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TO:

Reinsurance (E) Task Force Members,  Interested Regulators and Interested Parties

FROM:

Bryan Fuller, NAIC Senior Reinsurance Manager

DATE:

July 3, 2008
SUBJECT:
Reinsurance (E) Task Force Activities

1. The Reinsurance (E) Task Force (RTF) met in regulator-to-regulator meetings in Newark, NJ on March 11-12, May 7-9, and June 25-27, 2008, considered comments received from interested parties and developed the reinsurance regulatory modernization framework outlined in this proposal.  

The Reinsurance Task Force notes that comments are included in this document from the following sources:

ACLI – American Council of Life Insurers

AIA – American Insurance Association

ABIR – Association of Bermuda Insurers and Reinsurers

CEA – CEA Insurers of Europe

Genworth – Genworth Financial

GIAJ – General Insurance Association of Japan

IUA – International Underwriting Association

Lloyd’s

NAMIC – National Association of Mutual Insurance Companies

PCI – Property Casualty Insurers Association of America

RAA – Reinsurance Association of America
General comments are included at the beginning of this document. Paragraph or section specific comments are inserted throughout in the relevant sections.
General Comments:

ACLI:
ACLI Position - Our membership wants and needs comprehensive reform of state-based life reinsurance regulation.

Reinsurance is a fundamental and necessary risk spreading practice for the life sector. A dynamic regulatory regime for the practice is equally fundamental and necessary. We believe it is not desirable or feasible to revise a narrow piece of the current reinsurance regulatory regime in isolation, as this proposal attempts to do. The majority of our members believe that modernizing US reserving and risk assessment methodologies is a necessary precondition to reform of the current state-based reinsurance regulatory regime.

ACLI Recommendations - We have watched this Task Force struggle for many years with finding consensus on how states’ reinsurance collateral requirements should be changed. We have concluded that this circumscribed objective cannot be met in this context, for two reasons. First, neither the NAIC nor individual states are constitutionally empowered to impose legal burdens on each other, as this framework proposes. Second, based on history, we believe it is politically impossible to enact and uniformly enforce across the states a revision to the Model Law on Credit for Reinsurance similar to the Proposal.

We have two recommendations that we believe all the stakeholders could endorse. First, we believe that reforming state collateral requirements uniformly is only feasible with the help of Congress. We therefore suggest your support of federal legislation such as HR 1065, the Nonadmitted and Reinsurance Reform Act of 2007. Second, we urge you to focus on comprehensive life reinsurance regulation reform. In particular, we draw your attention to the archaic risk transfer requirements now applicable to cessions by life insurers and life reinsurers. We are concerned that those rules have not kept pace with the market and are, indeed, an impediment to sound risk management. 
More generally, the ACLI is concerned about maintaining the competitiveness of the US life insurance sector. Achieving state-of-the-art supervision that conforms to or sets the standards for international best practices in supervising reinsurance is key to that competitiveness. As an initial step, the ACLI Board of Directors recently established principles to guide our advocacy of reinsurance regulation reform. We believe they articulate best practices of reinsurance supervision that must be endorsed and implemented by US insurance and reinsurance supervisors in order for the US life insurance sector to maintain its competitive position globally.

ACLI General Technical Comments - We incorporate below the ACLI Policy on Reinsurance Regulation, as adopted by our Board of Directors in January 2008. We have compared the Proposal to our Board policy and describe our initial observations, noting that our Board has directed that any one reinsurance reform consistent with the policy must be considered in light of other reforms and pursued only after the full effect of such action is considered and understood.

Purpose and Scope of Life Reinsurance Regulation

Principle 1. The purpose of reinsurance regulation is to ensure that reinsurance provides sound financial support to ceding insurers so they can deliver on their promises to policyholders. Reinsurance regulation should be efficient and free from unnecessarily burdensome requirements, recognizing that reinsurance transactions are contractual arrangements between commercial parties. Reinsurance regulation should foster competition by treating domestic and foreign insurers equally without discrimination.

Subprinciple 1.1. Reinsurance should be subject to reporting requirements and oversight no more stringent than that for direct written risks.

Subprinciple 1.2. Reinsurance regulation should not disadvantage reinsurance vis-à-vis competing forms of risk mitigation.

The Proposal discriminates between foreign and domestic reinsurers. It would confer upon a POE supervisor the “ultimate determination [with respect to a financial determination by a POE supervisor concerning a POE reinsurer].” A national reinsurer that is a US reinsurer has no such recourse under the Proposal.

Purpose and Scope of Life Reinsurance Regulation
Principle 2. The domestic regulator (i.e., state, federal or foreign) of a ceding or assuming insurer should be the sole regulator of its reinsurance.

The Proposal does not improve uniformity among the states with respect to reinsurance reserve credit requirements. This has been and remains a critical issue with respect to cessions by life insurers.

Capital Adequacy and Accounting

Principle 3. The determination of increases or decreases in assets, liabilities and required capital related to reinsurance should reflect, under any valuation system, the actual value of the risks transferred and all other terms in the reinsurance contract, as measured by the valuation system.

Subprinciple 3.1. Although a rules-based system to value insurance and reinsurance may be acceptable for an interim period, the favored approach is a principles-based valuation system that reflects the specific risk profile of the party.

Subprinciple 3.2. Accounting for reinsurance should show the separable impact of the reinsurance.

We are disappointed by the continuation of archaic risk transfer requirements in state law and statutory accounting. We have attempted on several occasions to begin a dialogue with this Task Force about these legacy rules and the unreasonable and imprudent restriction they impose on company risk management practices. We have been disappointed to learn that LHATF is considering exporting that formulaic, one-size-fits-all definition of risk transfer into a stochastic framework under a principles-based reserving regime.
Counterparty Credit Risk & Collateral

Principle 4. Regulation of reinsurance should focus on the capital adequacy of the counterparties to a reinsurance agreement.

Subprinciple 4.1. Reinsurance collateral should not be required by law or regulation but rather negotiated between the counterparties to a reinsurance agreement.

Subprinciple 4.2. Any counterparty credit risk arising from a reinsurance agreement should be reflected in the counterparty’s risk-based capital.

Subprinciple 4.3. Counterparty credit risk evaluation should consider the probability of recovering reported reinsurance recoverables, including the creditworthiness of the assuming insurer, the amount and quality of any collateral deposited with the ceding insurer or to which it has legally perfected access, and the regulatory framework applicable to the assuming insurer.

Assuming US life insurers are concerned for three reasons about the proposed terms of a new collateral requirement that might be applicable to them. First, life reinsurance contracts are typically long-term, frequently spanning decades. Assuming life insurers cannot cancel them retroactively. Any life reinsurance contract entered into after the effective date of this Proposal by a RSRD-rated reinsurer would be subject to a springing collateral requirement. The mere existence of that requirement would inject significant contagion risk into the entire US life insurance sector and raise its cost of capital. Second, if the RSRD uses only one rating agency per reinsurer, it would exacerbate the contagion risk. Finally, US “national” life reinsurers would not have access to the dispute resolution mechanisms available to non-US POE reinsurers under the Proposal. ACLI has historically opposed any collateral requirement imposed by another country on US assuming life insurers operating in that country.

Reinsurance Contract Terms

Principle 5. Counterparties should be free to manage risk through reinsurance by negotiating the form and substance of a reinsurance contract, without direct or indirect regulation of the contract terms.

ACLI believes that the current indirect regulatory limitation on forms of risk transfer by life insurers is unwise and counter to best practices under the current statutory reserving regime.

ACLI Specific Technical Comments

ACLI has previously asked this Task Force to recommend modernizing the current risk transfer requirements applicable to life reinsurance. Our reasoning has been and continues to be that current US risk transfer limitations on life insurers are based on risk assessment and risk management standards that are inferior to current regulatory best practices; an outmoded paradigm of “commandand- control” regulation; a model of silos in the financial sector; and rudimentary valuation theories. 

ACLI supports the Academy recommendation that a new paradigm on risk transfer be incorporated into the new principles-based reserving methodology. We have been disappointed to learn that a subgroup of LHATF working on the new Valuation Manual chapter on reinsurance has not accepted the Academy’s recommendation on modernizing risk transfer under the new reserving regime. We understand that LHATF will be reviewing that decision shortly and we urge you to advocate the Academy’s recommendation.
AIA:
AIA opposes the draft framework because it seeks to eliminate or sharply reduce collateral requirements for reinsurance assumed by alien reinsurers who choose to remain unlicensed in any state and who may maintain no assets in the U.S.  Eliminating collateral for such reinsurers will place new burdens on U.S. insurers and will likely make it much more difficult for U.S. insurers to receive prompt and appropriate reinsurance payments and may unnecessarily threaten the solvency of certain U.S. insurers.  If collection of reinsurance payments becomes more uncertain and problematic, a likely result is a reduction in capacity in the U.S. primary market for underwriting certain large U.S. risks, such as natural catastrophes and other coverages--at a time when increasing capacity for such risks is a critical public policy goal. 

The current collateral system has worked effectively for decades.  Advocates of change have been unable to identify any problems with the current system or any real benefits to U.S. insurers that would result from the proposed framework.  The lone argument that collateral requirements for reinsurers who refuse to become licensed in any U.S. state or maintain assets in the U.S. are discriminatory is a red herring aiming to mislead U.S. regulators.  The U.S. collateral system is more open than systems used in other countries because it offers foreign reinsurers a choice: become licensed in an accredited state and not post collateral or refuse to become licensed in any accredited state and not be required to maintain assets in the U.S. and instead post collateral to cover expected losses.  The U.S. collateral option is more friendly to foreign reinsurers than the requirements other countries impose on U.S. reinsurers.  Citing one example, the European Union’s Reinsurance Directive authorizes member EU countries to treat U.S. reinsurers on an unequal basis vis-à-vis EU reinsurers.  The Directive prohibits U.S. reinsurers from “passporting” into other EU countries and allows member states such as France, Spain and Portugal to retain current collateral requirements against U.S. reinsurers while demanding elimination of such collateral requirements for EU reinsurers.  As LeBoeuf, Lamb has advised its U.S. reinsurer clients regarding the EU Directive: “It is unlikely that non-EU reinsurers will be able to avoid new regulatory and financial burdens, which may affect their competitiveness in the EU.”  LeBoeuf warned its U.S. clients that “This distinction [between EU reinsurers and U.S. reinsurers] should already start ringing the bells in the head offices of such reinsurers, who all other things being equal, may find themselves in a less competitive position vis-à-vis EU cedents than EU reinsurers. A copy of the LeBoeuf article “A New Regulatory Landscape for EU Reinsurance” is available at http://www.deweyleboeuf.com/files/News/de12dcc2-a111-402b-96ee-977ab9df7e62/Presentation/NewsAttachment/96855e21-e5c3-4d9e-b900-33afbde69a17/article_868.pdf            

The draft framework also violates fundamental principles of insurance financial regulation.  A bedrock principle of the state regulatory system is that the domiciliary regulator of the U.S. ceding insurer evaluates and administers the financial health of its state insurers.  The framework would reverse this long-established principle and make the collateral determination of the port of entry regulator binding on the domiciliary regulator of the U.S. cedent.  All financial determinations regarding the financial health of a U.S. licensed state insurer should be made by the domiciliary regulator in charge of the U.S. insurer and not by the port of entry state selected by the alien reinsurer.

The draft framework also relies too heavily on the nationally recognized statistical rating organizations.  The rating organizations have a history of being too slow to react to changing financial conditions and the recent subprime mortgage fiasco should provide sufficient cause of concern that upending a collateral system that has worked for decades without problem in favor of an untested new system relying on NRSRO ratings may be imprudent.

The draft framework also fails to adequately discuss how the new reinsurance supervision review department (RSRD) will evaluate eligible foreign jurisdictions.  The standards for determining whether a country is eligible for port of entry status is critical in evaluating how the framework will work in practice.  Yet the framework contains little or no specific information regarding the standards to be applied by the RSRD.  Indeed the framework is silent on critical issues such as countries that permit solvent schemes of arrangement or involuntary transfers of risks even though the task force’s December 2, 2007 Framework Memorandum provided assurances that these would be issues discussed and addressed in the framework.  Another issue that the framework is completely silent on is creation of a security or guaranty fund.  Again, the December 2, 2007 memorandum stated that this would be an issue addressed during framework discussions yet there is no mention of the issue in the current draft.

AIA opposes the draft framework and believes the current collateral system works effectively and should remain in place.  The proposed new system unfairly places all risks and burdens on the U.S. insurer while providing all the benefits to alien reinsurers.

Genworth:    ...We are strong proponents of a level playing field for all competitors in any given jurisdiction. 
We have been closely following the activities of the NAIC’s Reinsurance (E) Task Force (along with the proposals put forth by the Departments in New York and Florida) related to the subject of reinsurance modernization.  We have previously communicated our position on this topic directly to several of the U.S. Commissioners.  

In those communications, we have expressed serious concern about the immediate removal or reduction of collateral requirements for non-U.S. reinsurers and the potential that it may exacerbate an already tilted playing field that favors writers and reinsurers of life insurance who are headquartered outside the U.S. over those headquartered in the U.S.

U.S. regulators have established demanding solvency standards (both reserves and Risk Based Capital) for U.S. life insurance companies.  In many cases, these standards are significantly in excess of those required of insurers writing similar coverages in other jurisdictions around the world.

U.S. collateral requirements for reinsurance were implemented primarily to assure collectibility. However, setting that issue aside, they have also served the less public purpose of helping to provide support for a level playing field for both the direct and reinsurance life insurance markets in the U.S.

In the current U.S. life reinsurance market, alien insurers either reinsure business directly or from a U.S. subsidiary to an offshore affiliate.  In either form, they have to provide collateral for the ceded reserves (either through funds withheld, trusted assets or a letter of credit), but they avoid U.S. RBC requirements.  Business naturally migrates to jurisdictions with the lowest capital requirements and this capital advantage (in many cases coupled with a tax advantage) is why there are few U.S. life reinsurers left today.  

In this environment, we believe that use of collateral to maintain a consistent level of the reserves required to back liabilities is both an appropriate and necessary function for regulators.  Regulators need to address the reserve standards for U.S. based companies, but however they are set, it is important that all carriers operating in the U.S. market are meeting the same standards.

If U.S. collateral requirements for reinsurance are removed (or eased materially), without corresponding reductions in U.S. reserve requirements, any highly-rated foreign insurer will be able to create or buy a U.S. subsidiary, reinsure the bulk of its business to an off-shore affiliate and have a significant advantage over a U.S headquartered company competing for the same business.  If such an advantage is allowed to exist for even a few years, we believe the viability U.S. life direct writers will be materially compromised
We urge the NAIC to coordinate the issue of collateral reduction with its work on principles based reserves and capital, so that collateral requirements are not reduced before “equivalent” reserve and capital standards are in place. 

In closing we reiterate our strong support for a level playing field and look forward to the removal of collateral requirements as soon as the reserve and capital redundancies for U.S. carriers have been eliminated.

GIAJ:
In general - For an insurer, securing efficient reinsurance cover at an affordable/justifiable price is critically important as a means of managing the risks they underwrite. The importance of reinsurance is further increasing in light of growing catastrophe risks such as natural disasters. In order to further develop the reinsurance market, and given the fact that the reinsurance business is "B to B" transaction between sophisticated and professional parties, our basic position is that any collateral requirement (as well as any other preconditions and prerequisites) should be removed. In that sense, the "Reinsurance Evaluation Office (REO)" proposal which was adopted at the NAIC Winter Meeting in 2006 was a step forward in the right direction. By evaluating reinsurers based on the soundness of their financial condition and not on their state or country of domicile, and the same thing can also be said regarding the proposals to relax reinsurance collateral requirements released by the States of NY and FL in 2007. 

However, the latest proposal for reinsurance regulation (as well as the "Draft Proposal to Grant Recognition of Regulatory Equivalence to Non-U.S. Insurance Supervisors" released in September last year) is much more complex, costly, and labor intensive than the REO proposal, especially regarding conditions and approval process to obtain reduced reinsurance collateral. We are extremely concerned that this proposal would hinder sound development of the reinsurance market. Even if this proposal were implemented, it is difficult to see how this framework would work properly without at least resolving the following issues [comments inserted throughout].
NAMIC:  …Continuing reservations -The facts of the marketplace in the United States demonstrate that alien reinsurers are dominant and, for reason of that dominance, we believe it is difficult for anyone to assert that any restriction on international trade has been imposed by any design or connivance.  Legislation that may be premised on any supposed disadvantage to aliens who wish to enter the reinsurance market in this country may cause the Task Force to believe it must act, yet there is every reason for the Task Force to reject any such premise and to consider the weight, or lack of it, to be accorded such legislation.
Credit for reinsurance based on full collateral has served well for many years.  It can be argued that what is now proposed in the framework results in more efficient use of reinsurers’ capital, diminishing the friction costs of collateral.  It may simultaneously be argued, however, that insolvency costs to be borne by primary insurers in the United States and its territories will inevitably rise.  In other words, when an alien reinsurer does not meet its obligations to a cedent in this country and collateral is not otherwise available, the guaranty-fund system will assess other insurers domiciled in this country.  Primary companies, via reduction of collateral, are caused to assume a greater increment of the risk of failure of reinsurers.

