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Crop Insurance
Activities

by Sam Meyer, Assistant Director, South Dakota
Department of Insurance & Eric Nordman
(NAIC/SSO0)

Introduction

The McCarran-Ferguson Act preserves for the
states the regulation of insurance to the extent
that states actively exercise the authority granted
and in the absence of other federal statutes that
remove some of the authority granted. Crop
insurance is an area where federal laws have been
enacted that preempt certain state activities. As a
result, regulation of crop insurance by the states
has become a challenge as state regulators try to
determine where their authority lies and identify
the boundaries of federal intervention. This article
will discuss recent activities where the states
collectively through the National Association of
Insurance Commissioners (NAIC) have engaged
federal authorities employed by the Federal Crop
Insurance Corporation (FCIC) in meaningful
discussions that add some certainty to the process
that should positively affect farmers seeking to
purchase crop insurance.

History

It is often helpful to review where we have
been to understand where we are today and to
predict what the future might hold. Our story
begins in 1994, when discussions between FCIC
and the state insurance regulators began in hopes

of working together to clarify regulatory roles and
to serve the best interests of farmers. The NAIC'’s
Commercial Lines—Property and Casualty
Insurance (D) Committee established a Crop
Insurance Working Group to facilitate and
encourage state insurance regulators to
communicate with the FCIC over matters of
common interest. These meetings between state
and federal insurance regulators have proved
fruitful as open and frank discussions about the
appropriate roles for each party were held. As a
result, each party has a better understanding of
the role of the other. Further, in place of
confrontation and disagreement, an open dialogue
and understanding has developed..

Why did these discussions occur? State
regulators viewed crop insurance as they would
any other line of insurance until a court challenge
involving collection of premium taxes was brought
in the State of Kansas. The court case pointed out
the need for coordination of efforts between state
and federal insurance regulators. The FCIC is the
federal agency charged with administering the
federal crop insurance program. Many of its
activities are preempted from state regulation
because certain elements of crop insurance are
subject to federal rather than state regulation. Of
course, other activities continue to be regulated by
the states or even by both parties in some cases.
Thus the need for coordination of regulatory
efforts was apparent to all parties so that farmers
would not be adversely affected by dueling
regulatory authorities.

Discussions Between the States
and the FCIC

The key to discussions between state insurance
regulators and the FCIC lies in the following
section of the Federal Crop Insurance Act:

The Corporation, including its franchise,
its capital, reserves, and surplus, and its
income and property, shall be exempt from
all taxation now or hereafter imposed by
the United States or by any Territory,
dependency, or possession thereof, or by
any State, county, municipality or local
taxing authority. A contract of insurance
of the Corporation, and a contract of
insurance reinsured by the Corporation,
shall be exempt from taxation imposed by
any State, municipality, or local taxing
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The FCIC has

authority (Section 511 of the Federal Crop
Insurance Reform Act of 1994).

The regulations contained in this subpart
are issued pursuant to the Federal Crop
Insurance Act, as amended (7 U.S.C. 1501
et seq.) (the Act), to prescribe the
procedures for Federal preemption of
State laws and regulations not consistent
with the purpose, intent, or authority of
the Act. These regulations are applicable
to all policies of insurance, insured or
reinsured by the Corporation, contracts,
agreements, or actions authorized by the
Act and entered into or issued by FCIC
(CFR 7 Part 400.351).

(a) No State or local governmental body or
non-governmental body shall have the
authority to promulgate rules or
regulations, pass laws, or issue policies or
decisions that directly or indirectly affect
or govern agreements, contracts, or
actions authorized by this part unless such
authority is specifically authorized by this
part or by the Corporation.

(b) The following is a non-inclusive list of
examples of actions that State or local
governmental entities or non-
governmental entities are specifically
prohibited from taking against the
Corporation or any party that is acting
pursuant to this part. Such entities my
not:

1) Impose or enforce liens,
garnishments, or other similar
actions against proceeds obtained,
or payments issued in accordance
with the Federal Crop Insurance
Act, these regulations, or contracts
or agreements entered into
pursuant to these regulations;

2) Tax premiums associated with
policies issued hereunder;

3) Exercise approval authority over
policies issued;

interpreted Section 511 by
providing the following guidance in the form of
regulations printed in the Federal Resister (CFR 7
Parts 400.351 and 400.352):

4) Levy fines, judgments, punitive
damages, compensatory damages,
or judgments for attorney fees or
other costs against companies,
employees of companies including
agents and loss adjusters, or
Federal employees arising out of
actions or inactions on the part of
such individuals and entities
authorized or required under the
Federal Crop Insurance Act, the
regulations, any contract or
agreement authorized by the
Federal Crop Insurance Act or by
regulations, or procedures issued by
the Corporation (nothing herein is
intended to preclude any action on
the part of any authorized State
regulatory body or any State court
or any other authorized entity
concerning any actions or inactions
on the part of the agent, company
or employee of any company whose
action or inaction is not authorized
or required under the Federal Crop
Insurance Act, the regulations, any
contract or agreement authorized
by the Federal Crop Insurance Act
or by regulations or procedures
issued by the Corporation);or

5) Assess any tax, fee, or amount for
the funding or maintenance of any
State or local insolvency pool or
other similar fund.

The preceding list does not limit the scope
or meaning of paragraph (a) of this section
((CFR 7 Part 400.352).

