the ACA fee was
discussed. At the SAP Working Group meeting, the
working group voted 10-2 to adopt the current draft
of the guidance after lengthy and heated debate. At
the meeting of its parent, the Accounting Practices
and Procedures Task Force overturned the decision
of the SAP Working Group in a 19-18 vote and
revised the guidance to require accrual of the fee
during the data year. At the subsequent meeting of
the Financial Condition Committee, the outcome of
APP Task Force meeting was again overturned, this
time with an 8-4 vote; the committee then approved
the guidance adopted by the SAP Working Group.
The next and final step is consideration by all the
commissioners at an Executive and Plenary meeting,
which is expected to require a roll call vote. The
NAIC is working to arrange a date for the conference
call vote so that the issue can be resolved in early
2014.

Unlike 2014 and subsequent years, there is no
uncertainty related to accounting for year-end 2013;
no liability accrual is required for the fee payable in
2014, but disclosure of the nature of the assessment
and an estimate of its financial impact, including the
impact on RBC position, is required per paragraph
15 of SSAP 35R.

Working Capital Finance Investments (2013-10)
During the fall, the working group continued
discussion of working capital finance investments,
having substantive and sometimes contentious
debate during conference calls October 4 and
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November 12, including whether or not the
domiciliary regulator should also have to give
explicit permission for an insurer to invest in such
assets, in addition to having the WCFI program
approved by the SVO. A revised SSAP 105 was
exposed for comment after the November 12
conference call with the following revisions:

 changes requested by industry to paragraphs 13-
15 related to documentation of “first priority
perfected interest”

 changes related to the audit report requirement
for the finance agent, and

 revising the explicit permission requirement by
the domiciliary commissioner to the following
guidance: “initial permission to invest in
Working Capital Finance Investment Programs
may be required by the domiciliary
commissioner,” which will allow individual
states to determine whether such approval is
required.

At the Fall National Meeting, the working group
adopted the revised SSAP 105, effective January 1,
2014. Consistent with earlier drafts, the final
guidance requires that the investments must be
rated NAIC 1 or NAIC 2 by the Securities Valuation
Office (SVO) in order to be admitted assets. The SVO
has issued additional guidance on its filing
requirements for WCFI programs; see the Valuation
of Securities Task Force meeting summary for those
requirements.

Share-Based Payments with Non-Employees (2013-
03) – During its November 12 conference call, the
working group adopted exposed revisions to Issue
Paper 146, Share-Based Payments with Non-
Employees and exposed proposed revisions to SSAP
104 to adopt, with modification, ASC 505-50 Equity
Payments to Non-employees. At the Fall National
Meeting, the working group adopted the guidance,
now SSAP 104R, with a revision to the effective date
to December 31, 2014 from January 1, 2014; the
accounting will be applied prospectively.

SSAP 43R Impairment Footnote (2013-15) – The
working group adopted revisions to SSAP 43R to
reduce the “cumulative OTTI footnote” for loan-
backed securities to report only current year
impairment activity; this change is effective for 2013
financial statements.

Restricted Asset Subgroup and Proposed FHLB
Disclosures (2013-27) –At its October 4 conference
call, the SAP Working Group adopted the Restricted
Asset Subgroup’s proposed new disclosures related

to FHLB transactions, which include significant new
disclosures in the following areas: FHLB capital
stock, collateral disclosures, borrowing capacity and
agreement asset and liabilities. Revisions to the
general interrogatories clarify that the FHLB stock
and collateral are subject to the RBC off-balance
sheet risk charge. The new disclosures are effective
the first quarter of 2014 and are required each
quarter regardless of whether there has been
significant change in activity since the prior year
end. The subgroup plans to hold a conference call in
early 2014 to discuss liquidity issues related to FHLB
transactions.

SSAP 5R Revisions (2013-18) – The working group
adopted, with modification, ASU 2013-04,
Obligations Resulting from Joint and Several
Liability Arrangements for Which the Total Amount
of the Obligation is Fixed at the Reporting Date. The
only modification from the ASU relates to estimating
an obligation: if there is no better estimate within a
range, then the midpoint is to be used as the
estimate. The guidance also includes disclosure
requirements which are effective for 2013 financial
statements (which is earlier than the related GAAP
guidance’s effective date).

Make Whole Call Provisions and Continuously
Callable Bonds (2013-21) – The working group
adopted proposed revisions to SSAP 26 to clarify
amortization requirements for bonds with make
whole call provisions and bonds that are
continuously callable. The revisions will not require
insurers to consider make whole call provisions in
determining the timeframe for amortizing bond
premium or discount unless information is known by
the reporting entity indicating that the issuer is
expected to invoke the provision.

Title Insurance Loss Reserves (2012-33) – The
working group adopted proposed revisions to SSAP
57, Title Insurance, to clarify the reporting of loss
reserves including known claims reserves, statutory
premium reserves, supplemental reserves and the
bulk reserve. These amendments had been
extensively debated over the last year.

SSAP 68 and Goodwill (2013-20) – The working
group adopted revisions to SSAP 68 to clarify that
the elimination of goodwill when the investee ceases
to exist applies to both statutory purchases and
mergers, and that internally generated goodwill and
goodwill of the reporting entity in itself are not
permitted.

SSAP No. 101 Q&A – Financial & Mortgage Guaranty
Insurers (2013-25) – The working group adopted
nonsubstantive changes to the SSAP 101 paragraph
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22 disclosures and Q&A questions 1 and 4 to be
consistent with the changes to SSAP 101 paragraph
11.b. adopted at the Spring National Meeting related
to DTA admissibility.

SSAP 69 Revisions (2013-22) – The working group
approved revisions to SSAP 69 to adopt, with
modification, ASU 2012-05, Not-for-Profit Entities:
Classification of the Sale Proceeds of Donated
Financial Assets in the Statement of Cash Flows and
clarify that donated, use-restricted financial assets
are nonadmitted.

ASU 2013-07, Liquidation Basis of Accounting
(2013-19) – The working group adopted rejection of
this new GAAP guidance as not applicable to
statutory accounting.

Exposure of New Guidance and
Discussion of New and On-going
Projects

Comments on exposed items are due to NAIC staff
by February 12.

Three Risk Sharing Provisions under ACA (2013-28)
Consideration of the “3Rs” is now being addressed
by the Emerging Accounting Issues Working Group
as discussed below.

Consideration of ASU 2013-10, Derivatives and
Hedging – Inclusion of the Fed Funds Effective
Swap Rate (or Overnight Index Swap Rate) as a
Benchmark Interest Rate for Hedge Accounting
Purposes (2013-32) – The working group exposed
for comment proposed revisions to SSAP 86 to adopt
the ASU, with inclusion of a definition of a
benchmark interest rate that includes the GAAP
revisions in ASU 2013-10 and to eliminate the
restriction regarding use of different interest rates
for similar transactions.

ASU 2011-09, Disclosures about an Employer’s
Participation in a Multiemployer Plan – The
working group exposed proposed revisions to SSAP
92, OPEB, and SSAP 102, Pensions, to incorporate
some but not all of the disclosures required by ASU
2011-09. The working group also requested
comments on whether use of multiemployer plans is
prevalent by insurance entities.

Derivatives Reporting (2013-13) – The working
group reported that NAIC staff have drafted
“preliminary elements” for a centrally-cleared
derivative issue paper and will begin working with
regulators and industry representatives. Insurers
interested in working on the project should contact
NAIC staff.

Insurance Contracts – The working group issued a
comment letter in October to the FASB on its June
2013 FASB exposure draft on insurance contracts.
The comment letter does not support the proposed
ASU for insurance contracts as the NAIC believes the
guidance “will not result in decision-useful
information necessary for financial statement users”
and “does not improves existing U.S. GAAP.”

Consideration of GAAP Tax Guidance (2013-26) – At
the Summer National Meeting, the working group
exposed for comment proposed revisions that define
tax positions and their settlement. The working
group proposes rejection of ASU 2009-06,
Implementation Guidance on Accounting for
Uncertainty in Income Taxes and Disclosure
Amendments for Nonpublic Entities and partial
rejection of FSP FIN 48-1, Definition of “Settlement.”
The guidance also proposes a definition of “tax
position” that mirrors the GAAP definition to
prevent a GAAP to SAP difference for terminology.
In their comment letter, interested parties requested
that the FSP and the concept of “effective
settlement” be rejected for statutory accounting as
adoption would impact small insurers that do not
prepare GAAP financial statements and are not
subject to frequent or on-going tax examinations.
They also submitted alternative guidance. The
working group deferred action to allow staff
additional time to review the proposed alternative.

Accounting for Single-Member or Single-Asset LLCs
(2013-17) – At the Summer National Meeting, the
working group exposed for comment a proposal
from a large life insurer to account for real estate
held by certain LLCs under SSAP 40 (primarily
valued at cost) as opposed to SSAP 48 (valued using
an equity method and with a higher RBC charge)
when certain criteria are met. Comments received in
Washington demonstrated support by interested
parties of the proposal and they requested that the
proposal be expanded to include multiple member
LLCs when all the members are in the same affiliated
group. The working group decided to keep the scope
of the proposal to single members (and discuss other
structures as part of its long-term project on
investment classifications (discussed below)). The
working group deferred further action until it
receives input from the Capital Adequacy Task Force
on the RBC aspects of the proposal.

Definition of Mutual Funds and Bond/Equity (2013-
36) – After a brief discussion of inconsistencies
among the bond and equity SSAPs with regard to
classification and accounting, the working group
agreed to a new comprehensive project to review the
investment SSAPs and clarify definitions, scope,
accounting methods and reporting guidance. This
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long-term project will be coordinated with the
Valuation of Securities Task Force and other relevant
groups and will likely expand beyond mutual funds,
bonds and equity investments. The working group
exposed for comment the overall proposal and also
asked for identification of additional issues.

SSAP 97 Appendix B Flowchart (2013-31) – The
working group exposed for comment a proposed
clarifying statement for the Determining the
Valuation Method under the SSAP 97 Flowchart:
“For downstream holding companies, the sum of all
investments in SCAs within (in accordance with the
valuation methods by type of SCAs) are calculated as
the investment in the downstream holding company
as detailed in paragraph 21.”

Emerging Accounting Issues
Working Group

OPEB and Pension Transition Obligation Deferral
Clarification – The working group addressed an
unexpectedly important and controversial issue in
the last few weeks of 2013. On November 20, the
working group voted by email to expose INT 2013-
03, Clarification of OPEB and Pension Transition
Surplus Deferral; there was no public conference call
prior to exposure of the proposed Interpretation.
Because of many questions to NAIC staff during
2013, the working group concluded additional
guidance is needed to address amortization of the
deferred transition obligation to the extent the plan
reflects a prepaid benefit cost or if circumstances
result in subsequent gains attributable to the plan.

Per the INT, the accounting issue is whether a
surplus benefit was intended to result from
pension/OPEB changes or activities when an
unrecognized pension/OPEB transition liability
continues to exist. The regulators affirmed that it
was never the intent that the deferral guidance in
SSAP 92 and 102 to result (on a net basis for each
plan) in more favorable, subsequent surplus
pension/OPEB positions when there are remaining
unrecognized liabilities as a result of the reporting
entity’s initial election for surplus deferral. The
working group concluded that “if there is a plan
curtailment, settlement, or other plan amendment
resulting in a reduction of benefit obligations, or net
benefit obligation gains due to revisions in
assumptions (e.g., discount rates) or plan experience
differing from assumptions, or plan asset gains due
to the actual return on plan assets exceeding the
expected return on plan assets, a corresponding
amount of unrecognized liability from the surplus
deferral shall be recognized.”

The final consensus was adopted over strong
objections from interested parties who argued that
the proposed interpretation is contrary to the
original purpose of the deferral option of the SSAPs
and that the guidance is being proposed too late in
the year to be effective for 2013 and would require
some companies to take unplanned fourth quarter
reductions in surplus. The working group was not
persuaded and adopted the guidance effective for
year-end 2013. Prior to the Fall National Meeting,
the working group did agree to revise the INT to
remove contributions to benefits plans from the list
of factors that would trigger additional amortization
of the transition liability.

Accounting for the 3Rs
At the Fall National Meeting, the working group
voted to expose INT 13-04, Risk Sharing Provisions
of the Affordable Care Act, to prescribe the statutory
accounting treatment for the risk adjustment,
reinsurance and risk corridor sections of the federal
Affordable Care Act, which is effective January 1,
2014; the comment deadline is January 16. During
the discussion in Washington, the working group
noted that the tentative conclusions reached in the
proposed Interpretation are generally consistent
with those proposed by industry in their
“informational exposure draft” released in
November, which suggested specific accounting
guidance for each component of the three programs.
The working group noted that the “90 day rule” for
admitting receivables will apply to amounts due
under the programs, aged from when the
governmental disbursement is due, not from the
date of initial accrual. The working group also noted
that the SAP Working Group may need to develop
disclosures to address the use of significant
estimates in accounting for the three programs,
which is a significant concern for both statutory
accounting and U.S. GAAP accounting. The working
group hopes to finalize the accounting in the first
quarter of 2014.

Capital Adequacy Task Force

The task force met at the Fall National Meeting and
discussed the following topics.

Operational Risk Charge Proposal
After significant discussion, the task force voted to
expose for comment until January 31 the SMI RBC
Subgroup proposal for an operational risk charge for
all three RBC formulas. See the summary of the SMI
RBC Subgroup for additional discussion.

Connecticut RBC Letter
The task force had a spirited discussion of a letter
written by task force member Richard Marcks, chief



47 Visit SOFE at: www.sofe.org Spring 2014

PwC Insurance Industry NAIC Meeting Notes | January 15, 2014

www.pwc.com/us/en/insurance 9

actuary of the Connecticut Insurance Department,
suggesting that the task force more strictly prioritize
its work and assign specific resources to those
priorities. He also suggested that too much time is
spent on projects which have an immaterial effect on
RBC, and four other task force members voiced
support for this statement. The chair of the Life RBC
Working Group commented further that RBC is
being used for too many purposes other than
identifying weakly capitalized companies and that
the trigger levels should be increased to better
identify those companies. Discussions on this topic
will continue in 2014.

RBC Proposal Template
The task force exposed for comment a proposed RBC
proposal template, similar to the template used by
the Blanks Working Group and the SAP Working
Group, to better track all RBC proposals.

Life Risk-Based Capital Working
Group

The working group held conference calls September
18 and November 1 and met in Washington and
discussed the following issues.

Formation of Stress Testing Subgroup
This subgroup held its first meeting via conference
call December 4. Its charge, as assigned by the PBR
Implementation Task Force, is to “evaluate RBC in
light of PBR and consider changes to RBC as needed
because of the changes in reserve values,
contemplating “right sizing” of reserves, margins in
the reserves, any expected increase in reserve
volatility, and the overall desired level of solvency
measurement.” The subgroup is to “consider a total
balance sheet approach (e.g. total asset requirement
(TAR) type calculation and then subtracting out the
PBR reserves) and application of stress scenarios.”

The first phase of the subgroup’s work will be
educational. To that end, the December 4
conference call was a presentation from the AAA
entitled “Stress Testing and Scenario Analysis,”
which included discussion of the use of stress tests
by insurers and key considerations in deriving
scenarios and stress tests. The meeting concluded
with a representative of the Academy stating that
insurance companies are at the very beginning of
this journey and regulators shouldn’t expect
harmony and consistency in the way companies look
at this stress testing and analyze data. There is
growing interest from a company perspective of
“doing it right,” but it will take quite a bit of time to
determine what the “right” way of performing stress
testing is. A second educational session had been
scheduled for the Fall National Meeting but was

cancelled by the subgroup to allow additional time to
prepare.

