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Systemic Risk Oversight and the Shifting Balance of State and
Federal Authority Over Insurance

by
Patricia A. McCoY

I. Introduction

In the United States, the federal government dotegBnancial services regulation with
the singular exception of insurance regulation,ctiraditionally has been reserved to the states.
This state-based system has long been criticizexbine as too costly for insurers and
consumers due to the lack of a uniform nationaldded. Nevertheless, so far the touted
inefficiencies in state-based insurance have niegen enough for any of the repeated attempts

to shift insurance regulation wholesale to the fabigovernment to succeéd.

In part, the continued dominance of state insuraegalation rests on state regulators’
relative success in managing two risks: marketioohand solvenc$. After the 2008 financial
crisis, however, systemic risk emerged as a new tffroncern in insurance. This development

altered the calculus of the allocation of authofitlyinsurance regulation between the states and

f Liberty Mutual Insurance Professor, Boston Calégw School. This article was made possible tiinou

generous research support from the University afr@aticut School of Law and Boston College Law $ttamd
benefited from comments by Shauhin Talesh and ther garticipants in the September 19, 2014 insgdaw
symposium at the University of California at Irvigehool of Law. Karen Breda provided invaluabléerence
librarian assistance. The author also thanks Brdchinson, John Cogan, Kathleen Engel, Andromachi
Georgosouli, Bill Goddard, Miriam Goldby, Peter Ketnburger, Rosa Lastra, Tom Leonardi, Brendan Maher
Philip Rawlings, Jim Rebitzer, Dan Schwarcz, St8ebwarcz, Tom Sullivan and Terri Vaughan for thegights
into the extent and nature of systemic risk in fagge and the ensuing debate over federal regulatidone of
those individuals is to blame for the views expeesis this chapter, which are mine alone.

! For an account of that history, see Federal brseer Office, U.S. Department of the Treastigw to
Modernize and Improve the System of Insurance Regulin the United Statek (Dec. 2013) [hereinafter cited as
the “FIO Modernization Report”].

2 SeeFlO Modernization Reporsupranote 1, at 13.
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the federal government. Since 2008, concerns afmsitsavings to industry and a single set of
national rules for efficiency’s sake have movethi® back burner in the ongoing debate over the
proper role of the federal government in the ogtisof insurance. Instead, systemic risk and

global cooperation have become the newmnotifsof that debate.

Suffice it to say, insurers and state insurancaleggrs have been ill-prepared for this
change. In landmark reform legislation in 2010n@@ss bestowed jurisdiction on the federal
government to regulate systemic risk in insurataéhe consternation of the insurance industry
and state insurance commissioners. Both groupssepgystemic risk oversight of insurers by
the federal government based on three principairaegts. One is that insurance companies do
not pose systemic risk because they do not haveatihies between short-term liabilities and
long-term assets that could make them vulnerabierts. The second is that the meltdown of
the global insurer American International Group@\Wwas not caused by insurance, but rather
by derivatives trading in an overseas non-insurafiiete. Finally, these constituencies argue
that insurance companies survived 2008 relativalycit thanks to the effectiveness of state

insurance regulation.

These arguments, however, have not kept pace gtbvolution in theories of systemic
risk since 2008. The experience with runs in thedew banking sector in 2008 highlighted the
potential for runs in certain insurance producgstipularly in the life insurance industry. The
role of insurers as financiers of short-term ligieis has implications for the creation of systemic
risk elsewhere in the financial system. In the &vakAlG, the hazards posed by weak group

oversight of insurance groups to financial stapitiave also received attention.



As this suggests, the federal government’s evolajmgyoach to systemic risk in
insurance is a microcosm of the larger debate saerces of systemic risk. In this article, |
examine two theories of systemic risk that havéased in decisions by the Financial Stability
Oversight Council (FSOC or the Countitlesignating systemically important insurers and
consider the broader implications of those decsion the future federal regulation of

insurance.

One of FSOC'’s theories derives from a classic hebbank runs, in which a mismatch
between short-term liabilities and long-term ass&oses financial institutions to a spike in
demand for immediate withdrawals in cash. In tisrance context, FSOC has invoked that
theory three times to date based on the cash slarématures in certain life insurance and
annuity products. The Council has also pointeslyg&iemic risk created by runs on other
products offered by non-insurance affiliates irumasce groups. Finally, FSOC has cited
concerns about runs in other parts of the finarsyiatem to justify its focus on the role of large

insurance companies as suppliers of short-termtdeedther vulnerable counterparties.

In addition, FSOC has announced a second, moresgjge theory of systemic risk that
focuses on the potential adverse macroeconomicaegmons from loss of coverage by a
dominant insurer, whether that withdrawal of cogera voluntary or due to the insurer’s
insolvency (and regardless of the cause of anyvasoy). Despite the novel nature of this

theory, it has not been well-explained in FSOCisrfolations to date. Nevertheless, this fuzzy

8 The Dodd-Frank Wall Street Reform and Consumeteetion Act in 2010 created FSOC and charged that
body, among other things, with designating nontfardncial services providers that “could pose &éiito the
financial stability of the United States” as sysieaily important financial institutions (SIFIs) thare subject to
enhanced prudential regulation by the Federal Redgoard. Pub. L. No. 111-203, § 113(a)(1), 12¢.9t376

(2010).
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rationale has had real-world consequences bec&Q€ fhas relied on it so far in designating at

least one insurance company as systemically risky.

Taken together, these theories point to a growéalgifal role in insurance regulation. To
the extent that life insurance and certain annuutycies grant early redemption rights at
policyholders’ initiative, the life insurance indosfaces a real but uncertain risk of runs that
will continue to attract FSOC'’s scrutiny. In adiolit, insurance companies engage in other
discrete activities that have been found to beesymially risky, including securities lending,
derivatives trading, and sponsorship of money markéual funds. These activities are certain
to be subject to heightened federal oversight aag sabject insurance companies regardless of

their size to federal regulation of those actigtie years to come.

As a corollary, the fact that these same systelyidaky activities can be conducted in
non-insurance subsidiaries of insurance groupsAl@snade clear — has propelled effective
consolidated group supervision to the forefronpalicy discussions. The global reach of
internationally active insurance groups and promeurents on group oversight by international
regulatory bodies highlight the fact that only federal government has the potential jurisdiction
and treaty-making authority to conduct that supow effectively. Finally, the solvency
concerns that underpin both of FSOC's theorieg/stesnic risk are likely to pave the way for
much more intrusive federal involvement in risk-@sapital standards and other types of
solvency regulation, first for internationally actiinsurance groups and eventually for the entire

insurance industry.

In short, systemic risk regulation by the fedeaternment, both singly and in tandem

with international bodies, is a game-changeris likely to transform the locus of insurance



regulation both in ways that are predictable ameist that are not. Yet the larger implications of
this change for continued state dominance in imsiga@egulation are not well recognized. To
that extent, federal oversight of systemic risknsurance has the stealth potential to affect the

insurance industry by imposing certain federal taiguy standards industrywide.

II. A Brief Historical Overview

Historically, the states have held the predomimal& in insurance regulation. This
arrangement stands in stark distinction to regutatif banking and securities, which both
gravitated inexorably toward federal regulatory dwmation in the twentieth century. In this brief
historical overview, | discuss the states’ centod in insurance regulation and the limited

federal intervention in that realm through 2009.

A. Through 1945

In the early decades of the republic, the stategentize first forays into U.S. insurance
regulation. New Hampshire appointed the first rasge commissioner in 1851 and other states
quickly followed suit' Less than twenty years later, the Supreme Cssued a seminal ruling
which barred federal intervention in insurancetti@ Commerce Clause. In that 1868 decision
in Paul v. Virginig® the Supreme Court ruled that the business of amsr did not constitute
interstate commerce for purposes of the Commeraasgél One of the consequences of that
decision was that Congress lacked the power tdatginsurance at the federal level, at least
under the Commerce Clause, thereby clothing thiesstaith primacy in insurance regulation. A

few short years afté?aul was handed down, the New York superintendent efrarece, George

FIO Modernization Reporsupranote 1, at 11.
° 75 U.S. 168 (1868).



W. Miller, convened the inaugural meeting of wheakmown today as the National Association
of Insurance Commissioners (NAIC), a voluntary migation consisting of the insurance

commissioners of all fifty states, the District@blumbia, and the American territories.

In 1944, the Supreme Court reversed its decisidtain and ruled that insurance could
in fact constitute interstate commerce, giving Gesg the constitutional power to regulate
insurance transactions crossing state IIn€uwickly, the states rallied in opposition to that
decision. In response, in 1945, Congress enalbeereterse preemption provision in the
McCarran-Ferguson Aétwhich provides that no federal law may invalidatepair, or
supersede state laws governing the business afimsei unless the federal law specifically
relates to the business of insuraicé/ith the passage of McCarran-Ferguson, the $tates
commanding role in the regulation of insurance fuather entrenched and federal attempts to

oversee insurance faced even higher barriers twessc

B. Post McCarran-Ferguson Through 2009

6 FIO Modernization Reporsupranote 1, at 11; Susan Randatisurance Regulation in the United States:

Regulatory Federalism and the National Associatibimsurance Commissiongrg6 HA. ST. L. REv. 625 (1996).

! United States v. South-Eastern Underwriters As¥®?2 U.S. 33 (1944).
8 Pub. L. No. 79-15, 59 Stat. 33 (1945), codified®aU.S.C. §§ 1011-1015.
o 15 U.S.C. § 1012(b).



Federal oversight of traditional insurance actdtand products is limited today and it
was even more limited before the 2008 financiaisrand the passage of the Dodd-Frank Wall
Street Reform and Consumer Protection'Athe Dodd-Frank Act or Dodd-Frank) in 2010.
Before Dodd-Frank, federal oversight of insuraredeifto three discrete categories. First,
federal regulators and courts deemed some tradltinaurance products to also constitute
“banking” or “securities,” thus triggering the apgaition of federal banking or securities laws on
top of (or sometimes to the exclusion of) stateiiasce laws? Second, a major federal statute
enacted in 1974 titled the Employee Retirementrime&ecurity Act (ERISAY subjected
employee benefits — including pension, health iasce, and disability benefits offered to
employees through the workplace — to strict fiducgtandards under federal law. As a result,
insurance companies that serve as underwriterorgaministrators of health insurance,
disability insurance, or pension benefits offergccbvered employers must comply with ERISA.
Finally, the federal government instituted a numifesocial insurance progranisthe most
important being Social Security retirement and liitg benefits'* Medicare health benefits for

the elderly*®> Medicaid health benefits for the po8rninemployment insuran¢éand some

10 Pub. L. No. 111-203, 124 Stat. 1376 (2010).

1 For instance, in 1959, the Supreme Court heltvtidable annuities, which had long been regulated
insurance by the states, also constitute secuftiigsurposes of the federal securities laws. uBges and
Exchange Comm’n v. Variable Annuity Life Insurare., 359 U.S. 65 (1959). Variable life insuramsimilarly
federally regulated as a security. Later, in 1988 ,Supreme Court held that national banks coelldized and
variable annuities as agents. Nationsbank of NG&tolina, N.A. v. Variable Annuity Life Insuran@o., 513 U.S.
251, 254-55 (1995). Meanwhile, the federal reguilédr national banks, the Comptroller of the Caog permits
national banks and their subsidiaries to underveriéglit insurance, municipal bond insurance, andlstinterest
insurance (which insures banks against loss or danmapersonal property that serves as bank callxteased on
the determination that such insurance is a baninduct that is incidental to the business of bagkil2 C.F.R. pt.
37; OCC Interpretive Letter No. 338, 1985 OCC LE&EXIS 23 (May 2, 1985); OCC Letter No. 283, 1984©Ctr.
LEXIS 37 (March 16, 1984); Gramm-Leach-Bliley APyb. L. No. 106-102, § 302(b), 113 Stat. 1338, 14@B9).
12 Pub. L. No. 93-406, 88 Stat. 829 (1974), codifiegart at 29 U.S.C. ch. 18.

13 Another major social insurance program — workemspensation for private-sector employees who are
injured on the job — is administered by individatdtes. Seelegal Information Institute, Workers Compensation,
available at http://www.law.cornell.edu/wex/worketempensation (last viewed Dec. 10, 2014).

14 SeeSocial Security Administration, Home Page, avadadi www.ssa.gov (describing benefits) (last
viewed Dec. 10, 2014).

15 SeeMedicare.gov (describing benefits) (last viewed Dix; 2014).
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catastrophe insurance (most notably, flood insweAhiuclear liability insurance under the
Price-Anderson Act? and terrorism risk insurant

Outside the realm of traditional insurance produgtivate insurance companies may
intersect with federal regulation in other waysp@®ding on their activities. Insurance
companies that act as securities broker-dealers teesomply with the broker-dealer registration
and oversight provisions of the Securities Exchahgeof 1934%! Insurers that serve as
investment advisers have to observe the Investiavisers Act of 194632 while those that
sponsor mutual funds or private funds must obeyritiestment Company Act of 1949, After
the Gramm-Leach-Bliley Act of 1989allowed insurance underwriters to become affifiaie
depository institutions under the common contrch déhancial holding company, affected

insurance companies became subject to consolitialdthg company oversight by the Federal

16 SeeMedicaid.gov (describing benefits) (last viewed DE@, 2014).

1 Unemployment insurance is offered jointly by tederal government and the stat&eeU.S. Department
of Labor, Unemployment Insurance (Ul), availablép://www.dol.gov/dol/topic/lunemployment-insuranglast
viewed Dec. 10, 2014).

18 SeeFederal Emergency Management Agency, National Flosgrance Program, available at
https://www.fema.gov/national-flood-insurance-prgr (describing program) (last viewed Dec. 10, 2014)

19 Pub. L No. 85-256, 71 Stat. 576 (1957), codified at 43.Q. § 2012(i).SeeU.S. Department of Energy,
Office of the General Counsel, Price-Anderson Augilable at http://energy.gov/gc/price-andersondast viewed
Dec. 10, 2014); National Association of Insurancentissioners and the Center for Insurance Policy an
Research, Nuclear Liability Insurance (Price-Andaract), available at
http://www.naic.org/cipr_topics/topic_nuclear_lidyi insurance.htm (describing coverage) (last \eevibec. 10,
2014).
0 SeeU.S. Department of the Treasury, Terrorism Riskitaace Program, available at
http://www.treasury.gov/resource-center/fin-mktgf@aprogram.aspx (describing program) (last vieled. 10,
2014); National Association of Insurance Commissigrand Center for Insurance Policy and Reseanpiism
Risk Insurance Act (TRIA), available at http://wwaic.org/cipr_topics/topic_tria.htm (describing gram) (last
viewed Dec. 10, 2014). As of this writing, Congrésd adjourned without extending the Terrorisnk Risurance
Act, which was scheduled to expire at year-end 20QH8servers predicted, however, that Congressdwvextend
the legislation in early 2015. Jonathan Weisn@mgressional Roadblock Upends Market for Terrorism
Insurance N.Y. TIMES, Dec. 17, 2014.

A Pub L. No. 73-291, 48 Stat. 881 (1934), 88 3(a)(4)(a)(3)(a), 3(a)(18), 8, 9(a), 10(b), 11, 15, codifie
as amended at 15 U.S.C. 88 78c(a)(4)(a), (a)(5d¥(1.8), 78h, 78 78j(b), 78k, 78. See generally).S. Securities
and Exchange Commission, Guide to Broker-DealeidRagjon, available at
http://www.sec.gov/divisions/marketreg/bdguide.htrfigst viewed Dec. 10, 2014).

2 Pub. L. No. 76-76&%4 Stat. 847 (1940), codified as amended at 150J.&§ 80b-1 et seq.
z Pub. L. No. 76-768, 54 Stat. 789 (1940), codifisdamended at 15 U.S.C. §§ 80a-1 et seq.
2 Pub. L. No. 106-102, 113 Stat. 1338 (1999).
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Reserve. Insurance company affiliates of findrfusdding companies must also observe the

limits on interaffiliate transactions under Seci@8A and 23B of the Federal Reserve A&ct.

III. The Changing Dimensions of the Debate

As the last section discussed, federal foraysiimgorance regulation have been limited to
certain sectors, with health insurance, variablaudires, and pensions being the most important
examples. The landmark passage of the Affordabhe @ct® and its health insurance mandate
in 2010 further expanded the federal presenceaitthensurance. The federal role in social
insurance has grown as well. All of these sedoesones in which private insurers’ exit from

parts or all of those markets or other market fasucompelled the federal government to step in.

Apart from these limited federal incursions, thetes succeeded brilliantly in fending off
federal encroachment in insurance regulation tiid2@10. For over a century, there have been
campaigns from time to time to insert the fedemleggnment into the general regulation of
insurance. These campaigns have argued for feoegasight based on traditional arguments
involving efficiency, uniformity, and consumer pection. Otherwise, none of these traditional
rationales ever gained sufficient political traatto trump the states’ predominant role in

insurance regulation.

But with the financial crisis of 2008 and the emgufederal response, the terms of the
debate changed in a radical and powerful way. tlk@first time following the crisis, calls for
greater federal oversight of insurance were frameadrms of the potential systemic risk that

insurance company activities posed to the finarstatility of the United States and the world.

25 12 U.S.C. 8§ 371c, 371c-1.
% Patient Protection and Affordable Care Act, AutiNo. 111-148, 124 Stat. 896 (2010).
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The public furor over the federal government’s masbailout of AIG in 2008 and the
revelations about bonuses to AlIG executives in M&@0%° added urgency to those calls.
Following the bailout, many considered it self-entlthat the federal government had to oversee

the entire financial system, including insurancepanies, in order to contain systemic risk.

A. The Traditional Dimensions of the Debate Over State vs. Federal
Regulation

Historically, two of the rationales for a greatedéral role in insurance were lax
corporate governance by insurers and inadequatersn regulation by state insurance
commissioners. For example, in the early twentoethtury, some of the proposals for general
federal regulation of insurance were a responsetapt insurance company practices and
insolvencies. In 1904, a series of insurance coppgaandals involving stock market
manipulation, covert campaign contributions, arfecef misappropriation of policyholder funds
caused President Theodore Roosevelt to advocateafeggulation of insurance in his annual
address to Congre83.Sixty years later, in the 1960s, a spate of mgorer insolvencies,
combined with a lack of state guaranty funds tasaggured policyholders, led to renewed calls

for an optional federal insurance company chanerafederal guaranty furidl. Another string

2 Federal Reserve Boardress Release: Federal Reserve Board, with fylpstt of the Treasury

Department, authorizes the Federal Reserve BaiNewf York to lend up to $85 billion to the American
International Group (AlIG)Sept. 16, 2008), available at www.federalresee.g

8 See, e.gEdmund L. Andrews & Peter BakeX,|.G. Planning Huge Bonuses After $170 Billion|Bai,
N.Y. TIMES, March 14, 2009.

2 KENNETHJ.MEIER, THE POLITICAL ECONOMY OFREGULATION: THE CASE OFINSURANCES7-58 (1988);
Theodore Roosevelt's Annual Message to Congreskdo4.

% SeeFlO Modernization Reporsupranote 1, at 15.
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of insurance company insolvencies in the 1980s1&90s prompted Congress to explore the

need for federal solvency regulation of insurérs.

Although scandals and insolvencies frequently seagthe impetus for efforts to
federalize insurance regulation, commonly thos@psals invoked the need for efficiency and
national uniformity as well. In his 1904 addresbngress, for instance, President Theodore
Roosevelt advocated federal intervention on grodaisinsurance was “national and not local
in its application.?? The following year, Senator John Dryden of Nensdy sought to
implement Roosevelt's proposal by introducing &tbilcreate a new federal Bureau of Insurance
in the Department of Commerce and Labor, basedrhgn the need to reduce “a vast amount
of needless clerical labor to meet the requiremehse®me fifty different States and Territories

and consequent decrease in expense tate.”

