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Dear Congressman Kanjorski:

Thank you for your January 23, 2008, letter concerning bond insurers and the recent events affecting the bond insurance market.  I am pleased to respond to the specific requests made in your letter.

As you may know, financial guaranty insurance is regulated by the individual states’ insurance departments.  Although there may be some differences between states in the regulations pertaining to financial guaranty insurance, the substantive regulatory requirements are generally consistent.  

I will respond to your questions in the order you presented them:

Describe how bond insurers are regulated, especially with regard to solvency and capital requirements and how such regulation differs from other lines of insurance.
In Wisconsin, bond insurance is considered a type of surety business.  We have a specific administrative rule pertaining to municipal bond insurance, section INS 3.08, Wis. Adm. Code.  Section INS 3.08, Wis. Adm. Code sets forth minimum standards for underwriting, marketing, rating, accounting, and reserving activities of insurers that write municipal bond insurance.  There are also other statutes and rules that pertain to all insurers, municipal bond insurers included.  I will reference these in later sections and will also attach them to this letter.
In Wisconsin, there are three legs to solvency regulation that pertain to financial guaranty insurers.  They are:  a) the statutory contingency reserve; b) the compulsory and security surplus calculation; and c) Article 69 of the New York financial guaranty law.  

The statutory contingency reserve requirement is contained in section INS 3.08(9), Wis. Adm. Code.  This is a reserve, in addition to its claim reserves, that a bond insurer must establish.  The statutory contingency reserve is an above the line reserve (a liability) and is calculated by taking 50% of the earned premium and setting it aside in the statutory contingency reserve.  The statutory contingency reserve is maintained for 240 months (20 years). That portion of the contingency reserve that has been established and maintained for more than 240 months is released into income.  Subject to the approval of the Commissioner, withdrawals may be made from the contingency reserve in any year in which the actual incurred losses exceed 35% of the earned premium.  In addition, section INS 3.08(5)(c), Wis. Adm. Code limits a bond insurer’s cumulative net liability under in-force policies of municipal bond insurance to the sum of its capital and surplus, plus the statutory contingency reserve.
Sections 623.11 and 623.12, Wis. Stats. and section INS 51.80, Wis. Adm. Code establishes compulsory and security surplus requirements for insurers doing business in Wisconsin.  For municipal bond insurers the compulsory surplus standard is 20% of premium.  The security surplus standard ranges from 110% to 140% of compulsory surplus depending on the insurer’s premium volume.  What this means is that a municipal bond insurer that writes $1 billion in premium must have at least $200 million in capital and surplus to meet the compulsory surplus standard and $220 million to meet the security surplus standard.  Failure to meet the compulsory surplus standard is grounds for rehabilitation or liquidation under Wisconsin law.  Failure to meet the security surplus standard categorizes the company as a restricted insurer that places some restrictions on the company’s investment activity.
Section INS 3.08(12), Wis. Adm. Code states that whenever the laws and regulations of another state in which the insurer is licensed exceed the requirements of Wisconsin, compliance with that state’s standards are required to comply with Wisconsin law.  Article 69 of the New York insurance laws sets standards for financial guaranty insurers including bond insurers.  The solvency requirements of the New York law result in larger reserve requirements than the Wisconsin law.  Therefore, a company like Ambac, domiciled in Wisconsin, but licensed in New York must meet both the Wisconsin requirements and the New York requirements.  And, if the New York requirements result in a higher capital and surplus amount, Ambac must meet that requirement under the above-referenced Wisconsin administrative rule.
The major difference between solvency regulation of financial guaranty insurers and other insurers (health, automobile, homeowners, etc.) is the statutory contingency reserve requirement, not found in the financial requirements of other types of insurance companies.  The concept behind the statutory contingency reserve is the recognition of the nature of risk being assumed by the company.  Risks taken on by companies like Ambac are macro-economic risks sensitive to the performance and condition of the economy.  Since this type of risk cannot be accurately forecasted as part of the typical claim reserving process, the statutory contingency reserve provides an extra measure of cushion to the company’s claim reserves and is a reflection of the conservative nature of Statutory Accounting Principles.
I am attaching the relevant Wisconsin Statutes and administrative rules for your information.

Outline the problems you presently perceive facing the bond insurance industry.

I have been very much involved in the bond insurance issues because of the impact they are having on my domestic financial guaranty insurer, Ambac Assurance Corp.  As you know, this business is very dependent on the rating agencies since the rating the insurers receive transfers to the investment vehicles they insure.  Therefore, when Ambac was identified by the rating agencies for potential downgrades and then recently downgraded by one of the rating agencies, the ability for the company to write new business was severely hampered.  The company needs to develop a plan to address the rating agency activity.
The next logical question would be; why the adverse rating agency activity?  The municipal bond business of Ambac currently is and all signs point to a continued stable, profitable line of business.   However, the securitized investment business that Ambac and most other bond insurers began writing in the ‘90’s has more volatility.  As the sub-prime housing crisis evolved with its resultant credit crunch, it affected some of the securitized investment vehicles insured by these companies increasing the potential for claim.  Hence, the reserve adjustment of $1.1 billion by Ambac in the 4th quarter of 2007 concerning certain of these products.  I think the combination of the uncertainty in the financial guaranty and credit markets with the increased potential claims on some of these securitized investments has resulted in the rating agency’s actions.  They are calling into question, not so much the solvency of these companies, but rather the ongoing franchise value of these insurers.
I currently view the situation with Ambac as a franchise value issue rather than a solvency issue.  The most recent statutory financial statements of Ambac and all the information we have from the company show a financially strong company that has sufficient ability to meet its obligations to its policyholders, on both an incurred and cash-flow basis.  It meets or exceeds all of the financial solvency requirements referred to in my earlier response, above.