Possible C-3 Phase I Modifications
The working group discussed during both its
September 18 conference call and at the Fall
National Meeting potential alternatives to update C-
3 Phase I for the current interest rate environment.
The four alternatives being considered are the
following:

1. Leave the current C-3 Phase I structure in place
2. Use the VM-20, Requirements for Principle-

Based Reserves for Life Products Economic
Scenario Generator updated for current
conditions to replace the current generator

3. Include equity-indexed annuities on an
information-only basis for 2014

4. Make use of the AVR and the IMR consistent for
all C-3 Phases.

The initial recommendation from the AAA is option
2, with a refinement to allow companies to use
proprietary interest rate generators. The chair noted
that he is hoping any changes could be effective for
2014, but there is still a lot of work to do to achieve
that goal. The chair also noted that the Stress Testing
Subgroup might consider a “more holistic approach
to risk assessment, which could entail the possible
elimination of C-3 Phase I and Phase II.” Work on
these proposals will continue into 2014.

“Conflicting Use” of AVR
At the Summer National Meeting, the working group
exposed for comment a proposal from a consulting
firm suggesting that AVR should not be permitted to
be used simultaneously in both RBC as Total
Adjusted Capital and in asset adequacy analysis and
recommended three alternative solutions. During its
November 1 conference call, the working group
discussed comment letters from the ACLI and the
AAA, both of which recommended that the working
group take no action on the proposal at this time. At
the Fall National Meeting, the working group heard
a presentation from the AAA on “Life RBC and the
AVR,” which was a condensed version of the
presentation given to the Investment RBC Working
Group. Discussion on this proposal will continue in
2014.

Unauthorized reinsurance proposal
In connection with an issue raised by Canadian
insurance regulators, the working group exposed
during the Summer National Meeting a proposal
from New York to revise the RBC instructions as
follows: “risk ceded to an unauthorized reinsurer
may reduce RBC only to the extent collateral is
established in the same proportion as collateral for
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reserves is required. For example, if risk is ceded to
an unauthorized reinsurer which is also not certified,
collateral equal to 100% of the reduction in RBC
must be established.”

The working group received comment letters from
the ACLI, the AAA and two international trade
associations, all of which expressed significant
concerns with respect to the proposal. The ACLI
comment letter noted that the proposal would
materially modify what has been accepted RBC
treatment for reinsurance cessions for more than 20
years and would require collateral for RBC in
addition to the collateral already required for reserve
credit for unauthorized reinsurers. During its
November 1 conference call, the working group
acknowledged the significant concerns discussed in
the comment letters; they are working to schedule a
conference call with the Canadian regulators to
discuss the issues further. An updated proposal from
New York is also expected.

C-3 Phase II/AG 43 Subgroup
See the LATF meeting summary for discussion of the
activities of this group.

New Chair
The current chair of the working group, Mark
Birdsall of Kansas, announced in Washington that he
has asked the Capital Adequacy Task Force to find a
new chair of the working group for 2014. Mr.
Birdsall will stay on as chair until a replacement is
found and will continue to be a member of the
working group after he retires as chair.

Investment Risk-Based Capital
Working Group

The Investment RBC Working Group continues to
consider the recalibration of C-1 factors used in the
life RBC calculation, which have not have revised
since 1992.The working group generally meets bi-
weekly, and much of the discussion continues to be
focused on the corporate bond modeling project
being led by the AAA.

Corporate Bond Factors
During 2012, the AAA developed a bond model
which replicates the 1992 model, such that when
using the 1992 scenarios and assumptions, the new
model generates the either the same, or very similar,
C-1 factors. During 2013, the AAA deliberated on the
relevant modeling assumptions for corporate bonds
and the construction of the representative corporate
bond portfolios to be used in the current bond

modeling project. The AAA is using Moody’s default
rate cohort experience from 1983-2012; for recovery,
S&P data by instrument type for 1987-2012 is used.
The purpose of the representative portfolios is to
create generic life insurer portfolio structures, as it is
impractical to model every insurer’s portfolio.

In November, the AAA begun running the bond
model using current assumptions and the
representative bond portfolios; preliminary outputs
were presented in Washington. The 2013 model uses
investment grade default rates which are generally
lower than those used in the 1992 model and below
investment grade default rates are generally higher
in the 2013 model. The AAA noted that the recovery
experience data used in the 2013 model is more
granular than the 1992 model; as a result the AAA
was able to model recovery rates by rating and level
of seniority. The 1992 model varied recovery rates by
rating only.

While the AAA is still validating the model outputs to
ensure there are no errors in the model, the
preliminary data would indicate that current C-1
factors are too low for investment grade securities
and too high for below investment grade securities.
(Note that this is not a proposal to revise the factors,
but just what preliminary data indicates.) The
results also highlight the need to move beyond the
current NAIC rating (1-6) framework to a vector
rating approach (based on rating agency credit
ratings) or matrix approach (based on both credit
ratings and level of subordination). For example, the
current C-1 factor (after tax) for an NAIC-1 rated
corporate bond per the NAIC RBC instructions is
0.30%, while the 2013 model indicates an expected
C-1 factor of 0.37% for an AA rated senior secured
bond and 1.01% for an A- rated junior subordinated
bond. The current C-1 factor (after tax) for an NAIC-
5 rated corporate bond is 16.96%, while the model
indicates an expected C-1 factor of 7.83% for a CCC+
senior secured bond and 9.08% for a CCC- junior
subordinated bond.

A key decision for the working group in 2014 will be
whether to recommend a vector or matrix based
approach and to what extent the 19 credit rating
classifications used in the bond model should be
compressed. The AAA is also expecting to perform a
sensitivity analysis on material assumptions,
including time horizon, discount rate and RBC
protection level, and will further review the outputs
for inconsistencies and anomalies. Since to-date the
bond modeling has focused on the corporate bond
life C-1 factors, the working group will also need to
determine how C-1 factors for non-modeled fixed
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income classes (municipal bonds, private
placements, preferred stock, and other invested
assets) should be developed. Additionally, the
working group will need to determine to what degree
consistency is desired between the life, health and
P/C investment RBC formulas. The working group
has previously discussed that the time horizon
should be shorter and the composition of the
representative portfolios should be different for
health and P/C companies.

Asset Valuation Reserve
The working group’s December 5 conference call was
dedicated to understanding the relationship between
the asset valuation reserve and RBC. The AAA gave a
presentation which noted that the purpose of the
AVR liability is to absorb losses and protect statutory
surplus against large fluctuations (i.e., to act as a
smoothing mechanism). It was noted that there is no
interdependency between AVR and RBC as AVR
must be added back to unassigned surplus for RBC
purposes, thus AVR effectively disappears from the
RBC framework. However, as AVR is established
using estimated future losses similar to RBC, the
AAA believes that the NAIC should consider
updating the AVR factors when the investment risk
factors are updated in the RBC formula.

Real Estate Factors
The working group discussed proposed
recommendations for changes to the real estate C-1
factors in Washington. The proposal would:

 Revise the C-1 factor for all categories of real
estate with a base factor of 8%,

 Apply adjustments to the base factor to reflect
specific characteristics of the insurer’s holdings,

 Implement an new adjustment within RBC for
unrealized gains/losses, and

 Revise the RBC charge on encumbrances to
6.25% from 12%.

The proposed base factor of 8% represents a
significant reduction from the current base factor of
15% which has been in effect since 2000. The
proposed factor is based upon a price variation
analysis of the National Property Index of the
National Council of Real Estate Investment
Fiduciaries and is supported by actual life insurance
industry loss experience (which was approximately
3.5% for the 5 year period between 2008 and 2012)
and by simulated life company portfolio
performance under statutory accounting. The
recommendations and supporting analysis, which
are intended to more accurately reflect the

underlying risks of this asset class, were exposed for
a 45-day public comment period.

Derivatives
In Washington, the working group discussed an
addendum prepared to the previously approved
recommendations for derivative factors contained in
the Life Insurer RBC Derivative Report dated March
29, 2013. The addendum was prepared by industry
representatives with oversight provided by working
group members to further consider the treatment of
replications and derivative collateral for over-the-
counter centrally cleared derivatives. The addendum
concludes that the risks inherent in replications,
particularly the RBC treatment of the C-1 charge
applied to the cash instrument component, are
already sufficiently addressed by the initial report
and are addressed by current RBC instructions.
With respect to collateral for OTC centrally cleared
derivatives, the addendum recommends changes to
both the RBC and AVR calculations to align them
with the associated risk and transactional changes
resulting from the Dodd-Frank Wall Street Reform
and Consumer Protection Act. The working group
exposed the addendum for a 45-day public comment
period.

Timeline
The timeline for implementing any new life RBC C-1
factors remains uncertain given the work that
remains to complete bond modeling analysis, the
likelihood of a new vector or matrix rating
framework for bonds, further consideration of
related changes to AVR, and subsequent changes to
the SVO Purposes and Procedures Manual, the APP
Manual and investment reporting schedules which
are expected to be necessary. The working group
now anticipates that the 2015 life RBC calculation is
earliest any changes could be implemented. The
working group has not developed a formal work plan
with specific target completion dates or deadlines to
finalize its considerations.

SMI RBC Subgroup

Since the Summer National Meeting, the subgroup
held four conference calls, with the goal of
completing its study of operational risk and a
preliminary proposal for the three RBC formulas, as
well as its correlation with other risk categories. The
subgroup’s stated objective is finalizing a charge
effective for 2014 RBC, which some believe is too
aggressive.

The subgroup reviewed the Operational Risk Charge
chart which lists proxies and factors used in Solvency
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II, Australia, Singapore, Canada and Bermuda based
on business volume (premiums); loss reserves (net
or gross); excessive growth and required capital. All
regimes on the chart use business volume except for
Bermuda. Solvency II, Australia and Singapore also
use reserves. Solvency II compares the higher charge
for operational risk between business volume and
loss reserves; Solvency II, Australia and Bermuda
use excessive growth. Bermuda surcharges required
capital to determine operational risk charge. The
subgroup discussed at length the similarities and
dissimilarities in proxies and factors by regime in
trying to determine a proposal for a simple factor-
based approach to incorporating operational risk
into the 2014 RBC formulas. The subgroup also
discussed a comparison method of the higher of two
operational risk charges derived from premiums vs.
loss reserves which may be a way to address
companies in run-off that have little to no premium
volume. The comparison method would also work
for life companies that sell products that do not have
a level premium volume each year.

Following comments heard on its December 6
conference call, the subgroup adopted an RBC
proposal for exposure for each of the three RBC
formulas based on the comparison method. The
proposal consists of an example of how operational
risk would be incorporated into the RBC.
The example includes factors, but the subgroup
emphasized that the factors are for illustrative
purposes only and not specific factors being
suggested. The proposed P/C and health formulas
are similar (with amounts being net of assumed
affiliated premiums and reserves), with the P/C
formula being the greater of 3% of gross written
premium or 3% of loss and LAE reserves plus 1% of
gross written premium in excess of 120% of prior
year gross written premium, and the health formula
being the greater of 3% of gross written premium or
3% of loss and LAE reserves plus 3% of gross written
premium in excess of 120% of prior year gross
written premium.

The proposed life operational risk formula is also
similar but uses several factors: a 3% factor is used
for non-investment linked product premium, .5% for
account values for segregated funds and .1% for
account values for mutual funds, universal life,
annuities in accumulation stage, and GICs plus 3% of
gross written premium in excess of 120% of the prior
year gross written premium. The charges for all three
formulas would be assessed after covariance. Again,
however, specific percentage factors used are for
illustrative purposes only.

The RBC proposal was presented to the Capital
Adequacy Task Force in Washington and the task
force voted to expose the subgroup’s proposal, after

significant discussion, for a 45-day comment period
ending January 30 (with all comments directed to
the subgroup). The chair of the Life RBC Working
Group stated his belief that 2014 adoption would
likely not allow adequate time for discussion and
that a 2015 effective date seems more reasonable.
Several industry representatives commented that the
proposed charge does not actually capture
operational risk and should not be adopted.

Property/Casualty Risk-Based
Capital Working Group

The working group met by conference call on
November 19 and in Washington, and discussed the
following topics.

Reinsurance Credit Risk Charge
The working group continued its discussion of the
reinsurance credit risk charge and the AAA's Report
on Reinsurance Credit Risk Charge. Currently, a 10%
reinsurance credit risk charge is applied to the ceded
balances except for the recoverables from U.S.
affiliates and mandatory pools. The reinsurance
credit risk charge is included in the R3 component,
which could be impacted significantly for those
companies relying heavily on reinsurance. AAA
reported that when the RBC formula was adopted in
1994, the selection of the 10% risk charge reflected
expert opinion at the time and that a number of
policy considerations played into that decision.

On its November 19 conference call, the working
group discussed comments received on previously
exposed Reinsurance Association of America
proposal with respect to the R3 charge. The RAA has
previously stated that the existing R3 factor is 4 to 7
times higher than the credit risk factors used by S&P
for an A-rated reinsurer, which are based on
historical default rates for reinsurance recoverables.
The RAA’s proposal outlines a framework for
determining the R3 charge consistent with the
NAIC’s use of credit ratings and treatment of
collateral in the revised credit for reinsurance model.
The proposed framework begins with the credit
default risk factors used by S&P that are based on
historical default rates associated with the financial
strength rating of the reinsurer. Those factors are
then multiplied by 3 to reflect risks other than credit
such as commutation, coverage dispute, risk transfer
and extent of reinsurance usage which were
identified by the AAA as additional risk components
of the R3 charge. Under the RAA framework, the R3
charge for uncollateralized recoverables would vary
between 1.8% for an S&P AAA-rated reinsurer to
23% for an S&P NR-rated reinsurer.
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Some regulators on the working group continue to
be lukewarm about the proposal, citing the need to
consider the increase in complexity the proposed
change would create and the view that the current
10% charge is rarely the trigger of an RBC action
level event. Another comment was a suggestion from
the AAA to use an additive approach instead of a
multiple of the default rate to account for risks other
than default. The RAA agreed to consider comments
received and plans to update its proposal for further
consideration by the working group.

Underwriting Risk Charge
In Washington, the working group received a
presentation from the Casualty Actuarial Society on
its current research regarding underwriting risk
charges in the P/C RBC formula. The CAS analyzed
14 years of annual statement filings (1997-2010)
which included 24 accident years of loss ratios (from
the 10-year tables) for 3700 companies in total
across all lines and years. The data was grouped and
analyzed by product line, by size of insurer and by
significance of the product line to the insurer (major
vs. minor line). The effect of insurance pooling was
also considered and adjusted for, because one data
point captured 20 times (assuming 20 participants
in a pooling) would skew the analysis. Based on its
analysis, the CAS noted that premium risk charges
and reserve risk charges could be developed based
on the relevant groupings and supported by historic
experience to more accurately reflect the risk of
insolvency. The CAS found that adjusting for pooling
typically resulted in a higher risk charge, though the
results and significance varied by product line.
Filtering out the experience of smaller companies
typically resulted in a lower risk charge. Filtering out
the experience of insurers with limited exposure to a
given product line (minor lines) had little effect on
the risk charge for standard lines, but resulted in a
lower risk charge for specialty lines. Additional
discussion is expected on the working group’s
January conference call. The AAA is reviewing the
CAS research and has noted that the research will
provide a basis for the AAA to develop a specific
proposal to improve the methodology used to
estimate underwriting risk.

Catastrophe Risk Subgroup

The subgroup met by conference call in September,
and met in person at the Fall Meeting. On its interim
conference call, the subgroup discussed the U.S.
Hurricane and U.S. Earthquake lists, prepared to
enable insurers to exclude actual historical U.S.
catastrophe losses so that appropriate R5
Underwriting Risk factors can be developed on an

ex-catastrophe basis. The subgroup exposed both
lists for a 30-day comment period. No comments
were received during the exposure period.
Subsequently, the Hurricane list was revised to
remove storms with less than $25 million and
storms prior to 2003. Following an email vote, the
subgroup approved the lists on November 14. The
lists can be found on the subgroup's webpage.

