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Executive Summary

The National Insurance Act of 20&. 40 and H.R. 320000t he Act 6) woul d
optional federal insurance charter overseen by a new federal agency, the Office of National
Insurance (ONI). To understand better the implications of the Act aawttitipated operations
of the ONI, the Financial Services Roundtable, the American Council of Life Insurers, and the
American Insurance Association have asked Promontory Financial Group to prepare this study
describing the likely organization and functbti'e ONI and estimating its size and budget.

In conducting this study, we have reviewed thousands of pages of reports and other data
from state insurance regulators, federal financial regulators, the UK Financial Services Authority,
and the National gsociation of Insurance Commissioners, as well as previous studies concerning
insurance regulation and the optional federal charter. We have also drawn on the experience of our
project team, comprised of former insurance and banking regulators afidaoitial regulation
experts.

Our summary conclusions follow:

1. With respect to functions that involve direct supervision of regulated firms (e.g., financial
regulation, market conduct, product regulation, licensing), the scdpe @NI & s
responsibiligs resembdghat of state insurance regulatof$iis resemblance would enable
the ONI to build on thdoundation ofstate frameworks and experiengewever,asan
agencywith a national purviewperating under a different statutory framewibrill
execute some afs responsibilitien amannerdifferent from its statecounterpag Most
notably:

e The Act authorizes the ONI to delegateny functions to SelRegulatory

Organizations (SROs)her e such organizations can a



objectives more efficiently or effectivelihere is reason to believe thedducer
licensing i®ne such functionGiven the large numbers and geographic dispersion

of producersa disperse@nd flexibleSROshouldbe better positioned to regulate
producersefficiently thana centralized national government agency. Moreover,
problems raised by the financial condition and market conduct of producers
generally do not present the level of systemic risk posed by similar problems at

insurance carriers.

e The ONI would exercise its product regulation powers through a streamtined
uniform process that differs from existing state new product approval procedures,
whichsomehave criticized as slow and laibtensive. Under the Act,fie insurers
would fie new policy forms and certify that they comply with-i€sdled product
standards. Property and casualty insurers would be required to submit an annual list
of policy formgo the ONI, andeither submit copies of the forms (under the House
bill) or makesuchcopies available for inspect{ander the Senate billln contrast
to the practice in many states, the Act does not provide for rate regulatien or pre
approval of policy forms by the ONI, and it prohibits the ONI from requiring
insurerstouseadypar ti cul ar rate, rating el ement

2. With respect to executive, administrative, analytical, and policy functions, there is reason to
believe the ONI would resemble comparable federal financial regulators more than existing
state insurancegulators. The ONI will be a federal agency, headquartered in Washington,
D.C. and generally subject to the statutes and regulations that govern the management of
federal agencies. Its administrative infrastructure and management culture therefore will

i’ kely be based on the federal model . Mo



regulator, as well as its unique international role, the staffing of the analytical and policy
functions will likely bear less relationship to the staffing of thoserfarattstate insurance
regulatorsthan it does to that of the federal agencies that supsopisisticated and
internationally active firms in other financial sectors.
. The experience of the dual banking system suggests that many firms will choaseérto rema
the existing state regulatory system, rather than convert to a federal charter or license. Firms
that remain in the state system would be motivated, among other things, by satisfaction with
their current regulataayoidinghe cost and effort of c@ertingandthe higher assessments
likely to be imposed by a federal regulator madtainingelatively easy access to top
administrative and legislative policy makers at the state level. Converting firms, on the other
hand, would likely be attractgdthe perceived value of uniform national rillesabsence
of government rate regulation and-ggproval of policy formgerceived differences in
technicaknowledge and specializatimtween state and federal regulators, and the prestige
of the fedeal charter (particularly internationally). Since we cannot predict the conversion
rate with precision, we ran our size and cost model based on two different conversion
assumptionthatroughly relate to the ratio between federal and state bankirtipimstita
Base Case in which 25% of regulated persons convert, and a High Conversion Case in which
50% of regulated persons convert.
e If the dual banking system is a guide, this range probably reflects-tedestdte

balance that will emerge with aamati chater option.The statdederal balance has

shifted numerous timever thenealy centuryandahalflong history of the dual

banking systemAs of the date of this study, approximately 39% of insured

depository institutiortsadfederal charters.



e The Act requires national insurers to continue to pay state premium taxes, which
ensures a contied source of revenue for thatesregardless of the conversion
rate
4. The Act would not impose any material financial burden on the federal goverrutint

taxpayersnor would it requirthe creation of an unmanageably large federal bureaucracy.

e The ONI would be funded by assessments on regulated persons in a manner similar
to the funding of the Office of the Comptroller of the Currency (OCC). While
statup costs would be borrowed from the Treasury, they would be repaid with
interest over 30 years.

e OurBase Cagsmodel indicates th#te ONI would be one of the smaller agencies in
terms of both size and budget among federal financial regulators witlaloempar
missions, even before taking into accounetbaomies of scatkscussed below.
Under this scenarighe ONI would employ about 2,390 -tithe equivalents
(FTEs) and have a budget of approximately $465 milliche High Conversion
Casethe ON would be roughlycomparable in size and budigeits peerfederal
regulatorswith 4,030 FTEs and a budget of approximately $700 million.

e By comparisorthe State regulatory system is staffedmotte thanl4,000 FTEs
and costs more than $1.6 billiannually. This includes tlstate insurance
regulatorswhichemploy 13,632 FTEs and have an aggregate budget of $1.54 billion.
It also includeghe National Association of Insurance Commissioners (NAIC)
which providesimportantsupportand assistande State insurance departments.

TheN Al @Q@0% budgewas$64.3 million, and @mployd424.5 FTEs.It should



be noted thathese costs do neccount forthe substantial amounts that insurers
spend on a routine basis rfespond to requests from stagulators to hire
independent contractora/hich performspecial analyses for the benefit of state
regulators.
e Our cost and size modelay overestimate the number of FTEs the ONI would

requirebecause ttannot fully account for the efficiency gains tNe @uldrealize
when it examines and licenses very large firms. The conversion incentives described
above, combined with the experience of the dual banking system, suggest that size is
not a determinative factor in charter choice, and that compatiiezesanay have
reason to choose a national charter. That said, based on these same factors, it is
reasonable to expect that most of the largest insurers would join the federal system.
Each firm, regardless of size, has a single set of financiandtatpracedures, and
similar documents for examiners to review and assess. Moreover, many elements of
on-site examinations are performed on a sample basis, which permits examiners to
extrapolate conclusions about a large firm using a smaller total afuitdsethan
they would be required to review for a large number of smaller firms. Personnel
requirements attributable to the complexity and systemic risk presented by larger
insurance firms may offset scale efficiencies to some extent. Stdkdnabie to
expect that the ONI will realize at least some savings from these economies of scale
in the regulation of larger firms, mostly in the examination and licensing functions.

5. The ONI may havea substantiahdvantage over all but the largest stgalators in

engaging the staff necessary to supervise the sophisticated and cowitexoadtie

largest insurerd’he number and scale of OMgulated institutions should provide a stable



and sufficient source of funding to justify the cost ohtamaing a critical mass of
specialized professionaés wellas sufficient salaries to attract and retain qualified
individuals. The ONI will likely be large enough to afford divisions with specialized talents,
such as in the capital markets area.atieaattractive to top professionals because of the
professional interaction and development such larger offices can bring. The &8dl can
concentrate these teams in areas of the country where there is a critical mass of insurance
and other financial aagty. Moreover, with a larger number of institutions engaging in
complex activities, the ONI would have a greater exposure to innpvadivets and
activitieswhich, in turn, should make employment at such a regulator more attractive from a
professioal development perspective.

In addition to its advantage in recruiting and retainirgpagalisighe ONI would be in a
position to maximize the returns on their expertise. nTad i o n a | scope of
examination and report collection activitiesld provide it with a window into insurance

firms of every region, size, business line Jexatl of complexity. This window should
permitt h e QGupéndssery and analytical staff to identify emerging regional and national
issues more readithan stat insurance departments, whose direct expeénite
insurance market necessarily narrowerhe ONI staff would also be better positioned to
apply industrwide solutions to suatmergingssues. The agencyould have authority

overa widerange ofnsurance firms operagin every domestic market, whiladaditional
authority over insurance holding companies gigdt the leverage necessainfluence

the practices of the largest insurers across all of their subsidineg&NI woulddsobe

in a position to deploy quickly nationwide any innovative regulatory practices it learns from

peer regulators in the United States and abroad.



7. Contrary to fears some have expressed, the establishment of an optional federal charter

seems unlikelp | ead to a oOrace to the abthearrewmo i n

regulator competes for charters.

Congress will retain a number of tools that would permit it to influence ONI policy
and practices anehsure against a deterioration of market constactdards.

Ongoing oversight by Congress and its financial services committees, as well as
pressure from key legislators, can often have significant influence on agency policy
and behavior, leading to increased attention to consumer protection. fhius Act

gives the Congress leverage that it presently lacks to address insurance market
conduct issues and to force action to address new problems. Of course, Congress
always has the option of establishing minimum standards by legislation as well.

In fact, the interplay between conswmoeented legislators and regulators on the

state and federal level @rtimessr esul t in a oOrace to the
raises the bar for best practices in market conduct regulation. Consumer protection
provisian s i ncubated i n st at @eardr et dedad or i e ¢
legislation Similarly, states often enact their own versions of federal consumer
protectionlaws. Where it materializes, this phenomenon tends to limit (although not
eliminate) the dergence of substantive state and federal consumer protection
standards applicable to similarly situated financial institutions.

Our size and cost model indicates that the ONI could staff its market conduct and
consumer affairs functions in a manner caaEto existing large state insurance
departments while maintaining a manageable $odéed, the FTE and budget

figuresprojected by the modatsume that the ONI would employ the same number



of market conduct and consumer affeiFrgs per dollar ofiemium volume as the
benchmark state insurance regulatbinsis,the ONI should remain comparable in

size and cost to its peer federal regulatarst to performits market conduct and
consumer affairs functions in the same way as large states.dim todegfice, this

level of resource expenditure should actually increase the level of protection afforded
to consumers nationwide. This is because our benchmark states devote more
resources to the market conduct and consumer affairs functions tigpicahstate
insurance department. As a result, the model assumes that the ONI would devote
approximately 33% and 50% more FTEs per dollar of premium volume to consumer
affairs and market conduct regulation, respectively, than the average state insurance
department presently devotes. The impact of this discrepancy would be even greater
to the extent that economies of scale and innovative practices enable the ONI to be
more effective with the same amount of resources.

8. The international authority the Adtgts the ONI would be an advancement for U.S.
insurance regulation and would likely positively transform the way the United States relates
to the international insurance regulatory community. Although state regulators do currently
cooperate with foreignsurance regulators, their lack of sovereign atatragmentation
necessarily lingitheir effectiveness. As a national regulator, the dOid carry the
requisite weight and authority to negotiate and collaborate in international insurance forums

as a peer to regulators from other jurisdictions.



Introduction

Insurance regulation in the United States has historically been the province of state
government. Insurance companies have existed in the United States since colonial times. Property
andcasualty insurers were among the first insurers to organize in the eighteenth century, while life
insurance companies followed suit around the middle of the nineteenth century. At first these
companies were largely unregulated, but by the second hatfinétéenth century, several states
had createshsurancéoards.

In 1869, the Supreme Court held that the business of insurance does not constitute interstate
commerce, leaving the states free to regulate insurance without federal interWittidhe
Supreme Courtds bl essing, i nsurance regul ati
Association of Insurance Commissioners (NAIC) was formed shortly thereafter in an effort to
coordinate the regulation of insurers doing business in moren¢hsiate. New York passed the
first comprehensive state insurance law in 1892.

State insurance regulation suffered a momentary setback in 1944 when the Supreme Court
reversed its earlier holding and determined that the business of insurance coclohsiietd
interstate commerée.However, Congress moved quickly to vitiate the result of this ruling by
enacting the McCarrsne r gu s on |l nsurance Regmud as omn AAtcd)
following yeat. While implicitly acknowledging that insuratideconstituténterstatecommerce,
the McCarrarFerguson Act exempted the business of insurance from federal laws unless such laws
specifically applied to insurance. Although the Mc&argason Act was amended in minor

respects over the years, itaers the basis for state regulation of insurance.

! Paul v. Virgini& Wall. 168, 19 L. Ed. 357 (1869).
US.v.Sodtha st er n Un,B2U&.15331(1644)s Assdn
¥ McCarraRerguson ABublic Law 725 (1945).



