
 
 

 
 
 

 
November 5, 2010 

 
 
 
 
The Honorable Timothy Geithner, 
Secretary, Department of the Treasury 
Chairman, Financial Stability Oversight Council  
1500 Pennsylvania Avenue, NW. 
Washington, DC 20220 

RE:  Docket ID:  FSOC-2010-0001 
Advance Notice of Proposed Rulemaking Regarding Authority to Require 
Supervision and Regulation of Certain Nonbank Financial Companies 

 
Dear Secretary Geithner: 
 
The National Association of Mutual Insurance Companies (“NAMIC”) is pleased to offer 
comments on the Advance Notice of Proposed Rulemaking Regarding Authority to 
Require Supervision and Regulation of Certain Nonbank Financial Companies.  
 
NAMIC is the largest and most diverse national property/casualty insurance trade and 
political advocacy association in the United States.  Its 1,400 member companies write 
all lines of property/casualty insurance business and include small, single-state, 
regional, and national carriers accounting for 50 percent of the automobile/ homeowners 
market and 31 percent of the business insurance market.  NAMIC has been advocating 
for a strong and vibrant insurance industry since its inception in 1895. 
 
Background 
 
Congress enacted the Dodd-Frank Wall Street Reform and Consumer Protection Act 
(“DFA”) on July 15. 2010. 1  Section 111 of the DFA established the Financial Stability 

                                                           
1  Dodd-Frank Wall Street Reform and Consumer Protection Act  (Pub.L. 111-203, 124 Stat. 1376-2223), 
July 21,2010 
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Oversight Council (“Council”) and subsequent sections tasked the Council with 
identifying risks to the financial stability of the United States that could arise from the 
material financial distress of large, interconnected bank holding companies or nonbank 
financial companies.   This includes authority to make recommendations concerning the 
establishment of heightened prudential standards for risk-based capital, leverage, 
liquidity, contingent capital, resolution plans and credit exposure reports, concentration 
limits, enhanced public disclosures, and overall risk management of such institutions. 
The Council also has authority to require supervision by the Board of Governors for 
nonbank financial companies that may pose a threat to the financial stability of the 
United States in the event of their material financial distress or failure.   
 
Section 113 establishes a number of criteria for the Council to consider in making a 
determination on whether the company should be subject to supervision by the Board of 
Governors.  The Council must consider: 

 The extent of the leverage of the company; 
 The extent and nature of the off-balance-sheet exposures of the company; 
 The extent and nature of the transactions and relationships of the company with 

other significant nonbank financial companies and significant bank holding 
companies; 

 The importance of the company as a source of credit for households, 
businesses, and State and local governments and as a source of liquidity for the 
United States financial system; 

 The importance of the company as a source of credit for low-income, minority, or 
underserved communities, and the impact that the failure of such company would 
have on the availability of credit in such communities; 

 The extent to which assets are managed rather than owned by the company, and 
the extent to which ownership of assets under management is diffuse; 

 The nature, scope, size, scale, concentration, interconnectedness, and mix of the 
activities of the company; 

 The degree to which the company is already regulated by 1 or more primary 
financial regulatory agencies; 

 The amount and nature of the financial assets of the company; and  
 The amount and types of the liabilities of the company, including the degree of 

reliance on short-term funding. 
 
In making a determination to designate any nonbank financial company as systemically 
significant and subject to federal consolidated supervision and higher prudential 
standards, the Council must consult with the primary financial regulator.  In addition, the 
Council must review and reevaluate any designation on an annual basis. 
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The legislative history of the DFA makes clear that lawmakers did not believe that 
insurers generally pose a systemic risk.  During debate on final passage Senate 
Banking Committee Chairman Chris Dodd (D-CT) agreed with Senator Susan Collins’ 
(R-ME) assertion that “…insurance companies engaged in traditional insurance 
company activities…[would not be designated as systemic]…based on those activities 
alone.” 2  The legislative record of the numerous House and Senate hearings into the 
issue of systemic risk also include extensive testimony and documentation of the 
fundamental differences between insurance and other financial services, including bank 
and nonbank services. 
 
Framework for Analysis—A Holistic Approach, Interconnectedness, and 
Recognizing Unique Attributes of Property/Casualty Mutual Companies 
 
 
At the outset, NAMIC believes the analytical framework for Section 113 designation 
determinations should involve a two part analysis. Congress established several 
“considerations” to be evaluated in conducting a systemic risk analysis.  Although 
Section 113 places no particular emphasis on any specific criteria, NAMIC believes that 
interconnectedness should be weighted more heavily than others and should serve as a 
threshold inquiry.  In particular, the Council must consider the degree to which a 
nonbank financial company is interconnected with other major financial companies.3  
Size in the absence of extensive interconnection of a nonbank financial company does 
not pose a threat to the U.S. financial stability.  Only if the degree of interconnectedness 
presents a high probability that material financial distress at a nonbank financial 
company could threaten U.S. financial stability should the Council should be concerned 
with that institution’s activities. 
 
Second, the Council should evaluate how likely it is that a nonbank financial company 
will experience material financial distress.  If the threshold inquiry suggests the “nature, 
scope, size, scale, concentration, interconnectedness or mix of activities” at the firm 
would “pose a threat to the financial stability of the United States,” then the Council 
must inquire about whether a nonbank financial company has a high probability of 
material distress. Indeed, the Council’s purpose in its authority provided by Congress 
under Section 112(a)(1) is to identify such risks “from the material financial distress or 

                                                           
� 105 Cong. Rec. S5902 (daily ed. July 15, 2010).�
3 The importance of the relationship between interconnections and financial stability is well 
documented (e.g.“Interconnectedness, Fragility and the Financial Crisis” a paper presented to the 
Financial Crisis Commission by Randall Kroszner, University of Chicago, February 26-27, 2010).  
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failure, or ongoing activities, of large, interconnected bank holding companies or 
nonbank financial companies.”  Thus, in looking at the activities of a nonbank financial 
company, the Council must determine whether they are sufficiently interconnected with 
other financial firms that a major distress associated with these activities would threaten 
U.S. financial stability.  Firms that maintain a higher degree of interconnectedness pose 
greater risk.    
  