In these early instances, efficiency and uniforrpitgvided supplemental rationales for
legislation that was primarily meant to redressxdeds. However, by the end of the twentieth
century, national uniformity became the main jusdifion in its own right for proposals for
federal oversight. For example, a single natistehdard was the rationale for a provision in the
Gramme-Leach-Bliley Act in 1999 mandating a new fatlagency for national insurance agent
licensing requirements unless a majority of théestand U.S. territories met a 2002 statutory

deadline for agreeing to reciprocal licensing slirance brokers and agefitsSimilarly,

31
32
33

SeeFIO Modernization Reporsupranote 1, at 15-16.

Theodore Roosevelt's Annual Message to Congmeskd04.

Bill for Government Control of Insurance; to beroduced in the Senate by John F. DrydsnY. TIMES,
Feb. 27, 1905, p. 5.

3 Pub. L. No. 106-102, § 321, 113 Stat. 1338 (1999)is agency was referred to as the National
Association of Registered Agents and Brokers or RBR
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efficiency concerns, including the cost of stauimnce regulatiofr,slow delivery of new
insurance products to market, state price reguladad duplicative and inconsistent state rules,
animated repeated proposals in the early 2000etdecnational insurance standards and an

optional federal charter for insurance comparies.

While concerns over consumer protection receivedérvice during recent debates, the
real justification for the proposed federal refonwes reducing regulatory red tape for national
and international insurers. Advocates for a grefaderal role argued, for instance, that national
uniformity would give consumers access to innowatiew insurance products regardless of
where they lived; would reduce opportunities fatustry capture of regulators; would help
eliminate arbitrage and a possible race to theboth insurance standards; and would improve
consumer protection for policyholders and benefiesamore generally. Nevertheless,
deregulation was the predominant theme of the delath a stress on the cost savings to
insurers from streamlining regulation nationallylanternationally®® Despite the expressions of
solicitude for consumers, there was little actustaission of how to avoid opportunities for
industry capture or arbitrage at the federal levdiow to set a single federal standard to better

protect insurance industry consumers.

Notwithstanding these repeated efforts to injeetfdderal government into the general
regulation of insurance for the sake of better omafe governance, efficiency, and uniformity,

the states were able to beat back those effortpaasdrve their preeminent role in insurance

s The Federal Insurance Office has asserted, $tarce, that per dollar of premium, the costsatesbased

regulation are 6.8 times greater for an insurenglbiusiness in the United States than for one tipgrim the
United Kingdom. FIO Modernization Reposypranote 1, at 5.

% See, e.gFlO Modernization Reporsupranote 1, at 16-17.

3 See, e.gFlO Modernization Reporsupranote 1, at 1, 5.

8 See, e.gFlIO Modernization Reporsupranote 1, at 5, 17; EPARTMENT OF THETREASURY, BLUEPRINT
FOR AMODERNIZEDFINANCIAL REGULATORY STRUCTURE (March 31, 2008), available at www.treasury.gov.
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oversight. They succeeded in defeating a greatiarél role through two main strategies:

accommodation and recharacterization.

In the first strategyaccommodationthe states often adopted piecemeal reforms thet w
designed to harmonize regulation and reduce dupita with the prospect of more to come —
sufficient to convince undecided members of Corggtegpreserve the status quo. For instance,
in response to proposals to create a federal giyaftamd following the auto insurer failures of
the 1960s, the NAIC preempted those proposals bgtad) two model state guaranty fund acts
— one for property and casualty insurance and tier dor life and health insurance — in 1969
and 1970 respectivef§. Numerous states enacted these model*feavsl all 50 states offer state

guaranty funds todal}.

Later, after federal scrutiny of more insurance pany insolvencies in the 1980s and
1990s, the states, acting through the NAIC, adopé&sdrisk-based capital requirements for
personal lines insurers and later developed uniftatutory accounting principles for the
industry. In addition, the states formulated a p@&er review process called the Financial
Standards and Accreditation Program that was dedigmmake insurance rules more consistent
across the staté§. Meanwhile, in 2002, the states defused Gramm--&litey’s threat to
impose national insurance agent licensing requingsnay certifying that 35 states and territories

had agreed to reciprocity in producer licensingréby meeting the law’s requirements to avoid

See, e.gFlIO Modernization Reporsupranote 1, at 15.

See, e.gFlIO Modernization Reporsupranote 1, at 15.

See, e.gNational Conference of Insurance Guaranty FuBStilste Guaranty Fund Web Siigall 50 states
and the District of Columbia are served by propany casualty guaranty funds”), available at wwigherg (last
viewed Aug. 8, 2014); National Organization of L#rd Health Insurance Guaranty Associatiédbat is
NOLHGA?(“The National Organization of Life and Health imance Guaranty Associations (NOLHGA) is a
voluntary association made up of the life and Imeimisurance guaranty associations of all 50 sttdshe District
of Columbia”), available at www.nolhga.com (lastwed Aug. 8, 2014).

42 See, e.gFlO Modernization Reporsupranote 1, at 16.
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federal action by the statutory deadlffieMore recently, the NAIC has coordinated multistat
market conduct examinations of insurers and bodbeednalytical power of these examinations
by introducing a new uniform data collection syster2011 to centralize market conduct data

for use by insurance regulators in all fifty states

The other strategy used by states to fight attemupfisderal intervention was to
recharacterizeopponents’ arguments on efficiency and uniformitgimphasize the advantages
of decentralized government. States argued, &iante, that divergent state insurance
regulations produced more efficient outcomes byipling laboratories of experimentation that
could determine the optimal level of regulation.ahother efficiency argument, states asserted
that they were more responsive to local conditeomd consumer complaints than federal
regulators. States also pointed to tough, pre@orer insurance commissioners as evidence

that industry capture of the states was not as ieasgmed.

These recharacterization arguments took on newdlifeng the aftermath of the financial
crisis of 2008. Insurance companies did not suffersame broad threat to solvency as
commercial and investment banks during the cristssdate insurance regulators succeeded in
keeping AlIG’s insurance subsidiaries afloat thét f&imilarly, the financial crisis brought new
appreciation for the role of states as laboratafesxperimentation. In contrast to insurance,
banking regulation had achieved increasing natiandbrmity through federal preemption of
state anti-predatory lending laws during the yéaading up to the crisis, only to blow up when

federal regulators refused to replace tougher,mppéed state standards for subprime mortgage

43

See, e.gFlIO Modernization Reporsupranote 1, at 16.
44

SeeNAIC and Center for Insurance Policy and Researble, Market Conduct Analysis Framewo@dPR
NEWSLETTER(Oct. 2012), available at
http://www.naic.org/cipr_newsletter_archive/vol5 nket conduct_framework.pdf (last viewed Dec. 11140

15



loans with meaningful regulatory controls of theivn*> Later, it became apparent that many
states had been tougher protectors of residentdigage borrowers than the federal
government. Along with that realization came nekrnmwledgment of the value of multiple

gatekeepers, and calls to reduce duplicative stgidation lost some of their firepower.

Other traditional arguments for federal involvemienihsurance also took a beating. The
financial crisis cast doubt on the wisdom of fin@hanovations solely for innovation’s sake.
Similarly, the corruption at the U.S. Office of ThiSupervision (OTS), its capitulation to
industry interests during the housing bubble, andémisé® belied claims that state insurance
regulators would be easier to capture than a siegleral regulator. Finally, the ruinous race to
the bottom in mortgage lending standards that wekedl by the optional federal charters for
commercial banks and thrifts and the opportunitiesirbitrage they providédknocked the

wind out of the sail for proposals for an optiofeaderal charter in insurance.

In sum, until 2008, the debate over state verstsré regulation of insurance was
framed in terms of corporate governance, uniforpatd efficiency (with lip service to
consumer protection). Those justifications wereenenough to cause the states to lose their
primacy in insurance regulation and those argumestsven more of their punch after the

financial crisis. Ironically, however, with the slaught of that crisis, the prevailing terms of the

= SeeKATHLEEN C. ENGEL & PATRICIA A. McCoyY, THE SUBPRIME VIRUS. RECKLESSCREDIT, REGULATORY

FAILURE, AND NEXT STEPS157-66(Oxford University Press, 2011); Patricia A. McC&\Elizabeth RenuarfThe
Legal Infrastructure of Subprime and Nontraditiohdbrtgage Lendingin BORROWING TOL IVE: CONSUMER AND
MORTGAGECREDIT REVISITED 110 (Nicolas P. Retsinas & Eric S. Belsky edsintléenter for Housing Studies of
Harvard University and Brookings Institution Pre2808).

6 For the history of OTS during this period, $&erHLEEN C. ENGEL & PATRICIA A. McCoY, THE SUBPRIME
VIRUS: RECKLESSCREDIT, REGULATORY FAILURE, AND NEXT STEPS158-60,174-84,221-23(Oxford University
Press, 2011).

4 SeeKATHLEEN C. ENGEL & PATRICIA A. McCoy, THE SUBPRIME VIRUS: RECKLESSCREDIT, REGULATORY
FAILURE, AND NEXT STEPS157-63(Oxford University Press, 2011); Patricia A. McCé&gderal Preemption,
Regulatory Failure and the Race to the Bottom inNi8tgage Lending Standards, THE PANIC OF 2008
(Lawrence Mitchell & Arthur E. Wilmarth, Jr., ed&dward Elgar Press, 2010).
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debate dramatically shifted from uniformity and@éncy to systemic risk, to the detriment of

state insurance regulation.

B. The New Terms of the Debate

In the aftermath of 2008, policymakers first tralribeir focus on the banking, securities,
and derivatives sectors. But eventually they thpgestions about the insurance industry’s role
— or lack thereof -- as well. The main impetustf@t scrutiny was the federal government’s
bailout of AIG. The distress of financial guanaimisurers and private mortgage insurers and
their importance to the housing sector also spasteshtion. With these events, the terms of
the debate over state versus federal regulatiamsafance changed dramatically to encompass

new concerns about systemic risk.

During their post-crisis examination of insuranites Obama Administration and
individual members of Congress flagged certainvdids of insurance companies and groups as
systemically risky. Eventually those concernsttethe creation of the Federal Insurance Office
and the provisions on systemically important inssire the Dodd-Frank Wall Street Reform and

Consumer Protection Act in 2010.

1. The Insurance-Related Events of 2008

Apart from one narrow segment of the insurancestgu- financial guaranty insurers
and private mortgage insurers — traditional insceaimderwriters mostly sat on the sidelines

during the 2008 financial crisis. Unlike many coemial banks and investment banks,
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insurance companies remained solvent throughotp#rad with relatively few exception.
None of the core products at issue during thescrisubprime mortgages, residential mortgage-
backed securities, or collateralized debt obligetie had been issued by traditional insurers.
Similarly, no accounts of runs like the ones ttgisized the investment banks Bear Stearns and
Lehman Brothers, depository institutions such asMfaton Mutual and Wachovia, or even
money market funds like the Reserve Primary Fliagpeared in the trade press’ coverage of
insurance underwriters during that period. Witle exception, insurance seemed to remain the

sleepy and unglamorous outpost of financial sesvibat it had always been in recent years.

But regrettably for the insurance industry, thateption was the precedent-shattering
case of AIG. The tale of AIG assumed a life ofowen, with far-reaching consequences for
insurance and its regulation. While AIG was in somrays an anomaly, its near-failure was so
terrifying and its federal bailout so costly thia¢ tfederal government could not relinquish
continued regulation of that group. In turn, thetight on AIG and a few other cases of
insurance company bailouts by federal authoritresnpted closer analysis of other possible

sources of systemic risk from insurance.

a. AlIG

8 Government Accountability Officénsurance Markets: Impacts of and Regulatory Raspdo the 2007-

2009 Financial Crisi® (GAO-13-583, June 2013). Life insurers were niikidy to experience financial distress
during this period than general property and caguasurers. Even so, most life insurers survitreglcrisis intact.
See id. Daniel Schwarcz & Steven L. Schwar&egulating Systemic Risk in Insurangé U.CHI. L. REv. ___,
__ (2014).

49 For a description of those runs, seerLEEN C. ENGEL & PATRICIA A. McCoY, THE SUBPRIME VIRUS:
RECKLESSCREDIT, REGULATORY FAILURE, AND NEXT STEPS87-90,94,102-121(Oxford University Press, 2011).
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Every industry hit by a financial crisis has itssper child. In the insurance industry in
2008, that poster child was the world’s largestrinational insurance grodpAmerican

International Group or AIG.

(a)  AIG’s Credit Default Swap Activities

During the early 2000s, AlIG embarked on a pattuto by selling hundreds of billions of
dollars in over-the-counter credit default swapB 8} on subprime mortgage collateralized debt
obligations (CDOs) through its non-insurance subsydn London known as AIG Financial
Products (AIG-FP). Those swaps had a functiorsdmdblance to insurance because they
promised payments to the buyers of that protediased upon the occurrence of specified events
of default. Nevertheless, those swaps were exémptinsurance regulation (and regulation of

virtually any other type) and did not require asurable interest:

While AIG-FP stopped selling new CDS in 2005gitnained liable for over half a trillion
dollars in swap protection at the end of 2607Given the enormity of that liability, AIG’s over-
the-counter swaps presented systemic risk becadsfalt by a protection seller of that size

could trigger a chain reaction of other countegparsolvencies and defaufts.

Unfortunately for AIG, it had managed its CDS ohtigns too cockily, setting itself up

0 SeeFIO Modernization Reporsupranote 1, at 18.

1 Commodity Futures Modernization Act of 2000, PubNo. 106-554, titles I-I1, 114 Stat. 2763 (2000)
previously codified at 7 U.S.C. 88 1a(13), 2(c)-@iJa-27f; 15 U.S.C. 88 77q, 78c(a)(55), 78i(a)(n)8780(c)(1),
78p(b), 78t(d); New York Ins. L. § 6901(j-1); Reredit Default Option Facility (N.Y. Dept. of Ins.e@. Counsel
June 16, 2000). For further discussion, see EridiRallo, Former Superintendent of the New Yorkt8tinsurance
Department, “Hearing to Review the Role of Crediriatives in the U.S. Economy,” Testimony befdre U.S.
House of Representatives, Committee on Agriculthiey. 20, 2008; KTHLEEN C. ENGEL & PATRICIA A. McCoy,
THE SUBPRIME VIRUS: RECKLESSCREDIT, REGULATORY FAILURE, AND NEXT STEPS220-221(Oxford University
Press, 2011).

32 American International Group, Inc., Form 10-Q Qdarter 2008).

3 For a full description of this dynamic, se@MdLEEN C. ENGEL & PATRICIA A. McCoY, THE SUBPRIME
VIRUS, RECKLESSCREDIT, REGULATORY FAILURE, AND NEXT STEPS105-07,221-23(Oxford University Press,
2011).
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for a fall. AIG-FP had seriously underestimateel thance that the CDOs it had guaranteed
would default and consequently had underpricectap protection that it had softl.AIG also
grossly misjudged two other risks: market riskjehhwas the risk that AlG’s swaps might drop
in value, forcing the firm to take major write-dosvand losses to capital, and counterparty risk,
the risk that AlIG’s swap buyers would demand mashcsecurity than expected from AIG to
back its guarantees. The latter miscalculati@vea ruinously costly because the company had
invested its proceeds from CDS in highly illiquiskats that later proved tough to sell when the
company needed to raise cash collateral for th@swa

Initially, when AIG sold its swaps, it was abledo so with no reserves or collateral
because the company had a stellar AAA credit ratidgnfident that there would be no serious
collateral calls® AIG’s CDS managers also failed to pay attentionapital adequacy. As a
result, AIG-FP only had about $2.1 billion in capiin December 2007 and most of that capital

was of dubious quality.

(b)  AIG’s Securities Lending Business

AIG’s CDS business was located outside of itsriasce company subsidiaries.
However, that was not true for its securities legdservice, which was another systemically

risky activity conducted by AIG. In that line ofifiness, AlG’s insurance subsidiaries lent their

54

“American International Group Investor Meeting#al,” FD (FAIR DISCLOSURE WIRE (Dec. 5, 2007).
55

Brady Dennis & Robert O’Harrowh Crack in the SysteflyASHINGTON PosST, Dec. 30, 2008; Vikas Bajaj
& Mark Landler,Mortgage Losses Echo in Europe and on WallNgY, TIMES, August 10, 2007; Gretchen
MorgensonBehind Biggest Insurer’s Crisis, a Blind Eye to atof RiskN.Y. TIMES, Sept. 28, 2008.

6 Brady DennisE-Mails Inside AlIG Reveal Executives Strugglindiwv@rowing Crisis WASHINGTON POST,
Dec. 30, 2009; Dennis & O’Harrowupranote 55; Jonathan D. Glat&¥ith Shares Battered, A.l.G. Ousts Its
Leader N.Y.TIMES, June 16, 2008; Morgensmypranote 55; Eric R. Dinallo, Former Superintendenthef New
York State Insurance Department, “Hearing on thes@a and Effects of the AIG Bailout,” Testimonydrefthe
U.S. House of Representatives, Committee on Ouarsigd Government Reform, preliminary transcripg&gand
143, October 7, 2008, available at http://oversiychive.waxman.house.gov/documents/2008101016gdb@ast
viewed Dec. 12, 2014).

57 “American International Group Investor Meeting#al,” FD (FAIR DISCLOSURE WIRE (Dec. 5, 2007).
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securities to short sellers in return for cashatetlal through a non-insurance affiliate named
AIG Securities Lending Corporatich.

Originally, state insurance regulators had seteorative parameters on the reinvestment
of the cash collateral when they approved the patiecause the borrowers of AIG’s securities
were entitled to return those securities and dentiaiclt their cash at any time. However, in
order to grow its securities lending business, At&@&ted overstepping those limits by asking for
less than full collateral and reinvesting the cesltateral it received in illiquid residential
mortgage-backed securities (RMBS)Those decisions came back to haunt AIG aftectaeit
rating agencies successively slashed the ratinglsas®e RMBS as the subprime crisis deepened
in 2007 and 2008. When AIG’s securities lendingrderparties appeared to return their
securities and demand their cash back, AIG hagasing difficulty repaying them, given its
inability to sell off the RMBS it had invested theash in for anywhere near full prite.
Compounding this problem, the average term of thiBR AIG had invested in was
substantially longer than the average length of’aKecurities loans, which ranged from
overnight to 60 day®: Because AIG’s insurance subsidiaries were heawilglved in the
group’s securities lending activitiésthey were directly exposed to runs on cash diledse

activities.

58 SeeCONGRESSIONALOVERSIGHT PANEL JUNE OVERSIGHTREPORT. THE AIG RESCUE ITSIMPACT ON

MARKETS, AND THE GOVERNMENT S EXIT STRATEGY 42-43 (June 10, 2010); Daniel Schwarcz & Steven L.
5SgchwarczRegulating Systemic Risk in Insuran8& U.CHI.L.Rev. ___, _ (2014).

CONGRESSIONALOVERSIGHT PANEL JUNE OVERSIGHTREPORT THE AlIG RESCUE ITSIMPACT ON
MARKETS, AND THE GOVERNMENT SEXIT STRATEGY 43-44, 47 (June 10, 2010).
€ See, e.g. CONGRESSIONALOVERSIGHTPANEL JUNE OVERSIGHTREPORT THE AIG RESCUE ITSIMPACT ON
MARKETS, AND THE GOVERNMENT S EXIT STRATEGY 44-46 (June 10, 20103$pring break: A practice which
underpins swathes of the financial system facendily THE ECONOMIST(May 22, 2013).
oL SeeFlO Modernization Reporsupranote 1, at 19.
62 See, e.g. CONGRESSIONALOVERSIGHTPANEL JUNE OVERSIGHTREPORT THE AIG RESCUE ITSIMPACT ON
MARKETS, AND THE GOVERNMENT S EXIT STRATEGY 46 (June 10, 2010Bpring break: A practice which underpins
swathes of the financial system faced turpioiE ECONOMIST(May 22, 2013); FIO Modernization Repostpra
note 1, at 18-19.
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(c) AlG’s Collapse and Federal Bailout

Things began to deteriorate in late 2007, whercthdit rating agencies issued a series of
downgrades on AIG’s credit obligations, therebyrdsping AIG’s stock value and forcing AIG
to post more collateral. As more downgrades ensiiksl had to write down its CDS portfolio
and the company struggled to meet mounting casated! calls to cover its CDS and securities
lending obligation§?

