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(Editor's Note: On Jan. 27, 2023, we republished this criteria article to make nonmaterial changes. See the "Revisions And
Updates" section for details.)

S&P Global Ratings' risk-based capital (RBC) adequacy model is a quantitative tool that is integral
to our analysis of the capital adequacy of life, property/casualty (P/C), health insurance, and
reinsurance companies worldwide. We base our overall opinion of an insurer's level of capital
adequacy on insights drawn from this model, evaluated in conjunction with more qualitative
factors. These include the composition of the insurer's capital structure (e.g., how much it relies
on hybrid securities and debt to fund its operations); its asset quality, reserve adequacy,
contingent assets and liabilities; its dependency on reinsurance; any risk concentrations; and its
capital planning and financial flexibility.

Variations in global accounting standards and complex legal entity structures present challenges
in the analysis of insurance company capitalization, but we have taken a global approach, noting
regional exceptions throughout. Our opinion is typically expressed in terms of adjusted capital
being either redundant or deficient across targeted levels of risk-adjusted capitalization,
consistent with the rating level.

The capital adequacy outcome from the model is only a starting point for judging capitalization.
We apply qualitative and quantitative enhancements as warranted to derive a more-complete
picture of an insurer's capital position. These adjustments play a critical role in assessing risks
that are unique to a company, while maintaining the ability to compare companies.

S&P Global Ratings is refining its methodology and assumptions for evaluating the capital
adequacy of insurance companies. We are publishing this article to help market participants
better understand our approach to reviewing insurance companies. This article is related to our
criteria article "Principles Of Credit Ratings," which we published on Feb. 16, 2011.

SCOPE OF THE CRITERIA

S&P Global Ratings is updating its criteria for its RBC adequacy model to update and refine
several areas. We undertake periodic reviews of the appropriateness and level of the factor-based
charges in our enhanced risk-based capital model. The updates focus on:

www.spglobal.com/ratingsdirect

ANALYTICAL CONTACTS

Ali Karakuyu
London

+ 44207176 7301
ali.karakuyu
@spglobal.com
Patricia A Kwan
New York

(1) 212-438-6256

patricia.kwan
@spglobal.com

METHODOLOGY CONTACTS

Michelle M Brennan
London
(44) 20-7176-7205

michelle.brennan
@spglobal.com

Mark Button
London
(44) 20-7176-7045

mark.button
@spglobal.com

June 7,2010


mailto: ali.karakuyu@spglobal.com
mailto: ali.karakuyu@spglobal.com
mailto: patricia.kwan@spglobal.com
mailto: patricia.kwan@spglobal.com
mailto: michelle.brennan@spglobal.com
mailto: michelle.brennan@spglobal.com
mailto: mark.button@spglobal.com
mailto: mark.button@spglobal.com

Criteria | Insurance | General: Refined Methodology And Assumptions For Analyzing Insurer Capital Adequacy Using The Risk-Based Insurance
Capital Model

- Asset-related risk charges, including asset-liability management (ALM) within the International
Financial Reporting Standards (IFRS)/generally accepted accounting principles (GAAP) and U.S.
statutory models;

- Methodologies that were also reviewed for appropriateness and charges updated to reflect the
most recent market data of the past four years; and

- The model that has been expanded to include regional variations, including the introduction of
region-specific models for Asia-Pacific, Latin America, and Canada.

- Capital charges for U.S. variable annuities that have been revised.

SUMMARY OF CRITERIA UPDATE

This article supersedes "Analysis Of Insurer Capital Adequacy," published on Dec. 18, 2009.
Notable changes include:

- Revised risk charges for asset-related risks: equities, ALM, property, and credit (including
loans, reinsurance recoverables, bank deposits, and preferred stock);

- Addition of region-specific risk charges for Asia-Pacific, Latin America, and Canada, primarily
elements of total adjusted capital (TAC) and non-life premium and reserve charges.

Appendix 1 lists the changes in more detail.

This paragraph has been deleted as it contained information that was applicable on the original
date of article publication (June 7, 2010) but is no longer relevant.

