NATIONAL CONFERENCE OF INSURANCE LEGISLATORS

FINANCIAL SERVICES & INVESTMENT PRODUCTS COMMITTEE
Philadelphia, pennsylvania
july 9, 2009
MINUTES

The National Conference of Insurance Legislators (NCOIL) Financial Services & Investment Products Committee met at the Marriott Downtown in Philadelphia, PA, on Thursday, July 9, 2009, at 2:45 p.m.

Assem. Joseph Morelle of New York, chair of the Committee, presided.

Other members of the Committee present were:

Rep. Greg Wren, AL


Rep. Dan Dodd, OH


Sen. Ralph Hudgens, GA

Rep. Brian Kennedy, RI


Sen. William R. Haine, IL

Rep. Charles Curtiss, TN

Sen. Ruth Teichman, KS

Del. Bob Marshall, VA

Sen. Tom Buford, KY


Sen. Ann Cummings, VT

Rep. Robert Damron, KY

Rep. Kathleen Keenan, VT

Rep. George Keiser, ND

Sen. Frank Deem, WV

Rep. Frank Wald, ND


Sen. Mike Hall, WV

Sen. Carroll Leavell, NM

Other legislators present were: 

Sen. Travis Holdman, IN

Sen. Jerry Klein, ND


Sen. Chris Steineger, KS

Rep. Don Flanders, NH

Rep. Dennis Horlander, KY

Assem. Gary Schaer, NJ

Rep. Barb Byrum, MI


Assem. Jonathan Bing, NY

Also in attendance were:


Susan Nolan, NCOIL Executive Director


Candace Thorson, NCOIL Deputy Executive Director


Mike Humphreys, NCOIL Director of State-Federal Relations


Jordan Estey, NCOIL Director of Legislative Affairs & Education
MINUTES

After a motion made and seconded, the Committee voted unanimously to approve the minutes of its February 28, 2009, meeting in Washington, DC.
CREDIT DEFAULT INSURANCE MODEL LEGISLATION
Assem. Morelle reviewed NCOIL activity regarding proposed Credit Default Insurance Model Legislation.  He said that after adopting a Committee charge in November 2008 to explore credit default swaps (CDS), in January 2009 the NCOIL Financial Services and Steering Committees held a day-long public hearing in New York City regarding CDS regulation.  He said that in February 2009 he had testified before a U.S. House Committee on Agriculture regarding CDS regulation; in March 2009 NCOIL had appointed a Task Force on CDS Regulation; and between March and July, the Task Force had held six conference calls to develop the proposed model.  
Assem. Morelle then overviewed the proposed bill.  He said that it would regulate certain CDS as a species of insurance through a first-of-its kind definition of credit default insurance (CDI) and would prohibit so-called “naked” CDS.  Among other things, he said that it would mandate licensure and impose solvency standards, including minimum capital and surplus as well as contingency, loss, and unearned premium reserves.  He stated that the requirements would mirror existing statutes governing similar insurance products.   

Following a motion made and seconded, the Committee voted unanimously to waive the NCOIL 30-day rule to consider proposed amendments to the draft legislation that had not met the deadline.  
Rick Kastellec of Financial Security Assurance (FSA) and Assured Guaranty, on behalf of the Association of Financial Guaranty Insurers (AFGI), said that a proposed six-year transition period to a new CDI regulatory system might be insufficient and that a longer time period, such as ten years, could be adequate.  He also suggested that legislators revise the bill’s definition of an asset-backed security to include language from New York State Article 69 regarding pools of CDS.  He said that the draft bill included AFGI-proposed amendments that would prohibit asset-backed securities of collateralized debt obligations (CDOs) and of mezzanine-type risks.  Mr. Kastellec said that these amendments would eliminate problematic CDS.     
Sen. Buford questioned whether AFGI supported the proposed model bill.  Mr. Kastellec said that he did not support the model as currently drafted.  