NAMIC further believes that the application of the statutory “considerations” listed above 
necessitates the Council take a holistic rather than a formulaic approach to pursuing 
designations.  A holistic or “deeper dive” would include reviewing an institution’s culture, 
risk management practices and financial strength.  A holistic approach also recognizes 
that while systemic risk determinations are made on an individual basis, there are 
characteristics of groups of nonbank financial companies that the Council should take 
into account in making decisions about whether a particular nonbank financial company 
should be designated under Section 113.  Specifically, NAMIC contends that the 
property/casualty insurance industry is highly competitive, well capitalized, and poses 
no systemic risk. The nature of property/casualty insurance products, the industry’s low 
leverage ratios, its relatively liquid assets, and the lack of concentrations in the 
marketplace make the industry truly unique within the financial services sector. Because 
of these characteristics, the risk that property/casualty insurance companies pose to the 
overall financial system is negligible. Nor are property/casualty insurers as susceptible 
to the adverse systemic consequences of activities engaged in by banks and other 
financial institutions that are the principal generators of systemic risk.  
 
History reflects this solid track record on solvency4  and a recent study of the Geneva 
Association-- a leading Risk & Insurance Economics think tank—found that insurers 
possess specific features making them a source of stability in the financial system.5  
The Geneva Association also found that those few insurers who experienced serious 
difficulties were affected, not by their insurance business, but by their quasi-banking 
activities.6  In addition, state rehabilitation and liquidation regimes are also supported in 
all states by longstanding state guaranty and assessment mechanisms, which have 
historically provided sufficient capacity to handle the insolvency of even the largest 
property/casualty insurer, adding yet another element of protection to policyholders and 
the public.   
 
                                                           
4 See e.g., Weiss, Mary, 2010. Systemic Risk and the U.S. Insurance Sector,  
5 Geneva Association Information Newsletter, February 26, 2010, Press Release – No Systemic Risk 
from Insurance Core Activities – Findings of the Geneva Association Special Report on Systemic Risk in 
Insurance, p.1. 
6 Id. 
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Another important distinguishing characteristic of the nonbank financial companies that 
make up the overwhelming majority of NAMIC’s membership is mutual status. A mutual 
company is operated for the benefit of its policyholders. A mutual issues no stock. 
Therefore, incentives and decisions are not driven by earnings pressure from 
shareholders, nor are its executives compensated based on the value of the company’s 
stock. Rather, a long–term, conservative approach designed to build and maintain 
policyholder surplus to ensure adequate capital to pay claims is inherent in the mutual 
structure. In other words, mutuality impacts a nonbank financial company’s whole 
approach to risk. This includes whether the mutual incentivizes excessive risk taking 
and its approach to risk management. A review of the recent financial crisis is telling in 
this regard. Only a small handful of companies with significant insurance operations 
experienced what the statute refers to as material financial distress. In addition, none of 
those companies that encountered difficulties did so because of their core insurance 
operations. Further, none of the small handful of nonbank financial companies that 
encountered distress was a mutual.   
 
Request for Comment 
 
On October 6 the Council requested public comment on the criteria and framework for 
evaluation of nonbank financial companies.  The Council seeks specific comment on the 
following questions. 
 
1. What metrics should the Council use to measure the factors it is required to consider 
when making determinations under Section 113 of DFA? 
 

a. How should quantitative and qualitative considerations be incorporated into the 
determination process? 
b. Are there some factors that should be weighted more heavily by the Council 
 than other factors in the designation process? 
 

There are six primary factors that affect the probability that a financial institution will 
create or facilitate systemic risk: leverage, liquidity, correlation, concentration, 
sensitivities, and connectedness.  With respect to leverage, it is important to note that 
very few property/casualty insurers use commercial paper, short-term debt or other 
leverage instruments in their capital structures.  As a result, they are much less 
vulnerable than highly leveraged institutions when financial markets collapse.  At the 
time that the financial crisis began to unfold, many large commercial and investment 
banks were operating at very high leverage ratios, often borrowing $15 to $25 for every 
$1 in capital they held.  By contrast, property/casualty insurers neither borrow to make 
investments, nor borrow to pay claims. As the Council evaluates criteria, NAMIC urges 
members to recognize the strong capitalization of the property/casualty industry.  
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As property/casualty insurers are less leveraged than other financial services, they are 
likewise more liquid. For both business and regulatory reasons property/casualty 
insurers carry a liquid investment portfolio.  Unlike most other types of financial 
institutions, the nature of the products that property/casualty insurers provide also 
makes them inherently less vulnerable to disintermediation risk. While banks are 
exposed to the risk that customer withdrawals can exceed available liquidity, the risk of 
a liquidity shortfall is minimal for property/casualty insurance companies. 
Property/casualty companies are financed by premiums paid in advance, and 
payments are subject to the occurrence of insured events. Insurance policies are also 
in force for a contracted period of time, the terms of which are agreed to by both 
parties. If a property/casualty insurance customer cancels a policy before the end of 
the contract, the premium is refunded on a pro-rata basis and coverage is canceled. 
Whereas bank liabilities are short-term and assets are long-term, the converse is true 
of property/casualty insurance, which has liquid assets but longer-term liabilities.  
Insurance companies build up reserves and investments are calibrated to match the 
statistically anticipated claims payments in order to eliminate liquidity risk and the 
possibility of a “run on the bank” scenario.  As the Council evaluates and weighs criteria, 
NAMIC urges members to acknowledge the liquidity and low disintermediation risk. 

