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	II. Risk-Focused Financial Analysis Framework



[bookmark: _Toc72801664]Overview of Risk-Focused Surveillance Process
The intent of the risk-focused surveillance process is to broaden and enhance the identification of risk inherent in an insurer’s operations and use that evaluation in formulating the ongoing surveillance of the insurer. Through their activities, insurers assume a variety of risks, which is the essence of an insurance transaction. The type of risk and its significance vary by activity. Investment activities may involve credit risk, market risk and liquidity risk. In product sales, insurers may assume market risk, pricing/underwriting risk, strategic risk or liquidity risk in varying degrees, depending on the product. Over the years, state insurance regulators have developed numerous tools to address the risks insurers assume. Investment laws limit the market and credit risk insurers can assume. Limitations on net retentions help reduce catastrophe risk. Risk-based capital requirements establish capital levels in recognition of a variety of risks. State insurance regulators have always considered the risk profiles of licensed insurers and the activities that may pose risk to the company in the future. The risk-focused surveillance process uses an organization-wide risk assessment process to enhance evaluation and to better coordinate the activities of financial solvency surveillance through greater consistency within the state insurance department, and with other departments. 
A risk-focused surveillance process includes identifying significant risks, assessing and analyzing those risks, documenting the results of the analysis, and developing recommendations for how the analysis can be applied to the ongoing monitoring of the insurer. This increased attention by state insurance regulators to risk assessment and risk management processes used by insurers will be a positive development. 
The enhancements included in the risk-focused surveillance process, including examination and analysis, intend to provide the following benefits: 
1. Strengthen regulatory understanding of the insurer’s corporate governance function by documenting the composition of the insurer’s board of directors and the executive management team, as well as the quality of guidance and oversight provided by the board and management. 
2. Enhance evaluation of risks through assessment of inherent risks and risk management processes to determine if there are weaknesses of management’s ability to identify, assess and manage risk. 
3. Improve early identification of emerging risks at individual insurers on a sector-wide basis. 
4. Enhance effective use of regulatory resources through increased focus on higher risk areas.
5. Increase regulatory understanding of the insurer’s quality of management, the characteristics of the insurer’s business and the risks it assumes.
6. Enhance the value of surveillance work and establishment of risk assessment benchmarks performed by insurers and state insurance regulators, who have common interest in ensuring that risks are properly identified and that adequate, effective control systems are established to monitor and control risks. 
7. For examinations, better formalize and document the risk assessment process via the use of the risk assessment matrix tool to assist in examination planning and resource assignment.
8. Expand risk assessment to provide a more comprehensive and prospective look at an insurer’s risks through identification of the insurer’s current and/or prospective high-risk areas.
9. For examinations, coordinate the results of the risk-focused examination process with other financial solvency surveillance functions (i.e., establishing/updating the priority score and supervisory plan).
In full, the risk-focused surveillance process provides effective procedures to monitor and assess the solvency of insurers on a continuing basis. The risk-focused approach consists of a structured methodology designed to establish a forward-looking view of an insurer’s risk profile and the quality of its risk management practices. This approach permits a direct and specific focus on the areas of greatest risk to an insurer. Through this approach, state insurance regulators can be more proactive and better positioned to identify and respond to any serious threat to the stability of the insurance company from any current or emerging risks. This regulatory approach will benefit all participants in the insurance marketplace. 

ROLE OF THE FINANCIAL ANALYST
In the risk-focused surveillance approach, the financial analyst’s role is to provide continuous off-site monitoring of the state’s domestic insurers’ financial condition, monitor internal/external changes relating to all aspects of the insurer, maintain a prioritization system and provide input into the state insurance department’s priority of each insurer, work with the examination staff to develop an ongoing Supervisory Plan as well as update the Insurer Profile Summary (IPS), and provide state insurance department management with timely knowledge of significant events relating to the domestic insurers.