This paragraph has been deleted as it contained information that was applicable on the original
date of article publication (June 7, 2010) but is no longer relevant.

METHODOLOGY

Summary

The model seeks to determine the amount of capital in excess of reserves that an insurance
company needs to cover losses from disparate risks over the expected life of its portfolio. The
results indicate the amount of capital corresponding to varying confidence intervals that S&P
Global Ratings considers commensurate with a given rating category. In the model, each risk
variable is stressed using these confidence levels and our empirically observed cumulative
five-year defaults across ratings, as established at the inception of this enhanced model in 2007.
Although the model measures the impact of the stressed risk variables over the expected lives of
the assets and liabilities, the volatility used to create the stressed scenarios is based on potential
movements expected over a one-year period.

In other words, we are seeking to capture the present value of expected economic losses (change
in shareholder equity/policyholder surplus) experienced over a year, to a degree of certainty that is
commensurate with the rating. The confidence levels establishing the degree of certainty for each
individual risk are: 97.2% for 'BBB', 99.4% for 'A', 99.7% for 'AA', and 99.9% for 'AAA".

S&P Global Ratings gives explicit credit for diversification within the capital model, albeit at levels
likely to be more-conservative than those used by many insurers in their internal models. The
approach reflects our conservative view on correlations in the tail, through the application of
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correlation matrices specifically designed for this model. It also partly reflects the limitations on
the fungibility of diversification credits across a consolidated group.

Implicit diversification credit is also embedded in many of the charges (e.g., equity and mortality)
where indices and industry level data are being used. The diversification credit calculated brings
the sum of the capital requirement for each risk at the various rating levels to a level
commensurate with the confidence level consistent with the rating.

Another reason why S&P Global Ratings chose to be conservative in its model's explicit
diversification credit is that some diversification is implicit in the chosen confidence intervals for
each risk charge. We generated these from five-year default data, which we deemed a
more-appropriate measure to calibrate each charge than the more-onerous one-year horizon. We
see the one-year horizon applied in some regulatory regimes and it generates a higher
diversification credit.

Capital Model In Context

This paragraph has been deleted.

The model creates a consistent initial approach to measuring an insurer's capital adequacy. Still,
results are primarily guideposts, not absolute benchmarks, by which to gauge capital adequacy. A
vital part of the assessment of capital adequacy incorporates adjustments--both qualitative and
quantitative--to the model. These quality of capital adjustments may consider:

- Aninsurer's ability to internally generate capital and self-fund growth through earnings. All else
being equal, we usually view companies with long track records of consistently good earnings
as having a stronger capacity for reliable capital development than companies with
more-volatile performance. We also consider an insurer's prospective growth plansin
conjunction with management's commitment to maintaining or enhancing surplus adequacy or
running a leaner capital structure.

- Potential calls on capital or sources of capital support. Affiliates might look to the rated entity
for future capital support, or a parent might develop an increasingly aggressive appetite for
dividends. Alternatively, a parent, subsidiary, or affiliate may be able to provide future capital
support. Either may alter how we view an institution's capital strength.

- Quality of asset/liability management techniques. Generally, S&P Global Ratings views
companies willing to accept incremental risk less favorably than those adhering to
more-prudent practices. A company's demonstrated understanding of the risks undertaken
also influences the assessment.

Since 2005, S&P Global Ratings has been assessing the strength of ERM within insurance groups.
The insight this tool offers into management techniques used to assess, quantify, and manage
risk provides an important element of our analysis of capital adequacy.

In particular, the sophisticated risk models now employed by insurance groups as part of their
ERM framework will complement the factor-based approach of S&P Global Ratings' capital model.
The factor-based model benefits from simplicity and global consistency and helps to cut through
the myriad assumptions that drive the result in the more-complex economic capital models. By
assessing the output of both S&P Global Ratings' capital model and the insurer's own model, S&P
Global Ratings expects to derive an informed opinion of capital adequacy (see "A New Level Of
Enterprise Risk Management Analysis: Methodology For Assessing Insurers' Economic Capital
Models," published on Jan 24, 2011).
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Capital model framework

S&P Global Ratings' capital model is designed under a globally consistent framework. Regional
factors are applied to reflect features unique to a local market. The factor-based model reflects
observed volatility over periods of 15 to 30 years, depending on the risk factor, supplemented by
scenario-based analysis where appropriate.