In Washington, the subgroup discussed concerns
raised on its interim conference call about the
confidentiality of its Attestation for Catastrophe
Modeling, which had been adopted at the Summer
National Meeting. The subgroup heard that the
concerns relate to 2013 submissions only, pending
additional confidentiality protection that will apply
for 2014 submissions, but which will not apply for
2013 due to timing considerations. At the
subsequent meeting of the Capital Adequacy Task
Force, NAIC legal staff suggested that the best
solution for 2013 will be for domiciliary states to
collect the voluntary attestations and share them
with the NAIC so that other states may also have
access.

The subgroup also requested interested parties to
submit proposals for a revised contingent credit risk
charge for R6 and R7. The subgroup heard that
proposed revisions to the reinsurance credit risk
charge for the R3 component of the P/C RBC
formula had indicated that the R6 and R7 charges
may also be too high, but that no proposals had yet
been made for reduced charges. The subgroup noted
that the Capital Adequacy Task Force would need to
consider new charges by the end of April 2014 in
order for them to be effective for 2013 filings.

Finally, the subgroup discussed preliminary
observations on its proposed Catastrophe Risk
PR025 instructions for 2014, and agreed to expose
the document for a 30 day public comment period.
The subgroup’s planned discussions in Washington
on PR017A Underwriting Risk Factors issues did not
take place, and were deferred to its January 23
conference call.

Health Risk-Based Capital
Working Group

Since the Summer National Meeting, the Health
Risk-Based Capital Working Group held six
conference calls and discussed the following topics:

ACA Fee Sensitivity Test
The working group discussed the Affordable Care
Act (ACA) fee sensitivity test that is proposed for the
2014 health risk-based capital formula. One of the
charges of the working group is to assess the impact
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of the ACA on the health RBC formula. Because of
regulatory concerns of the effect on solvency of the
ACA fee payable in the subsequent year but not
accrued as a liability in the current year (as
discussed on page 5), the working group developed
an ACA fee sensitivity test proposal that would
provide a “what-if” scenario that would exclude the
ACA fee from total adjusted capital. The sensitivity
test does not change an insurer’s actual RBC ratio,
but it does provide regulators with an additional tool
to assess the effect on solvency of the subsequent
year’s fee and take corrective actions if necessary.
After hearing comments and a discussion of
revisions, the working group adopted the proposal
effective for 2014 RBC. At the meeting of the Capital
Adequacy Task Force in Washington, the chair noted
that the task force will not act on this proposal until
the accounting for the fee has been finalized.

Underwriting Risk – Experience Fluctuation Risk
During its September 17 call, the working group
adopted for 2014 a previously exposed proposal to
page XR012 - Underwriting Risk - Experience
Fluctuation Risk that would break out premiums,
incurred claims and underwriting risk claims ratio
by individual, small group and large group for
informational purposes. This segregation will allow
for future analysis of the impact of the ACA on the
underwriting risk within the current health RBC
formula. The analysis is for informational use only
and will not impact the actual RBC and the RBC risk
requirement will remain based on total premiums
reported on the Analysis of Operations in the annual
statement filing.

Health Care Receivables Collected and Accrued
The working group discussed and exposed for
comment and later adopted additional guidance for
Exhibit 3A – Analysis of Health Care Receivables
Collected and Accrued in response to questions
regarding the reporting of accruals in the exhibit. At
its meeting in Washington, the Blanks Working
Group adopted the guidance.

Premium Concentration
The working group discussed a 2011 charge to
evaluate the industry segment (premium)
concentration risk. The AAA has developed a model
which indicated that additional RBC is needed for
insurers which have a business concentration, e.g.
large employers or large number of similar
employers, such as auto dealers. Following the study,
the NAIC staff developed a proposal for health
insurers, similar to the P/C premium concentration
charge, and the working group exposed the proposal
for a 30-day comment period this fall. In response to
comments received, the working group asked the
Academy to do additional work to address entities
whose concentration results from a single contract or

within a single industry. Work on the project will
continue in 2014.

Valuation of Securities Task
Force

2013 RMBS & CMBS Modeling Process
The proposed macroeconomic assumptions and
scenarios to be used in the 2013 year-end RMBS and
CMBS modeling were exposed for public comment
on September 11; that data suggests a stable-to-
modestly declining model of losses compared to
2012 taken as a whole. Three comments letters were
received; the principal concern raised in the
comment letters was the need for greater
transparency into the modeling assumptions and
scenarios. Both the task force and the SVO
Structured Securities Group recognize this need and
committed to providing additional information next
year to the extent an agreement can be reached with
PIMCO and BlackRock, each of whom use
proprietary models. The SSG prepared a question-
and-answer document to provide responses to
additional questions raised in the comment letters,
which was adopted in October. In Washington, the
SSG provided an update on the 2013 year-end
modeling results noting that approximately 5,800
RMBS deals with 24,000 CUSIPs and 4,100 CMBS
CUSIPs were modeled. This represents a decrease in
the number of CUSIPs modeled as compared to
2012; however the face value of the modeled
securities increased by $20 billion across the
industry.

Working Capital Finance Investments
The task force met via conference call on December 2
to consider a proposed amendment to the SVO
Purposes and Procedures Manual concerning the
filing application for working capital finance
investments (WCFI). The proposal was exposed for a
two-week comment period and subsequently
adopted at the Fall National Meeting. The
amendment provides filing instructions for
insurance entities who wants to invest in WCFIs.
That investor will need to complete an application
and submit it to the SVO for consideration. The
applications must include:

 The obligor’s audited financial statements if the
obligor is not rated for credit risk by a CRP;

 A memorandum from the insurance company’s
investment committee for the proposed working
capital finance program (WCFP);

 Audited consolidated financial statements of the
group in which the finance agent for the WCFP is
a part of as described in paragraph 16 of SSAP
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105, the new accounting standard for these
investments;

 A certification from the insurance company’s
Chief Investment Officer that, the insurance
company, in its capacity as an investor, is not
affiliated with the obligor or with any supplier in
the WCFP, and a certification from the insurance
company’s legal counsel; and

 The various agreements between the obligor,
supplier, finance agent and investor

The amendment also includes subsequent reporting
requirements for previously approved WCFI.

Structured Agency Credit Risk Securities
At the Summer National Meeting, the task force
charged its Invested Asset Working Group to
consider the accounting and reporting classification
for Freddie Mac’s Structured Agency Credit Risk
(STACR) securities and also to review the regulatory
reporting framework for structured notes in general;
the working group held three interim conference
calls to address these charges.

The working group determined that, under existing
guidance, the STACR is an issuer obligation of
Freddie Mac and, therefore, should be classified as a
bond under SSAP 26, rather than as an RMBS under
SSAP 43R. Assuming no changes to the authoritative
guidance, by default, the STACR would be
appropriately designated NAIC 1. However, after
consultations with several groups, including
representatives of Freddie Mac, Fannie Mae, federal
regulators, broker-dealers and insurers, the working
group concluded that such designation would be
unacceptable given the inherent risk associated with
the STACR, and a similar Fannie Mae product. The
payment obligation of Freddie Mac and Fannie Mae
on these products is adjusted for defined credit
events in a referenced pool of mortgages, thus the
transactions are similar to non-agency RMBS;
however, they are not backed by the residential
mortgages in the reference pool.

The working group proposed that changes be made
to the definitions of structured notes and mortgage-
referenced transactions within the Purposes and
Procedures Manual. The changes are intended to
exclude Mortgage-Referenced Transactions from any
exemption from filing with the SVO. Further, the
working group recommended that these transactions
be treated as Non-Agency RMBS, and thus subject to
the modeling process for assignment of an NAIC
Designation. These recommendations were exposed
for a 14-day public comment period in November, no
comments were received. The task force adopted the
recommendations in Washington, effective

December 31, 2013. As a result, these mortgage-
referenced securities are not eligible for filing
exemption; modeling for year-end 2013 is expected
to be done by the SVO.

The working group intends to hold further
discussions on the reporting and valuation of
mortgage-referenced transactions in 2014, along
with more comprehensive discussions of structured
notes in general.

Residual Tranches of Securitizations
On its November 7 conference call, the task force
discussed a proposed amendment to the SVO P&P
Manual to add instructions for the filing of residual
tranches of securitizations. A “residual” is a junior
and contingent economic interest in an RMBS,
CMBS, ABS or other securitization that is designed
to absorb credit or non-credit cash flows from the
underlying assets. The proposed changes would
clarify that a residual should be reported as an equity
instrument on Schedule D. However, an insurer
would have the ability to request an SVO assessment
of a security for possible bond treatment.

SVO staff acknowledged that the exposed proposal
was unclear and that the SVO was requesting
instruction from the task force to update the P&P
Manual regarding residuals to be consistent with the
statutory accounting guidance. The SVO then
presented a revised proposal, making this
clarification, which was exposed for comments for a
two-week period. Based on comment letter
responses and discussion with NAIC accounting
staff, it was noted that terminology differences exist
between SSAP 26, SSAP 43R and SSAP 103, with
respect to “residuals” and “beneficial interests.”
Interested parties noted that there is confusion as to
the proposed interpretation of the accounting
guidance, and most insurers classify residuals as
bonds.

In Washington, the SVO and NAIC accounting staff
provided an update on their considerations as to
whether statutory accounting guidance requires
residuals to be classified as debt or equity. It was
noted that SSAP 103 directs the accounting for
beneficial interests to be accounted for under SSAP
43R, i.e. as debt. However, it was acknowledged that
there a clearer definition of residuals is needed.
NAIC staff recommended that the task force
consider a referral to the SAP Working Group to
revise SSAPs No. 103 and 43R regarding residuals to
define them more clearly and possibly change their
accounting treatment.

One task force member expressed his opposition to
the referral, noting that residuals do not meet the
criteria of a bond provided by SSAP 26 as they do not
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have scheduled cash flows, and therefore cannot be
considered a bond. He further argued that if
residuals are not bonds, then they cannot be
considered for treatment under SSAP 43R. He
believes that residuals should be reported as Other
Invested Assets on Schedule BA and that no changes
are required to the SSAPs. Following additional
discussion by task force members, NAIC staff, and
interested parties, the task force agreed that the SAP
Working Group should weigh in on the discussion
and the referral recommended by NAIC staff was
adopted. SVO staff noted that once the SAP Working
Group completes its consideration, the SVO would
put this item back on the task force’s agenda to make
conforming changes to the Purposes and Procedures
Manual.

NAIC Designation Recalibration Project
The SVO discussed two reports on the possible
impact that changes to NAIC designations and
designation categories would have on NAIC
operations and procedures and state investment
laws. With respect to the NAIC, the most significant
impact is expected to be on the organization’s
information systems, though numerous changes
would also be required to the SVO P&P Manual, the
APP Manual, RBC, annual statement instructions
and blanks. Additionally, it was noted that there is
lack of uniformity in the terminology contained
within state insurance laws with respect to NAIC
designations; some lack sufficient specificity. The
SVO stated that changes to the NAIC designations
would require significant modification in state laws.
The task force directed the SVO to continue
discussions within the NAIC and to collaborate with
the state attorneys roundtable. The Investment RBC
Working Group is currently considering whether to
recommend that NAIC designations be expanded for
RBC and AVR purposes. See further discussion on
page 10.

Classification Methodology Conflicts
In Washington, the SVO reported that several
instructions within the P&P Manual conflict with the
classification methodology that became effective
January 1, 2013 whereby the SVO can no longer has
the authority to reclassify securities, but instead
must reduce (or notch) the NAIC designation to
reflect additional risk. The task force instructed the
SVO to propose alternative procedures for principal
protected notes and for catastrophe-linked bonds
and to remove the remaining conflicts from the
manual.

The task force received reports from SVO staff
regarding the treatment of mutual fund investments
under SSAP 30, Investments in Common Stock, and
Schedule BA assets. SSAP 30 requires that shares of
a mutual fund be treated as common stock

regardless of the type or mix of assets held in the
fund’s portfolio. However, the P&P Manual indicates
that, in many instances, mutual funds should be
treated as bonds; there are also exceptions within
SSAP 30. The SVO is concerned these policies lead to
inconsistent treatment for structurally identical
investments. Additionally, the P&P Manual currently
permits life and fraternal insurance companies to
seek permission from the SVO to report a Schedule
BA asset as a fixed-income investment. However,
this SVO activity was never properly integrated into
NAIC guidance or processes, including the SSAPs.
The task force referred the mutual fund and
Schedule BA issues to the SAP Working Group, who
agreed at this meeting to start a long-term project to
address these consistencies.

Solvency Modernization
Initiatives Task Force

After receiving reports from its working groups, the
task force noted that, having completed most of its
projects, it would be disbanded at the end of 2013.
The solvency modernization initiatives will continue,
such as work on the Corporate Governance Annual
Filing Model Law, but such projects will be
monitored directly by the Financial Condition
Committee. Those in attendance at the task force
meeting in Washington D.C. received a Solvency
Modernization Initiative Phase I 2008-2013
commemorative chocolate bar!

Principles-Based Reserving
Implementation Task Force

The task force held conference calls September 12
and December 2 and met in-person at the Fall
National Meeting and discussed the following issues
below. (The December 2 call was regulator-only
during which the task force discussed the Rector &
Associates Initial Report on captives.)

Initial Report on Captives
The task force engaged the insurance consulting firm
Rector & Associates to assist them in its charge to
consider the recommendations from the Captives
and SPV White Paper in the context of the proposed
PBR system. The initial report was exposed for
comment after the September 12 conference call, and
nearly all of the meeting in Washington D.C was
spent discussing the report and related comments.

The report discusses two alternatives to address the
issues: Alternative A would revise the requirements
for captives and Alternative B would provide relief to
the direct insurer through reduced reserve
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requirements or other mechanisms so that captive
transactions would not be seen as necessary. The
task force could adopt both alternatives allowing
companies to choose on a transaction by transaction
basis, or regulators could choose to allow just one of
the two alternatives. The report suggests the two
most important questions, in developing a consistent
methodology that would apply to all transactions,
are as follows:

1. what actuarial standard should be used to
evaluate all transactions i.e. to determine the
dollar amount of reserves that have a reasonable
probability of being needed to pay claims (often
called “economic reserves”) and the dollar
amount of reserves that have a low probability of
being needed to pay claims (often called “excess
reserves”)?

2. what “primary assets” should be required to
support reserves under the actuarial standard
above and what “other assets” should be
permitted?

At the Fall National Meeting, a representative of
Rector & Associates reported that said that based on
their discussions with the regulators, the sense of the
task force is that 1) the XXX and AXXX transactions
can continue until PBR becomes effective, subject to
meeting the criteria and requirements described in
the report’s framework, such as having a uniform
actuarial standard, having uniformity in primary and
other assets, and increasing disclosure; and 2) PBR
should remove the financial incentive for these
transactions. The consultant suggested that the
actuarial standard would be close to that required
under VM-20.

In response to these statements, the co-chair of the
task force (Superintendent Torti of Rhode Island)
stated that his preference is Alternative B, which
would provide relief to life insurers from the XXX
and AG 38 requirements; he also stated his desire to
end captive transactions now. Other views expressed
by task force members included the following:

 Captive transactions should continue in some
form but with more transparency or subject to
accreditation. The status quo is not adequate
and discrepancies in regulatory practices need to
end (Vermont).

 The task force needs to ensure uniformity and
transparency in the use of standards and a level
playing field is critical (Missouri and Virginia).

 The Credit for Reinsurance Model Act should
also be revised (Virginia). The provision of “any
other collateral permitted by the commissioner”

for reinsurance is too broad and its authority
needs to be limited (Rhode Island).

