U.S. RISK-BASED CAPITAL REQUIREMENTS AND THEIR CONTEXT

SLIDE NOTES

What is Risk-Based Capital? (Slides 2-3)

The NAIC Financial Analysis Handbook, Property/Casualty Edition, describes the general formula defining risk-based capital:

The basic formula compares reported capital to estimated risk-based capital, as determined by the formula.  An insurer’s risk-based capital requirement is calculated by applying factors to various asset, credit, premium, reserve and off-balance sheet items, where the factor is higher for those items with greater underlying risk and lower for those items with lower underlying risk.  The risk-based capital ratio defined as the ratio of total adjusted capital (i.e., actual capital) divided by its authorized control level risk-based capital (i.e., required capital).  States that enact the Risk-Based Capital for Insurers Model Act can take regulatory action based upon this ratio.

U.S. Financial Reporting to Regulators (Slide 4)

The Risk-Based Capital Report is one of several standard financial reports submitted to U.S. regulators.

State insurance departments have annual and quarterly financial reporting requirements for their domiciled companies and for the licensed companies within their state. The annual statement reporting requirements are very extensive and include balance sheet, income statement, statement of cash flows, notes to financial statements, premium and underwriting reporting, investment reporting, reinsurance reporting, loss reserve reporting and by-state reporting to list the primary areas of reporting. The annual statement is due 60 days after the fiscal year-end. The quarterly statement is due 45 days after each quarter end for the 1st, 2nd and 3rd quarters. The quarterly statement is not as extensive as the annual statement but does include information on the above listed items. The management discussion and analysis, actuarial opinion on loss reserves, annual audited financial statements and the risk-based capital reports are also due annually.

Reporting: Annual and Quarterly Statements (Slide 4)

The annual and quarterly statements are filed with the state of domicile and with the NAIC. The NAIC maintains a financial database that houses approximately 5,200 insurers financial statements. States can access these financial statements on-line by connecting to the NAIC’s database. Both a hardcopy statement and the electronic filing are filed with the states and the NAIC. The hardcopy filing filed with the state of domicile is considered the filing of record. The electronic filing filed with the NAIC is used to populate the NAIC financial database. Supplemental information is filed with the annual and quarterly statements on specialty lines of business. As stated on the previous slide, information in the annual and quarterly statements includes detailed information reported on the financial statements such as expenses, premiums, losses, investments, reinsurance, by-state reporting, etc…

Reporting: Management Discussion and Analysis and Actuarial Opinion (Slide 4)

These documents are both filed with the states and with the NAIC. These are filed only in hardcopy format and are therefore not maintained in an electronic database. The management discussion and analysis is primarily a narrative document setting forth information which enables regulators to enhance their understanding of the insurer’s financial position, results of operations, changes in capital and surplus accounts and cash flow. The actuarial opinion is an opinion on reserves and loss and loss adjustment expense reserve by a qualified actuary or specialist on an annual basis for all domestic insurance companies. The Board of Directors or its equivalent must appoint the qualified actuary or specialist.

Reporting: Annual Audited Financial Statements (Slide 4)

State insurance departments require annual audits of their domestic insurance companies. The annual audit is to be conducted by an independent certified public accountant. The purpose of the annual audit is to improve the surveillance of the financial condition of insurers by requiring an annual examination by independent certified public accountants of the financial statements reporting the financial position and the results of operations of insurers. The NAIC had adopted a model law requiring annual audited financial reports and that model law states the requirements of the annual audited financial report as well as the requirements of the independent certified public accountant. These requirements include designation and qualifications of the independent certified public accountant. The annual audited financial statements are filed with the state of domicile and with the NAIC. The Accountants Letter of Qualifications and the insurer's designation of an independent certified public accountant are filed with the state of domicile. The independent certified public accountant shall be required to report, in writing, within five business days to the board of directors or the audit committee any determination that the insurer has materially misstated its financial condition as reported to the commissioner as of the balance sheet date currently under examination or that the insurer does not meet the minimum capital and surplus requirement of the insurance statute as of that date. In addition to the annual audited financial statements, each insurer shall furnish to the commissioner with a written report prepared by the accountant describing significant deficiencies in the insurer’s internal control structure noted by the accountant during the audit. 