There were several areas that state regulators
explored with FCIC representatives. They jointly
discussed collection of premium taxes, rate and
policy form approval, agent licensing of agents
adjusters and insurers, handling farmer
complaints, claims settlement practices and other
market conduct issues, and solvency surveillance.

It is clear to state regulators from the Kansas
court decision and the language in the Federal
Crop Insurance Act of 1994 that when a crop
insurance product was either directly insured by
the FCIC or reinsured by the FCIC with a price
subsidy that the product was preempted from
state collection of premium taxes in addition to
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state rate and form approval procedures. What
was less clear was how to treat products that were
developed by private crop insurers and submitted
to the FCIC for reinsurance without a subsidy.

Recent actions of the FCIC would indicate that
it intends to exercise a strict reading of the
statute. In a memo delivered in September, 1996,
the FCIC served notice that it considers the Crop
Revenue Coverage (CRC) to be preempted from
state regulation as it is reinsured by the FCIC.
CRC is an example of a product that was
developed by the private sector and brought to the
FCIC for consideration for reinsurance without a
subsidy. FCIC initially approved CRC as a pilot
project in two states. This presents a novel
problem for both state and federal regulators to
consider in that when the FCIC approves a
product for reinsurance without a subsidy, the
public policy reason for preemption of state
regulation vanishes. In fact, it creates a situation
that is generally detrimental to public policy
determinations in a free marketplace. It creates a
situation where the private sector primary
insurers seek reinsurance from the federal
government instead of private reinsurers even
though there is no apparent reason for them to do
so. The FCIC provides primary crop insurers with
an advantage in that the private insurer does not
have to seek state regulatory approval of its
products or pay state premium taxes or other
state based assessments. This unlevel playing
field serves as a disincentive for a private sector
solution to the availability of crop reinsurance to
the marketplace and thus perpetuates the FCIC's
role as a reinsurer even when there is no public
policy reason for its advantage.

Discussions with FCIC have been more fruitful
in other areas. Clearly the FCIC does not wish to
get involved in the agent licensing process. It
requires that anyone selling crop insurance
products be licensed by the appropriate state
authorities. The sole exception to this is that the
FCIC does not license Farm Service Agency (FSA)
employees who are authorized to directly sell only
the FCIC's Catastrophe Policy. The FCIC does
require those selling its products to participate in
continuing education about the FCIC reinsured
products. This wusually occurs in sessions
sponsored and monitored by crop insurers, thus
serving as a self-certification process.

State insurance regulators have a long history
of helping policyholders who have disputes with
insurers over policy provisions or claim settlement
practices. Under preempted policies, insureds who
dispute a claim have recourse under the
arbitration clause in the case of reinsured policies
or the appeals clause in the case of policies issued
directly by the FCIC. Insured persons also have
recourse to the Federal courts. This process may
seem quite daunting to a farmer with a compliant
when compared with state systems for other types
of coverage.

During discussions on crop insurance, the
FCIC recognized that some state regulators
currently investigate consumer complaints
pertaining to FCIC products. The FCIC
encouraged the state regulators to obtain
assistance from FCIC's Insurance Services
Division, which has offices in Washington, DC and
in ten states. The FCIC encouraged states to refer
consumer complaints regarding FCIC contracts to
FCIC for resolution. Productive dialog occurred in
this area and the FCIC provides regular updates
to its contact list to assist states in helping direct
the farmer to the appropriate federal official for
resolution of concerns. Insurance regulators
remain concerned about the user friendliness of
the FCIC and its ability to address individual
farmer’s questions and concerns. State insurance
regulators believe that crop insurers should not be
treated any differently than any other insurer,
particularly regarding agency law principles. Crop
insurance agents are no different than other
agents with regard to the duty to provide
competent professional advice on insurance
coverages.

Insurer solvency monitoring was also discussed
extensively. The FCIC again recognizes the
obvious expertise of state regulators in this crucial
area. FCIC staff was anxious to work with state
regulators to assure that it was not reinsuring
business from an insurer in financial difficulty.
On the other hand, the FCIC's Standard
Reinsurance Agreement provides if a reinsured
company becomes insolvent, FCIC guarantees
payment of farmers claims through the use of a
cut-through clause. Thus, states can benefit from
an additional recovery source in the event of
insolvency of a crop insurer.
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Additional Information on Crop

Insurance

One of the products of the discussions is the
NAIC's development of the Crop Insurance
Handbook: A Guide for Insurance Regulators.
This handbook is a result of those cooperative
efforts between state insurance regulators, FCIC,
and the insurance industry so that the structure
of the regulatory system will be understood by all
parties. The handbook is available from the
NAIC’s Publication Department. Call (816) 374-
7259 for more information or to secure a copy.

Future Activities

While much progress has been made, there
remain several open issues that should be
addressed in the near future. State regulators
have

been anxiously awaiting a settlement offer on the
premium taxes that states collected prior to the
decision in Kansas. This proposed agreement has
been tied up in the federal bureaucracy for over
two years. In addition, the role of the FCIC as a
reinsurer when no subsidy is granted is being
called into question. Its affect on the marketplace
and the disincentive provided for private
reinsurers to write crop insurance coverages must
be thoroughly evaluated.