Examine the implications of these problems for the entities and products you regulate, as well as the broader economy.

While municipal bond insurance has been a stable and profitable line of business, the introduction of more complicated investment vehicles insured by many of the insurers has now resulted in significant uncertainty in the bond insurance marketplace due to the nature of these products, including the claim triggers in the insurance contracts.  In my opinion, this uncertainty has resulted, in part, in the recent actions taken by the rating agencies.  The municipal bond market remains stable but is being adversely affected by the introduction of these other investments.
State regulators need to and are working together to carry out their regulatory responsibility to ensure the financial viability of the insurers in the market.  It is crucial that regulators continue to work with their domestic financial guaranty insurers to ensure that management is capable of developing and implementing a plan to address these concerns and that the plan, once submitted to the regulator for review and approval, satisfies all statutory requirements.

Since the municipal bond insurance market has provided and still does provide an important service to the debt financing activity of the country’s cities, towns and villages, it is important that this market remain active and viable.  These are the policyholders that we are charged to protect by state law.
Failure of this market could have a significant adverse impact on the municipalities’ ability to issue AAA rated debt instruments.  This means that the costs of financing would increase and the resultant increased cost would be passed on to the citizens of those communities or certain municipal projects would need to be curtailed or not done at all.

Detail the steps you are taking to monitor developments in the bond insurance marketplace and protect the solvency of insurers.

Key members of my staff and I have been following the developments in the bond insurance market very closely through various means including communications with the bond insurers, internal analysis, discussions with market experts and discussions with other state regulators.  We are well aware of the ever-changing bond insurance landscape.
Ambac Assurance Corp. (Ambac) is a Wisconsin domestic financial guaranty insurer and is one of the largest municipal bond insurers in the country.  We have been following events in the bond insurance market as they specifically relate to and affect Ambac.  I have personally met with the executive management team of Ambac as recently as January 22.  We are in daily contact with the company and have established a reporting and communication process with top management.  We are also prepared to engage the services of an investment banking firm and a law firm if necessary to assist with new developments.
Finally, I am in close contact with my fellow regulators, individually and through the National Association of Insurance Commissioners, to keep them apprised of the situation and to get their input where appropriate.  We are working especially closely with the New York Insurance Department because of the number of bond insurers domiciled in that state.
Discuss the adequacy of existing statutory and regulatory tools, at the state and federal level, to address these problems and the need for further reforms.

The solvency regulations I outlined above have been and will continue to be adequate.  In addition, there are holding company statutes and regulations, change of control regulations and other statutory and regulatory safeguards that protect policyholders and the company.  I am attaching these statutes and regulations for your information.
We are concerned about the change in the business mix of the bond insurers as most have moved into investment guaranties other than municipal bonds.  Over time, these other investments evolved and became more complicated and riskier.  While the legal ability of bond insurers to pursue these other types of investment guaranties has been available, public policy may be better served by considering limiting the exposures to risks other than municipal bond risks.  These types of policy decisions need to be made carefully and thoughtfully as the experience of current events becomes clearer.
State regulation of financial guaranty insurers has worked well in the past and will continue to work into the future.  The solvency standards I outlined above, along with the other policyholder and company protections have been developed under state regulation.  These standards have been vigorously enforced by state regulators and have been proven to work appropriately. 

Finally, the abrupt and, from the perspective of many of the participants, including rating agencies in the collateral debt obligation (CDO) market, unexpected development of expected CDO losses suggests lack of transparency and discipline in that market. It is too early to suggest the nature of federal reform addressing the responsibility of lenders, issuers and other participants in the CDO market.  However careful study of this issue is warranted.

Comment on the advisability of creating a guaranty fund, like those State funds for life and health insurers and property and casualty insurers, for the bond insurance industry.
While the concept of a guaranty fund for bond insurers may look enticing on the surface, I am not sure if this would work effectively.  First, guaranty funds are funded by the insurers who write the business.  While there are thousands of property and casualty and life and health insurers, there are only a handful of bond insurers.

Second, what would be guaranteed?  In more traditional types of insurance, there is an insurable event that can be rather easily defined.  In the bond insurance market, especially with the non-municipal bond risks, the insurable event is much more difficult to define and to determine how it is triggered.

Finally, the coverage under all the current guaranty funds is limited to a certain amount per claim in order to cap the exposure to the fund.  If this were not done, the obligations of the funds would be exorbitantly high.  Capping the exposure for a financial guaranty product would not adequately protect the policyholder.
The financial guaranty insurance business is unique.  The nature of the business varies widely from the business of traditional insurance.  Because of the differences in business practices, a guaranty fund may not be workable.
I appreciate being able to respond to your questions.  Should you require further information or clarification, do not hesitate to contact me.

Sincerely,

Sean Dilweg

Commissioner
Attachments:

1. Section INS 3.08, Wis. Adm. Code

2. Sections 623.11 and 623.12, Wis. Stats.

3. Section INS 51.80, Wis. Adm. Code

4. Chapter 617, Wis. Stats.
5. Chapter INS 40, Wis. Adm. Code

6. Sections 611.61, Wis. Stats.

7. Sections 611.72 and 611.78, Wis. Stats.