[bookmark: _Toc72801666]RISK-FOCUSED SURVEILLANCE CYCLE
The risk-focused surveillance framework is designed to provide continuous regulatory oversight. The risk-focused approach requires fully coordinated efforts between the financial examination function and the financial analysis function. There should be a continuous exchange of information between the field examination function and the financial analysis function to ensure that all members of the state insurance department are properly informed of solvency issues related to the state’s domestic insurers. 
The regulatory Risk-Focused Surveillance Cycle involves five functions, most of which are performed under the current financial solvency oversight role. The enhancements coordinate all of these functions in a more integrated manner that should be consistently applied by state insurance regulators. The five functions of the risk assessment process are illustrated within the Risk-Focused Surveillance Cycle.
As illustrated in the Risk-Focused Surveillance Cycle diagram, elements from the five identified functions contribute to the development of an IPS. Each state will maintain an IPS for its domestic companies. State insurance regulators that wish to review an IPS for a non-domestic company will be able to request the IPS from the domestic or lead state. The documentation contained in the IPS is considered proprietary, confidential information that is not intended to be distributed to individuals other than state insurance regulators. 
Please note that once the Risk-Focused Surveillance Cycle has begun, any of the inputs to the IPS can be changed at any time to reflect the changing environment of an insurer’s operation and financial condition.
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The elements of the risk assessment process are:
· IPS: This profile is used to “house” summaries of risk-focused examinations, financial analyses, internal/external changes, priority scores, supervisory plan and other standard information. This profile is intended to be a “living document” and preferably shared with other state insurance regulators who have signed the NAIC Master Information Sharing and Confidentiality Agreement verifying that such shared information would remain confidential.

· Risk-Focused Examinations: These examinations consist of a seven-phase process that can be used to identify and assess risk, assess the adequacy and effectiveness of strategies/controls used to mitigate risk, and assist in determining the extent and nature of procedures and testing to be used in order to complete the review of that activity. The risk-focused surveillance process can be used to assist examiners in targeting areas of high-risk. 

· Risk-Focused Financial Analysis: This function consists of a risk-focused analysis processes performed by state insurance regulators as outlined in the Financial Analysis Handbook (Handbook). This analysis process identifies and assesses risk based on the nine branded risk classifications to complete and document an overall assessment of the financial condition of the insurer. 

· Internal/External Changes: Changes in rating agency ratings, ownership/management/corporate structure, financial condition/risk profile, business strategy or plan, external audit reports, and legal or regulatory status should be considered in developing the priority and supervisory plan. 

· Priority System: The prioritization of the insurer, changes in priority or rationale for changes. See chapter I.F. Prioritization of Work for details. 

· Supervisory Plan: At least once a year, a supervisory plan should be developed or updated by the domestic state for each domestic insurer. The supervisory plan should be concise and outline the type of surveillance planned, the resources dedicated to the oversight, and the consideration and communication and/or coordination with other states. 

Overview of the Risk-Focused Financial Analysis Process
Financial analysis is an ongoing process that can be divided into annual cycles, each of which includes the analysis of the Annual Financial Statement, Quarterly Financial Statements and the various supplemental filings, such as the Actuarial Filings, Management’s Discussion and Analysis (MD&A), Audited Financial Report and holding company filings. The financial analysis process is designed to assist the analyst in reviewing and analyzing insurers throughout the annual cycle in a logical manner, focusing on areas of concern within the nine branded risk classifications. The end result of this process is a financial analysis of each insurer specifically tailored to the concerns of that insurer as a result of its unique risks. 

	Procedure Description
	Expectation

	Risk Assessment Procedures and Insurer Profile Summary (annual and quarterly).
	Complete for all domestic insurers.

	Non-Lead State Holding Company Analysis (applies only to non-lead state domestic insurance regulators).
	Complete for all domestic insurers that are part of an insurance holding company system.

	Lead State Holding Company Analysis Documented within the Group Profile Summary (applies only to lead state domestic insurance regulators).
	Complete for all insurance holding company system groups.