 
In assessing the risk posed by any particular institution, the Council is directed to 
consider the connection and mix of activities of the company.  Correlation and 
connection of risk are at the heart of property/casualty insurance.  It is also important to 
note the difference between asset-backed securities and other derivative products, and 
property/casualty insurance. In the former, the underlying risk is a financial or market 
factor (such as credit, price, interest rate, or exchange rate), whereas in 
property/casualty insurance, the underlying risk is a real event, such as an automobile 
accident, fire, or theft. While the financial risks are likely to be correlated, in that they will 
be affected by similar cyclical economic or financial factors, the latter are largely 
individual, non-cyclical, idiosyncratic risks. Banking risks are often highly correlated, 
particularly in economic downturns. Traditional property/casualty insurance, in contrast, 
pools uncorrelated, idiosyncratic risks, and is not subject to systemic crises in the same 
way as banks. Insurers use underwriting tools specifically designed to identify and 
control various types of correlation, including market concentration, in order to control 
catastrophe and underwriting exposures. Although these tools allow insurers to 
accurately price and underwrite risk, the side benefit of rigorous underwriting is a 
reduction in systemic risk exposure. The importance of the distinction of the varying risk 
portfolios and the diversification evidenced by the property/casualty business must be a 
cornerstone in the Council’s evaluation of the risk posed by these entities.   
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Concentration, sensitivities, and connectedness also play vital roles in determining the 
risk imposed by a particular institution.  Property/casualty insurers manage 
concentrations of investments and have regulatory limitations on both the type and 
concentrations of the assets in which they invest. These limitations have the effect of 
reducing the property/casualty insurance industry’s connectedness. As previously 
noted, the industry itself is diverse and competitive with no particular company or group 
of companies dominating a market or geographic segment.   
 
The lack of concentration coupled with underwriting and investment standards make 
property/casualty insurers less sensitive to the actions and conditions of other sectors of 
the financial services industry or other economic shocks.  While property/casualty 
insurers, like virtually all investors, have suffered investment losses, no financial 
contagion has spread throughout the industry or to other financial markets. Even where 
a property/casualty insurer is held by a holding company that also holds other types of 
financial services companies, regulatory restrictions designed to protect policyholders 
operate to “ring-fence” the property/casualty insurer’s capital and protect it from 
incursions caused by any problems of the other subsidiaries. Unlike lightly regulated 
financial institutions such as investment banks and hedge funds, most of the obligations 
of property/casualty insurers are also protected by the insurance guaranty fund system. 
This nationwide system, which is financed by the property/casualty insurers of each 
state, reduces the systemic impact of any failing property/casualty insurer by providing 
claimants assurance that the insurer’s obligations will be satisfied on a timely basis. 
These factors negate, if not eliminate, the likelihood that a property/casualty company 
could pose a systemic risk to the nation’s economy and NAMIC urges the Council to 
make this distinction as it develops a  rubric for designating companies for federal 
supervision and enhanced prudential standards. 

 
NAMIC believes these criteria are central to any methodology and evaluation standards.  
Oversight and regulation of systemic risk should focus on the impact of products or 
transactions used by financial intermediaries viewed in light of the company’s leverage, 
liquidity, correlation, concentration, sensitivities, and connectedness. 

 
2. What types of nonbank financial companies should the Council review for designation 
under DFA? Should the analytical framework, considerations, and measures used by 
the Council vary across industries? Across time? If so, how? 
 
As discussed above in our introductory comments, although systemic risk 
determinations are made on an individual basis, there are characteristics of groups of 
nonbank financial companies that the Council should take into account in making 
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decisions about whether a particular nonbank financial company should be designated 
under Section 113.  The property/casualty insurance industry is highly competitive, well 
capitalized, and poses no systemic risk. Moreover, mutual insurers, which operate for 
the benefit of their policyholders, often have a lower risk profile than other financial 
institutions. This is true because mutual insurers typically take a long-term, conservative 
approach designed to build and maintain policyholder surplus to ensure adequate 
capital to pay claims.  
 
NAMIC urges the Council to focus on the products, activities, and market-oriented 
events and developments that do pose systemic risk. This is in contrast to an approach 
that would regulate “systemically significant institutions” based on size or perceived 
importance.  Property/casualty insurance products are fundamentally different than 
other non-bank financial industries.  A one-size fits all approach that fails to recognize 
these fundamental distinctions would fail the mission given to the Council to differentiate 
between and among the various entities.  In weighing and prioritizing the measures of 
systemic importance, NAMIC urges the Council to focus on those factors that identify 
products and markets that have the potential to cause large-scale economic crises. 
 
NAMIC further suggests that the Council examine the work of the Geneva Association. 
The Association issued a study in February 2010, which found core insurance activity 
poses no systemic risk.7. The study found there are significant differences in systemic 
risks arising from insurers and banks: 
 

Insurers have specific features that make [them] a source of stability in the 
financial system: Insurance is funded by up-front premiums giving insurers 
strong operating cash-flow without requiring wholesale funding...  During the 
crisis, insurers maintained relatively steady capacity, business volumes and 
prices.8 

 
The Geneva Association also found:  
 

Those few insurers who experienced serious difficulties, most notably AIG, 
were affected, not by their insurance business, but by their quasi-banking 
activities.  Similarly, the troubled “Monoliners” (FSA, AMBAC, MBIA et al.) 
concentrated exclusively on financial guarantees and Credit Default Swaps 
and trading.  More than 90 per cent of State [i.e. all forms of government] 

                                                           
7 Geneva Association Information Newsletter, February 26, 2010, Press Release – No Systemic Risk 
from Insurance Core Activities – Findings of the Geneva Association Special Report on Systemic Risk in 
Insurance,  
8  Id at p. 1. 
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support to insurers went to those with significant, failing non-insurance 
businesses (emphasis added).9 

 
Finally, the Geneva Association found that: 
 

[O]nly two non-core activities of insurers could have the potential for systemic 
relevance, assuming that they are conducted on a huge scale and using poor 
risk control frameworks: 

 
Derivatives trading on non-insurance balance sheets; [and] 
Mismanagement of short-term funding from commercial paper or 
securities lending.10 

 
 
3. Since foreign nonbank companies can be designated, what role should international 
considerations play in designating companies? Are there unique considerations for 
foreign nonbank companies that should be taken into account? 
 
