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Re:
Final Report and Recommendations



The Executive (EX) Committee established the task force to gather input on possible improvements to regulatory programs and practices as a result of the alleged fraud scheme involving Martin Frankel and a number of insurance companies. The task force received suggestions from states directly affected by this situation, from other state regulators, and from NAIC staff. All of the suggestions were reviewed by the task force and from them, a series of recommendations have been prepared.

The recommendations of the task force have been grouped according to priority and suggested course of action for implementation as follows:

Level One

These items are generally the highest priority items that can be accomplished relatively quickly and that should not involve significant NAIC or state resources.

Level Two

These are initiatives that overlap current projects of other NAIC groups, primarily the GLBA National Regulatory Priorities Working Groups. Although many of these items are considered priorities of the task force, they also appear high on the membership’s overall agenda so no further action is considered necessary at this time. However, the task force would like to endorse these initiatives for additional urgency.

Level Three

These are initiatives that may require lengthy discussions and development or that involve significant additional NAIC or state resources. They are no less important to the task force but are likely to require careful planning, organization and funding to complete. The task force has identified potential committees and charges to oversee these projects.

Attachment

Final Report and Recommendations

Ad Hoc Task Force on Solvency and Anti-Fraud

LEVEL ONE

A.
Accreditation Standards and Guidelines
1.
Recommend that the Model Law and Regulation to permit the Use of Clearing Corporations and Federal Reserve Book-Entry System by Insurance Companies become a Part A Accreditation Standard.

2.
Add a review team guideline to the “Use of Specialist” examination standard for investment expertise. Currently, the Use of Specialist standard includes guidelines for computer and audit expertise, reinsurance expertise and actuarial expertise. Adding a guideline for investment expertise would require states to obtain expert assistance on examinations of insurers having high risk or complex investment strategies.

3.
Add a review team guideline under the “Communications with States” and/or “Procedures for Troubled Companies” that would require proactive communication by the domestic state to other states that have a regulatory interest in a troubled insurer. Currently, the exam team guidelines simply require that the state has a policy addressing these communications when requested by another insurance department. The guidelines should require proactive communication, define criteria for states with a regulatory interest, and require an evaluation of the sufficiency and timeliness of those communications.

4.
Adopt an Accreditation Team Guideline requiring use of the “Form A” Database (see discussion of Form A database below).

The task force recommends that the above items be referred to the Financial Regulation Standards & Accreditation (F) Committee with a strong recommendation to invoke Section II, Waiver of Procedure of the NAIC’s Procedure for the Adoption of Additional Model Laws, Regulations or Standards for Accreditation at the NAIC 2000 Fall National Meeting to expedite adoption of these changes to the standards. The task force further recommends that the committee consider establishing effective dates for these new standards as early as practicable.

B.
Financial Analysis and Examinations Procedures
1.
Add an evaluation of investment management practices to the Level One Checklist of the Financial Analysis Handbook. This element should be included in the handbook to better understand the insurer and its business and to better assess the risk of insolvency due to investment problems.


This item should be referred to the Financial Analysis Handbook Working Group with a charge to have it completed by the NAIC 2000 Winter National Meeting.

2.
Develop additional examination procedures in the investment SRA designed to evaluate the investment management practices of the insurer. These procedures should consider risk factors such as the use of third party investment advisors, significant changes in the investment portfolio and significant trading volume or changes in trading volume. Further, procedures should be developed for coordinating the use of investment specialists similar to the existing procedures for actuarial specialists.


This item should be referred to the Financial Examiners Handbook Working group with a charge to be completed by the NAIC 2000 Winter National Meeting.

C.
Annual Statement Blanks and Instructions
1.
Adopt an Interrogatory affirming that insurer’s investments are in custody at a qualified bank or are on deposit with the insurance commissioner.

2.
Adopt a related Interrogatory addressing whether there has been a change in the bank that has custody of the insurer’s investments.

The above items should be referred to the Blanks (E) Task Force with a charge for completion by the NAIC 2000 Fall National Meeting with addition to the NAIC Annual Statement Blanks as soon thereafter as possible.

D.
Form A Database
Create a Form A database for use with the NAIC I-SITE platform with the following data elements:

1.
State Submitting Data;

2.
Date of Form A application;

3.
Contact person and contact information for state submitting data;

4.
Application Status (i.e., pending, approved, denied or withdrawn);

5.
Names and addresses of the applicant’s directors, executive officers, and 10% or more owners of voting stock; and

6.
Names and addresses of affiliated persons or companies.

The Financial Condition (E) Committee should be charged with developing specifications for this database by the NAIC 2000 Fall National Meeting. The committee would then coordinate development of the database with the NAIC Information Systems Division under the direction of the Information Systems (G) Task Force with the objective of completing a prototype by the NAIC 2001 Summer National Meeting.

E.
Anti-Fraud
1.
Engage in discussions with the National Association of Securities Dealers to explore shared database access for information relating to insurance producers.

2.
Compile detailed information on anti-fraud databases maintained by anti-fraud organizations, financial regulators, and law enforcement, and identify criteria for access.

3.
Where members can meet current criteria for access to databases discussed in paragraph (E)(2), negotiate agreements and encourage member states to utilize those sources of data.

4.
Establish guidelines on the investigative and prosecutorial resources necessary to investigate insider insurance industry fraud, based on such parameters as volume of insurance premiums written, the nature of the industry activity, population, and other objective measures.

5.
Consider modifications to the Insurance Fraud Prevention Model Act, including addressing such issues as specific and detailed authority to investigate insider insurance industry fraud; law enforcement status of investigators; and provisions granting prosecution authority, or other alternative structures to obtain dedicated prosecution resources.

