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The National Association of Mutual Insurance Companies (“NAMIC”) is pleased to offer 
comments to the Capital Markets, Insurance, and Government Sponsored Enterprises 
Subcommittee on systemic risk. 

Founded in 1895, NAMIC is the largest full-service national trade association serving 
the property/casualty insurance industry with more than 1,400 member companies that 
underwrite more than 40 percent of the property/casualty insurance premium in the 
United States.  NAMIC members are small farm mutual companies, state and regional 
insurance companies, risk retention groups, national writers, and international writers 
and are distinguishable by not only their size, but their diversity in business models and 
markets. 

NAMIC supports a reformed national system of state-based insurance regulation.  
NAMIC believes that oversight and supervision of systemic risk must complement, 
rather than duplicate or supplant, the existing regulatory structure.  Similarly, NAMIC 
urges Congress to focus on the products, activities, and market-oriented events and 
developments posing systemic risk. This is in contrast to an approach that would 
publicly identify and regulate “systemically significant institutions” based on size or 
perceived importance.  The property/casualty industry is highly competitive, well 
capitalized, and poses little systemic risk.  Congress should resist efforts, no matter how 
well intentioned, that would disrupt one of the well functioning bedrocks of our financial 
structure. 

Systemic Risk  

Traditional financial risk has focused on risks within the financial system; systemic risk 
focuses on risks to the financial system. Systemic risk refers to the risk or probability of 
breakdowns in an entire system, as opposed to breakdowns in individual parts or 
components. The precise meaning of systemic risk, however, is ambiguous; it means 
different things to different people, but must not be used to define the downturns 
resulting from normal market fluctuations. 

Some define systemic risk as the probability that the failure of one financial market 
participant to meet its contractual obligations will cause other participants to default on 
their obligations, leading to a chain of defaults that spreads throughout the entire 
financial system, and eventually to the nonfinancial economy generally.  This 
conception of systemic risk is likened to the risk of a chain reaction of falling 
interconnected dominoes.   

Others conceive of systemic risk as the risk of a major external event, or “macro shock,” 
that produces nearly simultaneous, large, adverse effects on most or all of the financial 
system (rather than just one or a few institutions) such that the entire economy is 
adversely affected.  In this conception of systemic risk, the threat to the system is a 
market-oriented crisis rather than an institution-oriented crisis.  Market-oriented crises 



Comments of the National Association of Mutual Insurance Companies  Page 3 
Perspectives on Systemic Risk 
March 5, 2009 
 

 

tend to begin with a large change—usually a decline—in the price of a particular asset; 
the change then becomes self-sustaining over time.   

The domino theory definition has little relevance to the current situation as the crisis was 
not caused by a single institution producing a contagion effect that spread to otherwise 
healthy interconnected institutions.  The macro-shock definition comes much closer to 
describing what has happened.   

Investors around the world suddenly realized that certain types of asset-backed 
securities and credit derivatives might not have been as safe as their ratings implied 
because of their (often hidden) exposure to risky subprime mortgages.  This sudden 
realization among investors was the large external shock that led to systemic failure, as 
the market for asset-backed securities suddenly dried up and intermediaries holding 
these securities were forced to sell them at distressed prices, leading to massive write-
downs and the freezing of the world’s credit markets. 

Inasmuch as the current crisis was caused not by the risky behavior of a single 
institution or even a small group of institutions, but rather by an exogenous event—a 
shock to the system—it is difficult to imagine how similar crises could be avoided in the 
future by focusing regulation on particular institutions that are presumed ex ante by 
regulators to be systemically significant, as opposed to potentially significant events in 
the market.   

Such market-oriented events, it must be noted, could come from any number of 
sources.  In the present crisis, while public attention has focused on the spectacular 
deterioration of certain large financial institutions, it was a common shock that led to 
their demise - a rapidly deflating housing bubble combined with a failure on the part of 
investors, intermediaries, and rating agencies to accurately assess subprime mortgage 
risk.  That failure was facilitated in part by the growth of the “originate to distribute” 
model of mortgage lending, which served to create a disconnect between the ultimate 
bearer of risk and the initiator of credit, thus reducing the incentive to understand and 
monitor risk.   