The U.S. mutual property/casualty industry is comprised of domestic companies; 
however, foreign insurance companies participate in the U.S. insurance market.  Each 
foreign insurer and reinsurer is subject to regulation in their home country.  Foreign 
insurers writing insurance in the U.S. must be licensed in the states and meet state 
requirements, including solvency oversight.   If a U.S. insurer purchases insurance from 
a foreign reinsurer, generally the reinsurer must satisfy specific solvency requirements - 
such as establishment of a U.S. trust fund or providing an irrevocable, unconditional 
letter of credit - in order for the U.S. insurer to receive credit for the reinsurance.   In 
evaluating foreign nonbank companies, the Council should consider the quality and 
rigor of the foreign regulatory system and avoid overlapping or conflicting regulation.   
 
4. Are there simple metrics that the Council should use to determine whether nonbank 
financial companies should even be considered for designation? 
 
Are there threshold leverage ratios or specific products that could be identified as 
triggers for evaluation?  
 
The Insurance Regulatory Information System (“IRIS”) utilized by state regulators 
consists of a series of 12 financial ratios for which ranges of normal results have been 
calculated. The ratios focus on critical financial and business conditions, including 
capital adequacy, changes in business patterns, underwriting results, reserve 
inadequacy and asset liquidity.  The NAIC’s Financial Solvency Tools (“FAST”) system 

                                                           
9  Id. at 3. 
10 Id. at 3. 
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includes other ratios focusing on profitability, asset quality, investment yield, affiliate 
investments, reserves, reinsurance, liquidity, cash flows and leverage.  These ratios 
have been developed with careful consideration to the business of insurance and are 
based on well understood definitions and reflect the more conservative approach to 
accounting utilized by insurers pursuant to statutory accounting principles (“SAP”).   
 
 Since the early 1900s, state regulators through the NAIC have used SAP accounting.  
SAP generally differs from General Accepted Accounting Practices (“GAAP”) in that it 
recognizes liabilities earlier and/or at a higher value and recognizes assets later and/or 
at a lower value.  The Council must recognize these differences when evaluating 
insurers.  The fundamental differences between insurance and other financial products 
and services and the focus of the SAP accounting system, point to the need for industry 
specific criteria.  NAMIC urges the Council to utilize the existing evaluative criteria and 
work closely with state regulators during the evaluation process. 
 
5. How should the Council measure and assess the scope, size, and scale of nonbank 
financial companies? 
 

a. Should a risk-adjusted measure of a company’s assets be used? If so, what 
methodology or methodologies should be used? 

 
b. Section 113 of DFA requires the Council to consider the extent and nature of 
the off-balance-sheet exposures of a company. Given this requirement, what 
should be considered an off-balance-sheet exposure and how should they be 
assessed? How should off-balance-sheet exposures be measured (e.g., notional 
values, mark-to-market values, future potential exposures)? What measures of 
comparison are appropriate? 

 
c. How should the Council take managed assets into consideration in making 
designations? How should the term “managed assets” be defined? Should the 
type of asset management activity (e.g., hedge fund, private equity fund, mutual 
fund) being conducted influence the assessment under this criterion? How 
should terms, conditions, triggers, and other contractual arrangements that 
require the nonbank financial firm either to fund or to satisfy an obligation in 
connection with managed assets be considered? 

 
d. During the financial crisis, some firms provided financial support to investment 
vehicles sponsored or managed by their firm despite having no legal obligation to 
do so. How should the Council take account of such implicit support? 
 

As explained above, a good approach to DFA Section 113 inquiries would be for the 
Council to conduct a threshold inquiry regarding the degree of interconnectedness of 
the nonbank financial institution and the likelihood that the company will experience 
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material financial distress.  The current system of regulation of insurers and their 
business models suggest that property/casualty insurers do not have a high probability 
of material financial distress. If the threshold inquiry suggests the “nature, scope, size, 
scale, concentration, interconnectedness or mix of activities” at the firm would “pose a 
threat to the financial stability of the United States,” then the Council must inquire about 
whether a nonbank financial company has a high probability of material distress. In 
other words, in looking at the activities of the nonbank financial company, the Council 
should evaluate whether they are sufficiently interconnected with other financial firms 
that a major distress associated with these activities would threaten U.S. financial 
stability.  Size and a number of other considerations cited in Section 113 are only 
relevant to the designation inquiry to the extent they involve activities that are 
sufficiently interconnected and pose a sufficient risk to other financial players that they 
could threaten the U.S. financial system.  The evidence will demonstrate to the Council 
that, as a general proposition, no individual property and casualty insurer is involved in 
a sufficiently sizeable amount of interconnected, high risk activities to pose such a 
threat. 
 
Firms that lack liquid assets to meet liabilities pose potential risk of financial distress.  
Insurers maintain highly liquid investment portfolios and insurer insolvencies are rare.  
In assessing the risk posed by insurers, the Council must also recognize the role of the 
guaranty system in protecting policyholders and claimants.  The presence of the 
guaranty system, combined with stringent solvency standards, conservative accounting 
treatment and strict investment regulation, serve to effectively eliminate the systemic 
risk of an insurer.   
 
The Council should rely on existing state insurance regulatory measures of risk and 
financial condition when assessing insurers.  See responses to Questions 4, 8, 14, and 
15. 