The task force then heard from industry. A
representative from the ACLI stated that properly
regulated captives are not a problem, but such
regulation needs to include “transparency,
disclosure, qualitative assessment and uniform
guidelines.” He also suggested that the standard be a
capital standard not a reserving standard. The ACLI
comment letter includes detailed proposals for
increasing the transparency of ceding company
transactions with captives.

The meeting had to conclude before other interested
parties were able to speak to their comment letters,
which were submitted by the AAA, Northwestern
Mutual Life, New York Life, USAA, the Connecticut
and Vermont Insurance Departments and the Center
for Insurance Research. The views expressed in the
comment letters varied, but many support increased
transparency and uniform application of new
requirements to all parties.

The next step is for the task force to consider
forming a technical group to evaluate whether VM-
20 is appropriate for the actuarial standard
contemplated by the report. Future meetings will
also include discussion of PBR issues for small
companies.

PBR Review Working Group

The PBR Review Working Group was established to
coordinate financial analysis, examination, and
actuarial review procedures as outlined in the PBR
Implementation Plan. During its half hour meeting
at the Fall National Meeting, the working group
provided a brief update on progress against its
charges. The working group has held two closed calls
to discuss activities in support of the charges,
including review of proposed sample interview
questions for the Financial Condition Examiners
Handbook to assess PBR pre-Implementation
preparations, discussion of the Statistical Agent
Framework needed to collect required data
submissions from the states, and development of
procedures for the Valuation Analysis Working
Group.

The working group also established two subgroups:
(1) PBR Review Procedures Subgroup to focus on
developing review procedures, recommending tools
for obtaining and testing data, and identifying other
data and reporting needs and (2) PBR Blanks
Reporting Subgroup to focus on potential changes to
the annual statement blanks as a result of PBR
implementation. Each subgroup held two closed
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calls during the interim period to work on their
respective charges. The PBR Blanks Reporting
Subgroup focused significant discussion on what
information should be publicly available in the
annual statement considering information available
to regulators in the confidential PBR Actuarial
Report and plans to discuss a draft PBR blanks
reporting document on public call prior to the 2014
Spring National Meeting.

At this session, the working group also heard from a
member of the PBR Implementation Task Force
about activities related to company outreach. Recent
focus has been on developing a company survey to
ascertain companies’ preparedness for PBR and to
give them ideas of what they should be thinking
about. The survey will also point them to the
implementation guide that includes three case
studies reflecting different company sizes and
products. The survey is targeted for distribution in
March with compilation of results to follow in time
for discussion at the Summer National meeting.

Corporate Governance Working
Group

Corporate Governance Annual Filing Model Act
The working group held a conference call November
8 to discuss the working group’s newly drafted
Corporate Governance Annual Filing Model Act. The
working group noted that the draft is similar to that
proposed by industry at the Summer National
Meeting with some differences, the most significant
of which is the addition of a Guidance Manual which
is meant to act as the detailed filing instructions for
the model. NAIC staff noted that most of the content
for the draft Guidance Manual was taken from the
filing instructions discussed during the adoption
process of the “Proposed Responses to a
Comparative Analysis of Existing U.S. Corporate
Governance Requirements.” Despite this, industry
representatives expressed strong opposition during
both the November 8 call and in Washington to the
use of a Guidance Manual as part of the corporate
governance filing requirement, because use of a
manual would allow changes to be made to the
corporate governance filing requirements outside the
legislative process that is required for the model law.

Because of these concerns, the draft model was not
exposed during the November 8 call as was hoped by
the working group. However, it was exposed for
comment at the Fall National Meeting even as
industry reiterated its concerns. The working group
responded that the use of the Guidance Manual is
“critical” to regulators and steps have been taken to
restrict the frequency with which the manual can be
updated and to prohibit adding new sections without

updating the model law. The working group asked
interested parties to comment during the exposure
period how these changes have not mitigated their
concerns and to propose solutions.

With respect to draft Corporate Governance Annual
Filing Model Law itself, the exposed document
includes a requirement for the filing to include the
following: Description of Corporate Governance
Framework, Description of Board of Directors’ and
Committee Policies and Practices, Description of
Management Policies and Practices and Description
of Management and Oversight of Critical Risk Areas,
with a proposed effective date of January 1, 2016.
The working group will continue to discuss whether
a complete filing is required each year or whether a
company would just file significant changes after the
first filing. The documents are exposed for comment
until January 31.

Internal Audit Requirement
During its November 8 conference call, the working
group exposed for comment proposed changes to the
Model Audit Rule which would require large insurers
(greater than $500 million in annual premium) to
maintain an effective internal audit function, with a
proposed effective date of January 1, 2016. At the
Fall National Meeting, the working group heard
comments on the draft and agreed to the following
changes, among others:

 More broadly define the types of work that the
internal audit function should perform

 Revisions to the requirement for audit committee
review of the work of internal audit to “at least
annually” from “at least quarterly”

 Clarified that the requirements may be satisfied on
an aggregate basis at the group level, and

 Added the word “reasonable” to “assurance” when
discussing the internal audit function.

The working group did not agree to add
confidentiality provisions for the information
prepared by internal audit as no reports would be
required to be filed with the regulator. They also did
not agree with a proposed change from one year to
two years for the time allowed to implement an
internal audit function after the premium threshold
is exceeded. The working group voted to expose the
revised language for another comment period ending
January 31.

ORSA Subgroup

The subgroup’s primary project in 2013 has been the
second ORSA pilot, and the subgroup released a
public report with results of the pilot on November
6, after holding individual feedback meetings with
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the 22 participating insurers. The report and its
recommendations were adopted by the Financial
Condition Committee in Washington.

The report noted year-on-year improvements in the
quality of the ORSA Summary Reports reviewed for
those insurers that had participated in the 2012
pilot. In particular, the reports submitted for the
2013 pilot were generally complete, rather than
containing placeholder data. In general, the
subgroup considered that the reports submitted met
the requirements of the ORSA Guidance Manual,
and that material improvement was necessary for
only 3 of the 22 reports submitted.

In common with the 2012 pilot, the subgroup
identified components of the ORSA Summary
Reports reviewed that they considered enhanced the
reports. As in 2012, these recommendations have
not been included in the ORSA Guidance Manual,
but were provided in the subgroup’s report for
insurers to consider. The 2013 report reaffirmed and
reiterated the findings of the 2012 pilot, and
suggested the following additional components to be
considered for inclusion in insurers’ summary
reports:

 A table of contents.
 Discussion of changes to risk appetites, limits

and tolerances.
 Prospective discussion of potential risks and

possible developments, including both known
and potential future risks.

 Discussion of risk mitigation activities.
 Discussion of how correlation and diversification

adjustments in the insurer’s capital model(s) are
developed, tested and updated.

 Summary discussion of model validation
 For international groups, discussion of overall

group capital and interconnectedness with the
US business.

 A table identifying risk owners, assigned risks,
roles, responsibilities and reporting lines.

 A flowchart or other explanation of the risk
management and control system.

 An appendix of reports and tools used for ERM
purposes, with descriptions to aid the regulator’s
understanding of the reports.

 Detailed liquidity stress scenarios.
 Identification of key emerging risks, and

discussion of how those emerging risks are
elevated to current risks.

 Rating or ranking of risks.
 A placeholder for the filing attestation and

signature.

More generally, the report notes that the ORSA
Summary Report should be based on the insurer’s

own internal ERM reporting to its board of directors,
and that the summary report provided to the
regulator should contain the same basic elements as
the board reporting, rather than being a compliance-
focused report assembled purely for the regulator.
The report should also be produced using the most
current available data (including quarterly data for
quarterly ERM processes).

Further, the report recommends that insurers should
reach an understanding with their regulator on the
filing date in advance of the filing year, and that
insurers should plan to schedule a meeting following
each filing to walk the regulator through their
summary report and answer questions.

The subgroup recommended conducting a further
pilot in 2014, and plans to consider some minor edits
to the ORSA Guidance Manual arising from the 2013
pilot. The subgroup now also intends to begin
developing regulatory guidance recommendations
for the Financial Analysis Handbook Working Group
and the Financial Condition Examiners Handbook
Technical Group.

The updated SMI Dashboard shows that seven states
(California, Iowa, Maine, New Hampshire,
Pennsylvania, Rhode Island and Vermont) have fully
or substantially adopted the Risk Management
ORSA Model Law and five additional states have it
under consideration.

Group Solvency Issues Working
Group

The working group met in Washington, and heard an
update on the activities of the IAIS in relation to ICP
23: Group Wide Supervision. The IAIS’s Insurance
Groups and Cross-Sectoral Issues Subcommittee
(IGSC) has continued its redrafting work on ICP 23,
having completed its reviews of overlaps with other
ICPs and alignment to the Joint Forum’s Principles
for the Supervision of Financial Conglomerates. The
IGSC also consulted with other IAIS working groups
on its proposed revisions to ICP 23, and is expected
to provide a comprehensive report to the IAIS
Technical Committee for consideration in January
2014. The working group heard that issues being
discussed at the IAIS include the scope of the group,
and in particular whether requirements, including,
for example, requirements for supervisory authority
at holding company level, should apply at the
ultimate holding company or ultimate insurance
holding company level.
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EU-U.S. Dialogue Project

At the start of its Fall National Meeting in
Washington, the NAIC hosted a public forum of the
EU-U.S. Dialogue, on the topic of supervisory
colleges’ best practices. The forum hosted panel
discussions on current and future practices for
supervisory colleges, with speakers from both the EU
and U.S. and from regulators and insurers, and
noted the common level of agreement among
regulators internationally on the value of colleges.
Notwithstanding their value, colleges were also
recognized as a developing regulatory tool, and one
panel member suggested that colleges, in
conjunction with ORSA, should be allowed to
develop for a number of years before decisions are
taken at the IAIS on further regulatory tools such as
ComFrame and the Insurance Capital Standard
(ICS).

The panels discussed the evolution of colleges from
formulaic meetings to ongoing dialogues. The
number and level of attendees at colleges was also
discussed extensively, with participants discussing
the need to balance a focus on key issues and
territories with inclusion of smaller jurisdictions.
The benefits of having senior regulators in
attendance to enable constructive dialogue were also
discussed, along with the importance of active
meeting facilitation and clear ownership of
regulatory actions to ensure continuing progress by
the college.

Confidentiality at colleges was also discussed at
length, with participants recognizing the significant
upfront work to establish confidentiality agreements.
However, participants also discussed the need to
move beyond confidentiality concerns through
mechanisms such as the IAIS’s Multilateral
Memorandum of Understanding. The benefit of
representation by insurers at colleges was also
recognized, to allow them to authorize discussion of
confidential information that regulators may
otherwise not be able to discuss.

The value of colleges as a communication and
forward-planning tool was also discussed, with
participants noting that a significant potential
benefit of colleges would be greater advance
consideration of supervisory actions in the event of
specific risks materializing, for example how capital
fungibility may be treated in the event of capital
strain. Relationships between insurers and
supervisors and the increased knowledge of groups
developed through colleges were also seen as
valuable groundwork that would support supervisory
response in the event of another financial crisis.

Panel members also discussed advantages and
disadvantages of participation by the European
regulator EIOPA and FIO in colleges. Participants
heard that EIOPA’s current participation in colleges
is recognized as valuable in Europe, but that EIOPA
has regulatory powers and defined responsibilities at
colleges, providing a clearer role than might be the
case for FIO. It was also suggested that the Federal
Reserve Board may logically attend colleges in a
similar role to EIOPA.

In addition to its discussions on supervisory colleges,
the EU-U.S. Dialogue Project Steering Committee
also provided an update on the progress and future
work of the EU-U.S. Dialogue. The committee
reaffirmed its commitment to the EU-U.S. Dialogue
and to the approach set out in its December 2012
document, The Way Forward, which it hoped would
provide certainty to insurers on the relationship
between the EU and U.S. The committee described
the dialogue project as proceeding in 3 phases, firstly
the development of mutual knowledge and
understanding, secondly the building of comfort
around differences, and thirdly the identification of
an appropriate legal framework to move forward.
The committee noted that the first phase is almost
complete, and that progress has been made on the
second phase. With respect to the third phase, the
committee noted the range of legal options that are
available to the project, beyond just provisional
equivalence, and confirmed that it will be
considering legal mechanisms over the coming year.
Participants also heard that recent agreement in
Europe on the Omnibus 2 Directive has provided
certainty around Solvency II’s implementation date
(January 1st, 2016) and timetable, which participants
were informed will not change again. This may
change the relative prioritization of some of the
project’s workstreams, but the committee noted that
The Way Forward remains the basis for its work.

The EU-U.S. Dialogue Project Steering Committee
then provided an update on the activities of its
technical committees in 2013, and their planned
activities for 2014 including comparative analysis of
laws surrounding confidentiality, group supervision,
solvency and capital requirements and reinsurance.

Moving forward, the steering committee noted that it
is not attempting to create a harmonized EU/U.S.
regulatory system, but to build ways for the two
systems to work together collaboratively.
Participants heard that Solvency II may also
continue to evolve over the coming years as
necessary to meet international standards. The
steering committee intends to hold its next public
forum during 2014 in Europe.
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International Solvency and
Accounting Standards Working
Group

The working group met by conference call in
September, followed by an in-person meeting in
Washington. On its September conference call, the
working group continued discussions on its
document summarizing the working group’s views
on key issues with the IASB’s insurance contracts
exposure draft, which is intended to support the
NAIC’s input to discussions at the IAIS’s Accounting
and Auditing Issues Subcommittee (AAISC). The
working group had discussed the document at the
Summer National Meeting, and had since received
additional comments from two industry
associations. The working group agreed to several
modifications intended to clarify and strengthen the
points, and adopted the revised document.

In Washington, the working group’s discussions
were focused primarily on ComFrame and the IAIS’s
planned work on international capital, both of which
are discussed further in the International Insurance
Relations Committee summary below. The
committee heard that groups participating in field
testing will be required to produce balance sheets
under multiple valuation bases, including an internal
economic assessment, applicable GAAP, and GAAP
modified to revalue assets to fair value and remove
margins in reserves, and that the balance sheets will
be subjected to a small number of simple stresses to
see how they respond, and whether they are risk
sensitive. Interested parties continued to express
concern about the workload that may be involved for
volunteers in field testing.

The working group also discussed the IASB’s
Discussion Paper A Review of the Conceptual
Framework for Financial Reporting, to which it
heard the AAISC is drafting a response letter. The
working group heard that more clarity is needed on
the objectives of the conceptual framework,
including if, and if so, how, it will be enforced.
However, the working group also heard that the
framework is at an early stage of its development.

Finally, the working group heard that the AAISC had
also received an informal request from the Financial
Stability Board to consider incorporating some of the
Basel Committee’s draft guidance on the external
audit of banks into the ICPs. However, the working
group heard that insurance supervisors may lack
authority to impose standards on auditors, which
would be necessary to implement some of the Basel
Committee’s suggestions, and that the request may
therefore need to be made to relevant auditing
standard setters.

International Insurance
Relations Committee

The committee met by conference call in November
and in Washington, and discussed the following
topics:

Common Framework for the Supervision of
Internationally Active Insurance Groups
The IAIS released its third consultation draft of
ComFrame on October 17, with comments due by
December 16. The committee provided comments to
the IAIS on the consultation. The committee itself
received comments on the ComFrame draft from
several industry associations, which the committee
heard were used to help develop the NAIC’s
comments.

The IAIS’s consultation contains the full current
draft of ComFrame, with the exception of Module 3
Element 3 (Crisis Management and Resolution
Measures among Supervisors) which the IAIS plans
to consult on in 2014. The IAIS also requested
participating insurers to provide comments on
Module 2 Element 5 (Capital Adequacy Assessment)
in the context of its planned work on an Insurance
Capital Standard (ICS), which is expected largely to
replace the current Module 2 Element 5 text (the
NAIC’s current position on the IAIS’s work on group
capital standards is summarized below).

