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Create consistency between CDHS determination in VM-20 and
VM-01, VM-20, VM-21, VM-  VM-21. Revise hedge modeling to only require CDHS if

2020512 31 modeling future hedging reduces the reserves under VM-20 or iz .
TAR under VM-21.
VM-21. section 12 and various Add a section for other assumptions requirement in VM-21 which
2021-11 others ’ covers general guidance and requirements for assumptions, and 2/3/22 22
expense assumptions.
. Correct CSMP reference and clarify requirements for VA
;les_gclti:(Sneng%n 46 313:2‘1/’ M contracts with no minimum guaranteed benefits in Additional
2021-12 Section 6.C 1 0' \’/M—21 Section Standard Projection Amount in VM-21 Section 6.C. These three 12/8/21 33
6.C.11 T prescribed assumptions are Partial Withdrawal, Account Value
o Depletion, and Other Voluntary Contract Termination.
VM-20 Sect. 9.C.6.e, VM-20 It has been observed that adding the prescribed mortality margins
2021-13 Sect. 9.C.7, VM-31 Sect. for some Life/LTC combination products cause modeled reserves 11/4/21 40

3.D.3.0. to decrease rather than increase.

Clarifying the Valuation Manual treatment of the per-reinsurance

Al VIEAD Sesien Gl ¥ ceded reserve and the reserve credit for retrocessions 3/10/22 o
Revise language and add an explicit cross-reference to the VM-21
2022-02 VM-31 section since it has further details on how to demonstrate 3/31/22 47

compliance

General cleanup, including updating cross-references, better
2022-03 VM-20, VM-21, VM-31 consistency between VM-20 and VM-21, where reasonable, and 3/31/22 49
making clarifying edits.

LIBOR transition to the Secured Overnight Financing Rate
(SOFR) - Updated VM-20 prescribed swap spreads guidance to 6/30/22 55
facilitate the LIBOR transition to SOFR.

VM-20 Section 9.F.8, App 2.F,

2022-04 App 2.G

Add dividend plan code & Covid-19 indicator; change field

AL WAL 709 Lo Y0 identifier; correct Appendix 1 reference.

5/12/22 61
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Life Actuarial (A) Task Force/ Health Actuarial (B) Task Force

Amendment Proposal Form*
1. Identify yourself, your affiliation and a very brief description (title) of the issue.

Identification:
Hedging Drafting Group of LATF

Title of the Issue:
Reflect all future hedging strategies in VM-20 and VM-21. Revise hedge modeling to increase E factor
(VM-21) or residual risk (VM-20) when future hedging strategies are not clearly defined.

2. Identify the document, including the date if the document is “released for comment,” and the location in
the document where the amendment is proposed:

VM-01, VM-20 Section 6.A.1.b, VM-20 Section 7.E.1.g, VM-20 Section 7.K, VM-20 Section 7.L, VM-21
Section 1.D.2, VM-21 Section 4.A.4, VM-21 Section 4.D.4.b, VM-21 Section 6.B.3.a.ii, VM-21 Section
6.B.3.b.ii, VM-21 Section 6.B.5, VM-21 Section 9, VM-31 Section 3.C.5, VM-31 Section 3.D.6.f, VM-31
Section 3.D.14.a and 3.D.14.b, VM-31 Section 3.E.5, VM-31 Section 3.F.8, VM-31 Section 3.F.12.c, VM-
31 Section 3.F.16.a and Section 3.F.16.b

January 1, 2022 NAIC Valuation Manual

3. Show what changes are needed by providing a red-line version of the original verbiage with deletions and
identify the verbiage to be deleted, inserted or changed by providing a red-line (turn on “track changes” in
Word®) version of the verbiage. (You may do this through an attachment.)

See attached.
4, State the reason for the proposed amendment? (You may do this through an attachment.)

1. Consistent definition of CDHS for use in VM-20 and VM-21.

2. Add a definition for “future hedging strategy,” consistent with the definition for CDHS and the current
VM-01 definition of “derivative program”, which VM-01 notes includes hedging programs.

3. Add a definition for “hedging transactions,” taken from the APPM but modified slightly to be
consistent with Valuation Manual terminology.

