[bookmark: _Toc77242151][bookmark: _Toc137649797][bookmark: _Hlk121318274]Section 7: Exclusion Testing

A. [bookmark: _Toc77242152][bookmark: _Toc137649798]Stochastic Exclusion Test Requirement Overview 


1. The company may elect to exclude one or more groups of contracts from the SR calculation if the stochastic exclusion test (SET) is satisfied for each of the group of contracts. The company has the option to calculate or not calculate the SET.
a. If the company does not elect to calculate the SET for one or more groups of contracts, or the company calculates the SET and fails the test for such groups of contracts, the reserve methodology described in Section 4 shall be used for calculating the aggregate reserve for those groups of contracts.
b. If the company elects to calculate the SET for one or more groups of contracts, and passes the test for such groups of contracts, then for each group of contracts that passes the SET, the company shall choose whether or not to use the reserve methodology described in Section 4 for that group of contracts. If the reserve methodology described in Section 4 is not used for one or more groups of contracts, then the company shall use the reserve methodology pursuant to applicable requirements in VM-A, VM-C, and VM-V for those groups of contracts.
c. [bookmark: _Hlk50829377]A company may not exclude a group of contracts from the SR requirements if there are one or more future hedging strategies supporting the contracts, with the exception of hedging programs solely supporting index credits as described in Section 9.A.1.
d. A company not eligible for the Annuity PBR Exemption described in Section II, Subsection 2.E may nevertheless elect to automatically exclude one or more groups of contracts from the stochastic reserve calculation without passing or performing the SET if all of the following are met for all contracts in the group or groups:

i. 	All of the contracts are either:
(a) Single Premium Immediate Annuities;
(b) Fixed payout annuities resulting from the exercise of settlement options or annuitizations of host contracts;
(c) Supplementary contracts (such as retained asset accounts and settlements at interest);
(d) Fixed income payment streams attributable to guaranteed living benefits associated with deferred annuity contracts once the underlying funds are exhausted;
(e) Structured Settlement Contracts; or
(f) Contracts classified as "Annuities Certain” or “Supplementary Contracts” as found in Exhibit 7 – Deposit-Type Contracts of the Annual Statement.
 
ii. None of the contracts are pension risk transfer annuities (PRT) or are covered under a longevity reinsurance agreement;
 
iii. Future scheduled payout benefit amounts meet one of the following conditions:

1. Amounts are level; 

2. Amounts change due to specified adjustments as follows:
· Fixed Cost of Living Adjustments
· Joint and Survivor Benefits; or

3. Amounts stay within 5% of the initial payout benefit amount over time;

iv. There is either no or an immaterial level of policyholder options permitted within the contracts that are sensitive to changes in interest rates or economic conditions; and

v. The company has demonstrated that the group of contracts and certificates being excluded are less than [$[X]%] of Payout Annuity Exemption Reserves, and if the company is a member of an NAIC group that includes other life insurance companies, the group has combined Payout Annuity Exemption Reserves of less than [$Y] billion.
[bookmark: _Hlk136002251]
1. Payout Annuity Exemption Reserves are determined as follows:

· The amount reported in the prior calendar year life/health annual statement, Analysis of Increase in Reserves During the Year- Individual Annuities, Column 6 (“Life Contingent Payout (Immediate and Annuitizations)”), line 15; plus

· The amount reported in the prior calendar year life/health annual statement, Analysis of Increase in Reserves During the Year- Group Annuities, Column 6 (“Life Contingent Payout (Immediate and Annuitizations)”), line 15; plus

· The sum of the amount reported in the prior calendar year life/health annual statement, Exhibit 7 – Deposit-Type Contracts, Column 3 (“Annuities Certain”), row 14 and Column 4 (“Supplemental Contracts”), row 14.

vi. A company shall file a statement of exemption certifying compliance with conditions (i) through (v) above prior to July 1 of the associated valuation year. The domiciliary commissioner may reject such statement prior to Sept. 1.

vii. If a group of contracts that satisfies the criteria of 7.A.1.d.i to 7.A.1.d.vi above for the current valuation year had been valued using the DR or SR of VM-22 for the prior year-end, the company must continue to value the contracts under the DR or SR requirements of VM-22 unless the domiciliary commissioner grants permission to value the contracts under VM-A, VM-C, and VM-V.

