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Appendix 


TO:

Dale Bruggeman (OH), Chair of the Statutory Accounting Principles (E) Working Group 
FROM:

Mike Boerner, (TX), Chair of the Life Actuarial (A) Task Force
DATE:

February 4, 2021
RE:

Clearly Defined Hedging Strategy (CDHS) Requirements
This referral has been provided to notify the Working Group of revisions to the Valuation Manual being considered by the Life Actuarial (A) Task Force during the 2/4/2021 Meeting on APF 2020-12, regarding CDHS. The proposed revisions in APF 2020-12 would require an update to SSAP 108 to maintain consistency between the Valuation Manual and the Accounting Practices and Procedures Manual. 

APF 2020-12 under consideration by Life Actuarial (A) Task Force: 

1) Moves the definition of a CDHS from VM-21 to VM-01; 
2) Adds two criteria from the VM-20 CDHS definition that had not been in the VM-21 CDHS definition to the final definition in VM-01 that applies to both VM-20 and VM-21; 
3) Requires that companies model hedging strategies that do not meet the definition of a CDHS under VM-21 if they increase TAR.  However, it is noted in the Valuation Manual that this does not impact the treatment of such non-CDHS hedging strategies under SSAP 108. 
For coordination between the Valuation Manual and the Accounting Practices and Procedures Manual, proposed edits to SSAP 108 are shown in the attached Appendix. Please contact NAIC staff of the Life Actuarial (A) Task Force with any questions on this proposal.  Also attached is a copy of LATF APF 2020-12. 
cc Julie Gann, Robin Marcotte, Dave Fleming, Reggie Mazyck, Pat Allison 
Proposed edit to SSAP 108, Paragraph 6.b.ii

Certification by a financial officer of the company (CFO, treasurer, CIO, or designated person with authority over the actual trading of assets and derivatives) that the hedging strategy meets the definition of a Clearly Defined Hedging Strategy within VM-01 and that the Clearly Defined Hedging Strategy is the hedging strategy being used by the company in its actual day-to-day risk mitigation efforts. This provision does not require reporting entities to use a hedging strategy in determining VM-21 reserves, nor does it require entities to use the special accounting provision within this standard. However, it does require reporting entities that use the special accounting provisions within this standard to certify that the hedging strategy within scope of this standard is a Clearly Defined Hedging Strategy and is reflected in the establishment of VM-21 reserves.
Proposed edit to SSAP 108, Paragraph 7

As identified in paragraph 2, eligibility for the special accounting provision within this standard is strictly limited to variable annuity contracts and other contracts involving certain guaranteed benefits similar to those offered with variable annuities that are reserved for in accordance with VM-21. This special accounting provision requires the reporting entity to engage in highly effective fair value hedges that follow a Clearly Defined Hedging Strategy, as defined in VM-01, meeting all required provisions of VM-21 allowing the reporting entity to reduce the amount of the Conditional Tail Expectation (CTE) Amount. In order to qualify as a Clearly Defined Hedging Strategy (which may be dynamic, static, or a combination thereof), the strategy must meet the principles outlined in VM-21, be in place (implemented) for at least three months4, and shall at a minimum, identify:

a. Specific risks being hedged5,

b. Hedge objectives,

c. Risks not being hedged,

d. Financial instruments that will be used to hedge the risks,

e. Hedge trading rules, including permitted tolerances from hedging objectives,

f. Metric(s) used for measuring hedging effectiveness,

g. Criteria that will be used to measure effectiveness,

h. Frequency of measuring hedging effectiveness,

i. Conditions under which hedging will not take place,
j. The individuals responsible for implementing the hedging strategy,
k. Areas where basis, gap or assumption risk related to the hedging strategy have been identified, and
l. The circumstances under which hedging strategy will not be effective in hedging the risks.
Proposed edit to SSAP 108, Paragraph 23.a

Discussion of hedged item, including information on the guarantees sensitive to interest rate risk, along with information on the designated hedging instruments being used to hedge the risk. Discussion of the hedging instruments shall identify whether a hedging instrument is a single instrument or portfolio, as well as information on the hedging strategy (including whether there have been changes in strategy from the prior reporting period, along with detailed information on the changes), and assessment of hedging effectiveness and compliance with the “Clearly Defined Hedging Strategy” of VM-01. Identification shall occur on whether the hedged item is intended to be fully hedged under the hedging strategy, or if the strategy is only focused on a portion of the liability characteristics or a portion of the interest rate sensitivity. Hedging strategies shall be identified as highly effective or not highly effective. If the strategy for a particular hedging relationship excludes a specific component of the gain or loss, or related cash flows, from the assessment of hedge effectiveness, details on the excluded components shall be disclosed.
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