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AGENDA

1. Discuss the Moody’s Analytics Report on Risk Premium—Philip Barlow (DC) Attachment 1
2. Discuss Bond Size Adjustment— Philip Barlow (DC) Attachment 2
3. Discuss Upcoming Virtual Meetings— Philip Barlow (DC)

4. Discuss Any Other Matters Brought Before the Working Group—Philip Barlow (DC)

5. Adjournment

w:\ga\rbc\lrbc\2021\calls and meetings\5_20_21 call\agenda Irbc 5-20-21.docx

© 2021 National Association of Insurance Commissioners



This page intentionally left blank.



Attachment 1

MOODY)S Better

ANALYTICS Fas.te.r
Decisions

QU
-

RBC C1 Bond Factors & the Risk Premium
For Discussion with Life Risk-Based Capital (E) Working Group

May 2021



Attachment 1

Moody's (NYSE:MCO) is a global integrated risk assessment firm that empowers organizations to
make better decisions. Its data, analytical solutions and insights help decision-makers identify
opportunities and manage the risks of doing business with others. We believe that greater
transparency, more informed decisions, and fair access to information open the door to shared
progress. With over 11,400 employees in more than 40 countries, Moody's combines an international
presence with local expertise and more than a century of experience in financial markets.

Learn more at moodys.com/about.

Moody's Corporation is comprised of two separate companies:
Moody's Investors Service (MIS) and Moody's Analytics (MA).

Moody’s Investors Service (MIS) provides investors with a comprehensive view of global debt markets
through credit ratings and research. Moody's Analytics (MA) provides data, analytics, and insights to
equip leaders of financial, non-financial, and government organizations with effective tools to
understand a range of risks.

Throughout this document, “MIS rating” refers to a MIS credit rating.
And while references to MIS are made, the views and opinions in this document are solely of MA.
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Attachment 1

Scope: What we were asked to do
Develop RBC C1 bond factors that better reflect economic risks

iy

Methodologies and
data rely entirely on

public sources that

are accessible and
reproducible by

NAIC and industry

MOODY'S ANALYTICS

Articulation of data,
methodology and limitations

MA cautions isolated modifications to
modeling features and parameters without
considerations of the interconnected
CIETNES
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Heuristic Performance Criteria
MA C1 Factors*

» Better represent the historical experience of life insurers’ holdings
» More accurately reflect empirically observed issuer diversification benefits

» Challenges:

> C1 factors are cardinal, and a function of MA's default rates estimated using MIS corporate default rates
that reflect the historical experience of life insurance corporate holdings for each MIS rating, which are
opinions of ordinal, horizon-free credit risk, rather than cardinal

»  C1 factors are static while risks change over time, across ratings and asset classes

> Applied to range of credit assets, based on their NAIC designations (i.e., the second lowest NRSRO rating)

» While the ACLI, the industry, the NAIC, and commissioners have been engaged extensively, the
views are solely those of MA and based on an objective assessment of supporting documentation,
and data and modeling approaches that in MA's experience viewed as best practice

*MA’s Revisions to the RBC C1 Bond Factors’ April 2021 report articulates the data, methodology and limitations associated with the MA’'s C1 factors
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MA's C1 Base Factors

Attachment 1

Risk Premium is one of several interconnected modifications with largest impact

C1 Base Factors (log scale) and Corporate Holdings
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»

»

Replace the economic state model with a
correlation model to better align with default
correlation and issuer diversification observed
empirically, which also affects PAFs

Update the default rate and recovery rate to
better align with historical experience of life
companies’ holdings

Set Risk Premium at expected loss plus 0.5
standard deviation (compared to just expected
loss) to better align with current reserving standards

Update tax rate to 21% and discount rate to

3.47% as requested by NAIC; compared with 5%
under the current and Academy formula
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Overview of Risk Premium Modification

Risk Premium is one of several interconnected modifications with largest impact

» C1 RBC is the minimum required capital above statutory reserves to buffer against a tail loss
— Risk Premium acts as an offset to C1 RBC

» Variation in industry reserving standards

— VM-20 and VM-21 explicitly require that reserves cover CTE 70, or approximately 88th percentile, default loss, without
accounting for any assets backing Asset Valuation Reserve (AVR)

— VM-20 applies to new life products after 2017; with increasing coverage for new bond purchases
— New reserve standards such as VM-22 are also expected to follow the same framework and cover CTE 70 default loss