The NAIC’'s Commercial Lines—Property and
Casualty Insurance (D) Committee will continue
to hold discussions with representatives of the
FCIC. It hopes that further progress can be made
to address open issues. In addition, the committee
will annually wupdate the Crop Insurance
Handbook: A Guide for Insurance Regulators, as
needed to reflect current developments.
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NAIC to Participate
In the NCSL
Educational
Outreach Program
on Workers’
Compensation
Health Issues

by Eric Nordman (NAIC/SSO)

State legislatures are often faced with the
difficult task of developing public policies to
address two sometimes conflicting objectives. How
can public policymakers be assured that workers’
compensation medical costs are affordable, while at
the same time, provide the highest quality health
care available to injured workers? Legislators are
expected to exercise the wisdom of Solomon to
carve out precisely the correct answer to this
vexing question. Addressing this difficult question
is challenging to legislators. They can be expected
to call upon the expertise of insurance
commissioners and  workers’ compensation
administrators to assist them as they deliberate
and discuss potential solutions.

There are several factors that add to the
difficulty and uncertainty of the process. These
factors must be carefully considered if a reasonable
legislative solution is to be reached. First, workers’
compensation is a highly complex and technical
subject that requires legislators, insurance
regulators, workers’ compensation administrators
and their staffs to be well-versed in both the
conceptual and practical solutions that have been
tried in other jurisdictions. In addition to
understanding workers’ compensation issues,
policymakers are called upon to understand how

workers’ compensation has been affected by the
introduction of managed care and 24-hour
coverage.

There is a high rate of turnover of legislators
due to term limits and other factors. Further, many
insurance commissioners and workers’
compensation administrators are affected by
turnover. As a result, many policymakers lack
experience with the issues they are charged with
solving.

The key to addressing this lack of experience
lies with legislative and regulatory staff. Failure to
recognize the vital role of staff in the policy making
process and failure to include them in the
educational efforts can result in discontinuity of
information and loss of institutional knowledge.

Second, legislation drafted in the absence of
complete information and understanding of
complex issues may actually hinder the

development of workable solutions. Legislators
must be mindful programs that have been tried
and failed as well as those that have been
successfully implemented to provide reduced costs
while still maintaining acceptable standards of
health care. Third, there is currently no systematic
process to educate legislators, regulators and their
staffs on the issues related to health care cost
containment in workers’ compensation. In addition,
creation of a networking system to provide for
regular communication as to what is working and
what is not working will be beneficial to all parties.

To address these concerns and assist legislators
by providing information that will aid as they
deliberate over issues facing them in their states,
the National Conference of State Legislatures
(NCSL) has developed a project that it calls the
Educational Outreach Program on Workers’
Compensation Health Issues. The project
description provided by the NCSL states

This project will develop and hold a series of
workshops and seminars over a period of two
years designed to provide legislators, regulators,
administrators and staff with a good
understanding of terminology, theories, concepts
and new developments in workers’ compensation
health care issues. The project will create focus
groups which will meet regularly over the two-
year period to discuss problems and develop
possible solutions that will be forwarded to
legislatures for debate and discussion. These
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focus groups will provide continuity to the
project and provide a networking function.
Oversight for this project will be provided by an
advisory committee composed of a representative
each from National Conference of State
Legislatures (NCSL); National Association of
Insurance Commissioners (NAIC), International
Association of Industrial Accident Boards and
Commissions (IAIABC) and the Workers'
Compensation Health Initiative. According to
the Project Description from the NCSL grant
application submitted to the Robert Wood
Johnson Foundation, this group will meet bi-
annually to review the progress of the focus
groups, goals met and make recommendations to
assure that the project remains on target for
reaching goals set in the time frame given.

NCSL Director of Employment and Insurance
Issues Brenda Trolin, IAIABC Executive Director
George Gomez and NAIC Director of Research Eric
Nordman will serve as liaisons for their respective
organizations. They  will coordinate  the
participation of legislators, regulators,
administrators and staff in the focus groups. They
will also participate in the development of agendas
for both the focus groups and workshops. They will
also assist in staffing responsibilities when the
focus group meeting is held in conjunction with
their respective national meetings.

In addition, a noted workers’ compensation
consultant, John Lewis, has been hired as
facilitator for the focus groups. Mr. Lewis has acted
in this capacity at previous NCSL meetings. His
expertise in workers’ compensation and health care
and his experience in helping groups reach
consensus is considered invaluable to the success of
the project.

A few years ago, NCSL established a task force
on workers’ compensation and appointed a Blue
Ribbon Panel to examine workers’ compensation
systems. This previous study focused on the
traditional workers’ compensation system and its
many problems. For example, the study looked at
issues surrounding administrative difficulties, the
litigious nature of what was intended to be a no-
fault system and issues surrounding
compensability. The nature of the Educational
Outreach Program on Workers’ Compensation
Health Issues would be to explore the emerging
issues of workers’ compensation health care in
depth. It would be a logical follow-up to the process

begun earlier and ended due to lack of funding.
This project will explore a rapidly developing area
that makes this project much more dynamic and
necessary because of many policymakers’ lack of
understanding of the issues.

The objectives of the project are:

- To educate legislators, administrators,
regulators and staff through a series of
workshops, focus groups, seminars and
publications on terminology, concepts, theories
and current developments so they can engage
in meaningful and productive debate on these
issues.