The NAIC’s comments are consistent with its
comments on previous drafts of ComFrame. While
remaining supportive of the concept of ComFrame as
a tool to enhance supervisory efficiency and
cooperation, and to enhance supervisory focus on
major risks faced by IAIGs, the comments stress the
importance of a flexible, outcomes-based approach,
without creating duplicative layers of global
regulatory requirements, mandating changes to
supervision to align to a single set of rules that may
not be in the best interests of local markets, or
prescribing IAIG operating or management policies
at a detailed level. They also stress the distinction
between IAIGs/ComFrame and the identification
and supervision of systemically important financial
institutions, which the NAIC considers should be
kept clearly separate worksteams, albeit work on the
two topics should be coordinated.

The comments also highlight the value of
supervisory colleges, and suggest that ComFrame
should evolve as colleges mature over the field
testing phase. The comments also suggest that
ComFrame should be used to help identify potential
regulatory gaps, and to bring developed and
developing markets to a common level of supervisory
outcomes. The comments also repeat the NAIC’s
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previously-expressed position that a single group
regulator with group-level authority would be
neither advantageous nor necessary in the context of
U.S. insurance group supervision, and that
ComFrame should not remove authority or
responsibility from supervisors other than the group
supervisor.

With respect to Module 2 Element 5, the NAIC’s
comments are based on its newly-adopted position
statement on international capital proposals, and
also suggest that the determination of core capital
should consider the impact of supervisory measures
over capital, including with respect to surplus notes
in the U.S. The comments also draw attention to
existing legal entity-level powers of U.S. regulators
to prevent capital being moved around a group
without the approval of the concerned legal entity
supervisors, and suggest that ComFrame should not
circumvent such existing legal entity-level authority.

The comments further draw attention to several
areas in the draft which require “opinions” to be
provided by the actuarial function (Module 2
Element 4-8-2 and Module 2 Element 2-11). The
comments suggest clarification of the relationships
and distinctions between the various opinions, and
suggest that actuaries should not be required to
opine on matters beyond their professional
standards of practice.

The committee heard that the current draft will be
the final version of ComFrame to be issued for
consultation before the framework enters its field
testing phase, expected to start in 2014 and continue
over four years. The IAIS is expected to develop a
revised draft in March 2014, based on the results of
the current consultation, which will be the version
taken into field testing. Notwithstanding this, the
committee heard that the document is expected to
continue to evolve over the field testing phase.

Position Statement on International Capital
Proposals
The committee discussed, and adopted in
Washington, a position statement on current
international capital proposals. The position
statement articulates U.S. regulators' current views
on international capital initiatives underway at the
IAIS. It is intended to guide regulators in their input
to the IAIS, and to identify the characteristics of the
new initiatives that would be necessary for state
regulators to support their implementation in U.S.
state-based regulation.

The statement addresses the IAIS's work on a global
Insurance Capital Standard (ICS) for IAIGs, in
addition to Basic Capital Requirements (BCR), and
the Higher Loss Absorbency (HLA) requirements for

which the BCR will form the basis for systemically
important insurers. While measures applicable to
systemically important insurers are not applicable to
IAIGs, the IAIS's work on the BCR, which is expected
to go before the G20 for endorsement in November
2014, is expected to inform its future work on the
ICS, which is expected to be developed by the end of
2016 and implemented as part of ComFrame from
2018.

The IAIS released a first consultation paper on BCR
in December 2013, and the committee heard that a
second consultation is expected in 2014. The balance
sheet approach supporting the capital assessment is
expected to be tested as part of ComFrame field
testing in 2014, with the calibration and specification
of the capital benchmark tested from 2015.

The current committee statement positions include:

 U.S. regulators will be fully engaged in the IAIS's
work, despite serious concerns about the timing,
necessity and complexity of the project.
Nonetheless, U.S. state regulators support the
need to assess capital adequacy at group level,
and recognize calls for international capital
standards or benchmarks from emerging market
regulators.

 Any capital standard should reflect the risk
characteristics of the underlying business. The
differences between insurance and banking
should be recognized, as should the differences
in business model, risk management and
insurance product risk, even within the same
line of business, between different insurers.

 A group-level capital standard should be in
addition to, not replace, legal entity-level capital
requirements, and RBC will remain in place.
Free movement of capital within an insurance
group should not be presupposed, and a flow of
capital out of an insurance entity should remain
subject to those approvals required by the
relevant legal entity regulator. Measurement
should be against available capital resources,
rather than existing jurisdictional requirements.

 Diversity in regulatory approaches can reduce
systemic risk, and supervisory colleges should be
the central coordinating forum for setting and
assessing group capital.

 International capital proposals will need to take
into account differences in accounting and
valuation between jurisdictions.
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 HLA should not be applied to insurers not
designated as systemically important, and
should address specified activities which may
pose systemic concerns, not traditional
insurance business itself.

The committee heard that there are still many
decisions to be made in relation to international
capital initiatives, and that the statement will
continue to evolve throughout these developments.

Financial Stability Task Force

The task force met in Washington, and discussed the
IAIS’s current and planned work on the Basic Capital
Requirement (BCR), Higher Loss Absorbency (HLA)
requirements, and global Insurance Capital Standard
(ICS). To demonstrated group capital concepts, the
task force heard a presentation from Prudential
Financial on its proposals for the group capital
calculation, which stress the need for the calculation
to clarify the character of capital on the balance
sheet (for example, capital embedded in margins),
recognize risk exposures and their impacts on
capital, and to define reasonable and economic risk-
based metrics to assess capital adequacy, which
should recognize the risks to which insurers are
exposed, the unique nature of many insurance
products and legal structures, long-duration asset-
liability matching, and insurance accounting
requirements.

The task force also discussed in detail the FSOC’s
process for the designation of non-bank SIFIs, and
the objection by several members (those with
insurance expertise) on the designation of Prudential
Financial as a non-bank SIFI. Roy Woodall,
Independent Member with Insurance Expertise and
the Director of the Federal Housing Finance Agency,
both voted against the designation. Director John
Huff of Missouri Department of Insurance,
designated by the NAIC as a non-voting advisor to
the FSOC, also advised against the council’s decision.

The task force was informed that the application of
enhanced supervision and prudential standards to
insurance institutions may have unintended
consequences for companies, consumers, and the
broader insurance industry, and that the FSOC
should have withheld the application of these
standards to provide time to develop a more
appropriate supervisory response, which it is
permitted to do irrespective of any determination
that the company poses systemic risk.

Reinsurance Task Force

The task force discussed the following topics in
Washington.

Qualified Jurisdictions
The Qualified Jurisdiction Working Group reported
that it had completed its expedited review process
and recommended that the task force approve the
following countries as conditionally approved
qualified jurisdictions for a 1-year period:

 Bermuda––Bermuda Monetary Authority
(BMA)

 Germany––Federal Financial Supervisory
Authority (BaFin)

 Switzerland––Swiss Financial Market
Supervisory Authority (FINMA)

 United Kingdom––Prudential Regulation
Authority of the Bank of England (PRA)

The task force approved the working group’s
recommendation, and subsequent approval by all
regulators was obtained during Plenary. The working
group will perform a full review of these
conditionally approved qualified jurisdictions in
2014; Ireland and France will also be considered for
qualified jurisdiction status.

Reinsurance FAWG
The Reinsurance Financial Analysis Working Group
met six times in regulator-only meetings to provide
advisory support to states in the review of
reinsurance collateral reduction applications. The
working group’s chair discussed the process for
reviewing the applications which have already been
certified by Connecticut, Florida and New York,
noting that 21 reinsurer applications have been peer-
reviewed and approved with “passport” status; two
more applications are pending. Without passport
status, reinsurers will need to seek approval for
collateral reductions on a state-by-state basis. For
2014, the working group plans to develop a standard
application for reinsurance collateral reduction to
create uniformity among the states. The working
group also plans to standardize the analysis and
renewal process.

Another issue the working group will be addressing
in 2014 is analyzing slow-pay information for each
certified reinsurer based on its U.S. ceding insurers’
annual financial statement filings. State insurance
regulators have been communicating with reinsurers
with respect to any discrepancies between
information provided by the reinsurer and
information reflected within the U.S. ceding
insurers’ financial statements. The working group
has been asked to consider a de minimis proposal
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with respect to reconciling any such discrepancies in
the future.

Reinsurance Modernization Implementation
The task force received an update on the adoption of
the revised credit for reinsurance models by the
states, noting that no additional states have adopted
the revised models since the Summer National
Meeting. The number of states which have adopted
the revised models remains at 18, which represents
53% of U.S. direct premium. Five additional states
have action under consideration.

NAIC/AICPA Working Group

The working group forwarded a referral dated
November 13 to the Casualty Actuarial and
Statistical Task Force for its views on
reconsideration of the “testing of Schedule P”
requirement that is part of the audited statutory
financial statement requirements. The AICPA
prepared a letter discussing its rationale as to why
the work is duplicative of other requirements. See
the summary of the CASTF’s meeting in Washington
for additional discussion.

Blanks Working Group

The working group held a conference call on October
15, where it adopted modifications to the
illustrations and instructions for Note 5 and Note 11
to facilitate improved reporting of Federal Home
Loan Banks investments (2013-23BWG), which will
be effective for 2014 quarterly and year-end
statements. The working group also adopted
recommended editorial changes from the SAP
Working Group to clarify the derivative reporting
instructions on the assets and liabilities pages of the
blanks. Guidance for completing the previously
approved Exhibit 3A – Analysis of Health Care
Receivables Collected and Accrued (2012-12BWG)
was exposed for public comment. This guidance was
subsequently adopted at the Fall National Meeting.

In Washington, the working group adopted two
blanks proposals as final; both proposals are
effective for 2014 annual statement reporting. The
adopted proposals will:

 Add instructions and illustrations for new
disclosure to Note 5, Investments for Working
Capital Finance Investments (2013-13BWG);
accounting guidance for these investments was
also adopted by the SAP Working Group
effective January 1, 2014.

 Add a contact email address to the list of
information included on the Combined
Statement title page (2013-22BWG).

The working group rejected two previously deferred
blanks proposals, both of which are expected to be
resubmitted once other NAIC groups complete their
related work. The rejected proposals sought to:

 Eliminate the requirement to file the
Reinsurance Attestation Supplement and
Exceptions to Reinsurance Attestation
Supplement and related instructions (2013-
03BWG). The proposal has been deferred at the
request of the Reinsurance Task Force, until the
task force completes its related work with the
Financial Analysis Working Group.

 Modify Schedule F to a) develop and report the
Provision for Overdue Reinsurance by reinsurer
rather than in aggregate, and (b) clarify certain
aspects of the schedule (2013-09BWG). The
proposal was previously referred to the SAP
Working Group, as the working group is
currently considering a similar issue with respect
to presentation and calculation of the Schedule F
penalty.

Five blanks proposals were exposed for a public
comment period which ends February 28. The
proposals include the following:

 Modify the Supplemental Compensation Exhibit
and add instructions to facilitate the collection of
additional detail on the nature of compensation
paid to top executives and directors (2013-
20BWG). The working group previously adopted
this proposal at the Summer National Meeting
despite interested party requests to defer its
consideration because of the pending draft
model for corporate governance reporting.
Interested parties requested that the two
projects be considered concurrently. The
proposal was subsequently deferred by
Accounting Practices and Procedures Task Force
and referred back to the working group to give
further consideration to the interested parties’
request.

In Washington, the working group noted that
they had gotten input from the Corporate
Governance Drafting Subgroup, which is
developing the new Annual Reporting of
Corporate Governance Practices of Insurers
Model Act. The subgroup’s view is that they do
not see any redundancy between the two
projects and see no reason for the blanks
proposal to be delayed while the Model Act is
being developed. There have been no changes to



63 Visit SOFE at: www.sofe.org Spring 2014

PwC Insurance Industry NAIC Meeting Notes | January 15, 2014

www.pwc.com/us/en/insurance 25

the proposal since its initial adoption at the
Summer National Meeting; however it is being
re-exposed to further solicit any specific input
from interested parties.

 Change the column description for the “Federal
ID Number” Column on Schedule Y to read only
“ID Number” and add instructions to clarify that
for reinsurance entities a Certified Reinsurer
Identification Number or Alien Insurer
Identification Number may be entered, if such
number has previously been assigned (2013-
24BWG).

 Add new questions to the Supplemental Exhibits
and Schedules Interrogatories related to the
Actuarial Memorandum required by AG 38 and
Regulatory Asset Adequacy Issues Summary
required by Actuarial Opinion and
Memorandum Regulation (2013-25BWG).

 Add additional lines for commercial mortgage
loans to the AVR Default Component and Equity
and Other Invested Assets Component blanks
pages and modify the related instructions. The
purpose of this proposal is to implement an AVR
treatment for commercial mortgages that is
consistent with the new methodology used for
life RBC (2013-27BWG).

All Blanks proposals, including those adopted and
exposed for comment, can be viewed at the Blanks
Working Group page on the NAIC’s website.

Life Insurance and Annuities
Committee

The committee held three conference calls this fall
and met in Washington D.C. to discuss the following
issues:

Unclaimed Benefits
After sometimes contentious debate during the fall,
the committee adopted during its December 4
conference call the following charge for 2014: “the
Life Insurance and Annuities (A) Committee should
undertake a study to determine if recommendations
should be made to address unclaimed death
benefits.” Members of Executive Committee had
considered a more specific charge during its October
25 conference call to “determine whether a model
law, guideline, regulation or other vehicle should be
developed to ensure fair and uniform claims
settlement practices,” but the vote on that proposed
charge failed. The adopted charge is supported by
many in industry, which are asking for more uniform
regulation related to the duties of life insurers to
beneficiaries when an insured’s name appears in the

Social Security Death Master File (DMF) as deceased
but a claim has not been filed.

At the Fall National Meeting, as part of the federal
legislative update, the committee learned that one
provision of the adopted Federal budget relates to
use of the Social Security DMF. Under this provision,
access to an individual’s information contained in
the DMF is prohibited for three years after the
individual’s death unless a person is certified under a
new certification program to be established by the
Department of Commerce. The specifics of the
certification program will need to be developed by
the Commerce Department, and the life insurance
industry has expressed concerns about the time it
could take to accomplish this, which could
potentially restrict access during that time.

Annuity Disclosure Guideline
During its November 8 conference call, the
committee adopted a proposed guideline
amendment to the Annuity Disclosure Model
Regulation (#245). The guideline amendment is
intended to address a possible issue with a provision
in the model that may conflict with the National
Securities Markets Improvement Act of 1996.

Longevity Risk
During the Fall National Meeting, the chair
Commissioner McPeak of Tennessee suggested that
the committee should start to monitor the longevity
risk issue especially in light of the anticipated release
by the Joint Forum of its final report in January
2014 entitled, “Longevity Risk Transfer Markets:
Market Structure, Growth Drivers and Impediments,
and Potential Risks.” One suggested outcome by the
committee could be a referral to the Life RBC
Working Group to consider whether an explicit
factor for longevity risk should be developed.

Life Actuarial Task Force

PBR Valuation Manual
Critical Operative Items
During PBR discussions, LATF members speculated
that the earliest possible operative date for PBR and
concurrent implementation of the VM is now
assumed to be January 1, 2016. At the request of
Commissioner McPeak, co-chair of the NAIC’s PBR
Implementation Task Force, LATF developed a list of
items that must be completed before the VM can
become operative. The ten items identified include a
maintenance process to annually update VM-20
asset spreads and default costs, targeted for
completion in Spring 2014, while items targeted for
completion by Summer 2014 include an accounting
smoothing mechanism to address reserve volatility,
changes needed to support the experience data
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collection process, governance revisions regarding
the process for updating the VM, additional small
company considerations and additional guidance on
net premium reserves for products other than term
and universal life with secondary guarantees.
Completion of the 2014 VBT and CSO tables is
targeted for Spring and Summer 2015, respectively.
Commercial mortgage default costs and VM-31
documentation requirements are targeted for Spring
2015. All items must be completed and approved by
Summer 2015 to be effective January 1, 2016.