B. [bookmark: _Toc77242153][bookmark: _Toc137649799]Requirements to Pass the Stochastic Exclusion Test

Groups of contracts pass the SET if one of the following is met:
1. Stochastic Exclusion Ratio Test (SERT)—Annually within 12 months before the valuation date the company demonstrates that the groups of contracts pass the SERT defined in Section 7.C.
2. Stochastic Exclusion Demonstration Test—In the first year and at least once every three calendar years thereafter, the company provides a demonstration in the PBR Actuarial Report as specified in Section 7.D.
3. SET Certification Method—For groups of contracts that do not have guaranteed living benefits, future hedging strategies, or pension risk transfer business, in the first year and at least every third calendar year thereafter, the company provides a certification by a qualified actuary that the group of contracts is not subject to material interest rate risk, mortality and/or longevity risk, or asset return volatility risk (i.e., the risk on non-fixed-income investments having substantial volatility of returns, such as common stocks and real estate investments). 
Guidance Note: The qualified actuary should develop documentation to support the actuarial certification that presents his or her analysis clearly and in detail sufficient for another actuary to understand the analysis and reasons for the actuary’s conclusion that the group of contracts is not subject to material interest rate risk, mortality and/or longevity risk, or asset return volatility risk. Examples of methods a qualified actuary could use to support the actuarial certification include, but are not limited to:
a) A demonstration that, for the group of contracts, reserves calculated using requirements under VM-A, VM-C, and VM-V are at least as great as the assets required to support the group of contracts and certificates using the company’s cash-flow testing model under each of the 48 scenarios identified in Section 7.C.1 or alternatively each of the New York seven economic scenarios under each of the three mortality adjustment factors identified in Section 7.C.1.

b) A demonstration that the group of contracts passed the SERT within 36 months prior to the valuation date and the company has not had a material change in its interest rate risk, mortality and/or longevity risk, or asset return volatility risk. 

c) A qualitative risk assessment of the group of contracts that concludes that the group of contracts does not have material interest rate risk, mortality and/or longevity risk, or asset return volatility. Such assessment would include an analysis of product guarantees, the company’s non-guaranteed elements (NGEs) policy, assets backing the group of contracts, the company’s longevity risk, and the company’s investment strategy.
C. [bookmark: _Toc77242154][bookmark: _Toc137649800]Stochastic Exclusion Ratio Test