With respect to a level playing field—taxation already favors alien reinsurers—as may exist between the market in this country and in the EU countries, we have not seen in the Task Force’s materials any country-by-country itemization of collateral regimes that forces the conclusion that state regulation in this country discriminates against EU domiciled reinsurers.  EU countries may or may not, to the extent of our knowledge, recognize full credit for reinsurance where collateral is less than 100 per cent.  A strong argument based on reciprocal reduction of collateral is not, in other words, visible. 

In summary, the substance of the framework document—and we do not take issue with the entirety of its content—would appear to accommodate alien reinsurers with respect to a) consequences of their non-payment and b) consolidation of state licensure.  These accommodations, however, provide no assurance that alien reinsurers will be more willing to assume catastrophe risk but do give us caution with respect to solvency.

PCI:
By way of overview, PCI continues to oppose collateral reduction for alien reinsurers.  We still do not understand nor see the need for making a change to collateral rules here in the United States.  We do see potential harm to solvency regulation and the guaranty association system in the U.S.  Nothing prevents an alien reinsurer from doing business in the U.S.  Nor is an alien reinsurer subject to more onerous requirements than a U.S. reinsurer.  Collateral is an additional (emphasis added) way that an alien reinsurer may do business in the U.S.  The collateral requirement is part of accreditation of states, a system by which the states determined what was necessary for good solvency regulation.  The proposal seeks to force the states to accept reduced or zero collateral under an optionally free of collateral (OFC) system in addition to the existing ways of doing business in the U.S.  

While we reiterate many of our comments submitted in the past, it is appropriate for PCI to comment to the proposed OFC system.  Our comments are geared toward improving the proposal.  They should not be taken as conditions under which PCI would no longer oppose the proposal.  For that, the proposal would have to give the ceding companies the same level of security that collateral does. 

PCI remains very concerned that the proposals place very onerous burdens on the ceding insurers.  These are burdens that should be placed upon the reinsurers, the home, POE and host states, but not on ceding companies.  These should be clear in contractual provisions.  

Under this proposal, ceding insurers will have to closely monitor rating downgrades of their, often numerous, reinsurers.  Slow-paying reinsurers will have to be monitored closely by the relevant regulator.  Even if that occurs, the proposal lacks sufficient penalty for overdue reinsurance recoverables.  We are concerned not only with the time lag related to requesting increased collateral but also the time lag to receive collateral, if at all.  Here is one example of the time lags built into the proposal.  Should the home or POE state seek to downgrade a reinsurer, there presumably would be an administrative procedure (and related appeals) to the downgrade.  Meanwhile, the ceding company could have a reinsurer balking for months, perhaps years at funding the increase in collateral requirement.  By the time the reinsurer is finally downgraded under the proposal, its ceding companies may have been downgraded by their rating agencies for a failure to obtain collateral.  It may be then too late to obtain increased collateral.

The use of rating agencies in the proposal appears excessive.  We reference the subprime crisis in the broadest sense.  Looking at the timeline of the proposal, an entity is downgraded, then there must be notice of the existence of the downgrade, then additional collateral must be requested and finally collateral must actually be increased.  There is one entity affected should this go wrong: the ceding company.    

At the spring NAIC meeting, there was a paper released regarding the constitutionality of rating the regulation of a foreign country.  PCI remains concerned in this area. 

We are concerned that full solvency regulation by a host state over its domestic ceding insurers no longer exists with this proposal.  

PCI has continuously raised the issues of Schemes of Arrangement and Part VII Transfers and must do so here.  Run-offs need further examination prior to any proposal.  Where a scheme of arrangement or Part VII transfer is used, existing collateral provision should apply.  Any impact of the proposal for collateral reduction and collateral reduction as related to run-offs should be, as with the proposal itself, prospective only.   Yet there is no mention of these in the proposal.  We also believe that no jurisdiction offering schemes of arrangement or Part VII transfers should be certified for reduced collateral for its reinsurers of U.S. cedents.  An alternative might be that for any group in which any affiliate that has ever applied for or applies for a scheme of arrangement, Part VII transfer or similar mechanism, all entities in the group or if a single reinsurer that reinsurer, must post 100% collateral.  

There is a great deal of pressure in the EU to meet the stringent capital requirements of Solvency II. Accordingly, the envelope is being pushed to use solvent schemes of arrangement and Part VII transfers to cull out discontinued books and assign obligations to lower-rated, less well-capitalized companies. This has the effect of increasing the credit risk to U.S. cedents and negating original contract commitments.  PCI notes that HM Treasury in the U.K. has a document entitled “Consultation on Amendments to Part 7 FSMA.”  We urge the NAIC and/or the Reinsurance Task Force to participate with HM Treasury to express U.S. regulator and ceding company concerns with such transfers.  We believe a constructive “dialogue” is critical in relation to Part VII transfers and potential impact on U.S. ceding companies.

RAA:
First, the RAA is very concerned that the current draft of the Framework Proposal is missing one of the three core components - the mutual recognition component - which was an essential element in the Framework Proposal draft that the NAIC plenary passed in March 2008. A key element in the original November 8, 2007 Framework Memorandum (which was repeated in the December 2, 2007 Framework Memorandum that was passed by the RTF, E Committee and Plenary) was “assessing regulatory effectiveness through an ‘outcomes-oriented’ approach” to “determine which non-US jurisdictions are entitled to enter into mutual recognition agreements.” The Framework Proposal identified several “Outstanding Issues” to be addressed including “determination of how mutual recognition agreements should be negotiated, enforced and terminated”. The Framework Proposal also identified several potential areas where mutual recognition parties would determine that their counterparts apply appropriate legal standards and regulatory requirements. This key component has virtually disappeared in the July 3 Memorandum.

This is surprising for many reasons, including the fact that the NAIC’s April 5, 2008 letter to Senator Jack Reid asking the Senate to not consider the reinsurance section of H.R. 1065, the Nonadmitted and Reinsurance Reform Act of 2007, is based upon the fact that the NAIC RTF had adopted a framework for the reinsurance modernization initiative that “included 3 critical components: (1) mutual recognition of different regulatory regimes (both within and outside the US) and a process to attain mutual recognition; (2) the concept of a single US regulator for reinsurers within the US; and (3) the concept of a single state regulator for non-US reinsurers through which non-US reinsurers could access the US marketplace.” Three months after this representation to Congress, however, the first critical component appears to have disappeared without explanation and with it the ability to implement the objectives of the 3rd point – the equivalent treatment of non-U.S. reinsurers pursuant to a process which assures the appropriate protection to the U.S. insurance market through assessment of non-U.S. jurisdictions to determine if they employ substantially equivalent legal standards and regulatory requirements.

The RAA would also caution the Task Force that the IAIS Guidance Paper on Mutual Recognition has changed significantly from the draft referenced and relied upon in earlier versions of the RTF framework proposals. It now is, in fact, much broader than the title would suggest as it addresses all the possible options for recognition of other supervisory authorities (unilateral, bilateral and multilateral). During drafting sessions of this paper at IAIS meetings, international regulators were clear that they wanted the paper to address all of these options but that individual countries could and would do what they deemed appropriate. It is noteworthy that, with the broadening of the IAIS paper to include additional forms of supervisory recognition, the "Benefits of mutual recognition" section set forth in the July 18, 2007 IAIS draft has been revised. Several important benefits of mutual recognition to the insurance industry, its regulators and the public have been deleted, presumably because they may not be realized under some of the forms of supervisory recognition now encompassed in the IAIS draft. We urge this Task Force to again include “mutual recognition” of other supervisory regimes in its proposal.

Inherent in this concept of “mutual recognition” is the idea that U.S. reinsurers would get the same benefits and access to non-U.S. jurisdictions that non-U.S. reinsurers from recognized jurisdictions would receive in the U.S. The U.S. is the largest consumer of property/casualty reinsurance in the world. There is no doubt that the U.S. needs the global reinsurance marketplace to meet its demands. At the same time, however, U.S. regulators should also seek to preserve the domestic reinsurance market by not only streamlining the regulatory process within the U.S. but also by assuring similar treatment of its companies abroad. The method for accomplishing this will be addressed in the implementation phase.

Second, and as set forth in more detail below, the RAA is very concerned about the July 3 Memorandum’s requirement of numerous mandatory contract terms in reinsurance agreements. Reinsurance transactions are between sophisticated business entities with relatively equivalent bargaining power. There is no need to dictate explicit clause language to ceding and assuming insurers and doing so would be inconsistent with current NAIC and international regulatory practice. Such a move is in the opposite direction of principles-based regulation, which the NAIC is exploring. Finally, the specific referenced clauses go beyond what is necessary to ensure an entity’s solvency. 

Addressing these two critical issues is of the utmost importance as the Task Force moves forward in both the design and implementation phases of its reinsurance regulatory modernization framework.
Definition of Terms 

“Domiciled” means the jurisdiction in which the insurer is incorporated or organized.
"Home state" means the qualifying state where the national reinsurer is licensed and domiciled.
“Home state supervisor” means the supervisor of a national reinsurer.
"Host state" means the domicile of the ceding company.

"Host state supervisor" means the ceding company’s domestic regulator.
"National reinsurer" means a reinsurer that is licensed and domiciled in a home state and approved by such state to write reinsurance assumed business across the United States while submitting solely to the regulatory authority of the home state supervisor for purposes of its reinsurance business.

Comments:

NAMIC:  …with respect to entries in the Definition of Terms, “National Reinsurer” is described as submitting “solely to the regulatory authority of the home state …,” but certain actions, particularly those related to rating of financial strength, appear, in fact, very closely tied to actions of the RSRD.

RAA:
The RAA suggests the following revisions to the definitions:  “National reinsurer” means a reinsurer that is licensed and domiciled in a home
state and approved by such state to write reinsurance transact assumed reinsurance business across the United States while submitting solely to the regulatory authority of the home state supervisor for purposes of its reinsurance business.
The amendment more accurately reflects standard reinsurance technology.
“Non-U.S. Jurisdiction supervisor” means the domiciliary supervisor of a reinsurer from a non-U.S. jurisdiction.
“Port of Entry reinsurer” means a non-U.S. assuming reinsurer that is certified in a port of entry state and approved by such state to provide creditable reinsurance to the U.S. market.  No physical presence in the U.S. is permitted.
Comments:

ABIR: 
Definition of Terms, Port of Entry Reinsurer.  This definition contains a phrase:  “No physical presence in the US is permitted.”  We’d recommend this phrase be changed to the proposed language provided herein.  The current language is potentially problematic since non-US insurers may own substantial US subsidiary corporations.  We may also have back office support operations that do no underwriting. What we propose is draft language and we will continue to consider refinements to this language as this document moves from the outline stage into actual regulatory text. “Port of Entry reinsurer means a non-US assuming reinsurer that is certified in a port of entry state and approved by such state to provide creditable reinsurance to the US market.  A Port of Entry reinsurer shall not have a ‘U.S. Underwriting Office’, meaning a fixed location within the United States (including the District of Columbia, the Commonwealth of Puerto Rico and the U.S. Virgin Islands) from which the Port of Entry reinsurer conducts reinsurance underwriting.  The term a U.S. Underwriting Office shall not include any representative or liaison offices of the reinsurer; any underwriting officers of the reinsurer which underwrite exclusively non-US risks; nor any U.S. office lawfully maintained by any subsidiary, parent company or other affiliate of the Port of Entry reinsurer."

“Port of Entry state” means the state where a non-U.S. assuming reinsurer is certified in order to provide creditable reinsurance to the U.S. market. 
“Port of Entry supervisor” means the insurance supervisory agency of the port of entry state.

Comments:
NAMIC:  The section labeled Definition of Terms should include at least identification and brief description of what is a new regulatory entity, the “Reinsurance Supervision Review Department,” or RSRD.  This entity is at the very nexus of operation of this proposal, and, although later explained, would seem appropriate for identification in “Terms.”

Purpose and Structure
2. U.S. insurance regulators have developed a framework that would allow for a state with the appropriate regulatory capacity to be a sole U.S. regulator of a reinsurer writing assumed business in the United States. The framework provides for two new classes of reinsurers in the United States, national reinsurers and port of entry (POE) reinsurers. Each would be supervised by a single state (the home state or port of entry state). National reinsurers would be licensed by the home state and port of entry reinsurers would be certified by the port of entry state.

3. In order to qualify as a home state supervisor or a port of entry supervisor, a state must meet a set of standards as established by the supervisory board of the NAIC Reinsurance Supervision Review Department (RSRD). Under the framework, a certification mechanism will be established so that those states that have the resources, expertise and experience to regulate reinsurance can do so as a home state or POE supervisor which will have exclusive jurisdiction over its reinsurers reinsurance business. Under the framework, a consultative process will be created to facilitate the resolution of disputes among insurance regulators regarding reinsurance issues. This consultative process shall be localized within the supervisory board of the RSRD which will consist of state insurance regulators. After consultation, the decision by the home state or POE supervisor with respect to the financial solvency of the reinsurer will be final. 
Comments:

PCI:
Item 3.  There is discussion of a consultative process, but in the end, “the decision by the home state or POE …will be final.”  It is unrealistic to conclude that there will be uniformity in reinsurance regulation, given the broad discretionary factors that come into play for the home state or POE to evaluate the reinsurer (see #20 in the proposal).  One home or POE state may consider 100 day overdue recoverables unacceptable, another may allow explanations as to recoverables, and another may not consider 100 day over due recoverables material.  There is no objective assignment of rating, nor objective value given to each factor listed in #20.  

RAA:
Paragraph 3: The RAA is concerned about the NAIC through the RSRD, which is not a governmental body and which is not accountable to any governmental body, having responsibility for establishing and implementing the certification mechanism for evaluating and determining which states should be single state regulators. As we have previously suggested, consideration should be given to the appropriate federal role and/or “federal tools” that may be necessary to enable effective implementation of the certification aspect of the Proposal.
4. The reinsurance regulatory modernization framework will be available to companies that write primarily reinsurance business with no more than 5% of their gross premiums written other than assumed reinsurance.  This requirement to primarily write reinsurance will not apply to a group including incorporated and individual unincorporated underwriters (i.e. Lloyd’s).

Comments:

ABIR:
Pure Reinsurer Provision, Paragraph 4. This provision disqualifies a “mixed insurer/reinsurer” from qualifying for a national passport under the port of entry provision for its reinsurance business.  The language as written contains an exception for a reinsurer that writes no more than 5% of its gross premiums in insurance; and a Lloyds’ exception that allows Lloyd’s syndicates to write both insurance and reinsurance.  As we understand it, this “pure” reinsurer provision is included for two reasons:

a. A belief that it is mirroring the effect of the EU Reinsurance Directive;
b. Concern about creating unfair competitive advantages in the US for mixed insurers (or creating more risk for their policyholders) based on their ability to obtain a national passport when their commercial insurer competitors can not obtain such a passport.

ABIR recommends that the limitation on national passporting to an insurer that conducts primarily a reinsurance business be dropped.  Instead the national passport should be written to apply to the reinsurance line of business written by an insurance company.   It does not matter that the reinsurance is written by a company that does both insurance and reinsurance and the exceptions to the current definition prove the point that trying to shoe horn in a “professional reinsurer” provision creates marketplace inequities.  We ask your consideration of these points:

a. The EU Reinsurance Directive is not a template to follow for this provision.  The Reinsurance Directive was created to apply to reinsurers because no European wide regulation existed at the time for so-called “pure” reinsurers.  The Reinsurance Directive thus created a first time reinsurance regulatory framework and a passport for the reinsurance business.   Cross border access by third country reinsurers into the EU is a country by country decision.  

b. The EU Directives dealing with direct insurance allow an insurer to write both insurance and reinsurance.  The “mixed” insurer can passport throughout the EU with its single license and conduct either an insurance or a reinsurance business as long as it is writing reinsurance on a line of business it is authorized to write.  With the implementation of Solvency II the same solvency requirements will apply to insurers and reinsurers. Furthermore, Solvency II will not limit the ability of mixed insurers to conduct a reinsurance business.

c. A port of entry insurer that writes a sizeable portion of reinsurance does not gain a competitive advantage over US commercial insurers.   The passport that it would receive would only apply to the reinsurance line of business. No commercial line of business advantage is gained.

d. The RSRD will be assuring that non US jurisdictions meet the standards set by the NAIC for qualifying jurisdictions. In addition, the port of entry reinsurer must be in good standing in that jurisdiction and meet the financial strength standards of the reinsurance regulatory modernization framework.  The mix of business in the non-US reinsurer does not detract from the financial standing of the insurer.  In fact, some argue that the mix of business provides diversification benefits that strengthen the financial standing of the insurer.

e.  The Lloyd’s exception makes our point that mixed businesses should be allowed a national passport for their reinsurance business. The Lloyd’s exception points out the need for equitable treatment of all non-US mixed insurers including ABIR members.  For example, eight ABIR members own Lloyd’s syndicates.  Under the proposal, these members could access the US market via Lloyds, but could not access the US market from their more highly capitalized Bermuda operating companies.  As we noted, the exception makes our point that the reinsurance modernization framework ought to be available to port of entry insurers for their reinsurance business. 
f. We estimate that 12 of our 22 members provide reinsurance from operating companies that write both insurance and reinsurance.  A requirement to compel these companies to segregate capital, establish new operating companies,  obtain new rating agency assessments and new audited financials will constrain capacity rather than increase capacity available to the US.

g. Substantial portions of the California, Florida and Texas catastrophe reinsurance is written by “mixed” insurers which write reinsurance.

