MEMORANDUM

TO: File

FROM: Aaron Foxman

RE: Meeting with the representatives of Property Casualty Insurers
Association of America

DATE: November 17, 2010

On November 17, 2010, Brian Bussey, Amy Starr, Michael Reedich, Peter
Curley, Richard Grant, and Aaron Foxman of the Securities and Exchange Commission
met with Robert Gordon (Senior Vice President, Property Casualty Insurance Association
of America (“PCI”)), Leon Buck (Assistant Vice President, PCI), Tom Litjen (Vice
President, PCI), and Estuardo V. Rodriguez (Principal, The Raben Group) (collectively,
the “PCI representatives”).

The PCI representatives discussed various matters pertaining to Title VII of the
Dodd-Frank Wall Street Reform and Consumer Protection Act, including the definition
of “security-based swap” as it pertains to insurance products and the end-user exception
to clearing requirements.



PROPERTY CASUALTY INSURERS ASSOCIATION OF AMERICA — DODD-FRANK ISSUES

November 17, 2010; 1:30 a.m. — 2:30 p.m.
SEC Headquarters (100 F Street, N.E., Washington, DC)

AGENDA

PCIAA Topics for Discussion

1. To ensure that the definition of a swap in Section 721(a)(21) of the Dodd-Frank Act
(DFA) is not interpreted inappropriately to include property casualty insurance
contracts.

2. There are significant structural and regulatory differences between swaps and
insurance contracts. Insurers are regulated under the state based insurance regulatory
system. Under this regulatory structure the U.S. maintains a robust insurance market
with relatively few insurance company insolvencies. There is no logical reason for
property casualty insurance contracts to be regulated as swaps and no evidence of any
Congressional intent that state regulatory authority over insurance products be
supplanted by federal regulation of swaps.

3. PCI proposes that the CFTC clarify the definition of swaps to exclude agreements,
contracts, and transactions of insurers that are a part of the business of insurance
regulated by a state insurance regulator as of the enactment date of the DFA.

4. For new financial products that are regulated by state insurance regulators as part of
the business of insurance that were not regulated as insurance or swaps before the
DFA, a rebuttable presumption of an exclusion that could be overcome by a formal
CFTC

5. PCI further agrees with Senate Banking Committee Chairman Dodd and Senate
Agriculture Chairwoman Lincoln who, in their June 30, 2010 letter to Representatives
Frank and Peterson regarding Congressional intent of the Dodd-Frank Act, indicated
that regulators must carefully follow Congressional intent in implementing this bill
and that the specific standards developed must not be punitive to the end-users of
swaps, who use them to manage and mitigate their risks. Insurance investments and
risk management are already extensively regulated by state insurance regulators for
solvency under very conservative oversight.

6. PCI believes that insurance end-users should be explicitly excluded from the
definitions of Major Swap Participant and Swap Dealer.
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Shaping the Future of American Insurance

September 17, 2010

David A. Stawick, Secretary Elizabeth M. Murphy, Secretary
Commodity Futures Trading Commission Securities and Exchange Commission
Three Lafayette Centre 100 F. Street, NE

11521 21 Street, NW Washington, DC20549-1090
Washington, DC 20581 E-mail: rule-comments@sec.gov

E-mail: dfadefinitions@cftc.gov

Re: Key Definitions in Title VII of the Dodd-Frank Wall Street Reform and Consumer Protection Act.
SEC File Number S7-16-10

Dear Secretaries:

The Property Casualty Insurers Association of America (PCI) appreciates the opportunity to submit our
comments regarding the key definitions included in Title VII of the Dodd-Frank Wall Street Reform and
Consumer Protection Act.

We urge the CFTC to take care to ensure that the definition of a swap in Section 721(a)(21) of the Dodd-
Frank Act (DFA) is not interpreted inappropriately to include property casualty insurance contracts. There are
significant structural and regulatory differences between swaps and insurance contracts. Insurers are
regulated under the state based insurance regulatory system. Under this regulatory structure the U.S.
maintains a robust insurance market with relatively few insurance company insolvencies. There is no logical
reason for property casualty insurance contracts to be regulated as swaps and no evidence of any
Congressional intent that state regulatory authority over insurance products be supplanted by federal
regulation of swaps. We therefore propose that the CFTC clarify the definition of swaps to exclude
agreements, contracts, and transactions of insurers that are a part of the business of insurance regulated by a
state insurance regulator as of the enactment date of the DFA. For new financial products that are regulated
by state insurance regulators as part of the business of insurance that were not regulated as insurance or
swaps before the DFA, a rebuttable presumption of an exclusion that could be overcome by a formal CFTC
finding would provide further clarity regarding regulatory jurisdiction.

PCI further agrees with Senate Banking Committee Chairman Dodd and Senate Agriculture Chairwoman
Lincoln who, in their June 30, 2010 letter to Representatives Frank and Peterson regarding Congressional
intent of the Dodd-Frank Act, indicated that regulators must carefully follow Congressional intent in
implementing this bill and that the specific standards developed must not be punitive to the end-users of
swaps, who use them to manage and mitigate their risks. Insurance investments and risk management are
already extensively regulated by state insurance regulators for solvency under very conservative oversight.
Accordingly, we believe that insurance end—users should be explicitly excluded from the definitions of Major
Swap Participant and Swap Dealer.

PCl is composed of more than 1,000 member property/casualty insurance companies, representing the
broadest cross-section of insurers of any national trade association. PCl members write over $174 billion in
annual premium, 37.1 percent of the nation’s property/casualty insurance.

If you have any questions or if PCI may be of any future assistance, please contact me at 847-553-3664 or
james.olsen@pciaa.net

2600 South River Road, Des Plaines, IL 60018-3286 Telephone 847-297-7800 Facsimile 847-297-5064 www.pciaa.net



Sincerely,

James M. Olsen
Senior Director Accounting and Investment Policy
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Section 1. Authority

This regulation is adopted and promulgated by the Commissioner of Insurance pursuatit
to [insert citation to state law equivalent to Section 8 of the Investments of Insurers
Model Act].

Section 2. Purpose

The purpose of this regulation is to set standards for the prudent use of derivative
instruments in accordance with [insert citation to state law equivalent to Section 9 and 18
of the Investments of Insurers Model Act}.

Section 3. Definitions

For the purposes of this regulation, the following definitions shall apply:

A. "Business entity" includes a sole proprietorship, corporation, Hmited liability
company, association, partnership, joint stock company, joint venture, mutual fund, trust,
joint tenancy or other similar form of business organization, whether for-profit or not-for-
profit. ‘

B. "Counterparty exposure amount" means:

(1) The net amount of credit risk attributable to a derivative instrument entered into with
a business entity other than through a qualified exchange, qualified foreign exchange, or




cleared through a qualified clearinghouse ("over-the-counter derivative instrument"). The
amount of credit risk equals:

(a) The market value of the over-the-counter derivative instrument if the liquidation of
the derivative instrument would result in a final cash payment to the insurance company;
or

(b) Zero if the liquidation of the derivative instrument would not result in a final cash
payment to the insurance company.

(2) If over-the-counter derivative instruments are entered into pursuant to a written
master agreement which provides for netting of payments owed by the respective parties,
and the domiciliary jurisdiction of the counterparty is either within the United States or if
not within the United States, within a foreign jurisdiction listed in the Purposes and
Procedures of the Securities Valuation Office as cligible for netting, the net amount of
credit risk shall be the greater of zero or the net sum of:

(a) The market value of the over-the-counter derivative instruments entered into pursuant
to the agreement, the liquidation of which would result in a final cash payment to the
insurance company; and

(b) The market value of the over-the-counter derivative instruments entered into pursuant
to the agreement, the liquidation of which would result in a final cash payment by the
insurance company to the business entity.

(3) For open transactions, market value shall be determined at the end of the most recent
quarter of the insurance company's fiscal year and shall be reduced by the market value
of acceptable collateral held by the insurance company or placed in escrow by one or
both parties.

C. (1) "Derivative instrument" means an agreement, option, instrument or a series or
combination thereof:

(a) To make or take delivery of, or assume or relinquish, a specified amount of one or
more underlying interests, or to make a cash settlement in lieu thereof; or

(b) That has a price, performance, value or cash flow based primarily upon the actual or
expected price, level, performance, value or cash flow of one or more underlying
interests.

(2) Derivative instruments include options, warrants, caps, floors, collars, swaps,
forwards, futures and any other agreements, options or instruments substantially similar
thereto or any series or combination thereof. Derivative instruments shall additionally
include any agreements, options ot instruments permitted under regulations adopted
pursuant to [insert citation to state law equivalent to Section 8 of the Investments of
Insurers Model Act]. Derivative instruments shall not include an investment authorized
by [insert state law equivalent to Sections 11 through 17, 19 and 24 through 30 of the
Investments of Insurers Model Act].

D. "Qualified clearinghouse" means a clearinghouse for, and subject to the rules of a
qualified exchange or a qualified foreign exchange, which clearinghouse provides
clearing services, including acting as a counterparty to each of the parties to a transaction
such that the parties no longer have credit risk as to each other.

E. "Qualified exchange" means:

(1) A securities exchange registered as a national securities exchange, or a securities
market regulated under the Securities Exchange Act of 1934 (15 U.S.C. §§ 78 ef seq.), as
amended;



(2) A board of trade or commodities exchange designated as a-contract market by the
Commodity Futures Trading Commission or any successor thereof}

(3) Private Offerings, Resales and Trading through Automated Linkages (PORTAL),;

(4) A designated offshore securities market as defined in Securities Exchange
Commission Regulation S, 17 C.F.R. Part 230, as amended; or

(5) A qualified foreign exchange.

F. "Qualified foreign exchange" means a foreign exchange, board of trade or contract
market located outside the United States, its territories or possessions:

(1) That has received regulatory comparability relief pursuant to Commedity Futures
Trading Commission Rule 30.10 (as set forth in Appendix C to Part 30 of the CFTC's
Regulations, 17 C.F.R. Part 30);

(2) That is, or its members are, subject to the jurisdiction of a foreign futures authority
that has received regulatory comparability relief pursuant to Commodity Futures Trading
Commission Rule 30.10 (as set forth in Appendix C to Part 30 of the'CFTC's
Regulations, 17 C.F.R. Part 30) as to futures transactions in the jurisdiction where the
exchange, board of trade or contract market is located; or

(3) Upon which foreign stock index futures contracts are listed that are the subject of no-
action relief issued by the CFTC's Office of General Counsel, but an exchange, board of
trade or contract market that qualifies as a "qualified foreign exchange” only under this
paragraph shall only be a "qualified foreign exchange” as to foreign stock index futures
contracts that are the subject of such no-action relief under this paragraph.

Section 4. Guidelines and Internal Control Procedures

A. Before engaging in a derivative transaction, an insurance company shall establish

written  guidelines, approved by the Commissioner, that shall be used for effecting. and

maintaining derivative transactions.-The guidelines shall:

(1) Specify insurance company objectives for engaging in derivative transactions and
derivative strategies and all applicable risk constraints, including credit risk limits;

(2) Establish counterparty exposure hn’nts and credit quality standards

(3) Identify permissible derivative tlansactxons and the re atlonshlp of those transactions
to insurance COln”EaﬂﬁS’”E)peiatIOHS for example, a precise identification of the risks being
hedged by a derivative transaction; and

(4) Require compliance with internal contro] procedures.

B. An insurance company shall have a written methodology for determining whether a
derivative instrument used for hedging has been effective.

C. An insurance company shall have written policies and procedures describing the credit
risk management process and a credit risk management system for over-the-counter
derivative transactions that measures credit risk exposure using the counter party exposure
amount.

D. An insurance company's board of directors shall, in accordance with [insert citation to
state law equivalent of Section 4 of the Investments of Insurers Model Act]:

(1) Approve the written guidelines, methodology and policies and procedures required by
Subsection A, B and C respectively, of this section and the systems required by
Subsections B and C of this section; and

(2) Determine whether the insurance company has adequate plofessmnal pelsormel




technical expertise and systems to implement investment practices involving derivatives.

(3) Review whether derivatives transactions have been made in accordance with the
appmved gmdelmes and consistent with stated objectives.

(4) Take action to correct any deﬁmenmes in internal controls relative to derivative
transactions.

Section 5. Commissioner. Approval

Written documentation explaining the insurance company's internal guidelines and
controls governing derivative transactions shall be submitted for approval to the
Commissioner, The Commissioner shall have the authority to disapprove the guidelines
and controls proposed by the company if the insurance company cannot demonstrate the
proposed internal guidelines and controls would be adequate to manage the risks
associated with the derivative transactions the insurance company intends to engage in.

Section 6. Documentation Requirements

An insurance company shall maintain documentation and records relating to each
derivative transaction, such as:

A. The purpose or purposes of the transaction;

B. The assets or liabilities to which the transaction relates;

C. The specific derivative instrument used in the transaction;

D. For over-the-counter derivative instrument transactions, the name of the counterparty
and the market value; and

E. For exchange traded derivative instruments, the name of the exchange and the name of

the firm that handled the trade and the market value.
Section 7. Trading Requirements

Each derivative instrument shall be:

A. Traded on a qualified exchange;

B. Entered into with, or guaranteed by, a business entity;

C. Tssued or written with the issuer of the underlying interest on which the derivative
instrument is based; or

D. Entered into with a qualified foreign exchange.

Section 8. Effective Date

This regulation shall become effective [insert date].
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Robert W. Woody
Senior Counsel, Policy

November 5, 2010

Filed Electronically

Financial Stability Oversight Council

¢/o United States Depariment of the Treasury
1500 Pennsylvania Avenue, N.W.
Washington, DC 20220

Re: FSOC Docket No. 2010-0001: Advance Notice of Proposed Rulemaking
Regarding Authority to Require Supervision and Regulation of Certain Nonbank
Financial Companies

The Property Casualty Insurers Association of America (PCl) appreciates the opportunity
~ to provide comments in response to the Financial Stability Oversight Council’s (“the
Council") Advanced Notice of Proposed Rulemaking (“ANPR”) Regarding Authority to
Regquire Supervision and Regulation of Certain Nonbank Financial Companies. PCl is
composed of more than 1000 member property casualty insurance companies, '
representing the broadest cross-section of insurers of any national trade association.
PCl members write over $174 billion in annual premium, 37.1 percent of the nation’s
property casualty insurance.

PCl was the first financial trade association to propose a comprehensive and detailed
analysis for defining and regulating systemic risk. Throughout the Congressional
consideration of the Dodd-Frank Wall Street Reform and Consumer Protection Act (“the
Dodd-Frank Act”), PCI provided significant research, data, and analysis comparing the
systemic risk of different financial sectors, proposed legislative language to detect and
measure systemic risk, and worked closely with NERA Economic Consulting, which has
done extremely valuable research and analysis on systemic risk indicia and
measurement. We attach to our comments two studies conducted by NERA, most
importantly one entitled Systemic Risk Assessment Methodology (the “NERA Report” —
attached at Appendix 1), which we believe will be invaluable to the Council as it
considers how to measure and assess systemic risk and to which we frequently refer in
our responses to the questions posed in the ANPR. The NERA Report sets forth a
number of risk components that the Council should consider and weigh in assessing
systemic risk. We note, in particular, NERA's conclusion that “initial analysis indicates
that traditional property and casualty (“P&C”) insurance firms would receive relatively fow
risk ratings within each of the components.” {See NERA Report, paragraph 4.)

Section 113(a)(2) of the Dodd-Frank Act sets forth a list of eleven considerations that the
Council is to consider in determining whether a US nonbank financial institution will be

2600 South River Road, Des Plaines, Il 60018 Telephone 847-297-7800 Fascimile 847-297-5064 www.pciaa.net
@ 2010 Property Casualty insurers Association of America




supervised by the Federal Reserve Board and be subject to heightened prudential
standards. Historically, analysis of the risk of required government intervention has
been referred to as the “Too Big to Fail" (TBTF) test, which focused primarily on an
institution’s size relative fo the national and international marketplace. However, in
establishing the eleven considerations in Section 113(a)(2), the Congress recognized
that arbitrary size-based thresholds alone are not a reliable indicator of systemic risk and
rejected the TBTF approach. Instead, the Council is instructed to carefully analyze and
weigh all eleven statutory considerations in order to ensure the accurate designation of
companies whose material financial distress or failure could endanger the nation’s
financial stability and to avoid erroneous designation of firms that do not pose such a risk
-- an error that can carry significant economic costs.

PCI and NERA have proposed that the Council use a rating system similar to the
“CAMELS"" system familiar to federal banking regulators for estimating a firm’s systemic
risk. While the Council will ultimately need some flexibility to make qualitative judgments
about systemic risk, NERA has boiled down the factors required in the Dodd-Frank Act
into nine categories that correlate to the statutory considerations and which can be
weighted similarly to the CAMELS risk-analysis that banking regulators perform
regularly. This framework allows regulators, the Council, and Office of Financial
Research (OFR) analysts to weigh different aspects of systemic risk in order to arrive at
a composite systemic risk rating for each firm considered. The more precise these
measurements can be, the more certainty is created in the marketplace and the less
additional moral hazard is created by selective government intervention. PCl and NERA
also propose a multi-stage systemic risk determination process, including a prescreening
test that will eliminate the vast majority of companies whose activities do not pose
systemic risk to the larger economy as well as a framework for identifying firms for which
a special systemic risk designation and accompanying regulation is warranted.

It is critical that the Council not be overly inclusive in any designations. [t is too early to
judge whether the market value that may accrue to implicit government backing via a
systemic risk designation will be overwhelmed by the costs of additional federal systemic
risk regulation. It is certain, however, that incorrect designations will lead to impaired
market efficiency and resource allocation and increased moral hazard. The greater the
uncertainty and reach of this new regulatory overlay, the greater the number of
companies that will seek to move offshore, to outsource, or to cease growing in a
manner that harms U.S. job growth and innovation. The Council has appropriate
flexibility to impose a new designation quickly when a company suddenly increases its
systemic risk. Nevertheless, the Council must exercise extreme caution in the use of
that flexibility, always remembering that an inappropriate systemic risk designation
carries with it enormous burdens and costs associated with the additional compliance
requirements and with working toward the removal of the designation over time.

A detailed risk rating framework with appropriate screens will also avoid the significant
hazard of inappropriately equating size alone as a proxy for systemic risk. Some
financial activities and markets are simply not systemically risky, regardless of holding

" The CAMELS system is used by the Federal Reserve, the FDIC, the OCC, and numerous state
banking regulators to rate banking institutions' overall condition and performance. The six factors
examined are: Capital adequacy; Asset quality; Management administration; Earnings; Liquidity;
and Sensitivity to market risk. Ratings are based on financial statements and on-site
examinations and are not publicly disclosed.




company size. While a firm aggregating one-sided bets on mortgage securities certainly
presents more systemic risk as it grows beyond a certain size, traditional property
casualty insurers with independent risks can actually become less risky with increased
size as the variance of the liability risks approaches zero.

In comparison to other financial firms, lower returns on equity and comparably low
executive compensation, as well as the most comprehensive prudential regulation. in
return, though, the industry is highly stable with an extremely low historical impairment
rate. Rare traditional property casualty failures tend to be either isolated and attributable
to mismanagement or the result of inappropriate state government market manipulation
with the risk-vulnerability relatively isolated to the offending state.

Our responses to the 15 specific questions posed in the ANPRM will suggest methods of
measuring systemic risk. However, they will also illustrate in some detail the reasons
summarized below as to why those measurements will lead to the conclusion that the
risk of material financial distress or failure of property casualty insurers generally does
not pose any significant, systemic impact on the larger economy.

+ Property casualty insurers are not interconnected with other financial firms (see
Question 7)

» Property casualty insurers have low leverage (see Question 8)
There is no “run on the bank” potential in the property casualty industry (see
Question 5)

» Property casualty insurers are highly competitive with low market concentration
(see Question 6) ‘

o Property casualty insurers have low failure rates that are not correlated with
economic cycles (see Question 12)

o Property casualty insurers consumers are largely protected by an insurer-
financed state insurance guaranty fund system (see Question 12)

o Property casualty insurers are subject to effective state-level solvency
regulation (see Question 10)

o Property casualty insurers' investments are highly regulated and transparent
(see Question 5)

In addition, it is critically important for the Council to recognize that, while many insurers
exist in holding company structures with parent and/or affiliated companies that are
engaged in non-insurance activities, stresses on the non-insurance affiliates are unlikely
to cause the failure of the property casualty company and in no way cause the insurer to
present systemic risk. Each property casualty insurer is a separate statutory entity
whose financial condition is subject to separate regulatory oversight, with safeguards to
prevent the parent company from raiding the assets of the property casualty
subsidiaries. State insurance regulators will ensure that a failing parent company will not
force its property casualty subsidiaries to impair their financial condition in order to
provide financial support to resolve the parent’s financial missteps or those of other non-
insurance affiliates. There is often a misperception that the operations of various
affiliated entities within a holding company are necessarily inextricably intertwined.
When those entities include property casualty insurers, state insurance regutators
require that the assets supporting the insurers’ underwriting obligations be walled off
from the parent and affiliated entities. Even if the parent company fails, the ability of the
property casualty insurer to continue operations will not be imperiled, even if the insurer




is sold or otherwise transitions to another ownership structure (which would only occur
under strict state insurance regulatory supervision).

The following are PCl's responses to the 15 specific questions, including systemic risk-
related charts by PCI and references to the NERA Report.




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?

h. Are there some factors that should be weighted more heavily by the Council
than other factors in the designation process?

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?

4.  Are there simple metrics that the Council should use to determine whether
nonbank financial companies should even be considered for designation?

PCI refers the Council to the NERA Report for a proposed detaited framework for
measuring systemic risk factors under Section 113 of the Dodd-Frank Act. That
proposal creates a CAMELS-like rating system, scoring a firm from 1-5 based on each of
the nine core factors listed below, from which a composite system risk rating would be
derived.

Importantly, this scoring test would only be applied to firms that failed to survive an initial
screening to eliminate the least likely candidates for systemic risk. That initial screen
should focus first on the quantity and quality of the firm’s liabilities, and as a second
winnowing process, the combination of market concentration and interconnectedness.

Weighted Factors. NERA has broken down systemic risk into nine core factors (and
has indicated how they correlate to the statutory considerations applicable under
Sections 113 and 210 of the Dodd-Frank Act). (See NERA Report, paragraphs 9 and 10
and 14-39.)

Capitalization
Joint Factor: Liguidity and Interconnectedness
Mitigant/Amplifier: Sector and Firm Specific

1. Interconnectedness

2. Concentration — Market
3. Implied Product Support
4, Cyclicality

5. Transparency

6. Liquidity

7.

8.

9.

There is no one factor that creates systemic risk in isolation — the factors should not
individually produce a binary pass-fail result in isolation. Instead, they must be
analyzed together and weighted such that systemic risk is indicated only when an
aggregate of the firm’s ratings for all components exceeds a certain level.

Multi-Step Process -- Systemic Risk Rating System. The following describes the
multi-step process that the Council should undertake in identifying firms for systemic risk
designation.




Step 1 - Initial Screen to Eiiminate Non-Risky Entities

Quantitative Test

Although size alone is not indicative of systemic risk, it is intuitive that firms with small
total exposure levels will not pose systemic risk. Thus, an initial risk screening should
focus on a quantitative assessment of a firm's exposures, including balance sheet
liabilities, notional amounts of derivative contracts and other contractual or contingent
liabilities. This threshold may be set as a single nominal amount for all institutions, or
could vary according to the type of institution (e.g., property casualty insurer vs. bank).
The size threshold may change over time and could be kept confidential to the extent
necessary to prevent gaming.

Supplemental Interconnectedness/Market Concentration Test

Institutions that exceed the quantitative exposure threshold above should then be further
assessed under the first two of the nine risk compeonents, interconnectedness and
market concentration. Those two are chosen because they most directly relate to the
question of whether the failure of a financial firm can cause significant losses in other
institutions or otherwise disrupt markets in a systemically risky manner. Institutions can
be assigned a rating of 1 through 5 for each factor, as set forth in the NERA Report (see
paragraphs 17 and 22). If either of these two ratings is 4 or higher, or if the sum of the
two scores is 6 or higher, the institution should be subject to a full systemic risk
assessment as described in Step 2 below.

Step 2 — Rating Financial Institutions for Systemic Risk to Determine Appropriate |
Regulatory Response

The NERA Report discusses in detail all nine risk components and suggests
methodologies by which a risk rating may be assigned to a firm for each component and
a composite rating can then be developed for each financial firm. As the NERA Report
indicates, the factors should be weighted, recognizing that systemic risk is a function of
the aggregate of risk across all components, and that no one component in isolation is
necessarily predictive of systemic risk. Ratings in each category would be added
together and when the total exceeds a certain level, the firm would be designated for
supervision. :

Step 3 — Tiering Systemic Risk Designations

Systemic risk designations should be tiered in a way that will allow the Council, the
Federal Reserve Board, and prudential regulators to tailor prudential oversight to the
circumstances of each institution.

Tier #1: If a company’s systemic risk level exceeds the initial screen and its
composite systemic risk rating exceeds the levels noted a certain level,
and if the Council determines that existing regulatory scrutiny of the
company is not adequate to manage its systemic risk, that company
should be subject to additional monitoring, a basic level of reporting to the
Council on its enterprise risk management, and potential risk auditing by




Tier #2:

Tier #3:

Tier #4:

Tier #5:

the Council. Periodic risk auditing should identify deficiencies and require
affected companies to develop, within a given timeframe, a corrective
action plan and to achieve compliance.

Companies that reach high levels of systemic risk should be subject to
scalable capital charges depending on the level of systemic risk
presented.

