Framework for Regulation of Insurer Investments - A Holistic Review

Executive Summary

* Recent initiatives to address gaps in the regulatory framework for insurer investments have
received much attention by a variety of stakeholders.

* While the broader commentary has included many misconceptions around these initiatives,
it has also included constructive feedback with themes and observations that many
regulators have shared.

« At the most basic level, the question has arisen - what is the most effective use of
regulatory resources in the modern environment of insurance regulation for
investments?

« The historical focus of the SVO has been on risk assessment of individual securities, with
filing exempt securities blindly reliant on credit rating providers (CRPs) for designations.

e The SVO currently lacks the tools to provide due diligence and assessment over the use and
effectiveness of CRPs, or to conduct enterprise- or industry-wide risk analytics.

» Rather than a framework that utilizes valuable SVO resources to prioritize synthesizing CRP
functions, a more effective use of those resources would be to prioritize the establishment
of a robust and effective governance structure for the due diligence of CRPs.

» Further, with investmentin modern risk analytics tools, the SVO could provide invaluable risk
analysis capabilities to better support the risk-focused approach to supervision, at both a
micro- and macro-prudential level.

e This memo provides concrete proposals envisioning a modernization of the role and



While this goal is largely accepted by all interested parties as being necessary, the details of various
proposals and the processes by which they have been undertaken have received an immense
amount of attention from industry, other supervisory stakeholders and special interest groups, with
stark divides in approval or disapproval of various initiatives. The collective commentary has
included a significant amount of constructive feedback and valid critique, but has also been marked






(4)

increase staffingo include analysts with investment actuarial and risk management backgrounds
that can provide dedicated investmentlated support to riskbased capital and reserving teams,
understanding the key functions of asdigbility management and resulting portfolio impacts.
Changes to this centralized investment expertise at the NAIC will be determined based upon the
needs of regulators.

Enhance structured asset modeling capabilitiesline with #3 with less focus on individual
designation production, but in support of the CRP due diligence function (can provide tools for
validation of CRP designations), company and industry stress testing, and emerging risk
identification Provide additional resources to SSG to continue to build this capability, inclusive
of




(2) Investment actuarial staff can provide key recommendations to enhancements to asset adequacy
testing based on investment characteristics identified.

SAPWG:

(1) No direct impact to implementation of the bond project outside of establishment of a working
group that can assess specific assets for reporting purposes.

RBARE:

(1) Increased investment actuarial and risk management could provide key support to establishment
of structured asset RBC factors given the cfasstional understanding of investments and RBC
parameters.

B. RiskBased Capital for Investments

The project to review RBC factors for investments remains ongoing but has made considerable
strides with the formation for the RBC-IRE Working Group in 2022 and the engagement of the
American Academy of Actuaries to begin developing factors for CLOs. As this project moves forward,
the following guidelines should be considered:

(1) Secondarily to the emphasis on ensuring insurer solvency, changes in RBC factors
should consider market impacts and consistency across asset classes inin determining
when and how to implement such changes. While perfection under a principle of “Equal
Capital for Equal Risk which includes consideration of tail risk” is likely unachievable, it
should nevertheless be a goal to create consistent standards to the highest degree
practicable. For example, the current work at RBC-IRE is appropriately beginning with
studying CLOs for developing RBC factors for structured securities. It is possible that new
factors for CLOs would be available before a determination has been made for how to
extrapolate a framework to other types of structured securities. As the phases of this project
progress, care should be taken to consider the impacts of changing factors for an asset class
while similar asset classes may remain unchanged. Factors to consider may include impacts
to asset allocation and financial markets, in balance with the level of urgency of regulatory
action.

(2) The RBC-IRE Working Group should consider and address areas where inconsistencies in
treatment across asset classes incentivize a particular legal form . The RBC-IRE Working
Group should coordinate with the SAPWG where needed on this item. A key example of this
is private credit funds, where the underlying assets are fixed income, but regulatory barriers
frequently prevent them from receiving a fixed income capital charge, instead assigning an
equity factor. This requires insurers to structure such investments into bond-form through
securitization in order to receive a fixed income charge, which may “overcorrect” and lead
to capital arbitrage . Developing an avenue for such assets to receive a capital charge
commensurate with the underlying asset risk would significantly reduce the need to form
structured securities out of many types of private fixed income assets.
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INVESTMENFRAMEWORK
RECOMMENDED WORKAN FORHE FINANCIAL CONDITION (E) COMMITTEE

In early 2024, the Committee formed a drafting groupjcshihamong other things, developed this wopkan to
guide the implementation of thénvestment Framework.

NOTE Thiswork planisintended to be avorking document Additional action plans may be added, and current
action plans may evolve as more information becomes availdahledrafting group will provide updates tahe
Committee, including the worglan, on a regular basis.

Core Principles
(1) The goal of the Framework is to set a ldagn, strategic direction for investment regulation and ensure

current and future initiatives are thoughtfully coordinated and supportive of this holistic direction. It does not
have an objective of reachinigchnicalconclusions on ongoing initiatives.

(2) The primary objective of the Framework and all supporting initiatives is to ensure state insurance regulators
have appropriate tools to ensure the solvency of insurers. While other impacts will be assessed in the design
and implementation of current and future initiatives, theyll be secondary to ensuring insurer solvency.

(3) Ongoing work will continue without delay or pause. Current workstreams are directionally consistent with the
Framework and produceerative feedback tanform future progress toward its objectives. As is always the



Action Item #3

Consistent with the commitment not to pause or delay any of the current workstreams, the Committee will ensure
implementation of the Framework in parallel and without interferengith the work thatthe Valuation of
Securities (E) Task Force and the Beséed Capital Investment Risk and Evaluation (E) Working @reup

developingrelated to the FrameworkThis workbeing completed by these groufsorkstream$ is directionally
consistent with the FrameworKiherefore the
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