Annual/Quarterly Risk Assessment Procedures – Domestic Insurer
Annual and Quarterly Financial Statements
An insurer is required to file an Annual Financial Statement with its state of domicile, the NAIC and all jurisdictions in which the insurer is authorized to transact business by March 1 of each year for the 12 months ended December 31 of the previous year. An insurer is required to file Quarterly Financial Statements for the first, second and third quarters with the state of domicile, the NAIC and, in most instances, all states in which the insurer is authorized to do business by May 15, August 15 and November 15, respectively. The Financial Statement information is loaded onto the NAIC database, at which time automated financial analysis solvency tools are calculated and the Handbook’s quantitative results are generated. All of this information is available to the state insurance departments via iSite+.

Scope and Depth of Risk-Focused Analysis
The depth of review will depend on the complexity, financial strengths and weaknesses, and known risks of the insurer and the priority designation established by the state insurance department. Other factors—such as the insurer’s past regulatory history, accuracy of filing, age of insurer, stability of business plan, knowledge of insurer’s operations, and materiality of the regulatory concerns, etc.— may affect the scope and depth of analysis. The flexibility to customize the scope and depth of the analysis is determined at the state insurance department’s discretion and should include analyst and supervisor input. Therefore, the state insurance department should tailor the data and procedures used and the level of documentation to sufficiently address the specific risks of the insurer.
The Risk Assessment procedures for annual analysis consists of an overall analysis of the insurer documented in the nine branded risk classifications. Refer to section III.A.4 Risk Assessment – Analyst Reference Guide for further explanation of the risk classifications. The analyst should perform a background analysis, a current period analysis, and a review of data and procedures within the nine branded risk classification repositories. All of these data and procedures provide the basis for the completion of a thorough review of the insurer’s financial solvency. 
The nine branded risk classification chapters are designed as “repositories” of data, benchmarks and procedures the analyst may select from in order to perform his/her analysis of that risk category. The analyst’s review should use data relevant to each specific risk classification and customized for the insurer such that it is sufficient to perform and document his/her analysis and investigation of risks. Analysts are not expected to respond to all procedures, data or benchmark results listed in the Risk Assessment procedures or the nine branded risk repositories. Rather, analysts and supervisors should use their expertise, knowledge of the insurer and professional judgement to tailor the analysis to address specific risks of the insurer and document completion of analysis. Documentation of the risk assessment analysis should be sufficiently robust to explain the risks and reflect the strengths and weaknesses of the insurer. 
At the conclusion of the risk assessment, the analyst should develop and document an overall summary and conclusion based on the results of the risk-focused analysis performed, prospective risks of the insurer, follow-up analysis or regulatory actions, any correspondence and the impact of the holding company on the insurer. The analyst should update the IPS (and supervisory plan, if applicable) to document this summary and conclusion. Note that an analyst’s documentation of the risk assessment represents the detail of the analysis of risks, which may be more in-depth for certain material risks or complex insurers, whereas the IPS represents a summary of the risks of the insurer. Refer to section III.A.4 Risk Assessment – Analyst Reference Guide for further explanation on completing the IPS.

The analysis of annual statements for priority insurers (see section I.F. Prioritization of Work for definitions), including supervisory review, should be completed by the end of April. The analysis of annual statements for non-priority insurers, including supervisory review, should be completed by the end of June, unless a preliminary analysis (see section III.A.4. Risk Assessment ARG for description) indicates no immediate concerns. In that case, the analysis of non-priority insurers should be completed by the end of July. 

The analysis of quarterly statements, unless the insurer passes the quarterly non-troubled qualitative review referenced below, should be completed within 60-days of receipt for priority insurers, and within 90-days of receipt for non-priority insurers.  

Supplemental Filings
Other supplemental filings to the Annual Statement, including actuarial filings (titles and content vary by statement type), Management’s Discussion and Analysis filings, and the Annual Audited Financial Statements and related filings, are required to be reviewed within 60-days of receipt for priority insurers, and within 120-days of receipt for non-priority insurers.  

Quarterly Non-Troubled Quantitative Review
For first-, second- and third-quarter financial statement analysis, if the results for the non-troubled automated system calculation (see section III.A.4. Risk Assessment ARG for description) indicate a full quarterly risk assessment should be completed and if it is not, then the analyst should justify and document the reason(s) why. If the results indicate that a full quarterly risk assessment is not required, no quarterly analysis documentation is required to be completed. 

