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Summary: 1n 1999, the State of New York passed Regulation 163, which governs the use of
derivatives by insurance entities. The regulation is now in effect and has a far-reaching impact
on both domestic and out-of-state insurers desiring to use derivatives in their investment
strategy. Before Regulation 163, New York’s laws, regulations, and circular letters severely

restricted the use of derivatives for companies licensed in the state.

This session provides an overview of Regulation 163, including the limits on different types of
derivative activities, the Derivative Use Plan (DUP) required by New York, and the reporting
and control requirements. Presenters discuss the requirements for successfully implementing
Regulation 163 and the general experience of New York-licensed companies that have filed
DUPswith New York.

MR. ANSON J. (JAY) GLACY: Thetopic we'll discussisthe brand-new New Y ork law on
derivatives and its accompanying Regulation 163. | think we have atop-notch panel of experts
in the thick of Regulation 163.

| am from Ernst and Y oung and will be the moderator of thissession. At Ernst and Y oung, | am
responsible for capital markets risk management for insurance companies, hel ping them manage
risk on both sides of the balance sheet. Thefirst speaker is Mike Moriarty.
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2000 Valuation Actuary Symposium Proceedings 2

In October of 1999, Mike was appointed the director of financial solvency strategy at the New

Y ork Department. In addition, he oversees development of new initiatives to enhance the
financial solvency oversight of licensed insurersin New York. Theseinitiatives include
accelerating the trends towards reliance on risk-based analyses, monitoring of risk management
by insurers, and coordinating the Department’ s policy on insurance securitization. Mike also
participates in task forces and working groups of the NAIC. He currently represents the New

Y ork Department as vice chairman of the NAIC Insurance Securitization Working Group, which
is charged with developing a regulatory response to the developments in the securitization of
insurance risk. Mike received his B.S. degree in accounting from CUNY and holds an Associate
degree in reinsurance and an associate degree in insurance, accounting, and finance from the
Insurance Institute of America. Heis currently pursuing a Chartered Property and Casualty
Underwriter (CPCU) designation.

Tom Workman is the president and chief executive officer at the Life Insurance Council of New
York (LICONY). Until September of 1999, he served as Chair of the Insurance Law Department
in the Ohio law firm of Bricker and Eckler, based in Columbus. Tom received his B.S. degree in
business administration and his J.D. degree from Ohio State University. He has been admitted to
the Ohio Bar. He served aslegidlative counsel to the Association of Ohio Life Insurance
Companies from 1973 to 1999. He' s apast chair of the Board of Directors of the Federation of
Regulatory Counsel and of the Life Insurance Law Committee of the American Bar Association.
In addition, he currently is chair of the Insurance Law Section of the Association of Life
Insurance Counsel and atrustee of the Griffith Foundation on Insurance Education. Finaly, Tom
also serves as director of Westfield Companies, aleading regional family of property/casualty

insurance companies headquartered in Westfield Center, Ohio.

I’ll begin with an overview of Regulation 163 to bring all of us up to speed on what this new
regulationisal about. Then I'll turn things over to Mike Moriarty from the Department who
will give hisviews. We will finish up with Tom Workman who will provide the perspective on

Regulation 163 from the New Y ork life companies standpoint.
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Let me start off with abrief overview of the regulation. First, the textbook definition of
derivative is a contract whose value or payoff depends on the movements of some underlying
price or index. Essentially, aderivative isan instrument or a contract that derivesits value from
something else. In the insurance industry, typical derivatives are swaps, swaptions, options, cap
contracts, and others. The typical underlyings that you will encounter in the insurance industry
are the Standard and Poor’ s (S& P) 500, the London Interbank Offered Rate (LIBOR) and various
points on the Treasury yield curve. Note that Regulation 163 and its governing law do not
contemplate embedded derivatives, which are derivative-like features contained in convertible
bonds, equity-linked notes, and insurance contracts. So they’re off the table, as are collateralized

mortgage obligations (CMOs).

In 1999, the legislature in New Y ork passed a new Section to Article 14 of the New Y ork Law,
Section 1410. The new section addresses derivative transactions and derivative instruments. The
changes to the law were effective July 1, 1999, requiring an involved compliance timetable after
that. The new law and its accompanying regulation apply to domestic and foreign insurers and
reinsurers licensed to do businessin New York. We've seen, and it is no surprise that the new
New Y ork law and regulation are setting a precedent for other states, like Connecticut, that have

followed with asimilar law and regulation.

From my perspective, Section 1410 is more in the spirit of a prudent-man approach, as opposed
to a pigeon-hole approach. One of the motivations for the new law isto permit more flexibility
on the part of insurersin the use of derivatives and hedging activities. A second motivation isto
modernize the regulatory machinery controlling derivatives. Third isto establish and apply
consistent governance to both life and property/casualty companiesin their use of derivative
instruments. A final motivation is to loosen onerous restrictions on derivatives usage. For
example, equity derivatives previously were prohibited by the state of New Y ork and now they're
not. Also, under the new law, derivatives might be used for hedging or for certain limited
income generation purposes. The new law requires the Board of Directors, or a duly appointed
committee of the Board of Directors, to authorize the usage of derivatives by the insurance

company. It requires something brand new, a Derivative Use Plan (DUP), to be developed by
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the company and submitted to the Department for approval to enable the company to use
derivatives. Finally, aderivative position used for hedging can only be maintained so long as it
continues to be effective. In the absence of effectiveness, the position needs to be liquidated,

unwound, or sold.