Background and Purpose of Risk-Based Capital (Slides 5-10)

Over the last ten years, a lot of energy, resources and effort have been expended in the financial services industry on the part of regulators and the entities they regulate, regarding the proper implementation of risk-based capital standards. In funding long-term operations and portfolio of assets, one of the decisions an entity must make is the choice of how to mix debt and equity. The judicious use of debt, costing less than the assets are expected to earn, provides an additional return to the entity’s capital (financial leverage). Insurer’s surplus provides, among other things, a cushion against which operational losses can be absorbed and still leave the entity intact. The level of equity or surplus also provides signals to the financial markets regarding the “financial strength” of the firm. For publicly traded companies, equity or surplus also provides a level of discipline for management. Positive actions are rewarded, negative action are penalized. Entities, then, have to find a proper balance between these funding sources. 

Capital regulation began with establishment of state capital requirements. These requirements represent minimum capital standards by states for companies licensed in their state. The NAIC began taking steps to establish risk-based capital standards for life and property/casualty insurers in 1990, with implementation beginning in 1993 for life companies and 1994 for property/casualty insurers. Risk-based capital standards for health insurers were implemented in the 1998. These RBC standards are designed to provide regulators with some degree of control in the monitoring of the risks companies take and to provide the companies with some level of a cost-benefit mindset in their asset allocation decisions. The RBC standard models developed by the NAIC reflect the unique risks inherent in operating an insurance company. Separate RBC models have been developed for life companies, property/casualty companies and health companies. This reflects the differences in the economic environments facing these different companies. The common risks identified in the NAIC models include Asset Risk, Credit Risk, Underwriting Risk, Business Risk, Off-balance sheet risk and Investments in Insurance Affiliates. The NAIC RBC results are not intended as an early warning device nor are they designed to prevent insolvencies. Mostly they are a signaling mechanism between regulators and insurance companies as to poorly capitalized companies. Individual company RBC results are filed with the NAIC in hardcopy and electronic form. RBC results of individual companies are confidential. The NAIC RBC Models are similar to the RBC standards in the U.S. banking system. RBC standards for banking include credit or default risk of the asset portfolio and market or investment risk. 

The NAIC RBC system operates in two basic fashions. First, it acts as a tripwire system that gives regulators clear legal authority to intervene in the business affairs of an insurer that triggers one of the action levels specified in the RBC law. As a tripwire system, RBC alerts regulators to undercapitalized companies while there is still time for the regulators to react quickly and effectively to minimize the overall costs associated with an insolvency. Secondly, the RBC results may be used to intervene when a company is found to be in hazardous condition in the course of an examination. 

Separate Risk-Based Capital Models (Slides 11-12)

Separate models exist for life companies, property/casualty companies and health insurers. 50 of the U.S. insurance jurisdictions have adopted laws, regulations or bulletins which are considered to be substantially similar to the NAIC’s RBC for Insurers Model Act.

Life Risk-Based Capital Components (Slides 11-12)

Asset Risk – Affiliates (C0) This is the risk of assets’ default for certain affiliated investments. This represents the risk-based capital requirement of the downstream insurance subsidiaries owned by the insurer. The parent is required to hold an equivalent amount of risk-based capital to protect against financial downturns of affiliates. There are several categories of subsidiary and affiliated investments that are subject to an RBC requirement for common and preferred stock. Off-balance sheet items are included in this risk component and include non-controlled assets, derivative instruments, guarantees for affiliates, contingent liabilities and long-term leases, etc. 
Asset Risk – Common Stock (C1cs) & Asset Risk – Other, Plus Reinsurance (C1o) This represents the risk of asset default for debt assets and loss in market value for equity assets. Life insurers hold several types of assets – major categories include bonds, stocks, mortgages and real estate. Each type and quality of asset has different risk-based capital factors. An asset concentration factor also exists – it is to reflect the additional risk of high concentrations in single exposures. Invested asset risk refers to the risk inherent in the asset portfolio held by the insurer, including default and market risk.

