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Historical Overview

The causes of this financial crisis will be researched
and debated for years (see next slide).

The seeds of this crisis have been sown through
legislation and the actions of Wall Street and
consumers for years.

Understanding history Is instructive in crafting new
and effective legislation.

US Financial Crisis Inquiry Commission
Bipartisan commission formed by US Congress
Fifteen month project with report due at YE 2010
http://fcic.gov/
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Causes of the Financial Crisis
of 2007 -? TBD

Inadequate or poorly designed regulation
Unregulated credit default swap (CDS) market
Regulatory failure to monitor activities (e.g., Madoff, Stanford, AlIG, FNMA/FHMC)
Patchwork of regulations governing complex financial institutions
Unsupervised growth of risks to the financial systems (e.g. systemic risk)

Markets and transactions with a high degree of correlation or
Interdependence

Misguided or misunderstood accounting rules

High levels of leverage

High or rapidly increasing levels of risk concentrations
Mispriced risk

Misalignment of incentive compensation with risk
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Causes of the Financial Crisis
Of 2007 = ? TBD (cont.)

Failure of ERM in many institutions
Development of overly complex products with misunderstood risks
Over-reliance on poorly constructed financial models
Over-reliance on rating agencies T no independent review of ratings
Compliance and cultural issues
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Select Actuarial Publications with
Historical Analysis

INARM timeline (main contributor. Dave Ingram)
http://riskviews.wordpress.com/timeline-of-the-global-financial-
crisis/
llluminating, detailed listing of relevant events back to 1980 through
2009

SOA/CAS/CIA research publications

Essays (2008): Risk Management: The Current Financial Crisis,
Lessons Learned and Future Implications

A http://soa.org/library/essays/rm-essay-2008-toc.aspx
Financial Crisis and Lessons for Insurers (Sep, 2009)
A http://new.soa.org/research/finance/research-fin-crisis.aspx
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Regulatory Reform:
Many Players Involved

US Treasury, Secretary Timothy Geithner
US Senate Banking Committee (Dodd, Chair; Shelby, Ranking Member)

US House Financial Services Cmte (Frank, Chair; Bachus, Ranking Member)
House Capital Markets Sub-Committee (Kanjorski, Chair)

NCOIL (National Conference of Insurance Legislators)

US functional regulators
NAIC and individual state regulators
FDIC
SEC
Congressional Oversight Panel

Federal Reserve, GAO (Government Accountability Office)
Trade groups

Professional groups: American Academy of Actuaries, AICPA, others
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Regulatory Reform:
The Players on the Sidelines

International groups with influence:
Financial Stability Forum
G20 finance ministers
Insurance Network
Consortiums of national groups (e.g. IAA, IAIS)

CEIOPS (Committee of European Insurance and Occupational Pensions
Supervisors)
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Issues Considered in the
Reform Proposals

Scope of reform

Sectors of financial services industry to be affected (banking,
brokerage, insurance, securities)

The allocation of responsibilities among regulators
Elimination of gaps in regulations

Regulation of financial management practices
Counter-cyclical capital requirements
Enhanced regulation of systemically significant firms

Requirement for originators to retain some risk in a securitization
transaction

Compensation guidelines that align risk and return over the long term

Government intervention with failing or failed institutions
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Issues Considered In the
Reform Proposals (ont)

The role of the Federal government in regulating systemic
risks

The restoration of investor and consumer confidence in the
financial markets

The harmonization of US financial regulation with
International practices

The costs of compliance

The impact of additional capital requirements on the level
and cost of capital verses the benefits of holding more
capital

The impact of the proposed regulatory framework on
growth and innovation
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Reform ldeas & Legislative Proposals

In past 24 months, many ideas have been introduced, some in the form
of comprehensive overhaul and some in the form of specific solutions.

Comprehensive overhaul proposals (see Background slides for more
detall)

Former US Treasury Secretary Henry Paulson: blueprint for
Stronger Regulatory Structure (July, 2007)
Obama Administration

GAO: A Framework for Crafting and Assessing Proposals to
Modernize the Outdated US Financial Regulatory System
Financial Stability Forum: Enhancing Market and Institutional
Resilience

Committee on Capital Markets Regulation: The Global Financial
Crisis: A Plan for Regulatory Reform
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Obama Administration Proposal.
Objectives

Objectives are articulated in the Obama proposal; similar
concepts are contained in most comprehensive proposals.

