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Topics

= Growing importance of credit assessment on the CEO/CFO
Agenda

= What will be the new points of focus in our next assessment ?

= How has the financial crisis impacted the rating agencies
themselves ?
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Growing importance of credit
assessment on the CEO/CFO
Agenda




Credit quality — a higher priority in the
CEO Agenda

= Financial crisis has raised general level of awareness of credit quality
across both consumer and commercial sectors

= Ratings are increasingly commonly becoming enshrined in insurance
legislation around the world, examples include:

Brazil Thailand China
Malaysia New Zealand Solvency Il

= Credit ratings (and rating agencies!) have come under increasing scrutiny

— original catalyst was rating dislocations related to US housing market in
mid 2007

— impact much less severe in insurance market than, for example, in
banks, though rating downgrades for certain high-profile insurers have
generated criticism

— reinforces the need to understand what ratings really mean
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Best’'s one-year rating-transition matrix

A++/A+ A/A- B++/B+ B/B- C++/C+ C/C- D Impaired
A++/A+ | 92.73% 6.82% 0.37% 0.03% 0.00% 0.00% 0.00% 0.06%
A/A- 4.06% 91.57% 3.38% 0.56% 0.09% 0.05% 0.11% 0.19%
B++/B+ 0.37% 10.64% | 81.56% 5.31% 0.60% 0.31% 0.46% 0.75%
B/B- 0.26% 1.08% 14.86% | 75.61% 3.94% 0.94% 1.24% 2.06%
C++/C+ 0.23% 0.58% 1.96% 18.24% | 66.80% 5.37% 3.41% 3.41%
C/C- 0.00% 0.61% 0.25% 4.30% 14.86% | 66.22% 7.74% 6.02%
D/NA-7 0.10% 0.64% 1.04% 2.92% 3.02% 3.56% 81.46% 7.27%

Data from Best’s Impairment Rate and Rating Transition Study — 1977 to 2008 published May 1, 2009
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A.M. Best ratings track record

1-Year 5-Year 10-Year 15-Year

A++/A+ 0.06% 0.66% 2.00% 4.02%
A/A- 0.19% 2.09% 5.05% 7.35%
B++/B+ 0.75% 5.43% 10.38% 14.46%
B/B- 2.06% 9.93% 18.56% 25.57%
C++/C+ 3.41% 13.70% 25.28% 30.45%
C/C- 6.02% 18.16% 33.85% 45.18%

D 7.27% 25.41% 40.72% 49.48%
Secure 0.25% 2.17% 4.81% 7.27%
Vulnerable 3.62% 14.32% 25.59% 33.12%
All 0.69% 3.73% 7.50% 10.68%

Data from Best’s Impairment Rate and Rating Transition Study — 1977 to 2008 published May 1, 2009
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Property/Casualty financial impairment
frequency (FIF) (1969-2008)
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Source: AM. Best Co., BestLink

= The P/C industry’s impairment frequency has been lower
than average or declining since 2001
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What will be the new points of
focus In our next assessment ?




Methodology: refocused but not
abandoned

= Fundamental approach and rating methodologies have not changed

= However, enhanced analytical rigor is being placed on certain
components of the rating evaluation

= Increased focus on cash flows and liquidity, and risk concentrations
and risk correlations (within the ERM framework)

= Liquidity — areas of increased focus:
— examination of potential for acceleration of liquidity needs

— analysis of dependence on external sources of liquidity
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How has the financial crisis
iImpacted the rating agencies ?




Heightened awareness of what we do
and how we do it......
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Headlines from: The Observer, The New York Times, The Economist, Los Angeles Times, The Independent 13



Regulatory changes — core themes

= Management of conflicts of interest

= ‘Firewall’ between analytical and commercial staff

= No consulting or advisory services

= Enhanced disclosure of methodologies and models
= Analyst rotation

= Transparency surrounding revenue sources

= Alternative business models?
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Debate over business models

Issuer pays

User pays

Public-data

Public-body
(e.g. NAIC)

access to confidential
information

on-going surveillance
broadens access to

= independence from
issuer

independence from
issuer

= independence from
issuer

Pros :

ratings

encourages

investment in

technical resources

conflicts of interest = incentive to report on the past = potential for

exist but, should be produce large numbers are only conflicts of interest

manageable volumes of ratings part of the story (of a different kind)
Cons at least/cost effort

= incentives to
produce lower
ratings to deliver
better debt pricing?




All insurer-pays models are not created
equal

“issue” ratings

(e.g. debt, structured finance)

“obligor” ratings

(e.g. insurers, banks, sovereigns)

= fees usually determined as % of
amount issued

= fees very high compared to
obligor ratings and “front-end”
loaded

= [ittle incentive for on-going
active monitoring

= rating fees usually much lower
and paid annually

= promotes active surveillance
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Summary

= Elevated levels of credit awareness are here to stay

= Rating methodologies fundamentally unchanged but subject
to refocusing

= Business models of rating agencies will remain high on
regulatory agendas in the medium term
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