CEA:
Reinsurance-only Provision - We do not understand the rationale behind the inclusion of a provision limiting the new framework to pure reinsurers only. In our opinion, it is inappropriate to deny the benefits of the proposed regime to entities simply because they also write direct insurance business. Such a restriction is also not prudentially justified. We therefore recommend the NAIC remove the reinsurance-only restriction.
GIAJ:
Preferential treatment given to reinsurers - According to the latest draft proposal, preferential treatment is only applicable to reinsurers that write at least 95% of their gross premiums by the reinsurance business (paragraph 4). Such discrimination should be removed since there is no rationale to make a difference between "pure-reinsurers" and insurers writing both reinsurance and direct insurance. Such discrimination can not be found in the principles of the IAIS. The Global Reinsurance Market Report published by the IAIS Reinsurance Transparency Group (RTG), for example, treats re/insurers equally regardless of their reinsurance business ratio out of their total business. In this Report, creditworthiness of reporting entities has never been differentiated because of type of their main business.
IUA:
“Reinsurance Only” Provision - Paragraph 4 of the Memorandum provides that the new framework will only be available for companies that “write primarily reinsurance business with no more than 5% of their gross premiums written other than assumed reinsurance”. Our members who write insurance and reinsurance are particularly concerned about this provision. We confess that we do not see any rationale for this provision and we see a number of practical problems in enforcing it.
In considering this provision, we note that we are not certain why it has been added. Some have suggest it was added in an effort to be consistent with the EU Reinsurance Directive, which applies to those who write reinsurance only. If this is true, we respectfully note that it is a misdirected attempt at consistency. The Reinsurance Directive was made applicable to those who only write reinsurance because it was targeted at the one sector of the EU insurance industry that was not yet covered by the EU insurance directives. The Reinsurance Directive was adopted in order to put pure reinsurers in the same position in terms of solvency regulation, passporting rights and other regulatory requirements as mixed insurers. It was not done to create special rules for reinsurers. It was adopted for exactly the opposite reason.

Beyond the precedents set by the EU Reinsurance Directive, we would note that creating separate rules for those who write reinsurance only is not sound as a commercial or regulatory matter. Many companies write both insurance and reinsurance. This diversification is recognized as a positive factor by rating agencies and regulators. We believe that it is proper to restrict the application of the framework only to the reinsurance operations of an insurer/reinsurer. For example a U.S. company that writes insurance and reinsurance would be able to transact reinsurance business throughout the U.S. based on its domestic state license. To write insurance, however, it would need to obtain appropriate state licenses. This rule would easily be enforced.

The wisdom of reinsurers writing insurance and reinsurance is evidenced by the exceptions provided to the reinsurance only provision. The provision has been amended to provide and exception to Underwriters at Lloyd’s, London. Lloyds writes a substantial amount of insurance and reinsurance and it is appropriate to permit the Lloyds market to operate under the framework. The same argument is equally valid for every carrier who, for good commercial reasons, elects to write both insurance and reinsurance. 

We also note that for any reinsurer, there is a 5% of gross written premiums exception to the reinsurance only requirement. We wonder why it would be permissible for a reinsurer which write 5% of its business as insurance to conduct its reinsurance operations under the framework but not a reinsurer for which 10%, 20%, even 50% of its premium volume is insurance?

We also wonder how the 5% exception will work in practice. When do you apply the 5% test, daily, quarterly, yearly? What is a reinsurer had direct premiums equal to 4.5% of its business for the first two quarters of the year and then its insurance premiums increase to 6.5% of its business. What happens? We also suggest that there will be contracts – particularly some facultative reinsurance agreements – where it will be very difficult to distinguish between what is insurance and reinsurance.

The reinsurance only provision will impose dramatically different regulatory requirements on various reinsurers. It will create undesirable market distortions. This provision should be dropped.

Lloyd’s:
  We are grateful for the specific provisions added to the memorandum to address and resolve issues arising from the structure of the Lloyd’s market. While these provisions address Lloyd’s specific issues, we feel a commitment to the RTF to assist it in making the framework as good as it can be for the market as a whole. In this spirit, we believe the ideal approach would be to broaden the scope of the framework to cover all those entities writing reinsurance, provided they meet the regulatory jurisdiction standard and the financial criteria. We understand that a number of international “mixed insurers” have strong views that this distinction between those reinsurers that do and do not write direct insurance should be removed from the framework. Like them, we are unsure of the rationale for restricting the proposal in this way. We believe it should be possible to clarify that direct business written by mixed insurers is outside the scope of the framework and would continue to be fully subject to all applicable U.S. regulatory requirements for direct insurance activity.

PCI:
Item 4.  The 5% limitation of gross premium written other than assumed reinsurance seems on its face to be an acceptable standard for defining a primary reinsurer.  However, PCI can envision intercompany pooling arrangements or intercompany reinsurance agreements where one of the entities might not meet this qualification.  From other sections of the proposal, it appears that the affiliate might have to meet these requirements for reduced collateral.  There needs to be clarification as to how all intercompany pooling or reinsurance agreements would be handled. 

RAA:
Paragraph 4: For purposes of calculating “assumed reinsurance” in determining a company’s eligibility under the Framework, when a reinsurer writes surety reinsurance and has related co-surety arrangements, the fact that the reinsurer may face potential direct liability should not change the classification of the surety reinsurance business. Such business should properly be classified as “assumed reinsurance.”
5. National reinsurers or POE reinsurers shall have a minimum capital requirement of $ 250 million to be eligible to be a national reinsurer or a POE reinsurer. This requirement may also be satisfied by a group including incorporated and individual unincorporated underwriters (i.e. Lloyd’s) having capital equivalents (net of liabilities) of at least $ 250 million and a Central Fund containing a balance of at least $ 250 million.

Comments:

GIAJ:
To become certified as a National reinsurer and a POE reinsurer, foreign reinsurers must have a minimum capital of 250 million dollars (paragraph 5). It is far from rational treatment to require such an additional burden. It is unnecessary additional layer over reinsurers already evaluated by rating.
6.  Other aspects of this single state regulatory system for national reinsurers include:

a. A host state will be required to grant credit for reinsurance ceded by one of its domestic insurers to a national reinsurer; and
Comments:

PCI:
Items 6&7, (a).  This crams down reduced collateral upon the ceding company and prevents the host state regulator from any review of the credit quality of its domiciled insurer’s reinsurance, effectively telling the domicile to regulate for solvency, but be powerless over one aspect of perhaps the largest balance sheet item, reinsurance.

b. The ceding insurer’s domiciliary regulator retains the same authority it has under existing law to determine whether the contract transfers risk.
Comments:

RAA:
Paragraphs 6(b) and 7(b): leave the determination of risk transfer to the ceding company’s domiciliary regulator. The RAA is concerned that a regulator could use this authority to require additional contract terms and conditions in order for a contract to qualify as transferring risk. The Proposal should explicitly state that risk transfer should be determined in a consistent manner in accordance with statutory accounting rules and that the ceding company’s domiciliary regulator has no authority to require additional contract terms or conditions.
7. Other aspects of this single state regulatory system for POE reinsurers include:
a. States will be required to grant credit for reinsurance ceded by their domestic insurers to a POE reinsurer; 
Comments:

PCI:
Items 6&7, (a).  This crams down reduced collateral upon the ceding company and prevents the host state regulator from any review of the credit quality of its domiciled insurer’s reinsurance, effectively telling the domicile to regulate for solvency, but be powerless over one aspect of perhaps the largest balance sheet item, reinsurance.

b. The ceding insurer’s domiciliary regulator retains the same authority it has under existing law to determine whether the contract transfers risk; and
Comments:

RAA:
Paragraphs 6(b) and 7(b): leave the determination of risk transfer to the ceding company’s domiciliary regulator. The RAA is concerned that a regulator could use this authority to require additional contract terms and conditions in order for a contract to qualify as transferring risk. The Proposal should explicitly state that risk transfer should be determined in a consistent manner in accordance with statutory accounting rules and that the ceding company’s domiciliary regulator has no authority to require additional contract terms or conditions.

c. In order to be certified as a POE reinsurer, a company/reinsurer must be organized in and licensed by a non-U.S. jurisdiction recommended as eligible for recognition by the RSRD.  Once the non-U.S. jurisdiction has been recommended as eligible by the RSRD, and so long as it maintains that status, the reinsurer could then be certified by the POE state to access the U.S. market through the POE state. 
Comments:

RAA:
Paragraph 7(c)’s: second sentence should be amended as follows so that the terminology is in accord with the Definitions section: Once the non-U.S. jurisdiction has been recommended as eligible by the RSRD, and so long as it maintains that status, the reinsurer could then be certified by the POE state to access provide creditable reinsurance to the U.S. market through the POE state. 

As noted above, Paragraph 7(c) states that in order to be certified as a POE reinsurer, a company/reinsurer “must be organized and licensed by a non-US jurisdiction recommended as eligible for recognition by the RSRD.” Requiring reciprocity and/or entering into a mutual recognition arrangement, which was a cornerstone of the Framework Proposal passed by Plenary, is absent and should be re-inserted here to make clear that is a significant component of the Proposal that needs to be addressed in the implementation phase.
8. U.S. licensed insurers providing reinsurance who do not choose to become a national reinsurer would have the option to continue to operate under the current regulatory framework. Non-U.S. insurers providing reinsurance that do not choose to become a national reinsurer or a port of entry reinsurer would have the option to continue to operate under the current regulatory framework. The four methods of conducting reinsurance business in the U.S. under this proposal include the following:
Comments:

RAA:
Paragraph 8: fails to refer to the “substantially similar” category of authorization in the NAIC model credit for reinsurance law.
a. As a national reinsurer;
b. As a POE reinsurer;
c. As a licensed or accredited reinsurer under the current NAIC Model Credit for Reinsurance Law; and
d. As a reinsurer (non-U.S. or U.S.) not licensed in all states by posting 100% collateral.
Comments:

PCI:
Item 8.  This is a clear statement of the optional nature of the proposal and the fact that reinsures will now have two new ways, items (a) and (b) to do business along with the existing structure, items (c) and (d).  Current collateral requirements (item d) are merely an additional way in the U.S. a company can be a reinsurer (the other way being item c).  Stated differently, item 8 says that there is no discrimination by the U.S. against alien reinsurers.  PCI does not see the need for this proposal.

RAA:
Paragraph 8(d) references 100% collateral as the current status quo, however, this is not always the case with respect to individual funding mechanisms. The amount of collateral required under the current system must be equal to the amount of credit taken, which is not necessarily 100% in all cases. This point should be clarified.
9. The proposed reinsurance regulatory modernization initiative, including changes to collateral requirements and any amendments to current credit for reinsurance rules, will apply only on a prospective basis.  An appropriate implementation period will be developed.   

Comments:

PCI:
Item 9.  PCI appreciates the comment that the proposal would operate only on a prospective basis.  However, as the proposal is “fleshed out,” it is important to maintain clear prospective application as the standard and avoid any provisions that may indicate otherwise.  Therefore, we would seek a clear statement to this effect.

Role and Structure of the RSRD
Comments:

GIAJ:
The legal authority of RSRD over each state regulator has not been clarified in the latest proposal, and this will lead to a vulnerable regulatory framework. Therefore it is doubtful that this regulatory framework would actually bring an intended effect.
10. The supervisory board of the RSRD will consist of state insurance regulators and will:

Comments:

NAMIC:  A larger and crucial question to be posed about the RSRD is its governance:  Is a “supervisory board” of state regulators fully empowered to manage the RSRD, or is power to manage personnel and crucial functions vested at NAIC headquarters.  We believe that industry, both representatives of primary insurers and reinsurers, should be part of RSRD governance and, further, that an oversight committee be established within the NAIC structure.  

PCI:
Item 10:  While the goals of this item are laudatory, we do not believe the reality of the proposal would effectuate these goals.
a. facilitate communication and dispute resolution among home state, host state, POE, and other supervisors; 
Comments:

PCI:
For example, in (a) the RSRD is to facilitate dispute resolution. Yet elsewhere it appears that the decisions of the home or POE state are final, preempting regulation of reinsurance by the host state of a ceding company.  Thus, should a host state be extremely concerned about the slow payment of a reinsurer to a domestic insurer, the rating of the reinsurer might not change because the home or POE state refuses to do so.  Interestingly, should the host state be able to argue that it needs a rating downgrade of a reinsurer to seek additional collateral, should that reinsurer not post the additional collateral, it is the host state’s domestic that would take the surplus hit.  If significant enough, it is the host state with an insolvent insurer based on the decision of the home or POE state.
b. maintain, revise and update collateral reduction eligibility criteria; and 

Comments:

PCI:
In (b) the RSRD is to maintain, revise and update collateral reduction eligibility criteria.  One concern here is that the RSRD becomes a legislator.  It appears the RSRD at best is an administrative entity, empowered to enforce laws the states enact.  PCI is not certain exactly what the status of the RSRD is.  We do not see how a legislature can delegate its legislative duty to the RSRD to create law.  The “collateral reduction criteria” must be set by statute, with the RSRD perhaps the entity to enforce those statutes.  

This raises another concern relating to part (a).  If the RSRD is to enforce, not create the statutes, then it should not, and constitutionally should not, judicially interpret the provisions.  Yet it appears the RSRD seeks to be the legislative, executive and judicial branch in relation to collateral reduction.  

RAA:
Paragraph 10(b): provides that the RSRD will maintain, revise and update collateral reduction eligibility criteria. As explained more fully elsewhere in our comments, the RAA believes a system of collateral criteria is unnecessary in a regulatory regime with meaningful recognition standards that ensure all reinsurers transacting assumed business or providing creditable reinsurance in the U.S. are subject to substantially equivalent regulatory standards and enforcement. If such a recognition system is in place, neither a national reinsurer nor a POE reinsurer from an eligible, recognized jurisdiction should be required to post collateral except as expressly provided for under the recognition arrangement with the non-U.S. jurisdiction.
c. establish uniform standards for home state and POE supervisors.
Comments:

PCI:
Part (c) raise related concerns, some very practical.  To the extent the RSRD establishes uniform standards, only in the event each host state accepts each home or POE state determination will the proposal work.  Another practical issue, mentioned earlier, how would the RSRD establish the uniform standards, especially relate to item #20, so that each state uniformly interprets and applies those standards?  There could be as many different applications of the #20 standards as there are home and POE states.  In fact, a state which might be both a home state and POE state might apply those standards differently in the home and POE context, since, for example, home states would be working with SAP accounting and POE states with, at best, reconciled SAP accounting.  Or home states need not consider enforceability of judgments by other states, but POE states must consider enforceability of judgments of foreign countries.
11. The functions of the RSRD will include but not be limited to the following:

Comments:

NAMIC:  With respect to Paragraph 11., “functions of the RSRD,” it would appear to be necessary to include some means of administrative process to treat disputes as to rating of a reinsurer and, further, for de-certifation of an insurer or de-certification of a jurisdiction.  It may be suggested these are functions wholly to be performed by the state or states of the cedents, yet this may not be a practical expectation.  A “purposes and procedures” manual is contemplated for enforcement actions, yet the source of sanction seems ambivalent as between states and the RSRD—which would not appear to have any official power.  The SVO may stand as the model analytic office here, yet it would seem some explication is warranted of the source for authority of sanctions—changes in ratings or removals of certifications—that occur at the RSRD level.  It is understood that paragraph 12. leaves state regulators in charge of related actions at the state level, yet it would appear that many of such state-level actions would begin at the RSRD level as specified at 12. f.

RAA:
Paragraph 11: addresses the functions of the RSRD. There are many important functions that the RSRD can  perform, including participating in the development of standards and making recommendations, which must then be accepted by the regulator. It is critical to remember that the RSRD is not a governmental body and it cannot perform governmental functions or make governmental decisions. For example, the RSRD can perform the assessment of the jurisdiction and make a recommendation to the regulator that the jurisdiction meets the appropriate standards; the regulator must then accept (or reject) this recommendation for it to have any legally binding effect. The regulatory recognition should then either be embodied in an agreement wherein each supervisory authority identifies those areas where the host jurisdiction will defer to and rely upon the exclusive exercise of the home jurisdiction’s supervision, or it may be effected through other lawfully prescribed methods (e.g., regulatory certification, authorization) that provide reciprocal legal benefits for the licensees of each jurisdiction. It is critical that this regulatory recognition be accomplished in a lawful manner (either at the federal level or by an appropriate authorization from the federal government to the state(s)).

This supervisory recognition should be founded upon a mutual determination by the supervisory authorities that each maintains substantially equivalent regulatory standards and enforcement capabilities. The recognition process (whether by supervisory agreement, regulatory certification, authorization, bilateral agreement or as otherwise prescribed by local law and regulation) should be preceded by an exchange of, and thorough evaluation of, all relevant information regarding the form and nature of regulation in each jurisdiction, and a conclusion that each system maintains and applies substantially equivalent legal standards and regulatory requirements for:

A. Licensing, including an assessment of the quality and competence of licensee ownership and management;

B. Financial condition, including capitalization, risk based capital, solvency, investment and reserving requirements;

C. Periodic examination of the financial condition and operating practices of licensees;

D. Financial accounting and reporting;

E. Regulating insurance holding company systems;

F. Procedures for the prompt enforcement of final judgments and arbitration awards rendered in the other jurisdiction.

Each supervisory authority should also demonstrate that it: (1) maintains sufficient resources and qualified personnel to implement effectively these standards and requirements; (2) will commit to an exchange of all relevant information necessary for ongoing assessment of the above-listed standards and requirements during the period of recognition; and (3) will provide reciprocal regulatory treatment to licensees of the other jurisdiction.