PBR Implementation Charges
The PBR Implementation Plan includes specific
charges for LATF related to actuarial and accounting
valuation matters. Several of these charges are
addressed by ongoing work of LATF subgroups. One
charge is to “determine whether specific continuing
education requirements should be established for
PBR actuaries and whether those should be
regulatory requirements or actuarial professional
requirements.” LATF requested and received a
commitment for assistance from the AAA Committee
on Qualifications to address this item, including
consideration of what curriculum should be included
in a potential PBR Qualifications Standards seminar.

Valuation Manual Amendments
LATF continued discussion of several VM
amendment proposals. The Academy Life Reserves
Work Group submitted a report containing updated
interest rate spreads for inclusion in VM-20. The
report compares current spreads as of 2013-09-30
with original VM-20 spreads as of 2009-09-30. The
current spreads were developed using the same
process used to prepare the 2009-09-30 spread
tables. LATF voted to expose this report for
comments until January 31.

Amendment proposals previously exposed for a 30-
day comment period and still under discussion
include clarifications regarding treatment of due
premiums in expected future cash flows when
calculating deterministic and stochastic reserves,
inclusion of individually underwritten certificates
under group life insurance, a change in the way the
pre-tax investment maintenance reserve is reflected
in the deterministic reserve and a direct iteration
method to calculating the deterministic reserve.
Discussion of these proposals will continue during
interim conference calls. Discussion also continued
on a proposed amendment regarding the treatment
of letters of credit in the reserve calculations.

Another previously exposed amendment proposed
an extended transition period for small companies,
to address concerns about the cost of implementing
PBR. In addition, the Kansas Insurance Department
had submitted amendment proposals providing for

safe harbor demonstrations based on a company’s
asset adequacy testing, and a higher threshold for
the stochastic exclusion ratio tests coupled with use
of the company’s cash flow testing models to meet
the criteria. During this meeting LATF heard a
presentation from the ACLI regarding small
company considerations relative to PBR
implementation. The ACLI proposal includes a small
company definition focused on the amount of
ordinary life business, and recommends a risk-based
exclusion test that if met, would allow relief from
certain PBR requirements such as stochastic and
deterministic reserve tests and computation as well
as VM-31 documentation. Some LATF members
expressed support for the concept while others spoke
out against it. The ACLI plans to submit amendment
proposals in January to address small company
considerations.

LATF adopted an amendment clarifying the
exclusion of industrial life contracts from VM-20
minimum reserve requirements.

Standard Nonforfeiture Law and Low Interest
Environment Considerations
At the Spring and Summer National Meetings, LATF
discussed a proposed amendment to floor the
maximum nonforfeiture interest rate at 4%, the rate
used to demonstrate that a life insurance contract
meets the requirements of IRC Section 7702 to
qualify as life insurance for federal tax purposes.
Currently, the maximum nonforfeiture rate, as with
the valuation interest rate for reserves, is a dynamic
formula based on the Moody’s Corporate Average
Yields. Without such a floor the potential exists for
the statutory nonforfeiture interest rates to drop
below 4%, whereby traditional life insurance
contracts would fail to comply with IRS
requirements for favorable tax treatment. In
September, LATF voted to expose proposed
amendments to the VM and the Standard
Nonforfeiture Law for Life Insurance (#808).
During its October conference call, LATF
unanimously adopted the amendments, which were
then subsequently adopted by the Life Insurance and
Annuities Committee.

Related Matters
In response to a referral from the Corporate
Governance Working Group to incorporate into
regulation a requirement for life insurance
appointed actuaries to present the full actuarial
report to the board of directors on an annual basis,
consistent with the requirements for appointed
actuaries of health and P/C entities, LATF discussed
proposed edits to the actuarial opinion instructions
in the life blank. Some LATF members commented
that they didn’t think the current Actuarial
Memorandum, with hundreds of pages of detailed
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information, is useful to company boards. LATF will
schedule a conference call to develop a formal
recommendation for incorporation into the 2014
blanks.

Actuarial Guideline XXXIII (AG 33)
LATF heard a report from the AAA’s AG33 Non-
Elective Task Force on the topic of non-elective non-
mortality benefits that can be more valuable than the
contract accumulation value. An example of such
benefits is waiver of surrender charges for specified
contingent events such as confinement to a nursing
home, disability, or diagnosis of a terminal illness.
The issue is that reserves may be understated when
incidence rates are applied after the surrender
charge period or after the account value is depleted
but elective benefits (e.g. Guaranteed Lifetime
Income Benefits) are still available. The task force
presented numerical examples of possible
alternatives to amending AG33 to address this issue
and recommended one option in particular. No
action was taken at this meeting and further
discussion will continue in a conference call early in
2014 to allow for revised language to be exposed and
adopted before year-end 2014.

C-3 Phase II/AG 43 Subgroup
This subgroup of both the Life Insurance and
Annuities and Financial Condition Committees is
charged with developing more consistency between
RBC’s C-3 Phase II and AG 43 reserves. The
subgroup held interim conference calls to continue
discussion of a report from the AAA C-3 Phase II
RBC/AG-43 Work Group on equity return
calibration criteria, and to discuss AG43 amendment
proposal forms (APFs) previously submitted by New
York regulators and another APF more recently
submitted by the ACLI.

The NY APFs address equity market volatility as
reflected in the standard scenario and policyholder
behavior for deep in-the-money guarantees, and
would generally make the prescribed assumptions
for these items more conservative. The ACLI’s APF
suggests a change in the definition of the basic
adjusted reserve to include language that ensures the
largest basic adjusted reserve and the largest
accumulated net revenue amounts are evaluated as
of a consistent date. These APFs were exposed for
comment through November 7, but no additional
action was taken at this meeting. Discussion will
continue into 2014.

The AAA report on equity return calibration criteria
suggests that the current scenario model fits the
historical data extremely well even over longer
periods of time, and does not support a conclusion
that there is more volatility. The AAA suggested that
a defined process be established to define the scope

of any additional analysis to be performed. The C-3
Phase II/AG 43 Subgroup continued discussion
about whether or not the calibration criteria should
be modified, but more work is needed to understand
variations in results and no specific action was taken
during these calls.

VM-22 Fixed Annuity PBR
LATF received a report from the Academy Annuity
Reserve Work Group (ARWG) on activity related to
development of a PBR methodology for non-variable
annuities. The proposed methodology sets the
reserve equal to the greater of a "Floor Reserve" and
a "Modeled Reserve," where the floor reserve is
expected to generate results comparable to current
CARVM requirements while the modeled reserve is
scenario-based. Recent efforts have focused on
development of appropriate utilization assumptions
for Guaranteed Lifetime Income Benefits in the
Floor Reserve calculation.

The floor reserve introduces the concept of "Listed
Benefits" for purposes of qualifying additional
benefits (e.g. GLIBs, annuitizations) for
consideration in the valuation. Floor reserves would
be defined as the greater of the cash value, reserves
excluding listed benefits (alpha) and reserves
including listed benefits (beta). Prescribed dynamic
lapse rates would be applied in determining every
Integrated Benefit Stream, and such lapse rates
would reflect in-the-moneyness (ITM) adjustments.
Considering variations in value of single life and
joint life withdrawal options, the ARWG plans to
blend the values of these options in the
determination of the ITM ratio and resulting reserve
present value calculation.

Following the Summer National Meeting, the ARWG
held several conference calls and has worked
diligently to develop prescribed incidence rates for
GLIBs in the calculation of beta. The ARWG is
developing a utilization “rate generator” that
considers GLIB product design features that might
influence when a contract owner may elect the
benefit, recognizing the value of the benefit relative
to the account value.

The Kansas Insurance Department is conducting a
field test of the practicality of the proposed approach
for VM-22. Work is underway to test the calculations
for a sample of five products offered by two
companies, which are intended to be representative
of today’s variety of products. The first phase of
testing was to replicate CARVM calculations, and
currently calculations for alpha, beta and the floor
reserves are being programmed. Following internal
testing, the valuation software will be distributed to
the participating companies to check results for their
own products, and several members of the ARWG
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will test results for their respective companies’
products. Work is also underway to program the
modeled reserve, with plans to complete the model
reserve testing and verification before the Spring
National Meeting. The ultimate goal is that the field
tests provide sufficient information to support
consensus about what the “right-sized” reserve is
and how to move forward.

Valuation Mortality Tables
LATF received a report from the Society of Actuaries
& Academy Joint Project Oversight Group on the
status of work related to development of a 2014
Valuation Basic Table (VBT), 2014 Commissioners
Standard Ordinary (CSO) table and Guaranteed
Issue/Simplified Issue/Preneed (GI/SI/PN)
mortality tables. A report on the 2014 VBT gender
distinct and smoker status tables was targeted for
September 2013, but progress was delayed due to
anomalies noted in the slopes of the smoker/non-
smoker mortality at older ages. The current plan is to
complete these tables by the end of March 2014, and
the relative risk tables will follow. Work has begun
on the CSO table, developing margins to be used for
purposes of developing nonforfeiture values, tax
reserves and net premium reserves. Evaluation of
margins appropriate for gross premium or
principles-based reserves is pending a decision
regarding aggregate or individual margins on
assumptions in VM-20. Work on the GI/SI/PN
tables has stalled until the 2014 VBT is completed
but is expected to resume quickly following release
of the 2014 VBT.

Nonforfeiture Modernization
LATF received a brief update from the Academy
Nonforfeiture Modernization Working Group. This
group is currently focused on nonforfeiture
considerations for guaranteed lifetime withdrawal
benefits (GLWBs) for fixed deferred annuities, from
the perspectives of both non-forfeiture reform and
the Kansas field test of the proposed methodology
for principles-based reserves for fixed deferred
annuities. The Academy working group’s
recommended approach to establishing
nonforfeiture benefits for GLWBs would essentially
provide a reduced paid-up deferred life annuity
benefit. The working group is still evaluating the
implications of this recommendation and a
conference call will be held in early 2014 to continue
the discussion.

Experience Reporting
At the Summer National Meeting, the LATF
Experience Reporting Subgroup presented a case
statement supporting mandatory expense data
reporting to enable regulators to benchmark expense
data and to establish a consistent basis for
comparability. The statement discusses the need for

expense information, alternative approaches for
collecting the relevant information and advantages
and disadvantages of mandatory data collection, and
the statement was exposed for comment for a period
of 60 days. Discussion at the Fall National Meeting
focused on comments from the Medical Information
Bureau (MIB) suggesting that the SOA Expense
Study format could be used for comparability
purposes. Using the SOA Expense Study format, the
MIB recommends that ten additional policyholder
behavior data items (e.g., premium payment
behaviors) be collected in order to calculate the Total
Expense Units to facilitate unit expense
comparisons. These data items could be included in
the policyholder behavior data calls and need not be
included in an expense data call. LATF voted to
expose for comment the MIB’s proposed expense
report and additional data elements for comment.

Actuarial Opinion and Memorandum
Regulation Communication Group
LATF heard a report from the AAA Actuarial
Opinion and Memorandum (AOM) Regulation
Communication Group. This discussion group is
focused on opening lines of communication between
regulatory actuaries and appointed actuaries in
order to improve practice and understanding. Three
distinct subgroups including both regulatory and
company actuaries were formed to discuss
consolidation and standardization of AOMs,
communication of assumptions and enhanced
Regulatory Asset Adequacy Issues Summary, and
addition of links in the AOMs for key issues. The
groups have met several times since the Summer
National Meeting, including two sessions at the
Valuation Actuary Symposium. The communication
group has finalized viewpoints on these issues and is
drafting a report to share with the profession, with
the intent to facilitate further discussion. The group
is considering alternatives for distributing the report
such as an “Academy Alert,” webcast and/or articles
in AAA or SOA professional publications. The group
is also considering requesting that regulatory
actuaries promote the report to member companies.
The report is targeted for completion in early 2014
and the group plans to present more information at
the Spring National Meeting.

Joint Qualified Actuary Subgroup
In December 2012, LATF, HATF and the Casualty
Actuarial and Statistical Task Force formed the Joint
Qualified Actuary Subgroup (JQA) to develop
recommendations on (1) a uniform definition of
“qualified actuary” for Life, Health and P&C
Appointed Actuaries signing prescribed Statements
of Actuarial Opinion, identifying any differences that
should remain between lines of business, and a
uniform definition of “qualified actuary” for other
regulatory areas (e.g. rate filings, hearings), and (2) a



67 Visit SOFE at: www.sofe.org Spring 2014

PwC Insurance Industry NAIC Meeting Notes | January 15, 2014

www.pwc.com/us/en/insurance 29

definition of inappropriate or unprofessional
actuarial work and a process for regulatory and/or
professional organizations’ actions.

During the LATF session in Washington, there was
discussion around the importance of identifying the
problems giving rise to the need for a uniform
definition of qualified actuary and questioning
whether a uniform definition would adequately
address the perceived problems. During the JQA
Subgroup meeting, the subgroup discussed the
definition of a “qualified actuary,” including the
potential for consistent definitions across the three
actuarial bodies rather than a single uniform
definition, and discussed considerations around
requirements for membership in a professional
actuarial body. The subgroup also discussed whether
the definition should be promulgated through model
law or regulatory process or through the annual
statement instructions, noting that the current P/C,
Life and Health definitions are each currently
established through different channels.

Subsequent to the Fall National Meeting, a
conference call of the JQA Subgroup was held on
January 8 to discuss comments received regarding
the definition of a qualified actuary for actuaries
providing opinions for NAIC Annual Statements and
proposed definitions for Life and Health qualified
actuaries consistent with the P/C definition. The
proposed definitions mirror the current P/C
definition and retain language referencing the
requirements of the U.S. Qualification Standards,
but key changes proposed in the consistent
definitions are a requirement that qualified actuaries
be Fellows of either the SOA or CAS, instead of just a
“member” of these societies, or that AAA members
be approved as qualified for signing actuarial
opinions by the Life, Health or Casualty Practice
Council of the AAA. Currently, the Life and Health
Practice Councils don’t grant such approval, so such
processes would need to be established. An open call
will be scheduled on January 22 to continue
discussion of the proposed definitions. The subgroup
chair requested that any comments be provided in
the form of edits to the proposed definitions or
revised definitions altogether.

Emerging Actuarial Issues
Working Group

The Emerging Actuarial Issues Working Group was
formed by the NAIC to address implementation
issues resulting from the revision to AG 38 for
universal life products with secondary guarantees.
Following the Summer National Meeting, the
working group held interim conference calls to
discuss interpretive responses to questions

submitted by practitioners. During these calls and in
Washington, the working group adopted previously
exposed interpretations and voted to expose
responses to pending questions or questions for
which responses had not yet been exposed.

Recent interpretations addressed questions related
to the determination of net investment returns,
funding ratios, and the basis for reported reserves
under 100% coinsurance agreements (excluding
funds withheld or modified coinsurance treaties).
Interpretations adopted at the Fall National Meeting
will note that use is encouraged for 2013 but not
required until 2014. Submitted questions, exposed
responses and adopted interpretations are available
on the NAIC website.

Health Reform Solvency Impact
Subgroup

The subgroup reported that its Health Reform
Reconciliation Technical Subgroup had completed
development of a reconciliation tool to highlight the
differences between the U.S. Department of Health
and Human Services medical loss ratio forms and
the NAIC Supplemental Health Care Exhibit. The
tool is for use by regulators only. In response to
concerns from industry, the subgroup noted that if
and when the tool is being considered for inclusion
in the Financial Analysis or Financial Examiners
Handbooks, there will be additional discussion of the
tool.

