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1. 
Executive Summary 

a. 
Introduction – This report defines the concept of NAIC reliance on NRSRO opinions by identifying how these opinions drive NAIC and state regulatory processes. The report seeks to identify ways in which the NAIC can lessen reliance.  
b. 
Evolution - Credit opinions have long served as a fundamental barometer for NAIC policy formulations tied to invested assets. The NAIC first accepted credit ratings as evidence that a security was “amply secured” which permitted the insurer to use amortized accounting. Credit opinions were then used to drive decisions about the value of securities. With the adoption of the Mandatory Securities Valuation Reserve (the precursor to the current Asset Valuation and Interest Maintenance Reserves), credit opinions were used to set reserving levels. Today, credit opinions serve as switches in a number of regulatory activities, which we discuss below. The NAIC has not directly relied on NRSRO financial strength ratings, probably because the objective of those ratings and of state regulatory activity both seek to formulate an opinion of an insurer’s ability to meet their obligations.
c. 
Degree - Until relatively recently, it fell to the SVO to consider whether specific NRSRO credit ratings should be accepted or rejected. The SVO would convert the NRSRO rating it accepted into an equivalent NAIC Designation. This “eyes and ears” process permitted regulators, at least theoretically, to modify treatment for new types of NRSRO rated securities. In practice, the process was unwieldy: it relied on SVO identification of purchased transactions (so that regulatory intervention risked market disruptions), and the sheer number of NRSRO credit opinions required automation which in turn made innovation invisible to the SVO. In 1996, a research unit was created to perform the “eyes and ears” function. And in 1996, the Task Force adopted a provisional filing exemption (PE) rule, eliminating the requirement of a filing with the SVO for NRSRO rated securities that lacked “optionality.” This process was expanded in 2004 when the Task Force adopted a full filing exemption. Insurers need not file any NRSRO rated securities with the SVO and instead self assign an NAIC designation to the security in accordance with a prescribed equivalency formula. 
d.
Pattern - NAIC relies on credit opinions as a way to conserve limited SVO and related resources. NRSRO credit opinions are used when available and the SVO conducts an independent assessment of credit risk when an NRSRO rating is not available. This means that the primary SVO role in assessment of credit risk is associated with private securities, the majority of which are not typically rated by NRSROs. 
e. 
Cost - NAIC reliance on NRSRO credit opinions is not without costs.

· NRSRO credit opinions are not concerned with regulatory objectives. 
· Reliance ties policy to credit risk which tends to ignore risks not measured by a rating. 
· Reliance hampers regulatory flexibility because reversing treatment can roil markets. 
· Credit opinions are not free. The NAIC expends a not insignificant portion of its budget for credit services and related system processes. 
· Regulators do not provide consumers and policyholders with the kind of information NRSROs provide. NRSRO activity and decisions may therefore confuse consumers and policyholders especially given the different assumptions governing rating activity. This could precipitate a run on the institution or result in diminished insurer resources available to pay claims.
f. 
Structure - The mechanisms of reliance for long term invested assets flow from NAIC policies and processes applicable to Schedule D and BA long term invested assets reflected in the Purposes and Procedures Manual and the broader framework of regulation embodied by the NAIC Policy Statement on Financial Regulation Standards. The mechanics and impact of NAIC reliance on NRSRO credit ratings is discussed in detail below. 
g.
Summary and Recommendations – As the report attached to this executive summary will demonstrate, NAIC reliance on NRSRO opinions consists of a series of severable uses of credit opinions. This suggests that the Working Group may have a significant degree of control over the shape of NAIC reliance. Some specific approaches for lessening reliance for the Working Group to consider are listed below. 

· Consider replacing NRSRO ratings with alternative NAIC SVO analytical processes. 
· Where alternatives do not exist, create NAIC, SVO or company level devices to monitor risk of rating shortcomings and enable possible regulatory intervention.
· Focus on discrete market segments where rating shortcomings have occurred. 
· Use on NRSRO opinions for the reinsurance regulatory modernization framework is desirable, but the Working Group should emphasize the NAIC and Commissioner’s discretion to override the NRSRO opinion within the modernization framework. 