Despite the policy of state regulation explicit in the Mc&argason Act, Congress has
periodically authorized a federal role in some aspects of insurance reguaagxample,he
National Flood Isurance Act created a federally funded flood insurance program overseen by the
Federal Emergency Management Adendihe Employee Retirement Income Security Act
established minimum standards for many emgpgasored pension and health plans under the
supervision of the Department of LaBoFollowing the terrorist attacks of September 11, 2001,
Congress passed and twice reauthorized the Terrorism Risk Insurance Act, which created a federal
0 b ac ks tconpn@rcial raperty and casuaisurance clasnrelated to acts of terroriSm.
Congress has recently expressed interest in similar backstops for natural disasters known as
catastrophe funds.

Periodically, crises in the insurance markets have renewed interest in more comprehensive
federal regulatioof insurance. The most recent example of such a crisis is the rapid deterioration
of monoline bond insurers in the wake ofrdeentcredit crisis. The central role played by these
bond insurers in the international financial markets has raisech calooer whether it is
appropriate for a handful of state regulators to be setting national policy on matters critical to the
global financial infrastructure. Like other crises that have preceded it, the fragility of the bond
insurance industry suggestegolicymakers that there may be ben@fitaising standardshd
bringing uniformity and coherentmea historicdy-fragmented regulatory systerindeed, this

notion haslong been discussed with regartinancialregulationincluding irthe Bluepribfor a

*Housing and Urban DevelopmBunibhActaw 3848 (1968).

> Employee Retirement Income Seleulitic Aetw 9306 (September 2, 1974).

® Terrorist Risk Insurance RAtilic Lawl07%297 (November 26, 200Z)errorism Risk Insurance
Extension AdPublic Law 10944 (January 4, 200bgrrorism Risk Insurance Revision and Extension
Act Public Law 11060 (December 26, 2007).

" On November 8, 2007, the House passed the Homeol®eéarse Act of 2007 (H.R. 3355),

which would create a national catastrophe fund.
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Modernized Financial Regulatory Structure released by the Treasury Deypaiaeatt 31, 2008
after extensiveconsideration by policy makers frtm Treasury and other financial regulatory
agenciesThe Blueprintsuggestd that a uniformandcoherent national regulatory and supervisory
framework woul@improve manwspects of financiadgulation

Consistent with this sentiment, even before the monoline bond insurance crisis and the
publication of the Treasury Blueprint, Nwional Insurancéct was reintroduced in the 110
Congress. Sponsored by Senators SunubH)Rnd Johnson (3D) in the Senate and
Representatives Beanl({I) and Royce (®A) in the House, the Act establishes a federal insurance
regulator to supervise federally chedtensurers and agencies and federally licensed praddcers
reinsurer$ Of t en descri bed as creating an ooptional
eliminate state regulation. Rather, it creates a partaditernativeystem of regulahdor those
firms and individuals opting into it. The Act locates the new Office of National Ingurthece
Department of Treasury under the direction G@bmmissioner appointed by the President. It
endows the ONI with the power to charter, licemskregulate those insurance firms that choose
to operate under the federal system.

Much has been written regarding the advantages and disadvantages of the optional federal
charter and the substantive insurance regulatory issues raised by various &< pripeever,
beyond the framework provided by the Act itself, few have given thorough consideration to what a
national inswance regulator would look lik&/hat would be its structure and functions? How

would these resemble or differ from state ama@r regulators and other federal financial regulators?

® The House bill (H.R. 3200) and Senate bill (S5.40) are very similar, but not itleatistaidy
notes the rare instances in which a difference between the billsabtm#terdiscussion

11



How many employees would it have®®w much would it cost? Thsudy addressethose
guestions.

The study is divided into five sections. Section | provides an overview of the organization
and furctions of existing state insurance regulators. Understanding the structure of existing
regulators is essential to understandingrtiiableorganization and functions of the ONI because
the creation of a federal charter would not change fundamentallpfniiae basiclements of
insurance regulationThere are exceptions, most notablyregpelationform approvaland the
employment of SROs, which are explained in more detail in subsequent sections.) Readers familiar
with state insurance regulatioayskip Section | and proceed directly to Section Il.

Section Il provides an overview of the ONI as established by the Act. It focuses on the
provisions of the Act that define the ONI as an ag@nty powers, functions, and organizafion
rather thanissues of substantive insurance regulation that have been thoroughly considered by
others. Although the Act may not be enacted in its current form, our attempt to construct a model
of the ONI required a fixed foundation, and the Act appeared to bettktakewy point for our
analysis.

It is, however, only a starting point. The Act provides for, in varying levels of detail, the
most important regulatory powers of the ONI, as well as a handful of mandatory organizational
components. However, consisteith legislation establishing other financial regulators, it does not
set forth every detail requitedconstruct a model of the ONI to describesverycomponenof
the new agencyl' he organization and functions of state insurance regulators des&dutun |
offer one possible roadmag-ederal financial regulators with comparable missions, as well as

national insurance regulators outside the United, 8tatesh different models
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Section Il examines the organization and functions of #deraf financial regulators that
are comparable, to varying degrees, to the Atk Federal Deposit Insurance Corporation
(FDIC), the Securities and Exchange Commission (SEC), and the Office of the Comptroller of the
Currency (OCC). It evaluates thelanities and differences between each of these agencies and the
ONI, a comparison that is both enlightening in itself and useful for constructing the ONI size and
cost model. Section lll also examines the insurance regulation function of the UnitednKirgyd
Financi al Services Authority (FSA). Al t hough
and securities regulator | imits its usefulnes
as a national regulator of a highly sophisticaserance market serves as an important model for
the new U.S. agency. The FSA also offers a glimpse into how the ONI might operate within an
integrated U.S. financial regulator, an idea that some have proposed.

Section IV is the analytical heart ofghely. Drawing on the previous three sections, as
well as publicly available data about the budgets and personnel of state and federal regulators, we
constructed a model to estimate the size and cost of the ONI under two different conversion
scenariosSecti on |V descr i sanethoddogy, ambreselts. 5s assumpt i

There are a number of qualitative features of the proposed ONI that the foregoing analysis
does nofully capture. Although these features do not bear directly on the orgasizati@md
cost of the ONI, they shed significant light for anyone trying to understand the nature of the new
agency. Section V rounds out the portrait of the ONI by disctlsgiagf thesefeatures. The
section first discusses the relative advantageeth national regulator would have over state
regulators in engaging the staff necessary to supervise the sophisticated and complex activities of the
largest insuremndto identifyemerging regional and national issuiethen considersow ONI

consuner protection efforts might resemble or differ from those of state regulitoadly, it
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assesses tledfectthat the creation of a national insurance regutaigint have omelationships
with foreign insurance regulators and on U.S. influence ahdgstamnternational forums.

The goal of this study is to provide the reader with a more concrete vision of the
organization, functions, size, and cost of the proposed ONI than could be obtained simply from
reading the Act. Of course, however groundedantitative and qualitative data, such exercises
are necessarily conjectural and rest on a large number of assumptions. We have taken pains to
ensure that our assumptions are, at the very least, both reasonable and clearly stated. Accordingly,
whetheror not all of the assumptions materialize as predicted (and some no doubt will not), we are
comfortable that the study provides a solid framework within which the reader can consider the
consequences of the various policy options.

l. Overview of State Insurance Requlatory Agencies

In order to construct an accurate picture of the proposed ONI, one must first understand
how the states presently regulate insurance. Traditionally, state insurance regulators have attemptec
to achieve three major objectives: imssodvency, a fair and competitive marketplace, and
consumer protection. This section provides an overview of the major functions of state insurance
regulatory agencies. cieates context for the discussion in the next section of the federal agency
created by the Act.

Financial Reqgulation

According to the 2006 NAIC Insurance Department Resources Report, financial regulation
consumes the single largest share of insurance depbudgeted expense$he principal means
of financial regulation is tlequisition and analysis of financial and market information about
insurers.As a condition of licensing to do business in a state, insurers must meet certain financial

requirements. Insurers are then required to file quarterly and annual finasclzddedon a

14



system of accounting (known as 0 s tpayingquabity y ac c
and liquidation value in case of insolvency. Insurers must also file audited financial statements and
attested actuarial opinions.

The regulaty agency employs financial analysts to review the financial Ifisugance
regulators also obtain financial information through field examinations of insurers, typically
conducted every three to five years or as nedetedh timeto-time, state red¢ators will ask
insurers to retain outside consultants to perform independent reviews of the firm for the benefit of
the regulator. The regulated parties pay for these studies.

Since determining the solvency of insurers requires estimates and ftagrasssyance
departments also depend on the work of actuaries, who may be either agency employees or external
consultants. Regulatory actuaries analyze the reserves established by insurers to determine that the
will have adequate resources to pay<laimd that they are not assuming excessive risk. If the

insurance department determines that the reserves, aagpisairplus are not adequate, it can label

an i nsurer Oi mpairedo6 and require that i nsu
cOadmi strative supervision, o6 financial analyst
the insurerds progress and condition.

Insurance department staff also examine the investments of an insurer. Statutes and
regulations prescribe which innents can be counted toward required statutory capital and
surplus. Recently, in some lines, insurance regulators have shifted toheasddriskpital
requirements that seek to align investments with specific products and their claim potential. This
has required regulators to have personnel with stronger investment expertise and, in some cases,

extended the time for review.
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Financial regulation is applied in varying degreesdabsiate and neh).S. companies as
wel | . Gener al | yilary tedulator takem tha lead drs finadotalmaxaminations,
although examiners from other states can and do participate in such exams.

Company Licensing

Insurance companies must be licensed separately in each state in order to write business in
the state.The license requirements agpyh to companiethat are domiciled in the state and to
t hose t hatdthatisenotddmaitectin tgerstéita n d 0 dtHatiiseangénized outside
the United States. State licensing is available for ttendellof insurance entities and lines of
business. States employ licensing analysts to review and approve company license applications.

State regulators must also review and approve mergers, acquisitions, and consolidations of
insurers. The principal jebtive of the approval process is to ensure that the surviving entity is
solvent and that the transaction does not diminish the solvency of any other insurer involved. If an
entity seeks to acquire an insurer, the regulator assesses whether themittyunasgadequate
resources to make the acquisition and is not leveraging assets to an extent that would impair the
insurerds financi al condition. Regul ators al
system to ensure that the insureroisbeing stripped of its assets. In some instances, an insurer
cannot complete a transaction within a holding company system without the permission of the
insurancelepartment

Product and Rate Regulation

Sate regulators generally exercise at leastlsgel of reviewr approval authority over
policy forms In the case of property and casualty insurers, they also oftenpesgulate rates.
In some cases, insurers must simply file rates and forms before using them; in other cases, both

must be gproved in advance.
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According to its proponents, product and rate review serves both a financial solvency and
consumer protection functiorhe theory behind solvency review is ploéity forms determine
the risk an insurer is assuming, while ratesmile@ewhether the insurer is being adequately
compensated for those risks. The consumer protection review, principally a concern in personal
lines, pulls somewhat in the opposite direction. There, regulators seek to ensure that the forms
provide the covage that consumers would reasonably expect (or that public policy dictates, such as
with auto insurance), and that the rates are reasonably affordable. One can also detect in the
product and rate review function the vestiges of traditional justifichtiates regulation, such as
prevention of oOruinous c¢ompe.dt These factofgslayaonlyla t he ¢
minor part in contempona federal financiaegulationwhere theyare addressed largely through
antitrust enforcement

Market ®nduct Requlation

The objective for market conduct regulation is to ensure that insurers and producers refrain
from deceptive or unfair conduct in marketing, underwriting, and claims. Regulators monitor
marketing and sales materialsd perform market caiuct examinations, although such
examinations generally are not scheduled on any regular interval. Market conduct exaayinations
beperformed alone or in conjunction with a financial examination, and with or without participation
by other states.

Consumer Affairs

In addition to market conduct regulation, insurance departments invest resources in
protecting and assisting individual consumers. Separate consumer affairs functions handle individual
complaints against insurers and producers and ségtkoresbort of litigation. They also respond

to inquiries about licensees and products. In addition, insurance departments with sufficient
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resources provide buying guides, public education materials and forums, and advocacy (e.g. a voice
on proposed legiation and handling of appeals for health care claims). Altheugbnsumer
affairs function isometimegonsideredhe principalsource of personnel requiremetite,states
report that theylevotea greater number BTEsto financial regulatioh.