In our view, the model improves the analytical value of our ratings process by better linking
expected capital adequacy to risk. It provides transparency to the marketplace as to the level of
stress that is applied and clearly defines the risks encompassed. We believe the model parallels
advances in risk management and measurement currently being made in the insurance industry,
which will make it easier to apply the model in conjunction with internal (economic) capital
models. The model applies a well-defined and consistent framework to measure exposure across
all categories of risk (e.g., mortality risk, underwriting and reserving risk, credit risk, and financial
market risk).

The model calculates a target level of RBC at various rating levels, based on the company's
specific risk profile. The target capital captures market, credit, operational, and recoverability
risks as well as insurance business-related risks of pricing, interest rate movements relative to
interest-rate sensitive products, mortality/morbidity, catastrophic risks, and loss reserving.

. Aninsurance company's total adjusted capital is compared with the level of target capital. At
various rating levels, a redundancy or deficiency can be quantified against the target capital.

ASSUMPTIONS

Defining Capital: A Global Approach

S&P Global Ratings provides ratings on companies in many parts of the world. In so doing, even
with the advent of International Financial Reporting Standards (IFRS), we encounter many
different accounting frameworks. We have created two measures that normalize the resulting
measures of owner equity on a more-consistent basis: total adjusted capital (TAC) and economic
capital available (ECA).

Total adjusted capital/Economic capital available--IFRS/GAAP model

TAC is the measure S&P Global Ratings uses to define the capital available to meet a company's
capital requirements in our capital adequacy model. S&P Global Ratings calculates TAC using a
globally consistent methodology. It is a narrow capital measure reflecting a near-term view on the
realization of assets.

For example, TAC reflects the ability to partly realize the off-balance-sheet value of in-force life
insurance business through reinsurance or securitizations in a relatively short timeframe. It is also
influenced more by the current regulatory views of capital than by an economic view. TAC includes
nonowner capital that can absorb losses, such as hybrid capital, and forms of policyholder capital
that can be used to absorb risk across an organization, such as discretionary funds backing
participating life insurance policies.

ECAis a broader, more economic view of owner (shareholders, or policyholders in the case of
mutuals) capital with a longer-term view on crystallizing value. It reflects, for example, the ability
to partly realize the value of goodwill over the long term through asset sales or enhanced earnings.
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Generally accepted accounting principles or statutory?

For companies or groups producing financial statements in accordance with generally accepted
accounting principles (GAAP), we normally calculate TAC and ECA from information contained in
those statements. However, in certain countries (e.g., the U.S.) some companies only produce
financial statements in accordance with the local regulators' basis (statutory basis) of accounting.
S&P Global Ratings may draw TAC and ECA from information contained in the statutory basis
financial statements if there are no GAAP financial statements or if the statutory basis financial
statements provide greater depth and breadth of financial information.

Increasingly, many companies in jurisdictions that focus on statutory solvency have subsidiaries
and affiliates that operate offshore--either as local companies conducting business in
international jurisdictions or as offshore captive reinsurers. In those cases, analysis based purely
on statutory information might miss significant risks to the group. Therefore, S&P Global Ratings
has expanded its use of GAAP capital models on a consolidated group basis. This analysis will not
replace statutory analysis, which is still important to assure local statutory solvency. But the
primary measure of group capital adequacy will focus on GAAP/IFRS analysis to capture group
risks on a more-appropriate economic basis.

Consolidated or unconsolidated?

S&P Global Ratings' insurance group rating methodology outlines criteria for evaluating insurance
groups. This is founded initially on an analysis of a consolidated group. We treat it as if it were a
stand-alone company, and determine an opinion of its creditworthiness as if it were a single legal
entity--the Group Credit Profile (GCP). Then we determine whether each insurance operating
company subsidiary is core, highly strategic, strategically important, moderately strategic, or
nonstrategic to the group. Finally, taking that assessment into account, we assign ratings to the
group's subsidiaries. The GCP would normally determine the creditworthiness of core members of
a group.