Thus, once a jurisdiction is vetted and approved pursuant to this process, i.e., where a U.S. reinsurer is licensed and domiciled in a Home state, or a Port of Entry reinsurer is licensed and domiciled in an approved jurisdiction, additional requirements to provide creditable reinsurance in the U.S. would be unnecessary (unless, for example, the regulatory authorities have negotiated in their recognition arrangement that there should be some collateral requirement). This approach gives the appropriate value to being licensed by an approved jurisdiction and reflects true recognition of another supervisory authority.

This critical element of “mutual recognition” as part of a modernized, uniform system of reinsurance regulation has disappeared from the Task Force’s proposal. The concern first arises in Paragraph 7(c). If the eligibility requirements of the RSRD included a process for recognition of jurisdictions that maintain a substantially equivalent level of reinsurance regulation and which provide for reciprocal legal benefits for the licensees of each jurisdiction, the spirit of the original Framework Memorandum would remain. However, that is not the case under the current draft of the Proposal. Paragraph 11(b) merely states that “the RSRD will determine the appropriate supervisory recognition approach for non-U.S. jurisdictions.” Paragraph 11(c) goes further in stating the RSRD will develop a protocol for unilateral recognition – a term which is undefined in the Proposal. The Proposal notes that the IAIS Guidance Paper on Mutual Recognition should serve as a reference document, yet that paper is based upon recognition of “acceptable” regimes. A standard of “acceptability” likely will not give Host states comfort that reinsurers from that “acceptable” jurisdiction are regulated on an equally strong basis as reinsurers in the U.S. At best, the current proposal is unclear as to the standard that will be applied by the RSRD in recommending recognition.

Additionally, the Proposal imposes collateral requirements on U.S. reinsurers that are subject to robust regulation in their Home state while their competitors that remain in the 50-state system (i.e. that are not passporting) need not post collateral. This disadvantages the similarly heavily regulated U.S. entities that are passporting vis-à-vis their competitors who remain in the current system.
a. The RSRD will be the repository for relevant data concerning reinsurers (U.S. and non-U.S) and the reinsurance markets.
Comments:

PCI:
Item 11 (a).  PCI is very concerned with the RSRD as the “repository for relevant data concerning reinsurers and the reinsurance markets.”  This is vague and raises a number of concerns.  It is not clear what “relevant” data are.  Confidentiality of data held by the RSRD is another issue.  Still another is what financial (and other) information about reinsurers, U.S. and alien, required by this process will be publicly available?  Since the RSRD proposal preempts host state solvency regulation as to collateral, transparency becomes an issue, not only for host state regulators, but for ceding insurers.  Ceding insurers must have full access to as much RSRD data as possible on reinsurers in order to make informed decisions as to reinsurers.
RAA:
Paragraph 11(a) should be amended to make it clear that since the RSRD is a non-governmental entity, it will be a repository for non-privileged information.
b. The RSRD will determine the appropriate supervisory recognition approach for non-U.S. jurisdictions and create a list of jurisdictions eligible to be recognized by POE states. 
[Drafting Note: The IAIS Guidance Paper on Mutual Recognition should serve as a reference document for this purpose]
Comments:

PCI:
Item 11(b).  The RSRD is to determine the appropriate supervisory recognition approach for non-U.S. jurisdictions and create a list of eligible jurisdictions.  PCI continues to believe there is no constitutional authority for the RSRD to “vet” foreign countries.  We do not recall seeing a system under which such could constitutionally occur absent an act of Congress. 

RAA:
Paragraph 11(b) should make clear that the RSRD can only conduct the evaluation and make a recommendation to the appropriate regulatory authority; it cannot make the decision or enter into any supervisory agreements. Moreover, the requirement of reciprocal legal/regulatory treatment from the non-US jurisdiction and/or entering into mutual recognition arrangements with that jurisdiction is missing from this provision and should be included for the reasons set forth above.
c. The RSRD will develop a sample supervisory recognition agreement and a protocol for unilateral recognition.
Comments:

AIA:
No Standards Specified for Eligible Foreign Jurisdictions: The draft framework fails to provide specifics on the standards that the reinsurance supervision review department (RSRD) shall apply in determining whether a particular country is “eligible” to have its reinsurers apply for port of entry status. The framework and the task force during prior discussions focuses almost exclusively on credit risk, but there are other equally important risks such as political, legal and enforcement risks. The lack of any real standards for determining the eligibility of a foreign country is a significant omission and raises concerns regarding the practical application of the proposed framework.  

One issue of legal risk that should be addressed is whether any country that permits solvent schemes of arrangement or involuntary transfers of risk shall be eligible for collateral elimination or reduction.  The task force’s December 2, 2007 Framework Memorandum states that solvent schemes of arrangement and involuntary transfers would be considered during discussions.  However, these issues have not yet been raised by the framework.  

AIA wishes to bring the task force’s attention to a submission recently filed by Goodrich Corporation, Exxon Mobil Corporation, and Textron Corporation to the NAIC Financial Regulatory Services Division’s Restructuring Mechanism for Troubled Companies Subgroup.  These large U.S. policyholders stated that “Solvent schemes of arrangement in the UK have harmed American policyholders by unilaterally terminating years of valuable insurance coverage while allowing fully solvent carriers to back out of unprofitable insurance contracts.”  The U.S. policyholders requested that “solvent schemes imposed by foreign jurisdictions should be opposed by US regulators as unfair to policyholders.”  According to the U.S. policyholders, “solvent and profitable insurance companies doing business in the London Market have used a provision of UK law to extinguish years or decades of valuable coverage held by US policyholders.”  A copy of the U.S. policyholders’ submission to the NAIC on solvent schemes is attached.  

In regard to involuntary transfers of risks in the UK, several U.S. cedents responded to the threat by including a termination clause in to their agreements.  Unfortunately both UK courts and UK Treasury have maintained that such contractual terms shall be considered void. AIA believes the framework needs to specify that any foreign country that permits solvent schemes of arrangement or involuntary transfers of risk shall be barred from being an eligible country for collateral reduction.

Likewise any country that does not enforce the proposed credit for reinsurance provision should be barred from the list of eligible countries.

PCI: 
Item 11(c).  We do not understand the concept of “unilateral” recognition.  This seems to confirm the “one-way” nature of the concept of collateral reduction as a benefit to non-U.S. companies with no mutuality.  

RAA:
Paragraph 11(c) states that the RSRD will develop a standard supervisory recognition agreement and a protocol for unilateral recognition. We would note that the RSRD does not have authority to enter into supervisory recognition agreements. Furthermore, the RTF (unlike the IAIS Guidance Paper) should define “unilateral recognition” to clearly include a requirement that each jurisdiction provide reciprocal legal benefits to the licensees of the other jurisdiction and maintain substantially equivalent regulatory standards and enforcement capabilities.
d. The RSRD will develop a sample information sharing and regulatory cooperation agreement between the non-U.S. Jurisdiction and the POE supervisor; 
e. The RSRD will develop the criteria for a state to qualify as a home state or POE supervisor which will include but not be limited to the following:
i. Appropriate staff expertise (reinsurance contract law, international accounting, reinsurance industry, etc.);

ii. Accreditation through the NAIC’s Financial Regulation Standards and Accreditation Program;

Comments:

RAA:
Paragraph 11(e)(ii) requires accredited status however we would urge the addition of the following language at the end of the sentence: “or financial solvency requirements substantially similar to the requirements necessary for NAIC accreditation.”
iii. Experience in regulating sophisticated market participants including undertaking appropriate enforcement actions as needed; 

iv. Appropriate staff size and depth; and
v. Sufficient ceded premium volume.

Comments:

PCI:
Item 11(e). These are mandatory criteria for qualifying home and POE states.  Other criteria may exist. Part (ii) requires accreditation of the state.  Currently, that would exclude New York from being either a home or POE state.  It is not clear what would happen in the event a home or POE state loses its accreditation.  Parts (iii-v) discriminate against smaller states.  Assuming that a small state might have expertise and staff size, part (v) is a simple exclusion for states without “sufficient (undefined) ceded premium volume.”  Part (v) excludes a small state regardless of how otherwise qualified it might be to be a home or POE state. 

f. The RSRD will provide a purposes and procedures manual for home state and POE supervisors.  
g. The RSRD will develop mandatory contractual clauses for both ceding insurers and reinsurers which shall be uniform across the country.  Such  clauses shall include, but are not limited to the following:
Comments:

IUA:
Mandatory Contract Clauses - Paragraph 11(g) of the Memorandum provides that the RSRD will develop mandatory contract clauses. Throughout the global markets, insurance regulators have recognized that ceding insurers and reinsurers, as sophisticated commercial parties, should have the freedom to draft contracts as they want. In the U.S., regulators have mandated contract clauses in only a few areas: insolvency, intermediary obligations, service of suit and submission to jurisdiction. Although each of these have been imposed for sound reasons, there have been problems when different states impose specific and at times inconsistent contract language. We would urge you to limit the number of mandatory clauses and to ensure that there are not state by state variations in form of substance regarding these clauses.
Lloyd’s:
…the U.S. has for a number of years conditioned balance sheet credit for reinsurance upon the reinsurance agreement containing a few mandatory contract provisions, such as the standard insolvency and service of suit clauses. We note that paragraph 11 (g) in the July 3 memorandum goes further and mandates several additional clauses that we do not believe have heretofore been mandated. We believe that, while the imposition of some contractual requirements may be appropriate, the global reinsurance market benefits from allowing ceding insurers and their reinsurers to freely negotiate the terms and conditions of their agreements. For this reason, we believe that mandatory clauses should be kept to the minimum necessary to promote sound regulation and that any mandatory clauses that are imposed should be made uniform across the country.

RAA:
Paragraph 11(g) empowers state regulators to mandate numerous reinsurance contract terms and to make those contract terms uniform, meaning that specific language will be required. This is a departure from the current NAIC model laws and accounting guidance, which require only a few specific contract clauses and do not dictate specific language. International regulatory practice follows the same approach. The departure from this custom puts the Proposal at odds with the way reinsurance is commonly transacted on a national and global basis. Reinsurance involves contracts between sophisticated entities and therefore the terms and conditions of reinsurance agreements should be left to the marketplace. RAA policy strongly supports freedom to contract in a competitive market with respect to terms and conditions, other than those uniformly required by SSAP 62.

i. Parties to the Agreement Clause - would stipulate that the policyholder is not ordinarily a party to the reinsurance contract, and does not have direct rights against the reinsurer.

ii. Net Retained Lines Clause – would clarify which portion of the company's business will be subject to the agreement and states the uncollectibility of other reinsurance.

iii. Premium Clause – would state the method of calculating premiums and the schedule of payments.

iv. Reinsurance Intermediary Clause – would stipulate that the credit risk for the intermediary is on the reinsurer. In other words, payment from the ceding company to the broker is deemed paid to the reinsurer. However, payment to the broker from the reinsurer does not relieve the obligations of the reinsurer to the ceding company. 

Comments:

RAA:
Intermediary Clause: The proposal should not mandate inclusion of an intermediary clause. Whether to include this type of clause is better left to the negotiation between the parties. It long has been established as a matter of law that the typical activities of a reinsurance intermediary create an agency relationship between the intermediary and the ceding company. (See In the Matter of Pritchard & Baird, Inc., 8 B.R. 265 (D.N.Y. 1980)) This principal-agent relationship between the ceding company and its intermediary broker is underscored by the NAIC Model Intermediary Act’s definition of an intermediary broker and the requirements that the cedent and the broker enter into a written contract. Dictating a specific intermediary clause attempts to alter fundamental principal-agent law that payments made to an agent constitute payments to principal. Instead, the mandated clause attempts to shift credit risk to a third party (the reinsurer) with whom there is no contractual relationship or control over the intermediary broker. While commercial parties can (and, in the context of reinsurance transactions, often do) negotiate contract terms that shift credit risk, the RSRD has no authority to change fundamental agency law principles to require a third party to bear the credit risk for payments made to a principal’s agent.
v. Service of Suit Clause – National reinsurers and POE reinsurers must designate their home state or POE state Insurance Commissioner as their legal agent for the service of process. 

vi. Insolvency Clause – Reinsurance is payable directly to the liquidator or successor without diminution regardless of the status of the ceding company. 

Comments:

RAA:
Insolvency Clause: The insolvency clause is a clause properly mandated in reinsurance agreements. An appropriate insolvency clause must recognize a balancing of interests—that the reinsurer must pay even though the estate cannot first pay the claim—but that the reinsurer also has the ability to protect itself from improper payment by participating in the adjudication of the underlying claim. To the extent the Task Force believes that specific insolvency clause language is necessary, the RAA suggests the following language:
(1) No credit shall be allowed, as an admitted asset or deduction from liability, to any ceding insurer for reinsurance, unless the reinsurance contract provides, in substance, that in the event of the insolvency of the ceding insurer, the reinsurance shall be payable under a contract(s) reinsured by the assuming insurer on the basis of reported claims allowed by the liquidation court, without diminution because of the insolvency of the ceding insurer. Such payments shall be made directly to the ceding insurer or to its domiciliary liquidator except: (a) where the contract or other written agreement specifically provides another payee of such reinsurance in the event of the insolvency of the ceding insurer, or (b) where the assuming insurer, with the consent of the direct insured(s), has assumed such policy obligations of the ceding insurer as direct obligations of the assuming insurer to the payees under such policies and in substitution for the obligations of the ceding insurer to such payees.

(2) The reinsurance agreement may provide that the domiciliary liquidator of an insolvent ceding insurer shall give written notice to the assuming insurer of the pendency of a claim against such ceding insurer on the contract reinsured within a reasonable time after such claim is filed in the liquidation proceeding. During the pendency of such claim, any assuming insurer may investigate such claim and interpose, at its own expense, in the proceeding where such claim is to be adjudicated any defenses which it deems available to the ceding insurer, or its liquidator. Such expense may be filed as a claim against the insolvent ceding insurer to the extent of a proportionate share of the benefit which may accrue to the ceding insurer solely as a result of the defense undertaken by the assuming insurer. Where two or more assuming insurers are involved in the same claim and a majority in interest elect to interpose a defense(s) to such claim, the expense shall be apportioned in accordance with the terms of the reinsurance agreement as though such expense had been incurred by the ceding insurer.
vii. Credit for Reinsurance Clause – This clause would read as follows:

1. “If, at any time, the reinsurance provided by a Reinsurer participating in this Contract does not qualify for full statutory accounting credit for reinsurance such that a financial statement penalty to the Company would result on any statutory statement or report the Company is required to make or file with insurance regulatory authorities (or a court of law in the event of insolvency), the Reinsurer shall secure the Reinsurer’s share of Obligations by the posting of such collateral as may be required to avoid the imposition of the aforementioned financial statement penalty by those authorities in a manner, form, and amount acceptable to all applicable insurance regulatory authorities.”

Comments:
ABIR: 
Mandatory Contract Clauses.  This section includes broad new powers for state regulators to mandate at the minimum seven reinsurance contract terms. Not only is the power created to mandate the inclusion of a contract provision, but the power includes making such reinsurance contract terms uniform which means that specific language will be dictated to the ceding and assuming insurers.  This is a departure from both the NAIC and the global regulatory practice of supporting freedom to contract in reinsurance agreements.  The current NAIC practice is to require a few specific contract clauses to be included, but not to mandate specific language.  This freedom to contract has served reinsurance markets well and should not be replaced by new mandated reinsurance agreement language.  We’d recommend the following:

a. That the RSRD carry forward the existing reinsurance contract approach in the regulatory modernization framework.  By doing so, the NAIC can be assured that reinsurance agreement dictates are consistent throughout the reinsurance market (those reinsurers that are in the new framework and those that are not).

b. Existing state law and regulation govern agreements today including the insolvency clause, the service of suit and submission to jurisdiction clause, and the intermediary clause.  The national or port of entry reinsurer could be made subject to the existing reinsurance agreement provisions of the state of domicile/entry.  Those contract terms would have to be accepted by the regulators in the other states subject to the condition on granting of credit tied to risk transfer that is left to the ceding insurer’s state of domicile.  This allocation of -- and acquiescence to -- regulatory authority should address the current critique about contradictory or inconsistent contract clauses that informs the current regulatory modernization debate. (See sections 6 and 7 of the regulatory framework.)

c. The one exception to this rule would be the new clause identified as the “credit for reinsurance clause”.  This “downgrade” clause is unique to the new regulatory framework and thus is appropriately mandated as part of this regulation.  We continue to review the language of this provision and we note for the record that downgrade clauses in and of themselves create problems for an operating company.

AIA:
Credit for Reinsurance Clause May Be Ineffective in Practice:  The draft framework sets forth a mandatory contractual term requiring the reinsurer to post additional collateral where the reinsurance provided does not qualify for full statutory accounting credit.  AIA supports this proposed provision.  While the proposed requirement is an important step in the right direction, such mandatory provisions may have limited practical impact.  Where an alien reinsurer is not licensed in the U.S. and has no assets in the U.S., there may be little teeth in a contractual provision that the reinsurer simply ignores.  