 
 

6. How should the Council measure and assess the nature, concentration, and mix of 
activities of a nonbank financial firm? 
 

a. Section 113 of DFA requires the Council to consider the importance of the 
company as a source of credit for households, businesses, and State and local 
governments, and as a source of liquidity for the United States financial system. 
Given this requirement, are there measures of market concentration that can be 
used to inform the application of this criterion? How should these markets be 
defined? What other measures might be used to assess a nonbank financial 
firm’s importance under this criterion? 
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b. Section 113 of DFA requires the Council to consider the importance of the 
company as a source of credit for low-income, minority, and underserved 
communities. Given this requirement, are there measures of market 
concentration that can be used to inform the application of this criterion? How 
should these markets be defined? What other measures might be used to assess 
a nonbank financial firm’s importance under this criterion? 

 
There are more than 5,000 insurers operating in the United States, the majority of which 
are relatively small.  No single insurer or group of insurers dominates either the 
personal or commercial marketplace. Property/casualty insurers actively compete for 
business in all markets.  A number of studies over the years, including those done by 
the U.S. Department of Justice, state insurance departments and respected economists 
and academics, have consistently concluded that the property/casualty insurance 
industry is very competitive under classic economic tests.  The competitiveness and 
diversity in the insurance market is evidenced by NAMIC’s membership in terms of size, 
geographic dispersion, lines of business and corporate structure. 
 
The nation’s property/casualty companies serve the insurance needs of households and 
businesses.   Some insurers meet additional consumer needs by offering other financial 
products and services, such as credit services.  Although property/casualty companies 
offer non-traditional insurance products, for the great majority of companies, these 
services constitute only a very small portion of the total business volume of these 
companies.  In addition, these products and services represent only a small fraction of 
the total market for such services. 
 
When assessing the importance of a particular company as a source of credit, NAMIC 
urges the Council to evaluate the lending capacity of the company in relation to the total 
national credit capacity.  By all objective criteria, property/casualty insurers constitute 
only a small fraction of the total credit available for households and businesses.   
 
 
7. How should the Council measure and assess the interconnectedness of a nonbank 
financial firm? 
 

a. What measures of exposure should be considered (e.g., counterparty credit 
exposures, operational linkages, potential future exposures under derivative 
contracts, concentration in revenues, direct and contingent liquidity or credit 
lines, crossholding of debt and equity)? What role should models of 
interconnectedness (e.g., correlation of returns or equity values across firms, 
stress tests) play in the Council’s determinations? 
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b. Should the Council give special consideration to the relationships (including 
exposures and dependencies) between a nonbank financial company and other 
important financial firms or markets? If so, what metrics and thresholds should be 
used to identify what financial firms or markets should be considered significant 
for these purposes? What metrics and thresholds should be used in assessing 
the importance of a nonbank financial company’s relationships with these other 
firms and markets? 

 
The Council is directed to consider the connection and mix of activities of the company 
which are integral to assessing the interconnectedness of a nonbank financial firm.    
Interconnectedness represents the interaction and interdependency between financial 
institutions and/or specific market segments.  This interconnection can only be 
assessed by looking to the specific activities of an individual institution.  The activities of 
the institution determine the degree to which a contagion or financial distress in one 
company can be transferred to another company or market segment.  Only if the 
specific activities of a particular company are capable of transferring or spreading such 
risk can the institution pose a systemic risk to the nation’s financial system.  As the 
Council assesses the interconnectedness of nonbank financial institutions, NAMIC 
urges members to focus on types of activities that could pose risk, rather than the type 
of size of the company.   
 
When evaluating the risk posed by certain activities, the Council should carefully weigh 
the presence of offsetting risk mitigation activities.   Property/casualty insurers collect 
premiums in advance and claims payments are triggered only by the occurrence of 
specified events and the risk is limited to the insurable interest, making the industry 
inherently less vulnerable to disintermediation risk.  Reinsurance also serves as an 
important mechanism to transfer and disaggregate risk within the property/casualty 
industry.  Reinsurance spreads risks from the ceding insurance company and specific 
risk can be spread among several reinsurers and/or through multiple layers of 
reinsurance.  Although, insurers utilize reinsurance to mitigate risk, insurers retain a 
portion of the risk, reducing moral hazard and encourage primary insurers to effectively 
underwrite risks and mitigate loss.  In addition to the reinsurance mechanism, very large 
risks are often syndicated among direct insurers to spread the risk and avoid 
concentration within one company or groups of companies.   

The property/casualty industry has a strong track record of handling shocks to the 
system.  Insurers, like all Americans, are affected by economic downturns; however, in 
contrast to many other financial institutions, the structure of insurance companies and 
their investment patterns have enabled them to weather the economic storm.  
Throughout the current crisis property/casualty insurers have continued to write policies, 



Comments of the National Association of Mutual Insurance Companies Page 14 
Advance Notice of Proposed Rulemaking Regarding Authority to Require  
Supervision and Regulation of Certain Nonbank Financial Companies 
November 5, 2010 
 

 

pay claims and develop new products and services to meet the needs of their 
policyholders.  The industry, likewise, has successfully withstood single catastrophic 
events and/or clusters of catastrophic events.  For example, Hurricane Katrina resulted 
in $73 billion of insured losses, the worst natural catastrophe to hit the insurance 
industry.  Despite the size of the event and the concentration of loss in a specific 
geographic area, the industry was able to absorb the loss without any adverse impacts 
to the broader financial system.  In contrast, the failure of Lehman Brothers was only 
twice the size of the Katrina loss, yet it had a profound contagious affect throughout the 
financial system. 
   
The Council specifically seeks comment on counterparty credit exposures, operational 
linkages, potential future exposures under derivative contracts, concentration in 
revenues, direct and contingent liquidity or credit lines, crossholding of debt and equity.  
Insurers purchase interest rate, foreign exchange or equity derivatives for the purpose 
of hedging and mitigating risk.  These swaps are traded on the more transparent 
exchanges and like other financial transactions are transparent to insurance regulators.   
 