Antifraud

State regulators can also investigate allegations of criminal or civil fraud and take remedial
enforcement action. Some states do not have separate fraud divisions and must rely on insurers to
report fraud. In states with robust fraud divisibosvever, fraud investigation and enforcement
consumes a significant amount of department resources.

Enforcement

The NAIC and many states have adopted model acts dealing with unfair trade practices and
unfair claims practices. Regulatov®ke unfair tade practicestatutes to take action against
insurers that misrepresent their products or unfairly discriminate against itsufisdslaims
practicestatutes give the regulator authority to punish insurers who do not meet their obligations in
the hadling of claims. Such enforcement actions often require extensive investigation by the
insurance department.

Producers

In addition to regulating insurers, states license producers and other interthddiases.

individuals and companies must meeiding requirements and pay required fees in each state in

° National Association of Insurance Commissior2886 Insurance Department Resources Report
(2007).

1 These may include agents, brokers, surplus lines brokers who work-adimitted insurers,
reinsurance intermediaries wholifat? reinsurance arrangements, managing general agents who
exercise more authority than other agents, third party administrators who provide services to
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which they sell and deliver policies or otherwise provide services. A producer that commits
misconduct is subject to investigation, penalties and fines, and license revocation or suspension.
Stats often provide a hearing process before a license is revoked or suspensiedh and
determinatiomaresubject to judicial review.

Reinsurance

Insurers can improve their statutory balance sheet through reinsurance. Regulators review
reinsurance arramments to ensure that the reinsurer is likely to meet the financial obligation it has
undertaken, that there has been a true transfer of risk to the reinsurer, and that any security for the
reinsurance (e.g. letter of credit) is credible. Regulatersablate other techniques insurers use to
enhance their financial condition, such as portfolio transfers or swaps. Sometimes the reinsurance
or liability transfers occur between companies that are part of a holding company system. In those
instances, retptors review the nature of the transactions in an effort to ensure that the insurer
seeking to achieve financial benefit is, in fact, receiving that benefit, and that the transaction does
not compromise its financial condition.

Supervision, Rehabilitaticand Liguidation

If a regulator (or the NAIC through its solvency monitoring system) determines that an
insurer does not meet financial requirements, the domiciliary insurance regulator may place the
insurer in administrative supervision (discussed)abehvabilitation, or liquidation. In all three
situations, the insurandepartmengains control over essential management and operations of the
insurer. If the insurer is under administrative supervision, the oversight is generally handled by the

staf of the insurance department, with or without additional consultants. Rehabilitation and

insurers or selhsureds, and adjustors who work for insurers or the public. New York also licenses
consultants who provide advice on the purchase of insurance.

19



liquidation are generally handled outside of the state insurance department by an entity appointed by
the departmenfoften a law firm, accounting firm, or specraltyoff company). Only New York
maintais its own Liquidation Bureau, which handles most of the work for insolvent insurers. The
Bureau is notart of the Insurance Departmdnit reports to the Superintendent Insurance

who is the appointed receiveDther large states employ varying combinations of employees and
contractors for this function.

Insolvency Protection

Once the regulator as liquidator takes over the insolvent insurer, it marshals the assets of the
company and makes payments to theadswand creditors. Each state has guassugiatics)
whicharenonprofit organizatiomnestablished by state law to pay claims that cannot be paid by the
insolvent insurer. There are sepasseciationr different types oinsurers. Except indWw
York, guarantyssociationassess companies that write business in thdostte cost ofthe
insolvencyafter ithas occurred. New York has a-ggsessment furfdr property and casualty
insurerghat is required to be kept in reserve at akbtime

. Organization of Functions of the ONI

This Section provides an overview of the ONI as established by the Act, with an emphasis
on provisions that set forth the agency®ds pow

Structure and Funding

The ONI is to be ledyba single Commissioner, who would be appointed teya#ivéerm
by the President, subject to Senate confirmation. In addition to its headquarters in Washington,
D.C., the agency is to have at least six regional offices, and may establish gadisomghiof or
outside the United State§he Act grants the ONI pay authority comparable to other federal

financial regulatory agencies, exempting it from General Schedule paheat@s! would be
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funded through assessments and fees imposed ategelrsons in a manner similar to the OCC.

(It would borrow its initial funding from the Treasury, to be repaid with interest over 30 years.)
Federally chartered national insurers would continue to pay state insurance premium taxes
addition to theiONI assessment

Powers and Duties

Chartering, Licensing, and Structure. The Act grants the ONI the power to charter
national insurers and agencies; license producers, foreign amslrenssurers; and register certain
insurance holding companies.

National Insurers and AgeHoged.ct authorizes the ONI to organize, incorporate, charter,

and regulate national insurers and national agencies. National charters would be available to both
life and propertyand casualty insurers. However, the @Wuld not charter or regulate health
insurance companies. The ONI would have authority to approve the conversion of state insurers
and agencies to a federal charter, as well as the conversion of insurers from mutual to stock form.
The ONI would also beesponsible for reviewing and approving mergers, acquisitions, and bulk
transfers of policies involving national insurers and agencies.

Producer$he ONI would have the authority to issue federal producer litmnaeyg line
of business withinthegtce@ of t he age nc.ylhsageneygvauldadfirethg linesut h o
of insurance covered by the license and specify any educational and examination requirements. A
federally licensed producer could sell and solicit insurance in any state andagmilieh claims
adjustment and settlement, risk management, employee benefits advice, retirement planning, and
other insuraneeelated consulting activities. National insurers and agencies would have a duty to
supervise the sales and marketing praofites individuals they employ, subject to examination by

the ONI (or, as discussed below, an SRDa federally licensed producer is not supervised by a
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national insurer or agency, then the producer would be subject to direct supervision bgrthe ONI
an SRO The Act also requires the ONI to create an electronic database of information on federally
licensed insurance producers that would be available to state regulators.

Foreign Insureffie Act authorizes the ONI to license U.S. branches dfl iSorinsurers.

Such branches would be required to keep trust deposits in a U.S. bank for the benefit of the U.S.
insureds of the company. They would be treated similarly to national insurers with respect to
compliance with solvency standards and requirgided surplus. A U.S. branch of a-Wdh

insurer could domesticate through merger with a national insurer, sthgp€aNI@ approval.

Reinsurerélnder the Act, the ONI could grant authority to write reinsurance to national,
statechartered, oforeign insurers. Before licensing, the ONI would conduct an examination
and/or investigation of the applicant. If the applicant is not a U.S. insurer or U.S. branch of a non
U.S. insurer, it would have to meet certain conditions to assure jurisdittioecement of
judgments over the applicant should it become a licensee. A licensed reinsurer must submit an
annual report of its financial condition to the ONI. The ONI may also require annual reports on
the condition of any trust fund that has begpired as security for a reinsurance transaction. The
ONI would set standards on the circumstances in which a ceding company can take credit for
reinsurance it has purchased. The Act prohibits states from interfering in the standards or
requirements fahese ceding transactions.

Holding Companiéslding company systems that include at least one national insurer would
be required to register with the ONI under the Act. The ONI would promulgate regulations
concerning registration and termination gfsteation, and may provide for exemptions to such
registration. The ONI would also create standards for transactions within a holding company

system. In addition, a national insurer would be required to notify the ONI if it wishes to pay an
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extraordinagr dividend or distribution. Finally, the ONI would have exclusive jurisdiction over
reinsurance pooling agreements that involve a national peopkragualty insurer and affiliated
state entities.

Regulation and Examination of Federally Chartered or Licensed Firms. The Act
authorizes the ONI to issue regulations applicable to federally chartered or licensed firms and to
conduct examinations of such firms. The agency would also possess product regulation powers,
which would be exercised through a nsbreamlined process than curreathployedoy state
regulators.

Regulationhe ONI would be responsible for creating a comprehensive regulatory scheme
to govern the activities of regulated persons. This includes rules on accounting princigles, auditin
standards, investment standards;basked capital standards, valuation standards, nonforfeiture
benefits, actuarial opinions, and market conduct. The Act providesthiatwo years of the
confirmation of the first ONI Commissionehe ONI wouldadopt NAIC model acts and
standards in a wide range of areas as interim rules. Thye@¥dllywould have only limited
authority to modify such rulis five years following their adoptioffter thefive-year transitional
period ends, however, th&lDwould, with certain exceptiortgave authority to amend its rules as
it deems appropriate.

Product Regulatiime ONI would exercise its product regulation powers through a
streamlined process that differs from the product and rate approval psocadentlytilizedby
most state regulators, which sdmagecriticized as excessively slow and dabemsive. Life
insurers would file new policy forms and certify that they complpubiishedONI product
standards. They would also be able toamb n i nterpretive rulings

compliance with such standards. Property and casualty insurers would be required to submit an
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annual list oftandardizegolicy forms The House bill also requires them to submit copies of such
formsto the ONI, while the Senate bill mandates thakewegysuch copieavailable for inspection.

The Act does not provide for rate regulation ofapproval of policy forms by the ONI, and it
prohibits the ONI from r e qrurate, ratimg elemens priceg ors t o
form. o

Examinations. Supervision of national insurers and agencies would inchsie on
examinations to ensure compliance with ONI regulations and with other federal laws, such as the
Bank Secrecy Act. The Act regsiiexamination of a national insurer at least every three years, and
provides for special examinations as needed. National agencies would be examined if the ONI
receives a complaint or finds evidence that they are violating applicable laws or refisdations.

ONI may also examine the activities of I nsur
adverse effect on the operations, management, or financial condition of the national insurer or
nati onal agency. o0 T h e ©Gddbted by she afiliatehandited Zirmmtialt o u
statementsand publicly available information such an examinatiomt must useaeports by the
affiliateds tbtherextdant possitdel regul ator

Enforcement, Fraud, and Litigation. The Act grard the ONI the power to bring
enforcement actions against regulated persons, investigate and prevent insurance fraud, and conduct
litigation in its own name.

Enforcemenitth e ONI 6s enf orcement powers under th
banking ageies by the Federal Deposit Insurance Act. The Act authorizes the ONI to bring
enforcement actions on a broad range of grounds. The authority includes the power to take
depositions, issue subpoenas, ordefudgment attachment, conduct hearings, anmbse

penalties. The ONI would have the power to revoke, suspend, or restrict a national charter or
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license, and may, under certain conditions, issue an inllsstprohibition order against an
individual working for a national insurer, agesrcgffilate. The ONI could also impose civil
money penalties, with a per day maximum of $1,000,000.

Fraud. The Senate biljrans the ONI the authority to investigate allegationasafrance
fraud'* Claim forms and applications issued to insureds mustoaamning about fraud, and
regulated persons must report any suspected fraud to the ONI. The ONI would possess
enforcement authority in cases of fraud that supplements the ordinary enforcement authority
granted by the Act.

LitigationLike other fedetdinancial regulators, the ONI would have independent litigation
authority in allederabndstatecourts other than the U.S. Supreme Court.

Cooperation with Other Agencies. The Act authorizes the ONI to consult with state
insurance regulators at discretion. It also requires the ONI to notify the appropriate state
regulators within 30 days of taking any revocation, suspension, restriction, or receivership action
against a national insurer or agency. States will retain their authority tontdly réotered
companies.

As discussed more fully in Section V, below, the international authority granted to the ONI
would mark a significant change for U.S. participation in international insurance forums and in the
relationship between U.S. and foréigarance regulators. The Act authorizes the ONI to enter
into international agreements affecting global markets to promote fair and open competition. The

ONI may also work with foreign regulators to develop international regulatory standards and mutual

" The Senate bill would grant the ONI authority to investigate fraud by or against a national insurer
or agency, a federally licensed producer, or other federally licensed firm. The éxteisdsitie
ONI 06s aut hor-lcengedfrmsaswel.er st at e
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recognition agreements. The Act envisions that the ONI will consult and cooperate with the
President and the U.S. Trade Representative in exercising this authority. The Act also grants the
ONI the authority to assist foreign governments in their emfenteactivities and to seek their
help when needed.