S&P Global Ratings prefers to base its analysis for determining the GCP on a group's consolidated
financial statements and we capture the group capital on a consolidated basis. For example, this
consolidated basis includes all the operations of the group, thus eliminating the effects of double
leverage and intragroup transactions. Nonetheless we remain cognizant of an individual legal
entity's capital in relation to local solvency requirements. The ratings on individual group
subsidiaries may be influenced in part by the company's individual financial statements (which
may or may not be consolidated). Where applicable, we may make adjustments for double
leverage.

Components of TAC

TAC is reported statutory surplus or GAAP reported common shareholder equity, adjusted for
certain items that affect the quality of the surplus/equity.

Table 1

Components Of Total Adjusted Capital

Reported shareholders' equity/policyholder surplus

Plus Equity minority interests*

Plus Equalization/catastrophe reserves*
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Table 1

Components Of Total Adjusted Capital (cont.)

Plus Prudential margins included in reserves

Minus Proposed shareholder dividends not accrued

Minus Standard & Poor’s impairment of goodwill

Minus Other intangible assets

Minus On-balance-sheet unrealized gains/(losses) on life bonds*T (post tax§)
Plus Off-balance-sheet unrealized gains/(losses) on investments other than life bonds* (post tax§)
Minus Off-balance-sheet pension deficits (post tax§)

Minus On-balance-sheet pension surpluses (post tax§)

Plus Up to 100% of off-balance-sheet life value of in-force (post tax§)

Plus Property/casualty loss reserve surpluses/(deficits) (post tax§)

Plus Property/casualty loss reserve discount

Plus Discounted unearned premium reserve

Plus/Minus Analyst adjustments

= ECA (economic capital available)

Minus Remaining goodwill after Standard & Poor's impairment

Minus Investment in unconsolidated subsidiaries, associates, and other affiliates
Minus Investments in own shares/treasury shares

Minus 50% deducted of off-balance-sheet value of in-force (post tax)
Minus 50% deducted of life deferred acquisition costs (post tax)
Minus 100% deducted of property/casualty deferred acquisition costs
Minus 50% deducted of property/casualty loss reserve surpluses
Minus 33% deducted of property/casualty loss reserve discount
Minus 50% deducted of discounted unearned premium reserve

Plus Policyholder capital available to absorb losses

Plus/Minus Analyst adjustments

=TAC before hybrid capital adjustments

Plus Hybrid capital (subject to tolerance limits)
Minus Excess over hybrid tolerance
= Total Adjusted Capital

*Where not already included in shareholders' equity. TSubject to fair value exception. §Where tax effect is not disclosed use effective tax rate.

For those jurisdictions where S&P Global Ratings continues to evaluate capital primarily based on

statutory accounting, the statutory definitions of TAC are used.

Description Of TAC And ECA Adjustments
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Equity minority interests

Often, equity minority interests already form part of shareholder equity, but if not, we will add
them to TAC because they constitute capital controlled by a group's management.

Equalization/catastrophe reserves

Equalization and catastrophe reserves are not permitted under U.S. GAAP or IFRS because they
relate to future unexpected events. However, they still remain in some national GAAPs and
statutory accounting. S&P Global Ratings regards these reserves as equity.

Prudential margins included in reserves

In some countries, such as Australia, explicit margins are required as part of reported liabilities.
We add a proportion of these margins back to equity for TAC and ECA purposes. The proportion
varies depending on the margin of sufficiency included in the liabilities.

Proposed shareholder dividends not accrued

If the financial statements include a proposed level of shareholder dividend relating to the past
financial year that is not accrued in the balance sheet, we deduct it from shareholder equity in
deriving TAC.

Goodwill

Goodwill is subject to an S&P Global Ratings impairment charge in the calculation of ECA, and
deducted in full from shareholder's equity to derive TAC.