4. Reflect all of a company’s future hedging strategies, but reflect the additional error (VM-21) or residual
risk (VM-20) that is presented by a future hedging strategy not being clearly defined.

5. Remove optionality for liquidating currently held hedges if the company does not have a future hedging
strategy. Language has been added for consideration to keep this optionality for the adjusted run for a
company that does have a future hedging strategy (which would not be modeled in the adjusted run),
as the drafting group is interested in additional input on this item. A reporting item to disclose the
impact of any such liquidation is added, to provide additional regulator comfort if this optionality is
included in the final adopted edits.

6. New hedging strategies (those without at least 12 months experience or 3 months of experience and
robust mock testing) have an E factor of 1.0 for VM-21, unless they are new hedging strategies backing
a newly introduced or newly acquired product or block of business, which may have an E factor as low
as 0.3. Moreover, with prior domestic regulator approval, which should mitigate regulator concerns
that strategy changes implemented just before year end may allow for manipulation of results, robust
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RM

Notes: APF 2020-12

mock testing is sufficient to allow an E factor lower than 1.0. Note that the current draft VM-22 only
allows modeling hedges after they have been in place for 6 months, and we would recommend that be
revised to be in line with these changes. When only CDHS were modeled in VM-21, new hedging
strategies with no experience had E factors as low as 0.5 even without meaningful analysis. This

treatment was much too lenient for new hedging strategies.

* This form is not intended for minor corrections, such as formatting, grammar, cross—references or spelling. Those types of changes do not require action by
the entire group and may be submitted via letter or email to the NAIC staff support person for the NAIC group where the document originated.

NAIC Staff Comments:

W:\National Meetings\2010\.. \TF\LHA\
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YM-01

o The term “clearly deﬁned hedgmg strategy” (CDHS) means a stmtegy&edeﬁaket%y—&eemp&ny—tem&nage

a. The specific risks being hedged (e.g.. cash flow. fee income, policy interest credits, delta, rho, vega,

etc.).

The hedging objectives.

The material risks that are not hedged (e.g., variation from expected mortality, withdrawal, and other
utilization or decrement rates assumed in the hedging strategy. etc.).

The financial instruments used to hedge the risks.

The hedging strategy’s trading rules, including the permitted tolerances from hedging objectives.
The metrics, criteria, and frequency for measuring hedging effectiveness.

The conditions under which hedging will not take place and for how long the lack of hedging can

persist.
h. The group or area, including whether internal or external, responsible for implementing the hedging

strategy.
1. Areas where basis, gap or assumption risk related to the hedging strategy have been identified.
1. The circumstances under which hedging strategy will not be effective in hedging the risks.

o o

Q| (0 (e

Guldance Note For purposes of the CDHS documented attrlbutes ‘effectiveness” need not be measured
in a manner as defined in SSAP No. 86—Derivatives in the AP&P Manual.

e The term “future hedging strategy” is a derivative program undertaken by a company to manage risks
through one or more future hedging transactions, including the future purchase or sale of hedging
instruments and the opening and closing of hedging positions.

A future hedging strategy may be dynamic, static or a combination thereof. A strategy involving the offsetting
of the risks associated with products falling under the scope of different requirements within the Valuation
Manual (e.g., VM-20, VM-21. or VM-22) does not qualify as a future hedging strategy.

e The term “hedging transaction” means a derivative(s) transaction which is entered into and maintained to
reduce:

a. The risk of a change in the fair value, the value on a statutory, GAAP, or other basis, or cash flow of
assets and liabilities which the company has acquired or incurred or has a firm commitment to acquire
or incur or for which the company has a forecasted acquisition or incurrence; or

b. The currency exchange rate risk or the degree of foreign currency exposure in assets and liabilities
which the company has acquired or incurred or has a firm commitment to acquire or incur or for which
the company has forecasted acquisition or incurrence.

© 2010 National Association of Insurance Commissioners 3

© 2022 National Association of Insurance Commissioners 6



Dates: Received Reviewed by Staff | Distributed Considered
11/16/20 RM
Notes: APF 2020-12

VM-20 Section 6.A.1.b

A company may not exclude a group of policies for which there is one or more future hedging strategies supporting

the policieselearhydefined-hedging stratesies- from SR requirements, except in the case where all future hedging
strategies supporting the policies elearly-defined-hedging strategies-are solely associated with product features that
are determined to not be material under Section 7.B.1 due to low utilization.