Robert Pickel of the International Swaps and Derivatives Association (ISDA), on behalf of ISDA and the Securities Industry and Financial Markets Association (SIFMA), said that CDS play important roles in the economy.  He said they facilitate lending, reduce borrowing costs, provide a price-signaling mechanism, and help diversify risk.  Mr. Pickel said that economic markets are very sensitive and cautioned that NCOIL adoption of the model bill could cause uncertainty.  He also urged the Committee to take additional time to consider the model bill and referenced a letter from Sen. William J. Larkin, Jr., (NY) that opposed the model act.
Assem. Morelle noted that the CDS market was ten years old and asked how liquidity was handled before the market developed.  Mr. Pickel said that CDS had provided a new means of managing risk and had not replaced other liquidity approaches.  
Rep. Keiser said that, as a small business owner and a homeowner, he had never seen it harder to get credit and asked how the model legislation would affect uncertainty.  Mr. Pickel said that it comes down to the determination that CDS is insurance.  

Responding to questions from Sen. Hall regarding AIG, Mr. Pickel said that AIG activities were inconsistent with industry best practices and that AIG had oversold protection.  
Rep. Curtiss and Del. Marshall reiterated their beliefs that CDS are a form of insurance.
John Gerni of the American Council of Life Insurers (ACLI) said that all parties agree that CDS should be regulated appropriately.  He recommended that the Committee defer consideration of the model bill to see what action Congress and NAIC would take.  He cautioned that the bill could conflict with existing state laws governing life insurer use of derivative instruments.     

Assem. Morelle said that state legislators recognize that the federal government may act to regulate CDS.  He said that if it takes the government years to act and state legislators have not exercised their legislative responsibility, inaction could cause additional problems.  

Rep. Keiser said that the model bill would allow life insurers to continue to use CDS to protect bonds but noted that they could not use “naked” swaps.

Dave Sandberg, on behalf of the American Academy of Actuaries (AAA), said that the model could require the use of actuaries to analyze risk posed by CDI.  He described risk-based capital standards, which he said were used in insurance but were new to products such as proposed CDI.  He questioned who would have authority to oversee the process once the proposed law was adopted and implemented.  
Rep. Keiser said that the North Dakota insurance code does not require actuarial analysis.  Mr. Sandberg said that many state codes explicitly exempt financial guaranty insurance (FGI) from actuarial requirements and that if the model bill treats CDI as FGI, it may also exempt such requirements.  

Hampton Finer of the New York State Insurance Department said that NCOIL and other CDS initiatives would put pressure on dealers to fix existing market issues.  He said dealers might do this by putting transactions on exchanges and using clearinghouses.  He said that on the insurance side, states may need to pull back from the most volatile products and return to products that operate with more predictability.  After describing problems encountered by monoline insurance companies involved in non-diversifiable risks, he said that getting the municipal bond market, which he said had worked well for 35 years, back in shape should be a top priority.  
Assem. Morelle then asked the Committee for comments on the proposed model bill.  Among the Committee discussion:

· Sens. Hall and Leavell expressed concerns regarding classifying certain CDS as insurance and approving the legislation without further consideration.  

· Assem. Morelle said that while CDS as they currently exist have features not found in insurance, some of those features may be what got us in trouble, including the lack of insurable interest and reserving requirements for CDS.
· Rep. Curtiss said that NCOIL began its process to regulate a market that is currently unregulated.  He said that he is confident that Congress will act to address CDS, but cautioned that action may not be immediate.
· Rep. Keiser said that NCOIL had an opportunity to address part of the cause of the financial crisis and expressed support for regulating certain CDS as insurance.

· Del. Marshall said that the Commodities Futures Modernization Act prohibited states from regulating naked CDS under their gaming laws and also exempted CDS from regulation by the Commodities Futures Trading Commission.  He said that it created “wild west capitalism” and that he is shocked that insurance companies would not want objective standards when guaranteeing bonds.    
· Sen. Haine said that his insurance regulator opposed the model bill.