- To establish focus groups composed of
legislators and staff who would meet on a
regular basis over a two-year period to discuss
the issues and develop proposals to be debated
in the 50 states.

- To produce a series of reports which would be
sent to all legislators, regulators,
administrators and staff to familiarize them
with the terminology, concepts, current state
experiments and strategies to consider.

- To bring together legislators, regulators,
administrators and staff to participate in
educational forums.

- To identify several states which have
implemented pilot projects and use them as
case studies to identify what is working and
what isn’'t working. According to the project
objectives from the NCSL grant application,
these case studies would be used in seminars
and also provided to legislators and other
interested persons who may be unable to
attend the meetings.

The project will result in several useful products
that will aid policymakers in deliberations about
workers’ compensation health care issues. These
will include: seminars and workshops; focus
groups’ reports; a series of written materials
developed from the seminars and workshops;
technical assistance; and various issue briefs.

The NCSL has sought and received a partial
funding grant from the Robert Wood Johnson
Foundation. The Robert Wood Johnson Foundation
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is one of the nations premier philanthropies that
concentrates on issues related to the cost and
guality of the health care delivery systems in the
United States. This limited funding will pay the
expenses of NCSL, IAIABC, and NAIC staff
participation and the costs involved in hosting the
meetings. It does not cover the travel expenses,
other than some meals, for the legislative and

regulatory participants. Each organization has
been asked to designate five volunteers to
participate in the focus groups. The NAIC, at its
annual commissioners’ conference, agreed that
volunteers would be sought to participate in the
focus groups. The volunteers will be a mixture of
commissioners and high level regulatory staff
familiar with workers’ compensation health issues.
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An Overview of
Financial Database
Re-engineering
(FDR)

by Susan Taylor (NAIC/SSO)

The NAIC membership approved three phases
of the Financial Database Re-engineering (FDR)
project at the Plenary session of the 1996 Spring
National Meeting. Phase | of the project began in
May 1996 and all three phases were finalized by
the 1996 Winter National Meeting in Atlanta.

The objectives of each of the phases are:

Phase 1 - determination of data quality
standards and users/uses of the NAIC financial
database based on the results of a user needs
assessment survey

Phase Il - performance of an audit of data and
processes according to the data quality
standards defined in Phase |

Phase 11l - recommendation of data edit
specifications, process re-engineering and
completion of a logical data model

In Phase | the consulting firm of Arthur
Andersen LLP, selected by the Financial Data
Working Group of the (EX) Special Committee on
Information Systems, developed and performed a

survey of all state/territory insurance departments.
A modified survey was distributed to seven non-
regulatory users of the database. The survey was
designed to determine:

- current uses of the NAIC financial database
- how well the database is serving user needs

- expectations, user assumptions and needs
concerning data quality

- user definition of roles and responsibilities of
insurers, CPAs, insurance departments and the
NAIC in ensuring data accuracy

- user data element requirements/interests and
prioritization preferences.

The survey questionnaires were sent to all
NAIC member jurisdictions; 165 responses from 47
jurisdictions were returned for inclusion in the
analyses and results. In addition, the consultant
conducted on-site interviews with eight insurance
departments, two from each zone, and telephone
interviews with 17 other states. In general,
responses to the survey indicated that, while there
is room for improvement, the database and its
guality are doing a good job in meeting user needs
and expectations. The consultants summarized and
provided recommendations on database users and
uses, “roles” and priority areas for data edit
activities. The Financial Data Working Group
adopted quality standards for data filed in terms of
accuracy, completeness and timeliness based on the
survey results and recommendations of Arthur
Andersen in the September 16, 1996 draft of the
Phase I report.

During Phase Il Arthur Andersen conducted a
data quality audit, based on the Phase | survey
results. They analyzed financial information in the
NAIC database for 260 companies against
standards for data quality, completeness and
timeliness. The materiality of identified errors
were evaluated based on their impact on IRIS
ratios, FAST ratios and other regulatory user
reports. Errors were identified based on the results
of the edits performed during the nightly batch
pass process of transferring the data onto the
database. The data evaluated consisted of the 1995
calendar year filings.

They also compared 25-50 critical data elements
as reported in the Annual Statement to
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independently audited financial statements as well
as the diskette.

The data quality audit results indicate that the
data currently maintained in the NAIC database is
of good quality. The data as submitted, however is
of much lesser quality. This indicates two things.
First, there is a need to enforce data quality at the
source, i.e. companies need to improve the level of
data quality of their initial filing. Second, the
current NAIC data edit activities significantly
increase the level of quality of the data maintained
in the NAIC database.

The report encompassing Arthur Andersen’s
findings and recommendations for Phase Il of the
project was issued in draft form on September 5,
1996 and in final form dated November 25, 1996.

In Phase Ill Arthur Andersen analyzed NAIC
data edit procedures. This phase is completed and
was accomplished by performing the following:

- identifying  cross-checks that should be
eliminated or consolidated with existing cross-
checks

- developing and presenting a new set of
accuracy/reasonableness tests for an analyst
workbench which measure data integrity

- developing and recommending a prioritization
schedule for the edit process to manage
workflow

- developing and recommending metrics and
benchmarks to measure the quality of data as
submitted as well as to measure improvement of
the quality of data subsequently submitted

- developing recommendations on redesign of the
current data quality edit procedures.