If the insurer has been identified as troubled (i.e., Priority 1) or the results of the non-troubled automated system calculation indicate a full quarterly risk assessment should be completed and no justification for not completing one is provided, then the analysis of quarterly statements should be completed within 60-days of receipt for priority insurers, and within 90-days of receipt for non-priority insurers. 

Prioritization of Analysis Work
The analyst should ensure that those insurers identified as having significant concerns will be analyzed on a priority basis for future filings. Those insurers with the highest priority should receive the most in-depth review, and are required to be analyzed more frequently, and earlier in each review period. Refer to section I.F. Prioritization of Work for further guidance.

Supervisor Input and Review
It is important for the analyst’s supervisor to be actively involved in the financial analysis performed, including determination of the scope and depth of analysis. It also is important that the review and supervision be performed on a timely basis.
The branded risk repositories offer suggestions for the types of information the analyst may consider requesting. It is important that the analyst’s proposed follow-up procedures be discussed with the analyst’s supervisor. 

Use of Contractors in Financial Analysis Work
An insurance department’s decision to engage an independent contractor to assist in the completion of financial analysis work may arise due to insufficient department staff or the need for specialized expertise. While the foregoing circumstances may lead an insurance department to contract the services of an independent contractor, the department should consider the long-term effects of not maintaining an appropriate level of qualified staff. 

If the department utilizes a contractor to perform the primary supervisory review of financial analysis, an additional level of review is required on the IPS and/or Group Profile Summary (GPS) by a qualified department employee in accordance with the overall timeliness expectations. This review should result in the department employee understanding and assessing the overall quality of the analysis work performed.

Captives and/or Insurers Filing on a U.S. GAAP Basis
These procedures are designed for insurers filing on a U.S. generally accepted accounting principles (GAAP) (or modified GAAP) basis, after the completion of the traditional Risk Assessment Procedures. (See section III.C.1. Special Analysis Procedures – Captives and/or Insurers Filing on a U.S. GAAP Basis Worksheet.) The procedures provide guidance on the review of a GAAP filer on a statutory blank and address the following areas:
· Management assessment
· Balance Sheet assessment
· Operations assessment
· Investment practices
· Review of disclosures
· Assessment of results from prioritization and analytical tools

Domestic and/or Non-Lead State Holding Company System Analysis
Procedures for evaluating and considering the impact of an insurance holding company system on individual insurers should be completed for all domestic insurers. For lead states, this consideration is included within the VI.C Insurance Holding Company System Analysis Guidance (Lead State). For non-lead states, this consideration is included in V.A Holding Company Procedures (Non-Lead State). The depth of the holding company analysis of an insurer in a holding company system will depend on the characteristics (e.g., sophistication, complexity and financial strength) of the holding company system, availability of information, and existing potential issues and problems found during review of the holding company filings. Non-lead states should obtain, utilize and rely on holding company analysis work performed by the lead-state, as appropriate, in fulfilling their review responsibilities. Lead state and non-lead state responsibilities are further defined in section VI.C.
The following procedures are also included within section V.A. Note that Form A, Form D, Form E and Extraordinary Dividends/Distributions are transaction-specific and are not part of the regular annual/quarterly analysis process. The review of these transactions may vary as some states may have regulations that differ from these Forms.
· FORM A
The Form A review is to be completed for all acquisitions, mergers or changes in control. Form A is filed with the domestic state of each insurer in the group. The analyst should review the transaction and all applicable documents and complete the Form A Procedures, when necessary.
· FORM D
The Form D review is to be completed for all prior notices of material transactions. Form D must be filed with the domestic state. The analyst should review the transaction and all applicable documents and complete the Form D Procedures, when necessary.
· FORM E OR OTHER REQUIRED INFORMATION ON COMPETITIVE IMPACT
The Form E or other review of competitive impact is to be completed for all pre-acquisition notifications regarding the potential competitive impact of a proposed merger or acquisition by a non-domiciliary insurer doing business in the state or by a domestic insurer. Form E or other required information must be filed with the domestic state. The insurer may also be required to file documents with the Federal Trade Commission (FTC) and the U.S. Department of Justice (DOJ) under the federal Hart-Scott-Rodino (HSR) Act. The analyst should review the transaction and all applicable documents and complete the Form E Procedures, when necessary.
· EXTRAORDINARY DIVIDENDS/DISTRIBUTIONS
The extraordinary dividends/distributions review is to be completed for any domestic insurers planning to pay any extraordinary dividend or make any other extraordinary distribution to its shareholders. Such dividends and distributions must receive proper prior regulatory approval. The analyst should review the transaction and all applicable documents and complete V.E Extraordinary Dividends/Distributions Procedures, when necessary.
At the end of section V.A., the analyst is asked to develop and document a conclusion regarding the impact of the holding company system on the domestic insurer and update the IPS accordingly by Dec. 31 each year. In addition, the analyst is encouraged to notify the lead state of any material risks or events that the lead state may not be aware of, that should be considered in the evaluation of the overall financial condition of the holding company system.