8. How should the Council measure and assess the leverage of a nonbank financial 
firm? How should measures of leverage address liabilities, off-balance sheet exposures, 
and nonfinancial business lines? Should standards for leverage differ by types of 
financial activities or by industry? Should acceptable leverage standards recognize 
differences in regulation? Are there existing standards (e.g., the Basel III leverage ratio) 
for measuring leverage that could be used in assessing the leverage of nonbank 
financial companies? 
 
State insurance regulators utilize a variety of tools to analyze the financial strength and 
stability of companies.  The Insurance Regulatory Information System (“IRIS”) has often 
been called the insurance early warning system for property/casualty insurers.  IRIS 
consists of a series of 12 financial ratios for which ranges of normal results have been 
calculated. 11 The ratios focus on critical financial and business conditions, including 
capital adequacy, changes in business patterns, underwriting results, reserve 
inadequacy and asset liquidity. State financial examiners and analysts carefully review 
and analyze the ratios and prepare confidential reports analyzing each company‘s 
results and ranking them in terms of danger of insolvency.  
 
Specifically, the ratios analyze the overall position of the insurer, profitability, liquidity 
and adequacy of reserves.  Overall ratios include Gross Premiums Written to 
                                                           
11 Insurance Regulatory Information System (IRIS) Ratios Manual Insurance Regulatory Information 
System (IRIS) Ratios Manual, 2010 Edition, National Association of Insurance Commissioners 
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Policyholders’ Surplus; Net Premiums Written to Policyholders’ Surplus; Change in Net 
Premiums Written; and Surplus Aid to Policyholders’ Surplus.  Profitability is measured 
by Two-Year Overall Operating Ratio; Investment Yield; Gross Change in Policyholders’ 
Surplus; and Change in Adjusted Policyholders’ Surplus.  Adjusted Liabilities to Liquid 
Assets and Gross Agents’ Balances (in collection) to Policyholders’ Surplus ratios 
measure liquidity.  Finally, reserves are analyzed by observing One-Year Reserve 
Development to Policyholders’ Surplus; Two-Year Reserve Development to 
Policyholders’ Surplus; and  Estimated Current Reserve Deficiency to Policyholders’ 
Surplus.  These ratios and trends are valuable in identifying insurers likely to experience 
financial issues; however, they are not, in themselves, indicative of adverse financial 
conditions. 
 
The NAIC’s Financial Solvency Tools system includes other ratios focusing on 
profitability, asset quality, investment yield, affiliate investments, reserves, 
reinsurance, liquidity, cash flows and leverage.  The confidential information is 
available to regulators to assess the health of companies and prioritize regulatory 
attentions. 
  
In addition to monitoring the financial condition of insurers, each state prescribes a 
minimum level of capital and surplus for insurers writing particular types of business in 
the state. Since the early 1990 regulators have imposed capital requirements designed 
to correspond to the risk posed by various activities of the company. Separate risk-
based capital (“RBC”) formulas are utilized for life, property-casualty and health 
insurers. Each formula applies separate RBC charges for an insurer‘s asset risk in 
affiliates, asset risk in other investments, credit risk, underwriting risk, and business risk. 
Higher risk-based capital requirements are imposed as an insurer’s risk increases.   

 NAMIC urges the Council to work with state regulators and utilize existing resources for 
evaluating insurers and believes the IRIS ratios, FAST system and RBC requirements 
provide an excellent overview of insurer financial condition.  However, the Council must 
recognize that abnormal results for one or two ratios is not necessarily indicative of 
financial distress, but that the results must be examined in the totality of business 
operations and observed over time. 

 
9. How should the Council measure and assess the amount and types of liabilities, 
including the degree of reliance on short-term funding of a nonbank financial firm? 
 

a. What factors should the Council consider in developing thresholds for 
identifying excessive reliance on short-term funding? 
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b. How should funding concentrations be measured? 

 
c. Do some nonbank financial companies have funding sources that are 
contractually short-term but stable in practice (similar to “stable deposits” at 
banks)? 
 
d. Should the assessment link the maturity structure of the liabilities to the 
maturity structure and quality of the assets of nonbank financial companies? 

 
Management of risk is at the heart of the business of insurance.  Insurers utilize a 
variety of underwriting tools to evaluate risk and match pricing and the structure of their 
investment portfolios.  Insurers maintain very liquid portfolios of high quality, low risk 
investments and unlike some other financial institutions; insurers retain “skin in the 
game” for the risks they underwrite.  In addition, insurers generally do not borrow money 
to underwrite risks or pay claims, as such there is no liquidity crisis in the insurance 
industry and the industry does not overly rely on short-term financing.   
 
When assessing insurers, the Council must recognize the strength of an insurer’s 
financial position.  Each state has a fairly detailed investment law that specifies which 
types of assets domestic insurers may hold.  State regulations place limits on the 
amounts of each type of asset that an insurer may hold, as well as concentration in any 
single investment.  State regulations also require insurers to properly value their assets.  
Accreditation standards require that securities be valued according to the rules of the 
NAIC‘s Securities Valuation Office, and that other invested assets be valued according 
to the rules of the NAIC‘s Financial Condition (E) Committee.  
 
In addition, statutory accounting principles include the concept of admitted assets.  
Admitted assets are intended to be readily convertible into cash in order to pay claims.  
To the extent that a company’s investments exceed specified limits, the assets are 
considered “nonadmitted” and the company is prohibited from taking credit for them on 
the Annual Statement‘s balance sheet.  
 
NAMIC urges the Council to recognize the conservative accounting and investment 
standards to which insurers adhere and to utilize existing evaluation standards in 
assessing insurers. 
 
