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Testimony of James W. Schach:
on behalf of Certain Cigna Policyholders,
Americzn Intermatiomal Group,
S5t. Paul Fire Marine Insurance Group,
Chubb Insurance Group,
Royal Insurance Group and the
Firemsn’s Pund Insurance Group

Hearipg on INA Financlal Corporations
Recapitalizacion Plan
Peongylvania Insurance |
Harrisburg, PA - December 28, 1595 , i

Insurance Company of North America ("INA®) is the |
pldest capital stock insurance company in che United States i
having commenced business in 1792. Most higtorians of insurance
regulation believe that adoprion of the corporate form for
insurance companies, as INA was the first to do, was & crucial
scimilant for insurance regulation because of the perceived
potentrial conflict between owners and policyholders that wasg not
present with the mitual company form. The evils suspected to
exist with the corporate form some 200 years ago are present
today in the proposed rescructuring of the CIGNA #rapcrty and
Casualty Group, a transaction which raimem very serious public
pelicy concerns, as I discuse in chis testimopny. The irony of
this situation is amazing but even more disturbing.

The reason financial inmstitutions are regulated is
because finsncial transactions lovolve a promise of future
performance sold for present dollars. In insurance, whers the
promise is complex and the seller is more powerful than the
buyer, the buyer ls at a disadvantage. So government has stood
with the buyer in helping to assure that the seller would be able
to perform on the promise when it becomes due and thac the



pbuyer's reasonable expectatiops a8 to what he bought are

delivered.

Por over 200 years the INA companies have delivered on
these promises -- but now they propose to do otherwise.
Government must step in and protect the buyers because the
cransaction being proposed is not in the best interest of
pelicyholders or the public.

The Pennsylvania Insurance Department and cther
regulators, as well as a variaty of pecple concerned with a
healthy and reliable insurance industry, should worry abour this
transaction and where it may lead. The significance of the
important public policy issues which the Commissicner must
consider transcends cthe boundaries of Pennsylvania and in fact
the United Statea. As discussed at greater length below, these
public policy issues include the following:

L] Whether allowing a transsction such as thar
proposed by CIGNA would have an improper
pracecdential effect.

® Whather a transaction such as this would have an
adverse effect in public confidence in the
insurance icdustry and would be fair to the

reaponable expectations of policyholders who have
dealt with the CIGNA P&C Group in the past.

L Whether it is appropriate to allow an insurer to
self-liquidate, without the gafequards ro
policyholders and other intersstad parties which
are provided in a rehabilitation or liquidatien
f:nc.ndtng declared purguant to applicable ptate

® Whether it is appropriate to require numerous
- existing policyholders -- but not future
pelicyholders, CIGNA P&C itmelf or its
shareholders -- to bsar the risk of an uncested
actuarial evaluatien which, if it were to be
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believed, would Buggest that the proposed
transaction would have lirele point as a method
for dealing with solvency concerns.

Before addressing these and other points in greater
detail, I would like to mention my personal background for the
recerd. |

FERSOHAL EISTORY

Prior to joining Ceopers & Lybrand L.L.P. in Auguat of
thie year as Director of the firm's ingurance and regulacory
practice, I had spent my entire career in insurance regulation --
over 31 years.

After completing college in 1964 T joined the Illinois
Department of Insurance as an examiner. Prom 1964 through 1974 I
held various positions in rhe Pinancial BExamination Division,
including Chief Examiner in the larrer yeara of chat period.

Frem 1974 to 1978 I was Deputy Director of Eh- fimancial
regulacory branch. In 1578 I becams the Chief Deputy Director, a

posicion I cnmtinunﬁlly held up to my departure im 199s. During

oy tenurs in the Department I was appointed Acting Director of

Insurance on three different occasions, from July 1982 to

November 1983, from February 1992 to September 1852, and frem

February 1994 to July 1995, Prem January 1987 to my resignation

in 1955 I also held the position of Special Deputy Receiver inm

which I was responsible for panaging the office, and handling
companies placed in recelverahip in Illineis.