— Existing policies follow industry reserving standards, which generally aim to cover moderately adverse conditions; AVR
used in Cash Flow Testing (CFT) of these reserves is excluded from Total Adjusted Capital (TAC), and thus functions as
additional CFT reserves rather than available capital

» MA’s Modifications

— Together with many other interconnected model features described in later slides, Risk Premium is updated to be
expected loss plus 0.5 standard deviation recognizing variation in industry reserving standards and to closer align
with PBR and other reserving standards generally aimed to cover moderately adverse conditions
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Aligning C1 Factors with AVR

The Academy raised concerns related to Risk Premium and AVR consistency

» AVR is an allocation of surplus to :
th th licality of dit default Allocation of surplus across AVR
SMoo € cyclicallly ot credit aetau and unassigned surplus does not

events affect RBC Ratio

» Allocation of surplus across AVR and
unassigned surplus does not affect
RBC Ratio Unassigned 0.5 x Dividend

Surplus Liability

» While historically the basic contribution
of AVR has been set to be the same as
Risk Premium, the alignment between
AVR and Risk Premium is not relevant
to the RBC framework, whose purpose
is to help “identify potentially weakly
capitalized companies”

Authorized Control Level RBC
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Sensitivity Analysis of Risk Premium
All values are based on MA's formula including all targeted modifications

» RIisk Premium level:

— Expected loss (used by the Academy) along with MA's
targeted modifications not included in the Academy’s
proposal

— Expected loss + 0.5 standard deviation (used by MA)
— Expected loss + 1 standard deviation

» Higher level of Risk Premium leads to lower
C1 base factors, as more losses will be covered
by Risk Premium

» On average, a decrease (increase) of 0.5 standard
deviation from MA's Risk Premium, increases
(decreases) C1 base factors by ~20% for investment
grade and around 15% for high yield

MOODY'S ANALYTICS
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Pre-tax C1 RBC Base Factor for Investment Grade

= Expected Loss

m Expected Loss + 0.5
I |I |I I standard deviation
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Risk Premium for Different Rating Categories
Default losses are not normally distributed

Expected Loss Expected Loss + 0.5 Standard Deviation Expected Loss + 1 Standard Deviation
Value Loss Percentile Value Loss Percentile Value Loss Percentile
Aaa 0.003% 75.0% 0.007% 83.7% 0.011% 89.7%
Aal 0.008% 66.4% 0.015% 79.9% 0.021% 87.5%
Aa2 0.022% 61.4% 0.032% 76.0% 0.042% 85.8%
Aa3 0.032% 59.2% 0.046% 75.2% 0.059% 85.7%
Al 0.048% 58.5% 0.065% 74.8% 0.082% 85.3%
A2 0.070% 57.5% 0.092% 74.0% 0.113% 85.0%
A3 0.096% 57.2% 0.123% 74.4% 0.150% 85.5%
Baal 0.134% 56.7% 0.168% 73.4% 0.202% 85.4%
Baa2 0.187% 55.1% 0.229% 73.1% 0.271% 85.1%
Baa3 0.303% 55.4% 0.362% 73.3% 0.421% 84.7%
Bal 0.493% 55.0% 0.579% 72.6% 0.665% 84.8%
Ba2 0.809% 54.0% 0.932% 71.8% 1.055% 84.8%
Ba3 1.071% 54.5% 1.225% 72.4% 1.379% 84.7%
Bl 1.429% 53.9% 1.619% 72.2% 1.809% 84.7%
B2 1.933% 53.2% 2.168% 71.5% 2.404% 84.7%
B3 2.545% 52.9% 2.834% 71.4% 3.123% 84.9%
Caal 3.424% 53.0% 3.787% 71.3% 4.151% 84.1%
Caa2 4.816% 52.4% 5.274% 70.8% 5.731% 84.1%
Caa3 7.406% 51.9% 7.998% 70.2% 8.591% 83.9%

All values in this table are calculated based on MA’s correlation model including other targeted modifications.
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Most Impactful Targeted Modifications

Economic state model overstates Default rate term structures Risk Premium (an offset to Discount rate and
diversification across issuers relative representing the historical C1 base factors) set at tax rate updated to
to that observed empirically, experience of life insurers’ expected loss plus 0.5 reflect the current
resulting in C1 base factors that U.S. corporate holdings standard deviation, to closer interest rate
potentially understate credit losses through 2020 align with PBR (VM20 and environment and
and PAFs that are overly punitive VMZ21) and other reserving 2017 tax reform
(lenient) to portfolios with a smaller standards generally aimed at
(larger) number of issuers covering moderately adverse

conditions.

