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The Property Casualty Insurers Association of America (PCI) is pleased to 

offer testimony on financial services systemic risk and resolution regulation and 

the Discussion Draft of the proposed Financial Stability Improvement Act of 2009, 

which the Treasury Department and the Committee released earlier this week.  

PCI is the leading property-casualty trade association representing more than 

1,000 insurers, the broadest cross-section of insurers of any national trade 

association.   

 

 PCI’s overarching concern is that financial services reform legislation reflect 

the fact that home, auto and business insurers did not cause the financial crisis, 

are not systemically risky, are subject to strong and effective solvency and 

consumer protection regulation at the state level, and should not be forced into a 

Wall Street fix.  Property casualty insurers are predominately a Main Street 

industry, with significantly less concentration and more small business 

competition than other financial sectors.  We have rejected government hand-

outs and our industry is stable, healthy and continuing to provide critical services 

to local economies and their communities.   We are committed to working with 

the Administration and the Congress to develop effective and workable proposals 

for addressing systemic risk and resolution.  However, insurance consumers 

would not benefit from additional, duplicative federal regulation oversight that will 

ultimately harm the marketplace and increase costs for consumers.     

 

 1



Systemic Risk Regulation 
 

The financial crisis that began last year has brought into sharp focus a key 

vulnerability in our current financial services regulatory system -- the absence of 

a comprehensive understanding of the nature of systemic risk and effective 

systemic risk oversight. The Federal Reserve Board currently has “umbrella” 

systemic risk authority only over financial holding companies. To date, this 

regulation has been bank-centric and has not focused on careful monitoring and 

understanding of the risks posed by non-bank entities within the financial holding 

company structure. In fact, former Federal Reserve Chairman Alan Greenspan 

has said that the Board’s regulatory focus failed to effectively monitor and 

regulate the systemic risk to the larger economy. Furthermore, the Board does 

not have systemic risk regulatory authority over major thrifts or thrift holding 

companies (e.g., Indymac, Countrywide, Washington Mutual), investment bank 

holding companies (e.g., Lehman Brothers, Bear Stearns) or highly leveraged 

derivatives underwriters. Existing prudential regulators who do have jurisdiction 

over those entities have not focused on systemic risk. Even within the banking 

system, the Federal Reserve Board and other depository institution regulators did 

not regularly collect or coordinate the necessary marketplace information to 

protect consumers and adequately identify and limit systemic risk. 

 

It is vital that these regulatory gaps be filled now to help restore 

confidence in our financial system. Irrational exuberance in the marketplace is 

inevitable and innovative risk-taking should not be restricted.  Regulators should 

be given the tools to monitor systemic risk and a government entity should be 

tasked with a primary responsibility of trying to identify and limit the impact of the 

next bubble burst. However, it is equally vital that Congress establish bright line 

systemic risk measurements based on a solid understanding of what systemic 

risk is and which activities within our financial system do and do not pose 

systemic risk. This will help restore marketplace confidence and reduce moral 

hazards.  Excessive grants of authority and regulatory discretion without specific 
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standards and metrics create the likelihood of abuse and severe uncertainty in 

the marketplace.   

 

The Administration’s Proposal on Financial Regulatory Reform 
 
 In significant respects, the Discussion Draft proposes a good starting point 

for discussing systemic risk. It designates a new Financial Services Oversight 

Council and the Federal Reserve Board as jointly responsible for monitoring 

systemic risk, with jurisdiction to fill existing umbrella supervision oversight gaps. 

The Draft requires the systemic risk regulator to work with existing primary 

functional regulators in collecting information and making regulatory 

determinations. It recognizes that there are several factors, including leveraging 

and interconnectedness, that can contribute to systemic risk. The draft also 

proposes some useful oversight requirements for companies conducting 

systemically risky activities. 

 

 PCI’s testimony today suggests a number of refinements to the Discussion 

Draft.   We believe most members of Congress and Administration officials 

recognize that the current crisis did not stem from widespread problems in the 

property casualty insurance industry and that property-casualty insurance is not 

generally systemically risky.  We are concerned, however, that the Discussion 

Draft does not adequately reflect this understanding and we recommend that 

careful consideration be given to the impact the draft would have on Main Street, 

non-systemically risky insurers, including small insurers.   