Future crises are likely to arise from other types of asset bubbles, or other instances of 
widespread failure by market participants in evaluating certain types of risk.  Past 
financial crises also suggest that market-oriented systemic risk is of greater concern 
than risk associated with supposedly systemically significant institutions.  For example, 
the 1987 stock market crash was not precipitated by any particular institution or group of 
institutions, nor was it the proximate cause of the failure of any large bank.  Instead, it 
was a market-oriented crisis that was viewed— at the time and since — as an event 
with potentially systemic consequences that warranted official sector intervention.  In 
addition to the 1987 stock market crash, examples of such crises might include the 
widening of interest rate spreads and decline in liquidity following the collapse of Long-
Term Capital Management in 1998 and the collapse of the junk bond market in 1989-90.   
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Creating a systemic risk regulator focused on particular institutions designated as 
systemically significant would do little to prevent a recurrence of the type of market-
oriented systemic breakdown that has led to the current crisis, and which is likely to be 
the cause of future crises.  Moreover, such an approach could have harmful side 
effects, particularly for the property/casualty insurance industry and its consumers if 
certain property/casualty insurance companies are deemed systemically significant and 
are regulated as such. 

The majority of the entities under scrutiny for systemic risk are regulated by one or more 
federal or state regulators.  The underlying operations of these entities are complex and 
regulatory supervision requires a high level of expertise in the specific business.  As 
such, it is imperative that any regulatory model coordinate and complement the existing 
supervisory bodies. 

Systemic Risk in the Insurance Industry 

In the wake of problems facing the financial services industry, there have been calls for 
the creation of a federal or international systemic risk regulatory body.  As a trade 
association that represents property/casualty insurers, NAMIC’s primary concern is the 
potential impact of institution-oriented systemic risk regulation on our member 
companies and the consumers they serve. 

The six primary factors that affect the probability that a financial institution will create or 
facilitate systemic risk are leverage, liquidity, correlation, concentration, sensitivities, 
and connectedness.   

• Leverage 

Very few property/casualty insurers use commercial paper, short-term debt or other 
leverage instruments in their capital structures, a fact that makes them less 
vulnerable than highly leveraged institutions when financial markets collapse.  
Because of their basic business model (explained more fully below) and strict capital 
requirements imposed by state regulators, property/casualty insurers are much more 
heavily capitalized, in terms of their asset-to-liabilities ratios, than banks and hedge 
funds.  For these reasons alone, the banking system’s perennial moral hazard of 
being “too big to fail” has no equivalent in the insurance industry.  This, of course, is 
a completely different model than the banking world where leverage is a central 
component of the enterprise.   

• Liquidity 

Unlike most other types of financial institutions, the nature of the products that 
property/casualty insurers provide makes them inherently less vulnerable to 
disintermediation risk. While banks are exposed to the risk that customer 
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withdrawals can exceed available liquidity, the risk of a liquidity shortfall is minimal 
for insurance companies.  Insurance companies are financed by premiums paid in 
advance, and payments are subject to the occurrence of insured events.  Insurance 
policies are also in force for a contracted period of time, the terms of which are 
agreed to by both parties. If an insurance customer cancels a policy before the end 
of the contract, the premium is refunded on a pro rata basis and coverage is 
canceled.  Whereas bank liabilities are short-term and assets are long-term, the 
converse is true of insurance, which has liquid assets but longer-term liabilities.  
Thus, for both business and regulatory reasons property/casualty insurers carry a 
liquid investment portfolio.  As long as the insurance company has built up reserves 
and its investments are calibrated to match the statistically anticipated claims 
payments, there is no liquidity risk and no possibility of a “run on the bank” scenario.   

• Correlation 

Property/casualty insurers use underwriting tools specifically designed to identify 
and control certain types of correlation, including market concentration, in order to 
control catastrophe and underwriting exposures. Identifying and managing risks are 
at the core of insurance; these tools allow insurers to accurately price and 
underwrite risk.  The side benefit of rigorous underwriting is a reduction in systemic 
risk exposure.   

It is also important to note the difference between asset backed securities and other 
derivative products, where the underlying risk is financial or market (such as credit, 
price, interest rate, or exchange rate), and property/casualty insurance, where the 
underlying risk is a real event, such as an automobile accident, fire, or theft.  While 
the former risks are likely to be correlated, in that they will be affected by similar 
cyclical economic or financial factors, the latter are largely individual, non-cyclical, 
idiosyncratic risks.  Banking risks are often highly correlated, particularly in economic 
downturns.  Traditional insurance, in contrast, pools uncorrelated, idiosyncratic risks, 
and is not subject to systemic crises in the same way as banks. 