Moreover, foreign countries may refuse to enforce the contractual term.  For example, recently UK courts and the UK Treasury have simply ignored contractual terms placed in contracts by U.S. cedents to respond to UK reinsurers attempts to enforce Part 7 involuntary transfers of their reinsurance contractual obligations.  Many U.S. cedents in response to UK involuntary transfers of reinsurance contracts had provisions placed in the agreements terminating the contracts if an involuntary transfer took place. UK courts have held such contractual terms as void as against public policy and UK Treasury modified regulations to specify that UK Treasury “considers it appropriate for the Courts…to be able to override such contractual restrictions.”  Similar rulings may be expected from the UK and other foreign countries in response to the proposed credit for reinsurance provision.”

GIAJ:
It is unclear what kind of specific situation paragraph 11-g-vii is designed to address and clarification is thus needed. The current clause seems excessively preferential for ceding insurers.

NAMIC:  Our reading of the proposal shows means for states to support their role, if chosen, as regulators of national or port-of-entry reinsurers.  Yet provision of revenue for expenses of the RSRD seems not to be included.  What is contemplated with respect to establishment and support of the RSRD?

PCI:
Item 11(g).  The mandatory contractual provisions are an intrusion into what is properly the role of the legislature.  Assuming for the sake of argument that the RSRD should establish mandatory provisions, there will not be uniformity as the proposal allows any reinsurer to operate under the current credit for reinsurance system; including posting collateral to avoid disfavored RSRD mandated contractual provisions.  Should it be maintained that these mandated provisions occur only under an optionally free of collateral (OFC) system, then this option confirms that alien reinsurers can operate in the U.S. under the current system and the RSRD is an additional option, not elimination of discriminatory collateral requirements.
RAA:
Credit for Reinsurance Clause: Furthermore, we strongly object to the inclusion of the new “downgrade” credit for reinsurance clause that requires a reinsurer to provide the necessary amount of collateral to enable the cedent to take “full statutory accounting credit.” For the reasons set forth elsewhere in our comments (#14), there should not be any obligation to post collateral for a U.S. reinsurer that is licensed and domiciled in a Home state. Further, the RAA strongly objects to statutorily mandated “downgrade” clauses in reinsurance agreements as a matter that should be left to the parties to negotiate. Mandating inclusion of such a clause does not encourage the proper type of risk management where parties appropriately identify and capitalize risk. Notwithstanding the above, current credit for reinsurance laws recognize situations where the cedent may take credit only for the amount of collateral provided (i.e., less than 100%). We suggest that at a minimum this provision be modified to allow this to continue.

The term “Obligations” needs to be defined as it is unclear what is included (i.e., is IBNR included? Cedents and reinsurers sometimes disagree on the valuation of liabilities. Under the proposal who decides what the Reinsurer’s share of Obligations will be? Because of these concerns, collateral for IBNR clearly should not be required.) 

Finally, we would note that the RSRD could properly consider, in evaluating regulatory regimes, whether the supervisory system makes adequate provision for evaluating reinsurance agreements in a manner similar to that set forth in SSAP 62. In this way, the RSRD can ensure

that non-U.S. reinsurance regulatory systems adequately address credit risk allocation, insolvency obligations and other key provisions without dictating specific clause language.
Role of Home State Supervisor

12. The home state supervisor shall be responsible for:

a. approving a reinsurer for licensure as a national reinsurer;

b. examining its national reinsurers for solvency and compliance with applicable laws;

c. establishing the appropriate rating for collateral purposes of its national reinsurers and adjusting that rating as circumstances require; 

Comments:

PCI:
Item 12(c).  Also as applied to the POE states, absent a host state statutorily accepting the evaluation of a home or POE state, it may not be constitutional for the home or POE state to impose its determination on a host state.  Uniformity is clearly not met under this section as the home state is to be responsible for establishing the “appropriate” rating of national reinsurers and adjusting that rating.  A reinsurer seeking to be a national reinsurer might seek out the home state that, given all else equal, grants the reinsurer the highest rating.  There is an element of the “race to the bottom” here. 

d. responding to inquiries from other supervisors concerning national reinsurers under its supervision; 
e. participating in the consultative process at the supervisory board of the RSRD concerning the resolution of disputes regarding its national reinsurers; 

Comments:

PCI:
Item 12(e).  It is unclear as to what is meant by this item.  Elsewhere, it seems the determination of the home state is final, unless the home state decides to change its position.
f. initiating enforcement actions against its national reinsurers and notifying all host state supervisors immediately of any enforcement action, formal or informal, taken; and 
g. receiving an annual fee from each national reinsurer it supervises.

Role of the Port of Entry Supervisor
13. The port of entry supervisor shall be responsible for:

Comments: 

CEA:
Port of Entry State - In contrast to the current proposals in the Memorandum, we do not see any need or justification for a non-US reinsurer to be subject to the additional oversight of a US Port of Entry State where the reinsurer’s non-US jurisdiction is found to be equivalent to the US regulatory system.

IUA:
POE Regulator - The Memorandum requires a non-U.S. reinsurer domiciled in a recognized jurisdiction to also apply for approval by a POE regulator. We believe that a more efficient system would be to have the RSRD determine what jurisdictions should be recognized and then permit reinsurers domiciled in those countries to reinsure U.S. ceding companies, provided they comply with the other requirements of the Memorandum (including the collateral requirements). This would be consistent with how most countries including EU countries regulate reinsurance – indeed most countries grant even more liberal access to their markets. It would also be consistent with the efforts of the IAIS to move toward a system of mutual or unilateral recognition of qualified jurisdiction. This approach has much to recommend it and has broad international support.
Alternatively, we urge you to make the POE state more a point of “registration rather than regulation”. We believe this is what is contemplated by the Memorandum, but clarification of this point would be important.

PCI:
Item 13:  PCI continues to have concerns regarding the POE provisions and the constitutionality of states in dealing with foreign countries.  

RAA:
Paragraph 13: does not address the situation where multiple states serve as POE supervisors to several different reinsurers in a single jurisdiction. Does the Proposal contemplate that each POE state will need to enter into an agreement with the non-U.S. jurisdiction?
a. entering into a supervisory recognition framework with the Non-U.S. jurisdiction supervisor and entering into appropriate regulatory cooperation and/or information sharing arrangements;

b. certifying a reinsurer as a POE reinsurer which shall include, but not be limited to, the receipt by the supervisor of a properly executed Form AR-1, which is a certificate of assuming insurer, that stipulates that the reinsurer submits to the jurisdiction of U.S. courts, appoints an agent for service of process in the United States, and agrees to post 100% collateral for its United States liabilities if it resists enforcement of a valid and final U.S. judgment. The Form AR-1 will not be accepted from any reinsurer which is domiciled in a country or state which the POE supervisor or RSRD has determined does not adequately and promptly enforce valid U.S. judgments or arbitration awards;
Comments:

AIA:
Form AR-1 Requirement Needs Revision:  The draft framework requires that the alien reinsurer execute a Form AR-1, which certifies that the reinsurer submits to the jurisdiction of U.S. courts and agrees to post 100% collateral if it resists enforcement of a “valid and final U.S. judgment.”  The draft framework also states that Form AR-1 will not be accepted from any reinsurer domiciled in a country that does not “adequately and promptly enforce valid U.S. judgments or arbitration awards.”  The word “valid” should be removed from these two provisions.  An alien reinsurer must agree to respect any final U.S. judgment or arbitration award for the Form AR-1 to have any meaning.  The fear of U.S. cedents is that alien reinsurers, with either no or insufficient assets in the U.S., will simply ignore U.S. court and arbitration awards, forcing relitigation of all issues in the foreign country.  The cost and delays of relitigating these issues in a foreign country is an incredible burden on the U.S. insurer.  The alien reinsurer will not simply state it is refusing to recognize U.S. judgments—it will argue that for some reason or another the U.S. court judgment or arbitration award is somehow not “valid.”  There are foreign countries that do not recognize U.S. judgments as “valid” if they are obtained on procedural grounds (defaults for failure to appear) or if they contain awards against public policy (coverage for punitive damages).  The reinsurer must certify that it will submit to, and the foreign jurisdiction’s legal system must promptly enforce, all final U.S. court judgments or arbitration awards and not just those that the alien reinsurer or the foreign jurisdiction considers “valid.”   

It should be noted that even if the word “valid” is stricken form the draft framework, the Form AR-1 is not a cure-all for potential enforcement issues.  If the foreign reinsurer maintains no assets in the U.S. the U.S. insurer and the port of entry regulator still would have no real power to enforce the AR-1 requirement, which is why retaining current collateral requirements is critical to U.S. ceding insurers.

PCI:
Item 13(b): Twice here the term “valid” judgment appears.  This word should be deleted if there is to be certainty (and to some degree, mutuality since it is our understanding the U.S. honors foreign judgments) of outcomes.  Otherwise, a perfectly valid judgment within the U.S. can be considered as not being “valid” by the foreign country.  The refusal to accept an AR-1 from any reinsurer in a jurisdiction that does not promptly and fully enforce final U.S. judgments is confusing.  Any such jurisdiction should not be certified in the first place.  Failure to enforce a final U.S. judgment should result in removal of certification of that jurisdiction.  PCI is concerned as there does not seem to be a “decertification” process in the proposal.  Decertification is problematic to all U.S. ceding companies of any such reinsurer(s) who now lose annual statement credit if collateral is not posted at 100% within three months.
c. establishing the appropriate rating for collateral purposes of its POE reinsurers and adjusting that rating as circumstances require; 

Comments:

AIA:
Need to Prevent Forum Shopping in Choice of Port of Entry State: The NRSRO credit rating for an alien foreign reinsurer is the reinsurer’s maximum tier rating.  The port of entry regulator is authorized to lower the tier rating for the reinsurer based on its evaluation of the foreign reinsurer.  The port of entry state regulator’s evaluation considers the following: a “list of all disputed or overdue recoverables”; the “reinsurer’s reputation for prompt payment of valid claims under reinsurance agreements, including the proportion of the reinsurer’s obligations that are more than 90 days past due or are in dispute”; the “business practices of the reinsurer in dealing with their ceding insurers”; “regulatory actions against the reinsurer”; a review of an annual report in the form of  Blank Schedule F; a clean independent audit opinion of the reinsurer; and an audited financial statement reconciled to U.S. GAAP or Statutory Accounting Principles.

While including these factors in the reinsurer’s evaluation is a positive development, there is some concern that the NRSRO rating may simply become the de facto tier level.  The NRSRO rating is an objective standard while all the other factors are more subjective, so it may be that the port of entry regulator will simply default to the NRSRO rating.  In any event, there is likely to be a “race to the bottom.” An alien reinsurer can apply for certification as a port of entry reinsurer in any port of entry state.  If a reinsurer gets “dinged” by a particular port of entry state regulator for failure to pay claims in a timely manner or some other factor, there is nothing in the draft framework to prevent the reinsurer from applying at other port of entry states until some state provides the foreign reinsurer with the maximum tier level.  Language is needed to prohibit “forum shopping” by the alien reinsurer.  For example, a provision should be added that once a port of entry state has lowered a foreign reinsurer’s tier rating based on factors other than the reinsurer’s NRSRO’s ratings, the foreign reinsurer cannot seek certification from another port of entry state in an attempt to receive a higher tier level.
PCI:
Item 13(c).  Same comment as with 12(c). From 12(c) - Also as applied to the POE states, absent a host state statutorily accepting the evaluation of a home or POE state, it may not be constitutional for the home or POE state to impose its determination on a host state.  Uniformity is clearly not met under this section as the home state is to be responsible for establishing the “appropriate” rating of national reinsurers and adjusting that rating.  A reinsurer seeking to be a national reinsurer might seek out the home state that, given all else equal, grants the reinsurer the highest rating.  There is an element of the “race to the bottom” here.
Lack of Specifics Regarding Tier Level Evaluation Process: The framework, in addition to lacking any real specifics on standards for determining whether a state should be authorized as a port of entry state, also lacks any specific standards regarding how an authorized port of entry state is to evaluate a foreign reinsurer applicant for determining tier level.  The draft framework states that the port of entry state is to evaluate an alien reinsurer for disputed claims and late payments but fails to specify what is acceptable or not.  The lack of standards means the port of entry state is doing little more than guessing and will likely just revert to using the objective NRSRO rating as the de facto rating.  The framework needs to be revised to provide clear guidance to the port of entry regulator.  For example, the framework should require that any alien reinsurer who is below average in timely claim payments or number of disputes be lowered at least one tier from its maximum tier level based on the NRSRO rating.  Those who are more than a standard deviation from the average scale should be required to post 100% collateral.  Unless specifics are set forth in the framework, the danger is that the port of entry regulator will have no clear guidance and will simply fall back on the NRSRO rating.

d. responding to inquiries from other supervisors concerning POE reinsurers under its supervision; 
e. serving as the conduit for and consulting with the non-U.S. jurisdiction supervisor concerning any issues regarding the POE reinsurer and advising all host states as appropriate; 

f. participating in the consultative process at the supervisory board of the RSRD concerning the resolution of disputes regarding its POE reinsurers; and
g. receiving an annual fee from each POE reinsurer it supervises. 

Comments:

GIAJ:
Proposed scheme where annual fee is paid by POE reinsurers to a POE supervisor should be reviewed carefully so as to avoid conflicts of interest and other potential legal issues. There is no such case in other countries.
Lloyd’s:  As Lloyd’s has commented before, we suggest that where the RSRD has recognized another jurisdiction as having a system of regulation that is equivalent to that in place in the United States and as otherwise meeting the standards set forth in the memorandum, the regulator in that jurisdiction should be treated as being equal of its U.S. colleagues. Thus, we would respectfully submit that it is duplicative for a reinsurer from that jurisdiction and subject to that regulator’s supervision to also be subject to the additional oversight of a U.S. Port of Entry State. We believe the ultimate goal must be full mutual recognition among effective regulators in the global reinsurance market, both here and abroad.
14. A POE reinsurer must file the following reports quarterly with the POE supervisor:
Comments:

ABIR:
Rather than quarterly filings, those filings be required upon a triggering action such as a change in domiciliary license status, a change in rating, etc. Quarterly filings are unnecessary unless triggered by a meaningful change in the status of the reinsurer.

PCI:
Item 14.  These quarterly reports are material to any ceding company within the U.S. and must be available to any potential ceding insurer.
RAA:
Paragraph 14: The provisions are ambiguous as to what would be required and leave too much discretion to the POE supervisory authority. Many of the items are more properly the subject of any applicable recognition arrangement.
a. A statement either certifying that there has been no change in the provisions of its domiciliary license or any of its NRSRO ratings, or a statement describing such changes and the reasons therefore, as well as any changes in its directors and officers;
b. Information comparable to relevant provisions of the NAIC financial statement modified as deemed appropriate by the POE supervisor for use by insurance markets;
Comments:

ABIR:
Reference to financial statements comparable to the NAIC financial statement should be replaced with language that financial statements from the domiciliary jurisdiction should be filed.  Supplemental material may be required, but it should not be expected that the reinsurer will file something consistent with a NAIC financial statement.

IUA:
Filing of quarterly financial information - Paragraph 14(b) of the Memorandum requires a POE reinsurer to file quarterly “information comparable to relevant provision of the quarterly NAIC financial statement”. We are not certain what is contemplated by this phrase. We believe that is should not be necessary to have quarterly filings from reinsurers who are domiciled in countries which you have recognized as an equivalent reinsurance regulator. We urge you to delete this requirement.

c. An updated list of all disputed and overdue reinsurance claims regarding reinsurance assumed from U.S. domestic ceding insurers; and
Comments:

ABIR:
The reinsurance disputes and overdue reinsurance amounts should be subject to a materiality threshold.  Information is already available from the ceding insurer on these matters.  For the reinsurer, filings should be compelled on materially relevant information that relates to the reinsurer’s own financial condition. Here is an example of a materiality threshold:  overdue recoverables or amounts in dispute between the reinsurer and its retrocessionaires that aggregate to an amount in excess of 10% of the reinsurer’s surplus or $100 million, whichever is less, would require the reinsurer to file a supplemental report about the aggregate amount of recoverables in question.

IUA:
Lists of disputed and overdue claims - Paragraph 14 (c) and 20(a) require the filing of a list of all disputed and overdue reinsurance claim on a quarterly basis (14(c)) and as part of the initial POE review (20(a)).

We agree that some information regarding disputes and overdue claims can be relevant to the review of the financial integrity or a reinsurer. We would recommend that the instead only disputes in excess of a certain amount be reported. Finally, we would not that there should be some definition of what is a disputed claim. Presumably claims would be in dispute where a notice of intent to commence arbitration has been served or complaint has been filed in a court of competent jurisdiction.