The day of reckoning came on Monday, Septembe2Q®3 — the day that Lehman
Brothers filed for bankruptcy — when Standard & Poand Moody’s cut AIG’s long-term
rating three more notches. The downgrades meanAtiasuddenly had to raise as much as $75
billion in cash to cover its credit default swapgig#tions. Although the New York insurance
commissioner had just given AIG permission to $2I0 billion in cash out of its insurance
subsidiaries in exchange for illiquid assets wond same amount, that was just a drop in the
bucket compared to the total $75 billion that washimg due. Without sufficient time to raise
the rest of the cash by dumping tens of billiondafars in assets into a falling market, AlIG
rapidly careened toward bankrupféy.

Meanwhile, the Lehman Brothers bankruptcy had glkaiital markets into a panic and
federal officials could not stomach a repeat of flemco. Consequently, on Tuesday September
16, Treasury Secretary Henry Paulson and FedesdrRe Chairman Ben Bernanke grimly
capitulated and agreed to an $85 billion federdbbtiof AIG. To finance the rescue, the

Federal Reserve opened its discount window fofiteetime ever to an insurance company,

63
CONGRESSIONALOVERSIGHT PANEL JUNE OVERSIGHTREPORT. THE AIG RESCUE ITSIMPACT ON

MARKETS, AND THE GOVERNMENT S EXIT STRATEGY 37-40 (June 10, 2010).
CONGRESSIONALOVERSIGHT PANEL JUNE OVERSIGHTREPORT THE AlIG RESCUE ITSIMPACT ON
MARKETS, AND THE GOVERNMENT SEXIT STRATEGY 59-68 (June 10, 2010).
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citing the “unusual and exigent circumstances” staof former Section 13(3) of the Federal

Reserve Act®

In exchange for that financial lifeline, the fedegavernment took a majority 79.9
percent equity stake in Al&.0Once Uncle Sam became AIG’s controlling shareholde
pumped even more money into AIG in the form of mloems and commercial paper support to
salvage its investment. By the end of 2009, tadefal aid to AIG had ballooned to $182

billion.®” It was the biggest federal financial bailout bftiene.®®

When Bernanke and Paulson forged the rescue padé&ag\lG, their main aim was to
avert contagion. They were concerned about Al@mmanding role as the one of largest
sellers of credit default swap protection on cogp@bonds, mortgage-backed securities, and
CDOs worldwide. AIG owed a total of $441 billiom $wap obligations, including $20 billion to
Goldman Sachs alone. If AIG gone bankrupt anduiefd on its swaps, investment banks and
depository institutions that had bought that swagiqztion immediately would have to take
write-downs, eating into their already thin cap#ab forcing them to sell more stock just when

investors were fleeing equitiés.

Bernanke and Paulson were also concerned aboubruother financial institutions if

AIG filed for bankruptcy. In a briefing to membeysCongress on the night of the bailout, both

65 CONGRESSIONALOVERSIGHT PANEL JUNE OVERSIGHTREPORT. THE AIG RESCUE ITSIMPACT ON

MARKETS, AND THE GOVERNMENT SEXIT STRATEGY 68-71 (June 10, 2010); former 12 U.S.C. 8343(8D&).
CONGRESSIONALOVERSIGHT PANEL JUNE OVERSIGHTREPORT. THE AlIG RESCUE ITSIMPACT ON
MARKETS, AND THE GOVERNMENT SEXIT STRATEGY 71 (June 10, 2010).
67 Government Accountability Offic&roubled Asset Relief Program: Status of GoverrirAsaistance
Provided to AIGGAO-10-151, Nov. 2009).
AIG eventually paid back the loans in full and federal government sold its equity stal&eeJavier E.
David, AIG Makes Final Repayment to Government for BajlGiBC.com, March 1, 2013.
&9 Edmund L. Andrews, Michael J. de la Merced & M#¥illiams Walsh Fed's $85 Billion Loan Rescues
Insurer,N.Y. TIMES, Sept. 17, 2008; @NGRESSIONALOVERSIGHT PANEL JUNE OVERSIGHTREPORT THEAIG
RESCUE ITSIMPACT ONMARKETS, AND THE GOVERNMENT S EXIT STRATEGY 69, 75, 130-33 (June 10, 2010);
Gretchen Morgenso8ehind Biggest Insurer’s Crisis, a Blind Eye to atWbf RiskN.Y. TIMES, Sept. 28, 2008.
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men warned that an AIG bankruptcy filing could léad massive run on mutual funds because
AIG was one of the ten biggest stock holdings ih(kPplans. Similarly, AlG’s debt would
immediately go into default if AIG went bankrupgtetreby exposing the numerous banks and

mutual funds who owned that debt to the risk oftiin

On the surface, the AIG debacle did not appeantolve traditional insurance. All of
AIG-FP’s activities took place outside of AIG’s imaince subsidiaries. Furthermore, all of
AIG’s insurance operations remained solvent, thaakke vigilance of state insurance

regulators.

Nevertheless, the risky securities lending actsitof AIG’s insurers cast doubt on that
account. On closer examination, furthermore, th@ Apisode raised troubling questions about
insurance regulation and its ability to oversee glex, internationally active insurance groups.
In at least one respect, insurance regulators teamifactured that problem themselves. In a
classic case of arbitrage, AlG’s decision to pusldisastrous credit default swap activities into
an unregulated subsidiary was made possible, inlpathe decision by the New York
Superintendent of Insurance declining to define GB$hsurance in 2000. This regulatory gap
was not confined to the states: the federal gowernt was complicit as well, having made the
rash decision in 2000 to exempt credit default sxfapm federal regulatioff. The point is,
however, that the state insurance authorities pagsehe opportunity to regulate a systemically

risky product that easily could have been defirethaurance. Had the states done so, all CDS

o Eric Dash & Andrew Ross Sorkifihrowing a Lifeline to a Troubled Giantl,.Y. TIMES, Sept. 18, 2008.
n Re: Credit Default Option Facility (NY Dept. afd. Gen. Counsel June 16, 2008ge generallrthur
Kimball-Stanley,Insurance and Credit Default Swaps: Should Likengé Be Treated Aliked5 GONN. INS. L.J.
241, 247, 252 (2008).

2 See supraote 51 and accompanying text.
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would have had to have an insurable interest, wiviahld have eliminated trillions of dollars in

speculative bets on other entities’ investmenteibt known as naked credit default swaps.

Equally importantly, the AIG chapter shone lighttbe fact that no state insurance
regulator had the authority to oversee AIG’s hajdoompany, AIG-FP, or AIG Securities
Lending Corporation to determine whether undue ingkose operations threatened the
insurance subsidiaries over which they did haveipwr. Insurance regulation was siloed: state
insurance regulators had preeminent oversight & @insurance subsidiaries, but no real
authority over its non-insurance affiliates. Aatiogly, they did not detect the illegal expansion
of AIG’s securities lending business and were @sglabout AlG’s CDS activities.
Complicating the states’ lack of jurisdiction, AIG? was located in London, which state
commissioners were powerless to reach. As it haggheAlGdid have a consolidated federal
supervisor by virtue of AlG’s ownership of an inedrsavings and loan institution: the hapless
former U.S. Office of Thrift Supervision. As evemiroved, OTS was not up to the jdand

Congress eventually abolished the agency in thedBwdnk Act’*

Despite OTS’ miserable performance in supervisih@,Atate insurance regulators were
no more capable of that task for different reasdws.state law gave them jurisdiction to directly
regulate the parent holding companies of insurgneeps. Similarly, insurance commissioners
lacked authority to oversee the non-insurance didygés of insurance conglomerates,

something that was doubly a problem in the cagerefgn subsidiaries.

& For a full account of the myriad failings in OT&/ersight of AIG and how it came to acquire juiision

over AIG-FP despite AIG-FP’s location in the EurapdJnion, see KTHLEEN C. ENGEL & PATRICIA A. McCoy,
THE SUBPRIME VIRUS: RECKLESSCREDIT, REGULATORY FAILURE, AND NEXT STEPS221-23(Oxford University
Press, 2011).

" Pub. L. No. 111-203, § 313, 124 Stat. 1547 (2010)
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This lack of state statutory authority had two impot consequences. First, to the extent
that parent companies and non-insurance affiliat@ssurance companies posed systemic risk to
the financial stability of the nation, only the &€l government could regulate that risk, not the
states. And, second, the states’ lack of effeqiasent company oversight revealed the limits on
the states’ own ability to prevent excessive reskitig in other parts of complex insurance
groups. Without mandatory capital requirementshfading companies, state insurance
regulators could not ensure that those holding @n&s served as a source of strength for their
insurance subsidiari€s. In the case of AlG, the CDS activities of AIG-p&t crushing demands
on AIG’s parent company for capital support, thgrsiphoning off capital that otherwise would
have been available to backstop the insurance tpesa The availability of that parental
support was crucial because AIG’s insurance congsamad suffered losses from their own risky
securities lending activities. To make matterssepAIG’s holding company then begged state
insurance commissioners in September 2008 for @sram to upstream ca$iom the insurance
subsidiaries to help AIG-FP to meet its collatesdls. The New York insurance commissioner
acceded to that pressure and agreed to a $2Mhilistream commitment in exchange for
illiquid assets of uncertain valu&. In this way, AlG’s non-insurance activities ditlgqut

policyholder reserves at risk.

The bailout of AIG also unleashed the most potatibnale for federal intervention of

all. For AIG was the first time that the federavgrnment bore the negative externalities from

» This problem persists. The Financial StabiliyaBd reported that “no action has been taken”énthited

States (outside of depository institution holdimgnpanies and insurance company SIFIs) “to applyrarsce
capital requirements to the consolidated insurgmnoap. This means that no adjustments are madtalss to
address any intra-group creation of capital cabisechultiple gearing.” Financial Stability Boardeer Review of
the United States — Review Re@®rt(Aug. 27, 2013), available at
http://www.financialstabilityboard.org/2013/08/r &7/ (last viewed Dec. 18, 2014).

Events overtook this decision, however, and ultetyathe $20 billion payment was never made.
CONGRESSIONALOVERSIGHT PANEL, JUNE OVERSIGHTREPORT. THE AIG RESCUE ITSIMPACT ONMARKETS, AND
THE GOVERNMENT S EXIT STRATEGY 49-50 (June 10, 2010).
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an insurance group’s failure. Moreover, the Al®alde was no small event. To the contrary,
AlG’s rescue was the largest federal bailout ofiagte enterprise in U.S. histof{. The

political outrage that ensued matched the enorafithie rescu® and reflected serious
substantive concerns. Moral hazard by industry eaain to result from the impression —
which the Federal Reserve’s actions confirmedat &1G was too big to fail. Similarly, the
Federal Reserve suffered a serious blow to itsitegcy after making its unprecedented decision

to give AIG access to the discount window.

b. TARP Pavments To Other Insurance Companies

During the fall of 2008, AIG was not the only inance company recipient of the federal
government’s largesse. Over $4 billion of Wastong $700 billion Troubled Asset Relief
Program (TARP) went to bail out two other troublesurers, The Hartford Financial Services
Group, Inc., and Lincoln National Corporation. TAléstate Corporation, Ameriprise Financial,
Inc., Principal Financial Group, and Prudentialdfiaial applied for and received preliminary
approval for TARP funds, but eventually turned thamwn® Several other insurance

companies also applied for TARP funds (includinglife), but later withdrew their

" SeeMichael Powell & Mary Williams WalshA.I.G. to Pay $725 Million in Ohio Cash,Y. TIMES, July
16, 2010.

8 Public rage boiled over when the press reportédarch 2009 that AIG had recently awarded $16%ionil
in bonuses to executives at AIG-FP, notwithstandiggbailout. KTHLEEN C. ENGEL & PATRICIA A. McCoY, THE
SUBPRIME VIRUS. RECKLESSCREDIT, REGULATORY FAILURE, AND NEXT STEPS141(Oxford University Press,
2011).
& See Allstate Comments on U.S. Treasury CapitallRise ProgramBUSINESSVIRE, May 15, 2009,
available at http://www.businesswire.com/news/h@®@90515005547/en/Allstate-Comments-U.S.-Treasury-
Capital-Purchase-Program#.VI3iqrM5BZU (last vievizec. 16, 2014); Arthur D. Postd|Istate Says Thanks, but
No Thanks to Offer of Federal TARP Rescue MoPRYPERTYCASUALTY 360°, May 25, 2009, at
http://www.propertycasualty360.com/2009/05/25/alistsays-thanks-but-no-thanks-to-offer-of-fedeaaptrescue-
money (last viewed Dec. 16, 2014); Principal FinanhGroup,Principal Financial Group Declines Funding from
U.S. Treasury Capital Purchase PrograRress Release, June 11, 2009, available at
http://investors.principal.com/investor-relatiorsirs-releases/press-release-details/2009/Principah€ial-Group-
Declines-Funding-from-US-Treasury-Capital-PurchBsegram/default.aspx (last viewed Dec. 16, 2014);
Prudential Financial, IncStatement by Prudential Financial, Indune 1, 2009, available at
http://www.investor.prudential.com/phoenix.zhtm|228695&p=RssLanding&cat=news&id=1294196 (last vidwe
Dec. 16, 2014).
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applications or were deniéf.

The TARP rescues of The Hartford and Lincoln Naicshed light on other insurance
company activities that could spell systemic rigkessitating bailouts. Both companies were
life insurers that suffered sharp capital decliaksr the market nosedive in the fall of 2008
saddled them with hefty investment losses and plidd their liabilities on guaranteed benefits
under their variable life insurance and annuitydoris®>  In turn, the TARP applications filed
by these and other insurance companies sensiheetireasury Department to the counterparty

exposure and fragility of some life insurers to keavolatility.

c. Financial Guaranty Insurers

Another segment of the insurance industry — finagiiaranty insurers -- was hard hit
but did not receive federal bailouts during thefinial crisis. Those insurers, also known as
“bond insurers,” provide a layer of insurance agadefault on bonds. Traditionally this
insurance was limited to municipal bonds. Howewgth the explosion of private-label

mortgage securitization in the late 1990s, finargimranty insurers began to sell insurance to

8 Those insurance companies included Genworth Eiagdackson National, MetLife, Protective Life

Corp., and The Phoenix Companie&eeArthur D. PostalSome Insurers Qualify for TARP, but ‘Nothing is
Imminent,’LIFEHEALTH PrO, Apr. 20, 2009, available at http://www.lifehegdth.com/2009/04/20/some-insurers-
qualify-for-tarp-but-nothing-is-immi (last vieweded. 16, 2014); MetLifeMetLife Issues Statement on U.S.
Treasury’s Supervisory Capital Assessment Progiday 7, 2009, available at
https://www.metlife.com/about/press-room/us-predeases/2009/index.html?complD=13277 (last viewed. 26,
2014).

Later, in its decision designating MetLife as ateynically important insurer, the Financial Staili
Oversight Council recounted other ways in which I\fethad tapped the federal safety net during tharfcial
crisis. During 2008 and 2009, for instance, Metlsfbank received 19 Term Auction Facility loansliog $18.9
billion through the Federal Reserve. In 2009, Mfetklso obtained $397 million through the Tempwptaiquidity
Guarantee Program offered by the Federal Depasiirémce Corporation. The insurer borrowed andihes
billion through the Federal Reserve’s Commercigdd?d&unding Facility. FSOC, Basis of the Finan&tbility
Oversight Council’s Final Determination RegardingtMfe, Inc. 14-15 (Dec. 18, 2014), available at
www.treasury.gov (last viewed Dec. 19, 2014).

8l See, e.gThe Hartford Financial Services Group, Inc., Foi®rK], at 22-24, 65, 67, 156-58, 165, 181-82,
191 (2008); Lincoln National Group, Form 10-K, &30 (2008).
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investors against defaults on RMBS and CDOs as®veh 2008, there were nine main U.S.
bond insurers and they guaranteed over $2 triliomortgage-related securities in the years
leading up to the crisis. During the housing bebtiie bond insurers also issued credit default
swaps on RMBS and invested in RMBS and CDOs, imetudecurities they had guaranteed

themselves.

In recognition of the potentially ruinous exposposed by financial guaranties, state
insurance regulators traditionally limited finar@@aaranty insurers to a monoline structure
which prohibited those companies from offering otlypes of insuranc®. In other ways during
the run-up to 2008, however, state regulators weeely sanguine about the risks these
companies were taking. In particular, state regusaallowed the financial guaranty insurers to
operate with relatively little capital (in some eazero) because of the historically low default
rates on municipal bonds and residential mortg&yes.

This thin capital buffer left financial guarantysurers ill-prepared for what was to come.
Starting in early 2007, financial guaranty insun@ese hit with a mounting number of claims as
defaults spiked on home mortgages and RMBS and CD®@y 2008, bond insurers were
reeling from losses. This is apparent from thesirecrease in the industry’s combined ratios
from 2006 to 2008. The combined ratio is the patage of premiums that an insurer pays out in

claims and expenses. A ratio under 100% meangadbibty; a ratio over 100% raises

82
83
84
85

See, e.gFIO Modernization Reporsupranote 1, at 19-20, 30.

See, e.gFlIO Modernization Reporsupranote 1, at 30.

See, e.gFlIO Modernization Reporsupranote 1, at 29-30.

For the same reason, the private mortgage inseradustry was buffeted with losses. Private gage
insurers guarantee repayment of individual hometgages if the borrowers default. Typically, thesurers focus
on higher-risk mortgages (typically where the Idasvalue ratio exceeds 80%peeBasel Committee on Banking
Supervision, Joint ForunMortgage Insurance: market structure, underwritioygle and policy implications,
Consultative docume-3 (Feb. 2013), available at www.bis.org (lagwed Dec. 14, 2014); Federal Insurance
Office, U.S. Department of the Treasufynnual Report on the Insurance Induss4/ (June 2013), available at
www.treasury.gov (last viewed Dec. 14, 2014).
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profitability concerns. In 2006, the financial gaiaty insurance industry’s average combined
ratio was 10%. By 2008, the same ratio was 48@¥ly one bond insurer — Warren Buffett's

company, Berkshire Hathaway — had a combined adiess than 100% at the end of 2008.

Soon the rating agencies responded with downgrafigshe end of 2008, all of the U.S.
bond insurers except Berkshire Hathaway had |@st KAA ratings and Berkshire lost its later
on. By May of 2012, eight of the nine bond insan&ere no longer writing new business and

more than half had been seized or were in run@féble 1).

Tablel: Bond Insurer Health as of May 2012

Bond Insurer S& P Ratingasof May 2012 | Writing New Business?

Berkshire Hathaway AA+ No

Assured Guaranty AA- Yes

MBIA/National BBB No

Radian B+ In runoff

Ambac Not rated Seized by the State of
Wisconsin in 2010

Syncora Not rated In runoff

ACA Not rated In runoff

FGIC Not rated Seized by New York State in
2011

CFIG Not rated In runoff

These credit rating downgrades were disastrousetdiriancial guaranty industry’s
viability. In the structured finance business, loed insurers were essentially lending out their
AAA credit ratings to issuers for a fee. Consedlyetheir financial survival hinged on their
AAA ratings. If the insurers’ credit ratings dragpbelow AAA, that would harm their ability to

write new business and bring in new premiums.

That's exactly what happened. By 2011, the maideinsured municipal bonds shrank

from 50% of new issues pre-crisis to only 5%. Thetraction of this market made it
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temporarily difficult for some municipalities toise money by selling bond8. Meanwhile, the
private-label market for structured mortgage firenollapsed and has not come back in any
significant way. As of 2013, only two U.S. bondumers — Assured Guaranty and a new entrant,
Build America — were actively providing financialgrantee§’ While some observers express

optimism about the industf,its near-term future prospects remain uncertain.

