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A tool previously used by state insurance regulators to give insurance companies and their investment portfolios time to
bounce back from severe dislocation in financial markets could become a temporary source of billions of dollars of relief
to the extent fallout from the COVID-19 pandemic persists.

While U.S. life industry capital and surplus ended 2019 at an all-time high of $422.18 billion when incorporating group-
level consolidations and $501.46 billion when excluding them, many of the same investment-related factors that weighed
on capitalization during the 2008 financial crisis are all but certain to pressure results for the first quarter of 2020 and,
quite possibly, the full calendar year. The potential for excess mortality related to COVID-19 presents an additional risk
factor to the 2020 outlook.

Insurers can request regulatory approval to use permitted practices, which are an accounting methodology for specific
assets and liabilities that deviates from the National Association of Insurance Commissioners' statutory accounting
principles and the principles prescribed by insurance codes in some companies' domiciliary states. The U.S. life
insurance industry used permitted practices in year-end 2008 statutory statements as companies sought to mitigate
what otherwise would have represented significant pressure on capital and surplus and, in turn, risk-based capital
ratios.

"There have been situations where an insurer would be able to maintain operations for 20 years, but to date, since
liabilities barely exceed assets based on [statutory accounting], the insurer is nearly or technically insolvent," according
to a February 2010 NAIC white paper on alternative mechanisms for troubled companies. "A carefully thought-out
permitted practice could allow a troubled insurer time to dramatically restructure in order to provide better results for
consumers in terms of timely claims payments."

An S&P Global Market Intelligence analysis finds that the U.S. life industry received an estimated net benefit of $9.47
billion in 2008 from the use of permitted practices. That, in turn provided a 3.1% lift to what would have been the
aggregate capital and surplus amount for individual life insurers, excluding the effects of intercompany adjustments,
when adhering strictly to statutory accounting principles. Even with that boost, aggregate individual company capital and
surplus still fell by 4.6% in 2008. The consolidated industry surplus, including the impact of intercompany adjustments,
declined by 5.7%, which represented the lone year-over-year retreat during the period from 2002 through 2019.
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Impact of permitted practices on reported financial crisis-era capital and surplus
for select individual life insurance entities (%)

m Year-end 2008 NAIC SAP surplus mPaermitted practices
Morthwestarn Mutual Life Insurance Co. - 1210
Lincoln Mational Life Insurance Co. - 14.29
Jackson Mational Life Insurance Co. _ 22.04
Allstate Lifa Insurance Co. _ 42.60
Hartford Life and Annuity Insurance Co. _ .69
Estimated® US life industry total _ 2.09

Datacompiled March 19, 2020, Trom Note 1to 2008 annual statutory statements.

SAP = statutory accounting principles

Results reflect the contribution of permitted practices granted by state regulators to U.S. lite insurance entities to their reported
amounts of capital and surplus as of Dec. 31, 2008, In the examples displayed, the permitted practices served to enhance the levels of
capital and surplus that otherwise would have been reported with strict adherence to statutory accounting principles. The effects of
prescribed practices, or adjustments to surplus made in instances where state insurance laws or regulations require divergence from
statutory accounting principles, also contribute to the dirference between calculations conducted on an as-reported basis and using
statutory accounting principles.

* Estimate reflects a reconciliation of disclosures pertaining to permitted practices in electronic data with a NAIC report on the impact
of those adjustments on 2008 results and individual discussions of adjustments in the notes to Tinancial statements tor individual tilers.
Industry capital and surplus reflects the aggregation of individual company disclosures on Note 1 to 2008 annual statements, and it is
not presentad on a consolidated basis to reflect group-level adjustments.

Source: S&P Global Market Intelligance

@z2020. S&P Global Market Intelligence. All rights reserved.

The industry posted a net loss of $52.31 billion in 2008, reflecting factors such as $50.92 billion in net realized capital
losses and a 3.5% reduction in net investment income earned. The negative $14.61 hillion net change in unrealized
capital gains and losses also placed downward pressure on capital and surplus. A positive change in net deferred
income taxes of $35.46 billion, which stemmed in part from the application of permitted practices to allow the admission
of a higher amount of deferred tax assets, helped mitigate some of the damage.

Looking forward to year-end 2020, if we were to assume a decline from 2019 levels in unadjusted industry surplus as
calculated using statutory accounting principles in the same relative magnitude as 2008 and then apply a comparable
relative boost from permitted practices, there would be a 4.2% drop in the as-reported result as compared to a 7.3%
decline without it. The difference implies a benefit of $14.4 billion based on 2019 capital and surplus levels, but that
amount could prove conservative given the likely repeat of one significant permitted practice already in use.

Sources of permitted practices

Eight individual U.S. life insurers recorded $500 million or more in permitted practices in 2008: Northwestern Mutual Life
Insurance Co., Allstate Corp.'s Allstate Life Insurance Co., Jackson National Life Insurance Co., two companies that were
then units of Hartford Financial Services Group Inc. (now Talcott Resolution Life & Annuity Insurance Co. and Talcott
Resolution Life Insurance Co.), Lincoln National Corp.'s Lincoln National Life Insurance Co., Transamerica Life
Insurance Co. and Pacific Life Insurance Co.

Among those eight companies, the median increase to capital and surplus under statutory accounting principles was
25.6%. Allstate Life showed the largest increase on a relative basis as its reported capital and surplus for 2008 of $3.25
billion was 74.2% higher than it otherwise would have been in the absence of permitted practices.