MA C1 Factors

MA correlation model results in C1 MA default rates tend to have A higher Risk Premium lowers Per NAIC request,
base factors that are more a steeper slope (more the C1 base factors and the discount rate is
differentiated across NAIC differentiated across MIS increases their differentiation set at 3.47%, as
designation categories, and PAFs ratings) than those proposed across the NAIC designation compared to the 5%
that are a more accurate reflection of by the Academy, with categories. under the current and
diversification benefits differentiation more closely Academy formula.
aligning with benchmarks Tax rate is set at 21%
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Recap of C1 Factors

C1 Base Factors

MIS Rating Current Academy Proposed MA Base #of Issuersin | - ¢ Academy MA PAE
rren
Base Factors Factors the Portfolio urre Proposed PAF

Aal
Aa2
Aa3
Al
A2
A3
Baal
Baa2
Baa3
Bal
Ba2
Ba3
Bl
B2
B3
Caal
Caa2
Caa3
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0.390%
0.390%
0.390%
0.390%
0.390%
0.390%
0.390%
1.260%
1.260%
1.260%
4.460%
4.460%
4.460%
9.700%
9.700%
9.700%
22.310%
22.310%
22.310%

Portfolio Adjustment Factors (PAFS)
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0.290% 0.158%
0.420% 0.271%
0.550% 0.419%
0.700% 0.523%
0.840% F 0.657% {1l
1.020% 0.816%
1.190% 1.016% 7
1.370%  L2LX 1,261
1.630% 1.523%
1.940% 2.168% ¥
3.650% 3.151%
4.660% 4.537%
5.970% 6.017%
6.1500% 193X 7.386%
8.320% 9.535%
11.480% 12.428%
16.830% 16.942%
22.800% 23.798%
33.860% 32.975%

()

2.50 7.50 5.87
50 2.50 2.90 2.40
100 1.90 2.33 1.96
300 1.30 1.36 1.22
500 1.16 1.16 1.07
1000 1.03 0.95 0.95
2000 0.97 0.85 0.88
3000 0.94 0.82 0.86 2

1.23X
»

»

»

@ MA default rates, correlation model and Risk Premium lead to
more differentiated factors across the MIS ratings scale

(2) Economic state model results in counterfactual increases (and
decreases) to C1 base factors along the rating scale; e.g., Ba3 factor

is almost identical to B1 factor under the Academy’s formula
[@B) The economic state PAFs that are overly punitive (lenient) to

portfolios with a smaller (larger) relative to that observed empirically

Risk Premium, May 2021
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Impact of MA C1 Factors on All Life Companies
Holdings on Schedule D Part 1 excluding government bonds

» Resulting increase in RBC with MA C1 factors is relatively evenly distributed across life companies of different sizes

» Under the Academy’s proposal, a disproportionate share of the C1 RBC increase is attributed to small and medium
sized life companies, driven largely by the limitations of economic state model described previously

Total Industry Post-PAF C1 RBC Ratio of Life Company’s Post-PAF C1 RBC-to-
50 600% Current Formula
43.19
45 27 82 41.83 O 500% .
40 i @ Generally, portfolios with fewer
35 = 400% than 10 issuers, sometimes a
#.30 o single issuer
- = 300%
o 25 ~94.75 ~96.25 96 S
= 20 percentile percentile percentile Q\)
m safety level safety level safety level ®)
15 under MA’s under MA’s under MA’s m e i
10 factors factors factors @ 100% o
5 0%
0 0 1 10 100 1,000 10,000
Post-PAF RBC Under Current Formula (Million $; log scale)
m Current Factors ® Academy Factors ®MA Factors » Academy Factors  ° MA Factors ——Current Factors

Holdings includes all exposures on Schedule D Part 1 excluding US government bonds.
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© 2021 Moody’s Corporation, Moody’s Investors Service, Inc., Moody’s Analytics, Inc. and/or their licensors and affiliates (collectively, “MOODY’S”). All
rights reserved.

