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SPECIAL NOTICE

This publication of the Purposes and Procedures Manual of the NAIC Investment Analysis Office
(P&P Manual) reflects the new format adopted by the Valuation of Securities (E) Task Force
(VOS/TF) on November 16, 2018 and publication in this new format adopted on April 7, 2019. The
P&P Manual is published once a year as of December 31 of the given year and reflects any
amendments adopted by the VOS/TF in 2020.
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HoOw TO CITE TO THE PURPOSES AND PROCEDURES MANUAL OF THE NAIC INVESTMENT

ANALYSIS OFFICE

Cite a section by Part and paragraph number; e.g., Part One, paragraph 24.
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RECENT CHANGES TO THE P&P MANUAL

NOTE: This section identifies amendments to the Manual adopted by the Valuation of Securities (E)
Task Force in 2020. The amendments are presented in the chronological order in which they were
adopted by the VOS/TF. The guidance in amendments adopted by the Task Force in any given year are
applicable for the reporting period that year-end. The date on which an amendment was adopted is shown
to facilitate research in the NAIC Proceedings on the topic or issues which the amendment touched on.
The NAIC Proceedings contain the minutes (which document action taken) and the reports or other
documents (that present the technical issues) considered during the policy deliberations of NAIC
Committees, Task Forces and Working Groups. Amendments to this Manual are publishedywithin days
of their adoption on this SVO website maintained for the Task Force (www. naic.op8feptene_vos.htm) and
are retained on that website until they are incorporated into and published (as of December 31 of the
given year) for use during the year-end reporting process.

* Adopted updates following a new SEC rule affecting exchange-traded funds — On Sep. 20,
2019, the SEC adopted rule 6¢c-11 (the “Rule”) under thelnyestment/Company Act of 1940 (the
“Act”) which will permit exchange-traded funds (“E'LFs%) that satisfy certain conditions to
operate without first obtaining an exemptive order from the SEC under the Act. The SEC has
stated that the intent of the rule is to modernize theyregulatory framework for ETFs by reducing
expenses and delays in creating new ETFEs, tg" promete greater consistency, transparency and
efficiency for ETFs and to facilitate greatés competition among ETFs. The Rule becomes
effective Dec. 23, 2019, followed by afne year transition period for compliance. The amendment
removed references to SEC exemptiye orders from descriptions of ETFs and clarify that
Regulatory Treatment Analysis Service application filers only need to provide SEC exemptive
orders to the SVO when applicable.

The Valuation of Secutities (E) Task Force adopted this amendment on Feb. 4, 2020

* Updated instructions for financial modeled RMBS/CMBS securities to map NAIC
Designations to NAIC Designations Categories — Financial Modeled RMBS/CMBS secutities
use their book/adjusted carrying value price ranges to determine an NAIC Designation. The
resultingyNATEDesignation from financial modeling process will be now be mapped to an NAIC
DesignationyCategory; except that an RMBS or CMBS tranche that has no expected loss under
any of the selected modeling scenarios and that would be equivalent to an NAIC 1 Designation
and NAIC 1.A Designation Category if the filing exempt process were used, would be assigned
an NAIC 1 Designation and NAIC 1.A Designation Category regardless of the insuret’s
book/adjusted carrying value.

The Valuation of Secutities (E) Task Force adopted this amendment on May 14, 2020
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Recent Changes to the P&P Manual

= Updated several technical corrections for policy-based assignments of NAIC Designation
Categories — With the introduction of NAIC Designation Categories, the 20 granular delineations
of credit risks adopted by the Task Force on Jun. 11, 2018, several policy-based assignments of
NAIC Designations did not receive a mapping to an NAIC Designation Category. This
amendment identifies the appropriate NAIC Designation Category to be assigned for these policy-
based assignments.

The Valuation of Securities (E) Task Force adopted this amendment on July1, 2020.

* Rename the U.S. Direct Obligations/Full Faith and Credit Exempt List to the NAIC U.S.
Government Money Market Fund List and Discontinue the NAIC Bond Fund List — The
SVO maintains the NAIC U.S. Direct Obligations/Full Faith and Ggedig Exempt Money Market
Funds List. This list of Money Market Funds (MMF) gets special,treatment because they can be
reported as a cash equivalent on Schedule E, Part 2. ‘Theititle of this list has been shortened to
“NAIC U.S. Government Money Market Fund List.” ‘This 1stealy a title change to simplify it, no
criteria was changed.

The SVO also maintains the NAIC Bond Fund List'that contains funds that maintain the highest
credit quality rating, maintains the highestymagketsfisk rating (this rating type that is no longer
assigned), and invests 100% of its tétal assets in U.S. Government securities along with several
other restrictive criteria. No funds qualify fof this list and the list has been eliminated.

The Valuation of Securities (E) Task Force adopted this amendment on Jul. 1, 2020.

* Permit Supranational Entities Filed with the SVO to be Added to the Sovereign NAIC
Designation Equivalent List — The SVO maintains the Sovereign NAIC Designation
Equivalent list and publishes it on its webpage (b#tps:/ [ www.naic.org/ svo.htm). Insurers must report
supranationaly entities on the Supplemental Investment Risks Interrogatories (SIRI) with a
Sovereign “NAJC Designation Equivalent. This amendment permits the SVO to include
supranatiofial entities on the Sovereign NAIC Designation Equivalent list if an insurer files a
request with the SVO and the SVO is able to determine an appropriate NAIC designation

equivalent.

The Valuation of Secutities (E) Task Force adopted this amendment on Aug. 7, 2020.
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* Update to the General Mapping of Credit Rating Provider Ratings, Long and Short-term,
to NAIC Designations and NAIC Designation Categories — The Task Force approved an
update to the tables reflecting the general mapping of Credit Rating Provider (CRP) ratings to
NAIC Designations and NAIC Designation Categories. Short-term investments were mapped to
the mid-point of the range of long-term ratings covered by each short-term rating. The update
included a note highlighting that the mappings for both long-term and short-term rating symbols
are for “Generic Rating Symbols.” CRPs use a variety of symbols; including, combinations of
prefixes and suffixes that provide additional information about the rating symbel which are
described in the CRP's documentation. There are over 2,000+ unique ratifig, symbols used by
CRPs to describe long-term securities. The SVO webpage (https://www.naic.org/svo.htm)
maintains a master list of Credit Ratings Eligible for Translation to NAICBesignations.

The Valuation of Securities (E) Task Force adopted this amendment on Aug. 7, 2020.

= Add Instructions for ETFs that Contain a Combination of Preferred Stocks and Bonds —
The Task Force authorized the SVO to review and determine that a fund’s cash flow can be
appropriately characterized as fixed income fof regulatory purposes, and if so, assign an NAIC
Designation to reflect the credit risk associatéd with the fund’s cash flow and include the name of
the fund on the appropriate NAIC List. Foriinclusion on the SVO-Identified Bond or Preferred
Stock ETF list, the ETF must predominantly hold either a portfolio of bonds or preferred stock.
This amendment authorizes the SVO to réview ETFs that hold both bonds and preferred stock
for  possible inclusion _on%, the SVO-Identified Preferred Stock ETF list.

The Valuation of Secutitiesw(@E) Task Force adopted this amendment on Sep. 29, 2020.

* Update Guidance, onf Initial and Subsequent Annual Filings, Methodologies and
Documentation,— The Task Force adopted updated guidance in the P&P Manual for initial and
subsequéntannual filings and affirmed the SVO’s authority to use reasonable analytical discretion
in its assessments including methodologies to utilize and additional documentation or information
it may deem necessary for its analysis. The amendment reinforces the Task Force’s expectation
that insurance companies will provide the necessary documentation in a timely manner to the SVO
and further outlines the types of information the SVO may require. The SVO webpage
(https://www.naic.org/svo.htm) also maintains general Guidance on Documentation,
Applications and Forms.

The Valuation of Secutities (E) Task Force adopted this amendment on Nov. 18, 2020.
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* Revised the Previously Adopted (May 14, 2020) Instructions for Financial Modeled
RMBS/CMBS Securities mapping to NAIC Designations to NAIC Designations
Categories — The Task Force adopted updated instructions for financially modeled zero-loss
RMBS/CMBS securities. The tevision eliminates the potential for regulatory capital to be
impacted and calibrates the reported NAIC Designation Category for these securities to be
consistent with their overall equivalent CRP rating risk level that would be applied under Filing
Exemption (FE). Financially modeled zero-loss RMBS/CMBS securities that have the equivalent
of an NAIC Designation 1 if the filing exempt process was used and will be mappedito an NAIC
Designaton NAIC 1 and NAIC Designation  Category #“6f, WNAIC 1.D.

The Valuation of Secutities (E) Task Force adopted this amendment.on Dec. 23, 2020.
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PREVIOUSLY ADOPTED AMENDMENTS TO THE P&P MANUAL EFFECTIVE IN 2021

The following amendments were adopted by the VOS/TF in 2020 to be effective for 2021.

* Adopted an updated definition and instructions for Principal Protected Securities — these
securities mix a traditional bond or bonds with additional assets that may possess any
characteristic. The additional assets are intended to generate an excess return, “performance
assets,” and may be any asset, such as derivatives, common stock, commodities, equity indices,
etc. The performance assets may include undisclosed assets and are typically not securities that
would otherwise be permitted on Schedule D, Part 1 as a bond. The adopted amendment for
principal protected securities (PPS) includes an updated description, definition agd iastructions; it
removes these securities from Filing Exemption (FE) eligibility; and requites all, PPS; including
those currently designated under the FE process, to be submitted to the Seeurities Valuation
Oftice (SVO) for review under their Subscript S authority beginningsJanuaty1, 2021, and filed
with the SVO by July 1, 2021, if previously owned.

The Valuation of Securities (E) Task Force adopted this amendment on May 14, 2020

(NOTE: This change is effective as of Jan. 1, 2021. PPS acquired prior to Jan. 1, 2021 must
be filed with the SVO by Jul. 1, 2021, all othersfollow existing filing guidance.)

© 2020 National Association of Insurance Commissioners vii



DISCLOSURE STATEMENT

An NAIC designation for quality (NAIC Designation) of a security is produced solely for NAIC
members who should interpret the designation for quality, in the context of the NAIC Financial
Regulation Standards and Accreditation Program, a member’s state insurance laws and regulations,
and the regulatory or financial solvency profile of a specific insurance company.

While NAIC members are the officials responsible for state insurance regulation, and while the NAIC
as an association works to express regulatory consensus on issues pertaining to insurance regulation,
the NAIC SVO staff has no statutory or regulatory authority.

Because an NAIC Designation, is not produced to aid the investment decision-makingprocess, NAIC
Designations are not deemed to be suitable for use by anyone but NAIC members.

NAIC Designations are not intended to be and should not be used as if they wete the functional
equivalent of the credit ratings of nationally recognized statistical rating ‘ofganizations or other rating
organizations whose ratings are intended to be used by investors as predictive,opinions of default risk.

The use or adoption of NAIC Designations by anyone other thandNAIC members is improper and is
not authorized by the NAIC.
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ABOUT THE NAIC, THE VALUATION OF SECURITIES (E) TASK FORCE AND THE SVO

The NAIC

1. The National Association of Insurance Commissioners (“NAIC” or “Association”) was
founded in 1871. The NAIC is the U.S. standard-setting and regulatory support
organization created and governed by the chief insurance regulators of the 50 states, the
District of Columbia and five U.S. territories. Through the NAIC, NAIC Members, in
their capacity as state insurance regulators, establish standards and best praetices, conduct
peer review, and coordinate regulatory oversight. NAIC staff suppotts these efforts,
representing the collective views of state regulators domestically and intetnationally. NAIC
members, together with the central resources of the NAIC fofm the sational system of
state-based insurance regulation in the U.S. The NAIC is net itself @regulatory entity.

2. The 56 members of the Association are supported by thesExecutive Headquarters, which
maintains offices in Washington, D.C., Kansas Cityy{Mo.jand New York, N.Y.

3. Committees composed of NAIC members conductthe work of the Association. Prior to
regularly scheduled tri-annual meetings, regtlatosy and administrative issues are assigned
to expert groups of NAIC members fog€onsideration and recommendation. Progress on
assigned work is reported to the next levellof the committee system at the tri-annual
meetings until the matter is disposedyofiwithout action or sent to the plenary session for
consideration by the entire membership. If adopted by the Plenary, the recommendation
becomes Association policy, refle€ting national regulatory consensus and serving as
guidance to state insurance departments and state legislatures.

The VOS/TF and the SVO(Staff

4. The NAICthas determined that credit quality of insurance company investments provide
a sound_empitical anchor for certain regulatory functions related to financial solvency
regulation. The VOS/TF formulates and implements NAIC’s credit assessment and
telatedypoli€ies. The SVO is the professional staff assigned to support the VOS/TF. The
SV O conducts credit quality assessments of securities owned by state-regulated insurance
companies and petforms such other duties specified by VOS/TF in this Manual or
assigned by other NAIC regulator groups, from time to time.
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About This Manual Securities (E) Task Force
ABOUT THIS MANUAL
Purpose
5. This Manual collects the cumulative policies of the VOS/TF, identifies the procedures

and methodologies adopted by the VOS/TF for credit assessment of insurer-owned
investment securities and provides information on the operational and administrative
procedures conducted by the NAIC, the SVO and the SSG to support the VOS/TF. This
Manual is authoritative on these topics over other NAIC publications. The policies,
procedures, methodologies or language of this Manual are subject to0 modification or
amendment in accordance with the NAIC Standard procedure specified,below which
provides that proposed modifications and/or amendments be presented to and adopted
by the VOS/TF in accordance with that procedure and with'the NAIC Constitution and
By-Laws.

Expression of NAIC Standards in State Law and Regulatoty Processes

0.

NAIC Designations and other SVO and SSG préduets are standards identified in the
NAIC Policy Statement and Financial Régulation Standards (SFRS) that have been
incorporated into state law by the Stat€s as pafticipants in the Accreditation Program
administered by the Financial Regulation Standards and Accreditation (F) Committee.
Information about the FF Commiittectandithe Accreditation Program can be accessed here:

www.naic.org/ cmte_f.hin.

Part A of the SFRS identifies laws and regulations deemed necessary to financial solvency
regulation. Analyticalgptoducts of the SVO and SSG [sometimes collectively called the
Investment AnalysisiOffice (IAO)] are directly or indirectly incorporated into SFRS Part A
standards.

=  Standard 5 requires that insurer-owned securities be assessed in accordance with
the standards promulgated by the NAIC IAO. Standard 2 refers to the NAIC Risk-
Based Capital (RBC) for Insurers Model Act (#312) which assigns RBC factors for
securities based on their credit risk as quantified by NAIC Designations.

® Standard 3 refers to the NAIC Accounting Practices and Procedures Manual, which uses
NAIC Designations produced by the SVO and/or Price Grids produced by the
SSG for statutory accounting purposes including to identify the valuation rules

that apply to an investment.

» Standard 8 refers to state investment regulations which often incorporate NAIC
model law provisions that relate asset allocations to credit quality or credit risk
quantified by NAIC Designations.
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8.

» Standard 10 refers to the NAIC Credit for Reinsurance Model Law (#785), which
refers to insurer-owned securities compiled by the SVO and identified on the List
of Investment Securities, and in a separate provision, letters of credits issued by
the banks and non-bank financial institutions whose name is placed on the NAIC
List of Qualified U.S. Financial Institutions administered by the SVO, as eligible

for use as collateral in reinsurance transactions.

NAIC Designations and other analytical products of the SVO and SSG are produced solely
for the benefit of NAIC members in their capacity as state insurance depaftment officials
for use in the NAIC Financial Regulation Standards and Accreditation Program as
described above. To ensure NAIC members have a central sQurcg from, which to obtain
information about insurer-owned securities (including their, NATG, Designations) the
VOS/TF has identified the AVS+ Products as the depositoryfor ihformation compiled
by the SVO in the SVO List of Investment Securities.

Procedures to Amend This Manual

9.

10.

The VOS/TF establishes the following procedure toyensure that any person interested in
the wortk of the VOS/TF who wishes to récommend a change, amendment or
modification (Change) to this Manual ufidesstands the process for doing so. The VOS/TF
will consider proposals to Change,thissManual (a “proposal”) consistent with the manner
indicated in this procedure. A proposal may be considered at any time of the year at any
scheduled conference call, interim/meeting or national meeting (“meeting”) of the

VOS/TF.

A person making agproposal presents the proposal to the SVO in a written letter or
memorandum (2“letter”)/addressed to the Chair of the VOS/TF and to the Director of
the SVO. The lettefior memorandum must identify the person presenting the proposal;
any affiliatidmor representative relationship between that person and any others interested
in the gutcome; must provide a concise statement of the issue to be addressed by the
proposalhand, if possible, recommend the desired outcome. A proposal should be
submitted to the SVO expeditiously with any explanatory or supporting material,
infermation or data necessary to understand the issues presented.
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11. Upon receipt of the letter, the SVO acknowledges its receipt and consults with the Chair
of the VOS/TF as to its disposition. When considering when to schedule the proposal for
discussion before the VOS/TF, the Chair may consider the technical difficulty associated
with the proposal, the time needed by the SVO to research issues, develop
recommendations and prepare a memorandum. In rare instances, or where urgent or
emergency action may be required, upon a two-thirds majority approval vote of the
VOS/TF members present, the Chair may direct that a proposal be considered as an
exception to this procedure and timeline. SVO staff support will inform the person making
the proposal of the decision of the Chair of the VOS/TF with respect to §cheduling public
discussion of the proposal.

12. Subject to the discretion and direction of the Chair of the VOS/TE, the SVO will place
any proposal that is ready to be presented to the VOS/TF<on the, Agenda for the next
scheduled VOS/TF meeting. A matter is deemed to be réady 0 be discussed by the
VOS/TF when the Chair has deemed it approptiate LheyChair may charge the SVO to
research the proposed amendment, the issues presefited and to develop recommendations,
in which case it will prepare a report for the VQS fEF. However, the SVO may advise the
Chair if it determines that it cannot make g€commendations at that time. The SVO will
prepare and present the proposed Agenda, ineluding the amendment and proposal and
repott, to the Chair of the VOS/TF forapproval before it is released. When approved by
the Chair of the VOS/TF the SVO will finalize the Agenda, prepare the document package
and distribute it for the next seheduled meeting.

13. Any newly received propgsal for a'substantive (i.e., material) or technical amendment to
the Manual and the SVO memorandum should be distributed to members of the VOS/TF
(or to the subgréup formed by the Task Force to study the matter, if any) no less than two
weeks prior to afiyuncetifig at which it is intended to be discussed.

14. Any proposalpreviously discussed and placed on an Agenda for further discussion should
be distributed to"members of the VOS/TF (or to the subgroup formed by the Task Force
then'studying the matter, if any) by the SVO no later than two weeks prior to a scheduled
meeting where it is to be discussed.

15. A substantive amendment is one that introduces a policy issue or a regulatory issue not
currently addressed in the Manual. A technical amendment is one modifying an existing
process without a policy change that relates to the maintenance of existing processes; i.e.,
a proposal that seeks modification of an established procedure to interpret an existing
process, reflect changes in the market or regulatory environment that suggest a need to
modify an existing process or for similar purposes.
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16. The content of the SVO memorandum prepared for the VOS/TF would reflect the nature
of the issues presented, their technical or political complexity, whether reliable public

information is available on the subject, whether confidentiality considerations exist or

whether the issues are permitted or required to be discussed in a regulator to regulator

session under the NAIC’s Open Meeting Policy and other similar considerations. As a

general matter and subject to the limitations inherent in the considerations identified in

the preceding sentence, the SVO should address, the following matters:

Identification of the party proposing the Change and any other infétested persons
represented by the party.

Whether the proposal is considered to be a substantivé amendment or a technical

amendment.
A concise statement of the issue to be addressed,by the Change.

An evaluation of potential or actual impaetfon“epefations of the VOS/TF, the
Investment Analysis Office or state insuranceisegulation.

Suggested approaches or recommendation to resolve the issues presented by the
proposal.

Whether it appears, upon conisultation with other NAIC staff, that the proposal
or any aspect of it shetild be ‘eonsidered alongside or against other existing NAIC
guidance related to thag of /the VOS/TF, typically the Accounting Practices and
Procedures Mannal, Annual Statement Instructions or the risk-based capital (RBC)
framework or.against the charges of other NAIC regulator groups and if whether
it is the §ense of the NAIC staff that the proposal be referred to such other NAIC
regulatof gtoup!

A stufyey of NAIC activity to evaluate whether any other NAIC groups is already
feviewing a similar or related item, their position on the issues and the implication
of,that work for the proposal made to the VOS/TF.

Text responsive to the issues or concerns expressed or an outline of the concepts
that are relevant in drafting such text and an explanation of why the recommended
text will resolve the issue identified by the proposal. If the text is presented in the
form of an actual amendment to existing language such proposed text should be
in redline format; show how it would be incorporated into the Manual, including
where in the Manual it should be placed and any other text that may need to be

modified.

A summary of interested party positions on the proposed text and the regulatory
pros and cons of such positions.
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* An explanation of how the Change would affect other sections of the Manual,
other NAIC groups, NAIC publications, handbooks or manuals or state insurance
regulation.

17. Upon receipt and consideration of the proposal and the SVO memorandum the VOS/TF
may:

* Expose the proposal and SVO memorandum for such period of time as the
complexity of the issue may require. This is done by placing the proposal on the
VOS/TF — SVO websites and distributing the material to the peg§onas enrolled on
the VOS/TF Distribution List.

* Instruct NAIC staff, the person who made the proposal or other Interested parties
to conduct further research and/or study and report back téthe VOS/TF or other

impacted groups; or

®= Refer the proposal or recommended resoldfion ‘tesanother NAIC group for
consideration or resolution; or

= Decide to table the matter for a later,date; or

® Take a vote to approve, reject ogfnodifythe proposed language followed by a vote
of the parent committee.

18. Following a public commengfperiod, the’VOS/TF will consider any comments received
on the proposal at its next scheduledneeting. At the direction of the Chair, the SVO shall
supplement the SVO mefmorandum with additional research or analysis as necessary to
address additional issues, ptesented in the comments or to discuss the recommendations
made in such comment letters. The SVO shall also prepare a summary of interested party
positions expressedyin the comments and the regulatory pros and cons of such positions.

19. The final pfoposal for a technical amendment is effective when adopted by the VOS/TF.
The findl proposal for a substantive amendment is effective when adopted by the VOS/TF

and by the Financial Condition (E) Committee. The nature of the proposal is identified in
the'SVOymemorandum.

20. Proposals adopted by the VOS/TF are published to the VOS/TF webpage. Proposals
adopted by the VOS/'TF but requiting approval of the Financial Condition (E) Committee
are published to the VOS/TF webpage when adopted by the Financial Condition (E)
Committee.
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21. Adopted proposals are incorporated in the next scheduled publication of the Manual and
identified in the Recent Changes section of the Manual where the proposal is summarized
and the date when the Task Force and/or the Financial Condition (E) Committee adopted
it is given. The date of adoption is published so that interested persons can access the
minutes and related materials in the NAIC Proceedings reflecting the deliberations held
and the rationale for the position adopted by the VOS/TF.

22. The Manual is currently published once a year in accordance with requirements set by
NAIC Publications. The instructions and guidance in the newly publiShed Manual is
effective for insurance companies for the year end reporting cycle in theyear the Manual
is published; i.e., December 31, through April 31 of the following year.

23. If subsequent to the publication of the Manual in a given yeaf, eftors are discovered, the
SVO shall identify such errors in Errata which it will publish of,its website. The Errata
explains the error and provides corrected information. Cogrections will be reflected in the
next published Manual.

Prohibition on Use of NAIC Designation in a Covenant
24. An insurance company shall not use:
= An NAIC Designation assigtied by the SVO; or

* An upgrade or downgrade of an NAIC Designation previously assigned by the
SVO; or

* A change in any aspect of how a security is regulated that is the direct or indirect
result ofan ypgrade or downgrade of an NAIC Designation assigned by the SVO,
as the basis fos’ an agreement to modify the terms of a transaction (the
“Prohibition®).

25. The Prohibitionyshall apply only to transactions issued on or after September 1, 2010 and
to transactions to which the prohibited clause is added after September 1, 2010. Effective
September 1, 2010, insurance companies shall certify to the SVO that the submitted
transaction does not contain a prohibited clause or agreement as a condition to filing with
the SVO. The SVO is prohibited from processing any transaction it knows or has reason
to believe contains a prohibited agreement or clause.

26. The Prohibition reflects:

* The conclusion of the VOS/TF, as the initial and primary NAIC regulatory group
responsible for implementing NAIC policy on risk assessment of insurer-owned
securities, that the use of NAIC Designations as indicated in the Prohibition to
modify the terms of a security or any other transaction is inconsistent with
regulatory objectives; and
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* The decision of the NAIC Executive (EX) Committee, as the body charged with
directing NAIC corporate activities, that the use of NAIC Designations as
indicated in the Prohibition to modify the terms of a security is inconsistent with
the corporate objectives of the NAIC.

27. Insurance companies are, therefore, advised that the NAIC disclaims any and all
responsibility whatsoever for surveillance of insurance company investments for purposes
of identifying when a deterioration of the borrower’s credit quality or other risk attribute
suggests that the insurance company should adjust the financial termsgof the original
transaction to obtain a different overall investment return or compensation for the risks

involved.

28. It is the sense of the NAIC that these decisions are private and the psoper and exclusive
concern of insurance company management. NAIC Designations ‘are not published as
investment advice to insurance companies and might lack necessary attributes that would
make them suitable for use as investment advice.

29. The NAIC, therefore, rejects the view that dnsurafie€” company representatives may
reasonably rely on SVO credit assessmentsyor on anyother NAIC analytical process as a
guide to adjusting the terms of their private inyestthent arrangements with borrowers.
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POLICIES PERTAINING TO SVO AND SSG OPERATIONS

Policy Objective

30. The policies adopted by the VOS/TF and the operations and administrative procedures
developed by or for the SVO and/or the SSG to implement them reflect a decision of
NAIC members to provide analytical resources to support financial solvency objectives of
state insurance regulators as expressed in the NAIC Financial Regulation Standards and
Accreditation Program and/or other NAIC developed regulatory guidag€e,embodied in
state law.

NAIC Policy Statement on Coordination of the Accounting Practices andProcedures Manual
and the Purposes and Procedures Manual of the NAIC Investment Analysis Office

31. The purpose of this policy statement is to detail thefcoordination and collaboration
between the Securities and Valuation Office {S§YO)yand” the Statutory Accounting
Principles (E) Working Group (Working Group)support staff, the relationship between
the Purposes and Procedures Mannal of the NAICHnvesiment Analysis Office (P&P Manual) and
Accounting Practices and Procedures Manual (AP&PWManual) and the expectations of the
Valuation of Secutities (E) Task Fogrce (VOS/TF) and the Working Group.

NAIC Designations Do Not Communicate Statutory Accounting or Reporting

32. The assessment of credit risk fofian @bligation or asset, as specified in the P&P Manual, is
a separate and distinct precess from the determination of statutory accounting or reporting
under the AP&P Manwual. “The manner in which an NAIC Designation is used within
statutory accounting guidance is limited to that, if any, specified in a Statement of Statutory
Accounting Principles (SSAP) and cannot be derived or implied by language in the
P&P Manual, Obtaining an NAIC Designation does not change an investment’s applicable
SSAP, asinual otsquarterly statement reporting schedule, or override other SSAP guidance
requitedifor the investment to be an admitted asset. There are limited instances in which
a"SSAPispecifically identifies, within its scope, the inclusion of specific SVO-Identified
investments. The SVO review required for an investment to be included on an SVO listing
is a separate evaluation process that focuses on the structure of the investment. This
process is distinct from the SVO’s assessment of an investment’s credit risk, which results
in a NAIC Designation. As stated in the Statutory Hierarchy, Section V of the Preamble,

the AP&P Manual is the highest level of authoritative guidance.
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Sources and Application of Statutory Accounting Guidance

33. The authority to determine and interpret existing statutory accounting guidance in, or to
develop new statutory accounting guidance for, the AP&P Manual, is a charge assigned by
the Financial Condition (E) Committee through its Accounting Practices and Procedures
(E) Task Force to the Statutory Accounting Principles (E) Working Group. The
application of statutory accounting guidance to any specific obligation or asset to
determine its status under the AP&P Manual is the obligation of the insurance company
and its management. The state of domicile is the final authority with respect to statutory
accounting and reporting guidance. Deviations from the authoritative guidance in the
Statutory Accounting Hierarchy are reflected as a permitted or preséribed practice.

Impact on SVO Operations

34. Because SVO analytical determinations of credit qualityydo not convey opinions,
conclusions or informational content relative to statutony accounting status, the SVO may
assign an NAIC Designation to any obligation 6t asset that is filed by an insurer, provided
that its credit quality can be assessed consisténtlygwith the polices and methodologies
specified in the P&P Manual.

Communication and Coordination Between the'SVO and Statutory Accounting Principles (E)
Working Group Staff

35. The following processes are inténded/to assist optimum communication and coordination
between the SVO and Statutory A€counting Principles (E) Working Group support staff
functions:

* Maintainyengeing dialogue regarding investments, investment related SSAPs and
relevant developments in the areas assigned to support staff of both groups.

* Maintain an ongoing dialogue relative to obligations and assets filed with the SVO,
including communications about new types of obligations or assets filed with the
SVi@ and their likely treatment under existing investment related SSAPs.

* Maintain an ongoing dialogue relative to new obligations or assets, in which no
statutory accounting guidance exists, or uncertainty exists about how current
statutory accounting guidance applies to features or characteristics of the
obligation or asset.
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Investment Analysis Office (IAO) and Financial Regulatory Services (FRS) staff
shall provide notice to, and consult with, each other when either staff determine
that existing technical guidance or procedures administered by the staff are no
longer adequate to secure the original regulatory objective for which it was
designed. Upon receipt of such notice, both staff will formulate a statement of the
issues and, if possible, recommendations, and thereafter coordinate discussion
between the Working Group and the VOS/TF consistent with the NAIC
procedures and policies that apply to the situation. Such proposed
recommendations shall be discussed consistent with the NAIC open meetings
policy, and any revisions to the authoritative guidanceg®vill, be, exposed for
comment for a period of time commensurate with the significance of the change,
to provide a formal forum for interested parties and tegulators to provide input
and allow for adequate due process.

In situations in which NAIC staff (SV@, of BRS)ware contacted directly with
questions on statutory accounting application, it shall be noted that opinions of
NAIC staff are not authoritative and afe based on the information provided and
existing authoritative statutory accounting, guidance. Information and issues can
be submitted to the StatutoryfAceeunting Principles (E) Working Group for
consideration, as detailed in the NAIC Policy Statement on Statutory Accounting
Principles Maintenangé Agenda Process.

SECURIFIES VALUATION OFFICE (SVO)

Ongoing SVO Operations

36. The SVO shall conduct'the following ongoing operations:

Analysis of credit risk for purposes of assigning an NAIC Designation.

ldentification and analysis of securities that contain other non-payment risk and
communication of this information by assignment of the NAIC Designation
subscript to such securities.

Other analytical assignments requested by the VOS/TF or members of the
regulatory community; in accordance with the directives, procedures and general
methodologies described in this Manual.

Compile and publish the AVS+ Products in accordance with instructions in this
Manual.

Administer the filing exemption for insurer-owned securities that are assigned
publicly available credit ratings and the verification procedure for securities whose
credit rating is communicated to the issuer in a private rating letter.
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NAIC Designations

37. The SVO’s analysis of credit risk (hereafter defined), is expressed as an opinion of credit
quality by assignment of an NAIC Designation that is notched to reflect the position of
the specific liability in the issuer’s capital structure. Collectively, NAIC Designations as
defined in this Manual describe a credit quality-risk gradation range from highest quality
(least risk) to lowest quality (greatest risk). NAIC Designations express opinions about
credit risk except when accompanied by the NAIC Designation subscript, described
below.

®  Credit risk is defined as the relative financial capability of an obligor t6 make the
payments contractually promised to a lender. Credit analysis is‘performed solely
for the purpose of designating the quality of an investment made by an insurance
company so that the NAIC member’s department of insurance can better identify

regulatory treatment.

®  Credit risk is assessed by analyzing the infoégmation and documentation provided
to the SVO by the reporting insurance gompatay“and its advisors. The SVO does
not audit the information submitted and assumes the information to be timely,

accurate and reliable.

® The ability of an insurance cémpanysto realize payment on a financial obligation
can be affected by factérs nog related to credit risk or by the manner in which the
repayment promise hasibeen structured.

= NAIC Designations do not measure other risks or factors that may affect
repayment, su€hyas Yolatility/interest rate, prepayment, extension or liquidity risk.

* An NAIC, Designation must be interpreted by the NAIC member in context of
theq, NAIC Financial Regulation Standards and Accreditation Program, other
charaggeristics of the investment, and the specific financial and regulatory status of

the 1nsurance company.

384Fhe _result of the SVO’s credit analysis, expressed as an opinion of credit quality by
assignment of an NAIC Designation shall be further expanded into NAIC Designation

Categories as, and for the purposes, discussed in this Manual.

NOTE: See “Production of NAIC Designations” in Part Two.

Other Non-Payment Risk in Securities

39. The result of the SVO’s analysis of securities for other non-payment risk is expressed by
the assignment of an NAIC Designation Subscript S and the application of the notching
procedures described below.
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Part One
Policies of the NAIC Valuation of
Securities (E) Task Force Policies Pertaining to SVO and SSG Operations

NOTE: See “NAIC Designation Subscript §” and “SVO Notching Guidelines” in
Part Two.

Authority to Direct Insurers on Reporting

40. The SVO is assigned to assess investment securities reported to state regulators on
Schedule D and Schedule BA. To fulfill its function SVO must be able to communicate
to an insurer that has filed a financial instrument or security that the financial instruments
or security is not an investment security eligible for reporting on Sehedule D and
Schedule BA. SVO may be required to communicate to an insurer that it must refile a
financial instrument or security to another schedule. SVO may alsothave toycommunicate
to an insurer that an instrument the insurer has filed does notmeeg, the definition of an
Investment Security in this Manual and is therefore not eligible,to be assessed or that the
financial transaction or security is a Regulatory Transaction that €an only be assessed by
the SVO but only in accordance with the procedures discussed'in this Manual if requested
by a state insurance department. When sit@atiofis oceur that require the SVO to
communicate reporting or related statutory guidance to an insurer, SVO consults with
Financial Regulatory Services Division staffifo efisure the communication to the insurer is

accurate.

Use of Generally Accepted Techniquesof Methodologies

41. The SVO may use any analytical technique or financial modeling approach taught in
undergraduate and graduate busingéss school financial analysis curriculum; any analytical
technique otherwise widelyjor commonly used by lending officers, securities professionals,
credit rating analysts, valwation professionals, statisticians or members of other similar
professions and any speeial technique of modeling approach that may be appropriate in a
special situation that'provides a reasonable assessment of risk or valuation for regulatory
purposesgdespite, the lack of an express authorization to use any technique or modeling
apptoach in this Manual.

STRUCTURED SECURITIES GROUP (SSG)

42. The NAIC has determined that it is necessary to establish a staff function to provide NAIC
members with an internal analytical capability to assess risks associated with insurer-owned
securitizations and other complex financially engineered securities. The SSG is established
as the staff function assigned to assess credit and other investment risks in securitizations
and other complex financially engineered securities owned by state-regulated insurance
companies.

NOTE: See Part Four for guidance on topics pertaining to the SSG.
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Policies Pertaining to SVO and SSG Operations Securities (E) Task Force

Ongoing SSG Operations

43. The SSG shall conduct the following ongoing operations:

Develop and maintain expertise related to securitizations, including, but not
limited to, knowledge of: market developments; issues and concerns related to
applicable law; accounting regimes; structures, including waterfall arrangements,
governing the cash flows and performance characteristics of different types of
collateral; and the financial modeling and other technology relevant to assessing
their valuation and risk assessment;

Collaboration with the SVO to assess credit and other risksdfitnonssecuritizations
including for the purpose of assigning NAIC Designations;

Collaboration with other NAIC staff functions to" facilitate related regulatory

objectives;

Such other analytical assignments assignedior requested by the VOS/TF or other
NAIC Regulator Group;

pursuant to, and in accordance withjftheidirectives, procedures and instructions
described in this Manual and thosesgénerally applicable to other NAIC staff under

applicable NAIC rules and procedures.

SSG Regulatory Products

44. NAIC Designations — The SSGis authorized to assign NAIC Designations.

45. Price Grids — The SSGyshall generate Price Grids as required for the annual surveillance
of financially modelled RMBS and CMBS; in the exercise of its responsibilities under the

Regulatory Treatment Analysis Service (RTAS) or as otherwise necessary in fulfillment of

an assigned fesponsibility.

Other Applicable Policies

465 Thempolicies and instructions related to the application of analytical instructions,

responsibility for analysis of new financial products and the procedures for placing

securities under regulatory review applicable to the SVO also apply to the SSG, allowing

for differences in structured securities, the different analytical assignment given to the SSG

and the different methodologies.
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Policy on Documentation and Data

47. Any transaction filed with the SSG for an analytical assessment, including, but not limited
to, a Price Grid or for assignment of an NAIC Designation. Any filing with the SSG is
deemed to be incomplete unless the insurer has provided the information, documentation,
and data in quantity and quality sufficient to permit the SSG to conduct an analysis of the
creditworthiness of the issuer and the terms of the security to determine the requested
analytical value. It is the obligation of the reporting insurance company to provide the SSG
with all necessary information. It is the responsibility of the SSG to determiifhe whether the
information provided is sufficient and reliable for its purposes and“to communicate

informational deficiencies to the reporting insurance company,

NOTE: See Part Four for guidance on topics pertaining to(the'SSG.
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Filing Securities with the SVO Securities (E) Task Force

FILING SECURITIES WITH THE SVO

NOTE: See “General Filing Procedures” and “Filing Process and Required Documents” in Part Two

and the various asset specific sections in Part Three for filing instructions and documentation

requirements specific to the security or asset type discussed in those section.

Obligation to File Securities with the SVO

48.

49.

50.

Insurance companies domiciled in any state of the United States, or any of its territories
or possessions, that have adopted laws incorporating the standards in thé NALC Financial
Regulation Standards and Accreditation Program that requiressthe tuse of NAIC
Designations or other analytical products for Investment Secutities\are fequired by those
laws to file purchases of Investment Securities with the SVQ{as dicated in this Manual
to obtain the NAIC Designation or other analytical producttequited by state law.

Investment Security means an instrument that documentsta lending transaction between
an insurance company as lender and a non-affilfated borrower, where the borrower’s sole
motivation is to borrow money and the insuran€e company’s sole motivation is to make a
profit on the loan that the state of domicileegulates by reference to the NAIC Financial
Regulation Standards and AccreditationdPrograme

The SVO shall have no authosity to, issué NAIC Designations or any other NAIC
analytical product to an insufance company for a Regulatory Transaction. This Manual
provides that the SVO may assist a_state insurance department in the assessment of the
security component of a Regulatory Transaction and may issue an SVO Analytic Value to
the department at the, conclusion of the assessment. This Manual also provides
instructions to {insutance| companies on how to report the security component of a
Regulatory Transaetion on investment schedules.

Who Must File

51.

Filing, a“security with the SVO is the responsibility of the insurance company within
120:days,after settlement of the investment. The expectation is that the filing of a security
with the SVO is the responsibility of the insurance company lender with the largest dollar
investment in the individual security (i.e., CUSIP or issue specific); however, all insurers
are responsible to comply with all filing requirements in this Manual.
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Policies of the NAIC Valuation of
Securities (E) Task Force Filing Securities with the SVO

States May Require a Filing of Exempt or Other Transactions

52.

Any provision in this Manual that exempts a transaction, security, financial asset or
investment from being filed with the SVO does not prohibit a state insurance regulator
from requiring its domiciled insurance company to file the transaction, security, financial
asset or investment with the SVO for analysis and/or assignment of an NAIC
Designation. Also, nothing in this Manual prohibits a state insurance regulator from asking
for SVO or SSG analytical assistance with respect to any investment related activity, or in
connection with assessment of investment-related aspects of a Regulatofy, Transaction,
and directing an insurance company to file relevant information with the SVO'er the SSG

for that purpose.

Filing Requirements

53.

54.

55.

56.

Initial — Insurers that file a security must provide the SV withythe information necessary
to evaluate the credit risk for the security.

Annual — Insurers that file a security are alse requited to provide the SVO with the
information necessary to evaluate the creditsiskifor the security on an annual basis.

Material Credit Events Filing — It is the respofisibility of the insurance company to file
all information that indicates a changéin the eredit characteristics of the issuer or a material
change in the terms of the agreement."A material change is an event that affects or is
substantially likely to affect thelissuer’s ability to pay the insurer the obligation due to it in
accordance with the original termsioft the transaction. If an insurer determines that a bond
is impaired under the statugory accounting procedures in S$A4P No. 26R—Bonds, then the
impairment shogld also be,considered to be a material change. Material changes should be
reported to the SMO omsthe Material Change/Additional Information ATF.

Information,and Documentation Requirements — This can be found in Part Three as
part of the'deseription of the methodology that applies to specific types of securities or
investments and the instructions on how to submit through VISION is on the NAIC

Swebsitchwm. naic.org/ svo_vision. him.
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The Use of Credit Ratings of NRSROs in NAIC Processes Securities (E) Task Force

THE USE OF CREDIT RATINGS OF NRSROS IN NAIC PROCESSES

NOTE: See “Policies Applicable to the Filing Exemption (FE) Process” below; “NAIC Policy on the
Use of Credit Ratings of NRSROs” (especially “Definition — Credit Ratings Eligible for Translation
to NAIC Designations”) in Part Two (the definition of “Eligible NAIC CRP Credit Ratings” excludes
the use of any credit rating assigned to a security type where the NAIC has determined that the security type
25 not eligible to be reported on Schedule D or that it is not appropriate for NRSRO credit ratings to be used to determine
the regulatory treatment of the security or asset); and “Procedure Applicable to Filing Exempt (FE) Securities
and Private Letter (PL) Rating Securities” in Part Three.

Providing Credit Rating Services to the NAIC

57.

The NAIC uses credit ratings for a number of regulatory purp@ses, including, to administer
the filing exempt rule. Any rating organization that has beenidesignated a Nationally
Recognized Statistical Rating Organization (NRSRO) by the US: Securities and Exchange
Commission (SEC) and which continues to be subject toifederal regulation, may apply to
provide Credit Rating Services' to the NAIC.

Policy and Legal Disclosure Pertaining to the NAIC,Credit Rating Provider (CRP) List

58.

59.

60.

The NAIC uses publicly available creditwatings, when available, as one component of the
services it provides to state gfisutance, regulators concerned with financial solvency
monitoring of insurance company investments.

In adopting or in implementing the procedure described in this section, the NAIC acts
solely as a private consumer of publicly available credit ratings. The sole NAIC objective
in obtaining and using publicly available credit ratings is to conserve limited regulatory
resources; e.g., theyresoutces of the SVO. The VOS/TF has established the procedure
specified iffithis section solely to ensure that the NAIC can avail itself of publicly available

credit rating opinions.

The NAIC is'not selecting, approving or certifying NRSROs or other rating organizations
ofudistinguishing among them for any public or policy purpose whatsoever. Nor is the
NAIC endorsing the credit rating or analytical product of any CRP or rating organization
or distinguishing between CRPs or rating organizations for any specific public purpose.
The NAIC disclaims any authority to regulate CRPs or rating organizations.

! Credit Rating Services is defined as: (a) electronic data feed transmissions of credit ratings assigned by the NRSRO
with their corresponding CUSIP number and other pertinent security specific information in English, updated as
frequently as provided to other customers; (b) other analytical services or products, in English, provided to other
customers; and (c) access to the NRSRO’s rating analysts by SVO staff.
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Policies of the NAIC Valuation of
Securities (E) Task Force The Use of Credit Ratings of NRSROs in NAIC Processes

No Waiver/Express Reservation of Authority

61. Nothing in this section should be interpreted or construed as a waiver of the authority of
the VOS/TF, in its sole and absolute discretion, to modify or change, in any manner
whatsoever, the NAIC Policy on the Use of Credit Ratings of NRSROs, including but not
limited to:

* Directing the removal of one or more NRSROs from the NAIC Credit Rating
Provider List (subject only to the adjustment of any existing contractual

obligations);

* Directing the SVO to study any issue related to NRSRO opérationstin furtherance

of state insurance regulatory policy;
* climinating the NAIC Credit Rating Provider List; 61

* Directing any other action or activity the VOS /EF may deem to be useful or
necessary to the creation, maintenance ot discharge of state-based regulatory

policy.
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FILING EXEMPTIONS

CERTAIN SEPARATE ACCOUNTS

62. Insurance companies need not file securities or other relevant transactions with the SVO
that are held in a separate account not subject to either the Asset Valuation Reserve or
Risk-Based Capital charges. All other securities and relevant transactions held in a separate
account must be filed with the SVO unless they are filing exempt.

FILING EXEMPTION FOR PUBLIC COMMON STOCK

63. Insurers must report values for all securities on their NAIC4Financial Statement Blank
including for FE securities.

FILING EXEMPTION FOR CERTIFICATES OB DEPOSIT
REPORTED AS BONDS UNDER SSAP Ne. 26R

64. A Certificate of Deposit that meets the definitiontef agpond in SSAP No. 26R—Bonds is
exempt from filing with the SVO if it is issueéd by a bank whose deposits are fully insured
by the FDIC and is for an amount:

* Equal to or less than the maXimum FDIC deposit insurance, provided however,
that the insurer’s aggrégate deposits with the bank are equal to or less than the
maximum FDIC insurance limit; or

= Greater than theqnaximum FDIC deposit insurance provided the issuing bank is
rated and moniteredyby an NAIC CRP.

65. The NAIC Designation for Certificates of Deposit described above shall be NAIC 1 and
the NAICqDesignation Category shall be NAIC 1.A. The NAIC Designation for
Certificates ofiDeposit described above shall be derived by application of the filing exempt
conyersion ptocess.

NozE: Please refer to the NAIC Acounting Practices and Procedures Manual for the text of
SSAPUNo. 26R—DBonds as it applies to Certificates of Deposit.

FILING EXEMPTION FOR U.S. GOVERNMENT SECURITIES

Initial Filing Conventions and Documentation

66. U.S. Government Securities Required to Be Filed with the SVO — U.S. Government
debt that is not issued by, or guaranteed or insured by, those entities listed in below are
subject to the filing exemption when rated by an NAIC CRP, otherwise, they must be filed
with the SVO.
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SVO Publishing Conventions for Filing Exempt U.S. Government Securities

67. U.S. Treasury Obligations — U.S. Treasury Obligations are added to the VOS Process
automatically, and they appear in the VOS Product. The NAIC Designation is NAIC 1
and the NAIC Designation Category is NAIC 1.A.

Other Filing Exempt U.S. Government Securities

68. A single entry is in the AVS+ Products in its normal CUSIP sequence, followed by the
description “All Issues” for the securities listed below.

09. Because these securities are Filing Exempt, CUSIP numbers aresi6g, published in the
AVS+ Products. The securities should, however, be reported with a CUSIP in the
appropriate section of Schedule D. The NAIC Designationiis NAIC 1 and the NAIC
Designation Category is NAIC 1.A.

Filing Requirements for U.S. Government Securities

70. No filing is required for the securities deemed’exempt trom filing below unless a state
insurance department has specifically requésted the SVO to evaluate an exempt security.

71. For U.S. Government Securities required tode filed with the SVO, the reporting insurance
company shall submit:

= A prospectus of the ‘security that includes a description of the U.S. government
program under which it 1§yissued; and

= Appropriate cyidence that the security or other obligation is backed by the
U.S. govérnment,jan agency of the U.S. government or a U.S. government
sponsoredienterpftise.

72. A variety ofidocuments are acceptable as evidence that the issuer in question has some
degree of support from the U.S. government. A copy of the legislation that created the
entity, ofythe/program is acceptable as evidence of government support. Additionally, a
copy, ofythe guaranty or insurance policy for the transaction is also good evidence of
government support. Another acceptable form of evidence is evidence of an NAIC CRP
rating with a copy of the rating rationale memorandum discussing the role of U.S.
government support. Oftentimes, the prospectus for the security describes in sufficient
detail the relationship of the entity to the U.S. government, its agency or its government-
sponsored enterprise.

73. It is not enough to merely establish a relationship between the U.S. government and the
entity. It is necessary to provide materials that specifically describe all of the financial terms
of the obligation and the manner in which the U.S. government will pay the obligation.
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Subsequent Filing

74. No subsequent report (i.e., an annual update filing) is required for non-exempt
U.S. government securities. However, a material credit events filing is required for non-
exempt U.S. government securities if:

* The legislation authorizing the program has been rescinded;

= The transaction terms and/or the transaction documents have been waived,
amended or modified; or

= If the legal commitment of the U.S. government, U.S. goveramentragency or
U.S. government sponsored entity has been allowed t6 lapse®or has been
withdrawn.

Filing Exemption for Direct Claims on, or Backed by Full Faith“and*Credit of, the United
States

75. This section defines what the NAIC deems to bedU.SyGovernment Obligations. They are
not required to be filed with the SVO.

NOTE: Because these filing exemption, provisions are set forth without any
compliance mechanism, the SVO, willsiotbe able to verify whether insurers have filed
all securities that are requiged™eo be, filéd with the SVO. State insurance department
regulators may wish to ‘ereate their own compliance mechanisms to protect any
interests they may have relative 46 their domiciliary insurers.

76. The SVO does not have responsibility for determining whether specific securities should
be filing exempt: Aft insurer who is uncertain whether a specific security qualifies for
exemption shouldynoticontact the SVO for guidance, but should either file the security
with the SVO or use the RTAS — Emerging Investment Vehicle Service process and obtain
an opinion.oniexemption for that security.

Definitions

77. GiS. Government Obligation — All direct claims (including securities, loans, and leases)
on, and the portions of claims that are directly and unconditionally issued, guaranteed or
insured by the U.S. Government or its agencies.
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78. U.S. Government Agency — An instrumentality of the U.S. Government the debt
Obligations of which are fully guaranteed or insured as to the timely payment of principal
and interest by the full faith and credit of the U.S. Government. This category includes in
addition to direct claims on, and the portions of claims that are directly and unconditionally
guaranteed by, the U.S. Government agencies listed below, claims collateralized by
securities issued or guaranteed by the U.S. Government agencies listed below for which a
positive margin of collateral is maintained on a daily basis, fully taking into account any
change in the insurance company’s exposure to the obligor or counterparty under a claim
in relation to the market value of the collateral held in support of that elaim.