• Connectedness/Sensitivities/Concentration 

Property/casualty insurers manage concentrations of investments and have 
regulatory limitations on both the type and concentrations of the assets in which they 
invest.  These realities have the effect of reducing the property/casualty insurance 
industry’s connectedness and sensitivity to the actions and conditions of other 
sectors of the financial services industry. 

The one possible exception to this rule is the small subset of monoline financial 
guaranty insurers that offer specialized products such as bond and mortgage 
insurance.  Because financial guaranty insurance is by definition directly connected 
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to financial products, it is conceivable that these specialty insurers could play a role 
in propagating systemic risk.   

The aberrant business model of financial guaranty insurers, however, hardly 
provides justification for subjecting mainstream property/casualty insurers to 
systemic risk regulation.  While property/casualty insurers, like virtually all investors, 
have suffered investment losses, no financial contagion has spread throughout the 
industry or to other financial markets. Even where a property/casualty insurer is held 
by a holding company that also holds other types of financial services companies, 
regulatory restrictions designed to protect policyholders operate to “ring-fence” the 
property/casualty insurer’s capital and protect it from incursions caused by any 
problems of the other subsidiaries.  

Unlike lightly regulated financial institutions such as investment banks and hedge 
funds, most of the obligations of property/casualty insurers are protected by the 
insurance guaranty fund system.  This nationwide system, which is financed by the 
property/casualty insurers of each state, reduces the systemic impact of any failing 
property/casualty insurer by providing most customers or claimants assurance that 
the insurer’s obligations will be satisfied on a timely basis. 

Risk Regulation in the Property/Casualty Insurance Industry 

Insurers are subject to strict financial and market regulation by the states. State statues 
give insurance regulators authority to supervise and regulate the financial condition of 
insurers licensed to do business in their state and to review market practices.  Almost all 
states have adopted, either through statute or regulation, the financial regulation 
requirements in the National Association of Insurance Commissioners (“NAIC”) 
Financial Accreditation Standards program, including the NAIC‘s annual and quarterly 
financial statements, accounting manual, auditing and actuarial requirements, risk-
based capital and examination model laws.  Accounting standards for insurers are 
significantly more conservative than other financial institutions.  Statutory Accounting 
Principles (“SAP”) focus on solvency and as a general rule recognize liabilities earlier 
and/or at a higher value and recognize assets later and/or at a lower value than 
traditional General Accepted Accounting Principles (“GAAP”).   

In addition to more conservative accounting standards, insurers must maintain minimum 
levels of capital and surplus. In the early 1990‘s the NAIC developed a system that 
prescribes capital requirements corresponding to the level of risk of the company‘s 
various activities. The risk-based capital (“RBC”) formulas apply separate charges for 
an insurer‘s asset risk in affiliates, asset risk in other investments, credit risk, 
underwriting risk, and business risk and each formula recognizes the correlation 
between various types of risk.  The Risk-Based Capital Model Law also establishes 
levels of required company and/or regulatory action, ranging from the company 
corrective action to regulator termination of the entity.  While the RBC system is 



Comments of the National Association of Mutual Insurance Companies  Page 7 
Perspectives on Systemic Risk 
March 5, 2009 
 

 

intended to prescribe minimum capital levels, it also functions as an early warning 
system. 

In addition, the state regulators participate in the NAIC Financial Analysis Working 
Group.  This group of regulators and NAIC staff focus on the financial condition of 
nationally significant insurers.  This process, which is confidential, provides regulatory 
peer review of the actions domiciliary regulators take to improve the financial condition 
of larger insurers.  

The failure of the financial services divisions of American International Group (“AIG”) 
has caused some commentators to question the adequacy of insurance regulation. 
However, it is imperative to note that the financial and regulatory failures of AIG 
occurred outside the state-regulated insurance divisions.  AIG is a holding company 
with around 200 corporate affiliates, about 71 of which are life and property/casualty 
insurance companies.  The insurance units are well capitalized, properly regulated and 
highly rated.  The insurance assets remain solvent and valuable and are serving as the 
primary assets used as collateral for the government’s massive investment.  The credit 
default swap and derivatives transactions were not insurance and were effectuated 
outside the insurance divisions by the holding company in the financial products 
divisions.  The holding company was regulated by the federal Office of Thrift 
Supervision.   