With regard to overdue claims this is another area where the data is readily accessible from the financial statements filed by ceding insurers. We recommend that the POE regulator obtain this information form the NAIC database. If this information raises questions the POE regulator should be free to request additional information from the insurer.
PCI:
Item 14(c).  PCI still does not understand why disputed and overdue reinsurance claims are only material to the process (and the U.S. ceding insurers) if the information relates to reinsurance assumed from U.S. domestic ceding companies.  A reinsurer’s disputed and overdue reinsurance claims information is relevant whether the business is reinsurer/U.S. cedent or reinsurer/any cedent.  Not paying is not paying.   The U.S. ceding insurer language should be stricken.
RAA:
Paragraph 14(c) provides that POE reinsurers must file quarterly reports with their POE supervisor listing all

disputed and overdue reinsurance. The information sought by the report is currently available from ceding insurers. Only a change in information materially relevant to a reinsurer’s individual financial situation should be required by the POE supervisor. At a minimum, there should be a materiality standard for this reporting requirement.
d. Any other information that the POE supervisor may reasonably require.
Comments:
GIAJ:
GIAJ:
Preferential treatment given to U.S. insurers - To be certified as a "POE reinsurer", a foreign re/insurer is required to meet stringent requirements based on quite complex procedures:  i) a state through which a foreign re/insurer would like to do business in the U.S. must meet a set of standards established by the RSRD in order to be certified as a POE supervisor (paragraph 3), ii) the non-U.S. jurisdiction, in which such foreign re/insurer is domiciled , must be recommended as eligible for recognition by the RSRD (paragraph 7-c), iii) a POE supervisor must enter into a supervisory recognition framework with the Non-U.S. jurisdiction supervisor as well as entering into appropriate regulatory cooperation and/or information sharing arrangements (paragraph 13-a), and iv) a POE supervisor must certify a foreign re/insurer as a POE reinsurer (paragraph 13-b). On the other hand, U.S. licensed reinsurers do not have to comply with such complex procedures and consequently, this leads to unfair treatment against foreign re/insurers. 

Furthermore, for example, it is too protective to impose on POE reinsurers to comply with requirements of the AR-1 form. Also, reinsurance contracts usually have arbitration clauses, and therefore, careful cost-benefit analysis should be made before binding POE reinsurers to the laws and regulations of the U.S. by setting a legal agent for the service of process. POE reinsurers are required to file quite a few reports with the POE supervisor quarterly (paragraph 14). This will cause a duplication of regulations of the U.S. and Non-U.S. jurisdiction, thus significantly decreasing benefits of the proposal. In addition, some requirements in the latest proposal (e.g. “Any other information that the POE supervisor may reasonably require”) is too discretionary. While the U.S. reinsurers categorized as "Secure-3" or above in the table would be exempted from posting any collateral (paragraph 19), this exemption is not applicable for POE reinsurers. This is apparently aimed at favorable treatment of the U.S. reinsurers.
CEA:
Port of Entry Reporting Requirements - As stated above, we do not believe that there is a need for non-US reinsurers from equivalent jurisdictions to be subject to supervision by a US Port of Entry State. In addition, the current NAIC proposal refers to the possibility of entering into a mutual recognition agreement but does not apply it consistently and appropriately in order to remove duplicative reporting requirements. If, which we hope is not the case, the NAIC retains the Port of Entry concept in the final framework, we believe that the reporting obligations proposed should be reformed as follows:
No need for the filing of quarterly financial information - The Memorandum requires a POE reinsurer to file quarterly “[i]nformation comparable to relevant provisions of the quarterly NAIC financial statement”. We believe that such quarterly reporting requirements are overly burdensome for non-US reinsurers who are domiciled in a jurisdiction that has been recognised as equivalent by the RSRD and when the sharing of the relevant information between the relevant authorities is ensured. We would therefore urge the removal of the requirement to file financial information quarterly.

No need for Schedule F statement - Much of the information that can be obtained by requiring a non-US reinsurer to file a report annually in the form of Schedule F (or S) of the NAIC annual statement blank as is required by the Memorandum, can also be obtained from other sources, such as the Schedule Fs filed by U.S. ceding companies. We would thus recommend the removal of this provision.

To accept IFRS statements from non-U.S. reinsurers instead of reconciled U.S. GAAP or SAP statements - 
Given that the U.S. Securities & Exchange Commission already agreed earlier this year to accept IFRS statements

from foreign issuers, which would include non-US (re)insurance companies, we would strongly urge the

extension of the requirement so that non-U.S. reinsurers can either file audited IFRS accounting statements or

audited financial statements reconciled to U.S. GAAP or Statutory Accounting Principles.
Role of Host State Supervisors

15. The host state supervisor shall:

Comments:

PCI:
Item 15.  There could be an unintentional limitation of the powers of host state supervisors to the enumerated items and no others.  This should read, “In addition to the normal regulatory duties the host state supervisor shall:” 

This provision creates a “catch-22” for the host state.  The host state is, by its own statutes, required to regulate its domiciliary insurer for solvency.  The proposal would remove host state regulation as to collateral for reinsurance.  Major insolvencies have shown that reinsurance is often the largest single part of an insurer’s financial statement
RAA:
Paragraph 15: provides that the “domiciliary state supervisor” retains the authority to require diversification of reinsurance risk for ceding insurers. First, a domiciliary state supervisor should not be permitted to apply diversification requirements in a manner that discriminates against a reinsurer based on its status as a National Reinsurer or a POE reinsurer. Second, the RAA suggests modifying this sentence to require diversification only for unaffiliated reinsurance risk for ceding insurers. Intra-group (retro)cessions can exceed 50% of the cedent’s policyholder surplus; because these transactions are already subject to notification and review under holding company act laws, these transactions should be exempt from this requirement. Third, the notice requirement if the cession to a single reinsurer exceeds 20% of the ceding insurer’s gross written premium is too low and should be changed to, at a minimum, 50%. The appropriate degree of diversification in a ceding company’s reinsurance program depends on many variables that must be considered by that company’s management. Setting a low fixed percentage by rule may encourage imprudent decision-making. Ceding companies should be free to manage their credit risk and reinsurance purchases without regulatory interference so long as they meet RBC levels and overall enterprise risk management requirements.
a. have the right to request specific analysis and/or examination procedures performed by the home state supervisor and the right to receive completed financial analysis and examination work papers from the home state supervisor.  Such information is protected under the NAIC’s Information Sharing Agreement;
Comments: 

PCI:
Item 15(a).  We are not sure how this would work in reality.  The host state might receive information about the reinsurer that could seriously jeopardize the solvency, or for that matter the financial position of the host state insurer.  Host state insurers, too, should have access to that information.  

We believe the end of the first phrase should read, “…home or POE state.”  

b. advise the home state supervisor whenever the host state supervisor has reasonable cause to believe an examination of a national reinsurer is necessary due to an emergency; 
Comments:

PCI:
Item 15(b).  This should not be limited to emergencies, the phrase, “…due to an emergency” should be removed.  And in the event the home (also should read, “…home or POE state…”) state does not within a reasonable time commence such an examination, the host state should be empowered to do so (similar wording exists in relation to risk retention groups and non-domicile’s ability to perform examinations).

c. have the right to request additional information from the home state or the POE supervisor concerning a national reinsurer or POE reinsurer; 

d. evaluate risk transfer of each ceding insurer’s reinsurance agreements;
e. retain the authority to require diversification of reinsurance risk for ceding insurers; 

Comments:

ABIR:
Paragraph 15, Diversification. We’re looking for clarification of the basis for the diversification provisions of paragraphs e, f and g of this section.  Are they drawn from existing NAIC models or existing state based requirements?

AIA:
Diversity Requirements for U.S. Insurers: The draft framework would place new requirements on U.S. ceding insurers.  The framework would require the U.S. ceding insurer to provide notification to its domiciliary regulator if any single reinsurer represents more than 20% of the ceding insurer’s gross written premium, or is likely to exceed this limit, except for approved affiliated transactions.  The framework would also provide the domiciliary regulator with discretion to require the U.S. ceding insurer to obtain approval if, for any twelve month period, if the reinsurance premium or anticipated change in the ceding insurer’s liabilities equals or exceeds 50% of the insurer’s surplus to policyholders.  

AIA objects to the inclusion of these new diversity requirements.  Many primary insurers have extremely divergent views on diversification requirements based on factors such as whether they are a relatively smaller insurer, whether they write a specialized line such as medical malpractice, whether they cede to licensed affiliated companies, or how their reinsurance programs in general are structured.  Trying to include diversification requirements in the collateralization proposal is unnecessary, controversial, and would create an unlevel playing field for U.S. insurers.
f. have the discretion to require the ceding insurer to attain prior written approval if, for any twelve-month period, the reinsurance premium or anticipated change in the ceding insurer’s liabilities equals or exceeds fifty percent (50%) of the insurer's surplus to policyholders as of the immediately preceding December 31; and 
g. require the ceding insurer to provide notification within 30 days if any single reinsurer represents more than twenty percent (20%) of the ceding insurer’s gross written premium or if it is likely to exceed this limit, except for approved affiliated transactions.    
Comments:
AIA:
Weakened Role of U.S. Domiciliary Regulator: The draft framework provides that the port of entry state of the reinsurer shall make all determinations regarding credit for reinsurance ceded by a U.S. insurer.  This violates the fundamental principle of insurance regulation that supervision of the financial strength of the U.S. ceding insurer is determined by the domiciliary regulator of the U.S. insurer.  Collateral requirements are part of the credit for reinsurance laws, which, of course, relate to the financial supervision of the U.S. ceding insurer, not the assuming reinsurer.  It is fundamental that supervision of the financial strength of the U.S. ceding insurer should be retained by the domiciliary regulator of the U.S. insurer and should not be determined by whatever port of entry state an alien reinsurer chooses to enter.

NAMIC:  Paragraph 15. g. seems to except “affiliated transactions,” and we assume the intent is to exclude intra-group transactions.  We believe it is better that the framework and any model made on it, state affirmatively that intra-group cessions between or among insurers domiciled in the United States are not affected by content of this framework or rule.  Similarly, the framework and any model based on it should affirmatively exclude pools among insurers domiciled in the United States.  

Collateral Proposals Including Eligibility Criteria
16. The POE or home state supervisor will assign a reinsurer one of five ratings (Secure-1, Secure-2, Secure-3, Secure-4 or Vulnerable-5).  The maximum rating that a reinsurer may be assigned will correspond to the reinsurer’s Nationally Recognized Statistical Rating Organization (NRSRO) rating as outlined in the table below. The POE or home state supervisor shall use the lowest rating received from an NRSRO in establishing the maximum rating of a reinsurer. A failure to obtain or maintain at least two NRSRO ratings will result in an assignment of a Vulnerable-5 rating. The additional factors listed below may result in a lower rating as determined by the POE or home state supervisor. National reinsurers and POE reinsurers will be evaluated on a legal entity basis versus a group basis for purposes of establishing their collateral requirements. 
Comments:

NAMIC:  Paragraph 16. vests the home-state regulator with responsibility to assign a financial strength rating to a reinsurer.  Will, in fact, the home-state regulator be conducting this crucial function, or will the RSRD have the dominant role, given its responsibilities under paragraph 10.?  Provision a. under paragraph 10. presumably gives the RSRD a powerful role in settling disputes in this context.  The broader function of the RSRD further includes standard-setting and creation of contract forms and constraints.  All of these suggest it will be the site of much decision-making nominally placed with home-state regulators.

With respect to paragraph 16 and subsequent part of the section on Collateral Proposals …, it may be appropriate to note that ceding and assuming insurers are free to adjust collateral to higher levels.

RAA:
Paragraph 16: states that reinsurers will be evaluated on a legal entity basis versus a group basis for purposes of establishing their collateral requirements. We would urge the Task Force to utilize a group rating where a rating agency has either enhanced the rating of a subsidiary, or has assigned the parent’s rating to the subsidiary. If regulators are going to rely upon ratings and the rating agency has determined that a legal entity is considered a core subsidiary, that decision should be respected. This paragraph also does not address how individual Lloyd’s syndicates will be treated (i.e., will Lloyds’ as a group receive a rating? Will the support of the Central Fund be taken into consideration?). This should be specifically addressed.

Paragraphs 16 – 18: also raise a fundamental problem with the rating system – the realities of the impact of such a system on cedents. Importantly, collateral has historically been utilized as a substitute for licensing. A reinsurer’s rating may change over time and, under the system outlined in the Proposal, would require cedents to continuously monitor and modify their collateral. A drop in a reinsurer’s rating from A to B++ requires the imposition of 55% more collateral on the reinsurer. The reinsurer may have difficulty, or not be able to post, this unnecessary collateral; if that is the case, this should be a licensing issue, not a collateral issue. 

Moreover, the current credit crisis has demonstrated again the problems with relying on rating agencies’ ratings. Not only did the rating agencies fail to predict situations like Enron and Parmalat but more recently they failed to predict the downgrades of several monoline insurers (in at least once instance, the downgrade occurred after a recent upgrade). In a supervisory recognition situation as outlined above in comment # 9, this would not be an issue because the safeguards built into the recognition process would provide the certainty to regulators that the domiciliary jurisdictions are taking necessary and appropriate action against such entities. A provision such as this defeats that purpose and interferes with the domiciliary regulator’s ability to appropriately deal with the company (similarly, requiring such a topping up of collateral in another jurisdiction of a U.S. company would interfere with the U.S. regulator’s ability to address a U.S. reinsurer’s issues.) True supervisory recognition should be based upon evaluation and reliance upon the other jurisdiction’s regulation.

Further, home state and POE supervisors have additional discretion to assign reinsurer ratings based on a list of factors in Paragraph 20. The RAA is concerned that this additional discretion is based on subjective evaluations which will be difficult for reinsurers to predict and could be subject to misuse and abuse.
17. With respect to reinsurance contracts entered into or renewed on or after the effective date of this proposal, a ceding insurer may elect to take credit, in accordance with the provisions of this proposal, for reinsurance ceded to a national or POE reinsurer which maintains, on a stand-alone basis, a financial strength rating from at least two of the rating agencies listed below:
(a) Standard & Poor’s;

(b) Moody’s Investors Service;

(c) Fitch Ratings;

(d) A.M. Best Company; or

(e) any other rating agency recognized by the NAIC SecuritiesValuation Office (SVO).  

18. The initial collateral calculation would be as follows:

	Ratings
	Collateral Required
	Best
	S&P 
	Moody’s
	Fitch

	

	Secure – 1
	0%
	A++
	AAA
	Aaa
	AAA

	Secure – 2
	10%
	A+
	AA+, AA, AA-
	Aa1, Aa2, Aa3
	AA+, AA, AA-

	Secure – 3
	20%
	A, A-
	A+, A, A-
	A1, A2, A3
	A+, A, A-

	Secure – 4
	 75%
	B++, B+
	BBB+, BBB, BBB-
	Baa1, Baa2, Baa3
	BBB+, BBB, BBB-

	

	Vulnerable - 5
	100%
	B, B-C++, C+
	BB+, BB, BB-
	Ba1, Ba2, Ba3
	BB+, BB, BB-

	 
	 
	C, C-, D, E, F
	B+, B, B-, CCC, CC, C, D, R
	B1, B2, B3, Caa, Ca, C
	B+, B, B-, CCC+, CC, CCC-, DD


Comments:
AIA:
The Current Collateral System Works Effectively With No Known Problems:  The draft framework proposes changes to the current regulatory and collateral system that are grand in scale.  The proposal significantly modifies a collateral system that has worked with no known problems for decades.  Under the current collateral system, reinsurance capacity has not been a problem, payment of recoverables from unlicensed reinsurers has not been too problematic, and reinsurance premium amounts have not been a pressing issue.  It is difficult to see the need for any change, let alone a change as significant as that contemplated by the draft framework.  

Collateral Protects U.S. Ceding Insurers:  Collateral plays a significant role in protecting U.S. insurer solvency and ensuring payment of reinsurance recoverables when a U.S. cedent purchases reinsurance from an unlicensed foreign reinsurer who outside of the collateral may maintain no assets in the U.S.  If collateral is no longer available, it will likely be extremely difficult, time-consuming, and expensive for a U.S. insurer to successfully collect reinsurance recoverables that are due under a reinsurance contract from an alien reinsurer.

Collateral, in the absence of any other assets of the reinsurer in the U.S., is often needed when a ceding insurer seeks to execute on a final U.S. judgment.  However, even apart from the issue of seeking to enforce and execute on final U.S. judgments, the fact that collateral exists under the reinsurance agreement is often a vital and necessary component in having the unlicensed foreign reinsurer pay recoverables due in a timely and appropriate manner without resort to either arbitration or court proceedings. 

A.M. Best, in a recent analysis of the NAIC’s collateral discussions, noted that “Without collateral, cedants often settle for considerably less than 100% of their outstanding balances through commutations.  This happened after the ratings downgrades of reinsurers such as PXRE, Converium and Gerling.”  A.M. Best Research 2007 Special Report, August 13, 2007, p.17. 

As stated in the reinsurance task force’s own white paper, “Reinsurance collections have become a more difficult and contentious process where the willingness to pay seems to be as big an issue as the ability to pay…  Receivers have reported that having access to collateral makes a tremendous difference in the collection process, both in getting timely responses to billings and other correspondence as well as tempering the extreme positions taken by some reinsurers.  In some cases, collections from unauthorized reinsurers have been easier due to the existence of the collateral than collections from authorized U.S.-based ‘professional’ reinsurers.”  U.S. Collateral White Paper, prepared by the NAIC Reinsurance Task Force of the Financial Condition (E) Committee, p.11.
If collateral is significantly reduced, it can be expected that it will be much more problematic and uncertain for U.S. ceding insurers to be paid recoverables from foreign unlicensed reinsurers in a full, timely, inexpensive and dispute-free manner. 

Reducing Collateral May Lessen Capacity in the U.S. Primary Market: An argument offered in support of eliminating/sharply reducing collateral requirements is that it may increase capacity in the reinsurance market.  There is little or no evidence that overturning collateral requirements will increase reinsurance capacity in any sizable manner.  