Section 1410(b)(5) of the new law is a controversial section, at least from the standpoint of the
Big Five accounting firms, of which I’'m amember. This section requires a CPA firm to assess
theinternal controls of the insurer. There salot of controversy now about this section, as
accountants and auditors try to understand the level of attestation that it requires. Note that the
certain limited income generation that | mentioned before is only permitted for covered cals.
Section 1410 specifies aggregate position limits, both in terms of dollars and in terms of
counterparty relationships. Finaly, the new law authorizes Regulation 163 to establish the

content of the DUP, which will be the primary focus of this session.

While the new law isflexible and is consistent with a prudent-man approach to the regulation of
derivatives usage, it does enforce some reasonable limits on aggregate positions. The statement
value of option-like instruments owned by the insurance company must be less than 7.5% of
admitted assets. Option-like instruments, as defined in the law, are derivative contracts that
require an up-front outlay. The statement value of option-like instruments written must be less
than 3% of admitted assets. Finaly, the “potential exposure’ of forward-like instruments must
be less than 6.5% of admitted assets. Forward-like instruments are ones like forwards, futures,
and swaps that don’t require an initial outlay on the part of the purchaser. The law has defined
thisthing called “ potential exposure,” which, if you analyze it, is about 0.5-1% of the notional

amount of these contracts.

There are also aggregate limits on counterparty exposures. Exposure to a single nonqualified
entity must be less than 1% of admitted assets. Exposure to al nonqualified entities must be less
than 3% of assets. Thelaw exerts no limit on exposure to qualified counterparties. Exposureis
defined as the sum of statement value and potential exposure. A qualified counterparty isa
registered broker/dealer with net capital greater than $250 million or a bank-rated AA or above
with assets greater than $5 billion and atotal capital ratio of at least 6%.
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As | mentioned, Section 1410 of the law empowers the Department to promulgate Regulation
163. Regulation 163 first defines the relevant terms, like potential exposure and qualified
counterparties. More importantly, Regulation 163 specifies the content of what a DUP should
include. First of al, Regulation 163 requires the Board of Directors or a duly-authorized
committee of the Board of Directorsto issue a resolution authorizing the use of derivatives by the
company. Second, Regulation 163 requires a DUP to include management oversight standards,
which enunciate the risk management program, upon which the insurance company has
embarked. Third, Regulation 163 requires the DUP to contain internal control procedures, the
procedures and practices that surround derivatives transactions, and the controls that the
insurance company places on them. Fourth, Regulation 163 requires documentation and
reporting requirements to be included in the DUP. These are the particulars surrounding
derivatives transactions. Finally, Regulation 163 identifies the appropriate accounting standards

for derivatives contracts.

Management oversight standards, as | mentioned, relate to the risk-management program and
apparatus that the insurance company has put in place. First of all, these standards establish
limits on identified risks as they relate to the usage of derivatives. Second, they establish
functional systems for managing risks, involving identification, measurement, and mitigation.
Third, these standards spell out the Board of Directors responsibilities as they relate to
derivatives. First, the Board of Directors has responsibility for overseeing the entire risk
management process. Second, the Board of Directorsis responsible for establishing and
enunciating risk tolerances for the company. Third, the Board of Directors has aresponsibility to
assess strengths and weaknesses in the risk management infrastructure and to take remedial

action if it finds weaknesses in said program.

Internal control procedures relate to the procedures and practices surrounding the actual
derivative transactions. They contemplate the establishment of an adequate control environment.
I’ve listed the specific elements that Regulation 163 identifies as being the appropriate standards
to appear in aDUP. First is valuation machinery for performing the appropriate mark-to-market
for the derivative positions. Second is effectiveness testing capability for ensuring that derivative
instruments continue to remain effective in their hedging purposes. Third is the assessment of
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counterparty exposures and credit risk on over-the-counter (OTC) contracts. Fourth is assurance
that people, processes, and systems (the infrastructure) that the company hasin place are
adequate. Fifth isongoing reporting capabilities relating to the actual transactions that occur and
controls over them. Sixth isappropriate legal authority relating to OTC contract enforceability.
Seventh is certified public accountant (CPA) assessment of internal controls.

Finally, Regulation 163 requires a DUP to include transaction-specific documentation covering
the purpose for the derivative, what the hedged item is, what the hedging instrument is, and who
the counterparty or the exchangeis. Regulation 163 also spells out briefly the governing

accounting standards for derivatives.

That’sabird’ s-eye overview of Regulation 163. Let me turn the proceedings over to Mike who
will provide a perspective from the Department.