Receivership. Under the Act, the Commissioner of the ONI would become the receiver
for a national insurer in need of rehabilitation or liquidation. The appointment of the Commissioner
as receiver woutdgger the responsibilities of state guaranty associations in the same manner as if a
state court had issued a liquidation order. As receiver of a national insurer, the Commissioner
would have all the powers of the officers, directors, and manadsscompany and could
exercise any cor por at elaws.olwadditon, then @ommissibnerecould o mp a
collect and marshal assets and hold hearings. The Act requires the Commissioner to adopt
regulations based on the Uniform Receivership dfatlue Interstate Insurance Receivership
Compact Commi ssion and to f ol |assaciatiomedelpct.ovi si o

Insolvency Protection. As with state insurance law, the Act provides for guaranty
associations to protect policyholderthe event of the insolvency of an insurer. National insurers
would be required to participate in existing state guaranty associations in the states where they do
businesspr ovi ded the guaranty association bes deel
deemed oqualified, 6 the state association mus:s
board with representatives of different classes of insurers (e.g. type of charter, size, lines of
business).

The Act also provides for the establishroéat National Insurance Guaranty Corporation
(NIGC) under the supervision of the ONI. Any insurer operating in a state without a qualified

guaranty association would be required to participate in the NIGC with respect to that state. The
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NIGC would be a on-profit organization and would not be backed by the full faith and credit of
the United States. When needed, the NIGC would be financed through assessments on
participating national insurers. If, at any time, there is excess funding of theéNd@&nization

can return the surplus to its members.

Statutory Organizational Components

The Act creates three organizational components that the ONI would be required to
include. First, the Act requires creation of a Division of Insurance Fraud totexeeutea gency 0
fraudrelated responsibilities. It also creates a Division of Consumer Affairs that is charged with
supporting the implementation and enforcement of market conduct regulations. Finally, the Office
of Ombudsman would function as a liaisawéen the ONI and any adversely affected regulated
person. The Ombudsman would have the power to seek a stay of certain ONI decisions or actions
and would report to the Commissioner on weaknesses in policies and procedures within the ONI.

The Act also abibrizes the involvement of SROsrianya s pect s of t he ONI ¢
mission. The ONI may delegate to SROs any power except: the authority to issue the rules,
regulations, orders, and interpretations necessary to cdhy@M | 6 s r es paenteei bi | it
Act; powers related to the organization and chartering of national insurers orahencmser
to preempt state law; powers relating to mergers, acquisitions, consolidations, and bulk transfers
involving national insurers or agencies; powktng to the domestication of foreign insurers;
powers relating to conversion of stock or mutual insurers; and the regulation of holding companies.

SROs must register with the Commissioner and be subject to ONI supervision and regulation.

2The Act distinguishes between the act of chartering a national agency, which the ONI may not
delegate, and the licensing of producers (including national agenailers which it mg.
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I, Organization and Functions of Comparable National Requlators

The previous section outlined the gener al
organization and functions. The examination of state insurance regulators in Section | provides
some of the infornten required to paint the details in a portrait of the new agency. Other details,
howevermayc ome fr om federal financi al regul ators v
as national insurance regulators outside the United States. Thi®xattioes the organization
and functions of the OCC, SEC, and FDIC, and evaluates the similarities and differences between
each of these agencies and the ONIl. For a further comparative perspective, this Section also
examines the insurance regulatiootiom of the FSA.

Office of the Comptroller of the Currency

Established in 1863 as a bureau within the
ensure the safety and soundness of the national banking system. To that end, it charters, regulates,
andsupervises all national banks. It is responsible for more than 1,600 institutions holding over $7
trillion in assetS. The agencyds principal objectives ar ¢
national banks and their compliance with consumer andotieable laws and regulations.

Supervision. The OCC is primarily a supervisory agency, with 2,061 national bank
examiners representing over 67% of its total workforsethe largest national banks, staff from
the Large Bank Supervision departmeaaihtain a continuous physical presence, monitoring the
bank&operations for safety and soundness, complemteystemic risk. At all of its supervised

banks, the OCC employs a-sised supervisory approach in its examinations, which occur every

13 Office of the Comptroller of the CurrenEjscal Year 2007 Annual Réport,
“1bid
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12 b 18 months. In fiscal year 2007, the OCC conducted 1,287 safety and soundness examinations
and another 897 specialty examinations.

Although its mission is domestic in scope, the OCC nevertheless plays an important role in
banking regulation internataly due to its responsibilities as supervisor of the federal branches and
agencies of foreign banks and the international presence of large natiornBh®®KE analyzes
international risks to national banks, formulates international banking policsultation with its
foreign counterparts and the Federal Reserve Bodrgotiates informatiesharing agreements
with foreign supervisors. The OCC recently announced the creation of a new international bank
supervision group to focus on the fgneactivities of national barks.

Compliance and Consumer Affairs. The OCC promotes ofair a
of consumers through its supervisory process, its outreach program, and its Customer Assistance
Group (CAG). A s persisory pragfanthe @GC stafigegatuagomslianceu
with applicable legal requiremeiise OCC also collaborates with the Federal Reserve Board in its
consumer protection rulemaking pro¢edhe OCCsupplements these efforts with its own public
information initiatives, which provide information to consumers on topics such as mortgages, gift
cards, and fraudulent cashiersdé checks.

The CAG interfaces directly with consumers to address their complaints. Reporting directly

to the OCCOs @6Gmaudsproaassed note ¢han@7,000 cases, which resulted in

Y Ibid

*Of fice of the Comptroller of the Currency, 0
Supervision Group; Michael L. Brosnan Rejoins OCC as LargPBgmkut y Comptr ol | e
News Release (April 2, 2008).

"Both the FDIC and the OCC generally lack rulemaking authority under consumer protection laws.
This authority is reserved for the Federal Reserve Board.
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reimbursements to consumers of approximately $8 Millitie. OCC analyzes the complaint data
it receives and generates reports specific to individual banks. These reports can then be used by
bank examiners when conducting examinations at those banks.

Enforcement. The OCC often chooses to assert its influence through the supervisory
process and informal enforcement actions. Howewattain cases, supervisory review may lead
to formal enfecement actions, which may include civil money penaitiéiscal year 2007, the
OCC instituted 53 enforcement actions against national banks and 248 actions against institution
affiliated partie.

Major Similarities to the ONI. Ma ny o f ponsibilgies @id Ipdwsrs resensble
those of the OCC. Both the OCC and the ONI would regulate some of the largest and most
complex institutions, and therefore require a highly capable examination staff. Also, like the OCC,
the ONI would have the power tbarter institutions. The licensiagforcementand examination
powersthatthe Act grants the ONI resemble those grataéde OCC under the National Bank
Act, the Federal Deposit Insurance Act, and other statutes.

Major Differences from the ONI. Neiher the OCC nor any other federal banking agency
licenses intermediaries comparable to agents and other producers. As discussed in Section IV, it is
not clear whether a federal agency could perform such a licensing function efficiently without the
assigince of an SRO. In contrast to the ONI, which would be authorized to delegate regulatory

functions to SROs, no domestic bank regulator relies on SROs in any capacity.

18 Office of the Comptroller of the CurrenEiscal Year 2007Annual R&gort
¥ bid, 21.
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Securities and Exchange Commission

The goals of the SEC are to protect investorstaimafair, orderlyand efficient securities
markets; and facilitate capital formation. The SEC carries out these functions principally through its
four divisions: Enforcement, Trading and Markets, Corporation Finance, and Investment
Management.

Investor Protection. Many consider the SECésentedegul at
Indeed, the Division of Enforcement is the largest division of the SEC, with 1,111 FTEs
representing approximately 32% of the total SEC workforce in fiscal yéar @0dgh this
Division, the SEC conducts investigations of potential securities law violations and brings civil
actions in federal court or before administrative law judges. The SEC relies on its own
examinations, market surveillance activities, investandipgomplaints, SROs, industry sources,
and media reports to identify enforcement targets. In fiscal year 2007, the SEC initiated 776
investigations, 262 civil actions, and 394 administrative procéedifigsse enforcement
proceedings covered issueh sag financial fraud, backdating of stock options, insider trading,
brokerdealer violations, and mutual fund frauds. They do not include additional investigations and
proceedings conducted by securities industry SROs.

The SECO0s Of fi c etiowosfandExamipationsa(@GIE assistsshp Bivision
of Enforcement in its mission by conducting examinations of SROs;dwalees, transfer agents,

investment companijeand investment advisers to uncover securities law violations. Certain

0 U.S. Securities and Exchange CommigsioBrief FY 2009 Congressional Justifieatioary
2008), 1.

21 U.S. Securities and Exchange Commig6i. Performance and Accountabil®p Report,

31



egregious wlations are then referred to the Division of Enforcement. In fiscal year 2007, the
OCIE conducted more than 2,400 examinations, mostly of investment advisers adeatecker

Securities Markets. The Division of Trading and Markets oversees markeipaats and
reviews the rulemakings of SROs sutheaBinancial Industry Regulatory Authority (FIN&#)
the Public Company Accounting Oversight Board (PCAOB). Unlike bank regulators, the SEC relies
extensively on SROs for regulatory capacity amdigit. FINRA is a critical component in the
SECb6s efforts to regulate market conduct and
registered accounting firms. The Division of Investment Management complements the oversight
of the Division of Tading and Markets by regulating investment companies and investment
advisers.

Financial Disclosure. The Divisions of Corporation Finance and Investment Management
are largely responsible for ensuring that investors have accurate and timely infarmabim wi
to make informed investment decisions. Together, these divisions reviewed the disclosures of over
36% of all reporting companies in fiscal year 2003f atfdgher percentage of initial registration
statement§. The SEC maintains a publicly ilade electronic database, known as EDGAR,
containing all disclosure documents filed witadgkacy In fiscal year 2007, there were 802 million
searches for filings in this dataSase.

Major Similarities to the ONI. The SEC offers the most useful maohebng the larger

federal financial regulators for estimating the size and cost of many a0tslof This is not

??|bid, 26.
?® Ibid, 38.

¢ U.S. Securities and Exchange CommigsioBrief FY 2009 Congressional Justffiedtioary
2008), 4.
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because the nature and style of federal insurance regulation would resemble that of federal securities
regulationd to the contrary, asexplained below, we would expdwm to be quite different.
However, the SECOS mar ket regul ation functio
regulatory mission and the nature (although not the size) of its regulated community. Like the ONI,
the SEC must oversee the regulation of sophisticated global financial institatgemuanber of

small and medium sized institutions, and a considerable number of geographically dispersed
intermediariesMoreover, lte regulatory regime for which the $&@sponsible includes not only

financial and market conduct regulation of financial institutiordsdramination, licensing, and
enforcement with respect to individual securities professiomels thé&nited Statesin order to

execute its msfon, the SEC relies on a robust SRO structure, without which the agency likely would

be substantigllarger and perhaps less efficient. These characteristics, shared by the SEC and the
ONI, distinguish both agencies from bank regulatory agencies thelO&C and FDIC. (Of

cour se, the SECOS purview i s mu ¢ h s seaurdiesd e r t
exchanges, securities brokers and dealers, investment advisers, and mutual funds, as well as the
securities offerings and accounting practcespu bl i cly hel d compani es,
would be limited tmmembers of the insurance induitat are federally chartered or licensed.)

Major Difference from the ONI. As would be expected from the difference in the
agenciesd nespyeatpipvewarcdhgsl,athe SECSs examinat
of the FDIC or OCC. In this respect, one would expect the ONI to resemble the bank regulators
far more closely than it does the SEC. Consistent with the practice of state ingulatocs, the
ONI would likely devote more msces to proactive supervisanmd fewer resources to reactive
enforcement than does the SEC. Indeed, the Act specifically requires the ONI to examine insurers

every three years.
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Federal Deposit Insurancer@oration

Created in 1933 in response to sweeping bank failures, the FDIC is designed to preserve and
promote public confidence in the U.S. banking system. It pursues this mission through three core
functions, reflectedn its three primary divisions:slrance and Research, Supervision and
Consumer Protection, and Resolutions and Receiverships.

Insurance. The goal of the FDIC6s insurance fun
from losswhile avoidingaxpayer liability. To accomplish this goalFEH€ provides depositors
with access to insured funds at failed institutions, identifies and responds to risks to the Deposit
Insurance Fund (DIF), and manages the overall health of the DIF. Managing the risk to the DIF
entails an assessment of eacheéndur i nst i tuti onds overal/l ri sk t
FDI Cé6s or other agenciesd®6 examinations.

The FDIC can charge all insured depository institutions premiums to fund the DIF. These
premiums are assessed based on the specific risk pésethdyréd depository institution to the
DIF: riskier institutions pay a higher rate to maintain their deposit insurance than less risky
institutions of comparable size. The FDIC can also adjust DIF targets based on general economic
conditions, such asetloverall health of the banking industry. As of December 31, 2007, the DIF
had approximately $52.4 billion representing 1.22% of estimated insureddeposits.