Objective 1. Promote robust supervision and regulation of
financial firms

Objective 2: Establish comprehensive supervision of financial
markets

Objective 3: Protect consumers and investors from financial
abuse

Objective 4: Provide the government with the tools it needs to
manage financial crises

Objective 5: Raise international regulatory standards and
Improve international cooperation
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Reform ldeas & Legislative Proposals

Select legislation offered in US Congress to address specific concerns
Compensation Guidelines
Systemic Risk Regulation
Optional Federal Charter
Office of Insurance Information
Derivatives Legislation
Authorizing the Regulation of Swaps Act
National Insurance Consumer Protection and Regulatory Modernization Act
Federal Accounting Oversight Board Act of 2009
Derivatives Markets Transparency and Accountability Act of 2009
Non-admitted and Reinsurance Act of 2009
Insurance Information Act of 2009

Insurance Industry Competition Act of 2009 (repeal of McCarran Ferguson anti-
trust exemption)

Two major Congressional proposals have emerged
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NActi veo Congressio
Reform Proposals

HR 4173: Wall Street Accountability & Consumer
Protection Act of 2009

Senator Dodd proposal: Restoring American Financial
Stability Act

Many of the ideas in the specific legislative proposals have
been incorporated into HR 4173 and/or the Dodd proposal.

More detail will be provided later in the webinar.
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Timeline: Reform Proposals

December 11, 2009: House passed HR 4173: Wall Street
Accountability & Consumer Protection Act of 2009.

March 22,2010: h Rest ori ng Ameri can, Fi
Dodd sponsor, passed Senate Banking Committee along party
lines.

Spring, 2010: Full Senate will begin debate of bill; several
amendments expected. Ultimate form of Senate bill is unclear.
Obama/Geithner pushing for financial services regulatory reform
along with many Congressional members from both parties.

House and Senate bills will be reconciled in Conference
Committee.

President signs bill into law; estimated timing by Frank is end of
May, but Dodd estimates year end 2010.
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CONGRESSIONAL FINANCIAL REFORM
PROPOSALS

Overview and Impact On The Life
And

Property Casualty Insurance Industries

John MacBain, FSA, MAAA
Member, Financial Regulatory Reform Task Force
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Specific Areas of Proposed Financial Services
Legislation Covered

Systemic Risk

Office Of National Insurance/Federal Insurance Office
Transparency And Accountability For Rating Agencies
Consumer Protection

Fiduciary Standards For Broker Dealers
Transparency & Accountability To Derivatives Market
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Senate Financial Services Reform Proposal

Il ng American FI na
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Too Big To Fail (Systemic Risk)

s Ends potenti al for nToo

A Shareholders and unsecured creditors will bear
financial risk, not taxpayers

A Avoids need for public financing

o 9 member Financial Stability Oversight Council
(FStOC)

A Chaired by Treasury Secretary
Al ncl udes one member nhavi
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Big To Fail l ( Syst emi

FStOC to identify, monitor, respond to emerging
risks throughout the financial system

Technical support through Office of Financial
Research (OFR); collect data/perform analysis

What 1 s Asystemic risko? H

Increasingly strict rules on capital, leverage,
liquidity, risk management as company risk and
complexity grow

Limit ability to take ri sk
Could better design capital/liquidity requirements
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Big To Fail l ( Syst emi

Non-bank financial companies that pose systemic
risk may (2/3 vote) be put under Fed regulation
(AIG rule)

Large company posing a systemic risk may be
required to divest some of itself

Creates a liguidation mechanism for FDIC to
unwind (resolution authority) a failing, systemically
risky financial entity

Power to nidenti fy and d
Issues of overlap with functional state regulator
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Too Bi g To Fail l ( Syst emi c

U Largest firms (O $50 bi
$50 billion Resolution Authority (liquidation)
fund

Alncludesbank fiiinmannci al
supervised by the Federal Reserve

A If fund depleted, insurers may have to
contribute

A Potential to drain money from system at wrong
time
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Office Of National Insurance (ONI)

Housed within Treasury Department
Objective:

Amonitor all aspects of

Including identifying gaps in the regulation of

Insurers that could contribute to a systemic

crisis in the insurance industry or the US
Ssystem
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| ce Of Nati onal

Requires an ONI study on ways to modernize
Insurance regulation

Mandates state-based reforms to modernize
regulation of surplus lines and reinsurance

Assist in conducting Terrorism Risk Insurance
Program
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Transparency And Accountability For Rating Agencies

Creates Office of Credit Rating Agencies (OCRA) in SEC

Examine Nationally Recognized Statistical Rating
Organizations (NRSROs) at least once per year and make
findings public

NRSROs required to disclose methodologies, due
diligence efforts, and ratings track record

NRSRO analysts must pass qualifying exam and have CE
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Consumer Protection

Creates Consumer Financial Protection
Bureau (CFPB)

Watchdog to oversee financial products
Director appointed by President

Independent division housed/budgeted within
the Federal Reserve
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Consumer Protectili on

Consolidates consumer protection
responsibilities currently housed in other entities
(COC, OTS, FDIC, FTC, etc.)