Companies that reach very high levels of systemic risk (or that fail to
achieve timely compliance to correct systemic risk deficiencies) should be
subject to corrective action plans that implement more robust enterprise
risk management and capital standards at the holding company level.

Companies that fail to implement corrective action plans for enterprise
risk management and capital standards should be subject to appropriate
cease and desist orders by their prudential regulators, with sufficient
consideration given to “surgical” approaches so as to minimize the
possibility of precipitating other failures within the line of business or the
greater enterprise.

Insolvent companies that are not otherwise subject to a resofution
procedure and whose failure would create an unacceptable systemic risk
to the economy should be recommended for FDIC resolution. Companies
should be able to petition to lower their tiering upon taking action {o
reduce systemic risk, such as by reducing leveraging or raising more
capital. Companies should also have an appeals process to review
systemic risk determinations.




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?

Differences in the way foreign and domestic firms operate will be accounted for in the
standard assessment process meaning that they can largely be considered on the same
basis as domestic firms and can be subject to a similar analytical framework for
assessing systemic risk. When assessing an international company, consideration
should be given not just to whether the company presents systemic risk generally, but
whether the risk presented threatens the U.S. economy such that U.S.
government/taxpayer intervention may be required. Consideration should also be given
to the quality of the financial regulation to which the foreign firm is subject in its
domiciliary country. '




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?

Risk adjusted measures of exposures -- not just assets -- should be considered in the
assessment process. While we do not suggest any specific quantitative technique for
risk adjusting exposures, any such process should consider the various risks and
correlations of firm exposures and specifically reflect the extent to which exposures are
financial market oriented versus physical event oriented. Physical events, such as those
covered under property casualty insurance policies, tend to be more normally distributed
based on analyses of detailed historical data. (See NERA Report, Paragraph 12.)

The Council should also consider the potential that a firm’s failure or impairment would
create a “run on the bank.” Consumer and investor fears can trigger a sudden run on a
bank or securities firm, leading to ioss of highly leveraged capital, a freezing of credit
and capital markets, causing cascading interconnectedness failures stemming from the
interconnectedness of those firms.

There are no “runs” on property casualty insurers. Most consumers must have auto
insurance to drive, homeowners insurance to protect their investments in their homes,
and workers compensation and liability insurance to run a business. There is no extra
leveraged cash value or discretionary or investment component to withdraw, no potential
for insurer failures to freeze markets, and no interconnectedness that creates a
likelihood of cascading failures from one institution to others.

Finally, the Council should consider the riskiness and transparency of the firm’s
investments, and the degree to which its investments are regulated. Property casualty
insurers are required to hold surplus funds to protect their ability to pay claims to
consumers, which means that their investments must be extremely conservative and
liquid. State regulators monitor and regulate insurer investments. Each individual
insurer investment is reported on its statutory financial statement and, insurer investment
reporting is more transparent than that of any other type of firm.

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 shoulfd 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 compatrison are appropriate?

Property casualty insurers are not permitted by their reguiators to have off-balance sheet
exposures. Thus, this is yet another consideration that will militate against designating
property casualty insurers as systemically risky. For those non-insurance firms that do,
the Council should look beyond balance sheet totals and consider the total exposure of
each firm. Exposure shouid be defined broadly and include all contractual obligations
whether on or off-balance sheet for accounting purposes. This includes obligations that
only become “live” upon the occurrence of some trigger event; such exposures can be




treated as sold options. Notional amounts and potential future exposures are both broad
measures that should be considered in a determination process. The Council should
solicit and carefully consider information and advice from primary regulators in
evaluating exposures in specific industries such as the property casualty industry. The
Council should also keep in mind that the more highly regulated the asset, the less
systemic risk it is likely to pose.

¢. 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?

Property casualty insurers do not manage assets on behalf of clients. We therefore
refrain from comment.

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 suct implicit
support?

In the insurance industry, public confidence that an insurer's assets are sufficient to
meet its underwriting obligations is rooted primarily in the strength of state insurance
solvency regulation. Implied support of the type contemplated in this question does not
typically arise in the insurance industry. {In exercising its resolution authority, the FDIC
should refrain from requiring state-regulated insurers to support non-insurance affiliates
in violation of state insurance solvency requirements, particularly relating to minimum
levels of capital and surplus.) '

In other parts of the financial sector where implied support can be an issue, it should be
considered along with other relevant factors in systemic risk assessments. (See NERA
Report, Paragraphs 23-25)
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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 fo 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?

Market concentration and the importance of various markets should be a fundamental
consideration in systemic risk determination. Market concentration assessments should
be based on indices for various product types, taking into consideration the actual
economic exposure to which the product gives rise. Market concentrations should be
considered along relatively granular lines (e.g. commercial and industrial lending not
simply total lending), and should consider national, regional, and local concentrations. A
standard concentration index, such as the Herfindahl-Hirschman Index, should be used
to assess market power.

Importantly, it is not just a market concentration in a particular product line or geography
that is critical, but the importance of that market to the overall economy and the
presence of substitute products or providers. A market concentration can significantly
increase systemic risk when the market is important and there is a lack of substitute
products or providers. Conversely, even a high market concentration by a firm offering a
product in a particular area may not raise systemic risk when there are numerous
competitors or potential competitors that would step in to take over demand if the initial
provider were to exit. Low barriers to entry and less concentration in financial product
providers, as in the property casualty insurance industry, can render a particular market
concentration unimportant. (See NERA Report, Paragraph 22).

Home, auto, and business insurance markets are extremely competitive, with well over
2,000 companies and very low market concentration among the top firms. The chart
below lists the concentration indices for insurers (using the Herfindahl-Hirschman Index),
which are all far below even the level considered to be moderately concentrated by the
Department of Justice. If a major bank or securities firm fails, consumers may have few
alternatives for a local ATM machine or secondary securities auctions. In the rare
instance that a property casualty insurer becomes impaired, there are many competitors
waiting and able to pick up that business. Moreover, unlike any other industry sector,
there are well-run residual markets (i.e., “insurers of last resort”) in almost every state to
ensure that every property casualty insurance consumer has access to the market.
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PROPERTY CASUALTY Market Concentration Analysis
Herfindahl-Hirschman Index (HH!) based on 2007 U.S. Total (all states and DC)

HHI HHI “Number of
Indiv. Group Group

Line Cos. s Indiv. Cos. ]
Homeowners 3286 778 a04 431
Personal Auto 348 665 298 371
Commercial Auto 68 298 934 391
Commercial Multi-
Peril 99 346 802 359
Workers
Compensation 109 495 717 310

" Other Liability ‘ 137 633 1439 690
Medical Malpractice 208 303 326 233
Product Liability 217 488 504 161
Notes:

1. The HHI takes into account the relative size and distribution of the firms in a market and
approaches zero when a market cohsists of a large number of firms of relatively equal size. The
HHI increases both as the number of firms in the market decreases and as the disparity in size
between those firms increases.

2. Markets in which the HHI is between 1000 and 1800 points are considered to be moderately
concentrated, and those in which the HHI is in excess of 1800 points are considered to be
concentrated.

Source: NAIC Annual Statement Database via National Underwriter Insurance Data
Services/Highline Data

b. Section 113 of DFA requires the Coungcil 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?

Because property casualty insurers are not a source of credit, PCI offers no comment
beyond the discussion of market concentration above.
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7.  How should the Council measure and assess the inferconnectedness of a
nonbank financial firm?

a. What measures of exposure should be considered (e.qg., counterparly credit
expostures, operational linkages, potential future exposures under derivative
contracts, concentration in revenues, direct and contingent liquidity or credit
lines, cross-holding 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?

There are no simple quantitative measures that are applicable across all (nonbank)
financial institutions to assess the differences between institutions in risks and
correlations of exposures and activities. Any interconnectedness assessment however
must consider the total exposures of a financial firm and various concentrations that may
exist from such exposures. Total exposure goes beyond whatever accounting
methodologies are used to determine balance sheet totals and considers so-called risk
shifting activities (e.g. written credit default swaps, securitization of mortgages with credit
or liquidity risk guarantees, other guarantees or sold puts). The capture of such
activities should also address potential moral hazard issues found in originate-to-
distribute models of lending and the disaggregation of risky products. Some of the
factors that should be considered are discussed in our response to Question 7¢ below.

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? Whaf metrics and thresholds
should be used in assessing the importance of a nonbank financial
company’s relationships with these other firms and markets?

A rating of a company's systemic importance should take into account the degree of
interconnectedness that an institution has with other firms. Key factors to consider will
be:
(1) the significance of commitments with counterparties,
(a) size and number of commitments
(b) size and nature of any margin or collateral
(¢} clearing time
(2) the correlation of counterparty dependencies generally (e.g. are all
counterparty commitments likely to come due at the same time?)

(3) the correlation of counterparty dependence with the firm being assessed (e.g.
do commitments to counterparties increase when assessed firm is in weakened
condition?)

(4) the importance of the institution to the management or operation of exchange,
clearing or other central system

(5) the size and scope of securities lending operations

The more finks an institution has with other firms and the more the nature of those links
give rise to counterparty dependencies, the more potential for systemic risk. The more




important the firm is in the network relative to the financial system as whole, the greater
the risk. Even a financial institution that is highly interconnected with other firms may not
pose significant systemic risk if its connections to other firms are not of a sufficient size
and nature to make it systemically important. For example, a conglomerate engaged in
an extremely smali amount of many financial activities in every major country would be
unlikely to create a significant systemic risk, even if its global aggregate size exceeded
some arbitrary threshold. Consider also an insurer that primarily sells coverage for
celebrity body parts. Even if highly leveraged, prone to failure, and without state
insurance guaranty fund coverage, such an insurer would not be significantly
interconnected with the rest of the financial sector and its failure would therefore be -
unlikely to affect the larger credit or liquidity market.

Banks and securities firms make money in part by taking a risk and then “off-loading” it
elsewhere in transactions with others. Thus, failures within those sectors can have
negative impacts on counterparties and can therefore create a “domino effect”
throughout the banking and securities sectors. Such firms can often be highly
interconnected in systemically important ways. in contrast, property casualty insurers
“own” the risks they insure — they cannot “off-load” them. Although they can buy
reinsurance to protect their liabilities, reinsurance does not extinguish their liabilities.
The risks remain on the primary insurer's books, and there is therefore little counterparty
exposure to an insurer failure.

For more complete discussion related to interconnectedness, see ‘De-Mystifying
Interconnectedness: Assessing ‘To Interconnected to Fail’ and the Fallout From Getting
it Wrong.” PCI White Paper, Research by NERA Economic Consulting, April 23, 2010
(attached at Appendix 2).
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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 non-financial 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 Il leverage ratio) for measuring leverage that could be used in
assessing the leverage of nonbank financial companies?

We refer the Council to Paragraphs 35-37 of the NERA Report for its detailed discussion
of capitalization ratings, including consideration of leverage.

High levels of leverage increase the likelihood of a firm'’s failure, which can in turn
increase potential systemic risk if the firm has a high market concentration and/or is
highly interconnected with other financial firms. 1t is important to recognize, however,
that a leverage ratio that is appropriate in one firm may not be appropriate in another. In
considering leverage, the Council must consider the risk and correlation of the assets,
liabilities, and other exposures and activities undertaken by a particular firm. Increased
portfolio concentrations within a firm will typically require greater capital support than will
a more diverse set of exposures. For example, an acceptable leverage level for a fund
that undertakes concentrated exposures in one area of the financial market would be
much lower than that of an insurance company that has diverse exposure to largely
uncorrelated physical events and maintains a high guality asset pool in support of its
underwriting exposures. .

The financial firms that failed in the recent crisis were highly leveraged. Property
casualty insurers, which thrived through the crisis, were not highly leveraged — their
inherent liguidity needs and strict state solvency regulatory oversight did not permit it. In
a MSCI Barra Research study of financial leverage in 35 industry sectors during the
years 1994-2008, the insurance industry was ranked 28" while the banking industry was
ranked 7". The 2009 Economic Report of the President indicated that “[b]efore the
financial crisis, the major investment banks were leveraged roughly 2510 1.” PCl has
calculated that the insurance industry was leveraged at roughly 3 to 1 prior to the
financial crisis. Property casualty insurance is fundamentally about mitigating risk as a
service for consumers, not leveraging it for a fee to obtain an investment return for
consumers as in other industries. The graph below underscores how different property
casualty is from other major financial sector with respect to several factors, inciuding
leverage.
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Source information:
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Profitability is based on industry 1998-2007 average annual rate of return;
insurance Information Institute, and Securities Industry and Financial Markets
Association.

Leverage reflects 2007 Property/Casualty, commercial bank and investment bank
results; 2009 Economic Report of the President (banks) and PCI calculations of the
ratio of net admitted assets to policyholder surplus using A.M. Best data (insurers).
Chart depicts investment banks levered 25 to 1; commercial banks 12 to 1; and
P/C insurers 3 to 1.

Executive compensation is based on 2004-2008 annual average CEQ
compensation from the top three firms in 2008 where data are publicly available;
Morningstar.com and for State Farm, P/C Annual Statements and Pantagraph.com
newspaper article. Please note the commercial bank figure is based on the 2M, 31
and 5" largest firms as executive compensation figures are not publicly available
for all of the top three; similarly, the investment banks figure is based on the 2™- 4"
largest firms. In the chart above, the size of each industry’s circle represents
executive compensation: P/C insurers $5.6 million; commercial banks $18.0
million; investment banks $22.1 million.




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?

b. How should funding concentrations be measured?

¢. 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?

Liabilities and potential changes in liabilities should be considered in the context of
assessing the overall expostre, interconnectedness and market concentration of a
financial firm. Standard techniques used in asset/liability management provide one
avenue for firm assessment. Additionally, converting derivative exposures and all other
dynamic contractual exposures into options may provide a comparable and useful way
to assess all potential liabilities under various stressed environments. (See NERA
Interconnectedness paper at Appendix 2.)

The Council’s assessment process should consider the relationship between the
maturity structures of a financial firm’s assets and liabilities. The assessment process we
propose requires a rating for liquidity that would consider a firm’s ability to meet its short-
term obligations and rolt its short-term funding. In assigning a liquidity rating, the Council
should focus on the potential for a firm to meet liquidity demands under future stressed
environments.

The Joint Factor-Liquidity and Interconnectedness factor of NERA’s proposed
assessment process also provides a means for regulators to take the liquidity of firms
into account, and highlights the increased systemic risk from highly connected firms with
lower levels of liquidity. (See NERA Report, paragraphs 32-34 for a description of the
Liquidity component and Paragraph 38 for a description of the Joint Factor-Liquidity and
[nterconnectedness.)

We note that property casualty insurers do not rely upon short-term funding. Their
liquidity needs are generally met by cash flow from premiums. Moreover, because
property casualty insurers are not subject to “runs on the bank,” premiums received are
a reliable source of cash flow. Even if extraordinary losses occur and insurers are
required to liquidate assets to pay claims, property casualty insurers are required by
their state regulators to invest primarily in high-quality, highly liquid assets.

Firms generally do not pose systemic risk if they are appropriately hedged to minimize
failure or if a government back-up system exists. For example, a very large auto insurer
poses very little systemic risk to the larger economy. Few commercial third parties rely
on a specific auto insurer’s policies to the degree that they would suffer immediate
economic losses or decline, other than the insurer's direct investors. Policyholders would
be largely protected by existing state guaranty funds, third party accident claimants




would be similarly protected through such funds (as well as under their uninsured
motorist coverage), and new husiness could be switched relatively easily to other
providers or a state residual market provider. The insurer’s contracts with its agents and
other suppliers would migrate quickly to new underwriters, and the beneficiaries of its
investments would similarly migrate over a relatively short period of time. The insurer’s
failure would be relatively independent from a larger economic cycle or downturn
(accident rates actually tend to fall during economic downturns as people drive less). Its
investment portfolio is required to be relatively conservative and unleveraged, and its
auto losses would be relatively uncorrelated with any economic cycles or systemic risk
waves. Unlike banks and securitiss firms, a property casualty insurer failure would not
cause a run on the industry since the products are essentially mandatory and overall
demand is relatively inelastic. While the failure of a large auto insurer would be
undesirable, and perhaps even cause a short period of transitory disruption in a local
auto insurance marketplace, the negative economic consequences to the larger
economy would be relatively limited — primarily transition costs and any net losses of the
specific company.

The Council should also consider the nature and timing of a firm’s liabilities. For
example, a bond insurer’s liabilities, though they can be substantial, will be stretched out
over a period time — as much as 30 years or more — reflecting bond maturity dates.
Superfund and asbestos liabilities are another example. The insurance industry’s
liabilities with respect to both were substantial, but they played out over an extended
period of time, which generally allowed insurers adequate time to manage those
liabilities effectively.

Finally, the Council should not make the mistaken assumption that natural catastrophe
risks cause property casualty insurers to become systemically risky. In fact, surprisingly
few insurer insolvencies have been caused directly by natural catastrophes. According to
A.M. Best Company, since 1969, catastrophe losses were the primary causes of financial
impairment in only 7.6 percent of all property casualty insolvencies.’

Industry observers believe that the number of insolvent property casualty companies
peaked in 1990 and have been decreasing since that time. Should a failure occur, it is self-
contained, the impaired company’s claimants are protected by the guaranty fund
mechanism financed by many heailthy competitors, and its book of business can be picked
up by a whole host of stable property casualty firms to ensure the continuation of coverage.

Legislative initiatives responding to the growing threat of natural catastrophes have
included the creation of certain state-run funds such as the Florida Hurricane Catastrophe
Fund and California Earthquake Authority. These programs tend to be under-priced and
under-funded, in which case they do present a higher risk requiring additional capital after
catastrophic events. Although pro-rated assessments are sometimes placed on private
insurers to help bail out troubled state funds, there have been no cases in which insurers
were adversely affected to the point of becoming financially impaired and causing distress
to the economy.

2 A.M. Best Company, 1969-2008 impairment Review, Special Report, April 6, 2009. From 1969
to 2008, most failures were due to deficient loss reserves/inadequate pricing, rapid growth, and
alleged fraud affecting smaller companies. “Impairment of an affiliate® is another factor,
introduced in 1990, that has confributed more to insolvency than catastrophe losses.
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It is also common for insurers to fransfer some of their financial risk to other insurers
(i.e., reinsurers, often based in Bermuda or Europe) in the property line of business. By
ceding all or part of the risk to a reinsurer, the primary company is protected against
frequent or extraordinary losses, especially from large natural disasters. The obligations
of the primary insurer are decreased, and consequently its financial strength or capacity
(i.e., surplus or financial cushion) is increased. With reinsurance, the insurer is able to
offer more coverage to a policyholder than its capacity would otherwise allow and still
remain sufficiently solid to write new business, especially those in disaster-prone
locations.

Indeed, natural catastrophes arguably threaten other financial institutions more than
insurers. A major catastrophic event such as a large earthquake or hurricane can result in
reduced home values that lead to significant mortgage defaulis, but banks are the ones at
risk — not property casualty insurers. Property casualty insurance and other financial
services sectors are not systemically connected. Unlike banks, property casualty insurers
are at much less risk since they hold only a small proportion of total invested assets in the
economy. Because they have more equity to finance their assets, they are not as
susceptible as banks to short-term liquidity crises when credit markets are disrupted.
Insurers can function soundly using operating cash flow and scheduled investment
redemptions to meet their financial obligations and pay out claims, even when large natural
disasters occur. Furthermore, runs on property casualty companies are not possible since
people need automabile, homeowners and liability insurance to drive, obtain a mortgage,
protect their assets, and operate a business.

With a consolidated policyholder surplus of $490.8 billion (as of September 2009), it would
take an extraordinary amount of natural catastrophes to have any long-lasting adverse
impact on the property casualty industry’s net worth. The risk from being exposed to
natural catastrophes does not pose a significant systemic threat to the property casualty
industry, and the property casualty industry does not pose a significant systemic threat to
credit markets and economic activities.
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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.q., capital regulation, liquidity requirements, consolidated
supervision)? Should the Council take into account whether the existing
regulation of the company comports with relevant national or international
standards?

The existence of an effective solvency regulator is highly relevant to the Council’s
consideration of the potential designation of a financial firm as systemically risky. The
Council should refrain from placing a firm under Board supervision when the firm’s
existing solvency regulation makes it unlikely that the firm will fail, or that its failure would
result in any significant, systemic impact on the larger economy. The goal of Section
113 of the Dodd-Frank Act is to establish the Council as a systemic risk monitor to send
up red flags when an imperiled firm appears to present a potential systemic risk to the
larger economy. 1t was not meant to establish the Federal Reserve Board as a
substitute solvency regutator for firms that already have effective regulators. Board
supervision that duplicates or interferes with the existing regulatory structure could
hinder responsible solvency regulation of the firm and expose the firm to unnecessary
compliance costs, potentially increasing the likelihood of failure. In the absence of
significant indicia of systemic risk, the Council should exercise extreme caution to avoid
placing firms under Board'supervision when doing so would be counterproductive to the
goals of Section 113.

The Council should consider the quality of the regulation in the particular industry sector
and the appropriateness of the regulatory structure to that industry. The particular
aspects of prudential regulation that should be considered will vary from industry to
industry. In evaluating the effectiveness of an existing regulator, the Council should be
careful to avoid taking an inappropriate, bank-centric perspective of the regulation of
nonbank financial firms.

It is also appropriate for the Council to consider whether existing regulation comports
with relevant national or international standards. We caution, however, that while
deviation from such standards might warrant further scrutiny, lack of compliance with
such standards is not necessarily indicative of a regulatory deficiency.

The insurance industry, of course, is subject to effective prudential regulation at the state
level. The rate of failures in the insurance industry is quite low. In 2008, the property
casualty industry suffered the fourth most expensive hurricane loss in its history,
followed by the greatest investment market crash in half a century. Yet there were no
maior resulting property casualty insolvencies. State insurance regulators ensure that
property casualty insurers' underwriting obligations are backed by strong levels of capital
and surplus, which are stringently walled off from affiliated entities within a holding
company structure. The quality of state insurance regulation has been recognized
internationally. in May, 2010, the International Monetary Fund (IMF) released an
assessment of regulation in the U.S. insurance sector as part of its Financial Stability
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Assessment Program (FSAP) review of the entire U.S. financial sector.® The IMF
concluded that “strong regulation contributed to the overall resilience of the insurance
sector during the financial crisis” and described aspects of state regulation such as data
collection and analysis of insurers as "world-leading.” The report noted that state
insurance regulators have achieved a “high level of observance” with Insurance Core
Principles established by the International Association of Insurance Supervisors (IAlS).

® Financial Sector Assessment Program, United States of America, IAIS Insurance Core
Principles, Detailed Assessment of Observance, International Monetary Fund, Monetary and
Capital Markets Depariment, May, 2010.
https:/fwww.imf.org/external/pubs/ft/scr/2010/cr101286.pdf
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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 praclices be factored into the assessment?

Yes. Transparency should be explicitly considered in the determination process. The
lack of transparency in a financial firm can create uncertainty and increase the likelihood
of runs on institutions during periods of financial crisis, which can cause incremental
asset sales, increased volatility, and de-levering within already stressed markets. Within
the systemic rating framework, a lack of transparency should be treated as if the opaque
area encompassed a high level of risk. (See NERA Report, paragraph 29 for more
details on the Transparency component of our proposed methodology.)

Property casualty insurers are subject to an extremely high level of transparency. All
property casualty insurers are required to submit annual and quarterly public financial
reports to their state of domicile and the National Association of [nsurance
Commissioners (NAIC) that provide far more information than public companies are
required to file with the Securities and Exchange Commission (SEC). As noted earlier,
insurers must report on each individual investment, and a special schedule provides for
exhaustive review of insurer loss reserves, the most significant liability for property
casualty insurers.

Risk management practices are also an appropriate area of inquiry for the Council.
Insurers are subject to rigorous state regulatory examinations, which include a significant
and detailed review of insurers risk management practices. Although the Council will be
able to consult with insurance regulators as needed on their views of the quality of the
risk management practices of an insurer, the fact that this is an integral part of the
examination process should provide the Council with a degree of confidence that the risk
management practices of an insurer have already been vetted and are appropriate to the
insurer’s business. '
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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?

It is certainly appropriate for the Council to consider financial assistance received from
governmental sources as one of many potential indicia of systemic risk. That said, PCI
emphasizes that it is the activities and characteristics of the given firms that should be
the focus of the Council.

tn addition to providing financial assistance, federal and state governments are often
involved in other ways in the affairs of financial firms, and these governmental influences
should also enter into the Council's assessment of systemic risk. For example, state
regulators have the leeway (which they used during the Great Depression) to stretch out
the timing of claims payments to facilitate balance sheet adjustments. Consider also
that, unlike some other financial services sectors, most home, auto, and business
insurance consumers are fully protected by guaranty funds in every state. If a derivatives
firm fails, its investors lose everything. If a property casualty insurer faifs, most -
policyholders are protected from financial losses. In the last 40 years, the property
casualty insurance guaranty system has paid out roughly $21 billion in policyholder
claims on behalf of insolvent insurers. The existing system of state guaranty funds has
served the industry and its consumers well. In part because of the state guaranty fund
system, even the failure of one of the largest property casualty holding companies would
be unlikely to create systemic risk or require additional government intervention.
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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 igentify

d. and avoid excessive risk concentrations that could ultimately lead to systemic
risk instability?

PC1 has no comment.
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14.  Should the Council define “material financial distress” or “financial stability”? If
so, what factors should the Council consider in developing those definitions?