CREDIT RATINGS ISSUED BY MOODY'S INVESTORS SERVICE, INC. AND/OR ITS CREDIT RATINGS AFFILIATES ARE MOODY’S CURRENT
OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND
MATERIALS, PRODUCTS, SERVICES AND INFORMATION PUBLISHED BY MOODY’S (COLLECTIVELY, “PUBLICATIONS”) MAY INCLUDE SUCH
CURRENT OPINIONS. MOODY’S INVESTORS SERVICE DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS
CONTRACTUAL FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS IN THE EVENT OF DEFAULT OR
IMPAIRMENT. SEE MOODY’S RATING SYMBOLS AND DEFINITIONS PUBLICATION FOR INFORMATION ON THE TYPES OF CONTRACTUAL
FINANCIAL OBLIGATIONS ADDRESSED BY MOODY’S INVESTORS SERVICE CREDIT RATINGS. CREDIT RATINGS DO NOT ADDRESS ANY
OTHER RISK, INCLUDING BUT NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS, NON-
CREDIT ASSESSMENTS (“ASSESSMENTS”), AND OTHER OPINIONS INCLUDED IN MOODY’S PUBLICATIONS ARE NOT STATEMENTS OF
CURRENT OR HISTORICAL FACT. MOODY’S PUBLICATIONS MAY ALSO INCLUDE QUANTITATIVE MODEL-BASED ESTIMATES OF CREDIT RISK
AND RELATED OPINIONS OR COMMENTARY PUBLISHED BY MOODY’S ANALYTICS, INC. AND/OR ITS AFFILIATES. MOODY’S CREDIT RATINGS,
ASSESSMENTS, OTHER OPINIONS AND PUBLICATIONS DO NOT CONSTITUTE OR PROVIDE INVESTMENT OR FINANCIAL ADVICE, AND
MOODY’S CREDIT RATINGS, ASSESSMENTS, OTHER OPINIONS AND PUBLICATIONS ARE NOT AND DO NOT PROVIDE RECOMMENDATIONS
TO PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. MOODY’S CREDIT RATINGS, ASSESSMENTS, OTHER OPINIONS AND
PUBLICATIONS DO NOT COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MOODY’S ISSUES ITS
CREDIT RATINGS, ASSESSMENTS AND OTHER OPINIONS AND PUBLISHES ITS PUBLICATIONS WITH THE EXPECTATION AND
UNDERSTANDING THAT EACH INVESTOR WILL, WITH DUE CARE, MAKE ITS OWN STUDY AND EVALUATION OF EACH SECURITY THAT IS
UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR SALE.

MOODY’S CREDIT RATINGS, ASSESSMENTS, OTHER OPINIONS, AND PUBLICATIONS ARE NOT INTENDED FOR USE BY RETAIL INVESTORS
AND IT WOULD BE RECKLESS AND INAPPROPRIATE FOR RETAIL INVESTORS TO USE MOODY’S CREDIT RATINGS, ASSESSMENTS, OTHER
OPINIONS OR PUBLICATIONS WHEN MAKING AN INVESTMENT DECISION. IF IN DOUBT YOU SHOULD CONTACT YOUR FINANCIAL OR OTHER
PROFESSIONAL ADVISER.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO, COPYRIGHT LAW, AND NONE OF SUCH
INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR
MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY’S PRIOR WRITTEN CONSENT.

MOODY’S CREDIT RATINGS, ASSESSMENTS, OTHER OPINIONS AND PUBLICATIONS ARE NOT INTENDED FOR USE BY ANY PERSON AS A
BENCHMARK AS THAT TERM IS DEFINED FOR REGULATORY PURPOSES AND MUST NOT BE USED IN ANY WAY THAT COULD RESULT IN THEM
BEING CONSIDERED A BENCHMARK.

All information contained herein is obtained by MOODY’S from sources believed by it to be accurate and reliable. Because of the possibility of human or
mechanical error as well as other factors, however, all information contained herein is provided “AS IS” without warranty of any kind. MOODY'S adopts all
necessary measures so that the information it uses in assigning a credit rating is of sufficient quality and from sources MOODY'S considers to be reliable
including, when appropriate, independent third-party sources. However, MOODY'S is not an auditor and cannot in every instance independently verify or
validate information received in the rating process or in preparing its Publications.