VM-20 Section 7.E.1.g

Notwithstanding the above requirements, the modeled reserve shall be the higher of that produced by the modeled
company investment strategy and that produced by substituting an alternative investment strategy in which the fixed
income reinvestment assets have the same weighted average life (WAL) as the reinvestment assets in the modeled
company investment strategy and are all public non-callable corporate bonds with gross asset spreads, asset default
costs and investment expenses by projection year that are consistent with a credit quality blend of 50% PBR credit
rating 6 (A2/A) and 50% PBR credit rating 3 (Aa2/AA).

Policy loans, equities and derivative instruments associated with the execution of a—eclearly—defined-hedging
strategyfuture hedging strategies supporting the policies (in-compliance-with-Seetion—71)-are not affected by this

requirement.

VM-20 Section 7.K

K. Modeling of Derivative Programs

1. When determining the DR and the SR, the company shall include in the projections the appropriate costs
and benefits of derivative instruments that are currently held by the company in support of the policies
subject to these requirements. The company shall also include the appropriate costs and benefits of
anticipated future derivative instrument transactions associated with the execution of a-future hedging
strategies supporting the policieselearly—defined-hedgingstrategy, as well as the appropriate costs and
benefits of anticipated future derivative instrument transactions associated with non-hedging derivative
programs (e.g., replication, income generation) undertaken as part of the investment strategy supporting the
policies, provided they are normally modeled as part of the company’s risk assessment and evaluation
processes.
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2. For each derivative program that is modeled, the company shall reflect the company’s established
investment policy and procedures for that program; project expected program performance along each
scenario; and recognize all benefits, residual risks and associated frictional costs. The residual risks include,
but are not limited to: basis, gap, price, parameter estimation and variation in assumptions (mortality,
persistency, withdrawal, etc.). Frictional costs include, but are not limited to: transaction, margin
(opportunity costs associated with margin requirements) and administration. For future hedging strategies
supporting the policieselearbrdefined-hedgingstrategies, the company may not assume that residual risks
and frictional costs have a value of zero, unless the company demonstrates in the PBR Actuarial Report
that “zero” is an appropriate expectation. VM-21 Section 1.B Principle 5 applies as a general principle for
the modeling of future hedging strategies.

3. In circumstances where one or more material risk factors related to a derivative program are not fully
captured within the cash-flow model used to calculate CTE 70, the company shall reflect such risk factors
by increasing the SR as described in Section 5.E.

4. In circumstances where documentation outlining the future hedging strategies is incomplete, the company
shall reflect the future hedging strategies not being clearly defined by increasing the SR as described in
Section 5.E. To support no increase to the SR, there should be very robust documentation outlining each
future hedging strategy. In particular, the SR shall be at least as great as the SR that would result if a future
hedging strategy were not reflected in the SR, if the documentation is materially incomplete for any of the
individual CDHS attributes (a) through (j), as listed in VM-01.

Any increases required to the SR to reflect that documentation is not available to support that the future
hedging strategies are clearly defined shall be in addition to increases to the SR pursuant to Section 7.K.3
above.

Guidance Note: Section 5.E requires that the company “Determine any additional amount needed to
capture any material risk included in the scope of these requirements but not already reflected in the cash-
flow models using an appropriate and supportable method and supporting rationale.” In the case of a
derivative program that is a future hedging strategy. Section 7.K.3 requires such an increase for disconnects
between the hedge modeling and the future hedging strategy, while Section 7.K.4 requires such an increase
for disconnects between the loosely defined future hedging strategy and what may actually take place.

VM-20 Section 7.L. (Remove entire Section 7.L.)
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VM-21 Section 1.D.2 (Delete entire definition and renumber subsequent sections VM-
21 Section 1.D.3 and VM-21 Section 1.D.4)

VM-21 Section 4.A.4

Modeling of Hedges
a. For a company that does not have a €BHSfuture hedging strategy supporting the contracts:
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The company shall not consider the cash flows from any future hedge purchases or any rebalancing
of existing hedge assets in its modeling, since they are not included in the company’s investment
strategy supporting the contracts.