The report encompassing Arthur Andersen’s
findings and recommendations for Phase 111 of the
project was issued in draft form on November 25,
1996 and in final form on December 6, 1996.

Throughout Phase I - 111 Arthur Andersen also
developed a logical data model, done concurrently
with the data quality portion of FDR. The model is
intended to support the concurrent information
gathering and analysis activities of the project. The
development of the logical data model is complete
and was achieved by performing the following:

- Assisting the NAIC information systems staff
with development of an initial logical data
model. The data modeling methodology being
used includes the following components:

b Identification of existing logical and
physical data stores

b Identification of data sources including
location of input sources and internal and
external domain sources

b Review of current data grouping
definitions including objects, stores and
domains

b Identification of entity primary and
secondary keys, entity normalization and
decomposition of entities into data elements

b Identification of cross-entity relationships
including foreign and clustered keys

b Data element definition including type,
length, null and default value

b Definition of domain and referential
integrity

- Supporting the use of the Key for Enterprise
data modeling tool in the development of the
logical data model in order to provide sufficient
technical detail to construct a physical database
in a later phase of work

- In Phase 111, the logical model was adjusted to
incorporate the business rules defined in the
concurrent information analysis components of
the project.

Arthur Andersen’s findings and
recommendations for the logical model were
included in the Phase Ill report issued in draft

form on November 25, 1996 and in final form on
December 6, 1996. The logical data model will be
used as a foundation in the development of the new
physical database environment.

At the 1996 Winter National Meeting in Atlanta
the Financial Data Working Group of the (EX)
Special Committee on Information Systems made a
presentation to its parent on the adopted
recommendations from the first three phases of
FDR.
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Database Objectives
The adopted recommendations from Phases | -

Il of the Financial Data Working Group are as

follows:

1. The NAIC financial database shall be the
central repository for data collected in
conjunction with the Financial Statement
Process.

2. The NAIC financial database shall be developed
and maintained to serve member insurance
department solvency regulation and other
regulatory needs in a cost effective manner.

3. The NAIC financial database shall be developed
to be flexible in order to accommodate changing
user needs.

4. The data maintained in the NAIC financial
database shall be complete and accurate, and
shall be made available to its users on a timely
basis.

5. The NAIC financial database shall inform the
users as to the current status of the data
maintained in the database.

6. The NAIC financial database shall facilitate the
financial analysis and examination process of
the member insurance departments for
producing regulatory ratios, analyses and
reports.

7. The NAIC financial database shall facilitate
meeting the member insurance departments’
obligation to provide access to public
information.

8. Access to the NAIC financial database shall be
easy, efficient and user-friendly.

9. The quality of the NAIC financial database shall
be maintained at a level which will meet the
needs and expectations of its users.

Database Data Quality Objectives
The database data quality objectives can be

grouped into three major subgroups: objectives

related to completeness, accuracy or timeliness.

Completeness

The database shall include selected data for all
insurance companies required to comply with the
NAIC financial statement and related provisions
including all multi-state insurers and single state
insurers of interest to the domiciliary department.

The data maintained within the database shall
be edited for completeness in accordance with the
NAIC financial statement and other filing
requirements.

Accuracy

The company data maintained in the NAIC
financial database shall be an accurate depiction of
the financial statements filed with the domestic
insurance department.

The data captured and maintained in the NAIC
financial database shall be edited for integrity (i.e.
internal balancing, cross-checks, etc. as indicated
by the NAIC financial statement or other
instructions.) and reasonableness.

The database user shall be able to ascertain
what, if any, changes have been made to the data
of an insurer.

Timeliness

The financial database shall provide
information to its users in an efficient and timely
manner.

The NAIC financial database shall include an
indication of the status of data quality, and the
information shall be made available as soon as
possible.

Database Data Quality Standards
Like the database data quality objectives, the
database data quality standards can also be
grouped into the three major subgroups of
completeness, accuracy and timeliness.

Completeness

All data required to be submitted under the
NAIC financial statement and other instructions
and selected for inclusion in the database by the
NAIC body with oversight responsibility for the
NAIC financial database, shall be included in the
company’s filing when due. This includes all
schedules, exhibits and data elements required for
a specific filing.

The only exception to this standard shall be
when the domestic insurance department grants
the company permission to omit a particular filing,
schedule or exhibit. These instances, however,



January 1997, Volume 111, Issue 1

11

should be clearly indicated within the database to
notify the users of this exception.
Accuracy

The level of accuracy to which the data should
ultimately be held shall be based on one of the
following two types of measurements:

Materiality. The relative dollar impact that the
identified errors have on a relevant base such as
capital and surplus funds.

Error Rate. The number of errors identified per
the total number of non-financial data elements
tested within a page, exhibit or schedule.

Materiality standards apply to all tests that
result in a financial amount. The base for
materiality should be assumed to be capital and
surplus funds with alternatives noted by a
parenthetical reference to the “Materiality Base
Legend”.

Error rates apply only to the validity of non-
financial data elements such as dates and company
or investment identification numbers. Error rates
should be based on the total number of non-
financial data elements tested within a page,
exhibit or schedule.

A materiality standard of < X% means that any
error or difference in amount identified shall be
acceptable if it is less than X% of the base. An error
rate standard of < X% means that the errors are
acceptable if they are less than X% of the base.
Conversely, any materiality discrepancy or error
rate that equals or exceeds the standard is subject
to quality control action.