The events of 2008 showed how financial guarargyriance could spawn systemic risk
in multiple ways. First, the downgrades of thedarsurers led to downgrades on the securities
that they guaranteed. This affected both mortgatsed securities and municipal bonds.
Institutional investors such as commercial bank$iagaurance companies that were limited by
law to owning investment-grade holdings often radéll bonds that had been downgraded to
junk, which put downward pressure on prices. Sirhj| financial institutions that bought swap
protection from the bond insurers had to mark trsveaps to market, sustaining losses and
eroding their capital. Making matters worse, sdroed insurers and private mortgage insurers

refused to pay claims, sometimes because regulatdesed them to do so.

Financial guaranty insurance was just one of thecgs of systemic risk in the insurance
sector. AlG’s credit default swap activities aegwwities lending by its insurance company
subsidiaries both proved vulnerable to runs. @lifie insurance sector, costly guaranteed
minimum benefits on variable life and annuity progucaused some of the nation’s largest life

insurers to ask for federal lifelines. Meanwhilee bond insurance industry was virtually wiped

86

See, e.gFlIO Modernization Reporsupranote 1, at 19.
87

SeeFederal Insurance Office, U.S. Department of theaSury Annual Report on the Insurance Industry
35 (June 2013), available at www.treasury.gov {l#stved Dec. 14, 2014); Jeffrey Stebp Capital Markets Need
Financial Guaranty Insurers2-2 (Oct. 6, 2014), available at
http://www.pillsburylaw.com/siteFiles/Publicatiohsiv360_Stern_Oct62014.pdf (last viewed Dec. 144201

8 SeeFitch RatingsMonolines Can Add Value Even with 'A' Category iRgg{Aug. 15, 2014); Jeffrey
Stern,Do Capital Markets Need Financial Guaranty Insufg(®©ct. 6, 2014), available at
http://www.pillsburylaw.com/siteFiles/Publicatiohaiv360_Stern _Oct62014.pdf (last viewed Dec. 144201
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out in 2008 and remains on life support. Togethese events fueled calls to regulate insurance

for systemic risk.

2. The Federal and International Policy Response

In the aftermath of 2008, the U.S. governmentaimdem with global regulators, moved
aggressively to erect a new, overarching systerthiregulation of systemic risk. The U.S.
system was federal in nature, which meant thaffiaaycial institution posing systemic risk
faced the prospect of federal oversight. The urgerd for systemic risk regulation and the
surprising new concerns about systemic risk inrasce that 2008 unearthed opened the door to
a new, major federal presence in insurance regulatMeanwhile, international bodies leaned
on the United States to strengthen its systemkcavgrsight, which further strengthened the

federal government’s hand in intervening in insgeregulation.

a. The Dodd-Frank Act

Although the federal government had tinkered wytstesmic risk on a hit-or-miss basis
before 2008, the manifest deficiencies in that siggnt compelled Congress to mandate a formal
and elaborate federal system for systemic risklatigm in the Dodd-Frank Act in 2010. This
system contemplated both the supervision of indi@idsystemically risky financial institutions
and of systemically risky activities more generallg addition, Dodd-Frank established the new

Federal Insurance Office as a beachhead for thefedaval role in insurance.

1. Federal Requlation of Systemically Important Insurers

AIG’s near demise and its unprecedented feder&itampelled Congress to enact

several provisions in the Dodd-Frank Act to addsssemic risk emanating from the insurance
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sector. Front and center, Congress was distrésaédo one regulator — state or federal — had
exercised any effective consolidated oversight k& for systemic risk. Similarly, Congress
was concerned about the lack of any special rasaltacility for failing systemically risky

nonbank firms akin to the FDIC resolution proceduomg used for failing banks.

In response to these and similar concerns, Congreated a new framework for federal
oversight of systemic risk in Dodd-Frank. The hipm of that framework was the creation of
the Federal Stability Oversight Council in Titl&’l.Among other things, Congress charged
FSOC with deciding whether to designate particn@abank financial services providers,
including insurers, as systemically important fici@ahinstitutions (SIFIs) for the purpose of
added federal regulatioh. To carry out that oversight, Congress authorthedrederal Reserve
Board to supervise and regulate all SIFls, inclgdiank and nonbank SIFls alike, using
enhanced prudential standaPdsln addition, in Title Il of the 2010 legislatioBongress
authorized the federal government to place faifingncial institutions, including insurers, into

federal receivership in the unusual circumstancere/their failure and resolution under

89 In contrast to depository institutions, federalulagors had no good process for putting AlG intaedterly

federal receivership. At the time, the federalgroment could not locate a buyer for the compamysanits only
options were to put AIG into bankruptcy or to grargovernment bailout. Fresh off the Lehman Bnathe
bankruptcy, the Federal Reserve was understandazipus about an AlIG bankruptcy and chose the satee.
As a result, the federal government came to cottlvorld’s largest insurance company overnight.

%© Dodd-Frank Act, Pub. L. No. 111-203, § 111, 124t S1547 (2010).

o Dodd-Frank Act, Pub. L. No. 111-203, § 113(a)} Btat. 1547 (2010). Nine of FSOC's ten voting
members are federal regulators outside of the ammr area. The tenth is an independent membeingitihance
expertise who is appointed by the President anflrooed by the Senate for a six-year term. In d@ddijttwo of
FSOC's five non-voting members are from the insoessector: the Director of the Federal Insuranffie®and a
state insurance commissioner, picked by his opkers.Id. at § 111(b)-(c).

92 Dodd-Frank Act, Pub. L. No. 111-203, §§ 114, R&), (c), 117(a)-(b), 161(a)-(c), 162(a)-(b), 1634
Stat. 1547 (2010). Under Dodd-Frank, TARP recitsi¢hat were bank holding companies with total otidated
assets of $50 billion or more on January 2, 20L0ttmt later ceased to be bank holding compaaresalso subject
to enhanced standards and supervisidng§ 117.
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otherwise applicable state or federal laws woulehserious adverse effects on the financial

stability of the United States.

To date, FSOC has designated three large insugartegprises — AlG, Prudential
Financial, Inc., and MetLife — as nonbank SI¥isAs a result, these insurance company SIFls
will be subject to examination by the Federal Res@&oard. In addition, they will face
enhanced federal prudential standards includingmmide minimum leverage and risk-based
capital requirement® liquidity requirements, risk management requiretseresolution plan
and credit exposure report requirements, conceémrainits, a contingent capital requirement,
enhanced public disclosures, short-term debt limaitsl other prudential standards instituted by

the Federal Reserve Boalt.

2. The Creation of the Federal Insurance Office

Congress did not stop with the designation andré¢deipervision of systemically risky
insurers in the Dodd-Frank Act. In addition, Caegg mandated the creation of a new Federal

Insurance Office (FIO) located within the U.S. Degpeent of the Treasury in Title V of Dodd-

9 Dodd-Frank Act, Pub. L. No. 111-203, § 203(c)@4 Stat. 1547 (2010).

o FSOC, Basis of the Financial Stability Oversi@otuncil’s Final Determination Regarding American
International Group, Inc. (July 8, 2013), availabtevww.treasury.gov (last viewed Aug. 11, 2018, Basis
for the Financial Stability Oversight Council’'s BirDetermination Regarding Prudential Financial (8ept. 19,
2013), available at www.treasury.gov (last viewathAl1, 2014); FSOC, Basis of the Financial Stabiiversight
Council’'s Final Determination Regarding MetLifecI{Dec. 18, 2014), available at www.treasury.dast(viewed
Dec. 19, 2014).

% In December 2014, Congress passed an amendmaottbFrank clarifying that the Federal Reserve
Board shall not be required to include insurandesiliaries when establishing the minimum leveraupk risk-
based capital requirements on a consolidated fmsiepository institution holding companies ancdinank SIFIs.
Nothing in the amendment, however, prohibits thafidrom establishing capital requirements at tfoaig level.
Insurance Capital Standards Clarification Act 0£20S. 2270, 118Cong., 2d Sess., § 2(2) (2014), codified at 12
U.S.C. 8 5371(c)(1)-(c)(2).

% Dodd-Frank Act, Pub. L. No. 111-203, §§ 165(b)#&)(B), 165(c) , 124 Stat. 1547 (2010).
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Frank?’ For the most part, however, the FIO’s authdstiruncated and the Office does not

displace the traditional supervisory and regulatotg of the states over insurance.

In lieu of having regulatory responsibilities, FEJurisdiction is mostly restricted to
monitoring the insurance industry (including focess to insurance and for regulatory gaps that
could contribute to systemic risk), recommendingbank SIFI designations for individual
insurers, assisting the Secretary of the Treasuagiministering the Terrorism Insurance
Program under the Terrorism Risk Insurance ActQff2 and consulting with the states on
insurance matters of national and internationaldrgmce’® Where FIO has teeth is in its
power to develop federal policy on the prudentsdexts of international insurance issues and to
assist the Secretary in negotiating internatiorgties and other agreements regarding the
prudential regulation of the business of insurasrceeinsurance. As part of that authority, FIO
represents the United States in the InternatiosabAiation of Insurance Supervisors (IAIS) and

can issue determinations that provisions of fedeeaties preempt state insurance faw.

FIO also plays a formal role in the designation fatteral oversight of nonbank SIFls
under Titles I and Il. The Director of the FIOaisionvoting member of FSOC for purposes of
FSOC decisions on designations and oversihEurthermore, the Director must give approval,
along with two-thirds of the Governors of the Fedéteserve Board, before the Secretary of the
Treasury may seek to appoint the Federal Depasitrémce Corporation as the federal receiver

of an insurance company on grounds of systemic’ftsk

o7 Dodd-Frank Act, Pub. L. No. 111-203, § 502, 124t.S1547 (2010), codified at 31 U.S.C. §8 313-314.
%8 Dodd-Frank Act, Pub. L. No. 111-203, § 502(a)(®24 Stat. 1547 (2010), codified at 31 U.S.C. §(8L3
9 Dodd-Frank Act, Pub. L. No. 111-203, § 502(a)(@®4 Stat. 1547 (2010), codified at 31 U.S.C. §

313(c)(L)(E)-(F). (c)(2).
100 Dodd-Frank Act, Pub. L. No. 111-203, § 111(b)(@4 Stat. 1547 (2010).
101 Dodd-Frank Act, Pub. L. No. 111-203, § 203(a)(})(124 Stat. 1547 (2010).
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The creation of FIO and FSOC and the Federal Re'semew role in insurance have
significance beyond these entities’ formal dutiBgfore these events, the federal government
had virtually no expertise in insurance. Now, hegrethe federal government has a growing
number of professionals spread across the Tre&epgrtment and the Board who have serious
expertise in insurance. Already many of them a&eptly immersed in regulating some insurers.
Their presence provides a small but meaningfulfpad which federal insurance regulation
could be launched. Furthermore, they have a g@watake in expanding federal insurance

regulation because doing so will enhance theiraesibilities and reputatiort§?

3. Across-the-board supervision of systemically risky activities

Often the preoccupation with SIFI designations githee false impression that systemic
risk regulation outside of commercial banking mited to the oversight of systemically
important financial institutions. The federal gawaent, however, also has broad authority to
issue industry-wide regulations for financial atties posing systemic risk. This type of
regulation allows regulators to address systemslcemanating from the activities of numerous
interconnected market actors, large and small.

There are growing instances of across-the-boarésys risk regulation. The Dodd-
Frank Act mandated extensive new regulation ofvaéiries trading. Standardized derivatives
must now be cleared and executed through cengatinghouses to improve transparency and
limit counterparty risk®® Dodd-Frank also imposed margin requirementsaaps to reduce

the risk to counterparties and to tamp down levet3t Swap dealers and major swap

102 | am grateful to Dan Schwarcz for these points.

103 Dodd-Frank Act, Pub. L. No. 111-203, 8§ 723, 2§3(c), 124 Stat. 1547 (2010).
104 Dodd-Frank Act, Pub. L. No. 111-203, §§ 731, 24124 Stat. 1547 (2010).
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participants are subject to new minimum capitaliieanents to safeguard against insolveticy.
Finally, Dodd-Frank authorized the Securities amdiange Commission (SEC) and the
Commodity Futures Trading Commission to instituiéerdata reporting and recordkeeping
requirements for derivative§®

Naturally, the asset-backed securitization industag another target of reform in Dodd-
Frank. Dodd-Frank imposed new requirements onitiolstry regarding conflicts of interest,
mandatory disclosures, representations and waesahti issuers, asset review and evaluation
obligations, and the retention of risk by secueit&zto ensure that they have “skin in the
game.*?’

Other reforms address capital markets trading anelstment fund activities. Under the
Volcker Rule, Dodd-Frank restricted proprietandirg by bank holding companié¥
Meanwhile, for the first time ever, investment aars to hedge funds and private equity funds
must register with SEE? In addition, private fund advisors must make g filings with the
Commission on topics such as assets under managamerof leverage, counterparty credit risk
exposure, and trading practice$.In 2014, the Commission adopted further reformetiuce
the risk of runs on money market funds in respagagessure from FSOE?!

More such regulations can be expected down the rbathll 2014, the SEC announced

plans to expand mandatory reporting by investmemd$ to include data on separate accounts,

105 Dodd-Frank Act, Pub. L. No. 111-203, §§ 731, 293124 Stat. 1547 (2010).

106 Dodd-Frank Act, Pub. L. No. 111-203, §§ 728, 76366, 124 Stat. 1547 (2010).

107 Dodd-Frank Act, Pub. L. No. 111-203, 8§ 621, 45, 124 Stat. 1547 (2010).

108 Dodd-Frank Act, Pub. L. No. 111-203, § 619, 124t S1547 (2010).

109 Securities and Exchange Commissi@nles Implementing Amendments to the InvestmeitekshAct of
194Q 76 Fed. Reg. 42950 (July 19, 2011); SecuritiesEExchange CommissioBxemptions for Advisers to
Venture Capital Funds, Private Fund Advisers Wigsd Than $150 Million in Assets Under Management, a
Foreign Private Advisers/6 Fed. Reg. 39645, 39680 (July 6, 2011).

110 Securities and Exchange Commissi@eporting by Investment Advisers to Private Furis @ertain
Commodity Pool Operators and Commodity Trading sahd on Form PF76 Fed. Reg. 711287 (Nov. 16, 2011).
1L Securities and Exchange Commissigioney Market Fund Reform; Amendments to FormmH;ed.
Reg. 47735 (Aug. 14, 2014).
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their holdings of derivatives, the liquidity andwation of their assets, and their securities
lending activities** The SEC also said that it planned to review eystior improving fund
liquidity and for limiting the use of derivativey Ibetail mutual funds to boost returns through
leverage'!® The Commission also trained attention on a liviikjrequirement for investment
advisors and funds and on stress tests to evahmbility of funds to meet spikes in
redemptions following economic shock8. The Commission announced those plans after
FSOC changed its focus in July of that year fromigleating large asset managers as nonbank
SIFIs to regulating potentially risky activitiestime investment fund and asset management
industries:™

All of these systemic risk initiatives occurred engd a backdrop of parallel initiatives by
international financial regulatory bodies. In firecess, the U.S. reforms underwent global

scrutiny, increasing the pressure for a strongiera presence in insurance regulation.

b. International Response

In the aftermath of the financial crisis, the G2aders asked the Financial Stability

Board (the FSB) to address the systemic risk pteddwy global SIFIs (G-SIFIs). The FSB

112

SeeAndrew AckermanSEC Preps Mutual Fund Rules: Agency Eyes Greai@sure of Portfolio
Data, Stress Tests for Asset Manag®vaLL ST.J., Sept. 7, 2014£&£nhancing Risk Monitoring and Regulatory
Safeguards for the Asset Management InduBtgynarks by Securities and Exchange Commission Giely Jo
White at the New York Times DealBook Opportunities Tomorrow Conference, Dec. 11, 2014, at 3-4jlakbte
at www.sec.gov (last viewed Dec. 15, 2014).

13 SeeAndrew AckermanSEC Preps Mutual Fund Rules: Agency Eyes Greasaid@sure of Portfolio
Data, Stress Tests for Asset Manag®vaLL ST. J., Sept. 7, 2014£€nhancing Risk Monitoring and Regulatory
Safeguards for the Asset Management InduBtgynarks by Securities and Exchange Commission Gheiy Jo
White at the New York Times DealBook Opportunities Tomorrow Conference, Dec. 11, 2014, at 4, add at
www.sec.gov (last viewed Dec. 15, 2014).

14 SeeAndrew AckermanSEC Preps Mutual Fund Rules: Agency Eyes Greai@sure of Portfolio
Data, Stress Tests for Asset Manag®vaLL ST.J., Sept. 7, 2014£&£nhancing Risk Monitoring and Regulatory
Safeguards for the Asset Management InduBtgynarks by Securities and Exchange Commission Ghely Jo
White at the New York Times DealBook Opportunities Tomorrow Conference, Dec. 11, 2014, at 5, avad at
www.sec.gov (last viewed Dec. 15, 2014); Dodd-Frank Pub. L. No. 111-2013, 8§ 165(i)(2), 124 Sfat23
(2010), codified at 12 U.S.C. § 5365.

15 SeeAndrew AckermanSEC Preps Mutual Fund Rules: Agency Eyes Greaisaid@sure of Portfolio
Data, Stress Tests for Asset Manag®vaLL St. J., Sept. 7, 2014.
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responded by publishing a systemic risk policy fearark and designating a number of large
banking groups as global systemically importantdsan November 2011'® Meanwhile, the
FSB delegated the tasks of developing systemigaadikies for insurers and identifying global
systemically important insurers (G-SlIs) to theehmiational Association of Insurance
Supervisors (IAISY

The IAIS identified nine initial G-Slls in July 281 The three U.S. insurers on that list
were AIG, MetLife, Inc., and Prudential Financielc. **® That same month, the IAIS unveiled
its policy framework for G-SlI$*° Among the framework’s prescriptions were heighten
supervision, orderly resolution facilities, backstmpital requirements, and higher loss
absorption capacity for non-traditional insurannd aon-insurance activitie¢4’

The IAIS’ recommendations for enhanced supervigiere not just limited to G-SlIs. In
addition, the IAIS promulgated its Common Framewlorkthe Supervision of Internationally
Active Insurance Groups (nicknam€dmFramé to foster global convergence in the oversight
of internationally active insurance conglomerategardless of whether they are designated as
G-Slis!*

Meanwhile, in 2013, the FSB completed a peer rewaEimsurance regulation in the U.S.

that criticized state-based regulation and recona®eérscrapping it in favor of federal

116 Financial Stability Boardslobal systemically important insurers (G-Slis) ahd policy measures that

will apply to theml (July 18, 2013), available at www.financialstigboard.org (last viewed Aug. 30, 2014).
17 Financial Stability Boardzlobal systemically important insurers (G-SllIs) ahd policy measures that
will apply to theml (July 18, 2013), available at www.financialstigboard.org (last viewed Aug. 30, 2014).
18 Financial Stability Boardzlobal systemically important insurers (G-SllIs) ahd policy measures that
will apply to theml & 4, Annex 1 (July 18, 2013), available at wwnaincialstabilityboard.org (last viewed Aug.
30, 2014). These G-Slis were identified usingrttethodology announced in International Ass’'n ofihasice
SupervisorsGlobal Systemically Important Insurers, Initial &ssment Methodologyuly 18, 2013), available at
www.iaisweb.org (last viewed Aug. 31, 2014).

119 International Ass’n of Insurance Supervis@®bal Systemically Important Insurers: Policy Meees
(July 18, 2013), available at www.iaisweb.org (listved Aug. 31, 2014).

120 International Ass’n of Insurance Supervis@®bal Systemically Important Insurers: Policy Meeges
(July 18, 2013), available at www.iaisweb.org (listved Aug. 31, 2014).