#——Existing hedging instruments that are currently held by the company in support of the contracts
falling under the scope of these requirements shall be included in the starting assets.-Fhe-hedge

b. For a company with a-one or more €EBHSfuture hedging strategies supporting the contracts, the detailed

ii.

iii.

1v.

requirements for the modeling of hedges are defined in Section 9. The following paragraphs are a high-
level summary and do not supersede the detailed requirements.

The appropriate costs and benefits of hedging instruments that are currently held by the company in
support of the contracts falling under the scope of these requirements shall be included in the projections
used in the determination of the SR.

The projections shall take into account the appropriate costs and benefits of hedge positions expected
to be held in the future through the execution of the EBHSfuture hedging strategies supporting the
contracts. Because models do not always accurately portray the results of hedge programs, the company
shall, through back-testing and other means, assess the accuracy of the hedge modeling. The company
shall determine a SR as the weighted average of two CTE values; first, a CTE70 (“best efforts”)
representing the company’s projection of all of the hedge cash flows, including future hedge purchases,
and a second CTE70 (“adjusted”) which shall use only hedge assets held by the company on the
valuation date and no future hedge purchases. These are discussed in greater detail in Section 9. The
SR shall be the weighted average of the two CTE70 values, where the weights reflect the error factor
(B3] determined following the guidance of Section 9.C.4.

The company is responsible for verifying compliance with €DHSrequirements—and—any—otherall

requirements in Section 9 for all hedging instruments included in the projections.

The use of products not falling under the scope of these requirements (e.g., equity-indexed annuities)
as a hedge shall not be recognized in the determination of accumulated deficiencies.

VM-21 Section 4.D.4.b
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Notwithstanding the above requirements, the SR shall be the higher of that produced by the modeled company
investment strategy and that produced by substituting an alternative investment strategy in which the fixed income
reinvestment assets have the same weighted average life (WAL) as the reinvestment assets in the modeled company
investment strategy and are all public non-callable corporate bonds with gross asset spreads, asset default costs, and
investment expenses by projection year that are consistent with a credit quality blend of 50% PBR credit rating 6
(A2/A) and 50% PBR credit rating 3 (Aa2/AA).

Policy loans, equities and derivative instruments associated with the execution of a—future hedging strategies

supporting the contractselearly-defined-hedgingstrategy are not affected by this requirement.

VM-21 Section 6.B.3.a.ii — Footnote (Footnote at Bottom of Page 21-23)

Throughout this Section 6, references to CTE70 (adjusted) shall also mean the SR for a company that does not have
a future hedging strategy supporting the contracts €BHS-as discussed in Section 4.A.4.a.

VM-21 Section 6.B.3.b.ii

Calculate the Prescribed Projections Amount as the CTE70 (adjusted) using the same method as that outlined in
Section 9.C (which is the same as SR following Section 4.A.4.a for a company that does not have a future hedging
strategy supporting the contracts€BHS) but substituting the assumptions prescribed by Section 6.C. The calculation
of this Prescribed Projections Amount also requires that the scenario reserve for any given scenario be equal to or
in excess of the cash surrender value in aggregate on the valuation date for the group of contracts modeled in the
projection.

VM-21 Section 6.B.5

Cash flows associated with hedging shall be projected in the same manner as that used in the calculation of the
CTE70 (adjusted) as discussed in Section 9.C or Section 4.A.4.a for a company without a future hedging strategy
supporting the contractsGDHS.

VM-21 Section 9

Section 9: Modeling of Hedges under a CDHS-Future Hedging Strategy

A. Initial Considerations
1. Subject to Section 9.C.2, the appropriate costs and benefits of hedging instruments that are currently held
by the company in support of the contracts falling under the scope of these requirements shall be included
in the calculation of the SR, determined in accordance with Section3.D and Section 4.D.