Supervision and Consumer Protection. The FDIC is the primary federal regulatotifer
approximeely 5,257 stathartered banks that are not members of the Federal Reservé® System.

The FDIC is the baelyp examiner for all other banks and thrifts that have federal deposit

?® Federal Deposit Insurance Corporatimurth Quarter 2007 CFO Report to théFBoarary 6,
2008).

?® Federal Deposit Insuree CorporatiorAnnual Rep@®07, 16.
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insurance. The FDIC is responsible for ensuring the safe and sound aje¢hatistatechartered

banks that it supervises, as well as their compliance with consumer protection laws. The Division of
Supervision and Consumer Protection, which houses these functions, had 2,557 employees at the
end of 2007, comprising approximaf&¢o of total FDIC employe€s.It is by far the largest

division within the FDIC.

To carry out its supervisory objectives, the FDIC condustieoexaminations of state
nonmember banks. These examinations are conducted -aio 4&@onth cycle, wht the state
regulator and the FDIC performing every other examination. The examinations cover overall
financial condition, management practices and policies, and compliance with applicable laws and
regulations. Depending upon the severity of the prolglentdied during its examination and the
institutionds regulatory capital position, th
to address them. In 2007, the FDIC conducted 2,258 safety and soundness exdminations.

In addition to safetynd soundness examinations, the FDIC conducted a combined 1,773
Community Reinvestment Act and targeted compliance examinations*in|206geived and
responded to 11,624 consumer complaints and 6,977 ifYdJiHes=DIC also conducts outreach
and edaoation programs to help consumers obtain information about their rights and the disclosures
due them under consumer protection and fair lending laws.

Resolutions and Receiverships. The FDICds resolutions f

recovering assetsforafaed i1 nstitutionds creditors and ma>

?’ Ibid, 121.
?® Ibid, 16.
?° bid, 16.
¥ |bid, 26.
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timely termination. In 2007, three FBiSured institutions with total assets of $2.34 billion
failed® The FDIC is currently planning to hire as many as 138 new emplotgeBsvigion of
Resolutions and Receiverships to prepare for a projected rise in bank failures.

Major Similarities to the ONI. The ONI will serve as administrative receiver in the event
of failure of a national insurer, and its powers as receiversvilbei | ar t o t he FDI C
DIF, the NIGC would provide préefined benefits to policyholders following insolvency of a
national insureo the extent not provided by qualified state guaranty assacidindike the DIF,
however, the NIGC will onlpe funded as needed to provide benefits or guarantee policies
following an insolvency.

Both the FDIC and the ONI would have a substantial report collection function. The FDIC
processes Call Reports on behalift uotfi oanl IDilbranck
its website to serve as a public interface. The ONI would likely gather similar information on
federally regulated insurance firms. Moreover, the ONI is specifically charged with maintaining a
database with information about licdnsaesurance producers and creating an electronic
communication network to facilitate the exchange of such information with state insurance
regulators.

Major Differences from the ONI. The FDIC and ONI differ significantly with respect to
the size and phistication of the financial institutions subject to their primary supervision. The
majority of the institutions under direct FDIC supervision are small and do not engage in

sophisticated capital markets activities. On the other ihaaddition to numrous smaller

% |bid, 2930.

2Mi chael R. Crittenden. OFDIC Seeks Hires, Br :
A2.

36



institutions we would expect the ONI to regulate some of the largest and most complex insurers,
whose operations would span both state and international borders.

One additional difference between the FDICtaa®NI is worth noting in tts context.
In bank regulation, at least one federal regulator is always responsible for any federally insured
depository institution, whether the institution operates under a federal or state charter. In contrast,
the division of regulatory authorityvioeén the states and the federal regulator envisioned in the Act
is mutually exclusive: insurers and producers will either be regulated by state insurance regulators or
the ONI, but not both(although there are some exceptions to the mutual exclusitatg ains
federal regulation designed to maintain the proper functioning of the state system)

UK Financial Services Authority

Prior to 2001, financial regulation in the United Kingdom was undertaken by nine separate
regulatory bodies and organized aroentbss (e.g., banking, insurance, securities), as it is in the
United States. The Government first announced the intention to overhaul the regulation of the
financial services industry in 1997, and the next four and a half years were spent cdhsolidating
nine separate bodies into the newly created Financial Services Authority. On December 1, 2001, the
FSA finally obtained its new legislative powers under the Financial Services and Markets Act of
2000. On a number of occasions since December 2001, Rane n t has extende
regulatoryresponsibilities The FSA is now responsible for both financial and market conduct
regulation of all insurance companies, brokers, and interm&diaries.

The structure of the FSA, revised in 2004, consists ofithteeRetail Markets, Wholesale

& Institutional Markets, and Regulatory Services. The retail unit includes three supervisory divisions

¥ This includes those who offer financing msurance products to consumers, such as car dealers,
home appliance outlets, and, in the near future, travel agents selling travel insurance.
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(Small Firms Division, Retail Firms Division, angomMMRetail Groups Division), a Treating
Customers Fairl{ivision, a Financial Capability Division (responsible for consumer financial
education), and a Policy and Themes Division. The wholesale unit includes a Markets Division,
Wholesale Firms Division, Wholesale and Prudential Policy Division, and Financial Crime and
Intelligence Division. The Regulatory Services unit handles applications for initial or extended
authorizations and for waivers from specific requirements, as well as analyzing returns submitted by
firms.

In 2004, the FSA introduced Sector Teams who warksathe organization to assist senior
management with risk identification in specific market sectors. Covering eigfitteec8estor
Teams have responsibility for ensuring sufficient depth of knoatexgparticular sectors and
for representingthe organization when dealing with interested stakeholders, including in
international forums.

Supervision. The F S Aassessment of the inherent risk a firm preseirtsdbjectives
determines the allocation refjulatoryresources and the intensitytlod supervisory relationship.
Sincethe agency acquiradditional regulatory responsibility for general insurance intermediaries in
January 2005, approximately 90% of the firms regulated by the FSA (about 26,000) have been
defined a9l o w i mp aande .campaniésnbsokers, and intermediaries defined as low impact
do not have a dedicated supervisory contact. Instead, firms submit periodic returns that are subject
to automated monitoring. Any exceptions generate an alert that is investigated\fhehea.
low-impact firm wishes to contact the FSA, it is directed to a contact center, which responds to

queries and escalates issues where appropriate.

% Banking, Capital Markets, Asset Management, Insurance, Retail Intermediaries, Financial Stability
& Busines€ontinuity, Consumers and Financial Crime
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To ensure that lovmpact firms are subject to sufficient supervisory oversight, the
supervision digion undertakes considerable esessor thematic work. This may be undertaken
on a proactive basis, where a Sector Team or policy division identifies an industry trend and wishes
to understand the implications, or on a reactive basis. Examplessadxapiined in such efforts
include the appropriate segregation of client funds held by brokers and intermediaries, contract
certainty in the wholesale insurance markets, reviews of actuarial assumptions, and the adequacy of
claims handling.

Mediumimpactfirms are assigned a dedicated supervisory contact at the FSA responsible
for managing the relationship. Organized around specific sectors within the divisions, a supervisor
will typically be responsible for between four and six firms. The aim i &m ldfective working
relationship with the firm and develop a detailed knowledge of its business, strategy, and the risks it
poses to the* FSAGs objectives.

Firms considered to be high impact are subject to a much closer regulatory relatibnship
an appreciably higher level of resources devoted to their supervision. Typically, the supervision
team of a large firm consists of betweese and eighgeople, with more senior members of staff
responsible for managing the regulatory relationship. iSansergsponsible for large firms are
expected to have a thorough upaddeconsgdlsamidhoumdy o f
be able to identify the risks that exist. Judgments about these risks are continually reviewed based
on new informatio the FSA receives. This may arise from regularudialif the senior
management of the firm and other regulatory agencies (including international regulators), consumer

complaints, and similar sources.

% The four statutory objectives of the FSA are: market confidence, public awareness, consumer
protection, and the reduction of financial crime. These are supported by a set of Principles of Good
Regulation thahe FSA must follow when performing its duties.
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All medium and highimpact firms are subject &oregulatory review cycle of betwsi®n
and 48 months, concluding with an onsite visit by the supervisory team to determine the risk the
firm poses to the FSAOs objectives. I f the
following an assessmbeit can require a firm to commission, at its own expense, a report by an
independent outside party. This is only requested where the FSA believes it does not have the skills
or resources to undertake the work and does not consider the firm abtamo therfeview with
sufficient expertise or objectivity. The reports are typically prepared by an accounting, legal, or
consulting firm.

The FSA also leads and participates in international supervisory colleges, whose aim is to
coordinatehe supervisioof international financial conglomerates. The college meetings establish a
forum for global regulatory agencies to meet and discuss common issues with groups or advise on
particular concerns or business developments.

Treating Customers Fairly (TCF). All regulated firms are expected to comply with
el even oOPrinciples for BusinessesoO published
statement of the fundamental ob/Pangareachievisg of f
increasinggrominence as the FSA moves to a more prinbigéesl approach to regulation. The
sixth Principle is a requirement that firms 0
treat them fairly. o The FSthdanonstate how ltheypae! i c y
meeting this obligation. By December 2008, firms are required to have in place measures, typically
in the form of management information, to show how they are treating their customers fairly. Firms

who fail to meet the deadlinsk enforcement action.

% UK Financial Services AuthoriBrinciples for BusinE&&sdandbook Release 035 (October
2004), 1.1.2.G
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The appropriate supervision team is principally responsible for assessing the adequacy of
firmsd compliance with TCF. The TCF Divisi:
supervisors in making that judgment in aroigs way. It also designs review programs and
publishes policstudiescase studieand update papers.

Supervisory Support. The FSA has a number of specialist functi@igsssist supervisors

in discharging their responsibilities and work to eastomsistent approach to supervision across

the agency.
Policy Divisions.he Pol i cy divisions are responsi bl
detailing authorized firmsd regulatory oblig

product eévelopments, and working with European and other international bodies to represent the
UK position.

Themes Teads. 0 T h Eeam® is responsible for monitoring the overall retail market (as
opposed to Sector Teams, which look at specific types ofbaisantivity. Themesleams work
with both supervisors and Sector Teams to identify emerging risks and assess the potential impact
on the FSAO6s statutory o bTleans haverassessed thé& quality efx a my
advice offered by individu financial advisors, the implications of the development of wrap
platforms, preparations for the implementation of new pensions legislation by pension providers,
and improprieties in the sale of mortgage endowments.

ActuariesActuaries assist supervisp st af f in reviewing an ir
reserves and actuarial models. Embedded in areas responsible for supervising insurance companies
they provide input into the regulatory assessments of firms, review submissions (including financial
reports), and participate in interviews with firms where appropriate. The actuaries alsdprovide

hocassistance with firm inquiries related to technical actuarial matters and maintain close
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relationships with the professional actuarial bodiesulpaltiwith respect to standagdtting and
developing trends.

Risk Review Tearithe Risk Review Team consists of quantitativeirdodnation
technologyspecialists who assist in technical reviews of firms, including insurers where necessary.
Such teams hayarticular skills in considering exotic market mstits and in model approvals.

Much of the dayo-day work of RisReview Teams relates to banks.

International Relations. The International Relations department works closely with the
Policy divisiondo represent the FSA in European and international regulatory forums. The
department is also involved in establishing Memoranda of Understanding with other regulatory
agencies.

Enforcement. The organization of the RiehbdslerEnf or
structure of the agency. The division has dedicated wholesale and retail departments and is overseer
by a director reporting to the CEO. The division, which consists primarily of attorneys, provides
some idhouse legal advice to théherdivisions on enforcement matters. It also acts as contact
point for making and receiving requests from enforcement departments of other regulators.

Financial Ombudsman Service. Responsibility for investigating and resolving consumer
complaints against aatized firms does not sit with the FSA, but with a separate, albeit closely
linked, bodyd the Financial Ombudsman Service (FOS). The FOS accepts referrals where
consumers are contesting the findings of internal reviews undertaken by firms in ghenibest in
The service to consumers is free, while firms are charged a £400 fee regardless of whether the FOS
finds for them or against ther@ustomers must have exhausted the complaints procedures at the

firm before turning tthe FOS.
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Financial Services Compensation Scheme. The Financial Services Compensation
Scheme (FSCS) acts as a compensation fund of last resort for consumers whose financial services
provider is no longer solvent. Funded by levies against authorized firms in each sector, the FSCS
ony pays compensation for financi al | oss. I
would be to pay claims if the insurer had insufficient funds to do so and to repay premiums.