Moreover, and much more importantly, eliminating or significantly reducing collateral may have an adverse impact on capacity in the U.S. primary insurance market.  If eliminating or reducing collateral makes it more uncertain, time-consuming, expensive and problematic to receive reinsurance payments from foreign reinsurers, a likely result would be lowered capacity in the U.S. primary market.  An insurer will be more hesitant to write direct coverages if it does not feel confident that it will receive its reinsurance payments in a prompt and appropriate manner.  This is particularly true in the writing of certain large risks, such as natural catastrophes.  

Similarly, if U.S. insurers lose credits on their financial statements either because reinsurance recoverables are no longer being paid within 90 days or alien reinsurers fail to post additional collateral after tier level downgrades, the primary insurers’ capacity to underwrite U.S. risks will be adversely impacted.

Security Deposits Are Required for Licensed U.S. Insurers: A majority of states require U.S. primary insurers to post collateral in the form of state deposits. It is difficult to understand why it is good public policy to eliminate or substantially reduce collateral requirements for unlicensed alien reinsurers who maintain no assets in the U.S, while at the same time requiring U.S. insurers to post security deposits in states in which the U.S. insurer is licensed and/or domiciled.  If it is unfair or unnecessary for an alien reinsurer, who refuses to obtain a license in any state or to maintain assets in the U.S., to post collateral, certainly an insurer licensed in the U.S., who maintains ample assets in the U.S. and who is subject to the supervisory and regulatory oversight of multiple state insurance departments, should not need to post security deposits in any licensed state.  However, in many states, including Florida, New York, New Jersey, and California, security deposits are required for U.S. insurers regardless of whether the U.S. licensed insurer is AAA-rated, AA-rated, A-rated or BBB-rated. In fact, California requires all primary insurers (not just domestic insurers) to fully collateralize their workers’ compensation liabilities in the state; indeed, California currently is holding billions of dollars of collateral from U.S. primary workers’ compensation insurers that hold high ratings from the national rating agencies.  It is difficult to justify a proposal that will release alien unlicensed reinsurers with no assets in the U.S. of the prudent requirement to post collateral, yet at the same time retain security deposit requirements for U.S. state-licensed insurers.     

Severe Lowering of Collateral: AIA supports retention of the current 100% collateral requirement.  However, even if one were to support lowering collateral requirements for certain alien reinsurers based on financial strength and timely claim payment history, the draft framework’s proposed reductions in collateral levels are shockingly high.  In prior proposals, the task force had recommended lowering collateral requirements for AAA- and above rated reinsurers to 60%, those with an AA- to AA+ rating to 70%, and those with A- to A+ to 80%.  Under prior proposals, reinsurers rated BBB+ or lower would need to post 100% collateral.  While the prior proposed collateral reductions were significant, they still required the reinsurer to post some critical level of collateral.  It is essential that the required collateral level remain significantly high because other than collateral, the unlicensed alien reinsurer may maintain no other assets in the U.S.

The draft framework would reduce collateral requirements to dangerously low amounts.  AAA-rated reinsurers would not need to post any collateral. AA- to AA+ reinsurers could reduce collateral to 10% and A- to A+ reinsurers could reduce collateral to 20%.  Even BBB- to BBB+ reinsurers could reduce collateral to 75%.  Such low levels of collateral would not adequately safeguard the solvency of U.S. insurers and will make timely payment of reinsurance recoverables and enforcement of judgments and awards more problematic and uncertain.  AIA recommends that if the task force does support eliminating/reducing collateral, that it reinsert the collateral levels set forth in the task force’s prior proposals. 

Tier Levels need Revision:  The tier levels in the draft framework should be revised and made more precise.  As currently drafted, A+, A, and A- reinsurers are all rated the same and placed in Secure Level 3.  There is a huge difference between an A+ reinsurer and an A- reinsurer and the companies should be placed in different tier levels.  It is extremely dangerous to lower the collateral requirement for an A- reinsurer to only 20% and to pretend that an A- rating is the financial equivalent to an A+ or A rating.  An A- rated reinsurer should be placed in Secure Level 4 and be required to post 75% collateral.

Any reinsurer rated below A- should be placed in Vulnerable Level 5 and be required to post 100% collateral.  As a practical matter, many U.S. ceding insurers, even under current regulatory requirements, will on solvency grounds refrain from purchasing reinsurance from reinsurers rated below A-.  It is shocking that the task force would even consider reducing collateral requirements for BBB+ through BBB- alien reinsurers by 25%.  A BBB- reinsurer is dangerously close to junk status and certainly should not be rewarded with a 25% cut in collateral. 

Moreover, all alien reinsurers should need to post at least some collateral since otherwise a reinsurer may maintain no assets in the U.S.  Reinsurers in Secure Level 1 should need to post some level of collateral, with increasing amounts required for all lower levels.

Reinsurer Ceases Writing in U.S. Market:  Experience indicates that collateral is particularly helpful when a reinsurer ceases all writing in the U.S. market.  Once a reinsurer stops issuing policies, it has little or no motivation to pay existing claims in an appropriate or timely manner.  In the case of an unlicensed reinsurer with 100% collateral, the current collateral rules offer the U.S. cedent (and the receiver) some level of protection if its reinsurer leaves the market.  AIA recommends that if indeed the task force decides to reduce the collateral requirements for unlicensed foreign reinsurers, that the proposal at least provide that if a reinsurer ceases writing in the U.S. market, the reinsurer would need to post 100% collateral for all existing contracts.  AIA recommends that this 100% collateral requirement also apply to U.S. licensed reinsurers who cease writing.   

A Security Fund Must Be Created to Secure Risks: The draft framework contains no mention of the establishment of a security fund.  The task force’s December 2, 2007 Framework Memorandum states that establishment of a security fund would be considered.

A security fund should be established.  One of the major flaws of the current draft framework is that all risks flow to U.S. ceding insurers and all benefits flow to the unlicensed foreign reinsurers.  Proponents of the need to overhaul current collateral requirements argue that U.S. ceding insurer’s fears of uncollectible reinsurance recoveries from alien reinsurers with no assets in the U.S. are exaggerated.  Throughout the years of debate on collateralization, certain U.S. ceding insurers have requested that the advocates of change endorse a security fund whereby the alien reinsurers would be liable for payment of recoverables when a U.S. ceding insurer is not paid on an appropriate claim where collateral is no longer available.  The advocates of change have repeatedly rejected this suggestion, perhaps suggesting that in actual practice loss of recoverables due to the absence of collateral may become a common practice.

Statistical Rating Organizations Are Often Too Late in Rating Downgrades:  The reinsurer tier level depends in the first instance on the financial rating given to the unlicensed reinsurer by nationally recognized statistical rating organizations (NRSRO’s).  Reliance on NRSRO ratings is not unreasonable and AIA does not specifically object to the use of NRSRO’s if indeed the collateral structure is going to be changed.  However, a potential problem with reliance on statistical rating organizations is that they too often are too late with their rating downgrades.  The ratings are downgraded only after the fact and after the financial problems of the company being downgraded already have been made public.  These after-the-fact downgrades have been seen previously with certain foreign reinsurers and more recently with companies associated with the sub-prime home mortgage fallout.

European regulators in France and Germany have called for investigations of the rating organizations for their underestimating of the subprime risk until the problems were already known to the general public.  A similar failure to timely recognize financial stress in the reinsurance market could prove fatal to the solvency of the U.S. insurance market if collateral requirements had been significantly reduced.

Collateral Requirements for Unlicensed Reinsurers is not an Unfair Trade Issue: Despite arguments to the contrary by supporters of eliminating the current collateral rules, requiring collateral from an alien reinsurer who refuses to obtain a license in any U.S. state or maintain assets in the U.S. is not an unfair trade issue or an artificial or discriminatory barrier.  The U.S. reinsurance market is actually pro-competitive and offers foreign reinsurers a choice between being licensed and submitting to financial supervision in the U.S. or remaining unlicensed, foregoing regulatory supervision and the need to maintain assets in the U.S., but posting collateral to cover expected losses.  

It should be noted that other countries, including members of the European Union, impose barriers against U.S. insurers who do not obtain licenses or maintain assets in their countries.  In addition to the remarks of LeBoeuf, Lamb quoted at the beginning section of this letter, other commentators have noted that U.S. reinsurers are not permitted to compete on an equal footing with EU-based reinsurers when competing for business in the EU.  (“A non-EU reinsurer with a branch in a member state has no-EU right to provide cross-border business in another member state either in its own right or via a branch; it does not have a passport”). Article by Guy Soussan and Philip Woolfson, “Implications of Directive” printed in Insurance Day January 19, 2007 http://www.steptoe.com/assets/attachments/2869.pdf . See also Lloyd’s article by James Walmsley, The EU Reinsurance Directive, May 3, 2007 https://www.lloyds.com/Lloyds_Worldwide/International_compliance_news/The_EU_Reinsurance_Directive.htm (“The Directive requires non-EU reinsurers to obtain authorization separately in every member State in which they propose to do business: one authorization does not cover them for the whole EU, unless they establish a subsidiary company in an EU Member State.”); AON “Alternative Views p.2 April 2006 http://www.aon.com/risk_management/pdf/captives/newsletters/av_april2006.pdf (“Any reinsurer based outside the EU (i.e. a non-admitted reinsurer) will be required to complete a full authorization procedure prior to providing any reinsurance in any member state” and EU “member states are allowed to introduce indirect supervisory rules” for non-EU reinsurers).

CEA:
Collateral Requirements - We, and indeed the European Commission, have consistently argued that the US system should remove statutorily required collateral obligations and not discriminate between reinsurers on the basis of the country in which the undertaking is domiciled. To our regret, the NAIC's proposal continues to give preferential treatment to US reinsurers over non-US reinsurers in terms of collateral obligations, even in circumstances where the non-US reinsurers are regulated by an equivalent regime and have the same rating as US reinsurers.

Such preferential treatment is particularly inacceptable in a framework that is only accessible for those non-US reinsurers that are domiciled in a jurisdiction that has been recognised as “equivalent” by the NAIC Reinsurance Supervision Review Department (RSRD), and thereby making them subject to – in our opinion unjustified – additional oversight by a US Port of Entry State (see also points 1 and 4).

We therefore strongly urge the removal of the unjustified discriminatory treatment of non-US reinsurers.
GIAJ:
In paragraph 18, we can not find any reasonable necessity to have the class "Vulnerable-5" so the sliding scale should be reviewed and revised accordingly. In other words, as long as reinsurers categorized as this class are required to post 100% collateral (which they already do under the existing regime without the various compliance requirements of the POE scheme), they should be automatically placed out of this POE framework.
Lloyd’s:
  We certainly recognize the strength of the U.S. insurance regulatory system but we believe that regulatory systems in certain other jurisdictions are equally as strong. As a result, we do not feel that different collateral requirements to those required of U.S. reinsurers are justified for strong, well-regulated non-U.S. reinsurers from a jurisdiction that the RSRD has found to impose a regulatory regime that is equivalent in its effectiveness to that in the U.S. We continue to believe that the framework should treat a strong well-regulated non-U.S. reinsurer the same as its equivalent in the U.S.

PCI:
Item 18.  Reinsurers with an S&P or A.M. Best rating below A- have an extremely difficult time securing future reinsurance business. U.S. cedents are substantially penalized where there reinsurers are in the B range. The S&P capital model penalty for uncollateralized cessions to all BBB rated companies is twice that of A-rated companies. Best’s Impairment Rate and Rating Transition Study of U.S. P&C companies indicates reinsurers rated B++/B+ are more than twice as likely to become impaired after a 5 year period than companies rated A/A-. 

A-rated reinsurers tend to be perched on a cliff and/or in the early years of rating analysis. PCI recommends requiring 100% for A- rated. It would not be unreasonable to consider reducing the requirement for Class 1 companies (Best A++) and perhaps Class 2 companies (Best A+ rated).
19. Because of the prudential U.S. reinsurance regulatory requirements designed to protect policyholders and to ensure the integrity and stability of the U.S. financial system, national reinsurers would not have to post any collateral for those rated by their home state supervisors in the Secure - 3 tier or above.  For those national reinsurers rated in the Secure - 4 tier, 75% collateral would be required and for those in the Vulnerable – 5 tier, 100% collateral would be required. The basis for this determination is that U.S. domiciled reinsurers have been subject for many years to a broad array of regulatory rules developed by the states through the NAIC’s Model Law process.  
Comments:

IUA:
U.S. v. non-U.S. funding requirements - Paragraph 18 of the Memorandum provides the requisite collateral requirements for rated reinsurers. Paragraph 19 provides that U.S. licensed reinsurers rated Secure-3 or above will be exempt from any collateral requirements.

The disparity in treatment between U.S. and non-U.S. reinsurers is hard to understand. Only non-U.S. reinsurers who are subject to a level of regulation that is recognized by the RSRD will be able to apply to be rated. These reinsurers will then also have to apply to be listed and approved by a POE regulator. We do not believe it is justified to then provide more onerous collateral requirements on these reinsurers. Under the proposed system, a non-U.S. reinsurer that is, by definition, well regulated by its domestic regulator, reviewed and approved by a POE regulator in the U.S. and rated AA+ (S&P) must post 10% collateral. At the same time, a U.S. reinsurer, licensed in one State (let’s assume it is the same which is used as the POE state by the AA+ non-U.S. reinsurance) and rated A- posts 0% collateral. This discriminatory treatment strikes at the heart of what the Reinsurance Task Force has said it wants to do. – treat all well regarded reinsurers the same, regardless of its state or country of domicile. We believe strongly, that you should delete paragraph 19.

Even with equivalent collateral requirements, it is important to note that there will still be significant value in having a U.S. license, as opposed to reinsurance on a cross-border basis. U.S. licenses reinsurers will be able to operate from offices in the United States. This proximity to cedents is big commercial advantage.

PCI:
Item 19.  For a long time, the proposals for collateral reduction have spoken of “geographically agnostic.”  This item and the table show that it is not the case with the proposal at hand.  With claims of discrimination against alien insurers as the basis for having a proposal, this is confusing.  The current system at least treats the aliens as any other insurer as evidenced by the divisions within item #8, see above.  

We must mention that U.S. reinsurers’ level of regulatory oversight is well known. In addition, the timeliness and level of disclosure of financial results is very good in comparison to many non-U.S. companies. Accordingly, there should be some level of benefit accorded to U.S. reinsurers.

RAA:
Paragraph 19: The RAA very much appreciates the NAIC’s acknowledgment of the value of a U.S. license and believes that National Reinsurers should not have to post collateral (U.S. domiciled reinsurers have been subject for many years to a broad array of regulatory rules developed by the States through the NAIC Model Law process). However, the more appropriate way to address the regulatory concern regarding potential inability to pay claims may be through licensing/certification. If a regulatory authority believes that a reinsurer may have difficulty in the future paying claim, the appropriate course may be to restrict its ability to write new business rather than impose additional collateral requirements.
20. As part of the evaluation process, factors to be considered by the home state or POE supervisor in determining the appropriate rating of the reinsurer shall include the above chart and the following:
Comments:

PCI:
Item 20.  There is no specificity, hence no uniformity, as to the amount of “downgrade” that could occur in the event that a reinsurer fails any one or more of these criteria and to differing extents.  A prudent ceding company will have to look at its potential reinsurer in light of each of these factors, "guesstimate" how the home or POE state might or might not consider these relevant and if so how relevant, and then determine if it should run the risk of losing credit for reinsurance to one degree or another.  This is another problem with the proposal: It does not give business level certainty to the ceding insurers, yet the ceding insurer must anticipate how a home or POE state will treat the reinsurer.

These items will do the opposite of creating uniformity as states apply some or all of the criteria to one degree or another.  

In order for the criteria in #20 to be truly useful, it seems the criteria should be at least the same as if the reinsurer became licensed.  
RAA:
Paragraph 20: is unnecessary for the same reasons the collateral system should be unnecessary in a truly modernized regulatory regime based upon meaningful, enforceable supervisory recognition with reciprocal obligations. A better alternative would be to consider some of these factors during the evaluation process of the non-U.S. jurisdiction. Moreover, consideration of these factors in determining the appropriate rating appears to be very vague and subjective. It is also unclear what weight will be given to each of these factors – i.e., can these factors positively influence a rating or only negatively influence a rating? Is there an appeal process if a reinsurer believes that its assigned rating is not justified?

This Paragraph, along with Paragraph 25, gives unfettered discretion to regulators to assign reinsurer ratings and thereby trigger collateral requirements regardless of financial security. Regulators have other tools available to address concerns over claims paying or market practices without the threat of an arbitrary collateral requirement.
a. a list of all disputed or overdue recoverables;   
Comments:

ABIR:
A list of amounts overdue and in dispute (Section 20, paragraph a); this information is already available from the ceding insurer in Schedule F filings. For the reinsurer, the NAIC interest would be in material amounts of retrocessional coverage that may be due or disputed -- and that may affect the financial standing of the reinsurer.  Therefore a materiality threshold should be created to govern this additional reinsurer financial report.  
IUA:
Lists of disputed and overdue claims - Paragraph 14 (c) and 20(a) require the filing of a list of all disputed and overdue reinsurance claim on a quarterly basis (14(c)) and as part of the initial POE review (20(a)).

