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July 17, 2008

RE: 
 PCI Comments to the NAIC Reinsurance Taskforce: 


July 3, 2008 Reinsurance Regulatory Modernization Proposal 

PCI appreciates the opportunity to comment to the July 3, 2008 proposal.  We are aware of the great deal of time and effort by members of the Reinsurance Task Force and others in developing this proposal.  

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.

Specific Comments: 

Purpose and Structure: 

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.  

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. 

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.

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.
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

Item 10:  While the goals of this item are laudatory, we do not believe the reality of the proposal would effectuate these goals.  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.  

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.  

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.

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. 

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.  

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.  

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. 

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. 

Role of Home State Supervisor

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. 

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.  

Role of the Port of Entry Supervisor

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

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.  

Item 13(c).  Same comment as with 12(c).

Item 14.  These quarterly reports are material to any ceding company within the U.S. and must be available to any potential ceding insurer.

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.  

Role of Host State Supervisors

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.  

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.”  

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).

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).


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.

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.  

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.

Item 20(e) and (f).  There will have to be major changes to the schedule F (and related document for alien reinsurers).  This is not just a change to the schedule F of national reinsurers or a schedule F-like document for the POE reinsurers.  Ceding companies would have to list reinsurers at varying collateral amounts.  Some reinsurers may be certified while some not.  Some reinsurers may have lowered or increased ratings.  Some reinsurers may have changed ratings would have to indicate for which periods and contracts.  Other information may be needed on the schedule F.  This is another burden the proposal places on ceding companies.  

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.  

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.  

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.  

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

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.

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.  

Summary

Regulators should consider the impact to U.S. cedents of process changes (e.g. possible penalties on a revised Schedule F, realistic view of whether or not additional collateral can be secured when a reinsurer’s rating changes). There are benefits to be gained if there are more timely payments of obligations from slow pay reinsurers, if foreign reinsurers are required to disclose financials on a more timely/transparent basis at the risk bearer level (versus group level), and if there is real consideration change made to tools such as schemes/transfers which often puts U.S. cedents at greater credit risk. For example, transfer of obligations to a small unrated company but with a general parental guarantee still disadvantages the cedent in the eyes of rating agencies and the cedent.

In conclusion, collateral requirements have been a proven benefit to U.S. cedents. We must realistically understand the impact change would have on the cedent and reinsurer.  Any burdens of any change must be placed upon the reinsurer, not the ceding company. 

Sincerely,
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Michael G. Koziol

Assistant Vice President and Counsel
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