To the extent permitted by law, MOODY’S and its directors, officers, employees, agents, representatives, licensors and suppliers disclaim liability to any
person or entity for any indirect, special, consequential, or incidental losses or damages whatsoever arising from or in connection with the information
contained herein or the use of or inability to use any such information, even if MOODY’S or any of its directors, officers, employees, agents, representatives,
licensors or suppliers is advised in advance of the possibility of such losses or damages, including but not limited to: (a) any loss of present or prospective
profits or (b) any loss or damage arising where the relevant financial instrument is not the subject of a particular credit rating assigned by MOODY'’S.
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To the extent permitted by law, MOODY’S and its directors, officers, employees, agents, representatives, licensors and suppliers disclaim liability for any
direct or compensatory losses or damages caused to any person or entity, including but not limited to by any negligence (but excluding fraud, willful
misconduct or any other type of liability that, for the avoidance of doubt, by law cannot be excluded) on the part of, or any contingency within or beyond the
control of, MOODY’S or any of its directors, officers, employees, agents, representatives, licensors or suppliers, arising from or in connection with the
information contained herein or the use of or inability to use any such information.

NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY
PARTICULAR PURPOSE OF ANY CREDIT RATING, ASSESSMENT, OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY'S IN ANY
FORM OR MANNER WHATSOEVER.

Moody’s Investors Service, Inc., a wholly-owned credit rating agency subsidiary of Moody’s Corporation (“MCQ”), hereby discloses that most issuers of debt
securities (including corporate and municipal bonds, debentures, notes and commercial paper) and preferred stock rated by Moody's Investors Service, Inc.
have, prior to assignment of any credit rating, agreed to pay to Moody’s Investors Service, Inc. for credit ratings opinions and services rendered by it fees
ranging from $1,000 to approximately $2,700,000. MCO and Moody's investors Service also maintain policies and procedures to address the independence
of Moody’s Investors Service credit ratings and credit rating processes. Information regarding certain affiliations that may exist between directors of MCO
and rated entities, and between entities who hold credit ratings from Moody’s Investors Service and have also publicly reported to the SEC an ownership
interest in MCO of more than 5%, is posted annually at www.moodys.com under the heading “Investor Relations — Corporate Governance — Director and
Shareholder Affiliation Policy.”

Additional terms for Australia only: Any publication into Australia of this document is pursuant to the Australian Financial Services License of MOODY’S
affiliate, Moody’s Investors Service Pty Limited ABN 61 003 399 657AFSL 336969 and/or Moody’s Analytics Australia Pty Ltd ABN 94 105 136 972 AFSL
383569 (as applicable). This document is intended to be provided only to “wholesale clients” within the meaning of section 761G of the Corporations Act
2001. By continuing to access this document from within Australia, you represent to MOODY’S that you are, or are accessing the document as a
representative of, a “wholesale client” and that neither you nor the entity you represent will directly or indirectly disseminate this document or its contents to
“retail clients” within the meaning of section 761G of the Corporations Act 2001. MOODY'S credit rating is an opinion as to the creditworthiness of a debt
obligation of the issuer, not on the equity securities of the issuer or any form of security that is available to retail investors.

Additional terms for Japan only: Moody's Japan K.K. (‘MJKK”) is a wholly-owned credit rating agency subsidiary of Moody's Group Japan G.K., which is
wholly-owned by Moody’s Overseas Holdings Inc., a wholly-owned subsidiary of MCO. Moody’s SF Japan K.K. (“MSFJ”) is a wholly-owned credit rating
agency subsidiary of MJKK. MSFJ is not a Nationally Recognized Statistical Rating Organization (‘“NRSRO”). Therefore, credit ratings assigned by MSFJ
are Non-NRSRO Credit Ratings. Non-NRSRO Credit Ratings are assigned by an entity that is not a NRSRO and, consequently, the rated obligation will not
qualify for certain types of treatment under U.S. laws. MIKK and MSFJ are credit rating agencies registered with the Japan Financial Services Agency and
their registration numbers are FSA Commissioner (Ratings) No. 2 and 3 respectively.

MJKK or MSFJ (as applicable) hereby disclose that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and
commercial paper) and preferred stock rated by MIKK or MSFJ (as applicable) have, prior to assignment of any credit rating, agreed to pay to MJKK or
MSFJ (as applicable) for credit ratings opinions and services rendered by it fees ranging from JPY 125,000 to approximately JPY250,000,000.

MJKK and MSFJ also maintain policies and procedures to address Japanese regulatory requirements.
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Comparison of bond size adjustment
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