For over 20 years I was active in the National
Association of Insurance Commissioners (*NAIC*) and served in a
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leadership capacity for a substantial number of task forces and
committesg, I chaired the NAIC working group which was
reaponaible for the Ingurance Regulatory Information System
(early warning system) for preoperty and casualty companies. T
also had a major role in developing model laws and requlations on
casualty loss reserve certification, anpual CPA audits, guaranty
funds, holding companiass receiverships and reinsurance. I alsp
chaired the group which developed the first NAIC handbooks on
statutory accounting practices and procedures,

1 was respongible for the NAIC group which developed
the ::gnn1gﬂ_;nau;nn;g_;nmn;ngﬁﬁanﬂnnnx, which was the firse
comprehensive guide for imsurancae departments for dealing with
troubled insurance carriers. In addition, I led the group which
developed and implemented the NAIC Pinanclal Standards and
Accreditation Program. Most recently, I chaired the group which
developed legislation for mn intersctate compact for
receiverships. 1In 19%0, I received the NAIC’s distinguished
Roberc E. Deneen Award in recognitien of my contribution to
insurance regulation.

I have apoken to numsrous insurance iodustry and other
groups on financial and regulatory subjects. I have authored
numercus articles on {osurasce regulation and have served as a
reviewer of lnsurance textcbooks. In 1953 I was chosen to
represent the United States as one of seven lecturers at an
internaticnal seminar om reinsurance spongored by the United
Raticos Conference op Trade and Development.
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Based on this background and experience, I feel thar T
am in a proper position to offer opinions on this proposal from a

regulatory viewpoint.

IER_PROPOSRD TRANSACTION

Though complicated in its details, the restructuring |
plan has two central aspects which would carry out CIGNA Pil's
objective of separating icte future from the past: the Plan of
Pivigien of INA, and the depooling of the CIGNA PeC Group.
According to Gerald Iscm, Premident of CIGNA Property and
Casuzlty Division, at the present time, CIGNA P&C is operating an
active business as well as sizeable book a run-off businesa, bur
these segments were "por operationally or legally distinguished, "
at least as of October 1994. The Present plan is intended to
effectuace the complete separation of these two parts of the
business of CIGNA PeC. 1In exaxmining thip Cransaction, and its
details, it is important to evaluate just what cbijective CIGNA
PLC is trying to achieve, and whether that objective is fair ang J
reasonable given CIGNA PuC'a obligations and responsibilities. |

The purpose of the transaction Seems clear: to free
the CIGNA Corporation and its operating subsidiaries from the
uncercainties associaced with exiscing mage cort and .
environmental claims, This is to be accomplished by isolating i'
these claimg and policies in an entity apart frem the on-going ?
Operations. The agsets dedicated by CIGNA for this run-off are : é



fixed. The end result for the CIGNA Corporation is a higher
fipancial rating and freedom from these long tail claims,
CIGNR P&C premises this transaccion upon the assercion
that policyholders who will look ro the run-off company had a
reRksonable dssuraoce of repayment. This assertion, in turn, is
based upon a purported new actuarial approach developed by
Tillinghast, which asmercedly would allow CIGNA P&l to estimace
lizbilities which only a few months ago CIGNA P&l stared inp ics
public filings with the Securities and Exchange Commission could
not be accurately estimated.
However, if this new actuarial method is as reliahlie as
CIGNA P&C claims, the question arises why any restructuring at
all is necessary: all resources to be dedicated to the run.off
company -- including the $375 million capital contribution, the
$125 million debt assumption, and the aggregate excess treaty
that will be triggered when the run-off company has exhausced ics
liquid agmets -- are already within the CIGNA system. The
pProposed transaction does not provide for an infusion of
rescurces from outside the CIGNA companies to deal with any
financial concerns that mey exist. CIGNA's answer appears to be
that potential fucure customers of CIGNA PiC would not trust the
acruarial methods now relied upen by CIGNA sufficiently to wish
to do business with CIGNA.
1 that is trus, the question is why exiscing