· Recommend to the Capital Adequacy Task Force that if the risk based capital formula is modified in the future to allow the capital charge of reinsurance recoverables to be based upon the financial strength rating of the reinsurer, that consideration be given to how the formula can be modified to allow the NAIC/Commissioner to override the NRSRO opinion. 
Although not discussed in the balance of this report, items for the Working Group to consider are the following:

· Identify rating activity by its potential to disrupt an insurer and create formal lines of communication between NRSROs and regulators to better manage those situations. 
· Increase regulatory content in capital markets decisions by routinely responding to rating agency pronouncement and thereby providing a better context for rating agency decisions. 
· Create a web-based information linking process to help consumers obtain both information from NRSRO web-sites and information from regulators as a way to help consumers understand the purposes and limitations of ratings agencies. 
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1. 
The Structure of NAIC Reliance 

a. 
The FE Rule – NRSRO rated securities are not reported to the SVO. 

b. 
Rules Governing Use of NRSRO Credit Ratings - The Purposes and Procedures Manual (P&P Manual) identifies the criteria that make an NRSRO eligible to be an NAIC vendor of rating services.
 A NRSRO that meets the criteria may be added to the NAIC ARO List (ARO means acceptable rating organization) by the SVO if directed by the Task Force. The Task Force can also remove an NRSRO from the NAIC ARO List and its ratings from NAIC systems. The NAIC only uses issuer-solicited credit ratings determined by use of traditional rating methodology, with credit opinions expressed alpha-numerically and applicable to public securities. The implication of being an NAIC ARO is that this category of rating is entitled to be translated into an equivalent NAIC Designation, subject to certain limitations. 
2. 
NAIC Policy Statement on Financial Regulation Standards
- NAIC Designations whether assigned by insurance companies pursuant to the FE process or by the SVO, derive regulatory significance through the NAIC Policy Statement on Financial Regulation Standards (SFRS) contained in the Administrative Policies Manual of the Financial Regulation Standards and Accreditation Program. The Program identifies laws or regulations that must be adopted by the states. These laws or regulations directly or indirectly specify the use of NAIC Designations. Because the relevant standards do not distinguish between NAIC Designations assigned by the SVO and those assigned by insurers based on NRSRO credit ratings, the Program standards incorporate both types of NAIC Designations. For example: 
· Paragraph 5 of Part A of the SFRS provides that the valuation standards promulgated by the SVO are part of the Program; 
· Valuation rules derived from the NAIC Accounting Practices and Procedures Manual referred to in standard 3 depend in part on the NAIC Designation of the security; 
· The Risk-Based Capital (RBC) for Insurers Model Act referred to in standard, ties RBC factors to NAIC Designations; and
· SFRS also requires a diversified investment portfolio. The standards adopted by the states are tied to NAIC Model Acts which relate specific asset allocations rules to NAIC Designations. 
3. 
Regulatory Mechanisms Linked to NAIC Designations 
a. 
Risk Based Capital - The RBC scheme establishes levels of regulatory intervention linked to defined RBC ratios with the Authorized Control Level Risk Based Capital being the total RBC needed for an insurer to avoid being taken into conservatorship.
 Remedial actions available to the regulator depend on the level of RBC reported. Life RBC classifies all insurance company risk into four major categories: asset risk, insurance risk, interest rate risk and all other business risks.
 A number of risk factors are then applied as multipliers to the asset or liabilities of the insurer to determine the minimum capital needed to bear the risk of loss associated with the activity. The factors themselves are estimates of possible loss associated with the activity. Asset risk, defined as the risk of default or loss in market value, represents the largest proportion of risk among the four life RBC risks. NAIC Designations are used to set the reserve factor that the insurer will use to calculate the risk based capital (RBC) charge contribution to be made by the purchased asset in the insurer's total RBC contribution. 
b.
Asset Valuation and Interest Maintenance Reserve - 
 Life, accident and health insurance companies (but not property and casualty companies) must recognize liabilities for an Asset Valuation Reserve (AVR) and an Interest Maintenance Reserve (IMR). AVR establishes a reserve to offset potential credit-related investment losses on all invested asset categories. Increases or decreases to the reserve are charged or credited directly to surplus. A realized gain or loss on a debt security is classified as credit related if the debt security's beginning NAIC/SVO rating changed by more than one classification at the end of the holding period. IMR captures the realized capital gains and losses resulting from changes in the general level of interest rates. Gains and losses are amortized into income over the expected remaining life of the investments sold. A realized gain or loss on each debt security and mortgage backed security is classified as an interest related gain or loss if the debt security's beginning NAIC rating did not change by more than one classification at the end of the holding period. 