Accuracy standards shall be different for
different portions of the financial data captured
and maintained in the database. Some flexibility
may be necessary when establishing standards for
a particular page, exhibit or schedule or for the
development of additional refinements in the
accuracy standards, such as the development of
aggregate  materiality error standards or
modifications to the base for error rate testing.

The accuracy standards shall be as follows:
Materiality

- < 1% - Primary Financials, State Pages,
- < 2% - Exhibits and Schedules

- < 3% - Supplements

Error Rate
- < 3%
- < 5% - Investment and Reinsurance Schedules
- < 7.5%

The timeliness standards shall be as follows:

- Within 10 working days - Annual Statement

- Within 15 working days - Separate Accounts,
Combined, Risk-based Capital, Insurance
Experience Exhibit, Supplemental Filings

Roles and Responsibilities of NAIC

and Other Parties

The NAIC with the assistance of the NAIC staff
should be responsible for identification of the data
submission  requirements and  specifications
including data quality assurance testing and
exception report requirements and specifications.

A permanent body of the NAIC should be
established with oversight responsibility for the
NAIC financial database to include representation
of user interests. The role of the financial database
oversight group would entail determining how
much of the data to capture, how to capture it, how
to maintain the database, criteria for the
authorization of corrective action by NAIC staff
and serving as an official NAIC forum for
consideration of the concerns and interests of
member and other financial database users.

Third-party vendors should be made responsible
for the integrity and completeness of their software
with respect to the data submission and data
guality assurance testing requirements, by the
establishment of a formal relationship with the
NAIC as “official” or “NAIC approved” providers of
NAIC financial database input software. Such
“official” or “NAIC approved” designation should be
contingent upon validation, by the NAIC or an
independent third party, of the vendor’s software
and its compliance with the requirements and
specifications. Insurance companies not using the
software of such NAIC approved vendors would be
responsible for the integrity of the software they
use in addition to the integrity and completeness of
the data.
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Tests for integrity and completeness of the data
and an automatically generated exception report
clearly identifying errors, inconsistencies and
incomplete or missing data should be included in
the data capture software or process of data
transmission specifications. Similar compatible
features should be incorporated in the annual and
guarterly statement and risk-based capital
preparation software to identify and correct the
data in the original documents before being
captured for the database. In some areas, it might
be appropriate to incorporate an automatic
correction feature, such as a “what it takes to
balance” or an “other temporary adjustment”
pending correction or completion of the data. This
could become a more necessary feature with the
adoption of a relational database structure. The
incorporation of such an adjustment would have to
be handled very carefully.

The insurance companies should continue to be
responsible for compiling, completing and
submitting the data in accordance with the
specifications including completion of a data
guality exceptions report. Use of software from an
NAIC approved vendor should help assure internal
consistency and integrity. Compilation of the data
by the insurer for submission is the base point for
control of data quality. If an incentive or
disincentive is deemed necessary, an enforceable
financial penalty would probably be the most
effective.

The NAIC staff should be responsible for
oversight of the data quality, including:

- Reviewing and evaluating the integrity,
reasonableness and completeness of the data
received. The proposed data quality exception
report should facilitate this process.

- Initiating corrective action by the company
where necessary.

- Informing the domestic insurance department of
situations requiring corrective action and of the
corrective actions initiated.

- Monitoring the correction activity, relying on
the domestic insurance department for
enforcement of corrective actions. The filing
insurer should be expected to file the corrected

or correcting data in an expeditious, computer
friendly manner.

- Making corrections in limited situations with
notification to the company of the changes
made. Such corrections to the data should be
made only with the approval of the filing
insurer, the domestic of insurance department,
or if they fall within criteria established by the
NAIC financial database oversight group.

- Informing the database users of the current
qguality status of the data and of changes
thereto. Information should be incorporated in
the database in such a way that all database
users can ascertain the status and situation of
the data for each insurer at any given point in
time.

Each insurance department should notify NAIC
financial database staff of changes made, if any, to
the official filings of their domestic insurance
companies.

The domestic insurance department should be
responsible for enforcing compliance by their
domestic insurers with the NAIC financial
database requirements, on behalf of all other states
or jurisdictions in which the insurers operate or
may wish to operate. Authorization of exemptions
from any of the compliance requirements should be
granted only in rare and unusual circumstances. If
the domestic insurance department fails to enforce
compliance, the insurance department of one of the
largest non-domestic jurisdiction, in terms of an
insurer's premium volume, should be asked to
enforce compliance.

Flows and Interactions with Other

Data “Checkers”

Most of the recommendations for flows and
interactions with other data “checkers”, are based
on the results of the user survey questionnaires and
interviews. The diagram at the end of this article
graphically illustrates these flows and interactions.

These flows and interactions parallel the roles
and responsibilities of NAIC staff and state
insurance departments. They also incorporate data
guality testing and exception reporting as part of
the filing preparation and filing requirements.
They also provide information to the database
users on the current data quality status.
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Summarization of Priority Areas for
NAIC Edit Activities

In order to best meet the users of the NAIC
financial database’s needs, NAIC staff correcting
and completion activity should be prioritized as
follows:

1. Companies identified by states for priority
review.

2. Nationally significant companies.
3. All other companies.

Furthermore, with respect to the data filed by
an insurance company, the following prioritization
of edit activity is recommended:

1. Five levels (tiers) of priority.

2. Combine edit activities for multiple levels
when necessary or more efficient.

Data Quality Edit Processing

An on-line tracking file/log should be
established for each company. This file should be
readily accessible for reference and for update by
anyone along the input and data quality process
line. Ready access to the prior year’s file on the
same company for reference purposes would also
be desirable. The file should include a record of:

- The current status of the filing - the stage of
the process it is at (not yet received, data
acceptable for input, loaded with exceptions
under review, etc.).