policyholders of CIGNA P4C abould be required to acecept thess

samg actuarial methods when furure policyholders -- and tha CIGNA
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PEC syBtem itpelf and itg shareholders -- would not have to bear
the same isk chat these methods are ipaccurate. If CIGNA is
correct that it now has irs asbescos and enviropnmental
liabilities under control, then future policyholders and rating
agencies ought to have no guestions about CIGNA's future. 1If
CIGNA cannot convince these sophisticated parties of the accuracy
of its actuarial methods, then why should the Commissioner accept
them? This in turn leads re a further question: whether the
application now before chis Department should be used as a
vehicle to force numercus existing pelicyholders to accept a
transaction structured on the bagis of the gsame actuarial methods

upon which future policyholders of CIGNR, CIGNA P&C itself and

its shareholders do not have to res: ﬁhai: fimancial fortunes? T
do not believe chat these questions can be answered in CIGNA's
favor.

From CIGHA'e point of view this is a win-win situatien.
However, from the standpeint of policyholders and claimants in
the run-off corpany it may not be. It all depénds o how the
claims ultimately rup-off. As Mr. MacGinnicie has stated, based
on his actuarial knowledge and experience, difficult igmuss are
raised when setring reserves for mass tort and environmental
claims. He also states thar reserves ire estimates bf what may
happen in future -- nor absolute predictions or guarantees,
Based on my experience I concur wicth his obpervacions.
Vncertainty will remain: will the run-off company have

sufficient ameets to cover all claims when done? it is this
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uncercainry that CIGNA seeks to rid irgels of, but the
uncertainty will not be gone. Rather, it will be merely shifred
to other parcies and improper cnes in ny view,

Moreover, if the imacrive Company eventually gets ince
trouble, CIGNA will no doubt seek to hide behind this
Department‘s previous approval. Requlators should not be, or
allow themselves to be Placed, in that position.

RIEECT EPYECTS OF TEE TRANSACTION

The most important PArt of this restructuring
transacrion is how it will affect those moet directly impactred -.
INA's policyholders, claimants againat those pelicyholders, ang
Other insurance cempaniaes, While these pacties will pe adversely
impacted, there are other effscts of this transaction which will
be discussed later.

Rolicvholders

The majority of policyholders being placed in the run.
off company have or may have long rail eclaims such as asbestos or
pollution. By their Very nature these claims develop cver a long
pPeriod of cime, Thege policyholders Teasonably expected that the
entire INA group rescurces would respond Lo their clzims when
Presented. Thepe policyholders are now to be set adrift in a gea
of uncertainty since whils the assets designated for their claims
are fixed, the ultimate cost for these claims is not knewn with
certainty. At this point in Eime, it is fair to Bay that all
claims that may call upon those assers i® not known either. T¢
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these policyholder claims are not paid by the inactive company
they will fall on the insurance guarancy fund syscem if they are
eligible for thar coverage. If this system ig nor obligaced to

respond the liability will fall back on the policyholder.

Slaizanty

Where policyholders end VP is often where the claimant
ends up also. Liability insurance such as written by che INA
group has two cbhbiectives: indemmifying the wrong-doer and
compensating the victim. In the cage of asbestos liabilicy and
other mass tort situarions, claimants are in most capes the’
victims and their families.

Othax lzsurance Companies

1f the run-off company cannot meet irs obligationa,
they may fall onm other insurance companies. This can happen in
Ewo ways: firec, for example, in the case of a Pollution claim,
if one reaponsible Party or its carrier cannor Pay, the other
parties and their insurers may have to. This may happen with
other liability claims, as well. Second, the insurance industry
may have to pay through the insurance gunrnnty':und system,

FURLIC POLICY ISRURKS AND IMPLICATIONS

Thexe are important and significant public policy
issues and questions which the Commissioner musc addrese when
considering the proposed Festructuring. These broad isspues are
more likely harmful to insurance companies and ultimactely the
public than the cost frem guaranty fund coverage and other

9
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implications previously mentiocned. I feel that it is imperarive
for a regulator to censider these long term interests of the
ingurance insritution as well as the interest of others when
evaluating this transaction. In my view, these publie policy
concerns argue strongly for the denial of the presezt
application,

While several public policy issues will be discussed
here, not all of the isgues thar will arige can even he
contemplated at this time, mipce nothing like this Eransaction
has occurred in the insurance industry beforse. The notion thar
claims and rights of policyholders can be weparated inte those
which we like and will support, and those which we don't like apd
will not entirely support, is unheard 0f and foreign to the
insurance mechanism. ‘Thae gives reason encugh to thoroughly
consider the full implications of this tranpaction.