We do not propose any specific definitions of “material financial distress” or “financial
stability.” We note, however, that the appropriate definition of the “material financial
distress” will vary across different types of firms and that the Council shouid give
considerable weight to the relevant solvency regulator’s determination of financial
distress, such as those determinations made under the Risk Based Capital regime used
in the insurance industry. We do not believe that the term “financial stability” has any
particular widely understood definition. However, for purposes of Section 113, we
believe that the term will most likely be understood as a question of whether U.S.
financial instability resulting from systemic risks would be likely to lead to U.S.
government intervention. In that regard, we emphasize the importance that the Counail
refrain from designating a firm as systemically risky merely because the firm is in
financial distress if there is no reason to believe that the firm's failure would create a
systemic risk to the larger U.S. economy such that U.S. government intervention would
be required.
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15. What other risk-related considerations should the Councif take info account when
establishing a framework for designating nonbank financial companies?

One further component of the a systemic risk rating system to be considered is the
cyclicality of a firm's financial results, as reflected by the likelihood that a firm’s financial
performance will deteriorate commensurate with downturns in the markets and general
economy. A firm or groups of firms that are naturally more correlated with financial
market downturns are more likely to contribute to a systemic risk episode than those
who operate without cycles or on cycles that are less correlated with markets.

Unlike other financial sectors, auto, home, and business insurers have a consistently low
and counter-cyclical failure rate. One reason is that property casualty losses stem from
events such as natural disasters that are independent of market cycles. Another reason
is that property casualty insurers are required to hold surplus funds to ensure their ability
to pay claims, which means that their investments must be extremely conservative and
liquid.

For example, surety insurance in many cases will over-perform during economic
downturns because labor and materials can become more affordable, allowing failing
obligations to be fulfilled without the need to claim on the surety coverage. Surety
insurance companies have negligible or reverse correlation with industry systemic risk
cycles are thus are highly unlikely to be part of a systemic wave (as are other financial
firms with similar risk characteristics).

The following chart shows the low impairment rate of property casualty insurers as

compared to other financial firms and the lack of correlation between insurer
impairments and economic downturns.
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We hope these comments are helpful to the Council. If we may be of further assistance

in answering guestions or providing additional information, please do not hesitate to
contact me at (202) 639-0496.

Respectfully submitted,

Robert W. Woody an/
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Overview for PCI1AA

During 2009-2010, Congress worked to formulate a broad-reaching financial regulatory ovethaul
in response to the financial crisis, Ultimately, lawmakers agreed in a conference committee on a
bill known as the “Dodd-Frank Wall Street Reform and Consumer Protection Act” (“Dodd-
Frank”), which was subsequently signed info law by President Obama on July 21, 2010. A
major part of Dodd-Frank deals with systemic risk evaluations of financial institutions. These
evaluations, among other things, are required to determine: 1) the need for systemic risk
oversight of specific nonbank financial companies, and 2) the amount (if any) of systemic risk-
based assessments charged to individual financial institutions. Though Dodd-Frank requires
regulators to consider a number of delineated factors as part of a systemic risk evaluation, it
provides latitude for regulators to consider other factors and does not detail the specific construct
of the assessment process. On October 6, 2010, regulators published an Advance Notice of
Proposed Rulemaking (“*ANPR”) related to pending regulations which will determine the process
for determining firms that pose systemic risk. Regulators specifically sought public comment on
a series of 15 questions.

Federal regulators are ultimately expected to devise a new risk rating framework(s) to use in
assessing systemic risk of individual financial institutions. The results of such rating process
will largely determine if a firm becomes subject to systemic oversight by the Federal Reserve
and the amount of systemic risk charge a firm is assessed. Determinations regarding the need for
Federal Reserve systemic oversight of nonbank financial companies will be performed on an
ongoing basis' to capture changes in individual institution activities, as well as shifts in
underlying markets.

To reflect the many facets and complexities of a financial firm’s systemic risk contribution, and
to consider specified legislative requirements, a “CAMELS-like” rating system’ estimating a
firm’s systemic risk is likely to be developed by regulators. Each letter in the CAMELS system
represents a key component of safety and soundness for an individual bank legal entity; the
CAMELS components are derived from vatious qualitative and quantitative considerations and
ultimately weighted and aggregated to arrive at a composite rating. A similar construct using
components which are aggregated up to a composite systemic risk rating would be familiar to
regulators, allow capture of the specific Dodd-Frank considerations, and give regulators latitude
to add and weight individual considerations as deemed appropriate.

The key component ratings regulators should use to arrive at an aggregate systemic risk rating
for financial firms are described below, Within these components all the specific considerations’

! These will be performed at least annually, per Dodd-Frank.

2 The CAMELS system is used by the Federal Reserve, the FDIC, the OCC, and numerous state banking regulators
to rate banking institutions® overall condition and perforinance. The six factors examined are Capital adequacy,
Asset quality, Management administration, Earnings, Liquidity, and Sensitivity to market risk. Ratings are based
on financial statements and on-site examinations.

3 Dodd-Frank’s required considerations are specified in Sec. 113(a)(2} Considerations, and Sec. 210(0)(4)(C) Risk-
based Assessment Considerations.”




denoted by Dodd-Frank are captured. Initial analysis indicates that traditional propeity and
casualty (“P&C”) insurance firms would receive relatively low risk ratings within each of the
components,




Introduction:

This paper outlines a risk assessment process that may be used to determine the level of systemic
risk posed by various individual financial institutions. Application of the system to a broad set
of financial firms will allow rank ordering of firms in terms of systemic risk.

The process, which has been constructed over a number of months, should be considered as
regulations that require the Financial Stability Oversight Council (“FSOC™) to identify financial
institutions posing significant systemic risk are devised by Regulators. The relative rankings
provided by the process will allow the FSOC to properly prioritize its oversight efforts across the
broad spectrum of financial market participants

Though not designed in response to the Advance Notice of Proposed Rulemaking® (“ANPR”)
published on October 6, 2010 in the Federal Register, the assessment process is responsive to
many of the key questions posed. Though developed at the request of PCIAA, it should be
stressed that the methodology has been empirically designed and is purposely broad enough to be
applied to all types of financial institutions whether they be characterized as hedge funds, banks,
private equity firms, or insurance companies. '

To reflect the many facets and complexities of a financial firm’s systemic risk contribution, and
to consider relevant legislative requirements, the process is designed in a multi-component
“CAMELS-like” format’. Each letter in the CAMELS system represents a key component of
safety and soundness for an individual bank legal entity; each component is derived from various
qualitative and quantitative considerations and ultimately weighted and aggregated to arrive at a
composite rating. A similar construct that rates important systemic risk components which are
then aggregated up to a composite systemic risk rating will allow capture of the specific
considerations denoted in the “Dodd-Frank Wall Street Reform and Consumer Protection Act”
(“Dodd-Frank™), and give regulators latitude to add and weight individual considerations as
deemed appropriate. The multi-component CAMELS-like format is familiar to most regulators
and financial market participants, which will aid in implementation.

4 «A dvance Notice of Proposed Rulemaking Regarding Authority to Require Supervision and Regulation of Certain
Nonbank Financial Companies.” Federal Register: Vol. 75 No. 193. October 6, 2010.

5 The CAMELS system is used by the Federal Reserve, the FDIC, the OCC, and numerous state banking regulators
to rate banking institutions’ overall condition and performance. The six factors examined are Capital adequacy,
Asset quality, Management administration, Earnings, Liquidity, and Sensitivity to market risk. Ratings are based
on financial statements and on-site examinations.
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Assigning Systemic Risk Ratings

The below sections outline key components for the evaluation of financial firm systemic
risk. Each of the sections contains one or more metrics that link a patticular institution to
systemic risk. The first 7 of these are primary factors that determine a firm’s likelihood to
contribute to a systemic risk episode. Components 1-4 largely seek to reflect the impact
that the failure or impairment of a firm may have on the financial system. The 5t
component has both repercussions on a systemic level as well as the individual level.

_ Components 6 and 7 are the key factors that determine the likelihood that a financial firm

will be able to remain un-impaired during stressed conditions. The final two categories
reflect joint and mitigating factors that can either increase or decrease a firm’s likelihood
of contributing to systemic risk.

Each of the 9 scores will be rated in a way similar to bank CAMELS ratings. That is,
each score will be from 1-5, with 1 the best possible and 5 the worst. From the
component scores, a composite systemic risk rating for each institution will be derived.

The components are:

Joint Factor: Liquidity and Interconnectedness
Mitigant/Amplifier: Sector and Firm Specific

1. Interconnectedness

2. Concentration — Market

3. Implied Product Support

4, Cyclicality of Financial Results
5. Transparency

6. Liquidity

7. Capitalization

8.

9.
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Multi-Stage Systemic-Risk Determination Process

The nine components comprising the full rating system should not be applied to every financial
institution. For efficiency, a full assessment should only be performed on institutions that
qualify under the two pre-tests described below.

L Exposure Test: Total Quantity of Liabilities

Though size may not be well correlated with systemic risk potential for firms with
relatively large total exposure levels, it is intuitive that a firm with a small total exposure
level will not pose a systemic risk. A quantitative exposure hurdle that considers all
balance sheet liabilities, notional amounts of derivative contracts, and other contractual or
contingent liabilities should be utilized to reduce the universe of institutions that are
subject to a more detailed assessment.

The exposure test threshold may be set at a single nominal amount (e.g. $10 billion) for
all institutions, or may vary according to type of institution (i.e. property and casualty
insurer vs. bank). The size test threshold(s) may change over time and the exact level
may or may not be made public (to prevent gaming).

IL. Core Systemic Component Test

Institutions above the exposure threshold would be assessed under a sub-set of the nine
components detailed. The two key components for consideration are: 1.
Interconnectedness; and 2. Market Concentration. Each institution above the exposure
threshold will be assigned a score of 1-5 for these two key factors. If either of the two
component scores were rated 4 or higher or the sum of the two scores is 6, the institution
would be subject to a full systemic risk assessment.

The Interconnectedness and Market Concentration components are more fully described
in the next section. However, the choice for these two components as a pre-test is
described briefly. Quite simply, regardless of the other component ratings, if the failure
or rapid deterioration of a particular institution does not have potential to cause
significant losses amongst other institutions (interconnectedness) and does not remove a
significant financial service/product provider from a significant market (market
concentration), then the individual firm should not be considered systemically important.
That is, the firm’s demise would not have any significant impact to the financial system.

Firms that exceed both pre-test thresholds would be subject to the comprehensive
assessment, considering all nine factors detailed in the next section.




Key Components for Evaluation of Financial Firm Systemic Risk
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L Interconnectedness: Potential for Spill-over

Interconnectedness is the potential for a financial firm, as a result of its failure or
impairment, to transmit financial difficulties to other financial and non-financial firms.
Interconnectedness results from the reliance that other entities place on a financial
institution to fully meet the terms/obligations of various contractual commitments
including but not limited to derivatives, guar antees, committed lendmg facilities, and
insurance. See PCIAA/NERA whitepaper®.

An interconnectedness assessment looks to the total exposures of a financial firm and
various concentrations that may exist from such exposures. Total exposure goes beyond
whatever accounting methodologies are used to determine balance sheet totals and
considers so-called risk shifting activities (e.g. written credit default swaps, securitization
of mortgages with credit or liquidity risk guarantees, other guarantees or sold puts). The
capture of risk-shifting activities addresses potential moral hazard issues inherent in the
originate-to-distribute model of lending and the disaggregation of risky products. A
number of authors and commentators have emphasized the importance of capturing
institutions contribution to risk shlftmg See Kane (2009, 2010a,b) for leading examples

A firm with a high level of interconnectedness inherently poses a greater level of
financial system risk. Ultimately, various nominal and risk-weighted exposure metrics
may be considered for different types of financial institutions in assessing
interconnectedness, but a strict rules based formula is not recommended.

The following sections of the Dodd-Frank Financial Reform Act relate to or require
consideration of interconnectedness:

v Section 113 Considerations: (B), (C), (G), (I), (J), (D)
= Section 210 Considerations®: (i), (ii), (vi), (ix)

Rating - Interconnectedness

S For more complete discussion related to interconnectedness, see “De-Mystifying Interconnectedness: Assessing

“To Interconnected to Fail’ and the Fallout From Getting it Wrong.” PCI White Paper, Research by NERA
Economic Consulting, April 23, 2010,

7 Kane, Edward J., 2009, “Incentive Roots of the Securitization Crisis and Its Early Mismanagement,” Yale Journal

on Regulation, 26 (summer), 405-416. Kane, Edward (2010a). “Redefining and Containing Systemic Risk,”
Atlantic Economic Journal (forthcoming). Kane, Edward. (2010b) “Missing Elements in the US Financial
Reform: A Kubler-Ross Interpretation of the Inadequacy of the Dodd-Frank Act” Keynote Address, 2010 Infiniti
Conference

¥ Section 210 Considerations points come from Section 210(0)(4)(C), unless otherwise noted.
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The rating will take into account the degree of interconnectedness that an institution has
with other firms, Key factors to consider will be

(1) the significance of commitments with counterparties,
(a) size and number of commitments
(b) size and nature of any margin or collateral
(¢) clearing time

2} the correlation of counterparty dependence with the firm being assessed
P P
(e.g. do commitments to counterparties increase when assessed firm is in
weakened condition?)

(3) the correlation of counterparty dependencies (e.g. are all counterparty
commitments likely to come due at the same time?)

(4) importance of institution to the management or operation of exchange,
clearing or other central system

(5) size and scope of securities lending operations

Regulators are encouraged to consider each of these factors in determining a rating for
the institution. A number of methods from the academic literature may be useful in
determining the importance of the financial institutions in the financial network. We
encourage regulators to consider at least two components of network structure when
evaluating the contribution of an entity. First, we encourage a simple metric of network
centrality, such as connectedness — a measure of how many ‘links’ an institution has to
other institutions. More links could imply more risk should the institution fail. Second,
we encourage regulators to consider how ‘important’ a financial institution is in the
network. An institution that transacts daily with every other institution in the world, but
only for $1 is not ‘important’ even though it is highly inter-connected. A measure such as
Bonacich centrality is designed to capture this importance. Ballaster et al (2006), Calvo-
Armengol, et al (2009) and Cohen-Cole et al (2010) provide more detail regarding the
theory and application behind the use of this measure.”

A final rating of 1-5 will reflect the following summary descriptions:
1. Completely independent
2. Somewhat independent

® Bonacich, P. (1987), "Power and Centrality: A Family of Measures", American Journat of Sociology, 92, 1170-

1182.; Ballaster, C., A, Calvo-Arimengol, A. and Y. Zenou, 2006, "Who's Who in Networks. Wanted: The Key
Player", Econometrica, 74, 1403-1417.; Calvo-Armengol, A., E. Patacchini, and Y. Zenou, 2009, "Peer Effects
and Social Networks in Education,” Review of Economic Studies, 76, 1239-1267, Colen-Cole, E., Kirilenko, A,
and Pattachini, E. (2010) “Are Networks Priced? Network Topology and Order Trading Strategies in a High
Liquidity Market” Univetsity of Maryland, mimeo. http://papers.sstn.com/sol3/papers.cfm?abstract_id=1597738
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Moderately interconnected
Highly interconnected
Very highly interconnected

noke W

1I. Market Concentration: Firm Market Share; Ease of Product/Service
' Substitution; Granularity of Market(s); Standardization/Customization of
Products

Individual financial product/service offerings consumed by retail and institutional
customers may be offered by a large number of firms within a competitive market or by a
smaller more concentrated group of firms. Less competition within a particular
product/service class can result in substantial difficulty in product
replacement/substitution should one of the offering firms exit the market as a result of
impairment, failure, or otherwise.

As financial product markets largely controlled by a few firms grow in terms of
importance to overall markets and the economy at large, the firms offering such products
pose increasing levels of systemic risk. For example, if a few firms serve as
counterparties to the vast majority of credit default swaps (“CDS”), and the CDS market
is of high importance to the overall market/economy, such firms likely pose significant
systemic risk, regardless of total balance sheet size or other diversified activities. A firm
that represents a particular market concentration may itself not have a portfolio
concentration (which is considered within capital and liquidity ratings)

Market concentration risk considers product/service offerings and direct holdings of
financial products, as well as off-balance sheet exposures and assets under management
that are effectively controlled by an institution (or may become direct holdings).

The following sections of the Dodd-Frank Financial Reform Act relate to or require
consideration of market concentration.

= Section 113 Considerations: (D), (E), (F), (G), ()
»  Section 210 Considerations: (i), (iii), (ix), (x), (xi)

Rating - Market Concentration
The assigned rating will be based on market concentration indices for product lines.
Ratings will consider national,, regional, and local concentrations.

We encourage the use of standard concentration statistics, such as the Herfindahl-
Hirschman Index (HHI). The HHI is a measure of the size of firms (or products) in
relation to the industry. It is defined as the sum of squares of the market shares of the 50
largest firms within the industry. Where there are fewer than 50 firms, it uses all firms,
The index itself is a number between 1/N and 1, where N is the number of firms in the
industry. An HHI above .18 is typically considered a highly concentrated industry. In
order to ascribe a value to each firm, we suggest taking the confribution of each firm to
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the HHI. This is a number between zero and 1 and is a measure of market power of the
firm within that segment.

Regulators should consider the concentration of products such as commercial and
industrial (“C&I”) lending (rather than all lending). As a result, each product category
will receive one national and a number of local scores.

A final rating of 1-5 will reflect the following summary descriptions:

1. One of many actors in local markeis or small actor in national market. No
significant concentration in any product cafegory.

2. One of few actors in local markets or small to medium actor in national market.
No significant concentration in any prodict category.

3. One of limited actors in local markets or medium actor in national market. Some
concentration in limited product categories.

4. Key actor in multiple local markets or medium-large actor in national market.
Concentration in many product categories.

5. Key actor in national market and in numerous local markets.

IIE. Implied Product Supbort

Even in the absence of contractual exposures or obligations (that would be considered in
the interconnectedness rating) a financial firm may imply support for certain positions or
products. This may be the result of the firm having involvement in initial underwriting or
distribution or by having staked out a position as a key liquidity provider in a certain
product class. A firm may have even set previous precedents of supporting products in
the past.

Such support may be abandoned by a firm in times of stress in an effort to shore up its
own condition. However, abandoning products where implied support had existed can
cause or exacerbate broader market problems and thereby increase systemic risk.

Rating — Implied Product Support

The rating should consider the dependence by the market on the implied support or
product(s) provided by the firm being considered. If the dependence is high ina
particular product class or classes that are important to markets, then the implied support
rating should be high. Implied support may be high but if wide support is provided by a
number of firms then the support is less important. A lack of implied support or potential
importance of support would result in a low score.

No implied support on products or support is not relied upon

Minimal implied support relative to resources

Some implied support relative to resources

Significant implied support relative to resources

Strong implied support for a number of key market products with high reliance by
market for continued support. Level of support is high relative to resources

bk e ko
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IV.  Cyclicality of Financial Results: Exposure to, or Correlation with, Market
Cycles

Cyclicality is reflected by the likelihood that a firm’s financial performance will
deteriorate commensurate with the timing of declines or increased volatility within
general financial markets. Financial firms that are highly exposed to financial market
cycles tend to pose higher systemic risk than others. For instance, if a firm needs to
increase capital or liquidity levels just as market conditions deteriorate, not only can firm-
specific problems ensue, but the troubled firm’s forced sale of assets into a declining
market can exacerbate overall market deterioration.

More cyclically exposed fitms may be propetly capitalized and sufficiently liquid to
weather even significant cycles, and so it should not be assumed that more cyclical firm
are always more likely to become impaired (other considerations are important).
However, the behaviors of more cyclical firms can be more important to the system
during downturns, Finally, it should be noted that some firms may be exposed to cycles,
but to the extent those cycles are not highly correlated with market and economic
downturns they are unlikely to contribute to systemic risk episode.
= Section 113 Considerations: (B), (G), (D), (I)
= Section 210 Considerations: (i), (ii), (xi)
Rating - Cyclicality
The rating should be informed by the correlation of firm earnings with a set of key
market indicators. We encourage regulators to consider using three sets of cyclicality
measures: general economic conditions, consumer cyclical information and financial
market conditions.
(1) General Economic Conditions
(a) GDP
(b) M3
(2) Consumer Cyclical
(a) Housing/Commercial Real Estate price index
(b} Consumer confidence

(¢) Consumer borrowing

(3) Financial Market
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(a) S&P, Dow, FTSE index, etc
(b) VIX-type measures

A final rating of 1-5 will reflect the following summary descriptions:
1. Negative correlation with key measures
2. Mild negative correlation with key measures
3. No correlation with key measures
4. Mild positive correlation with key measures
5. Large positive correlation

V. Transparency: Availability and Market Comprehension of Financial
Exposures

Transparency provides market participants and regulators with information regarding a
financial firm’s various risk exposures. A high level of transparency allows the market to
estimate the financial position of a firm in the current environment and under various
potential future scenarios. Lack of transparency creates uncertainty about a firm’s
financial position and future prospects which can increase risk to the individual firm and
to the system as a whole. This is because during stressed periods, opacity tends to
exacerbate fear and related “runs on institutions™ by retail and institutional
customers/counterparties. Such runs can result in incremental asset sales, increased
volatility, and de-levering within already stressed markets.

v Section 113 Considerations: (B), (I)
¥ Section 210 Considerations: (1), (i1), (xi)
Rating - Transparency
The rating will be based on the regulator’s discretion, with regulators encouraged to take
into account a number of factors including the timeliness and detail of financial
institution release of:
(1) level, quality, trend of capital,
(2) derivative positions and off-balance sheet contractual exposures
(3) counterparty positions and vatious forms of counterparty concentration, and
(4) level, quality and trend of liquidity
The timeliness and level of disclosure required by regulators of various institutions can
vary significantly. Some institutions that are largely un-regulated may have minimal or

no reporting requirements. As such, fully meeting cutrent regulatory reporting
requirements could result in either a high or low rating within this framework.
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A final rating of 1-5 will reflect the following summary descriptions:
1. Financial institution releases substantial, timely information on each key
category.
Financial institution releases substantial, timely information in some categories.
Financial institution releases some information in each category or substantial
information in one category.
4. Financial institution releases some information in limited categories.
5. Financial institution releases little information on any category. Example would
be status quo quarterly call reports only.

2.
3.

VI.  Liquidity: Ability to Meet Cash Obligations

A firm’s liquidity position determines its ability to meet current and potential cash
obligations. Higher levels of liquidity reduce the need for a firm to sell (potentially less
liquid) assets to meet current obligations. Firms with low liquidity relative to potential
needs have a relatively high potential for failure and potential to contribute to systemic
risk. This is particularly true for a firm that represents a market concentration or that is
highly interconnected.

»  Section 113 Considerations: (I), (J)
= Section 210 Considerations: (ii), (v), (vii), (viii), (xi)
Rating - Liquidity

The rating will be based on the ability to meet cash obligations. Where available,
liquidity ratings from safety and soundness regulators should be considered (e.g. L in
CAMELS, for banks). Within this systemic framework regulators must focus on the
potential for a firm to meet liquidity demands under potential future stressed
environments. Current obligations are typically met with a combination of existing
liquidity in the form of cash, liquid securities or various borrowing. However, the ability
to meet obligations in a stressed future environment must consider potential liquidation
values of assets, changes in margins/haircuts on collateralized borrowings and the
potential for committed liquidity providers to fail to meet their obligations. Portfolio
exposure concentrations tend to increase liquidity risk.

The matrix below illustrates an example of one input to a liquidity rating. The matrix
considers the portion of liabilities maturing in less than 30 days and the sources for
meeting those liabilities.
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Casl/Treasury 2) (3) (4) Credit
Only Lines
Only
>10% of liabilities 1 2 3 4 5
<30 days ‘
>20% of liabilifies 2 2 4 4 5
<30 days
>30% of liabilities 2 3 4 5 5
<30 days ‘
>40% of liabilifies 3 3 5 5 5
<30 days
>50% of liabilities 3 .4 5 5 5
<30 days

VIL.  Capitalization: Degree of Leverage

Capital serves as a buffer to absorb financial company losses. The size of a financial
institution’s capital relative to its various risk exposures and the correlation of those
exposures is a key determinant of firm survival. Concentrations (e.g. portfolio
concentration) or multiple disparate risk exposures under certain scenatios can rapidly
deplete a financial firm’s capital and threaten survival. Low levels of capital (i.e., high
levels of leverage) increase the likelihood of a firm’s failure, thereby increasing systemic
risk, particularly for a firm that represents a market concentration or is highly
interconnected. For purposes of this framework the continued adequacy of capital under
more severe financial and economic downturns should be considered.

It is critical that capitalization ratings consider the risk and correlation of the assets,
liabilities and other exposures and activities undertaken by a particular financial firm. A
simple leverage ratio is not comparable across financial firms that undertake different
activities. I'or instance a fund that undertakes concentrated exposures in one area of the
financial market would need significantly lower leverage to obtain a capitalization rating
commensurate with an insurance company that has diverse exposure to largely
uncorrelated physical events and maintains a high quality asset pool in support of
potential exposures.

= Section 113 Considerations: (A}, (1), (K)

"  Section 210 Considerations: (i), (iv), (vii)

Rating - Capitalization

If available, the capitalization rating will consider relevant regulatory “safety and
soundness” capital ratings (e.g. C in CAMELS, if a bank), which generally reflect firm

capital in relation to exposures as well as the quality of capital. However in rating both
liquidity and capitalization, it is important that potential differences in arriving at safety




and soundness ratings across various types of financial firms be considered. Functional
regulators may tend to rate an individual firm within a sector relative only to the other
regulated firms in that sector, However, in this more overarching framework it should be
realized that a “satisfactory” liquidity or capitalization rating for a firm in one sector is
not commensurate with a firm in a different sector. Higher concentrations in exposures
and market funding sources within a firm typically require greater capital support than a
more diverse set of exposures and funding sources.