Health Actuarial Task Force

Long Term Care (LTC)
The Long-Term Care Pricing Subgroup of the LTC
Actuarial Working Group reported progress on
charges from the Senior Issues Task Force to review
revisions to the LTC Model Act (#640) and LTC
Model Regulation (#641) and make
recommendations for changes related to pricing
issues. Following the Summer National Meeting, the
subgroup held weekly conference calls to address
matters related to benefit options (including
nonforfeiture benefits), loss ratios and margins. The
subgroup recommended several revisions to the LTC
Model Regulation; these were exposed by the Senior
Issues Task Force in November. The subgroup
believes there is more work to be done to strengthen
the pricing of LTC products and requested that the
LTC Model Regulation remain open so that the
subgroup may have sufficient time to develop
proposals for additional changes, benefiting from the
momentum established in recent months. The
subgroup anticipates completing its work on
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proposed changes prior to the 2014 Summer
National Meeting. Both the LTCWG and HATF
adopted the subgroup’s proposed plan for future
work and the plan was forwarded to the Senior
Issues Task Force for consideration.

The Long-Term Care Valuation Subgroup reported
on continued discussion of LTC valuation issues,
specifically contract reserves, claim reserves and
premium deficiency reserves. The subgroup held bi-
weekly conference calls to discuss these issues,
focusing on mortality assumptions used to establish
contract reserves and future rate increases assumed
in evaluating the need for premium deficiency
reserves. The subgroup has solicited comments on
the appropriateness of the 2012 Individual Annuity
Reserving tables as a basis for LTC reserving and has
drafted an alternative definition of premium
deficiency reserves for LTC Business, for potential
inclusion in a model regulation, SSAP, Actuarial
Guideline or Actuarial Standard of Practice. The
alternative language requires consideration of the
likelihood of approval for rate increases. The
subgroup expects to report on premium deficiency
reserve recommendations by Summer 2014.

The LTC Actuarial Working Group received a status
report from the Academy State LTC Principle-Based
Work Group. The work group is developing and
testing a model to examine the impact of stochastic
analysis under a principle-based approach to LTC
reserve valuation. The current prototype models
mortality, morbidity, lapse and interest on a
stochastic basis, but the work group has had
difficulty reconciling the stochastic interest results to
the deterministic model. The models are in Excel
and to speed up run-time a “hazard rate” approach is
used whereby intermediate calculations are bypassed
in periods when there are no claims. Next steps
include sensitivity testing for a smaller block of
policies and complete analysis for a larger block of
policies, with a written report summarizing results
targeted for July 2014.

The Academy LTC Credibility Monograph Work
Group is drafting various sections of a monograph
intended to establish the applicability of credibility
procedures to LTC insurance and to establish the
importance of incorporating credibility into LTC-
related actuarial work. The draft monograph has
been delayed and is now expected to be submitted in
May 2014.

The Academy Long-Term Care Terminations Work
Group reported on its progress to provide analysis of
LTC termination, voluntary lapse and mortality

experience. Data collection from target companies is
underway with assistance from the SOA. Results of
the study are expected to be reported sometime in
2014.

Cancer Claim Cost Table
The task force received a report from the joint
Academy & SOA Cancer Claim Cost Table Work
Group on the development of a new cancer
morbidity table. The new table would replace the
1985 tables which are outdated and which many
companies no longer use in favor of their own
experience. Problems with the data submissions
delayed progress and the work group anticipates
having preliminary analysis completed sometime in
2014.

Group Long-Term Disability Table
Following re-exposure and adoption in early
December by the Academy Group Long-Term
Disability Work Group of the 2012 Group Long Term
Disability Valuation Table, related Actuarial
Guideline and proposed changes to the Health
Insurance Reserves Model Regulation (#10), HATF
adopted the revised materials and will forward the
package to the Health Insurance and Managed Care
Committee for consideration. Upon adoption, the
table will be effective for claims incurred on or after
October 1, 2016, but may be used for claims incurred
on or after October 1, 2014.

Individual Disability Table
HATF heard a presentation from the Academy
Individual Disability Table Work Group on the
proposed 2013 Individual Disability Income
Valuation Table, related Actuarial Guideline and
proposed changes to the Health Insurance Reserves
Model Regulation (#10). This is the first major table
change for individual disability income valuation in
many years and the recommendation proposes
allowing the tables to be applied retroactively in
determining both active and disabled life reserves.
The recommendations are based on experience
presented to HATF in December 2012, at which time
the task force charged the work group with
developing the valuation recommendation. The task
force voted to expose the materials until June 30.

Contingent Deferred Annuity
Working Group

In April 2013, the CDA Working Group finalized its
recommendations regarding the regulation of
contingent deferred annuities. These
recommendations, which included suggestions for
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numerous additional projects with respect to the
regulation of CDAs, were subsequently adopted by
the Life Insurance and Annuities Committee. The
committee subsequently developed charges and
referrals to several existing NAIC groups with
relevant subject-matter expertise to perform various
tasks related to the CDA Working Group’s
recommendations with some revisions to those
charges adopted in Washington. Those groups and
related charges include the following:

CDA Working Group – The working group will
consider revisions to the Annuity Disclosure Model
Regulation (#245), the Suitability in Annuity
Transactions Model Regulation (#275), the
Advertisements of Life Insurance and Annuities
Model Regulation (#570), and the Life Insurance
and Annuities Replacement Model Regulation
(#613) to specifically address the applicability to
CDAs. The working group will also develop NAIC
guidelines and/or model bulletin that can serve as a
reference for states interested in modifying their
annuity laws to clarify their applicability to CDAs.

Life Actuarial Task Force – The task force will
evaluate Actuarial Guideline 43 to determine
whether the reserve guidance as it applies for
variable annuity guarantees would be deficient when
applied to CDAs and recommend changes, as
appropriate. The task force will also consider
revisions to the Standard Nonforfeiture Law for
Individual Deferred Annuities (#805) to specifically
exclude CDAs from the scope of the model.

Financial Condition Committee – The committee
will consider the development of a template or
checklist of questions that state insurance
departments could use to facilitate the review of an
insurer’s risk management program at the time of a
policy form filing related to a CDA. The committee is
also being asked to review and determine whether
revisions to the Synthetic Guaranteed Investment
Contracts Model Regulation (#695) are needed to
clarify its relationship with CDAs.

Life Risk-Based Capital Working Group – The
working group will consider developing guidance for
states as to how current RBC requirements,
including C-3 Phase II, should be applied to CDAs.

Receivership and Insolvency Task Force – The task
force will review the proposed revised definition of
CDA and determine whether amendments to the Life
and Health Insurance Guaranty Association Model
Act (#520) are warranted in light of that revised
definition.

Producer Licensing Task Force – The task force is
asked to review the types of producer licenses,

including appropriate provisions in the Producer
Licensing Model Act (#218), required to sell CDAs to
determine if those licenses are consistent with the
licenses required to sell variable annuities and
recommend any necessary changes and/or revisions.

The CDA Working Group will serve as the
coordinating body with all of the NAIC technical
groups with projects related to CDAs, and will
provide updates to its parent committee throughout
2014. The working group has established an
aggressive timeline, with proposed revisions to
existing NAIC model regulations applicable to CDAs
to be provided to the Life Insurance and Annuities
Committee for adoption at the 2014 Fall National
Meeting.

Separate Account Risk Working
Group

The working group held a conference call November
13 to continue discussion of its draft Non-Variable,
Insulated Product Characteristics/ Proposed
Recommendations document, which had been
exposed for comment in January 2013. Most
commenters disagreed with the exposed product
characteristics and conclusions in the document and
suggested that an alternative approach would be the
development of principles to address “equity and
solvency concerns for insulated products.” After
holding regulator-only calls this fall to discuss the
comments received, the working group identified
actions and recommendations which were exposed
for comment. These include the following:

1. Incorporate the ACLI/CAI Suggested Principles
for Insulating Assets, which include the
following:

 For assets to be considered insulated, the
contract must contain provisions to that effect.

 Insulated assets should derive only from funds
contributed by customers, plus earnings
thereon, less any withdrawals and fees. If
assets deteriorate, then the insulated value
would be the reduced asset value and not the
original amount contributed to acquire the
assets. Seed money, risk-charges, spread and
guarantees would not be insulated.

 Every product should be initially filed with an
opinion provided by a qualified actuary as to
the sufficiency of the pricing. Subsequent to
initial filing, an updated opinion by a qualified
actuary should be completed upon regulator
request. For guaranteed separate account
products, opinions should represent that the
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general account is adequately compensated for
its provision of a guarantee related to the
contract liabilities.

 For book value separate account assets, all
reserves, including investment reserves should
be calculated on the same basis as if they were
issued through the general account, adjusted
in accordance with any unique contract
attributes. For fair value separate accounts,
reserves should be calculated to correctly
reflect the nature of the liabilities and the
underlying assets as well as to the adequacy of
the assets, including risk charges, to meet
future expected payouts.

 Any reserves in excess of the amount held as
insulated in a separate account must be held
as a non-insulated amount, or in the general
account, or in a noninsulated supplemental
separate account.

2. Review and consider updating revisions to SSAP
56, Separate Accounts and the Modified
Guaranteed Annuity Model Regulation (#255).

3. Review and consider updating revisions to the
Separate Accounts Funding – Guaranteed
Minimum Benefits under Group Contracts
Model Regulation (#200).

The proposed recommendations were exposed for
comment until December 13.

A second set of longer term project recommendations
was also exposed for comment: 1) consider guidelines
for bank-owned life insurance and company-owned
life insurance and 2) consider regulatory
requirements for individual products; the comment
period ends January 10.

Financial Regulation Standards
and Accreditation Committee

The committee met in Washington and took the
following actions:

Revisions to Part A: Standards for RRGs
The committee adopted a referral from the Risk
Retention Group Task Force to remove a Part A
accreditation standards requirement, applicable only
to RRGs, for the Note 1 reconciliation of GAAP
equity to statutory surplus to be audited. Regulators
of captive RRGs had expressed concern regarding
including the reconciliation in the audited financial
report, noting that in order to audit the
reconciliation, the auditors must perform additional

procedures at added cost to the RRGs. The
unaudited reconciliation will continue to be
disclosed in the annual statement. Five comment
letters were received on the previously exposed
proposal, all of which were in support of eliminating
the requirement from the accreditation standards.

Revisions to Part A: Corrective Action Standard
At the Summer National Meeting, the committee
exposed a referral from the Corporate Governance
Working Group requesting that Section 4B(10) of the
Model Regulation to Define Standards and
Commissioner’s Authority for Companies Deemed
to be in a Hazardous Financial Condition (#385), be
added to the list of critical elements required to be
adopted as part of the NAIC Accreditation Standard
for Corrective Action. Section 4B(10) allows the
commissioner, upon a finding of hazardous
operation, to issue an order requiring the insurer to
correct corporate governance practice deficiencies.
This element represents the strongest, most specific
authority available to a commissioner to require
correction of corporate governance deficiencies and
has been identified as critical to the effective
regulation of an insurer’s corporate governance.

In Washington, the Committee noted that no
comments had been received on the prior exposure;
however, NAIC staff had requested clarification from
the Corporate Governance Working Group regarding
its referral. Specifically, the NAIC has asked the
working group whether:

In assessing compliance with the state’s
adoption of Section 4B(10) of Model #385, is it
the Working Group’s intent that the state adopt
language that is specific to the commissioner’s
ability to issue an order requiring the insurer to
correct corporate governance practice
definitions or is it sufficient that a state have
broad and general authority to take action that
could reasonably include (although not
specifically delineate) the ability to issue an
order requiring the insurer to correct corporate
governance practice deficiencies?

The committee deferred taking any action on the
proposal changes to the accreditation standard until
a response is received.

2010 Revisions to Insurance Holding Company
System Models
The committee discussed a referral from the Risk
Retention Group Task Force regarding the
applicability of the 2010 revisions to the Insurance
Holding Company System Regulatory Act (#440)
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and the Insurance Holding Company System Model
Regulation (#450) to RRGs. The task force
concluded that all revisions to the significant
elements of the model act and regulation should be
applicable to RRGs for accreditation purposes. The
committee adopted a motion expressing its intent
that the 2010 revisions to Model #440 and Model
#450 will be required for both traditional companies
and RRGs, effective January 1, 2016.

Definition of Multi-State Insurer
The committee discussed a memo from Rhode Island
Superintendent Joseph Torti regarding the
definition of “multi-state insurer” for accreditation
purposes. Superintendent Torti noted that the
current definitions of “multi-state insurer” included
in the preambles to Part A: Laws and Regulations
and Part B: Regulatory Practices and Procedures are
unclear as to whether reinsurers organized under
captive laws and reinsuring business in accordance
with the Valuation of Life Insurance Policies Model
Regulation (#830) and Actuarial Guideline
XXXVIII— The Application of the Valuation of Life
Insurance Policies Model Regulation (AG 38) are
considered multi-state insurers under the
accreditation program and, therefore, subject to the
Part A and Part B accreditation standards.

While the Superintendent’s memo was not formally
exposed for public comment, it was distributed in
advance of the Fall National Meeting; several
interest parties submitted written comments on the
topic. The principal concern raised by interested
parties was that changes to the definition proposed
by Superintendent Torti might cause traditional
captive insurers that reinsure risks located in a state
other than the captive’s domiciliary state to be
subject to the accreditation standards. Additionally,
the ACLI commented that they do not believe the
current definitions contained in the preambles are in
conflict. However, several members of the
committee agreed that the intent of the current
language needs to be clarified regarding which
companies are included in the scope of the
standards. The committee directed NAIC staff to
draft proposed revisions that will clarify the
definition of “multi-state insurer” for review at the
Spring National Meeting. The committee discussed
that any changes to the definition would be applied
prospectively and will provide sufficient time for
impacted jurisdictions to comply. The committee
chair also stated his intent that this would not
impact traditional, pure captives that provide only
self-insurance.

Casualty Actuarial and
Statistical Task Force

The task force met by conference call in October and
November, and at the Fall National Meeting and
discussed the following issues.

Schedule P Issues
On its interim conference call, the task force agreed
to expose revised annual statement instructions
regarding Schedule P. The updates were intended to
clarify when restatement of Schedule P is needed
after a change to pooling percentages, and to
reinforce Schedule P’s aim to present meaningful
development patterns. The task force received one
comment that suggested restatement of Schedule P
should also occur following material changes to the
pool composition. However, the task force
considered that the comment was out of its project
scope, and moved to adopt the revised Schedule P
instructions at the Fall National Meeting without
incorporating the suggested change. The changes
will be considered by the Blanks Working Group for
2014 annual statements.

At the Fall National Meeting, the task force also
discussed a referral related to the audit procedures
performed on Schedule P from the NAIC/AICPA
Working Group, which had received a request from
the AICPA to consider removing the Schedule P
Testing Requirement from the annual statement
instructions. The AICPA considers this testing to be
duplicative of other Schedule P testing requirements,
without increasing the level of assurance obtained by
the auditor on the data used by the Appointed
Actuary. The task force discussed the importance of
Schedule P to regulators and the need for validation;
one task force member noted that Schedule P “needs
to be audited by someone,” i.e. either the
independent CPAs or the examiners. The task force
agreed to draft a response to the referral to discuss
on a future conference call.

New Subgroups
The task force adopted its 2014 charges in
Washington, which included the creation of an
Actuarial ORSA Subgroup and an Actuarial IRIS 11-
13 Subgroup. The task force had discussed the ORSA
Subgroup on its November conference call, and
heard that greater coordination with the task force
had been proposed during the 2013 ORSA pilot. The
task force discussed the role of regulatory actuaries
in the context of the ORSA, including the potential
need for actuarial ownership, review, attestation or
opinion over actuarial-based sections of the ORSA,
including stress testing. The task force heard that the
role of regulatory actuaries for the ORSA is not yet
fully clear, although actuaries are not expected to
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own or drive the ORSA overall. However, the task
force agreed that it should learn about the ORSA
requirements and be prepared to assist as needed, in
anticipation of a role for actuaries in the ORSA
regulatory review process.