121 International Ass’n of Insurance Supervis@fybal Systemically Important Insurers: Policy Mesges
(July 18, 2013), available at www.iaisweb.org (Mstved Aug. 31, 2014).
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regulation*?* According to the FSB, “[g]iven the drawbacks loé turrent regulatory set-up, the

US authorities should carefully consider and previecommendations to Congress as to
whether migration towards a more federal and stlieaohstructure may be a more effective
means of achieving greater regulatory uniformify."In addition, the FSB was sharply critical
of the states’ inadequacies in consolidated ovetsifjinsurance groups and in capital adequacy
regulation of insurance groups.

These steps by the FSB and the IAIS have exerestpre to deepen federal
involvement in insurance regulation in a numbewaf/s. The IAIS’ decision to designate AlG,
MetLife and Prudential as G-SlIs undoubtedly plagguhart in the companies’ U.S. SIFI
designations. Global regulators’ emphasis on @ffegroup supervision further underscored
the holes in the U.S. approach to that issue. Made, the FSB’s push for international
harmonization of capital adequacy standards fernationally active insurers could well set a

standard that could ripple throughout the insurandastry.

IV. Why Federal Intervention in Insurance is Likely to Grow in Future
Years

Before 2008, the insurance industry and state amsa@ regulators succeeded in staving
off unwanted federal regulation of private insum@part from health insurance, employee
benefits, and certain types of catastrophe insa)gpartly because the federal government had
not been tapped to bail out the insurance sedtbat all changed in 2008. That fall, in a stark

departure from the past, the federal governmentdhaear part of the negative externalities

122 Financial Stability Board?eer Review of the United States — Review R&JofAug. 27, 2013), available
at http://www.financialstabilityboard.org/2013/081130827/ (last viewed Dec. 18, 2014).

123 Id. at 10.

124 Id
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resulting from systemic risk associated with theunance sector, most notably in the bailout of

AIG and the TARP payments to The Hartford and Lindgational.

History sheds light on the watershed significanfcerossing that line. In a related
context before 1989, state bank and thrift regusab@d significantly broader authority and
discretion in regulating federally insured depasitostitutions than they do today. But during
the savings and loan crisis in the 1980s, some stgulators relaxed their prudential safeguards
against lax lending and equity investments to sutkxtreme that over two thousand thrifts and
banks failed®® Despite the large number of depository institufiailures during that period,
only a “relatively small number of failures” wereeded to “cause serious strains on the
[federal] deposit insurance fun?® The losses were so enormous that the federalgswind
loan deposit insurance fund failed and the fed#egbsit insurance fund for banks went into the
red, forcing Congress to recapitalize both fundsugpayer expensg’ In response to this
abdication by the states, Congress stripped thesstd power to set minimum prudential
standards for banks and thrifts in 1989 and 19@lcamsolidated that authority in the federal
government?®

Similar to the events in banking, the federal h&#dao the insurance industry in 2008
inexorably changed the terms of the debate ovar&tdhtervention in insurance. The question

is not whether the federal government will intergém insurance; rather, it is to what extent and

125 SeeFederal Deposit Insurance Corporatiodj$TORY OF THE198Gs, at 3 fig. 1.1, 107-09, 122-26, 168-69
& tbl. 4.2, 176-86 (1997), available at www.fdic\gflast viewed Sept. 4, 2014).

126 SeeFederal Deposit Insurance CorporatioH)$TORY OF THE198G5, at 16 (1997), available at
www.fdic.gov (last viewed Sept. 4, 2014).

127 SeeFederal Deposit Insurance CorporatioH)$TORY OF THE198G5, at 4 & n.1, 10, 16, 39, 41, 82, 100
(1997), available at www.fdic.gov (last viewed Seht2014).

128 SeeFederal Deposit Insurance CorporatioRj$TORY OF THE198(5, at 100-05 (1997), available at
www.fdic.gov (last viewed Sept. 4, 2014). The 188§islation was the Financial Institutions RefoRecovery
and Enforcement Act, Pub. L. No. 101-73, 103 38R (1989) (FIRREA); the 1991 legislation was tleel€ral
Deposit Insurance Corporation Improvement Act, RulNo. 102-242, 105 Stat. 2236 (1991) (FDICIA).

41



how. Meanwhile, the recent financial crisis, tila&ment of Dodd-Frank, the creation of FSOC
and FIO, and the insurance initiatives of theieinational regulatory counterparts ignited a new
and more expansive discussion about the meanitigedérm “systemic risk” and the regulatory
consequences flowing from that meaning. As | diglicuss in the pages to come, the debate over
federal regulation of insurance is playing out agathe background of the larger debate over the

definition of “systemic risk.”

A. Term Mismatch and Runs

In its broadest sense, “systemic risk” is the tigkt an entire system will experience a
series of correlated breakdowns. Historicallyteysc risk most often has been conceptualized
as the problem of directly linked failures. Undeat theory, one financial actor’s inability to
meet its obligations can directly inflict seversedes on its creditors, which can cause them to
default on their own obligations and set off a olv@action that topples other creditors down the
line. This could be set in motion by one largecshio a financial sector or the economy or, less
often, by a more limited shock to one institutibattdestabilizes its counterparties. The lower a
financial firm’s capital or the higher its indebtexss or leverage, the more it will be vulnerable
to systemic risk. Alternatively, systemic risk mago arise where the failure of one financial
firm causes creditors or investors to questiorstileency of similar firms and withdraw their

funds**®

129 George G. Kaufman & Kenneth E. Scétthat Is Systemic Risk, and Do Bank Regulators Betar
Contribute to It?VIl INDEPENDENTREV. 371, 371-73, 376, 379-80 (2008ge alsd~ranklin Allen & Douglas Gale,
Financial contagion108 JPoL. ECON. 1 (2000); Xavier Freixas, Bruno M. Parigi, & Je@harles RocheGystemic
risk, interbank relations, and liquidity provisiday the central bank32 J.MONEY, CREDIT & BANKING 611 (2000);
Steven L. Schwarc&ystemic Risl®7 Geo. L.J. 193, 204 (2008).
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These scenarios share one thing in common, whialb&dance sheet featuring a maturity
mismatch between short-term liabilities and longrt@ssets that makes a financial firm
susceptible to runs. The classic example invadvieank run, in which a bank, faced with a
stampede by depositors to withdraw their demanasleyy becomes insolvent because it cannot
liquidate its long-term assets at fair market vdast enough to pay off its depositors in full. If
the bank’s distress spreads to other banks — beckymositors elsewhere start to worry that their
own banks are insolvent, because those banksedgars of the original bank that failed, or for

some other reason — then the bank run may ripersirgtemic risk>°

Conventionally, the insurance industry has not bemrsidered vulnerable to runs
because of differences in its balance sheet maked@specially the maturity of its liabilitié¥
The classic model of insurance is premised onahedf large numbers, in which a large number
of uncorrelated risks are distributed along a ndguave. In addition, policyholders usually
cannot demand a payout unless and until there eacamrence of an insured event. For both
reasons, insurance claims should be spaced outaedatively long period of time, which
lengthens the average maturity of an insurance eogig liabilities to policyholders. Ideally,
that allows an insurer to match its liabilitiesthe longer-term maturities of its assets.
Consequently, insurers are less likely than comialoanks to experience a surge in cash
redemptions that would threaten their liquidity aaduire them to liquidate their assets for less

than fair market valu&® Similarly, traditionally insurers were not higHveraged because

130 See, e.gDouglas W. Diamond & Philip H. Dybvidank runs, deposit insurance, and liquidi#y J.PoL.

EcoN. 401 (1983); Gary Gorton & Andrew WintoRinancial Intermediatior63 (NBER Working Paper 8928 May
2002) (“[t]hese definitions have in common the featthat a panic is a systemic event in which coress want to
hold currency in exchange for their demand dep9sisee generally idat 63-68.

131 For an examination of this argument, 8smiel Schwarcz & Steven L. Schwar&ggulating Systemic
Risk in Insurance81 U.CHI.L.Rev. ___,  (2014).

132 Seelnternational Ass’n of Insurance Supervisdeépbal Systemically Important Insurers, Initial
Assessment Methodolo@luly 18, 2013), available at www.iaisweb.org (istved Aug. 31, 2014).
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they did not rely heavily on financing through debsubstitutes for debt such as derivatives,

repurchase (repo) agreements or securities lending.

While this traditional model of insurance oftendmtrue, recent experience showed that
the insurance industry is not completely immunenfroins. As the financial crisis revealed,
there are pockets of activities in some insurammeepanies and groups that increase their
leverage and expose those firms (or their counteegato runs. FSOC relied heavily on these

areas of concern in designating insurance compasi&sFIs to date.

1. Term Mismatch in Shadow Banking

The events of 2008 showed that bank deposits wartha only type of short-term
liabilities that were subject to runs. As the pasirtem demonstrated, modern finance had
spawned a “shadow banking system” of other formshoft-term debt financing that were also
vulnerable to runs. For example, all of the tof.Unvestment banks in 2008 depended on
short-term (often overnight) lines of credit in floem of repo lending for fundiny’®> Bear
Stearns and Lehman Brothers cratered when thesrlegglers refused to renew their overnight
loans. Similarly, in the over-the-counter derivas market, panic about AlG’s ability to meet
its credit swap protection obligations led to casrgin calls of crushing proportions. Money
market funds also experienced runs, one of whipilsizad the Reserve Primary Fund in

September 2008

133 A repurchase or repo agreement is a functiortadtiute for a loan in which the financial institun

seeking to borrow sells securities for cash pursttaan agreement to buy back the securities at price at a later
date. SeeTobias Adrian et al., Repo and Securities Lendi8y(Eed. Res. Bank of N.Y. Staff Report No. 52% Fe
2013), available at http://www.newyorkfed.org/rasééstaff_reports/sr529.pdf (last viewed Dec. 31 4).

134 Diana B. Henriquesvloney Market Fund Says Customers Could Lose Mg TIMES (Sept. 17, 2008);
Lawrence Schmidt, Allan Timmermann & Russ WermBusns on Money Market Mutual Funds (working paper,
Feb. 28, 2014), available at http://rady.ucsd.egtgtfaculty/timmermann-money-market-funds.pdf (lastved

Dec. 30, 2014).
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These types of runs can spread systemic risk throng and sometimes two pathways.
The first pathway involves counterparty exposurés mega-firm reneges on its short-term
liabilities, that can bring down the creditors wdre owed that money, which in turn could
topple their creditors®> Generally, this concern about a cascading eiédnited to situations
where a company’s counterparties are other systtimimportant financial institutions and not
retail customers. In contrast, the second pathwahere mass liquidation of assets in order to
meet redemptions sends market prices into a taif§pi can harm large financial institutions

and retail customers alike.

a) Term-Mismatch Problems in the Insurance Industry

As the events of 2008 showed, runs were not lintikddvestment banks, money market
funds, or derivatives issuers. Closer analysisatd a number of term-mismatch problems in
pockets of the insurance industry creating themi@kfor runs. FSOC cited several such

problems in its decisions to designate AIG, PruidRinancial, Inc., and MetLife as SIFIs.

Specifically, FSOC expressed concern about vafmding streams that increased the
leverage of all three insurance SIFIs and theinexdbility to runs due to term mismatches. For
example, the Council pointed to AIG’s, Prudentiadiad MetLife’s securities lending businesses

as one worrisome area of counterparty exposuressset liquidation>’ Repo financing at all

135 According to Acemoglu, Ozdaglar & Tahbaz-Sal@ighly interconnected financial systems are safer s

long as the size and number of damaging shocksimesnall. As shocks increase in quantity and ze showever,
financial systems featuring a high degree of intenectedness among large counterparties beconsasiagly
fragile. Daron Acemoglu, Asuman Ozdaglar & Alirekahbaz-Saleh§ystemic Risk and Stability in Financial
Networks _ Av. ECON.Rev. ___ (forthcoming 2015).

136 Acharya theorizes systemic runs as “the joirtfairisk arising from the correlation of returns asset
side of” financial firm balance sheets. Viral VciaryaA theory of systemic risk and design of pruderuzaik
regulation 5 J.FINAN. STABILITY 224, 225 (2009).

187 FSOC, Basis for the Financial Stability Oversi@ioiuncil’s Final Determination Regarding Prudential
Financial Inc. 2 (Sept. 19, 2013), available at wiseasury.gov (last viewed Aug. 11, 2014); FSOGiBaf the
Financial Stability Oversight Council’s Final Det@nation Regarding American International Groug, 18, 14
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three insurers posed similar concefifsin addition, the Council singled out the three
companies’ derivatives holdings, which could “reqythem] to either post additional collateral
or to raise cash to close out certain funding @atiens.**® These activities presented term-
mismatch problems to the extent that AlG, PrudémdraMetLife could be forced to dump
substantial amounts of long-term or illiquid invesnts*°in order to raise cash to meet
collateral class or repayment demands on short4tepm loans, securities loans, or derivatives

obligations.

In its MetLife decision, FSOC also flagged a new area of congeralving term-
mismatch problems with MetLife’s funding agreembatked notes (FABNSs) and related
products. FABNSs are financing instruments in whiokestors buy notes from a special purpose
vehicle (SPV) organized by a sponsor such as MetLlih MetLife’s case, those notes are
backed by an underlying agreement by MetLife to ipégrest and principal on amounts that it

borrows from the SPV. Some of these FABNs weretgieom, which could create liquidity

(July 8, 2013), available at www.treasury.gov (Mstved Aug. 11, 2014); FSOC, Basis of the Findrgfability
Oversight Council’s Final Determination RegardingtMfe, Inc. 10-11, 17, 19 (Dec. 18, 2014), avd#adt
www.treasury.gov (last viewed Dec. 19, 2014).

138 FSOC, Basis for the Financial Stability Oversi@iouncil’s Final Determination Regarding Prudential
Financial Inc. 8 (Sept. 19, 2013), available at wissasury.gov (last viewed Aug. 11, 2014); FSOGsiBaf the
Financial Stability Oversight Council’s Final Daet@nation Regarding American International Groug, I8, 7, 14
(July 8, 2013), available at www.treasury.gov (l&sived Aug. 11, 2014); FSOC, Basis of the Findrstability
Oversight Council’s Final Determination Regardingtiife, Inc. 19, 21-22 (Dec. 18, 2014), availalie a
www.treasury.gov (last viewed Dec. 19, 2014).

139 FSOC, Basis for the Financial Stability Oversi@auncil’s Final Determination Regarding Prudential
Financial Inc. 2-3 (Sept. 19, 2013), available atwtreasury.gov (last viewed Aug. 11, 201g@e alsd=SOC,
Basis of the Financial Stability Oversight CourgiFinal Determination Regarding American InternadiaGroup,
Inc. 3, 11-13 (July 8, 2013), available at www.s@g.gov (last viewed Aug. 11, 2014); FSOC, Basithe
Financial Stability Oversight Council’s Final Det@nation Regarding MetLife, Inc. 18-19, 29 (Dec, 2814),
available at www.treasury.gov (last viewed Dec.2®14). InMetLife the Council further stated that the
company’s hedging activities through derivativesg@ased its “complexity and interconnectedness attier
financial markets participants.id. at 9.

140 For example, in th®letLifedecision, FSOC stressed the company’s substawtidiniys of relatively
illiquid assets, including U.S. corporate fixedonee securities and U.S. asset-backed securiti®QCF Basis of
the Financial Stability Oversight Council’'s Finagéf@rmination Regarding MetLife, Inc. 24 (Dec. 1812),
available at www.treasury.gov (last viewed Dec.2®14).
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problems for MetLife if the holders of those notiesided not to renew their investmetits.in
its designation opinion, FSOC pointed out that Methad one of the highest leverage ratios
among its peers, due in part to its reliance on RAB? FSOC was also worried that up to 65
money market mutual funds could “break the buckdtLife defaulted on its funding
agreement-backed securities owned by those funeishiy triggering a run on other money

market funds.

FSOC also discerned the potential for runs in gaemption rights issued by all three
companies on some of their traditional life inswaproducts. These insurers issued large
amounts of life insurance products (including Vialeaannuities) that guaranteed cash
redemptions to policyholders who surrendered tipadieies or took out loan$? Similarly,
MetLife’s guaranteed investment contracts (GICs)egaustomers a unilateral right of
withdrawal for purposes of loans, benefits, or $fars to other funds within a plaff. Three
types of contagion might ensue in case of a surgedemptions, according to FSOC. First, if
large financial intermediaries and other compahasb significant exposure to institutional

products of that nature, they could face countéyp#sk or need to write down those assets from

141 FSOC, Basis of the Financial Stability OversiGotuncil’s Final Determination Regarding MetLifeclrd-
10, 21 (Dec. 18, 2014), available at www.treaswy.g@ast viewed Dec. 19, 2014).

142 The Council also pointed to MetLife’s outstandlogg-term debt, junior subordinated debt, unseture
credit and committed facilities, and Federal Honoarh Bank financing as sources of its leverage. G3asis of
the Financial Stability Oversight Council’'s Fina¢t@rmination Regarding MetLife, Inc. 9, 16, 18-29,(Dec. 18,
2014), available at www.treasury.gov (last viewestD19, 2014).

143 FSOC, Basis of the Financial Stability Oversi@otuncil’s Final Determination Regarding American
International Group, Inc. 2 (July 8, 2013), avaléaatt www.treasury.gov (last viewed Aug. 11, 2058 also
FSOC, Basis for the Financial Stability Oversigltu@cil's Final Determination Regarding Prudentiadahcial
Inc. 2, 8 (Sept. 19, 2013), available at www.treggov (last viewed Aug. 11, 2014); FSOC, Basishef Financial
Stability Oversight Council’'s Final Determinatior@arding MetLife, Inc. 13-14, 16-18, 20-23 (Dec, 2814),
available at www.treasury.gov (last viewed Dec.2®14). MetLife also issued other types of guaraston many
of its life insurance and annuity products, inchgiminimum interest rate, minimum living benefibdaminimum
death benefit features. If MetLife could not hotlwse guarantees due to financial distress,fteetad
policyholders could suffer losses. FSOC, BasithefFinancial Stability Oversight Council's Finaé@rmination
Regarding MetLife, Inc. 11, 14, 17 (Dec. 18, 20Bjilable at www.treasury.gov (last viewed Dec. 2®14)

1a4 FSOC, Basis of the Financial Stability Oversigiuncil’s Final Determination Regarding MetLifecin
12, 18 (Dec. 18, 2014), available at www.treaswy.@ast viewed Dec. 19, 2014).
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book value to market value if the insurer encoledenaterial financial distress. Second, a
decision by such large insurers to sell illiquidets at fire-sale prices in order to meet
redemptions could disrupt the broader financialkets. Lastly, if policyholders at other
companies lost confidence in the solvency of thigrinsurers, that could lead to an uptick in
early withdrawals at those companies as W8ll.FSOC expressed further concerns about the
widespread effect of any losses on MetLife’s rgtalicyholders and customers if it defaulted on
the guaranteed features, given MetLife’s positisnhe largest publicly traded U.S. insurance
organization and the largest provider of life irswe in the U.S. and the size of its customer

base, which was 100 million strong worldwitf&.

In voicing that concern, however, the Council dad explain how those losses could
activate a recession or systemic risk. Similasligile FSOC expressed concern about features of
AIG’s annuity products that “could make them vubdge to rapid and early withdrawals by

147 .

policyholders,™ " it did not describe those features in any detaguantify the magnitude of

those contracts.

b) Implications for Future Federal Oversight of Insurance

FSOC'’s focus on term-mismatch problems in insuramoeps has several possible
implications for the future direction of federakurance regulation. These repercussions include

heightened federal scrutiny of leverage and paénins in insurance, greater federal oversight

145 FSOC, Basis of the Financial Stability Oversi@otuncil’s Final Determination Regarding American

International Group, Inc. 2-3, 6-7 (July 8, 2018)ailable at www.treasury.gov (last viewed Aug. 2014); FSOC,
Basis for the Financial Stability Oversight CoutscHinal Determination Regarding Prudential Finahtmc. 2-3,
17 (Sept. 19, 2013), available at www.treasury @ast viewed Aug. 11, 2014); FSOC, Basis of theaRiial
Stability Oversight Council’s Final Determinatiorgarding MetLife, Inc. 17-25 (Dec. 18, 2014), azhié at
www.treasury.gov (last viewed Dec. 19, 2014).