Unrealized gains on investments

8. Treatment of unrealized gains will depend on the balance-sheet treatment of liabilities. TAC may

include full credit for the market value of investments, except for bond investments matched with
nonlinked (or general account) life insurance liabilities. However, bond investment market values
may be included in TAC and ECA if matching balance-sheet liabilities are valued on a
market-consistent basis (that is, where movements in interest rates affect both asset and liability
values).

Accordingly, where unrealized gains/losses are on-balance-sheet, we usually remove gains/losses
on bonds matching nonlinked (or general account) life insurance liabilities from TAC and ECA.
However, if liabilities are valued on a market-consistent basis, we make no adjustment.

Conversely, where unrealized gains/losses are off-balance-sheet, we typically add gains/losses
on investments other than bonds matching nonlinked (or general account) life insurance liabilities
to TAC and ECA.

For non-life business and shareholder funds, we normally add the market value of bonds to TAC if
they are off-balance-sheet.

The above comments provide a base position for the analysis. However, the issues arising from
different accounting standards in different regulatory regimes mean further analytical judgment
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may be required to better reflect the economic position.

Pensions

Companies increasingly deduct defined-benefit employee pension (or long-term health care)
scheme deficits from their balance sheets when calculating shareholders' equity. Where such
deficits are held off-balance-sheet, S&P Global Ratings usually deducts the full amount in
deriving TAC. This includes deficits that remain off balance sheet where the corridor method is
used.

All on-balance-sheet amounts related to defined-benefit employee pension (or long-term health
care) scheme surpluses are also removed from TAC, given the lack of fungibility of such surpluses.

Where the capital adequacy models of subsidiaries are based on statutory basis financial
statements, pension deficits can rarely be allocated to those subsidiaries. We generally only make
pension adjustments as part of our capital analysis of the consolidated group, based on GAAP.

“6. This paragraph has been deleted because it was superseded by "Insurers Rating Methodology,"

published July 1, 2019.

Value of in-force life insurance business and life deferred acquisition costs
(GAAP model)

Balance sheets tend to understate the economic value of life insurance business globally,
although the degree of understatement varies. Where available and audited, S&P Global Ratings
uses embedded value analysis to normalize its balance-sheet analysis (and, more importantly, its
earnings analysis) across the globe. Increasingly, embedded values are disclosed in
supplementary financial statements, but are generally not included in balance sheets shown in
the primary financial statements. S&P Global Ratings will credit up to 50% of value in force (VIF) in
its calculation of TAC. Adjustments will be made to avoid any double counting of the credit given
on balance sheet for VIF, deferred acquisition costs (DAC), value of business acquired (VOBA), and
goodwill.

Where embedded value information is not available, we may include up to 50% of the value of life
DAC, if we consider it reasonable to assume those costs will be recovered even under stressed
scenarios. We may apply further adjustments to exclude more of the DAC if we believe the
company assumptions are not sufficiently conservative. In some regions, other proxies may be
available for VIF and would be considered in our analysis, if appropriate.

Property/casualty deferred acquisition costs

We deduct 100% of P/C DAC when calculating TAC. In jurisdictions where P/C contracts can have
long-term features akin to life insurance products, partial credit may be given for DAC assets
arising from those contracts.

P/C loss reserve deficits/surpluses

Where S&P Global Ratings determines that a company's loss reserves are either deficient or in
surplus (by our own reserve analysis, external actuarial review, or other means), we will adjust TAC
accordingly. For the purposes of TAC, surpluses are normally haircut by 50%. There is no double
counting of credits for loss reserve surpluses and prudential margins in reserves. (For more
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details, please see "Assessing Property/Casualty Insurers’ Loss Reserves," Nov. 26, 2013.)

For the purposes of calculating expected capital needs for P/C loss reserves, and the discount
calculation below, we adjust reserves to a level consistent with the TAC measurement. This avoids
removing the incentive for companies to reserve conservatively.

Discount on P/C loss reserves

TAC is adjusted to eliminate any explicit or implicit discount of P/C loss reserves. S&P Global
Ratings then calculates its own estimate of the time value of money, based on the non-life reserve
duration and the relevant 10-year government bond yield. We use a weighted-average for
companies with reserves denominated in more than one currency.