- All actions taken to address compliance or
data quality issues identifying what the action
was, who took the action including, if
applicable, with whom the action was taken,
when the action was taken, how it was taken,
and if not self-evident, why the action was
taken.

- Explanations and comments on any findings,
decisions made or actions taken, particularly
when they are exceptions to the specifications,
requirements or expectations.

The recommended data quality metrics scoring
system should be added to the process (see
Recommendations for Data Quality Metrics). This
would require the addition of processes to compute
the scores, to retain the initial scores, to
recompute or update the scores for subsequent

changes in the data quality, to retain the updated
scores separate from the initial scores, and to
create and store the average scores by type of
company (Life, P&C, etc.), possibly by peer groups
as well, for measurement against the current
year’'s benchmarks and development of the next
year’s benchmarks.

A single NAIC staff person should be identified
as the NAIC contact person for each company to
deal with data filing compliance and data quality
issues with respect to that company. The same
person should be the contact person for all
companies within a group. All communications
with the company should go through the NAIC
contact person

The existing bar-codes should be used to
facilitate the process of logging in the materials.

The prioritization levels should be applied to
the loading of the data (company prioritization)
and data quality edit activities. In general, first
priority would be given to companies identified by
states for priority review, second priority would be
given to nationally significant companies, and
third priority would be given to all other
companies. Various portions of the data would be
prioritized into one of five tiers for edit activity
although provision is made to combine the edit
activity for multiple tiers in those instances when
it may be necessary or more practical to do so.

The volume of data quality tests performed as
part of the nightly batch pass process should be
substantially reduced by pushing the tests to the
source and incorporating them as part of the data
capture filing preparation requirements and
specifications (see Recommendations for Cross-
checks to be Eliminated or Consolidated).

The recommended reasonableness tests and
resulting report of exceptions, if any, indicating
areas or situations to be investigated, should be
added to the testing process and review process
(see Recommendations for Reasonableness Tests).

Staff review of the exceptions report prepared
and  submitted by the company (see
Recommendations for  Cross-checks to be
Eliminated or Consolidated) should be added to the
process. This review should be done only if
exceptions are reported and/or if testing after
receipt discloses exceptions not reported.
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The volume of printed reports produced by the
process should be reduced, and more reliance
should be placed on reports in electronic form to
reduce the need to physically place reports in the
file jacket. Such reports should be printed only
when needed by the data quality assurance user.

The NAIC should capture all of the annual and
guarterly statement data not currently captured,
including text type or variable length information
such as the notes to financial statements, and
store it on-line in a user friendly form, to reduce
the need to access the hard copy document for the
information.

The NAIC should provide for alternative forms
of filing the data, such as on-line electronic
transmission, that offer the opportunity for more
timely, efficient and cost-effective transmission,
communication and, where necessary, correction of
the data. This would speed the availability of
integrity tested data on the database. However,
tests comparing the data to the official filing/hard
copy document would still be delayed until receipt
of the hard copy, and the process would have to be
altered to handle separate receipt of the data and
the hard copy filings.

The NAIC Financial Database should transition
to a computing platform that will better support
distribution of information and facilitate testing
data at the source. This transition, perhaps to a
client/server environment, should also improve the
efficiency and flexibility of the supporting systems.

Cross-checks to be Eliminated or

Combined

The NAIC should retain all balancing and
cross-check tests for use as part of the Financial
Database data quality assurance process as long as
they remain valid. Any new tests and their
tolerances should be carefully tested before they
are adopted.

As many of the data quality tests as possible
should be pushed to the source and incorporated
as part of the data capture filing preparation
requirements and specifications. The NAIC tests
and their tolerances should be furnished to the
software vendors for incorporation in their filing
preparation and testing software. The tolerances

should continue to be used to screen out minor
discrepancies such as those due to rounding in
identifying errors. However, NAIC data quality
staff resources should only be expended to resolve
errors that exceed the adopted data quality
standards.

NAIC should perform only limited data quality
tests when loading the data to the database to
include:

- Balancing and cross-checks within and
between the primary financial statements,

- Cross-checks of data elements in the primary
financial statements to the immediately
supporting exhibit/schedule data elements,

- A sampling of other tests that are supposed
to have been run as part of the filing
preparation and testing software (variable
from year to year), and

- Any tests that can not be incorporated in the
filing preparation requirements and
specifications such as hard copy vs. diskette
and RBC data vs. annual statement data

Either the current cryptic description of each
test should be expanded or another clear language
description should be added, clearly identifying the
elements used in each test. These tests, with their
expanded, clear language descriptions, should be
stored electronically as the sole source of the NAIC
Financial Database cross-check and other tests.
These descriptions and specifications should be
used as a replacement for those currently used for
other purposes such as in the specifications to
software vendors.

