





Part Three
SVO Procedures and Methodology for

Regulatory Transactions Production of NAIC Designations
Definition of SVO Analytical Value
310.  An SVO Analytical Value produced by the SVO is an expression of the credit quality

of the security component of a Regulatory Transaction which is expressed with the
numerical symbols 1 through 6 in the case of a Regulatory Transaction within the reporting
paradigm associated with the RTS code and can be expressed with the grade indicated by
the letters A through G for Analytical Value of 1, and three delineations each for the
Analytical Value 2, 3, 4 and 5 indicated by the letters A, B and C, and one delineation for
Analytical Value 6. In the case of the security component of a Regulatory Transaction
within the reporting paradigm associated with the RT code the SVO has not developed
the SVO Analytical Value but in that case the Value is expressed with the numerical
symbol 0.

Codes and Their Meaning

311.

RTS is reported for the security component of a Regulatory Transaction for which:

= A state insurance department requested SVO assistance in assessing the credit
quality of the security component of the Regulatory Transaction; and

®  The SVO provided an SVO Analytical Value for the security to the department;

and
® The department thereafter directed its insurer to report the SVO Analytical Value.

For the security component of a Regulatory Transaction within the RTS reporting
paradigm, the reporting entity reports the analytical value it received from the department,
which is the same one the SVO provided to the department. The SVO Analytical Value
associated with the RTS code is expressed as a numerical symbol from 1 through 6; e.g.,
4RTS. The RTS SVO Analytical Value may be used in conjunction with the SVO
Analytical Department Symbols and instructions defined in this manual and assigned by
the SVO associated with IF, YE and Z (but only for RTS securities issued within 120 days
of the reporting period end date); e.g., 1.G RTSYE, 4.B RTSIF, 3.A RTSZ, as detailed in
the Annual Statement Instructions.

An SVO Analytical Value is ONLY assigned if the SVO determines the security
component of the Regulatory Transaction would not qualify as an Investment Security
eligible for designation under filing exemption or by the SVO if engaged on a stand-alone
basis. An SVO Analytical Value is not a preliminary or an official NAIC Designation and
cannot be entered into NAIC systems maintained to support the operations of the
VOS/TF either by the SVO or anyone else.
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312.  RT is reported for the security component of a Regulatory Transaction for which:

= A state insurance department did not request assistance from the SVO in assessing
the credit quality of the security component of the Regulatory Transaction; or

® The department requested the assistance of the SVO but the SVO determined the
security component of the Regulatory Transaction was not an Investment Security
if engaged in on a stand-alone basis; or

®= The SVO was unable to provide an SVO Analytical Value for the security
component of the Regulatory Transaction.

For the security component of Regulatory Transactions within the RT reporting paradigm,
the reporting entity always self-assigns and reports the SVO Analytical Value 6; e.g., 6RT.
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Part Three
SVO Procedures and Methodology for
Municipal Bonds Production of NAIC Designations

MUNICIPAL BONDS

General Obligation Bonds

313.  In the case of a general obligation bond, the SVO shall determine whether the issuer
has taxing authority and the precise limitations on that authority, arrive at a determination
of all current indebtedness that relies on the issuer’s taxing authority and assess the
taxpayer’s ability to support the existing and proposed levels of debt. In the conduct of
this analysis, the SVO shall consider all factors relevant to general obligation bond analysis,
such as issuer’s debt obligation for unfunded pension liabilities and other similar
obligations. In assessing the taxpayer’s ability to support the level of debt, the SVO shall
assess the trend of the issuer’s economy, employment distribution and composition,
population growth, real estate property valuation, personal income trends and other local
economic traits that are relevant to its assessment.

Revenue Bonds

314. In the case of a new issue revenue bond, the reporting insurance company shall
provide the SVO with a feasibility study of the project in order to assess the level of
demand and all probable alternatives to the services or project. In all other cases, the SVO
may request the submission of the feasibility study. The SVO shall assess sources of
revenue, revenue assumptions, project costs and expenses and other relevant factors. The
analyst may consider any aspect of the project that may be relevant to determining an
appropriate NAIC Designation.

Industrial Development Revenue Bonds; Pollution Control Bonds

315.  In the case of an industrial development revenue bond or a pollution control bond,
the methodology applied by the SVO to assess credit risk may derive from any appropriate
corporate methodology or from a municipal methodology, whether associated with the
revenue or the general obligation approach.

Escrowed and Pre-Refunded Bonds

316.  The SVO may make its credit assessment on the basis of an executed Letter of
Defeasance, an Escrow Agreement or a Pre-Refunding Agreement.