Potential Consequences of Institution-Oriented Systemic Risk Regulation 

Systemic risk regulation and oversight focused on particular institutions based on size, 
nature of business or perceived significance may well miss market-oriented events and 
trends that are the true sources of systemic risk.  Some commentators have suggested 
that systemic risk regulation should focus on particular financial institutions that are 
considered to be “systemically significant.”  While the criteria for determining which 
companies are systemically significant are unclear at this point, most proponents of this 
approach seem to have in mind companies that are thought to be  “too big to fail” or “too 
interconnected to fail.”   

The act of publicly identifying and regulating “systemically significant institutions” is 
likely to have unintended negative consequences, particularly if property/casualty 
insurance companies are among the institutions designated as systemically significant.  
If an insurance company is deemed systemically significant, investors and consumers 
will see it as an official declaration that the company will not be allowed to fail.  This is 
because the whole purpose of regulating systemically important insurers is to prevent 
them from failing, since their failure would have an adverse systemic impact on the 
financial system or the economy generally.   

It seems quite likely that insurers designated as systemically important would gain a 
competitive advantage over other insurers.  Companies carrying the official 
“systemically significant” designation would be able to attract more customers and 
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investment capital than their rivals, thanks to the perception that “systemically 
significant” insurers will be backed by the federal government.  Moreover, the implicit 
guarantee of a government bailout for systemically significant insurers would create a 
moral hazard that could manifest itself in regulatory arbitrage, a strategy of identifying 
and exploiting loopholes in the systemic risk regulatory apparatus that would enable the 
company to engage in riskier (but potentially more profitable) underwriting or investment 
practices. 

To counteract the moral hazard produced by the “systemically significant” designation, 
the systemic risk regulator might err on the side of caution by preventing systemically 
significant insurers from engaging in any business practice that, in its view, could even 
remotely contribute to systemic risk.  Overly restrictive regulation of this kind could 
decrease the availability of insurance coverage while increasing its cost. 

While systemic risk poses economic costs, so does regulation.  The costs, both direct 
and indirect, of a systemic regulatory system could be high and care must be taken to 
avoid situations in which the costs outweigh the benefits.  In addition to the direct costs 
of additional regulation, Congress must be wary of the moral hazard and disruption of 
the efficient evolution of markets which can result from inappropriate regulatory 
intervention.   

Effective Systemic Risk Regulation 

NAMIC believes that regulators should work to identify, monitor, and address systemic 
risk.  However, a systemic risk regulator should complement existing regulatory 
resources.  Furthermore, NAMIC does not believe that the business or legal 
characterization of any institutions should be used as a basis for assessing systemic 
risk.  Oversight and regulation of systemic risk should focus on the impact of products or 
transactions used by financial intermediaries. 

Attempting to define and regulate “systemically significant institutions” on the basis of 
size, business line, or legal classification – such as including all property/casualty 
insurers - would do little to prevent future financial crises.  Indeed, a regime of systemic 
risk regulation that is institution-oriented rather than focused on specific financial 
products and services could divert attention and resources from where they are most 
needed, while at the same time producing distortions in insurance markets that would 
be harmful to consumers.  

The next crisis will likely arise from a set of circumstances quite different from those that 
produced the current crisis.  However, at this time there is no evidence that the 
property/casualty insurance industry contributes any substantial amount of systemic risk 
to the global financial system.  A new systemic risk regulator should not be tasked with 
supervising property/casualty insurers that are arbitrarily presumed to be “systemically 
significant.”  Instead, any new systemic regulatory system should be given the flexibility 
to adapt to changing developments in the marketplace, and to anticipate events that 
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could potentially cause a cataclysmic shock to the financial system and the broader 
economy.    

NAMIC member companies understand that federal policymakers must have better 
information about the insurance industry, and confidence in the financial health of 
property/casualty insurers.  To that end, NAMIC has supported the creation of a federal 
Office of Insurance Information.  That measure, coupled with effective systemic risk 
regulation, could accomplish important policy objectives that are not currently being 
met. 

Conclusion 

NAMIC supports a strong, transparent, market economy.  We encourage the 
Subcommittee to fully explore all options for addressing the various challenges, 
including systemic risk, confronting the nation’s economy.   As the Subcommittee and 
Congress evaluate solutions, NAMIC, on behalf of our member companies and their 
customers, encourage members to carefully weigh the cost-benefit of proposed 
regulatory processes.  It is critical that any solution address real regulatory gaps, 
without implementing duplicative and ineffective new regulations where none are 
needed.   
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