 
Financial Services Oversight Council 
 

 The Discussion Draft would grant federal systemic risk regulators authority 

over insurance companies.  Yet the proposed Financial Services Oversight 

Council includes only one non-voting representative from the insurance 

regulatory community.  Representation on the Council is overwhelmingly 
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weighted toward banking regulators.  The insurance industry has remained 

strong and stable throughout the economic crisis and is important to the financial 

services sector and the economy.   As such, it should have a vote on the Council 

and voting power should be distributed more equitably throughout the sector.   

 

Data Demands 
 
 Under the new Draft, the Council and the Federal Reserve Board are 

authorized to require any insurer, regardless of size, to submit any data 

requested that relates to potential systemic risk.  There is no requirement that the 

burden and cost of complying with the request be weighed against its benefit and 

these costs ultimately negatively impact consumers.  Burdens associated with 

regulatory data demands can be quite high – even crushing – especially for 

small, Main Street, insurers.  Because insurers are generally not systemically 

risky and small insurers are particularly non-risky, we recommend that small 

companies be exempted from this requirement or, at a minimum, that adequate 

cost-benefit considerations be included to ensure that data demands do not have 

the perverse effect of threatening the solvency of small companies.   

 

Measuring Systemic Risk – Initial Screening 
 

 The most important first step in categorizing companies for systemic risk is 

to create a relatively simple screen to weed out the vast majority of companies 

that are unlikely to present significant systemic risk. We strongly recommend that 

the Draft be revised to include such a screening mechanism to help ensure that 

we do not fix what is not broken.  It is critical that systemic risk analysis be based 

on individual activities, not on a consolidated whole. Some financial activities are 

simply not systemically risky and should not be subjected to further reporting 

burdens or oversight creating additional costs for consumers. The initial 

screening should measure activities that are generally interconnected and 

correlated with systemic downturns, to determine the amount of off-balance 
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sheet leveraging of liabilities or uncollateralized liabilities for which regulatory 

capital is not required (including structured collateralized liabilities for which the 

collateral cannot practically be identified). This framework builds on the 

suggested tests in the earlier Administration white paper and in the Discussion 

Draft to focus on leveraging (including off-balance sheet exposures), 

interconnectedness, a firm’s importance as a source of credit, and the negative 

economic impact of a firm’s failure. 

 

Three-Part Weighted Measurement for Systemic Risk: “Too Risky, Cyclical, 
and Interconnected for a Disorderly Failure” 
 

 For those companies that are conducting significant amounts of potentially 

systemically risky activities, PCI suggests that Congress consider a weighting of 

the three elemental systemic risk components for each basket of activities a firm 

conducts, similar to a combination of the Administration’s proposed tests. These 

are: 

• Failure probability (the historic failure rate of the activity modified by the 

company’s leveraging and transparency); 

• Cyclicality (the correlation of the activities with systemic downturns), and  

• Potential economic impact (interconnectedness/negative economic impact 

on credit and liquidity). 

 

 It is critical that this sophisticated systemic risk analysis be weighted.  For 

example, a company’s activities can be highly leveraged and at-risk of failure, but 

without cyclicality (no correlation with downturns – such as funeral insurance) or 

with minimal interconnectedness (such as insuring professional athletes) such 

that any impairment would not significantly affect a critical credit or liquidity 

market. An activity could be cyclical (correlated with downturns), but with 

negligible likelihood of failure (liabilities are regulated, well capitalized or 

capitalized, and with minimal leveraging) or unlikely to negatively impact credit or 

liquidity markets because the operations are relatively small or unrelated to 
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critical credit or liquidity markets (such as a recreational boat insurer).  

 

 Finally, even some financial operations whose failure could negatively 

impact critical interconnected markets are not systemically risky if the activities 

have negligible likelihood of failure (fully regulated, capitalized, and unleveraged), 

are countercyclical risks (such as hedges that benefit the company during 

downturns and only create liabilities during periods of economic growth), or have 

failure costs covered by state guaranty funds (thus eliminating or minimizing 3rd 

party failure exposure). It is only the combination of these three factors (failure-

risk, cyclicality, and interconnectedness) that creates systemic risk, not any of 

these factors in isolation based on absolute size.  