Insurance Risk (C2) Insurance risk is underwriting risk. Life insurers establish reserves to cover expected claim costs from their outstanding insurance in-force. The life insurance risk-based capital factors chosen represent the surplus needed to provide for excess claims, both from random fluctuations and from inaccurate pricing for future level of claims (experience fluctuation risk). The risk is that insurers are not charging an adequate price for the protections they are promising, or have underestimated the amount of reserve on past business. The risk for life insurance is based upon the net amount of risk while the risk for health insurance is based upon premiums and claims.

Interest Rate Risk (C3a) This is the risk of losses due to changes in interest rate levels. The factors chosen represent the surplus necessary to provide for a lack of synchronization of asset and liability cash flows. The impact of interest rate change is greatest on those products where the guarantees are most in favor of the policyholders and where the policyholder is most likely to respond to changes in interest rates by withdrawing funds from the insurer. Therefore, risk categories vary by the withdrawal provision (i.e. whether there is substantial penalty for withdrawal). The interest rate risk approach was revised for the 2000 filing. The revised approach, which is required for companies not passing a specified test, incorporates a cash-flow testing requirement for annuity and single premium life products. The new calculation projects the statutory surplus of interest sensitive fixed annuity and single premium life products along given scenarios, discounting each year-end deficit to the current time and picking out the worst discounted deficit for each scenario. The C-3a capital requirement is calculated as a prescribed weighting of the scenarios.

Health Care Provider Credit Risk (C3b)  Risk-based capital factors are applied to health insurance that is written by life insurers. The life insurer may be held liable for services when the intermediary cannot make payments to providers.

Business Risk Guaranty Fund Assessment Risk (C4a) & Business Risk Health Administration Expense Risk (C4b)  This represents the wide range of general business risks that life insurers face. The characteristics of these risks are difficult to quantify in a general way for all companies. One of the risks that is quantifiable is the question of whether the insurer would be charged a guaranty fund assessment. Under the current system of guaranty associations, a financial crisis in the industry would trigger payments to the guaranty funds by the surviving insurers. A company’s exposure to this risk is based upon the total premium volume of business written by the insurer in a given year. The risk also includes administrative expenses. 

Property Risk-Based Capital Components (Slides 11-12)

Asset Risk – Subsidiary Insurance Companies (R0)  This represents the property/casualty version of Asset Risk – Affiliates as included in the life RBC formula. There are several categories of subsidiary and affiliated investments that are subject to an RBC requirement for common and preferred stock. 
Asset Risk – Fixed Income (R1)  & Asset Risk – Equity (R2)  This represents the property/casualty version of Asset Risk – Other, Plus Reinsurance included in the life RBC formula. The exception is that for property/casualty companies the risk associated with fixed income assets and equity assets are considered not correlated. The risk associated with these assets in the life formula is considered correlated or that fluctuations in these types of assets will occur at the same time. Fixed income assets include bonds, mortgages, short-term investments, etc. Equity assets include common and preferred stock, real estate, long-term assets, etc. The fixed income asset risk includes the asset concentration charge noted in the life formula.

Asset Risk – Credit (R3)  This represents the risk of loss form unrecoverable reinsurance and other receivables such as due and accrued income from interest, dividends and recoverables from parents, subsidiaries and affiliates, among others. 