I am impressed by the legal arguments that have been
presented that the plan canmot ba approved because it violates
the law and otherwise doss not meec Statutory requiremencs, but
that is not the purpose of my testimoay here today -- I now
address che public Policy reasona againgt approval .,
MMMMWW?

It is no secret that many of the well-known names in
the commercial PIOperty and casually ingurance bueiness are
looking for ways to deal wirch problems associated wirh long cail
claims, particularly like the asbestos and environmental claims
Present here. These corpanies are watching these proceedings
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carefully to see if INA Finanecia] Corporation’s proposed
Testructuring plan will pass regulatory muster. So this marrer
and how it i3 coneluded will have ramificacions well beyond this
hearing., An approval will give the go-ahead signal to the resrt
of the indusctry that such acticn will be tolerated by regulators
and governmest, and ir will begin to set the framework for other
Froposals. So, it is vital chat the Commissioner comsider noe
only if the statucory requirements have been satisfied burc that
this bold move -- and others like it -- would as a whole be in
the best interest of the insurance industry and rhe public,
How Doss The Proposed Travssction Afiact
The Ressonable Expectations Of Tha rancyb.uidln?
ML'BWW
A group of affiliated Corpanies trade oo the strength
of the entire graup. Subsidiaries are created for a multicude or
reasons. They are able to grow and progper not solely on their
own finaocial capability and strength but on the a:anding cf the
entire group. This ig pParticularity true for a group of
companies which have hiscorically pooled risks written by
individual companies in the group. The marketplace dealt with
.r:h-:e Companies as a member of a group and assumed that the group
would stand behind them. As Mr. Iscm of CIGNA P&C stared in his
vritten testimomy, the CIGHA PiC companies were "not
cperationally or legally distinguished” when they did business
with their eximring policyholders, and their Policyholders had
every right to take this fact into account in doing business with
CIGNA P&C. The present traosaction in its simplest terms Bsays to

11
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rhe marketplace, *if it doesn't fir QUr PUrpose we will only
provide for troublesome and difficult losses only te the extent
we can and that it figs eur plans®,

How buyers will react to this situation we can only
speculate, But sheuld governmant allow this to happen in the
first place? This is not a question of whether a corporate veil
can be plexced as a legal macter. CIGNA is asking for the
Department’s approval to do something chat viglates the premise
o which its insurance was sold. As a regulatory and public
policy matter, the acpwer to that request is simple: just say
no.

Should A

Coxpacy Be Parmitted To Self-Liqui
QFf Annm Bl B T3 -1~ ¥ [+
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One important igsue raised by this transaccion is
whether it is appropriate for INA or any other company for that
matter, to run-off or sffectively self-liquidate claims oyrside

of formal receivership proceedings. The written Cescimony of

Gerald Isom prasented on November 28, 1995 expressaly states that:

Traditional fusding approaches to our
problems have not bsen successful . , , .
The Plan i a balancing of goals designed to
Protect the financial security of all
policyholders and to ensure the financial
viability of CIGKA P&C,

The testimony of George Bermstein, which was also Presented by
CIGNA on Novembar 28, 1995, is even clearer that the proposed
transaction iw based on purported #olvency concerns:
Had these exposures not been addresged,
there would have besn legitimare cause for
concern that CIGNA P&C mighr eventually not
be able to honor its policyholder

12
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. obligations. The quality of busifess thar

CIGNA P&C would have been able to write would

have declined precipitcusly as only second-

class business would have found its way to a

‘B+" rated ingurer. Overall, cash flow would

have gignificantly diminished. The

combination of fewer premiums and lower

quality business is the classic prescriptien

for financiaml disaster,

In essence, Messra. Isom and Bernstein have suggested that the
proposed transaction comstitutes a kind of plan of arrangement to
deal with solvency issuss, and that the Department should act as
it would if it were considering a plan of rehabilitacion pursuant
to Pennsgylvania law governing imsolvent insurance companies,
However, none of CIGHA‘s companies have been placed in
rehabilitation or declared ro be inmsolvent.

