





Part Three
SVO Procedures and Methodology for
Production of NAIC Designations Catastrophe-Linked Securities

CATASTROPHE-LINKED SECURITIES

Definition

225.  For 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 Catastrophe Event of a defined
magnitude or, that causes an aggregate insurance loss in excess of a stipulated

amount.

= Are structured so that either all or a portion of the principal invested by the

reporting insurance company is at risk.

Filing Exemption Status

226.  Catastrophe-Linked Bonds are eligible for the filing exemption provided that: (a) the
transaction has been rated by an NAIC CRP; (b) the NAIC CRP rating will be
continuously monitored; and (c) the NAIC CRP’s rating results from application of a
methodology that incorporates historical information, as well as stochastic probability
models and computer simulations; assesses the potential for loss of interest and/or
principal from underwriting risk; and correlates the probability of the occurrence of the
Catastrophe Event and the loss associated with the damage caused by such event to the
statistical probability of bond default and its severity reflected by the NAIC CRP’s
alphanumeric ratings.

Procedure for Other Catastrophe-Linked Bonds

227.  Catastrophe-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 BONDS OR SECURITIES

Direction

228.  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

229.  For purposes of this section, military housing bonds are defined as bonds or securities

that:

Are issued to finance the construction of housing for U.S. military personnel and
their civilian families in projects developed in conjunction with the
U.S. Department of Defense (DOD).

Provide for ongoing construction of new and/or rehabilitation of existing housing
to be located on and/or off U.S. military bases over a time hotizon that may exceed

40 years.

Involve significant federal government involvement in the project, such as: the
grant of land and/or housing stock for the construction project; or payment by
the federal government of the rent allowance for military personnel and their
dependents directly into the project account.

Were issued before December 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
rating 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

230.  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 described below.
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Analytical Memorandum

231.

232.

A detailed analytical memorandum containing a complete analysis of the transaction

in the following form:

Name of Project

Identification 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 Sources and Uses Based on Modified Scope
Plan

Other Deal Provisions

Accounts and Reserves

Key Waterfall Provisions

Base Overview

Developer Overview

Basic Allowance for Housing (BAH) and DSCR Performance
BAH Rates 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

At a minimum, 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

233.  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
234. A final and current prospectus or offering memorandum for project and bonds or
securities.

Audited Financial Statements

235.  The most recent audited financial statements for the project or issuer.

SUBSEQUENT FILING REQUIREMENTS

Analytical Memorandum

236. A detailed revised or updated analytical memorandum containing a complete analysis
of the transaction discussing, at a minimum, the following key risk factors:

»  Stabilized/Permanent Debt Setrvice Coverage
* Stabilized/Permanent Occupancy

® Developer Opinion

= Political (BRAC) Opinion

= Expense Ratio (if applicable)

= Overall Credit Opinion

Certification from Insurer Investment Officer

237.  An updated certification.

Audited Financial Statements

238.  The most recent Audited Financial Statements for the issuer.
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STATUS OF OTHER MILITARY HOUSING BONDS

Bonds with Stand-Alone Ratings

239.  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 undetlying
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

240.  Military housing bonds or securities that were issued on or after December 31, 2009,
and were rated by an NAIC CRP shall be subject to the filing exempt rule in this Manual.

CERTIFICATION PROCESS FOR MILITARY HOUSING BONDS

Documentation

241.  An insurance company filing a military housing bond or security with the SVO under
this Section 6 shall provide the SVO with a detailed analytical memorandum, a certification

and the other documentation as described above.

Certification

242.  Finding — Military housing bonds or securities require expert and ongoing evaluation
to determine that the construction process is in compliance with requirements set forth in
the loan and other documents governing the housing project, as well as periodic
determinations of how the construction process impacts financial assumptions undetlying
the transaction. Most of this risk assessment centers around the effectiveness of the
construction and 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 current and future time periods. Military housing bonds or securities also
incorporate 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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243.  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 statutory risk-based
capital and other state insurance regulatory reporting purposes.

244.  Analytical Memorandum and Certification — An insurance company filing a
military housing bond or securities for analysis under this Section shall provide the SVO
with a detailed analytical memorandum that discusses key risk factors in the project. The
general format of the memorandum and the key risk factors 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 require, in which an investment officer of the
filing insurance company, familiar with the status of the project/investment, attests to the
accuracy of the facts and data and analytical conclusions in the analytical memorandum
provided to the SVO. The certification process approved by this Section 5 begins with the
submission of both of these documents to the SVO.

SVO DUE DILIGENCE OBLIGATION

Completed Certification Required for Reliance

245.  Upon receipt of a completed certification from an appropriate insurance company
investment professional, 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 in all material respects, subject to its own due diligence obligation as specified
below.
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Independent SVO Analysis

246.  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, utilizing appropriate
corporate and other analytical methodologies.

Obligation to Pass on Sufficiency of Analytical Memorandum

247.  Where the analytical memorandum is deemed to be unclear or deficient in any respect,
the SVO shall require the insurance company to update it or to provide a written
supplement on the issues or concerns identified by the SVO. The SVO shall assign an
NAIC Designation that reflects its level of confidence in the analysis.
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PREFERRED STOCK

Directive

248.  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 to the 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

249.  The following provisions apply to all preferred stock subject to notching to reflect its
position in the issuet’s capital structure.

PREFERRED STOCK NOT RATED BY AN NAIC CRP

Determining an NAIC Designation

250.  The analyst shall first ascertain the senior unsecured debt rating of the issuer by
applying the general credit assessment procedure for corporate bonds specified. Once the
issuer’s senior unsecured NAIC Designation has been established, the analyst will adjust
the associated NAIC Designation to reflect:

= The position of the preferred stock in the capital structure of the issuer.

® A determination that the debtlevel in the issuer’s capital structure would, or would
not impede 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.

251.  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

252. 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 preferred stock.

253.  Issuer Rated, Preferred Issue Not Rated — The analyst may determine the issuer’s
senior unsecured designation by converting the rating assigned by the NAIC CRP to the
issuer’s outstanding debt into an equivalent NAIC Designation. Once the senior
unsecured designation level has been established, the analyst may adjust the
NAIC Designation associated with the issuet’s senior unsecured designation level to the
unrated preferred stock. The analyst then determines the most appropriate
NAIC Designation and applies the NAIC Designation to the preferred stock.

254.  Issuer Rated, with Other Preferred Stock Rated — The analyst may determine an
NAIC Designation for an unrated preferred by comparing the unrated preferred stock
with the outstanding rated preferred stock. The analyst will make such adjustments as are
necessary to account for dissimilar 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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