Underwriting Risk – Reserves (R4) & Underwriting Risk – Net Written Premiums (R5)  This is the property/casualty version of C2 Insurance Risk, as included in the life RBC formula. Insurance risk or underwriting risk for property/casualty companies is divided into two different components, R4 and R5. Underwriting risk is primarily the risk of pricing and reserving errors. Since reserves are difficult to estimate, there is a capital requirement to support unexpected changes in the reserve level. Because reserves for the various types of business possess different frequency and severity characteristics, there are separate factors for each major line of business. These factors are then adjusted for company experience and for investment potential. The first adjustment to the base factor considers each individual company’s reserving experience. Companies with reserve developments that are better than the industry average are given a credit in the formula while those exhibiting worse reserve developments are surcharged. The second adjustment is for the time value of money. The reserves and the capital requirement are discounted at 5% interest using payment patterns established at the Internal Reserve Service or by actuarial methods for each line of business. Additionally, since risk associated with reinsurance recoverables is assumed to highly correlated with the underwriting risk, part of the credit risk RBC is also included in the reserving risk RBC subcomponent.  

The capital to support the risk that current premiums charged are not sufficient to pay future losses is calculated in much the same manner, as is the reserve risk. By line factors are modified by the company’s own relative experience and underwriting expenses and is then discounted for the time value of money. The resultant factor is applied to the previous year’s written premium. Thus, the formula establishes a capital standard that requires for the industry as a whole to have sufficient capital to survive a repeat of historically poor underwriting experience. The factors for reserves and premiums are modified to increase the RBC required for lines with relatively favorable historical experience and to lower the RBC required for lines with relatively adverse historical experience. This recognizes that particularly favorable or unfavorable historical experience will not necessarily repeat itself in the future. 

Historically, rapidly growing companies have exhibited a greater propensity to encounter financial difficulty. To reflect that additional risk, insurers with an average growth exceeding 10% over the three previous years receive a charge based on written premiums and reserves. These charges are included in the underwriting risk category.

Health Risk-Based Capital Components (Slides 11-12)

Asset Risk – Affiliates (H0)  This component of risk is similar to the life and property/casualty RBC formula, C0 and R0. The RBC requirement for ownership of affiliates that are subject to RBC requires that the parent’s RBC include the subsidiary’s RBC. There are several categories of subsidiary and affiliated investments that are subject to an RBC requirement for common and preferred stock.

Asset Risk – Other (H1)  This component of risk is similar to the Asset Risk – Other component of the life RBC formula, C1, but the factors are more similar to the property/casualty RBC formula. It includes following types of assets: fixed income; equity; and property and equipment. It also includes asset concentration. Health organizations tend to hold very liquid, high quality investment assets to pay third party claims or land, building or equipment type of assets to actually administer health care themselves. Because of the relatively simple investment structure of the typical health organization, this portion of the formula is relatively simpler than its counterpart in the life formula.

Underwriting Risk (H2)  The predominant risk faced by health organizations is that medical expenses will cost more than the premiums collected to pay those claims. The health formula recognizes that larger blocks of business will have relatively less fluctuations, so tiered factors are used to recognize the increased stability that comes with higher volume. The health formula also includes an adjustment to recognize the beneficial effect of managed care arrangements in decreasing the fluctuations in medical expenses. A set of managed care credits is used to adjust the base underwriting risk RBC for each of the major lines of business.

Credit Risk (H3)  Reinsurance recoverables and capitations to providers and intermediaries are the major subcomponents of the credit risk section of the health formula. The risk charge for the reinsurance recoverables is comparable to those used in the life formula and reflects the short-term nature of the health insurance business.

Business Risk (H4) There are several subcomponents of the business risk section that deal with risks such as the variability of operating expenses, collectibility of payments for administering third party programs, and excessive growth. These subcomponents recognize that instability can result from poor controls on administrative expenses as well as from instability in medical expenses.

RBC Treatment of Risks in the Various Formulas (Slides 11-12)

The risk factors for the NAIC’s RBC formula focus on three major areas: 1) Asset Risk; 2) Underwriting Risk; and 3) Other Risk. The emphasis on these risks differs from one formula to the next. The life formula is primarily focused on asset risk; the property/casualty formula and the health formula are both more heavily focused on underwriting risk (reserve risk and net written premium risk). 