2. If the company is following a-one or more future hedging strategies supporting the contracts€DHS, in
accordance with an investment policy adopted by the board of directors, or a committee of board members,
the company shall take into account the costs and benefits of hedge positions expected to be held by the
company in the future along each scenario based on the execution of the hedging strategy, and it is eligible
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to reduce the amount of the SR using projections otherwise calculated. The investment policy must clearly
articulate the company’s hedging objectives, including the metrics that drive rebalancing/trading. This
specification could include maximum tolerable values for investment losses, earnings, volatility, exposure,
etc. in either absolute or relative terms over one or more investment horizons vis-a-vis the chance of
occurrence. Company management is responsible for developing, documenting, executing and evaluating
the investment strategy, including the hedging strategy, used to implement the investment policy.

For this purpose, the investment assets refer to all the assets, including derivatives supporting
covered products and guarantees. This also is referred to as the investment portfolio. The
investment strategy is the set of all asset holdings at all points in time in all scenarios. The hedging
portfolio, which also is referred to as the hedging assets, is a subset of the investment assets. The hedging
strategy is the hedging asset holdings at all points in time in all scenarios. There is no attempt to distinguish
what is the hedging portfolio and what is the investment portfolio in this section. Nor is the distinction
between investment strategy and hedging strategy formally made here. Where necessary to give effect to
the intent of this section, the requirements applicable to the hedging portfolio or the hedging strategy are to
apply to the overall investment portfolio and investment strategy.

This particularly applies to restrictions on the reasonableness or acceptability of the models that make up
the stochastic cash-flow model used to perform the projections, since these restrictions are inherently
restrictions on the joint modeling of the hedging and non-hedging portfolio. To give effect to these
requirements, they must apply to the overall investment strategy and investment portfolio.

B. Modeling Approaches

L.

The analysis of the impact of the hedging strategy on cash flows is typically performed using either one of
two types of methods as described below. Although a hedging strategy normally would be expected to
reduce risk provisions, the nature of the hedging strategy and the costs to implement the strategy may result
in an increase in the amount of the SR otherwise calculated. Particular attention should be given to VM-21
Section 1.B Principle 5 for the modeling of future hedging strategies.

The fundamental characteristic of the first type of method, referred to as the “explicit method,” is that
hedging positions and their resulting cash flows are included in the stochastic cash-flow model used to
determine the scenario reserve, as discussed in Section 3.D, for each scenario.

The fundamental characteristic of the second type of method, referred to as the “implicit method,” is that
the effectiveness of the current hedging strategy on future cash flows is evaluated, in part or in whole,
outside of the stochastic cash-flow model. There are multiple ways that this type of modeling can be
implemented. In this case, the reduction to the SR otherwise calculated should be commensurate with the
degree of effectiveness of the hedging strategy in reducing accumulated deficiencies otherwise calculated.

Regardless of the methodology used by the company, the ultimate effect of the current hedging strategy
(including currently held hedge positions) on the SR needs to recognize all risks, associated costs,
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imperfections in the hedges and hedging mismatch tolerances associated with the hedging strategy. The
risks include, but are not limited to: basis, gap, price, parameter estimation and variation in assumptions
(mortality, persistency, withdrawal, annuitization, etc.). Costs include, but are not limited to: transaction,
margin (opportunity costs associated with margin requirements) and administration. In addition, the
reduction to the SR attributable to the hedging strategy may need to be limited due to the uncertainty
associated with the company’s ability to implement the hedging strategy in a timely and effective manner.
The level of operational uncertainty varies indirectly with the amount of time that the new or revised
strategy has been in effect or mock tested.

Guidance Note: No hedging strategy is perfect. A given hedging strategy may eliminate or reduce some but not all
risks, transform some risks into others, introduce new risks, or have other imperfections. For example, a delta-only
hedging strategy does not adequately hedge the risks measured by the “Greeks” other than delta. Another example
is that financial indices underlying typical hedging instruments typically do not perform exactly like the separate
account funds, and hence the use of hedging instruments has the potential for introducing basis risk

4-—A safe harbor approach is permitted for EBDHS-reflection_of future hedging strategies supporting the
contracts for those companies whose modeled hedge assets comprise only linear instruments not sensitive
to implied volatility. For companies with option-based hedge strategies, electing this approach would
require representing the option-based portion of the strategy as a delta-rho two-Greek hedge program. The
normally modeled option portfolio would be replaced with a set of linear instruments that have the same
first-order Greeks as the original option portfolio-