Credit Enhanced Municipal Transactions

317. A credit enhanced municipal transaction is one in which the application for an NAIC
Designation is to be based on one of the following: (a) the credit rating of a nationally
recognized municipal bond insurer that has issued a financial guarantee or otherwise
insured the bond; (b) on a financial guarantee issued by an insurance company; (c) on a
Letter of Credit issued by a bank; or (d) on another acceptable form of credit enhancement.
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318.  In determining an NAIC Designation for the transaction, the SVO shall ascertain the
extent to which the legal documents ensure that the credit strength of the insurer or bank
flows through unimpeded to the security holder. The SVO shall examine whether the
payment obligation of the insurer or bank assures full and timely payment of all amounts
due to the reporting insurance company.

319.  Factors relevant to this analysis include irrevocability of the insurer’s or bank’s
obligation to pay the effect of debtor insolvency on payments made by the debtor and/or
the third party to the insurance company lender and the third party’s credit rating.

320.  The analyst may review:
= Corporate resolutions of the issuer.

® The guarantee or other agreements binding the third party to pay for the debt of
the debtot.

® The indenture or other similar document governing the remedies.
= Opinions of counsel regarding enforceability of the obligation of the third party.
® The payment stream under applicable insolvency laws or other regulatory regime.

= Any other documentation that may be considered necessary.

Special Situations

321.  The reporting insurance company shall contact the SVO on a case-by-case basis in
order that the SVO may determine what information is necessary to conduct an analysis
of Annual Appropriation Bonds, Special Assessment Bonds and Municipal Bonds
Supported by the U.S. Government.

Quantitative Analysis

322, The analyst shall make an independent financial analysis of the issuer. Wherever
possible, the analysis shall be based on historical and projected tax or revenue data. It shall
be the responsibility of the insurance company investor reporting the investment to obtain
and provide this information to the SVO. The analysis shall incorporate the Audited
Financial Statement, as well as additional information the analyst may deem necessary.
Upon receipt of this information, an analyst shall perform financial analysis necessary or
appropriate for the transaction under consideration. Interpretation of the financial
information and data obtained will be conducted in the context of the particular facts of
the issuer and the project to be financed. The analysis shall reflect the issuer’s political and
economic circumstances and other criteria unique to municipal bond issuance.
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Use of Unaudited Financial Statements

323.  For general obligation bonds not rated by an NAIC CRP, the SVO will assess the
transaction one grade lower than would otherwise be justified by the issuet’s credit rating,
if the reporting insurance company cannot provide the SVO with a copy of the Audited
Financial Statement. However, the SVO shall accept the unaudited financial statement of
an issuer without grade reduction, if such unaudited financial statement has been
submitted to and is certified by the appropriate state controller’s office. Revenue Bonds
will be subject to the same rules applicable to corporate debt.

Terms of the Security; Final Designation

324.  Before determining a final NAIC Designation, the analyst shall consider: (a) the
sufficiency of the legal documentation; and (b) the terms of the security such as:

= Collateral.

= Legality of the exercise of taxing authority in general bond obligations, or legal
validity and enforceability of the pledge of cash flow.

® Hconomic feasibility, including demand for the services for which the issuance is
made or project is being built.

= Project risks and risk mitigation.

®  Priority and legal position of the lender’s right to payment of the issuer’s general
fund (for general obligations bonds) or reserve or trust fund accounts (for revenue

bonds).
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PRINCIPAL PROTECTED SECURITIES

Definition

325.  Principal Protected Securities (PPSs) typically have both a principal protected
component and a performance component whose payments originate from, or are
determined by, non-fixed income like sources and, therefore, pose the risk of non-fixed
income like cashflows. PPS do not include the exclusions listed below in this section.

326.  The following transaction examples are included for demonstrative purposes only, to
highlight the intent behind the principle-based PPS definition and the core regulatory
concern (that there are Other Non-payments Risks associated with PPSs beyond the
contractually promised payments that may not be reflected in a CRP rating) but are not
intended to encompass all possible PPS variants. Fach of these examples meets the
definition of a PPS. Any design that circumvents the definition, and related examples,
through technical means but which in substance achieves the same ends or poses the same
risk, shall be deemed a PPS.

Example Transactions

327.  Example 1 - PPS includes any security that repackages one or more underlying
investments and for which contractually promised payments according to a fixed schedule
are satisfied by proceeds from an underlying bond(s) (including principal and, if applicable,
interest, make whole payments and fees thereon) that if purchased by an insurance
company on a stand-alone basis would be eligible for Filing Exemption, but for which:

"0
e a. the repackaged security structure enables potential returns from the

underlying investments in addition to the contractually promised cash
flows paid to such repackaged security according to a fixed schedule;

OR

* b. the contractual interest rate paid by the PPS is zero, below market or,
in any case, equal to or below the comparable risk-free rate;

AND

® (i) the insurer would obtain a more favorable Risk Based Capital charge or
regulatory treatment for the PPS through Filing Exemption than it would were it
to separately file the underlying investments in accordance with the policies in this

Manual..
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328.  Example 2 - In this
example there are only
two components: 1) a
$10 million par United
States Treasury (UST)
zero-coupon  bond
sold at discount (ex.
$70) from par ($100)
that will pay par ($100) at maturity and 2) a return linked to any positive performance of
call options on the S&P 500 Index (if the S&P 500 Index has a negative performance,
investors will only receive an amount equal to their initial investment). The CRP rating
would be AAA/AA+ or an NAIC 1.A, based solely on the risk of the UST security;
whereas, the Weighted Average Ratings Factors (WARF) applied by the SVO would result
in an NAIC 4.B when it includes the exposure to the call options on the S&P 500 Index.