U.S. Government Full Faith and Credit — Filing Exempt

Army and Air Force Exchange Service (AAFES)

Commodity Credit Corporation (CCC)

Export—Import Bank of the United States (EXIM Bank)

Farmers Home Administration (FmHA) — Certificates of Beneficial Ownership
Federal Deposit Insurance Corporation (FDIC)

Federal Housing Administration (FHA)

General Services Administration (GSA

Government National MortgagesAssociation®(GNMA)

National Credit Union Administration ((NCUA)

Opverseas Private Investment Corpy(@PIC)

Small Business Administration (SBA)

U.S. Agency for Iaternational Development (USAID)

U.S. Departmien of Agficulture (USDA)

U.S. Depiartment of Health and Human Services (HHS)
U.S¢Départment of Housing and Urban Development (HUD)
U.SiDepartment of the Treasury

U.ShDepartment of Veterans Affairs (VA)

U.S. Maritime Administration (MARAD)

Washington Metropolitan Area Transit Authority
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Filing Exemption for Other U.S. Government Obligations

79. Obligations issued and either guaranteed or insured, as to the timely payment of principal
and interest, by the government agencies or government-sponsored enterprises listed
below are filing exempt. They are not backed by the full faith and credit of the U.S.
Government. The filing exemption here is based on an analytical judgment that the
combined creditworthiness of the entity itself and U.S. government support for that entity
provides confidence that the issuer will be able to pay its obligation on a full and timely
basis at the level of an NAIC 1 quality designation and an NAIC Designation Category of
NAIC 1.A. For the avoidance of doubt, preferred stock or similafysecutities of the
government agencies or government-sponsored enterprises listedy below are not
considered guaranteed or insured and hence are not subject of this'section.

Filing Exempt Other U.S. Government Obligations
if issued and either fully guaranteed or insured by:

Federal Agricultural Mortgage Corporation (Farmes Mag)
Federal Farm Credit Banks (FFCB)

Federal Financing Bank (FIB)

Federal Home Loan Banks (FHLB)

Federal Home Loan MortgageCorporation (Freddie Mac)
Federal National Mortgage Association (Fannie Mae)
Financing Corporafion{(FICO)

Resolution Funding Gofporation (REFCorp)

TennesseeyValley Authority (TVA)

PoLICIES APPLICABLE TO THE FILING EXEMPTION (FE) PROCESS

NOTE: The pelicies below provide the policy framework for “Procedure Applicable to Filing Exempt
(FE) Securities and Private Letter (PL) Rating Securities” in Part Three and are related to “The Use
of Credit Ratings of NRSROs in NAIC Processes” discussed above; “NAIC Policy on the Use of
Credit Ratings of NRSROs” and the “Definition — Credit Ratings Eligible for Translation to NAIC
Designations” in Part Two (“Eligible NAIC CRP Credit Ratings” excludes the use of any credit rating
assigned to a security type where the NAIC has determined that the security type is not eligible to be
reported on Schedule D or the it is not appropriate for NRSRO credit ratings to be used to determine

the regulatory treatment of the security or asset.)
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Determinations

80. The VOS/TF is resolved that the benefit obtained from the use credit rating in state
regulation of insurance must be balanced against the risk blind reliance on credit ratings.
To ensure the Task Force properly understands the composition and risk of the filing
exempt securities population; promote uniformity in the production of NAIC
Designations, reduce reporting exceptions for filing exempt securities and increase the
efficiency of this NAIC process, the SVO and SSG (hereafter, the IAO) is charged with
administration of the filing exempt process defined in Part Three of thisManual.

Directives
81. The IAO shall:

* Recommend improvements to the production of NAICWDesignations based on
NRSRO credit ratings.

* Identify monitoring and communicationprogedutes that enhance the possibility
of regulatory intervention by the VOS{TF to,respond to risks to insurer solvency
posed by securities in the filing exempt population.

* Identify and develop corréetives 46 the administrative, operational and system-
based causes of reportingrexemptiofts in the filing exempt process.

* Change the NAIC Designation equivalent calculated for filing exempt securities
when necessary to, correcty€rrors or other anomaly that occur in the automated
filing exempt process.

* Develop, a ‘staff-administered reporting exceptions resolution process that
incorporates, state insurance regulator and insurance companies’ participation.

PORICIES APPLICABLE TO FILING EXEMPT (FE) SECURITIES
AND PRIVATE LETTER (PL) RATING SECURITIES

Filing Exemption

82. Bonds, within the scope of SSAP No. 26R and SSAP No. 43R (excluding RMBS and
CMBS subject to financial modeling) and Preferred Stock within scope of SSAP No. 32,
that have been assigned an Eligible NAIC CRP Rating, are exempt from filing with the
SVO (FE securities) with the exception of Bonds and or Preferred Stock explicitly
excluded in this Manual.

NOTE: See “Coordination Between the Statutory Accounting Principles Working
Group and the Valuation of Securities Task Force” especially “NAIC Designations
Do Not Communicate Statutory Accounting or Reporting” and “Sources and
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Application of Statutory Accounting Guidance” above; and “Use of Credit Ratings of
NRSROs In NAIC Processes” and “Definition — Credit Ratings FEligible for
Translation to NAIC Designations” in Part Two. (The definition of “Eligible NAIC
CRP Credit Ratings” excludes the use of any credit rating assigned to a security type
where the NAIC has determined that the security type is not eligible to be reported on
Schedule D or the it is not appropriate for NRSRO credit ratings to be used to
determine the regulatory treatment of the security or asset.)

Policy Considerations

83. In connection with the implementation of the verification proceduresfor PL securities, the
VOS/TF acknowledges that the practices adopted by NAIC _CRPs in relation to the
distribution of private rating letters for what the NAIC refers o asPL securities, including
their confidentiality procedures and agreements, are integral toythe business models of
private for-profit entities that the NAIC does not regulatéjand which the NAIC stands in
the relation of a customer of rating services. Agcordinglyy the SVO, as NAIC staff, shall
not be responsible for negotiating with NALCRWCRPs#to modify their confidentiality
practices or provide data-feeds to the SV@oHowever, if an NAIC CRP shall determine
that it is willing to modify its confidentiality provisions or provide such data-feed or an
alternative process so that the SVO‘¢an obtainielectronically, copies of private rating letters
for PL securities issued by thagNAIC,CRP instead of by requiring insurers to provide
PDF files, then the SVO is authorized to work with the NAIC CRP to obtain and integrate
the private rating letters or the data-féeds into NAIC systems to create electronic processes
that will permit electronic verification that the insurer-owned PL security have been
assigned an NAIC CRP'Eligible Credit Rating. Individual insurers and/or representatives
of the insurance tadustry are encouraged to find ways to resolve confidentiality restrictions
imposed by NAIC €RPs on the private rating letter or to influence the process as investors
to encourageNAIC CRPs to provide the data-feeds to the SVO or alternative methods to
permit ghe §VO to obtain NAIC CRP credit ratings for PL securities to be used to
administer the PL securities verification procedure specified in this section.

APPLICATION OF THE FE PROCEDURE TO SPECIFIC POPULATIONS

NOTE: See “Procedure Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating
Securities “Policies Applicable to the Filing Exemption (FE) Process” including the disclosure on
securities not eligible for filing exemption in Part Three and NAIC Policy on the “Use of Credit
Ratings of NRSROS” and “Definition — Credit Ratings FEligible for Translation to NAIC
Designations” in Part Two. (The definition of “Eligible NAIC CRP Credit Ratings” excludes the use
of any credit rating assigned to a security type where the NAIC has determined that the security type
is not eligible to be reported on Schedule D or that is not appropriate for NRSRO credit ratings to be
used to determine the regulatory treatment of the security or asset.)
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Securities No Longer Assigned an Eligible NAIC CRP Credit Rating

84.

Any Bond or Preferred Stock that at one time was assigned an Eligible NAIC CRP Credit
Rating by any NAIC CRP but is no longer assigned a credit rating by any NAIC CRP must
be filed with the SVO within 120 days of the date the NAIC CRP withdrew the credit
rating.

Limitations on Use of NAIC CRP Ratings

85.

86.

87.

NAIC Designation is Capped to Highest NAIC CRP Rating — The SVO shall not
assign an NAIC Designation for a security that has a credit rating assigned by an NAIC
CRP when the NAIC Designation would express an opinion ef crédit quality higher than
that indicated by the rating assigned by the NAIC CRP, except that thé SVO may assign
the NAIC Designation it deems appropriate to Municipalybonds and Military housing
bonds or securities.

Split Ratings — For filing exempt securities the NAIC Designation assigned will be the
NAIC Designation equivalent that results from the application of the filing exemption
conversion process. This rule will also applfto replication transactions and other instances
where NAIC CRP ratings are used by thesSVO.

Unrated Transaction of Issuer with NAIC CRP-Rated Debt — When an insurer files
an unrated security of an issuef that'has‘another issue rated by an NAIC CRP, SVO may
consider the rated issue and itsposition in the capital structure of the issuer to arrive at an
NAIC Designation for the unrated security, provided staff first consults with the rating
agency and independentlyiconsider the terms of the unrated security and its impact on
credit or other non-payment risk.
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NAIC DESIGNATIONS
Definitions
88. NAIC Designation — Means any one of the gradations of credit quality and credit risk

89.

identified by the NAIC 1 through NAIC 6symbols further discussed and defined in this
Manual and may reflect notching pursuant to one or both of the notching procedures
discussed in this Manual. NAIC Designations are proprietary symbols of the NAIC to be
used by the SVO and SSG or under certain circumstances by an insuger to denote a

category or band of credit risk.

NAIC Designation Category — Means and refers to 20 mare gtanular delineations of
credit risk in the NAIC 1 through NAIC 6 credit risk scale used by theVOS/TF to relate
credit risk in insurer-owned securities to a risk-based capitalfactor assigned by the NAIC
Capital Adequacy (E) Task Force. Each delineation of cfedit 18k is represented by a letter
(a Modifier) which modifies the NAIC Designatiofi gtadesto indicate a more granular
measure of credit risk within the NAIC Designation gtade. The more granular delineations
of credit risk are distributed as follows: 7 for the NAIC 1 Designation grade indicated by
the letters A through G; 3 delineations eachy forieach of the NAIC Designation grades
NAIC 2, NAIC 3, NAIC 4 and NAIC byindicated by the letters A, B and C and 1
delineation for NAIC Designation grade INAIC 6. The NAIC Designation Category
framework is shown in thisfManual Al Modifiers roll up into the respective NAIC
Designation grade as they are a'subset of them.

NOTE: See “Production of NAIC Designations” in Part Two.

NAIC Designation Subsctipt'S

90.

An objective,of the WOS/TF is to assess the financial ability of an insuter to pay claims.
For example;ithe regulatory assumption is that a fixed income instrument called debt by
its origihatofjor issuer requires that the issuer make scheduled payments of interest and
fully repawthe principal amount to the insurer on a date certain. A contractual modification
that #$1neonsistent with this assumption creates a rebuttable inference that the security or
instgument contains an additional or other non-payment risk created by the contract that
may result in the insurer not being paid in accordance with the underlying regulatory
assumption. The SVO is required to identify securities that contain such contractual
modifications and quantify the possibility that such contracts will result in a diminution in
payment to the insurer, so this can be reflected in the NAIC Designation assigned to the
security through the application of the notching process.

NOTE: See “NAIC Designation Subscript S in Part Two.
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NAIC General Interrogatory

91. NAIC 5GI and NAIC Designation Category NAIC 5.B GI is assigned by an insurance
company to certain obligations that meet all of the following criteria:

* Documentation necessary to permit a full credit analysis of a security by the SVO
does not exist or an NAIC CRP credit rating for an FE or PL security is not
available.

® The issuer or obligor is current on all contracted interest and prineipal payments.

= The insurer has an actual expectation of ultimate payment of all contracted interest
and principal.

NAIC PLGI

92. Effective July 1, 2018, insurance companies shall be respensible for providing the SVO
copies of private rating letters for PL securities;\where, applicable, until such time as
industry representatives and the SVO shall have established reliable procedures for
obtaining the necessary information on credit fatingsidirectly from the NAIC CRPs. For
PL Securities issued prior to January 1, 2018)if an insurance company cannot provide a
copy of the rating letter to the SVO duet6 confidentiality concerns and the rating is not
included in a CRP credit rating feedy(orothef form of direct delivery from the NAIC CRP),
the insurer shall report suchisecurities on such securities’ General Interrogatory to be
developed for this purpose (i.e., @ PIEGI security).

Monitoring of SVO-DesignatedsSecurities

93. The SVO shall monitor, on an ongoing basis, improvements and deterioration of credit
quality of securities that are not filing exempt.
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AUDITED FINANCIAL STATEMENTS

General Rule on Presentation of Financial Results

94. Any security owned or eligible for purchase by an insurance company that is issued or is
otherwise the obligation of a non U.S. obligor, must be accompanied by an Audited
Financial Statement prepared in accordance with a Global Financial Presentation Standard
or a Reconciled Financial Presentation Standard unless the SVO has been specifically
authorized to use a National Financial Presentation Standard for issuers using the

accounting standards of that country.

Definitions

95. Audited Financial Statement means, collectively, for any givefi year, the auditor’s Opinion,
the issuer’s income statement, balance sheet, the statement oficash flows, all notes to the
financial statements, and any supplementary informations thereto typically created,
generated or otherwise provided to investors, in“English, and prepared by a certified public
accountant or the international equivalent therete, showing financial results for the
reported year together with the prior year prepated and presented in accordance with a
Global Financial Presentation Standardga Recesntciled Financial Presentation Standard or
a National Financial Presentation Stafdard. Hor purposes of this definition:

=  Global Financial Preséntation Standard means:
0 U.S. Generally, Accepted”Accounting Principles (US GAAP); or

O International Einancial Reporting Standards (IFRS) as published by the
Intefhational Accounting Standards Board (IASB).

= Reconciled Einancial Presentation Standard means:

0. Alstandard other than Global Financial Presentation Standard or National
Financial Presentation Standard with a reconciliation to US GAAP or IASB
TERS; or

O National IFRS with such additional information as required by IASB standards
to make National IFRS comparable to IASB IFRS.

=  National Financial Presentation Standard means:

0 National GAAP or National IFRS, without a reconciliation to US GAAP or
IASB IFRS, authorized to be used for filing a transaction with the SVO
pursuant to the procedure specified below.

* National GAAP refers to the generally accepted accounting policies as required by
a country’s national accounting standards board.
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= National IFRS refers to the international financial reporting standards required by
the country’s national accounting standards board.

NOTE: Please refer to the “List of Countries and Associated National Financial
Presentation Standards” in Part Two.

Procedure

96. Foreign issuers not using the accounting standards of a country on the List of Countries
and Associated National Financial Presentation Standards must provide ghefSVO with an
Audited Financial Statement prepared in accordance with a Global Finaneial Presentation
Standard or a Reconciled Financial Presentation Standard.

97. For insurance companies, an Audited Financial Statement will,be prepared in accordance
with SAP.

98. For municipal and U.S. Government securities, an AuditedFinancial Statement will be
prepared in accordance with generally accepted auditing standards and government
auditing standards issued by the Comptroller General of the United States. For municipal
securities only, the statements will be accepted ifythey have been submitted to, reviewed
and certified by a state comptroller’s office.

NOTE: See “Procedure to AuthotizesSVOWsewof a National Financial Presentation Standard”
and “List of Countries and Alssociated National Financial Presentation Standards” in
Part Two.
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POLICIES APPLICABLE TO SPECIFIC ASSET CLASSES

SCHEDULE BA ASSETS

99. Insurers may file a Schedule BA asset with the SVO if they can represent that the asset has
underlying characteristic of a bond or other fixed income instrument. When an insurer
files a Schedule BA asset the SVO assesses the insuret’s fixed income determination and
it if agrees that the asset has fixed income characteristics, conducts a credit assessment and
a valuation of the asset. Upon conclusion of its analysis, the SVO provides, the insurer a
response setting forth its determination as to the NAIC Designationyand asset
classification assigned to the asset. Upon receipt of the SVO respomise, the tsurer reports
the aforementioned analytical values obtained from the SVO féx the asset on the NAIC

Financial Statement Blank.

NOTE: See “Maintenance and Monitoring of SVO Beterminations for Schedule BA
Assets” in Part Two.

CREDIT TENANT IlOANS

CTL Categories

100.  Mortgage loans that are madesprimarily’in reliance on the credit standing of a major
tenant, structured with an assignment of the rental payments to the lender with real
property pledged as collateral in‘the form of a first lien, are referred to as a Credit Tenant
Loan. Four categories of (CTLs are recognized as eligible for reporting on Schedule D:
Bond Lease Based CT'Bs; Credit Lease Based CTLs; Acceptable CTL Variants (ACVs);
and Multiple Property Transactions (MPTs).

Intent

101.  Thefcategories segregate CTL transactions in accordance with two principles: (a) the
degree topwhich the credit tenant is obligated to the lender for payments and real estate-
tclatedutisks; and (b) the degree of complexity in the legal or structural components of the

transaction.

102.  The Bond Lease Based CTL category is intended to capture those transactions that
reflect the criteria discussed below and contains no legal or structural variation from one

transaction to another.

103.  The Credit Lease Based CTL category is intended to capture those transactions that
differ from Bond Lease Based transactions primarily because the lessor is to perform

specified obligations, requiring analysis of how lessor risk is mitigated.
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104.  The ACV category is intended to reflect substantially all of the standards described for
the Bond Lease Based or Credit Lease Based CTL categories. Transactions in the ACV
category are those that do not perfectly reflect all of such required characteristics, but
which contain the deviations highlighted in the ACV list; provided such deviations do not
in number or otherwise alter the character of the transaction as a Bond Lease Based or
Credit Lease Based CTL. The ACV category will be interpreted so as to maintain the
regulatory expectation that all submitted transactions meet the criteria set out for the Bond
Leased Based or Credit Lease Based CTL, with only slight deviations from criteria
permitted.

105.  The MPT category is intended to facilitate the SVO’s analysis of Bonid Eease Based or
Credit Lease Based CTL Transactions where more than onegsitelor property exists in the
transaction structure. The MPT category provides angecomomy and efficiency of
transaction cost and resources. It allows for the use of essentially uniform documentation
for the transaction for one credit tenant or one credif’ténantgroup.

Presumption of Eligibility

106.  Transactions that meet the definition and legal and structural characteristics for one
of the four CTL categories shall be submittedito the SVO for evaluation on the appropriate
CTL Evaluation Form. From_the “perspective of an insurance company lender, a
transaction that on its face méets the criteria of a particular CTL category is entitled to a
presumption of Schedule D eligibility, subject to a determination by the SVO that the
transaction is not appropsiate for Schedule D reporting.

NOTE: See “Credit Tenant Loans” in Part Three for filing instructions, documentation
requirementsidndimethodology applicable to CTLs.

GROUND LEASE FINANCING TRANSACTIONS

GLF Ovetview

1075, Amground lease financing transaction (GLF) typically has two components: (a) a
ground lease for a long period (e.g., 99 years) between a ground lessor who owns the land
and a ground lessee who attains a leasehold for the purpose of developing the land; and
(b) the subleasing of space or operation of a business such as a hotel, warehouse,
intermodal facility, etc., in an existing or to-be-constructed building to one or more tenants
(space tenants) under shorter (e.g., 5-15 year) leases (space leases) or to the operator of a
business such as a hotel, warehouse, intermodal facility, etc., under a franchise agreement
or other arrangement.
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108.  The ground lease itself typically meets the Credit Tenant Loan (CTL) criteria for Bond
Lease Based or Credit Lease Based CTLs in this Manual. Additionally, there can be one or
several space tenants or business operators (which (a) may or may not be NAIC CRP rated
entities or (b) whose credit worthiness can or cannot be evaluated by the SVO) making
lease payments under separate space leases (which may or may not meet the CTL criteria)
or a business operation. As such, the SVO cannot rely solely on the CTL criteria for its
analysis of GLF transactions and instead must rely on a combination, as necessary and
available, of the CTL criteria, the CMBS criteria, the documented analysis of NAIC CRPs,
and the SVOs own analytic judgement.

109. A GLF transaction reported as a CTL on transaction on ScheduléyDacquired prior
to January 1, 2020, and reported with an NAIC Designation produced under filing
exemption, can continue to be reported on the basis of that Eligible NAIC CRP Rating
until sold or disposed of.

NOTE: See “Ground Lease Financing Transactions?, il Part“Fhree for filing instructions,

documentation requirements and methodology applieable to GILFs.

SUBSIDIARY, CONTROLLED AND AFFILIATED INVESTMENTS

110.  SCA investments in the form of a debfinstrument purchased (or otherwise acquired)
from an insurance or non-insugafiee catity(SCA debt) and preferred stock issued by an
insurance or non-insurance éntity (SCA preferred stock) may be assessed by the SVO to
determine eligibility for reportingiasan Investment Security as defined in this Manual. The
SVO is required to determine that a filed SCA investment has terms, structure, complexity
and purpose like theSéwin transactions between unaffiliated parties so that credit risk
assessment methedalogies applied to transactions between unaffiliated parties can be
meaningfully applied, to transactions between affiliated parties; as a condition to assigning
an NAIC Designation to the investment.

NOTE: See “Subsidiary, Controlled and Affiliated (SCA) Debt or Preferred Stock” in
Pagt Thfee for filing instructions, documentation requirements and methodology

applicable to SCAs.

© 2020 National Association of Insurance Commissioners 35




Part One
Policies of the NAIC Valuation of
Securities (E) Task Force Policies Applicable to Specific Asset Classes

INVESTMENTS IN FUNDS

Purpose

111.  This Section establishes a comprehensive framework to be used by the SVO to identify
fund investments that can be appropriately characterized as a “fixed-income-like” asset
eligible for assignment of an NAIC Designation. This section also provides instructions
for inclusion of eligible funds on an appropriate NAIC List or NAIC compilation process;
criteria and methodology for assignment of NAIC Designations andWidentifies the
regulatory treatment to be accorded.

Condition to Eligibility

112, The “fixed-income-like” regulatory treatment accorded wndex this Section only applies
to funds that the SVO has verified meet eligibility criteridyestablished by the VOS/TF and
been assighed NAIC Designations or reviewed@underiythesverification procedures and
added to an NAIC List or other NAIC compilation process as hereafter discussed in this
section. The use of NAIC CRP credit ratings under the filing exempt process discussed in
Part Three of this Manual shall not be an“aeceptable basis to apply for and receive the
regulatory treatment specified in this séctien, A private fund reported on Schedule BA,
acquired prior to January 1, 2019, and repérted with an NAIC Designation produced
under filing exemption, can gontinue\to be reported on the basis of a credit rating until
sold or disposed of, provided the imsurer also reports the investment on the Fund GI
(General Interrogatory). Funds that do not qualify for the exceptions identified in this
section would continuesto be reported as common stock on Schedule D, Part 2, Section 2
or as other inve§ted @assets on Schedule BA without NAIC Designations.

NOTE: In all eases where it is necessary for the reader to understand statutory
accounting guidance or concepts, please refer to the NAIC _Acounting Practices and

ProgéduressManual.
Application

113. "\, An insurance company interested in establishing whether a fund meets eligibility
requirements or the sponsor of a fund interested in identifying its fund to insurance
companies, may request that the SVO evaluate whether the fund is eligible for inclusion
on one of the NAIC Lists.

NOTE: See “Fund Investments” in Part Three for filing instructions, documentation
requirements and methodology applicable to investments in funds that hold bond
portfolios.
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REGULATORY TRANSACTIONS

Defined

Intent

Regulatory Transaction means a security or other instrument in a transaction
submitted to one or more state insurance departments for review and approval under the
regulatory framework of the state or states. The term “Regulatory Transaction” is more
broadly defined as a transaction engineered to address a regulatory concern one or more
insurers have or may have that should be submitted to a state insurance department for
approval and that has as a component a security or other instrument sghichion a stand-
alone version may be an Investment Security, as defined in this”Manual, eligible for
assignment of an NAIC Designation.

This section provides guidance to the SVO and the,SSG _on how to manage requests
for assistance made by a state insurance depaftment made as permitted in this Manual.
Insurance companies shall not report a Regulatoty Transaction as a Filing Exempt security,
and the NAIC staff shall not assign an NAIC designation to the security component of a
Regulatory Transaction or to the Regulatéry Tramsaction or add them to the Filing Exempt
Securities Process of the SVO List aof Investment Securities. This does not preclude the
SVO from working directly with a stateyinsurance department and issuing an opinion to
the department consistent withythe instructions outlined in this Manual.

NOTE: See “Regulatory Transactiods” in Part Three for guidance on the status of the security

component of a Regulatory Transaetion,and details on the “Compilation and Publication of the SVO

List of Investment Securitiés in Part Two. Regulatory Transactions are excluded from all NAIC data

files used to produce the SV@ List of Investment Securities, including the data file that houses

information about insutér-owned filing exempt securities.

PRINCIPAL PROTECTED SECURITIES

Defined

Principal Protected Securities (PPS) are a type of 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) but for which the
repackaged security generates potential additional returns as described in the detail criteria
for PPSs, along with examples, in Part Three of this Manual.
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Intent

117.  Transactions meeting the criteria of a PPS as defined this Manual may possess Other
Non-Payment Risks and must be submitted to the SVO for review under its Subscript S
authority.
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REVIEW OF SVO DETERMINATIONS

Condition to Filing of an Appeal

118.  Any insurer that owns a security for which the SVO has performed a credit assessment,

or another analysis, may appeal the SVO decision provided the appeal is filed within 120
days of the SVO decision. An insurer can ascertain the date of the original SVO decision

by accessing VISION and noting the Review Date shown there. The Review Date is the
date of the original decision.

Status of NAIC Designation During Appeal

119.  Until such time as the SVO credit committee determines thatia ptevious SVO decision

should be changed, the previous decision of the SVO remainisiin full force and effect.

Task Force Review for Alleged Violations of Procedures

120.  Request for Review — Any insurer that has filedia security for an NAIC Designation,

a classification or other analysis, and is concesned that'a decision relative to the security

was not made in accordance with the procedutes 1, this Manual, may request consideration

of this concern by the VOS/TF.

NOTE: See “Appeals of SVO Determinationsin PareTwo.
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SPECIAL INSTRUCTIONS

Short-Term Investments

121. A short-term investment is defined as an investment that has one year or less to
maturity. Investments that have one year or less to maturity when issued are not reported
to the SVO. Investments which when acquired by an insurance company have one year or
less to maturity, but which when issued had greater than one year to maturity, need only
be reported to the SVO if they do not have an NAIC CRP rating or an NATE Designation
for the issuer.

Circular Transaction

122, For purposes of this paragraph, a circular transaction shall“be deemed to exist
whenever the SVO shall find that the essential financial charactesistic of a reported security
is that the obligor depends on funds advanced By an tasufahce company to make debt
service payments to the same insurance company and that the interdependency of the
entities involved in this or related transactionstand the lack of any arm’s-length economic
dealings renders the application of the creditassessment or valuation techniques provided
for in this Manual analytically meaninglessqand therefore misleading to NAIC members.
The SVO is instructed to assign.a NAIC_6"Designation to circular transactions and to
provide written confirmation®f this agtiont to the department of insurance of the reporting
insurance company’s state of domicile. The department of insurance may appeal the SVO
decision to an appropriaté'working group of the VOS/TF.

Mandatory Convertible Sgcurities

123.  Mandatory conyertible securities are defined as a type of convertible bond or
convertible/preferred stock that has a required conversion or redemption feature. Either
on or béfote awContractual conversion date, the holder must convert the mandatory
convertible bond or preferred stock into the underlying common stock. Mandatory
convertible securities are not assigned NAIC Designations by the SVO. Prior to
conversion, insurers shall report mandatory convertible securities in accordance with the
SSAP of the current nature of the investment (e.g., SSAP No. 26R—Bonds or
SSAP No. 32—Preferred Stock). Insurers should also report an NAIC Designation in
Schedule D which they can self-assign or determine in accordance with the filing exempt

rule.

NOTE: Please refer to paragraphs 2, 10 and 20 of SSAP No. 26R for further guidance.
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Unrated Hybrid Securities

124. An unrated hybrid security is filed with the SVO for an NAIC Designation, but the
insurance company reports the hybrid security as a bond pursuant to NAIC Annual
Statement Instructions using the NAIC Designation assigned by the SVO.

NOTE: Please refer to the Annual Statement Instructions, Investment Schedules,
General Instructions for guidance on the securities that fall within the definition of
hybrid securities.

Sub-paragraph D Company

125.  The insurance company must file all foreign securities for whichithe information
required by this Manual is available. For those foreign securities held by"a “Sub-paragraph
D Company” as defined below, where the required information is not available for the
SVO to value the security, the NAIC Designation maytbe determined by the reporting
insurance company. This determination shall carfysaft F'suffix. In no case shall the NAIC
Designation exceed the sovereign rating of the i§suet’s gountry of origin. The company
shall provide its domestic regulator with a desé@tiption,of the procedure it used to evaluate
and assign ratings to these foreign securitiesy, Intaddition, the company shall retain the
documentation supporting each designation assigned by it until the next domestic

insurance department examinatioms.

126.  “Sub-paragraph D Company” is defined as a domestic insurer which is holding foreign
securities in support of its foreigndiabilities and where the U.S. gross premiums of the
company are no more than 20% of its gross worldwide premiums or the amount of the
company’s grossresefvesiandiother liabilities under contracts of insurance (for life insurers
gross reserves and other Jiabilities shall be actuarial reserves and policyholder liabilities
currently reported o, page 3, lines 1-11 of the NAIC Financial Statement Blank, grossed
up for reinsugance ceded; for property and casualty insurers gross reserves and other
liabilitigs shall be loss reserves, loss adjustment expense reserves and unearned premium
reserves teported on page 3, lines 1, 2 and 9 of the NAIC Financial Statement Blank,
grossedwup for reinsurance ceded) on lives or risks resident or located in the U.S. are no
mote than 20% of its total gross reserves and other liabilities under contracts of insurance
as reported on the company’s last NAIC Financial Statement Blank.
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127.  The insurer must also maintain a trust fund in a qualified U.S. financial institution for
the payment of the valid claims of its U.S. policyholders, their assigns and successors in
interest. The trust shall consist of a trusteed account representing 103% of the company’s
gross reserves and other liabilities under contracts of insurance on lives or risks resident
or located in the U.S. The assets of the trust shall maintain an NAIC Designation as
assigned by the SVO and be valued at admitted values carried in the insurer’s NAIC
Financial Statement Blank. Such trust shall be established in a form approved by the
insurer’s domestic commissioner of insurance. The trust instrument shall provide that
contested claims shall be valid and enforceable upon the final ordet of amy court of
competent jurisdiction in the U.S. and shall allow the right ofs#Sabstitution without
diminution. The trust shall be subject to examination as determined by the insuret’s
domestic commissioner and the assets of the trust shall be reportedyin the insurer’s NAIC
Financial Statement Blank special deposit schedule. The trustshall’remain in effect for as
long as the insurer shall qualify as a “Sub-paragraph ID. Company” and have outstanding
obligations under contracts of insurance on lives ofyfisks tesident or located in the U.S.

128.  If a Company which previously qualified as'a “Sub-paragraph D Company” no longer
qualifies, any foreign securities held by suehy,company which are not assigned an NAIC
Designation by the SVO shall be assigied an NAIC Designation in accordance with the
procedure set forth in this Manual.. These seeurities shall be reported by the company with
a “Z” suffix for the reporting’year and shall comply with the provisions of this Manual
for subsequent reporting years.

Capital and Surplus Debentures

129.  Capital and Sugplus debentures, whether or not rated by an NAIC CRP, are subject to
valuation as specifted in°85.4P No. 471R—Surpius Notes. Capital and surplus debentures that
are rated by@an NAIC CRP are filing exempt pursuant to Part Three of this Manual and
reportedsify, thesame way as other filing exempt securities. All capital and surplus
debentutes ate reported on the surplus notes line of Schedule BA, not on Schedule D.
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OPERATIONS

ORGANIZATION

TAO Departments

1. The SVO and the SSG shall establish such procedures or guidelines as are necessary to
perform the functions assigned to them.

Credit Committee

2. The SVO and the SSG shall establish a credit committee compésedof i senior staff, non-
senior analytical staff or both, possessing expertise relevantio thedssues entrusted to the
credit committee. The credit committee shall provide SVO’s and the SSG’s professional
staff with such direction or guidance necessary, omyanalytical or internal analytical policy
issues as may be assigned to it.
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COMPILATION AND PUBLICATION OF THE SVO LIST OF INVESTMENT SECURITIES

Directive

3. On a quarterly basis, the SVO shall:

Compile a list of Investment Securities from each of the data files defined as VOS
Process, Filing Exempt Securities Process, RMBS/CMBS Modeled Securities
Process, U.S. Treasury Process and the Exempt U.S. Government Securities
Process (each an SVO Sub-List bearing the name of the corresponding Process).

Exercise best efforts to identify any security in the VOS$Process that has been filed
by an insurance company without a valuation and to dttempt téwdssign that security
a valuation. The SVO may use whatever methodolégy may seem reasonable to it
and may choose not to assign a valuation if doirigyso weuld be unreasonable. The
VOS/TF considers that an imprecise valuation istef gfcater utility to the regulatory
community than no valuation. However, ¢he WAIC makes no representation that
the SVO has the necessary expertise t&produce accurate valuations. Accordingly,
an insurance company that owns a seeuritysto which the SVO has assigned a value
under this provision may ¢substitute, the SVO assigned value by obtaining or
deriving a valuation ingaccordaneé with applicable NAIC annual statement
reporting instructions’ and by, reporting the valuation obtained to its insurance
department on the NAIE Statement Blank.

Aggregate the cofitent of each SVO Sub-List into a single SVO List of Investment
Securities (héreafter,pthe SVO List of Investment Securities) identifying each
Investmefit Secutity by name and other pertinent information and showing the
NAIC Designation assigned to them by the SVO or pursuant to such other
methedology or procedure specified in this Manual.

Compile, or cause to be compiled, sub-lists from the informational content of the
Derivative Counterparties Process, Exchange Rates Process, Ex-Dividend
Process, Letter of Credit Process, Money Market and Exchange Traded Fund
Process and Surplus Notes Processes (each an SVO Sub-List bearing the name of
the corresponding Process and collectively the “Other Information”).

Publish, or cause the SVO List of Investment Securities and the Other
Information to be published, by being incorporated into the NAIC’s AVS+
product.
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VOS Process

4. The VOS Process (data file) is used to store NAIC Designation or other determinations
assigned by the SVO to Investment Securities. The SVO shall not add a Regulatory
Transaction to the VOS Process.

Filing Exempt SecuritiesProcess

5. The Filing Exempt Securities Process (data file) is used to store NAICMesignations or
other determinations assigned by the SVO though an automated processfor filing exempt
(FE) securities that are an Investment Security. Insurance, companies ‘derive NAIC
Designations for FE securities by applying the conversion,instsuctions. The insurance
company then reports the NAIC Designations assigned togI'Eysecurities through NAIC
systems. The SVO subsequently adds the security to the FilinglExempt Securities Process.
The SVO shall not add a Regulatory Transactionto the'Filtng/Exempt Securities Process.

RMBS/CMBS Modeled Securities Process

6. Residential mortgage-backed securities “RMBS and commercial mortgage-backed
securities (CMBS) are InvestmentSecuritiesy, reported by an insurance company to the
NAIC and subsequently added by NAIC seaff to the RMBS/CMBS Modeled Securities
Process, where on an annualébasis and for purposes of the annual surveillance they are
evaluated for eligibility to be financially modeled.

7. RMBS and CMBS that ate deemed to be subject to financial modeling are retained in the
RMBS/CMBS Modeled Rroeess. RMBS and CMBS that are deemed ineligible for financial
modeling but thatthaye been assigned credit ratings by NAIC CRPs migrate to the Filing
Exempt Securities Process. RMBS and CMBS that are deemed ineligible for financial
modeling and, that have also not been assigned credit ratings by NAIC CRPs may be
reported by the hsurer in the 5GI General Interrogatory.

8. Insurance “Companies shall not file Regulatory Transactions as eligible for the
RMBS/€MBS Modeled Secutities Process, and the NAIC staff shall not add a Regulatory
Transaction to the RMBS/CMBS Modeled Securities Process.

U.S. Treasury Securities Process

9. U.S. Treasury Securities are an Investment Security added to the U.S. Treasury Securities
Process automatically by electronic processes administered by the SVO and assigned an
NAIC 1 Designation and an NAIC Designation Category of NAIC 1.A by a policy-based
convention. Insurance companies shall not report Regulatory Transactions as U.S.
Treasury Securities and the NAIC staff shall not add a Regulatory Transaction to the U.S.
Treasury Securities Process.
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Exempt U.S. Government Securities Process

10. Exempt U.S. Government Securities are an Investment Security reported by the insurance
company to the NAIC, subsequently added by NAIC staff to the Exempt U.S.
Government Securities Process and assigned NAIC 1 Designation and an NAIC
Designation Category of NAIC 1.A pursuant to a policy-based convention. Insurance
companies shall not report Regulatory Transactions as exempt U.S. Government
Securities, and the NAIC staff shall not add a Regulatory Transaction to the Exempt U.S.
Government Securities Process.

Reference to SVO List of Investment Securities

11. Acknowledgement — The NAIC, acting by and through its VOS /LF and its Reinsurance
(E) Task Force, acknowledges that the phrase “Securities Tistedsby the SVO,” used in
Section 3 B. of the NAIC Credit for Reinsurance Model Lapw @ 785) and Section 10 A. (2) of
the NAIC Credit for Reinsurance Model Regulation (#786) refets to the SVO List of Investment
Securities as defined above provided that for purpests of Model #785, the phrase
Securities Listed by the SVO also includes:

= AllU.S. Treasury Securities whether.or 16t on the U.S. Treasury Securities Process
Sub-List of the SVO List ofyInvestment Securities as owned by an insurance
company.

* Anyisa U.S. Government BXxempt security not owned by an insurance company
and therefore nogon the SVO Exempt U.S. Government Securities Process Sub-
List of the SVOuListof Investment Securities.

* Such other ofiadditional type or class of securities as the Reinsurance (E) Task
Force shall from time to time determine are suitable for use as collateral in
reinsutance transactions and are added to this definition by the VOS/TF at its
request.

124%Fe,avoid confusion, and for purposes of this acknowledgment, the Filing Exempt
Segurities Process included in the definition of SVO List of Investment Securities includes
the SVO listed securities referred to as those “deemed exempt from filing” in the cited
sections of the Model #785 and Model #786.

Status of an Investment on the SVO List of Investment Securities

13. The reference to “Securities Listed by the SVO,” used in Model #785 and Model #7806,
refers solely to the individual, stand-alone investment purchased by an insurer and filed
with the SVO to obtain an NAIC Designation and to be added to the SVO List of
Investment Securities published in the AVS+ product.
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14. References to “Securities Listed by the SVO” as eligible collateral for the purposes of
reinsurance arrangements specified in Model #785 and Model #786 reflect that the
specific insurer owns the Investment Security and has a corresponding right to receive the
cash flow represented by the Investment Security from the security’s issuer, which is the

right an insurer may pledge as collateral.

15. An Investment Security on the SVO List of Investment Securities cannot be assumed
or presumed to constitute “Primary Security” as defined in the phrase “SVO Listed” in
Actuarial Guideline XLV 1II—Actuarial  Opinion and Memorandum Requiremepts  for the
Reznsurance of Policies Required to be Valued Under Sections 6 and 7 of the INIC Waluation of Life
Insurance Policies Model Regulation (AG 48) or in the NAIC Tepm and Wniversal 1ife Insurance
Reserve Financing Model Regulation (#787).

16. Whether an Investment Security on the SVO List of Iwestment Securities qualifies as
“Primary Security” as defined in the NAIC Valuation(of Life Insurance Policies Model Regulation
(#830) or Model #787 is not an issue within th€,scopes/of the charges entrusted to the
VOS/TF or within the analytical function ot fele of'the or SSG.

17. Whether a Regulatory Transaction asgdefined,in this Manual has any status under
Model #785, Model #786, Model #830s6t Model #787 is not an issue within the scope
of the charges entrusted to the/VOS/TE Or within the analytical function or role of the
SVO or SSG.
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PRODUCTION OF NAIC DESIGNATIONS

NAIC DESIGNATIONS

18.

19.

20.

21.

NAIC Designations are proprietary symbols of the NAIC. The SVO and sometimes the
SSG produce NAIC Designations for insurer-owned securities using the policies,
procedures or methodologies adopted by the VOS/TF in this Manual. NAIC
Designations identify a category or band of credit risk. NAIC Designations are produced
for statutory accounting, reporting, state investment laws and other pusposestidentified in
the NAIC Financial Regulation Standards and Accreditation Programiand fer other NAIC
developed regulatory guidance embodied in state law. NAIC Designations are adjusted in
accordance with the notching procedures described below so'thatian NAIC Designation
for a given security reflects the position of that specific seeurity’in the issuer’s capital
structure. NAIC Designations may also be adjusted bynotehing to reflect the existence of
other non-payment risk in the specific secusityhin aceordance with the procedures
described in this Manual.

NAIC 1 is assigned to obligations exhibitingithe highest quality. Credit risk is at its lowest
and the issuer’s credit profile is stable. This.means that interest, principal or both will be
paid in accordance with the contractfial agreement and that repayment of principal is well
protected. An NAIC 1 obligation should be eligible for the most favorable treatment
provided under the NAIC Financial Regulation Standards and Accreditation Program.

NAIC 2 is assigned to abligations of high quality. Credit risk is low but may increase in
the intermediate futysé®and the issuet’s credit profile is reasonably stable. This means that
for the present, the obligaion’s protective elements suggest a high likelihood that interest,
principal or both will be paid in accordance with the contractual agreement, but there are
suggestions'that an adverse change in circumstances or economic, financial or business
conditiofis will affect the degree of protection and lead to a weakened capacity to pay. An
NAIC 2\ obligation should be eligible for relatively favorable treatment under the NAIC
Financial Regulation Standards and Accreditation Program.

NAIC 3 is assigned to obligations of medium quality. Credit risk is intermediate and the
issuer’s credit profile has elements of instability. These obligations exhibit speculative
elements. This means that the likelihood that interest, principal or both will be paid in
accordance with the contractual agreement is reasonable for the present, but an exposure
to an adverse change in circumstances or economic, financial or business conditions would
create an uncertainty about the issuer’s capacity to make timely payments. An NAIC 3
obligation should be eligible for less favorable treatment under the NAIC Financial
Regulation Standards and Accreditation Program.
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22. NAIC 4 is assigned to obligations of low quality. Credit risk is high and the issuer’s credit
profile is volatile. These obligations are highly speculative, but currently the issuer has the
capacity to meet its obligations. This means that the likelithood that interest, principal or
both will be paid in accordance with the contractual agreement is low and that an adverse
change in circumstances or business, financial or economic conditions would accelerate
credit risk, leading to a significant impairment in the issuer’s capacity to make timely
payments. An NAIC 4 obligation should be accorded stringent treatment under the NAIC
Financial Regulation Standards and Accreditation Program.

23. NAIC 5 is assigned to obligations of the lowest credit quality, which are not in or near
default. Credit risk is at its highest and the issuet’s credit profile’is _highly volatile, but
currently the issuer has the capacity to meet its obligations. This,means that the likelihood
that interest, principal or both will be paid in accordance with,the contractual agreement
is significantly impaired given any adverse business, financial or economic conditions. An
NAIC 5 Designation suggests a very high probability of default. An NAIC 5 obligation
should incur more stringent treatment under the NAIC Financial Regulation Standards

and Accreditation Program.

24. NAIC 6 is assigned to obligations that aredmor near default. This means that payment of
interest, principal or both is not beinginades or will not be made, in accordance with the
contractual agreement. An INAIC 6 obligation should incur the most severe treatment
under the NAIC Financial Regulation Standards and Accreditation Program.

NOTE: See “NAIC Designations,” “Prohibition on Use of NAIC Designation in a Covenant” and
“Coordination Between the, Statutoty Aecounting Principles Working Group and the Valuation of
Securities Task Force” in PartyOne; “NAIC Designation Categories” below; and “Procedure
Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating Securities” in Part Three.
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NAIC DESIGNATION CATEGORIES

25. Upon the determination of an NAIC Designation, the SVO produces NAIC Designation
Categories, as described and defined in this Manual.

26. NAIC Designation Categories are a subset of NAIC Designations and are used by the
VOS/TF to link the NAIC risk-based-capital (RBC) framework adopted by the NAIC
Capital Adequacy (E) Task Force to the VOS/TF’s credit assessment process. The NAIC
Capital Adequacy (E) Task Force assigns RBC factors to each NAIC Desigfiation Category
as shown below.

NAIC NAIC
NAIC Designation Designation
esignation + Modifier = Category

D
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N

O | > |0 |mw > |0 ;v (> |0 |'v (> |
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NAIC DESIGNATIONS RELATED TO SPECIAL REPORTING INSTRUCTION

27.

28.

29.

30.

31.

An insurance company that self-assigns a 5GI must attest that securities receiving this
designation meet all required qualifications by completing the appropriate general
interrogatory in the statutory financial statements. If documentation necessary for the
SVO to perform a full credit analysis for a security does not exist or if an NAIC CRP
credit rating for an FE or PL security is not available, but the issuer is not current on
contractual interest and principal payments, and/or if the insurer does nethave an actual
expectation of ultimate payment of all contracted interest and principal, the insurance
company is required to self-assign this security an NAIC 6*.

NAIC 6* is assigned by an insurer to an obligation in lieu of géporting the obligation with
appropriate documentation in instances in which approptiate ‘documentation does not
exist, but the requirements for an insurance company to assigna 5GI are not met.

Securities with NAIC 5GI Designations are déemed, to possess the credit characteristics
of securities assigned an NAIC 5 Designation. %A “security assigned an NAIC 5GI
Designation incurs the regulatory treatmeng@assoeiated with an NAIC 5 Designation.

Securities an insurance company gpreviously, assigned as NAIC 5GI are permitted to
subsequently receive this designationif thesfequirements for an NAIC 5GI designation

continue to be met.

Securities with NAIC 6* Designatiofis are deemed to possess the credit characteristics of
securities assigned an NAIC 6 Designation. Therefore, a security assigned an NAIC 6*
Designation incurs thie régulatory treatment associated with an NAIC 6 Designation.

NOTE: The GI after the ‘qualitymifidicator 5 refers to General Interrogatory and distinguishes
NAIC 5GI from an NAdC 5 Designation. The asterisk (*) after the quality indicator 6 distinguishes
the NAIC 6* Designationfrom an NAIC 6 Designation.

NAIC DESIGNATION SUBSCRIPT S

Description of\Other Non-Payment Risk

32.

It may not be practical, desirable or possible to specifically define other non-payment risk
given the assumption that it originates as a result of a contractual agreement or the
presence of a structural element of a transaction that is agreed upon between the issuer
and the insurer. Accordingly, what follows is intended as general guidance to insurers and
others.
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33. Most typically, other non-payment risk has been associated with contractual agreements
between the insurer and the issuer in which the issuer is given some measure of financial
flexibility not to make payments that otherwise would be assumed to be scheduled, given
how the instrument has been denominated, or the insurer agrees to be exposed to a
participatory risk.

34. Other non-payment risk differs from the type of issues encountered in credit risk. This is
because typically, credit assessment is concerned with securities in which the parties create
subordination by modifying the lendet’s priority of payment (e.g., seniog inségured versus
junior subordinated) but in a context where the contract otherwise speeifies,that the failure
to make payments on a schedules basis (defined in the contraét) istan event of default (in
the case of a bond) or triggers some other specific and identiffable Iender remedy (in the
case of other fixed income securities).

35. Using the broad concepts identified above, non-payment risk.may be present when:
* A reporting insurance company takes on @patticipatory risk in the transaction;

O  lustration — The contract ptemised payment of a dollar denominated
obligation in non-U.S. curremey but,does not require an exchange rate that
would yield foreign currencySufficient to buy a defined principal amount of
U.S. dollars. The othefinon-payment risk in this illustration consists of the
reporting insuraige company’s acceptance of currency risk which may
diminish the principalamount of the investment. Currency risk here is not
related to the issuer’s ability or willingness to pay and therefore is not
appropridtelyireflected in the NAIC Designation of the issuer or captured by
notching for credit risk.

= Théeontractgoverning the loan provides for a degree of permanence in the
bertower’s capital structure that is incompatible with notions of a loan that is
expected to be repaid,;

O, [/lustration — A loan stated to be perpetual and giving the issuer the right to miss
interest or dividend payments otherwise said to be scheduled where the missed

payments are not required to be paid on a subsequent date.

O  [llustration — An instrument denominated as a bond but lacking a maturity date,
a mechanism to determine a maturity dates (e.g., a mandatory redemption) or
that states a maturity equal to or exceeding 40 years.

36. Agrees to an exposure that has the potential to result in a significant delay in payment of
contractually promised interest and/or a return of principal in an amount less than the
original investment.
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Meaning of the Subscript S Symbol

37. An SVO determination that a specific security contains other non-payment risk is
communicated by assigning the NAIC Designation subscript S to the specific CUSIP and
applying the notching procedure described below. The subscript follows the NAIC
Designation as follows: NAIC 28S.

38. The SVO shall assess securities for other non-payment risk:
* Routinely, for any security or financial product filed with the SVO.

® As part of the analysis of a security or financial product §ubmitted to the SVO
under the RTAS — Emerging Investment Vehicle processidiscussed in of this
Manual.

*  When requested to do so by any state insurance fegulator acting pursuant to this
Manual, and:

0 When requested by the VOS/TF; of

O In support of any other NAIC groupsengaged in the analysis of investment

risks in new securities.

NOTE: See “NAIC Designation Subscfipt 8 in Part One.
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SVO NOTCHING GUIDELINES

Definition and Purpose

39. Notching is defined as the process used to make distinctions between different liabilities
in an issuer capital structure to reflect differences in credit or other non-payment risk
smaller than a whole grade. Notching expresses differences in expected loss (i.e., severity)
of an issuer’s liabilities by their relative priority of claim in bankruptcy.

40. With the exception of NAIC 6, notching distinctions are expressed®by combining an
NAIC Designation with an NAIC Designation Modifier to producefan NATC Designation
Category. For example, as shown in the table above, NAIC l4s cembined with NAIC
Designation Modifier 1.A to produce the NAIC Designation Category 1.A. Modifiers are
used with or assigned to the NAIC 6 Designation.

Notching NAIC Designation Categories (to Reflect Credit Risk)

41. Illustration — The distinctions in credit risk made in the notching process involve
(conceptually) the issuer’s actual capital struegure:{IThe hypothetical capital structure below

is shown to illustrate and explain notchifig:

Senior secured Notch up from the benchmark
Senior unsecured Benchmark NAIC Designation
Senior subordinatéd Notch down from the benchmark
Junior subordinated Notch down from benchmark
Preferred stoek Notch down from benchmark

Methodology

42 .The SVO™determines the benchmark NAIC Designation Category for the senior
unsecured obligation of the issuer or its equivalent. The SVO adjusts the benchmark
NATC Designation Category up or down to reflect the difference in risk between the
benchmark security and the specific liability under review by the SVO.

SVO Guidelines for Notching

43. The SVO shall notch an NAIC Designation Category for an issuer up or down to reflect
the position of a specific liability in the issuer’s capital structure.
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44. Notching upward from a benchmark NAIC Designation Category is almost exclusively
associated with transactions in which the SVO determines that collateral act to further
reduce the probability of default from that implied by the issuet’s senior unsecured NAIC
Designation Category.

45. In determining the number of notches that should be applied to a security, the SVO shall
apply the following guidelines.