C. Calculation of SR (Reported)

1. The company shall calculate CTE70 (best efforts)}—the results obtained when the CTE70 is based on
incorporating the future hedging strategies supporting the contracts EBDHS-(including both currently held
and future hedge positions) into the stochastic cash-flow model on a best efforts basis, including all of the
factors and assumptions needed to execute the future hedging strategies supporting the contracts EBHS
(e.g., stochastic implied volatility). The determination of CTE70 (best efforts) may utilize either explicit or
implicit modeling techniques.

2. The company shall calculate a CTE70 (adjusted) by recalculating the CTE70 assuming the company has
no future hedging strategies supporting the contractsEDHS, therefore following the requirements of Section
4.A4.a.

However, for a company with a future hedging strategy supporting the contracts, existing hedging
instruments that are currently held by the company in support of the contracts falling under the scope of
these requirements may be considered in one of two ways for the CTE70 (adjusted):
a) Include the asset cash flows from any contractual payments and maturity values in the
projection model; or
b) No hedge positions — in which case the hedge positions held on the valuation date are replaced
with cash and/or other general account assets in an amount equal to the aggregate market value
of these hedge positions.

Guidance Note: If the hedge positions held on the valuation date are replaced with cash, then as
with any other cash, such amounts may then be invested following the company’s investment
strategy.

© 2010 National Association of Insurance Commissioners 10

© 2022 National Association of Insurance Commissioners 13



Dates: Received Reviewed by Staff | Distributed Considered
11/16/20 RM
Notes: APF 2020-12

A company may switch from method a) to method b) at any time, but it may only change from b)
to a) with the approval of the domiciliary commissioner.

3. Because most models will include at least some approximations or idealistic assumptions, CTE70 (best
efforts) may overstate the impact of the hedging strategy. To compensate for potential overstatement of the
impact of the hedging strategy, the value for the SR is given by:

SR = CTE70 (best efforts) + E x max[0, CTE70 (adjusted) — CTE70 (best efforts)]

4. The company shall specify a value for E (the “error factor”) in the range from 5% to 100% to reflect the
company’s view of the potential error resulting from the level of sophistication of the stochastic cash-flow
model and its ability to properly reflect the parameters of the hedging strategy (i.e., the Greeks being
covered by the strategy), as well as the associated costs, risks and benefits. The greater the ability of the
stochastic model to capture all risks and uncertainties, the lower the value of E. The value of £ may be as
low as 5% only if the model used to determine the CTE70 (best efforts) effectively reflects all of the
parameters used in the hedging strategy. If certain economic risks are not hedged, yet the model does not
generate scenarios that sufficiently capture those risks, £ must be in the higher end of the range, reflecting
the greater likelihood of error. Likewise, simplistic hedge cash-flow models shall assume a higher
likelihood of error.

5. The company shall conduct a formal back-test, based on an analysis of at least the most recent 12 months,
to assess how well the model is able to replicate the hedging strategy in a way that supports the
determination of the value used for £.

6. Such a back-test shall involve one of the following analyses:

a. For companies that model hedge cash flows directly (“explicit method”), replace the stochastic scenarios
used in calculating the CTE70 (best efforts) with a single scenario that represents the market path that
actually manifested over the selected back-testing period and compare the projected hedge asset gains and
losses against the actual hedge asset gains and losses — both realized and unrealized — observed over the
same time period. For this calculation, the model assumptions may be replaced with parameters that reflect
actual experience during the back-testing period. In order to isolate the comparison between the modeled
hedge strategy and actual hedge results for this calculation, the projected liabilities should accurately reflect
the actual liabilities throughout the back-testing period; therefore, adjustments that facilitate this accuracy
(e.g. reflecting actual experience instead of model assumptions, including new business, etc.) are
permissible.