Creates a new Office of Financial Literacy (OFL)

Creates a national consumer complaint hotline

lonal state regulators is
t Aengaging
appears exem
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Fiduciary Standards For Broker Dealers

Commissions a study by the SEC on whether
brokers who give investment advice should be held
to same fiduclary standard as investment advisors

SEC wants fiduciary standard approach

Insurers strongly oppose standard due to agent ties
to a limited number of companies

Mandates an annual assessme
controls and a GAO study of SEC management
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Transparency & Accountability To Derivatives
Market

i SEC/CFTC authority to regulate OTC derivatives to
monitor nNnNexcessive ri sk tak

1 FSt OC can step Iin 1 f two ag
making

i Central clearing and exchange trading for derivatives

1 SEC/CFTC to pre-approve contracts before clearing

1 Margin requirements for un-cleared trades

i Data collection to improve market transparency

Copyright © 2010 by the American Academy of Actuaries

A AMERICAN ACADEMY of ACTUARIES el ety Response Webia

32



House Financial Services Reform Proposal

n Wal | Street Reform & Co
20090

H.R. 4173
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Too Big To Fail (Systemic Risk)

Creates a Financial Services Oversight Council
(FSeOCQC)

Membership comprised of various federal regulatory
bodies; Chaired by Treasury Secretary

Imposes higher capital requirements, leverage limits
and concentration of risk limits on large financial
companies
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g To Fai l ( Syst emi

FSeOC has authority to resolve, liquidate, or take
action with respect to the potential failure of
systemically risky companies

Establishes an Office of Resolution

APol | ut er ipfaaagngabindusoydays, not
taxpayers

Failed firm pays first, then large financial services
firms

Authority to establish Systemic Dissolution Fund
(sunsets 12/31/2013)
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Federal Insurance Office (FIO)

Housed within Treasury Department

Provide a unified voice on insurance matters globally

Monitor gaps In insurance regulation that could
contribute to systemic risk in insurance industry or US
financial system

Director to study and report on ways to modernize and
Improve the US system of insurance regulation

Assist in conducting Terrorism Insurance Program
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Consumer Protection

Creates a Consumer Financial Protection Agency
(CFPA)

Independent executive agency

CFPA to regulate consumer financial products or
services

Consumer Advisory Board (CAB) under CFPA to advise
and consult with CFPA on emerging practices or
products
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Consumer Protecti o

Promote transparency, simplicity, fairness,
accountability and access in markets for financial
services products

Authorizes CFPA to prescribe regulations establishing
minimum standards for financial services products

Interaction with functional state insurance regulators is
uncl ear but Nnbusiness of
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Significant Differences Senate vs House Bills

U Systemic Risk
A Resolution Fundingi Pr ef undi ng

U Consumer Protection

A Division within Fed vs Independent Executive Agency

U Most other areas of financial reform are handled fairly
consistently, including ONI vs FIO, at least for now

Copyright © 2010 by the American Academy of Actuaries

A AMERICAN ACADEMY of ACTUARIES el ety Response Webia

39



Websites for proposed Senate and House-passed Bill:

Senate BIll

http://banking.senate.qov/public/ files/ChairmansMark31510AY010
306 xmlFinancialReformLeqislationBill.pdf

House BiIll

http://[financialservices.house.gov/Key Issues/Financial Reqgulatory R
eform/FinancialReqgulatoryReform/111 hr finsrv 4173 full.pdf
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Academy Initiatives
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Academy Initiatives

Academy Committees: Comments & Technical Support

Coordinated through the Risk Management & Financial Reporting
Practice Councill

A Financial Regulatory Reform Task Force
A Risk Management & Solvency Committee
A ERM Subcommittee

A Financial Reporting Committee

Contributions from Life, Casualty, Health, and Pension Practice
Councils

Congressional Meetings
Meetings with Congressional staff in March, 2009
Hill briefing in September 2009
Testimony & Comments on proposed legislation
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Academy Initiatives (cont)