MR. MICHAEL J. MORIARTY: I'm an accountant by trade, but I’ ve worked for the
Insurance Department for 20 years. | know how important actuaries are to the insurance
profession. | have athree-year-old at home, and I’m trying to convince him to be an actuary.
When | put ayellow blanket and a blue blanket in front of him, though, he goes to the yellow
blanket, so | think he' s going to be a casualty actuary.

What I'd like to do is review the thought process behind the law and the regulation; in other
words, what were we thinking when we put this draft together with the help of industry and with
the help of the legidature. I'll go over what the regulation calls for in derivative use plansin
very broad terms. Jay did agood job of going over alot of the detail, and I'll try to avoid being
redundant. I’'m going to describe the department’ s experience in processing the derivative use
plansto date. | seethe pros and the cons of the process. Finally, I'm going to wrap it up with
what | see happening on agoing-forward basis. There are some improvements that we have to

make in the regulation and in the processing of the derivative use plans at the Department.

As Jay indicated, the governing statute is Section 1410 of the New Y ork Insurance Law. It'sa
law that was enacted by the legislature in Albany. We had to go up and lobby the law with the
help of industry. In New Y ork and in other states, the law establishes the very broad authority,
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and then the Insurance Department promulgates a regulation that goes into some detail in
clarifying what is required under the provisions of the law. Regulations are drafted by the
Insurance Department and have the full force and the effect of law. They generally leave less
leeway for interpretation than alaw does, and they can certainly be changed alot more easily
than statute can be changed.

Section 1410 of the law was enacted in July of 1999. It has atransition period whereby
companies had until December 31, 1999 to come into compliance with the new law. It's
applicableto al property and life insurers. Health insurersin New Y ork are not permitted to use
derivatives at this point. Section 1410 establishes the same requirements for a property and
casualty company and for alife company and, as Jay indicated, it limits the use of derivativesto
hedging or to covered calls for income enhancement. Section 1410 is applicable to domestic and
to nondomestic insurers. To nondomestic insurers, both foreign and accredited reinsurers, the
law is applicable on a substantial compliance basis. Foreign-licensed insurers, which are insurers
domiciled in another state but licensed in New Y ork, can do derivatives not authorized under
Section 1410 if they are permitted to do these derivatives under their home state law. However,
the insurer must still file a DUP with the New Y ork Department setting forth two things: oneis
what those derivative transactions are; the second is the statute in its home state that allows the

insurer to do those derivatives.

We changed the law for many good reasons. The Department supported the effort to change the
law. We drafted the initial law and received feedback from the industry. Then both the
Department and the industry went to the legislature together. The Department believes that
insurers should be permitted to use derivatives. Derivatives, if used correctly, are a valuable tool
for insurance companies. They can be used to hedge risk and to contain cost. Insurers, like other
playersin the financial servicesindustries, whether banks, investment banks, or securities firms,

need the ability to use derivatives on alevel playing field with these other players.

With that authority, though, comes a certain amount of responsibility. The law, prior to July
1999 contained some critical deficiencies. There was an inconsistent authority between life and

property/casualty (P& C) insurers. If you were alife insurer, you went to a section of Article 14
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and had completely different requirements than a P& C company that went to another section in
Article 14. The new law remedies this by establishing the exact same requirements for a

property or alife company.

The old law had limitations on the types of derivatives insurers were permitted to use. Property
and casualty companies were essentially limited to using exchange-traded derivatives. They
could not use any over-the-counter derivatives. The new law remedies this by allowing
insurance companies to use basically any kind of derivative, whether it be exchange traded or
whether it be over the counter, and that’s a big change. The over-the-counter derivatives market
isgrowing, and it allows insurance companies alot of flexibility to devel op derivatives that

servestheir strategy.

There were inappropriate measures of limits on the amount of derivative transactions that can be
affected. For example, property and casualty insurers could hedge 15% of their invested assets.
It didn’t matter what derivative instruments were being used to hedge those assets. They could
have been using put options to hedge their equity portfolio. Put options have little risk, other
than the risk of losing the premium that you pay for the put options. Conversely, they could be
using interest rate futures to hedge interest rate risk. Interest rate futures are much more volatile.
The old law did not make any distinction. An insurer could hedge 15% of its assets with
whatever derivativesit chose. The new law addresses this by setting different limitations for the

broad categories of derivatives that are used in the marketplace.

If you use an option type of derivative, the l[imitation is based upon the statement value of that
option. If forwards, futures or swaps are used, the limitation is based upon a cal culation of
potential exposure. The latter types of derivatives tend to be more volatile, and potential

exposure is a better measurement for regulatory purposes.

Finally, under the old law, there was an inconsistent application to the nondomestic licensed
insurance companies. For lifeinsurers, the law only applied to domestic insurers. Foreign
insurers did not have to file any notice under the old law, and they were not given any surplus
penalty if they used derivatives that were not permitted under the New York law. Conversely,

the property and casualty regulations applied to both domestic and foreign insurance companies.
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Furthermore, under the old regulation, foreign licensed property and casualty insurers could not
use derivatives that were not permitted under New Y ork law, even if the derivatives were
permitted under the insurer’ s domestic state law. We found that position to be unworkable
because New Y ork has many large property and casualty insurance companies that were
permitted to do a wide range of derivatives under their home state law. The Department was not
going to take away their license, especially for some of these big players, just because they were
using derivatives that were not permitted under New Y ork law. The new Section 1410 corrects

all of these deficiencies to some degree.