The task force’s new Actuarial IRIS 11-13 Subgroup
was created to verify that the formulas for IRIS
ratios 11, 12 and 13 are accurate and efficient
calculations in light of proposed revisions to the
ratios by the Financial Analysis Research and
Development Working Group. In response to a
request by the task force, the working group agreed
to delay the implementation of the revised ratios to
2014 to provide more time for the task force’s input.

LAE Definitions
The task force also discussed the definitions of loss
adjustment expenses (LAE) used for statutory
financial reporting. The definitions were updated in
the early 2000s to replace the previous classification
of LAE into allocated and unallocated LAE with the
categories of “defense and cost containment” and
“adjusting and other.” The task force agreed to do
research into whether this change has met its
objectives and to assess regulatory review of
compliance with the definitions, in order to
determine whether to revert to the previous
definitions. The task force also discussed assessing
whether insurers use the revised definitions
internally, or whether they are purely used for
financial reporting purposes. The task force
therefore drafted surveys to address these questions
to send to regulators and regulatory actuaries as an
initial step.

Actuarial Opinion Guidance
The task force adopted its Regulatory Guidance on
Property and Casualty Statutory Statements of
Actuarial Opinion for the Year 2013 and Regulatory
Guidance on the Property and Casualty Actuarial
Opinion Summary for the Year 2013. The task force
had exposed both documents at the Summer
National Meeting, and received no comments,
although a few updates were subsequently made by
the Actuarial Opinion Subgroup based on
discussions with interested parties.

Risk-Focused Surveillance
Working Group

The working group met September 10 and discussed
the following issues.

Adoption of Critical Risk Categories
The working group reported that the critical risk
categories for use in financial examinations has been
adopted for inclusion in the Financial Condition

Examiners Handbook and will apply to all exams
with a December 31, 2013 “as of” date. Early
implementation for 2012 exams is “strongly
discouraged.” The 45 page document is also posted
to the working group’s webpage.

Focus on Prospective Risks
The working group summarized its efforts on
increasing the focus of examinations toward
prospective risks and eliminating unnecessary
financial statement verification. The working group
has prepared a referral to the Financial Examiners
Handbook Technical Group to consider revisions to
the Handbook in the areas of Exam Objective, Exam
Report and Exam Repositories. With regard to the
Exam Objective, the working group suggests that the
Handbook “clearly define the primary objective for
on-site financial examinations.” Work on this project
by the Handbook Technical Group will continue into
2014.

Industry Sound Practices Document
The working group discussed its revised Sound
Practices for Risk-Focused Exams Generated by
Industry Feedback document which includes
recommendations to increase the efficiency of
financial exams based on feedback from a 2012
survey of industry. The document includes
recommendations in the areas of exam management,
interviews, using the work of others, budgeting, and
confidentiality, with a focus on good
communications and advance planning. The working
group adopted the two-page document, which has
been posted to the working group’s webpage.

Referral from the Corporate Governance Working
Group
The working group discussed the referral which
suggests that they work with the Financial Analysis
Working Group and the Handbook Technical Group
to consider development of a common assessment
methodology for insurer’s corporate governance
practices. This recommendation was controversial
when it was discussed at the Corporate Governance
Working Group, and interested parties repeated the
concern that such a common assessment
methodology or template could create a “checklist
mentality.” The chair stated the working group does
not plan to take any action on the referral at this
time.

Mortgage Guaranty Insurance
Working Group

Since the Summer National Meeting, the working
group developed a draft of revised Mortgage
Guaranty Insurance Model Act (#630). On
November 25, the working group exposed the
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proposed model law for comment through January 9
(which was subsequently extended to February 15).
Proposed changes to the current model are systemic,
proposing changes in many functional and
operational areas.
The proposal introduces a new state geographic
concentration provision that imposes limitations on
the amount of business companies can underwrite
that triggers additional capital requirement should
companies exceed the limits. To minimize the risk of
companies being overly exposed to the real estate
market, companies will be restricted from investing
in notes or other financial instruments secured by a
mortgage or real property lien; additional capital is
required should companies invest in collateralized
mortgage obligations and other non-permitted
instruments.

The proposal introduces a two-tier capital adequacy
measurement standard comprising an RBC model
and a loan level capital model. Additionally,
dividends will be restricted should a company’s RBC
fall below the company action level. The proposal
strengthens the requirements of contingency reserve
by increasing the allocation of reserves, extending
the reserve retention period from 120 months to 180
months, and increasing limitations to early
withdrawals of reserves. Companies will also need to
disclose components of premium deficiency reserves
in the actuarial report and actuarial opinion
summary. The proposal introduces underwriting
guidelines companies will need to comply with as
well as establishment of a formal internal quality
control program which provides an early detection
warning system for potential solvency issues. Within
the scope of the program, companies will need to
document, monitor, evaluate, and report on the
integrity of the ongoing loan origination process, and
address the following provisions: segregation of
duties, senior management oversight, board of
director oversight, policy and procedures
documentation, underwriting risk review, lender
performance reviews, problem loan trend reviews,
underwriting system change oversight, pricing and
performance oversight, internal audit validation, and
regulator access.

The proposed revised model also includes a
prohibition on the formation of captive reinsurers
and a requirement that all affiliated reinsurance
agreements are approved by the domiciliary
regulator. The revisions also propose development of
a Mortgage Guaranty Insurance Standards Manual
which would include underwriting and quality
assurance standards and other information that the
NAIC “deems appropriate.”

The working group received extensive comments on
the exposure draft in a nine-page comment letter

from an industry group comprising seven mortgage
insurers. One working group member
(Pennsylvania) commented that, given the “severe
condition of the mortgage guaranty industry,” he was
surprised to see the extent of industry comments to
the proposed revisions. This comment was followed
by discussion of the need of industry and regulators
to work together to develop a high quality model.

The working group then heard a presentation of
summary comments by the industry group.
The industry group emphasized that it appreciates
the formidable task the working group faces, noting
that the working group’s challenges include:

1) the need to effectively manage overlapping
authorities, namely the NAIC, Federal Housing
Finance Agency (FHFA), and Consumer
Financial Protection Bureau (CFPB)

2) defining the proper location of detailed
requirements, taking into consideration existing
guidance from the NAIC Model Act, CFPB
Regulations of Insured Lenders, NAIC
Examinations & Standards Manuals,
FHFA/Government-Sponsored Entity (GSE)
Mortgage Insurance Eligibility Standards
(including capital requirements) & Servicing
Guides, Mortgage Insurance Master Policies

3) finding a proper regulatory balance which on
one scale, fosters strong policyholder protection,
provides regulatory clarity, and addresses
lessons learned from the crisis, and on another
scale, provides capacity to attract additional
capital, offers less regulated mortgage insurance
alternatives, provides regulatory flexibility for
future changes, and the need for broad adoption
of the law.

The industry group commented on its primary
concerns which are focused on the capital and
reserving framework, risk limits, investment
limitations, and placement of detailed requirements.
The industry group reminded that recent changes at
the federal level by the GSEs and FHFA deserve
attention; changes include new eligibility and capital
standards that are expected to be exposed shortly. A
representative of the industry group informed that
due to the short timeframe between when the
proposal was exposed and the Washington meeting,
the industry group did not have a revised industry
proposal; however, the group intends to submit a
mock-up of a proposed draft revised model if
additional time was provided. Pursuant to the
industry group’s request, the working group
extended the comment period to February 15.
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Also in Washington, a representative from the
Center of Economic Justice suggested that general
requirements should be contained in the model law
and specific requirements should be included into
the Mortgage Guaranty Insurance Standards
Manual; this would allow for the Manual to be
quickly updated if deemed necessary. The speaker
also noted that a formulaic approach has limitations
and the draft proposal appears to be enhancing the
formulaic approach rather than going to a more
principle-based approach.

After hearing comments, the working group agreed
to set up a committee of financial regulators to study
the capital model and hold a meeting with industry
representatives and an actuarial firm.

Terrorism Insurance
Implementation Working Group

The working group held conference calls on August
29 and September 4 and met in Washington to
continue its efforts to address insurance coverage for
acts of terrorism. The working group is currently
focused on the need for Congress to renew the
Terrorism Risk Insurance Act (TRIA) which is set to
expire on December 31, 2014. The NAIC’s
Government Relations Leadership Council has
previously adopted a resolution in support of the
reauthorization of TRIA. The working group noted
that, at the direction of Congress, the U.S.
Government Accountability Office is preparing a
report which will consider the need to reauthorize
TRIA. The GAO has already reached out to the NAIC
to assist in providing information for its report. The
leadership council will be seeking support from the
working group as the NAIC provides input to the
GAO, the Federal Insurance Office, other federal
agencies and Congress.

On its interim conference calls, the working group
prepared a letter on behalf of the NAIC in response
to the FIO’s July 16th Federal Register notice, which
requested comments on many issues related to
terrorism insurance, including the effects of the
potential termination of TRIA. Specific comments
were requested on the availability and affordability
of insurance for terrorism risk in the United States.
In its September 16 response letter, which was
approved by the leadership council, the NAIC makes
the following observations:

 The availability of TRIA provides stability to
commercial policyholders, lenders, builders, and
the businesses that operate in urban centers and
other areas prone to a terrorist attack.

 There is no evidence to suggest that the
insurance market place is capable or willing to
voluntarily take on a substantial portion of the
risk of providing terrorism risk coverage due to
the difficulty in accurately determining the
frequency, severity, and loss costs for acts of
terrorism.

 If TRIA were allowed to expire, some insurers
might place limitations on commercial insurance
policies to exclude terrorism coverage or choose
to withdraw from the market completely.

In Washington, the working group received a
presentation from the American Bankers Association
regarding the need for Congress to reauthorize the
TRIA. The ABA noted that TRIA obligates the U.S.
Treasury to guarantee terrorism-related losses
incurred by insurers, and that it is critically
important that terrorism insurance be available to
support commercial mortgage loans.

Title Insurance Task Force

At the Fall National Meeting, the task force received
an update on projects as follows:

Title Insurance Escrow Theft White Paper
The task force adopted the Title Escrow Theft and
Title Insurance Fraud Whitepaper on October 3; the
whitepaper serves to raise awareness and as a tool
for regulators to research methods for combating
and preventing escrow theft, title insurance
premium theft and other forms of fraud associated
with title insurance and closing services.

Title Insurance Risk-Based Capital
In support of the Title Insurance Risk-Based Capital
Subgroup’s conclusion not to move forward with the
development of RBC standards for title insurers, the
subgroup issued a memorandum to its parent task
forces, the Title Insurance Task Force and the
Capital Adequacy Task Force documenting that
conclusion. The subgroup also requested that the
Financial Analysis Research and Development
Working Group consider the development of IRIS
ratios and FAST scores for title insurers. The task
forces adopted the subgroup’s recommendation.
Having completed its charge, the subgroup is
disbanded.

Title Guaranty Fund
The Title Insurance Guaranty Fund Working Group
met by conference call October 7 to discuss
comments received on the model guideline to assist
states considering a guaranty fund. The working
group had exposed two draft options, a stand-alone
title insurance guaranty association model guideline
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and an expanded version of the existing Property
and Casualty Guaranty Association Model Act to
include title insurance. During the conference call,
the working group discussed comments received
from three trade organizations, which all supported
the stand-alone option due to differences between
title insurers and property and casualty companies.

The trade association ALTA suggested an option 3,
which is to look at states that have adopted a
guaranty fund for title insurance (e.g., Texas), take
the best of what they have to offer and apply it to
other states. After hearing comments, the chair
informed industry that they may submit additional
technical comments including a detailed option 3
draft.

Risk Retention Group Task
Force

The task force continues to assess whether, and if so,
how changes to the NAIC Financial Regulation
Standards and Accreditation Program should apply
to risk retention groups and their affiliates. The task
force held a conference call in October and met in
Washington. The applicability of following model
regulations was discussed during these meetings.

2008 Revisions to the Model Regulation to Define
Standards and Commissioner’s Authority for
Companies Deemed to be in Hazardous Financial
Condition (#385)
This model regulation is already applicable to RRGs
under current accreditation standards; however, the
applicability of the 2008 revisions to the model
regulation is now being considered and exposed for
comment. The revisions relate to the definition of
hazardous financial condition set forth in Section
3901(a)(7) of the federal Liability Risk Retention Act
of 1986, which will become effective for accreditation
purposes on January 1, 2014. No comments were
received from interested parties during the public
comment period. The task force concluded that no
action was necessary as there are no issues with
applying the model revisions to RRGs.

2010 Revisions to the Insurance Holding Company
System Regulatory Act (#440) and the Insurance
Holding Company System Model Regulation (#450)
On its October conference call, the task force
finalized its recommendations to the Financial
Regulation Standards and Accreditation Committee
regarding the applicability of the 2010 revisions to
RRGs, which is that all revisions to the significant
elements of the act and regulation should be
applicable to these entities for accreditation
purposes. The 2010 revisions to the Regulatory Act

and Model Regulation will be applicable for
accreditation purposes effective January 1, 2016.

2011 Revisions to the Credit for Reinsurance Model
Act (#785) and the Credit for Reinsurance Model
Regulation (#786)
The task force discussed a question raised with
respect to the grandfathering provisions included
within the Reinsurance Guidelines for Risk
Retention Groups Licensed as Captive Insurers. It
was noted that some have questioned whether the
grandfathering provisions apply to existing
reinsurers or only to existing reinsurance contracts.
The task force confirmed that the grandfathering
provisions apply at the reinsurer level; however, the
task force agreed to modify the guidelines to clarify
that a domestic regulatory may revoke the approval
of the reinsurer. The task force referred the clarifying
revisions to the Financial Regulation Standards and
Accreditation Program.

***

The next National Meeting of the NAIC will be held in
Orlando March 29-April 1. We welcome your
comments regarding issues raised in this newsletter.
Please provide your comments or email address
changes to your PricewaterhouseCoopers LLP
engagement team, or directly to the NAIC Meeting
Notes editor at jean.connolly@us.pwc.com.

Disclaimer

Since a variety of viewpoints and issues are
discussed at task force and committee meetings
taking place at the NAIC meetings, and because not
all task forces and committees provide copies of
agenda material to industry observers at the
meetings, it is often difficult to characterize all of the
conclusions reached. The items included in this
Newsletter may differ from the formal task force or
committee meeting minutes.

In addition, the NAIC operates through a hierarchy
of subcommittees, task forces and committees.
Decisions of a task force may be modified or
overturned at a later meeting of the appropriate
higher-level committee. Although we make every
effort to accurately report the results of meetings we
observe and to follow issues through to their
conclusion at senior committee level, no assurance
can be given that the items reported on in this
Newsletter represent the ultimate decisions of the
NAIC. Final actions of the NAIC are taken only by
the entire membership of the NAIC meeting in
Plenary session.
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Mark Your Calendars | Upcoming SOFE Career Development Seminars

2014 

July 27 – 30 
Philadelphia, Pennsylvania
Loews Philadelphia Hotel

2015
July 13–16
San Diego, CA 
Town and Country Resort Hotel

2016
July 24–27
Marco Island, Florida 
Marco Island Marriott Resort and Spa

AUTHORS WANTED
The Publications Committee is looking for members to write 
articles for the quarterly Examiner magazine. Authors will receive 
six Continuing Regulatory Credits (CRE) for each technical article 
selected for publication.

Interested authors should contact the Publications Committee Chair, 
Colette Hogan Sawyer or Co-chair Joseph Evans,  
via sofe@sofe.org.
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