After further discussion, Assem. Morelle said that the Committee could adopt the model bill, reject the notion that certain CDS are insurance, or decide that additional work was necessary.  
Del. Marshall moved to adopt the proposed Credit Default Insurance Model Legislation.  After a second and Committee discussion, a separate motion was made and seconded that would continue the work of the Committee and would defer consideration of the draft bill to the NCOIL Annual Meeting.  Del. Marshall then withdrew his original motion.    
Assem. Morelle clarified to Del. Marshall that approving the motion to defer consideration of the proposed model assumed interest in moving the model legislation forward and in regulating certain CDS as a species of insurance.  He said that members opposed to doing so should vote against the motion.  The motion passed in a 16 to one vote with Rep. Keenan opposing.  Sen. Cummings and Del. Marshall said they were reluctantly voting yes.  
MUNICIPAL BOND INSURANCE

Cathy Spain of the National League of Cities (NLC) said that an NLC blue-ribbon commission had studied the municipal bond market, particularly the availability and affordability of financial guaranty insurance and had issued recommendations in 2008.  She said recommendations included working to increase the demand for municipal bonds through changes to federal tax law, which she said Congress had enacted earlier this year.  Ms. Spain said the recommendations also suggested studying the feasibility of creating a mutual bond insurance company and seeking Troubled Asset Relief Program (TARP) funding to capitalize the company.  
Ms. Spain then overviewed a proposed Issuers Mutual Bond Assurance Company, noting that it would insure governmental general obligation and revenue bonds, use risk-based underwriting and a conservative capitalization ratio, and pay back the federal government in ten years.  She estimated that the company could insure about five percent of the municipal bond market in its first year and up to 20 percent of the market in five years.    

Ms. Spain also said that the U.S. Treasury Department was considering the proposal and that Congressman Barney Frank (D-MA) had said that it—in combination with his own proposed legislation to provide reinsurance for bond insurers—was an “ideal solution” for the market. She said that the NLC would seek $5 billion from the federal government to capitalize the Company. 
Responding to a question from Rep. Damron, Ms. Spain clarified that the proposed company would be owned by the issuers purchasing bond insurance.  Rep. Damron said that he does not have problems getting municipalities insured in the current market.  Ms. Spain said that smaller and infrequent issuers have the most problems.
Thomas Hoens of HRF Associates reported on what he called a meltdown of the financial guaranty industry, and he described HRF’s proposal to create a modified mutual insurance company.  He said that the HRF plan could provide reduced premiums because it would not be pressured to provide 15 to 20 percent rates of return to shareholders, as current financial guaranty companies are pressured to do.  He said that the HRF plan was founded on several principles, including that there is a crisis of confidence in the municipal market; municipal bond insurance premiums have skyrocketed due to lack of availability and perceived price gauging; and that problems must be addressed immediately and for the long-term, among other things.  He said that any plan must operate within the existing regulatory framework and that we should not wait for Congressional action.  He added that the HRF plan would require an initial capitalization of $25 billion and could be up and running in 90 days.

Mr. Kastellec said that it did not make sense to set up mutual insurance companies that could have potential conflicts of interest, and he noted that political pressure could influence underwriting standards.  He said that providing a reinsurance mechanism to the commercial market would be a more efficient strategy than setting up new government-supported entities. 
After further discussion, Mr. Hoens said there are several fundamental problems with a federal proposal to create a $250 billion guaranty fund.  Unless such a fund was structured as a “cut through,” he said, the underlying municipality would not achieve a AAA rating on its bond and would not benefit from lower interest costs.  He said that a guaranty fund would be temporary and that at the present time, only one company—Assured Guaranty, which he said is a Bermuda-based company—would benefit.   
ADJOURNMENT
There being no further business, the meeting adjourned at 5:30 p.m.

© National Conference of Insurance Legislators

K:/NCOIL/2009 Documents/2006510b.doc
PAGE  
5