Now let me try and go over the thought processin the new law. First of al, it’s predicated upon
prior approval. Before we alow an insurance company to do derivatives, both the Department
and the legislature wanted to be assured that the insurance company has demonstrated that it has
the wherewithal to do derivative transactions. Prior approval has pros and cons, which I'll go

into later.

Second, the regulatory process established under the law places a very strong reliance on
effective corporate governance, on management oversight, and on internal controls. We had
talked to the banking regulators at the Federal Reserve and at the Office of the Comptroller
Currency (OCC) before we drafted the regulation. It isthe banking regulators perspective that
the approach established in the regulation is the most effective way to regulate derivative
activities. You can't regulate derivatives on a transaction-by-transaction basis. You can’t

regul ate derivatives on aretrospective basis. So the only meansto effectively regulate thisis to
make sure that the company is establishing prudent oversight standards in their own shop prior to

engaging in derivative transactions.

Once the derivative use plan is approved, the Department intends to monitor adherence via
limited risk-focused examinations. Y ou want to make sure that what is set forth in the
derivative-use plan is being adhered to. Thiswill be arisk-focused examination. Derivative
operations will not be looked at in every examination. We will only do it if the volume of
derivative activity is material, or if we get a sense that there are problems with the derivative

activity. Finally, as Jay alluded to, we will look to athird party review. Thereis arequirement
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under the law that the CPAs|ook at the internal controls relative to derivative transactions on an

annual basis.

Jay went into alot of what Regulation 163 requires. It expands on the management oversight
standards, the internal controls, and the documentation required under the statute. The regulation
tries to establish a best-practices type of layout with respect to these three items: the
management oversight, the internal controls, and the documentation. Most of what isin the
regulation are pretty accepted practices by companies using derivatives. We look for a periodic
valuation of derivatives. We look to make sure that the company is managing the effectiveness
of the hedge. Welook for certain credit risk management policies, so that if you' re dealing with
counterparties, there are limitations on the counterparties that present the highest risk. You
combine this with your other credit risk management when you’ re buying bonds and other
securities. Regular reports to management and a legal review of derivatives to make sure there's
enforceability are other standards that are called for. There’'s nothing in the regulation that the

industry objected to in substance.

As Jay indicated, the regulation defines certain terms, and it prescribes the accounting guidance
to be used for derivative transactions. With respect to accounting guidance, the Department
adopted the NAIC rules on accounting for derivatives, which are set forth in the Codification of
Statutory Accounting. This guidance is consistent with accounting used by the other states. That
could all change as the NAIC beginsto look at the implications of FAS 133 and how that’s going
to interact with existing NAIC guidance. Nonetheless, insurance companiesin New Y ork will

now be required to follow the NAIC guidance.

There are eleven guidelinesin Section 178.4B. We look for these eleven guidelines when we
review aDUP. I’'ll go through some of them. The plan should address the type and the
diversification of derivative instruments, limitations on counterparty exposure, limitations on the
use of derivatives, asset/liability management (ALM) practices with respect to derivative
transactions, liquidity needs with respect to derivatives, how they affect the liquidity policy of the

insurance company, and the policy objectives of management with respect to derivatives.



11 New York Regulation 163: Insurer’s Derivative Activities

In addition, we look for the board of directors or acommittee of the board to establish acceptable
levels of risk. If the board or the committee sets forth risk measures with respect to a variety of
risks, we expect them to be included in the DUP, if these risks are applicable to the derivative
operation. Finally, there' s a statement of compliance. Basically, the board and the committee

affirm that they will comply with the standards of the law.

The DUPs need not follow the format of the regulation. In a certain respect, it was never
intended that companies would need to write new derivative use plans in order to comply with
Regulation 163. If an insurance company had aready addressed all of the issues set forth in the
regulation in an existing derivative use plan, in its investment plan or in its practices and
procedures, we thought that a company could just pull that up, submit it, and then we could
review that. What we found out was that while many of insurance companies had guidelines and
practices that effectively would have met the requirements, these practices either were not
documented or were not approved by the board of the committee. They were kind of “ defacto”
practices and procedures. We heard from the companies that they had to rewrite these into a

derivative use plan.

All the guidelines should be addressed in the DUP. If the standards are not applicable, this
should be set forth in a cover letter, explaining why the standards do not apply. When we look at
the DUP, we look for adherence or a mention of the guidelines. Clearly, there are instances
where the guidelines are not applicable. For example, the regulation requires that you have a
system to value your derivatives. If all you're doing is using exchange-traded covered call
options, you do not need an in-house valuation system. Exchange-traded options have areadily
accepted market value on adaily basis, and that is an acceptable method of obtaining avalid

valuation.