Balance Sheet variables are measured at a point in time (assets and liabilities as of 12/31). The risk in those variables is that the value is misstated. Income Statement variables are measured over a specific period of time. The risk of those variables is that they have introduced some risk that is not accounted for in the balance sheet variables. These are “ongoing business risk” variables. 

Variability is the key risk modeled in RBC. The major categories of risk for each formula were discussed earlier. The RBC developed under the formula is compared to Total Adjusted Capital to determine capital adequacy. Total Adjusted Capital is basically capital and surplus plus certain adjustments.

Covariance Adjustment - All the formulas contain a covariance adjustment. This adjustment reflects the fact that the cumulative risk of several independent, not correlated, items is less than the sum of the individual risks. All the formulas keep insurance affiliate equity investment risk and off-balance sheet risk out of the covariance adjustment. The formulas vary in which items within the covariance adjustment are assumed to be not correlated to each other. The covariance adjustment follows the steps of adding together items that are believed to be correlated, so that what is left are groups of risk items believed to be substantially not correlated to each other. The covariance adjustment drastically reduces the importance of the smaller items and the dominance of the biggest items affected by the adjustment.

The covariance adjustment is used to reduce the aggregate amount of RBC in recognition of the fact that the risk that surplus will be simultaneously impaired by reductions in the value of the assets and increases in the value of liabilities is very remote. The covariance adjustment is that the greater the number of equal slices that the total RBC is carved into (asset risk, underwriting risk, etc.), the greater the discount afforded by the covariance adjustment. As a rule of thumb, the greater the number of component pieces, the greater the effect of the covariance adjustment. Therefore, even if the formulas use the same risk factors for the same types of assets and liabilities, the results of the covariance adjustment can produce a difference in the final RBC requirement. The covariance adjustment is meant to take into account that problems in all risk categories are not likely to occur at the same time.

Invested Asset Risk - risk factors for investment grade bonds are the same for property/casualty and health. The life formula has implemented new pre-tax factors. For other investments each RBC formula has its own set of risk factors. Different factors exist because of different accounting bases, different levels of significance to the industry; and different risk assessment assumptions. The life and property/casualty formulas have invested asset risk split into two covariance terms. The property/casualty split is based on an analysis of common stock vs. bond risk correlation. For life the split is between common stocks and all other asset risk. The health formula includes all invested asset risks in one covariance term. When components are separated into different covariance terms the risks are considered not correlated. 

Investment mix differs between life, property/casualty and the health industries. These differences change the emphasis of the formulas. Life insurers have large mortgage and real estate holdings, so the life formula has more detailed calculation of risk for those types of assets. Property/casualty and the health formulas apply a single factor to the statement value. The asset factors also differ between the formulas. The health formula contains asset risk charges for furniture and equipment, due to their importance in health care delivery. The other formulas instead rely exclusively on non-admitted asset rules for these items. The life formula contains asset risk charges for derivatives and replications (synthetic assets). The other formulas are considering charges for these types of assets.

Credit Risk - The three formulas treat credit risk differently. The items that get risk charges differ, the sizes of the risk charges differ, their placement in the covariance formula differs and the treatment of ceded amounts to affiliates differs.

Insurance (Underwriting) Risk - Since the insurance products are different for life, property/casualty and for health the insurance risk formulas are different. The life formula has two different approaches for insurance risk one for life products and one for health products. The life insurance risk charges are based on the net amount of risk. The health insurance risk charges are based on claim reserve and premiums. There is recognition of the life insurer’s size but not its experience. The life formula does not include any factor for growth. All resulting insurance risk charges are included in one covariance item.