We agree that some information regarding disputes and overdue claims can be relevant to the review of the financial integrity or a reinsurer. We would recommend that the instead only disputes in excess of a certain amount be reported. Finally, we would not that there should be some definition of what is a disputed claim. Presumably claims would be in dispute where a notice of intent to commence arbitration has been served or complaint has been filed in a court of competent jurisdiction.

With regard to overdue claims this is another area where the data is readily accessible from the financial statements filed by ceding insurers. We recommend that the POE regulator obtain this information form the NAIC database. If this information raises questions the POE regulator should be free to request additional information from the insurer.
PCI:
Item 20(a).  Under this item “all” disputed or overdue recoverables are to be considered, yet under the reporting section, only those related to U.S. ceding companies are to be considered.  “All” is the preferable choice as any disputed or overdue recoverable is relevant to a ceding company.

RAA:
Requiring a list of all disputed and overdue recoverables to be updated on a quarterly basis is overly burdensome.
b. The reinsurer's reputation for prompt payment of valid claims under reinsurance agreements, including the proportion of the reinsurer’s obligations that are more than 90 days past due or are in dispute, including receivables payable to companies that are in administrative supervision or receivership;
Comments:

ABIR:
For paragraph b the word “reputation” should be replaced with the word “record”.  This provision, we believe, is an evaluation of the ceding insurer reports that establish the reinsurer’s record in the US with regard to amounts overdue to US cedents or in dispute with US cedents.  

RAA:
How will a regulator evaluate a reinsurer’s reputation for prompt payment of valid claims under Paragraph 20(b) or compliance with reinsurance contractual terms under 20(c)? What information will be utilized and who will provide this information?
c. Compliance with reinsurance contractual terms and obligations (including mandatory contractual clauses);
d. The business practices of the reinsurer in dealing with their ceding insurers;
Comments:

ABIR:
For paragraph d, we recommend deletion.  We think paragraph b establishes the reinsurer’s market record with US clients.  

RAA:
It is unclear what is meant by “business practices” in Paragraph 20(d). This term is nebulous and should be defined.
e. For national reinsurers, a review of the most recent NAIC Property and Casualty Annual Filing Blank Schedule F, or for life companies the NAIC Life, Accident & Health Filing Blank Schedule S;
f. For POE reinsurers, a review of a report filed annually in the form of the NAIC Property and Casualty Annual Filing Blank Schedule F, or for life companies the NAIC Life, Accident & Health Filing Blank Schedule S as prescribed by the POE supervisor. For those parts of Schedule F where data is reported by a counterparty whose net reinsurance recoverable or payable in total is less than 5% of statutory surplus, that counterparty may be reported as an aggregated amount.  All contracts on Schedule S, regardless of the amount, must be reported individually;
Comments;

ABIR:
For paragraph f, we recommend replacement of this section with information required as noted in paragraph ii of our comments above.  Non US reinsurers do not report to their domestic regulators information consistent with the seven sections of the NAIC Schedule F.  Regulators should fully utilize the voluminous ceding insurer reports available to them, but should not be compelling non-US reinsurers to file a report that is entirely new to them and only created for the purposes of complying with this filing requirement.  As noted above, the port of entry regulator is legitimately interested in retrocessional information that may affect the financial standing of the reinsurer.  Information on its own retrocessional arrangements and amounts that may not be recoverable are legitimate points of inquiry in the evaluation of the financial standing of the port of entry reinsurer.

GIAJ:
It is also quite burdensome for POE reinsurers to file a report in the form of Schedule F. annually (paragraph 20.f).
IUA:
Filing of Schedule F data - Paragraph 20 (f) of the Memorandum requires a POE reinsurer to file annually a report in the form of Schedule E (or S) of the NAIC annual statement blank. The filing of complete Schedule F’s will be substantial administrative burden and cost for non-U.S. reinsurers. Non-U.S. reinsurers do not capture the same data in the same form. We also believe that U.S. regulators can obtain much of the information they require from other sources. In particular, information concerning U.S. business assumed by non-U.S. reinsureres can be obtained by the Schedule Fs file by U.S. ceding companies. Accordingly, we would urge you not to require the assumed reinsurance portion of Schedule F.

We would recommend that the POE regulator should only require non-U.S. reinsurer to file material information, for example the aggregate amount of retrocession protection they have, and the identity of the material reinsurers, perhaps the identity of their top five reinsurers.

g. Regulatory actions against the reinsurer;
h. A clean independent audit opinion of the reinsurer; and
i. For POE reinsurers, audited financial statements reconciled to U.S. GAAP or Statutory Accounting Principles, regulatory filings, actuarial opinion (as filed with the Non-U.S. Jurisdiction supervisor). Upon the initial certification, audited financial statements for the last 3 years filed with its non-U.S. Jurisdiction supervisor. 
Comments:

ABIR:
For paragraph I, the requirement is to file three years of audited domiciliary financial statements, other “regulatory filings” and actuarial opinions as required by the non-US supervisor. This provision should require filing of the financial statements filed with the non-US regulator. Under the Bermuda law, these financial statements can be made under US GAAP and under IFRS.  IFRS filings should be allowed under this provision.  Non-US reinsurers should not be compelled to file financial statements which they don’t produce for their domestic regulator.  The reference to “other” regulatory filings is open ended and should be clarified before this provision is finalized. 

GIAJ:
Requirement of financial statements - POE reinsurers are required to file their financial statements reconciled to U.S. GAAP or Statutory Accounting Principles (paragraph 20-i). It is virtually impossible for POE reinsurers to meet these requirements when they do not prepare U.S. GAAP based financial statements locally. 
IUA:
Filing of U.S. GAAP or SAP statements - Paragraph 20(i) of the Memorandum provides that non-U.S. reinsurers must file with their port of entry (“POE”) state audited financial statements reconciled to U.S. GAAP or Statutory Accounting Principles. We urge you to amend this provision to accept IFRS accounting statements as well, in light of a clear movement towards such a format.

Reconciling foreign financial statement to U.S. GAAP or SAP involves a considerable expense. We have been advised that for reinsurers of any significant size the accounting and auditing fees alone could be around $1 million. In addition, GAAP or SAP reconciliation requires substantial IT and administrative burdens for the reinsurer. We do not believe that the benefits of this reconciliation will outweigh the substantial costs. Moreover, many regulators worldwide are moving to require or accept IFRS statements, including EU Member States. As you know the U.S. Securities Exchange Commission, earlier this year, agreed to accept IFRS statements from foreign issuers. They are currently considering accepting them form U.S. issuers. This accommodation is being done in the context of promoting retail sales of securities to U.S. consumers. In the context of the reinsurance regulatory framework, IFRS will only be used in a business to business transaction. In light of clear movement toward the acceptance of IFSR, we would urge you to accept such statements from non-U.S. reinsurers.
21. National reinsurers and port of entry reinsurers would not have to post collateral for catastrophe recoverables for a period of one year from the date of a defined catastrophic occurrence. Reinsurance recoverables for the following lines of business as reported on the NAIC annual financial statement related specifically to the catastrophic occurrence will be included in the deferral:
Comments: 

AIA:
Postponement of Posting Collateral for Catastrophe Recoverables:  The draft framework would allow alien reinsurers to postpone the posting of collateral for catastrophe recoverables for a period of one year.  This is a dangerous provision for the U.S. primary industry. Securing reinsurance recoverables at times of catastrophes is one of the critical roles collateral plays in the current system.  Collateral exists to help ensure U.S. insurer solvency and prompt payment of reinsurance recoverables.  Reliance and Legion went into liquidation shortly after the World Trade Center incident when there was a significant delay in receiving payments from their reinsurers.  The security created by collateral is needed more, not less, after a catastrophe. It is dangerous enough to propose eliminating or severely reducing collateral for alien reinsurers, but it is even more imprudent to compound that danger by delaying the posting of collateral at the times where collateral is needed the most.  
NAMIC:  Are conventions of the reinsurance business business so strongly embedded that one year must be specified for posting collateral for post-catastrophe recoverables, as is done in paragraph 21. for a number of lines?  

PCI:
Item 21.  The presumption that short tail business can have collateral deferred is appropriate only if such reinsurers never become troubled within a year after a catastrophe.  PCI believes that there may be reinsurers with heavily weighted catastrophe books of business that are in reality more likely to be troubled immediately after a catastrophe.  Additionally, there is no provision in this item for a circumstance where there is short tail business and the reinsurer is downgraded within that year.  This is but another instance where the ceding company will have to wait for the collateral.  Meanwhile, as with other instances where the ceding company has a downgraded reinsurer, the ceding company itself may be downgraded while waiting for collateral that would, had it existed, prevented a downgrade to the ceding company in the first place. 

This concept, if in the proposal at all, should require a showing by the reinsurer why it should be exempt from collateral requirements.  The current proposal simply grants the exemption.  

a. Line 1: Fire

b. Line 2: Allied Lines

c. Line 3: Farmowners multiple peril

d. Line 4: Homeowners multiple peril

e. Line 5: Commercial multiple peril

f. Line 9: Inland Marine

g. Line 12: Earthquake

h. Line 21: Auto physical damage
[Drafting Note: The NAIC Statutory Accounting Principles Working Group shall establish an audited footnote for the respective NAIC annual filing blank.]  

22. The home state or POE supervisor will require all reinsurers to post 100% collateral upon the entry of an order of rehabilitation, liquidation or conservation against the ceding insurer.  
Comments:

RAA:
The RAA strongly objects to Paragraph 22 which requires all reinsurers to post 100% collateral upon the entry of an order of rehabilitation, liquidation or conservation against the cedent. To the extent that this requires a reinsurer to post collateral for IBNR, the RAA strongly opposes this provision based upon valuation and claims acceleration concerns. These unknown liabilities (IBNR) are actuarial estimates that insurers and reinsurers use for accounting purposes in order to ensure that sufficient funds will be available to pay for any claims which, in the future, may be reported, adjudicated and paid. Reinsurers are not required to pay, under their reinsurance contracts, on the basis of unknown potential losses in the form of IBNR. They are obligated to pay only known claims that have been fully identified, for which liability has been established and value has been determined. IBNR does not meet any of these requirements. Because reinsurance if often the largest asset of an insolvent estate, placing collateralized funds within reach of a receiver presents opportunities for mischief in the face of pressure to maximize estate values.

In addition, the provision unfairly penalizes a reinsurer for the insolvency of its cedent by forcing the posting of 100% collateral when such posting may not be contractually mandated. A.M. Best’s special report on insolvency (Best's Insolvency Study, Property/Casualty U.S. Insurers, 1969-2002) indicates that reinsurance failures are rarely the cause of ceding company insolvencies. Thus, there is no justification, from a solvency perspective, to require a reinsurer to post collateral when a cedent is in financial difficulty. Cedent insolvencies usually arise from poor management of risk or poor underwriting results, and lead to significant claims which are ceded to reinsurers. To require collateral is to compound the problem for reinsurers.

Additionally, the reinsurers in this situation would be subject to either Home or POE state regulation either directly or through recognition arrangements. Where these reinsurers are timely meeting payment obligations, they should not be required to bear the additional costs of collateral and other associated risks. Where they are not, the Home or POE regulator has regulatory options to deal with the situation.
23. Affiliated reinsurance transactions will receive the same opportunity for reduced collateral requirements as all other reinsurance transactions.
Comments:

ABIR:
Paragraph 23, Affiliated Reinsurance.  The proposal affords affiliated reinsurance the same collateral reduction as allowed unrelated reinsurance.   Since affiliated reinsurance is already subject to additional regulation by the US subsidiary company regulator, affiliated reinsurance should be subject to an additional collateral reduction. Under NAIC holding company law, such transactions are subject to regulatory review and can be rejected. In some states actual approval is required.  In August 2007, Zurich, Swiss Re and ABIR supplied this exemption language to the Task Force.  Credit for reinsurance shall be allowed:

a. “Where the reinsurance has been ceded by a domestic insurer to any person in its holding company system and, pursuant to (insert citation to state's statutory equivalent to Section 5(A)(2) of the NAIC Model Insurance Holding Company System Regulatory Act), the domestic insurer has notified the commissioner of its intent to enter into such transaction, and the commissioner has not disapproved the transaction within the time period set forth in (insert citation to state's statutory equivalent to Section 5(A)(2) of the NAIC Model Insurance Holding Company System Regulatory Act). The domestic insurer may voluntarily notify the commissioner of a transaction pursuant to (insert citation to state's statutory equivalent to Section 5(A)(2) of the NAIC Model Insurance Holding Company System Regulatory Act), even if notification would not be required under (insert citation to state's statutory equivalent to Section 5 (A)(2)(c) of the NAIC Model Insurance Holding Company System Regulatory Act).” 

b. An alternative to this approach would be to allow a “one notch” upgrade where less collateral would then be required for such affiliated transactions.  

PCI:
Item 23.  While the “no more than 5% of gross premium written on a primary basis” is used to define entities able to avail themselves of the proposal, PCI believes there should be clarity how the proposal applies or not to intercompany pooling arrangements or intercompany reinsurance agreements.  

RAA:
Paragraph 23: places affiliate transactions on the same footing as other reinsurance transactions. As we have stated before, affiliate transactions are subject to direct regulatory review under state holding company laws. This review subjects them not only to the typical risk transfer and other requirements imposed on unaffiliated reinsurance transactions but also provides a higher standard of regulatory scrutiny by requiring the transaction be fair and reasonable and to result in surplus that is reasonable to liabilities. The holding company laws also require submission of information about the entire holding company system and the controlling entity. Moreover, the non-U.S. affiliated entity has demonstrated a significant capital commitment to the U.S. Finally, all material affiliate reinsurance contracts must be submitted to the U.S. licensee’s domestic regulator for prior approval, which approval can be subject to regulatory conditions including the establishment of security sufficient to satisfy any regulatory concerns. Reduced collateral for these transactions is warranted. In the alternative, the Task Force should consider no collateral requirements where the subsidiary has been designated by the rating agencies as a core subsidiary.
Change in or Revocation of Rating 

24. The POE or home state supervisor will not have discretion to waive additional collateral required in the case of an NRSRO rating downgrade or other disqualifying circumstance. The POE or home state supervisor may suspend the certification of a reinsurer for collateral reduction purposes if it does not meet the collateral requirements and obligations contained in this proposal. 

Comments: 

PCI:
Item 24.  The suspension of a certification of a reinsurer, or worse, reinsurer(s) jurisdiction causes a number of concerns.  One is timing.  PCI believes there would be an administrative process to challenge the suspension and after that, judicial review.  This delay poses problems for ceding insurers.  Their own ratings may be downgraded because the collateral is not increased while this process goes on.  They may not receive any collateral until completion of an administrative hearing.  Or they may not receive any collateral until after judicial review of the administrative hearing.
25. The POE supervisor or home state supervisor will have the authority to amend or withdraw a reinsurer’s rating at any time if a reinsurer fails to meet its obligations under this proposal, or if other financial or operating results of the reinsurer lead the reinsurer’s supervisor to reconsider the reinsurer’s ability or willingness to meet its contractual obligations.

Comments:

PCI:
Item 25.  This item mentions that financial or operating results could be a cause for suspension.  Significant delay in payment should be another reason.

26. If the home state supervisor’s or port of entry supervisor’s rating of a reinsurer improves, it will be permitted to meet the collateral requirements applicable to its new rating on a prospective basis (i.e., for all reinsurance contracts incepting after confirmation of the improved rating). If the home state supervisor’s or port of entry supervisor’s rating of a reinsurer declines, it will be required to meet the collateral requirements applicable to its new rating for all business covered under this proposal.
Comments:

NAMIC:  Paragraph 26. treats what may be one of the most problematic scenarios possible under a new framework of calibrated collateral:  Additional collateral will be required in the case of a downgrade of financial strength ratings.  We read the requirement as prescribing this for all business, both old and new.  

PCI:
Item 26.  The proposal should be modified so that where the rating declines, the reinsurer must immediately meet collateral requirements applicable to its new rating.  Thus, for reinsurers posting collateral at any reduced rate, they must regularly monitor loss reserves of their ceding companies in order to immediately effectuate any collateral posting and indicate to the home or POE state the amount of collateral they would need to post to be fully collateralized for all their U.S. ceded business.  The time to inquire as to ceding insures’ loss reserves should not start when additional collateral is required.  The home or POE state should be required to analyze that amount to see if the reinsurer can in fact post such collateral and if not, the rating must be adjusted downward.
27. Notwithstanding the change or withdrawal of a reinsurer’s rating, U.S. ceding companies may continue to take financial statement credit for a period of three months for all reinsurance ceded to that reinsurer for which they were previously allowed credit, unless the reinsurance is deemed uncollectible.
Comments:

NAMIC:  We assume that the three months of paragraph 27. is the pratical time limit of such posting of additional collateral.

PCI:
Item 27.  There is nothing in this item as to what recourse the ceding company would have after the three months, or earlier, if the required collateral is not posted.  PCI believes that is not addressed as the answer is none.  The hit to surplus is a burden to be borne by the ceding companies.  
Additional Comments:

CEA:
Implementation Period - In order for the new framework to become operational, a substantial number of steps still need to be taken. We would therefore urge the NAIC to develop and commit to an appropriate implementation period. In spite of the progress made by the NAIC so far, the CEA is convinced that the framework can and should be further improved in line with the comments made above [inserted throughout document], to ensure a true level playing field for US and non-US insurance undertakings writing reinsurance in the US.
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