Notching Investment Grade Issuers

46. Notching for issuer’s whose senior unsecured benchmark NAIC Desighation is NAIC 1
and NAIC 2 is therefore based on the following general guidelines:

* Secured debt may be designated one notch aboveytheysenior unsecured issuer

designation.

* Subordinated debt (including juniof”andsenior subordinated) are generally
designated one notch below the seniog, insegured rating.

* Preferred debt will generally be designated one notch below subordinated debt
(two below senior unsecured of seaior implied).

* Holding company debt is'generally designated at or below the lowest rated debt
security that would betassigned at the principal operating company.

Notching for Non-Investment Grade Issuers

47. Given the risks asso€iatedywith non-investment grade issues, notching for issuer’s whose
senior unsecured benghimark NAIC Designation is NAIC 3, NAIC 4 and NAIC 5
requires grater professional judgment and discretion.

48. As suchf™netching differentials for issuers with NAIC 3, NAIC 4 and NAIC 5
Designations/may be wider than for issuer’s whose senior unsecured NAIC Designation
issINAIC 1 or NAIC 2.

Notching for NAIC Designation Subscript (to Reflect Non-Payment Risk Unrelated to Credit
Risk)

49. Grant of Significant Discretion — The SVO is granted significant discretion to determine
the number of notches it will assign to a security to reflect other non-payment risk. This
discretion is to be exercised in the context of the regulatory objective and purpose of this
procedure. SVO determinations made under this subparagraph are subject to review in
accordance with the procedures described of this Part, above.
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Relevant Considerations

50.

51.

52.

53.

54.

55.

The name given to the security is not relevant to a determination whether this
subparagraph should be applied. The relevant criterion is whether the risks in the security
are clearly credit risks or whether they are not clearly credit risks.

Factors the SVO may deem relevant to the question of notching for other non-payment
risk may include:

* Any security or financial instrument denominated with a term ass@ciated with fixed
income investments must contain a clearly stated obligation to paya return and to
repay the amount of the principal repayment. Otherwise it 1§ not rational or
possible to assign an NAIC Designation.

= Any security or financial instrument denominated asyfixeéd income that does not
contain a legally binding obligation to paygshall not be assigned an NAIC
Designation and instead will be reported to'the VOS/TF and the Chief Examiner
of the State of Domicile.

* Any security or financial instrument that 1§, denominated as fixed income and that
contains a promise to paythat'is_ethefvise conditional may be notched either
under this subparagraph to réflect other non-payment risks or under the notching
procedure for creditfisk toireflect the expected loss of that obligation in the
issuer’s specific capitalystructure, depending on which approach seems more
appropriate to thefSVO.

The widest degree of'fietching for a security or financial instrument is likely to be for a
security that is ‘deénominated as fixed income, but which is deemed to be a perpetual
investment and to net require payment of dividends.

In contracts that permit the issuer flexibility to not make payments, the SVO would focus
on ghe degree of financial discretion afforded the issuer to not make payments and the
circumstaneés under which that financial flexibility will be exercised.

Imycontracts where the insurer agrees to accept a risk or participate in an activity that may
reduce either the interest or dividend otherwise agreed on or the amount to be repaid to
less than the original principal investment, the SVO would consider whether the risk of a
loss is structurally or otherwise mitigated.

Notching differentials are expected to be wider for NAIC 3, NAIC 4 and NAIC 5 issuers
because the issuet’s credit risk is deemed to increase the likelihood that the issuer will avail
itself of contractually provided flexibility to not pay or increase the likelithood of a loss as
a result of the insurer’s participatory activity.
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56. Deferral of dividends in a security denominated preferred stock is presumed to be subject
to notching for credit risk subject to an SVO determination that the denomination is not
truly reflective of the terms of the agreement in which case it may be more appropriately
notched for other than credit risk.

57. In a given capital structure, the priority of payment due to an investor may be so
subordinated as to require treatment under these guidelines for other non-payment risk.
This is especially true where deep subordination is combined with a right te,defer interest.
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SVO RESPONSIBILITY FOR INVESTMENT RISK ANALYSIS OF NEW FINANCIAL PRODUCTS

58. The SVO has responsibility for assisting NAIC members and individual states to assess

investment risk in new securities and financial products. The SVO exercises this

responsibility:

When requested to do by the VOS/TF, any of its working groups, any other NAIC
task force or working group or any individual state insurance department.

Through the RTAS — Emerging Investment Vehicle Service progess.

Through ongoing research and analysis activity aimed at identifying both broad
developments in the capital markets and the introduetiomyof specific new classes
of securities that insurance companies may purchasé;

By providing biannual or more frequent repetts te the VOS/TF on innovative
structures filed by insurance companiestandithe risks they contain.

By sharing information obtained through intetaction with market participants with
the VOS/TF.
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REPLICATION (SYNTHETIC ASSET) TRANSACTIONS

NOTE: See “Specific Populations of Securities Not Eligible for Filing Exemption” in “Procedure
Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating Securities” in Part Three.

Definitions

59. The following terms shall have the meaning ascribed in this section. The definitions of

derivative instruments set forth in S8AP No. 86— Derivatives are incorpogated by reference.

APPROVED RSATS

Safe Harbor — Defined RSAT's

60. Any transaction that meets either of the following conditions:

Any transaction structured according to<he following defined transaction types
shall be presumed to be an Approved RSATVand should be submitted to the SVO
pursuant to this paragraph. Transactions that are structured to contain elements
of risk other than those nogmally assectated with the Defined RSAT descriptions
below, and transactions_inyolwing,assets that would not normally qualify for an
NAIC Designation, @re not)eligible for safe harbor treatment and must be
submitted to the SVO ‘pursuant to the paragraph titled “Transactions Subject to
RSAT Approval Review” below. If the SVO receives a transaction that does not
qualify for anaNATC Designation but would otherwise qualify as an Approved
RSAT, the SVO will bring the transaction to the attention of the VOS/TF and
await instragtiofls on how to proceed with it.

O Boud with Interest Rate Swap — In this RSAT, the insurer enters into a swap
agreement to exchange a floating interest rate for a fixed interest rate, or vice

versa.

O Bond with Credit Default Risk Swap — In this RSAT, the insurer enters into a credit

default swap to exchange the credit default risk of a bond for that of another
bond.

O  Bond with Total Return Swap — In this RSAT, the insurer enters into a total return
swap to exchange the return of one Basket or Index of bonds for the return
of another Basket or Index of bonds.
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Bond with Foreign Currency Swap — In this RSAT, the insurer enters into a
currency swap to exchange the right to receive principal and/or interest in the
currency of one country for that of another. A foreign currency swap can be
structured on a fixed or floating rate bond. The swap can involve any currency.

Bond with Equity Option — In this RSAT, the insurer holds a bond and enters
into a call option to purchase common stock or a call on an equity index

Convertible Bond with Sale of Equity Option — In this RSAT, thedasurer holds a
convertible bond and enters into an agreement to sell the‘equityiconversion
rights connected with the bond to another party.

Bond with Index Amortizing Interest Rate Swap — In this RSATy'the insurer enters
into an agreement to exchange fixed interest rateypayments for floating interest
rate payments or vice versa. The notional aiount|ef the swap, and therefore
the size of the interest rate swap, am@gtizes by feference to an index, usually
also tied to interest rates.

Bond with Interest Rate Swap and Swaption Agreement — In this RSAT, the insurer
enters into two agreements. The fitst agreement is to exchange a fixed interest
rate for a floating intefest taté of vice versa. In the second agreement, the
insurer enters into a§waption agreement by which it allows itself the option of
transferring its obligations under the swap agreement.

Bond with Interest Rate Swiap and Interest Rate Cap/ Floor—1n this RSAT, the insurer
enters into_twojagreements. The first agreement is to exchange a fixed interest
rate ffor @ floating interest rate or vice versa. In the second agreement, the
insurefy limits”1ts exposure above or below a certain interest rate level by

entering ifito a cap or floor agreement.

TRANSACTIONS SUBJECT TO RSAT APPROVAL REVIEW

614 Fransactions that are not structured according to one of the transaction types defined

abeve must be submitted to the SVO for a determination of whether or not the transaction

is an Approved RSAT. This determination shall be made through a review of the

submitted documents that describe the characteristics of the derivative and cash

components of the transaction. The description submitted shall include the following:

®* An identification of the cash flows in the transaction; both from the insurer to

other parties and from other parties to the insurer.

* An identification of the resulting synthetic asset.

* A demonstration of how the cash flows serve to produce the synthetic asset.
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62. The documentation should demonstrate that the combined cash flows will achieve the
economic performance sought to be produced by the insurer and, therefore, qualify the
transaction as an Approved RSAT. If the SVO receives a transaction that does not qualify
for an NAIC Designation but would otherwise qualify as an Approved RSAT, the SVO
will bring the transaction to the attention of the VOS/TF and await instructions on how
to proceed with it.

* Basket — A composite of specific financial instruments that atesdetermined by
agreement between two parties to be used as a statistical benchmark.

= Cash Component — The instrument, or portfolio ofénsttuments, owned by the
insurance company that is identified by the insuter as, the" cash instrument
component of the RSAT. In an RSAT, the credit qlalityyof the Cash Component
may differ from the credit quality of the reference,secutities.

* Change in Credit Profile — An RSAT where the credit risk denoted by NAIC
Designation and/or NAIC CRP rating fof the €ash Component is different from
the credit risk of the replicated (syfthetic) asset. Examples of transactions that
constitute a change in credit profilé may.include:

O A Bond with Credit Default Risk Swap — Where the risk of loss of principal results
from the potential®t detault by an obligor different from the Cash Component
obligor. This RSAT ean also be structured to use the same obligor for the Cash
Component afd the feplicated (synthetic) asset, but where the replicated
(synthetic).assetis in a different position in the capital structure of the obligor.
For @xample, the swap may result in a change from senior creditot’s status to
one 6f'a sub6erdinated debt holder.

O A4 Bond with Total Return Swap — Where the obligors in the Cash Component
portfolio are different from those in the derivative instrument component.
Examples of transactions that do not, on their own, constitute a change in
credit profile include:

e A Bond with Interest Rate Swap.
e A Bond with Foreign Currency Swap.
= Effective RSAT — A reported transaction that meets the following conditions:
O The transaction is determined to be an Approved RSAT.

O The Replicated (Synthetic) Asset is an otherwise permissible investment.
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0 At the time the RSAT is entered into, the insurer’s investment in the cash and
derivative components have a market value that is not materially different from
the market value ascribed to the RSAT.

O The insurer’s maximum potential loss in the Replicated (Synthetic) Asset does
not exceed the sum of the book/adjusted carrying value of the Cash
Component, and the derivative component.

O The RSAT consists of a fixed income Cash Component and a derivative
component and the term of the derivative component does notyexceed the
term to maturity of the Cash Component.

O At no time is there exposure to a derivative \trafisaction without a
corresponding Cash Component assigned exclusively to the Replicated
(Synthetic) Asset.

* Identical RSAT — An RSAT entered«nte, by multiple, yet legally separate and
distinct, insurance companies of the same ifstrance company group through
separate derivative contracts, but utilizing the'same type of derivative transaction,
Cash Component, counterparty,transaction effective date, scheduled termination
date and assigned a single CUSIPdentifier.

* Index — A compositefot financial instruments whose composition is determined
by application of objective, pre-defined rules to be used as a statistical benchmark.
Financial instruments maybe added to or deleted from the index universe.

* Reference gSecurity — A financial instrument or instruments whose
creditwotthiness i referenced in a derivative agreement (typically, a credit default
risk swap) and that serves as the instrument by which a credit event is determined
or trigoered.
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* Replication (Synthetic Asset) Transaction (RSAT) — A derivative transaction
entered into in conjunction with other investments in order to reproduce the
investment characteristics of otherwise permissible investments. Notwithstanding
the exemption of short-term investments from filing with the SVO, the term
RSAT includes long-term transactions (i.e., those with a when-issued maturity of
a year or more) and short-term transactions (i.e., those with a when issued maturity
of a year or less). Although transactions structured with a futures or forward equity
contract may not exactly reproduce a specific asset, these(transactions are
permitted to the extent such RSATSs are permissible investmengs aecording to the
insurer’s state of domicile. A derivative transaction entetediinto by an insurer as a
hedging or income generation transaction shall nét be, considered to be a
replication (synthetic asset) transaction. The insuter shall be responsible for
determining that a derivative transaction is consideréd to be either a hedging,
income generation or replication (synthetig'assct) transaction prior to filing the
transaction with the SVO.

NOTE: See SSAP No. 86— Derivatives for a definition of hedging and income

generation.

* RSAT Form — The Replieationy(Syathetic Asset) Transaction Form used to report
RSATs.

= RSAT-CCA Form — ThefReplication (Synthetic Asset) Transaction — Credit
Change Annex Form used to report transactions where the RSAT results in a
Change in CfeditiProfile from that of the Cash Component.

* RSAT Basket Form — The Replication (Synthetic Asset) Transaction Form used
to Réport RSATs using Baskets.

* [RSAT Fixed Income Index Form — The Replication (Synthetic Asset)
Transaction Form used to report RSATs using Indices discussed and defined in
this Section.

® RSAT Index List Application — The Replication (Synthetic Asset) Transaction
Form used to apply for inclusion on the NAIC Approved RSAT Index List.
Instruction to Report Replication (Synthetic Asset) Transactions

63. Instruction — Insurance companies shall report all RSAT transactions, including RSAT
transactions of duration less than 365 days, to the SVO and the SVO shall apply the
instructions in this section to all reported RSATSs including Baskets and Indices.
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64. Special Instruction Regarding Identical RSATs — Only one insurance company that
is a member of an insurance company group that has engaged in an Identical RSAT is
required to file the RSAT with the SVO. All of the rules and procedures specified in this
section shall be applicable to that filing.

65. Notwithstanding this special instruction, all of the members of the insurance company
group that have entered into an Identical RSAT shall nevertheless fully report their
holdings as required by annual statement instructions for Schedule DB, Part C.

66. Any state insurance regulator who questions whether the RSAT enteredinto by members
of an insurance company group meets the definition of an IdenticaldRSAI may require the
members of the group to file relevant information with the SMO"so that the SVO may
verify whether transactions claimed to be identical are identicalwithin the meaning of the
definition and/or whether the insurance companies have,othetwis€ appropriately reported
the RSAT transaction.

67. The SVO shall have authority to make inquiriesqof iasurance companies and to request
insurance companies to file relevant informationywith it so it may verify whether
transactions claimed to be identical are identicalywithin the meaning of the definition
and/or whether the insurance companiés hawe otherwise appropriately reported the RSAT

transaction.

68. Counterparty Risk-Based €apital = The NAIC Designation assigned to a RSAT does
not capture any counterparty riskiassociated with any derivative component of the RSAT.
The credit risk of any pdtticular counterparty is captured in the risk-based capital charge
of the counterparty gépottediin Schedule DB, Part D, Section 1.

INITIAL REPORTING,OF REPLICATION (SYNTHETIC ASSET) TRANSACTIONS

Informational Regtirements — General

69. Fach'tepostifig insurance company is required to file the information listed below for every
RSATfiling. Additionally, for those RSATSs exhibiting a Change in Credit Profile, the
repoxrting insurance company shall be required to file the information listed under the
paragraph titled “Additional Instructions for RSATs with a Change in Credit Profile”

below.
70. General Filing Instructions:
= RSAT Form.

» If any Cash Component is required to be filed with the SVO and is not on the
VOS Process with a current year Designation, the reporting insurance company is
required to follow the reporting conventions and file the required documents.
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The reporting insurance company is required to file the prospectus, offering
circular, detailed term sheet, trade confirmation, swap agreement, call option
agreement, foreign currency agreement or other agreement or document, as
appropriate to the transaction, corresponding to each derivative component of the
reported Approved RSAT.

If the derivative component of the Approved RSAT relies on a counterparty that
is not on the List of Counterparties Designated by the SVO referto that section
for a description of analytical procedures and informational requirements.

71. Additional Instructions for RSATs with a Change in Credit Profile;

RSAT-CCA Form.

If the transaction is one that involves securities, ificludinig Reference Securities that
require an NAIC Designation, the repofting fisuranice company is required to
follow the reporting conventions and dilethe/required documents for such
securities.

Procedures Applied to Initial Reports of Replication (Synthetic Asset) Transactions

72. Effective RSAT — The SVO shall yetify that the reported RSAT meets those standards
of effectiveness set forth indthis section. The reporting insurance company shall have

responsibility for ensuring that'the standards of effectiveness set forth in section titled
Effective RSAT have beefi met.

73. Credit Assessment/— The SVO shall apply the procedures listed under the paragraph
titled “General Procedures” below for every filing. Additionally, for those RSATSs
exhibiting a Change'in Credit Profile, the SVO shall apply the procedures set forth in the
paragraph titled “Additional Procedures for RSATs with a Change in Credit Profile”

below.

74 4General Procedures:

If the Cash Component is of a type that is required to be filed with the SVO and
is not on the VOS Process with a current year designation, the SVO shall apply
the methodologies set forth in this Manual.

If any counterparty involved in the RSAT is not currently listed on the SVO’s List
of Counterparties Designated by the SVO, the SVO shall apply the procedures set
forth in this Manual.

The SVO shall review the documents corresponding to each derivative component
of the reported Approved RSAT to verify that the relationships and identities of
the parties to the agreement(s) are as reported on the RSAT Form.
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75.

* If the SVO determines that the documentation provided comports with the
reported RSAT, then the analyst shall assign the NAIC Designation of the Cash
Component to the RSAT.

Additional Procedures for RSATs with a Change in Credit Profile — If the transaction
involves securities, including Reference Securities, which are on the VOS Process with a
current year designation, the SVO shall assign that Designation associated with the
Reference Securities to the RSAT.

= If the transaction involves securities, including Reference Secttities that are not
on the VOS Process with a current year designation, the¢'SVI@ shall apply the
methodologies in this Manual to the securities. Upon “determination of an
NAIC Designation for such securities, the SVO _shall apply that Designation
associated with the Reference Securities to the RSAT:

SUBSEQUENT REPORTING OF REPLICATION (SYNTHETIC ASSET) TRANSACTIONS

Informational Requirements — General

76.

77.

78.

Each reporting insurance company is required torfile the information listed below for every
RSAT filing. Additionally, for thosésRSATs exhibiting a Change in Credit Profile, the
reporting insurance companyfshall be required to file the information listed under the
paragraph titled “Additional Tastructions for RSATs with a Change in Credit Profile”

below.
General Filing Instruetions:
* For the Cash Component, file the required documentation.

* Thete are no additional subsequent reporting requirements if there are no changes
i"any ofsthe components of the RSAT. Any sale, termination or modification of
the component pieces of an Approved RSAT must be reported to the SVO within
30 days. This can be done by submitting to the SVO either a Material Change ATF
Form or a Renumbering Request for the affected RSAT. Any such sale,
termination or modification that results in the RSAT ceasing to be effective
pursuant to the section titled “Effective RSAT” will immediately terminate the
replication (synthetic asset) transaction.

Additional Instructions for RSAT's with a Change in Credit Profile — File the required
documentation required by this Manual for securities, including Reference Securities, on
the VOS Process. If a security is no longer listed on the VOS Process, file the
documentation required by this Manual.
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Procedures Applied to Subsequent Reports of Replication (Synthetic Asset) Transactions

79. Credit Assessment — The SVO shall apply the procedures listed below for every filing.
Additionally, for those RSATs exhibiting a Change in Credit Profile, the SVO shall apply
the procedures set forth in the paragraph titled “Additional Instructions for RSAT's with
a Change in Credit Profile” below.

80. General Procedure:
* The SVO shall monitor the NAIC Designation assigned to the€ash €omponent.

* The SVO shall monitor the NAIC Designation assigned t6 theleounterparties to
the derivative component of the RSAT.

* The reporting insurance company must report a changesin the documentation
relating to any derivative component to the SVO. The SVO shall assess the
significance of such change.

81. Additional Procedures for RSAT's with a Change in Credit Profile — The SVO shall
monitor the NAIC Designation assigned to,anyisecurity, including Reference Securities,
involved in the RSAT.

ADDITIONAL PROCEDURES FOR RSAT'S USING BASKETS

Initial Reporting

82. Informational Requitements — Reporting insurance companies are required to file the
information listéd below for each replication they enter into using a Basket:

=  RSAT Basket Form.

* Ifanyef the component instruments in a Basket are not on the VOS Process with
a curtent year Designation, the reporting insurance company is required to follow
thesreporting conventions and file the required documents set forth in this Manual.

= [If the derivative component of the RSAT relies on a counterparty that is not on
the List of Counterparties Designated by the SVO the informational requirements
identified above apply.

Procedures Applied to Initial Reports of Baskets

83. Effectiveness Testing — The SVO shall verify that the reported RSAT meets those
standards of effectiveness set forth in the section titled Effective RSAT. The reporting
insurance company shall have responsibility for ensuring that the standards of
effectiveness set forth in the section titled Effective RSAT above have been met.
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84. Credit Assessment — If any component instrument of a Basket is not on the VOS Process

with a current year Designation, the SVO shall apply the methodologies in Part Three of
this Manual.

85. Counterparty — If any counterparty named in the RSAT is not currently listed on the
SVO’s List of Counterparties Designated by the SVO, the SVO shall the corresponding
procedures in this Manual.

Subsequent Reporting

86. Informational Requirements — Reporting insurance companies afégequired to file the

information listed below for each replication they enter into usinga Basket on an annual

basis.

If there are additions or deletions to the component thstruments in a Basket, the
SVO should be notified within 30 days. df afifancwcomponent instrument in a
basket is not on the VOS Process, the reporting insurance company is required to
follow the reporting conventions and file theequired documents for each of those

instruments.

If any of the existing or neW comp®nient instruments in a Basket are on the VOS
Process, but do not hawesa current year Designation, the reporting insurance
company is required{to follow the reporting conventions and file the required
documents for each of thesefinstruments.

87. Procedures Applied to Subsequent Reports of Baskets:

The SVQ _shall monitor the NAIC Designation of those Basket components with
NAIC Designations.

Thé SV O shall monitor the NAIC Designation assigned to the counterparty to the
derivative component of the RSAT.

ADDITIONAL PROCEDURES FOR RSAT'S USING INDICES

Initial Reporting

88. Informational Requirements — Reporting insurance companies are required to file an

RSAT Fixed Income Index Form with the SVO for each replication they enter into using

an equity or fixed income Index. An insurance company may only enter into an RSAT
using a fixed income Index if the Index is listed on the SVO’s RSAT Index List Equity
Indices are not required to be on the SVO’s RSAT Index List as no credit quality

evaluation is performed on equity investments.

89. Procedures Applied to Initial Reports of Indices:
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» Effectiveness Testing — The SVO shall verify that the reported RSAT meets
those standards of effectiveness set forth in the section titled Effective RSAT. The
reporting insurance company shall have responsibility for ensuring that the
standards of effectiveness set forth in the section titled Effective RSAT have been
met.

* Counterparty — If any counterparty named in the RSAT Form is not currently
listed on the SVO’s List of Counterparties Designated by the SV@gthe SVO shall
apply the corresponding procedures.

® Verification — The SVO will verify that any fixed ifcome Index named in the
RSAT Form is on the SVO’s current RSAT Index List!

Subsequent Reporting
90. Informational Requirements:

* Reporting insurance companies are not required to file any annual information
with the SVO for RSATs using an Index as long as the Index, if it is a fixed income
Index, remains on the SVO’s RSAT Index List. If a fixed Income index is removed
from the list, any RSAT utilizing such’Index will no longer qualify as an Approved
RSAT.

* The SVO shall monitor the NAIC Designation assigned to the counterparty to the
derivative compofient of the RSAT.

Procedures for Compilation of the RSAT Index List

91. Compilation of List — The staff is instructed to compile and maintain a list of fixed
income indices that meet the standards identified in the RSAT Index List. The RSAT
Index List may b€ used by reporting insurance companies when filing fixed income Index
RSATs withthe SVO. If the SVO determines that an Index does not meet the eligibility
requisements set forth below, the Index will not be included on the list. Publication of an
Index on the RSAT Index List does not imply an opinion of the quality of such Index or
of the Index vendor.

92. Eligibility Requirements — A fixed income Index may be eligible for listing on the RSAT
Index List if the Index meets the following requirements:

* Rule-Based — The Index is composed and valued based on the application of
objective, pre-defined criteria. Additions to or deletions from the list must be made
based on the application of such criteria.
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* Information Available — Rating information about the components is, or can be
made available, to the SVO.

= Components Rated — All, or substantially all, of the Index components are rated,
or have obligors that are rated, by an NAIC CRP or have received a current year
NAIC Designation from the SVO. In the event that not all of the Index
components are NAIC CRP-rated or have a current year NAIC Designation, the
reporting insurance company may either: (a) file the component with the SVO to
obtain a Designation; or (b) assign an NAIC 5% Designatiofi togthe unrated
instrument, as long as it is current on principal and interesg, o, an NAIC 6*
Designation if it is not or if the status is not determiftable,\Instfuments assigned
an NAIC 5* Designation or NAIC 6* Designationy onta combined basis, can
represent no more than 5% of the Index’s total value

* Independent — The Index is predominantly"eompesed of instruments whose
issuers are unaffiliated with the Index veéndot

93. Initial Reporting — In order to apply foglisting ofia fixed income Index on the RSAT
Index List, a reporting insurance company sheuldsubmit the following to the SVO:

= A listing of all Index components:

® The ratings of all NAJC CRP=rated Index components from all NAIC CRPs that
have rated the component.

* The actual NAIC Designation for each Index component with an
NAIC Desigmiation o an equivalent NAIC Designation for each component rated
by an NAIC'€RP,using the conversion instructions and the rating equivalents, if
rated and menitored by one NAIC CRP, the equivalent NAIC Designation; if
ratediand monitored by two NAIC CRPs, then the lowest rating and if rated and
monitoréd by three or more NAIC CRPs, then the second lowest rating. In the
cascsof a security rated and monitored by three or more NAIC CRPs, the
NAIC CRP ratings for a security are ordered according to their NAIC Designation
equivalents and the rating that is second lowest will be selected, even if that rating
is equal to that of the first lowest.

* A demonstration and certification by the insurance company, as evidenced by an
executed certificate by an officer of the insurance company, that the eligibility
requirements set forth in the “Eligibility Requirements” paragraph in the
“Procedures for Compilation of the RSAT Index List” section above have been
met.
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94. Subsequent Reporting — The reporting insurance company shall annually submit to the
SVO the items listed in the “Initial Reporting” paragraph of the “Procedures for
Compilation of the RSAT Index List” section above for each fixed income Index it desires
to maintain on the RSAT Index List. Any Index on the RSAT Index List for which the
required documents are not submitted, or any Index that no longer meets the eligibility
requirements set forth in section above, shall be deleted from the RSAT Index List.
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THE REGULATORY TREATMENT ANALYSIS SERVICE — EMERGING INVESTMENT VEHICLE

Finding

95. The VOS/TF finds that the pace of financial innovation and extent of financial
engineering requires close cooperation between regulated insurance companies,
investment banks and other financial market participants and the regulators who must
assess the solvency implications of financial innovation and engineering. This section
establishes the mechanism for an insurance company or another miarkeg, participant
(Applicant) to apply to the SVO for the purpose of determining thesprobable regulatory
treatment to be accorded to an Emerging Investment Vehicle {EIV)), before it is sold to an
insurance company, or for any other security.

Definition of Probable Regulatory Treatment

96. For purposes of this section, probable regulatoty treatment means the professional
opinion of the SVO as to the credit quality designation; and/or asset classification for
statutory reporting purposes; and/or the $aluation that would be accorded to the EIV
under this Manual if it were purchased byan 1sutance company and reported to the SVO.

97. Probable regulatory treatment includ@s a statement by the SVO that, in its opinion:

* The existing regulatofy framework already captures the risks posed by the security
either through the mechanism of credit ratings, valuation policy or classification
methodology;

* The existingffegulatoty framework does not capture the risks posed by the security
and that it i1Shae€essary to apply to the VOS/TF to develop an appropriate
regulatory aceommodation for the instrument; or

*  TheSV© lacks an approved methodology that could be used to assess the risks
contained in the EIV and that it is necessary to apply to the VOS/TF to develop
an appropriate methodology.
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Definition of EIV

98. For purposes of this section, an EIV is an investment security or other financial product
that is newly offered and that contains characteristics or features not previously reviewed
by the VOS/TF or the SVO for a determination of the probable regulatory treatment to
be accorded to the EIV. An EIV may be “newly offered” in the sense that the security or
financial product has not previously been known (and hence none of its characteristics or
features are known) or in the sense that a security or financial productswhose primary
characteristics or features are understood has evolved to incorporate substantially different
features or to contain significant innovation such that it should be considered as never
having been reviewed by the VOS/TF or the SVO.

Who May Request an Analysis Under This Section
99. An EIV may be filed by:

* Aninsurance company or by another market pasticipant (without the requirement
of insurance company sponsorshipj;.of

= A state insurance regulator for any secutity owned by an insurance company under
the authority and for purpeses disgussed in this Manual, subject only to the
conditions imposed ingthis séction and in other referenced sections.

100.  The SVO is not authorized to,reguire anyone to file a transaction as an EIV. However,
nothing in this section limits the obligation or the authority of the SVO to report to the
VOS/TF any transagtien, whether or not filed with the SVO, that presents issues or
contains featurds, that require guidance from the VOS/TF.

Submission Procedute

101.  To gequest an analysis of probable regulatory treatment of an EIV, the Applicant
submits an original completed Application for Regulatory Treatment Analysis Service
(Application) to the Director, SVO (the “Director”) or the Director’s designated
representative. An Application shall be accompanied by written and substantially finalized
documentation showing all material terms with the same specificity and clarity as the SVO
requires to complete a purchased transaction. A copy of the prospectus or private
placement memorandum will not be required if it is unavailable at the time of the filing of
the Application, however, it may be required before a determination on the EIV in

question can be made by the SVO.
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Requirement of a Substantially Finalized Transaction

102. Analysis of probable regulatory treatment will be provided only for securities and
financial products that have been substantially finalized in all material respects. The SVO
is not authorized to assist the Applicant to structure a transaction to attain specific
regulatory objectives. The SVO shall have full discretion to determine that the terms of a
security or financial product as reflected in the documentation submitted with the
Application indicate that the security or financial product is not substantially finalized.

Discretion

103.  The Director shall have full discretion to reject an Application ifyin the Director’s sole
discretion, acceptance of the Application would not meet the objectives of the NAIC
Financial Condition Framework. The Director will communieatcany such rejection to the
Applicant and will return the Application fee and may,communicate such rejection to the
VOS/TF for informational purposes.

Communication of Determination

104. At the conclusion of the processings®f theyBIV, the SVO will provide a letter to the
EIV Applicant setting forth its conclusiofis with respect to the issue(s) raised by the EIV.

105.  If the SVO concludes that thisyManual does not provide sufficient guidance to
determine an NAIC Designation, valuation or classification for the EIV, or that in its
opinion the NAIC Finangial Conditions Framework does not clearly specify standards or
criteria for responding,toythe issue(s) raised by the Applicant, it will so inform the
Applicant and the VOS/TF.

106.  Information previded as part of the RTAS — Emerging Investment Vehicle
Applicationt shall be treated as confidential by the SVO. The Applicant may communicate
the confent'of the letter to anyone provided the Applicant also communicates that the
purpesc of the analysis reflected in the letter is regulatory. The Applicant may also provide
copies,of, the SVO letter to anyone provided a complete copy of the SVO letter must be
given.

107.  1If, after the SVO has communicated its decision to the Applicant, an insurance
company purchases the EIV and reports it to the SVO, either on its own initiative or at
the direction of an insurance regulator, the SVO may be required to enter its determination
into NAIC systems, including systems accessible to the market participants for regulatory
purposes. This shall not be considered a breach of the agreement to hold our
determination confidential.

© 2020 National Association of Insurance Commissioners 75



Part Two

Operational and Administrative

Instructions

Applicable to the SVO The Regulatory Treatment Analysis Service — Emerging Investment Vehicle

108.  The regulatory expectation is that Applicants who advise insurance companies will
make full disclosure of the SVO determination to any insurance company that requests
such information, even if the conclusion is contrary to the Applicant’s initial expectations.

Standing of EIV Application in the NAIC Financial Condition Framework

109.  The activity authorized by this section is intended solely to facilitate the business and
regulatory objectives of the NAIC and the financial solvency function of the VOS/TF.
The SVO’s acceptance of an Application does not convey any regulatoty status or
recognition to the EIV.

110. A preliminary NAIC Designation assigned under theproeedutesspecified in this
section is only valid for the day issued as such designation refleets the preliminary draft of
documents and other information that have been presented toythe SVO.

111. A preliminary NAIC Designation will not be published in the Database or the AVS+
Products and, therefore, cannot be used to repeftitheieredit quality of the security to the
NAIC or any state insurance department, Omnly NAIC Designations published in the
AVS+ Products may be used to repott, anyinvestment to an NAIC member’s state

insurance department.

112.  Ifaninsurance company subsequently purchases the security, the purchasing company
must file an Initial Report oty if the security is filing exempt, report the security in
accordance with that procedure.¥Fhe SVO shall apply its usual procedure for initially
reported securities befote assigning an NAIC Designation and publishing such
NAIC Designation ifi thepAVS+ Products.
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Li1sT OF QUALIFIED U.S. FINANCIAL INSTITUTIONS

Regulatory Purpose and Objectives

113. The List of Qualified U.S. Financial Institutions established in this Part Two
implements Section 3 C. (1) and Section 4 A. of the NAIC Credit for Reinsurance Model Iaw
(#785) (Model Law).

114.  Section 3 C. (1) of the Model Law permits an asset or a reduction fsem liability for
reinsurance ceded by a domestic insurer to an assuming insurer. The @sset ox reduction
may be in an amount held by or on behalf of the ceding insurer, in€luding'security in the
form of a LOC issued or confirmed by a qualified U.S. financialdnstitution. Section 4A of
the Model Law defines the term “qualified U.S. financial institutien,” which is hereby
incorporated by reference.

115.  The List of Qualified U.S. Financial Institutiofis,is a compilation of the names of banks
and nondepository lenders (financial institutions), that have applied to the NAIC to be
identified as issuers of LOCs in support of teinSurancearrangements under the Model Law
or state law provisions based on the Model Tiaw.

116.  The placement of the name of a findncial institution on the List of Qualified U.S.
Financial Institutions indicatessthat,the, SVO has verified that the applicant meets the
financial and other eligibilityy standards specified in this part and that the financial
institution has agreed to provideithé SVO with any information necessary to permit the
SVO to evaluate whether the financial institution continued to meet the eligibility

standards specified ig this, Past.

117.  The List of ‘Qualified U.S. Financial Institutions is maintained for the use of state
insurance regulators administering credit for reinsurance provisions in state law based on
the Model,Law and may also be used by insurance companies to identify financial
institutions willing to support reinsurance arrangements as identified in Section 3 C. (1)
and Seetiof™4A of the Model Law.

118. "\ The List of Qualified U.S. Financial Institutions implemented under this Part is not
intended to be used for any other purpose or by any other person or entities. The
placement of the name of a financial institution on the List of Qualified U.S. Financial
Institutions is not an opinion as to any aspect of the financial institution’s operations, the
appropriateness of doing business with the financial institution or the suitability or
unsuitability of any financial institution on the list to serve as a provider of credit

enhancement for secutities transactions.
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Directive to Compile the List of Qualified U.S. Financial Institutions

119.  The SVO shall compile the List of Qualified U.S. Financial Institutions in accordance
with the procedures and instructions provided in this section.

LIST OF NATIONALLY RECOGNIZED STATISTICAL RATING ORGANIZATIONS

Establish a List of Nationally Recognized Statistical Rating Organizations

120.  The SVO shall establish a List of Nationally Recognized “Statistieal Rating
Organizations (NRSROs, as specified in this section, to be used tgadminister the List of
Qualified U.S. Financial Institutions. The SVO shall place on ‘the ‘hist'of NRSROs any
credit rating organization that:

Is registered with the U.S. Securities and Exchange /€ommission (SEC) as an
NRSRO, as that term is defined in the applicablefederal statute.

Has criteria and methodology for,@ssigning credit ratings to banks and
nondepository lenders—sometimeshereafter referred to as nonbank financial
institutions (NBFIs)—that the S¥O hag,¢onfirmed is consistent with the needs of
the NAIC for purposes of the ModellLaw and which at a minimum:

Utilizes an analytical framework that assesses the incremental risk of banks and
NBFIs (i.e., nondepositery lenders) relative to each other and incorporates as
criteria in its bank @nd NBIFFI methodology the nature and robustness of regulation,
access to the gentrahbank for contingent liquidity and the stability of funding.

Results 1 the,expression of an opinion of the bank’s or NBFI’s likelihood of
default on amLOC obligation and/or long-term debt obligation

Resultsyin the assignment of a stable credit rating, defined to mean that the
NRSRO considers it unlikely that the assigned credit rating would be downgraded
within one year under the moderate stress scenario specified in its credit rating
criteria.
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Procedure

121. The SVO may place an NRSRO on the List of NRSROs either on its own initiative or
upon the application of the NRSRO, after confirming that as an analytical matter and in
its sole discretion the NRSRO’s criteria and methodology meets the minimum standards
specified above and is otherwise consistent with the needs of the NAIC for the purposes
of the Model Law. The SVO may delete the name of an NRSRO if, as an analytical matter
and in its sole discretion, it determines that changes in the NRSRO criteria and/or
methodology no longer meet specified minimum standards or are otherwise no longer
consistent with the needs of the NAIC for purposes of the Model Law,

122, The SVO shall place on the List of NRSROs the name of the NRSRO, the titles and
dates of publication of the criteria, and methodology for banksandyNBFIs that the SVO
has determined will provide the NAIC a credit rating suitable for the administration of
aspects of credit risk pertaining to reinsurance agrangements under the Model Law. The
List of NRSROs can be obtained at this Web address: https://www.naic.org/svo.htm

Policy and Legal Disclosure Pertaining to the Listyjof NRSROs

123. The NAIC uses publicly available credit ratings, when available, as one component of
the services it provides to state insdgance gegulators concerned with financial solvency
monitoring of insurance comipany investments. In adopting or in implementing the
procedure described in this patg, the/ NAIC acts solely as a private consumer of publicly
available credit ratings. The sole NAIC objective in obtaining and using publicly available
credit ratings is to conserve limited regulatory resources; e.g., the resources of the SVO.
The VOS/TF has established the procedure specified in this section solely to ensure that
the NAIC can avail itself of publicly available credit rating opinions for the purposes
identified ifythis part.

124, The/NAICwis not selecting, approving or certifying NRSROs or other rating
organizations or distinguishing among them for any public or policy purpose whatsoever.
Nosiyis the NAIC endorsing the credit rating or analytical product of any NRSRO or
distinguishing between NRSROs for any specific public purpose. The NAIC disclaims any
authority to regulate NRSROs.
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APPLICATION TO BE ON THE LIST OF QUALIFIED U.S. FINANCIAL INSTITUTIONS

Process

125. A representative of a financial institution may apply to have the name of the financial

institution added to the List of Qualified U.S. Financial Institutions by completing and
submitting to the SVO the QUSFT application and paying the applicable fee. The QUSFI
Application can be obtained at this Web address:

www.naic.org/ documents/ svo_qusfi_list_app.pdy.

126.  The QUSFT application requires that the applicant:

Procedure

Describe whether it is a bank or nondepository lender, as well as identify its federal
and state regulators and corporate affiliations.

Represent that it meets the definition ofja gualifiedsU.S. financial institution as
specified in the Model Law (as printed ingheApplication).

Describe its experience in the issuanee of letters of credit.

Provide evidence of a credit ragihg grade} assigned by an NRSRO on the List of
NRSROs developed using the ctitetia and methodology specified in the List of
NRSRO:s.

Provide initially and agree togprovide on a periodic basis the financial information
identified in thedpplication as the financial institution’s profile and metrics to
enable the SV@,toumonitor the financial institution’s credit rating and financial
profile. (Thebest method of data collection and the most appropriate data sources
to be used¥for this information are still being determined and thus may change
based upon availability and system modifications.)

127, “==lnitial Application — An application is submitted to the SVO. (The mechanics of the
application process and of required information has not been finalized). Upon receipt, the

SVO shall review the application and supporting documentation and communicate in a

writing its determination whether the application has been approved and whether the

name of the financial institution will be placed on the List of Qualified U.S. Financial

Institutions.
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128.  Annual Updates — On an annual basis, the SVO shall contact all financial institutions
whose names shall then appear on the List of Qualified U.S. Financial Institutions by mail,
requesting each financial institution to indicate whether it requests to be maintained on
the List of Qualified U.S. Financial Institutions by submitting the annual update portion
of the application and renewal fee or drop off the list.

129.  Failure to Timely Respond — The failure to submit a response to this inquiry and/or
to provide the required annual update application documents and/or the renewal fee shall
be interpreted as a request that the name of the financial institution be zémowed from the
List of Qualified U.S. Financial Institutions. The SVO shall accordingly remove the name
of the financial institution from the List of Qualified U.S. Fiftancial Institutions without

further communication or notice.

Eligibility Standards to Be Placed on the List of Qualified U.SOFinancial Institutions

130.  Eligibility Standards — The SVO shall place ‘on the List of Qualified U.S. Financial
Institutions the name of any financial institutiop that 1s;

® A domestic financial institution authorized to issue or confirm LOCs that have
been assigned a credit rating frgin an NRSRO on the List of NRSROs generated
pursuant to the criteria and miéthodology specified on the List of NRSROs for that
NRSRO of “Baa/BBB” or bettetyfor its LOC or long-term debt obligation.

= A U.S. branch or agency'ef a‘foreign financial institution:
O Authorized toissue LOCs for reinsurance.

O Part{of a foreign institution that has attained a credit rating from an NRSRO
on the'List'6f NRSROs generated pursuant to the criteria and methodology
specified in the List of NRSROs for that NRSRO of “Baa/BBB” or better for
its ROC or long-term debt obligation.

O, Domiciled in a country with a sovereign debt rating of (a) “Aa/AA” for long-
term debt and/or “P1/A1” for short-term debt by an NAIC credit rating
provider (CRP).

SVO Monitoring of Movements in the Credit Quality of Financial Institution on the List of
Quualified U.S. Financial Institutions

131.  SVO Monitoring — The SVO shall monitor the credit quality of financial institutions
on the List of Qualified U.S. Financial Institutions by:
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* Monitoring NRSRO activity relative to the financial institution’s assigned LOC or
long-term debt obligation credit rating, including whether the NRSRO considers
the rating to be stable or has indicated that the financial institution may be placed
on Negative Outlook or Negative Watch.

® Conducting independent analysis of the financial institution’s profile and metrics.
The objective of the independent analysis is to monitor the potential for and actual
deterioration of the credit quality of a financial institution on the Juist of Qualified
U.S. Financial Institutions in order to provide notice to the regulatory' eommunity
and insurers including to determine whether the entity sHouldyberadded to the
SVO Watch List so the regulatory community and ifsurégs _may consider the
implications of the noted credit deterioration for reinsuranee arrangements with
the financial institution, if any.

132.  Outline of Methodology — On a quarterly, (o semi-anntal) basis, the SVO shall:

® Calculate the following financial ratiosfor items for each financial institution on
the SVO Watch List or for those fifiahciahinstitutions on the List of Qualified U.S.
Financial Institutions:

Net interest income to total income
Net Interest Margin

Efficiency Ratio

Charge-Offs,/ Allowance for Losses
Tier JCapitalRatio

‘Fotal Capital Ratio

6 0O O O O o o

Kinancial Leverage Ratio

133.  The SMO will compare the results obtained for the metrics discussed above to the
ranges“published by nationally recognized statistical rating organizations (NRSROs) for
the minimum NAIC credit rating requirement (Baa3/BBB-) as they pertain to: total assets;
total equity capital; annualized cash from operations; debt to capital; and, EBITDA to
interest coverage. This information will be used to estimate the likelihood that the financial
institution will drop below the required minimum credit rating.

NOTE: The financial metrics (i.e., ratios and data points) for specific credit ratings are
published by NRSROs and may be adjusted from year to year by the NRSROs to relate
changes in market conditions to the financial profiles associated with their credit ratings.
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134.  Notice of Credit Deterioration — The SVO shall provide notice to the NAIC
Reinsurance (E) Task Force and state insurance regulators more generally and to insurers
about the credit quality of financial institutions on the List of Qualified U.S. Financial

Institutions as described below.

* If a financial institution is rated by an NRSRO at “A-/A3” or better and the SVO
determines that a financial institution no longer meets one or more of the financial
metrics specified above, the SVO will monitor the institution to assess the
likelihood of the NRSRO to take a potential negative rating actiofy against the

institution.

= If the SVO determines that a financial institution on the Fist of Qualified
U.S. Financial Institutions rated “BBB+/Baal or below butinot lower than BBB-
/Baa3” by an NRSRO no longer meets one or moge of the financial metrics
specified above or that it has been placed en Negative Outlook or Negative Watch
by an NRSRO, the SVO shall perform a more detailed review of the financial
condition of the institution.

* If the SVO determines that the neted ‘eredit deterioration suggests that the
financial institution may soen n@ longer meet the required minimum, the SVO will
place the name of the financial institution on its Watch List. If the name of the
financial institution is{placed on the SVO Watch List, the financial institution will
not be allowed to renewfparticipation on the financial institution list for the next

year.

= If a financial institution on the List of Qualified U.S. Financial Institutions is
downgraded below “BBB-/Baa3” by an NRSRO, the SVO shall remove the name
of the financial institution from the List of Qualified U.S. Financial Institutions.

=  Arfinancial institution whose name is deleted from the List of Qualified
U.S. Financial Institutions because its NRSRO credit rating dropped below the
minimum credit rating may renew participation on the financial institution list
when the financial institution’s credit rating is restored to BBB-/Baa3 or higher
with a stable outlook.

LOC Requirements Under the Model Law

135.  Not an SVO Activity — The SVO does not review individual LOCs, trust agreements
or reinsurance arrangements. The placement of the name of a financial institution on the
List of Qualified U.S. Financial Institutions does NOT imply that the Model Law
requirements pertaining to LOCs, trust agreements or reinsurance arrangements have been
met.
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136.  Information — For information about LOC requirements, see Section 10 A. (3) and
Section 12 of the NAIC Credit for Reinsurance Mode! Regulation (#780).
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COUNTERPARTY EXPOSURE; NETTING ELIGIBILITY

NAIC Designation

137.  The SVO will convert the counterparty’s or the guarantor’s financial strength ratings
as assigned by an NAIC CRP (e.g., S&P Financial Programs Ratings, Moody’s
Counterparty’s Ratings or Fitch Counterparty Risk Ratings) into an equivalent NAIC
Designation. In the absence of an NAIC CRP counterparty financial strength rating, the
SVO may convert the counterparty’s senior unsecured rating, as assigfied by an NAIC
CRP, into the equivalent NAIC Designation. In the absencegof an NAIC CRP
counterparty financial strength or senior unsecured rating, the'SVQ®, will conduct a review
of the counterparty’s financial statements to assign an NAIG@esignation. For purposes
of the application of this section, all U.S. domiciled exchanges“ate assigned an NAIC 1
Designation and an NAIC Designation Category of NAIC 1.A:

Netting Eligibility
138.  The VOS/TF has determined that theterisadequiate legal certainty to permit netting
of exposures for counterparties domiciledwwithin, the United States. Netting of exposures
for a foreign (non-U.S.) counterparty will'be permitted if its domiciliary jurisdiction has
been approved for listing ingtheyList ‘6f Jurisdictions Eligible for Netting. Other
jurisdictions may be added to the List of Jurisdictions Eligible for Netting if, in the opinion
of the SVO, after consultation with the VOS/TF, legal opinions or analyses provide
adequate legal certainty that upon default of the counterparty, close-out netting would be

enforceable.

COUNTERPARTIES DESIGNATED BY THE SVO FOR SCHEDULE DB, PART D, SECTION 1

Association Values

139.  The valueé for derivative instruments, where such derivative instruments are permitted
by lawerregulation of an insurer’s state of domicile, shall be equal to the Statement Value
reported in Schedule DB, Part A (Options, Caps and Floors Owned), Part B (Options,
Caps and Floors Written), Part C (Collars, Swaps and Forwards) and Part D (Futures) that
is calculated according to the procedures found in the NAIC _Acounting Practices and
Procedures Mannal for Life and Health, Fraternal and Property/Casualty companies.

Accounting and Documentation Guidance

140.  The NAIC Acwounting Practices and Procedures Mannal contains general accounting
guidance, documentation guidance, and specific accounting procedures for derivative
instruments.
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PROCEDURES FOR DETERMINING NAIC DESIGNATIONS AND NETTING ELIGIBILITY FOR
DERIVATIVE INSTRUMENT COUNTERPARTIES

Purpose

141.  The purpose of assigning NAIC Designations or quality ratings is to assign
counterparties into SVO Rating Categories for Schedule DB, Part D, Section 1.

Administration

142.  Listing a Counterparty — An insurance company that wants fo haye @ counterparty
listed on the List of Counterparties Rated by the SVO for Schedule DByPart D, Section 1
shall submit to the SVO:

= A Counterparty Rating ATT Initial Filing Form.
®* Form CRR 1.

* Evidence of an NAIC CRP counterpdtty rating, an NAIC CRP senior unsecured
rating or a copy of the most_feeent “Audited Financial Statement for the
counterparty, or the counterpafty’ssguarantor, so that the SVO can assess credit
quality and assign an NAIC Designation.

*  Upon receipt of the above documents, the SVO shall convert the NAIC CRP
rating into its equiyalent NATC Designation or perform a financial analysis of the
counterparty, offithe counterparty’s guarantor, in order to assign an NAIC
Designation,

143.  Annual Update of:‘Counterparties on the List — In order to maintain a counterparty
on the Listjah insurafice company must file the following information:

= A Countérparty Rating ATF Annual Update Filing Form.

= Evidence of an NAIC CRP counterparty rating, an NAIC CRP senior unsecured
rating or a copy of the most recent Audited Financial Statement for the

counterparty, or the counterparty’s guarantor.

144. If an insurance company doesn’t file an annual update by June 1, XXXX, the
counterparty will be deleted from the List effective July 1, XXXX. If deleted, the insurance
company will have to submit an initial filing in order for the counterparty to be placed on
the List.
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LisT OF FOREIGN (NON-U.S.) JURISDICTIONS ELIGIBLE FOR NETTING FOR PURPOSES OF
DETERMINING EXPOSURES TO COUNTERPARTIES FOR SCHEDULE DB, PART D, SECTION 1

Procedures for Determining NAIC Designations and Netting Eligibility for Derivative
Instrument Counterparties

145. Netting Eligibility — The purpose of identifying jurisdictions eligible for netting is to
permit the calculation of credit risk exposures to counterparties in Schedule DB, Part D,
Section 1. The netting of offsetting liabilities with a counterparty will only beypermitted in
this Schedule if there exists a master agreement that provides for suchsnctting and if there
is adequate legal certainty that closeout netting would be enforced upen default of the

counterparty.