The property formula has an approach that also applies factors to loss and loss expense reserve and premiums similar to the life formula for health products. The property/casualty formula also applies experience-adjusted risk factors against loss reserves by line of business. Written premium risk is determined by risk-weighted combined ratio. There is no recognition of the property insurer’s size but there is recognition of its own experience. There is also a growth charge. The resulting risk charges are split into two covariance terms, one for reserves and the other for premiums.

The health formula has factors applied to premiums but not reserves. There is recognition of any health insurer’s size and but not its experience. There is a growth charge in the health formula but it is treated, as a business risk not an insurance risk. Insurance risk in the health formula is included in a single covariance term.

The two primary underwriting risks are obligations from past business are understated (reserves) and ongoing operating risk (premiums are insufficient). Risk charges are higher for higher risk lines of business. 

Interest Rate Risk - This risk is currently only reflected in the life formula.

Business Risk - The life business risk charge was primarily based on litigation and guaranty fund risk. It now includes a charge related to health administrative expenses. The health formula business risk calculation generally follows the life formula approach. The property formula does not explicitly recognize business risk except that the reserve and premium risk items reflect company loss experience, and the premium risk item incorporates the company’s expense ratio. 

Off-Balance Sheet Risk and Investments in Insurance Affiliates - All the formulas follow essentially identical approaches. All three formulas allocate RBC of affiliated insurers to the parent on a pro-rata basis. If the insurance subsidiary does not calculate/file RBC, the RBC requirement is 

the same as for a non-insurance subsidiary. For the life formula and the health formula pro-rata ownership is defined as the ratio of common stock plus preferred stock owned to total outstanding common and preferred stock. 

For the property/casualty formula pro-rata ownership is calculated in stages; RBC is first allocated based on the ratio of common stock owned to total common stock, then by the ratio of preferred stock owned to total preferred stock, then by the ratio of bonds owned to the total amount of bonds. Frequently, the full amount of RBC is allocated to common stock holders. Please note that the property/casualty formula is the only formula that includes affiliated bonds in this category.

Indirectly owned insurers are those that are owned through a holding company. 

When an insurer owns a holding company that in turn owns an insurance company, the value of the holding company is allocated between indirectly owned insurers and other holding company assets. 

Asset concentration risk is meant to increase RBC for invested assets when there is insufficient diversification.

Risk-Based Capital – Action Levels (Slide 13)

The level of required RBC is calculated and reported annually. Depending on the level of the reported RBC, a number of remedial actions, if necessary, are available. A company reporting total adjusted capital of 200% or more of minimum RBC is a “no action” level company; nothing needs to be done by regulators (the majority of regulated insurers fall into this category).

Total adjusted capital of 150% to 200% of minimum RBC institutes a Company Action Level initiative in which the insurer must prepare a report to the regulator outlining the corrective actions they intend to take to get their RBC ratio above 200%. 

Total Adjusted Capital of 100 to 150% of minimum RBC triggers a Regulatory Action Level initiative in which the insurer must not only submit a financial plan to the regulator, but the regulator must also perform any examinations or analyses deemed warranted and issue appropriate corrective orders to the insurer. 

Total adjusted capital of 70 to 100% of the minimum RBC triggers an Authorized Control Level initiative, which is the first point that a regulator is authorized by law to take control of the insurer. 

Total adjusted capital of less than 70% triggers a Mandatory Control Level event, which requires the regulator to take steps to place the insurer under control.

The RBC Model Act extends confidentiality to any information contained in a company’s RBC report except for the total adjusted capital and the authorized control level RBC which an reported in an insurer’s annual statement and are used to calculate the RBC ratio. The RBC results may not be used for marketing purposes as the RBC levels determined are minimum capital levels. The RBC results also not intended to rank companies. The purpose of RBC is to identify poorly capitalized  companies. 