The company obtained a permitted practice from lllinois regulators that allowed it to deviate from statutory accounting
principles with respect to the amount of deferred tax assets it could classify as an admitted asset. Another permitted
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practice allowed the company to record market-value-adjusted annuities held in a separate account at amortized cost.

"In the extreme market conditions of the economic crisis, the market value method of accounting reduced statutory
surplus due to unrealized losses on investments caused by wide credit spreads and the liquidity based dislocations in
the investment markets in a manner not representative of the economics of the related liabilities," Allstate said in its
annual report for 2008.

Adjustments related to deferred income taxes served as one of the primary means by which companies that used
permitted practices in 2008 were able to increase their reported amounts of capital and surplus. S&P Global Market
Intelligence estimates that 41.5% of the aggregate dollar amount of permitted practices used in 2008 pertained to
deferred tax assets, led by an adjustment of $770.2 million for Northwestern Mutual. Allstate Life's permitted practice
pertaining to its deferred tax assets totaled $140 million.

Components of 2008 US life industry permitted practices ($M)

Miscellaneous

adjustments
26401
Hartford Life
Insurance Co. — variabla
annuity resarves
B20.4 Morthwestern
Mutual Life
Insurance Ca, —
Frank Russsll
valuation
Jackson Mational Life — 7305
effectivensss of o |
interest rate swaps
G856
Allstate Life
Insurance Co. —
markst-value
adjusted annuities
a50.0 Other deferred tax
asset-related adjustments
2,383.2
Transamerica Life
Insurance Co. DTA
3804
Morthwastern
Mutual DTA

MatLife Insurance Co.
of Connacticut DTA
296.2

770z

Data compiled March 19, 2020, from Mote 1 to 2008 annual statutory statements.

DTA = dererred tax assets

Results reflzct the contribution of permitted practices granted by state regulators to U5,
lite insurance entities to their reported amounts of capital and surplus as of Dec. 31, 2008,
Inthe examples displayed, the permitted practices served to enhance the levels or capital
and surplus that otherwise would have been reported with strict adherence to statutory
accounting principles. The effects of prescribed practices, or adjustments to surplus made
ininstances where state insurance laws or regulations require divergence from statutory
accounting principles, also contribute to the difference between calculations conducted on
an as-reported basis and using statutory accounting principles.

Total estimated amount of permitted practices reflects a reconciliation ot disclosures
pertaining to permitted practicesin electronic datawith a NAIC reporton the impact ot
thosa adjustments on 2008 results and individual discussions of adjustments in the notes
to financial statements for individual filers. Industry capital and surplus reflects the
aggregation of individual company disclosures on Note 1 to 2008 annual statements, and it
i= not presentad on aconsolidated basis to reflect group-level adjustments.

Source: S&P Global Market Intelligence

@2020. S&P Global Market Intelligence. All rights reserved.
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Such permitted practices would no longer be relevant in the same form as statutory accounting rules regarding the
admission of deferred tax assets have changed since 2008. Companies may currently admit them, subject to certain
limitations, so long as they are realizable within three years and represent less than 15% of capital and surplus, which
corresponds to the treatment typically requested in 2008 as a permitted practice. At that time, admissibility was limited to
deferred tax assets realizable within one year and in an amount of up to 10% of capital and surplus. But the unique
nature of the current crisis could lead to the emergence of new and different avenues for relief.

Other permitted practices requested by life insurers pertained to items such as the valuation of investments in affiliates,
the use of particular mortality tables in connection with the calculation of certain life insurance reserves, the
classification of certain furniture and fixtures as admitted assets, the accounting for separate accounts funding
agreements, and the method of reporting on the effectiveness of hedging programs related to interest rate swaps.

For one company that received a permitted practice in 2008 pertaining to the use of a specific mortality table in
determining its minimum reserve liabilities, the related impact contributed to its ability to avoid reporting a surplus deficit.

Life reinsurer Scottish Re (U.S.) Inc. would have posted a surplus deficit of $219.7 million under statutory accounting
principles if not for the cumulative $197.2 million in permitted practices and $189.9 million in practices prescribed by
Delaware regulators under "emergency" orders that amended certain provisions of the state's insurance code.

Since 2008, in part reflecting the change to deferred tax asset admissibility standards in 2009. the impact of permitted
practices has been much less consequential to the industry with one particularly notable exception.

Employers Reassurance Corp., the General Electric Co. subsidiary that has garnered attention in recent years for its
long-term care reinsurance business, reported permitted practices in each of the past three years in amounts of no less
than the $7.27 billion it recorded in 2019. Those permitted practices related to the company's spread of the full
recognition of the indicated increase in additional actuarial reserves over a multiyear period, and they are offset in full
by like amounts of prescribed practices pertaining to agreed upon capital contributions by GE.

Given that the Employers Re accounting predated the outbreak and is likely to recur in 2020, it creates the potential for
the relative magnitude of benefits provided to industry capitalization from permitted practices to exceed the 2008 level
should significant stresses persist through year-end.

READ MORE: Sign up for our weekly coronavirus newsletter here, and read our latest coverage on the crisis here.

This article was published by S&P Global Market Intelligence and not by S&P Global Ratings, which is a separately
managed division of S&P Global.
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