146.  Legal Certainty for Netting Eligibility — There is adequatelegal certainty to permit
netting of exposures for counterparties domiciled withinithe United States. Netting of
exposures in Schedule DB, Part D, Section 1 will be pefitted for a foreign (non-U.S.)
counterparty if its domiciliary jurisdiction appeags on the list in this subparagraph.
Jutisdictions will appear on the list if, in thé€ opinion of the SVO, legal opinions and/or
analyses provide adequate legal certaingy’that wpon default of the counterparty, closeout
netting would be enforced.

Jurisdiction

Australia
Belgium
Canada
Cayman Island
England
France
Germany
Ireland
Japan
Scotland
Singapore

Switzerland
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SECURITIES THAT ARE CONSIDERED “EXEMPT OBLIGATIONS” FOR PURPOSES OF
DETERMINING THE ASSET VALUATION RESERVE AND THE RISK-BASED CAPITAL
CALCULATION

NOTE: This section is used to determine those securities that are included in the “exempt obligations”
category for purposes of determining asset valuation reserve and the risk-based capital calculation.

147.  The securities issued, guaranteed or insured by U.S. Government Exempt entities
considered to be in the “exempt obligations” category for purposes of determining Asset
Valuation Reserve and the Risk-Based Capital charge calculation.

148.  Securities issued, guaranteed or insured by entities on the Filing Exempt Other
U.S. Government list are not “exempt obligations,” and shall'be réported in the Special
Revenue and Special Assessment Obligations category, notyin the U.S. Government

category.

149.  The loan-backed and structured securities, that ate’“‘exempt obligations” and are
reported in the U.S. Government category are Securities that have a full guarantee for their
interest and principal payments by the U.S. Gevefnment. Examples are the pass-through
securities and Collateralized Moftgage Obligations guaranteed by the Government
National Mortgage Associations(GNMA)w6r the U.S. Department of Veterans Affairs

(VA).
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SVO ORGANIZATION

Internal Administration

150.  The staff of the SVO is organized in the manner specified by the NAIC Internal
Administration Subcommittee. The SVO Director implements internal administrative
procedures, operational policies and guidelines as necessary or appropriate to conduct the
functions assigned to the SVO. The organization and staffing of the SVO and its ability
to perform the regulatory functions assigned to it are acknowledged asypart of the
oversight function of the VOS/TF.

Statement of Practice

151. The SVO routinely receives financial information, legalydoedments and other data
from reporting insurance companies so that it may assess the teported investment for the
NAIC. While the NAIC is not a guarantor of the confidentiality of information submitted
to the SVO, the SVO does not redistribute documentsiobtained in the course of its work
for other than regulatory purposes or as magbe required by law. The NAIC does, however,
respect copyright and will not reproduceser externally distribute copyrighted documents

without permission.

SVO Administrative Symbols

152.  SVO administrative symbols €efivey information about a security or an administrative
procedure instead of an opinion of credit quality. The administrative symbols in use by the
SVO and their meanings‘arcdescribed below.

SVO Analytical Department Symbols
153. Al SVO analytical departments use the following administrative symbols:

® E means that the NAIC Designation shown was determined by the reporting
insurance company and not by the SVO. Unlike the administrative symbol Z, the
F symbol is used by insurers that meet the definitional criteria for a “Sub-
paragraph D Company” as defined in this Manual, to report ownership of a foreign
security for which the company did not have the information necessary to permit

the SVO to conduct an assessment or a valuation.

© 2020 National Association of Insurance Commissioners 89



Part Two

Operational and Administrative

Instructions

Applicable to the SVO SVO Organization

* FE means exempt from filing with the SVO and is used by an insurance company
to report an exempt security. NAIC Designations for FE securities are assigned
by the SVO pursuant to the instructions and procedures in this Manual. The NAIC
Designation determined by the SVO is disseminated in the SVO List of Securities
compiled and published pursuant to the SVO’s compilation function as described
in this Part. The administrative symbol FE is used with an NAIC 1 through
NAIC 6 Designation.

* IF means that the security is an initial filing that has been propexly filed with the
SVO but which the SVO has determined will not bé assighed an NAIC
Designation by the close of the year-end reporting cycle, Thesymbol IF is assigned
by the SVO and communicates that the insurer shouldiself=designate the security
for year end and identify it with the symbol IF JF thercfore also communicates
to the regulator that the NAIC Designationgéported/by the insurance company
was not derived by or obtained from, the SVO, but has been determined

analytically by a reporting insurance company.

* ND means Not Designated. The symbol 1$used in the AVS+ Products for bonds
and communicates that the infotmation required to arrive at an NAIC Designation
is not available to the SV@, ofithats§uch information was received too late to be
processed and reflected in the most current AVS+ Products. Bonds assigned an
ND symbol will be deleted from the VOS Process if any information deficiency is
not rectified by the end of the first quarter following the previous year-end.

= ND#* indicates that“the security so designated belongs to a class of securities
currently tndeg policy review by the NAIC.

= PLstands fof a private letter rating and refers to an insurer-owned security that
haswbeenassigned a private rating by an NAIC CRP which rating is not publicly
disseminated but is instead published in a letter or report provided by the CRP to
the issuer of the security and to the insurer as an investor and has been submitted
to the SVO under the procedures specified in this Manual or provided to the SVO
electronically by the NAIC CRP specifically identifying the issue as being privately
rated. The administrative symbol PL is used with an NAIC 1 through NAIC 6
Designation.

®* YE means that the security is a propetly filed annual update that the SVO has
determined will not be assigned an NAIC Designation by the close of the year-end
reporting cycle. The symbol YE is assigned by the SVO pursuant to the
administrative procedure described in this Manual. When the SVO assigns the
symbol YE it also assigns the NAIC Designation in effect for the previous
reporting year.
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® Z means that the NAIC Designation reported by the insurance company was not

derived by or obtained from the SVO, but has been determined analytically by a

reporting insurance company. A security designated with a Z must be submitted

to the SVO for valuation within 120 days of the date the security was acquired.

The Z symbol should not be used for securities that are exempt from filing with

the SVO pursuant to this Manual. The Z symbol is used to identify an insurer-

owned security that is in transition in reporting or filing status because:

(0}

(0]

It is newly purchased and has not yet been submitted to the, SVOj

It has been propetly submitted to the SVO for assignmentyof an NAIC
Designation which is still pending, whether at year-ead ‘ot otherwise;

It is in transition from one reporting or filihg Status to another (e.g., a
previously filing exempt security is no longefiated by any NAIC CRP making
it eligible for filing with the SVO but has'notyyct'been filed); and

An SVO assigned NAIC Designatign fer the'security has been dropped from
AVS+ and the insurer has othéawiseyfollowed all other filing requirements.

NOTE: This text shall be amendéd as.additional transition situations are identified.

= Z* follows an NAIC Designation afid means that the class of securities cannot be

rated by the SVO because the valuation procedure is under regulatory review.
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NAIC POLICY ON THE USE OF CREDIT RATINGS OF NRSROSs

NOTE: See “Coordination Between the Statutory Accounting Principles Working Group and the
Valuation of Securities Task Force, “Use of Credit Ratings of NRSROs in NAIC Processes” and
“Policies Applicable to the Filing Exemption (FE) Process” in Part One; “Definition — Credit Ratings
Eligible for Translation to NAIC Designations in this “NAIC Policy on the Use of Credit Ratings of
NRSROs”; “Procedure Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating
Securities” in Part Three; and “Filing Exemption Status of RMBS and CMBS” in, PartWFour, which
excludes RMBS and CMBS from the use of NRRO credit ratings for NAIC regulatofy, processes.

Procedure to Become an NAIC Credit Rating Provider

154.  An NRSRO that wishes to provide Credit Rating Services tosthe NAIC may indicate
its interest by sending a letter to the Chair of the VOS/TRywitha copy to the Director of
the SVO, in which it:

* Indicates an interest in providing Credit Rating Services to the NAIC.
* Confirms that it is currently an NRSRO subject to regulation by the SEC.
* Provides a chart relating its cfedit rating symbols to NAIC Designations.

* Indicates that the NRSRO agtees to enter into a legally binding agreement under
which the NRSRO will:

0 Provide Credit Rating Services to the NAIC at no cost;

O Reimburse the\NAIC for all costs associated with: integration of its data feed
into NAICssystems, subsequent changes to NAIC systems to accommodate
changes it the NRSRO’s systems and changes to NAIC systems as a result of
theitermination of Credit Rating Services by the NRSRO;

0, Give written notice 6 months prior to terminating Credit Rating Services; and

O Agree not to claim in marketing literature that the provision of Credit Rating
Services indicates NAIC approval or endorsement of the NRSRO, its products
Ot services.

155, Adding the NRSRO to the NAIC Credit Rating Provider ListWhen directed to do so
by the VOS/TF, the SVO shall add the name of the NRSRO (hereafter described as a
Credit Rating Provider (CRP)) to the NAIC Credit Rating Provider List in the publication
of this Manual that follows the execution of an agreement between the NAIC and the
NRSRO.
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Regulatory Significance — Filing Exempt Rule

156.  Adding the name of an NRSRO to the Credit Rating Provider List indicates that
insurance companies must use the credit ratings assigned by that NRSRO, if any, when
determining the NAIC Designation equivalent for a security to be reported under the filing
exempt rule. Only those NAIC CRP ratings that meet the definition below may be
translated into NAIC Designations under the filing exempt rule. Securities assigned ratings
by NAIC CRPs that do not meet the definition below, shall be filed with the SVO. The
translation of a NAIC CRP rating into an NAIC Designation is condugted i, accordance
with the procedures described in this Manual.

Definition — Credit Ratings Eligible for Translation to NAIC Designations

157.  As disclosed below, the NAIC may determine that the rated security or investment is
of a type that is not eligible to be reported on Schedule DVor that the NAIC determines is
not appropriate for NRSRO credit ratings to beamsed to détermine the regulatory treatment
of a specific asset class, as specified in this manual:

158.  The credit rating of the CRP to which, this, section and the NAIC Credit Rating
Provider List refers is the (a) credit ratifig assigned by the NAIC CRP; (b) by application
of its long-term obligation ratings scale and methodology; to (c) securities.

159.  Credit ratings of a NAIGICRP that meet this definition are entitled to a presumption
of convertibility to the equivalengINATC Designation published in the NAIC Credit Rating
Provider List except that the presumption of convertibility is subject to the following
limitations:

* Those rating aetivities or markets in which the entity has NAIC CRP status.
®  Secufities with monitored NAIC CRP ratings that:

O Are monitored at least annually by the CRP that issued the rating;

O “Are assigned to a specific issue that must be specifically identified;

O Apply to securities where the issuer promises to repay principal and interest or
dividends;

0 Convey an opinion as to the likelihood of payment of both principal and
interest/dividends due from the issuer to the holders of the security; or

O Are structured to pay only principal or only interest/dividends, if the
monitored NAIC CRP rating addresses the likelihood of payment of either the
principal, in the case of a security structured to pay only principal or the
interest/dividends, in the case of security structured to pay only
interest/dividends (an “Eligible NAIC CRP Rating”).
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160.  The NAIC may determine that the rated security or investment is of a type that is not
eligible to be reported on Schedule D or that the NAIC determines is not appropriate for
NRSRO credit ratings to be used to determine the regulatory treatment of a specific asset

class, as specified in this manual.

Special Rating Systems

161.  Unless otherwise specifically approved by the VOS/TF special rating systems of any
CRP, rating agency or rating organization shall not be entitled to @ presumption of
convertibility. Nevertheless, an SVO analyst assessing a security thatthasybeen assigned
such a rating by any rating organization, including a CRP, mayconsidet the information
imparted by that rating or a related research report as one factor inmidetermining an NAIC

Designation.

Disclosures and Considerations Related to the Translation of Credit Ratings into NAIC
Designations

162.  The presumption of convertibility accotdedto a credit rating of a NAIC CRP should
not be interpreted to indicate that NAIE€ Designations and NAIC CRP credit ratings are
produced using identical methodologics”or that they are intended to communicate the
same information. SVO credig@ssessment 1s conducted for regulatory purposes and may

therefore include considerationis or address concerns unique to the regulatory community.
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GENERAL FILING PROCEDURES

FILING

163.  Information about the VISION platform, including general information, user guides
and online demonstrations can be found at www.naic.org/ svo_vision.htm. The application
itself can be found at https:/ / vision.naic.org.

Filing Logic
164.  Insurer need only file a security that is not in AVS+ or that 45 myAVS+ without a

recently assighed NAIC Designation, is in AVS+ but without aycuttent year review date
ot a symbol that is other than an ND or has not been filed in " WVISIQN.

Use of a Filing Agent

165.  Insurance companies may designate an agent to petform filings with the SVO by
providing the SVO with written notification of'the‘agent’s appointment, on the insurance
company’s letterhead, identifying the agent;detafling the agent’s authority, expiration date
of the authority and an acknowledgmént thatsthe insurance company remains legally

obligated to file all necessary information and to pay all appropriate fees.

Security Identification Numbers

166. No security may be (filed with the SVO without a valid CUSIP, PPN or CINS
Identifier. Only S&P CUSIP may assign CUSIP Identifiers, PPNs and CINS.

167.  To obtain filige and fee information and a CUSIP Identifier, PPN or CINS number,
reporting insurancejcompanies must contact S&P CUSIP at: CUSIP Service Bureau,
Standard & Poor’s Corporation, Attention: Senior Copy Editor, 55 Water Street, 47th
Floor, NewjYotk, N.Y. 10041; email address is cusip_ppn@standardandpoors.com;
Facsimile,(212) 438-6572.

FILING PROCESS AND REQUIRED DOCUMENTS

Initial and Subsequent Annual Filings

168.  An insurance company makes an initial and subsequent annual filing by providing the
SVO with any applicable completed form(s) and the information, documents and data
necessary for the SVO to conduct an analysis of the issuer’s creditworthiness and the terms
of the security.
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Informational Deficiencies

169.  When an insurance company submits an initial or subsequent annual filing, the SVO
logs the submission by date and time received and the filing is assigned to the appropriate
staff analyst. If the SVO determines that there is an informational deficiency, then the
SVO will advise the insurance company that submitted the filing.

170.  If the SVO identifies an information deficiency, the transaction is held by the SVO
without processing for a period not to exceed 45 days. If the insurance ¢ompany has not
filed the necessary information with the SVO at the completion of the 45 days, the SVO
discards the filing and all documentation submitted with it and enters a'note in VISION
to reflect that the filing was discarded due to insufficient infégmation:

171.  On an exception basis, the SVO may grant an extension t@,thésdhsurance company not
to exceed 90 days in total with the time period to begin on the date that the SVO issues
an information request. If the SVO grants thissextensiony and if the insurance company
fails to provide the information requested within the tifiie¢ provided, the SVO will discard
the filing and all documentation submittedévith, it at the end of the 90-day period and
Work Flow will reflect that the filing wassdiscarded due to insufficient information.

172, If the SVO determines it requites additional information after it has received a
response to its request for additionallinformation, a new 45-day period begins, unless an
extension is granted as indicatéd,aboye, in which case a new 90-day period will begin.

Filing Procedures and Documentation Requirements

173.  Filing procedutes and documentation requirements can be accessed at
https:/ [ vision.naic.orgy THESVO webpage (https://www.naic.org/svo.htm) also maintains
general Guidance on Documentation, Applications and Forms.

NOTE: Sce Part Three, which contain filing procedures and documentation
requirements for the asset classes identified there.
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Standard

Applicable to the SVO

PROCEDURE TO AUTHORIZE SVO USE OF A NATIONAL FINANCIAL PRESENTATION

STANDARD

Procedure

174. A national insurance association (but not individual insurers or other persons) may, by

written request, ask the SVO to study the feasibility of adding a country and the associated
National GAAP or National IFRS. The SVO is authorized, but not required, to hold
discussions with representatives of the national insurance association to evaluate whether

the criteria specified below has been met and to formulate a recommendation to the
VOS/TF. The SVO may not assign an NAIC Designation to ot otherwisg assess a secutity
under the proposed national standard until the VOS/TF thas, by ‘@mendment to this

Manual, added the proposed country and the associated Wational GAAP or National

IFRS.

Pre-Conditions to the Exercise of SVO Authority to Conduet a Requested Study

175. Information Supporting the Request - As partiof its request, the national insurance

association shall:

Demonstrate that the requestito add a National GAAP or National IFRS standard
reflects that the borrower population the industry would target is not required to
use a Global Financial Presentation Standard or the Reconciled Financial
Presentation Standard to ‘@btain financing in its local market and otherwise lacks
the economic or market incentive to use a Global Financial Presentation Standard
ot the Reconciled Financial Presentation Standard in the absence of a requirement.

Provide evidence of both investment opportunity and industry interest to make
investments in the country.

Explain the relationship of the proposed National GAAP or National IFRS
financial presentation standard within the larger context of the country’s
economic, financial, regulatory and legal traditions.

Explain how the proposed National GAAP or National IFRS financial
presentation standard, viewed from the perspective of an investor and from that
of the SVO as a risk assessor, is of a quality and of a transparency sufficient to
enable the creation of NAIC Designations analogous to those prepared using a
Global Financial Presentation Standard.
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Applicable to the SVO Standard

Parameters of the SVO Study

176.  The objective of the SVO study is to assess whether the proposed national accounting
standard result in similar or materially different presentation (i.e., consistently more
conservative or aggressive presentation for significant transactions) of financial results and
position from that under a Global Financial Presentation Standard or a Reconciled
Financial Presentation Standard. This reflects that the role of financial information in a
credit risk assessment is to provide an adequate basis to make an assessmengof the issuer’s
financial profile, both by itself and compared to other issuers. The SV@’s primary focus
will be on identifying the material differences between accounting mietheds for the income
statement, balance sheet, and, to a lesser extent, the statement of,cash flows. The agreed-
upon expectation is that similar presentation of financial résults and position generally
require no change in determination of credit risk while materialdifferences in presentation
could lead to a change in determination of credit, riskedf local accounting standards lead
to material differences, it will be necessary to determine which differences in accounting
method apply to the company being analyzed andywhether the differences are broadly

observed (i.e., across industries).

Process

177.  The national insurance association will, as necessary, identify an accounting firm that
is an expert in the national acceunting system of the country proposed for inclusion on
the List of Countries and associated National Financial Presentation Standard.

178.  The national insufahce association will work with the SVO to create an educational
session on thoseaspects of financial presentation relevant to the SVO for purposes of its

credit risk assessment.

179.  The educational session will focus on the material differences between accounting
methods forithe income statement and balance sheet, and shall include such further or
additionalvafeas as the SVO shall deem necessary in view of the specific country and

nationalaccounting system proposed.

180. At the conclusion of such educational session, the SVO shall assess whether the
educational session provides a sufficient basis for it to make needed adjustments to the

financial information presented under the national accounting standard.

181.  The SVO shall then assess whether the application of the adjustments in one or more
transactions confirms that the use of the national accounting standard leads to the creation
of NAIC Designations analogous (in the information they convey about credit risk) to
those created by the use of a Global Financial Presentation Standard.
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Information Requirements Associated with the Use of a National Financial Presentation
Standard

182.  Insurance companies who file securities whose issuers present financial information

in accordance with a National Financial Presentation Standard shall:

*  Where materially different from Global Financial Presentation Standards, identify
how local accounting standards treat specific issues relevant to assessment of credit
risk.

* Provide written descriptions of the accounting difference the,insurer considered,
and of how it resolved concerns about the accounting differénces during the

investment decision making process.

* Be prepared to provide the SVO with access to théyissuér’s management or to
convey questions and retrieve information from the issuer’s management.

* Include a consolidated statement of cashyflows for the past three years. See the
definition of Audited Financial Statement fofiadditional guidance pertaining to this

requirement.

* For filings presented on thé& basis«of French generally accepted auditing standards
GAAP, the following additienal,dé€umentation is required:

0 Disclosure of finange lease obligations;

O Disclosure off operating lease commitments in a manner similar to that
required bysRES or US GAAP;

O Disclosure, of pension assets and liabilities as well as any other post-
employment plan obligations (key is disclosure of any unfunded amount);

OsyDisclosure of the amount of treasury stock, if any, and how it is accounted for;
and

0, Segment reporting of sales, assets, income and depreciation.

® For filings presented on the basis of Italian GAAP, the following additional

documentation is required:
O A consolidated statement of cash flows for three years;
0 Disclosure of finance lease obligations;

O Disclosure of operating lease commitments in a manner similar to that
required by IRFS or U.S. GAAP;

O Disclosure of pension assets and liabilities, as well as any other post-
employment plan obligations, especially of any unfunded amounts; and
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0 Disclosure of the amount of Treasury stock, if any, and how it is accounted

for.

For filings presented on the basis of the whole body of rules and regulations of
Swiss GAAP FER (“Core FER” and other Swiss GAAP FER Standards), the
insurer always provides the following information:

O Full set of audited financial statements, including a statement of cash flows;

O Disclosure of finance lease and operating lease commitmients i a manner
similar to that required by IRFS or US GAAP;

O Disclosure of pension assets and liabilities as,well %assany other post-
employment plan obligations, especially any unfunded amount;

Disclosure of the amount of treasury stock, if‘any, and how it is accounted for;
Segment reporting of sales, assets, ificome and\depreciation;

Signed Auditor’s Opinion; and

©O O O O

Consolidation information sand “eonsolidated financial statements where

relevant.

Countries and Associated National Fihancial Presentation Standards

183.  The SVO is authorized to accepft Audited Financial Statements prepared in accordance

with the following National Financial Presentation Standards:

Canadiafi Accounting Standards for Private Enterprises but only for non-financial

institutions:

UK Financial Reporting Standard (FRS) 102 (which encompasses Irish companies
tepotting under FRS 102).

Australian GAAP.
German GAAP.

French GAAP but subject to the presentation of additional documentation as
specified above and annually thereafter as specified below.

Dutch (Netherlands) GAAP.

Italian GAAP but subject to the presentation of additional documentation as

specified above and annually thereafter as specified below.

Belgium GAAP.
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* Swiss GAAP FER presented on the basis of the whole body of rules and
regulations of Swiss GAAP FER (“Core FER” and other Swiss GAAP FER
Standards), but subject to the presentation of additional documentation as

specified in this Manual.

Annual Update Information

184.  For corporate issuers whose Audited Financial Statements are presented in accordance
with a National Financial Presentation Standard, the insurer shall also file with the SVO

the items of information identified in this Manual.

NOTE: See “Audited Financial Statements” in Part One.
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APPEALS OF SVO DETERMINATIONS

APPEALS OF SVO ANALYTICAL DECISIONS

Requests for Clarification of SVO Decisions

185. Any insurer that owns a security for which the SVO has provided an NAIC
Designation, a classification or a valuation, may request a clarification of the,decision from
the SVO. The SVO analyst responds informally to informal requests £6g, clarification and
in writing within 10 days after receipt of the written request. Any reply fromithe SVO shall
be a confidential communication between the SVO and the insuter.

Condition to Filing of an Appeal

186.  Anappealis initiated by filing a completed Appeal AT Fawith a written correspondence
specifically and clearly identifying the analytic basis, of jthe appeal, supported by such
documents or financial or other information ef dataas’in the insuret’s opinion supports
the claim that the original decision of the SMO should be reviewed.

Procedure for Filing an Appeal

187.  Filing an appeal with thedSVO isiaccomplished through a computer linkup with the
VISION computer system of the SVO. This appeal procedure applies only to situations
where the SVO has expfessed an analytical conclusion in the exercise of its quality
assessment, credit risk, assessment, classification, or valuation functions. The stated
procedure encofnpasses initial filings, annual updates and securities not rated by an NAIC
CRP. Securities ‘rated by an NAIC CRP may be appealed only if the SVO designates
securities differently than the NAIC CRP and the SVO retains responsibility for review of
NAIC CRP-rated transactions.

SVO Review of the Appeal

188. "\ The SVO analyst to whom the Appeal ATF is directed will alert the SVO credit
committee that an appeal of an SVO decision has been made and provide it with copies
of the correspondence, documents and information presented by the insurer, as well as
copies of the original analysis that lead to the conclusion appealed from.
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189.  The credit committee chair will then set a date, not to exceed 45 days from the date
the insurer submits a complete file to the SVO, for the credit committee to meet to
deliberate the issues presented. Prior to the meeting, the members of the credit committee
will review the original decision and the correspondence, documents and information
presented by the insurance company. The insurer shall be notified of the date of the
meeting, and shall be given the opportunity to present its appeal in person to the credit

committee.

190.  The credit committee is composed of those senior staff members whose eéxpertise may
be necessary or desirable to the discussion of the issues presentedgincluding, whenever
possible, persons who did not previously participate in the formulation of the original
decision. The original analyst is present during all deliberatiohs of the credit committee
and participates in its deliberations by providing informationtanditesponding to questions.
However, the original analyst does not vote on nor deeide the issues presented in the

appeal.

191.  After evaluation of the correspondence, do¢umentsiand information presented by the
insurance company, the credit committee will“gender a decision within 10 days of its
meeting to consider the appeal. Ongé theWeredit committee renders a decision, a
representative of the credit committee, Which may be the original analyst, is chosen to
communicate the decision to ghe insuraice company or companies that filed the appeal.
After it has communicated its'decisionl to the insurer, the SVO will entertain such further
reasonable discussions with the insufer as it shall deem reasonably necessary to ensure that
the credit committee has‘¢onsidered and responded to all of the issues deemed relevant

by the insurer.

192. Not later than®l0 days after the verbal communication of its decision, the SVO will
provide thelinsurer with a letter specifying whether the SVO has determined to modify or
affirm its"previous decision and addressing the issues posed by the insurer. The letter shall
be 9ssued directly to the insurer that filed the appeal as a confidential communication
betweeh, the SVO and that insurer. At the request of any other insurer holding the same
seeurity, the SVO shall provide a copy of the letter to such other insurer.

Review Timeline

193. The SVO’s goal is to complete all work on an appeal and communicate a decision to
the insurer within 90 days of receipt of a complete file for the appeal. The time periods
for action by the SVO identified in this section shall not be deemed to restrict the exercise
of management discretion by the Director of the SVO as to the proper disposition of SVO
resources in the fulfillment of SVO priorities and commitments. Any of the time periods
in this section may be extended by mutual agreement of the insurer and the SVO or the
VOS/TF, respective to the stage of the appeal.
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REVIEW OF SVO DECISIONS BY THE VOS/TF

Task Force Review for Alleged Violations of Procedures

194.  Any insurer that has filed a security for an NAIC Designation, a classification or a
valuation, and is concerned that a decision relative to the security was not made in

accordance with the procedures in this Manual, may request consideration of this concern
by the VOS/TF.

Condition to Request; Exhaust SVO Remedies

195.  Before making a request to the VOS/TF, the insurance ‘€ompaay must submit a
written statement to the Director of the SVO, or to the persom then exercising the
executive function of the SVO, whatever the title then used, Wwith a copy to the Chair of
the VOS/TF. The written statement must identifythe’Specifie/procedure or procedures in
this Manual that the insurance company believes have,been ignored or improperly applied.

196.  Upon receipt of the written statement, the Director will fully investigate the assertions
and communicate its factual findings backyto “the insurance company with a copy
forwarded to the Chair of the VOS/TEwithin 30 days. Should the result of the SVO
investigation not resolve the factualissues«expressed by the insurance company, a request
for further consideration cafl be made to the Chair of the VOS/TF. The Chair of the
VOS/TF may then choose to réyiew the matter.

Basis of Review by the Task Fotce

197.  If the VOS/IF ¢hooses to review the matter further, its focus is on determining
whether the SVO decision was made in a manner that is inconsistent with the applicable
provisions ©fythis Manual. If the VOS/TF finds that the SVO decision was made in a
mannen(thatiis ificonsistent with the applicable provisions of this Manual, it will provide
the SV Onwith interpretive guidance respecting the meaning of the applicable language or
procedutes in this Manual and instruct the SVO to reformulate a decision.
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YEAR-END CARRYOVER PROCEDURE

Acceptable Carryover Population Rate

198.  Effective with the adoption of this procedure, the SVO Director shall prepare a report

for the VOS/'TF, to be presented at the Spring National Meeting, identifying an acceptable

annual rate of the carryover population for the year-end reporting period. Thereafter, at

the beginning with the subsequent year of analytical operations, the SVO Director shall

prepare a report for the VOS/TF, to be presented at the Spring Natiomal Meeting,

identifying whether the acceptable annual carryover rate was significantly eéxceeded and, if

so, whether the cause is traceable to resource constraints. If sof the VOS/TF shall consult
with NAIC senior staff and the NAIC Internal Administration (EXT) Subcommittee to
determine whether and how to evaluate the need for additional SVO staff or other

resources.

Definition

199.  When used in this section, the term “earryever population” means, collectively, all

insurer-owned securities filed with the SV@ fojan NAIC Designation and not yet assigned

NAIC Designation by the SVO at the cenclusion of the year-end reporting process.

Procedures

200.  The following procedures apply‘to the carryover population:

The SVO shallyidentify the carryover population by assigning each security the
administrative symbol YE or IF.

A security 1, the carryover population that is an annual update filing shall be
assighied the NAIC Designation then in effect for the just concluded reporting
period; ¢.g., 2YE, if the security was designated NAIC 2 in the just concluded year.

A's€curity in the carryover population that is an initial filing shall be self-designated
by the insurer and reported with the insurer assigned NAIC Designation and the
administrative symbol IF and shown by the SVO on its systems as IF but without
an NAIC Designation.

The SVO shall remove the YE symbol when it assigns an NAIC Designation to
an annual update security in the carryover population for the current year and

publishes the NAIC Designation in AVS+.

The SVO shall remove the IF symbol when it assigns an NAIC Designation to an
initial filing security in the carryover population for the current year and publishes
the NAIC Designation in AVS+.
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* The insurer maintains the NAIC Designation assigned by the SVO under YE or
self-assigned under IF until the SVO has published an NAIC Designation in
AVS+.

* The SVO shall assign top priority to the assessment of the carryover population
and the assignment of NAIC Designations to that population in the subsequent

\
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year of operation.

L 4

’Q\\
N\

4

)
O’&

© 2020 National Association of Insurance Commissioners 106



Part Two

Operational and Administrative

Process for Placing Securities Under Regulatory Review; When Analytical Instructions
Instructions Are Insufficient or Inadequate Applicable to the SVO

PROCESS FOR PLACING SECURITIES UNDER REGULATORY REVIEW; WHEN ANALYTICAL
INSTRUCTIONS ARE INSUFFICIENT OR INADEQUATE

Notice

201.  The Director shall promptly inform the Chair of the VOS/TF of his ot her conclusion
that market or other developments; the aspects of a new or existing security, financial
instrument or analytical situation, requires the NAIC to formulate new financial solvency
policy or develop new or additional instructions and/or methodologies for the SVO. The
Director shall prepate a written report for the VOS/TF explaining the reéasoning that led
to the conclusion.

Deliberation

202.  The Chair shall call a meeting of the VOS/TF to consider and discuss the SVO report
and the issues it presents and to consider how tg pteceedplf the VOS/TF determines that
the nature of the security and/or the issues raised by theSVO requires formulation of new
policy or regulatory instructions or the development of new or additional instructions
and/or methodologies, the VOS/TF shall censider whether to declare the security or

financial product to be under regulatory,zevicyy.

203.  On its own initiative or atsthe ditection of the NAIC Executive (EX) Committee, the
Financial Condition (E) Committee may instruct the VOS/TF to place a security under
regulatory review. The VOS/TF may, on its own initiative place a security under regulatory

review as discussed in thisisection.

Hearing and Declaration

204.  If the VOS/TF s instructed or if it determines that a security should be formally
declared to,betunder regulatory review, it shall hold a public hearing to discuss the issue
andymake aformal declaration of this decision. The staff shall cause notice of the
determination to be published to interested persons and to other NAIC groups that have
jurisdiction over reporting issues, have relevant expertise or would be affected by the

activities of the VOS/TF.
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Reporting Framework for Securities under Regulatory Review

205.  Upon a public declaration that a security is under regulatory review, insurance
companies that own the security shall report it on the NAIC Financial Statement Blank
with the administrative symbol ND* if the security is under review for an assessment of
regulatory policy for the investment or regulatory reporting instructions to implement
applicable policy or with the administrative symbol Z* if the security is under regulatory
review for development by the VOS/TF of the instructions or methodologies for
application by the SVO in its risk assessment.

206.  In September of each year, the VOS/TF will publiclysideitify ‘Wwhich classes of
securities, if any, are under regulatory review and therefore éligible tostake the regulatory
treatment prescribed for ND*/Z* in the Annual Statemetit Instuictions for that yeat’s
year-end NAIC Financial Statement Blank.

Filing of Securities Under Regulatory Review

207.  Unless the VOS/TF shall provide otheginsttuctions to insurance companies, securities
under regulatory review that are otherwiseseportable to the SVO shall continue to be filed
with the SVO during the period oftegulatotypreview.
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MAINTENANCE AND MONITORING
OF SVO DETERMINATIONS FOR SCHEDULE BA ASSETS

NOTE: See “Policies Applicable to Specific Asset Classes” in Part One for the policies governing this
activity.

Maintaining and Publishing SVO Determinations

208.  SVO analytical determinations for Schedule BA assets that have”the underlying
characteristic of a bond or other fixed income instrument are compiled in*a separate
database within the VOS Process and published as a part of the SYO List of Securities in
the AVS+ Products under a separate heading to facilitate the work, ofINATC members and
their staff.

209.  The SVO monitors improvement or deterioration ofycredit quality for Schedule BA
assets entered into the VOS Process. On at leastian annual basis, the SVO reviews the
credit quality and value of the Schedule BA assetstin thesVOS Process.

210.  The SVO will delete any Schedule BA asset from the VOS Process on if the investment
has matured or if the investment is no lehger owhed by an insurance company.

211, The SVO will also delete a Sehedule BA asset from the VOS Process if a reporting
entity has failed to provide sufficient'or timely information to permit the SVO to conduct
the annual review assessment, required above. Schedule BA assets assigned the
administrative symbol NI) are deleted from the VOS Process if an information deficiency
is not addressed by thesendief the first quarter following the previous year-end. However,
a Schedule BA f(asset, assigned the administrative symbol ND is not deleted if an ATF
annual update filing has'been filed and the SVO has received the information required to
assign an NAIC Designation to the Schedule BA asset.
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Part Three
SVO Procedures and Methodology for
Production of NAIC Designations Introduction

INTRODUCTION

Parameters for Use of Instructions and Methodologies

1. The description of methodologies and the instructions pertaining to the application of
those methodologies in this Part are general and mandatory instructions from the
VOS/TF to the SVO. The SVO shall have reasonable professional latitude to interpret
how the instructions and methodologies contained in this Part apply to spegific securities,
financial products or differing analytical situations. Factors that may afféct how the SVO
interprets instructions and methodologies include, but are not limited, top the terms of
individual securities, unique features or characteristics of secusities, legal or regulatory
issues associated with structured transactions, the issuer’s industrysthe introduction of a
new security type or asset class and NAIC regulatory objectives.

Updating Instructions and Methodologies

2. The SVO shall have ongoing professional gesponsibility to advise the VOS/TF of
developments that may suggest the need for the)NAIC to develop regulatory policy for
new or existing investments or the needffor the!NAIC to amend or provide for additional

instructions and/or methodologies.

NOTE: See “Authority to Direct Insurers©n Reporting” and “Use of Generally Accepted Techniques
or Methodologies” in Part One.
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PROCEDURE APPLICABLE TO FILING EXEMPT (FE) SECURITIES AND PRIVATE LETTER (PL)
RATING SECURITIES

NOTE: See “Use of Credit Ratings of NRSROs in NAIC Processes” and “Coordination Between the
Statutory Accounting Principles Working Group and the Valuation of Securities Task Force”
(especially “NAIC Designations Do Not Communicate Statutory Accounting or Reporting” and
“Policies Applicable to the Filing Exemption (FE) Process”) in Part One; “NAIC Policy on the Use
of Credit Ratings of NRSROs” (especially “Definition — Credit Ratings Eligible for Translation to
NAIC Designations”) in Part Two (the definition excludes the use of NAIC CRPUeredit ratings
assigned to a security type where the NAIC has determined that the security type is ot eligible to be
reported on Schedule D or the it is not appropriate for NRSRO credit ratings t© be used to determine
the regulatory treatment of the security or asset, as specified in this Manual)jand=*Tiling Exemption
Status of RMBS and CMBS” in Part Four (excluding RMBS and CMBSyfrom the use of credit ratings
for NAIC regulatory processes).

FE SECURITIES

Filing Exemption

3. Bonds, within the scope of SSAP#No. 26Ryand SSAP No. 43R (excluding RMBS and
CMBS subject to financial modeling) ‘and £feferred Stock within scope of SSAP No. 32,
that have been assigned an Eligible NATC CRP Rating, as described in this Manual, are
exempt from filing with the SMO (FE securities) with the exception of Bonds and/or
Preferred Stock explicitly excluded below.

Specific Populations of Sécutities Not Eligible for Filing Exemption
4. 'The filing exemption, procedure does not apply to:

= SCA "Investments — SCA investments are transactions between insurance
company affiliates (called related parties) that are subject to special regulatory
considerations identified in SSAP No. 25—Affiliates and Other Related Parties. This
Manual specifies that such transactions are not subject to filing exemption and can
only be assigned an NAIC Designation if the SVO has first concluded that the
transaction is like those the SVO typically assesses for credit risk. See the SCA
section in this Part for further information about how the SVO determines
whether an SCA investment will be assigned an NAIC Designation.

= Catastrophe-Linked Bonds — Catastrophe-Linked Bonds are deemed to be filing
exempt but only if the NAIC CRP has assigned a credit rating based on the type
of methodology specified in this Manual.
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= Shares of Funds — This Manual provides for certain mutual funds, Bond Funds
and Exchange Traded Funds be submitted to the SVO for a determination that
they meet characteristics identified by the VOS/TF for more appropriate
regulatory treatment.

* Regulatory Transaction — The term Regulatory Transaction is broadly defined
in this Manual as a transaction engineered to address a regulatory concern one or
more insurers have or may have that should or must be submitted to a state
insurance department for approval and that has as a component a8€eurity or other
instrument which on a stand-alone version may be eligible for ‘assignment of an
NAIC Designation by the SVO. The SVO is prohibited from assigning an NAIC
Designation to a Regulatory Transaction except in relation, tovaspecial assignment
conducted for a state insurance department undet, the, Regulatory Transaction
procedure discussed in this Manual. Also, insurets arc prohibited from claiming a
Regulatory Transaction as a filing exemptiond

* Credit Tenant Loan (CTL) — A CTL%s aymortgage loan made primarily in
reliance on the credit standing of amajof tenant, structured with an assignment of
the rental payments to the lendesswith real property pledged as collateral in the
form of a first lien. This Manualidentifies four categories of CTLs as eligible for
reporting on SchedulesPy conditioned on an SVO determination that the
transaction meets the'etiteria specified by the VOS/TF for Schedule D treatment.
A transaction that purpeégtsfto be a Credit Tenant Loan, including one that is
assigned a credit4ating by an NAIC CRP, is not eligible for Schedule D reporting
unless the SYO eonfirms that the transaction is eligible for Schedule D reporting
and assign8 the transaction an NAIC Designation.

* Replication (Synthetic Asset) Transactions (RSAT) — RSATSs structured in
aceordance with any of the definitions of an Approved RSAT are presumed to be
an Approved RSAT but should be submitted to the SVO. RSATSs structured to
confain elements of risk other than those normally associated with the Defined
RSAT descriptions and transactions involving assets that would not normally
qualify for an NAIC Designation are not eligible for the Approved RSAT safe
harbor and must be submitted to the SVO.

* Working Capital Finance Investments (WCFI) — WCFIs are programs
involving the purchase of confirmed receivables and are submitted to the SVO via
the RTAS process.

* Mortgage Referenced Security — Part Four of this Manual defines a Mortgage
Referenced Security and provides that it is not eligible for filing exemption in this
Manual but is subject to assessment by SSG.
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= Structured Notes — A Structured Note is in Scope of §$AP No. 86 — Deripatives.
The term Structured Note is described in SSAP No. 26R — Bonds. A security
meeting this description is explicitly excluded from being in scope of SSAP No.
26R.

* Ground Lease Financing Transactions — A Ground Lease Financing (GLF)
transaction typically has two components: (a) a ground lease for a long period
(e.g., 99 years) between a ground lessor who owns the land and a ground lessee
who attains a leasehold for the purpose of developing the land; and (b) the
subleasing of space or operation of a business such as a ‘otel,ywarchouse,
intermodal facility, etc., in an existing or to-be-constructed biilding to one or more
tenants (space tenants) under shorter (e.g., 5—15 year) leases (space leases) or to
the operator of a business such as a hotel, warehouse, intermodal facility, etc.,
under a franchise agreement or other arrangement) GEF transactions are not
eligible for filing exemption. The GLE, segtienin this Part provides further
guidance on how the SVO analyzes GLF traisactions for purposes of determining
Schedule D eligibility and whether the §VOycanrassign an NAIC Designation.

* Principal Protected Securities (PBS) =yTransactions meeting the criteria of a
PPS as specified in this Magualmayspossess Other Non-Payment Risks and must
be submitted to the SVON, forgfeview under its Subscript S authority.
(NOTE: This change iseffective'as of Jan. 1, 2021. PPS acquired prior to Jan. 1, 2021 must
be filed with the S170 by Jnd, 1, 2021.)

5. Any Bond or Preferred Stock that at one time was assigned an Eligible NAIC CRP Credit
Rating by an NAIC GRP'butis no longer rated must be filed with the SVO within 120 days
of the loss of theéredit rating, as if the security had never been filing exempt.

Identification of FE Securities

6. The SVO identifies FE securities as part of its quarterly compilation of the SVO List of
SecuritiesadSVO staff then applies the procedures discussed below to the FE securities it
has identified in the compilation process to produce the most accurate NAIC Designation
equiyalent. Per instructions of the VOS/TF, the SVO publishes the NAIC Designations
it produces in AVS+. AVS+ contains the official NAIC Designations for any given
security. Insurers use the information in AVS+ to identify and report the SVO assigned
NAIC Designation for FE securities they own to the domiciliary state in the NAIC
Financial Statement Blank.
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Direction and Procedure

7. The SVO shall produce NAIC Designations for FE securities by applying the following
procedure in conjunction with the List of Credit Rating Providers and the Equivalent of
their Credit Ratings to NAIC Designations, shown below.

* A Bond or Preferred Stock that has been assigned an Eligible NAIC CRP Rating
will be assigned the equivalent NAIC Designation.

= If two Eligible NAIC CRP Ratings have been assigned, then the,lowest credit
rating will be used to assign the equivalent NAIC Designation.

* In case of a Bond or Preferred Stock that has been assigned threelor more Eligible
NAIC CRP Ratings, the Eligible NAIC CRP Ratings¢fofythesBond or Preferred
Stock will be ordered according to their NAIC eqtiivalents and the credit rating
falling second lowest will be used to determine the equivalent NAIC Designation,
even if that rating is equal to that of the fifstflowest.

8. The SVO shall not in any manner whatsoevery showjidisplay or disseminate the credit
ratings of NRSROs as part of the compilatiofn ofypublication of the SVO List of Securities
in the AVS+ Product or in any other NAFC publication associated with the operations of
the VOS/TF.

PI. SECURITIES

Effective Date of Verification Procedure for PL Securities

9. Effective July 152018, insurance companies shall be responsible for providing the SVO
copies of private ratingdetters for PL securities, where applicable, until such time as
industry repsesentatives and the SVO shall have established reliable procedures for
obtaining thetaecessary information on credit ratings directly from the NAIC CRPs.

10. FoffPLiSecutities issued prior to January 1, 2018, if an insurance company cannot provide
axcopy of the rating letter to the SVO due to confidentiality concerns and the rating is not
ineluded in a CRP credit rating feed (or other form of direct delivery from the NAIC
CRP), the insurer shall report such securities on such securities” General Interrogatory to
be developed for this purpose (i.e., a PL GI security).

Definitions

11. For purposes of this section:
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* The phrase “private rating letter”” means a letter or report issued by an NAIC CRP
on its letterhead or its controlled website to an issuer or investor, obtained by an
insurer in its capacity as an investor in the issuance or by following the
confidentiality process established by the NAIC CRP.

® The phrase “privately rated security” means a security issued by an issuer wherein
the issuer has solicited a credit rating for the issuance from an NAIC CRP and the
NAIC CRP has agreed to issue a credit rating for the issuance to be communicated
to the issuer and a specified group of investors only and not publigly released via
the NAIC CRP’s public data feed or website. The privately rated seeurity is the
subject of the private rating letter and is referred to herein ds alprivate letter (PL)
security.

Conditions to Filing Exemption for PL Securities Issued on or After January 1, 2018

12.

13.

14.

PL securities are exempt from filing with the SV@%fortassicnment of an analytically
determined NAIC Designation if the security has been assigned an Eligible NAIC CRP
Credit Rating and the insurer verifies the rated,§tatus, of the PL security to the SVO.

If the PL security is not rated by an NAIC GRP;%r a credit rating is assigned that is not
an Eligible NAIC CRP Credit Rating; ot ifsthe insurer cannot provide the SVO a private
rating letter verifying that the assigned ¢reditfating is an Eligible NAIC CRP Credit Rating;
or the NAIC CRP cannot provide the ‘Eligible NAIC CRP Credit Rating on the PL
security to the NAIC through“an electronic data feed approved by the SVO and that
specifically identifies the,PL securities rated by that NAIC CRP, the PL security is not
filing exempt.

An insurer that owns@,PL security that is not filing exempt shall either: (a) file the security
with the necessary documentation with the SVO for an analytically determined NAIC
Designation;‘er (b) self-assign an NAIC 5GI and an NAIC Designation Category of
NAIC 5.B GI to the security and report using the Interrogatory procedure; in either case
withify120.,days of purchase.

Conditions to Filing Exemption for PL Securities Issued Prior to January 1, 2018

15.

PL securities are exempt from filing with the SVO for assignment of an analytically
determined NAIC Designation if the security has been assigned an Eligible NAIC CRP
Credit Rating. If the PL security CRP rating is not included in the applicable CRP credit
rating feed (or other form of direct delivery from the CRP) or the insurer cannot submit
the private letter rating to the SVO because of confidentiality provisions, the security shall
be designated PLGI. Insurers shall report on all such securities in a General Interrogatory
with an attestation that all such securities have an Eligible CRP Credit and are reflected in
the financial statements and risk-based capital calculation commensurate with that rating
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Procedure

16. The NAIC shall create systems and develop and staff administrative and operational
procedures to be administered by the SVO to identify insurer-owned PL securities; verify
whether or not the assigned credit rating is an Eligible NAIC CRP Credit Rating and either
translate that credit rating into its equivalent NAIC Designation and input the NAIC
Designation for the security into the appropriate NAIC systems or notify the insurer that
the security is not eligible for filing exemption.

SVO to Administer Verification Procedures

17. It shall be the responsibility of the NAIC to create and maintain for the,SVO, electronic
facilities to accept: (a) electronic data-feeds provided by NAIG, CRPs containing and
specifically identifying the PL securities rated by that NAGC GRP"and the credit rating
assigned to the PL securities; or (b) PDF files of private fating letters provided by insurers
to the SVO containing the NAIC CRP credit ratifig for the PL security.

The PL Process

18. It shall be the responsibility of the SVO to 1dentify PL securities in the AVS+ system for
insurance companies to use when¢reportifigh PL securities to the NAIC as part of the
NAIC’s Financial Statement Blank, reporting process. The SVO identifies PL securities
when it conducts the quarterly compilation of the SVO List of Securities.

Producing NAIC Designations for/PL Securities

19. The SVO shall produceNALC Designations for securities subject to private letter ratings
as follows:

* Thensurance company shall file a copy of the private rating letter with the SVO
itaotiacluded in the applicable NAIC CRP Rating feed(s) (or other form of direct
delivery from the CRP) noted above in Conditions to Filing Exemption for PL
Seewrities. In instances where the PL security is included in the applicable NAIC
CRP Rating feed(s), the SVO shall follow the procedure for Filing Exempt (FE)
securities.

* Ininstances where a private letter is filed, the SVO shall evaluate the private letter
to determine whether the security has been assigned an Eligible NAIC CRP Rating.
Similar to public securities where rating is received directly from the CRP via
electronic feeds that meets the definition of an Eligible NAIC CRP Rating as a
normal part of the CRP rating process, absent evidence to the contrary in the rating
letter (e.g., evidence that the rating applies only to principal or interest, in a
deviation from the normal CRP rating process).
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= If the SVO verifies that the security has been assigned an Eligible NAIC CRP
Rating, it assigns an NAIC Designation in accordance with the policy and
procedure specified in this Manual. The assumption in the application of this step
of the procedure is that PL securities are typically assigned a credit rating by only
one NAIC CRP. However, if this assumption is inaccurate for any PL security, the
SVO applies the same procedure specified for FE securities.

20. If the SVO verifies that the security:

® Has been assigned a credit rating but that the credit rating is not afi Eligible NAIC
CRP Credit Rating; or

* Has not been rated by an NAIC CRP; or

= Is no longer subject to a private letter rating

The SVO shall notify the insurer that the security is hot eligible for filing exemption.
The insurance company shall then eitheg( filey that security and necessary
documentation with the SVO for an independentscredit assessment or assign an

NAIC 5GI Designation and an NAICDesignation Category of NAIC 5.B GI to the
security in the related Interrogatory.

21. An NAIC 5GI Designation and an NATC Designation Category of NAIC 5.B GI may
also be used in connection with theldesignation of PL securities rated by an NAIC CRP
(i.e., for private letter ratings iSsued on or after January 1, 2018) when the documentation
is not available for the SVO to assigh an NAIC Designation. For purposes of this section,
the documentation is notjavailable for the SVO to assign an NAIC Designation if the
NAIC CRP credit rating is not included in the applicable CRP credit rating feed (or other
form of direct deliveryfrom the NAIC CRP) and the insurer is unable to provide a copy
of the private letterirating documentation necessary for the SVO to assign an NAIC
Designation.
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L1ST OF NAIC CREDIT RATING PROVIDERS

22. The CRPs that provide Credit Rating Services to the NAIC are:

Moody’s Investor’s Service, for credit ratings issued to financial institutions,
brokers, or dealers; insurance companies; corporate issuers; issuers of asset-backed
securities and issuers of government securities, municipal securities, or securities

issued by a foreign government.

Standard and Poor’s, for credit ratings issued to financial institutions, brokers,
or dealers; insurance companies; corporate issuers; issuess, Of asset-backed
securities and issuers of government securities, municipal Securities, or securities
issued by a foreign government.

Fitch Ratings — For credit ratings issued to finaneial institutions, brokers, or
dealers; insurance companies; corporate issuefsyissucss of asset-backed securities
and issuers of government securities, municipal segurities, or securities issued by a
foreign government.

Dominion Bond Rating Service (DBRS) — For credit ratings issued to financial
institutions, brokers, or dealers;insufance companies; corporate issuers; issuers of
asset-backed securities andyissuerssof government securities, municipal securities,
or securities issued byfa foreigh government.

AM. Best Company (AdM. Best) — For credit ratings issued to insurance
companies; corpotate issuers and issuers of asset-backed securities.