1 do not believe that CIGNA's proposed trangsaction can
be considered appropriate as a mechod for dealing with solvency
concerns, without the numerous procedural and substanrive
safegquards applicable to a formal rehabilitation proceeding.

This is particularly true when the plan places an unmequal burden
©n mome policyholders, namely those who would be cousigned to the
run-off companies and must accept an actuarial mechod with which
a number of them have already said they do not fully agree, than
it does on other policyholders, who are 0oL 90 limited, CIGNA is
not simply proposing to shut down the INA and run it off. That
at least would treat all INA policyholders equally. By dividing
INA and running off only & piece of it, CIGNA ie discriminating

againsc scme of INA's policyholders. That is simply unfair,

13
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As notaed previcusly, the ultimace cocBL to run off
slaims cannot be estimated with certainty. Therefore, at scme
point in the future, assers may be ingulficient to discharge
remaining obligations. Those remaining policyholders and
claimants will have only guaranty funds to look to for responding
ro their claims. Even that conclusion assumes guarancy funds
would in fact be responsible for these claims, and I am aware
that questions and have already been raised with regard to thac
matter. Those policyholders fortunate to have macured claims
early encugh will bs preferred over those that do not. The
obvious unfairness of this result should be not be ignored or
allowed. Protection from this poasibility is one of the reasons
we have raceivership statutes. While the possibility of
insolvency may seem remote now it is a risk. It ia a risk that I

do rot believe the Coomissioner can or should ignore.

ia 1L RIGRE?

Durinpg the course of my tenure in regulacion I've seen
a4 number of unupual and bold steps suggested (and in some cases
donel to solve the problems of a failed or failing company. I
have never peen anything like this. The idea that a book of
huﬂinuys and resulting claims can be split apart from an on-going
operarion should be objecticnable for even a failing company, let
alooe one that 1s healthy. The public trust in the insurance
industry has been built on the principle that payment of premium
creates & promise that sufficient assets will be avallable to pay
claims in the future. That public trust is lost when

14
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restructuring such is proposed is allowed. It just isn’t right

and it should be noc approved.

I believe Mr. Berpstein has correctly pointed out the
overriding and most important consideration from a public policy
perspective ap to whether this plan should be approved -- its
impact on policyholders and claimants. This is, after all, the
principal puipnsa ef insurance regulation. I firmly disagree
with him that the analysis should include what position
policyholders would find themselves if the status gquo were
permitted to continue. The responsibllity of management is ro do
what is best for policyholders and claimants. If the proposed
plan does not pass regulatory mister and is disapproved,
management will develop an altermative plan to deal with present
problems. They have that responsibilicy.

The doomaday predictiocss which may occur if the
proposed plan is Dot approved are not a reascn tO approve a plan
which is not in the best incerest of policyholders or the public.
Similarly, the *"good time" remults, if the plan is approved
should not be given credence. Throughout my long tenure in
regulation I was often confronted with the *sky will fall-
scenario if something wasn’t approved. Of course, it never did
and I don't believe it will in this case either. The
Commissioner should evaluate the trangaction polely on its
merits, recognizing the serious public policy implications, and
should not be deterred by a parade of harribles.

15
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I present the follewing comments on certair specific

statements made by Mr, Bernmstein in hig written testimony.

The plan may have been designed to provide additional
capital and balance sheet SUpport to CIGNR PRC but, in fact, ir

e

fails to do mo. No additiopal capital is coming to CIGNA PiC
from other scurces. Rather, presently available assets are being
allocated between active and inactive companies. Rather than the
restructuring being good for policyholders and claimanrs in the
run-off company ic, 4ip reality, places them inm the worse
position. They will nar benefit from the ongoing insurance
operations. For as leng am I can remember, particularly with
milti-line companies, troubles in one line of business were
offser by profite and cash flow from other lines, This was one
way the induscry dealt wich problems. Buyers, brokers, rigk
managers and others knew this., Tt wag ooe of the reasons large
multi-line companies were succeasful in attracting business,
This implied promise is being discarded in this proposed

Cransactions.