 

 For these reasons, the Draft should be amended to include an initial 

systemic risk screen and carefully crafted limits on the systemic risk regulator in 

identifying systemically risky companies or activities.  Establishing an initial 

screen with clear screening criteria will provide valuable guidance to the systemic 

risk regulator and reduce the likelihood that systemic risk oversight will overreach 

and involve unhelpful and intrusive data demands and excessive regulation of 

non-systemically risky firms or activities.  For example, the Draft permits the FRB 

to impose heightened prudential standards on insurance affiliates of banks, even 

though those affiliates are subject to effective state insurance regulation. 

 

 Systemic risk measurements for new financial products will need to be 

flexible. However, for existing financial products, the market will benefit from 

objective, bright line tests so that companies can avoid activities that would be 

considered significantly systemically risky and moral hazards can be minimized. 

In addition to exclusion (or near- zero weighting) of non-systemically risky 

activities from aggregate systemic risk measurements, risk measurements 

should distinguish between liabilities that affect the entire holding company 

versus exposures limited to particular affiliates or affiliate groups. The 

transparency (public disclosure) and regulatory oversight of an activity should be 
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also factored into systemic risk weightings, as should systemic risk history. For 

example, large thrifts have evidenced an extremely high cyclicality – boom and 

bust cycle – for many decades that is highly correlated with economic downturns. 

Similarly, highly leveraged off-balance sheet derivative activities were a major 

cause of the 1998 global financial crisis and the collapse of Long Term Capital 

Management (LTCM). We know these activities cause significant systemic risk, 

and should target oversight accordingly. 

 

Forced BHC Conversions  
 
 Forced conversion of small non-bank financing companies that are a 

negligible part of larger conglomerates into banks and their holding companies 

into bank holding companies would not lessen systemic risk – the simple fact of 

affiliation with a relatively very small bank-equivalent does not by itself create 

additional systemic risk. Numerous insurers have small thrifts that provide 

important consumer services but do not create systemic risk to the holding 

company.  The Draft proposes that financial firms, including insurers, with non-

bank affiliates must convert to bank holding companies and restructure their 

commercial activities into affiliated holding companies.  This provision should 

include an exemption for firms with only minimal and clearly non-systemically 

risky commercial activities.  Financial stability is not promoted by requiring 

needless restructuring of non-risky firms.   

 

Resolution Authority 
 

PCI supports the creation of a federal resolution authority to resolve 

systemically risky financial companies provided it:  (1) is focused on systemically 

risky activities and not on insurance (which is generally not systemically risky);  

(2) does not duplicate existing and effective state or federal resolution authorities; 

(3) does not give companies incentives to engage in risky behavior; (4) does not 

punish those who act responsibly; (5) requires industries to pay their own 
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resolution costs and does not permit cross-subsidization of resolution costs 

among industries; (6) does not permit the resolution agency to reach down into 

and “raid” affiliates that are subject to separate resolution authorities; and (7)  is a 

separate, independent agency that is not a primary regulator 

 

Resolution Scope:  Systemically Risky Activities – Not Insurance 
 

 As indicated above, there is widespread recognition that home, auto and 

business insurers did not cause the financial crisis, are not systemically risky, 

and are subject to strong and effective solvency and consumer protection 

regulation at the state level.  Traditional property casualty products simply do not 

pose the same types of systemic risk as other financial sectors.  Property and 

casualty companies generate relatively minor counterparty risk, and their failure 

rates are relative low historically as a percentage of industry premiums.   

 

Chairman Frank and others have correctly observed that one of the most 

important factors to consider in identifying systemic risk is leverage.  A 2008 

report by MSCI Barra research bears out these observations, concluding that 

“exposure to leverage could hurt performance significantly during market crises.”  

The report also demonstrates that the insurance industry is not heavily 

leveraged, especially in comparison to other sectors of the financial services 

industry.  In a study of cap-weighted financial leverage in 35 industry sectors 

during the years 1994-2008, the insurance industry was ranked 28th while the 

banking industry was ranked 7th.    

 

The 2009 Economic Report to the President indicated that “[b]efore the 

financial crisis, the major investment banks were leveraged roughly 25 to 1.”  

Using property casualty insurance metrics similar to those employed in the report 

noted above, PCI has calculated that the insurance industry was leveraged at 

roughly 3 to 1 prior to the financial crisis.   Property casualty operations are 

generally low-leveraged businesses with lower asset-to-capital ratios than other 
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financial institutions, more conservative investment portfolios, and cash outflows 

that are tied to insurance claims rather than “on demand” access to assets or 

economic events (limiting any risk of a P&C “run on the bank”).  They are 

therefore less financially fragile than banks and better able to withstand financial 

stresses.  It is clear that different sectors of the financial services industry pose 

widely varying levels of systemic risk.  Any reform legislation the Congress 

enacts must reflect this fact, not just as a suggestion, but as a bright line 

standard for who is subjected to systemic risk regulation and assessments.    