Lessons for the ONI. TheF SAG6s st atus as ankingi and seoyritiest e d i
regulator limits its usefulness in modeling the structure, size, and budget of the ONI as proposed by
the Act. Nevertheless, this brief overview of the FSA is helpful to anyone trying to evaluate the
practical consequences of theation of an optional federal insurance charter because it offers a
glimpse into howhe ONI might operate within an integrated national financial regulator. That is
more than an academic exercise. Proposals for regulatory consolidation have gained new
momentum in the wake of the credit crisis, and any federal insurance regulator would likely be
included in such consolidation. Indeed, federal regulation of insurance was a component of the
overall Blueprint for a Modernized Financial Regulatory Struetessed by the Treasury
Departmenbn March 31, 2008

The jury may still be out on the effects of esestor synergies on the quality of financial
regulation, particularly in light of recent-metilicized crises in UK financial institutions, most
notebly Northern Rock. What is clearer, however, is that integration of the ONI into a consolidated
national financial regulator might achieve at least some economies of scope. As may be gleaned
from the descriptions of state and federal financial regalbtws, sector specialization among
U.S. regulators results in duplication of a number of policy functions that perhaps could be

effectively combined, including those addressing suctsextississues as consumer disclosure,
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economic capital, and ressessment These economies would be in addition to those achieved by
combining the duplicative executive and administrative infrastructures.

Even absent the creation of an integrated regulator, adoption of certain FSA practices could
enable the ONI to camore easily with the challenge of regulating insurance on a national scale.
The potential seems greatest in the areas of market conduct regulation and consumer affairs. First,
the ONI could evaluate the initial resultshefF SAS6 s TCF iifrsuctessfalt consider a n d
adopting all or part of this principlessed technique to supplement its market conduct regulation
functi on. The ONI could also deploy oO0Themes
market conduct issues that cut acrossya faumber of regulated firms, such as complex annuity
sales practicesd the availability of property insurance in coastal dreedly, the ONI could
encourage regulated firms to improve treatment of customers by charging them a fee when failures
int he f nt msadal processes | ead customers to cor
assistance.

V. Size and Cost of the ONI

The foregoing outline of the organization and functions of the ONI, together with the
analysis of comparable state,riddand foreign regulators, provides the context for our attempt to
estimate the new agencyds size and cost. We
This section describes the model 6s assumption

Cost Calculatics and Assumptions

ONI Functions. The model estimates the size and cottnaunctions we believe the
ONI wi || perfor m. Fi ve of othahis, sheyinvolvefcotine ons ar

supervision and enforcement activities. The dtherv e are oindirect, o [
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administrative, support, analytical, and similar functions that generally are not directly involved in
dayto-day supervision of regulated parties.

The direct functions are:

. Financial Regulation (including nemship and guarardgsociatiosupervision)
o Market Conduct

o Enforcement and Antraud

o Consumer Affairs

J Licensing

The indirect functions are:

Executive (including the Inspector General and the Ombudsman)

o Legal (excluding enforcement)

o Administration

. Information Technology

o Other Programs Offices (including Actuarial Policy, International Activities,

Economic Analysis, and Outreach)
As discussed in Section Il, the Act authorizes the ONI to dedegameber ofegulatory
functions to SROs.One model forigch delegation is the SEC, whelsdelegated large portions
of its responsibilityfor licensing and regulating market professionals to FINGRen the large
number and geographic dispersion of producees,could fairly argue thiéxible SROswith
substantial presersia local marketshouldbe abldo regulate themmoreefficientlythan the ONI
Moreover, problems raised by the financial condition and market conduct of producers do not

generally present the level of systemic risk posed bysobims at insurance carriers.
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Given the compelling case delegation of producer licensing and the ease with which such
costs can be isolated using available watassumed that the ONI would delegate producer
licensing to an SRO and excluded ftiation from our modelThe Act also authorizes the ONI
to delegate other functions, including many aspects of financial and market conduct regulation of
insurers.If the ONI elected to delegdtetherresponsibilitiests operating costs and sizauldde
smaller than what we have estimatédwever, the available data are not sufficiéetiyledo
permit us tassess the impact of such delegationitaimely

Model Structure. For each of théen functions, the model breaks down individusisco
into line items such as salaries and benefits, travel, rent and facilities (including equipment), other
overhead, and contract services. Each function is assigned an FTE number equal to the estimated
number of fulltime employees required to perfoh@ tunction. Each line item is assigned a cost
coefficient equal to the estimated cost per FTE represented by the line item. The model sums the
cost coefficients for each function and multiplies it by the number of FTEs, producing an estimated
total cet for the function. The sum of these costs represents the total agency budget.

Explanation of Data Sources. We drewstate FTE and salary data, premium income
statistics, and data on regulated parties from the 2006 NAIC Insurance Department Resources
Report. Reports dating back to 1998 were available to us, and we used them to determine if there
was anything anomalous about the figures in the 2006 Report. We did not spot any major anomalies
with respect to FTEs and salaries across the report$iengtkception of certain issues in the 2006

data for Texas and Florida, which we discuss below.

¥ The model estimates the stestdye operating costs for the ONI. It ignorestone stardup
costs, such as procuring space, purchasing furniture, building an IT infrastructure, and conducting
the initial recruiting and hiring effort.
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We drew federal costs from publicly available budget data for the FDIC, the OCC, and the
SEC. Among the federal financial services regulators with missipasabtermo the ONI, only
the SEChasasoal | ed oappropriateddé budget (meaning
by the Congress). Perhaps as a result, its budget data is presented in far more detail in public
documents and therefore servedasmor e usef ul basis for esti mat
of the ONI budget.

Estimation of FTEs. We use two different methodologies for estimating FTEs, depending
on whether the estimate involves a direct or indirect function. For tbeefttefunctions, the
model uses FTE data for the California, New York, and Texas state irdepartogents These
statesd FTE figures are weighted by premium \
national regulator, as more fully dbedrbelow. The use of state data for direct functions rests on
the assumption that tasks performedha®yONId supervisory, consumer affairs, licensing, and
enforcement personnel will more closely resemble those performed by state insurance regulators
than those performed by federal banking or securities regulators. This assumption is particularly
strong in the first few yearsttkONI 6 s oper ati ons, as the agenc
primarily by former state insurance regulators enfarcagglatory regime based almost entirely on
NAIC model acts and standards.

There are two exceptions to this general rule: First, we reduced the direct function FTEs by
the amount of premium volume reported for health insufanke.discussed in Sedtid, the
ONI would notregulatédnealth insurance. Second, we excluded from the direct functions any FTEs

attributable to product and rate revieaiven the nature and scope of product regulation

¥ The California Insurance Department does not regulate health insurance.
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envisioned by the Act, we do not expect the ONI to desmtematerialevel ofresourceso
routine product and r at e mredudt eviewunctidi daotfdcesr |, w e
primarily on such policy and research matters as devising life and annuity product standards,
responding to interpretive lettequests, and serving as a resource for the firmrtiedarket
conductregulation functia While the resource requirements for such activities would surely grow
larger as the regulated community grows, we would not expect them to vary dirgbdy with
number of regulated firms because they permit substantial economies of scale. For example, it is
reasonable to assume that the ONI would develop only one set of standifielsnparance
product type, regardless of the number of firms that joiedeeal system.

We believe using state FTE data for indirect functions would be misleading. The ONI will
be a federal agency, headquartered in Washington, D.C. and generally subject to the statutes and
regulations that govern the management of feaxtgraties. Its administrative infrastructure and
management culture therefore wil/ l'i kely be b
status as a national regulator, as well as its unigue international role, the staffing of the analytical and
policy functions will likely bear less relationship to the staffing of those functions at state insurance
regulators than it does to that of the federal agencies that sgeegtiaphically diversemplex
andinternationally active firms in otherafigial sectors. Accordingly, we based FTE estimates for
indirect functions on the SEC, whose available budget data was suffeifitto permit
functionby-function calculations.

Choice of Comparison 3tawesg the statmsurance departmengsfew agencies stand out
in terms of their size. The NAIC data show that the four largest state indepanteerst 0
Florida, Texas, California, and New YaHave far more employees than do other isisteance

departmentsTogether, these fouragts account for approximately 50% of all FTEs reported by
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state insurance regulators and average 1,671 FTEs each. By comparison, all thenstinenctate

departmentaverage 145 FTEs.

FTEs per State
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We based our calculationstttd ONI 6 s p er s o nanéhke figares depobtaddog e t
the larger states, for a number of reasons. First, one could reassuane that differences in
scalecausdarge and small regulatory agencies to operate differently. Small agencies must be staffed
with more generalistschnontract out more technical work. Also, FTE and salary figures at small
agencies are more vulnerable to idiosyncratic fackgsnioy managememtinp ar t i cul ar st
regulated markets. Indeed, our review of the data suggests that such datedrghafiallocation
of FTEs among functions. We believe it is reasonable to assume that FTE distribution at the ONI
0 a relatively large reguladawould most closely reflect the distributibother large agencies.

We further excluded Florida datanirthe model because of the peculiar structure of
insurance regulation in Florida. The Florida Office of Insurance Regulation is administered by a
Commi ssi oner appointed by the stateds Financi
administrativgl housed within the Florida Department of Financial Services (FLDFS), which is
administered by an elected Chief Financial Officer. The FLDFS supports the Office of Insurance

Regulation in the areas of information technology, budgeting, personnel, amihgccdn
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addition, some consumer functions are performed by a separate Division of Consumer Services
within the FLDFS, while some enforcement functions are performed by the Investigations Unit of
the FLDFS38s Agent and A gmentaton dbthe insuraneegegulatony i s i o
function suggested to us that the FTE and salary data reported by Florida in 2006 may not be
comparable to those of California, New York, and Texas, and may not serve as an accurate guide for
the more integrated arglfsufficient ONI.

We also note that the distribution of FTEs among functions in the Texas data is affected by
thedeci sion of the Texas Legislature to combin
with the Texas Department of Insurance. In additorT e xas categorizes over
staff,o06 while California and New York combin
concerned that the Texas figure would distort the output of the model, so we elected to exclude all
FTEs categenmi zsedadafd®d dotom our model . Our as s
performing one of the direct functions, Texas would record the iRT&se of those cost
categories To the extent that our exclusion leads us to understate the Texas direct FTEs, the
impact will be partially offset by the fact the Texas FTEs receive less weight in our calculations since
Texas has the lowest volume of premium income of the three states. To the extent these staff are
performing administrative or other indirect functithres; should baccounted fon our estimates
for indirect FTEs.

Weighting and Scdlimg three states together regulate insurers and producers that account
for roughly 25 percent of ndrealth insurance domestic premium income. Estimating how the
ONI6s size and <cost supewibed largereguated commurtifequresr e  t o
determining a basis for scaling the state data. We identified this basis by #haneiaitngnship

between FTEs in each state and a number of factorsnsiaece departmebudget, number of
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i nsurers, premium vol ume, and state popul ati
strongest relationship is with premium volim&e therefore use premium volume to weight and
scale the state FTE data.

For indirect functions, the modassumes thdhe ratio of direeto-indirect FTEsat the
ONI would be comparable tbat of the SEC This is consistewith our previously stated
assumption that the size of the indirect functions at the ONI vesdchblehose apeerfederal
financial regulatarsT h e  SdEeCt&TE count falls between tldgrectFTE projections in the
ONI Base Case and High Conversion Case scenarios. It is reasonable to expect that the number of
FTEs employed in indirect functions wik be particularly sensitive to the number of regulated
firms within the range of potential conversion rates we considered. Moreover, no matter how many
firms choose a federal license, there must be some minimum number of indirect FTES required to
suppat an agency of any significant scale. In light of the foregoing, we decided that the most
el egant sol uti on 1 $TEtcountafereothtchreersiG€efados. Thisdi r e c
approacthas the additional advantage of capttmmgconomies ofale likely to accrue in indirect
functions as the sizd the regulated community grows, with overhead expenses constituting a
higher percentage of total costs in the Base Case and a smaller percentage of total costs in the High
Conversion Case.

Estimation of Cost Coefficients. After projectngthe number of FTEs the ONI would
require in each function, we estimated cost coefficients for each of the various line items in the

projected ONI budget.