We calculate the loss reserve discount as:
Mon-life loss reserves (et of reinsurance) x (1=(1/(1+r}*n)}) where:

r = applicable long-term govemment bond yield,
n = mean tarm of claim liabilites in years.

As a matter of prudence, S&P Global Ratings has chosen to haircut the loss reserve discount by
33%. The discount calculation is applied to loss reserves after any adjustments for
deficits/surpluses.

Discounted unearned premium reserve

S&P Global Ratings deducts 100% of non-life deferred acquisition costs when it calculates TAC.
However, we recognize that value will normally be embedded in the unearned premium reserve
(UPR). We recognize this value by giving partial credit for the time value of the unearned premium
reserve. TAC is adjusted to reflect the discounted value of the UPR, based on the company's
reserve duration (subject to a two-year maximum) and the relevant 10-year government bond yield
(or a weighted-average for companies with reserves denominated in more than one currency).

We calculate the unearned pramium reserve discount as:
Unearned pramium reserve X (1-01041+r)*n)) whare:

r = applicable kong-term govemment bond yield.
n = estimated duration of reserves, subject to & two-year
MEXimum.

We apply a 50% haircut to capture an allowance for expenses, taxes, and general conservatism
over the timing of future claims. We will continue to reflect pricing risk elsewhere in the model
through our premium charges.

Policyholder capital available to absorb losses

Certain forms of policyholder capital may be included in TAC if they are available to absorb losses
(notably investment losses) across the organization. This could include the unallocated divisible
surplus in the U.K. and free Ruckstellung fir Beitragsriickerstattung (RfB) in Germany.
Policyholder capital is generally excluded from the hybrid equity ratio, with the notable exception
of mutuals.
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Deferred tax

Usually, no routine adjustments are made for on-balance-sheet deferred tax assets and liabilities,
although we may make adjustments where asset recoverability is questionable or distant. All
adjustments to TAC that would result in a tax charge or credit are adjusted for the tax impact. This
typically applies to the value of off-balance-sheet life insurance in force, off-balance-sheet
pension adjustments, unrealized investment gains, and deferred acquisition costs. In the absence
of disclosed tax effects, adjustments are made using the effective tax rate determined from the
income statement.

Subsidiaries, associates, and other affiliates

Unconsolidated investments in subsidiaries are subject to a 100% capital charge. This recognizes
that the asset and liability risks associated with such subsidiaries are not consolidated in the
reported financials and, therefore, the capital model. The 100% capital charge assumes that the
subsidiary has sufficient capital to meet its requirements. If the subsidiary is material, the
company should either be consolidated into the group capital model or a stand-alone analysis
should be performed. The 100% capital charge is then adjusted up or down for any redundancy or
deficiency of capital resources relative to requirements, with appropriate consideration of any
capital fungibility constraints.

S&P Global Ratings may give partial credit where the book value of listed affiliates is understated
relative to their market value. We apply haircuts to the excess of market over book value of core or
strategically important affiliates because, in our view, these holdings are unlikely to be fully
realized and also to recognize the potential liquidity risks. We will recognize full value for the
excess of market over book value of listed nonstrategic affiliates, subject to a standard 27%
equity volatility charge. We will adjust upward the base charge of 27% if these investments are
material or domiciled in higher-risk equity markets.

Leverage Analysis

Quality of capital

Paragraphs 60-64 have been deleted.

Hybrid capital

5. Adetailed description of hybrid capital is given in "Hybrid Capital: Methodology And

Assumptions," published on July 1, 2019.

S&P Global Ratings employs a simple methodology for analyzing hybrid securities that parallels
the regulatory approach, classifying hybrids into three categories to reflect their relative degree of
equity strength. The limits for inclusion by category broadly parallel the regulatory policy of
capping the inclusion of hybrids in regulatory capital, and allow for global comparisons of capital
measures.