Morningstar Credit Ratings, LLC — For credit ratings issued to financial
institutionsy, brékers, or dealers; corporate issuers and issuers of asset-backed
secufities.

Kroll, Bond Rating Agency — For credit ratings issued to financial institutions,
brokers, or dealers; insurance companies; corporate issuers; issuers of asset-backed
securities and issuers of government securities, municipal securities, or securities
issued by a foreign government.

Egan Jones Rating Company — For credit ratings issued to financial institutions,
brokers, or dealers; insurance companies and corporate issuers.

HR Ratings de Mexico, S.A. de C.V. — For credit ratings issued to financial
institutions, brokers, or dealers; corporate issuers and issuers of government
securities, municipal securities, or securities issued by a foreign government.

NOTE: The information shown above for each NRSRO was obtained from the SEC’s website:
www.Secgov/ocr on October 14, 2016, and confirmed against each NRSRO’s annual
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Form NRSRO certification with the exception of the information for HR Ratings de Mexico,
S.A. de C.V,, which was revised on February 15, 2018, on the basis of the Order Granting
Registration for Two Additional Classes of Credit Ratings issued November 23, 2016.

NOTE: The Credit Rating Providers identified above include those of its affiliates that the
credit rating provider identified to the U.S. Securities and Exchange Commission (SEC) as
part of its Form NRSRO Application as a separate legal entity or a separately identifiable
department or division of the credit rating provider that determines credit ratings that are
credit ratings of the credit rating provider and which the SEC treats as a credit rating issued
by the credit rating provider for purposes of Section 15E of the Exchange Act and the SEC’s
rules thereunder.

CRP Credit Rating Equivalentto NAIC Designations and NAIC Designation Categories

23. Please note that the existence of a rating does not eliminate théjrequirement to file on SAR
on any insurer-owned security not currently listed insthis Manual unless exempted from
filing.
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LIMITATIONS ON USE OF NAIC CRP RATINGS

NAIC Designation is Capped to Highest NAIC CRP Rating

24. The SVO shall not assign an NAIC Designation for a rated security that reflects an opinion
of credit quality greater than that indicated by the rating assigned by an NAIC CRP, except
as provided below, and except that the SVO may assign the NAIC Designation it deems
appropriate to:

*  Municipal bonds.

= Military housing bonds or securities.

Split Ratings

25. For filing exempt securities, the NAIC Designation assigned will be the NAIC Designation
equivalent that results from the application of theyfilifighexemption process. This rule will
also apply to replication transactions defined inand, other instances where NAIC CRP
ratings are used by the SVO.

Unrated Transaction of Issuer with NAIC CRP<Rated\Debt

26. When presented with an unrated secusity of an issuer that has another issue rated by an
NAIC CRP, the staff may comsider the rated issue and its position in the capital structure
of the issuer to arrive at an NAIC Dgsignation for the unrated security, provided that the
staff shall first consult with the rating agency and independently consider the terms of the
unrated security and itssimpact on payment risk.
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GENERAL CORPORATE AND MUNICIPAL METHODOLOGY FOR INDEPENDENT CREDIT
QUALITY ASSESSMENT

NOTE: See “Special Instructions” (discussing Short-Term Investments, Circular Transactions,
Mandatory Convertible Securities, Unrated Hybrid Securities and Sub-Paragraph D Companies) in
Part One for policies that impact assignment of NAIC Designations.

27. Corporate bonds defined as the Obligations® of domestic and foreign corporations, and
preferred stock shall be distinguished on the basis of the categories discussed below. The
creditworthiness of the issuer of any particular category of Obligation shall be,assessed by
reference to the general, and any special, rating methodology discussédyin this Part, unless
the context of the analysis requires a different approach.

28. Consistent with the SVO’s authority to use reasonable” analytical discretion in its
assessments, the SVO may utilize methodologies or requestjadditional documents and
information from insurance companies, if the SV dééms igappropriate and necessary to
conduct its analysis for any investment that it reviews,

Independent Assessment

29. If the security under consideration i§ umgatéd, or if an analyst has conducted an
independent analysis of the NAICWCRP4rated security, the analyst shall make an
independent assessment of thé issuerythe security or both.

FINANCIAL ANALYSIS

Audited Financial Statement Required

30. As a first step in the independent assessment, the analyst shall conduct an independent
financial analysis of the issuer based on the financial information presented in the Audited
Financial'Statement, as defined in this Manual, submitted by the insurance company..

31. The S§VO,shall base its financial analysis on at least three years of historical audited
finafieialyinformation and a minimum of one year of projected financial information
(if ayailable) when the issuer has an operating history of three years or more.

z Obligation means bonds, notes, debentures, certificates, including equipment trust certificates, production payments,
bank certificates of deposit, bankers’ acceptances, credit tenant loans, loans secured by financing net leases and other
evidences of indebtedness for the payment of money (or a participation, certificates or other evidences of an interest in
any of the foregoing), whether constituting general obligations of the issuer or payable only out of certain revenues or
certain funds pledged or otherwise dedicated for payment.
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32. The SVO may request and consider interim financial statements, if the SVO deems the
information necessary for its analysis or to maintain a previously assigned NAIC
Designation and NAIC Designation Category.

33. However, the SVO may assign an NAIC Designation based on less than three years of
financial information in circumstances where the issue’s operating history is less than three
years or because the issuer’s legal identity has been subsumed as a result of a merger into
a new entity or due to other documentable business circumstances.

34. Where three years of financial information is not available, the analyst §hallyreview such
information as is available, and shall determine if the time period fogawhich information is
available is sufficient to produce a professionally sound opinioh,

Calculation of Ratios

35. Financial analysis shall culminate in the calculation of sueh financial ratios as the analyst
feels highlight appropriate aspects of the finaneial pérformance of the issuer that bear on
its ability to meet the obligation owed to the inguranceicémpany.

Parent-Subsidiary Situations

36. In the case of transactions involving a pafentholding company with an Audited Financial
Statement and an issuing subsidiaryiwithout a separate Audited Financial Statement, the
SVO may use the financial statements of the parent holding company as if they were
prepared for the issuing subsidiaty®when the consolidating work papers relating to the
issuing subsidiary are provided or when the operations of the parent: (a) are limited solely
to owning the issuing subsidiary; and (b) the issuing subsidiary constitutes at least 97% of
the parent’s pre-tax ingomie and assets on a consolidated basis.

Qualitative Analysis; Senior Unsecured Credit

37. Interpretation of the financial ratios obtained in the preceding section will be conducted
in thelcontext of the particular facts of the issuer and its industry. Issuer and industry
analysis“shall reflect issuer and industry response to competitive and general economic
developments, including industry and issuer growth trends, issuer market position,
competitive environment, pricing flexibility, issuer’s labor and supply sources, regulatory
considerations, quality of management, relevance of special accounting practices
applicable to the industry and any other factor that may bear on an assessment of the level
of risk associated with the issuer’s ability to meet its obligation to the reporting insurance
company. This review shall culminate in a preliminary determination of the issuet’s senior
unsecured credit quality.
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Terms of the Security; Final Designation

38. Before determining a final NAIC Designation, the analyst shall consider: (a) the position

of the security in the issuet’s capital structure (the NAIC Designation may be scaled up or

down based on the security’s relationship to the issuer’s senior unsecured debt in the

capital structure); (b) the sufficiency of the legal documentation; and (c) the terms of the

security such as:

Covenants;

Structure;

Collateral;

Third-party financial support, or other credit enhanceéments; afid

Any other credit-related factor specific to the securityiunder review.

LEGAL ANALYSIS

Legal Review

39. The SVO shall review legal agreement(s) rclated to the transaction (e.g. prospectus,

indenture, loan agreement, note purchase/ agreement, guarantee or equivalent legal

documents) along with any améndmentsywaivers, compliance certifications and opinions

of counsel it deems necessary for its analysis.

OTHER ANALYSIS

Other Information

40. The SVO tay review and consider any other public or private information (including

insurancemeompany internal credit analysis memoranda) provided by the insurance

company or obtained through its own research, that it considers relevant or necessary to

analyze,the"transaction and consistent with its Use of Generally Accepted Techniques or
Mgethodologies.

CREDIT SUBSTITUTION

Filing Requirements

41. Executed copy of the third party’s Credit Substitution Instrument (defined below)

covering all monies owed under the underlying obligation and having a tenor at least equal

to that of the underlying obligation.
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42. If the provider of the Credit Substitution Instrument and the Issuer/Obligor has been
assigned a credit Rating by an NAIC CRP, the filer provides their most recent annual

financial statements. If the provider of the Credit Substitution Instrument and the
Issuer/Obligor has not been assigned a credit rating by an NAIC CRP, then the filer
follows the documentation requirements for an Initial Filing,

43. A legal opinion of counsel in the jurisdiction where the obligation would be enforced is

always desirable and may be required, depending on the complexity of the transaction,

discussing legal enforceability as described in the definitions of Credit, Substitution

Instrument below.

Definitions

44. The tollowing terms have the meaning shown below:

Credit Substitution Methodology — Refers_to am analytical technique in which
an NAIC Designation is assigned to a secutity onithe basis of the credit strength
of a third party with a high creditpworthig®who has made an irrevocable,
unambiguous, unconditional and légallyienforceable promise to pay the insurance
company lender on a full and tumely'basis the money due to the lender from a
named borrower (whether related®r unrelated to such third party) of lower credit
worth or to purchase and"pérform the obligation itself; in either case in accordance
with underlying written agreements.

Credit Substitution Instruments — Refers to any one of a number of
instruments, knowf to be governed by ascertainable legal frameworks that define
the contfactual, legal and other elements necessary to make a promise to pay the
debt of anethemeniforceable in a given jurisdiction. Credit substitution instruments
include documentary letters of credit, guarantees, financial guaranty agreements,
fimanctal guaranty insurance (as these terms are defined below) and may include
otherjinstruments provided the legal framework that governs such instruments is
idefitified and legal enforceability of the promise to pay the debt of another can be
analyzed and incorporated into the credit assessment. Credit substitution
instruments do not include suretyships or comfort letters, as defined below.
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* Documentary Letter of Credit — An undertaking given by a third-party issuer
(typically a bank) to a beneficiary (i.e., the insurance company lender) at the request
ot for the account of the applicant (the borrower) that requires the issuer to pay
the amount of the credit solely on presentation of a specified document that
complies strictly with the terms and conditions of the letter of credit (the
document) and that prohibits non-documentary terms and conditions to payment
such as the examination of questions of fact or of law pertaining to the underlying
contracts or the assertion of defenses to payment derived from such underlying
contracts. Legal regimes that exclude non-documentary conditionsyto payment
include the Uniform Commercial Code (UCC), the Unifermy Customs and
Practices for Documentary Credits (UCP) and may includelotherlegal regimes for
letters of credit.

* Guarantee — A contractual arrangement negotiatedybetWeen a third party (the
guarantor) and the borrower and lender (an insutanee company) in which the third
party agrees to pay promptly and in fdll, money due from the borrower to the
insurance company; unconditionally, of’ onythe’sole condition that the borrower
has failed to make a payment; and infwhieh the third party promises not to pursue
repayment from the borrower ufitil thethird party’s obligation to the insurance
company is fully performed4Theé tesm unconditional in the preceding sentence
means that the third party expressly waives in writing all common law and statutory
defenses to payment pursuant to a stated intent to create a direct obligation to pay
the insurance company thefamount of money owed by the borrower and which
provides a procedure or mechanism for demand for payment with the sole
condition tof payment being the borrower’s default as triggering the insurance
company’s, right t0 demand payment and the third party’s obligation to pay. The
term guarantee encompasses joint and several guarantee arrangements in which
multiple persons agree to pay the insurance company the debt owed to it by the
borrower provided each person so promising agrees to be bound for the entire
ameunt due. The term guaranty excludes suretyships governed by suretyship law
it which the third party retains the right to assert defenses to payment under
common law, statute or transaction specific events or occurrences. The term
guarantee excludes comfort letters as defined below. Guarantees are governed by
the general contract law of the jurisdiction.
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* Financial Guaranty Insurance — An absolute, unconditional, and irrevocable
obligation to pay the named (insurance company investor) insured for the non-
payment of principal and interest when due by the named borrower, the underlying
obligation. The third party either waives all common law and statutory defenses to
payment or structures the obligation so that such defenses to payment are not
implicated. Financial Guaranty Insurance are subject to state insurance laws,
suretyship law and general contract law.

= Agreement to Purchase — A written contract in which the third patty agrees with
the insurance company that in the event the borrower defaultsyon its payment
obligation, the third party will purchase the insurance company’s claim for the
amount of the monetary obligation consisting of outstanding psinicipal and accrued
interest and thereby assume and perform it. Agreements to'pay are governed by
general contract law.

* Comfort Letters — Refers to a numbes ofidocuments that promise support of a
limited kind to a subsidiary or affiliated entity. Gemfort letters may be called letters
of assurance, keep-well letters, keepswell agréements, letters of awareness, letters
of responsibility and letters of supportigypically issued by a parent corporate entity.
Some comfort letters provide quafitifiable support such as minimum net worth
agreements, operating agfeéements™and debt service reserve make-up provisions
and some comfort létters provide enforceable remedies. The SVO may reflect
quantifiable support andythé benefit of legal enforceability of remedies in the
NAIC Designation by notching upward from the subsidiary’s stand-alone
NAIC Desigmation but comfort letters are not Credit Substitution Instruments. In
connectioft with a' comfort letter to be evaluated for the value of quantifiable
support or legal enforceability of remedies for purposes of notching, an insurance
company may provide the SVO the insurance company’s internal assessment of
the econémic value and enforceability of the comfort letter, an explanation of the
procedures used by the insurance company to grade the comfort letter and a
written legal opinion of reputable local counsel on legal enforceability in the
jurisdiction where the agreement would be enforced, translated into English, if
written in another language. The insurance company may also submit its
assessment of the likely behavior of the supporting entity in the event that the
supported entity requires support.
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Outline of Credit Substitution Methodology

45. Transactions that are candidates for credit substitution analysis are structured to rely on

the credit quality of the third party. Documentation for such transactions would include

the Credit Substitution Instrument and the agreements between the third party, borrower

and lender pertaining to the third party’s promise to pay for the debt of the borrower.

46. The analyst:

Considers the stand-alone credit quality of the borrower and that of the third party
to determine if the difference in credit quality of the third party and obligor warrant
and justify the application of credit substitution methodologys

Reviews the documentation to confirm that credit substitution methodology
provides the most accurate approach to identify, “measuse, and quantify the
business and operational risk of the obligor, businessyor transaction. The review
also confirms that the purpose of a (reditysubstitution instrument in the
transaction is not as collateral or as a strugtural element to address structural
subordination or for a purpose other than cgedit substitution. The review permits
the analyst to summarize the transaction 1 appropriate so that the obligation owed
by the obligor to the insurance gompany’can be compared to that undertaken by
the third party to the insurfance company. The summary includes terms and
conditions, maturity, ashountief the debt obligation, mandatory payment schedule,
security, identificationef bofrower/issuer and guarantors, descriptions of how
demand is made go the third party for payment under the Credit Substitution
Instrument and how the third party makes the payment, events of default, key
definitiofts afid unique terms.

Identifies the relationship of the third party to the borrower and that of other key
parties in the transaction as well as the wider business enterprise (including
affiliatessdnd subsidiaries) of which the third party and borrower are a part.

Quantifies the borrower’s payment obligation to the insurance company lender
under all circumstances and conditions; reviews the conditions under which the
Credit Substitution Instrument can be amended or terminated and the maturity of
the Credit Support Instrument in relation to the tenor of the borrower’s obligation;
evaluates the procedure governing requesting and receiving payment under the
Credit Substitution Instrument and whether it results in full and timely payment
and determines whether the third party is obligated to pay the entire amount due
to the insurance company from the borrower.

Determines whether the use of credit substitution as an analytical technique is
appropriate.
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Evaluates legal enforceability of the Credit Substitution Instrument. The analyst
uses the information from the preceding steps of the methodology and evaluates
it against the principles expressed in the definition of the specific Credit
Substitution Instrument and opinions of legal counsel in the jurisdiction where the
promise would be enforced, if provided, to evaluate legal enforceability. The
specific issues that are considered in the assessment of legal enforceability vary in
accordance with the facts of the transaction and the legal regime and legal
principles applicable to the Credit Substitution Instrument. However, the
following are a general description of the type of issues the afalysticonfirms in
enforceability analysis:

O The third party promises to pay the entire obligationyand not only any
deficiency remaining after the insurance company exhausts all remedies against
the collateral and the primary obligor(s).

O The third party agrees to pay the obligations on the date due and waives
demand, notice, marshaling of assets, and any other defenses to payment.

O The third party may not terminate ofyamend the support unless and until the
obligation owed to the insugahce company has been fully performed.

Evaluates the third party’samotiyvation and likely willingness to perform its promise
under the Credit Substitution Insttument and related documents and in context of
the relationship of the berrower and the third party.

47. The Credit Substitution Tastrument:

Does ngt condition the promise to pay in relation to the value, genuineness,
validity, 6fenférceability of the guaranteed obligations.

Repudiates circumstances or conditions that would release it from the stated
paymentobligation.

Waives rights of set-off, counterclaim, and related rights.

Provides that the obligation to make a particular payment reinstates if a payment
made by the primary obligor is recaptured as a result of the obligor’s bankruptcy
or insolvency.

Provides that the holders of the obligations are beneficiaries of the Credit
Substitution Instrument.

Identifies that the Credit Substitution Instrument ranks not less than as a senior

unsecured obligation pari-passu with those of the third party’s existing creditors.
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FOREIGN SECURITIES

Foreign Sovereign Government and Supranational Entities

48.

49.

50.

51.

A reporting insurance company that owns a security issued by a foreign sovereign
government, an agency or political subdivision of a foreign sovereign government or a
supranational entity (entities with more than one sovereign government as a member), or
that is guaranteed directly or indirectly by such an entity, must file such security with the
SVO accompanied by a prospectus and investment committee memorandum.

Insurance companies shall not file issues with the SVO if the issueridoes not have a
sovereign rating from an NAIC CRP. If the issuer is not rated by afi NALKC CRP, proof of
a guarantee from an NAIC CRP-rated foreign sovereign goyernmengmay be submitted.
Where a reporting insurance company has filed a foreign, seeurity> accompanied by an
Audited Financial Statement, in English, the SVO will assessjthe security in accordance
with the applicable corporate methodology, but the WATC Designation it may assign shall
be limited by the sovereign rating of the issuer’sycountry of origin, or the issuing
supranational entity, as applicable, as refleeted im, the Sovereign NAIC Designation
Equivalent list. This section should not¢be read as prohibiting the presentation of
transactions structured to eliminate forgign sovefeign risk.

The insurance company must filewall foteign’securities for which the information required
by this Manual is available.“For those foreign securities held by a “Sub-paragraph D
Company” as defined in Part One, where the required information is not available for the
SVO to value the security, the NAIC Designation may be determined by the reporting
insurance company.gThis determination shall carry an F suffix. In no case shall the
NAIC Designation exceed the sovereign rating of the issuer’s country of origin, or the
issuing supranational entity, as applicable, as reflected in the Sovereign NAIC Designation
Equivalentdist. The company shall provide its domestic regulator with a description of the
procedufe 1tlused to evaluate and assign ratings to these foreign securities. In addition, the
companyyshall retain the documentation supporting each designation assigned by it until
thesnextidomestic insurance department examination.

ThelSVO shall maintain and publish a list of Sovereign NAIC Designation Equivalents on
its webpage (https://www.naic.org/svo.htm) and may include on that list the NAIC
Designation equivalent for supranational entities submitted to it for review by insurers if,
in its sole discretion, it is able to determine an appropriate NAIC Designation equivalent.
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STRUCTURED SECURITIES OR TRANSACTIONS BACKED BY CREDIT ENHANCEMENT

Structured Securities Fully Guaranteed by an NAIC CRP-Rated Entity or U.S. Government

Entity
52.

53.

54.

55.

Initial Filing Requirements — A structured security filed under this section must be filed
with evidence that the guarantor is rated by an NAIC CRP and a prospectus, private
placement memoranda or other similar document describing the pool, the credit and
structural components of the transaction and how the guaranty is called®upon together
with a copy of the final executed guaranty.

Subsequent Reporting Requirement — A structured secufity filed upder this section
must be filed together with evidence of the current NAIC CRP ratingfor the guarantor.

Analytical Procedure — The analytical procedures in this sectién apply to non-NAIC
CRP-rated asset-backed securities and residentialsmottgage-backed securities fully,
unconditionally and irrevocably guaranteed by @ U.S, government entity or an entity with
an NAIC CRP-rated senior unsecured obligatioh ot claims paying ability. This procedure
shall only apply when the reporting ifi§urance company intends that the NAIC
Designation assigned to the security willidépend,solely on the rating assigned by an NAIC
CRP to the guarantor or implied rating“of the U.S. government entity. As used in this
section, an NAIC CRP-rated guaranty means an unconditional promise to pay all amounts
due to the investor on a full and timely basis, which is effective for the life of the security,
ranks as the guarantor’s direct, upSubordinated, general obligation and is issued by an
entity rated and monitored by an NAIC CRP. The guaranty may be in the form of a
guaranty, financial guaramtyvinsurance policy, letter of credit, or other similar credit
enhancement instrument. The SVO shall assess any reported structured securities
benefiting from NATE CRP-rated financial guarantee by applying the procedure described
below. The SVO shall first confirm that the guaranty meets the definition set forth above.
The SVO shall then review the terms of the reported security to determine whether any
aspectiofthe credit and structural characteristics of the security compromises the benefit
of thé"suaranty to the investor.

If the SVO is satisfied that the guarantor is fully obligated to pay the amounts due to
investors, and that the structural characteristics of the security do not compromise the
benefit of the guaranty to the investor, the SVO shall assign an NAIC Designation not
higher than the NAIC Designation that corresponds to the NAIC CRP rating assigned to
the guarantor.
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Structured Securities Backed by NAIC CRP-Rated Financial Assets

56.

57.

58.

59.

60.

Initial Filing Requirements — A structured security filed under this section must be filed
with evidence of all NAIC CRP ratings assigned to the obligors in the pool and a
prospectus, private placement memoranda or other similar document (which must include
a detailed list of all of the obligors in the pool), describing the asset types in the pool and
the credit and structural components of the transaction.

Subsequent Reporting Requirement — A structured security filed under this section
must be filed together with evidence of the current NAIC CRP rating @sSigned to each
pool obligor.

Analytical Procedure — This section applies to investment Tnstruments backed by the
scheduled payment stream from: (a) NAIC CRP-rated or NAIC'Designated underlying
obligations; (b) issued by NAIC CRP-rated entities; of, (€),200% unconditionally
guaranteed by NAIC CRP-rated entities, even if none ofithe assets themselves are rated
by an NAIC CRP.

As used in this section, an underlying obligatioft is any ebligation of an NAIC CRP-rated
entity that gives the holder of the securityfa contractual right to receive benefits in the
form of cash whether disbursed at a timé certaiwor in scheduled payments of interest and
principal. To be eligible for reporting under this section, the sum of the total cash
obligations evidenced by the finanecial ‘asset pool must be equal to or greater than the
outstanding balance on the repoxcted security. The SVO shall assess any reported structured
securities backed by NAIC€ CRP-tated underlying obligations by applying the procedure
described below. The SVO,shall confirm that the pool meets the criteria identified above.
The SVO shall ghent assess the reported security to determine whether the credit and
structural characteristies,Of the security compromise the expectation of predictable cash
flows fromythe rated pool obligors. If the SVO is satisfied that the reported security meets
the conditionsyof this subparagraph, and that the structural characteristics of the security
do gnotl compromise the expectation of predictable cash flow from the underlying
obligationsypthe SVO shall assign an NAIC Designation not higher than the NAIC

Designation corresponding to the NAIC CRP rating for senior unsecured debt assigned
to the lowest rated obligor in the pool, or, on a weighted-average basis, whichever is
applicable.

Structured Securities Fully Backed by Financial Assets Insured by NAIC CRP-Rated Insurers

61.

Initial Filing Requirement — A reporting insurance company may file such a structured
security with the SVO and the SVO may assign an NAIC Designation in reliance on the
claims paying NAIC CRP rating assigned to the pool insurer per the informational
requirements described in this section and the analytical procedure described in this
Manual.
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62. A structured security filed under this section must be filed with evidence that the pool
insurer is rated by an NAIC CRP, a prospectus, private placement memoranda or other
similar document describing the pool and a copy of the pool insurance policy including
the proof of loss and claim form together with a description of the claims processing
procedures employed by the pool insurance issuer.

63. Subsequent Filing Requirement — A structured security filed under this section must
be filed together with evidence of the current NAIC CRP rating assigned to the pool

insurer.

64. Analytical Procedure — This section applies to investment instruments backed by
underlying financial assets that are insured against individual®obligor defaults by a pool
insurance policy underwritten by an insurer with an NAIC CRP claims paying ability rating.
Such a pool insurance policy must have coverage in an amountiyequal to or greater than
the outstanding balance of the pool’s assets.

65. This procedure shall only apply when the repotting insutance company intends that the
NAIC Designation assigned to the security will’dependisolely on the claims paying ability
rating assigned to the issuer of the pool insutance policy by an NAIC CRP.

66. As used in this section, NAIC CRR-rated poeol ihsurance means an insurance policy that
provides protection against individualyobligér defaults, underwritten by an insurer rated
and monitored by an NAIC €RP for claims paying ability. The insurance policy must: be
in effect for the life of the secufity; provide for full and timely payment of all amounts due
to the issuer; and rank as the direct, unsubordinated general obligation of the rated insurer.

67. The SVO will reyiew théyreported security to determine whether the reporting insurance
company has provided evidence that there are no factors that might compromise the
contractual or finaneial ability or willingness of the pool insurer to honor claims promptly.
The SVO will then review the pool insurance policy to ascertain the terms of the policy
and verify the information provided by the reporting insurance company.

68..1f the'SVOis satistied that the pool insurer is fully obligated to pay amounts equal to
obligot defaults and that such amounts will enable the issuer to meet its payment obligation
to the investors, and that there are no factors which might compromise the contractual or
financial ability or willingness of the insurer to honor claims promptly, the SVO shall
assign an NAIC Designation not higher than the NAIC Designation corresponding to the
NAIC CRP rating assigned to the pool insurer.
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VALUATION AND CREDIT ASSESSMENT OF DEFAULTED SECURITIES
AND ANALYTICAL CONVENTIONS

General Instructions

69.

Issuers of defaulted securities often emerge from reorganization or private restructuring
and their pre-default liabilities may have been modified but remain viable as modified.
When this is the case, and the insurance company can demonstrate that it has accounted
for the loss of fair value consistently with SSAP No. 36—Troubled Debt Restructuring, the
SVO will assign a credit quality designation to the defaulted security toaeflectthe issuer’s
post-default credit risk.

Procedure for Determining a Post-Default Fair Value for a Loan oria Security

70.

71.

72.

Any insurance company that owns a previously defaultedysceurity can file relevant
information with the SVO to obtain a fair value fog, the security or loan, or in the
alternative, may calculate a fair value for the loan consistent with SSAP No. 36—Troubled
Debt Restructuring and report the fair value obtained and acopy of its work papers and other
information about how the fair value was détermined, to the SVO.

Where the insurance company has filedinfermation with the SVO and requested that the
SVO determine a fair value, the SVOjshalls€alculate a fair value for the security or loan
and communicate its determigiation t@,the insurance company in writing and enter the fair
value in the VOS Process.

Where the insurance copany has calculated or wishes to calculate the fair value, it may
report its determination to, the SVO with an explanation of the methodology used to arrive
at the fair value. The SVO will consider the information provided and determine whether
in its opinion, thelfair value claimed by the insurance company is reasonable or
unreasonableyThe SVO determination will be entered into the VOS Process and will also
be comfmunieated to the insurance company and the domiciliary regulator in writing.

Proceduré for.Obtaining a Post-Default Credit Assessment

73.

Congemporaneously with the filing contemplated above, the insurance company shall file
current financial and other relevant issuer information so that the SVO can determine the
issuer’s financial condition and a current NAIC Designation for the security. The SVO
will not assign an NAIC Designation unless the fair value for the loan or security has been
calculated consistently with SSAP No. 36— Troubled Debt Restructuring.
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Issuer Amends or Refinances an Existing Issue as a Non-Troubled Restructuring

74. Insurance companies who determine that a restructuring or workout of a transaction is
not a troubled restructuring under SSAP No. 36—Troubled Debt Restructuring shall file
information about the transaction and its determination to enable the SVO to express an

opinion on the matter. The SVO shall provide its conclusions in writing to the insurance

company and the domiciliary insurance department.

Required Documents for Credit Assessment

75. For purposes of the valuation discussed above, the insurance company shouldsubmit the

following documentation to the SVO within 120 days of closing.

76. 1f a new issue, Sources and Uses of Funds Statement, including:

» Listing of new loan participants and allocations

» Listing of previous participants and assgciatéd pagment disbursements

* Breakdown of previous issue repayment/(and explanation of any write-off/realized

loss or waiver, by type) of:

(0]

(0]

o

(0]

(0]

Principal balance
Accrued interest
Deferred financing'fees and charges
Unamortizedypremiums or discount

Make-whole provision

77. 1f amended, then:

* Breakdown and explanation of any write-off, realized loss or waiver of:

O O O O O O (o g0

Ptincipal balance

Accrued interest

Deferred financing fees and charges

Unamortized premiums or discount

Make-whole provision

Covenants

Breakdown and description of any amendment fees received

Copy of the original, executed Note Agreement and Schedules and all
Executed Amendments (including those to Inter-Creditor and Security
Agreements) to date
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O Pricing rationale, including basis for current credit risk assessment and comps
78. 1f secured, Collateral Loan Form, including:

* Most recent Compliance Certificate and financials from the company, including
calculations and comparison to covenant levels in effect at period-end.

Analytical Conventions

Issuer Liquidation

79. The SVO will maintain any non-liquidated assets of an issuer in liquidationjat NAIC 6
provided that the insurance company may file a request for a reassessment of credit quality
of the loan where there is new undetlying credit support for the obligation. As a general
rule, in an issuer liquidation of a bankruptcy-remote entity, the SVOyassumes the liabilities
to be permanently impaired, in the absence of evidence to the,conttary.

Reorganizations under Chapter 11 of the U.S. Bankruptef Gode

80. The SVO will maintain the NAIC Designation of any issuér liability subject to compromise
(i.e., any liability of the issuer that has netsemerged intact from the reorganization) at
NAIC 6. Bankruptcy-remote liabilities may be other than temporarily impaired, but may
be upgraded from NAIC 6 to reflect'the”ctedit risk of the new obligor, provided the
insurance company has recognized, a‘loss*as required by SSAP No. 36— Troubled Debt
Restructuring in a prior year as‘discussed in this Manual. New securities issued in lieu of the
compromised liabilities on emergengé from bankruptcy will be reevaluated in line with the
credit of the post-bankruptcy entity.

Work-Out or Restruetutings Resulting in Modified Terms

81. The guidance in this stbparagraph applies whether new securities are issued or not.
Whenever afi insurance company has agreed to discuss a modification of the terms of an
existing obligatien, SS.AP No. 36—Troubled Debt Restructuring is implicated and the event is
a material credit event. Reporting a work-out situation to the SVO as soon as practicable
after the decision to restructure the transaction is taken, will enable the SVO to work with
the insurer to estimate the fair value of the loan and the credit quality of the issuer.
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CREDIT TENANT LOANS

FILING INSTRUCTIONS

NOTE: See “Policies Applicable to Specific Asset Classes” in Part One for policies governing this

activity, as

well as “Specific Populations of Securities Not Eligible for Filing Exemption” in

“Procedure Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating Securities”

above.

Initial Fling Requirements

82.

83.

For Bond Lease Based CTLs and Credit Lease Based CTIs, the reporting insurance
company shall submit a completed Bond Lease Based o#(Credit Lease Based CTL
Evaluation Form, as appropriate (in either case together withithe doecumentation described
in the Evaluation Form), and the lessee’s Audited Financial Statement, unless the lessee is
a rated entity.

In the case of Acceptable CTL Variants (ACVS), the teporting insurance company shall
submit an Audited Financial Statement, |Credit Lease Based CTL Evaluation Form
(including the documents described in th€ Evaluation Form) and a separate memorandum
identifying and describing the ACV. Any"documents that are unique to the transaction by
virtue of its being an ACV should beyineluded.

Subsequent Filing Requirements

84.

For Bond Lease Based CTLs, Credit Lease based CTLs, Multiple Property Transactions
(MPTs) and Acgeptable CI'T Variants, the lessee or the lessee’s guarantor must have been
assigned a credit'ratingsby an NAIC CRP or in the event the lessee, or lessee’s guarantor,
is not rated,by an NJAIC CRP, the reporting insurance company shall file the Audited
Financial Statément of the lessee or the lessee’s guarantor, as the case may require.

GENERAL

SVO Procedute

85.

Upon receipt of an Evaluation Form, the SVO analyst shall first review the Evaluation
Form and other documents submitted by an insurer to verify that the transaction reflects
appropriate CTL criteria. If the information provided on the Evaluation Form suggests
that the transaction is likely to reflect all appropriate CTL criteria, the analyst shall proceed
to determine either: (a) the transaction reflects risk consistent with the definition and other
criteria for the category; or (b) the transaction contains risks different from those normally
associated with Schedule D transactions.
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86. Where, in the opinion of the analyst and where otherwise appropriate, the risk presented

by the transaction is inconsistent with the definition and other criteria for the CTL

category but is consistent with Schedule D reporting, the analyst may reflect the additional

risk by adjusting the Designation for the transaction downward and away from the credit

rating category assigned to the lessee. If the analyst concludes that the transaction contains

risks different from those normally associated with Schedule D, the transaction shall be

rejected as ineligible for Schedule D reporting.

General CTL Issues

87. The following are the types of general issues that may be relevant tos8Y.O% CTL analysis.

The list is not intended to be all inclusive and not all statemefits may be relevant to each

CTL category. Where appropriate, analysts shall consider:

The extent to which the transaction appears well insulated from the credit risk of
the lessor.

If a Phase I report, or the nature and pridg use,of the land, indicates a substantial
likelihood of preexisting environmental contamination, the extent to which the
risk is mitigated may be evidenced by'a Phase I or II report, an assumption of that

cost by the lessee or other acceptablésolution.

If the lessee’s NAIC Designation,is less than NAIC 2, insolvency risks associated
with the lessee may betincreased, and all other aspects of the transaction may play
an important role in the SVO’s analysis.

A previously marated lessee or guarantor is eligible for CTL consideration if it
presents thelinformation requested in the Evaluation Form.

While the namber of lenders is not limited, there must be equivalency in protection
foralllenders.

While lessor’s ownership structure is not limited (i.e., special purpose entity is not
required), the SVO may require additional information to assess whether the risks
associated with the lessor’s ownership structure are mitigated.

While the transaction may involve a leasehold interest created by an agreement
between the owner of the fee interest, the ground lessee, the ground lessor and the
remainder man, if any (specifically whether or not the ground lease or estate for
years is terminated pursuant to a foreclosure of the note(s) or whether all of the
ground lease obligations materially match all of the lessee’s obligations under the

lease).
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*  Where casualty insurance for full replacement value is required, it shall be provided
by an insurer having a claims-paying rating ability at least equivalent to an NAIC 2
Designation, or if the lessee shall be rated at least the equivalent of an NAIC 2
Designation and lessee’s GAAP net worth is at least $100 million at the time of
origination, by self-insurance. If the credit rating of a lessee self-insuring falls
below an NAIC 2 Designation equivalent, then the lessee shall obtain adequate
casualty insurance from an insurer having a claims-paying ability rating at least
equivalent to an NAIC 2 Designation. Within 90 days of a rating downgrade,
insurer shall provide evidence to the SVO that the required insutance ¢éoverage has
been obtained.

= If the lessee is not assigned an NAIC 2 Designationqos bettergand the SVO shall
consider it necessary to conclude its analysis, the insurershall'collect and send such
additional information explaining the strategic imaportance of the premises to the
lessee’s business operations (whatever thetatirélef thé leased premises; e.g., retail,
office, warehouse, manufacturing plant).

Evaluation Form

88. The CTL Evaluation Form shall bedeémedsto be a part of the documentation submitted
by the insurer subject to all pertinent rules efthe NAIC and of state insurance departments
regarding truthfulness, accuraCy and completeness. However, the Evaluation Form is not
intended to be a statement of eritefia to assist structuring of CTLs. Acceptance of an
Evaluation Form by the(SVO does not imply that the transaction will be accorded
Schedule D treatment=The'SVO shall have discretion to vary the terms of the Evaluation
Form as experiéngce and prudent analytical judgment may suggest.

BOND LEASE BASED CTLSs

Definition

89 AsBondil case Based CTL is a transaction structured around the terms of a Bond Lease.
A"Bond Lease is a lease between a lessor and a lessee for a specified period of time with
specified rent payments that are at least sufficient to repay the related note(s). The Bond
Lease requires the lessee to perform all the obligations related to the leased premises. The
investment community has historically defined a Bond Lease as a “hell or high water
lease,” the general concept being that regardless of what occurs as to the leased premises,
the lessee is obligated to continue to pay its rent. Therefore, the focus is on the credit of
the lessee (or of the guarantor of lessee’s obligations) under the Bond Lease, not the real
property characteristics related to the premises.
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Legal Characteristics of Bond Leases

90. A Bond Lease reflects the following legal characteristics:

The lessee is responsible for every obligation related to the leased premises, such
as payment of all taxes and utilities, the performance of maintenance,
environmental and ground lease obligations (if any) and the obligation that the
lessee must indemnify the lessor against losses and claims relating to the leased
premises. The lessor’s only obligation may be to provide quiet enjoyment of the
premises by the lessee.

The lessor makes no representations or warranties regarding“the cendition of the
leased premises and the lessee accepts the premises “as is.”

The lessee has no right to offset or abate rent or to terminateithe Bond Lease upon
the occurrence of obsolescence, condemnation, gasualty of for any other reasons,
except that the lessee may terminate the Bond ‘hease (a) at any time, if the
termination coincides with the lessee’s purchaseof the leased premises, for an
amount at least sufficient to pay the Qutstanding principal balance and accrued
interest; or (b) during a period no lenger than the last three years of the lease term
without such purchase, in thefevent®of a condemnation and casualty, if the
insurance proceeds (or self-iasurange proceeds) and condemnation awards are
payable to the lender/#tusteeiandyare in amounts sufficient to pay the loan in full.

The lessee is not requifed #6 occupy the leased premises if the occupant is a
subsidiary or affiliate of the credit tenant. In these cases, the SVO may require
additional infefmation regarding the strategic importance of the leased premises.

The lessee;may,assign and sublease if the lessee remains unconditionally liable for
thegperformance of all lessee obligations.

The,Bond Lease cannot be amended without the lendet’s consent.

TheBond Lease or other relevant document(s) must specifically prohibit a merger
of estates.

Structural Characteristics of Bond Lease Based Transactions

91. A Bond Lease and related documentation reflect the following structural characteristics:

Payments under the note, including a balloon payment, correspond to a lease
payment due from the lessee pursuant to the Bond Lease that is equal or greater
than the note payment. The term “balloon” in the definition is intended to imply
only a payment larger than previous payments and does not contemplate
permitting transactions with refinance risk.

Neither the lease payments nor the debt payments need be level.
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® The lessee is required to pay for all expense items.
® The lessee leases 100% of the real property securing the note.

® There is a valid first lien on the real property or the leasehold estate in favor of the
lender/trustee.

® There must be in effect a fully executed irrevocable and perfected assignment of
lease payments in favor of the lender/trustee and the lender/trustee must be
directly collecting lease payments sufficient to fully pay each and ewery installment
of debt service.

* To the extent the credit to be relied upon is that of a guarantor, the guarantee of
the lessee’s obligations must be irrevocable and uncofiditional,;"ahd must guarantee
performance of all obligations of the lessee undéfythe,Bond Lease. The term
“guarantor” excludes third-party guarantees for purposes of credit enhancement
but is intended to include support arrangemefits, Which in the opinion of the SVO,
are entered into as a regular part of thef%business of the lessee or the group of
entities of which the lessee is a part.

=  Toan to value is not relevant andtherefore not limited.

CREDIZT'LEASE\BASED CTLs

Definition

92. A Credit Lease Based CTy, transaction is one structured around a Credit Lease. A Credit
Lease is a lease between ajlessor and a lessee for a specified period of time with specified
rent payments atleast'sufficient to repay the related note(s). The Credit Lease requires the
lessee to perform mest of the obligations related to the leased premises. A Credit Lease
transaction, i1Sya, corporate bond/commercial mortgage transaction whose primary
risky/ return characteristics are derived from the creditworthiness of the lessee rather than
from the traits of the mortgaged property. The principal difference between a Bond Lease
and a Credit Lease is the small set of landlord obligations or real estate risks that must be
explicitly addressed through well-recognized mitigation methods discussed in this Manual.
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Legal Characteristics of Credit Leases

93. A Credit Lease reflects the following legal characteristics:

The lessee is responsible for most of the obligations related to the leased premises,
such as the payment of taxes and utilities, the performance of maintenance,
environmental matters caused by its occupancy and ground lease obligations (if
any) and must indemnify the lessor against most losses and claims relating to the
leased premises. Any exceptions or other obligations must be addressed through
insurance, adjusted debt service coverage ratios or other acceptapletmitigants.

The lessee accepts the leased premises, as evidenced by an estoppel certificate.

The lessee has limited rights to offset or abate et related to casualty or
condemnation or the failure to perform roof, structuralyor parking obligations.

The lessee is not required to occupy the leasedypremises if the occupant is a
subsidiary or affiliate of the credit tenantiln these cases, the SVO may require
additional information regarding the stratégicimportance of the leased premises.

The lessee may assign and subleaseif theylessee remains unconditionally liable for
the performance of all lessee obligations.

The Credit Lease cannot.be amended without the lender’s consent.

The Credit Lease or other relevant document(s) must specifically prohibit a merger
of estates.

Structural Characteristics of Crédit iease Based Transactions

94. A Credit Lease Based'transaction reflects the following structural characteristics:

Paymients under the note, including a balloon payment, correspond to a lease
paymengdue from the lessee pursuant to the credit lease, except that the loan term
may exceed the lease term by not more than six months, and the outstanding
principal balance at the end of the lease term shall not exceed 5% of the original
loan balance.

Neither the rent payments nor the debt payments need be level.

The lessee is required to either directly pay or to reimburse the lessor for primary
expense items (e.g., taxes, utilities, maintenance and other operating expenses).

The lessee leases 100% of the real property securing the note.

There is a valid first lien on the real property or the leasehold estate in favor of the
lender/trustee.
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There must be in effect a fully executed irrevocable and perfected assignment of
lease payments in favor of the lender/trustee and the lender/trustee must be
directly collecting lease payments sufficient to pay the debt service fully.

To the extent the credit to be relied upon is that of a guarantor, the guarantee of
the lessee’s obligations must be irrevocable and unconditional, and must guarantee
performance of all obligations of the lessee under the Credit Lease. The term
guarantor excludes third-party guarantees for purposes of credit enhancement, but
is intended to include support arrangements that in the opinionfofythe SVO are
entered into as a regular part of the business of the lessee or the'group’ of entities

of which the lessee is a part.

Loan balance shall not exceed initial appraised value of theyproperty. An appraisal
must be done in accordance with Member of the, Appraisal Institute (MAI)
standards. The value reported in the appraisalyrepoft must proceed from a
comparison of each of the (a) cost, (b) gomparative and (c) income approaches.

Risks and Acceptable Mitigants in Credit Lease Based T'rdfisactions

95. The following are acceptable forms of mitigatienyagainst landlord-retained obligations:

Roof, Structural and Parking Expenses Not Explicitly Covered by Credit
Lease — (a) Deduct all appropriate costs in calculating an adjusted debt service
coverage (DSC) ratio ofiat least 1.05x; and (b) Provide that funds shall be escrowed
in amounts estimated to be accumulated, on a substantially level basis, to a level
sufficient to allow for payment of the named costs at the time they are expected

to occut.

Loan TermyExceeds Initial Lease Term — (a) Difference shall not exceed six

months; and (b) Remaining principal shall not exceed 5% of original loan balance.

Casualty — (a) Rent loss insurance (or an obligation to pay rent regardless of a
caswalty) is required from an insurer having a claims paying ability rating equivalent
to an NAIC 2 Designation, or self-insurance by a tenant having a credit rating
equivalent to an NAIC 2 Designation, and whose GAAP net worth is at least $100
million, at the time of the origination; (b) If the casualty does not result in
termination of the Credit Lease, proceeds must be used to repair and restore
premises; and (c) If the casualty results in the termination of the Credit Lease,
awards go to the lender to the extent of the outstanding principal and interest.
Termination is only allowed in the last three years of the lease term, unless the
lessee is required to make a termination payment at least equal to the outstanding
principal and accrued interest.
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* Ground Lease Obligations Not Explicitly Addressed in Credit Lease —
(a) Credit Lease payments must be sufficient to pay ground rent, with DSC
adjusted accordingly; and (b) Attornment (non-disturbance) or other agreement
between fee owner and lender is required, obligating ground lessor to notify lender

of any default by ground lessee and permitting lender an opportunity to cure the
default.

* Condemnation — (a) Where condemnation results in the termination of the Credit
Lease, all awards go to the lender to the extent of the outstanding principal and
interest; and (b) Where condemnation does not result in the fermination of the
Credit Lease, the premises must be repaired and restored.

* Environmental — Phase 1 environmental report4showingwfio environmental
problems or, if the Phase I report shows a problemder the nature and prior use of
the land indicates a substantial likelihood9of preexisting environmental
contamination, a Phase II report and an assymption#of that cost by the lessee or
other acceptable solution.

ACCEPTABLE CTL:VARIANTS

96. An acceptable CTL variant (ACV) is“astransaction that meets substantially all of the
standards for a Bond Lease Basédwor Credit Lease Based CTL but that contains one or
more of the variants described in the “Guidelines for Acceptable CTL Variants” as set
forth in this Manual. An insuranceé,company may report an ACV to the SVO by submitting
the Bond Lease Based ofyCredit Lease Based Evaluation Form, whichever is appropriate,
specifically identifying the ttems in the Bond Lease Based or Credit Lease Based CTL
standards not ptesent in/the submitted transaction, explaining the differing language,
device or mitigantiput in place to substitute for the missing criteria and providing
documentation to substantiate the different approach employed in the transaction.

Guidelines for‘Aceeptable CTL Variants

97.“kransaetions that exhibit the following variations from the definitions of Bond Lease or
Credit Lease Based CTL contained above will nevertheless be eligible for Schedule D
treatment in accordance with these guidelines and the definitions if the following standards
are met:

* Transactions where lease payments are insufficient to cover required debt service.
The shortfall would be covered fully by credit enhancement, cash escrow or excess
rent set-asides.
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* Transactions with balloon payments in excess of 5% for Credit Lease Based CTLs
if lease payments or credit enhancement fund the balloon. The SVO will assess
the extent to which the payment stream, whether provided by the lease or credit
enhancement, covers the balloon payment.

* Transactions where loan term exceeds lease by more than 6 months. The lessee is
obligated either to renew the lease, purchase the property or terminate the lease
and pay an amount equal to the outstanding debt. If the tenant renews the lease,
the renewal term would have to be for the balance of the loan teffyIf the tenant
purchased the property, the sale and settlement of the landlord’s, loan’obligation
must occur not later than the date prior to which leasepaymentsywould cease and
there must be a simultaneous payment to the lender.

* Transactions that have been purchased by the reporting insurance company from
another institution via an assignment. If Bond I'éase ot Credit Lease criteria are
met, the fact that the transaction was acquited through an assignment does not
jeopardize CTL treatment.

* Transactions in which the tenant e¢cupies less than 100% of the premises. The
reporting insurance company shall identify the credit tenant and the credit tenant’s
lease payments shall be suffigient to’cover the necessary escrow, common area
maintenance and other'relevant eosts.

* Transactions where theuserof the property is not affiliated with credit tenant or
guarantor. If (a) the credit tenant or a guarantor is liable for and agrees to make
the required lease payments and (b) despite lack of affiliation between the parties,
there ist,a substantial community of interests between the parties; e.g., the
relationshipythat might exist between an auto manufacturer and an auto supplier.

* Transactions where the tenant may terminate the lease despite the fact that the
amount due under the lease is greater than 5% of the original loan amount. The
tehant shall not terminate the lease without first paying off the loan or extending
the term of the lease to a term sufficient to amortize the remaining balance of debt.

¥ Transactions in which the landlord has obligations other than those specified in
the definition for Credit Lease Based CTLs. The SVO shall have sole discretion to
determine whether the level of risk associated with the retained landlord obligation
is consistent with the mitigant used. The SVO anticipates that the reporting
insurance company will provide a structure that protects the cash flow. Devices
like cash escrow or excess rent set asides may be appropriate mitigants.
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* Transactions in which the landlord retains obligations but where the lease requires
the tenant to continue to make payments regardless of landlord’s breach of these
obligations, with tenant’s only remedy to pursue legal remedies for damages against
the landlord. These transactions would be treated as Credit Lease Based CTLs,
irrespective of the fact that the stated variation may be the only difference between
the submitted transaction and a Bond Lease Based CTL.

* Transactions that permit lease termination for casualty to all or substantially all of
the property prior to the final three years of the lease term. The repesting insurance
company must demonstrate that insurance by a third party acceptableito the SVO
is in place and fully covers principal and interest in the event ofilease termination.
A key consideration in this variation is that it be clear that the insurance company

lender would always “walk away whole.”

* Transactions that permit the lease to be canceléd if the property is not restored
within a specified time period after a casualty. The transaction shall incorporate a
mechanism to assure that the casualty couldybe sepaired within the term of the
insurance policy then in force and the faortgagee would have to permit application
of insurance proceeds to pay off the'debt.

* Transactions in which the tenamt has a right to abate rent during a casualty,
condemnation, repair orfestorationt event. The reporting insurance company shall
provide: (a) evidencéief rent insurance of a duration of at least 1 year from a
company rated the equivalent of an NAIC 1; and (b) evidence that the tenant is
obligated to resume paying rent after the end of the insurance policy payments,
regardless ofsthestatus of the casualty, condemnation, repair or restoration event.

* Transactions that’provide a right to terminate the lease and substitute property on
substantial casualty or condemnation. The tenant shall substitute equivalent leased
property.

%, Transactions where tenant has a right to condemnation award for value of
leasehold estate or tenant improvements. If the tenant has a leasehold interest in
the premises because it has advanced funds for improvements, CTL eligibility is
not affected because the agreement would permit the tenant to receive proceeds
of the condemnation award, provided the tenant continues to be obligated to make
the payments called for under the lease and those payments are sufficient to pay
the loan in full, or the loan is repaid.
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* Transactions with an unsatisfactory Phase I or II report. These sections are
intended to provide the industry with a device through which it can communicate
environmental issues to the SVO. Generally, the SVO anticipates that all CTL
transactions will have a Phase I report. If the Phase I report sets forth an
unfavorable matter, a Phase II report shall provide more detailed study of the issue.
If the reporting insurance company wants to pursue the transaction it may present
the Phase II and other material information to the SVO, detailing the manner in
which it would mitigate the risk. The SVO would then determine whether the
proposed solution serves as an adequate mitigant for the risk.