We are trying to be flexible with respect to DUPs, and that has led to some of the problems
because companies don’t quite know exactly what the Department is looking for. Sometimes
they overaddress issues, and many times they try and underaddressissues. They wind up going

through alot of back and forth between the companies and the Department.
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With respect to the Department’ s experience with derivative use plans, we received plans from
over 150 insurance companies. To date, only one-third of them either have been approved or
have been approved in content and are just waiting for the board or the committee authorization.
A dozen or so have been rejected for various reasons. The other more than 80 insurance
companies are what | would consider to be in the late stages of review. These DUPs have gone
through two rounds of review and are down to a manageable number of issues. We do expect to
have all of theseinitial batches of DUPs reviewed by year-end. Asfar asthe process goes, we're
using a combination of internal and external review. We hired a consultant to assist in the review

of derivative use plans. That consultant came aboard in March.

Aswith any endeavor of this magnitude, there are pros and cons. The pros are that insurers are
developing derivative use plans and formalizing risk management processes. The Department
has not come across a case where there is such a concern about the derivatives operation or the
proposed derivatives operation that it is thought to pose a threat to the solvency of the insurance

company.

Basically, what we have found, as | aluded to before, is that many companies have not
formalized their risk management processes with respect to derivatives. In many cases, they
indicate that it’s because derivatives are not a material part of their operation. While that might
betrue, it isour position that it’s still prudent to formalize the risk management processes that
are applicable to the derivative transactions. We also see some changes to the insurer’s
processes. In reviewing the standards set forth in the regulation, some insurers are addressing
issues they had not addressed before. We' ve seen many cases where insurers have adopted new
practices and procedures with regard to their derivatives operations as aresult of the effort to put

together aDUP. We seethisas a plus to the process.

Certainly, the Department has become more knowledgeable and comfortable with derivative use.
Derivatives have a connotation; they are very risky and very complicated. In certain cases, thisis
in fact true but there are derivative strategies that work to significantly reducerisk. The
Department staff members are not expertsin derivatives and never have been. We certainly are

more comfortable now as we review the derivative use plans. We' ve interacted with the
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companies, and we' ve interacted with the consultants. We hired a staff person in our capital
markets bureau that has a derivatives background. All of this has helped to bring us along the

learning curve with respect to derivatives. That’'s aplusto this process.

We feel the process fosters a movement towards a risk assessment approach to regulation. New
York is clearly moving along this risk assessment approach with respect to not only derivatives,
but all operations of an insurance company. We want to move away from what we have donein
the past, which isto go into an insurance company every threeto five years, stay there for eight
months to ayear, l0ok at every aspect of the insurance company, and then verify the accuracy of
its balance sheet. That process does not provide for atimely report. There' s too much of agap
between the as-of-date of the examination and the date the report is actualy filed. Finally, we
don’t haveto look at every aspect of an insurance company. What we want to try to do is assess
where the risk in insurance company operations lay. We also want to dedicate our resources to
assessing how an insurance company manages those risks. At the end of the day, insurance
companies that are well run, well managed, and well capitalized should not see the same degree
of attention that we give to companies that are not well managed or capitalized. We believe that

the only way to do that is through an assessment of their risk management process.

What are the disadvantages of the process? | could probably leave thisto Tom, and he would
take care of it. We're on the same page. The processing of the derivative use plans takes time,
and it might hamper a company’ s reaction to market conditions. It takes far too much time. Part
of that isthe result of the law itself. It was enacted in July of 1999, and companies were given
until December 31, 1999 to come into compliance. We received 150 DUPs and 130 of them
came after November 15th. Clearly, the Department was not able to process that number of

derivative-use plans prior to year-end 1999.

The Department has 90 days to review the DUP. It then is sent back to the company with
guestions and comments. The company has 45 days to get back to the Department with its
response. The Department then has another 60 days to review the revised DUP, and to send back
another letter to the company if there are moreissues. This process extends itself by its very

nature. What we found out is that we' ve been able to expedite the process through meetings with
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the companies. You have to sit down with the companies, either face to face or in a conference
call, and literally go through the DUPs page by page. We found that these meetings have
expedited the review of the DUPs, and that’ s something that we want to do with all companies.

The nature of the review tends to lengthen the time between submission and approval. Most
DUPs are anywhere from 30 pages to 50 pagesin length. If you review them, you’ re going to
have questions. So there hasto be interaction. That factor, in and of itself, is going to extend a
review of the derivative use plan. It's not like a checklist or a cookie-cutter type of regulation.

By its very nature, it requires interaction with the company to understand what’ s going on.

Finally, what delayed the review of the initial DUPs were some operational difficulties. The
consultant did not come on board until March. We started the review of DUPs in the fall of
1999, and there was alearning curve at our end. We set best practices in the regulation, and
companies have different ways of managing their risk. On our part, there was alearning curve
involved in trying to understand what companies were doing. All of these extended the review
of these DUPs.