c.
Investment Laws - The NAIC has adopted four model laws.
 NAIC Designations are used in investment laws to set percentage limitations by credit quality. If an insurer exceeds the percentage limitation for a specific category, the assets so invested are deemed not admitted assets. The Medium Grade and Lower Grade Obligations Model Regulation is concerned with concentration of investments in medium grade and lower grade obligations. defined as securities designated NAIC 3 and those designated 4, 5, or 6, respectively. Percentage limitations (i.e., an insurer may not invest more than 20% of its admitted assets in medium and lower grade securities) are assigned on the basis of credit quality. The Regulation also requires the Board of Directors of an insurer with more than 2% of admitted assets in medium and lower grade obligations to adopt a written plan containing guidelines as to quality, issuer, industry, duration, liquidity and geographic location diversification. The Defined Limits Version classifies investments in categories and percentage limitations are assigned to each category of investment. The investment categories differ on the basis of specific criteria. For example, the Act sets a general issuer diversification percentage
 as well as limitation percentages by credit quality. As with the Regulation, investments that do not conform to the limitations imposed by the Act are deemed non admitted assets. Defined Limits also links a number of other investment activities to NAIC Designation or other SVO activity.  In contrast, the Defined Standards Version provides that an insurer must first establish a minimum financial security benchmark.
 Once the benchmark is in place, insurers are free to engage in any lawful investments, provided they are made in accordance with a plan reviewed by the insurer's Board of Director's. Section 8 of the Defined Standards Version limits the percentage of admitted assets that can be invested by reference to their NAIC Designation. 

d. 
Valuation of Securities - The rules that specify the value an insurer must report for an investment are set forth in the accounting literature.
 The valuation rules differ for life insurers and for property and casualty companies. All of the valuation guidance is driven by the NAIC Designation assigned to the security. The logic of the accounting guidance is that high quality investments are eligible for and may be amortized while low quality investments must be carried at the lower of several valuation measures, among them fair value (i.e. market value). In support of accounting and reporting functions, insurers may request that the SVO provide a market value (or calculate a market value surrogate) for insurer held securities and the SVO is required both to provide market value estimates for private placement securities and a value benchmark to be used to compare insurer assigned valuations.  Some specific valuation rules are set forth below to provide a more detailed example of how NAIC Designations influence valuation of securities. 
· Bonds designated NAIC 6 held by life insurers
 and bonds designated NAIC 4 through 6 held by property/casualty companies,

· In the case of insurer who must maintain an avr/imr, redeemable preferred stock designated NAIC 4 to 6 and perpetual preferred stock designated NAIC 4 to 6
 and 

· In the case of an insurer that does not maintain an avr/imr redeemable preferred stock designated NAIC 3 to 6 and perpetual preferred stock designated NAIC 1 and 2 and perpetual preferred stock designated NAIC 3 to 6.
 

4. 
Future Reliance 

a. 
Reinsurance Regulation - Adoption of the Reinsurance Regulatory Modernization Framework will require some reliance on NRSRO credit assessments of insurance companies. The Framework creates two classes of reinsurers and introduces modified collateral requirements for eligible reinsurers. Collateral requirements placed on reinsurers are based on various risk factors to the ceding company, but a significant component of that risk is the ability to pay claims. Ratings are one of many factors to determine the collateral requirements of reinsurers under the Framework. The Framework nevertheless contemplates that state regulators can modify their assessment of the reinsurer’s risk, despite what the NRSRO rating is for that particular reinsurer. The staff believes that this point should be emphasized in the implementation of the Reinsurance Regulatory Modernization Framework. 
b. 
Risk Based Capital - Risk-based capital rules does not require capital for a ceding insurer based upon the relative financial strength of the insurer. Ceding companies receive the same capital charge for all general types of reinsurance recoverables. However, from time to time the suggestion has been made that the RBC formula should be modified to require various levels of capital based upon the financial strength rating of the reinsurers used by the ceding company. The staff believes that if this issue is brought up at the Capital Adequacy Task Force in the future, consideration should be given to how the formula can be modified to allow the NAIC/Commissioner to override the NRSRO opinion. 
� Securities rated and monitored by one NRSRO are assigned the equivalent NAIC Designation. A security rated and monitored by two NRSROs is assigned the lowest of the two ratings. A security rated by three or more NRSROs is ordered according to their NAIC equivalents and the rating falling second lowest is selected, even if that rating is equal to that of the first lowest.