= Transactions with a stale environmental audit. These( transactions may be
permitted if the tenant has been in the property since théydate.of the initial audit,
the initial audit is available and acceptable to the SV@, and the tenant’s use of
property is not environmentally sensitive. The deguments shall include reliance on
a strong net lease paragraph to establishiythatall em¥ironmental obligations are
tenant obligations and not landlord obligations.

* Transactions with appraisals submittingionly ene appraisal method. A transaction
may be submitted with an appraisal that lacks all three-valuation methods (cost,
comparative and income approaehics)if the appraisal is in accordance with MAI
standards and makes cleafthat the 6ther two methods were not applicable and this
is stated in the MAI épinion.

* Transactions withgecond mortgages. Rent must exceed aggregate debt service on
all debt up to_required Credit Lease Based coverage standards and the second
mortgagee could not put lender into default.

* Transactions, where the lender is the second mortgagee. Rent must exceed
aggregate debt service on all debt up to required Credit Lease Based coverage
standards’and the lender shall have a right to cure first mortgage defaults.

", TranSactions with minor lessor representations, warranties or covenants. Staff
shall have sole discretion to assess the nature of the landlord obligation and the
extent to which the mitigant is appropriate. However, these transactions may be
permitted if the tenant is estopped from asserting these lessor obligations to abate
or cease payment of rent, or if there is credit enhancement or other collateral
available to protect against tenant non-payment.

= Use of collateral trustee and issuance of trust certificates. The use of a collateral
trustee, or trust certificates, has no impact on eligibility for CTL treatment. Staff
will, of course, review appropriate documentation associated with the
arrangement.
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Transactions involving a “Dark Store.” The SVO will raise no objection to CTL
eligibility for a transaction in which the original lessee “darkens” the leased
premises if the lessee remains unconditionally liable for the performance of all
lessee obligations.

MULTIPLE PROPERTY TRANSACTIONS (MPT's)

Definition

98. An MPT transaction is a series of single property Bond Lease Based CTls oriCredit Lease
Based CTLs (but not both) combined in one transaction. The MPT categoty does not alter

the fundamental structure or principles of either the Bond Lease Based of the Credit Lease

Based CTL. To qualify as an MPT CTL, each site or propetty must satisfy the existing
Bond Lease Based or Credit Lease Based CTL definition, omya stand-alone basis.

General Legal Characteristics of MPT's

99. An MPT transaction reflects the following legalcharactefistics:

Each property or site qualifies as: {a), a Bond Lease Based CTL; or (b) a Credit
Leased Based MPT CTL, ag defined below.

Either: (a) a single creditstenant;,of*(b) “affiliated” credit tenants with a guarantee
by the parent.

Differences in thesdocuments are identified and limited to dollar amount of rent
or debt and state flecal law differences.

Local counsel opinion(s) and a special counsel opinion regarding enforceability of
documentsjyperfection of security interests in the collateral and consequently, the
recotdation of security documents, are provided to the SVO.

For ‘Credit Lease Based MPT CTLs, each property has a satisfactory Phase I
cavironmental report and an Appraisal indicating the appraised value of the

property and containing the appraiser’s name and certifications done in accordance
with MAI standards.

Existing cross default and/or cross collateralization provisions are identified.

Any variance must be consistent among all the properties or sites in the

transaction.
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Legal and Structural Characteristics of Credit Lease Based MPT CTLs

100.  The legal and structural characteristics of a Credit Lease Based MPT CTL shall be the
same as the existing Credit Lease Based CTL definition, with the following modifications:

® There must be a single lessor.

= Fither a single credit tenant or affiliated credit tenants with a guarantee by the
parent; however, in all cases the lessee must occupy the leased premises.

* Any guarantee of a lessee’s obligation must be with respect to alliproperties in the

transaction.

= All risks and acceptable mitigants, as currently described'in the existing Credit
Lease Based CTL definition, must be uniform for eachyproperty.

Acceptable CTL VariantsEligible for MPT Treatment

101.  The following Acceptable CTL Variants will be acceptable for Credit Lease Based
MPT CTLs:

* Transactions that have been purchased byithe reporting insurance company from
another institution via an assigiment, If Bond Lease or Credit Lease criteria are
met, the fact that the tramsaction avas acquired through an assignment does not
jeopardize CTL treatsient.

* Transactions where the ténant may terminate the lease, despite the fact that the
amount due under, the lease is greater than 5% of the original loan amount. The
tenant may @ot téeminate the lease without first paying off the loan or extending
the term of thelease to a term sufficient to amortize the remaining balance of debt.

* TranSactions that permit lease termination for casualty to all or substantially all of
thepropesty prior to the final three years of the lease term. The reporting insurance
company must demonstrate that insurance by a third party acceptable to the SVO
is in place and fully covers principal and interest in the event of lease termination.
A key consideration in this variation is that it be clear that the insurance company

lender would always “walk away whole.”

= Transactions that provide a right to terminate the lease and substitute property on
substantial casualty, economic obsolescence or condemnation. The tenant would
have to substitute equivalent leased property.
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Transactions with appraisals utilizing only one appraisal method (provided that the
appraisal method is uniform for all properties). A transaction may be submitted
with an appraisal that lacks all three valuation methods (cost, comparative and
income approaches), provided the appraisal is in accordance with MAI standards
and makes clear that the other two methods were not applicable and this is stated
in the MAI opinion.

CTL VARIANTS REQUIRING AN NAIC CRP RATING

102.  An NAIC CRP rating is required for CTL transactions:

With two credit tenants in the transaction.

If lease payments do not commence until completiofi offeonstruction, but cash
escrow or credit enhancement is available during cofistruetion sufficient to negate
risks.

If additional credit enhancement would tpgrade the rating of the transaction above
the credit rating of the tenant.

Where self-insured tenants with_a Desighation below NAIC 2 are required to
maintain a specified minimém fiets@orth or to immediately obtain insurance.

Where environmentaldssuesyare, not addressed, but there is a strong net lease

paragraph, indemnification, compliance with laws or maintenance covenants.

With unaddressed and preexisting environmental issues, if there is credit
enhancementegother collateral to support the risk.

Where ‘thiereyis sno appraisal or MAI equivalent. Where landlord makes
constructionywarranties or credit tenant has limited rights to offset rent for
cofiStguction, if estopped agreements are in place or there is agreement from credit
tenant that set-offs are nonbinding against lender because the risk is fully mitigated.
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GROUND LEASE FINANCING TRANSACTIONS

NOTE: See “Policies Applicable to Specific Asset Classes” in Part One for policies governing this
activity, as well as “Specific Populations of Securities Not Eligible for Filing Exemption” in
“Procedure Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating Securities”
above.

FILING INSTRUCTIONS

Initial Filing Requirements

103.  For ground lease financing (GLF) transactions, the reportinginsurance company shall
submit a complete GLF Evaluation Form together with the‘decumentation described in
the GLF Evaluation Form and, if available, evidence of a eurreént Eligible NAIC CRP
Rating and related NAIC CRP analysis for: (a) the Glal' Transaction (including, but not
limited to, rating methodology used, model assumptions and stress test results); and
(b) each space lessee or its guarantor or businessloperator in the case of a hotel, warehouse,
intermodal facility, etc., or other business operation.

Subsequent Filing Requirements

104.  For GLF Transactions, thie reporting insurance company shall submit evidence, if
available, of a current Eligiblel\NAIC CRP Rating and related NAIC CRP analysis for:
(a) the GLF Transaction (@including, but not limited to rating methodology used, model
assumptions and stress _tesg results); and (b) each space lessee or its guarantor or business
operator. For purpoSes ofithis section, a current Eligible NAIC CRP Rating is defined as
one issued or reviewedwwithin the past 12 calendar months. If the GLF Transaction is
modeled bgthe NATC’s third-party modeling vendor, the reporting insurance company
will submigthedata required by the vendor in the form such vendor specifies. In the event
a spacellessee or its guarantor or the business operator, as the case may be, is not rated by
an NAIC"ERP and a space lease or business operation is not modeled, the reporting
tsurance company shall file the Audited Financial Statements and other relevant credit
infotmation of the space lessee or its guarantor or business operator, as the case may
require, consistent with all corporate bond filing requirements.

GENERAL

SVO Procedure

105.  Upon receipt of a GLF Evaluation Form, the SVO analyst shall review the form and
all documentation submitted with it and shall proceed with analysis in accordance with
section “SVO Approach to GLF Transactions” below.
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DEFINITION AND OVERVIEW

Ground Lease Financing Transaction — Definition and Overview

106. A ground lease financing (GLF) transaction typically has two components: (a) a
ground lease for a long period (e.g., 99 years) between a ground lessor who owns the land
and a ground lessee who attains a leasehold for the purpose of developing the land; and
(b) the subleasing of space or operation of a business such as a hotel, warehouse,
intermodal facility, etc., in an existing or to-be-constructed building to one or more tenants
(space tenants) under shorter (e.g., 5—15 year) leases (space leases) or te,the Operator of a
business such as a hotel, warehouse, intermodal facility, etc., under @ franchise agreement

or other arrangement.

107.  Both the ground lessor and ground lessee will typically finance their respective estates
(i.e., the fee estate of the ground lessor and the leaseheld estate of the ground lessee);
(a) the ground lessor, typically, with the issuance, of debt-like certificates or notes; and
(b) the ground lessee, typically, by borrowing fremua financial institution or traditional
mortgage lender. To secure the financing, the ground lessor will grant to the lender a
mortgage on the fee property such grounddessoriewns, and the ground lessee will pledge
to the leasehold lender its leasehold, estate and 1§ rights under the ground lease and in the
improvements which it owns and thé'space leases if any.

108.  Typically, in a GLF transaction ngither the ground lessor nor the ground lessee is an
entity either: (a) rated by an NAIC GRP; or (b) whose credit worthiness can be evaluated
by the SVO. Rather, they'are special purpose vehicles (SPVs) intended to be bankruptcy

remote.
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109.  Ina GLF transaction, it is often the case that the ground lease (i.e., the first leg of the
transaction) is structured with the same attributes as a lease in a CTL transaction (e.g., it is
“hell or high water” or “triple net”). However, because the ground lessee is an SPV rather
than a corporate entity, there is no NAIC CRP corporate credit rating or SVO corporate
analysis to rely on. To determine whether the ground lessee will have sufficient funds to
pay its ground lease obligations the SVO must look to the rent payments of the space
tenants or the operation of the business conducted in such improvements (such as a hotel,
warehouse, intermodal facility, etc.). Depending on the specifics of a GLF transaction,
analysis of space leases and space tenants and business operations and business operators
could be more akin to a commercial mortgage backed security (CIMBS), analysis than the
corporate analysis in a CTL transaction because: (a) the spacegleases may not meet the
CTL criteria and can consist of one or several space tenants ofidiffeging credit profiles and
each with differing space lease terms and ultimate payment on the’GLF is dependent on
the space tenants making their rent payment on the spaccieases; or (b) in the event there
is a business operation, ultimate payment on the GLF is/dependent on the operation of
such business to generate cashflow for groundgrent andother expenses. For this reason,
the SVO may refer certain GLF transactiofigpace lease or business operations analyses to
the SSG because of the SSG’s financial modeling capabilities and because, in accordance
with this Manual, it analyzes and assigns®NAIC Designations to CMBS transaction.

ANALYSIS AND SPECIFIC CONSIDERATIONS

SVO Approach to GLF Transactiens

110.  All GLF trapsactionsiarciineligible for filing exemption and must be submitted to the
SVO. The SVO sill conduct GLF transaction review in the following manner:

* The8VO will analyze the GLF transaction structure and determine whether the
groundilease meets the CTL criteria for Bond Lease Based or Credit Lease Based
CTLs, except for not having a credit tenant. If the SVO, in its sole discretion,
determines the ground lease does not meet the Bond Lease Based or Credit Lease
Based CTL criteria, except for a credit tenant, the security would be ineligible for
Schedule D reporting.
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= If the ground lease meets the CTL criteria, except for a credit tenant, and if three
or fewer space tenants, each of which: (a) are rated by an NAIC CRP; or (b) whose
credit worthiness can be evaluated by the SVO, when combined comprise ninety
percent (90%) or more of the total space tenant lease obligations, the SVO will
analyze the space leases to determine if they meet the CTL criteria for one of the
four CTL categories in this Manual. If so, the SVO can, in its sole discretion and
based on its analytical judgment, analyze the transaction as akin to a CTL, based
on the CTL-like nature (e.g., “hell or high water” or “triple net” features) of both
the ground and space leases, the limited number of space leases,and the corporate
credit profiles of the space tenants.

= If the ground lease meets the criteria for Bond Lease Based'or Credit Lease Based
CTLs and there are four or more space tenants, or the,SV@ has determined that
it cannot apply the approach in (b) above or the transaction does not meet the
criteria set forth in (b) above, the SVO will refer the space leases or the business
operation, as the case may be, to the S8G for possible financial modeling. If the
SSG, in conjunction with its third-party fnodeling vendor, and in its sole discretion
and analytical judgment based on fa¢torsyincluding, but not limited to, availability
of data, transaction structure and”6theytransaction specific risks, determines that
the space leases or business @péefation can be modeled, it will analyze the space
leases or business operationyasithe case may be, to determine whether they will
provide sufficient cash, flow to pay the ground lease rent payments and any
additional costs which thefground lessee is required to cover pursuant to the
ground lease terms, (e.g., taxes, utilities, maintenance, insurance).

= If the S8G, in conjunction with its third-party modeling vendor, and in its sole
discretion ‘and afalytical judgment, determines that it is unable to model the space
lease§ or business operation, as the case may be, and if the transaction has been
assigned,a public or private Eligible NAIC CRP Rating the SVO shall proceed
with an analysis of the transaction guided by the available analyses of all NAIC
CRPs that provided an Eligible NAIC CRP Rating on the transaction. For the
avoidance of doubt, the SVO’s analysis will be entirely at the discretion of the SVO
and the SVO is not obligated to accept or follow the rating methodology of any
NAIC CRP and can, in its sole discretion and based on its analytical judgement,
assign an NAIC Designation which differs from the correlated Eligible NAIC CRP
Rating or choose not to assign any NAIC Designation. The SVO may, in its sole
discretion, upon written request from the submitting investor, disclose its rationale
as to why such transaction was not given a Designation correlated to the Eligible
NAIC CRP Rating.

®  Should the SVO or, if applicable, SSG determine that it cannot assign an NAIC
Designation to the GLF, the GLF would be ineligible for Schedule D reporting.
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GLF Specific Considerations

111.  The space lease payments or business operation, as the case may be, should be
sufficient to cover any recurring costs the ground lessee is obligated to pay (e.g., taxes,
utilities, maintenance, insurance) pursuant to the terms of the ground lease. All such
ground lessee obligations will be factored into the SSG’s financial model of the space leases

or business operations, if applicable.

112.  To provide comfort that there will be no environmental liabilities, the filing documents
shall include a Phase I environmental report showing no environmental(problems and, if
the Phase I report shows a problem or the nature and prior used ofstheland indicates a
substantial likelihood of preexisting environmental cofttamination, a Phase II

environmental report.

113.  Typically, a ground lease will require the ground lessee to hold*the following insurance
to protect the ground lease payments from potentialsshoftfall due to the termination or
abatement of space lease payments or reduction‘or tétmination of business operation upon
the occurrence of condemnation or casualty, 6r other insurable condition. Any of the
insurable risks below that are not insured shouldybe otherwise mitigated and evidence of
such mitigant should be included in the filing deeuments.

* Casualty insurance in anamount ef‘coverage equal to 100% of the replacement
value of the improvemients with the fee lender named as the loss payee.

* Rentloss insurance in an améunt of coverage equal to atleast 12 months of ground

rent with the feelender named as loss payee.

*  Generaldiability ifisurance. The amount of coverage shall be sized appropriately,
dependinghon®the size and type of building (e.g., office, hotel, warehouse,
intéshodal faeility, etc.).

*  Ground¥Lessor would be required to purchase special risk condemnation
Mmsutance in an amount of coverage equal to the principal amount of the GLF.
This policy shall be prepaid and remain in place for the entire term of the GLF
secured by the fee mortgage.

NOTE: All insurance must be issued by a carrier with an NAIC Designation equivalent rating
of 1.G or better.
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WORKING CAPITAL FINANCE INVESTMENTS

NOTE: See “Specific Populations of Securities Not Eligible for Filing Exemption” in “Procedure
Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating Securities” above.

Initial Filing Requirements

114.  Aninsurance company requesting an analysis of a proposed Working Capital Finance

Program shall provide the SVO with the documentation described in this subparagraph:

An RTAS Application.

The Obligor’s Audited Financial Statements, if the Obligot.is nat rated for credit
risk by a NAIC CRP.

The insurance company’s Investment Committee Memorafidum for the proposed

Working Capital Finance Program.

The audited consolidated financial statements,of the group of which the Finance

Agent for the Working Capital FinancetProgram'is a part, and one of the following:

(0}

(0]

An annual independent repert agcording to Statement on Standards for
Attestation Engagements, (SSAT)) No. 16, reporting on controls at a service
organization relatedst®*the administration of the investment.

An annual audit ofythe internal controls of the consolidated group of which
the Finance Agent is part, which does not note any material weakness related
to servicing.

A Certification from the insurance company’s Chief Investment Office that
the insugance company, in its capacity as an Investor, is not affiliated with the
QObligor or with any Supplier in the Working Capital Finance Program, and
thatithe Working Capital Finance Program does not include any insurance or

insurance related assets.

A Certification from the insurance company’s Legal Counsel.

In the case of a participation, that it has a commercially reasonable belief that

its participation interest meets the Uniform Commercial Code’s standards for

creating and preserving first priority security interests in the payments due and in

the Confirmed Supplier Receivables.
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* In the case of a certificate, note or other manifestation, representing a right to
payment from a trust, other special purpose entity, or special purpose pool holding
confirmed supplier receivables, that it has a commercially reasonable belief that
the documents establishing and governing the Working Capital Finance Program
create and preserve interests in the Confirmed Supplier Receivables capable of
being enforced by the trustee or other entity holding Confirmed Supplier
Receivables as first priority perfected security interests under the Uniform
Commercial Code.

NOTE: Please refer to SS.AP No. 105—Working Capital Finance Tnvestments for the
definition of a “commercially reasonable belief.”

= A copy of:

O The document(s) that create the Working Capital Finance Investments (i.c.,
the short-term receivables) that is the gsubjeet of the RTAS — Emerging
Investment Vehicle Service Application;iand establishes the obligations of the
Obligor to, and the protection affordedyowners of, Working Capital Finance
Investments (including the Investors), This agreement is sometimes referred
to as the Invoice PaymentgTermshAcknowledgement, the Payable Services
Agreement or the Paying@ervices Agreement.

NOTE: Please #éfer to\““The Regulatory Treatment Analysis Service —
Emerging Investment Vehicle” in Part Two for guidance regarding the filing
of an RTAS Application with the SVO.

O The agreément(s)between the Obligor and the Finance Agent governing the
administration of the Working Capital Finance Program and the Working
Capital Finance Investments issued thereunder. These agreements may be
ingluded in the documents mentioned above or may be a stand-alone
agreement which are sometimes referred to as the Settlement Services
Agreement or the Invoice-Related Electronic Services Agreement.

O The agreement governing the sale of the Working Capital Finance Investments
from the Supplier to the Finance Agent. This agreement is sometimes referred
to as the Receivables Purchase Agreement or the Supplier Agreement. The
agreement governing the ongoing purchase of Working Capital Finance
Investments or an interest in Working Capital Finance Investments by the
Investor from the Finance Agent. This agreement is sometimes referred to as
the Agency Agreement, the Participation Agreement or the Program Trust
Agreement.
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Subsequent Filing Requirements
115.  Subsequent filing requirements include:

= Copies of any of the documents originally submitted with the RTAS Application
subsequently amended.

* The audited consolidated financial statements of the group of which the Finance
Agent for the Working Capital Finance Program is a part, and one of the following:

O An annual independent report according to Statement ommStandards for
Attestation Engagements (SSAE) No. 16, reporting on controls at a service
organization related to the administration of the investmentyor

O An annual audit of the internal controls of the &enselidatéd group of which
the Finance Agent is part, which does not note‘any ‘material weakness related
to servicing.

Definitions in SSAP No. 105—Working Capital Financenvestments

116.  Please refer to SSAP No. 105—W orkingsCapital Finance Investments, tor the definitions
and associated definitional guidance insuganee companies must understand and comply
with before applying for an NAIC Desigfiation for Working Capital Finance Programs
that would permit them to purchase, Workifig Capital Finance Investments.

117.  With the exception of the'definitions for Dilution Risk and Operational Risk below,
the definitions shown below are sumimaries of those contained in SSAP No. 105—Working

Capital Finance Investments intended only to facilitate a discussion and in all cases subordinate
to the definitions in SSAP\Ne6. 105.

Summary of Key Definitions

118.  Confitmed Supplier Receivable — A receivable sold by a Supplier to a Finance Agent
or dnvestor (or by a Finance Agent to an Investor) under a Working Capital Finance
Program déSignated by the SVO that requires the Obligor to confirm to the Finance Agent
og Investor, prior to the sale of the receivable from the Supplier to the Finance Agent or
Investor, that it has no defenses to payment of the monetary obligation represented by the
receivable against the Supplier and, therefore, no defenses to payment of the same
monetary obligation to the Finance Agent and/or Investor after such sale. The
confirmation by the Obligor that it has no defenses to payment includes confirmation that
the Obligor does not have a right to refuse payment that it may have acquired with respect
to underlying commercial trade transaction and that, if it has such a right, it will not assert
such defenses against the Finance Agent or Investor.
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119.  Dilution Risk — With respect to any Working Capital Finance Program, dilution risk
refers to disputes or contractual provisions that may reduce the amount of the obligation
owed by the Obligor to the Supplier under the original receivable or the obligation owed
by the Obligor to the Finance Agent and/or Investor under the Confirmed Supplier
Receivable. Examples of dilution risk are credit for returns of defective goods or an
allegation of fraud, such as that the invoice is not legitimate or is a duplicate invoice.

120.  Finance Agent — A bank, financial institution, financial intermediary or service
provider that facilitates the Working Capital Finance Program that arfamges the sale,
assignment or transfer of the Confirmed Supplier Receivable to the Investor and
administers payment.

121.  Investor — The insurance company that files the RTAS Application with the SVO in
order to obtain an NAIC Designation for a proposed Working Gapital Finance Program.

122.  Obligor — An entity that purchases the goodsgos, segyices from the Supplier and
thereby generates the original supplier receivable=and which Obligor has, or can be
designated, NAIC 1 or NAIC 2 by the SVO, ©6r has been assigned an equivalent credit
rating by a NAIC CRP.

123. Operational Risk — With gespéct o, any Working Capital Finance Program,
operational risk refers to the combined effe¢t of the procedures and parties employed to
implement the program and their{\responsibility under the documents and to the
determination by the SVO of whether these procedures and parties will ensure full and
timely performance by th& Obligor of the payment obligation to the Investor. An example
of an operational riskdsythéiconfirmation process employed to verify that the Obligor has
no defenses to payment.

124.  Supplier — Theyentity that sells the goods or services to the Obligor, obtains a
receivable from the Obligor in exchange and subsequently chooses to sell the right to
receive the payment associated with the receivable to the Finance Agent or Investor under
the tezmsyof/a Working Capital Finance Program designated NAIC 1 or NAIC 2 by the
SVO:

125.  "Working Capital Finance Program — The program created for the Obligor and its
Suppliers by a Finance Agent the terms of which permits Suppliers to the Obligor to
negotiate the sale of a right to receive payment from the Obligor (which is associated with
and evidenced by a receivable) to the Finance Agent or an Investor.

126. Working Capital Finance Investment — The right to receive the payment associated
with a Confirmed Supplier Receivable purchased by an Investor under a Working Capital
Finance Program designated NAIC 1 or NAIC 2 by the SVO and is the subject of
SSAP No. 105—Working Capital Finance Investments.
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NOTE: SSAP No. 105—Working Capital Finance Investments imposes reporting and statutory
accounting requirements on insurance company investments in Working Capital Finance
Investments and specifies analytical procedures to be applied or analytical controls to be verified

by the SVO that are not detailed above. Insurance companies are strongly advised to become
familiar with SSAP No. 105 before filing an RTAS Application with the SVO.

Direction and Program Parameters

127. The SVO may assign an NAIC Designation to a Working Capital Finance Program
that would generate Working Capital Finance Investment that meet,the “etiterion and
standards identified in this Section.

128.  RTAS Submission Required — A request that the SVO assign‘an NAIC Designation
to a Working Capital Finance Program is made by filing an RTAS Application. The RTAS
Application is available at www.naic.org/ documents/ svo_rtasoapp. pdj.

129.  Upon completion of its risk assessment, the SW() williss@e an RTAS Letter indicating
a preliminary NAIC Designation; i.e., the NAIC Besignation that would be assigned if the
Investor enters into a Working Capital Financ&Progtam with a Finance Agent and sought
to report it to the SVO.

NOTE: A preliminary NAIC Desigfiation cannot be used for statutory reporting
purposes.

130.  The SVO shall issue a final NAIC Designation to the Investor for the Working Capital
Finance Program and the Working Capital Finance Investments generated thereunder
upon receipt of fully executed final copies of the required documentation.

Variations in Structure

131.  Working! Capital "TFinance Programs may differ in structure and in the protection
affordedsthe Inyestor. Structural strength and weaknesses of various structures in such
programs will be reflected in the NAIC Designation assigned by the SVO.

Program Quality

132. The SVO shall only assign an NAIC Designation to Working Capital Finance
Programs that can be desighated NAIC 1 or NAIC 2. Credit quality is measured by
reference to a NAIC CRP credit rating or an NAIC Designation assigned by the SVO.
The SVO shall withdraw the NAIC Designation assigned to a Working Capital Finance
Program on the date the Obligor’s NAIC CRP credit rating or NAIC Designation is
downgraded to NAIC 3 or its NAIC CRP equivalent.

NOTE: SSAP No. 105—Working Capital Finance Investments provides that Working
Capital Finance Investments generated under a Working Capital Finance Program of
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an Obligor that falls below the equivalent of NAIC 1 or NAIC 2 becomes
nonadmitted.

Process and Methodology

133.  An NAIC Designation shall be assigned to a Working Capital Finance Program on the
basis of a thorough assessment of credit, dilution, operational and other risks, an
assessment of protections provided by operative documents to the Investor and the quality
of transaction participants.

Risk-Assessment Process

134.  Credit Risk — The NAIC Designation for a Working Capital Finance Program shall
be linked to the credit quality of the Obligor, which may be determined by reference to a
credit rating assigned by a NAIC CRP or by an NAIC Designation assigned by the SVO.
Credit risk is assessed by the SVO analyst in accosdan€eywithany permitted methodology
set forth in this Manual for corporate obligors.

135.  Dilution Risk — To achieve an NAIC 4 ot INAIG 2 Designation, the Working Capital
Finance Program must eliminate dilution tiskin the Working Capital Finance Investment
proposed to be eligible for purchase byl the'Tavestor. The terms governing the Investor’s
Working Capital Finance Investment must€liminate Obligor recourse to its Supplier as a
condition to payment of the @bligation to the Investor so as to result in an unconditional

right to receive payment on a fulband timely basis.

136.  Operational Risk —To achieve an NAIC 1 or NAIC 2 Designation, all operational
risks shall be identifiéd and assessed. Key participants shall have a NAIC CRP credit rating
or an NAIC Designationassigned by the SVO at a level at least that of the Obligor.

Legal, Structural and‘Regulatory Considerations

137.  4Events of default remedies should provide the Investor at least those rights and
privileges,"shimpaired, of a trade creditor upon default with no Obligor defenses that
could cause dilution of principal.

138.  The Finance Agent must be an entity regulated or supervised by a financial regulator
in one of the countries in the List of Foreign (non-US) Jurisdictions Eligible for Netting
for Purposes of Determining Exposures to Counterparties for Schedule DB, Part D,
Section 1 and that the regulator is the functional equivalent of the Board of Governors of
the Federal Reserve System, the Office of the Comptroller of the Currency (OCC) or the
Federal Deposit Insurance Corporation (FDIC). In the alternative, the SVO shall verify
that payments due the Investor are made directly by the Obligor with no commingling of
funds or assets with those of the Obligor, Supplier, Servicer or Trust Administrator or

other Investors.

© 2020 National Association of Insurance Commissioners 164



Part Three
SVO Procedures and Methodology for
Working Capital Finance Investments Production of NAIC Designations

139.  The SVO will verify that the Certification from the insurance company’s Chief
Investment Officer confirms that the Investor is not affiliated with Obligor and that
Working Capital Finance Investment excludes insurance or insurance-related assets.

140.  The SVO will verify that the Certification from the insurance company’s Legal Counsel
confirms the existence of a commercially reasonable belief that the documents establishing
and governing the Working Capital Finance Program establishes the rights and UCC code
standard for preserving first priority perfected interest in Confirmed Supplier Receivables.

141.  The remedies available to the participants in the Working Capital Finance Program
should be expressly identified in the documentation for the WorkingiCapital Finance

Investment.

142.  Characteristics that shall be present in a proposedWotking Capital Finance
Investment include, but are not limited to, the following, or'a substantial equivalent:

143.  The Obligor makes payments directly to the (amlnvestor; (b) Finance Agent; or
(c) servicer for the Working Capital Finance Program.

144.  The Investor must have the option, and %ot amyobligation, to purchase subsequent
Working Capital Finance Investment so a$ te ensure the Investor can exit the Working
Capital Finance Investment by permittifig existing investments to mature.

145, SSAP No. 105—Working Gapital, Finance Investments provides that the documentation
governing Working Capital Finance Programs must provide that disputes arising under
the agreements shall be submitted 6 a court of competent jurisdiction in the U.S. or be
subject to an alternativéfdispute resolution process sanctioned by state law. Given the
nature of Working €apital Binance Programs, the SVO anticipates that documentation
governing Workinig Capital Finance Investments will be subject to the laws and jurisdiction
of the courts of California, Delaware or New York, or a similar legal jurisdiction with
significant éxposure to sophisticated institutional financial transactions.

146. <Events of default must be cleatly defined, and provide a mechanism that gives the
Investor the ability to pursue collection unfettered by actions taken or not taken by
participants such as the Servicer or Trustee, or other named persons performing similar

functions.
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INVESTMENTS IN CERTIFIED CAPITAL COMPANIES

Definition

147. A certified capital company (CAPCO) is a state-legislated venture capital firm that can
be a partnership, corporation, trust or limited liability company, profit or not-for-profit
and which may capitalize itself in a variety of ways. Investors who acquire an equity interest
or qualified debt instrument from a CAPCO receive state premium or income tax credit.

Statutory Accounting Guidance

148.  Guidance on the accounting for investments in CAPCOs isin INT 06-02: Accounting
and Reporting for Investments in a Certified Capital Companyy(CARCO) (INT 06-02)
located in Appendix B of the NAIC Accounting Practices and RroceduresManual.

149.  Before a CAPCO security can be filed with the SVO, the reporting insurance company
must apply INT 06-02 to the facts of the specific security. It is the insurance company’s
responsibility to apply Statutory Accounting Guidanceifer CAPCO Transactions.

150.  INT 006-02 requires reporting entities'to agcount and report for investments in
CAPCOs consistent with the security 6r othetsinterest they acquire except for specific
guidance on the tax credits. For exafmple, an investor who acquired a bond issued by a
CAPCO would follow the accounting,guidance for bonds found in S54P No. 26R—Bonds
and report the details about theytransaction on Schedule D in accordance with the NAIC
Quarterly and Annual Statement¥Instructions. Such securities are assessed using the
procedures referenced in fegu of this Manual.

151.  For an investor who agquired a limited liability partnership interest, the interest would
be valued in accordance with the guidance for limited liability partnerships contained in
SSAP No. 48&—]Joint Ventures, Partnerships and Limited 1iability Companies and reported on
Schedul¢BA, invatccordance with the NAIC Quarterly and Annual Statement Instructions
within ‘the appropriate Joint Venture, Partnership or Limited Liability Company
subgatcgory.

152. “Both of the examples cited immediately above would also follow the specific reporting
on tax credits found in INT 06-02.

NOTE: Nothing in this Manual is intended to modify or interpret INT 06-02, SSAP No. 26R
or SSAP No. 48.
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Procedure for Reporting and Filing with the SVO

153.  The insurance company should first determine the reporting for CAPCOs indicated
by the statutory accounting guidance. This is done by establishing the character of the
investment and then applying the appropriate accounting and reporting guidance and to
the extent necessary the related procedures in this Manual for Schedule D or Schedule BA
assets. If the CAPCO investment is subject to the SVO filing process and does not meet
the filing exempt requirements, it should be filed with the SVO. If the SVO disagrees with
the insurance company characterization of the investment, it will so inform the insurance
company and provide rationale why the SVO believes the company das misapplied or
misinterpreted the guidance of INT 06-02 and request a re-filing if ficcessary.

Required Documentation
154.  Unrated — In the case of a CAPCO issue that is notratedyby an NAIC CRP:

® Initial Filings — The reporting insurafieé companly completes an SAR and
attaches the issuer’s public offering statemient'or private placement memorandum,
as the case may be, the insutanée, company’s internal credit committee
memorandum and the Audited Finaneial Statement of the issuer for the last three
consecutive years. If an issue is fated'by a rating organization other than an NAIC
CRP, submit evidence ofsuch tatingf1f none of these documents are available, the
reporting insurance c@mpany must obtain and complete the SVO’s VIM form and
submit it with the required documents and attachments.

= Subsequent Filings — For CAPCO issues that are not filing exempt follow the
procedutes that apply to Corporate Issues not Filing Exempt to file an annual
update with the SVO. The reporting insurance company shall annually file an
updated Audited Financial Statement.

Applicable Methodology

155, The SVO shall have discretion to apply any credit assessment methodology or any
combifation of credit assessment methodologies to assess the credit quality or assess asset
classification of a CAPCO security.

156. The SVO shall have discretion to apply any credit assessment methodology or
combination of methodologies and shall consider whether the procedure applicable to
securities that contain other non-payment risk should be applied.
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LOTTERY SECURITIES

Definition

157.  Lottery Securities are financial arrangements in which an insurer purchases the right
to receive lottery prize money owed by a state lottery authority to the winner of a lottery
or a subsequent assignee. The transfer may be expressed as the purchase of a receivable,
the execution of an assignment of rights or in some other legally effective manner. A
significant component of SVO’s analysis of lottery securities focuses on théenforceability
of the rights obtained by the reporting insurance company. The issue taised¥s whether
state law requires the observation of a special procedure befote a transfer of lottery prize
money may be affected.

Documentation Requirements
158.  Aninsurer filing a lottery security must file thefollowingsdocuments:

= Direct Transfer:

0 Documentation of the transfer'suchias assighment agreement or receivable

purchase agreement.
O A certified copy of aseourtorder’if one is required.

O A written statemengof the lottery authority that it has received the court order
and will make paymentfo the insurer as directed in the court order.

O Evidence,qin the form of a letter from the lottery authority, that the
withholding of federal and state income tax attributable to the lottery prize
moneywill Be credited to the insurer.

= Indirect Transfer:
O Inaddition to the documents required above, the insurer shall submit:
e A trust agreement.

e Legal opinions.

No Court Order Required

159.  If the state lottery law governing the transfer does not require a court order, the
reporting insurance company shall submit an opinion of counsel acceptable to the SVO,
certifying that no approval, consent or authorization of a governmental or administrative

authority is required in connection with the transfer.
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Court Order Required

160.  Direct Transfer — A direct transfer structure is a lottery security arrangement in which
the reporting insurance company purchases or otherwise acquires the right to the lottery
prize money directly from the winner of a lottery or from a subsequent assignee. The
reporting insurance company shall submit the following documents:

= A certified copy of the court order that authorizes the transfer of the lottery prize
money to the insurer.

= A written acknowledgement by the state lottery authority thaglit has received a
copy of the court order and that it will cause the lottery pgizeymeoney to be paid
(and, if applicable, that it will instruct and require”the ‘issuef of the annuity
responsible for making the lottery prize money paymentsito pay and deliver the
lottery prize money) directly to the insurer, in accordancewith the court order.

161. Indirect Transfer — An indirect transfer structufeyis alottery security in which the
reporting insurance company has obtained the right to,the lottery prize money by acquiring
the beneficial interest in a trust, or through somie othet'similar manner. If more than one
lottery prize is transferred to a trust (or similarientity) an additional issue is raised: i.e.,
would the indirect transfer be considergd a_transfer of the lottery prize money that must
be ordered by a court. To address4his issue, the insurer shall submit the documents
required by one of the followisig options:

= A certified copy of the courgorder that authorizes the transfer of the lottery prize
money from the tfust to the insurer, and a written acknowledgement by the state
lottery authogityghatit has received a copy of the court order and that it will cause
the lottetyprize money to be paid (and, if applicable, that it will instruct and require
the issuer ofithe annuity responsible for making the lottery prize money payments
to pay and deliver the lottery prize money) directly to the trust, in accordance with
the eouttorder.

", Afmuinqualified opinion of counsel to the effect that although state lottery law
requires a court order to effect a transfer of the right to receive lottery prize money,
the transfer of a beneficial interest in a trust is not the transfer of the lottery prize
money under state lottery law and thus no approval, consent or authorization of a
governmental or administrative authority is required in connection with the
transfer of the beneficial interest in the trust.
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* An opinion of counsel expressing a qualified opinion that the transfer of the
beneficial interest in a trust should not be construed as a transfer of lottery prize
money requiring a court order which may be qualified with respect to the lack of
case law or legislative history to support this view or by the observation that
counsel is unaware that the state lottery authority would concur with this

reasoning.

= A written acknowledgement by the state lottery authority to the effect that the
indirect transfer (e.g., via a transfer of the beneficial interest in atfust) is not the
transfer of the lottery prize and does not require a court order.

= A copy of the state lottery authority’s policy statement that i will frrevocably cause
the lottery prize money to be paid (and, if applicable, that itwill instruct and require
the issuer of the annuity responsible for making the lottetysprize money payments
to pay and deliver the lottery prize money) to_the,trust’despite the lack of court
order.

Limited Discretion for Certain Indirect Transfers

162.  An insurer reporting an indirect trafisferylottery security arrangement that cannot
obtain the documents set forth in this‘S€ction, may submit the transaction to the SVO
with a qualified opinion of coumScln that case, the SVO may process the transaction but
it shall be limited in its discretion to assigning an NAIC Designation one category lower
than the Designation the transactios would have received based on the credit strength of
the state or of the lotteryauthority.

Structured Lottery Securities

163.  If more than onglottery prize is transferred to a trust (or similar entity), the security
created thereby is considered to be a structured lottery security. The issues and criteria
describeéd above are applicable to structured lottery securities. However, securitizations
introduce'other structural considerations. The insurer is urged to contact the SVO.
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POWER GENERATION PROJECTS

Documentation Requirements

164. Independent Engineer Report — A typical report format identifies the contractor
who will construct the Project, experience, and the contract type; i.e., fixed cost turnkey.
Describes the equipment to be used to construct the Project, provides an assessment of
its expected life and identifies and explains applicable warranties. Discusses anticipated
completion date and contingencies or ramifications if the completion date is not met.
Projects financed after construction is completed will not need4to inglude such
construction discussions in the Independent Engineer Report. Thedeportshould identify
uses of construction funds and any construction budget contingengy ayailable. Provides
data and a study of Resource Risk including where the geographyjand time period over
which the information was obtained. Often provides ampanalysis of the Off-Take
Arrangement. Provides an analysis of projected cash flows based on Resource Risk and
any applicable degradation or curtailment projeetions.

165.  Off-Take Arrangement or Power Purchase Agreement — Identifies the Buyer and
the terms under which the Project’s dedicated “eapacity, generated electricity, ancillary
services, and/or environmental attributesqwill’ be sold; identifies pricing (including
escalation clauses); permitted degradation;sallowances for scheduled and unscheduled
outages; financial penalties imposedjunder the contract for generation below required
levels and identifies required réserves'and the amount of such reserves.

NOTE: Please refer to the Audited Financial Statement standards applicable to an Oft-
Taker not rated by an, NAIC CRP.

166. Information Memotrandum — This can be in the form of a Private Placement
Memorandum, a Confidential Information Memorandum or a Detailed Internal Report.
The Information, Memorandum should include: a Project description (site), parties and
background ihformation on the equipment supplier(s) and contractor, the transaction and
the economic rationale of the Project; a description of the sources and uses of funds; cash
flow pfojections covering the term of the debt, including base case and stress case
scenarios; a discussion of available reserve accounts such as debt service, operating and
maintenance and decommissioning, as applicable; a description of the legal agreements
including security and covenants and a description of the Off-Take Arrangement.
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167. Legal Agreements — The package of legal agreements identifies the terms of the
security and collateral package; and provides an opinion whether investors have a
perfected security interest and lien on the collateral; indicates the maturity date of the debt
incurred in the Project Financing and includes sufficiently detailed Scheduled and Targeted
Amortization schedules as well as the requirement for any Cash Sweep (as applicable);
identifies the reserves that have been established and confirms that such reserves are
pledged as part of the collateral package to bondholders; provides for a cash flow Waterfall
to ensure items of cash flow such as revenue, expenses, tax, debt service and distributions
occur in the specified priority; and includes the affirmative and negative covenants (such
as restricted payments tests and limitations on the incurrence of additienalindebtedness)
applicable to the Project; identifies events of default, cross-default to the issuer’s other
debt, if applicable, and remedies upon the occurrence of an event of default.

168.  Depositary Agreement— The contractual agreement between the Project company,
the lenders, and a third-party trustee, which governs ghéteolleetion and application of cash
flow proceeds from the Project.

Definitions

169.  Cash Flow Available for Debt Sérviee,(CFADS) — Cash flow from operations in
any given period (cash revenue minus,cashsoperating expenses) less major maintenance
capital expenditures. Major méintenafice expenditures are those the Project needs to make
to operate the plant in good order for the life of the transaction, including expenditures
related to a Forced Outage. Excluded from major maintenance capital expenditures are
any extraordinary or discretionary capital expenditures that are not required to keep the
plant in good working order.

170.  Cash Sweep — Refers to principal amortization that occurs at specified intervals based
on excess cash (or a portion thereof) after completing certain steps in the Project’s
Depositary Agreement Waterfall. Cash Sweep mechanisms are often utilized in order to
reduce lewerage with excess cash available, and can be utilized to reduce refinancing risk
1 certain Financing Structures. Failure to make a Cash Sweep payment does not typically
trigger a payment default, but might result in a prohibition on distributions to the parent
of SpoNsof.

171.  Depositary Agreement — Refers to the contractual agreement between the Project
company, the lenders, and a third-party trustee, which governs the collection and
application of cash flow proceeds from the Project. The Depositary Agreement includes
provisions for reserve accounts that support specific Project liquidity needs, certain future
Project liabilities, and/or backstop debt setvice.
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172.  Debt Service Coverage Ratio (DSCR) — The Cash Flow Available for Debt Service
(CFADS), divided by the scheduled interest and principal payments as measured during
any given period (measured on a 12-month rolling basis) and seeks to show the cash flow
cushion available to meet the Project’s ongoing debt amortization obligations given the
intrinsic cash flow generation ability of the Project. The scheduled interest and principal
payments are defined in the project’s bond indenture or loan agreement during a specified

period.

173. Engineering, Procurement and Construction (EPC) — Refers to a,contract under
which a contractor agrees to design and construct a project on a specified timeline and in
accordance with specified performance requirements.

174.  Financing Structure — The specific form of the financingplan des€ribing the type(s)
of debt used to capitalize the Project entity, the position of,the,debt relative to the asset
and other participants in the capital structure, terms of repayment, contractual obligations,
and protections incorporated in the financing {su€hvas guarantees, security, pledges,

reserve accounts, restrictive covenants, etc.).

175.  Fully Amortizing — The Project’s debwis fully fepaid during the term of such debt
through cash flow from operations.

176.  Fully Contracted — The Project<(as Seller) has entered into an agreement with a utility
ot other purchaser of electricitf (as Buyer) to sell all of the electricity it will produce in an
Off-Take Arrangement or PPA purstiant to which the Buyer agrees to buy the capacity,
electricity, ancillary services, tax credits and/or environmental attributes/credits generated
by the Project.

177.  Forced Outage - The net capability of the Project’s main electricity generating units
that are unavailabléyfor Toad for emergency reasons.

178.  Generation — The process of producing electric energy by transforming other forms
of energy; also, the amount of electric energy produced, expressed in kilowatt hours.

179, Heat Content — The amount of heat energy available to be released by the
transformation or use of a specified physical unit of an energy form (e.g., a ton of coal, a
barrel of oil, a kilowatt-hour of electricity, a cubic foot of natural gas, or a pound of steam).
The amount of heat energy is commonly expressed in British thermal units (Btu).

NOTE: The heat content of combustible energy forms can be expressed in terms of
either gross heat content (higher or upper heating value) or net heat content (lower
heating value), depending upon whether or not the available heat energy includes or
excludes the energy used to vaporize water (contained in the original energy form or
created during the combustion process). The Energy Information Administration

typically uses gross heat content values.
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180. Hedging Contracts — Contracts where a counterparty agrees to purchase a specified
quantity of future electric generation (or ancillary services) at fixed prices independent of
the real-time spot market prices. These contracts are typically financially settled with the
power plant selling its generation into the spot market and paying/receiving the difference
between the hedged price and the actual spot market price to/from the counterparty. In
the electric power market, these hedges are typically structured as a heat rate call option or
revenue put. Interest rate hedges provide for the conversion of floating interest rates to
fixed rates. Derivatives may be used for this purpose.

181. Implied Heat Rate — A calculation of the day-ahead electric price divided'by the day-
ahead natural gas price. Implied heat rate is also known as the “breakseven natural gas
market heat rate,” because only a natural gas generator withyanheperating heat rate
(measure of unit efficiency) below the implied heat rate value can make money by burning
natural gas to generate power. Natural gas plants with a highefioperating heat rate cannot
make money at the prevailing electricity and natutal gasipricest

182. Merchant Pricing — The price of electricity ‘agreedto between a buyer and seller set
in an open market on the basis of supply and demand.

183.  Off-Taker — The purchaser of theProjectyeompany’s electricity under an Off-Take
Arrangement or a PPA.

184.  Off-Take Arrangementd— An agreement under which the Project company enters
into an agreement with the Oft-Takeg'to provide a specified quantity of electric generation,
available capacity, ancillat§ services and/or environmental attributes and the Off-Taker is
typically obligated to pay fox that product whether or not it accepts the product; provided
the Project company has the current capacity to produce it.

185. Operation and'Maintenance Expenses (O&M) — Refers to the costs related to the
normal opéerating, maintenance and administrative activities of the Project.

186. <4Partially Amortizing — A debt amortization profile that includes a balloon payment
at thetend™of the debt term. This structure typically relies on refinancing or an equity
centribution to repay the balloon amount.

187.  Partially Contracted — A Project that has entered into a PPA or Off-Take
Arrangement for less than the plant’s full generating capacity.

188.  Power Generation Project (Project) — Refers to a power plant that generates and
sells electricity within a special purpose entity, using a specified Technology and Fuel
Source.

189.  Power Purchaser — The buyer of electric generation, capacity, ancillary services,
and/or environmental attributes from the Project company.
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190.  Power Purchase Agreement (PPA) — An agreement in which the Power Purchaser
agrees to purchase all or up to a specified quantity of electric generation, capacity, ancillary
setvices, and/or environmental attributes produced by the Project company.

191.  Project Financing — The issuance of debt by a special purpose entity on a non-recourse
basis, whereby the debt incurred to construct or acquire the Project is repaid from the cash
flow from operations of the Project company, typically pursuant to an Off-Take
Arrangement or in a PPA, rather than relying on the equity Sponsor.

192. Renewable Energy Power Generation Project — A Project Gefiétation Project
whose Technology is based on the capture of energy from ongoing natural processes, such
as sunshine, wind, wave power, flowing water, biological processes such as anaerobic
digestion and geothermal heat flow.

193.  Resource Risk — Refers to the inherent variability and wncestainty in projected solar
irradiation and wind speeds using data gathered from the projectisite that is then correlated
to a longer historical meteorological data set to,preduccia long-term resource projection
for the Project.

194.  Scheduled Outage — Refers to plannedidowntime during which a plant is unavailable

to operate. Scheduled Outages are typieally plamhed in advance and communicated with
the RTO/ISO and/or the Off-Takert

195.  Scheduled Principal Payments\.— The principal amortization amounts required to
be paid, pursuant to a scheduletincluded either in the Note Purchase Agreement, Credit
Agreement, or the form(of Note. Scheduled Principal is distinguished from Targeted
Principal payments apdsCash Sweep principal payments by the fact that failure to make a
Scheduled Prindipal payment would result in a payment default.

196.  Solar Power Generation Project — A Renewable Energy Power Generation Project
based on a teehnology that converts heat energy into electricity using mechanical processes
(solar thermal) for example, by concentrating solar radiation to create steam or that
converts ysuft light directly into electricity based on semiconductor technology
(photewoltaic or PV solar).

197. Targeted Principal Payments — Principal amortization amounts that are paid if and
to the extent that cash is available at that point of the Waterfall according to the priority
of payments in the Depositary Agreement. Failure to make a Targeted Principal payment
does not result in a payment default. Satisfaction of Targeted Principal payments may be
a condition to permitting distributions to the parent or sponsor. Financing Structures with
debt tranches that utilize Targeted Principal payments are often intended to address the
inherent period to period variability in renewable resources (such as solar or wind) by
allowing the Project to amortize principal during periods of strong resource without
penalizing or straining Project cash flow during periods of weaker resource.
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198.  Technology and Fuel Sources — The technology on which a power plant will be
based and the mechanical process or fuel to be used to generate electricity, which may
involve any one of the following: gas-fired; coal; hydroelectric; nuclear; bio-mass;
renewable; or other.

199.  Waterfall — Describes the order and priority of payments that may (or must) be made
according to the Depositary Agreement or other Project document.

200.  Wind Power Generation Project — A Renewable Energy Power Generation Project
that utilizes one or more wind turbine generators (WTGs) that hafness, the energy
generated by wind and convert it to electricity.

Economic Dynamic of Power Generation Projects

201.  The methodology discussed in this Section and below, appliessto non-recourse power
generation projects. A typical non-recourse power generation project relies on one or a
small number of assets to generate all of the preject’s revenue and operating margin over
the life of the asset(s). In some instances, thegproject’s’collateral may consist of only a
single asset and an assignment of rights mdetyan Off-Take Arrangement. In order to
propetly assess the credit quality of theseRroject Financings, a number of factors must be
considered, with the strengths and felative"weaknesses weighed against one another in an
organized and holistic manner.

General Methodology for Power Generation/Project Finance Transactions

202. Assessment of a pf@ject incorporates an evaluation of the analytical constructs
described in this, subsection:¥The conclusions drawn from each analytical constructs are
then organized by reference to the factors shown in the Credit Factor Chart in subsection
below applied in conjunction with the Principles Guiding the Use of the Credit Factor
Chart to refleet the unique structural elements in each transaction.