146 FSOC, Basis of the Financial Stability OversiGotuncil’s Final Determination Regarding MetLifeclrv,
18, 20 (Dec. 18, 2014), available at www.treaswy.@ast viewed Dec. 19, 2014).

147 FSOC, Basis of the Financial Stability Oversi@otuncil’s Final Determination Regarding American
International Group, Inc. 6 (July 8, 2013), avalitaatt www.treasury.gov (last viewed Aug. 11, 2014).
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of insurance groups more generally, and acrosddiaed regulation of insurers, no matter their

size, who engage in systemically risky activities.

(1)  Federal Focus on Leverage and Potential for Runs

First, the SIFI deliberations showed that somedangurers are more reliant on short-
term debt than was commonly understood. To thengxhat insurance companies — especially
large insurance companies — rely on short-term filgtart of their financing, that will catch
FSOC's eye. Since most insurance companies’ liedsilare financed by premiums and thus are
heavily weighted toward long-term obligations tdipgholders, this is relatively rare but not

unknown.

There is one instance in which insurance policasltave demand-like features and that
is with certain life insurance and annuity policieat are subject to early withdrawal at the
initiative of the policyholder. As a general ruliée insurers reserve the right to suspend these
sorts of redemptions. Nevertheless, they areylitehesitate to invoke that right lest it suggest
the appearance of insolventy. Given FSOC'’s concern about the propensity ofeligges of
life insurance and annuity policies to runs infilven of spikes in redemptions, it comes as no
surprise that the first three U.S. insurance S#slighees were giants in the life insurance

industry.

These cash-redemption features are unique tofthmdurance industry, but other term-
mismatch problems flagged by FSOC involve finanadlvities engaged in by insurance
companies more generally. Securities lending anvaktives trading are the most obvious

examples; sponsorship of investment funds (inclyidnoney market funds and mutual funds) is

148 See, e.gFSOC, Basis of the Financial Stability Oversighu@cil’s Final Determination Regarding

MetLife, Inc. 23 (Dec. 18, 2014), available at wir@asury.gov (last viewed Dec. 19, 2014).
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another. To the extent an insurer’s securitieditey) derivatives trading or fund activities
present systemic risk, FSOC may be watching, whektilgecompany specializes in life insurance

or in property/casualty coverage.

(2)  Consolidated Insurance Group Oversight

Another far-reaching corollary of the term-mismatiibcussion involves the regulatory
implications of holding company structure. Thetaajority of U.S. insurance companies are
owned by holding companies — numbering about 380g*® -- many of which combine
insurance underwriters with non-insurance affisat@der one roof. The holding company
organization of modern insurance groups has fedeygalcations that state regulators cannot

fully deflect.

First, to the extent an insurance group owns omaaye federally insured depository
institutions, that group is a holding company ikagubject to consolidated supervision by the
Federal Reserve Board. The Federal Reserve hasigivieof two types of depository institution
holding companies: financial holding companiesi¢town commercial banks) under the Bank
Holding Company A¢f° and savings and loan holding companies (which sauings banks)
under the Savings and Loan Holding Company’Att.Over the past few decades, a number of
large insurance underwriters acquired commerciak lzat savings institution affiliates. That

trend continued during the financial crisis, whemeyal freestanding insurance companies

149 SeeFinancial Stability BoardPeer Review of the United States — Review R&3ofAug. 27, 2013),
available at http://www.financialstabilityboard.62§13/08/r_130827/ (last viewed Dec. 18, 2014).

150 Pub. L. No. 84-511, 70 Stat. 133, as amendeds)]1 @bdified at 12 U.S.C. §§ 184t seq The Federal
Reserve also supervises ordinary bank holding caiepainder the same Act, but those holding compar@anot
own insurance underwritersd.

151 Pub. L. No. 90-255 (1968), codified at 12 U.S€.1467aet seq. Holding companies that own both
commercial and savings banks are bank holding caiepahat are regulated under the Bank Holding Gomp
Act. 12 U.S.C. § 1843(i)(1).
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acquired insured depository institutions in oraequalify for TARP funds or access to discount
window loans by the Federal Resefve.Together, about 21 U.S. depository institutiotdhny
companies were primarily engaged in insurance wwitérg in mid-2013'°® Meanwhile, at
least 8 of the top 104 U.S. depository instituthmiding companies (with over $10 billion in

assets) on June 30, 2014 were primarily engagetbimance underwriting’*

Before the enactment of the Dodd-Frank Act, theeF@ldReserve Board had extremely
limited authority over insurance subsidiaries gbakgtory institution holding companies.
However, after the 2008 debacle, the Federal Redgoard’s reach over ordinary insurers who
are part of financial holding companies grew sigatftly. Specifically, in Dodd-Frank,
Congress expanded the Federal Reserve’s powexamairee consolidated depository institution
holding companies, including those owning insutétsThe Board gained new powers to

examine all of a holding company’s subsidiariesethier they are depository institutions,

152 See, e.gCharles DavisRemaining TARP Hopefuls Still WaitirgFe INSURANCEINTERNATIONAL, May

11, 2009, available at http://www.lifeinsurancemtgional.com/news/remaining-tarp-hopefuls-stilliivey-
2136812030 (last viewed Dec. 16, 2014); The Hadtféinancial Services Group, Inc., Form 10-K, at 2%/
(2008) (describing The Hartford’s acquisition ofdeeal Trust Bank, a federally insured thrift ingtiibn, in order to
qualify for TARP funds); Lincoln National Group, Fo 10-K, at 51 (2008) (describing Lincoln Natiorsal’
acquisition of Newton County Loan & Savings, FSBederally insured savings bank, in support ofiéRP
application). In addition, certain other largeurance companies — including Allstate Corp. anddwal Financial
-- own federally insured depository institutiorfSeeDavis, supra.

153 Financial Stability BoardPeer Review of the United States — Review R&doAug. 27, 2013), available
at http://www.financialstabilityboard.org/2013/081130827/ (last viewed Dec. 18, 2014 alsd-ederal Reserve
Bank of ChicagoTop Banks and Holding Companies Report as of JOn2@®L4 at 2, available at
https://www.chicagofed.org/banking/financial-instibn-reports/top-banks-bhcs (last viewed Dec.2Da4).

154 National Information CenteHolding Companies with Assets Exceeding $10 Bilisiof June 30, 2014
available at http://www.ffiec.gov/nicpubweb/nicw&bp50Form.aspx (last viewed Dec. 17, 2014).

MetLife, the sixth largest U.S. bank holding compan2012, sold its bank and deregistered as a bank
holding company in 2013, probably to avoid desigmmaas a SIFl.SeeMetLife, MetLife Sheds Bank Holding
Company Status With Approvals from the Federal Resand FDIC (Feb. 14, 2013), available at
http://investor.metlife.com/phoenix.zhtml?c=1211E8rol-newsArticle&ID=1785289 (last viewed Dec. 17,
2014);see alsdafna Avraham, Patricia Selvaggi, & James Vickénstructural View of U.S. Bank Holding
CompaniesFRBNY EcoNnomic PoLicy REVIEW 65, 71 thl. 1 (July 2012). That strategy did stoijp FSOC from
naming MetLife as a SIFl in 2014.

155 Dodd-Frank Wall Street Reform and Consumer Primiedict, Pub. L. No. 111-203, § 604(b), (c)(1),
(h)(2), 124 Stat. 1547 (2010), codified at 12 U.S& 1467a(b)(4)(A), 1844(c)(2), (c)(5)(B)(v).
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functionally regulated subsidiaries such as ingr8ror some other type of affiliate.

Importantly, the Board no longer has to make asthwél showing that an insurance subsidiary
poses a risk to a bank or thrift affiliate or isgacted of violating the law before commencing an
examination. For the first time, the Board acauiitiee power to examine functionally regulated
subsidiaries engaged in commodities and/or swapstees. The Board further gained new
authority to examine holding companies and alhefrtsubsidiaries for potential systemic

risk. 2>’

These new federal oversight powers are signifibacausenyinsurer controlled by a
depository institution holding company will be sedtj to federal monitoring and examination
under Dodd-Frank, regardless of size. Partly dugis heightened federal presence, after 2010,
some insurance groups divested or changed theechafttheir insured depository institutions to
escape holding company oversight by the FederaReS® That strategy backfired in

MetLife’s case, prompting FSOC to cite the compardivestiture as a justification to re-subject

156 Functionally regulated subsidiaries of deposiiastitution holding companies include insurance

underwriters and securities underwriters.

157 Today, safety and soundness examinations of hplimpanies may be conducted for a broad variety of
statutory purposes. One of those purposes iddaonmnthe Board of the nature of the operations famahcial
condition of the holding company and the subsidiakyother is to gauge financial, operational, attter risks

within the holding company system that may podereat to the stability of the financial systemlod United States
or the safety and soundness of the holding company any of its depository institution subsidiarieFinally,

safety and soundness examinations are allowedutirsze the systems of the holding company for itawimg and
controlling the holding company’s risks. Dodd-Hraffall Street Reform and Consumer Protection Aah.R..

No. 111-203, § 604(b), (h)(2), 124 Stat. 1547 (30todified at 12 U.S.C. 8§88 1467a(b)(4)(A)(i), 18a42)(A)(i).

Under Dodd-Frank, the Federal Reserve Board isaltiorized to conduct compliance examinations to
monitor the compliance of the holding company amg @f its subsidiaries with the Bank Holding Compaict
and federal laws that the Board has specific jisigzh to enforce against the parent or the subsydi Dodd-Frank
Wall Street Reform and Consumer Protection Act,.RulNo. 111-203, § 604(b), (h)(2), 124 Stat. 152310),
codified at 12 U.S.C. 88 1467a(b)(4)(A)(ii), 1844 (A)(ii).
158 SeeMetLife, MetLife Sheds Bank Holding Company Statih Approvals from the Federal Reserve and
FDIC (Feb. 14, 2013), available at http://investaatlife.com/phoenix.zhtml?¢c=121171&p=irol-
newsArticle&lD=1785289 (last viewed Dec. 17, 20143fter from Robert deV. Frierson, Secretary offleeeral
Reserve Board, to Mr. Carlos R. Mello, Presidet @hief Executive Office, Prudential Bank and Tr#$B,
October 31, 2012 (allowing Prudential Financiat.Jro deregister as a savings and loan holdingoaoiy),
available at www.federalreserve.gov (last viewed.[l§, 2014).
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MetLife to consolidated oversight as a SIF.Insurance groups that have other reasons taretai
depository institution subsidiaries — for instanoe¢ause those banks or thrifts are integral to
their business models or because those groupsaseess to the Federal Reserve’s discount
window — will have to live with the Fed’s expandaekrsight. To the extent a shadow banking
activity is located directly within a financial ltbhg company’s insurance subsidiary, that

activity is apt to garner closer scrutiny by thelFe

Even when a large insurance group does not owdead#y insured bank or thrift and
thus is not a depository institution holding comypanhmay still face the risk of a SIFI
designation where term-mismatch problems thredterstability of the U.S. financial system.
In such instances, umbrella supervision of theremioup is warranted for several reasons. One
is to monitor any uptick in systemic risk in thegp’s individual units and to curtail that risk.
Another is to police interaffiliate transactionsuch as loans or upstreamed dividends -- that
might be used to finance systemically risky adegtwhile jeopardizing the financial health of
the affected affiliates and their customers, intiggolicyholders or depositors. Safeguarding
the parent company’s ability to serve as a findrsmarce of strength to subsidiaries that are
insurance companies or banks is another justifindtr consolidated oversight. The umbrella
supervisor also needs to be able to monitor andegyaaunterparty exposures to the systemically
risky activities in question. Finally, the constated supervisor must be able to coordinate (as
best it can absent a global super-regulator) oyetsif the cross-border activities and resolution

of large, internationally active insurance groups.

159 FSOC, Basis of the Financial Stability Oversi@lotuncil’s Final Determination Regarding MetLifecIn

28 (Dec. 18, 2014), available at www.treasury.dast(viewed Dec. 19, 2014) (observing that “MetLifec. has
deregistered as a banking holding company and Keetsinot currently subject to consolidated supsovi”).
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Despite its many past missteps and lapses, thealaglevernment is the only U.S.
regulator with the jurisdiction and capacity torgasut umbrella oversight of insurance groups
for systemic risk®® No state regulator has full regulatory jurisitintover insurance holding
companies or their non-insurance subsidiafiédnstead, under state insurance holding
company system regulatory acts, state regulatdysdmectly supervise licensed insurance
subsidiaries within insurance groups. Under tretesy called “windows and walls,” state
insurance departments use their oversight of régiiasurers to indirectly monitor certain types
of activities within the group. State departmdrdse created “windows” into group activities by
obtaining or mandating information on the busindsslings of parent companies and non-
insurer affiliates. This is accomplished througlaaety of methods, including reporting by
insurers of financial statements for the parentahdffiliates, the institution of an enterprise
risk report, assessments of group capital, exammaiuthority over insurers and their affiliates,
memoranda of understanding (MOUSs) with primary tatgus of those other entities,
information gleaned from federal securities filingad participation in supervisory colleges for

internationally active group§?

160 Daniel Schwarcz and Steven L. Schwarcz make &forargument to this respectiRegulating Systemic

Risk in Insurance81 U.CHI.L.ReEv. ___, _ (2014).The European Union has struggled with similar qoast
concerning whether to follow a decentralized netwegulatory approach or a centralized lead-agemagel in
crisis management. For an analysis of the mefitisat debate outside of the systemic risk contsegArjen Boin,
Madalina Busuioc & Martijn GroenleeBuilding European Union capacity to manage transiary crises:
Network or lead-agency mod@& REGULATION & GOVERNANCE 418 (2014).
161 FSOC, Basis of the Financial Stability Oversigiuncil’s Final Determination Regarding MetLifecin
27 (Dec. 18, 2014), available at www.treasury.dast(viewed Dec. 19, 2014).

FSOC baldly questioned the effectiveness of supety colleges in itdletLife opinion:

While supervisory colleges may allow state insuearegulators to monitor other parts of an insurance
organization, and may enhance communications didmmtial supervisory concerns across an enterprise
they are not equivalent to the supervisory andleggry authorities to which a nonbank financial gamy
that the Council determines shall be subject t@sugion by the Board of Governors and enhanced
prudential standards is subjesid], nor do they have direct supervisory authoritgiothe holding

company or its non-insurance subsidiaries.
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Similarly, state regulators have set up “walls’rbguiring review of specific transactions
between insurers and their affiliates to prevemding companies from inappropriately
siphoning cash out of their insurance subsidiaresto protect the ability of those subsidiaries
to pay their policyholders’ claims. Transactioeguiring advance approval include investment
purchases, reinsurance agreements, managemensirgharing agreement, tax allocation
agreements, some guarantees, intercompany investmequests for extraordinary dividends,
and any other material transactions that could i@l affect policyholder interests. Companies

must also meet state requirements in order to ee@usurance companié.

Despite its touted virtues, this “windows and wadigstem has major shortcomings. The
most serious drawback is its inward-looking foclitie “windows and walls” approach naturally
focuses on the worthy goal of keeping insurancsiglidries solvent and able to pay claims.

But “windows and walls” do not aspire to proteat targer financial system from outsize risks

generated in non-insurance parts of an insurarmepd?* The first-order problem posed by

FSOC, Basis of the Financial Stability Oversighu@al's Final Determination Regarding MetLife, Iri27-28
(Dec 18, 2014), available at www.treasury.govt(léswed Dec. 19, 2014)

See, e.gNAIC, Group Supervision (2014), available at
http://www.naic.org/cipr_topics/topic_group_supsiun.htm (last viewed Sept. 4, 2014); NAlhe U.S. National
State-Based System of Insurance Financial Regulatiml the Solvency Modernization Initiatifj® 69-81 (NAIC
White Paper, Aug. 14, 2013), available at www.raaig (last viewed Dec. 17, 2014); Kris DeFrdimgurance
Group SupervisionCIPRNEWSLETTER(NAIC & The Center for Insurance Policy and ResbaApril 2012),
available at www.naic.org (last viewed Dec. 18,20Memorandum from the Group Solvency Issues (EX)
Working Group to Director Christina Urias, regamgliReport to Solvency Modernization Initiative (EXask Force
on Suggested “Windows and Walls” Approach for Raiah of United States Based Insurers Operatingimvit
Corporate Groups, Feb. 26, 2010, available at
http://www.naic.org/documents/index_smi_group_sobye windows_and_walls.pdf (last viewed Dec. 18,401
164 See, e.gKris DeFrain,Insurance Group SupervisiofJPRNEWSLETTERL, 3 (NAIC & The Center for
Insurance Policy and Research, April 2012), avélalb www.naic.org (last viewed Dec. 18, 2014) (8Hanot
been for the ‘walls’ that were established in theted States, it is likely that the funds protegtpolicyholders in
the AIG insurance companies in the United Statedddoave been raided by the AIG holding compangrehy
threatening insurance policyholder protection”gfarticular focus of regulation should be on tigirer’s
financial status”); Financial Stability Boarfeer Review of the United States — Review R&2offug. 27, 2013),
available at http://www.financialstabilityboard.&2§13/08/r_130827/ (last viewed Dec. 18, 2014)ujiaace group
supervision in the United States “lack[s] a systefatus”); FSOC, Basis of the Financial StabilityeBsight
Council’s Final Determination Regarding MetLifeclr27 (Dec. 18, 2014), available at www.treasury.@ast
viewed Dec. 19, 2014).

55



AlIG-FP’s credit default swap dealings was the imgnirthreat of a global financial meltdown;
AlIG-FP’s threat to the solvency of AlG’s insurarcmmpanies, while of very real consequence,

paled in comparison to that global threat.

This inward-looking focus of the “windows and walégpproach results from limitations
on the direct jurisdiction of state insurance cossiners over the non-insurance affiliates of
insurance company subsidiarf&3. Those restrictions limit the effectiveness of tvndows
and walls” system in several ways. First, onlyseates had fully or substantially adopted the
2010 revisions to the NAIC Model Insurance Hold@gmpany System Regulatory Act as of
November 2013 that strengthened the group overaigiority of state insurance
commissioners. Worse, only 7 states had promudghate 2010 revisions to the implementing
regulation by that dat€® As a result, many states are operating under oktsions of the law
and regulation that further cramp the ability @ftstinsurance departments to keep apprised of

group activities outside of regulated insurancesgliries.

Second, even in states that have adopted the 20ions, their information-gathering
powers are limited. State insurance departmerysaam require periodic reports by insurance
subsidiaries but not by parent companies or noararge affiliates (other than enterprise risk
reports, which parent companies must file). Femrtiore, insurance regulators do not collect
comprehensive data for a number of several reasbims.Financial Stability Board reported, for

instance, that “[g]Jroup-wide consolidated data thalfinancial statements of affiliates within an

165 These jurisdictional challenges are even morfecdlf when an insurance subsidiary is domiciledire

state and the holding company is incorporated athaar state.SeeDuane Morris]nsurance Regulatory Update —
Holding Company Supervision, Designation of Pruggmtinancial as Being “too Big to Fail,” PrincipleBased
Reserving and CaptiveSept. 23, 2013, available at www.duanemorris.@ast viewed Dec. 17, 2014).