Life RBC – RBC Requirement & Percentage After Covariance (Slide 15)

· Asset Risk-Affiliate (C0)


$22.0 billion

23%

· Asset Risk-All Other (C1)


$51.1 billion

53%

· Insurance Risk (C2)



$19.1 billion

20%

· Interest Rate Risk (C3a)


$10.9 billion

11%

· Health Credit Risk (C3b)


$32.0 million

<1%

· Total (C3) Risk




$10.9 billion

11%

· Business Risk-Premium/Liability (C4a)
$  3.7 billion

  4%

· Business Risk-Health (C4b)


$533.6 million
<1%

· Total (C4) Risk




$ 4.3 billion

  4%

· RBC After Covariance



$96.1 billion

100%

· Authorized Control Level RBC


$48.0 billion

Level RBC
Property RBC – RBC Requirement & Percentage After Covariance (Slide 15)

Asset Risk-Subsidiary (R0)



$ 28.3 billion

21%

Asset Risk-Fixed Income (R1)


$   3.7 billion

  3%

Asset Risk-Equity




$ 46.6 billion

34%

Asset Risk-Credit (R3)



$   9.6 billion

  7%

Underwriting Risk-Reserves (R4) 


$ 63.5 billion

46%

Underwriting Risk-Premiums (R5)


$ 41.7 billion

30%

RBC After Covariance



$137.2 billion

100%

Authorized Control Level RBC


$  68.6 billion


Health RBC  - RBC Requirement & Percentage After Covariance (Slide 15)

Asset Risk-Affiliate (H0)



$  1.2 billion

 12%

Asset Risk-All Other (H1)



$  1.5 billion

 15%

Underwriting Risk (H2)



$  8.8 billion

 82%

Credit Risk (H3)




$   0.8 billion

    8%

Business Risk (H4)




$   1.2 billion

  11%

RBC After Covariance



$  10.7 billion

100%

Authorized Control Level RBC


$    5.3 billion

NAIC Accreditation Program: Defining a Basic Framework for Solvency Regulation (Slide 16)

A system of effective solvency regulation should have certain basic components.  It requires that regulators have adequate statutory and administrative authority to regulate an insurer’s corporate and financial affairs.  It requires that regulators have the necessary resources to carry out that authority.  Finally, it requires that insurance departments have in place organizational and personnel practices designed for effective regulation.  After several insurer insolvencies in the late 1980s and early 1990s and a call by some federal regulators for a federal takeover of insurance regulation, state legislators and regulators realized that something had to be done to preserve and to address the inconsistencies of state insurance regulation.  A special committee of the NAIC was formed to address this issue, and the NAIC Accreditation Program was the result. 

The Financial Regulation Standards (Standards) were adopted in 1989 to guide state legislatures and insurance departments in the development of effective solvency regulation.  These standards establish a baseline requirement within each state.  To provide guidance to the states regarding the baseline Standards and an incentive to put them in place the NAIC developed a formal, voluntary certification program in 1990.

The program was developed by the NAIC in conjunction with state regulators, state legislators and state governors.  Any state that wants to be accredited is reviewed by an independent review team whose job is to assess the state insurance department’s compliance with the Standards. 

Currently, 48 states and the District of Columbia are accredited.  The NAIC Financial Regulation Standards and Accreditation Committee determines whether a state meets the requirements set forth in the Standards.  The program focuses on multi-state insurers because these insurers are conducting business across state lines to policyholders in multiple states.

The Standards have been divided into three major categories: Laws and Regulations; Regulatory Practices and Procedures; and Organizational and Personnel Practices. 

Accreditation Laws and Regulations

Some of the key standards for accreditation are:

1) Examination Authority – the insurance department should have the authority to examine companies whenever is deemed necessary. 

2) Corrective Action – state law should contain the NAIC’s Model Regulation to Define Standards and Commissioner’s Authority for Companies Deemed to be in a Hazardous Financial Condition or a substantially similar provision that authorizes the department to order a company to take necessary corrective action or cease and desist certain practices. .

3) Risk-Based Capital – state law should contain the NAIC’s Risk-Based Capital for Insurers Model Act or an Act substantially similar and the department should have the ability to require that all insurers have and maintain a minimum level of capital and surplus to transact business.