® Cash Flows — Analysis of the Project’s cash flow during the debt term (and
beyond, as applicable) to assess its composition and predictability.

= Competitive Position of the Project Asset and its PPA/Off-Take
Arrangement — An assessment of the Project asset within the context of the
marketplace and regulatory environment and an analysis of the PPA or Off-Take
Arrangement relative to the power market in its region and regulatory
considerations.

* Operating and Technical Risks —Assessment of the Project’s technology and
operating risks.
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* Financial Metrics — Analysis of the Project’s key financial metrics. The primary
metric for a Project Financing Structure that is fully contracted and fully
amortizing is DSCR. Financial metrics are evaluated against peers with similar
characteristics, debt service obligations and leverage. The NPV of projected cash
flow compared to total debt is another key metric used in this analysis. Additional
considerations that could strengthen or weaken the above core analysis include:

0 Liquidity/Reserve Accounts
Structure
Refinancing Risk

Structural Subordination

©O O O O

Construction Exposure

ToOLS AND CONCEPTS USED IN THE APPLICATION OE THE'\GENERAL METHODOLOGY
FOR A POWER GENERATIONLROJECT

Credit Factor Chart

203.  The following Credit Factor €haft is“fatended as a tool to organize the primary
analytical considerations derivedsfromythesapplication of the methodology discussed in
subsection above to the most impofttant factors in determining the credit quality of a
transaction. Given the highly speeialized nature of this asset class, the baseline assumption
is that there will be uniqué structural elements in each transaction that reflect the specific
facts and circumstangéStof that credit. Accordingly, judgment is required in the application
of the Credit Factot,Chart to specific transactions. For each Credit Factor, there is a

recommended rangefor weighting to reflect that risk can vary significantly among projects.
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Credit

Factor

Subcategory

Weight
(&
Range

Project Risk Score Descriptions

Contractor with
little relevant
expetience or
weak reputation;
floating contract;

Average

Contractor with some
relevant experience; fixed

Contractor with significant
experience and strong financial

. . 0% — > rate contract; reasonable position; fixed rate contract with
Construction Construction o aggressive budget L. .
40% < budget and schedule; financial incentives and
and schedule; . .
difficalt reasonable construction penalties; g#€asonable budget and
. complexity schedulé; simpléconstruction
construction 4
process and/or
complexity
Operator with
little relevant . .
" Operator with some Operator with significant
experience; . .
o exp i relevant experience; experience; operator can be
5% — irreplaceable .
Operator o operatorieandbe replaced; replaced; compensation is based
10% operator; @ .
. compensation is based on | on results with LDs for
compensation is
performance underperformance
not performance
based
Provenstechnology with
Unproven some performance
technology with hitory, or newer .
10% — e &Y ’? ) Proven technology with
Technology N limited technology with e ’ .

g 20% . . significant performance history
pefformance appropriate equipment ’
history: warranties backstopping

performance guarantees
O&M is managed by the
Operations & project or third party and
] . expenses are
Technology O&M is managed P .
. . smoothed/backstopped O&M is managed by a reputable
Operations & o by the project and . ’
. 10% = ’ by reserve accounts third party through a long-term
Maintenance o funded from cash . . .
15% and/or equipment service agreement with fixed
(O&M) flow from . ..
. warranties. Adequate pricing
operations o .
sensitivity modeling for
higher than projected
O&M expenses.
Fuel is purchased through a
. . long-term agreement with fixed
Firm fuel transportation 2 :
. pricing and firm transportation
Fuel is purchased and supply; resource . . .
° or is subject to a tolling
on the open assessment is acceptable .
o agreement with the power
Resource/Fuel 5% — market; resource and based on some on-
o L purchaser; resource assessment
Assessment 20% assessment lacks site historical data,

on-site historical
reference data

correlated to a reference
station with a longer data
set

is high-quality and based on
significant historical data or
meaningful historical operating
data is present in lieu of a new
resource assessment
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Project Risk Score Descriptions

(@it Weight
P ) Subcategory R &
actor ange Average
Weak
counterparties; Creditworthy .
. 2 Counterparties whose
. . aggressive counterparties; reasonable . . .
Creditworthiness o creditworthiness is rated above
10 — 25% i contractual terms, | contractual terms, and o,
C of Counterparty high probability achievable performance the project’s; favorable
ougterparty gh p y p ‘ contractual terms
Credit Profile of default or standards
and termination
Competitive
Position All of the .
s Partial merchant exposure )
. Project’s . . Gen@fationlis sold under a long-
Competitive o o . . with some hedging or -
. 5% —15% | generation will be tetm power purchase agreement
Position . some PPA off-take to
sold into .. . . orhedge/arrangement
mitigate price fluctuations <
merchant market
Acceptable legal
p st Strong bankruptcy:
structure/separati
e remoteness and legal Strong bankruptcy remoteness
on provisions; no . . 3 ) .
LR separation provisions; and legal separation provisions;
distribution tests; L . )
refinancine fisk: limited fefinaneinggisk; strong look-back and look-
. . S . . . . .
Transaction Transaction 10% — cross-de fmgl It ’ histofical leok-back forward distribution tests; no
Structure Structure 20% distribution tests; refinancing risk; strong

provisions with
other debt; weak
depositary
terms/cash
control/liquidity

appropriate depositary
arrangefhent and average
reserve account/liquidity
protection

depositary terms, excellent
liquidity protection with
appropriate reserve accounts

PRINCIPLES GUIDING THE USE OF THE CREDIT FACTOR CHART

Credit Factors

192.

Construction — Projects are often financed for a long-term period, with the private

placementdebtieoming in before, during, or after construction. Accordingly, if the debt is

funding before or during construction, an analysis of the construction exposure and its

potential impact on the financing must be completed. The assessment of construction risk

1s'intended to facilitate the assignment of a long-term rating for the project from the first

date of the financing, assuming steady state operations, that is unaffected by the presence

of a typical construction scenario with a properly structured Engineering, Procurement

and Construction (EPC) arrangement. Accordingly, the analysis of construction risk

exposure is meant to capture outsized risk exposures that have a high probability of

causing a meaningful delay in achievement of commercial operations, materially increasing

costs, or delaying/impairing the project’s ability to service debt.
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193.  This analysis should address the likelihood of the project’s construction being
completed on time, on budget (or within contingency), and within the expected operating
performance parameters. In addition to the likelihood of a smooth construction process,
the contractual structure of the EPC arrangement should be assessed to determine the
adequacy of remedies and mechanisms in the EPC Agreement to address potential delays,
disputes, cost overruns, and operational deficiencies. A fixed-price EPC Contract with a
reputable construction company that includes mechanisms (such as bonuses and
liquidated damages) to align the parties’ incentives to complete the Project.on time, within
operational specifications, and within budget would be expected to seere asya Strong in
the risk factor scoring for this category. Unqualified contractors, usif€alistic construction
budgets, or unachievable timelines (if not addressed by structuralienhancements to the
EPC Contract) could merit a Weak score. Escrow accountséand letters of credit may be
used to help ensure performance under the EPC Contractwhete a guarantee from the
construction company’s parent is deemed insufficient/lacking creditworthiness to
backstop the contractor’s obligations. An independent engineer would typically assess the
quality of the contract, the pricing, adequacy of, comitingency, and the ability of the
contractor to complete the scope of work in‘thetimeline expected.

194.  Special Considerations Unique t6 Renewable Projects — Wind and solar projects
are generally considered to have lower risk” construction processes than conventional
power plants due to the modular natute ofthe equipment involved and the shorter timeline
required to complete construction and commissioning activities. Both solar and wind
projects are typically commissioned’in stages, allowing the project to begin earning revenue
prior to Commercial Operation Date (COD), which can help to offset exposure to
construction delays(if they arise in the final stages of commissioning. The level of
complexity in the“eonstriction activities for a photovoltaic (PV) solar project is typically
considered%to be low*due to minimal moving parts and the modular nature of the plant
assemblyz

195. 'Qpetational & Technology — Assessment of a project’s Operational & Technology
profile isintended to determine the level of exposure to these challenges that could impact
both revenue and expenses. These risks are assessed through four primary subcategories:
operatot, technology, O&M expense profile, and resource/fuel assessment. Typical
investment grade projects will utilize commercially proven technology, a sophisticated
operator, a carefully planned operating and capital expense projection, and an appropriate
fuel arrangement that avoids financial penalties for fuel supply/transportation constraints
and exposure to fuel costs that aren’t passed through to the Off-Taker. Comprehensive
property damage and liability insurance is expected to be in place, with business
interruption coverage that compensates that project for force majeure disruptions in
operations.
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196.  Special Considerations Unique to Renewable Projects — For renewable projects,
a professional resource assessment by an experienced third-party engineering firm will
typically be completed prior to construction of a Project, with appropriate sensitivities and
adjustments for the particular geography, climate, and details of the project site and
equipment being used. Wind speeds or solar insolation data gathered on site for a
meaningful period of time in advance of the start of construction is preferable. The debt
sizing should account for downside resource scenarios as well as the mean projected
resource. Operational projects that have meaningful resource and generation data from
historical operations may rely on actual historical data points in base and §tress cases if the
actual operating history is determined to be a better predictor for futuse pesformance than

the original resource assessment.

Counterparty Exposure and Competitive Position

197.  Counterparty Exposure — In instances where_theyprojéct’s cash flow stream is
dependent upon payment or other performange by a counterparty, the credit quality of
that entity should be assessed. The primary counterpasty of concern in a typical power
project financing is the Off-Taker or hedge epunterparty for the sale of the project’s
generated powert. The credit rating of thesOffiTaker/hedge counterparty typically setves
as the ceiling for the project’s credit qualify due to reliance on the counterparty for cash
flow to service the debt financing®Fhe power purchase agreement or hedge does not need
to cover all of a power prdject’s gefieration in order for the project to qualify for an
investment grade quality conclusiondor a strong assessment in this category, but the debt
sizing should be approptiate for the level of contracted cash flows under the Off-Take
Arrangement, with limiited og no reliance on the merchant cash flow to service debt.

NOTE: Please gefento’ for Audited Financial Statement standards applicable to an Off-
Taker not rated by an NAIC CRP.

198.  LettefsWof eredit, guarantees, and other security posted in support of a lower credit
quality eounterparty’s obligations should be taken into account, as the security could be
sufficient to ensure performance throughout the contract. If the project must provide a
pati-passu lien to the hedge provider to secure the project’s obligations under the hedge,
the potential detriment to the senior lenders caused by sharing this security interest should
be evaluated relative to the debt amount and value of the Project’s long-term cash flows
under scenarios where the hedge is out of the money. Capped liens in such situations are

typically preferred.
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199.  Off-Take Arrangements should be assessed to identify risks to the project’s cash flow
due to the project failing to meet specified performance standards, uncompensated
curtailment, and any clauses that could allow the Off-Taker to reduce payments or
terminate the agreement due to future regulatory/market changes. In some instances, the
market alternatives to a counterparty, and the ease with which such counterparty could be
replaced, should be evaluated.

200.  Competitive Position — Fully contracted Projects with power purchase agreements
or hedge arrangements under market terms should generally be considered®@,have a strong
competitive position. In situations where the contractual price of the powertbeing sold
under the Off-Take Arrangement materially exceeds prevailing spot and forward market
prices in the region, the Off-Taker’s motivation for entering inte the agteement (and ability
to pass the cost of such agreement on to its ratepayers/cusgomers) should be considered.
State renewable portfolio standards, federal environmental legislation, the current political
climate, federal/state energy policy and regulations, and regional supply/demand
fundamentals may support the viability/defensibility of above market Off-Take
Arrangements. If the viability of an Off-Take Arrangeément is in question, it might be
appropriate to consider the Project’s abilityto,setvice debt if it were to sell power (and any
applicable ancillary services) under currént and f6rward market rates.

201.  Projects that are fully exposedste mereh@nt pricing are likely to be considered to have
a weak competitive position @nless a'particular heat rate or cost advantage that results in
superior cash flow relative to other market participants can be proven.

202.  Structure — A typicalipower project financing is structured as a non-recourse, stand-
alone entity thatds n€ithetyreliant on its parent, nor impacted by its parent’s credit profile.
While the ultimate stracture of the transaction can take different forms (including leases),
several components are needed in order for the Project to be considered separate from its
parent(s):

®  The Project entity is a limited or special-purpose entity (solely engaged in the
generation, distribution, voltage regulation, and/or transmission of electricity).

® The debt investors have a security interest in the assets, accounts, and equity of
the Project. The debt investors have an assignment of key contracts/agreements.

® The Project is contractually entitled to the cash flow stream that services the debt.
203.  Additionally, a typical Project structure includes the following:

* The Project’s funds are segregated from the parent/sponsor, and a third-party
trustee administers the movement of cash flow, in accordance with a Waterfall.

* Distributions to the patrent/sponsor are allowed only when certain criteria and
DSCRs are met.
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* Standard affirmative and negative covenants requiring regular operational and
financial reporting, restricting the sale of assets, prohibiting/restricting the
incurrence of additional liens/indebtedness, limiting modifications to and
cancellation of material project agreements, restricting acquisitions or changes in
line of business, and other standard project finance covenants.

204.  The assessment of strong, average, or weak for the Project’s structure is dependent
upon the strength of the above terms, and how they have been crafted to address the
Project’s specific attributes/risk profile.

205.  Financial structures that should be evaluated further to determine whether their

structure merits a designation of average or weak include:

* Refinancing Risk — Projects with partial or a back-eaded amortization during the
debt term should present downside scenarios to showythemmost likely level of debt
outstanding at maturity that will be refinanced, andithe likelihood that a refinancing
would be accepted by the marketplace based on the cash flow post-maturity,
contract structure post-maturity, and gheyexpected asset value at the time of
refinancing. The life of the asset (cempared to its expected useful life), debt/kW
of capacity, and current mergers and agquisitions (M&A) values for similar assets
on a transaction price per KW basis should be used to evaluate the viability of a
refinancing. A Project awithya fully amortizing structure (with otherwise strong
structural elements) “will be| considered stronger than a partially amortizing

structure.

= Structural Subordination — In Projects where the debt is at a holding company
and thegé is @ significant degree of Project or subsidiary level debt (or tax equity)
that needsyto besserviced prior to cash being available to service the debt of the
ratédsissuet.

206.  Thedability of'the Project to withstand revenue disruptions due to unscheduled Forced
Outagesiand/other events is assessed. The assessment factors include the existence and
ameunts, of debt service reserves, major maintenance reserves, operating reserves,
property damage and business interruption insurance, and committed working capital
facilities. A debt service reserve of six-month is standard. The need for a major
maintenance reserve may be mitigated by a long-term service agreement.
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Opverall Financial Risk Profile

207.

208.

After evaluating the Project’s credit factors, the average debt service coverage ratio
(DSCR) profile necessary to support a quality conclusion will be determined. DSCR is not
the only metric used to determine the appropriate quality conclusion—in structures with
multiple tranches, Cash Sweeps, Targeted Amortization, and refinancing risk, the net
present value (NPV) of the remaining projected cash flow divided by the total debt amount
(“NPV Ratio”) is an appropriate measure of the Project’s ability to service debt over the
term of the financing (or post-financing, when evaluating refinancing risk)#The calculation
of the NPV Ratio typically uses the coupon (or weighted average intérest fate) as the
discount rate for the calculation. In evaluating a refinancing scenagio post-maturity of the
current financing, market rates (accounting for the cugrent, fosward interest rate
environment) can be used to approximate the approptiate coupen/discount rate.

Projects exhibiting an overall credit factor assessmengof Tweak” are not expected to
fall within the highest or high-quality categories duegto their inherent weaknesses. Projects
with unique situations that give rise to higher vafiabiligy-6r uncertainty in cash flow, may
require higher debt service coverage ratios totachicve the same quality conclusion as a
comparable project without such volatility,I'he following table provides guidance for what
ranges of DSCRs or NPV Ratios*woulds@enerally indicate higher versus lower quality
conclusions given different ovegallgiskiassessments from the Credit Factor Chart.

Average Debt Service Coverage or NPV of Cash Flow to Total Debt ‘

Overall Credit | Quality Conclasion
Factor Chart .

. Investment Grade Speculative Grade
Risk
Assessment

Highest High Medium Low Lowest

Weak N/A N/A 1.30 — 2.00x 1.20 —1.50x 1.10 - 1.35x
Average 175-3.25x  1.30 — 2.00x 1.20 — 1.50x 1.10 - 1.35x 1.00 — 1.25x
Strong 1.50 - 3.00x  1.20 —1.75x 1.10 - 1.35x 1.00 — 1.25x 1.00 - 1.15x

ADDITIONAL METHODOLOGICAL CONSIDERATIONS FOR RENEWABLE ENERGY PROJECTS

Additional Considerations Applicable to Solar Power Generation Projects

209.

Assessment of Solar Power Generation Projects is conducted on the basis of the
general methodology described above but is subject to the additional considerations that
follow.
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* Regulatory Incentives — The electrical output of Solar Power Generation
utilizing photovoltaic technology can be expensive relative to the cost of the
output of thermal combined cycle gas turbines or coal-fired plants depending on
the regional market that the Project is operating in and time of day that the power
is being delivered. This often means the viability of individual projects depends on
regulatory incentive, subsidy or support. When such support exists, the form of
the support; its predictability; the general level of political support for renewable
energy and the fit with the energy policy and framework are evaluated.

= Structural Risk — If the form of incentive, subsidy or supportimposes time lines
for Project completion as a condition, the ability to meetstheytimelines and the
potential loss of the incentive, subsidy or support on the viability of the Project
should be considered.

* Technology Risk — Technology risk is defined®by reference to the potential for
serial defects that can cause panel yields to,bie belowsSpecification or make yields
degrade more quickly than originally assumed. The presence of warranties and
insurance products supporting the Project’s panel technology, as well as decreasing
future panel replacement costs shotild, be ‘eonsidered as potential risk mitigants.

* Resource Risk — The volume 'of'€lectricity produced by a PV solar power plant
depends on the period*toWperied variability of solar irradiation. The expected
volume of irradiationyover a given time is contained in forecasts provided by
reputable and experiencedyconsultants prior to the commencement of commercial
operations, expréssed as a probability distribution function. The project’s ongoing
ability to, seryicetdebt is assessed by using both the P50 and the P90 forecast to
calculate baseycase and downside financial ratio scenarios. Operational projects
that have meaningful insolation and generation data from historical operations
may tely on actual historical data points in base and stress cases if the actual
operating history is determined to be a better predictor for future performance

thansthe original resource assessment.

Additional Censiderations Applicable to Wind Power Generation Projects

210.  Assessment of Wind Power Generation Projects is conducted on the basis of the
general methodology described in the Section above, but is subject to the additional
considerations that follow.
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* Regulatory Incentives — The cost of electrical output from Wind Power
Generation is typically competitive with the cost of the output of thermal
combined cycle gas turbines or coal-fired plants depending on the regional market
that the Project is operating in and time of day that the power is being delivered.
Some projects, however, rely on a regulatory incentive, subsidy or support. When
such support exists, the form of the supportt; its predictability; the general level of
political support for renewable energy and the fit with the energy policy and

framework are evaluated.

= Structural Risk — If the form of incentive, subsidy or support imposes time lines
for Project completion as a condition, the ability to meet the timelines and the
potential loss of the incentive, subsidy or support onthe, viability of the Project
should be considered.

* Technology Risk — Technology risk is defined by reference to the potential for
serial defects that can cause lower thanyprojectedyavailability and/or higher than
projected operating expenses. The presence ofiwarranties and insurance products
supporting the Project’s turbings technology, carefully considered O&M
projections, as well as the levelmof ‘deployment of the turbine model/similar
technology, and availability*of spafe parts (OEM and/or aftermarket) are factors
that can balance this riske

* Resource Risk — Thelolume of electricity produced by a wind power plant is
impacted by the period t0 period variability of the wind resource. The wind
resource forecast1s, provided by reputable and experienced consultants prior to
the commencement of commercial operations, expressed as in a probability
distribution fumetion. The project’s ongoing ability to service debt is typically
assessed by using both the P75 and the P90 forecast to calculate base case and
dewnside, financial ratio scenarios. (Different base or downside scenarios may be
used in certain instances if the circumstances of a Project or the presence of a
unique risk exposure merits a different projection scenario.) Projects that have
meaningful wind speed and generation data from historical operations may rely on
actual historical data points in base and stress cases if the actual operating history
is determined to be a better predictor for future performance than the original

resource assessment.
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PRINCIPLES GUIDING THE USE OF THE CREDIT FACTOR CHART — SPECIAL CONSIDERATIONS
UNIQUE TO RENEWABLE PROJECTS

Credit Factors

211.  Construction — Wind and solar projects are considered to have lower risk
construction processes than conventional power plants due to the modular nature of the
equipment involved and the shorter timeline required to complete construction and
commissioning activities. Both solar and wind projects are typically commissioned in
stages, allowing the Project to begin earning revenue prior to Commercial Opetation Date
(COD), which can help to offset exposure to construction delays ifthey atise in the final
stages of commissioning. The level of complexity in the construction activities for a
photovoltaic (PV) solar project is typically considered to bedow due to minimal moving
parts and the modular nature of the plant assembly.

212.  Operational & Technology — For renewablé projeets, a professional resource
assessment by an experienced third-party engineeging firm/will typically be completed prior
to construction of a Project, with appropriate sensitivities and adjustments for the
particular geography, climate, and details ofythe Project site and equipment being used.
Wind speeds or solar insolation data gathesed 61 site for a meaningful period of time in
advance of the start of constructiofiiis preferable. The debt sizing should account for
downside resource scenariosgas welljas the mean projected resource. Projects that have
meaningful resource and operational data from historical operations may rely on actual
historical data points in pfojection’scenarios if the actual operating history is determined
to be a better predictor fofifuture performance than the original resource assessment.

213.  Special Considerations for Renewable Projects — Projects should be evaluated
using both the finanging case (typically P75 for wind or P50 for solar, unless pre-financing
actual results, differ materially and necessitate the usage of a different probability of
exceedaficcfas the baseline projection) and a stress case (typically P90 unless unique
circumstances of a Project’s risk profile or its historical performance merit the use of a
diffesent,scenario) to determine which designation is most appropriate.
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CATASTROPHE-LINKED SECURITIES

Definition

214.  Tor the purposes of this Manual, Catastrophe-Linked Bondsare financial instruments
that:

= Are specifically designed to transfer underwriting risk associated with the
occurrence of a natural catastrophic event, such as a hurricane, an earthquake or a
flood (a “Catastrophe Event”), from an originating insurer,to the reporting
insurance company investor and other security holders.

= Are structured so that payment of interest or principal to, the reporting insurance
company depends on the occurrence of a CatastrophcyEvent of a defined
magnitude or, that causes an aggregate insurance loss i excess of a stipulated

amount.

= Are structured so that either all or a pértion of the principal invested by the
reporting insurance company is at gisk’

Filing Exemption Status

215.  Catastrophe-Linked Bonds_ areseligiblesfor the filing exemption provided that: (a) the
transaction has been rated€by an WNAIC CRP; (b) the NAIC CRP rating will be
continuously monitored; and (c)ythé NAIC CRP’s rating results from application of a
methodology that incorporates historical information, as well as stochastic probability
models and computefSsimulations; assesses the potential for loss of interest and/or
principal from andetwriting risk; and correlates the probability of the occurrence of the
Catastrophe Eventiand the loss associated with the damage caused by such event to the
statistical prebability of bond default and its severity reflected by the NAIC CRP’s
alphanufmerig ratings.

Procedureifer, Other Catastrophe-Linked Bonds

216. WCatastrophe-Linked Bonds that have not been assigned a credit rating by an NAIC
CRP and those that have been assigned a credit rating by an NAIC CRP based on the use
of a methodology other than that specified above are subject to the Special Reporting

Instructions.
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MILITARY HOUSING BONDSOR SECURITIES

Direction

217.  The SVO is directed to assess investment risks of military housing bonds or securities,

as defined below, using the certification process discussed in this Manual to assign such

bonds or securities an NAIC Designation and any other appropriate analytical values it

deems appropriate.

Definition

218.  For purposes of this section, military housing bonds are defined'as Bonds or securities

that:

Are issued to finance the construction of housing for URS. military personnel and
their civilian families in projects developed iny conjunction with the
U.S. Department of Defense (DOD).

Provide for ongoing construction of new and/of tehabilitation of existing housing
to be located on and/or off U.S. miligarybases over a time horizon that may exceed
40 years.

Involve significant federal gowernmént involvement in the project, such as: the
grant of land and/otdiousing stéck for the construction project; or payment by
the federal governmentyof the rent allowance for military personnel and their
dependents directly into the project account.

Were issued pefore Wecember 31, 2009, and were:

O Initially assigned a credit rating by an NAIC CRP on the basis of a financial
guaranty issued by an NAIC CRP-rated monoline insurer where the NAIC
CRP subsequently downgraded or withdrew the rating on the military housing
bond or security solely as a result of a decision to downgrade or withdraw the
fating assigned by it to the monoline insurer; or

O Never insured by a monoline or rated by an NAIC CRP but which nevertheless
meets the underwriting standards and criteria typical of transactions that were
underwritten by monoline insurers, as determined by the SVO in its sole
analytical discretion.

INITIAL FILING REQUIREMENTS

219.  Military housing bonds or securities are defined above. Readers are urged to familiarize

themselves with that section before filing a security with the SVO. An insurance company

requesting an analysis of a military housing bond or security shall provide the SVO with

the documentation desctribed below.
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Analytical Memorandum

220. A detailed analytical memorandum containing a complete analysis of the transaction
in the following form:

= Name of Project

= Jdentification of risk assessment on key issues

* Transaction Summary and Structure Overview

® Project Summary

= Debt Issuance

* Participants and Issuance Details

* Bonds Outstanding and Sources and Uses at Close
= Scope Plan

* Any Modifications, Including New Sodrces,and Uses Based on Modified Scope
Plan

®  Other Deal Provisions

®  Accounts and Reserves

*  Key Waterfall Provisions

= Base Overview

* Developer Qverview

* Basic Allowance for Housing (BAH) and DSCR Performance
= BAHWRates and BAH Rate Growth

®  'Occupancy Rates

% Cumulative New and Renovated Military Housing Units
® Debt Service Coverage Ratio for Past Several Years

*  Occupancy and Construction History

221. Ataminimum, the memorandum shall include a detailed analysis of the following key
risk factors:

*  Stabilized/Permanent Debt Service Coverage
* Stabilized/Permanent Occupancy

* Developer Opinion
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= Political (BRAC) Opinion
= Expense Ratio (if applicable)
®  Overall Credit Opinion

Certification from Insurer Investment Officer

222.  The insurance company shall also file with the SVO a certification in such form as the
SVO shall determine and provide. The certification form shall require an investment
officer of the insurance company to attest to the truth and accuracy (of ‘the facts and
conclusions reached in the memorandum.
Prospectus
223. A final and current prospectus or offering memorandum fesproject and bonds or
securities.

Audited Financial Statements

224.  The most recent audited financial statetaents,for the project or issuer.

SUBSEQUENT FILINGREQUIREMENTS

Analytical Memorandum

225. A detailed revised or updatediafialytical memorandum containing a complete analysis
of the transaction discussiag, at a minimum, the following key risk factors:

*  Stabilizéd /Permanent Debt Service Coverage
*  Stabilized/Petmanent Occupancy

*  Dewveloper Opinion

%, Pelitical BRAC) Opinion

= “Expense Ratio (if applicable)

®  Overall Credit Opinion

Certification from Insurer Investment Officer

226.  An updated certification.

Audited Financial Statements

227.  'The most recent Audited Financial Statements for the issuet.
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STATUS OF OTHER MILITARY HOUSING BONDS

Bonds with Stand-Alone Ratings

228.  Military housing bonds or securities issued before December 31, 2009, that have been
assigned and retain a stand-alone credit rating (sometimes referred to as an underlying
rating) by an NAIC CRP continue to be subject to the filing exempt rule and process

discussed in this Manual.

Bonds Newly Issued and Bonds Rated by an NAIC CRP

229.  Military housing bonds or securities that were issued on o after Degember 31, 2009,
and were rated by an NAIC CRP shall be subject to the filing exemptudle in this Manual.

CERTIFICATION PROCESS FOR MILITARY HOUSING BONDS

Documentation

230.  An insurance company filing a military,hotsing bend or security with the SVO under
this Section 6 shall provide the SVO with a detailedbanalytical memorandum, a certification

and the other documentation as described.above.

Certification

231.  Finding — Military housing bonds or securities require expert and ongoing evaluation
to determine that the comstruction process is in compliance with requirements set forth in
the loan and othergdéeuments governing the housing project, as well as periodic
determinations ofthow the construction process impacts financial assumptions underlying
the transaction. Mast of this risk assessment centers around the effectiveness of the
constructionjand development process, the consequent availability of housing, the
generation of rent from that housing, and the sufficiency of that rent for debt service, both
in the eurrent and future time periods. Military housing bonds or securities also
iffcospotate complex contractual provisions that govern the distribution of cash flows
received from rent payments to project purposes or to equity and other investors.
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232, Military housing bonds and securities are structured with financial guaranty policies
issued by monoline insurance companies and are assigned credit ratings based on the rating
of the financial guarantor. As NAIC CRPs downgraded or withdrew the credit ratings
assigned to monoline insurance companies, military housing bonds or securities were also
downgraded or became unrated. Often, the stand-alone credit quality of the bond or its
issuer is higher than that of the financial guarantor. Because credit ratings for rated military
housing bonds or securities no longer accurately reflect the quality of the bond or security,
and because some military housing bonds or securities are no longer rated, it is necessary
to have an alternative credit assessment procedure to assess risk for statutogy risk-based
capital and other state insurance regulatory reporting purposes.

233.  Analytical Memorandum and Certification — An insarance company filing a
military housing bond or securities for analysis under this Seetion‘shall provide the SVO
with a detailed analytical memorandum that discusses key risk faetors in the project. The
general format of the memorandum and the key riskefactors that must be addressed are
more fully discussed above. The insurance company shall also provide the SVO with a
certification in such form as the SVO shall reqairejin Which an investment officer of the
filing insurance company, familiar with thestatus,of the project/investment, attests to the
accuracy of the facts and data and analyfical eenclusions in the analytical memorandum
provided to the SVO. The certification pfocess approved by this Section 5 begins with the
submission of both of these de€¢umentsito the SVO.

SVO DUE DILIGENCE OBLIGATION

Completed Certification Requiféd for, Reliance

234.  Upon receipt of ‘aycompleted certification from an appropriate insurance company
investmentyprofessional, the SVO shall be entitled to rely on the facts and data presented
in the analytical memorandum to reach an analytical determination and to treat the facts,
data and analytical conclusions contained in the analytical memorandum as true and
accurate 1wall material respects, subject to its own due diligence obligation as specified
below:
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Independent SVO Analysis

235.  The SVO shall use the documentation provided by the insurance company to perform
an independent analysis of the transaction and to assign an NAIC Designation and any
other appropriate analytical values to it. In particular, the SVO shall use third-party
information such as the project prospectus, audited financial statements and other
documentation to verify and confirm key aspects of the financial, legal and structural
aspects of the transaction described in the analytical memorandum. The SVO shall then
proceed to form an independent opinion of the risks in the project, utilizig appropriate
corporate and other analytical methodologies.

Obligation to Pass on Sufficiency of Analytical Memorandum

236.  Where the analytical memorandum is deemed to be unclear ot deficient in any respect,
the SVO shall require the insurance company to update ityor to provide a written
supplement on the issues or concerns identified®bytheySV@. The SVO shall assign an
NAIC Designation that reflects its level of confidence,in the analysis.
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PREFERRED STOCK

Directive

237.  Insurance companies classify preferred stock as either perpetual or redeemable. A
preferred stock is perpetual when the issuer of the preferred stock is not obligated to
redeem the issue, the holder of the preferred stock does not have a right to put the
preferred stock to the issuer or that there is no other equivalent right. A preferred stock is
redeemable when the issuer of the preferred stock is obligated to redeem, the issue, the
holder of the preferred stock has a right to put the preferred stock toythe issuer or that
there is some other equivalent right.

NOTE: Please see SSAP No. 32— Preferred Stock.

General Procedure for Credit Assessment and Classification of Preferred Stock

238.  The following provisions apply to all preferrédystockisubject to notching to reflect its
position in the issuer’s capital structure.

PREFERRED STOCK NOT RATED BY AN NAIC CRP

Determining an NAIC Designation

239.  The analyst shall first aseertain the senior unsecured debt rating of the issuer by
applying the general credit assessmemt procedure for corporate bonds specified. Once the
issuer’s senior unsecuredy,NAIC Designation has been established, the analyst will adjust
the associated NAICPesighation to reflect:

® The position of the preferred stock in the capital structure of the issuer.

* A defermination that the debt level in the issuet’s capital structure would, or would
n6tumpede the ability of the issuer to pay interest or dividends to the preferred
stock/holder, and whether earnings are likely to be sufficient to pay such interest
or dividends (whether or not the issuer is contractually obligated to make such
payments).

*  Whether all preferred dividends have been paid or sinking fund requirements have
been met for the last three years. If not, the analyst shall not assign an NAIC 1,
NAIC 2 or NAIC 3 Designation to the preferred stock.

240.  Once these adjustments have been considered, the analyst shall then determine and
assign the most appropriate NAIC Designation to the preferred stock.
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PREFERRED STOCK RATED BY AN NAIC CRP

Determining an NAIC Designation

241.  Rated Preferred Issue — If the preferred stock is rated by an NAIC CRP, the SVO
shall note the equivalent NAIC Designation for the issue and then apply the instructions
outlined in this Manual. If necessary, the analyst shall adjust the NAIC Designation
equivalent to the NAIC CRP rating as is appropriate. If no adjustment is deemed necessary
to the NAIC Designation equivalent to the NAIC CRP rating, the analyst'shall assign the
NAIC Designation equivalent to the NAIC CRP rating to the preferredistock:

242.  Issuer Rated, Preferred Issue Not Rated — The analyst’mayi detetmine the issuer’s
senior unsecured designation by converting the rating assigried byythe NAIC CRP to the
issuer’s outstanding debt into an equivalent NAIC Designation. Once the senior
unsecured designation level has been established, %the Janalyst may adjust the
NAIC Designation associated with the issuer’s sehior unisecured designation level to the
unrated preferred stock. The analyst thenW, detesmines the most appropriate
NAIC Designation and applies the NAIC Dgsignation to the preferred stock.

243.  Issuer Rated, with Other Preferred'StocksRated — The analyst may determine an
NAIC Designation for an unrated prefétred by comparing the unrated preferred stock
with the outstanding rated preférredistoek. The analyst will make such adjustments as are
necessary to account for disstmilar features in the two securities. The analyst shall then
determine the most appropriate NAIC Designation and apply the NAIC Designation to
the preferred stock.
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SUBSIDIARY, CONTROLLED AND AFFILIATED (SCA) DEBT OR PREFERRED STOCK
INVESTMENTS

NOTE: See “Policies Applicable to Specific Asset Classes” in Part One for the policies governing this
activity, as well as “Specific Populations of Securities Not Eligible for Filing Exemption” in
“Procedure Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating Securities”

above.

Filing Instructions

244,  Common Stock — An investment in the form of commongstock issued by an
insurance or non-insurance subsidiary, controlled or affiliated (SCA) entity ot the reporting
insurance company or an investment in the form of a pteferted stock issued by an
insurance subsidiary, controlled or affiliated company of thégeporting insurance company
is required to be filed with the NAIC Financial RegulatoryServices Division in the
manner and form and with the documentation (provided for in the Appendix to
SSAP No. 97—Investments in Subsidiary, Controlled dud Affiliated Entities.

245. Bonds — An investment in the form of atbond issued by an insurance or noninsurance
SCA entity of the reporting insurance companyisstiled with the SVO. To file an SCA bond
investment, the reporting insurance gompany files an Audited Financial Statement for the
subsidiary, a copy of the corporate resolution authorizing the issuance of the debt, written
evidence that the transaction has been approved by the state of domicile or that no such
approval is necessary and, if the subsidiary is an insurance company, the subsidiary’s most
recent NAIC Financial Statement Blank, together with the reporting insurance company’s
NAIC Financial,Statement Blank, internal investment committee memorandum for the
investment and loan decumentation appropriate to the transaction.

246.  Preferfed Stock”’— An investment in the form of a preferred stock issued by a
noninsuganee SCA entity of the reporting insurance company is filed with the SVO. To
filetan SCA preferred stock issued by a non-insurer, the reporting insurance company files
an_Audited Financial Statement for the issuer of the preferred stock, a copy of the
corporate resolution authorizing the issuance of the preferred stock, written evidence that
the transaction has been approved by the state of domicile or that no such approval is
necessary, together with details of the terms of the preferred stock, as well as the NAIC
Financial Statement Blank for the reporting insurance company.

NOTE: Please see the section on preferred stock in this Part for additional analytical

procedures applicable to that asset class.
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Purpose

247.  This section applies to credit assessment of any SCA investment in the form of a debt
instrument purchased (or otherwise acquired) from an insurance or non-insurance entity
(SCA debt) and preferred stock issued by an insurance or non-insurance entity (SCA
preferred stock). This procedure is used to determine whether an SCA debt or SCA
preferred transaction is eligible for reporting as an Investment Security pursuant to this
Manual. The determination of “Investment Security” and credit assessment provided by
the SVO shall not be construed to reflect assessments specific to affiliatéd transactions
contained in SSAP No. 25—Alffiliates and Other Related Parties. As such,an SVO-assigned
NAIC Designation for affiliated transactions:

* Does not reflect collectability based on independentipayment ability of a parent
reporting entity.

* Does not reflect whether the transaction wassonducted at arm’s-length.
= Does not reflect whether the transacfionais «considered “economic” under
SSAP No. 25.
Notification Procedure
248.  Prior to applying the procedutes, requiteéd below, the SVO shall:

* Confirm that the SCAyrelationship has been reported to the NAIC Financial
Reporting Services, Divisiog, if required.

= If the SCA common preferred stock transaction was reported (or if not required
to be reposted), the SVO shall:

O _Inform the state insurance department of the reporting insurance company’s
state of domicile that the SCA debt or SCA preferred stock has been filed with
the SVO.

O “Evaluate whether the SCA debt or SCA preferred stock transaction is circular
within the meaning of that phrase as discussed in this Manual.

O In the case of SCA preferred stock, determine the SCA preferred stock issuer’s
senior unsecured debt designation and obtain the appropriate designation level
for the preferred stock by applying the methodology specified in this Manual.
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249.  Although an NAIC Designation does not provide assurances regarding arm’s-length
or economic, if the SVO becomes aware of any information that indicates further review
is warranted, the SVO shall contact the reporting entity to discuss, with subsequent
notification (by the reporting entity or SVO) to the domiciliary state regulator, as needed.
Pursuant to SSAP No. 25, affiliate transactions that are not arm’s-length and/or economic
are subject to additional accounting and reporting guidelines and each reporting entity is
required to be knowledgeable about its domiciliary state regulatory requirements for
approval of these transactions.

Definitions
250.  The following definitions/concepts are from SSAP No. 25:

* Arm’s-Length — An arm’s-length transaction is defified as @ transaction in which
willing parties—each being reasonably aware of all relegant facts and neither under
compulsion to buy, sell or loan—would be willing te participate.

* Economic — An economic transaction, i§ydefined as an arm’s-length transaction
which results in the transfer of the gisks and tewards of ownership and represents
a consummated act thereof; i.e., “permanence.” The appearance of permanence is
also an important criteriondin agsessing the economic substance of a transaction.
In order for a transactioasto havesec€onomic substance and thus warrant revenue
(loss) recognition, it must appear unlikely to be reversed. An economic transaction
must represent a bona fide business purpose demonstrable in measurable terms.
A transaction which results in the mere inflation of surplus without any other
demonstrablesand ‘measurable betterment is not an economic transaction. The
statutoryiaccounting shall follow the substance, not the form of the transaction.

Procedure for Credit‘Assessment of Filed SCA Transaction

251.  Thefproeedute specified in this section applies to bonds and preferred stock whose
terms, sttucture, complexity and purpose are like those in transactions between unaffiliated
parties, filed with the SVO so that credit risk assessment methodologies applied to
transactions between unaffiliated parties can be meaningfully applied to transactions
between affiliated parties.

252. A determination that a bond or a preferred stock submitted for an assessment under
this section is not like a transaction between unaffiliated parties and/or that analytical
methodologies applied to transactions between unaffiliated parties cannot be meaningfully
applied to the filed transaction shall be in the sole discretion of the SVO.
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253.  An insurer apprised of the SVO’s determination may request a conference call with
the SVO to evaluate whether focused disclosure and documentation pertaining to the
terms, structure, complexity and purpose of the transaction may enable the SVO to
develop a credit assessment methodology specific to the transaction. If the insurer and the
SVO agree that a transaction specific credit assessment approach can be developed,
administrative details pertaining to the conduct of the assessment shall be as negotiated
between the SVO and the insurer.

254.  Instead of filing a transaction under this section, an insurer may choose¢™o, file an RTAS
submission (discussed in this Manual) to solicit an opinion and rationale from the SVO
whether or not an SCA transaction would be considered o be like those between
unaffiliated entities or ask its domiciliary state regulator to considenequesting that the
SVO assist the department in the determination of ang NAIC“Designation for the
transaction under the Regulatory Transactions procedure discussed in this Manual.
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INVESTMENTS IN FUNDS

NOTE: See “Policies Applicable to Specific Asset Classes” in Part One for the policies governing this
activity, as well as “Specific Populations of Securities Not Eligible for Filing Exemption” in
“Procedure Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating Securities”
above.

Purpose

255.  This section established a comprehensive framework to be used by the SVI© to identify
fund investments that can be appropriately characterized as a “fixedsincome-like” asset
eligible for assignment of an NAIC Designation. This sectioft als@,provides instructions
for inclusion of eligible funds on an appropriate NAIC List ofNAIC compilation process;
criteria and methodology for assignment of NAIC Designationsiand identifies regulatory

treatment to be accorded.

Conditions to Eligibility

256.  The “fixed-income-like” regulatory tfeatment accorded under this Section 8 only
applies to funds that the SVO has vesified 'mect eligibility criteria established by the
VOS/TF and been assigned NAIC DeSignations or reviewed under the verification
procedures and added to an NATCiListyor other NAIC compilation process as hereafter
discussed in this Manual. Theyuse off NAIC CRP credit ratings under the filing exempt
process discussed in this Manual'shall not be an acceptable basis to apply for and receive
the regulatory treatment Specified in this section. A private fund reported on Schedule BA,
acquired prior to Jafiuafy, 152019, and reported with an NAIC Designation produced
under filing exemption, can continue to be reported on that basis if it receives a public
credit rating with anfwal surveillance from a CRP until sold or disposed of, provided the
insurer also feports the investment on the Fund GI (General Interrogatory). Funds that
do not qualify for the exceptions identified in this section would continue to be reported
as commens stock on Schedule D, Part 2, Section 2 or as other invested assets on
Scheédule)BA without NAIC Designations.

NOTE: In all cases where it is necessary for the reader to understand statutory accounting guidance
or concepts, please refer to the NAIC Accounting Practices and Procedures Manual.
Application

257. An insurance company interested in establishing whether a fund meets eligibility
requirements or the sponsor of a fund interested in identifying its fund to insurance
companies, may request that the SVO evaluate whether the fund is eligible for inclusion
on one of the NAIC Lists described in this Manual.
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Directive

258.  'The VOS/TF directs that the SVO establish and maintain the various NAIC Lists of
fund investments or compilation processes hereinafter identified; administrative

procedures to receive applications of insurance companies and of fund sponsors;

procedures to disseminate the Lists to insurance companies and state insurance regulators

and analytical criteria and methodology to evaluate fund eligibility. The SVO shall evaluate:

Money market mutual funds issued by open end management companies
registered with the U.S. Securities and Exchange Commission (SE€) under the
Investment Company Act of 1940 (the Act) that hold onlysditect, obligations of
the U.S. government and/or in secutities backed by the full faithjand credit of the
U.S. (as more fully described in Part Two) to determin€ eligibility for inclusion on
the NAIC U.S. Direct Obligations/Full Faith and CteditidExempt List.

Bond mutual funds issued by open end management companies registered with
the SEC under the Act that hold only U.S."goveriiment securities or securities of
agencies and instrumentalities of the IJ.S."government (more fully described in
Part Two) to determine if they are eligibleifor inclusion on the NAIC Bond Mutual
Fund List.

Exchange Traded Funds (&1Hs) registered with the SEC that predominantly hold
bonds (or preferred stock) (asmote fully described below) to determine if they are
eligible for inclusion on'the SVO-Identified Bond ETF List (reported on Schedule
D, Part 1) [or SV.O-Identified Preferred Stock List (reported on Schedule D, Part
2, Section 1)].

Mutual fufidstissued by any type of investment company registered with the SEC
undet the Aeg (as more fully described below) to determine if they are eligible for
inclusion on the NAIC Fixed Income Like SEC Registered Funds List.

Private equity funds, defined below, reported on Schedule BA of the NAIC
Financial Statement that are engaged in bond or preferred stock fixed income
strategies, that predominantly hold bonds or preferred stock, to determine whether
the private funds shall be approved for inclusion in the SVO List of Securities via
the compilation procedure discussed in this Manual.
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NAIC FuND LISTS

THE NAIC U.S. GOVERNMENT MONEY MARKET FUND LIST

Regulatory Treatment of Eligible Funds

259. A money market mutual fund on the NAIC U.S. Government Money Market Fund
List is reported as a cash equivalent on Schedule E, Part 2 on the “Exempt Money Market
Mutual Funds — as Identified by the SVO” line. These “exempt” money,market mutual
funds are reported at fair value and incur a zero percent (0%) risk-based-capital (RBC)
charge. Other money market mutual funds are also reported ag”cash ‘equivalents on
Schedule E, Part 2 on the “All Other Money Market Mutual Fuads? line. The “all other”
money market mutual funds are also reported at fair value butincurian RBC charge similar
to other cash equivalents.

Required Documentation

260.  An insurance company or the sponsor of @ mency market mutual fund requests an
SVO evaluation that a money market mutual fund,is eligible to be listed on the NAIC U.S.
Government Money Market Fund List by submitting the following documentation to the
SVO:

* The money market miitual fund application form.

* Authorization letter requesting review of the fund for the purpose of being added
to the List.

= The mogt recent fund:
O Prospectus;
0. Statement of Additional Information (SAI); and
0 Annual, and if available, the semi-annual report.

=uRating letter from an NAIC CRP dated in the year of the filing.

Eligibility Criteria
261. A money market mutual fund is eligible for inclusion on the NAIC U.S. Government
Money Market Fund List if the fund meets the following conditions:

* The fund maintains a money market mutual fund rating of AAAm from Standard
& Poor’s or Aaa-mf from Moody’s Investor Services or an equivalent money
market mutual fund rating from any NAIC CRP.

* The fund maintains a stable net asset value per share of $1.00.
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* The fund allows a maximum of seven-day redemption of proceeds.

* The fund invests 100% of its total assets in securities that are direct obligations of
the U.S. Government and/or in securities that are backed by the full faith and
credit of the U.S. Government or collateralized repurchase agreements comprised
of such obligations at all times.

Vetification Procedure

262.  Upon receipt of the documentation, the SVO examines the prospe€tusy schedule of
fund portfolio holdings and related materials to verify that the fund mects,the established
criteria.

THE SVO-IDENTIFIED BOND ETF LIST AND THE SVO-IDENTIFIED PREFERRED STOCK ETF
LisT

Description

263.  ETFs issue creation units to initial investots in éxchange for a specified portfolio of
bonds. The initial investor can hold the creation units or sell the ETF shares that constitute
the creation unit on the exchange ©n whichithe ETF is registered. Other investors may
purchase ETF shares; including tesseconstitite and redeem a creation unit. Shares of ETF
are not redeemable to the furld but are traded on registered exchanges at a price set by the
market. Shares of ETT's are expeetedito trade at or near par because of arbitrage related to
the value of the portfolioor of the ETF shares. For inclusion on the SVO-Identified ETF
lists, the ETF must heldya pertfolio of bonds, preferred stock or a combination of bonds
and preferred stoek ‘that tracks a specified bond index (a passive investment); or it must
hold a portfolio of bonds, preferred stock or a combination of bonds and preferred stock
that it actively manages pursuant to a specified investment objective.

Regulatory Tfeatment of Eligible Funds

264, ““Ana BTT on the SVO-Identified Bond ETF List is in scope of S5A4P No. 26 R—Bonds,
andyreported on Schedule D, Part 1 — Long-Term Bonds as an SVO-Identified Fund on
the “Exchange Traded Funds — As Identified by the SVO” line. These investments are
reported at fair value unless the investment qualifies for and the reporting entity elects
systematic value.

265. An ETF on the SVO-Identified Preferred Stock ETF List is in scope of
SSAP No. 32—DPreferred Stock and reported on Schedule D, Part 2, Section 1. The SVO
may include ETFs that hold a portfolio of bonds and preferred stock on the SVO-
Identified Preferred Stock ETF List. These investments are reported at either amortized
cost or fair value based on assigned NAIC Designation.
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266.  An ETF not on the SVO-Identified Bond ETF List or the SVO-Identified Preferred
Stock ETF List is in the scope of SSAP No. 30R—Unaffiliated Common Stock and reported
on Schedule D, Part 2, Section 2. These investments are reported at fair value although
reporting at net asset value is permitted if there is no readily determinable fair value.

NOTE: Details on systematic value (including qualifications and calculation components) are
captured in SSAP No. 26R.
Conditions

267.  An insurance company may utilize the reporting and statutory acéounting processes
described above if:

® The SVO has placed the name of the ETF on the SVIQ-Identified Bond ETF List
or on the SVO-Identified Preferred Stock ETF Listlin this Manual.

* The insurance company has purchased sharesof an ETT on one of the two Lists.

* The insurance company has filed the shares of the ETF investment with the SVO
for assignment of an official NAIC Designation.

®* The SVO has assigned an NAIG» Designation to the ETF and published it in
AVS+.
Required Documentation, Analytical®Procedures and Eligibility Criteria

268.  Please refer to subsection below!

NAIC FIXEDINEOME-LIKE SEC REGISTERED FUNDS LIST

Description

269.  This section encompasses SEC registered funds issued by any type of investment-
company registered with the SEC under the Investment Company Act of 1940 that
sponsers ‘asfund that will predominantly hold bonds or preferred stock. This listing
excludés'money market mutual funds as those securities are subject to different accounting
treatment.) Different type of investment companies can be considered to have business
models that operate differently as to redemption of shares, the life of the fund, whether
the portfolio is held to maturity or traded over the life of the fund. The four types of

investment companies are summarized below:

* Open End Management Company (OEMC) — An OEMC sell redeemable
shares, directly or through a broker, on a continuous basis at the fund’s
approximate net asset value (NAV) per share and invests the proceeds in highly
liquid bonds. Investors redeem shares of an OEMC fund by selling them back to
the fund or to a broker. OEMC’s may include exchange-traded funds.
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Closed End Fund (CEFC) — A CEFC lists its shares on a stock exchange or
trades in the over-the-counter market. The assets of a CEFC are professionally
managed in accordance with the fund’s investment objectives and policies. The
market price of a CEFC share is determined by supply and demand in the
marketplace. Because a CEFC does not maintain cash reserves or sell securities to
meet redemptions, it can invest in less-liquid portfolio securities. A CEFC has a
stated termination date.