Recent policy discussion and academic work has emphasized the importance of firms
holding not only common equity to buffer against shocks, but also the importance
contingent capital. One set of prominent suggestions includes the issuance of conditional
capital buffers in initial debt form. This type of debt would automatically convert to
equity based on a set of pre-determined criteria such as the level of the firms” stock price.
In this fashion, the firm would have access to additional capital precisely when it is
.exposed to systemic shocks, The final rating, for example, may be based on a table such
as the one below, along with other relevant qualitative and quantitative considerations.
The C column across the top of the matrix represents the primary regulator’s capital
rating for the institution (e.g. The “C” in CAMELS for regulated banks)

. C-1 C-2 C-3 C-4 C-5

Common Equity (CE) >8%+ 1 2 3 4 h]
conditional capital (CC) >5%

CE >6% and CC>5% 2 3 3 4 5

CE >4%+ CC>5% 3 4 4 5 5

CE >4%+ CC>3% 4 5 5 5 5

Common Equity <5% 5 5 5 5 5

VIII. Joint Factor - Liquidity + Interconnectedness

This rating is intended to capture the fact that interconnected institutions are a greater risk
to the financial system if they are themselves illiquid. Higher liquidity risk is more likely
to trigger an event which can cascade through the system. It also serves o reward even
interconnected institutions with sound liquidity management.

Interconnectedness (1) ) (3) (4)  Interconnectedness (3)

Liquidity (1) () 2 6 @ (5)
2) ) @ 6 @ (3)

() &) G 6 @ (3)

) 4 “4 @ @ - (3)

Liquidity (5) () 6 6 6 ()




IX.  Mitigants/Amplifier

Individual firms or groups of firms may be supported by various mitigants that serve to

39 reduce the gross level of systemic risk contribution, as reflected by the components
above. For example, the existence of a group resolution fund can reduce the systemic
impact from a group member’s failure. Additionally, the existence of a robust and low-
impact wind-down plan can reduce the systemic risk posed by a financial firm. Finally, a
firm that has superior information systems with respect to its own exposures as well as
superior market monitoring capabilities may be able to take steps to avoid exposure to
potential stressful environments.

¢ Section 113 Considerations: (H)
u  Section 210 Considerations: Section 216(0)(4)(B)
Rating — Mitigants/Amplifier: Sector and Firm Specific

40 This rating is intended to capture the variety of methods that a financial institution can
use to mitigate its systemic risk. Rating examples below are indicated. A 1 rating will
reduce the systemic risk score; a 3 would have no impact and a 5 would amplify the
composite rating.

1. Sector Guarantee Funds; Detailed Wind-down plan; Strong information systems
2,
3. Satistactory wind-down plan and information systems
4
5

Lack of detailed wind-down and contingency plans; Marginal information systems

Future Development

When considered together, the component ratings above should reflect the net systemic risk
posed by various financial institutions, while encompassing all considerations required by Dodd-
Frank.

Going forward in the development of the assessment process, each individual component may be
further defined and detailed by regulators. Specific qualitative and quantitative measures may be
specified that are utilized in arriving at the component rating. For firms that are currently lightly
regulated with minimal reporting, regulators may need to set up new information flows in order
to arrive at informed ratings. In other more highly regulated sectors, current exposure
information reported in public and regulatory filings may be sufficient to derive an informed
systemic risk rating.
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Executive Summary

Congress is currently considering broad fegislation to address heightened financial services and systemic risk
regulation. In December, the U.5. House of Representatives passed leglslation H.R. 4173, the “Wall Street Reform
and Consumer Protection Act of 2009,” which requires that asset size be primarily used to determine whethera
financial firm is deemed systemically risky. The Senate is now also considering using asset size as a determinative
factor in similar systemic risk legislation, However, this approach is flawed, as it fails to consider a firm’s level of
interconnectedness, in relation to the larger financial system.

Interconnectedness — the extent to which a firm impacts and is impacted by other firms — is a more accurate and
efficient measure of systemic risk. As addressed in the January 2010 NERA study, “Why “Too Big to Fail' is Too
Short-Sighted to Succeed,” using size alone to determine whether a firm poses systemic risk paints an incomplete
and distorted picture.

Financial system interconnectedness is a key factor for understanding systemic risk and the potential for future
market failures, It Is important for Congress to consider a financlal firm’s interconnectedness in any new systemic
risk regutation efforts. Firms that maintain a higher degree of interconnectedness pose greater systemic risk and
warrant a higher piiositization in any systemic risk mitigation efforts undertaken. Firms that are less connected
and pose less risk to the financial system should be treated commensurately.

Failure to appropriately differentiate between firms with varying levels of interconnectedness may not only lead to
an inefficient and possibly ineffective systemic risk mitigation process, but can also bring about other undesirable
ecanomic results, These economic impacts include:

I, Inefficient Regulation and Competing Mandates '
Il. Increased Legal and Market Uncertainty

Hil. Inefficient Capital Structure and Increased Cost of Capital

IV, Reduced Transparency and Increased Risk

V, “Free Riders” and Loss of Economic Efficiency

VI. Adverse Incentives and New, Additional Moral Hazard

Vil. Undermined Market Discipline

Vil U.5. Job Losses and Decline in U.S. Competitiveness

Interconnectedness should be considered in any assessment of an individual firm’s Inclusion in proposed
systemic risk and resolution legislation. Financial regulation should also consider the other major sources of
firm-based systemic risk, including: cyclicality, leverage, liquidity risk and transparency. The significant economic
costs of a flawed policy based on “Too-Big-To-Fail” are likely to outweigh any potential benefits.
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Introduction

The paper begins by briefly describing financiat system interconnectedness (“iC”) and its importance to systemic
risk. It then describes the negative consequences associated with a failure to consider varylng levels of IC across
financial firms within financial reform efforts. Inappropriate consideration of financial firm IC would {ead to
inefficient use of regulatory resources and pose significant unnecessary costs to firms, consumers, and the system

as a whole.

In Part Il, the paper defines and discusses specific categortes of financial firm IC in non-technical terms, providing
examples. Certain interconnectedness mitigants are atso described which can reduce negative spillovers that may
otherwise result from a firm’s inherent 1C.

In Part {11, a description and the results of a survey of financial firm IC are discussed. The survey ranks the IC of
five stylized financial institutions (list 5 types). These firms in aggregate represent a large portion of the total U.5.
financiat system. For each stylized financial firm, the inherent IC, mitigants to IC, and net IC were ranked by a group

of external! financiat markets experts.

The survey results indicate that significant differences in IC exist across various firm types. it follows that the
potential for different financial firm types to Initiate or contribute to a systemic risk episode will vary widely as a

result of IC differences.

We conclude it is important for leglslators and regulators to ensure that differences in financial firm IC are reflected
within any new systemic risk reduction efforts.

1 Survey respondents are external in that they are not employed by the cantributers’ employers {i.e., NERA and Oliver Wyman),
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Part I: The Importance of Interconnectedness
to Systemic Risk |

Interconnectedness, sometimes referred to as “spillover” or “contagion,” reflects the impact that entities have

on one another, Across financial firms, a high levet of IC is sometimes viewed positively, as it may be associated
with the ability to “lay-off” risks to counterparties. However, during episodes of stress, IC can take on the negative
connotation of contagion, when problems at one or a few firms are transmitted across networks, infecting counter

parties and customers.,

As described by Mayr, “On the one hand, an interbank system or a risk transfer market provides an insurance against
liquidity shocks, On the other hand, it exposes a wider range of institutions ta systemic risk.”

ICis, in fact, a primary reason that many view the failure of certain financtal firms as creating potentially more overall
systemic risk than non-financial firms. Some financial firms maintain a high number of very significant connections
that are difficult to fully monitor. The issue is summarized by Butlard, et al.:

In the normal course of business, large commercial and investment banks lend and trade with
each other through interbank lending and deposit markets, transactions in over-the-counter (OTC)
derivatives, and wholesale payment and settiement systems....The lightning speed of financial
transactions and the complex structures of many banks and securities firms make it especially
difficult for a firm to fully monitor the counterparties with which it deals, let alone the counter-
partias of counterparties. The rapid failure of a seemingly strong bank could potentially expose
other firms to large losses, Even firms that do not transact directly with the affected bank can

be exposed through their dealings with affected third parties?

A high number and degree of connections between firms creates the potential for systemic risk. Intuitively, a group
of firms or an individual firm whose failure does not significantly impact its creditors, counterparties, or customers,
and that is ot significantly impacted by other firms’ problems, is unlikely to initiate or contribute to a systemic risk
episode.* Conversely, a group of firms or an Individual firm whose own financial problems pose large negative
impacts to other firms, or that has a significant likelihood of becoming impaired as a result of exposure to troubled
firms, is more likely to contribute to a systemic risk episode. As described in the Report to 620 finance Ministers
and Governors:

4

continied

Bernhard Mayr, “Financial Coniagion and Intra-group Spillover Effects,” Dissertation noe. 3303 of the University of St. Gallen,

Graduate School of Business Administration, January 22, 2007, p. 31.

James Bullard, Christopher J. Neely, and David C. Wheelock, “Systemic Risk and the Financial Crisis: A Primer,” Federal Reserve Bark of
St, Louis Review 91, no. 5, Part 1 (September/Octeber 2009), pp, 408-409.

The surprise dernise of a firm that serves to wipe out equity holders would negatively impact ary investors with eoncentrated equity
heldings. Howavar, diversification can mitigate this,
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interconnectedness captures situations when financial distress in one institution materially raises
the likelihood of financial distress in other institutions because of the network of contractual
relations in which the institution operates. This chain effect operates on both sides of the balance
sheet, i.e., there are inter-connections on the funding side as well as on the provision of funds.
The larger the number of links (the larger the number of ereditors and clients), the higher potential
to cause sphllovers onto either clients and/or creditors. In additian, the larger the size of the
Individual expesures (the “thickness” of the links), the greater the potential that these effects will
be magnified.?

Whether through direct contractual obligations or indirect relations, all financial firms maintain some degree of IC.
However, within a continuum of IC, different financial firms have a greater or lesser number and degree of linkages as
a result of their natural and preferred business activities. Additionally, certain firm types have mitigants or firewalls
in place that effectively reduce the likelihood of financial problem transmission. To assess a firm’s net IC, this
concept must first be defined and explained.

The figure below illustrates a hypothetical financial institution network, and focuses on two specific firms. firm #1
maintains a high number and degree of interconnections, and therefore naturally poses a greater risk fo the system,
should it encounter financial problems. Firm #2, which is less connected, both poses less risk to the system and is
less exposed to risks emanating from other firms. It is notable that the absolute size of the firms does not reflect their
degree of IC.8

Financial Institution Interconnectedness
High vs. Low Interconnected Firms
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Circles represent financial firms. Circls size represents firm assel size,
Lines represent conagctions between firms. Line thickness represents degree of connection.

5 Report to G20 Finance Ministers and Governors: Guidance fo Assess the Systemic importance of Financial Institutions, Markets and
Instruments: Initial Considerations, International Monetary Fund, Bank for International Settiements, Financial Stability Board, Getober
2009, p. 10,

6  Formore complete discussion related 1a failure of size as a determinant of specific risk, see “Why *Too Big to Fail* is Too Short-Sighted to
Succeed,” PCI White Paper, Research by NERA Econormic Consuiting, flanuary 18, 2010,
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A useful comparison to the systemic risk of the financial system is the “hub-and-spoke” model that airlines use to
efficiently transport passengers. In the aitline system, the “hub” cities, whether very large in terms of resident
population such as New York, NY, or smaller such as Charlotte, NC, are of critical importance to the efficacy of the
entire transport network. An airport closure in a hub city can result in massive travel disruptions regardless of
travelers’ ultimate destinations, Conversely, an afrport closure in a less significant “spoke” city will result in
problems for a much smaller portion of air-travelers. Additionally, the system’s capacity to facilitate work-arounds
to spoke cities, such as flights to airports nearby followed by ground transportation, is much higher.

Though financial institution networks may not be purposely designed in a hub-and-spoke model, financial networks
can naturally end up in a similar design with similar weaknesses. An analogous example could be a particular
over-the-counter (“OTC”) securities or derivatives markets in which the majority of transactions ultimately involve a
relatively small number of dealer firms.

To summarize the introduction to IC, it is intuitive that different financial firms maintain different quantities and
significance of connections. Given that the financial system or network is the framework through which systemic risk
s transferred, firms exhibiting more significant connection nodes have a relatively greater potential to contribute

to a systemic risk episode. Developing the necessary financial and regutatory infrastructure to assess the level and
significance of IC is critical to averting the type of financial crisis expertenced recently, In addition, a program

that misses the mark, or relies too heavily on identifying and regulating the wrong factors may actually give rise to
Increased costs to business, changes in econemic behavior, and an erosion of market discipline that leads to
increased systemic risk. The following section details the economic research and evidence from recent crises in
which systemic risk became palpable, and conducts an analysis of current proposals for contending with systemic
episodes.

Economic Consequences of Interconnectedness and Efforts to Regulate Systemic Risk

As the need to address systemic risk has reached a level of urgency for regulators and legislators in the wake of
the financial crisis, many have come to recognize that the critical target for future policies fs not one that is directed
at those firms that are “toc-big-to-fail,” but more precisely “too-interconnected-to-fail.” While there seems to be
widespread agreement on the importance of addressing IC, proposals for reform have continued to focus on the
former, with increased regulation and government resolution authority still considered as a remedy for the latter.
As a result, these proposals have the potential to have an unintended negative impact on firms whose ICis low or
unlikely to lead to a systemic risk episode, while failing to target or discourage those firms whose activities give
rise to IC-generated systemic risk.

Analysis of IC or “channels of contagion” by economists Allen and Gale (2000) indicates that the structure of link
ages between banks can result in the transmission of shocks (such as an unexpected demand for liquidity) across
financial entities which can spread across regions.” The extent to which the markets or industries in which the
firms operate are interconnected and complete {risks are traded or efficiently priced contractually) determines

continued

7 Allen and D. Gzle, “Financial Contagion,” Journal of Political Economy 108, no. 2 (2000), p. 2.




12 | PCIWhite Paper | De-Mystifying Interconnectedness

whether a shock is transmitted and gives rise to systemic risk episodes.® Aswe demonstrate in the sections that
follow, depending on structural relationships, IC can act as a shock absorber or, conversely, as a transmitter of
contagion and negative spill-over effects. Consistent with the insight of economic studies, our results confirm that
different industries display different levels of IC and therefore pose different levels of systemic risk.

The characteristics of firms within an industry and their refationships to each other, their clients {(depositors,
creditors, policyholders, etc.) and the correlation of risks in assets become critical factors in determining the rale
of I in relation to systemic risk. Since IC can be fundamental to the transmission of systemic risk, changes to
regulatory programs and new authorities designed to address systemic risk must take IC exposures into account,
Also, policies must recognize how existing contractual, legal and various regutatory structures act to reduce IC and
the correlated exposures that give rise to systemic risk, ’

Economic studies find that IC alone does not give rise to systemic risk, but combined with higher levels of debt
among interconnected firms and lower levels of capital, the likelihood of contagion leading to a systemic event is
greater, This is confirmed by Nier, et al., who find in their study that the knock-on effects of a failure in a banking
system depends on the tevel of concentration, the extent of interbank linkages, and the level of capital available to
act as a buffer to absorb shocks. In general, the authors find that high levels of concentration, larger-sized interbank
linkages, and lower capital levels increase the scope for transmission of systemic risk?

The factors identified by Nier, et al., are also consistent with evidence regarding the causes, scope, and spread of
the Asian financial crisis of 1997, In addition {o organizational interconnectivity commeon to Asian financial conglom-
erates, there were high levels of ICin the financial relationships among those entities in the services sector
accompanied hy high levels of debt.!® Reliance on offshore finance, and its simultaneous pulthack at the signs of
early problems, led to significant losses and the onslaught of the crisis that ensued,

The lethal combination of high interbank connectivity, large interbank liabilities, high debt levels, and low levels

of capital certainly were at play in the recent financial crisis, But it is important to remember that not all financial
industries exhibit these characteristics to the degree seen in the Asian crisis or in recent experience. The property
and casualty (“P&C”) insurance industry has low levels of IC, does not carry the high levels of debt found in the
banking industry, has greater asset to capital ratios, and is not generally reliant upon outside capital for funding.

As a result, the network effects predicted by economic experience that result in the transmission of systemic risk are
unlikely to be observed in the P&C industry.

Various proposals contemplate a regulatory authority that would assume responsibility for regulating systemic risk,
whether that involves the creation of a council of existing regulators, creation of a separate agency or combination
of agencies (such as a consolidated banking authority), or a specialized group housed within an agency {such as
the Federal Reserve) designated to explicitly focus on identifying systemic risk and addressing it through policy
and direct intervention. In most proposals under consideration, the systemic risk regulator would have expansive
resotution authority which it could use to intervene in, and potentially restructure or dismantle, a firm in orderto
forestall a systemic risk episode.

1bid., p. 6.

9 E Nier, |. Yang, T. Yorulmazer, and A, Alentorn, "Network models and financial stability,” Bank of England Working Papei No, 346
(Apnii 2008}, p. 3.
10 Martin Perry, Small Firms and Nelwork Economies (London: Routledge, 1999), p. 124,
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To address those instances of systemic risk episodes, proposals have called for a systemic dissolution fund to
“hail-out” the entity {(or implicitly, its counterparties and other stakeholders) to ensure that losses that the firm
suffers and obligations that are in jeopardy of being defaulted upon do not have a domino effect on others. The goal
of the fund would be to corral the risk at the source, so that any spill-over effects apon firms to which it is connected
are minimal. However, creating an effective regulatory solution involves ensuring that the approach can deliver a real
reduction in systemic risk, and the regulatory solutions themselves do not duplicate other efforts and give rise to
greater risk-taking behavior.

Inefficient Regulation and Competing Mandates

To determine the economic effects of proposals under consideration, we focus our analysis on the regulatory propos-
als that are seen as necessary to address systemic risk, but which at present fail to fully account for the impact and
contribution of interconnectedness, A mechanism strictly based on the size of the firm, for example, would run the
risk of capturing firms that exceed the size threshold but that are not interconnected, and as a resutt, do not pose
systemic risk. Such a regulatory structure would be less effective at reducing systemic risk, and would increase costs
for affected firms without a commensurate benefit, creating an inefficient regulatory program.

Government efforts to contain the spread of systemic crisis have had the effect of rewarding systemically intercon-
nected firms, leaving non-interconnected firms without the same level of support. As the government shifts to
remove the support and/or pushes to internalize the cost of the systemic risk externality Imposed upon the financial
systern, it is important that the costs are not now shifted to firms whose IC did not contribute to the recent crisis and
do not contribute to systemic risk generally.

The concern with proposals to create an additional regulatory authority is that they by and large contemplate a
federal-level, bank-centric approach in the provision of regulatory autharity. All proposals put forth thus far implicitly
assume that federal autherities are necessary to counter systemic risk, and fail to recognize that state, regional, and
industry-level regulatory authorities (such as self-regulatory organizations or natfonal guaranty associations) can and
have been effective at providing implicit and powerful safeguards against IC exposures that can act as a conduit for
systemic risk.

In various industries, including the P&C insurance industry, state regulatory authaorities are an important and
effective facet of a regulatory model that helps ameliorate systemic risk on an ongoing basis before it becomes a
concemn to federal authorities. For example, regionat trends may lead to the failure of various firms within a particular
state or region, and local and state authorities are often in a better position to Identify the source of the emerging
problems and craft loans, subsidies, or apply targeted tax policy to address the problem before it becomes a
“systemic” crisis. While data on state and local responses to economic decline and loss are more difficult to compile
and studies in the literature are focused on economic development in a comparative sense, the impact is substantial
in the U.S. economy where local econromic concerns are as important fo economic welfare as more national issues,
in large part because of the interconnected nature of regional economies, Local and state responses confound

the domino effect of IC-transmitted systemic risk by addressing the problem at the source and internalizing the
externality of systemic risk at the local level.

Anather concern is how firms are restructured, sold, or dissolved as a faflure ensues. In the case of a federally-
insured depository institution, there is a statutory framework for the resolution and receivership processes, When a

confinued
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banking organization becomes insolvent it is closed by its federal or state chartering authority and placed into
receivership. The Federal Deposit Insurance Cotporation (“FDIC”) reimburses the insured depositors either by
transferring their insured funds to another banking organization or by paying them directly. The FDIC is then
responsible for managing the receivership process,

By law the FDIC seeks to maximize the returns to the bank’s creditors. They sell the bank’s assefs and use the
proceeds to pay the creditors of the failed bank, Secured creditors are protected agalnst tosses to the extent they
have sufficient collateral. Proceeds from the sale of the other assets are then used to cover the other creditors of the
failed bank to the extent possible. Losses are borne first by shareholders, then by subordinated debt holders,
general creditors, and depositors, in that order. The FDIC stands in line in the place of the insured depositors.

This ensures that the failed institution’s non-deposit creditors bear losses before the deposit insurance fund. The
exception is if there Is a finding of systemic risk in which case certain categories of creditors can be reimbursed
amounts above what they would otherwise be entitled to in order to mitigate the systemic risk.

The process by which firms in the insurance industry are dissolved are subject fo relevant insolvency and liquidation
laws and the regulatory framework particular to the governing state jurisdictions. Insurance companies have
established guaranty associations to protect consumers and policyholders in the event of a firm insolvency. Unlike
the guarantee p'rovided to depository institutions by the FDIC, there are multiple guaranty funds dispersed
geographically and jurisdictionally to ensure that policyholders and consumers do not suffer financial loss as a
result of a failure of an insurance provider. This system allows the impact of the failure to be mutualized in a more
diversified way, and helps minimize spiliovers to the broader economy. But the priorities and objectives of a
systemic risk regutatory authority are different from, and in fact could be contradictory to, those of the state authori-
ties (whose primary concerns are the economic impact on the relevant business and market within Its jurisdiction)
and guaranty funds (whose mandate is to protect poticyholders as a first priority).

As noted, if the new systemic risk regulatory authority deems a firm's eminent losses or insolvency will lead to losses
at counterparties and creditors, which in turn, could have a systemic effects, it could act to forestall the ensuing
default by taking the entity into receivership, much like the process used by the FDIC. Banking authorities could
reach through a holding company for the purposes of protecting counterparties or creditors, potentially raiding
insurance or other business subsidiaries whose equity hotders, creditors, or other stakeholders would be considered
to be less systemically risky. While it is certainly not likely that the Intent of Congress is to create an authority that
would put insurance policyholders at risk, the net result could be just that.
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Increased Legal and Market Uncertainty

Various proposals under consideration involve the expansion of the current model for the resotution authority for
depository institutions and grant new authotity to federal agencies that gives them the ability to take over nan-bank
entities, including companies whose primary business may include insurance or other financial services. To be
efficient and effective, the resolution pregram should be directed at the source of IC-generated risk, and those firms
that contribute to systemic risk.

The potential for a duplicative systemic risk authority that could circumvent established resolution processes would
not only unnecessaiily Increase costs to taxpayers, but could lead to compating and confusing standards for acting
upon a crisls situation. Since insurance firms are not Interconnected to the same degree as banking institutions, an
insolvency may not have systemnic consequences. As noted above, there is no "run-on-the-bank” psychology that
would ensue in a crisis. In addition, there are resolution priorities dictated by statute, A bank-centric or federal level
regtdatory authority with a different orientation may create legal uncertainty for what types of obligations take
precedence or would receive payment priority in the event of a default.

Even in the case of a large financial holding company that has subsidiaries that are interconnected and cyclical, an
intervention by the systemic risk regulator that would supersede established priorities for guarantee and resolution
may be dangetous and counterproductive. These established priorities ultimately reduce systemic risk, and reliance
upon them creates legal and market certainty that helps mitigate the spread of a ciisis.

It Is important that efforts to create a regulatory authority charged with Identifying sources of systemic risk do not
work to supplant the structures that have been in place in guaranty funds that have heretofore been governed by
state reguilators to protect local businesses and institutions that support those industries within a particular region,
In a time of Increased concern about the growth of the federal deficit as a result of the massive bailouts from the
recent financial crisis, a recognition that state authorities designed to focus on industries within their purview
pravide substantial and effective regulatory supervision of industries is ¢ritical. Creating duplicative regutatory
authorities whose purpose may in fact conflict with the state mandates, e.g., systemic risk reduction versus respect
for contracts whose costs and benefits are born and realized locally, 1s economically inefficient and could even be
counterproductive. In the insurance example, payment of claims and protection of policyholders is tantamount to
state insurance regulators, Erecting a federal authority whose powers can take precedence over state strictures
creates legal uncertainty and can create IC exposure where it did not exist before.

The possibility that federal authorities may circumvent focal efforts to combat sources of risk gives rise to additional
moral hazard in that those state authorities may choose to let fail those entities that they would have otherwise re-
solved as a result of the federal level systemic guarantee. White it is tempting to presume that states would continue
the same level of intervention and support for fisms in their jurisdictions, cost concerns in economic downturns lead
state and localities to vie for federal assistance whenever available.

Current regulatory proposals under consideration would clearly weaken existing contractual and tegal protections
that prevail under conditions of bankruptcy. While bankruptey in general is not thought of as a desirable outcome, in
many industries the precedents for resolving a bankrupt entity are well developed in the law and in practice, and this
enables bankrupt firms, Investors, and creditors a leve! of certainty regarding the dissolution of a failed firm. For
example, subordination established in the issuance of debt and equity specifies payment priorities that determine

continued
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ex ante returns to an investment as well as the ex post distribution of proceeds or liguidation value in the event of
default. The establishment of separate resolution authority may enable these authorfties to supersede oract fo
circumvent those provisions.