Asl just aluded to, there is some uncertainty as to what should be embodied in the DUP.
Granted, it sets best practices, but, again, the level of detail the company hasto put in the DUPis
the bone of contention. Some companies just want to indicate in the DUP that they comply with
the regulation. The Department wants more than that, but exactly how much more isthe issue.
There is some uncertainty as to what the regulation and the law require. | think that hasto be

examined as we go forward.

There will be an expansion of the derivative authority. When we submitted the original
legidlation, we wanted companies to do hedging, income enhancement, and replications of asset
positions. Thelegidature, in 1988 and 1999, was not comfortable with the replication authority.
They took it out of the bill. It was resubmitted in 2000, and it has passed both the assembly and
the senate. It isawaiting the governor’ s signature. The governor needs to sign the legislation
and, 90 days subsequent to that, insurance companiesin New Y ork will be able to use derivatives

to replicate asset positions. The Department supports this additional authority. Other financial
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services firms are using derivatives in this manner. Insurance companies should be allowed to do

S0 also.

WEe're trying to have more flexibility in both the content of the DUPs and in the way we process
the DUPs. Perhaps, we have to get more guidance. It might be more specificity asto minimum
standards that we will look for in the DUPs, or, to a certain extent, acceptance of the companies
contention that they have practices and proceduresin place. Or maybe insurers should be
permitted to cross-reference certain practices and procedures in the DUP rather than copying the
whole thing into the DUP.

Let’ s discuss the process. We haveto speed it up. That’sagiven. Onething that | ran past Tom,
and we had talked about it in the Department, was to use afile-and-use system for companies
that are amending DUPs that have already been approved by the Department. In other words, say
you file your amendment to the DUP. It effectively becomes approved as we review it. We think
that’ s probably something that we want to do and something the industry would want to do.

Again, it would just allow a company to react to market conditions on a more flexible basis.

As| indicated before, we will be doing risk-focused exams to try to assess compliance with
DUPs, but only in those cases, where the derivative use is material or where we get a hint that
something is awry. We're looking for enhanced risk management by insurance companies on an
overall basis. Not just with derivatives, but with all of their other operations. With enhanced
risk management will come a corresponding shift of regulatory focus away from the balance
sheet verification to assessment of risk management. Companies that manage and measure their

risk well arelesslikely to run into financia difficulty.

| hope that | have imparted some of the essentials of the Department’ s thinking. We do
encourage interaction with the department and, if you have any questions on the derivative use
plans, or anybody in your company has questions, feel free to pick up the phone. Wefeel that’s
the most effective way to get things done.
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I’1l turn the discussion over to Tom, who will give some of the New Y ork life insurance

industry’ s experience with DUPs.

MR. THOMASE. WORKMAN: | wanted to begin by saying that | am by no means an expert

on derivatives. | would liketo tell abrief story.

After Jay asked meto give the New York life industry’ s views of this process regarding DUPs, it
occurred to me that our son had just taken a job with an investment banking firm in New York. |
thought, “Gee! Maybe he could tell me what these thingsare.” In fact, | discovered that heis
actually assigned to an area of the firm that sells derivatives. | thought, “Boy! Thisisgreat.
Now | will be able to really know what | am talking about.” So one evening, | said to him, “It
would be great if you could explain what these thingsare.” And he said, “Dad, I’ ve got
something that | think will help. | don’t really have timeto get into it right now.” And | said,
“That's okay.” The next morning, | discovered a CD-ROM sitting on my desk with thetitle
“Derivatives.” That was his explanation! | have to admit that | never opened it. So now you

know the extent of my formal education on the subject!

| have had enough conversations with some of our member companies to develop a sense of their
experience with the derivative-use plan approval processin New Y ork during 2000. First, | want
to state a couple of obvious things. Our member companies strongly support the proper use of
derivatives. Of course, this whole subject of derivatives received some very bad pressin Los
Angeles severa years ago and in some other places. It became areal public issue for many
regulators, not only in the insurance area, but in other areas of business aswell. In addition, we
certainly do support and did support the legislative effort undertaken in New Y ork by the
Insurance Department. In many respects, derivatives are complex, sophisticated instruments, and

there are an ever-increasing number of types of them. It makes managing them very challenging.

AsMike hasindicated in his remarks, the derivative use plan approval procedure in New Y ork
has been avery long and involved process. | think one of our companies said “incredibly” long.
Thetruth isthat it was avery lengthy process. A number of companies actualy filed their plans

ten months ago, and are only now beginning to see “light at the end of the tunnel.” | think part of
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that iswhat has been reported to me by some of our companies. While the regulation contains a
lot of detail and alot of specific requirements, there is not one uniform format or framework, for

the plans.

Because companies are different, they have different viewpoints, different investment strategies,
different uses for derivatives and an interest in different kinds of derivatives. For all of these
reasons, there did not seem to be a one-size-fits-all approach. Certainly, from the regulatory
standpoint, the Department was wanting to be fair and wanting to treat all the companiesin a
balanced and uniform way. That isjust very hard to do when you have variety in the marketplace
and in the products offered, as well as among the companies that are using derivatives. There
were certain issues constantly brought to the attention of our companies as their representatives

met with the Department. They wanted to know how much detail is needed in the plan.

