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Balance Sheet Strength

« Balance Sheet Strength is the cornerstone of AM Best’s rating process
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Several Factors Drive Overall Balance Sheet Strength Assessment

» Risk-adjusted capitalization is one key component of evaluation of
iInsurer’s balance sheet strength

» Other key factors include:

Liquidity

Financial flexibility

Quality of capital

Impact of the holding company
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Best Capital Adequacy Ratio (BCAR)

* Primary tool used by AM Best to assess an entity’s risk adjusted capitalization

« Compares available capital to estimated required capital to support asset risk,
credit risk, & underwriting risk at various confidence levels

( Available Capital - Net Required Capital)
Available Capital

BCAR = X 100

CBEST

Our Insight, Your Advantage™



Best Capital Adequacy Ratio (BCAR) Scores

VaR Confidence Level (%) BCAR BCAR Assessment

99.6 > 25 at 99.6 Strongest
99.6 >10 at 99.6 & < 25 at 99.6 Very Strong
99.5 >0 at99.5 & <10 at 99.6 Strong

99 >0at99 & <0 at 99.5 Adequate
95 >0at95 & <0 at99 Weak

95 <0at95 Very Weak
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Other Ways to Assess Capital Adequacy

Traditional
Regulatory
leverage . :
. view of capital
rations
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Internal
economic
capital models
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At What Level Do You Assess Capital?

« Consolidated view
- Enterprise-wide view, based on consolidating financial statements
 “Rating unit” view (one or more companies)
- Can reflect pooling agreements, intercompany reinsurance (easier to assess)

- Can also reflect “Group” affiliation based on guarantees/net worth maintenance
agreements, strategic importance (more difficult to assess)

* Individual Company view

* Where possible, AM Best completes a capital assessment on a rating unit level
and enterprise-wide basis

AM
T CBESDY
Our Insight, Your Advantage™ SINCE Weg
”



Key Considerations in Capital Evaluation

« Complexity of organizational structure
- At what level does it make the most sense to evaluate capital?

« Ability and willingness to provide capital support if needed
- Does the company have a track record of providing capital support when needed?
- Is the entity or group important enough to assume it will receive support?

* Fungibility of capital

- Regulatory or practical restrictions on capital movement?
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Simple Structure — Example

avovua srarevent Fon e vean 2020 ne Mutual Benefit Insurance Company
SCHEDULEY - INFORMATION CONCERNING ACTIVITIES OF INSURER
MEMBERS OF A HOLDING COMPANY GROUP
PART 1 - ORGANIZATIONAL CHART

Mutual Benefit Insurance Company
23-6200024 14664 PA

100% (Common Stock)

MBIC Holdings, Inc.
25-1778862 PA

100% (Common Stock)

Select Risk Insurance Company
23-6200029 17752 PA
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Complex Structure — Example

SCHEDULE Y - INFORMATION CONCERNING ACTIVITIES OF INSURER MEMBERS OF A HOLDING COMPANY GROUP

PART 1 - ORGANIZATIONAL CHART
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Important Consideration Besides Capitalization

Impact of the
holding
company

/
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Liquidity

11

Financial
flexibility

Quality of
capital
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Holding Company Impact

Negative Neutral Positive

«Demonstrated financial  +Proven access to

« Poor financial flexibility +Limited financial flexibility capital markets even
& 3 flexibility *Moderate overall during times of stress
*Weak quality of capital : : 2 2 z
Capital High le in capital *Reliance on soft capital leverage . *High quality capital
g *High double and/or «Limited impact from structure
Assessment  structure : g .
-Adjusted leverage > operating leverage operating leverage Low lewels of soft capital
65% *Adjusted leverage 45%  -Adjusted leverage < & intangibles
to 65% 45% « Adjusted leverage <
25%

«Elevated near term

«Poor liquidity R — Laddered matunty Laddered matunty
SR management schedule schedule
Liquidity RigE *Access to extemal &y o e
«Limited to no access to liquidity sources Altemative liquidity «Strong liquidity
extemal liquidity sources q?lestionable readily available management
Coverage *Weak coverage < 2x *Low coverage 2-3x *Adequate coverage > 4x +Strong coverage > 7x

The characteristics described for each category are ideal scenarios and are not intended to be prescriptive.
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Additional Holding Company Considerations

* Public vs. private (pros & cons)

e Cash held at holdco level

LOC'’s, FHLB, Revolvers, Contingent Capital Facilities

Potential contingent liabilities? (e.g. large legal settlements)

Non-insurance businesses (pros & cons)

Debt maturity schedules

Risk-adjusted capitalization with/without credit for debt
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Challenges/Yellow Flags

Limited financial flexibility

High proportion of illiquid investments
Complex organizational structures
Inability to generate organic capital growth

Aggressive financial policy
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Questions?
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© AM Best Company, Inc. (AMB) and/or its licensors and affiliates. All rights reserved. ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY 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 AMB’s PRIOR WRITTEN CONSENT. All information contained herein is obtained by AMB from sources believed by it to be
accurate and reliable. AMB does not audit or otherwise independently verify the accuracy or reliability of information received or otherwise used and therefore all information
contained herein is provided “AS IS” without warranty of any kind. Under no circumstances shall AMB have any liability to any person or entity for (a) any loss or damage in whole
or in part caused by, resulting from, or relating to, any error (negligent or otherwise) or other circumstance or contingency within or outside the control of AMB or any of its directors,
officers, employees or agents in connection with the procurement, collection, compilation, analysis, interpretation, communication, publication or delivery of any such information, or
(b) any direct, indirect, special, consequential, compensatory or incidental damages whatsoever (including without limitation, lost profits), even if AMB is advised in advance of the
possibility of such damages, resulting from the use of or inability to use, any such information. The credit ratings, financial reporting analysis, projections, and other observations, if
any, constituting part of the information contained herein are, and must be construed solely as, statements of opinion and not statements of fact or recommendations to purchase,
sell or hold any securities, insurance policies, contracts or any other financial obligations, nor does it address the suitability of any particular financial obligation for a specific
purpose or purchaser. Credit risk is the risk that an entity may not meet its contractual, financial obligations as they come due. Credit ratings do not address any other risk,
including but not limited to, liquidity risk, market value risk or price volatility of rated securities. AMB is not an investment advisor and does not offer consulting or advisory services,
nor does the company or its rating analysts offer any form of structuring or financial advice. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS,
COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR
MADE BY AMB IN ANY FORM OR MANNER WHATSOEVER. Each credit rating or other opinion must be weighed solely as one factor in any investment or purchasing decision
made by or on behalf of any user of the information contained herein, and each such user must accordingly make its own study and evaluation of each security or other financial
obligation and of each issuer and guarantor of, and each provider of credit support for, each security or other financial obligation that it may consider purchasing, holding or selling.
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