¥ The correlation coefficients fach factor were as follows: number of insdfE9%6,
populationd 73%, agency budgeb6%, and premium volurd& 8%.
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Salaries and Bendfgsdiscussed in Section Il, abdhe, Act grants the ONI flexible pay
authority comparable to the authority possessed by several other federal financial regulators. In
order to attract top quality people from the ranks of current insurance regulators (the most obvious
initial labor sourgethe ONI will have to offer competitive compensation that will likely exceed the
average pay scales presamthgeby state regulators. ldeally, we would have preferred to estimate
the salaries by applying a eldtiendhe beweenphe gaynof u mo
federal and state banking and securities regulators for the functions reported in the NAIC data.
Unfortunately, we found no suitable, rigorous pay studies that systematically compare state and
federal pay at financial regpig.  In our experience, government pay comparisons involve knotty
methodological problems that cannot be overcome without substantial internal data (reflecting, for
example, the ofteskewed distribution of employees within pay grades). Given thésagprole
do not believe we can confidently calculate a federal premium using available data.

We overcome this problem by makingdbeservative assumption ti@Xll pay will be
comparable to that of the New York State Department of Insurance, as repgbaddAlC data.
According to the NAIC data, salaries paid by the New York State Department of Insurance are by
far the higest of any insurance regulaod appear, at least superficially, roughly comparable to
those paid by federal financial regudadfe expect the ONI would be able to pay somewhat less
than New York in regions of the country with lower costs of living and state government pay, such
that our New Yorlbased cost estimate may overstate the total salary expense that the ONI will
incur.

For some jobs, New York does not provide specific salanMdage availahbleve used
the salary cost from the other two states, which we adjusted upward by 3QThereehtistment

reflects a finding by a 2006 salary survey conducted by thkEGadiferaia that its salaries lagged
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the salaries for benchmark public sector jobs in California by 15 to 30'Dexcestateprovided
salary data for the generic oOSupport Ftaffod
those positions, avsimply assumed that employees were paid $30,000 peSGigeaboth
categoriegenerallynvolvedlowerpaid junior or support positignseither of these simplifying
assumptions should have a material effect on the total budget figure the mddel projec

We also added the cost of federal benefits to the state salayyintaasing pay for each
position by 20%. This reflects the average ratio oftsalemyefits costs experienced by the SEC.

Contract Servicé¥e as s ume t h a tractinghpeactic®s\ Wilb lss&milar don t
comparable federal financial regulators. The NAIC data indicate that use of contract services varies
greatly among state regulators and does not appear to be correlated to agency size or-other agency
specific factorshat we could identify. This suggests that there are factors driving outsourcing
decisions that are not specific to the nature and scope of the regulated insurance market (or even
perhaps to financial regulation in geneial)this respect, one couldriaiargue that the ONI,
embedded in the Treasury Department and influenced by federal management culture and practices,
would most likely exhibit federal outsourcing patterns.

We estimated contracting costs in the Base Case by calculating the antben®Ht
spends per FTE. However, more than half of this amount was for maintenance services, which we
would not expect to grow proportionally as the number of regulated firms increases. Therefore,
when we scale up the contracted services expensesrimadate a higher rate of conversions, we

only increase the amounts for advisory and other services.

0 State of California Department of Personnel Administratmal Compensation S(Ayey
2006), 3.
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Travel.Travel costs are not separately reported in the NAIC data, and there are no directly
comparable federal data available. In the absencepai&ole dataye used the travel costs per
FTE indicated by the SEC budget dat a. We bel
than the SECO6s becaus-site examinatiores. HoWNdves, shis diffepeicais i s
not necessdy material. A sensitivity analysis indicates that even doubling the travel expense figure
would increase total ONI costs by only 1.5%.

Facilities ariEquipmentWe use SEC cost data wrdgard to renting space, acquiring
furniture and fixtures, and purahgsIT systems. The ONI, like the SEC, would be subject to
federal procurement rules, and we assume its costs for space and equipment per FTE would be
comparable.

Rate of Convetsion to the Federal System. The scale of the ONI will be heavily
influencedoy the number of firms that choose to operate under federal charters and licenses. The
hi story of the dual banking system suggests t
for one charter type ovanother Sizeis not necessarily detemative in this area. The banking
experience indicates that a federal cheatebean attractive alternative to the state charter for
institutions of all sizesToday,while most of the very largestcommerciabanks have national
charters, the majority national banks asenaller smmunity banks

Among the factors that could lead insurance firms to choose one regulator or another are
the following:

e The anticipated value of uniform natiorialiguleasonable to expect that national

uniformty would lower costs of duplicative regulation and increase speed to market of

new and revisegroducts for companies that operate in multiple states. Therefore,
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companies that operate across state lines or seek to do so in the future would likely be

attracted to the federal charter.

The streamlined product approval process and absence &orate fregsiatiay be
attracted to the ONIds more streamlined

to the absence of rate regulation under tlegdketlamework.

The size of federal assesEmeestperience of bank regulators is that federal assessments
and fees are at least twice as expeasstate assessmeraiti{ough a major reason for

the difference is that every other examinationteftsiaks is performed the Federal

Reserve or the FDIC, and state banks do not pay for those exannindtioms
experience, smaller institutions tend to be more sensitive to the difference in
examination fees than larger institutions because thepiessent a larger portion of

their total expensedhis factor may be even more important in the insurance context
becauséederally regulated carriers would continue to be subject to state premium taxes,
in addition tdheassessments the ONI imposes.

The perceived difference in technical lknowleslgeerience, many larger institutions
believe that federal specialist examiners are more knowledgeable about best practices and
highly complex financial transactions because they are exposedt¢éo augnbar of
sophisticatethstitutions.

The pestige of a federal .ctdotee banks believe a federal charter carries more prestige
abroad and that foreign regulators will give more credence to federal examinations.
Institutions with a greater imational presence or that engage in complex transactions

would therefore be expected to prefer federal regulation.
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e Satisfaction with current regitlasorcostly and timeonsuming to change charters.
Accordingly, it is reasonable to expect a mea$urertiathat would lead many
institutions to maintain a relationship with their current regulator.

¢ Relationships with top decisianimakeilsng, stategulated institutions tend to have a
close relationship with and easy access to the ®p kv o f the state
management structure, while senior federal regulators may seem more remote and
unapproachable. Similarly, state legislatures tend to be more responsive to individual
stateregulated institutions than Congress is to fedeglliated ones. Institutions that
value these relationships and the comfort and flexibility they can afford will likely
continue to value the state charter.

As of the date of this study, approximately 39% of insured depository institutiond operate
under &deral charters. Because it is difficult to predict with precision which firms will convert, we
calculate the size and cost of the ONI under two different conversion rate scenarios that relate to
the banking industry ratio cited above.

e Bas&ase:Assunes that 25% of insurance carri@éend a commensurate number of

producersreinsurers, and other regulated perégas the federal system.

¢ High Conversion Cassumes that 50% of insurance carfieaed a commensurate
number of producerseinsuvers, and other regulated persbjasn the federal system.

Results

Before taking into account the potentia@bnomies of scatiiscussed below, our model
predicts thdBase Cas®NI would employabout2, 0 FTEs and have a budget of approximately

$46& million per year (see Exhibit A). In the High Conversion Case, our model predicts the ONI
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would employ 4,030 FTEs and have an annual budget of approximately $700 million (see Exhibit
B). The table below compares these numbers with the size and buegetabfceamparable
federal financial regulators avith the aggregate size and budgéhe$tate insuranaegulatory

system

Comparison of Costs ($000)

AGENCY BUDGET/COST FTEs
ONI (at 25%) $46,000 2,30
ONI (at 50%) $70Q000 4,030
OCC (FY®09 projected)  $810,872 3,139
SEC (FY2009 projected) $913,000 3,473

FDIC (FY2008 approved) $1,141,804 4,180
STATE SYSTEM(FY2006) $1600000 14,000

State FTE data are 2006 actual

It is notable that, according to these estimates, théuyet would be disproportionately
small given its size and the budgets of comparable federal regulators. The principal reason for this
di sparity is that the model assumes that the
isdespitethtact that the model uses New Yorko6s cost
appear to be roughly comparable to federal pay scales. The most likely explanation for this
difference is that the model assumes every employee would be paid gtdime afithe salary

range for her or his position type, on the as
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federal employees with experience levels appropriate for their positions. On the other hand, existing
federal regulatory agencies tendave a large number of leegured staff members who are paid
at the high end of the salary range for their poSition.

Economies of Scale

Thereare reasorts believe that our cost and size model overestimates the number of FTEs
the ONI would requirdecause it does not take into account potential economies of scale in the
direct regulation functions While there is insufficient data to capture tlezssomies
guantitatively, their impact on the total ONI personnel and budget requirements could be
subgantial. The true FTE and budget numbers for the ONI, therefore, may well be somewhat
smaller than the FTE and budget figdessribecbove.

Specificallythe cost and size model assumes that the size distribution of converting firms
mirrors the distristion of the regulated community California, New York, and Texas
Admittedly,the conversion incentives described above, combined with the experience of the dual
banking system, suggest that size is not a determinative factor in charter choicegrapaies
of all sizes may have reason to choose a national charter. That said, based on these same factors, |
is reasonable to expect that most of the largest insurers would join the fedefal Hysténl
will be able to regulate large fimmith fewer FTEghanis indicated bthe weightedcaveragéevel

of resourcesitilized by these statet regulate the average insuréhis is becauseaeh firm,

* The Congressional BudgetfiGd reports that in 2005, on average, permanetimtlfederal

workers were 47 years old and had 16 years of service. Between 1975 and 2005, the average age ¢
feder al workers rose from 42 to 47, agelmhtht hat
of service. 6 Congress of t h e Ohaiadteastics &d Ray ofs C
Federal Civilian Empldivisash 2007),-8.

2 According to the FDIC Institution Directory, 20 of the 25 largest insured depository irsstitution
by asset size have federal charters.
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regardless of size, has a single set of financial statements, procedures, and similar documents fo
examiners to review and assess. Moreover, many elemerdgeoéxaminations are performed
on a sample basis, which permits examiners to extrapolate conclusions about a large firm using a
smallerpercentagef files than they would be required taewvfor a large number of smaller
firms.

The experience of the banking regulatgpportghis proposition For example, Bair, et al.
provide OCC data that, taken together, suggest that the OCC employs less than 20 percent of the
examiner FTEs per daflof assets in a bank with more than $10 billion in assets than it expends at
a bank with assets of less than $1 biflio@ur view is that this calculation overstates the
efficiencies, and that personnel requirements attributable to the complexitgteanid sisk
presented by larger firm®uld offset such efficiencies to some extetill, it is reasonable to
expect that the ONI will realize at least some savings from these economies of scale, mostly in the
examination and licensing functions.

All things being equal, the savings from economies ddilscalould be partially offset by
the size of the ONIO&s complaint handling c¢omg
savings in comparison to the personnel and funds expended by dttasiequostly because
thereis reasoro believe the ONI would receive fewer customer complaints per dollar of premium
income than state regulatorBast studies have found that the frequency and rigor of market
conduct examinations differ markedly amdiffgrent state insurance regulator©ne would

expect more consistent and rigorous federal market conduct examinations to reduce the number of

* Sheila Bair et &lonsumer Ramifications of an Optional Federal Charter. fgkrhlierstsiviass. :
University of Massachusetismherst, Isenberg School of Management, March 2004), 161

*Ibid.,16:17, 3631.
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complaints concerning federally regulated firms to some degaédition, he survey conducted

by Bair et al. indicated that complaint volume is highly concentrated in small cofhfaivies.

the experience of the dual banking system, although the ONI would regulate companies of all sizes,
many of the largest firms would likely convert to a federal chiarien a | | vy , t he ONI &
interactions with peer national regulators itJtheed Stateand abroad may facilitate deployment

of innovative consumer protection practices, such as FSA practices disSestied |1

V. Requlatory Quality Issues

The pevi ous sections have described t he pr
responsibilities, analyzed the organization and functions of comparable agencies, and calculated the
size and cost of the ONI under various scenarios and assumptions. Througtciges #ve study
has drawn a reasonably complete outline of the new agency. However, there ateest least
significant qualitative features of the proposed ONI that the previous analysis does not adequately
capture. Although these features gendmatpt bear directly on the organization, size, and cost of
the ONI, they shed significant light for anyone trying to envision the operations of the new agency.