Item one should be referred to the NARAB working group; items two through five should be referred to the Anti-Fraud (G) Task Force; and, with respect to item three, the Coordinating with Federal Regulators Working Group should also be given a charge to coordinate with federal regulators. Charges to be completed by the NAIC 2000 Winter National Meeting.

F.
Improvements to Model Laws and Regulations
1.
Modify the Model Law and Regulation to Permit the Use of Clearing Corporations and Federal Reserve Book-Entry System by Insurance Companies to require a notice of termination by the custodian to the insurance department in the event an insurer withdraws a significant percentage of the assets in custody.

2.
Review the Model Regulation Requiring Annual Audited Financial Reports and consider modifications regarding notice to insurance departments when an insurer changes auditors.

These items should be referred to the Financial Condition (E) Committee with a charge to complete by the NAIC 2000 Winter National Meeting.

LEVEL TWO

The task force believes that the following proposals are encompassed in the charges of the Insurance Holding Company/Analysis/Examination/Review Working Group and the Coordinating with Federal Regulators Working Group.

G.
Coordinated Financial Examinations
1.
Develop a process for coordinating financial examinations of insurer groups. The proposal is for a lead state to coordinate the timing of all other states’ examinations of insurers that are part of a consolidated group. Each state would issue exam reports on their domestic insurers and in addition, the lead state would issue an exam report on a consolidated basis for the entire group.

2.
Develop statutory accounting guidance that will support consolidated accounting and reporting for groups of insurers.

H.
Financial Analysis of Consolidated Entities
1.
Develop a process for financial analysis of consolidated insurance groups. The proposal contemplates a two-tier process:

a.
The NAIC Financial Analysis Division will analyze GAAP financial statements, information obtained from the Federal Reserve, and other available information on Financial Holding Companies. Reports will be provided to states with a regulatory interest.

b.
The states will analyze consolidated financial information on consolidated groups comprised solely of insurance companies and insurance related entities.

2.
Develop Annual and Quarterly Statement reporting requirements that will support consolidated statement filings.

I.
Procedures for Holding Company Filings
Develop standard review processes and procedures for holding company filings. These procedures should include input of data to the Form A database discussed above.

J.
Improvements to Model Laws and Regulations
Consider modifying the Model Regulation Requiring Annual Audited Financial Statements to require consolidated GAAP and SAP audit reports. GAAP audit reports would be useful to support financial analysis of Financial Holding Companies and SAP audit reports would support the analysis of insurance company groups.

LEVEL THREE

K.
Accreditation Standards and Guidelines
The Financial Regulation Standards & Accreditation (F) Committee should be assigned the following charges:

1.
Consider adopting a review team guideline requiring that significant elements of Part A standards are reviewed during the financial analysis and financial examination processes.

2.
Consider revisions to accreditation scoring including both the weighting of scores and the review team guidelines for scoring.

3.
Consider adding review team guidelines that would require examination of troubled or first priority insurers more often than once every five years.

4.
Consider adding review team guidelines requiring better communications with other state insurance regulators and state and federal banking and securities regulators. (This initiative could overlap with the Coordinating with Federal Regulators Working Group chaired by Commissioner Vaughan.)

The committee should prepare a preliminary workplan for each of these charges by the NAIC 2000 Fall National Meeting.

L.
Financial Analysis and Examinations
The Financial Condition (E) Committee should be assigned the following charges:

1.
Consider adding guidance in the Level One Checklist of the NAIC Financial Analysis Handbook and to the NAIC Financial Condition Examiners Handbook requiring that significant elements of Part A standards be reviewed during the financial analysis and financial examination processes.

2.
Consider developing more specific guidance for the NAIC Financial Condition Examiners Handbook regarding scheduling of exams. The timing of financial exams should be more closely related to the risk of insolvency and more use of limited scope/targeted exams should be encouraged.

3.
Consider developing guidelines for the NAIC Financial Condition Examiners Handbook that will emphasize evaluating the risk assessment practices and risk management processes of insurers. Further, the handbook should increase its emphasis on understanding, testing and relying on insurers operational controls vs. extensive substantive testing procedures. (This initiative is currently being evaluated by the Financial Reporting (E) Working Group chaired by Commissioner Vaughan.)

The committee should prepare a preliminary workplan for each of these charges by the NAIC 2000 Fall National Meeting.

M.
Improvements in Anti-Fraud Efforts
The Anti-Fraud (G) Task Force should be assigned the following charges:

1.
Establish a working group to recommend alternatives to provide expert assistance to state insurance departments investigating fraud, including interstate exchanges of assistance, grant funded programs from both public and private sources, and increased resource capabilities at the NAIC.

2.
Establish a goal to obtain NCIC access for state insurance regulation to use for licensing and investigation purposes, and pursue through either federal legislation or Executive Order.

3.
Recommend a structure to facilitate confidential information exchange between insurance fraud investigation and prosecution authorities, which would provide secure protection for sensitive investigative information.

The Task Force should prepare a workplan for each of these charges by the NAIC 2000 Fall National Meeting.

N.
Improvements to Model Laws and Regulations
The Financial Condition (E) Committee should be given the following charge and prepare a proposed workplan by the NAIC 2000 Fall National Meeting.

Study the Assumption Reinsurance Model Act and the Disclosure of Material Transactions Model Act to determine whether significant reinsurance transactions should require prior notification or approval.

O.
NAIC Troubled Companies Handbook
The Financial Condition (E) Committee should be given the following charge and prepare a proposed workplan by the NAIC 2000 Fall National Meeting.

Review and consider improvements to the NAIC Troubled Companies Handbook, especially the section on causes of potentially troubled companies.
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