21wmwmimﬁnummm
mmﬂmlwmwud

The plan should not be evaluated on whether CIGNA
remains as a major employer. This ig not a proper criterion

under the insurance law, and im gy event must be dwarfed by the

16



impact of the proposed transaction on existing policyholders and

on confidence in the insurance industry.

3) in_congidexing whether to aporove the plap vou musr
Lake into ;;_g;m—n; ghe posirion in which policyholders would £ind
Shepselves If the Corporate status Quo were permitted to

As mentioned previcusly, if this plan is not approved,
the commisgioner should not be troubled or threatened by what
happens next. The mapagemant of CIGNA are creative and

intelligent people and I'm cercain that they will develogp an

altermative scheme for consideration if thar is deemed

appropriate.

Whether competitiocn is improved or not by approval of
this crassaction is pure speculation and something the
Coomissioner ghould not consider in evaluating this
restructuring. I do f£ind it interesting that Mr. Bernstein's
.lﬂii the posaiblilicy for the pruperty and cagualty ceopanies to
fail since the rest of his sctatement is very optimistic apd
Certain about the future and the ability of the run-off commpany
to meet its obligations. There is a risk, and Mr. Bernstein
knows that there is a risk, buc he, like CIGNA, chooses to ignere
it and hope for the best,

. 5) Hithout these ractings, INA financial has no_economic
moLivation Lo provide eirher the S$800 million in capital SUPROEE
17



Absent the restrucruring the pareac company should have
every motivation to stand behind its insurance subsidiaries. As
noted earlier, buyers expect it. Buyers who acquired insurance
from the INA subsidiaries in the past knew that they were dealing
with an insurance group who lived up to its promises for over 200
years. If INA wante to maintain the value of its name in the
marketplace and as goodwill, it hag to atand behind its
subsidiaries.

This restructuring allows CIGNA to keep the value of
its franchise and to cbtain future business while setting adrift
in & mea of uncertainty the obligations resulting from its past
business. How losurance buyers will react te this situation is
not known since it haw never happened hefore.

It now seems gomevhar disingenuous for CIGNA and INA to
raise the corporate vell by declaricg that parent corporations
are not obligated ro cantinunuily fund gubsidiaries. If this
plan is por approved, CIGNA will have no choice but to continue
to fund the INA. Simply from a business standpoinc, it could neoc
atford not to do that if it wants to stay in the insurance
business. If this plan is approved, however, insurance holding
| Companies will learn that they need not make ag ongoing

ig
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commitment to the carriers they own. I do not believe that is a

message thie Department should send.

hs stated previously, regulators should not feel forced
to approve this plan on any preswption that this is the only and

best plan.
There is at least one real and slgnificant situation

vhere a policyholder {s worse off after the transaction than
before. That event is when the aggets of the run-off company are
determired to ba insufficient to maat ocbligations. This ig a

real porsibility according teo Mr. MacGinnitie.
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I concur thar the role of the regulator should be to

determine whether the plan as presented meete the appropriate
Statutory standards (i,s,, not injurious to policyholders). 1In
doing that the regulators ghould not view the plan as they only
Course of action and assura that there are no altercatives.
Certainly if there are alternativas that are praferable they
rhould be perus=ed.
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The reason we haven't Seen corporate guarantses

proposed or implemented by INA‘s compecitors ig due to the simple
fact that they don‘t need to do it. They have nots Froposed to
cut loose theiyr Agp 1iahili:iea-they intend to srand behind their
ALE policyholders and Claimants,
SRECLUSION

Por the reascns 1 have Adiscugeed above, I believe that
the propoged ¥esStructuring of CIGNA Pac ahould not be approved
because it is bag public policy. It im dangeroue, it jg unfair,
and it is juse plainp wrong.

20