[Table 2 has been deleted.]
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Hybrid Capital/Double Leverage Tolerance

To better reflect the often-significant regional variations in the nature of insurance regulation, as
well as the many local differences in the regulatory eligibility of diverse forms of capital, S&P
Global Ratings uses differentiated criteria in respect of its hybrid capital and double leverage
tolerances.

Our focus is on two analytic variables that are used to establish appropriate tolerances for hybrid
capital and for the proceeds of ordinary debt-funded double leverage. The two analytic variables
depend on the extent to which structural subordination is likely, in our view, to be enforced by
regulators on a company-by-company basis, and also on the local regulatory tolerance of debt
capital in eligible solvency.

The use of debt and hybrid capital to fund operating company capital is evaluated in the context of
local regulation. Double leverage calculations are based on S&P Global Ratings' view of the local
regulatory enforcement of structural subordination. In light of a growing trend by regulators to
limit the use of debt and hybrid capital to fund insurance operating company capital, double
leverage calculations are expressed as a percentage of group consolidated capital, which better
captures these regulations.

Where the level of structural subordination is high and regulators allow holding-company debt to
fund operating company capital, S&P Global Ratings' tolerances for double leverage will generally
rise. Where the level of structural subordination is low and regulators exclude holding-company
senior debt from group solvency capital, S&P Global Ratings' tolerances for double leverage will
generally fall.

For capital models that are based on operating company statutory balance sheets, the excess over
the double leverage tolerances are deducted from TAC. For capital models that are based on
consolidated GAAP balance sheets, qualifying hybrid capital is added to TAC, subject to the
tolerances referred to in table 3.

Table 3

Maximum Tolerances For Double Leverage And/Or Hybrid Equity Usage

Cases where enforcement of structural subordinationis  Cases where enforcement of structural subordination is low
high and regulators allow holding-company debt to fund and regulators exclude holding company senior debt from
operating-company capital (e.g., currently U.S., Bermuda, group solvency capital (e.g., currently Europe, Asia-Pacific,

and Canadian general insurers) Latin American, and Canadian life insurers)
Category Maximum tolerance Category Maximum tolerance
Total double leverage Up to 45% of capital Total double leverage tolerance Up to 35% of capital
tolerance
Debt-funded double leverage  Up to 20% of capital Debt-funded double leverage 0%
High Equity Content Up to 25% of capital High Equity Content Up to 35% of capital
Intermediate Equity Content Up to 15% of capital Intermediate Equity Content Up to 25% of capital
No Equity Content 0% credit No Equity Content 0% credit

www.spglobal.com/ratingsdirect June 7,2010

1



Criteria | Insurance | General: Refined Methodology And Assumptions For Analyzing Insurer Capital Adequacy Using The Risk-Based Insurance
Capital Model

Hybrid Ratios For Capital Adequacy

u.s.

Standard & Poor's Qualifying Hybnd
U.S. GAAP (consoldated) Capital + Total Hybnd + Total Senior Debt

Non-U.S.
Standard & Poor's Qualfying Hybrid _
Group Consobdated TAC (excluding hybnd) + Regulatory Quakfying Hybnd Capatal

Double Leverage For Capital Adequacy

ulsi

Standard & Poor's Qualifying Hybrid + Total Senior Debt + Nonqualifying Hybad
US GAAP (Consolidated) Captal + Total Hybnd + Total Senior Debt

Nﬂ‘“'u-S-
) Standard & Poor's Qualifying Hybrd Capital
Group Consoldated TAC (excluding hybnd) + Regulatory Qualfying Hybrid Capdal

Mote: In regions with low subordination (Europe, etc.) this is the same calculation as
hybrid leverage and reflects the ineligibility of senior debt in group sclvency calculations.

*The non-U.5. hybrid ratic has an amended definition of qualifying hybrid in the
denominater. This now reflects Regulatery Qualifying Hybnd; previcusly this was based on
Standard & Foor's Qualifying Hybrid. The amendment achieves greater parity in treatment
between the U.5. and non-U.5. hybrid ratios.