329.  Example 3 - In this example there are multiple components: 1) a $22 million corporate
bond paying a fixed coupon (ex. 4.50%) with a stated maturity date (ex. 9/30/2049), 2)
the corporate bond
has two CRP ratings
(Moody’s Baa2, S&P
BBB+), 3) the Special
Purpose Vehicle
(SPV) also invests $25
million in additional
undisclosed and
unrated assets, 4) the SPV pays a below market semi-annual coupon of 0.80%, 5) the
excess coupon difference (4.50% - 0.80% = 3.70%) is used to accumulate into the required
principal to pay at maturity, and 6) a CRP rated the PPS a BBB or NAIC 2.B. , Again, the
PPS rating is based solely on the corporate bonds that represent less than 50% of the total
investment in this example, whereas, the WARF methodology would result in an NAIC
4.C when the exposure to all of the underlying investments are included.
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330.  Example4 - This example is a repackaging of collateralized loan obligation (CLO) notes
into a CLO Combination Note (Combo Note). The initial CLO holds $250 million of
syndicated loans and issues $255 million of notes (the CRP rating for each tranche is listed
before the Class, ranging from AAA to B-) and Equity / Subordinated Notes. The Combo
Note is formed in this example by re-packaging the Class B, C, D, and Equity /
Subordinated Note tranches together. The total notional amount of all the tranches in the

Combo Note is $52.25 million. The Combo Note raises proceeds by issuing a single $50
million notional tranche of debt through an SPV. The cashflows from the Class B and C
notes are sufficient to repay the $50 million Combo Note principal and interest, if any;
which, may constitute a reclassification of the Class B and C tranche interest to repay
principal on the Combo Note. Payments from the underlying investments in the Class D
and Equity / Subordinated Note tranches provide returns to the repackaged security in
addition to the contractually promised cash flows according to a fixed schedule that are
based upon the payments from the Class B and Class C Notes. The Combo Note receives
a BBB- rating or NAIC 2.C on the notional of $50 million based upon payments from the
Class B and C tranches even though $29.5 million or 57% of the underlying investments
are rated BB- or unrated, whereas, the WARF would result in an NAIC 4.B when the
exposure to all of the underlying investments are included.

331.  Example 5 — In this example, a financial institution issues notes pursuant to which it is
obligated to make (i) fixed quartetly coupon payments which are less than the comparable
risk-free rate, (i) performance payments linked to the performance of referenced equity
and futures indices and the net asset value of a basket of undisclosed securities, and (iii) a
principal payment at maturity. This example differs from the others in that the issuer is an
operating entity and not an SPV with underlying assets. Even though the payment of all
amounts is the obligation of the issuing financial institution, the size of the performance
payments, if any, is wholly dependent on the performance of non-fixed income like
reference assets.
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Exclusions

332.  For the avoidance of doubt, PPSs shall not include defeased or pre-refunded securities
which have separate instructions in this Manual; broadly syndicated securitizations, such
as collateralized loan obligations (CLOs) (including middle market CLOs) and asset
backed securities (ABS), except as described in the examples in this section; or CLO or
ABS issuances held for purposes of risk retention as required by a governing law or

regulation.

Filing Requirements

333.  Investments in PPSs must be submitted to the SVO for review because they may
possess Other Non-Payment Risks that the SVO must assess under its Subscript S
authority. If the SVO determines in its judgement that there are not any Other Non-
Payment Risks, the SVO will permit the security to benefit from Filing Exemption, if it is
otherwise eligible.

334.  Inaddition to Filing Process and Reguired Documents outlined in Part Two of this manual,
the following additional information is required for PPSs:

® Disclosure of any Subsidiary, Controlled or Affiliated relationship between the
PPS or any of the underlying investments and the insurer; including, how the

underlying investments were acquired.

® Prior four quarterly financial statements, if produced, trustee or collateral agent
reports from the entity issuing the PPS sufficient to identify: security specific
details of each underlying investment (security identifier, descriptive information,
all Eligible NAIC CRP Credit Ratings (if any), par value, market value, and
explanation as to how the market value was determined).
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