1.	In order to exclude a group of contracts from the SR requirements under the stochastic exclusion ratio test (SERT), a company shall demonstrate that the ratio of (b–a)/c is less than the lesser of 6.0% and the percentage change that would trigger the company’s materiality standard, where:
a.	a = the adjusted scenario reserve described in Section 7.C.2.a below using the baseline economic scenario (“scenario 9”), as described in Appendix 1.E of VM-20, and no adjustment to future mortality improvement.
b.	b = the largest adjusted scenario reserve described in Section 7.C.2.a below under any of the 16 economic scenarios described in Appendix 1.E of VM-20 with -1.0% future mortality improvement, +1.0% future mortality improvement, and  no adjustments to future mortality improvement added to anticipated experience mortality excluding margins. For the purposes of this section, future mortality improvement refers to a percentage reduction in the mortality assumption applied each year between the valuation date and the projection year in the reserve calculation. Note the adjustments to mortality improvement described in this section do not apply from the central year of the mortality table up to the valuation date, commonly referred to as historical mortality improvement. Because mortality variability may differ by company, if the magnitude of the company’s margin for mortality exceeds +/-1.0% future mortality improvement, then the company shall use the baseline mortality and the mortality augmented by plus and minus the company’s margin for this exercise. 
c.	c = an amount calculated from the baseline economic scenario described in Appendix 1.E of VM-20, and no adjustment to future mortality improvement, that represents the present value of benefits for the policies, adjusted for reinsurance by subtracting ceded benefits. For clarity, premium, ceded premium, expense, reinsurance expense allowance, modified coinsurance reserve adjustment and reinsurance experience refund cash flows shall not be considered “benefits,” but items such as death benefits, surrender or withdrawal benefits and policyholder dividends shall be. For this purpose, the company shall use the benefits cash flows from the calculation of quantity “a” and calculate the present value of those cash flows using the same path of discount rates as used for “a.” 
Guidance Note: Note that the numerator should be the largest adjusted scenario reserve, minus the adjusted scenario reserve for the baseline economic scenario and no adjustment to future mortality improvement. This is not necessarily the same as the biggest difference from the adjusted scenario reserve for the baseline economic scenario with no adjustment to future mortality improvement, or the absolute value of the biggest difference from the adjusted scenario reserve for the baseline economic scenario with no adjustment to future mortality improvement, both of which could lead to an incorrect test result. There are 47 (=16x3-1) combined economic and mortality scenarios that should be compared for the determination of b.
2.	In calculating the ratio in Section 7.C.1 above:
a.	The company shall calculate an adjusted scenario reserve for the group of contracts for each of the 16 economic scenarios using the three levels of mortality adjustment factors that is equal to either (i) or (ii) below:
i. The scenario reserve defined in Section 4, but with the following differences:
a) Using anticipated experience assumptions with no margins, with the exception of mortality factors described in Section 7.C.1.b of this section.
b) Using the interest rates and equity return assumptions specific to each scenario.
c) Using NAER and discount rates defined in Section 4 specific to each scenario to discount the cash flows. 
d) Shall reflect future mortality improvement in line with anticipated experience assumptions.
e) Shall not reflect correlation between longevity and economic risks.
ii.	The gross premium reserve developed from the cash flows from the company’s asset adequacy analysis models, using the experience assumptions of the company’s cash-flow analysis, but with the following differences:
a)	Using the interest rates and equity return assumptions specific to each scenario. 
b)	Using the mortality scalars described in Section 7.C.1.b of this section.
c)   Using the methodology to determine NAER and discount rates defined in Section 4 specific to each scenario to discount the cash flows, but using the company’s cash-flow testing assumptions for default costs and reinvestment earnings.
b.	The company shall use the most current available baseline economic scenario and the 15 othereconomic scenarios published by the NAIC. The methodology for creating these scenarios can be found in Appendix 1 of VM-20.
c.	The company shall use assumptions within each scenario that are dynamically adjusted as appropriate for consistency with each tested scenario.
d.	The company may not group together contract types with significantly different risk profiles for purposes of calculating this ratio.
e.    If the company has reinsurance arrangements that are pro rata coinsurance and do not materially impact the interest rate risk, longevity risk, or asset return volatility in the contract, then the company may elect to conduct the stochastic exclusion ratio test on only a single basis, either pre-reinsurance-ceded or post-reinsurance-ceded.
3. 	If the ratio calculated in this section is less than 6.0% pre-non-proportional reinsurance, but is greater than 6.0% post-non-proportional reinsurance, the group of contracts will still pass the SERT if the company can demonstrate that the sensitivity of the adjusted scenario reserve to economic scenarios is comparable pre- and post-non-proportional reinsurance. 
Guidance Note: Further description of non-proportional reinsurance is provided in Paragraph 16 of SSAP 61R.
a.	An example of an acceptable demonstration: 
i.	For convenience in notation • SERT = the ratio (b–a)/c defined in Section 7.C.1 above 
a)	The pre-non-proportional reinsurance results are “gross of non-proportional,” with a subscript “gn,” so denoted SERTgn 
b)	The post-non-proportional results are “net of non-proportional,” with subscript “nn,” so denoted SERTnn 
ii.	If a block of business being tested is subject to one or more non-proportional reinsurance cessions as well as other forms of reinsurance, such as pro rata coinsurance, take “gross of non-proportional” to mean net of all prorata reinsurance but ignoring the non-proportional contract(s), and “net of non-proportional” to mean net of all reinsurance contracts. That is, treat non-proportional reinsurance as the last reinsurance in, and compute certain values below with and without that last component. 
iii.	So, if SERTgn ≤ 6.0% but SERTnn > 6.0%, then compute the largest percent increase in reserve (LPIR) = (b–a)/a, both “gross of non-proportional” and “net of non-proportional.” 
LPIRgn = (bgn – agn)/agn 
LPIRnn = (bnn – ann)/ann 
Note that the scenario underlying bgn could be different from the scenario underlying bnn. 
If SERTgn × LPIRnn/LPIRgn < 6.0%, then the block of contracts passes the SERT. 
b.	Another more qualitative approach is to calculate the adjusted scenario reserves for the 48 combined economic and mortality scenarios both gross and net of reinsurance to demonstrate that there is a similar pattern of sensitivity by scenario. 
4. The SERT may not be used for a group of contracts if, using the current year’s data, (i) the stochastic exclusion demonstration test defined in Section 7.D had already been attempted using the method of Section 7.D.2.a or Section 7.D.2.b and did not pass; or (ii) the qualified actuary had actively undertaken to perform the certification method in Section 7.B.3 and concluded that such certification could not legitimately be made.
D. [bookmark: _Toc77242155][bookmark: _Toc137649801]Stochastic Exclusion Demonstration Test