Support for systemic risk regulation

Suggestion to create an Office of the Chief Actuary should
the Federal Office of Insurance become law

Academy document links are provided in the following
slides

Volunteer participation is encouraged!
Historic period for insurance industry

Historic opportunity for actuaries to play a critical role
Contact: https://www.actuary.org/volunt.asp
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Academy Testimony & Comments
on Proposed Legislation

The Risk Management & Financial Reporting Council: written
testimony to the Senate Committee on Agriculture, Nutrition & Forestry
concerning OTC Derivatives Reform, supporting the establishment of a
governmental systemic risk regulator (Dec 2, 2009)
http://actuary.org/pdf/finreport/systemic_risk_nov09.pdf

The Financial Regulatory Reform Task Force: letter to
Representatives Barney Frank and Spencer Bachus recommending a
change to the draft of the Insurance Information Act, HR 2609 to
Include an explicit provision in the legislation creating an Office of the
Actuary (November 24,009)

http://actuary.org/pdf/finreport/hr2609 nov09.pdf
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Academy Testimony & Comments
on Proposed Legislation (cont)

The Solvency Committee: letter to National Conference of Insurance
Legislators (NCOIL) on its credit default insurance model legislation
(July 2009) nhttp://actuary.org/pdf/finreport/ncoil_july09.pdf

Risk Management & Financial Reporting Council: written testimony
submitted to the House Subcommittee on Capital Markets concerning
AHow Should the Feder al Gover nmen
2009)

Risk Management & Financial Reporting Council: written testimony
submitted to the House Subcommittee on Capital Markets concerning
Regulation of Systemic Risk in the Financial Services Industry
supporting a "systemic risk regulator" to prevent future financial
meltdowns (March 2009)

Risk Management & Financial Reporting Council: written testimony
submitted to NCOIL regarding the use of Actuarial Principles, Risk
Management and Insurance Principles for the management of Credit
Default Swaps (January 24, 2009)
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AAA Risk Management & Financial Reporting
Practice Council :
White Papers on Systemic Risk Regulation

Solvency Committee white paper outlining risk management
requirements for effective systemic risk regulation (April 2009);
Introductory paper sent to Congressional committees

Solvency Committee issues Concepts for Successful Requlation of
Systemic Risk, a white paper outlining risk management requirements
for effective systemic risk regulation (April 2009); paper sent to
Congressional committees

Coming soon: white paper from Financial Regulatory Reform Task
Force outlining key functions necessary for effective systemic risk
regulation in the insurance industry

Comi ng soon: an updated version
of the Actwuary under Feder al | nsu
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Background on Comprehensive
Overhaul Proposals
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Secretary Paulson Blueprint for
Strengthening US Capital Markets

Pursue a modernized regulatory structure

Encourage development and adoption of industry best practices
for asset managers and investors in hedge funds

Modernize Treasury's cash management and debt management
Complete Basel Il rulemaking
Empower all investors through financial education

Encourage international investment opportunities with
recognition of comparable regulatory regimes

http://www.treas.gov/press/releases/hpl74.htm

http://www.treas.gov/press/releases/hp476.htm
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Obama Administration Proposal for
Comprehensive Overhaul

Obama administration: NFinanci al Regu
A New Foundation: Rebuilding Financial Supervision
and Regul ati ono

Released proposed framework on June 17, 2009; US Treasury Secretary
Geithner testified before Congressional Committees on June 18

Proposal intended to increase consumer confidence in US financial
markets, enhance transparency and disclosure, and close supervisory

gaps
Reform focuses on regulatory principles, regulating risks, rather than legal
entity
Obama administration proposal served as a basis for many
other reform proposals under consideration.
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Obama Administration Proposal.
Restructuring of Regulatory System

Creation of a Financial Services Oversight Council, chaired
by Treasury and including the heads of the principal federal
financial regulators

Creation of the Consumer Financial Protection Agency, an
Independent entity dedicated to consumer protection in
credit, savings, and payments markets

Creation of the National Bank Supervisor, a single agency
with separate status in Treasury with responsibility for
federally chartered depository institutions

Creation of an Office of National Insurance within Treasury
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Obama Administration Proposal.
Restructuring of Regulatory System (cont.)

Federal Reserve and the FDIC would maintain their
respective roles in the supervision and regulation of state
chartered banks, and the National Credit Union
Administration (NCUA) would maintain its authorities with
regard to credit unions.