Staffing

Like other financial services firms, U.S. insanerseinsurerare increasingly exgged in a
variety of complex financial activities. Effective oversight of insndersinsurenequires staff
with specialized skills in fields such as capital markets, derivatives, complex annuities, risk
management, and international matters. Missesasonable to expect that, for most (although not
all) state regulators, there would rarely be a sufficient number of supervised firms engaged in

complex activities to justify the cost of maintaining a critical masstiofefydiofessional staff

** Ibid, 30.
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membes in these areas. One could also expect state regulators to face inherent geographic
limitations in recruiting staff with the necessary expertise that are either already resident or willing to
relocate to their states, as only a handful of major @8eesp financial markets deep and
sophisticated enough to support a substantial specialized labor pool.

A national regulator should be better positioned to overcome the specialization, financial
and geographic obstacles facing all but the largesegtdddors in staffing. A national regulator
can maintain regional offices in major financial centers to ensure a ready talent pool of professionals
on which to draw. The number and scalfedérallyregulated institutions providestable and
sufficiet source of regulatory funding that could justify the cost of maintaining a critical mass of
specialized professionals and sufficient salaries to attract and retain qualified individuals. The greater
prestige of a national regulator could serve as erfinttucement to potential recruits. With a
larger number of institutions engaging in complex activities, a federal regulator would have a greater
exposure to innovations that, in turn, would make employment at such a regulator more attractive
from a proéssional development perspective.

The experience of the banking regulators supports these predictions. With a few notable
exceptions, most state bank regulators cannot maintain sufficient capital markets, economic analysis,
and international affairs staftd regulate large, sophisticated institutions effectively. The OCC, on
the other hand, has the scalentmintain a much larger and more specialized staff in these areas
The OCCO6s Large Bank Supervision dergmednhent ¢
expertise supervising the naiiGa n d worl doés | argest and mo st
International and Economic Affairs department contains specialized teams focused on risk analysis,
economic analysis and forecasting, statistical amagsisternational banking and finance issues.

The OCCO0s frequent contact with foreign super
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on the domestic front. The Office of the Chief National Bank Examiner works with all the major
regulatoy agencies around the world to develop better approaches to supervising and regulating
complex financi al activities. The Securities
office keeps abreast of legal and policy issues relating to aapipéxmarkets transactions. In
consultation with other relevant offices, the Chief Counsel has produced a steady flow of
interpretive letters providing guidance to national banks in areas ranging from reinsurance to
cuttingedge derivatives productattbank clients are requesting.

In addition to its advantage in recruiting and retaining top specialists, the ONI would be in a
position to maximize the returns on their exp
and report collection actiels would provide it with a window into insurance firms of every region,
size, business |ine, and complexity. Thi s wi
staff to identify emerging regional and national issues more readily thesusdiateidepartments,
whose direct experience of the insurance market is necessarily narrower. The ONI staff would also
be better positioned to apply industigle solutions to such emerging issues. The agency would
have authority ovex widerange of igurance firms operating in every domestic market, while its
additional authority over insurance holding companies could give it the leverage necessary to
influence the practices of the largest insurers across all of their subsichar@i! would also
be in a position to deploy quickly nationwide any innovative regulatory practices it learns from peer

regulators in the United States and abroad.

6 Office of the Comptroller of the Currendctivities Permissible for a National Bank, Cumulative,
Third Quarter 2006.
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Consumer Protection

Under the Act, nationally chartered or licensed firms would be subject to moreamaiform
regular market conduct regulation than companies regulated by the various state insurance
departments. Although the promulgation of NAIC model legislation and regulations promotes
some consistency in substantive standards across states, sulbisaiotialeraains in both the
standardsind their application. Moreover, as noted above, states vary widely in the frequency,
intensity, and scope of market conduct examinations. By establishing a single set of rules and
examination standards, the ONI vdoahsure that customers of Gidgulated firms receive the
same level of protection regardless of their state of residence.

Of course, uniformity is no guarantee of quality. Some have argued that the establishment
of an optional federal charterwouldieal a o0r ace to the bottomd in
marketconductstandards in order to attract charters and licensees. We think this is unlikely, for a
number of reasons.

First, Congress will retain a number of tools that would permit it tenoétONI policy
and practices amdsure against a deterioration of market conduct standards. Ongoing oversight by
Congress and its financial services committees, as well as pressure from key legislators, can often
have significant influence on agencigyahd behavior, leading to increased attention to consumer
protection. The Act thus gives the Congress leverage that it presently lacks to address insurance
market conduct issues and to force action to address new problems. Of course, Congrass always h
the option of establishing minimum standards by legislation as well.

Indeed the interplay between conswméented legislators and regulators on the state and
federal level caat timesr e s u | t in a oOorace to thearforobps6 as e

practices in market conduct regulation. Consumer protection provisions incubated in state
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ol aboratories6 frequently appear in new fede
proposals. Similarly, states often enact their ogiongeof federal consumer laws, including so
called ominio6 versions of the Truth in Lendin
it materializes, this phenomenon tends to limit (although not eliminate) the divergence of
substantive state andiéeal consumer protection standards applicable to similarly situated financial
institutions.

Finally, ar size and cost model indicates that the ONI could staff its market conduct and
consumer affairs functions in a manner comparable to existing largesstahce departments
while maintaining a manageable scale. Indeed, the FTE and budget figures projected by the model
assume that the ONI would employ the same number of market conduct and consumer affairs
FTEs per dollar of premium volume as the beadkstate insurance regulators. Thus, the ONI
should remain comparable in size and cost to its peer federal regulaitdrs pegferm its market
conduct and consumer affairs functions in the same way as large states do today.

In practice, this levef resource expenditure should actually increase the level of protection
afforded to consumers nationwide. This is becauseenchmark statd€alifornia, New York,
and Texas)levote mor@esourceso the market conduct and consumer affairs functiamghe
typicalstate insurance departmem{s a result, the model assumes that the ONI would devote
approximately 33% and 50% more FTEs per dollar of premium volume to consumer affairs and
market conductegulation,respectivelythan the average statesurance department presently
devotes Theimpactof thisdiscrepancwould be even greaterthe extenthat economies of scale

and innovative practices enable the ONI to be more effective with tlersameofresources.
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International Cooperation

As noted above, the Act authorizes the ONI to work with foreign regulators to develop
international regulatory standards and mutual recognition agreements, in collaboration with the
President and the U.S. Trade Representative. This international authdribe woprecedented
for a U.S. insurance regulator and transform the way the United States tle¢atatetoational
insurance regulatory community

Although state regulators do currently cooperate with foreign insurance regulators, their
fragmentatin and lack of seveign status necessarily liingir effectiveness.  This contrasts
sharply with other areas of international financial regulation, in which the United States has played a
major role. For example, in banking regulatiomrésédent bthe Federal ReserBank of New
York served as the Chairman of Basel Committeand the Comptroller of the Currency is a
member of the Committedn securities regulatigdghe SEC habeen active in supportitgSCO,
the international securitiesukegor. On the other hand, as Howard Davies, former Chairman of
t he UK FSA, S a iSds unable ts take ¢he lead glabally ie detkloping insurance
standardda | eader ship gap “from which we all suffer

Comments from Davies and othetgygest that the weight and authority the ONI would
carry would be welcomed in the international insuragcgadry community, particularly as
insurersand reinsurersngage in increasingly complex financial transédttiGme could fairly
expect this antribution to aid in policy development as insurance supervision internationally

continues toevolve in meetingthe regulatory and capital challenges new developments and

“Howard Davies, 0Shar k sFinancial Tirhégril L3009. sonds Aussi
®“Howard Davies, ot dOMMENT v i & eRhinamial Miadaly 5, P0AGI | s on .
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products present, in considering the changing nature of the market (such @atthrg regponse
to aging), and in sharing best practices across the globe.

Conclusion

Our analysis of the structure and functions of the ONI paints a familiar portrait: the agency
would most likely resemble a hybrid of existing large state insurarioeedepand comparable
federal financial regulators. Under the Act, the ONI would need to carry out most of the basic
functions of direct regulation that state insurance departments perform today. At the same time, the
ONI would resemble comparable fedleegulators in its important international role and access to
extensive analytical resources. In addition, since the ONI would be a federal agency, its
administrative infrastructure and contracting practices would likely conform to federal patterns.

Most notabl e, however, are our unremarkabl e
OQur model predicts that, under either convers
be roughly similar to those of comparable federal financial regdiagyrsvould also be roughly
proportional to the costs of the state system given the projected size of the regulated Eommunity.
These results were remarkably stable. Although changes to our fundamental assumptions could
shift the figures to some extemg found no set of reasonable assumptions that yielded projections
far outside this range.

Moreover, a number of factors suggest that the ONI could introduce efficiencies and other
improvements into the insurance regulatory system, whether by redicmgimogasing quality.

The ONI might reduce costs by delegating to SROs functions that such organizations could

perform more efficiently, by taking advantage of economies of scale presented in the regulation of

**The model actually predicts that the ONI would be somewhat more efficient, but we hesitate to
draw conclusions from that result given the m
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larger insurers, and by approaching cagisymmotection in a more consistent and systematic
manner. There are also reasons to believe that the ONI would engage in more effective
international cooperation efforts, maintain a critical mass of highly trained financial specialists, and
apply consistdly strong market conduct standa¥ddl for roughly the same cost as the present
system, and possibly less.

This study does not attempt to address comprehensively the arguments for an optional
federal insurance charter or for preserving the existengysttem. It does, however, seek to enrich
the debate by turning the ONI from a shadowy abstraction to a more concrete and comprehensible
concept. Admittedly, such efforts are necessarily conjectural and imprecise. Still, we hope our

analysis can sera® a useful basis for policy decisiaking on this issue.
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ONI Size and Costi Base Case

Indirect Costs

Direct Costs

Executive & Other Program Enforcement/ Consumer
Administration Legal Costs Financial Regulation Market Conduct Anti-Fraud Affairs Licensing

Costs

Salaries and Benefitc« $ 62,683,742 $ 22,794,088 $ 34,191,132 $ 40,310,795 $ 15,356,535 $ 41,811,052 $ 36,949,390 $ 2,237,664

Contract Services $ 16,587,761 $ 4,804,731 $ 6,940,167 $ 16,767,196 $ 7,247,853 $ 20,116,395 $ 16,885,139 $ 1,649,599

Travel $ 1,231,722 $ 356,775 $ 515,341 $ 1,245,046 $ 538,188 $ 1,493,740 $ 1,253,803 $ 122,491

Equipment $ 4111,233 $ 1,190,840 $ 1,720,102 $ 4,155,706 $ 1,796,362 $ 4,985,796 $ 4,184,938 $ 408,849

Rent $ 14,062,640 $ 4,073,316 $ 5,883,679 $ 14,214,759 $ 6,144527 $ 17,054,116 $ 14,314,748 $ 1,398,484

Other Expenses $ 1,886,594 $ 546,462 $ 789,334 $ 1,907,002 $ 824,328 $ 2,287,920 $ 1,920,416 $ 18%16

FTEs 435.00 126.00 182.00 439.71 190.07 527.54 442.80 43.26
Total FTEs 2,386
Total Cost $ 464,140,111
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Exhibit B
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ONI Size and Costi High Conversion Case

Indirect Costs

Direct Costs

Executive & Other Program Financial Enforcement/
Administration Legal Costs Regulation Market Conduct Anti-Fraud Consumer Affairs Licensing
Costs
Salaries and Benefits $ 62,683,742 $ 22,794,088 $ 34,191,132 $ 80,621,590 $ 30,713,069 $ 83,622,104 $ 73,898,779 $ 4,475,328
Contract Services $ 16,587,761 $ 4,804,731 $ 6,940,167 $ 21,719,473 $ 9,388,544 $ 26,057,875 $ 21,872,251 $ 2,136,816
Travel $ 1,231,722 $ 356,775 $ 515,341 $ 2,490,091 $ 1,076,376 $ 2,987,480 $ 2,507,607 $ 244,981
Equipment $ 4,111,233 $ 1,190,840 $ 1,720,102 $ 8,311,411 $ 3,692,723 $ 9,971,982 $ 8,369,875 $ 817,698
Rent $ 14,062,640 $ 4,073,316 $ 5,883,679 $ 28,429,518 $ 12,289,054 $ 34,108,233 $ 28,629,496 $ 2,796,967
Other Expenses $ 1,886,594 $ 546,462 $ 789,334 $ 3,814,004 $ 1,648,656 $ 4575841 $ 3,840,833 % 375,231
FTEs 435.00 126.00 182.00 879.41 380.14 1055.07 885.60 86.52
Total FTEs 4,030
Total Cost $ 699,753,158
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