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Introduction

During our last meeting we discussed a proposed alternative framework to the Basel
regulatory regime — an Aggregated Activities Based Approach (AABA)

The discussion highlighted two key aspects of AABA that require further development

1.. HHow to determine the equivalency of capital across different regulatory regimes
(e.g. is $1 of US Risk-based capital equivalent to $1 of UK solvency capital?)

2.. Htow to calibrate minimum capital ratios for AABA that provide a comparable level
of solvency protection as the Basel minimum ratios (pre- and post-stress)

This document presents a series of conceptual approaches that provide input into the
second issue, the calibration of minimum capital ratios equivalent to the Basel ratios

While the approaches provide input into a plausible range for the minimum ratios,
these parameters should not be interpreted as a formal proposal

Applying these approaches to a broader and deeper set of industry data would
provider a fuller set of input data to the calibration



Minimum capital ratios need to be established for AABA that are comparable
both in form and substance to the Basel ratios

To enable comparisons with banks Minimum capital ratios

and meet regulatory objectives, RiEMEARE AR aS R Rley peseliRsb iRl End Rigmote ).

AABA requires the same four .
minimum capital ratios as Basel
(shown at right)

This document focuses on the Tier
1 common natios; simmilizr
techniques could be used for the
Tier 1 and Total capital ratios

The techniques presented in this
paper aim to set the AABA
minimums such that they provide
an equivalent level of solvency
protection as the Basel minimums
provide for banks




We developed and applied three approaches to inform the AABA minimum
capital ratios; use of these inputs will require triangulation and judgment

1."Market-implied”
approach

Calibrate through credit
default swap spreads —
similar CDS spreads imply
equivalent default risk and
capital levels

Triangulation
and
judgment

3.Empirical approacih/what-if"
analysis
Calibrate empirically — identify levels that
resulted in insurer distress/insolvencies
by applying approach pro-forma to crisis

2."Regulatory imtervention’
approach

Calibrate based on similar
triggers for regulatory
intervention across banking
and imsurance



Each approach offers a different perspective in calibrating the minimum
AABA ratios
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Credit default swaps provide a market view Approach to calibrating using CDS spreads
of a company's credit risk — it is a market IRk é@%@” capital):

indicator for the financial health and level of
capitalization of the holding company

CDS spreads enable comparison of a
bank's Basel capital ratios with an iinsurer's
AABA aggregated ratio — minimum AABA
ratios can be calibrated this way

— If a bank and insurer have the same
CDS spreads, then one may expect
the bank's Basel capital ratios to be
comparable to the insurer’s
AABA ratio

While there are limitations to this approach
(e.g. other non-capital factors also affect
CDS spreads), it provides a market-implied
first-order approximation of the AABA
minimum ratios




“Market-implied” approach
lllustrative example for post-stress Tier 1 common capital
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“Regulatory intervention” approach
Approach presumes that multiplying minimum capital amounts provide

equivalent improvements in solvency risk ratios across frameworks

Insurance capital rules set minimums in
a manner that is similar to bank rules

Company action levels (US RBC)
require a company to submit a plan

Regulatory action levels (US RBC)
establish when a regulator must
take action

Insurance capital rules are applied at
regulated subsidiary level and not at the
holding company, but can reasonably
be extended

The appropriate minimum capital ratios
for AABA could be calibrated based on
a comparison of bank vs. iinsurer
regulatory triggers

Further, typical operating capital ratios
can be used as a sanity check for this
comparison

Differemeas in implliiest! mirimmarm acaypital
rafios suggestt that the AABAR rmimimaum
for.an individtiua/ inswer woul! need! to
reflectt mix of busimesss by ggemgaphy



Empirical approach/*what-if* analysis
Approach presumes that the lowest capital ratios of iinstitutions who survived
the crisis should represent a “ceiling” on minimum ratios

RRHERSSRIRHE RO friaHes [eriifoatasiEpotnote 1.

The Fed can request pro-forma calculation
of AABA ratios for SIF| designees under
its purview

Such “back-testing” would provide a view
of how insurers performed during the crisis;
the Fed can examine

1.. AAABA ratios of insurers that failed/
nearly failed

2.. AAABA ratios of insurers that remained
healthy and continued to write new
business without government support

This would provide an indication for the i

post-stress minimum ratios NEW L2 BglRest BBN{:s! yeariingle premlumidesase

Specifically, minimum thresholds
should be set no higher than the lowest

AABA ratio of the insurers that

remained healthy during the crisis
InsureCo’s experience suggests that the stressed minimum
should be considerably lower than ~270% (2008 ratio) given it
continued to write large volumes of new business during the crisis
(whereas struggling insurers often cease writing new lbusiness)



No single approach is ideal to determine the minimum AABA ratios, however the
three data points can be used to establish a reasonable range of ratios

_ Analysis results — Tier 1 common
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Appendix — Recap of the Aggregated Activities
Based Approach



Description and rationale for the proposed alternative framework

The proposed alternative extends and enhances the European Group Supervision
approach to meet the Fed's goals to capture holding company assets and mon-insurance
subsidiary capital requirements, and to support stress testing

The approach aggregates available and required capital based on a regulatory regime
specifically tailored to the financial activities and risks of all entities within the holding
company structure

Available and required capital for regulated subsidiaries are based on regulatory
frameworks tailored to the activity of the entity (e.g. application of a statutory
framework to insurance activities and a banking approach to banking activities)

Available and required capital for hitherto non-regulated entities may be determined
using an approach selected by the Fed that reflects the unique activities of the entity
(e.q. extending Basel approach to asset management activities)



AABA measures capital based on existing regulations tailored to
activities of each entity

lllustration of regulations applicable to each entity Comments
within the activities based approach

Aggregated activities based approach works in four
high-level steps

1. Sum the available and required capital for each entity,
(Fodvasted o diret fap preilbbke cagtaiEtodiffinamenst by
quabppbitebieittd tHeabﬂ'Mdssmmmyl Tier 1 and total capital. End
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acti'eitiﬂzothesed didfeteintiie by quality of capital
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4. Appy prescrlbed stress scenarios to the aggregated
Activiiias faqseafdhistarrigach is already used by
RUpReRTGONINYHIS HiBlorsct g \aluats lakarlipgurers
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Ostensibly reduced comparability between
insurance and banks

Requirement for the Fed to gain familiarity with
statutory reserve capital regimes and/or put in place
a mechanism to establish equivalency between US
RBC and other jurisdictions




Capital ratios are derived by summing the subsidiary capital, adjusting for double
leverage and adding back non-subsidiary assets of the HoldCo

1.Sum the available and requiired 2.Adjust for holding company double

capital for each subsidiary

leverage and capital requirements

Determine aggregated activities
based capital ratio

US Insurance entities
Required capital: 100
Available capital: 500

npan ce
R HER 2

Non-US Ins. entities
Requured capital; 100
Available capital: 500

shee

i

Other sulbs
(e.g. Asset management)
Required capital: 101D
Available capital: 200

00)
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European approach applies an Determine which debt imstruments
equivalency test for mon-EU qualify as Tier 1 or Tier 2 capital

domiciled insurers Deduct HoldCo debt from HoldCo
Required capital defined as the assets (excluding investments in
minimum regulatory capital level subsidiaries) to adjust for

that triggers a regulatory action double leverage

Required capital: sum of required capital
at subsidiaries

Available capital: sum of available capital
in subs and adjusted HoldCo equity
(excluding investments in subsidiaries)

— Differentiated by quality of capital:
Tier 1 common, Tier 1 and total

The Fed eould apply stress seenaries te the aggregated aetivities based eapital ratios
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