 

 While some increased federal regulation of systemically risky companies is 

needed, care must be taken that non-systemically risky entities in the insurance 

industry are not subjected to federal regulation that duplicates state regulation, or 

worse, that preempts the effective state regulation that has served the industry 

well for years as was evident in the recent financial crisis.  The Discussion Draft 

would subject non-systemically risky insurers to a federal resolution process, 

including subjecting them to potential resolution assessments to pay for the 

resolution of more risky firms.  Any new resolution authority must focus on truly 

systemically risky entities that are not adequately regulated for systemic risk now 

and are not already subject to an effective resolution system.   

 

No Resolution Duplication:  Insurers Already Have a Resolution Authority  
 
 Any federal systemic risk regulation must recognize that the impact of 

insolvencies in the insurance industry is substantially mitigated by the existing 

insurance “guaranty fund” system.  When a state’s insurance commissioner finds 

that an insurer has financial problems, he or she will initiate increasingly robust 

levels of oversight and activity to correct those deficiencies. If an insurer does 

become insolvent, the state guaranty funds, financed by all insurers licensed in a 

state, are available and well-positioned to help honor policyholder claims. 
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There is no need to duplicate the existing state insurance resolution 

system at the federal level.  In the last 40 years, the U.S. property/casualty 

guaranty system has paid out roughly $21 billion in policyholder claims on behalf 

of insolvent insurers. The existing system of state guaranty funds has served the 

insurance industry and its consumers well and any new federal regulation of the 

financial services industry should recognize and preserve that system’s strong 

protections.  In part because of the state guaranty fund system, even the failure 

of one of the largest property-casualty holding companies would be unlikely to 

create systemic risk or require additional government intervention. 

 

The Treasury Draft gives a nod to the existing, effective state resolution 

system for insurers by requiring the FDIC to take into account whether insurers 

have been subject to resolution assessments at the state level.  While helpful, 

this does not require the FDIC to refrain from imposing duplicative assessments 

on insurers.  Any legislation adopted must not permit insurers to be subject to 

assessments at both the state and federal levels.  This creates significant 

inequities and moral hazards.  

 

Resolution Funding:  Industries Should Pay Their Own Risk Costs  
 

When an insurance company fails, state guaranty funds are called upon to 

ensure that the claims of the failed insurer’s policyholders will be honored.  When 

a bank fails, the Federal Deposit Insurance Corporation (FDIC) calls on a fund 

financed by banks to make sure depositors don’t lose their life savings.  A similar 

system is in place for securities broker-dealers.  The principle is basic and sound.  

One financial industry does not call on another, or the taxpayers, for bailouts.  

Each industry finances its own “insurance” fund to protect itself, its customers, 

and the taxpayers.  To require financial companies to shoulder the burden of 

failures in other industries would result in all consumers paying for risky activities 

of a few entities through higher costs of the financial products we buy.  That 

wouldn’t be fair to consumers as they would eventually bear the financial burden, 
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and equally important, it wouldn’t provide incentives for risk-takers to scale back 

their own risky activities. 

 

The Discussion Draft rejects the principle that industries should be 

responsible for their own resolution costs and instead spreads those costs 

among large companies across the entirety of the financial services sector.   

Consumers of insurance holding companies with consolidated assets exceeding 

$10 billion will have to pay the risk costs for highly leveraged investment banks, 

even if the insurer does not present any systemic risk.  The Draft should be 

amended to provide that resolution funding is assessed separately for each 

financial industry as it is now in the insurance industry and portions of the 

banking and broker-dealer industries.  To the extent that new systemic risks are 

being created by activities without government guarantees, such as investment 

banking, and derivatives, those industries should bear their own risk costs and 

have it factored into their pricing. Industries should not subsidize each others’ 

activities.  This minimizes moral hazards, cross-subsidies, and regulatory 

arbitrage; reduces market distortion and ensures accurate risk pricing; limits 

failures from contaminating other industries; increases the risk pool; and 

maximizes the incentives for each industry to work with its regulator to create the 

optimal balance between solvency protection and risk.  
 