Inefficient Capital Structure and Increased Cost of Capital

The creation of authorities whose primary purpose is the identification and resolution of systemic risk has the
potential to increase uncertainty in the capital markets which could increase the cost of capital. Also, as noted
above, assuming those firms with high levels of IC are more likely to foment systemic risk concermns, they would be
more likely candidates for government to step in and circumvent the bankruptey process than those that are not
subject to IC, The potential for reordering of payment priorities established in financiat contracts and in bankruptcy
law governing particular industries could be undermined by well-meaning efforts to control systemic risk. Thus,
the establishment of resolution authority has the potential to undermine a firm's choice of the capital structure
(which determines payment priority in hankruptcy} as well as frustrate efforts to compensate investors for the risks
and expected rewards emanating from that structure,

it is important that any systemic risk authority recognizes the degree of interconnectedness in those firms for which
this authority is granted and focuses on thase activities that give rise to interconnectedness, Thus, those proposals
that focus on greater supervision of payment; clearing, and settlement systems properly recognize the contribution
of interconnectedness of financial activities to systemic risk by minimizing the transmission of systemic exposure
arlsing from counterparty credit risk. Similarly, encouraging central counterparty sofutions that increase transparency
and recognition of credit risks through the maintenance of necessary collateral addresses |C concerns within those
sectors (for example, In the derivatives and securities markets). However, imposing collateral or other requirements
on entities that fall under state level authority that limit the use of derivatives and are not interconnected creates
unnecessary burdens on those entities,

Another concern is that the market and the public, rightly or wrongly, may perceive those firms that are covered

by the systemic dissolution fund to have a lower risk of loss or failure due to the government back-up. This creates
an economic advantage for those firms if markets believe they are a lower risk. A perceived lower risk of default
transtates into a lower cost of capital (since a firm's contracting ability and borrowing rates are affected by the
likelihood of default) and potentially greater investment opportunities. Conversely, those firms that do not fall under
the umbrella may experience greater cost of capital, reduced investment opportunities, and a competitive disadvan-
tage relative to those covered.

Reduced Transparency and Increased Risk

As noted, in proposals passed by the House and under consideration in the Senate, legislators have put forth a fund
that would be generated by assessments on systemically risky firms that would be used to bail out a firm whose
failure would pose significant systemic consequences. In general, proposals have facused on tapping firms of a
particular size based on consolidated assets, and assessing those firms some amount commensurate with their size
or other factors that have yet to be stipulated (e.g., interconnectedness, the likelihood of failure, cyclicality, etc).
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Failure to Identify interconnectedness can lead to opacity and increased likelihood of risk transfer. If proposals focus
on the use of size thresholds for identification of systemically risky firms and do not account for IC and the speed
and intensity of the transmission of risk through IC channels, government will not fully identify systemically risky
firms for which regulatory oversight is needed. Those high risk firms that go unidentified would increase the likeli-
hood of systemic risk sources building, and catching regulatory authorities unaware. Opportunities for the firm

and authorities to mitigate risk through prompt action and reduce the systemic threat will be missed. Further, the
potential for risk to spread is increased if the source Is also opaque to counterparties and creditors. Funds not raised
from risky firms that inevitably draw upon it creates a cross-subsidy from those firms who contribute while also
increasing the likelihood that taxpayers would have to pay to support the firm.

“Free-Riders” and Loss of Economic Efficiency

Another potential cost associated with using a myopic approach that does not take into account levels of ICis that
those firms that pose systemic risk may nonetheless look to the government for assistance should they get in finan-
cial trouble. The potential that some firms wilt be tapped to contribute to the fund, while other risky firms will not be
required to contribute gives rise fo a “free-rider” problem. Free-riders do not pay into the systemic dissolution fund
but nonetheless may be able to draw upon the fund and otherwise benefit from the financial support and stability
that result from the government guarantees.

The potential for free-riding also provides those firms with an advantage over competitor firms who, by virtue of their
size of other factors, must contribute to the fund. The emergence of competitive advantages for free-riding firms also
impedes economic efficiency and results in a cross-subsidy as firms that must contribute implicitly support the risk-
taking of competitors who do not pay their share.

Adverse Incentives and New, Additional Moral Hazard

White the potential for free-riding is perhaps indicative of any governmental financial assistance program, the avatt:

ability of a systemic dissolution fund for such assistance increases incentives fo take incremental risk in expectation
of the back-stop assistance available also from the fund. The creation of additional government backstop measures

creates various and significant moral hazards, Moral hazard, a term that is derived from the economics of insurance

markets, refers to the case in which a party who has insurance coverage would take on greater risk than he normally
would knowing that he will not have to bear the cost should losses occur.

As the government has extended more guarantees to cover risk of toss of individual and financial activity (e.g.,
unemployment benefits, the FDIC, Fannie Mae, and Freddie Mac), economic studies have found that those covered
are more likely to engage In risky activities. Moral hazard is created because of the expectation that the government,
not they, will be responsible for the losses. While moral hazard is evident in various contexts, it is of increased
concern when its effects land on taxpayers who must ultimately bear the cost of financial losses.

In the case of the systemic dissolution fund, the potential for increased moral hazard oceurs because financial
entities may take additional risks in expectation that if they incur losses, the government will step in to make good
on their obligations to avoid systemic consequences. In the recent financial crisis, many noted sources, including

continued
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Congressional committees and global regulators, ascribed the incidence of excessive risk taking by banks and other
financial entities to the misalighed Incentives that result from moral hazards associated with implicit and explicit
government guarantees.

Another related negative conseguence of creating a resolution fund that pools both highly, interconnected
systemically-risky firms in with those whe may be large, but not interconnected is that it expands the government
safely net to financial entities that do not necessarily need it, which could change decision-making and economic
behavior both by the firms, their counterparties, and thus stakeholders. Compénies subject to competitive pressure
and market discipline to manage their risks could instead rely upon the government, and would achleve guasi-public
status, much like Fannie Mae and Freddie Mac did, both of which were availed to massive bailouts by the U.S,
taxpayer. Many govemment and economic officials have noted that it was the implicit guarantee that enabled the
excessive risk taking by these entities, In the same vein, expanding these implicit guarantees may well increase the
risk of systemic crisis.

Undermined Market Discipline

The importance of IC in transmitting systemic risk is not glven sufficient treatment in current proposals that use size
of assets as a threshold for identification of systemically risky firms. By targeting size, and not systemic risk, the
propesals do not incentivize firms to reduce systemic risk and undermines those market forces and behaviors that
reduce risk. This is because firms, counterparties, investors, and other potential stakeholders may infer from their
identification and inclusion in the regime as being subject to a higher level of government protection than other
firms, This reduces stakeholders’ incentives to perform the necessary due diligence with respect to the firm's risks
and act accordingly. For example, potential stakeholders such as counterparties and investors have ;narket incen-
tives to monitor a firm for risk levels and to reduce credit, increase the risk premium on the debt, or sell their debt
and equity as risks increase. Inclusion in the government program mutes these forces of market discipline that
would discourage risky behavior,

In addition, private sector solutions, such as guaranty funds, insurance, and clearing, which result In risk reduction,
may seem less necessary or feasible If the perception of a government guarantee prevails. If the collective market
discipline these efforts represent are hampered, systemic risks wilt be effectively increased as firms have less
incentive to mitigate risky behaviors and their participants have less incentive to monitor and exert pressure upon
them to do so.

in a free market system, the failure and exit of inefficient firms is a natural dynamic of the competitive marketl. Not
allowing entities to fail, or cross-subsidizing those that do through greater forbearance, would have significant long-
term economic consequences, Forbearance includes extensions of low rate loans, establishment of liquidity facilitles
(low cost access to government funds), government purchase of equity (as was the case with Citibank and General
Motors, for example), and outright government guarantees of assets {including for example, commercial paper and
money market funds). As noted by Acharya, et. al., “forbearance during systemic crisis creates incentives for banks to
herd and become interconnected.” {(p.2) In their model and study of systemic risk, they find that forbearance creates
what the authors refer to as cotlective moral hazard, which increases systemic risk, Setting aside the debate of how
necessary such massive intervention was in the recent crisis, institutionalizing and expanding the structures that

led to the crisis through the expansion of resolution authority has the likely result of Increasing moral hazards that
increase interconnectedness and contiibute to systemic risk.
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U.S. Job Losses and Decline in U.S..Competitiveness

If levels of IC are not incorporated into the mechanism for determining whether a firm is systemically risky, and

size of assets is legislated as the means for determining the assessment, investment in productive capacity and
employment are likely to be affected. In the financial services sector characterized by a higher rate of substitutability
of technology capital for labor and an abundance of low-cost foreign-based labor, a broad-based assessment that
fails to account for economic factors including IC on U.S. firms will lead to an increase in unemployment in the U.S.
and aloss of competitiveness, This is particularly true of industries such as insurance wiich has historically been a
more labor intensive industry and stower to outsource basic services due to the localized nature of the P&C services.
This is distinct from the banking and mortgage markets, where outsourcing certain activities, such as loan or
mortgage setvicing, is commaon and has given rise ta agency costs along the chain that proved insurmountable.
Unfortunately, however, as an assessment is levied on low IC industries and the focus of regulation is shifted toward
the federat level, resulting Increases in costs for U.S. firms may hasten outsourcing to foreign-based labor and cuts
in U.S. jobs as U.5. companies strive to maintain competitiveness.

If the regulatory focus and assessment on firms is based on size and not IC, those U.S. firms that have access fo
the global capital markets and the flexibility could choose to restructure the firm to shift assets (to avoid the size
threshold) and its labor demand offshore. So not onty would the assessment itself lead to a predicted decrease in
employment as firms seek to raise funds to cover the cost, but also firms may shift additional jobs overseas to
maintain competitiveness and escape the greater regulatory costs, The net result would be a loss of U.5, jobs with
no reduction in 1C, which when combined with other econamic trends, is the primary conduit for systemic risk. This
could result in a shrinking of the U.S. tax base and a simultaneous and unprecedented increase in government
guarantees.

It is envisioned that the costs of the new financial regulatory program, including the dissolution fund, will be borne
by the tndustries which are its presumed beneficiaries. However, there is no way to identify these beneficiaries ex
ante. Instead, the affected industries witl have no choice but to cut operating costs (which may lead to a loss of jobs)
or to pass along the costs of the new strictures and the contribution to the dissolution fund to consumers. Since
many of the affected financial services provided by these industries are consumed by individuals and small business
as well as large, the economic impact will be broad-based and significant.
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Part 1l: Key Types of Inherent Interconnectedness
(“Inherent 1C”)

Assessing the level of a firm’s IC and its potential to contribute to systemic risk can be challenging given the
variations and complexities in financial markets and products. in an effort to describe ICin the context of financial
institutions and facilitate an assessment process, we parse |C into varlous categorles. The three broadest categories
of a firm’s inherent IC are:

1. Direct Interconnectedness (“Direct IC”);
2. Funding Interconnectedness (“*Funding 1C”); and
3. Indirect Interconnectedness (“Indirect 1C”).

Within each of these major IC categories, risk posed to, or coming from, the system can be discussed in more granw
lar sub-types. We discuss these sub-types but acknowledge that additional perspectives and descriptions are not
precluded, A diagram below summarizes the composition of interconnectedness from an individual firm perspective,
as described in this section.

Components of Financial Firm
Interconnectedness (IC}

Financial Firm {C J

/) T

Funding IC Direct IC Irédir:eqt ff
{Non-Contractual (Contractuat élezc?i:r?;ry
Relianca) Obligations) Elfects)
General Fism . Correlated Uncedalnty/ Longer-Temm
. Siable Contingent N 2
!v!a:kal Specific E ros res Asse! Prica. Fear-Based Behavigral
Liquidkiy Issued Issues Exposu Declines Runs Shifis

1. Direct Interconnectedness

Direct IC is the most straightforward form of connection between financial firms. It encompasses contractuat
exposures or obligations between legal entities. Such exposures may be broadly thought of as “promises to pay.”!
Intuitively, risks to individual firms, and to the system as a whole, can arise when an unexpectedly large portion of
promises to pay go unmet.

A larger number of contractual obligations can increase the direct 1€ of a financial firm. Similarly, a higher
significance (or potential significance) of obligations increases direct IC.

continued

11 The other side of a promise to pay is the right to receive,
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First-Order and Second-Order Contagion

Clearly, direct IC exposures have the capacity to transmit problems from an individual firm to its immediate counter-
parties. Such exposure may be described as “first-order contagion.” However, the chain-like network of direct 1C
exposures can result in “second-order”'? contagion as well. Second-order contagions can result in impairments to
firms that have no direct connection with the “source” firm and maintain ne financial exposure to specific market
events at hand. Such occurrences, sometimes referred to as “cascading” or “domino” effects, create the potential to
infect a large portion of the connected financial system.

First- and second-order direct IC is discussed by Mayr:

[Dlirect contagion is always concerned with an obligation that cannot be met by the primary entity
. and, this has immediate consequences for the affected entity in the form of a pecuniary loss. In
particularly adverse instances those events may even trigger chain reactions (i.e., domino effects),
provoking the failure of other entities. This chain reaction is then associated with contagion. The
infection of these companies, however, does not have any direct relation to the initial shock, e.g. a
liability that cannot be met. The exposure simply comes from the linkage between the entities.”?

An illustration of the contagion described is provided below.

In the figure, when one major firm (the source) becomes significantly impaired, firms maintaining significant direct
connections (.., contractual exposures) with the source experience problems. Counterparties with more substantial
connections to the source are more impacted. First-order impaired firms, in turn, spread weakness to their own
dependent counterparties, In such a situation, initial positive features associated with potential risk distribution
ultimately infect the broader network in a viral-like fashion.

First-Order and Second-Order Contagion

1st - order contagion

Circtes represent financial firms. Gircle size represents firm asset size.
Lines represent connections between firms. Line thickness represents significance of exposure/dependence.
Arrows Indicate direction of contagion.
S = Source: Initaily impaired firm.
Healthy
(3 Marginal
& Righly impaired or failed

12 We hroadiy consider any contagion beyond first-order to be “second-order™.

13 Bernhard Mayr, “Financial Contagion and Intra-group Spillover Effects,” Dissertation no. 3303 of the University of 5t. Gallen,
Graduate School of Business Adwministration, January 22, 2007, p. 29,
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Types of Direct IC

The contractuat direct IC exposures discussed above can be broken into two primary types. Broadly speaking, an
individual firm can enter into a financial contract with a counterparty or customer resulting in either 1) a stable
exposure or 2) a contingent exposure. Each type of direct IC is discussed below.

A. Stable Exposures

We define “stable exposures” to include traditional credit extensions, such as loans and repurchase agreements
(“repos™).’ Loans and repos require repayment of a stated principal amount over a pre-determined period under
contractual terms. Such borrowing arrangements tend to be bounded in terms of size, and so the lending firm’s
maximum financial loss from the contract can be easily determined at any point in time.!®> Many stable exposures,
such as loans, amortize of can be prepaid during the term of the contract, so the current outstanding is not constant
over time. However, the principat due and the primary terms of repayment are not highly dependent on market
variables or events, ¢ ‘

B. Contingent Expostires

Contingent exposures represent a more dynamic form of direct IC. These contractual exposures may come due or
result in a “current obligation” to a financial firm only under specifically delineated circumstances, Contingent
exposures encompass a wide variety of financial instruments including letters of credit, swaps and other derivative
contracts, guarantees, liquidity facilities, and insurance contracts. A firm's current obligation under a contingent
exposure at any time may be dependent on the path of a referenced economic variable(s).”” For example, an inter-
est rate referenced by an interest rate swap determines the current obligations of the swap counterparties. Another
form of contingent exposure may become current as a result of a customer demand or call, For example, a borrower’s
demand under the terms of a committed line of credit creates a current obligation to the lender, Finally, in another
form of contingent exposure, a contract may create a current obligation only as a result of a particular non-market
event, For example, a home fire can create a current obligation for a fire insurance company (e.g., a policy payout),

Under a given contingent exposure, there may never arise a circumstance in which an obligated financial firm takes
a financial loss or is required to pay out funds to a counterparty. However, under other circumstances, the same
contractual exposure may result in very significant current obligations on a firm.

Some contingent exposures such as traditional insurance contracts (e.g., auto, hazard, life) are relatively non-
complex and well-understood. Underwriters have the benefit of a lang robust history of experience as they determiner
the risk and price of coverage. Such insurance contracts typically inctude a stated maximum liability. Because
traditional insurance contracts reference non-financial events, in large pools the expected payouts on policies are
quite predictable,

continued

14 Arepurchase agreement is a form of collateralized loan.

15  Some loans or credit arrangements have revolving features, but line increases are typically un-commitied and so maximum exposure
at any paint in time is equivalent to the outstanding exposure, Undrawn but committed lines are considered contingent exposures,
discussed next.

16 We cansider a floating rate [oan to represent a stable exposure, even though the interest requivements can change over time based on
the level of 2 market interest rate. Fhere is no bright-line detineation between a stable exposure and contingent exposure,

17 Many financial derivative payouts are said to be “path-dependent.”
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However, other forms of contingent exposures can be complex and less well-developed, making risks difficult to
assess. For example, the current obligations resulting from certain derivative contracts referencing financial market
variables can be highly unpredictable given a short history of experience, lack of market depth, and retiance on
unobservable or estimated model inputs for valuation. Some derivative contingent exposures can even pose unlim-
ited exposure to a financial firm.#

Contingent Exposures: General Market Volatility/Stress

In a financial network in which firms maintain numerous outstanding contingent exposures that reference financial
market variables, the network’s aggregate level of current exposure can be expected to grow when markets become
volatile or stressed. This can effectively make financlal firms more dependent on the continued health of their direct
and indirect counterparties, who, ironicalfy. may be competitors. In stch an environment, assuming all firms in the
network are not overly exposed to any unexpected severe market movements, the health of individual firms would
be unlikely to change significantly. Under this assumption, both contingent and stable exposures will be met as ex-
pected by the network of connected Institutions. That is, no significant new financial firm probtems would pose a
threat of spillover to connected firms,

The figures below illustrate the direct IC of a hypothetical network of financial institutions under two different market
scenarios. The six inner circles represent major over-the-counter (“0TC”) dealers for a particular class of securities.
The outer circles represent other firms that could be investment funds, brakers, or other investors.

Even with the same sel of contractual exposures, if a significant volume of exposures are contingent, under certain
market circumstances the firms become more exposed to, and dependent on, one another. In this example all firms
remain healthy (green) and are all able to meet thejr heightened current obligations (represented by the thickened
fines).

High Volatility/High Current Exposure
Low Volatility/Low Current Exposure No Dealer Risk Concentration

Circles represent nancial firms. Circle size represents firm assel size.
Lines represent connections between firms. Line thickness represents degree of connection.

Healthy
O Marginal
® Highly impaired or failed

18  For example, writing a naked call eption or shorting a stock exposes the writer to the potentially unlimited increases in the reference
position’s price,
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The Hlustration above clearly represents the ideal case from the system standpoint, in which portfolios of risks held
by individual firms are not overly exposed to a market shift. The lack of any individual firm impairment may be the
result of purposeful risk management by individual firms or simply good luck. However, the favorable result above is
not always the case.

Contingent Exposure: Concentrated “Tail Risk” Exposures

Tail risk can be generally described as undertaking a risk exposure that has a low likelihood of occurrence '

Many types of financial firms seek to prudently undertake various forms of tail risk by entering into contingent
exposures for which they are compensated. However, financial firms can implicitly or purposefully undertake tall risk
concentrations, particularly via contingent exposures tied to financial markets.®® Though the particular contingency
referenced may have a low perceived likelihood of occurrence, a firm with a concentrated position will experience

a high severity loss when the contingency does occur.

Some forms of concentrated tail risks may be generally known and even become accepted within markets, for
instance, the total level of financial firm exposure to a significant decline in U.S. housing prices may not have been
fully transparent in 2006, but it was clearly a concentrated risk exposure at a number of financial firms that were
considered to be In strong financial health. Despite the potential severity, for most investors, analysts, and rating
agencies, a 30% nationwide decline in 1.5, home prices was not considered within the set of possible outcomes in
2006. Much of the risk to housing declines was undertaken through various contingent exposure forms including
credit default swaps, credit enhancements, liquidity facilities, and unfunded synthetic securitizations.

Other concentrations of contingent exposures can be more difficult to identify either due to opacity or because
fundamentally unretated exposures can become correlated during market stress. This phenomenon is discussed
later under indirect IC. Unexpected high severity losses experienced by a highly connected firm can rapidly spread
distress among dependent counteiparties, as significant obiigationé go unmet.

continted

19 Intrading products terminolegy, tail risk can be described as writing a deep out-of-the money put option.

20 Stable exposures, such as leans and bonds, may also represent concentrations of tail risk, but such exposures tend to be more
transparent and stable, with well-defined maximum financial exposure.
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In the illustration below, when the previously depicted network of firms is exposed to unexpected market moves
and volatility, one or more connected firms which maintained significant concentrations to the relevant tail risk(s)
becomes impaired. As a resulf of IC contagion, the problem firm threatens the entire system.

High Volatility/High Current Exposure
Low Volatility/l.ow Current Exposure With Dealer Risk Concentration

Circles represent financial fems. Circle size represents firm asset size.
Lines represent connaclicns betwesn firms. Line thickness represents degree of connection.

Healthy
O Marginal
® Highty impaired or faited

2. Funding Interconnectedness

With direct IC we discussed the onset and transmission of potential firm financlal problems atising from contractual
failures by firms. However, with funding IC, there is no contractual failure. Rather funding IC exists when a flnanctal
firm is dependent on other institutions 1o renew or replace contractual funding as # matures. The retention of these
funding connection(s) clearly depends on both the ability and willingness of a lending institution to continue
lending.

As many financial institutions employ a significant degree of financial leverage, maintaining sufficient sources of
wholesale debt market funding can represent a critical activity.?? Managers that perceive their firms to be in satis-
factory financial condltion may come to rely heavily on uncommitted?? institutfonat/wholesale funding. The use of
relatively inexpensive short term-borrowings to fund longer-term less-liquid but higher yielding assets s a constant
temptation for banks and certain other financial institutions seeking to increase earnings®

Clearly, over-reliance on market counterparties for urcommitted but necessary funding can expose a firm to risk
of fallure. There are two general circumstances in which significant reliance on uncommitied funding becomes
problematic. First, declines in general market liquidity, which may result from economic or market conditions, can

21 This role is typically undertaken by a financial firm's corporate treasurer,
22 If untapped funding lines are “committed,” they would he categorized as direct IC, given the contractual requirement te fund,

23 The asset-liability management risk discipline seeks to manage the risk associated with variations between maturities (and
re-pricings) of assets and liabilities,
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lead wholesale lenders to reduce the amount of funding available to a dependent firm. In this case the lending firms
may themselves suffer from reduced sources of funds, or otherwise seek o bolster liquidity ta meet potential
obligations. Second, lending firms may become unwilling to roll-over funding to a specific borrowing institution,
because the borrower is percelved to have become an unacceptable credit risk. Another motive to cut funding to an
individual firm is because a lender(s) may have incentives to push the borrowing firm into distress. To the extent
that reductions in borrowed funds exceed a firm’s liquid assets, the result is likely an iliquidity-based fatlure.

A failure of an individual firm as a result of an inability to maintain sufficient funding can serve as the catalyst for
broad system problems, as the illiquid firm fails to honor contractual exposures (i.e., direct IC), thereby infecting
counterparties.

Kroszner discusses liquidity reliance in the recent crisis noting, “It did not matter whether there were a few large
institutions or many smaller institutions — funding from key sources suddenly dried up and firms relying upon this
funding, large or small, were forced into fire-sales by liquidity squeezes. The key is the interconnection and the
correlation, not the size in and of itself,”?*

Structural Wrong-Way Risk

The recent financial crisis provides a reminder that significant market-based deterioration in a financial firm’s asset
values (or increase In current obligations) can coincide with deterioration in generat market liquidity and the ability
of a firm to maintain uncommitted funding. In terms of the descriptions above, direct IC obligations can increase just
as funding IC becomes problematic, We characterize this dangerous aspect of some financial firms as “structural
wrong-way risk.” Certain firms are more naturally exposed to structural wrong way risk than others, but the level is
also impacted by firm profit strategies and risk management.

U.S, Investment Bank Example

Structural wrong-way risk was prevalent within a number of investment banks prior to the financial crisis that ensued
in 2007. These investment banks were not only highly dependent on the short-teri debt markets for a large portion
of their ongoing funding; but also entered into massive contingent exposures, providing various forms of financial
market instrument guarantees {e.g., guarantees on the value of mortgage-backed securities). As financial market
participants pulled back from risk-taking in 2007 and 2008 and de-levered, the overall level of liquidity available in
markets fell quickly. This made it difficult for some investment banks to roll over short-term and other near-maturity
funding. Simuitaneously, contingent exposures referencing financlal assets (e.g., long positions in mortgage-related
assets), created additionat large current obligations. For firms such as Bear Stearns, just as matket liquidity became
challenging, the firm sustained large market-based losses. These simultaneous problems led to the firm’s rapid
deterioration.

continued

24 Randall Kroszner, “Interconnectedness, Fragility and the Financial Crisis,” Prepared for Financial Crisis Forum, Financial Crisis
Inquiry Commissicn, Washington, DC, February 26-27, 2010, p. 7,
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Because a number of investment banking firms that had undertaken significant structural wrong-way risk maintained
a high level, intensity, and complexity of connections, direct and indirect government support was deemed
necessary in some cases, A key reported government concern was that a “daisy chain” of failures could be set off
should highly interconnected firms fail suddenly.