The NAIC should require the submission of an
exception report with explanations of the reasons
for test failures as part of the filing (Phase I
recommendation). If there are no exceptions, a
positive statement of the situation should be
required. The exception report should be in a form
that would permit it to be loaded into the
database, used as on-line documentation, and used
to generate the data quality metrics.

The NAIC should review and determine the
acceptability of exceptions reported in the
exception report, either before or after running the
initial data quality tests.
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Reasonableness Tests

The following are recommendations for
reasonableness tests that the NAIC should apply
to insurance company filings. These tests are
intended to validate the accurate depiction or
integrity of the data in accordance with the filing
instructions and are not intended to represent
audit tests or financial analysis. This is consistent
with the insurance department survey findings on
roles and responsibilities in Phase I.

Most of these reasonableness tests are straight
comparisons where the items compared are
expected to be identical. While a tolerance of zero
would seem to be appropriate for such tests,
tolerances should be established for these tests
consistent with the tolerances used for similar
types of cross-check tests.

If the reasonableness tests are included in the
tests to be run by the submitting insurance
company prior to submission, they should be
handled separate from the other tests since a
reasonableness test failure may or may not be an
error. Whether or not they are included in the
tests run and exception report prepared by the
submitting insurance company, the reasonableness
tests should be run on the data after it is received
using the prior year’s data per the NAIC Financial
Database.

Tests of consistency of prior year data with
data reported in prior year consist of comparing
data reported for the prior year in the current
year’s filing with the data reported in the prior
year’s filing for the then current year. These tests
would be used to detect approved or unapproved
changes made to prior year data without
notification of NAIC Financial Database data
management staff, possible currency translation
errors, changes in P&C pooling participation
percentages, or reporting errors. (Guidelines on
specific areas to apply these tests are included in
the Phase 111 report.)

Tests of consistency of current year data with data
reported in prior year (zero data item current year
but other than =zero prior year) involve
determining data elements that are zero in the
current year but which were other than zero in the
prior year. Such testing would identify situations
where there is the possibility that there has been a

misclassification of the data element(s) in the
current year’s data, such as a misclassification of
line of business data or data by states in which the
company is conducting business.

There are currently some other reasonableness
tests that are used in the data quality testing
process, some of which are temporary and some of
which are more permanent. These tests generally
try to determine whether or not new or existing
requirements have been complied with. For
example, there is a test to determine if the asset
concentration factor should be completed in the
RBC calculation and, if so, whether or not it has
been completed. Such other forms of
reasonableness tests should continue to be used as
long as they remain valid and useful.

Some of these tests have been developed and
are used in special situations, and the tests are not
well documented at present. A centralized file
documenting these and all other reasonableness
tests should be established so that the various
NAIC data quality and other staff and insurance
department staff will know what is being tested.

Data Quality Metrics

A “scoring system” should be adopted to
measure the quality of the data filed by insurance
companies. The scoring system should assess data
guality as it relates to the NAIC database based on
three components: (1) the timeliness of the filing,
(2) the completeness of the filing, and (3) the
integrity of the data. The scoring system should be
applied to insurance company filings by due date
(i.e. scores should be determined for the March 1
due dates, the April 1 due dates and each of the
guarterly filings) and should only be applied to
filings / data to be captured in the NAIC database.

The following is a summary of the recommen-
dations made:

- A scoring system should be used to measure
the quality of data: (1) as submitted by the
insurance companies and (2) at any point in
time thereafter (i.e. after errors are
corrected). This scoring system should be used
to measure both an individual company’s
score and the quality of the database taken as
a whole by business type and in total.

- The scoring system should analyze data
guality with respect to data integrity,
timeliness and completeness and should be
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determined for the data filed for each filing
due date (i.e. March 1, April 1 and each of the
guarterly filings).

- The scoring system should only be applied to

the filings / data that are to be captured in the
NAIC database.

- The recommended scoring system assigns

points for various types of failures in each of
the three categories. The lower the total score
the better the data quality objectives have
been met.

- The benchmarks for the current year’s filings

should be based on the scores developed for
the prior year’s filings. Benchmarks based on
the Phase Il sample of companies have been
developed for possible use as the initial
benchmarks for filing of 1996 data.

- If the FDWG determines that it is desirable to

analyze the results by peer group, criteria for
three peer groups are recommended based on
a combination of the number of states in
which licensed, number of lines of business,
amount of invested assets, and number of
reinsurance contracts.

- The NAIC database should store the data

guality “score” for each individual company

and the database as a whole (average of all
companies). Scores should be maintained for
original results as well as the most current
status.

- The individual company results should be
sent to the company’s executive management
and should contain (1) the company’s scores;
(2) the benchmarks (expected scores), and (3)
the current year’s financial database scores
or, if incorporated, the company’s peer group
scores.

The Financial Data Working Group as part of
its report to the (EX) Special Committee on
Information Systems recommended restructuring
of the NAIC committees for Information Systems.
The recommendations included dissolving several
working groups and creating a permanent
standing committee on Information Services (EX7)
Subcommittee, which would be comprised of
technologists, business representatives and policy
makers. The Information Services (EX7)
Subcommittee will be responsible for oversight of
FDR if approved and appointed as a standing
committee of the NAIC by the Executive
Committee and Plenary. FDR will continue during
1997 and will include application design, database
design and the internet electronic filing pilot.
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Figure 1
Flows and Interactions with other Data “Checkers”
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