Securities and Exchange Commission (SEC) and
Commodity Futures Trading Commission (CFTC) would
maintain their current responsibilities and authorities as
market regulators

Full text of proposal available:
http://www.financialstability.gov/roadtostability/requlatoryref
orm.html
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Obama Administration Proposal.

WSJ Schematic®
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Obama Administration Proposal.
Specific Insurance Proposals

Enhance Oversight of the Insurance Sector via the Office of National

Insurance within Treasury

Responsible for monitoring all aspects of the insurance industry

Gather information and be responsible for identifying the emergence of any problems or gaps in
regulation that could contribute to a future crisis.

Recommend to the Federal Reserve any insurance companies that the Office believes should be
supervised as Tier 1 Federal Holding Companies (FHCs)

Carry out the governmentds existing responsi

Empowered to work with other nations and within the IAIS to better represent the US with one
voice

Authorized to enter into international agreements, and increase international cooperation on
insurance regulation

Treasury will support proposals to modernize and improve system of

Insurance regulation based on six principles:

Effective systemic risk regulation with respect to insurance

Strong capital standards and an appropriate match between capital allocation and liabilities for all
insurance companies

Meaningful and consistent consumer protections for insurance products and practices
Increased national uniformity through either a federal charter or effective action by the states.

Improve and broaden the regulation of insurance companies and affiliates on a consolidated
basis, including those affiliates outside of the traditional insurance business

International coordination
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Other Comprehensive Reform Proposals

GAO Framework published in January, 2009
http://www.gao.gov/highlights/d09216high.pdf
http://www.gao.gov/new.items/d09349t.pdf
http://www.gao.gov/new.items/d09216.pdf

The Committee on Capital Markets Regulation
Diverse group of academics, former government officials, and business
leaders, presented a comprehensive list of recommendations for supervising
the financial markets
Due to the high profile of committee members, recommendations may receive
attention. http://www.capmktsreq.org

The Financial Stability Forum
Established after the Asian mar ket
analyze the crisis in Sep, 2007. April 2008 report was issued.
Financial Stability Forum was expanded in 2009 to include all G20 nations, EU,
and Spain; now called the Financial Stability Board.

A G20 Financial Summit was held in Nov, 2008 to discuss recommendations to
strengthen financial systems. Report released in April, 2009.
http://www.financialstabilityboard.org/index.htm
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http://www.gao.gov/highlights/d09216high.pdf
http://www.gao.gov/new.items/d09349t.pdf
http://www.gao.gov/new.items/d09216.pdf
http://www.capmktsreg.org/
http://www.financialstabilityboard.org/index.htm

Federal & State
Regulatory Proposals

A_—

The future may be puzzling, but
Pend, | expect to see a pretty picture.

—

Kris DeFrain, FCAS, MAAA, CPCU
Director, Actuarial and Statistical T NAIC
April 20, 2010




Arguments | Ove
Insurance Regulatory Change

, A System is Complex, Burdensome,
| Costly
I Want no differences by State

A Rates & Products Approvals:
I P&C 1T Freedom from Rate Regulation

I Life T One-Stop Shopping for Product
Approval -- One National Product

A Globalization
I Negotiations of International Agreements
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arious Proposals over the Years

A Federal Regulation

A Federal Regulation of Multi-State
nsurers

A Optional Federal Charter

A Systemic Risk Regulator

A Federal Solvency Regulator
A Federal Tools Proposal

A Modernized State Regulation
A Status Quo
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State Regulatory Perspective

A National System of State-Based
Regulation

A Accreditation

A Uniformity and Coordination

I Financial Statements & Accounting
Standards

I Peer Review through FAWG

I Speed to Market: SERFF, Operational
Efficiencies

i NIPR
A Consumer Protection
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Congressional Activity on
Financial Regulation

A Consumer protection
A Transparency in financial markets
AiToo big to failo

Hous e: Frankoés Wal |
Consumer Protection Act of 2009

Senat e: Doddds RestoO
Financial Stability Act
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Four Major Facets of Federally-
Proposed Financial Regulatory
Reform

A Consumer financial protection
oversight

A Financial services oversight council

A Receivership and resolution
authorittest it oo bi g ¢t o

A Federal office of insurance
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Impact of the Financial Crisis on

the Insurance Industry

I The insurance industry came through the
crisis relatively well

- Comparison of Bank Failures to Insurance Liquidations

@ Life Liquidations
B P&C Liquidtions
0O Bank Failures

2007 2008 2009
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