166 SeeNAIC, Solvency Modernization Initiative Dashboaré? (NAIC, Dec. 12, 2013), available at
http://www.naic.org/documents/smi_dashboard.pdft l@ewed Dec. 18, 2014) (discussing the 2010 i@vwssto the
NAIC’s Model Insurance Holding Company System Ratardy Act, No. 440, and the 2010 revisions to thd®ls
Model Insurance Holding Company System Model ReqiaNo. 450).
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insurance group are not systematically collectetldata is usually only requested by regulators
in those instances where it has been producedtier mandated purpos&s. According to the
FSB, “[t]his constrains the ability of state autlies to effectively supervise all insurance groups
and to analyse events that might impact the greugp\ahole, absent a framework for

consolidated regulation and supervisidff”

Meanwhile, although the 2010 revisions to the maagirance holding company law
require insurance subsidiaries to gather infornrmagibout activities and exposures throughout
the group, those subsidiaries must rely on therlesd of their fellow affiliates to obtain that
information®® Even the model act recognizes that this depemderesents problems. Thus,
the model act acknowledges that insurance submdiaray not always be able to obtain
“information not in possession of the insurer” tisatequested by a state commissioner. In that
event, the model act states, “the insurer shalligeothe [insurance] commissioner a detailed
explanation of the reason that the insurer canbtaio the information and the identity of the
holder of the informatioh’® If the department concludes that the explandsidwithout merit,”
it may fine the insurer or suspend or revoke isrise’’* The department may also examine the

affiliates to obtain the information or subpoend depose “any person” for purposes of

167 Financial Stability BoardPeer Review of the United States — Review R&8ofAug. 27, 2013), available
at http://www.financialstabilityboard.org/2013/081130827/ (last viewed Dec. 18, 2014).

168 Financial Stability BoardPeer Review of the United States — Review R&8ofAug. 27, 2013), available
at http://www.financialstabilityboard.org/2013/081:30827/ (last viewed Dec. 18, 2014).

169 SeeNAIC, Insurance Holding Company System Regulatocy 84(A)-(B); NAIC, Insurance Holding
Company System Model Regulation With Reporting Foand Instructions §§ 14, 20, Form B. Section 4(fhe
Model Act does require “[a]ny person within an iremce holding company system subject to registratia to
provide complete and accurate information to aswiar, where the information is reasonably necgssagnable
the insurer to comply with the provisions of thistA As | discuss below, however, the enforcenraathanisms
for this duty are weak.

170 NAIC, Insurance Holding Company System Regulafsey§ 6(B)(2).

ok NAIC, Insurance Holding Company System Regulatsey§ 6(B)(2). Elsewhere in the model act, Settio
11(F) states that “[w]henever it appears to therog@sioner that any person has committed a violaifdBection 3
of this Act [on registration and disclosure] andiathprevents the full understanding of the entaiprisk to the
insurer by affiliates or by the insurance holdimgnpany system, the violation may serve as an intiigre basis
for disapproving dividends or distributions and jideicing the insurer under an order of supervision* Once
again, however, these repercussions only applyetansurer, not to its non-insurance affiliates.
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determining compliance. However, the model acvigles no agency sanctions against any of
the insurer’s affiliates for withholding requesiatbrmation’? Alarmingly, these restrictions
resemble the similar limitations that the Federéé&tve Board labored under unsuccessfully
when supervising bank holding companies before 20tDindicate that the model act is not up

to the task of properly monitoring enterprise lisknsurance groups.

Third and in a related vein, “windows and wallsS@depend on the existence of and
cooperation of other primary regulators to shafermation. Some affiliates, however, are
largely unregulated and do not have a primary @&gul Meanwhile, turf wars, red tape, and

lack of standardized data may make cooperationehanad slower than expected.

Fourth, under the model act, state insurance regslanly have limited authority to take
enforcement action against group personnel outdide insurance subsidiary. Most of the
sanctions in the model act are directed at regdtersurance affiliates or their officers,
directors, employees, or ageht3. Directors and officers “of an insurance holdaggnpany
system” do face sanctions in two situations. Fasy holding company system officer or
director who “knowing violates, participates in,agsents to, or who knowingly shall permit any
of the officers or agents of the insurer to engagélegal transactions or investments shall face
monetary civil forfeitures’* Second, any officer, director or employee ofrsurance holding
company system who “willfully and knowingly subdms to or makes or causes to be made any
false statements or false reports or false filwgh the intent to deceive the commissioner” will

be subject to criminal prosecution, imprisonment eriminal fines:’”> Themens rea

172 NAIC, Insurance Holding Company System Regulatsey§ 6(B)(2), (E). See the discussion below for
possible criminal sanctions against individual mddcompany directors and officers.

173 NAIC, Insurance Holding Company System Regulafecy§11.

174 NAIC, Insurance Holding Company System Regulatcy§11(B).

s NAIC, Insurance Holding Company System Regulatscy§11(E).
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requirement of knowing or willful misconduct, hoveeymakes it difficult to muster the proof
needed to impose any of these sanctions. Meanvgltide insurance commissioners have no
authority under the model act to sanction insurgroep parent companies or non-insurer
affiliates, either for activities jeopardizing th@surance affiliates or for activities that thiesa
systemic harm to financial firms other than aftéid insurers. Instead, “state regulators rely on

achieving outcomes indirectly via the regulatediirers] of a holding company’®

Finally, nothing in the “windows and walls” systetiows state regulators to see the
connections and monitor the exposures of countiegautsideof an insurance group. Federal
regulators were hamstrung during the Bear Steasisnan Brothers, and AlG crises because
they lacked similar data on each firm’s countenparposures with other financial firms. That
experience showed that a line of sight into intenfexposures is essential for systemic risk
oversight to be effective. But state insuranceilla@grs do not remotely have access to that
information and even if they did, they do not héwe expertise, budget, or staffing to monitor
those interconnections successfully. Finally,itfternational dimensions of systemic risk make
it extremely difficult for other nations to reachnibus agreements with all 50 state insurance

regulators.

Consequently, any time the activities of an insoeagroup threaten the stability of the
U.S. financial system — whether those activitieslacated within an insurer or are restricted to a
non-insurance affiliate — the United States goveminmust have the ability to monitor the
situation from all angles and to act when necessahe question is not whether the federal

government should oversee insurance for possilsiesyc risk; rather, the question is the

176 Financial Stability Board?eer Review of the United States — Review R&JofAug. 27, 2013), available
at http://www.financialstabilityboard.org/2013/081:30827/ (last viewed Dec. 18, 201dycordFSOC, Basis of
the Financial Stability Oversight Council’'s Finaéf@rmination Regarding MetLife, Inc. 27 (Dec. 1812),
available at www.treasury.gov (last viewed Dec.2®14).
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appropriateypeof systemic risk regulation and the relative raéghe federal government and

state insurance regulators in conducting that aylers’’

Monitoring for systemic risk will likely be the Bt area where the federal presence will
expand over time. Currently, federal law only pgsnexaminations of insurance groups where a
group has been designated a SIFI or owns an insieakitory institutiod’® But the need to
keep tabs on accumulations of systemic risk wébte a broader need for federal reporting by
insurance conglomerates generally. Anticipatirag tteed, Dodd-Frank gave FSOC the
authority to direct the Office of Financial Resda(©FR) to collect information from nonbank
financial companies (including insurance compani@s)he purpose of assessing the extent to
which a financial activity or financial market inhweh the firm participates, or the firm itself,
poses a threat to the financial stability of theteth States’® So far, OFR has flagged data gaps
in securities lending by insurance companies (hedassociated reinvestment of cash collateral),
management of funds in separate accounts maintbnaturers, and the financial condition of
captive reinsurers as areas of conc¢&trPotentially, any added federal reporting requiata
in these areas for the purpose of systemic riskdcapply to insurers across the board, regardless

of size.

okl State insurance regulators, for instance, wititcwe to play an essential role in the micropridén

regulation of individual insurance companies, whih necessary part of systemic oversight.

178 Congress reaffirmed this need when it enactedigions in Dodd-Frank giving the federal government
expanded authority to require additional reportiggcertain insurance companies in the wake of tisisc As a
consequence, all financial holding company subs&Ba- including any insurers — must now provideorés and
supervisory information that they provide to th@iimary regulators to the Federal Reserve Boarchupquest.
Dodd-Frank Wall Street Reform and Consumer Praiaddict, Pub. L. No. 111-203, § 604(a)(2), 124 Stat7
(2010), codified at 12 U.S.C. § 1844(c)(1)(€3e also id§ 604(c)(2) (repealing 12 U.S.C. § 1848a).

179 Dodd-Frank Act, Pub. L. No. 111-203, §§ 112(a}&2)(d)(3)(A), 154(b)(1), 124 Stat. 1394, 1416 (2D1
codified at 12 U.S.C. 88 5322(a)(2)(A), (d)(3)(AB44(b)(1).

180 Office of Financial ResearcB014 Annual Repot07-111 (2014), available at www.treasury.gov (last
viewed Dec. 18, 2014); Office of Financial Reseafi3 Annual Repo®0-83 (2014), available at
www.treasury.gov (last viewed Sept. 4, 2014).
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(3)  Across-the-Board Regulation of Systemically Risky
Activities

A final implication of the concern over asset-liggimismatches implicates the debate
about how runs can lead to contagion. Contagisultiag from a run can affect a failed
institution’s short-term creditors and thus is adiion of their interconnectedness. But experts
debate whether the spread of contagion to a fioméditors requires more in order to spawn
systemic risk. In particular, must the institutemd/or its counterparties also be large enough in

size before contagion will jeopardize U.S. or gldiveancial stability?

The Dodd-Frank Act straddled this debate withoabhang it. On the one hand, Dodd-
Frank expressly defined bank SIFIs based ort%iaad instructed FSOC to consider size when
designating nonbank SIFt& Elsewhere, though, Dodd-Frank and FSOC authotized
regulation of shadow banking activities considdrete systemically risky without reference to
the counterparties’ size. Derivatives trading emahey market funds are just two examples.
These types of systemic risk from insurance argusbtimited to SIFIs. They can be found in
many corners of the insurance industry, regardiéascompany’s size. Already, this has led to
across-the-board federal regulation of those upntgylactivities by all financial services firms
engaging in them, including insurers. While tlyiset of across-the-board regulation of discrete
activities for systemic risk is in its infancy, iagrows, it will affect many or all insurance

companies enmeshed in those activities.

2. Supply-Side Dynamics

181 Dodd-Frank Act, Pub. L. No. 111-203, §§ 115(&1(h), 155(d), 163(b), 165(j), 166(a), 172(a),
2100)(1)(A), 124 Stat. 1394 (2010).

182 Dodd-Frank Act, Pub. L. No. 111-203, § 113(a)(®4 Stat. 1394 (2010), codified at 12 U.S.C. §
5323(a)(2).
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As the previous section suggests, traditional disicuns of systemic risk have focused on
thedemandor financing through systemically risky financiaktruments, not on the supply. In
all likelihood, that is because the traditional gligrs of short-term credit to commercial banks
are depositors and deposits are viewed favorablthfar important and essential role in

providing liquidity through maturity transformati@md the payment systelfy.

In more recent debates over the dynamics of rumseter, analysts have increasingly
paid attention to the supply side of risky assas®£33* This new line of inquiry stems from
concerns about the role played by investors duhiegun-up to the fall of 2008, when banks,
insurance companies, and other regulated institakimvestors, in search of yield, became
major suppliers of funds for investment-grade resigl mortgage-backed securities,
collateralized debt obligations, and credit derixed. In too many cases, these investors took
the creditworthiness of those instruments on fajtiplacing undue reliance on credit agency
ratings instead of doing their own due diligef®eWhen the credit rating agencies downgraded
those asse®n masseue to defaults on the underlying mortgages orreesithat backed those
assets, investors rushed to liquidate those invagsnsetting off a loss in liquidity and a freefal

in prices'®®

To date, FSOC'’s main concern has not been withstovelemand for those asset classes

per se but instead with the effects on financial markéthdse assets are rapidly liquidat&d.

183 SeeE. Gerald Corrigamire Banks SpeciaJ2982ANNUAL REPORT OF THEFEDERAL RESERVEBANK OF

MINNEAPOLIS, available at https://www.minneapolisfed.org/palo&r1982a.cfm (last viewed Sept. 31, 2014).
184 For an illuminating discussion of this problemg €aniel Schwarcz & Steven L. SchwarBegulating
Systemic Risk in Insuranc®l U.CHI.L.Rev. __,  (2014).

185 SeeKATHLEEN C. ENGEL & PATRICIA A. McCoy, THE SUBPRIME VIRUS. RECKLESSCREDIT, REGULATORY
FAILURE, AND NEXT STEPS58-61(Oxford University Press, 2011).

186 SeeKATHLEEN C. ENGEL & PATRICIA A. McCoy, THE SUBPRIME VIRUS. RECKLESSCREDIT, REGULATORY
FAILURE, AND NEXT STEPS107-08,111,113-14(Oxford University Press, 2011).

187 See, e.gFSOC, Basis for the Financial Stability Oversigltu@cil’'s Final Determination Regarding
Prudential Financial Inc. 6, 8-9 (Sept. 19, 20h%pilable at www.treasury.gov (last viewed Aug. 2014).
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When The Hartford and Lincoln National sought aaceived TARP infusions after suffering
massive losses in their investment portfolios, hbARP payments highlighted the role played
by those and other insurers in financing some efa$set classes that jeopardized the financial
system in 2008. In response, federal regulatarsdd their sights on the correlated presence of
such assets in insurance company portfolios anddtential domino effect if multiple

institutional investors, including insurers, soughsell off those assets at once. One of FSOC'’s
justifications for designating Prudential as a Sttt example, was that the “severity of the
disruption caused by a forced liquidation of Pruddis assets could be amplified by the fact

that the investment portfolios of many large inswecompanies are composed of similar assets,
which could cause significant reductions in asséies and losses for those firmi&”FSOC

cited similar concerns with respect to MetLif8.

Several potential consequences flow from this atention to the supply side of the
equation. For one thing, federal regulators acesi@singly likely to increase reporting
requirements to help them pinpoint the locatioa@fumulations of specific risky asset classes,
regardless of who is funding them, with no specaal/e-out for insurance companies. To the
extent insurers come under scrutiny for their mlénancing any of those asset classes, that
could affect insurance company investment portfdécisions and the institutional and
regulatory dynamics driving those decisions. Theoeld also be likely implications for the risk
weights assigned by the risk-based capital framkwaod by the internal capital models for

insurers.

188 FSOC, Basis for the Financial Stability Oversi@ioiuncil’s Final Determination Regarding Prudential

Financial Inc. 3, 9 (Sept. 19, 2013), availablematv.treasury.gov (last viewed Aug. 11, 2014).
189 FSOC, Basis of the Financial Stability Oversigiuncil’s Final Determination Regarding MetLifecin
25 (Dec. 18, 2014), available at www.treasury.dast(viewed Dec. 19, 2014).
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As this discussion suggests, the new focus omsystrisk arising from asset-liability
term mismatches in insurance has numerous impmsifior the possible expansion of the
federal role in insurance regulation. To compkdhis picture, FSOC is espousing another

theory of systemic risk in insurance that coulddolen these implications even further.

B. Svstemic Risk Due to Other Causes of Macroeconomic Distress

The traditional definition of systemic risk in tesrof runs is well-ensconced and will
always raise grounds for concern. But recent Edg@onouncements foreshadow another,
significantly broader theory of systemic risk tdats not depend on the threat of runs (either at
the financial institution in question or at onatsfcounterparties). Under this latter conception,
systemic risk could arise in insurance where magarket participants are so dependent on a
specific type of insurance coverage that widesplesslof that coverage could have major
adverse macroeconomic repercussions. So fariguassion has been limited to broad market
dependence on insurance coverage by individuatensu But if this logic becomes entrenched,

it could extend to entire insurance sectors as. well

This theory of systemic risk is considerably braatian the traditional theory in at least
two respects. First, some iterations of this bevddeory focus on whether an insurance
company is unable or unwilling “to provide a crdidunction or service relied upon by market
participants and for which there are no ready suitss.” Under this formulation, FSOC
could view certain voluntary decisions by indivitliresurers — or whole insurance sectors — to

exit the market for coverage of a given “criticaBk as posing systemic risk and thus triggering

190 FSOC, Basis of the Financial Stability Oversi@otuncil’s Final Determination Regarding American

International Group, Inc. 6 (July 8, 2013), avalita@tt www.treasury.gov (last viewed Aug. 11, 2014).
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federal oversight? FSOC hinted at this in the written justificatifam AIG’s SIFI designation,
where the Council pointed to “the specialized peSaunderwritten by AIG’s excess and surplus
lines insurers,” which “could be difficult for coraptors to rapidly replace should AIG exit the

market.%?

This rationale alludes to a broader issue thatherient in all of insurance, which is
policyholders’ inability to procure other coveraggce an insured risk materializes. While
FSOC'’s discussion is not exactly coherent on ttises the Council’s discussion of the millions
of retirement product customers served by AIG amalLifle hinted at concerns about the ability
of Baby Boomer customers to replace their AlG otl¥fe annuities after retirement if either of

those companies defaulted on those obligatidhs.

In addition, this theory of systemic risk is broatlean the theory based on runs because
it defines systemic risk according to the resuttass financial distress to insureds or their third-

party beneficiaries following loss of coverage st@ad of according to the cause of the loss of

191 In the health insurance sector, of course, aaimattern of private market exit led to federdérvention

in the form of Medicare, Medicaid, and the AffortiiCare Act (with an added overlay of ERISA regolatfor
health plans provided through workplaces). Theespattern of federal intervention following losspoivate
coverage can be seen in segments of the markeatastrophic risk, including nuclear accidentspdalamage, and
terrorism risk. None of these previous forays fieteral intervention in insurance was justifiederms of
systemic risk. FSOC'’s innovation consists of nefireg the question by asking whether a decisionrbsaje
insurers to exit certain insurance markets cowdltén systemic risk.

192 FSOC, Basis of the Financial Stability OversiGotuncil's Final Determination Regarding American
International Group, Inc. 8 (July 8, 2013), avaiaat www.treasury.gov (last viewed Aug. 11, 201BE50C
pointed out in that regard that “AlG’s commerciagurance policies cover many of the largest U.8amations,
including 98 percent of the Fortune 500d. Although FSOC did not technically rely on thisioaale in its
Prudential and MetLife designations, it cited othrarket exit concerns in classifying both compaae$IFis.See
FSOC, Basis for the Financial Stability Oversigltu@cil’s Final Determination Regarding Prudentiadahcial
Inc. 10-11 (Sept. 19, 2013), available at www.ttepgiov (last viewed Aug. 11, 2014); FSOC, Basithef
Financial Stability Oversight Council’s Final Det@nation Regarding MetLife, Inc. 25-26 (Dec. 1812,
available at www.treasury.gov (last viewed Dec.2®14).

193 SeeFSOC, Basis of the Financial Stability Oversighu@cil's Final Determination Regarding American
International Group, Inc. 6 (July 8, 2013), avaiaat www.treasury.gov (last viewed Aug. 11, 20@@8Bscribing
“AlG’s retail policyholders” as “including over 1@illion life insurance and retirement product cunséss in the
United States”); FSOC, Basis of the Financial Sitgit©versight Council’'s Final Determination Regamgl
MetLife, Inc. 20-21 (Dec. 18, 2014), available atwxtreasury.gov (last viewed Dec. 19, 2014) (emziag
MetLife’s 100 million retail policyholders worldwi).
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coverage. According to this wider view, it is leéant whether loss of coverage is due to term
mismatches or some other reason resulting in amen's insolvency, such as a spike in claims
due to correlated risks, other types of actuarigtaiculations or under-reserving,
undercapitalization, or portfolio losseAny caus@f insurance insolvency that could inflict

macroeconomic harm would give rise to systemic. risk

Intimations of this more expansive view of systens& can be seen in FSOC'’s decisions
naming all three insurers as SIFIs. In the caderoflential, FSOC justified its SIFI designation
in part because numerous corporations and penkos depended on coverage by Prudential to

meet their pension obligation$:

Corporations, banks, and pension plans have exg®soiPrudential through retirement
and pension products, corporate- and bank-ownedhigfurance, and other group
insurance products. Many employee benefit retirdrmpkans have large exposures to
Prudential through insurance and stable value mtsduMaterial financial distress at
Prudential could impair the ability of pension @an meet certain obligations to
retirement plan participants.

FSOC raised similar concerns regarding Af&:

AIG provides group annuities for private pensionds through its life insurance
subsidiaries, and its institutional business liffers stable value wrap products. If AIG
were to experience material financial distress pesion plan parties to these wrap
contracts could be forced to write down their esfetim book to market value, resulting
in costs for the pension plan sponsors . . . antlif[yg] unprecedented strain on the [state
guaranty fund] system.