4) Reinsurance – state law should contain the NAIC Model Law on Credit for Reinsurance, The NAIC’s Credit for Reinsurance Model Regulation and the 1992 NAIC Life an Health Reinsurance Agreements Model Regulation or substantially similar laws.

5) Valuation of Investments – the department should require that securities owned by insurance companies be valued in accordance with those standards promulgated by the NAIC’s Securities Valuation Office.

6) Reserves and Liabilities – state statute should prescribe minimum standards for the establishment of liabilities and reserves resulting from insurance contracts issued.

7) Receiverships – state law should set forth a receivership scheme for the administration, by the insurance commissioner, of insurance companies found to be insolvent. 

8) Guaranty Funds – state law should provide for a statutory mechanism to ensure the payment of policyholders obligations subject to appropriate restrictions and limitations when a company is deemed insolvent. 

9) Accounting Practices and Procedures – the department should require that all companies reporting to the department file the appropriate NAIC annual statement which should be prepared in accordance with the NAIC’s Annual Statement Instructions and the NAIC’s Accounting Practices and Procedures Manual. 

Accreditation Regulatory Practices and Procedures (Slide 16)

Regulatory Practices and Procedures contain three subsections: Financial Analysis; Financial Examinations, Communication with States and Procedures for Troubled Companies. Each standard is scored using a system, which rates the state on a range from unacceptable (0) to excellent (5).  An average score of 3 must be attained on both the financial analysis and examinations for a state to be accredited. 

Financial Analysis

Financial Analysis involves on-going monitoring of company solvency and financial compliance.  These functions are performed by an insurance department’s in-house staff. 

The 8 standards for financial analysis are:

1) Sufficient Qualified Staff and Resources

2) Communication of Relevant Information to/from Financial Analysis Staff

3) Appropriate Supervisory Review

4) Priority-Based Review

5) Appropriate Depth of Review

6) Documented Analysis Procedures

7) Reporting of Material Adverse Findings

8) Action on Material Adverse Findings

Financial Examinations

Examinations involves the monitoring of company solvency and financial compliance through periodic on-site inspections.

The nine standards for financial examinations are:

1) Sufficient Qualified Staff and Resources

2) Communication of Relevant Information to/from Examination Staff

3) Use of Specialists

4) Appropriate Supervisory Review

5) Use of Appropriate Guidelines and Procedures

6) Scheduling of Examinations

7) Examination Reports

8) Reporting of Material Adverse Findings

9) Action on Material Adverse Findings

Accreditation Review

A state requests an accreditation review by the contacting the NAIC. The NAIC Subcommittee selects an independent review team for the state, three to six individuals depending on the size of the state.  The Review Team conducts an on-site review.  The on-site review consists of: interviews with departmental personnel; review of laws and regulations; review of prior examination reports and supporting workpapers and analytical review; inspection of regulatory files; review of organizational and personnel policies; a walk-through of the department to gain an understanding of document and communication flows; meetings of the team members to discuss comments and findings from the review; and closing conference to discuss the findings with the state. 

The NAIC reviews the Accreditation Report that summarizes the scope of procedures performed, documents the findings on an exception basis, highlight major recommendations and concludes on the Review Team’s opinion as to whether the Team should be accredited. If the state is granted accreditation, the accreditation period is for 5 years subject to annual interim reviews. Annually, on the anniversary of the state’s accreditation, the state shall submit an updated Financial Regulation Standards Self-Evaluation Guide along with a report that summarizes the changes from the prior year. A determination will be made if the state is still in compliance. On the fifth anniversary of the state’s initial accreditation the state is subject to a full accreditation review (Round 2). As insurance industry practices evolve, so must solvency regulation. The Standards are anticipated to be dynamic and a state has two years from the January 1 following adoption to implement any new Standards adopted by the NAIC.
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