To support the choice of a low value of E, the company should ascertain that the projected hedge asset gains
and losses are within close range of 100% (e.g., 80-125%) of the actual hedge asset gains and losses. The
company may also support the choice of a low value of E by achieving a high R-squared (e.g., 0.80 or
higher) when using a regression analysis technique.

b. For companies that model hedge cash flows implicitly by quantifying the cost and benefit of hedging
using the fair value of the hedged item (an “implicit method” or “cost of reinsurance method”), calculate
the delta, rho and vega coverage ratios in each month over the selected back-testing period in the following
manner:

i. Determine the hedge asset gains and losses—both realized and unrealized—incurred over the
month attributable to equity, interest rate, and implied volatility movements.

ii. Determine the change in the fair value of the hedged item over the month attributable to equity,
interest rate, and implied volatility movements. The hedged item should be defined in a manner
that reflects the proportion of risks hedged (e.g., if a company elects to hedge 50% of a contract’s
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market risks, it should quantify the fair value of the hedged item as 50% of the fair value of the
contract).

iii. Calculate the delta coverage ratio as the ratio between (i) and (ii) attributable to equity
movements.

iv. Calculate the rho coverage ratio as the ratio between (i) and (ii) attributable to interest rate
movements.

v. Calculate the vega coverage ratio as the ratio between (i) and (ii) attributable to implied volatility
movements.

vi. To support the company’s choice of a low value of E, the company should be able to demonstrate
that the delta and rho coverage ratios are both within close range of 100 % (e.g., 80-125%)
consistently across the back-testing period.

vii. In addition, the company should be able to demonstrate that the vega coverage ratio is within
close range of 100 % in order to use the prevailing implied volatility levels as of the valuation date
in quantifying the fair value of the hedged item for the purpose of calculating CTE70 (best efforts).
Otherwise, the company shall quantify the fair value of the hedged item for the purpose of
calculating CTE70 (best efforts) in a manner consistent with the realized volatility of the scenarios
captured in the CTE (best efforts).

¢. Companies that do not model hedge cash flows explicitly, but that also do not use the implicit method as
outlined in Section 9.C.6.b above, shall conduct the formal back-test in a manner that allows the company
to clearly illustrate the appropriateness of the selected method for reflecting the cost and benefit of hedging,
as well as the value used for E.

4—7. A company that does not have 12 months of experience to date shall set E to a value that reflects the

amount of experience available, and the degree and nature of any change to the hedge program. For a
material change in strategy, with less than 12 months of experience and without robust mock testing, E
should be 1.0. For a material change in strategy, with r#e-less than 3 months of history, E should be at-least
0-501.0. However, when a material change in hedging strategy with less than 3 months history is the
introduction of hedging for a newly introduced product or newly acquired block of business and is
supplemented by robust mock testing, E should instead be at least 0.3. Moreover, with prior approval from
the domestic regulator, material changes in hedge strategy with less than 3 months history but with robust
mock testing may have error factors less than 1.0, though still subject to the minimum error factor specified
in Section 9.C.4 and with an appropriate prudent estimate to account for additional uncertainty in
anticipated hedging experience beyond that of a robust hedglng program already in existence. -However;
E may also be lower than 6-501.0 if s : > ithe change in strategy is
a minor refinement rather than a substantial material change in strategy though still subject to the minimum
error factor specified in Section 9.C.4 and with an appropriate prudent estimate to account for any additional
uncertainty associated with the refinement.

Guidanee Note:The following examples are provided as guidance for determining the E factor when there has
been a change to the hedge program. These examples are not intended to be exhaustive, and a company must
support the determination of whether a hedge methodology change is material based on a review of the

company’s specific change in methodology.:

*—

»—The error factor should be temporarily largefe-g—=50100%) for substantial-material changes in hedge
methodology (e.g., moving from a fair-value based strategy to a stop-loss strategy) without robust mock

© 2010 National Association of Insurance Commissioners 12

© 2022 National Association of Insurance Commissioners 15




Dates: Received Reviewed by Staff | Distributed Considered
11/16/20 RM
Notes: APF 2020-12

e e

e An increase in the error factor may not always be needed for minor refinements to the hedge strategy (e.g..
moving from swaps to Treasury futures).

8. The company shall set the value of E reflecting the extent to which the hedging program is clearly defined.
To support a value of E below 1.0, there should be very robust documentation outlining all future hedging
strategies. To the extent that documentation outlining any of the future hedging strate