It voiced similar comments in the case of MetLité:

[M]aterial financial distress at MetLife could fa@ension plans and other institutional
users of these products to write down certain eifr thssets from book value to market

104 FSOC, Basis for the Financial Stability Oversi@ioiuncil’s Final Determination Regarding Prudential

Financial Inc. 2 (Sept. 19, 2013), available at wireasury.gov (last viewed Aug. 11, 2014).

195 FSOC, Basis of the Financial Stability OversiGotuncil's Final Determination Regarding American
International Group, Inc. 6 (July 8, 2013), avaiahat www.treasury.gov (last viewed Aug. 11, 2014).

196 FSOC, Basis of the Financial Stability Oversigiuncil’s Final Determination Regarding MetLifecin
17, 21 (Dec. 18, 2014), available at www.treaswy.gast viewed Dec. 19, 2014)
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value, which could result in significant costs fioe pension plans and potentially also for
their institutional sponsors.

The exposures of MetLife’s individual policyholdensd institutional customers could
cause MetLife’s material financial distress to innphose entities and affect financial
market functioning and the economy.

In proceeding down this path, FSOC proposed a swg&@w theory of systemic risk
that is not necessarily self-evident when appleeshsurance. The pension and annuity liabilities
that FSOC identified should have a long tail. Atissny features of those contracts that allow
immediate cash redemptions, their payout shouldistebuted over a long period of time. Due
to this curve of anticipated payouts, if AlG, Pratial, or MetLife were to founder, there would
be a relatively long time horizon to resolve potioiders’ claims as they came due.

Given the breathtakingly novel nature of this secdefinition of systemic risk, FSOC is
therefore obligated to explain exactigwloss of these types of coverage by AlG, Prudential,
MetLife could threaten the financial stability diet United States. Unfortunately, there is no
explanation of that causal nexus in any of theglmsurance SIFI designations. FSOC did not
explain why the exposure of the companies’ anneoiynterparties was so enormous that their
partial loss of coverage could actually triggereaonomic downturn and, if so, how. Nor did it
provide sufficient facts about the companies’ magkeares or the relative market share and
capacity of their pension and annuity product catigrs to allow outside observers to

determine whether the insurers’ inability to wmiw pension coverage due to insolvency would

really trigger the risk of recessidl. If coverage loss realljoespresent systemic risk in certain

197 In the retail context, none of the sample metidestified in FSOC’s guidance about how it will kea

nonbank SIFI designations addresses the causas letween market share and the risk of a recessifimancial
meltdown. See Financial Stability Oversight Council GuidafiegeNonbank Financial Company Determinatipns
12 C.F.R. pt. 1310, app..A
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circumstances, FSOC also needs to explain whymystésk supervision is the answer instead

social insurance in which the federal governmeavigles that coverage itself.

For these reasons, FSOC'’s stated justificationthiersecond, broader theory of systemic
risk leave a lot to be desired. Thé&@nother notable area, however — financial guaranty
insurance — where some of the concerns that FS@gifiéd about the larger consequences of
any type of insurer insolvency actually came tosphsing the 2008 financial crisis. What
brought the bond insurers down was not a classsonaiich between assets and short-term
liabilities. Rather, the bond insurers were hitrvan avalanche of claims because they had
guaranteed a correlated risle., the risk that RMBS and CDOs would default. Tisk was
correlated because defaults on the underlying rageg that served as collateral pushed down
housing prices, making other home mortgage defautt® likely*® and increasing the

probability of defaults on the RMBS and CDOs. S$amproblems plagued private mortgage

198 As housing prices fell in response to mountingdétosures, that pushed up the loan-to-value rafios

neighboring properties. Higher loan-to-value ratiwe strongly correlated with increased defask rSee, e.g.,
John Y. Campbell & Jo&o F. Cocco, A Model Of Moggdefault 3 (working paper Oct. 2011); Yuliya Deanyk,
Quick Exits of Subprime MortgageXl FEDERAL RESERVEBANK OF ST. LOUISREVIEW 79-93 (2009); Yuliya
Demyanyk, Ralph S.J. Koijen & Otto A.C. Van Hem&teterminants and Consequences of Mortgage Default
15 (Working Paper Jan. 2011), http://ssrn.com/abstl 706844; Ronel Elul, Nicholas S. Souleles, $aigp
Chomsisengphet, Dennis Glennon & Robert Hunt, Whaggers” Mortgage Default?, 6-7 & thl. 1 (Fed. ke
Bank of Phila. Working Paper No. 10-13, April 2016itp://papers.ssrn.com/sol3/papers.cfm?abstdei 596707,
C. Foote, Kristopher Gerardi & Paul Willen, Negatequity and foreclosures: theory and evidence.(Red. Bank
of Boston Public Pol'y Discussion Paper No. 080)&); Julapa A. Jagtiani & William W. Lang,

Strategic Default on First and Second Lien Mortgadaring the Financial Crisis, 16, 21 (Fed. ReskBaf
Philadelphia Working Paper No. 11-3, 2009), htgsmi.com/abstract=1724947; Christopher Mayer, KBamce &
Shane M. Sherlund;he Rise in Mortgage Default23 J. EON. PERSPECTIVER7,42-43 (2009); Anthony
Pennington-Cross & Giang Hohe Termination of Subprime Hybrid and Fixed-Ratetlyages 38 REAL EST.
EcoN. 399, 413-416 (2010); John Quigley & Robert Varn&rExplicit tests of contingent claims models of
mortgage defaultll J. RAL EST. FIN. & ECON. 99-117 (1995); Shane M. Sherlund, The Past, Rteaed Future
of Subprime Mortgages, 9-10 & tbl. 5 (Federal R&. Finance & Econ. Discussion Series Working P&0&8-
63, 2008), http://www.federalreserve.gov/pubs/f2888/200863/200863pap.pdf; U.S. Government Accduilitia
Office, Nonprime Mortgages: Analysis of Loan Performanca;tbrs Associated with Defaults, and Data Sources
22 (GAO-10-805, 2010).
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insurers, which suffered sharp losses from the soigpand Alt-A residential mortgages they

guaranteed in the years leading to the 2008 fimhwcisis*°

While FSOC and FIO have been strangely silent ersttbject of financial guaranty
insurers, concerns about private insurance of e risks have prompted the IAIS, not
surprisingly, to identify those insurers as possitandidates for systemic risk oversigfit.
Probably, FIO and FSOC have been quiet about datsngnfinancial guaranty insurers as SIFIs
because the industry shrank so drastically and ismger insuring mortgage-backed securities
in any significant amount. In contrast, privatertgage insurers are continuing to insure home
mortgages, which may explain why FIO is calling fiederal regulation of private mortgage
insurers’™*

Nevertheless, financial guaranty insurers may conter renewed federal scrutiny if
housing finance reforms take flight. Recent Coagi@nal proposals for housing finance reform
would designate financial guaranty insurers aditeeloss guarantors in any new private-label
RMBS system that emerges. If that were to octwse proposals would place the guarantors
under federal safety and soundness supervi§forFurthermore, in light of the events of 2008,
financial guaranty insurers that began to guaraRtd8S would also likely come under scrutiny
for systemic risk oversight, including SIFI desitoa.

If FSOC continues down this path, its focus onecage losses that could result in major
macroeconomic repercussions, regardless of caasenhjor implications for the systemic

oversight of insurance. There are many reasonsatdrpad spectrum of policyholders could

199 SeeFlO Modernization Reporsupranote 1, at 31-32.

200 International Ass’n of Insurance Supervis@®bal Systemically Important Insurers: Policy Meees
14-15, 17 (July 18, 2013), available at www.iaisveed) (last viewed Aug. 31, 2014).

201 SeeFlO Modernization Reporsupranote 1, at 7, 31-32.

202 See, e.gSenate Banking CommitteBummary of Senate Banking Committee Leaders’ BspartHousing
Finance Reform Draft-3, 7-8 (2014) (summary of the March 2014 JohrnSaapo bill), available at
www.senate.gov (last viewed Aug. 31, 2014).
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suffer loss of coverage. Major individual insurersentire insurance sectors could voluntarily
exit a market for financial reasons. In otherwmstances, a dominant insurer’s insolvency
could lead to widespread, partial loss of coverag#) in the form of inadequate reserves for
current and future clairi¥ and in lost capacity to write future policies.

Such insolvencies could occur for a host of reasdher than the unlikely event of a run.
Insurers may under-reserve due to wrong actuasglraptions or competitive underpricing.
They may founder due to steep, unexpected losgégiminvestment portfolios. Or they may
suffer an avalanche of claims when correlated mslgerialize. Financial guaranty insurers,
private mortgage insurers, catastrophe insuredsaanuity insurers are especially susceptible to
these types of correlated ri§k. FSOC’s pronouncements to date suggest that thadids
considering these other possible causes of inserammpany insolvencies — in addition to any
risk of runs -- when contemplating SIFI designagioiConsequently, the grounds for SIFI
designations of insurers may be broader than thewdocus on runs would suggest and could
get the federal government more deeply involvesbinency regulation of insurers.

As part of that involvement, this focus on insw&company insolvencies could have
major implications for a federal hand in capitakqdacy standards for insurers. Dodd-Frank
already requires the Federal Reserve Board toigle¢hcapital standards for insurance group
SIFIs?®® This requirement has been highly controversial iuinsurance industry fears that the

Fed’s approach to capital requirements will beliank-centric and make the affected insurers

203 State guaranty funds may reimburse some of tlisses. However, those funds impose liability capsd

do not cover certain lines at all. Commercialdiree especially vulnerable to this lack of statargnty fund

coverage.

204 SeeDaniel Schwarcz & Steven L. Schwar&egulating Systemic Risk in Insuran8& U.CHI. L. REv.
, (2014).

20 Dodd-Frank Act, Pub. L. No. 111-203, § 165(b)&)((c), (k), 124 Stat. 1547 (2010).
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less competitivé®® While Congress addressed those concerns in0d# 2y amending Dodd-
Frank to relieve the Board from any obligationrtgpbse bank-like capital standards on
insurance subsidiaries in nonbank SIFls, the Baawdt continue to impose risk-based capital
and leverage standards at the group I1&/eMeanwhile, FIO and the Fed have been intimately
involved in discussions of heightened global cai@andards for internationally active insurance
groups (regardless whether those groups have lesggnated SIFIs by FSOC or globally
systemically important insurers by the IARSY. These twin developments could eventually
produce a two-tier framework of minimum capitalugsgion in insurance in which larger,
globally active insurance groups are subject thdigapital requirements than smaller insurers.
The competitive inequalities and incentives forulatpry arbitrage that could result will produce
pressure to harmonize the two tiers of standardgase the federal government a larger voice

in state capital standards in the process.

V. Conclusion

The state-based model of U.S. insurance regulatgrbeen remarkably enduring to
date, in part because the traditional rationales fgreater federal role — efficiency, uniformity,
and consumer protection — have not succeededpiadiag it. However, the 2008 financial
crisis, the federal government’s unprecedenteabslof parts of the insurance sector, and the
need for a coordinated international approach edigishifted the terms of the debate by

supplanting the old concerns about efficiency, amifity, and consumer protection with a new,

206 See, e.gArthur D. Postallnsurers Make Case Against 'Bank-Centric' Rules Qithers Urge Caution

PROPERTYCASUALTY 360, March 11, 2014.

207 Insurance Capital Standards Clarification Ac2014, S. 2270, 113Cong., 2d Sess., § 2(2) (2014),
codified at 12 U.S.C. § 5371(c)(1)-(c)(2).

208 International Ass’n of Insurance Supervis@fybal Systemically Important Insurers, Initial Assment
Methodology(July 18, 2013), available at www.iaisweb.org (Mistved Aug. 31, 2014).
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high-stakes imperative to control systemic risi.tHe process, solvency, which traditionally has
been reserved to the states, is starting to besoiv&umed under the systemic risk rubric.
Unprepared and ill-equipped to counter this tect@hift in the logic of the debate, the states and

the NAIC face the biggest threat to their dominatd U.S. insurance regulation in years.

Already, the federal government has made inroamsimsurance regulation for purposes
of systemic risk oversight and global cooperatmidntain that risk. That federal incursion
creates several potential openings for a broadier#ét role in insurance than just SIFI

regulation.

The least intrusive of those alternatives woulddrgéhe government to impose new
reporting obligations on some or all insurance canigs and groups to enable the government to
locate and gauge accumulations of systemic rigkt bBoader federal intervention is entirely
possible and already in play. For example, insteagroups engaged in activities that FSOC has
tagged as systemically risky can increasingly expemss-the-board federal regulation of those
activities, regardless of size. Already derivagitading and money market mutual funds are the
subject of such regulation and securities lendimj@sset management (possibly extending to

insurance company separate accounts) are nexien li

FSOC'’s preoccupation with redemption rights andguoi@ed minimum benefits in
certain life insurance and annuity policies raségrther question whether FSOC might treat
those types of policy features as systemic as Wiélere is new and growing federal concern,

moreover, over the systemic risk posed by insurgnaceps who effectively lower their
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minimum capital requirements by ceding their insegarisks to their captive reinsuréf8. If
the federal government proceeded down either cktheo paths, that would represent an
unprecedented incursion by Washington into stagesight of the substantive terms of insurance

contracts.

Consolidated insurance group oversight is anotresr where the drumbeat for reform
and the states’ inability to successfully deliveaittreform could pave the way for broader federal
involvement in insurance regulation. Currently,aniosurance groups escape holding company
regulation at the federal level because the fedgratrnment’s authority over insurance holding
companies is limited to SIFls and to depositoryiingon holding structures. But there are
good prudential reasons and growing internationeggure to subject more insurance groups to
federal control. The Treasury Department and tldefa Reserve Board are immersed in those
international discussions and in all likelihood conwith their conclusions. More importantly,
internationally active insurance groups face thegea of growing intervention by European
Union if the European Commission determines tretedbased regulation does not provide

equivalent consolidated supervision of those groups

Finally, solvency regulation of insurance compaisds the federal government’s
crosshairs for a variety of reasons that are siainciding. FSOC’s vague, unconventional,
and highly expansive theory positing systemic fiskn certain losses of coverage makes
insurance company insolvencies a matter of fedenatern, regardless of their cause. To the
extent that FSOC continues to expound that nowsrthof systemic risk, the federal

government is likely to agitate for a more dominaté in shaping capital standards for the

209 See, e.gFederal Insurance Office, U.S. Department of trea$ury The Breadth and Scope of the Global

Reinsurance Market and the Critical Role Such MaRays in Supporting Insurance in the United Stditg (Dec.
2014), available at www.treasury.gov (last viewed. I, 2015); FIO Modernization Repatipranote 1, at 32.
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insurance industry, particularly for large insuramggoups. FSOC's additional scrutiny of
insurance companies’ potential role as the finas@é systemically risky assets will provide the
Council and the Federal Reserve Board with yetlrarqustification for scrutinizing the risk

weights assigned under risk-based capital standenrdsnternal capital adequacy models.

At the same time, there are growing pressuresdonbnization of capital standards on
the global front. The IAIS is increasing capitdeguacy standards for approximately 50 to 60
internationally active insurance groups worldwfdfe This could directly affect U.S. insurers
with overseas operations by superimposing newtriatenal capital standards on top of the
risk-based capital standards already mandatedebstétes. Meanwhile, the European
Commission has the power to impose added capdairements on U.S. insurers with European
operations if it concludes that U.S. capital stadsare not “equivalent” to EU standafds.
These developments will create two sources of pregs harmonize the global capital standards
with traditional state requirements. First, therk be pressure for harmonization from
internationally active U.S. insurance enterprisdsy will otherwise suffer a disadvantage with
their U.S. competitors who are not affected byraesher global standards. And global
counterparts, including the FSB, the IAIS, andEueopean Union, will continue to lean heavily
on Washington to harmonize U.S. capital regulatibmsurers with the very different approach

to capital regulation in the European Unfdf.A formal initiative between the federal

210 SeeFlO Modernization Reporsupranote 1, at 24. This is a larger set of insuramtererises than the

group designated as G-Slls.

21 SeeFlO Modernization Reporsupranote 1, at 27.

212 In the United States, the states use a risk-beagithl approach that assigns static risk weightifferent
classes of assets. This “RBC” model only applagsital requirements to individual insurance undéess and not
to insurance groups overall. In the European bnio contrast, insurance regulators have adoptadra dynamic
model known as Solvency Il that uses statisticall@®to calculate a given insurer’s risk weigHtklike the U.S.
approach, Solvency Il computes capital levels bothindividual insurers and for insurance grougeerIO
Modernization Reporsupranote 1, at 25-26, 29, 34-35.

74



government and international bodies called the TS- Insurance Project” is already underway
to achieve convergence in U.S. and European Urdpitat adequacy standards for insurafice.
This state of affairs produces an unstable equiibithat is not with the states’ control.
Unless Congress repeals the relevant provisiom®odt-Frank, the Executive Branch now has
broad unilateral authority to designate and reguladividual insurance companies as SIFls, to
impose systemic risk reporting requirements moreegaly on insurers, and to regulate
systemically risky activities by insurers industigie. The federal government can also
negotiate insurance treati&sand declare that federal treaties preempt statgance laws

without permission from the states. States hdtle If any formal power to stop these inroads.

Although the federal government’s powers only agplparrow segments and discrete
activities of the insurance industry, neverthelessoehold could create competitive inequalities
pitting insurers under federal purview against éhtveat are free from that oversight. The
resulting market frictions could lead to politigakssure to produce a uniform set of insurance
rules at the federal level, threatening the statsimpts to retain control. For the moment,
consolidated group oversight and capital adequaleg rare the most likely areas where an

unlevel playing field could occur, but other areasld emerge as well.

International pressures add to this instabilitycfAnically, international fora such as the
IAIS and the FSB do not have the sovereign powanfmse their will on state regulators in the
U.S. However, their decisions are harder for th&es to shape and can gain traction in other
ways. It is substantially easier for the fede@algrnment — with its single voice and

international heft -- to exert influence in thoggamizations than the loose and sometimes

213 SeeFIO Modernization Reporsupranote 1,at 27-28.
214 Subject, of course, to concurrence by at leastthirds of the Senate.
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discordant confederation of 50 state regulators the extent that global regulators advocate
federal regulation in lieu of regulation by theteta Washington will virtually almost always
concur, adding fuel to international recommendatifan federal control. Any unilateral
decision by Washington to adopt IAIS or FSB recomdaions in the areas of insurance
regulation that the federal government control$ giile those recommendations teeth and
exacerbate competitive disparity among insurergamivhile, the European Commission’s
power to declare aspects of U.S. insurance regulatdt “equivalent” to EU regulation is a real
and looming threat to the competitive standing d.Unsurers with European operations. EU

actions are one more area that the states canniwbko

This all bodes for growing tension in the allocataf authority over insurance between
the federal government and the states. While dgon of the optimal design of future
insurance regulation must be left for another timméew closing remarks are in order. The
biggest danger in this fluid situation is the rifkhaphazard, incremental federal actions that
gradually encroach on state regulation (eitteejureor de factg without careful consideration
of the costs of undermining that system. Whiliefal government is the only appropriate U.S.
regulator for the macroprudential supervision ategnic risk in insurance, that does not
necessarily make it the most appropriate regufarathe microprudential oversight of that
industry. The disastrous recent experience wveitlerfal preemption in banking and the banking
industry’s ease in capturing federal prudentialkdi@g regulators are just two indications of the
potential risks of a unified federal regulatorytgys in insurance. Yet FSOC and the Federal
Reserve Board seem to have given little if any mharation to how their regulatory initiatives
could complement and strengthen state-based insuragulation, instead of slowly eroding it.

The time has come to have a serious, formal ndtaiseussion on the best way to design U.S.
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insurance regulation going forward. Otherwise, matron will risk drifting toward a fractured

and fractious oversight system that is worse thhat\wreceded it.
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