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Summary: According to the NAIC, Insurance companies are more often the recipients of
systemic risk from other economic agents rather than the driving force behind it, and insurers’
exposure to systemic risk typically flows from linkages to the capital markets. Moreover, the
NAIC holds that any system of financial stability regulation must build on the existing state-
based insurance regulatory regime, as it has proven successful in maintaining consumer
protection, conservative solvency oversight, and market stability.

Identlfylng Systemic Risk
The current financial crisis illustrates the interconnectedness of our financial system, and
thus the need to strengthen the interconnectedness of our regulatory system.

- The legislative and regulatory structure has allowed for innovation and synergies between
and among financial institutions and their subsidiaries while also creating significant
interconnectedness and linkages where capital and risk can flow.

- According to the NAIC, an entity poses systemic risk when that entity’s activities have
the ability to ripple through the broader financial system and trigger problems for other
counterparties.

- Although a major failure of an insurer will undoubtedly cause short-term dislocations in
the marketplace, it generally will not create systemic risk within the insurance market or
other elements of the overall economy

- Risks in insurance are different from risks in banking:

o Insurers tend to be less leveraged than banks, and this enables them to withstand
financial stresses to a greater extent

o Insurers’ payment of liabilities is generally independent of economic cycles

o Insurers do not have to sell assets on a regular basis to meet short-term demands

o An insurance company with special interconnectedness to capital markets may be
capable of generating systemic risk, however.

Promoting Financial Stability

- State insurance regulators recognize that actions is needed at the federal level to indentify
and manage systemic risk within the nation’s financial marketplace.

- This shared goal calls for collaboration, but the NAIC’s willingness to do so should not
be understood as acquiescence to federal preemption—state insurance regulation has
proven successful in aiding insurance companies through the economic crisis.

- Congress should also consider regulatory safeguards and imposing greater transparency
in the capital markets so that financial products or interactions that pose systemic risk can
be identified (i.e. the credit default swaps market).

Principles for Systemic Risk Regulation - Primary Role for States in Insurance Regulation:

- Financial stability regulation must integrate the successful state-based system of
insurance regulation.
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- Consumer access to state-based, local regulatory officials must be maintained.
- A federal financial stability regulatory body must provide for the sharing of information
and formal collaboration among all financial regulators

Formalization of Regulatory Cooperation and Communication
- Formal structures should be enhanced or introduced to provide a forum for all financial
regulators to consult about emerging issues and trends, allowing early identification and
action on issues potentially affecting the larger economy.
- Any financial stability regulator should also develop best practices for systemic risk
management

Group Supervision of Holding Companies
- The concept of “supervisory colleges” should be used to understand the risks within the
holding company structure
- Such colleges should consist of functional regulators from each financial services sector
represented within institutions or holding company structures deemed to posed systemic
risk
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