Property and Casualty (P&C) Insurance Company example

Firms such as property and casualty (“P&C”) Insurance companies are not exposed to the same form of structural
wrong-way risk as discussed above. This is primarily because the vast majority of P&C firm contingent exposures do
not reference financial market variables or instruments. for instance, contingent exposures of a P&C company may
become current obligations as a result of auto accidents or building fires. Such human errors or natural evenis are
not inherently correlated with financial market weakness and tend to occur in a fairly stable and prediciable fashion.
Further, with respect to funding, P&C firms are not highly dependent on the roll-over of short-term debt, as funding
tends to be more matched with pools of insurance obligations.

Given the above, an Increase in a P&C company’s current obligations would not be expected to occur in a coordi-
nated fashion with a decline in the liquidity of a P&C firm. As a result, counterparties dependent on traditional P&C
firms for payments under either stable or contingent exposures are less exposed to financial market shocks.

Alternative Perspectives on Wrong-Way Risks

Structural wrong-way risk, as discussed above, can be described from different perspeclives and using different
terms. For example, one might simply conclude that certain financial firms are more exposed to financial market
cycles, without explicitly considering the correlation of market-based contiﬁgent exposures and market-based
liquidity reliance. Traders may describe the combined structural elements as a negative market gamma position.
However described, the key point is that financial networks that include highly connected firms that are exposed to
this combination of risks can be prone to significant contagion.
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The graphs below illustrate the concurrent issues with market funding and market asset prices during the recent
crisis. As the cost and difficulty of obtaining short-term secured borrowing increased (as shown by the required
average repo haircut), market values of highly rated securities fell {as shown by an AAA index of commercial
mortgage securities).
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3. Indirect Interconnectedness

Once a significant market shift or crisis reaches some critical level, significant indirect IC issues may arise. Indirect IC
does not result from first-order or second-order contractual or funding exposures, but rather is based on customer
and financial firm behavioral changes. These behaviors may be driven by imperfect information, limited time to di-
gest information, ot a general desire to de-risk or preserve liquidity in uncertain times. Indirect IC tends to exacerbate
the effects of direct and funding IC problems, but can alse pose negative Impacts to financial firms where these
exposures are not significant.

Indirect IC is categorized into three sub-types, though there are no strict bright-lines dividing the categories. These
include:

A. Declines In Fundamentally Unrelated Assets
B. Uncertainty/Fear-Based Runs on Institutions

C. Consumer Behavioral Sﬁifts

A. Declines in Fundamentally Unrelated Assets

When markets re-assess the vajue/risk of a certain asset class, resulting in slgnificant market value declines, firms
holding significant exposure to that class are likely to find themselves in a weakened condition, This situation often
leads weakened firms to sell fundamentally unrelated asset classes which can: 1) provide immediate liquidity, and
2) provide realized gains (i.e., profit) that bolster firm capital levels. However, if several troubted firms choose to sell

continued
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the same un-troubled asset class simultaneously, an unexpectedly high level of market supply can result. This drives
down market prices, as the new extra supply cannot be eastly absorhed by markets.

As a result of the above phenoemena, financial firms unaffected by initial market problems can suddenly face
significant market losses and deterioration of capital. High financial leverage exacerbates the impact of such asset
price declines, Though these foltow-on market price declines may be primarily liquidity-based, the declines may be
of such severity and/or longevity that a firm’s financial health is threatened. This well-known effect reduces intended
benefits of firm asset diversification strategies when market stress is significant?® Given the lack of transparency
with respect to market participants” holdings and the uncertainty of firm liquidation decisions, i can be virtually
impossible to determine which initially unrelated asset classes may be negatively impacted,

Mayr describes the above phenomena, noting, “This contaglous effect reduces the benefits of diversification be-
cause it generates positive corretation between the investments, even though these may be independent, In terms
of their fundamentals,”28

In the recent financial crisis, when “AAA"-rated securities backed by non-prime mortgages of certain vintages were
determined to encompass higher credit risk than originally anticipated by many investors, market prices fell. Several
major financlal institutions (e.g., banks, investment banks, hedge funds) holding concentrations of these securities
incurred major losses unexpectedly. To shore up liquidity and capital, some of these companies began to liquidate
other fundamentally unrelated assets, such as municipal bonds or corporate leveraged loans. The large quantity and
relatively rapld sales of these initially unrelated debt instruments pushed market prices down, resulting in losses
even for financial firms that had not been significantly impacted by the declining mortgage securities,

B. Uncertainty/Fear-Based Runs on Institutions

A lack of information or lack of understanding with regard to a healthy institution’s actual exposure to troubled
assets and troubled counterparties can cause customers and investors to exit funding relationships and other
dealings in an “abundance of caution.,” Such cautionary or fear-based actions undertaken to avoid potential tosses
on deposits are often characterized as “run on the bank” behavior. The perception of a limited time o retrieve all
funds often leads to the velocity of this effect,

A financially sound deposit-gathering or investment firm that is perceived as being risky relative to its level of
capital and liquidity, or is perceived as being more connected to problem institutions, is more prone to runs, even
if perceptions are incotrect. Often a financial institution’s loss of liquidity resulting from funding runs forces it to
engage In rapid asset sales in the face of undesirable markets, This sale activity can lead to broad downward
pressure on market prices as described earlier.

Kroszner describes the potential for funding runs based on firm opacity, complexity, and secondary contagions,
“With lengthy and complex intermediation chains, it can be difficult to assess the health of an individual institution

25 Itis sometimes said that under stress all asset correlations go to 1, indicating that in severe market stress scenarios, virtually all
financial asset prices decline as a result of distressed sales and declining liquidity.

26 Mayr (2007), p. 33,
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because its health will depend significantly upon the health of its counterparties, which in terms depend upon the
health of their counterparties, as well as upon the health and hehavior of their funders. The difficuity in determining
the actual health of a particular financial firm caused by this opacity — In parallel to the inability of depositors to
determine the solvency of individual banks — makes the entire system vulnerable to funding runs.”*

Kroszner goes on to describe the situation in the recent financial ¢risis by noting, “Funding dried up for all intermed-
aries due to lack of information on intermediaries® exposures to the troubled assets and potentially troubled institu-
tions along with an increase in risk aversion.”?®

The figure below ilustrates that even when the direct IC and exposure to a problem firm are minimal, indirect IC
resulting from risk exposure uncertainty can impair @ firm. Both firms A and B maintain modest direct exposure fo u
problem firm S (source). However, firm B is negatively impacted by indirect IC, because its customers and the
markets in general lack transparency and/or understanding of B’s actual exposures. In contrast, because the market
understands thatlﬁrm A has minimal exposure to the source firm, Its indirect exposure is much less significant,

indirect IC
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continued

27 Kroszner (2010), pp. 6-7.
28  Kroszner (2010), p. 10.
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C. Consumer Behavioral Shifts

Another component of indirect 1C resuits from broader and longer-term behavior shifts of customers and investors.
When c¢risis conditions lead to fundamental changes in market participant behavior, these new behaviors can impact
otherwise unscathed financial firms. This is true even when customers and investors retain confidence that a given
firm is not impacted by market problems,

An example is an increased allocation to risk-free assets or reduced indebtedness by consumers whe seek to de-risk
once a crisis ensues. Such shifts can begin quickly, but can persist for lang periods as memories of crisis-based
losses linger. Such behavior can reduce the level of assets and/or number of transactions undertaken within mutuat
funds that are comprised of risky assets. Similatly it can reduce demand for bank borrowing or other more complex
capital raising transactions.

Mayr notes, “indfrect contagion results in changes in others’ behaviour, which in turm may cause consequential loss
or exposure.”? Mayr goes on to further describe indirect IC from behavioral shifts, “..when contagion is indirect the
affected entity suffers no immediate loss, as a result of liabilities or difficulties of the emanating entity, but due to
the prospected change in behaviour of other agents. The consequences cannat be directly referred to the original
event, even if it was the {main) trigger of these adverse reactions, that is, without the event one would not have seen
any reactions,™®

in a sense, broad behavioral shifts, brought about by a financial crisis can traverse into generally unrelated sub-in-
dustries and result in deterioration in financial results, It is intuitive that a significant crisis encompassing macro-
economic declines can lead to such behavioral shifts.

The illustration below lists potential impacts to a retail customer arising from a financlal market crisis. As the cus-
fomer experiences declines in wealth and risk folerance, behavioral changes ensue in relation to a broad set of firms.
Even firms without significant direct or funding IC can be negatively impacted by significant financial crises.

Behaviorat Shifts by Financial Product Consumers
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29 Mayr (2007), p. 25.
30 Mayr (2007), p. 29.
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Though each of the firm-types depicted above can be negatively impacted by indirect {C from consumer behavioral
shifts, the level of impact varies significantly. For example, the financial impact to a bank Is very high if consumers
hecome less willing or able to repay loans. Recently, as a result of the reduction in home values, some borrowers
who are able to make morigage payments choose not to, given their homes values have fallen below their mortgage
debt. This creates sizeable direct losses to banking firms. On the other end of the spectrum are traditional insurance
companies. Should customers cease to make payments on their policies, the policies are cancelled and the com-
pany's related liabilities are removed. Though the loss of policies or reductions in coverage levels can resultin re-
duced earnings for traditional insurers, the impact is modest in relation to the issues faced by bank companies.

The figure below Hlustrates direct and indirect IC impact of the Lehman Brothers bankruptcy on money market mutual
funds (MMNFs). When Lehman Brothers becamne unable to meet its debt obligations (direct IC}, the Reserve Primary
MMMF lost principal value (i.e., the fund broke the buck.®) However, other MMMFs that were not directly exposed

fo Lehman began to experience significant fund-holder withdrawals, as fears of potential exposure to Lehman

or other problem debt issuers proliferated, This indirect IC threatened to force many sound MMMFs to liquidate
positions into already declining markets, potentially aggravating downward pressure in market prices of financial
instruments {e.g., short-term corporate debt). The Federal Government, recognizing the start of a run, intervened
with unprecedented guarantees of MMMFs,
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Concentrated Legal Entity Exposures vs, Concentrated Risk Expdsure

Up to this point, the discussion of IC has fecused primarily on the negative impact that a single counterparty or
otherwise obligated firm can have on another institution. However, it is also important to consider IC exposures
from a consolidated counterparty perspective. For instance, if multiple counterparties of a firm, each with modest
connections, simultaneously fail to meet their obligations, or decided to tighten or eliminate funding, this can spark
a firm’s failure.

Such a portfolio-based view of IC must consider how much correlation exists with respect to the health of the set
of counterparties. If numerous counterparties with modest obligations to a firm are all highly exposed to the same
financial market cycle, the firm itself can have a significant indirect exposure to that cycle. Indirect exposure to
financial cycles via counterparties is a considered a form of IC risk.

continued

31 When a money market mutual fund's net asset value (NAV) drops betow $1 per share itis said te “break the buck.” Money
market funds have an implied promise to preserve capital at all costs and preserve the $1 flaov on share prices.
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As an example, a hedge fund may be dependent on continued funding and leverage from a group of five bank or in-
vestment bank prime brokers (counterparties). However, if each of the prime brokers is highly exposed to a particular
financial market decline, leading them to reduce funding and leverage provided to the hedge fund, the fund may be
forced to liquidate positions into an undesirable market or to shut down. The diversification of obtaining funding and
leverage from multiple sources can prove ineffective if all sources are at risk to the same events.

The itlustration below depicts a hypothetical hedge fund (HF) with five prime brokers (PB).3* In a stable market, ail
firms are in healthy condition. However, when a down-cycle ensues, in an effort to reduce risk and conserve liquidity,
the prime brokers cut lending and increase hedge fund margin requirements, These actions can force the fund to sell
assets into an undesirable market, locking in losses. The pressure can ultimately lead to the fund’s total liquidation.

Healthy Markel Down-Cycle First-Order Contagion
Symbiotic Relationship PBs Negatively Impacled PBs Cut HF Liquidity

Mitigants to InherentIC

A range of techniques can be undertaken by individual firms to reduce their IC exposure. Same mitigation tech-
niques, simply involve the application of sound counterparty risk management and the provision of a high degree
of transparency to markets, investors, and customers.

1. Reduction of Current and Potential Counterparty Exposures

Even firms that by their nature are highly connected to institutional counterparties can reduce IC risk through the ap-
plication of strong counterparty risk management. For instance, requiring counterparties believed to be highly credit
worthy to fully collateralize with cash or cash equivalents any current exposures from derivatives positions (.e.,
contingent exposures) reduces the potential for IC losses should the counterparty become unexpectedly impaired,
Such frequent “settling-up” on a mark-to-market basis essentially reduces the “thickness” of connections between
counterparties, From a system standpoint, the collateralization of current exposures can reduce the occurrence of
rapid firm failures that may occur on the heels of credit downgrades or other signs of difficulty, which can prompt
multipte counterparties to suddenly demand collateral.

32 Prime brokers, typically major banks or investment banks, are parties used by hedge funds to transact various trades. Prime
brokers often also offer the hedge funds forms of financing (e.g., funding) and cther services.
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Requiring the posting of initial margins on detivative transaction by less creditworthy counterparties is also prudent.
This at least partly ensures that a counterpariy has the capacity to fund potential losses on contingent exposures,

From a broad portfolio counterparty risk management context, financial firm managers can take additional steps to
limit aggregate counterparty exposuses. For instance, contingent exposures to firms within the same sector orto
firms highly exposed to structural wrong-way risk can be limited to mitigate IC risk.

2. Transparent and Clearly Understood Exposures

As described earlier, risk opacity and/or exposure to highly complex or difficult to understand risks can expose firms
to indirect IC. Conversely, a financial firm that takes steps to maintain a high level of transparency and undertake
exposures in forms that are understood by market participants is less likely to experience indirect IC issues.

The Bank of England cites “information frictions” as prominent in the run-up to the recent crisis including, “Network
externalities which arise when agents In a financial system do not have the Information necessary to determine the
risks to which they are exposed.”®® Heightened transparency reduces information frictions.

fn the same spirit, with respect to counterparty dependencies, firms that seek to mitigate direct and indirect IC
should reduce exposures to opaque counterparties that can pose real or perceived threats to firm health.

3. Resolution Processes and Industry Guaranty Funds

Certain financial firm types are covered by pre-designated resolution processes and industry guaranty funds that aid
in troubled firm resofution. These processes seek to limit negative impacts to customers and counterparties that
may result from a lengthy or disorderly firm bankruptcy, Generally, such processes provide for orderly disposition of
contractual obligations, when a regulator deems a firm to have reached a certain threshold of weakness, prior to
insolvency. The existence of the resotution processes and guaranty funds can reduce the prevalence of funding runs
by customers and counterparties who may otherwise seek to sever contractual relationships/exposures at early
signs of firm weakness,

Awell-known financial resolution process is undertaken by the FDIC with respect to federally insured bank legal
entities. At certaln pre-determined levels of financial weakness, the FDIC takes banks inta receivership. The primary
goal of FDIC receivership is to liquidate bank assets in an orderly fashion and to repay insured depositors, incurring
the least cost to the insurance fund. During the wind-down, the FDIC continues to operate the firm to minimize any
system disruptions.

Similar to the FDIC, when state insurance regulators deem that an insurance company has fsufficient strength to
continue operations, the company is shut down through an orderly resolution process. Any customer insurance
obligations that are due but cannot be paid are funded up to pre-defined thresholds by state insurance guaranty
funds, Like the FDIC fund, the state insurance guaranty funds are derived from assessments to industry fims.

continued

33  Bankof England, “The Rote of Macroprudential Policy,” November 2009, p, 12,
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The orderly nature and increased certainty of outcome provided by resolution processes reduces the potential for a
problem firm to spread financial problems through direct or indirect IC.

4,  Ease of Entry and Substitutabifity of Firms

Within a financial sub-sector, the ease of entry and ability of customers to switch firms can be an important mitigant
to system 1C. In a highly concentrated sector that has few players who are able to defend their market-shares, the im-
pact of a single firm faflure on the system is relatively large. For instance, the U.S, OTC derivatives market I targely
concentrated amongst a small group of banking firms, According to the OCC’s “Quarterly Report on Bank Trading and
Derivativas Activities” for the fourth quarter of 2009, “the five banks with the most derivatives activity hold 97% of
all derivatives, while the largest 25 banks account for nearly 100% of all contracts.”* Though firms other than
banks engage in derivatives dealing, banking companies currently dominate dealing in OTC derivative Instruments,
The faiture of one of the top five banking firms can be highly consequential as these entities serve as counterparty on
a vast number and notional of proprietary traces, which can be difficult to replace.

Conversely, in a financial sub-sector that has relatively low barriers to enfry and a robust number of competing firms,
systemic risk is relatively small. The ability of customers/counterparties to easily switch their deatings to other firms,
or to easily replace their contracts upon firm failure reduces systemic risk. Auto insurers represent an example of &
highly competitive financial product sub-market.

Though there are clearly some natural barriers to entry for certain financial activities, including specialized labor and
technology requirements, this mitigation factor largely depends on the rules set out legislatively and by regulators.
Regulators seeking to reduce systemic risk should institute requirements that allow a robust competitive market.

34 Comptroller of the Currency, “OCC's Quarterly Repart on Bank Trading and Derivatives Activities, fourth Quarter 2009," p. 7.
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Part IHl: Institutional IC Assessment

Description of Analysis

Int this section we discuss and provide results from a survey of external industry experts on financial firm intercon-
nectedness, The survey responses provide benchmarks of relative IC levels for five stylized U.S. financial firms.
The complete firm descriptions are included in the Appendix of this whitepaper. The firm types include 1) Complex
Banking Corporation [B); 2) Hedge Fund {HF]; 3) Mutual Fund [MF]; 4) Life Insurance Company [LI]; and 5) Propeity
and Casualty insurance Company [PCl.

It is implicit that within actual sub-groups of the financiat industry there are variations in IC that stem from a firm’s
breadth of activities and management choices. The stylized examples utilized here seek to capture the essence of a
typical or average firm.

Survey Respondents:

The respondents, though anonymous, consist of a variety of individuals with significant financial industry experience
and knowledge. None of the respondents are current employees of NERA, Oliver Wyman, or PCl or its affiliates.
Additionally, none of the individuals surveyed was provided any coaching on desired responses or told that the
sutrvey was part of a paper commissioned by PCI.

Each of the individuals can be classified as at least one of the following:
- Current or former financial regulator;

- Current or former financial industey employee (e.g., financial consultant, financial firm
accouniant); :

- Individual with advanced academic background in finance or economics {e.g., college
professor, PhD economist).

The respondents have average experience in the industry of 18 years.

Survey Instructions:

Each survey participant was provided Part i of this paper describing IC, along with the appendix containing the
descriptions of five stylized financial firm types,

Participants were asked to read the stylized firm descriptions as well as the narrative discussion of IC. They were
then asked to provide relative rankings for each firm type on three ranking continuums. The continuums, each a
number line from 1-10, were titled: 1) “Inherent Interconnectedness,” 2) “Interconnectedness Mitigants,” and 3)
“Net Interconnectedness.”

continued
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The authars believe that survey results represent a well-informed and meaningful benchmark of [C risk for the various
firm types, A high level of precision in-the ratings was not the intent.

Survey Results:

In total, 35 surveys were distributed and 12 completed survey responses were received within the allotted time.
The average results from the surveys are provided below.
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Discussion of Results
The following conclusions can be drawn from the results:
1. Significant dispersion among financial firm types

Respondents indicated that the stylized firm types differ significantly within each of the continuums, particutarly
with respect to inherent and net interconnectedness. Given the close relationship of IC with systemic risk, results
indicate that the different financial firm types vary significantly with respect to their potential te contribute to a
systemic risk episode.
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2. Rank order of results

Banking firms were rated consistently highest in terms of IC. Though respondents indicated complex banking firms
also had a notable degree of IC mitigation, on average the net IC for the banks also ranked highest. Insurance firms,
both life and P&C, were judged to have relatively low inherent IC and low net IC. In particular, the P&Cinsurance firm
was judged to have the lowest IC of all five firm types. The banking firm was judged to be over 3 times as intercon-
nected as the P&C firm on a numerical scale.

Overall Survey Conclusions

The survey, though not large in scope, provides a clear indication that differing financial firm types should not be
viewed similarly with respect to their level of IC. While banking companies and hedge funds are viewed as highly
interconnected, other firms, particularly P&C firms pose less systemic risk as a result of their low |C.
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Conclusion

The level of IC is an overarching factor in the systemic risk posed by a financial firm. In this paper, we have
endeavored to break out firm IC into individual components that may be meaningfully assessed on an institution by
institutfon basis. Our analysis indicates that |C varies significantly by financial institution type. Results from a survey
of external experts confirm this dispersion, indicating that certain financial firms, especially P&C insurance firms,
tend to have a low level of 1€, while other firms such as complex banking companies exhibit high tevels of IC, Any
efforts to monitor and reduce systemic risk should naturally focus on those firms posing the greatest risk.

Our study and review of the evidence indicates that a fatlure to appropriately differentiate between firms with varying
levels of IC may not only lead to an inefficient and possibly ineffective systemic risk mitigation process, but can also
bring about ather undesirable economic results. Specifically, potential side effects include:

u  Reduced transparency regarding the true underlying sources of risk and greater tikelihood of taxpayer-funded
bailouts;

#  Reduced stakeholder incentive to perform necessary due diligence with respect to a firm's risks, which as a
result reduces market discipline that would discourage risky behavior;

s Potential for greater systemic risk as a result of misaligned incentives that arise from moral hazards associated
with implicit and explicit government guarantees;

An increase in unemployment and a loss of U.S. competitiveness; and

& New cost burdens to businesses whose IC does not pose significant systemic risk, which may be passed
through to consumers.

Given these compelling and problematic results, it is important that legislators and regulators ensure that differ-
ences in financial firm IC are reflected within any new systemic risk reduction efforts. Because of the effect of IC,
compounded by the moral hazard arising from government policy, it is vital that proposals for increased resolution
authority and coverage by a systemic dissolution fund allow proper targeting and prioritization of efforts. Those
‘companies that are not interconnected, whose risks are not correlated, and who do not exhibit pro-cyclicality, should
not be included in the resolution structure. Those companies whose financial activities lead them to create and to
propagate systemic risk should be included. By incorporating a measure or adjustment for interconnectedness and
other relevant factors, the regulatory proposats would reduce negative economic conseguences, government costs,
and uncertainty. By establishing clear mechanisms for measuring systemic risk that minimize incentives to increase
systemic risk, greater certainty regarding the consequences and costs of certain risk activities will ultimately increase
market confidence.
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Appendix: Description and Background Discussion of
Financial Firm Types

Below we provide brief descriptions of five stylized financial firm types.?* These descriptions are provided as
background material to survey respondents {described in section 1),

A. Complex Banking Company

Banking companies play a key financial intermediary role within the U.S. econemy, through their traditional
activities of accepting deposits and offering credit. This activity is often characterized as “maturity transforma-
tion,” by which shorier-lerin deposits and other borrowings (i.e., bank liabilities) are transformed into langer-
term loans (.e., bank assets).

Banks typically maintain a relatively high degree of financial leverage. The market is generally accepting of
bank’s high leverage given a perception of limited risk-taking ability associated with stringent supervision and
regulation. Additionally, most banks derive a significant portion of their funding from FDIC insured deposits.
The government deposit Insurance program creates a relatively high level of stability for this funding source.

Significant changes in the banking industy have occurred over the last two decades, First, a high levet of
consolidation in the industry has concentrated a majority of industry assets and deposits Into a relatively small
number of firms. The recent financtal turmoll, with its government assisted mergers has only increased industry
concentration and has led the remaining major stand-alone investment banks to become banking companies.

With the repeal of Glass Steagall in 1999 and reduction of other regulatory restraints, a number of banking
companies became more complex, moving heavily into the investment banking and trading arenas. These new
businesses led several of the top banking firms to increase their levels of counterparty exposure through
derivatives transactions and other contingent exposures. For example a number of complex banking companies
maintain significant contingent exposures through offerings of principal protected products, holdings of highly-
rated unfunded synthetic CDOs, and issuance of other forms of sold put options, Such exposures tend to be
difficult to assess for external financial analysts and investors and tend to have low regulatory capital require-
ments relative to the losses they can generate under stressed conditions. ‘

Additionally, over the past decade, top banking firms, in an effort to increase return on equity (“ROE”), increased
so-called “originate-to-distribute” activities. Rather than maintain loans on balance sheet and earn a spread
above the cost of funding, banking firms began to package and distribute loans and other instruments, Originate
to distribute allowed banks to realize profits more quickly (which tend to be paid out in dividends and incentive
compensation) and also to remain under balance sheet-based leverage constraints, However, many banking
companies continue to support their “distiibuted” products through liquidity facilities or implicit guarantees.

continued

35  The financial firm sub-groups presented are stylized examples representing “pure-play” providers, It is recognized that a
financial conglomerate could own each type of company listed; this is considered in a separate section discussing intra-
connectedness.
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in addition, banks often retain exposure ko various forms of buyer recourse, where buyers of securities are able to
“put-back” underlying non-performing loans found not to meet various underwriting requirements,

Finally, over the last decade many major complex banks have begun to rely less on retail deposits for funding and
more on the wholesale markets. Traditional hond offerings of various maturities provide some of this funding.
However, short-term inter-bank borrowings, commercial paper, and repurchase agreements have becomea
significant source of funding for many banking firms, This increased reliance on short-term uninsured market
funding combined with increased mark-to-market on banking assets has significantly increased the structural
wrong-way risk within some major firms.