Group-Wide Supervision
The Group-Wide Supervision procedures establish guidance for lead state use in the analysis of insurance company holding systems. This includes a risk-focused approach to group regulation where specific risks that are relevant to insurance holding company structures are addressed. 

· INSURANCE HOLDING COMPANY SYSTEM ANALYSIS DOCUMENTED IN THE GROUP PROFILE SUMMARY (GPS) (LEAD STATE):
· Understanding the insurance holding company system (lead state)
· Addressing lead state analysis considerations
· Evaluating the overall financial condition of the holding company system by completing a detailed analysis through the group’s exposure to each of the nine branded risk classifications
· Assessing corporate governance and enterprise risk management
· Documenting material concerns or conditions in the group that affect the lead state’s domestic companies
· Performing additional procedures on key risk areas, as needed
· Sharing the results of the analysis, through the GPS, with other impacted regulators on a timely basis (i.e., by October 31 for groups with entities domiciled in multiple states)
· CORPORATE GOVERNANCE DISCLOSURE PROCEDURES
The Corporate Governance Annual Disclosure Model Act (#305) and Corporate Governance Annual Disclosure Model Regulation (#306) require an insurer, or an insurance group, to file a summary of an insurer or insurance group’s corporate governance structure, policies and practices with the commissioner by June 1 of each calendar year. The lead state should take primary responsibility for reviewing the CGAD filing, if it is filed on a group basis, and should incorporate any takeaways or concerns into the GPS. Any concerns relevant only to a specific insurance entity in the group should be communicated to the domestic state in a timely manner.
· OWN RISK AND SOLVENCY ASSESSMENT (ORSA) PROCEDURES
The Risk Management and Own Risk and Solvency Assessment Model Act (#505) requires insurers above a specified premium threshold, and subject to further discretion, to submit a confidential annual ORSA Summary Report.
· FORM F PROCEDURES
The Form F is filed with the lead state commissioner of the insurance holding company system for every insurer subject to registration under the Insurance Holding Company System Regulatory Act (#440). The Form F review is to be completed by the lead state in conjunction with the review of Form B. The lead state analyst should identify the material risks within the insurance holding company system that could pose enterprise risk to the insurers in the group. Takeaways and concerns from the review should be documented in the GPS. Any concerns relevant only to a specific insurance entity in the group should be communicated to the domestic state in a timely manner. 
· PERIODIC MEETING WITH THE GROUP PROCEDURES
These procedures are intended to demonstrate the type of potential questions a lead state may want to consider when it conducts a periodic meeting with the group. 
· TARGETED EXAMINATION PROCEDURES
The targeted examination procedures provide examples of potential risk areas where the lead state may want to perform certain limited examination procedures as part of the continual risk assessment process.


LEAD STATE REPORT
The Lead State Report is located in iSite+, within Summary Reports, and is designed to improve communication and coordination between state insurance regulators. It provides a list of all insurance groups and the companies within each group, which can be sorted in various ways. The report also contains current contact information for the state’s assigned insurance company analyst and the state’s chief analyst, which is maintained by state insurance department staff.
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