To the extent any additional funding is necessary for holding company 

resolutions unrelated to a particular financial activity it should be systemic risk 

weighted/scalable and assessed post-event. Any assessments should be risk-

based and only imposed on systemically risky entities not otherwise subject to 

risk assessments.  Activities that are not systemically risky should be excluded 

from calculations for covered financial companies and assessments. 

 

 
 
 

 11



Resolution Impact:  Do Not Reward Risky Behavior (No Moral Hazards) 
 

 Providing federal subsidies selectively to companies within an industry can 

have the effect of rewarding risky behavior, and harms Main Street.  This creates 

a “moral hazard,” i.e., an incentive for firms to engage in and continue their risky 

activities firm in the knowledge that the taxpayers will bail them out if the risks go 

bad.  This is both unfair to consumers and businesses and unwise.   

 

 Any federal resolution agency must have as a high required priority the 

avoidance of moral hazard and destabilizing markets.  It must act cautiously and 

sparingly and, to the greatest extent possible, use predetermined formulae and 

priority of claims rules to help level the playing field and ensure that all market 

participants know what to expect.  This includes a well-defined and well-

understood trigger for putting a systemically entity into resolution.  That trigger 

must accommodate the reality that an entity might be failing in a manner that 

does not pose a systemic risk in the particular circumstance.  The trigger should 

be tied to a true systemic threat:  (a) the company is in default or has significant 

risk of imminent default if no government action is taken; (b) the company 

presents significant systemic risk such that its failure is likely to significantly 

negatively affect the larger economy; and (3) such negative effects would require 

unusual federal intervention to ameliorate and could be significantly mitigated 

through federal resolution.   

 

 The Discussion Draft leaves too much discretion to the FRB and the FDIC, 

and fails to ensure that the resolution authority is designed to avoid moral 

hazards.  Thus, the proposal could actually have the effect of increasing risky 

activities and thus systemic risk – the opposite of what the legislation is intended 

to achieve.   
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Reach Down:  Don’t Punish the Innocent 
 

 Any federal resolution agency should certainly be able to manage a parent 

holding company’s equity interest, but it should not be able to reach down into 

affiliates that are subject to separate resolution authority.  Denuding the assets of 

an insurer, bank, or broker-dealer affiliate would unfairly subject the less risky 

competitors whom have acted responsibly of that entity to potential assessments 

to pay the failed company’s liabilities – potentially twice --once at the systemic 

risk level and a second time through the guaranty funds.  This is a particular 

concern in protecting insurance surplus, which is necessary to cover long-term 

uncertain liabilities of policyholders, in comparison to banking liabilities that the 

resolution agency might be more familiar with that could be more immediate and 

quantifiable.   

 

 Reach down authority should be limited only to:  (1) preventing fraudulent 

conveyances such as last minute transactions to shield assets; or (2) 

coordinating with primary regulators to unwind contractual agreements between 

heavily regulated entities (insurers, banks, broker-dealers) and the parent 

company or other affiliates.   We will work with the Committee and the 

Administration on legislative language that ensures appropriate limits on the 

FDIC’s reach-down authority.   

 

Retain Existing Contracts and Priorities 

 

 Any federal resolution agency’s authority should be permitted to repudiate 

contracts with regulated insurers only to the extent necessary to allow the 

resolution.  Preemption related to insurance affiliates should be limited to the 

extent necessary to unwind from non-insurance affiliates, such as requiring 

divestitures or cease-and-desist orders for activities posing significant risk to non-

insurance affiliates (e.g., preempting state laws preventing related 
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cancellation/non-renewal, agent termination, and withdrawals).  Preemption 

should not include voiding insurance contracts.   

 

*  *   * 

We appreciate the opportunity to offer our thoughts and concerns about 

federal resolution authority proposals and to underscore the strengths of the 

property casualty industry.  Attached to this testimony are more complete 

versions of our systemic risk and resolution authority proposals with respect to:   

 ► Systemic risk principles 

 ► Systemic risk measurement 

 ► Systemic risk oversight 

 ► Resolution of risky companies 

 

Also attached is a table and graphic showing the impairment rates for four major 

financial sectors over the last 30 years, including during the past four systemic 

downturns.   

 

 PCI looks forward to continuing to work constructively with the Committee 

and the Administration on this important legislation would be pleased to provide 

any further information the Committee may require.   
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