Mike discussed approval by company boards. Most of the time, issues that are brought to a
company board are more general in nature, more fundamental in description and type and
content. So the kind of detail that our companies were asked to put in their plans and seek board
approval of just seem to be out of the ordinary—well beyond what is normally taken to a

company board.

| had one company representative that | spoke with at some length about this who said, “Y ou
know, we really use derivatives only for defensive purposes. Over this past year, we have
worked with the Department and we have been able to come up with aplan that is alittle less
complex. Nevertheless, the Department has still wanted us to address all of the forms and uses
of derivativesin our plan and not just concentrate exclusively on the one or two that we are
currently interested in.” The Department was, in fact, seeing these different approaches, and it
was constantly raising the issue of what is the preferred approach and the solution. That leads us
to the term that Mike used. There really was a steep “learning curve” for the companies, as well

as the Department, as they tried to apply the new derivative use plan law and regulation.

Initially, our companies found that the Department was attempting to resolve the issuesin the

proposed plan exclusively in writing. They wanted a complete paper trail of all the related issues
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so that nothing was lost in the trandation. That made sense to everyone in the beginning, but
with the level of complexity and the volume of work involved, that just did not work. AsMike
has indicated, ultimately, they concluded that they had to have face-to-face sessions between
company and Department representatives, so that they could, more expeditiously, resolve
particular issues. Accordingly, the turnaround time on these issues has reduced measurably, and
| think that has alot to do with having improved procedures in place and a higher level of

sophistication between both the industry and Department representatives involved.

The real objective seemed to be, and we believe it is, an attempt at having checks and balances
on both sides so that there is a built-in system and real protection from inappropriate use of these
instruments. The fundamental questions were quite specific. Who at the company handles the
transactions? Who makes sure that there is adequate authority for those personsto act? Who
controls the dollars and to whom do those individuals report? The answersto all of these

guestions flow from the authority of the board.

| wanted to emphasize another point here, and that’ s one that Mike, again, just mentioned. We
are very pleased to hear him speak about the Department considering the possibility of adopting a
file-and-use approach to amendmentsto DUPs. In fact, | had another company say that one of
their great struggles, as they drafted their plan, wasto draft it in away that was flexible enough,
genera enough, and possessing a big-picture perspective to accommodate necessary secondary
changes that are required from time to time. They imagine the nightmare of thinking, “Gee! If
we tighten the screws down on this plan too tightly, do we have to go back through this approval
process every time we have to make the slightest change in the plan?’ It just will not work. The
system will break down. We cannot spend six months or ten months getting approval for

secondary amendments. So thisidea of afile-and-use approach is very, very attractive to us.

Another point that was related to me is that thisis a matter that requires board approval of the
derivative use plan before it isfiled with the Department (after the Department approves the
plan). From the standpoint of our companies, the sense of it is that having board approval of a
draft plan at the beginning, before it has actually been approved and worked through with the

department, is really duplicative and unnecessarily time consuming. Any issue that is brought
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before a board has to be very well staffed and well thought out. Thereisagreat deal of work
involved just in preparing any matter for presentation to a company board. Theidea of having to
do that and knowing that the document that we are working with is really not the one that we will
ultimately end up having to get approved. It seemsto be an unnecessary extra step in the
process. Logically, it ought to be something that management puts together and gets reviewed by
an executive committee of the board in adraft form. We then work it out with the Department

and come back with a final recommended plan.

On another front, thereis alot of repetition in the plansin terms of the verbiage used because it
seems, from the Department staff’ s standpoint, they want to have al the words that apply to a
given provision in that provision and not incorporated by reference. When you are drafting it, it

seems redundant but, in fact, it is something that has been required.

Asfar astheissue of changing the regulation is concerned, | think, at this point, thereisno desire
on the part of the life industry to seek such changes. When | asked some of our member
companies about the possibility of changing the regulation, | received this response, “We have
been working on this for so long, now we think we know the meaning of the existing regulation.
The last thing we need is changes to this regulation. The Department has a comfort level with
the regulation as does the industry. Asonerous asit may be, it isthere, so let’s not tinker with it.

Let'sjust leave it whereit isand rely on the understandings that we have worked out.”

That really summarizes the reactions that | received from our companies as | met with them to

discuss this process.

MR. GLACY: Thank you, Tom. Since we have afew minutes for questions, let me start off by
asking Mike about the 12 companies that had their DUPS rejected.

MR. MORIARITY: Some of the companies were not doing derivatives and did not need to file
aDUP. Other companies were doing alimited amount of derivatives. What we're trying to do at
this point isto get all the DUPs that we have on file processed. We'll ook into and take

appropriate action with the companies that are doing derivatives and, for whatever reason,
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haven't filed DUPs. Again, we're less concerned with disciplinary action than with dealing with
the companies that are trying to comply before we look again to see what other companies are

doing.

MR. PHILIP A. EISENBERG: Mike, you mentioned something about wanting to get away
from an 18-month review of companies. | took that to mean quinquennial examinations. Does

that relate just to derivatives or is there some overall change going on with triennials?