@ Standard & Poor's 2010,

~

2. In Europe, S&P Global Ratings' qualifying hybrid capital for hybrid ratios and double leverage may
include hybrid issued or guaranteed by an operating subsidiary in addition to parent company
hybrid.

~

3. When determining if a hybrid capital instrument qualifies as S&P Global Ratings qualifying hybrid,
we first consider whether the instrument would be eligible regulatory capital and included in fullin
the regulatory solvency calculation. We exclude any excess above regulatory upper limits from
both S&P Global Ratings' qualifying hybrid and regulatory qualifying hybrid.

Diversification

~

4 There is limited data to credibly model and project tail correlations. Study of company- and
industry-level correlation matrices has highlighted numerous methodologies and factors being
employed, and these have led to significant variation in the amount of diversification credit being
assumed by companies in their models.

~

5 S&P Global Ratings has taken a more conservative view on how to project correlations in the tail
than that generally observed in insurers' models. The matrices have been specifically designed for
this model. This credit is in addition to the implicit diversification credit embedded in many of the
charges (e.g., equity and mortality) where we are using indices and industry-level data. The
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diversification credit calculated brings the sum of the capital requirements for each risk at the
various rating levels back to a level commensurate with the rating category. No explicit
quantitative credit is currently given in the capital model for the geographic spread of business.

Our conservatism with respect to the explicit diversification credit also reflects some implicit
diversification in the chosen confidence intervals for each risk charge. These were generated from
five-year default data that we considered to be a more-appropriate measure to calibrate each
charge than the more-onerous one-year horizon that we see applied in some regulatory regimes,
where higher diversification credit is permitted.

There are four simple matrices applied in the model:

- P/C captures correlation between different lines of business. These have been clustered into six
main product groupings.

- Life matrix looks through product types and captures the underlying risks, e.g., mortality,
morbidity. These have been categorized into four risk types.

- The third matrix looks to provide credit for the high level diversification derived from writing life
and P/C risks.

- Assetrisk correlation matrix focuses on the three core investment classes.

Given the uncertainties around tail correlations, a 50% haircut is applied to the resulting
diversification credit.

S&P Global Ratings will continue to study the effects of diversification as part of its evolving
analysis of economic capital models and ERM (see appendix 8).

Asset-Related Risks

Credit risk charges

Losses relating to credit largely result from credit defaults and changes in value resulting from
ratings transitions, and systemic credit spread movements. The sources of these credit risks at
insurance companies can include fixed-income assets, credit derivatives, commercial mortgages,
and counterparty credit exposure relating to reinsurance contracts, deposits, and
over-the-counter (OTC) derivative contracts.

We apply factors to all the major sources of credit default risk, including credit default swaps and
OTC counterparty credit exposure, where significant. Because losses on risk relating to systemic
credit spread movements are largely related to asset-liability risks, exposure to this risk is likely to
be captured in the factors for risk relating to asset-liability mismatches (see "Asset/Liability
Management"). Based on our research on the potential economic impact of ratings transitions on
insurance company portfolios, S&P Global Ratings believes the magnitude of this risk does not
warrant separate specific risk factors.

In calculating the expected capital adequacy for credit default risk, S&P Global Ratings applies a
default charge relevant to the tenor of and rating on the security.

Methodology for computing default factors. S&P Global Ratings has tracked and studied default
rates on each annual pool of ratings since 1981. We publish cumulative default statistics annually,
based on data taken from S&P Global Market Intelligence's CreditPro. These cumulative default
studies were used to compute the annual marginal default rate for each rating and tenor.
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S&P Global Ratings discounted the marginal default rates using a spot curve based on term
structure of U.S. dollar interest rate swaps plus 200 basis points (bps). We then aggregated the
discounted marginal default rates occurring on or before each tenor for each rating for each
separate pool to derive the discounted cumulative default rates. We computed the average and
standard deviation of the discounted cumulative default rates across each pool. To create the
credit risk factors, we selected the mean of the discounted cumulative defaults experienced
across the pools and added a standard deviation movement based on an established confidence
level commensurate with the targeted capital level. Recoveries were applied to the stressed
discounted cumulative default rates, which varied based on credit quality of the exposure