1.	In order to exclude a group of contracts from the SR requirements using the Stochastic Exclusion Demonstration Test, the company must provide a demonstration in the PBR Actuarial Report in the first year and at least once every three calendar years thereafter that complies with the following:
a.	The demonstration shall provide a reasonable assurance that if the SR was calculated on a stand-alone basis for the group of contracts subject to the SR exclusion, the resulting stochastic reserve for those groups of contracts would not be higher than the statutory reserve determined pursuant to the applicable requirements in VM-A, VM-C, and VM-V. The demonstration shall take into account whether changing conditions over the current and two subsequent calendar years would be likely to change the conclusion to exclude the group of contracts from the SR requirements.
b.	If, as of the end of any calendar year, the company determines the statutory reserve determined pursuant to the applicable requirements in VM-A, VM-C, and VM-V for the group of contracts no longer adequately provides for all material risks, the exclusion shall be discontinued, and the company fails the SET for those contracts.
c.	The demonstration may be based on analysis from a date that precedes the valuation date for the initial year to which it applies if the demonstration includes an explanation of why the use of such a date will not produce a material change in the outcome, as compared to results based on an analysis as of the valuation date.
d.	The demonstration shall provide an effective evaluation of the residual risk exposure remaining after risk mitigation techniques, such as derivative programs and reinsurance.
2.	The company may use one of the following or another method acceptable to the insurance commissioner to demonstrate compliance with Section 7.D.1 above:
[bookmark: _Hlk59532322]a.	Demonstrate that the statutory reserve calculated in accordance with VM-A, VM-C, and VM-V is greater than the SR calculated on a stand-alone basis.
b.	Demonstrate that the statutory reserve calculated in accordance with VM-A, VM-C, and VM-V is greater than the scenario reserve that results from each of a sufficient number of adverse deterministic scenarios.
c.	Demonstrate that the statutory reserve calculated in accordance with VM-A, VM-C, and VM-V is greater than the SR calculated on a stand-alone basis, but using a representative sample of contracts in the SR calculations.
d.	Demonstrate that any risk characteristics that would otherwise cause the SR calculated on a stand-alone basis to exceed the statutory reserve calculated in accordance with VM-A, VM-C, and VM-V, are not present or have been substantially eliminated through actions such as hedging, investment strategy, reinsurance or passing the risk on to the contract holder by contract provision. 

E. [bookmark: _Toc77242156][bookmark: _Toc137649802]Deterministic Certification Option   

1.	Instead of a SR, the company may determine a Deterministic Reserve (DR) for a group of contracts using a single deterministic economic scenario, subject to the following conditions. 
a. The company certifies that the contracts and certificates have predictable, stable cash flows and limited contract holder behavior, and economic conditions do not materially influence anticipated contract holder behavior for the group of contracts and certificates.  Examples of contract holder options that are materially influenced by economic conditions include surrender benefits, recurring premium payments, and guaranteed living benefits.

b. The company certifies that the group of contracts and certificates isare not supported by a reinvestmentfuture hedging strategy, except in the case where all future hedging strategies supporting the policies are solely associated with product features that contains future hedge purchasesare determined to not be material under VM-22 Section 4.A due to low utilization.

c. The company must performIn the first year and at least once every three calendar years thereafter, the company must provide one of the following demonstrations in the PBR Actuarial Report:
1. Perform and disclose results from the stochastic exclusion ratio test following the requirements in Section 7.C, and the company must passincluding passing the SERT when considering only the 16 economic scenarios paired with the no adjustment to future mortality improvement scenario.
2. Demonstration that the DR is greater than the SR using any of the following methods:
a. SR calculated on a stand-alone basis.
b. SR calculated on a stand-alone basis, but using a representative sample of contracts.
3. Demonstration that the DR is greater than the scenario reserve that results from each of a sufficient number of adverse deterministic scenarios.
4. Demonstration that the risk characteristics that would otherwise cause the SR on a stand-alone basis to exceed the DR, are not present or have been substantially eliminated through actions such as hedging, investment strategy, reinsurance or passing the risk on to the contract holder by contract provision. 
5. Demonstration that, for the group of contracts, reserves are at least as great as the assets required to support the group of contracts and certificates using the company’s cash-flow testing model under each of the 16 scenarios identified in Section 7.c., alternatively each of the New York seven economic scenarios.

d. The company must disclose a description of contracts and associated features in the certification.


2. The DR for the group of contracts under the Deterministic Certification Option is determined as follows: 

a. Cash flows are projected in compliance with the applicable requirements in Section 4, Section 5, Section 10, and Section 11 of VM-22 over a single economic scenario (scenario 12 found in Appendix 1 of VM-20).

b. The DR equals the scenario reserve following the requirements for Section 4.
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