MR. MORIARITY: The Department would like to get away from triennials. We probably
spend too much time at companies with which we don’t have alot of difficulty from afinancia
perspective. I’m not commenting on the market conduct side of it. But I'm fairly comfortable
with highly rated companies that have clean CPA reports and that have rating agency reports.

Y ou get afairly good sense that there’ s not alot of financial difficulty with respect to those
companies. There’sno need for usto go in and verify an entire balance sheet when the balance
sheet is presented fairly. We've spent alot of time at the company and the company has spent a
lot of time with the examiners. So what we'd like to try to do is limit the scope of our
examination greatly and focus on those areas where we can identify risk. That is adoable
process, but it might take sometime. To acertain extent, it might even require some statutory
change, but it’s where the NAIC is heading, because we're planting the seed. Thisisabanking
approach. The banking regulators shifted to this risk assessment approach in the mid 1990s, and
it makes alot of senseto us. Because of financial modernization, the Federal Reserve will be the
umbrellaregulator of the holding companies, and they’ re going to look for this type of analysis.

So we are looking at it more broadly than we look at derivatives.

MR. EISENBERG: Interms of the process for the DUP approvals, I'm not sure where this fits
in the Department. | see your title relates to financial solvency, but how are actuariesinvolved in
the process?

MR. MORIARITY: Each DUP is processed by the life or the property bureau. Our actuaries
are based in Albany and they haven’t been involved in the review of the DUPs to any great deal.

| want them involved. Derivatives usageis one piece of the overall investment strategy and the
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ALM strategy. To accurately look at them on an adherence basis, we have to get our actuaries

involved because they are our ALM experts with respect to our life insurance companies.

MR.JOHN A. GMELCH: | have aquestion with respect to position limits. It would seem that
with higher limits for purchased options rather than written options (specifically covered calls), it
reflects the view that buying an option islessrisky than selling one. To me, if I've bought an
option from someone he might end up owing me alot of money. I’'m more worried about that
than if he paid me. | have to make good on that at some point in the future. So | wanted to get a
sense of what the thinking process was in terms of the position limits on those kinds of

transactions.

MR. MORIARITY: Under limitations of the law, the legislation is limited to hedging
transactions on covered calls, which are fairly safe transactions. Why should there be a
limitation if you're hedging risk? In theory, if you want to use derivatives, the more risk you
hedge the better it is. It should be less of a problem to us. With respect to covered calls, the only
thing a company islosing is the upside of the underlying—the equity or the bond that is being
covered. Thelimitationsin the law are taken from the NAIC model law. There does not appear
to be any quantitative analysis as to why these are prudent limitations. When the NAIC was
developing these limitations, regulators felt there had to be some limit. The legislature feels the
same way, too. If you limit it, you reduce the risk of something going wrong. Again, thereisno
empirical evidence that these limitations are prudent or that they mean anything. If you purchase
an option, the most you’ re going to lose is your premium. But you'reright; thereis credit risk

there. Although, if you write an option, you could have unlimited losses.

When we look at the DUPs, we look for other measures in the company because, nine times out
of ten, the companies set other limitations that are different than what’ s contained in the model
legislation. These limitations often make more sense because they take into account credit risk.
They take into account some of the sophisticated value-at-risk limitations and other types of
guantitative limitations. We like those in the plans. Intuitively, it just sounded like there was
less risk when you purchase an option than when you write an option. But therereally isno
science behind that at all.
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MR. GMELCH: From apractical point of view, it probably won’'t make awhole lot of
difference. Asmuch as| would love to buy and sell options with insurance companies without
limit, my own credit officer is not going to let me buy more than 3% of the company’s assets. As
amatter of fact, when we're evaluating a transaction internally, we' re going to project forward
what it might look like five or ten years from now, depending on the tenor. We will examine it
from that point of view. So, if you were comfortable with a $1 billion transaction, that might
limit it to a$100 million transaction today because you’ re looking at where it is at maturity and

at every point in the life of the transaction.

MR. MORIARITY: That'sthetype of analysis we look to the insurance companies to do with
their counterparties also. With respect to the limits, | get the sense that most companies are

comfortable that the limitations will alow them to do as much derivatives as they want to do.

MR. GMELCH: Now that replication transactions are being contemplated in New Y ork, what
kind of things are we looking at in terms of risk-based capital ?

MR. MORIARITY: The RBC formulaon the life side was changed and is effective in 2001.
So for whatever asset you' re replicating, you get the charge with respect to that asset being
replicated in the RBC formula. | think the property/casualty RBC working group is aso looking
at asimilar change to their formula. Larry Gorski of Illinoisis leading an effort to monitor
replication on an ongoing basis to determine its effect on the RBC because that’s a big concern.
Y ou want to make sure that capital is being held to support these derivatives that are replicating
assets or liability positions.

MR. GMELCH: Will it be intended to reflect both the underlying asset as well as counterparty
risk?

MR. MORIARITY: That's correct.
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