� The stated criteria for adding an NRSRO to the NAIC ARO List, and consequently buying and using it’s credit rating services are that the rating agency: 1) be designated an NRSRO by the US Securities and Exchange Commission; 2) Assign and monitor ratings to at least ten percent (10%) of the dollar value of all Schedule D bonds and preferred stock owned by insurance companies; and 3) the VOS/TF, in its sole discretion, find that the credit ratings issued by the agency are necessary for the administration of state based financial solvency monitoring of insurance company investments.


� See, US General Accounting Office, Risk Based Capital, Regulatory and Industry Approaches to Capital and Risk, July 1998, page 64 - 67 and Appendix III. 


� Defined as follows: C-0 Asset risk-affiliated amounts; C1 Asset Risk, All Other; C2 Insurance Risk; C3 Interest Rate Risk and C-4 Business Risk.  


� See, Accounting Practices and Procedures Manual, Statement of Statutory Accounting Principles No. 7 and Issue Paper No 7. 


� The Investments in Medium Grade and Lower Grade Obligations Model Regulation (adopted 1991), the Investment of Insurer's Model Act Defined Limits Version (adopted 1996), the Derivatives Instrument Model Regulation and the Investments of Insurer's Model Act Defined Standards Version (adopted 1997).  


� See, Article II, Section 10 A applicable to Life And Health Insurers. 


" (1)	Except as otherwise specified in this Act, an insurer shall not acquire, directly or indirectly through an investment subsidiary, an investment under this Act if, as a result of and after giving effect to the investment, the insurer would hold more than three percent (3%) of its admitted assets in investments of all kinds issued, assumed, accepted, insured or guaranteed by a single person….


� See, Section 3. The minimum financial security benchmark is defined as an authorized control level risk-based capital less the asset valuation reserve and voluntary investment reserves or the minimum capital or minimum surplus required by statute or regulation for maintenance of an insurer’s certificate of authority. The benchmark is intended to expand and contract with the activities of the insurer but it is that amount of surplus necessary to provide reasonable security against contingencies affecting financial position not fully covered by reserves or reinsurance. It is the lowest permissible figure, below which the insurer’s operation could have to be considered so hazardous. Annotation 3 states that this is the lynchpin to the approach embodied in the Defined Standards Version. " … The various levels contained in the NAIC’s risk-based capital models may be an appropriate standard for states to consider in setting the minimum financial security benchmark. In addition, from an enforcement and solvency regulation standpoint, it is important that the minimum financial security benchmark, and thus, the minimum asset requirement, be tied to the state’s liquidation and rehabilitation laws. This means that an insurer failing to meet the minimum asset requirement would be considered in hazardous or potentially hazardous financial condition, allowing the commissioner to take appropriate regulatory action. 


� The applicable accounting guidance in the Accounting Practices and Procedures manual  is: Statement of Statutory Accounting Principle (SSAP) No. 26, at paragraph 7 for Bonds, (excluding Loan-backed and Structured Securities), SSAP No. 30, at paragraph 7 for Investments in Common Stock (excluding investments in common stock of subsidiary, controlled or affiliated entities), SSAP No. 32, at paragraphs 17-20 for Investments in Preferred Stock (excluding investments in preferred stock of subsidiary, controlled or affiliated entities). 


� A bond designated NAIC 1 through NAIC 5 held by a life insurer (i.e. an entity required to maintain an avr/imr) is reported at amortized cost. An NAIC 6 bond is reported at the lower of amortized cost or fair market value.


� Property casualty companies (that do not maintain an avr/imr) report NAIC 1 and 2 bonds at amortized cost and NAIC 3 to 6 bonds at the lower of amortized cost or fair market value.


� An insurer that maintains an AVR and that owns a preferred stock classified as redeemable and designated NAIC 1 to 3, values the preferred at cost or amortized cost. The insurer values redeemable preferred stocks designated NAIC 4 to 6 at the lower of cost, amortized cost or fair value.  The insurer values perpetual preferred stock designated NAIC 1 to 3 at cost. Perpetual preferred stock designated NAIC 4 to 6 is reported at the lower of cost or fair value.


� An insurer that does not maintain an avr/imr values preferred stock classified as redeemable and designated NAIC 1 and 2 at cost or amortized cost. Redeemable preferred stocks designated NAIC 3 to 6 owned by the same insurer is reported at the lower of cost, amortized cost, or fair value.  The insurer values preferred stock classified as perpetual and designated NAIC 1 and 2, at market value as reported by the SVO. Perpetual preferred stock designated NAIC 1 to 6 is reported at the lower of cost or fair market value.
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