B. Hedge Fund

The term “hedge fund® has come to encompass a heterogeneaus class of alternative investment vehicles. A precise
definition of hedge funds remains unresolved, as noted by Judge Randotph in a 2006 ruling related to hedge

fund regulation, “[t]he term is commonly used as a catch-all for ‘any pooled investment vehicle that is privately
organized, administered by professional investment managers, and not widely available to the public.”?®

Hedge fund investors are generally more limited in their redemptions than mutual fund investors; a typical
requiremant is that an investor requesting redemption has to wait 90 days. Hedge funds may follow many different
investment strategies but many engage in investment strategies that involve high amounts of leverage, from
financlal institution prime brokers, to increase returns. Leverage can be the direct result of borrowing, such as when
hedge funds invest in equities using margin agreements or when hedge funds invest in fixed income assets with
funds botrowed In a repurchase agreement. OTC derivatives are heavily utilized by some hedge funds.

Because hedge funds have more sophisticated/risky investment strategies and are largely unregulated or lightly
regulated, they are generally available only to qualified investors. Prime brokers may get to see a part of a given
hedge fund's portfolio but most investars do not have access to individual position information.

Hedge funds’ leverage contributes significantly to their interconnectedness, particularly during market stress or
unexpected correlations across markets. A hedge fund generates profits {or loss) from Its chosen financial
positions. The only collateral that a hedge fund has to support leverage derived from financial Institutions is those
same positions. In essence the primary source and secondary source of repayment is the same. As a result, it is
intuitive that during a market stress, in which a hedge fund begins to generate losses, that prime brokers who lend
to the fund would tighten lending terms.

During the boom, hedge funds increased leverage as the price of borrowing declined and repurchase agreement
and ofher margin requirements fell. In the most recent crisis, hedge fund borrowing via repo agreements resulted in
major financial disruptions as fixed income repo collateral fell in value, repo haircuts increased, and the resulting
spiral of reduced lending, higher cost lending, and asset sales has been characterized as a “run on the shadow
banking system” {Gorton, 2009).

Lo (2009) noted that even though there are many hedge fund invesiment strategles, the retums of hedge funds
were becoming more correfated over time, suggesting that systemic risk from hedge fund investments might be
increasing.®

36 Philiip Goldstein, et alv. Securities and Exchange Comumission, p. 2.

37 Andrew W. Lo, “The Feasibility of Systemic Risk Measurement,” Written Testimony Prepared far the U.5. House of Representatives,
Financial Sesvices Committee, October 19, 2009,
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C. Mutual Fund

Mutual funds represent the largest amount of assets under management. Mutual fund shares are uninsured.
Although there may be fees for investors to move funds in and out of mutual funds, investors can typically liguidate
positions daily at the net asset value. There are many different types of mutual funds. Fund prospectuses dictate
fund objectives, allowable strategies, and potential assets. Some funds seek to track the returns of a specified index,
while other funds are actively managed and seek to outperform benchmarks. Mutual funds are able to hold a varlety
of equity and debt securities.

Mutual funds offer thelr investments to the public and are subject to substantial regulation that prohibits leverage
and requires periodic, detailed position repeorting. Given the high level of liquidity provided to fund-holders, mutual
funds function as savings vehicles for many. Not surprisingly then, one of the most significant systemic risks faced by
mutual funds is liquidity risk caused by a run on the assets. This was the case when exposure to Lehman Brothers
Holdings e, debt led to redemptions on concemns about asset values which led the Reserve Primary Fund to cut its
share price to less than $1 per share. The fact that this money market mutual fund “broke the buck” led to wider
concerns and additional redemptions in money market mutual funds ended in intervention by the Federal Reserve ta
supply liquidity and guarantee values in the market.

Separately, and prior to the Lehman event, a number of money market mutual funds had invested directly or
indirectly in private label mortgage, asset-backed, and CDO securities, Some of these exposures were undertaken
by investments in short-term paper issued by structured investment vehicles (*SIVs™) which held the underlying
asset-backed paper. When the market for underlying asset-backed positions quickly dried up in summer 2007, many
of these mutual funds took unexpected losses and some were bailed out by their spansoring banking companies.

The mutual fund industry’s exposure to “run on the bank” liquidity problemls is an example of the industry’s direct
IC to the municipalities and individuals, and a run can result in a substantial decline in value and a spreading of a
financial problem, However, outside of the bank runs, the mutual fund industry is unlikely to have significant
spillover effects to other financial institutions. Regulation and reporting reguirements result in relatively transparent
obligations and prevent mutual funds from holding leverage that would tend to amplify shocks to other entities.

D. Life Insurance Company

In general, insurers have some significant differences from other financial institutions. They are regulated at the state
level, provide financial reports annually that include details of assets and liabilities, and they have few unreported
obligations (I.e., they do not have significant off-balance sheet credit promises and other obligations). In terms of
investments, Insurer regulation has been relatively more stringent than regulation of other financial institutions,
limiting their ability to take on off-balance sheet risk or investments in derivatives. Insurance companies are some-
what different from financial institutions that are focused on investing clients’ funds, In conttast, insurers receive
policyholders’ funds and invest them; and then, if a covered event occurs, the insurer makes a payment o the
policyholder.

Insurance is often divided into life and property and casualty (“P&C”) lines. Life insurance products generally provide
protection from mortality-related risks. Life insurance products that provide more of a savings component, such
as whole life, universal life, guaranteed investment contracts (“GICs™), and some annuities, are more connected to

continued
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markets than products that primarily reflect mortality risk such as term insurance. Life insurers offering such

savings products can find themselves with promised values to clients that exceed the value of supporting assets,
paiticularly after a severe market downturn, After such a market decline customers may find it necessary or attractive
to cash out, leaving the insurer with realized losses.

The life insurance industry has historically had greater exposure to mortgages and junk bonds than the nonlife
insurance industry. In the early 1990s, there were a number of high profile bankruptcies by large life insurers that
had large investments in junk bonds, commercial real estate, or hoth. A number of these bankruptcies were
preceded by large withdrawals of policyholder funds. There has been debate about whether these were examples
of policyholder runs but it is unclear whether most of the insurers who had promised high returns on a number of
investment products would have been solvent to pay out their obligations,

Since the early 1990s, there have been several regulatory changes for life insurers which reduce the chance of a
similar event, in general, both life and nonlife insurers have held diversified, high quality portfolios of assets.
The insurance industry, like many other investors in the recent low interest rate envirenment, has moved toward a
higher proportion of carporate and private labe! or non-agency morigage-backed securities at the expense of
government bonds and government-sponsored entity obligations. The applicable risk-based capital requirements
supported this type of substitution because the assets carried the same risk weights as government and agency-
guaranteed obligations but gave a higher yield. However, overall exposure has remained relatively low.

The risk to consumers of a failed life insurer is limited through state insurance guaranty funds. These funds make
policy pay-outs should a firm become illiquid or insolvent.

E. Property and Casualty Insurance Company

Property and Casualty (*P&C") insurers are part of the overall insurance industry as introduced above, but offer
specific non-life insurance protection to consumers Inctuding fire, homeowners, medical malpractice, workers’
compensation, automobile liability and physical damage, aircraft, burglary, and theft. P&C insurers do not offer
variable annuity products where an insurer may have to make up forfosses from un-hedged major market moves.
The major assets of the companies that make up the P&C sector are fixed-income securities, though equities and
other types of securities are also held. Historically, PA&C insurers have been among the larger holders of municipal
securities. Regulations limit the use of derivatives. The companies’ primary liabilities represent amounts payable
to poticyholders.

Capital and funding is largely provided via insurance premiums, it is untikely that suppliers of capital, the policy-
holders, will putl funds froi the insurers at a time when they have to fund tiabilities. To the extent that capitat is
pulled, insurance liabilities decline as well given an insurer is no longer liable to cover future expected losses of a
lapsed policy.

P&C insurers are limited in their ability to take advantage of {or take on the risk of) asset-liability mismatches, unlike
the mismatch risks taken on by many financial institutions prior to the most recent crisis. Duration matching is
viewed as a source of value in the industry. For P&C insurers, liabilities are of varying duration {(e.g., physical damage
auto is short, liability is longer, product liability and workers compensation can be very long) and corresponding
earning assets tend to mateh specific liability poals.
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Property and casualty typically follow what is referred to as the “insurance cycle,” which is not highly correlated
with the business cycle. The P&C cycle is impacted by asset returns: when they are high the industry becomes more
competitive (that is, insurance prices fall and insurers compete aggressively for policyholders), but when asset
values fall, industry capacity falls and the market hardens (or at least softens less) due to the reduced capacity. The
P&C insurance cycle is not correlated with the business cycle since unexpectedly high occurrences of non-financial
events is not inherently more likely when financial markets fall.

With respect to the recent financial market crisis the higher quality, relatively liquid assets held by nonlife insurers
have limited downside financial impact to both stand-alone P&C insurers and P&C insurers that are part of larger
financial conglomerates.

The risk to consumers of a falled P&C insurer is limited through state insurance guaranty funds, These funds make
policy pay-outs should a firm become illiquid or insolvent.
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Umted States Government Accountability Office
Washington, D.C. 20548

February 23, 2006

The Honorable Michael G. Oxley
Chairman

Committee on Financial Services
House of Representatives

Subject: Definitions of Insurance and Related Information
Dear Mr. Chairman:

This letter transmits to you our briefing slides concerning a variety of
issues related to identifying a universal definition of insurance and the
challenges associated with doing so. We briefed your committee staff on
the preliminary results of our work on June 24, 2005, and on our final
results on November 29, 2005. Specifically, we provided information on (1)
the elements that are commonly part of definitions of insurance, (2) a few
products not universally defined as insurance or regulated across the states
by their insurance departments, (3) possible regulatory implications of
developing separate definitions for insurance products covering insurance
risks in more than one category, (4) current developments in statutory and
financial accounting communities in re-evaluating their guidelines for
measuring risk transfer in reinsurance contracts, and (5) certain
circumstances when finite risk contracts are used.

We focused on insurance and reinsurance in the private sector and
excluded federal insurance programs. We identified elements crucial to
defining or developing a definition of insurance, but we did not attempt to
compile an exhaustive list of all private sector products that might be
considered insurance. We reviewed relevant documents from the National
Association of Insurance Commissioners (NAIC), academic sources,
accounting boards, insurance companies, professional and industry
associations, state insurance regulators, federal securities regulators, court
cases, and general media. We also met with knowledgeable staff at NAIC
and other professional and industry associations. We conducted our work
from December 2004 through December 2005 in accordance with generally
accepted government auditing standards.
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Definitions of Insurance

We looked at a variety of sources to identify a definition of insurance and
found that, while most definitions differed because they were developed
for specific purposes or had changed over time, the definitions shared key
elements of risk transfer and risk spreading. Definitions of insurance are
developed for various purposes such as different fields of study, categories
of insurance, and state or federal statutes.’

While risk transfer and risk spreading are key elements, these definitions
often include other elements, or parameters, commonly found in the
definitions. These include

indemnification, which is the payment for losses actually incurred,
¢ the ability to make reasonable estimates of future losses;
¢ the ability to express losses in definite monetary amounts; and

¢ the possibility of adverse, random events occurring outside the control
of the insured.

Further, while products may transfer various types of risks, a product must
transfer insurance risk to qualify as an insurance product. Insurance risk is
coverage for exposures that have the potential for financial loss. It is
defined by NAIC as equivalent to underwriting risk. That is, for property-
casualty insurers, it is the risk of mispricing new business or the risk of
underestimating needed reserves for business already written. The
accounting industry defines insurance risk as those risks related to
uncertainties resulting from both the amount and timing of losses paid and
other expenses.

Even when some losses lack certain elements of insurance, insurers have
sometimes found ways that allow coverage for such losses. For example,
nonpecuniary or noneconomic losses (e.g., the loss of well-being or
happiness) lack certain elements of insurance—there is no commonly

'For example, the Gramm-Leach-Bliley Act, section 302(c) defines insurance by, among
other things, making reference to state insurance laws (see slide 8).
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accepted method of expressing a definite monetary amount for
nonpecuniary losses and no measurable means to indemnify the insured.
For example, the loss of happiness upon the death of a loved one would be
difficult if not impossible to quantify in monetary terms; instead of
attempting to quantify such a loss, life insurers agree to pay a
predetermined amount of monetary benefits upon the death of the insured,
and they charge a premium based on both the amount of insurance and the
expected mortality risk of the insured.

In reviewing the various definitions of insurance, we also found that court
interpretations and state regulatory practices change definitions over time.
For example, courts have emphasized different elements of an insurance
contract such as its principal object and purpose as in Jordan v. Group
Health or have focused on the legal elements necessary for an enforceable
contract as in Griffin Systems v. Washburn.” (See slides 5-8 and 13-15 for
further discussion of various definitions of insurance.)

How States Define and Regulate Insurance

Generally, states define and regulate the same products as insurance. While
states rely on a variety of sources to provide a legal and regulatory
definition of insurance, these sources sometimes lead to differences in how
certain products are categorized—whether as insurance or not. In an effort
to reduce confusion, NAIC has attempted to catalog products regulated by
each of the state insurance regulators in standardized lists known as
Uniform Product Coding Matrices (UPCM)—one for property casualty
products and another for life/accident/health products. Insurers are to use
the UPCM as a guide for filings of insurance rates and policy forms. Most of
the products in the UPCM are recognized and regulated across all states as
insurance. However, some differences still exist. For example, prepaid
legal service plans are defined and regulated as insurance in Texas but not
in South Carolina.

*The Jordan case focused on insurance contracts that also contained noninsurance features
and looked at both the insurance and noninsurance features to determine the “principal
object and purpose” of the contract Jordan v. Group Health Ass'n., 107 F.2d 239, 247-48
(D.C. Cir. 1939). The Griffin case articulated four elements of an insurance contract: (1) a
contract between an insurer and insured that exists for a specific period of time, (2) an
insurable interest possessed by the insured, (3) consideration in the form of a premium paid
by the insured to the insurer, and (4) the assumption of risk by the insurer who agrees to
indemnify the insured for potential loss resulting from specified perils Griffin Systems v.
Washburn, 505 N.E.2d 1121, 1123-24 (1ll. App. Dist. 1987).
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Many states have a statutory definition that is stated generally and may
explicitly include and/or exclude specific insurance products.® A few states
do not have a general definition. For example, Illinois’ statute lists classes
of products subject to or excluded from regulation. When a product is not
listed in the statute, Illinois regulators apply a functional definition
consisting of the elements articulated in Griffin Systems v. Washburn.

We identified some products either not included in the UPCM or subject to
differences in statutory or regulatory approaches among various state
insurance regulators. These include

¢ products created and offered by noninsurers as substitutes for other
products underwritten by insurers (e.g., debt cancellation contracts
created by lenders as substitutes for credit insurance; see slide 18);

e products that are viewed sometimes as insurance and other times as
prepayment or discount payment plans for services (e.g., legal and
medical services plans; see slides 21-22);

¢ various annuity products sold by insurers because whether a particular
annuity product is insurance hinged on the level of insurance risk and/or
investment risk assumed by the insurer (e.g., variable annuities in which
the insurer assumes no investment risk and period certain annuities in
which the insurer assumes no mortality risk; see slides 27-28); and

¢ insurance products regulated by state departments other than state
insurance departments because of their historical association with
particular industries or economic activities (e.g., title insurance that,
according to a state insurance department official, is historically
associated with the real estate market; see slide 31).

Products we identified with differences in regulatory approaches among
some state insurance regulators are listed and discussed on slides 18-31.

3An example of a statutory definition that is stated generally is: “Insurance is a contract
whereby one undertakes to indemnify another or pay a specified amount upon determinable
contingencies.”
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Regulation of Products That Cover Insurance Risks in More Than
One Category

Products that cover insurance risks in more than one category (life,
accident, health, property casualty) could face uncertain regulation if
separate insurance definitions were developed and used for each category.
Currently, insurance products are classified by regulators as life, accident,*
health, or property casualty insurance, even though some products cover
insurance risks in more than one of these categories.

Based on the product descriptions in NAIC’s UPCM, we list and describe
eight insurance products we found that cover risks in more than one of the
categories (slides 33-34). Our list was not intended to be exhaustive but to
illustrate that some products could actually fit in two or more categories
even though each product is historically associated with one particular
category of insurance. The historical associations have not affected
insurance regulation because insurance definitions generally apply across
categories. However, if separate statutory definitions of insurance were
developed for each category, it is unclear how products characterized by
features from multiple categories would be classified for regulatory
purposes. As aresult, products that cover insurance risks in more than one
category might be regulated differently or might be regulated under
multiple regimes. For example, it is unclear whether accident insurance
that also provides death and health care benefits would be regulated solely
as accident insurance or also as both life and health insurance, and
whether regulation would differ across the three types of insurance. (See
slides 32-34 for additional information on this issue.)

Reinsurance

Reinsurance is insurance for insurers. In contrast to insurance, reinsurance
is not sold as a standard product. Each contract is separately negotiated.
Two basic types of reinsurance contracts exist—treaty and facultative. The
key difference between treaty and facultative reinsurance contracts is how
insurers select risks for transfer. In a treaty reinsurance contract, the
reinsurer and insurer agree on which select class(es) of underlying policies
of the insurer’s to underwrite. In a facultative reinsurance contract, the
reinsurer and insurer agree on individual underlying policies. In addition to

*Accident insurance is a form of health insurance against loss by accidental bodily injury.
(“Fundamentals of Risk and Insurance,” by Emmett J. Vaughan and Therese Vaughan).
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the method of selecting underlying policies, reinsurance contracts usually
contain features such as floors and caps that limit the amount of risks
underwritten.

The transfer of risk is the key element to defining reinsurance. While
reinsurance contracts can also transfer noninsurance risks, it is the
transfer of insurance risk that is the focus when evaluating the validity of a
reinsurance contract. Further, if sufficient insurance risk is transferred, the
entire contract can be defined as reinsurance and qualify for reinsurance
accounting—a type of accounting treatment sought when beneficial to the
insured’s financial statements.” Currently, the statutory and financial
accounting communities are re-evaluating methods used in determining
whether a reinsurer’s contract covering property casualty insurance risks
actually transfers insurance risk. Both statutory and financial accounting
standards establish the necessary conditions of risk transfer for
reinsurance contracts including that the reinsurer assume significant
insurance risk and face a reasonable possibility of significant loss.®
Statutory and financial accounting guidelines also clarify that while
reinsurance contracts may transfer other types of risks, such as investment
risk, only insurance risk is subject to the conditions for determining risk
transfer. Also, the guidelines require that determinations of risk transfer
should consider all features in a contract such as cancellation provisions or
payment schedules that delay the reinsurer’s timely reimbursement of
claims; features like these may limit the transfer of insurance risk. In
addition, financial accounting guidelines explain that determining the
extent of risk transferred in one reinsurance contract should be done in the
context of all other related contracts or agreements because they may
potentially limit the transfer of insurance risk. However, once the
determination is made that the contract transfers sufficient insurance risk,

°For clarity, contracts that do not transfer sufficient insurance risk can be referred to as
“reinsurer’s contracts.”

The NAIC issues Statements of Statutory Accounting Principles (SSAP) that provide
guidance for required filings of insurance company financial statements to state insurance
regulators and the NAIC. Another accounting organization, the Financial Accounting
Standards Board, also establishes financial accounting and reporting standards—Statement
of Financial Accounting Standards—some of which are specifically for insurance and
reinsurance companies and transactions. NAIC’s Statement of Statutory Accounting
Principles No. 62 and FASB’s Statement of Financial Accounting Standards No. 113,
paragraphs 9a and 9b, establish the necessary conditions of risk transfer for contracts: (1)
“reinsurer assumes significant insurance risk under the reinsured portions of the contract”
(commonly called the “9a test”) and (2) “It is reasonably possible that the reinsurer may
realize significant loss” (commonly called the “9b test”).
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reinsurance accounting can be applied to the entire contract, including any
noninsurance risks being transferred. (See slides 35-42 for further
information on reinsurance.)

Finite Risk Contracts

No widely accepted definition exists for finite risk contracts. Finite risk
contracts can be used by both insurers (finite risk reinsurance) and
noninsurers (finite risk insurance). In general, such contracts transfer less
insurance risk than traditional reinsurance or insurance. Instead, finite risk
contracts tend to emphasize financing and accounting benefits.
Specifically, the contracts allow the insured to transfer to a reinsurer or
insurer both insurance risk and uncertainties about the timing of certain
cash flows and recognition of certain income and expenses. Thus, an
insured could use these contracts to both reduce insurance risk and control
or smooth the timing of cash flows and the recognition of certain expenses
and income. This could favorably affect earnings, capital, and certain ratios
that regulators, rating agencies, and investment analysts might use to
measure and monitor a company’s financial health.

Finite risk contracts must transfer sufficient insurance risk to legitimately
qualify for these financing and accounting benefits. Although finite risk
contracts can be legitimately structured to meet these requirements, some
companies that originally presented their finite risk contracts as
transferring sufficient insurance risk, and thus qualifying for the financing
and accounting benefits, were discovered to have used mechanisms such
as undisclosed side agreements that resulted in little or no insurance risk
actually being transferred. Disguising such contracts to look like “real
reinsurance” or insurance can mislead regulators, policyholders, and
investors about the actual financial condition of the company. (See slides
43-47 for further discussion of finite risk contracts.)

In summary, we found that there is no single, universal definition of
insurance. However, we identified certain key elements of risk transfer or
risk spreading that were common among the varying definitions. Moreover,
while statutory definitions of insurance sometimes differed between states
leading to differences in the regulation of certain products, states generally
define and regulate the same products as insurance. Insurance products
also are categorized by type of insurance risk such as life, accident, health,
and property casualty. However, some products, while designated as
belonging to one of the major categories, have characteristics that fall into
more than one category. Therefore, if separate statutory definitions of
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insurance were developed for products in each category of insurance risk,
products that transfer insurance risks in more than one category could face
uncertain regulation.

Concerning reinsurance and its accounting treatment, the amount of
insurance risk actually transferred is important because of the benefits of
reinsurance accounting to the ceding company. Specifically, if insurance
risk is transferred at sufficient levels, the entire contract would qualify for
reinsurance accounting, with resulting positive effects on the ceding
company’s reserves and surplus. Another type of contract—the finite risk
contract—can receive reinsurance accounting or other preferred
accounting treatment but transfers less risk at a lower premium than
traditional insurance. Recently some companies that had these contracts
and used reinsurance accounting treatment were found to have transferred
insufficient insurance risk to qualify for such treatment.

As agreed with your office, unless you publicly announce the contents of
this report earlier, we plan no further distribution until 30 days from the
date of this report. At that time, we will send copies of this report to the
Chairman and Ranking Minority Member of the Senate Committee on
Banking, Housing, and Urban Affairs and the Ranking Minority Member of
the House Committee on Financial Services. We also will make copies
available to others upon request. In addition, the report will be available at
no charge on GAQO's Web site at http://www.gao.gov.
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If you or your staff have questions regarding this report, please contact me
at (202) 512-56837 or williamso@gao.gov. Contact points for our Offices of
Congressional Relations and Public Affairs may be found on the last page
of this report. Lawrence D. Cluff, Angela Pun, Mel Thomas, Christine J.
Kuduk, Nancy S. Barry, and Tania L. Calhoun made key contributions to
this report.

Sincerely yours,
Orice M. Williams
Director, Financial Markets and Community Investment

Enclosure
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@ GAO Scope and Methodology

untability * Integrity * Reliability

« We focused on products sold by insurers or reinsurers in the
private sector and excluded federal insurance programs.

» We did not attempt to compile an exhaustive list of all
products in the private sector that might be considered
insurance.

* We reviewed academic textbooks and journals; documents
from National Association of Insurance Commissioners
(NAIC), state insurance regulators, Securities and
Exchange Commission, and National Association of
Securities Dealers; statutory and financial accounting
principles and standards; general media; and court cases.

« We interviewed officials from NAIC, industry associations
for life, health, and property casualty insurance, as well as
banklng and other professional associations. We also
interviewed academicians and officials with the lllinois
insurance department.

Definitions of Insurance 3

Page 12 GAO-06-424R Definitions of Insurance



éG AQO Definitions of Insurance

ountability * Integrity * Reliability

In our research, we found that

* There is no universal agreement on a definition
of insurance,

* Most definitions have common elements,

 The Gramm-Leach-Bliley Act provides one
definition used by the federal government,

* Nonpecuniary losses are usually not covered by
Insurance, and

« |dentity theft insurance pays only for actual
expenses incurred by the victim.

Definitions of Insurance 4
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éAG AOQO Definitions of Insurance

ccountability * Integrity * Reliability

No Universal Agreement

Insurance industry participants and state regulators

develop definitions for different purposes, such as

- Specific subject areas, such as accounting, actuarial science,
economics, and finance;

« Specific types of insurance, such as life or property casualty;
or

» Statutes and regulations, which can vary across states.

These definitions are dynamic, sometimes caused by

» Evolution of thinking in subject areas;

* Product innovations; and

« Changes in statutes, regulations, and court interpretations.

Definitions of Insurance 5
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L n n ™
ﬁGAO Definitions of Insurance

Key Elements

Definitions of insurance have two key elements:

 Risk is transferred.

* An uncertain, possibly large, loss is transformed into a
certain, small cost or premium for the insured; and

* An insured transfers risk to another entity.

* Risk is spread. That is, an insurer spreads risk over a
large enough group for the law of large numbers to
predict both total losses and the probability of a single
loss with some accuracy.

Definitions of Insurance 6
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L n n ™
ﬁGAO Definitions of Insurance

Other Elements

Other elements often considered to be conditions

necessary for an “insurable” risk are

« Risks that are reasonably homogeneous and
independent; and

» Losses that meet certain conditions, including
« Chance occurrences,
* Low probability of loss,

* Occur at a definite time and place, and can be
expressed as a definite monetary amount, and

 Are not catastrophic, i.e., do not affect a large
number of insureds at the same time.