10. How should the Council take into account the fact that a nonbank financial firm (or 
one or more of its subsidiaries or affiliates) is already subject to financial regulation in 
the Council’s decision to designate a firm? Are there particular aspects of prudential 
regulation that should be considered as particularly important (e.g., capital regulation, 
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liquidity requirements, consolidated supervision)? Should the Council take into account 
whether the existing regulation of the company comports with relevant national or 
international standards? 
 
Property/casualty insurers are subject to a high degree of supervision and regulation by 
state insurance regulators.  Financial/solvency regulation is the heart of oversight and 
supervision of the property/casualty industry.  Insurance companies are subject to 
comprehensive financial reporting standards; rigorous financial analysis; thorough 
financial examination; and prompt corrective action.  Each state‘s statutes give the 
regulator the responsibility and authority to regulate the financial condition of the 
insurers licensed to do business in that state.   
 
The business of insurance is comprehensively regulated with all aspects of insurance 
operations scrutinized by industry specific regulators.  Although a separate 
banking/financial services system has in recent years developed and grown largely 
outside the direct supervision and oversight of primary regulators, insurance services 
products and services remain closely regulated.  Insurance supervision adheres to the 
highest standards of oversight and as a result the industry remains strong and vibrant.  
The property/casualty industry, despite the economic downturn, continues to process 
and pay claims, renew policies, write new policies and develop new products and 
services.   
 
The Council must avoid measures that would weaken or impair those regulatory 
systems that have functioned well throughout the crisis, including the state-based 
system of property/casualty insurance regulation. Imposition of another set of solvency 
requirements, which are potentially inconsistent with existing requirements, on a subset 
of property and casualty insurers would be counterproductive. Such a move would 
create major competitive distortions in the property and casualty market.  
 
11. Should the degree of public disclosures and transparency be a factor in the 
assessment? Should asset valuation methodologies (e.g., level 2 and level 3 assets) 
and risk management practices be factored into the assessment? 
 
Regulatory transparency is a hallmark of insurance regulation.  The majority of 
property/casualty insurers are required to file standard Annual and Quarterly 
Statements with the states in which each insurer is licensed. The Annual Statement is 
also filed with the National Association of Insurance Commissioners, and is used to 
populate the NAIC‘s financial database, which is available for use by all states. The 
Annual Statement is more comprehensive than standard Generally Accepted 
Accounting Principles financial statements utilized by other non-insurance financial 
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institutions. The Annual Statement, for example, shows not only a balance sheet, 
income statement and cash flow statement, but includes extensive schedules that show 
the history of how company loss reserve estimates have developed over time and data 
on each security that the company owns.  As noted above, insurer asset valuations are 
subject to stringent regulatory oversight and company risk management practices are 
scrutinized as a component of financial and operational examinations.  The existing 
level of insurer oversight and transparency provide a comprehensive unbiased review of 
insurers and should factor positively into the Council’s evaluation. 
 
 
12. During the financial crisis, the U.S. Government instituted a variety of programs that 
served to strengthen the resiliency of the financial system. Nonbank financial 
companies participated in several of these programs. How should the Council consider 
the Government’s extension of financial assistance to nonbank financial companies in 
designating companies? 
 
The Emergency Economic Stabilization Act of 200812 created the Troubled Asset Relief 
Program (“TARP”).  The TARP program consists of the Treasury Department's Capital 
Purchase Program and the Federal Deposit Insurance Corporation's Temporary 
Liquidity Guarantee Program.  Six insurers, excluding AIG, applied for and were 
authorized to receive funds under the TARP program. However, four of the approved 
companies subsequently declined to receive the funds.  Two of these insurers ultimately 
received funds totaling $4.35 billion.  
 
AIG received a total of $182 billion of federal assistance. The covered losses; however, 
were related to the non-insurance activities of the consolidated group.  Of this amount, 
$93.3 billion went to AIG’s credit default swap and securities lending counterparties.  
Other major recipients of federal financial assistance include $85 billion to General 
Motors, and the two largest bank recipients, Citigroup and Bank of America, received 
$50 billion and $35 billion, respectively.  Apart from AIG, the insurance sector has 
represented a negligible amount of TARP funding and other federal assistance. 
 
NAMIC believes that entities receiving federal assistance must be held to a higher 
standard of supervision and oversight.  The receipt of federal assistance should serve 
as a threshold question for the Council in evaluating nonbank financial institutions.   
 
 

                                                           
12 Emergency Economic Stabilization Act of 2008 (Pub.L. 110-343, 122 Stat. 3765), October 3, 2008. 
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13. Please provide examples of best practices used by your organization or in your 
industry in evaluating and considering various types of risks that could be systemic in 
nature. 
 

a. How do you approach analyzing and quantifying interdependencies with other 
organizations? 

 
b. When and if important counterparties or linkages are identified, how do you 
evaluate and quantify the risks that a firm is exposed to? 

 
c. What other types of information would be effective in helping to identify and 
avoid excessive risk concentrations that could ultimately lead to systemic 
instability? 

 
The business of insurance involves managing risks.  Insurers manage insurance risk 
(the risk of policyholder claims and expenses in excess of expectation); catastrophe risk 
(a subset of insurance risk involving the risk of potential large catastrophic losses); 
financial risk (adverse movement in financial markets); and operational risk (risk 
associated with day-to-day business operations).  Insurers utilize modeling and other 
predictive methodologies to effectively underwrite and price coverages and diversify 
their portfolios.  Insurers diversify risk by spreading risk among a large number of 
uncorrelated, idiosyncratic risks, utilizing the Law of Large Numbers to mitigate the 
potential negative impact of any single loss,.  Except for specific monoline companies, 
insurers generally diversify risk across lines of business since the lines of business will 
be exposed to different risks.  Most large insurers also write in multiple geographical 
jurisdictions, further diversifying their risks.  Insurers further diversity their risk through 
the use of reinsurance and other risk transfer mechanisms.  The Risk Based Capital 
requirements also are designed to match the risk posed by various activities of the 
company to the amount of capital and surplus required to be held by the company.   
 