Unit Investment Trust (UIT) — A UIT issues a fixed number of Securities called
“units” in a public offering and uses the proceeds to_ buy a“diversified
professionally selected portfolio of securities. UI'Ts haye a presetitermination date
tied to its portfolio investments and investment goalsy The,poutfélio is held for the
life of the UIT; but is not actively managed or traded. Although UITs are required
by law to redeem outstanding units, the UI'T spomsor usually maintains a secondary
market so investors can sell units back and @éther mwestors can buy units. UI'T’s
may include exchange-traded funds.

Exchange-Traded Fund (ETF)¢» An ETF is an investment company that is
registered under the Investment Gompany Act of 1940 either as an OEMC or as
a UIT. An ETF combines the valdation feature of an OEMC or UIT, which can
be bought or sold at the"éhd of,ca¢h trading day for its net asset value, with the
tradability feature of ‘@closed-end fund, which trades throughout the trading day
at prices that may be mote of less than its net asset value.

Regulatory Treatment of Eligible Funds

270.  An SEC registered, fund on the NAIC Fixed Income-Like SEC Registered Funds List
is in the scope offySSAP No. 30R—Unaffiliated Common Stock and reported on
Schedule D, Part 2, Section 2 with an NAIC Designation. These investments are reported

at fair galuejalthough reporting at net asset value is permitted if there is no readily

determinable fair value.

Conditions

271.  An insurance company may utilize the reporting and statutory accounting processes

described above if:

The SVO has placed the name of the fund on the NAIC Fixed Income-Like SEC
Registered Fund List;

The insurance company has purchased shares of the fund on the List;

The insurance company has filed the investment with the SVO for assignment of
an official NAIC Designation; and
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* The SVO has assigned an NAIC Designation to the fund and published it in
AVS+.

Required Documentation, Analytical Procedures and Eligibility Criteria

272.  Please refer to subsection below.

NAIC LiST OF SCHEDULE BA NON-REGISTERED PRIVATE FUNDS WITH UNDERLYING ASSETS
HAVING CHARACTERISTICS OF BONDS OR PREFERRED STOCK

Description

273. A private equity fund is typically organized as a closed end investment vehicle and as
a limited partnership or a limited liability company; usually uader‘the law of the State of
Delaware. A private equity fund is exempt from registration with the SEC under the
Investment Companies Act of 1940 and offers secutitiestin the form of interests in the
fund under an exemption from registration ofethose securities under the U.S. Securities
Act of 1933. Private equity funds are managed by aigeneral partner or a manager and have
a finite life. The investor in a private equityfund subscribes a capital commitment under
which it is contractually obligated only tecontribute the subscribed capital commitment
to the fund as and when needed by the fufid to make fund investments.

NOTE: This category of NALC funds would also include a private fund sponsored by an
insurance company a group of Msurance companies or other sponsor for internal company
or group investment management purposes where the fund is organized and structured as
a joint venture, partnership or limited liability company to predominantly hold bonds (or
loans) or preferfed stock'designated by the SVO or bonds (or loans) or preferred stock
which receive a publictating with annual surveillance from an NAIC CRP.

Regulatory Treatment of Non-Registered Private Funds

274. “The \NAIC _Accounting Practices and Procedures Manual provides that joint ventures,
pattnerships and limited liability company are in scope of SSAP No. 48—/]oint 1V entures,
Pagtnerships and Limited Liability Companies or SSAP No. 97—Investments in Subsidiary,
Controlled and Affiliated Entities, depending upon the level of control, and includes private
funds in these ownership structures.

275.  The NAIC Annual Statement Instructions provide that an investment in a private fund
in the form of a joint venture, partnership or limited liability company qualifies for fixed
or floating rate fixed income treatment if it’s underlying investments are comprised
predominantly of fixed or floating rate debt securities or bank loans. Investments in joint
venture, partnership or limited liability companies are reported under the Fixed Income
Category on Schedule BA if designated by the SVO or are otherwise reported on
Schedule BA without an NAIC Designation in the “Other” subcategory.
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Required Documentation, Analytical Procedures and Eligibility Criteria

276.  Please refer to subsection below.

REQUIRED DOCUMENTATION, ANALYTICAL PROCEDURES AND ELIGIBILITY CRITERIA

Obijective

277.  The objective of the SVO’s review is to assess whether for NAIC regulatory purposes
discussed above, the fund’s portfolio will generate predictable and periodicieash flows so
similar to a bond (or a preferred stock) that it should be assigned an NAIC Designation
and obtain applicable risk-based capital charges.

Definitions

278.  Bond — TFor fund investment purposes, Bond means debt securities defined or
encompassed within S5AP No. 26 R—Bonds and SSedP No, 43R—1oan-Backed and Structured
Securities.

279.  Credit Risk Assessment — A calculation ef the credit risk of a fund’s underlying
investment portfolio using a weighted avérageyrating factor methodology (WARF). The
WAREF factor for each portfolio security (issue/security specific) is determined by first
translating its NAIC CRP rating/intoyan WAIC Designation. For securities that are unrated
but have an NAIC Designationy the Designation is used. The WARF factor for that NAIC
Designation is then market valuesweighted. The weighted factor for each investment is
summed to determine the fund’s credit rating which is then translated into the equivalent
NAIC Designation.

280.  Financial Commitment Transactions — Refers to reverse repurchase agreements,
short sale bofrowing, any firm or standby commitment or similar agreement as these terms
are definedyand as they may be subsequently amended by the SEC as part of proposed
Rule, 18-£-4.

281, "=Fixed Income Like — An SVO determination that a fund will generate predictable
and,periodic cash flows in a manner broadly similar to a situation where the holdings of
bonds or of preferred stock of a known credit quality were held individually.
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282. Fundamental Policy — A policy adopted by a fund that requires shareholder approval
to change or a policy to provide at least 60 days’ notice to fund shareholders of an intended
change of a stated policy. The subject of the policy is that under normal circumstances the
fund will invest at least 80% of its net assets plus any leverage for investment purposes in
the type of bonds indicated by its name in compliance with Section 13 (a) of the
Investment Company Act of 1940 and/or Rule 35d-1 of the 1940 Act. If the fund’s
prospectus does not state that this investment objective is a fundamental policy for the
fund, the SVO will assume it is not.

283. Look-through Assessment — A qualitative and quantitative evaluation ef the fund,
encompassing the following criteria:

*  Verify that the fund’s portfolio, in the case of a bond fund omgpreferred stock, in
the case of a preferred stock fund predominantly holdsbonds ot preferred stock.

* Confirm that the fund has adopted its investment objective as part of its fundamental
policy and that other policies are consistent with fixed income investment.

* Review the fund’s stated investment objectivie to’ensure it is consistent with a fixed
income investment, and evaluate the fund’s investment policies and investment
strategies for consistency with thie inyesttent objective and the fund’s portfolio.

* Evaluate the extent to_which theacomposition of the fund’s portfolio can vary
under normal market@€onditions given the fund’s policies and investment strategies
and the extent to which'theomposition of the fund’s portfolio may vary under
abnormal markeg conditions and the extent to which changes in composition of
the fund’s portfeliotin abnormal market. conditions may persist given the fund’s
leverage profile oriother relevant factors.

284.  Predominantly ' Hold — The fund will hold a# /east 80% of its assets in bonds if the
fund is a bondyfund or at least 80% of its assets in preferred stock if the fund is a preferred
stock fand, zm normal market conditions and will deviate from this policy only temporarily to
respofad tesabnormal market conditions. In the case of an ETF, predominantly hold means
that thefund will track a specified bond or preferred stock index, if passively managed, or
refegs to the bond or preferred stock portfolio the fund will actually hold, if actively
managed—under normal market conditions;
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285.

of leverage including, but not limited to, its use of derivatives, financial commitment

Speculative Characteristics Analysis — Means: (a) an assessment of the fund’s use

transactions and borrowings, to examine the impact the fund’s use of leverage may have
on the fund’s portfolio cash flow as assessed under the credit risk assessment under normal
and abnormal market conditions; and (b) a review and evaluation of the fund’s policy and
approaches to covering leverage obligations in relation to current and potential future
guidance on the issue provided by the SEC. As used herein potential future guidance refers
to proposed SEC Rule 18-f-4, “Use of Derivatives by Registered Investment Companies
and Business Development Companies, ICA Release No. 31933 (Degember 11, 2015)
[17 CFR Parts 270 and 274] Proposed Rule 18-f-4.”

NOTE: Examples of speculative characteristics may include‘theneed to sell assets to
meet leverage obligations at a loss; instability in the cashyflow inttoduced by the use of
leverage; the need to employ alternative portfolio management strategies as a result of
the need to meet payment obligations; the extent£6%whieh/changes in the composition
of the fund’s portfolio in response to abnormalimarket conditions may persist given
the fund’s leverage profile or other relevant fagtors. The purpose of an analysis of
speculative characteristics is to determine,whether the fund’s cash flow is inconsistent
with a fixed income like determination,

Methodology*

286.

The SVO shall:

»  Conduct a look-through assessment

»  Conductia ciedit-risk assessment to determine the credit risk of the fund’s cash flows.
»  Conduct a Speculative characteristics analysis.

* Determine whether the fund’s cash flow can or cannot be appropriately
charagterized as fixed income like for regulatory purposes.

= _if the SVO determines that the fund’s cash flow can be appropriately characterized
as fixed income for regulatory purposes, it assigns an NAIC Designation to reflect
the credit risk associated with the fund’s cash flow and includes the name of the
fund on the appropriate NAIC List.**

= If the SVO determines that the fund’s cash flow cannot be appropriately
characterized as fixed income for regulatory purposes it shall communicate the
determination to the insurance company or fund sponsor in writing.

* NOTE: [talicized fext indicates that the term used is a defined term. Please refer to the
definition of the term for a description of SVO criteria associated with the
methodology component being described.
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** NOTE: The NAIC Designation does not address the fund’s ability to meet payment

obligations because the insurer/shareholder does not own the bonds in the portfolio;

the NAIC Designation instead conveys the credit risk/quality of the fixed income like
cash flow generated by the ETT.

Documentation

287.  An insurance company or the sponsor of a bond or preferred stock fund that request

that the SVO conduct the look through and credit assessment submits the following

required documentation to the SVO:

A completed RTAS Application (Information about the RTAS process is
contained hete: www.naic.org/ documents/ svo_rtas_app.pdp).

For all funds subject to look-through and credit risk“assessment and to speculative
characteristics analysis: the Prospectus and Statément of Additional Information
(SAI) for the fund.

In the case of an ETF, copies of the Application, Notice and Order associated
with the fund sponsor’s request fogdExemptive Relief from the SEC or a link to
the SEC’s EDGAR where the SVO can, obtain the documents, if applicable.

In the case of a private equity fund, the Private Placement Memorandum, Limited
Partnership Agreemént of) Limited Liability Company Agreement, the
Subscription Agreementjand the Form D, if one has been filed.

NOTE: The documentation provided must enable the SVO to conduct the analysis

described below Applicants are free to provide any supplemental material they believe
will assist the, V@ to:

O «Verify that the fund has adopted a fundamental (stated) policy to predominantly hold
bonds (or preferred stock).

0, Ewaluate the fund’s use of leverage in relation to the management of portfolio
risk and in relation to other purposes relevant to the speculative characteristics

analysis.

O Understand the fund’s policy and approaches to coverage of obligations arising
from the use of leverage, in relation to SEC guidance on the subject.

O Schedules of the fund’s portfolio securities and assets with a description of the
security, the CUSIP or other security identifier and NRSRO credit ratings for
the last four quarters of the fund’s existence.

O A description of likely changes in the fund’s composition under normal market
conditions given the fund’s investment objective and the strategies to be
employed to attain it.
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REGULATORY TRANSACTIONS

NOTE: See “Policies Applicable to Specific Asset Classes” in Part One for the policies governing this

activity, as well as “Specific Populations of Securities Not Eligible for Filing Exemption” in
“Procedure Applicable to Filing Exempt (FE) Securities and Private Letter (PL) Rating Securities”

above.

Defined

288. Regulatory Transaction means a security or other instrumeng(in @ transaction

submitted to one or more state insurance departments for review apdwapproval under the

regulatory framework of the state or states. The term Regulatory, Trapsaction is more

broadly defined as a transaction engineered to address a regulatofy, concern one or more

insurers have or may have that should be submitted to a state tsurance department for

approval and that has as a component a security or otheg instfrument which on a stand-

alone version may be an Investment Security, as defined 1h this Manual, that is eligible for

assignment of an NAIC Designation.

Status of Regulatory Transactions

289. A Regulatory Transaction is not gligible for:

Assignment of an NAJC Designation by the SVO;
The filing exemption proeess for publicly rated securities;

The private letter rating component of the filing exemption or for use of the PLGI
designation $ymbel;

Self-assignment by an insurer of the administrative symbol Z under the 120-rule;

Self-reporting by an insurer on the general interrogatory for securities eligible for
filinglexemption but for which no NAIC CRP credit rating is available (i.e., 5GI)
and

Inclusion in the SVO List of Investment Securities or any other NAIC electronic
system or processes maintained for operations for the VOS/TF.
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Intent

290.  This section provides guidance to the SVO and the SSG on how to manage requests
for assistance made by a state insurance department as authorized in this Manual.
Insurance companies shall not report a Regulatory Transaction as a Filing Exempt security,
and the NAIC staff shall not assign an NAIC Designation to the security component of a
Regulatory Transaction or to the Regulatory Transaction or add them to the Filing Exempt
Securities Process of the SVO List of Investment Securities. See the instructions on
Regulatory Transactions contained in the compilation instructions in thiSyManual. This
does not preclude the SVO from working directly with a state insurance,depattment and
issuing an opinion to the department consistent with the igstru€tions, outlined in this
Manual.

The Security Component of a Regulatory Transaction

291.  However, as discussed above, the securitfycomponefit of the broadly defined
Regulatory Transaction—i.e, a transaction engineeredito address a regulatory concern one
or more insurers have or may have that shouldiybe submitted to a state insurance
department for approval—may be an Ifivestment Security that may be eligible for
designation under filing exemptioneor by thesSVO on a stand-along basis. For example:

* An insurance companysénteredyinito a coinsurance reinsurance transactions that
requires regulatory appgoval and as part of that transaction, received an IBM bond.
The IBM bond, when“Wewned by an insurance company as a stand-alone
investment, would be considered eligible for Filing Exemption but the whole
regulatoty trafisagtion would not be eligible for Filing Exemption. In this example,
the IBM bond,is assumed to be an Investment Security, as defined in this Manual.

*  An{UBM bond that was eligible for Filing Exemptions was sold/transferred from
amsinsurance company to an affiliated insurance company that requires regulatory
approval. Such an IBM bond would still be considered eligible for Filing
Exémptions when owned by an insurance company as a stand-along investment.
In this example, the IBM bond is assumed to be an Investment Security, as defined
in this Manual. Any other parts of the transaction requiring regulatory approvals,
if any, would not be eligible for Filing Exemption.

Procedure: Assessment of the Security Component of a Regulatory Transaction

292. If an insurance company files a Regulatory Transaction with the SVO via the
ATF process or under the Regulatory Treatment Analysis Service (RTAS) process, the
SVO shall first contact the state insurance department of the insurance company’s state of
domicile to disclose that a Regulatory Transaction has been submitted and inquire whether
the state insurance department wants SVO analytical assistance.
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293.  The SVO or SSG is authorized to conduct an analytical assessment on behalf of any
state insurance department that requests such assistance. If the state insurance department
of the insurer’s state of domicile requests such assistance, the SVO shall engage in the
requested analytical assessments of the security component of the Regulatory Transaction.
In its assessment, the SVO would make use of NAIC analytical benchmarks, such as those
used to produce NAIC Designations, valuation or classification assessments, and such
determinations may be given by the SVO or SSG to the state insurance department.

294.  Determinations made by the SVO or SSG given to a state insurance,department in
connection with assessment of the security component of a RegulatoryI'ransaction shall
be referred to as an SVO Analytic Value (defined below) to preyengconfusion in the
reporting by an insurer of the Regulatory Transaction or the gecurity component of a
Regulatory Transaction to the domiciliary state insurance depattment and the reporting of
a stand-alone Investment Security under the general procedutes applicable to them.

295. SVO or SSG determinations given in connectionwith the‘assessment of a Regulatory
Transaction given to the state insurance department may be adopted by the state insurance
department as part of that state’s internal detesmination of the regulatory issues presented
by the Regulatory Transaction. However, SVO assessments for security component of a
Regulatory Transaction will not bg enferedginté NAIC computer systems reserved for
Investment Securities or added to thé SVO List of Investment Securities as defined in this
Manual. The insurance depattient may give the SVO Analytical Value to the insurer and
instruct the insurer to use the SVO Analytical Value to report the security component of
the Regulatory Transactioft to the'state, as more fully discussed below.

Reporting Regulatory Transactions on Investment Schedules

296. A security component of a Regulatory Transaction is reported on an investment
schedule. The security component of a Regulatory Transaction reported on Schedule D,
Part 1, musg begteported with one of the two codes described below, unless it would
otheswise qualify as an Investment Security eligible for designation under filing exemption
onby the SVO on a stand-alone basis absent the broadly defined Regulatory Transaction
(agdiscussed above). The codes track the security component. Other investment schedules
do not require that an NAIC Designation be reported. (For example, Schedule BA items
are not required to be reported with an NAIC Designation.) The codes apply ONLY to
the security component of the Regulatory Transaction. Each of the two codes identifies a
different reporting paradigm and requires the reporting entity to report an SVO Analytical
Value, defined below.
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Definition of SVO Analytical Value
297. 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 Regulatéty 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 express¢d with the numerical
symbol 6.

Codes and Their Meaning

298.

RTS is reported for the security component 6f a'Regulatéry Transaction for which:

= A state insurance department requested SVOpassistance in assessing the credit
quality of the security component 6f/theyRegulatory Transaction; and

* The SVO provided an SVQ Agalytical Walue for the security to the department;
and

= The department theréafter directed its insurer to report the SVO Analytical Value.

For the security component of4a” Regulatory Transaction within the RTS reporting
paradigm, the reporting entity reports the analytical value it received from the department,
which is the same ofie the SVO provided to the department. The SVO Analytical Value
associated with the RES.code is expressed as a numerical symbol from 1 through 6; e.g.,
4RTS. The, RTS SVIO Analytical Value may be used in conjunction with the SVO
Analytical Department Symbols and instructions defined in this manual and assigned by
the SVQ assaciated with IF, YE and Z (but only for RTS securities issued within 120 days
of theieporting period end date); e.g., 1.G RTSYE, 4.B RTSIF, 3.A RTSZ, as detailed in
the AnfAiwal 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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299.  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 Analytieal Value 6; e.g., 6RT.
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MUNICIPAL BONDS

General Obligation Bonds

300.  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 issuet’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 obligatiefitbond 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 ©f debt, the SVO shall
assess the trend of the issuer’s economy, employment distsibution,and composition,
population growth, real estate property valuation, personal income trends and other local
economic traits that are relevant to its assessment.

Revenue Bonds

301. In the case of a new issue revenue bond, theyreporting insurance company shall
provide the SVO with a feasibility study Ofytheiproject in order to assess the level of
demand and all probable alternatives toftheservices 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 aspeet,of the project that may be relevant to determining an
appropriate NAIC Desigriation.

Industrial Development Reveénue Bonds; Pollution Control Bonds

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

Escrowed and Pre-Refunded Bonds

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

304. 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.

305.  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'iasurer 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 6f all amounts
due to the reporting insurance company.

306.  Factors relevant to this analysis include irrevocabilitypofighe 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 lendegand'the third party’s credit rating.

307.  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 debtor.

* 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 decumentation that may be considered necessary.

Special Situations

308.  The teporting insurance company shall contact the SVO on a case-by-case basis in
ofdemthat the SVO may determine what information is necessary to conduct an analysis
of WAnnual Appropriation Bonds, Special Assessment Bonds and Municipal Bonds
Supported by the U.S. Government.
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Quantitative Analysis

309.  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 ©fythe 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’ political and
economic circumstances and other criteria unique to municipal bendissuance.

Use of Unaudited Financial Statements

310.  For general obligation bonds not rated by afy, NATE CRP, the SVO will assess the
transaction one grade lower than would otherwise,bejjustified 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 shallaccept the unaudited financial statement of
an issuer without grade reduction, if sueh unaudited financial statement has been
submitted to and is certified by _the appropsiate state controller’s office. Revenue Bonds
will be subject to the same rul€s applicable to corporate debt.

Terms of the Security; Final Designation

311.  Before determiningya final NAIC Designation, the analyst shall consider: (a) the
sufficiency of thelegal dogumentation; and (b) the terms of the security such as:

=  Collateral.

» l#galityyof the exercise of taxing authority in general bond obligations, or legal
validity and enforceability of the pledge of cash flow.

=umBconomic 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

(NOTE: This change is effective as of Jan. 1, 2021. PPS acquired prior to Jan. 1,2021 must be filed
with the SVO by Jul. 1, 2021.)

Definition

312.  Principal Protected Securities (PPSs) are a type of 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 Filthg Bxemption, but
for which:

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

underlying investments in additionto the contractually promised cash
flows paid to such repackaged secusitytaecording to a fixed schedule;

OR

e b. the contractual intetesefate paid by the PPS is zero, below market or,

in any case, equalte,or'below the comparable risk-free rate;

AND

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

Mantal.

Exclusions

313 Forthe 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.
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Filing Requirements

314.  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.

315.  Inaddition to Filing Process and Required 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; ineluding, how the

underlying investments were acquired.

® Prior four quarterly financial statements, if producedy trusteeor collateral agent
reports from the entity issuing the PPS sufficientito identify: security specific
details of each underlying investment (security identifiet; descriptive information,
all Eligible NAIC CRP Credit Ratings @if(any)y par value, market value, and
explanation as to how the market value yas detesmined).

Example Transactions

316.  The following transaction examplesiafe ificluded for demonstrative purposes only, to
highlight the core regulatory con€éfn,(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 tojesmcompass all possible PPS variants. Fach of these

examples meets the definiition of a PPS.

317. In this ginitial
example there are‘only
two components: 1)“a
$10 millioa,patUnited
States Treasuty (UST)
zero-coup6fi  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.
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318.  Inthe second 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 couporivof 0.80%, 5) the
excess coupon difference (4.50% - 0.80% = 3.70%) is used to accumiulate 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 lessythan 50% of the total
investment in this example, whereas, the WARF methodology wéuld result in an NAIC
4.C when the exposure to all of the undeslying) investments are included.
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319. The third 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"Noteyraises proceeds by issuing a single $50
million notional tranche of debt thgough ansSPV. The cashflows from the Class B and C
notes are sufficient to repay the $30 millien” Combo Note principal and interest, if any;
which, may constitute a recldssification 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 / Subordinatéd Note tranches provide returns to the repackaged security in
addition to the contraetually 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 NAIC2.C on the notional of $50 million based upon payments from the
Class B andiC tranches even though $29.5 million or 57% of the underlying investments
are rated”BB- ossunrated, whereas, the WARF would result in an NAIC 4.B when the
exposure, to all of the underlying investments are included.
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Part Four
The NAIC Structured Secutities Group

DEFINITIONS

1. The following terms used in this Part Four have the meaning ascribed to them below.

ABS stands for asset-backed securities and means structured securities backed by
consumer obligations originated in the United States.

CMBS stands for commercial mortgage-backed securities and means structured
securities backed by commercial real estate mortgage loans originated in the United
States. The definition of CMBS may refer to securitizations backed by commercial
mortgages, respectively, originated outside of the Unites States if'and to the extent
that the vendor selected by the NAIC to conduct thesfinancial ‘modeling: (a) has
the necessary information about the commercialqmottgage” and commercial
mortgage loans originated outside of the United States to,fully model the resulting
securities; and (b) can adapt the modeling procéss totaccount for any structural
peculiarities associated with the jurisdiction,ifi which*he mortgage was originated.

Initial Information means the documentationiréquired to be filed with an Initial
Filing of an RMBS or a CMBSYQUSIP, pursuant to the section below and
pertaining to Loan InformationgRepsyand Warranty Information and Structure
and Formation Information forthe€ transaction, where:

O  Loan Information méans a‘teview of the loan files by a third party to assess the
sufficiency of legal'title and other related issues.

O  Reps and Warkanty Information means the actual representation and warranties in
effect foysthe seeuritization given by the mortgage originator(s) to the Trust
pertaining to Jloan origination processes and standards, compliance with
applicable law, loan documentation and the process governing put backs of
defective mortgages back to the originator(s).

O  Swucture and Formation Information means the waterfall, as described in the
definition of Ongoing Information, information and documentation in the
form of legal opinions and documentation governing the formation of the
securitization and its entities relative to issues such as bankruptcy remoteness,
true sale characterization, the legal standards and procedures governing the
securitization and other similar issues.

Legacy Security, for the purposes of this section shall mean any RMBS and any
CMBS that closed prior to January 1, 2013.

Official Price Grids means and refers to those generated by the SSG and
provided to an insurance company or insurance companies that own the security
for regulatory reporting purposes.
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* Ongoing Information consists of: (a) tranche level data; such as principal
balance, factors, principal and interest due and paid, interest shortfalls, allocated
realized losses, appraisal reductions and other similar information for the specific
tranche; (b) trust level data, such as aggregate interest and principal and other
payments received, balances and payments to non-trance accounts, aggregate pool
performance data and other similar information; (c) loan level performance
information; and (d) a computerized model of rules that govern the order and
priority of the distribution of cash from the collateral pool (i.e., the “waterfall”) to
the holders of the certificates/securities—provided in the formatand modeling
package used by the NAIC financial modeling vendor.

* Original Source, with respect to a specific set of data,meafis the Trustee, Servicer
or similar entity that is contractually obligated under thie agreément governing the
RMBS or CMBS to generate and maintain the reléyantydata and information in
accordance with standards specified in applicabl&jagreements or an authorized re-
distributor of the same.

® Price Grids means and refers to CUSIPsspe¢ific price matrices containing six
price breakpoints; i.e., each price cofresponding to a specific NAIC Designation
category. Each breakpoint on a P¥ice ‘Guid is the price point that tips the NAIC
Designation for the RMBS,CUSIPlinto the next NAIC Designation (credit
quality/credit risk) cat€gorys, The plural is used because two Price Grids are
generated for any CUSIP. This reflects the difference in RBC for those insurance
companies that maintainjah asset valuation reserve and for those insurance
companies that de\not.

* Re-REMIQC is a securitization backed by: (a) otherwise eligible RMBS from one
or two tfafisactions; or (b) otherwise eligible CMBS from one or two transactions
at clesing. Re“-REMICs cannot acquire any Underlying Securities after closing.
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* RMBS stands for residential mortgage-backed securities and means structured
securities backed by non-agency residential mortgages originated in the United
States, where the collateral consists of loans pertaining to non-multi-family homes.
That includes prime, subprime and Alt-A mortgages, as well as home-equity loans,
home-equity lines of credit and Re-REMICs of the above. Excluded from this
definition is agency RMBS, where the mortgages are guaranteed by federal and
federally sponsored agencies such as the Government National Mortgage
Association (GNMA), Federal National Mortgage Association (FNMA) or Federal
Home Loan Mortgage Corporation (FHLMC) and loans against manufactured or
mobile homes or collateralized debt obligations backed by RMBS. The exclusion
covers bonds issued and guaranteed by, or only guaranteédiby;ithe respective
agency. Also not included are loans guaranteed by the U.S. Depattment of Veteran
Affairs or the U.S. Department of Agriculture’s Rural'Development Housing and
Community Facilities Programs. The definitionof WRMBS may refer to
securitizations backed by residential mortgages, respectively, originated outside of
the Unites States if and to the extent thatithe vendor selected by the NAIC to
conduct the financial modeling: (a) has“ghcW€cessary information about the
residential mortgage and residential mertgage loans originated outside of the
United States to fully model the tesulting sccurities; and (b) can adapt the modeling
process to account for any struetéral peculiarities associated with the jurisdiction
in which the mortgage aas ogiginated.

* Underlying Security means/the RMBS or CMBS backing a Re-REMIC. A Re-
REMIC cannot beran Undeétlying Security.

NOTE: The definitiofiSyofy RMBS and CMBS reflect limitations associated with the
financial modeling “process, NAIC credit rating provider (CRP) internal naming
conventions and S8G processes, as more fully discussed below and may, therefore, be
subject to a‘parrower or a broader reading in any reporting period. Please call the SSG
with any coicefnis or questions about the scope of the definitions for a given reporting
period. Also note:

=t is possible that the scope of the RMBS and CMBS definitions may be broadened
because the financial modeling vendors indicate other collateral or waterfall

structures can be modeled.

= NAIC CRPs may adopt different internal conventions with respect to what market
or asset segments are within their rated populations of RMBS, CMBS or ABS. This
could affect the application of the adopted NAIC methodology or require the
NAIC to select which naming process it wishes to adopt.
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= Jtis possible that the SSG will acquire analytical assessment capabilities that permit
the assessment of existing, additional or different structured securities that cannot
now be modeled or that are not currently rated.
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ADMINISTRATIVE AND OPERATIONAL MATTERS

Certain Administrative Symbols

2. The following administrative symbols are used in the Valuation of Securities (VOS)
Products to identify RMBS and CMBS that the NAIC vendor has confirmed will be
subject to the financial modeling methodology described in this Part.

* FMR - Indicates that the specific CUSIP identifies an RMBS that is subject to the
tinancial modeling methodology.

* FMC - Indicates that the specific CUSIP identifies a CMBS thag is subject to the
financial modeling methodology.

The use of these administrative symbols in the VOS Produet meanisithe insurer should
not use the filing exempt process for the security so ideatified.

NOTE: The administrative symbols FMR and FME are” related to symbols that
insurers are required to use in the finaneial\Statement reporting process. Under
applicable financial statement reporting rulesjantinSurer uses the symbol FM as a
suffix to identify modeled RMBS and €MBS, CUSIPs. The symbol FM is inserted by
the insurer in the financial statementrasta _suffix following the NAIC Designation
category; e.g., 2FM.

Quarterly Reporting of RMBS and CMBS

3. To determine the NAIC Designatiofi to be used for quarterly financial statement reporting
for an RMBS or CMBS purchased subsequent to the annual surveillance described in this
Part, the insurep us¢s the, ptior year-end modeling data for that CUSIP (which can be
obtained from the NAIC) and follows the instructions in contained under the heading
“Use of Net Preseng Value and Carrying Value for Financially Modelled RMBS and
CMBS” belowor follows the instructions in “Publication of Final Results” below, subject
to, and in accordance with, SS AP No. 43R—I oan-Backed and Structured Securities.
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FILING EXEMPTIONS

Limited Filing Exemption for RMBS and CMBS

4. RMBS and CMBS that Can be Financially Modeled — RMBS and CMBS that can be
financially modeled are exempt from filing with the SVO. NAIC Designations for RMBS
and CMBS that can be financially modeled are determined by application of the
methodology discussed in this Part, not by the use of credit ratings of CRPs.

5. RMBS and CMBS securities that Cannot be Financially Modeled

* But Are Rated by a CRP — RMBS and CMBS that cannot be fifiancially modeled
but that are rated by a CRP are exempt from filing with( the'8SG. The NAIC
Designations for these RMBS and CMBS are determified by application of the
filing exemption procedures discussed in this Manual.

* But Are Not Rated by a CRP — RMBS and CMBS ‘that cannot be financially
modeled and that are not rated by a CRP até notifiling exempt and must be filed
with the SSG or follow the procedures, asidiseussed below in this Part.

Filing Exemption for ABS
6. ABS rated by a CRP are exempt from filing with the SSG.

Review of Decisions of the SSG

7. Analytical decisions made throughythe application of financial modeling are not subject to
the appeal process. In“the absence of an appeal, the SSG shall provide whatever
clarification as to th¢ results‘of financial modeling is possible to any insurer who requests
it and owns the sécurity, provided that it is not unduly burdensome for the SSG to do so.
Any decision,made by, the SSG that results in the assignment of an NAIC Designation and
does not invelye financial modeling methodology, whether developed by the SSG on its
owa orfin collaboration with the SVO, is subject to the appeal process.
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REQUIRED DATA AND DOCUMENTS FOR TRANSACTIONS SUBMITTED TO THE SSG

8. The policy statement set forth in this section shall be applicable generally to any transaction
filed with the SSG for an analytical assessment, including, but not limited to, a Price Grid
or for assignment of an NAIC. Any filing with the SSG is deemed to be incomplete unless
the insurer has provided the information, documentation, and data in quantity and quality
sufficient to permit the SSG to conduct an analysis of the creditworthiness of the issuer
and the terms of the security to determine the requested analytical value. It is the obligation
of the reporting insurance company to provide the SSG with all necessary information. It
is the responsibility of the SSG to determine whether the informationWprovided is
sufficient and reliable for its purposes and to communicate informationalideficiencies to
the reporting insurance company.

Documentation Standards

9. In order for an insurer-owned RMBS or CMBS to beseligible’for the year-end modeling
process, conducted pursuant to this section®below, the analysis must be based on
information, documentation and data of the utpdostintegrity. A Legacy Security must meet
the Ongoing Information requirements. Al RMBS, CMBS or Re-REMIC that is not a
Legacy Security must meet the Inifial Taformation and Ongoing Information
requirements. For the purposes of determining a Re-REMIC’s status as a Legacy Security,
the closing date of the Re-REMIC (notithe Underlying Security) shall be used. The SSG
may, in its sole discretion, determifie that the Initial Information and/or Ongoing
Information is not sufficient andfef not reliable to permit the RMBS or CMBS CUSIP to
be eligible for financial ‘modeling. If the SSG determines that the Initial Information
and/or Ongoing Information is not sufficient and/or not reliable to permit the RMBS or
CMBS CUSIP to'be eligible for financial modeling, it will communicate this decision to
the insurerqand invite,a dialogue to ascertain whether alternative information is available

that would beéideemed sufficient and/or reliable by the SSG.
Initial Information\Requirements

10. An RMBS or CMBS meets the Initial Information Requirements if the security meets one
of the following three conditions:

* RTAS —The RMBS or CMBS was assigned a preliminary price grid or designation
as described in this Part;

* Initial Sufficiency Filing — The RMBS or CMBS was reviewed by SSG through
an Initial Sufficiency Filing; or

= Safe Harbor — The RMBS or CMBS meets the Safe Harbor requirements.
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Initial Sufficiency Information Filing

11.

12.

13.

An insurance company may file Initial Sufficiency Information with the SSG for the
purpose of obtaining a determination that an RMBS or CMBS CUSIP is eligible for
financial modeling under the annual surveillance process discussed below. Initial
Sufficiency Information is only filed once for any given RMBS or CMBS. Reporting
insurance companies are solely responsible for providing the SSG with Initial Information.
A determination by the SSG that a given RMBS or CMBS CUSIP is eligible for financial
modeling after an Initial Sufficiency Filing assessment is subject to the further and
continuing obligation that the SSG obtain or the insurer provide the S§Giwith updated
Ongoing Information close to the date of the annual surveillance.

Required Documents for Initial Sufficiency Filing — An insurex that owns an RMBS
or a CMBS for which Initial Information is not publicly availableishall provide the SSG

with the following documentation.

RMBS — Unless otherwise specified by the SSG in agModeling Alert, as further described
below, an Initial Filing for an RMBS consists of submission of Initial Information and

Ongoing Information in the form of the following documentation:
* Pooling and Servicing Agreement.or similar
*  Prospectus, Offering Memorandim or similar; Accountant’s comfort letter
= If applicable, ISDA S¢hedulesiand Confirmations or similar
* Legal opinions given in cénsiection with the transaction
* Any other documents referenced by the above

*  Third-Pasty Due diligence scope document and raw results. If less than 100% due
diligence, detailed description of the loan selection process

= Ifapplicable, loan purchase agreements or similar. Loan Tape

14. CMBS =+ Unless otherwise specified by the SSG in a Modeling Alert, as further described

below, ‘an Initial Filing for a CMBS consists of submission of Initial Information and
Ongoing Information in the form of the following documentation:

* Pooling and Servicing Agreement or similar

®  Prospectus, Offering Memorandum or similar; Accountant’s comfort letter
= If applicable, ISDA Schedules and Confirmations or similar

= Legal opinion given in connection with the transaction

* Any other documents referenced in the above

= Asset Summaries
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=  Loan Tape

* Loan documents, including reliable information about the terms of the transaction;
including, but not limited to, financial covenants, events of default, legal remedies
and other information about financial, contractual or legal aspects of the
transaction in form and substance consistent with industry best practices for
CMBS issuance.

= In certain cases, additional documents below will enable the SSG to verify and
validate initial underwriting information of the property securing the CMBS. These
documents may be required in form and substance consistent with best practices
for typical CMBS issuance.

» Historical operating statements and borrower’s budget

* Underwritet’s analysis of stabilized cash flow with footnetes of assumptions used
=  Property type specific, rent roll information

* Appraisals and other data from recognized industry market sources

* Independent engineering report (Ptopetty Condition Assessment)

* Environmental Site Assessment(ESA)=Phase I/Phase II

= Documentation related tesseismicsflood and windstorm risks

* Franchise agreements and ground leases, if applicable

® Management agreéments

SSG Modeling Alerts

15. The SSG shall at alltimes have discretion to determine that differences in the structure,
governing law, waterfall structure or any other aspect of a securitization or a class of
securitization requires that insurance companies provide Initial Information and/or
OngoingInformation additional to or different from that identified in this Part. The SSG
shall,communicate such additional or different documentation requirements to insurers
byypublishing a Modeling Alert on the NAIC website and scheduling a meeting of the
VOS/TF to ensute public dissemination of the decision.
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Safe Harbor

16. Safe Harbor options serve as proxies for the Initial Sufficiency filing. The options reflect
publicly available information that a third party has analyzed the Initial Information.
Because the structured securities market is quite dynamic, the list of Safe Harbor options
may change frequently, with notice and opportunity for comment, as described in this
section. An RMBS or CMBS meets the Initial Information requirement if:

= Atleast two Section 17(g)-7 reports issued by different CRPs are publicly available;

or

= A security that is publicly registered under the federal Securities ‘Act 0f#1933.

Ongoing Information Requirements

17. An RMBS or CMBS meets the Ongoing Informatiof, Requirements if Ongoing
Information is available to the SSG and the relevant thifd-party, vendor from an Original
Source. The SSG, in its sole discretion and in coms@ltation™swith the relevant third-party
vendor, may determine that the Ongoing Informationis not sufficient or reliable to permit
a given RMBS or CMBS CUSIP to be financially modeled. However, in making such a
determination, the SSG shall take into account reasonable market practices and standards.

Special Rules for Certain Re-REMICs

18. Re-REMIC:s are generally simdple resttucturings of RMBS or CMBS. An Initial Sufficiency
Filing for a Re-REMIC (a) whichds not a Legacy Security itself but (b) where each
Underlying Security is aLegacy Security shall not require submission of information
regarding the Underlyifig Securities. In most cases, a prospectus for the Re-REMIC will
be sufficient. Ifithe'SSG Jdetermines that additional information about the Re-REMIC
structure or formation is required, it will communicate this decision to the insurer and

invite a dialogue to ascertain whether additional information is available that would be
deemedg@ufficient by the SSG.
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ANALYTICAL ASSIGNMENTS

ANNUAL SURVEILLANCE OF RMBS AND CMBS — MODELED AND NON-MODELED SECURITIES

Scope

19. This section explains the financial modeling methodology applicable to RMBS and CMBS

(defined above) secutitizations and the book/adjusted catrying value methodology
applicable to modeled and non-modeled securities subject to S$.AP No. 43R—I_oan-Backed
and Structured Securities. Please refer to SSAP No. 43R for a description of g€eurities subject
to its provisions. The VOS/TF does not formulate policy or administative procedures
for statutory accounting guidance. Reporting insurance compani€s afe résponsible for
determining whether a security is subject to SSAP No. 43R andtapplying the appropriate
guidance.

Important Limitation on the Definitions of RMBS and CMBS

20. The definitions of RMBS and CMBS above are,intended solely to permit the SSG to

communicate with financial modeling vendots, insurance company investors who own
RMBS and CMBS subject to financial modeling and/or the book/adjusted carrying value
methodology and their investment,advisozssto facilitate the performance by the SSG of
the financial modeling methodology ‘described below. The definitions contained in this
section are not intended fox’use and should not be used as accounting or statutory
statement reporting instructionsyor guidance.

NOTE: Please refety'to SSAP No. 43R—I oan-Backed and Structured Securities for
applicable accounting guidance and reporting instructions.

ANALYTICAL PROCEDURES APPLICABLE TO RMBS AND CMBS SECURITIZATIONS

SUBJECT TO FINANCIAL MODELING METHODOLOGY

Filing Exemption Status of RMBS and CMBS

21."RMBSwand CMBS are not eligible for the filing exemption because credit ratings of CRPs

arewno longer used to set risk-based capital (RBC) for RMBS or CMBS. However, RMBS
and CMBS are not submitted to the SSG.
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Use of Financial Modeling for Year-End Reporting for RMBS and CMBS

22. Beginning with year-end 2009 for RMBS and 2010 for CMBS, probability weighted net
present values will be produced under NAIC staff supervision by an NAIC-selected
vendor using its financial model with defined analytical inputs selected by the SSG. The
vendor will provide the SSG with a range of net present values for each RMBS or CMBS
corresponding to each NAIC Designation category. The NAIC Designation for a specific
RMBS or CMBS is determined by the insurance company, based on book/adjusted
carrying value ranges.

NOTE: Please refer to SSAP No. 43R—Ioan-Backed and Structired “Securities for
guidance on all accounting and related reporting issues.

Analytical Procedures for RMBS and CMBS

23. The SSG shall develop and implement all necessaty pfocesSes to coordinate the
engagement by the NAIC of a vendor who will, pesformyloan-level analysis of insurer-
owned RMBS and CMBS using the vendor’s proprietary models.

RMBS AND CMBS SUBJECT TOWFINANCIAL. MODELING

Setting Microeconomic Assumptions and Stress.S€enharios

24. Not later than September of gach year,the SSG shall begin working with the vendor to
identify the assumptions, stress,scenarios and probabilities (hereafter model criteria) the
SSG intends to use at yeatsend to'gin the vendor’s financial model.

The Financial Modeling Procéss

25. Information  abeut “wthe financial modeling process can be found at
www.naic.ordfStructured securities/ index_structured_securities. him.

Use of Net Present Value and Carrying Value for Financially Modeled RMBS and CMBS

264ker each modeled RMBS and CMBS, the financial model determines the net present value
atywhich the expected loss equals the midpoint between the RBC charges for each NAIC
Designation; i.e., each price point, if exceeded, changes the NAIC Designation. Net
present value is the net present value of principal losses, discounted using the security’s
coupon rate (adjusted in case of original issue discount securities to book yield at original
issue and in case of floating rate securities, discounted using LIBOR curve + Origination
spread). Because of the difference in RBC charge, the deliverable is five values for each
RMBS and CMBS security for companies required to maintain an asset valuation reserve
(AVR) and five values for companies not required to maintain an AVR. This is illustrated
in the chart below.
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RBC charge / NAIC designation (pre-tax)

P&C RBC Midpoint
1 0.3% 0.65%
2 1.0% 1.50%
3 2.0% 3.25%
4 4.5% 7.25%
5 10.0% 20.00%
6 30.0%

Life RBC Midpoint
1 0.4% 0.85%
2 1.3% 2.95%
3 4.6% 7.30%
4 10.0% 16.50%
5 23.0% 26.50%
6 30.0%

27. The NAIC Designation and NAIC Designation Categoty foria given modeled RMBS or

CMBS CUSIP owned by a given insuranceqcompanywdepends on the insuret’s
book/adjusted carrying value of each RMBS o1tqCMBS, swhether that catrying value, in
accordance with SSAP No. 43R—I oan-Backed andy Structured Securities, paragraphs 25
through 26a, is the amortized cost or fair‘valuejiand where the book/adjusted carrying
value matches the price ranges proyvided 1n.the Model output for each NAIC Designation
and the mapped NAIC Designation Gategosy, reflected in the table below, to be used for
reporting an NAIC Designatigh Categoryuntil new Risk Based Capital factors are adopted
for each NAIC Designation Category and new prices ranges developed; except that an
RMBS or CMBS tranche(that has'ho expected loss under any of the selected modeling
scenarios and that would be equivalent to an NAIC 1 Designation if the filing exempt
process were used, would be assigned an NAIC 1 Designation and NAIC 1.D
Designation Category*fegardless of the insurer’s book/adjusted catrying value.

NOTE:Please refer to the detailed instructions provided in SSAP No. 43R.

NAIC Designation
Determined by Mapped NAIC
Mcdeled Price Ranges Designation Category

——
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SECURITIES NOT MODELED BY THE SSG AND NOT RATED BY AN NAIC CRP
OR DESIGNATED BY THE SVO

28. Securities subject to SSAP No. 43R—ILoan-Backed and Structured Securities that cannot be
modeled by the SSG and are not rated by an NAIC CRP or designated by the SVO are
either: (a) assigned the NAIC administrative symbol ND (not designated), requiring
subsequent filing with the SVO; or (b) assigned the NAIC Designation for Special
Reporting Instruction [i.e., an NAIC 5GI, NAIC Designation Category NAIC 5.B GI or
NAIC 6* (six-star)].
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MORTGAGE REFERENCED SECURITIES

Definition

29. A Mortgage Referenced Security has the following characteristics: A Mortgage Referenced
Security’s coupon and/or principal payments are linked, in whole or in part, to prices of,
or payment streams from, real estate, index or indices related to real estate, or assets
deriving their value from instruments related to real estate, including, but not limited to,
mortgage loans.

Not Filing Exempt

30. A Mortgage Referenced Security is not eligible for filing exemption butiis subject to the
filing requirement.

NAIC Risk Assessment

31. In determining the NAIC Designation of a Mortgage Referénced Security, the SSG may
use the financial modeling methodology discussedyinsthis Part, adjusted (if and as
necessary) to the specific reporting and accoufiting fequirements applicable to Mortgage
Referenced Securities.

Quarterly Reporting for Mortgage Referencé Securities

32. To determine the NAIC Designation to be used for quarterly financial statement reporting
for a Mortgage Reference Secutity’ purchased subsequent to the annual surveillance
described in this Part, the insurer uses the prior year-end modeling data for that CUSIP
(which can be obtained*¥rom,the NAIC) until the annual surveillance data is published for
the current yearador a Mortgage Reference Security that is not in the prior year-end
modeling data for that CUSIP, the insurer may follow the instructions in Part Two of this
manual forshe assignment of the SVO Administrative Symbol “Z” provided the insurer
owned gecutity Meets the criteria for a security that is in transition in reporting or filing
status.

NOTE: Please reférto SSAP No. 26R and SSAP No. 43R for the definition of and guidance on
Structured Notes and Mortgage Referenced Securities. Please also refer to Part Three of this Manual
for guidance about the filing exempt status of Structured Notes.
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GROUND LEASE FINANCING TRANSACTIONS

Definition

33. Ground Lease Financing (GLF) transactions are defined and explained in “Ground Lease

Financing Transactions” in Part Three of this Manual.

SSG Role and Process

34. On occasion, the SVO may refer a GLF transaction to the SVO for financial modeling of
the GLF space leases or business operation, as applicable, in accordance/with, the process
set forth in “Ground Lease Financing Transactions” in Part Theee ‘of this Manual.
Following an SVO referral the SSG and SVO will maintain open communication related
to requests for additional data, analytical questions and analyticaliconielusions. Any GLF
transaction NAIC Designation will be assigned by the SVO:
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THE RTAS — EMERGING INVESTMENT VEHICLE

Purpose

35. Price grids are generated for the exclusive use of insurance companies and the NAIC
regulatory community. Insurance companies use official Prices Grids by following the
instructions in SSAP No. 43R—1I oan-Backed and Structured Securities to detive a final NAIC
Designation for the RMBS or CMBS, which they use to derive the RBC applicable for the
RMBS or CMBS.

NOTE: Please refer to SSAP No. 43R for a full explanation of the applicable
procedure.

Extension of Authority

36. The Regulatory Treatment Assessment Service — Emerging Itwvestment Vehicle procedure
is extended to the SSG, and the SSG is authorized_toWdetermine probable regulatory
treatment for RMBS and CMBS pursuant to this Pagt or for other securities, where, in the
opinion of the SSG, financial modeling methodology wwetld yield the necessary analytical
insight to determine probable regulatory treatment of otherwise enable the SSG to make
recommendations to the VOS/TF as to gegulatoty treatment for a security.

Interpretation

37. To facilitate this purpose, wherever in the Regulatory Treatment Assessment Service —
Emerging Investment Vehicle progédure reference is made to the SVO, it shall be read to
also refer to and applytto the SSG, adjusting for differences in the operational or
methodological confextyThe Regulatory Treatment Assessment Service — Emerging
Investment Vehi€le procedure shall also be read as authority for collaboration between
SVO and SSG staff functions so as to encompass RTAS assignments that require the use
of SVO financial, corporate, municipal, legal, and structural analysis and related
methodologies, as well as of financial modeling methodologies.
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Translation of Preliminary into Official Price Grids

38. Price Grids generated by the SSG pursuant to an RTAS are preliminary within the meaning
of that term as used in the Regulatory Treatment Assessment Service — Emerging
Investment Vehicle procedure and accordingly cannot be used for official NAIC
regulatory purposes. Preliminary NAIC Designations are translated into official NAIC
Designations by the SVO when an insurance company purchases and files the security and
the SVO conducts an official assessment. However, this Manual does not require the filing
of RMBS and CMBS subject to financial modeling methodology with the SSG. It is,
therefore, necessary to specify a procedure for the translation of preliminary Price Grids
into official Price Grids that can be used for NAIC regulatory purposessPreltminary Price
Grids generated by the SSG become an official Price Grid withip*the meaning of this
section when an insurance company has purchased the security fotywhich the Price Grid
was generated and reported that security for quarterly reporting purposes using the SSG
generated Price Grid. A Price Grid for a security reported by amihsurance company for
quarterly reporting is effective until the SSG conducts, th¢ "next annual surveillance
pursuant to this Part at which the time the Price Giids generated by the SSG at year-end
shall be the official Price Grid for that security.
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The National Association of Insurance Commissioners (NAIC) is the
U.S. standard-setting and regulatory support organization created
and governed by the chief insurance regulators from the 50 states,
the District of Columbia and five U.S. territories. Through the NAIC,
state insurance regulators establish standards and best practices,
conduct peer review, and coordinate their regulatory oversight.
NAIC staff supports these efforts and represents the collective
views of state regulators domestically and internationally. NAIC
members, together with the central resources of the NAIC, form
the national system of state-based insurance regulation in the U.S.

For more information, visit www.naic.org.

SVO-PP-20-

01