Definitions of Insurance 7
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é GAO Definitions of Insurance

Accountability * Integrity * Reliability

Gramm-Leach-Bliley Definition

Section 302(c) defines insurance as

* Any product regulated as insurance as of Jan. 1, 1999, in
accordance with the relevant state insurance law, in the state in
which the product is provided; and

* Any product first offered after Jan. 1, 1999, which

» A state insurance regulator determines shall be regulated as
insurance in the state in which the product is provided because
the product insures, guarantees, or indemnifies against liability,
loss of life, loss of health, or loss through damage to or
destruction of property, including, but not limited to, surety
bonds, life insurance, health insurance, title insurance, and
property and casualty insurance; and

* Is not a product or service of a bank as described in the section;
and

« Any annuity contract, the income on which is subject to tax
treatment under section 72 of the Internal Revenue Code.

Definitions of Insurance 8
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éMG AQO Definitions of Insurance

countability * Integrity * Reliability

Description of Nonpecuniary Losses

Pecuniary or economic losses have a market price or can be
calculated in monetary terms. Some examples include
» The cost to repair or replace a damaged vehicle, or

« A family’s loss of future expected income from the death or
disability of an income-earning parent or spouse.

Nonpecuniary or noneconomic losses do not have a market
price. These losses are the reduction of insureds’ welfare
such as their health, well-being, and happiness.

Definitions of Insurance 9
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L n n ™
ﬁGAO Definitions of Insurance

Nonpecuniary Losses Lack Certain Common
Elements, but Some Coverage Provided

Nonpecuniary losses lack certain common insurance elements. For
example

* Nonpecuniary losses cannot be calculated as a definite amount;
» The principle of indemnity does not apply; and

» There is no insurable interest for some types of nonpecuniary
losses.

Insurers provide coverage for some nonpecuniary losses by paying

* Predetermined monetary amounts, such as life insurance paying the
amount chosen by the insured at time of purchase; or

« Amounts calculated in monetary terms under specific .
circumstances, such as uninsured motorist insurance covering
damages for “pain and suffering.”

Definitions of Insurance 10
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G AQO Definitions of Insurance

untability * Integrity * Reliability

Identity Theft Insurance Covers
Pecuniary Expenses

Although the theft of one’s identifying information is a
nonpecuniary loss, identity theft insurance only pays for
associated expenses that have a market price or can be
calculated in monetary terms. These include

» Costs of certified mail and long-distance calls;

» Lost wages from time taken off work; and

* Fees, such as attorney and loan application fees.

Definitions of Insurance 11
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How States Define and

éAGG AQO Regulate Insurance

countability * Integrity * Reliability

States rely on a variety of sources to help define and
regulate insurance. These include

State statutory definitions,
Court interpretations,
Regulatory descriptions of insurance products, and

Uniform Product Coding Matrices (UPCM) categories of
insurance.

However, some products are not universally
recognized or regulated as insurance.

Definitions of Insurance 12
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i GAO How States Define and
fﬁ Accountability * Integrity * Reliability Re g u I ate I n s u ra n ce

State Statutory Definitions

* Many states have a statutory definition that is general and
inclusive, similar to the following:

Insurance is a contract whereby one undertakes to indemnify
another or pay a specified amount upon determinable
contingencies (Kentucky Revised Statutes § 304.1-030)

« Some states have explicit inclusions and/or exclusions. For
example, Kentucky’s definition includes annuities and sureties,
while Wisconsin’s excludes continuing care contracts.

» A few states do not have a statutory definition. For example,
lllinois’ insurance statutes list classes of products subject to or
excluded from regulation. When a product is not listed in the
statutes, the regulators apply a functional definition consisting of
the elements articulated in a court case.

Definitions of Insurance 13
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i GAO How States Define and
ﬁ Accountability * Integrity * Reliability Re g u I ate I n s u ra n ce

Court Interpretations

Two court cases have helped guide states in defining and regulating
insurance:
« Jordan v. Group Health found that courts may look at the nature of

the contractual relationship to determine whether risk transfer or
distribution is its “principal object and purpose.”

» Griffin Systems v. Washburn found that courts may look to see
whether a product contains certain elements within a definition of
insurance. These elements include

» A contract between an insurer and insured that exists for a specific
period of time,

* Aninsurable interest possessed by the insured,

« Consideration in the form of a premium paid by the insured to the
insurer, and

« The assumption of risk by the insurer who agrees to indemnify the
insured for potential loss resulting from specified perils.

Definitions of Insurance 14
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R How States Define and
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countability * Integrity * Reliability

Regulatory Descriptions of Insurance Products

NAIC worked with insurance departments in 20 to 25 states to
develop the UPCM that lists and describes

* Property/Casualty insurance products, and
 Life/Accident/Health insurance products.

NAIC developed the UPCM to

 Identify all products regulated by state departments of
insurance,

« Standardize terminology for insurance products across all
states, and

« Aid filings of insurance products (rates and policy forms).
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Accountability * Integrity * Reliability

UPCM Categories of Insurance

Category of insurance | Description
Property/Casualty Coverage against loss or damage to property and liabilities to third parties resulting from such losses or damages or
other events
Continuing Care Retirement | A senior housing arrangement that, in addition to housing, includes some provision for skilled nursing care
Community (CCRC)
Credit Insurance Coverage that pays off or takes over scheduled payments on an obligation to a creditor upon occurrence of a specified
= event such as death, disablement, or unemployment of the insured debtor
(4]
% Health Insurance Coverage that provides benefits for expenses related to and losses resulting from sickness, a medical condition, or an
< accident
@
>
5 | Health Maintenance A health insurance plan with a range of medical coverages offered on a prepaid and group basis to its enrollees through
E Organization (HMO) medical providers under contract
% Life Insurance Insurance contracts that provide specified benefits amounts to named beneficiaries upon the death of the insured
(O]
f_ Long-Term Care Insurance Insurance that covers or reimburses for the costs of long-term care, nursing home care, and home care services
o
% Medicare Supplement Coverage is known as Medigap insurance because it supplements or fills gaps in coverage of the federal Medicare
o Program
<
)
5 [ Multiline Insurance not captured elsewhere
Viatical Settlements Contract or agreement in which a third party purchases all or a part of a policyholder’s life insurance policy

Source: Based on information from NAIC.
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Products Not Universally Recognized or
Regulated as Insurance

Key Issues Product
Products created by noninsurance entities that | Debt cancellation contracts & debt suspension agreements °
substitute for regulated insurance products Gap waivers P
Rental car damage waivers & theft waivers °
Products that could be either insurance or Legal services plans °
payment plans Medical services plans P

Extended service contracts @

Preneed funeral & burial arrangements 2
Continuing care retirement communities 2
Preventive health care coverage @

Products underwritten by insurers that contain | Variable annuities and equity indexed annuities @
investment risk Period certain annuities °
Viatical settlements & life settlements 2

Insurance and insurance-like products not Surety contracts 2
always regulated by state departments of Title insurance 2
insurance

Notes: 2 Located in NAIC’s Uniform Product Coding Matrices.
b Not located in NAIC’s Uniform Product Coding Matrices.
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Substitutes for Regulated Insurance Products

Debt Cancellation or Suspension Contracts

Description

+ Created by lenders as substitutes for credit insurance

+ For afee, lender retains risk in lieu of pursuing collection and potential
recovery on loan if borrower defaults

* Lender agrees to cancel or temporarily suspend loan under conditions
such as death, disability, or unemployment of borrower

* Unclear whether these are a transfer of insurance risk or forgiveness of
financial obligation

» Equivalent to credit insurance from consumer’s viewpoint

Information on regulation

« llinois—does not view as insurance; no indemnity payments from third
parties

* Michigan—does not view as insurance but as incidental to loans

* New York—views as insurance but does not regulate when sold by
financial institutions
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Substitutes for Regulated Insurance Products
Gap Waivers

Description

» Created by auto dealers and others as a substitute for gap (originally, guaranteed
auto protection) insurance

« For a fee, creditor retains risk by agreeing to waive the excess of the lessee’s or
debtor’s obligation to pay the amount owed on adproperty over its actual cash value
in the event of total loss due to theft or physical damage

. U&plear whether these are a transfer of insurance risk or forgiveness of financial
obligation

* Properties include autos, boats, and computers
« Some offer gap waivers as alternative to gap insurance that other entities offer

Information on regulation

* New York—views as insurance under certain conditions; auto dealers or lenders who
are not licensed as insurance agents or brokers may offer gap waivers; providers of
gap waivers that in turn buy gap insurance from licensed insurers must not charge
customers more than they pay

* Mississippi—has not determined whether gap waivers are insurance and
does not regulate them
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Substitutes for Regulated Insurance Products
Rental Car Damage and Theft Waivers

Description
« Created by car rental companies as a substitute for rental insurance

» For a fee, rental company retains risk by agreeing not to hold driver liable
in the event of certain damages involving a rental vehicle

 Unclear whether these are a transfer of insurance risk or forgiveness of
financial obligation

« Equivalent to rental car insurance from consumer’s viewpoint

Information on regulation

* New York—rental company must obtain driver’s written consent to buy the
waiver before the driver signs the rental agreement

+ Texas—does not view as insurance; are waivers of rental company’s right
to recover on damages to auto
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Products That Could Be Insurance or Payment Plans
Legal Services Plans

Description
* The term is used to characterize plans that
* provide legal services
» pay for the cost of obtaining legal services
» prepay for future legal services, at discounted prices
» reimburse for legal services costs
» prepay for future legal services, if needed

+ Unclear whether these are transfers of insurance risk, price discounting plans,
prepaid expense plans, or some combination

Information on regulation

* New York—included in the list of authorized insurance is Ie?al services insurance
that is defined as providing legal services or reimbursement for the cost of legal
services

» South Carolina—prepaid legal service contracts regulated by the state’s
Department of Consumer Affairs

« Texas—prepaid legal insurance is insurance if one party prepays another for
future legal services that may or may not be needed and if the other party
assumes the risk that such services may be needed
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Products That Could Be Insurance or Payment Plans
Medical Services Plans

Description
« Some physicians and medical groups offer prepayment plans to patients
+ to avoid the administrative burden of third-party health insurance

. thatI appear to operate as insurer/providers (such as HMOs) on a smaller
scale

« Unclear whether these are transfers of insurance risk, price discounting plans,
prepaid expense plans, or some combination

Information on regulation
* New York—A plan in which patients prepay for future medical care needs

+ would be insurance and require licensing if the plan provides unlimited
services dependent on the happening of a fortuitous event that could cost

more than the prepayment

+ would not be insurance and not require licensing if certain services
occasioned by the happening of a fortuitous event are offered for an
additional fee that covers the cost of the services, although discounted

from the usual fee
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Products That Could Be Insurance or Payment Plans
Extended Service Contracts (ESC)

Description—typically sold for autos, “home” (major home appliances), and
consumer products
* Providers assume future costs of repairs or maintenance for a fee

* Not to be confused with written or implied warranties of fithess and
merchantability provided by the manufacturer

 Some state courts have determined that ESCs are insurance when the
seller of an ESC is not the manufacturer but a repair service provider

Information on regulation—Regulation in some states is based on state
court decisions such as those discussed in the Griffin v. Washburn case:
* Arizona court—ESC is insurance because third-party insurer sold ESC

» Texas and Virginia courts—ESC is not insurance because merchant of
product sold ESC and makes repairs
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Products That Could Be Insurance or Payment Plans
Preneed Funeral and Burial Arrangements

Description
* Purchase of future funeral services and merchandise at locked in current price
« Can be unfunded or funded in advance of need

* Advance payments are deposited in interest-bearing trust account or used to
buy funeral insurance

« Can also be funded with future life insurance or annuity proceeds upon death

* Are typically revocable and movable at any time by consumer and trust
account prefunding is returnable

* Unclear whether these are a transfer of insurance risk, price discounting plans,
or prepayment of expenses

Information on regulation

* Arkansas—licenses and regulates sales of such services; state finance
division examines contracts and bank trust accounts

» California—Department of Consumer Affairs’ Cemetery and Funeral Bureau
licenses and regulates funeral establishments that sell such services

» Colorado—regulates sellers
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Products That Could Be Insurance or Payment Plans
Continuing Care Retirement Communities (CCRC)

Description
« Senior housing arrangements that provide for skilled nursing care, if later needed
« Three types of communities

+ Type A—fee is locked in if skilled care is later needed

+ Type B—fee for skilled care is locked in for limited time with later increases that
don’t reach market rate

+ Type C—access to later skilled care is assured, but at full market rate

* Unclear whether these are transfers of insurance risk, price discounting plans, or
prepayments of expenses

Information on regulation

+ California—Department of Social Services certifies and regulates CCRCs, but state
insurance code regulates uncertified CCRCs

* North Carolina—CCRCs must be licensed by the commissioner of insurance and
state insurance code governs their activities

»  South Carolina—CCRCs do not include nursing home or residential care facilities
licensed by state Department of Health & Environmental Control

* Unclear how many state insurance departments regulate CCRCs
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Products That Could Be Insurance or Payment Plans
Preventive Health Care Coverage

Description
» Covers health care to keep healthy or to prevent iliness
* Health insurance plans appear to typically cover preventive care

* Includes annual physicals, pelvic exams, flu shots, screening
mammograms, and dental cleanings

« Many preventive health care activities tend to be recurring and
predictable

* Unclear whether these are a transfer of insurance risk, price discounting,
or prepayment of expenses

Information on regulation
* Required by some states to be included in health insurance
« Traditionally included in health insurance
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Products Underwritten by Insurers Containing Investment Risks
Variable Annuities and Equity-Indexed Annuities

Description

* Annuity—a contract that, in return for premium(s) paid, guarantees a series of
payments for a specified period or for life.

» Variable annuity—pays a rate of return based on the performance of investments.
Interest rate and principal are usually not guaranteed. The customer retains almost
all of the investment risks.

* Equity-indexed annuity—pays a minimum rate of return plus an extra rate using a
formula based on charges to an equity index such as the S&P 500. The contract
usually guarantees a minimum account value. The customer retains some of the
investment risk.

* Insurer assumes mortality risks through added features, if offered, such as payments
for life and death benefits.

Information on regulation

« Variable annuities
» Sold by insurance companies, but regulated by SEC
* In some states, state securities regulators have authority over variable annuities
» State departments of insurance (DOI) regulate the insurer selling the product

* Equity-indexed annuities are sold by insurance companies and the SEC is
evaluating them to determine if they should be regulated as securities
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Products Underwritten by Insurers Containing Investment Risks
Period Certain Annuities

Description
» Pay a fixed rate of return over a specified term such as 5, 10, 15, or
20 years

* Customer shifts all investment risks to the insurer

« As with any annuity, the insurer could assume mortality risks
through added features such as death benefits or retirement
benefits, if offered

Information on regulation
« Traditionally regulated by DOI as an insurance product

» lllinois—If an annuity transfers mortality risks to the insurer, it is
regulated.
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Products Underwritten by Insurers Containing Investment Risks
Viatical Settlements and Life Settlements

Description

« Viaticals—policyholders are usually ill with under 2 years of life expectancy
« Life settlements—policyholders are over 65 with normal life expectancy

* Each product may be bundled together and sold to investors

* In both cases

* Third party pays golicyholder cash and becomes a beneficiary of the life
insurance death benefit

* The cash tpayment is more than the cash surrender value of the policy but
less than the expected death benefit

* Unclear whether these products pose insurance risk or investment risk

Information on regulation

« Sometimes regulated by DOI, sometimes by state securities regulator, and
sometimes by both

+ Some states adopted NAIC’s Viatical Settlements Model Act, which requires
viatical companies to be licensed by a state DOI

* In California, Connecticut, New York, and Washington, settlement providers
are licensed by the DOls
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Insurance and Insurance-Like Products
That Are Not Always Regulated by State DOls

Surety Contracts

Description

« A contract where the surety (similar to insurance company) agrees, for a
fee, to perform the principal’s (similar to the policyholder) obligations to a
third party in the event the principal fails to perform

» Surety assumes risk from the third party that the principal will not perform
contractual obligations

« Unlike insurer, surety has a right to seek indemnification from the principal
after performing contractual obligations

Information on regulation

* New York and Utah—If an issuer sells surety bonds as a vocation, as
opposed to incidental to other business activity, then it is subject to
insurance regulation

« Kentucky and Delaware—Their statutory definitions explicitly include

those who “act as surety”
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Insurance and Insurance-Like Products
That Are Not Always Regulated by State DOls

Title Insurance

Description

» For afee, an insurer agrees to indemnify the insured up to a
specified amount of loss for defects in the title to real property

« Typically required by mortgage lenders at property settlement

Information on regulation

« lowa—This is the only state that does not allow the sale of title
insurance within its borders; the state’s Finance Authority operates a
Title Guaranty Program.

 lllinois—Regulated by the Division of Financial Institutions, not the
state DOI

« Regulatory treatment does not vary widely among the states
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i G A O Regulation of Products That Cover
& e Insurance Risks in More Than One Category

Some products, while defined by NAIC as
belonging to a particular category of insurance,
have characteristics that also fit in other
categories.

We have
« Described the products, and

+ |dentified the categories of risks covered by
each product.
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Product Descriptions

Product Description

Accident Coverage for death, dismemberment, disability, or hospital and medical care caused by
or necessitated as a result of specified accidents

Credit Disability Makes monthly loan/credit transaction payments to the creditor upon the disablement of
an insured debtor

Credit Life Coverage sold in connection with loan and credit transactions to provide insurance
protection against death

Credit Insurance Coverage of an obligation to a creditor upon the death or disablement of the insured
debtor; includes coverage that protects the value of collateral for a loan

Disability Income Coverage designed to compensate insured individual for a portion of the income they
lose because of a disabling injury or iliness

Employee Benefit Liability protection for employers against employee claims such as for wrongful

Liability termination or improper calculation of employee benefits from pension plans, group life,
health, or disability income insurance or accidental death and dismemberment
insurance

Employers Liability Coverage for the legal liability of employers arising out of injury to employees

Workers’ Compensation | Coverage for an employer’s liability for injuries, disability, or death to persons in their
employment, without regard to fault, as prescribed by state or federal workers’
compensation laws or other statutes

Source: GAO analysis of lines of insurance descriptions.
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Categories of Risks Covered by One Product

Insurance Category

Product Property/Casualty L/A/H
Life Accident Health

Accident o P o}
Credit Disability P (0] (0]
Credit Life P 0]
Credit Insurance P 0] P
Disability Income (0] P
Employee Benefit Liability P (0] (0] (0]
Employers Liability P 0]
Workers’ Compensation P (0] (0]

P = Product’s insurance category in NAIC’s Uniform Product Coding Matrix.
O = Other categories with products that have similar features.
* Credit insurance is listed under two categories in NAIC’s UPCM.

Source: GAO analysis of lines of insurance descriptions.
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Some of the principal elements of reinsurance and its uses
include

* The definition of reinsurance,

 Reinsurance contracts,

» Reinsurance and risk transfer,

 The 9a and 9b “tests” for risk transfer,

» The benefits of statutory reinsurance accounting for
insurers, and

* Reinsurance contracts permit the transfer of varying
levels of risk.
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Definition

The Reinsurance Association of America defines
reinsurance as

A transaction whereby the assuming reinsurer, for a payment,
agrees to indemnify the ceding insurer against all, or a part,
of the loss which the latter may sustain under the policy or
policies which it has issued.

Definitions of Insurance 36

Page 45 GAO-06-424R Definitions of Insurance




é GAQO Reinsurance

Accountability * Integrity * Reliability

Reinsurance Contracts

* Reinsurance is not sold as a standardized product. Each contract is
separately negotiated.

» Regulators look for risk transfer in each contract to determine if
reinsurance has occurred.

» Two basic methods of assuming risks in reinsurers’ contracts are

» Treaty reinsurance, which usually covers a part or a percentage
of a book of an insurer’s business, for example, all of an
insurer’'s medical malpractice policies with hospitals; and

« Facultative reinsurance, which covers individual policies, usually
of a unique nature, for example, an insurer’'s medical malpractice
policy with the Mayo Clinic.
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é GAQO Reinsurance

Reinsurance and Risk Transfer

Statement of Statutory Accounting Principles

Reinsurance is the assumption by an insurer of all or part of an
insurance risk undertaken originally by another reinsurer.

(Accounting Practices and Procedures Manual, NAIC, underlining
added)

Statement of Financial Accounting Standards

Insurance provides indemnification against loss or liability from
specified events during a specified period. The insurer (or ceding
enterprise) pays (cedes) an amount to the reinsurer, and the reinsurer
agrees to reimburse the insurer for a specified portion of claims paid
under the reinsured contracts indemnification against loss or liability
under a reinsurance contract generally referred to as risk transfer.
(Financial Accounting Standard No. 113, underlining added)
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Reinsurance and Risk Transfer

» Risk transfer requires that the reinsurer indemnifies the
insurer for unexpected losses.

* Insurance risk does not include investment risk.

 Insurance regulators bear responsibility for determining
whether risk transfer has occurred for statutory
purposes.

» Risk transfer is determined by applying financial and
statutory accounting guidelines:

» Reinsurer assumes significant insurance risk under
the reinsured portions of the contract (“9a test”), and

It is reasonably possible that the reinsurer may realize
significant loss (“9b test”).
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The 9a and 9b Tests for Risk Transfer

9a test

 The amount and timin% of reinsurer’s claims settlements should vary
directly with the severity and timing of the loss event.

« The extent of risk transfer is determined by examining contract
features.
9b test

« The 10/10 rule means the reinsurer has a 10 percent or greater
chance of incurring a 10 percent or greater loss of the premium
under the contract. While regulators do not universally agree with
the “10/10 rule,” it is commonly used by industry.

* The extent of risk transfer is determined through risk transfer
analysis, but it can yield different results.

If a reinsurer’s contract passes the 9a and 9b tests to the regulator’s
satisfaction, reinsurance accounting can be applied to the entire
contract.
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Benefits of Statutory Reinsurance Accounting
for Insurers

Insurers attempt to structure reinsurance contracts to transfer
sufficient risk to qualify for reinsurance accounting in order to
* Improve net income on the income statement,

* Improve the surplus on the balance sheet,

« Improve the regulatory ratios used for solvency regulation,
and

* Increase the insurers ability to write more policies with
existing capital.
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Reinsurance Contracts Permit the Transfer of
Varying Levels of Risk

Simple quota share reinsurance is a basic form of treaty reinsurance
contract that fully transfers risk. In this contract, insurer and reinsurer
share all business in a fixed proportion. For example, in a 70 percent
quota share, 70 percent of premiums, losses, and loss expenses would
be ceded to the reinsurer, while 30 percent would be retained by the
insurer.

Elements added to a simple contract may limit risk transfer:

» By adding certain types of features into the contract (for example, a
sliding scale ceding commission), or

» Through verbal and written side agreements that limit risk transfer.
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Finite risk contracts are a mechanism for
limiting risk transfer. We discuss

* Their definition,

* Their purposes,

 Current domestic and international
scrutiny, and

« Organizations reviewing finite risk issues.
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Definition

Finite risk contracts
« Have no global definition;

* Are called by many other names, such as financial
reinsurance, financial engineering reinsurance, or
structured reinsurance;

 Can take place between a reinsurer and an insurer, or
an insurer and a noninsurance entity;

. May ’gransf_er to a reinsurer Ie_ss insuranc_:e risk than
tradltlon_all iInsurance—or no insurance risk—while
emphasizing other features; and

* May cost less than traditional insurance or reinsurance.
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Purposes

Insurers may structure finite risk contracts to appear like traditional

reinsurance:

« To qualify for preferential accounting and tax treatment while transferring
minimal insurance risk;

« To maintain certain financial ratios, such as premiums to surplus, within
acceptable or favorable limits for regulators, rating agencies, and investors;
or

» Forfinancing purposes, such as spreading multiyear timing risks, that have
priority over transferring insurance risk (for example, long-tail risks).

Similarly, noninsurers might use finite risk contracts for smoothing
earnings by deferring recognition of losses on major events that might
otherwise be fully charged against current earnings, or for evenly
spreading cash outflows associated with such events.

Such contracts, if not legitimately structured, may result in misleading financial
statements.
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Domestic and International Scrutiny

International and U.S. organizations are reviewing issues related to
finite risk contracts such as

» Disclosure requirements for finite risk contracts,

» Certification by company officials,

« Different accounting treatments for insurance risks and

noninsurance risks when a reinsurance contract contains more than
insurance risks (“unbundling”), and

 What constitutes the transfer of insurance risk.

NAIC has approved new requirements for property-casualty insurers

that include

* Insurers reporting contract terms and management objectives for
certain finite reinsurance contracts, and

 CEO and CFO attesting that no side agreements exist and that risk
has transferred.
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Organizations Reviewing Finite Risk Issues

U. S. organizations currently reviewing finite risk issues include
« NAIC,

* The American Academy of Actuaries,

* The Casualty Actuarial Society,

* The Financial Accounting Standards Board, and

» The Internal Revenue Service.

International organizations currently reviewing finite risk issues
include

* The International Accounting Standards Board, and

* The International Association of Insurance Supervisors.
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» Insurance has no single, universal definition, but definitions have
key elements of risk transfer and risk spreading.

» Although definitions of insurance differ among some states and
certain products are not universally recognized and regulated as
insurance across all states, states generally define and regulate
the same products as insurance.

* Products that cover insurance risks in more than one category (life,
accident, health, property-casualty) could face uncertain regulation
if separate insurance definitions are developed for each category.

* While reinsurance contracts can transfer various levels of
insurance and noninsurance risks, contracts that transfer sufficient
insurance risk are defined entirely as reinsurance and qualify for
reinsurance accounting.

« Some finite risk contracts that received reinsurance accounting or
other preferred accounting treatment were later found to have
transferred insufficient insurance risk to qualify for such treatment.
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