 
14. Should the Council define “material financial distress” or “financial stability”? If so,  
What factors should the Council consider in developing those definitions? 
 
 
What types of risk does the nonbank financial company face and how likely is it to, in 
the words of Section 113, experience “material financial distress?” This is a threshold 
inquiry about the probability that a firm will face material financial distress. Every 
financial services firm, and for that matter every business, faces some risk of material 
financial distress. A key initial inquiry is the probability of that distress. It is critical that 
the Council consider the characteristics of the nonbank financial company including, its 
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culture, risk management and financial strength in evaluating the probability of its 
distress.  
 
The Council must also take care in defining “material financial distress.”  Such distress 
is not simply a matter of facing a cash flow or liquidity issue that might require the firm to 
sell assets. Rather, it should involve significant capital impairment that would bring with 
it the threat of insolvency or raise questions about whether the nonbank financial 
company could continue as a going concern. For an insurance company this would 
mean that its capital is impaired under a Risk Based Capital (RBC) measure.  The 
National Association of Insurance Commissioners (NAIC) describes the RBC evaluation 
of insurers as follows: 
 

The risk-based capital calculation uses a standardized formula to benchmark 
specified levels of regulatory actions for weakly capitalized insurers. A significant 
portion of the risk-based formula is derived from the annual statement of the 
insurer. The RBC amount explicitly considers the size and risk profile of the 
insurer.  The risk-based capital calculation provides for higher RBC charges for 
riskier assets or for riskier lines of business so that more capital is needed as a 
result. Although risk-based capital results indicate when an insurer’s capital 
position is weak or deteriorating, a ladder of intervention levels exists within the 
RBC system. Thus, regulators have the authority to require insurers to take some 
action or the regulator may have the authority to take action with respect to an 
insurer when the capital level falls within certain threshold amounts that are 
above the minimum capital requirement. The degree of action depends upon the 
relative capital weakness as determined by the RBC result and the existence of 
any mitigating or compounding issues.13 

 
15. What other risk-related considerations should the Council take into account when 
establishing a framework for designating nonbank financial companies?  
 
As mentioned in the introductory framework and set forth elsewhere in these comments 
regarding the Section 113 inquiry on the probability that a nonbank financial company 
will experience material distress, it is critical that any evaluation of a firm take a holistic 
view of the enterprise and consider how it is managing risks.  That analysis should 
consider the characteristics of the firm, its culture, risk tolerance and its risk 
management to help determine the probability of its material distress.  This entails 
looking at whether the company’s culture creates incentives for excessive risk taking, 
whether it has a strong system of risk management, and its financial strength.  The 
Council must thoroughly review all these considerations. 

                                                           
13 Source: The United States Insurance Financial solvency Framework, © 2010 National Association of 
Insurance Commissioners, p. 17-18 
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Indeed, the need for employing a holistic analysis is strongly supported by the fact that 
this type of analysis was utilized by Senior Supervisors Group (“SSG”) —a forum of 
senior supervisors of major financial services firms from the U.S. and six other 
countries- to understand the systemic threats we faced during the recent financial crisis. 
In October 2009, SSG released an update to earlier reports on the financial crisis 
entitled:  Risk Management Lessons from the Global Banking Crisis of 2008. In this 
report the SSG contrasted the practices and activities of firms that experienced the 
greatest material distress during the financial crisis with the approach of firms that 
weathered the crisis well: 
 

The four firm-wide risk management practices that we had identified in our 
first [March 2008] report as differentiating better performance from worse 
were: 

�• effective firm-wide risk identification and analysis, 
�• consistent application of independent and rigorous valuation 

practices across the firm, 
�• effective management of funding liquidity, capital, and the 

balance sheet, and 
�• informative and responsive risk measurement and management 

reporting.14 
 
The SSG noted “that many firms… fell short “in these areas” and that “events [in] 2008 
exposed further weaknesses at the largest financial institutions in corporate governance 
and control procedures, as well as in liquidity and capital management processes. In 
particular, the failure of liquidity risk management practices has been at the heart of the 
evolving crisis in this period.” 15 
 
The SSG went on to find that: 
 

The events of 2007-09 demonstrated on a large scale the vulnerabilities of 
firms whose business models depended heavily on uninterrupted access 
to secured financing markets.  Many firms relied on excessive short-term 
wholesale financing of long-term illiquid assets, in many cases on a 
crossborder basis—a practice that made it difficult for the firms to 
withstand market stresses absent deposits and sovereign and central 
bank support….  

 

                                                           
14 Senior Supervisors Group, 2009, Risk Management Lessons from the Global Banking Crisis of 2008, 
p.2. 
15 Id. at 2. 
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The SSG found further that: “Firms that were least affected by market developments 
had the a priori discipline to resist excessive short-term funding.” The SSG was 
particularly concerned about some firms’ use of excessive leverage and short term 
financing: 
 
Some firms’ business models also relied on excessive leverage, which, combined with 
doubts about the realizable value of the firm’s assets, heightened solvency and 
business-model concerns among the firms’ creditors and counterparties. Firms 
permitted excessive leverage and reliance on short-term financing to develop over time 
because of a combination of risk governance weaknesses and misaligned incentives …, 
incomplete risk capture in management reports, limitations or unintended consequences 
of regulatory requirements, and ineffective market discipline. 16 
 
 
Conclusion 
 
The property/casualty industry poses virtually no systemic risk to the U.S. economy.  
The industry is high competitive, well capitalized, and subject to stringent financial and 
operational regulation.  As the Council evaluates nonbank financial institutions, NAMIC 
urges members to recognize the level and quality of existing regulatory oversight and to 
utilize existing evaluation tools, including the IRIS ratios and risk-based capital 
standards.    
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16 Id. at 2. 


