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

	Identification:
	Rachel Hemphill, Texas Department of Insurance

	Title of the Issue:
Update VM-20 Section 9.F.3 and 9.F.4 and Appendix 2 to use the NAIC Designation Category

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:

2026 Valuation Manual, VM-20 Sections 9.F.3 and Appendix 2

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.)

As noted in the older guidance notes, PBR credit ratings gave a more granular designation than what was used for NAIC designations. Now that the more granular NAIC Designation Category is available, a separate more granular determination is no longer needed.

Note that updates to VM-20 will automatically update what is used for VM-21 and VM-22, which point to these sections of VM-20.

Proposed mappings for residential mortgage loans and insured or guaranteed commercial or guaranteed loans are based on comparison of the RBC factors for these assets to those for commercial mortgages.

This APF also corrects references to which tables are currently published on the NAIC website and which are available upon request.  The NAIC publishes the factors that are to be used.  The tables documenting interim steps of the calculation are available upon request, but are not published to avoid inadvertent errors.
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VM-20, Section 9.F.3 and 9.F.4

3. Determination of PBR Credit Rating 

a. Table K, referenced in Appendix 2 Section H, converts the ratings of NAIC approved ratings organizations (AROs) and NAIC designations to a numeric rating system from 1 through 20 that is to be used in the steps belowExcept for assets covered by Section 9.F.3.b through 9.F.3.d below, the PBR credit rating is based on the NAIC Designation Category, with 1.A – 1.G mapped to 1 – 7, 2.A – 2.C mapped to 8 – 10, 3.A – 3.C mapped to 11 – 13, 4.A – 4.C mapped to 14 – 16, 5.A – 5.C mapped to 17 – 19, and 6 mapped to 20. A rating of 21 applies for any ratings of lower quality than those shown in the table.

b. For an asset with an NAIC designation that is derived solely by reference to underlying ARO ratings without adjustment, the company shall determine the PBR credit rating as the average of the numeric ratings corresponding to each available ARO rating, rounded to the nearest whole number. 
c. For an asset that is not a commercial mortgage and that has an NAIC designation that is not derived solely by reference to underlying ARO ratings without adjustment, the company shall determine the PBR credit rating as the second least favorable numeric rating associated with that NAIC designation.
d. Except for assets covered by Section 9.F.3.d below, fFor a commercial or agricultural mortgage loan, the company shall determine the PBR credit rating as the Table K lookup of the numeric rating corresponding to the loan’s NAIC commercial mortgages (CM) category, where the latter is assigned by the company in accordance with NAIC life RBC instructionsis based on the NAIC Commercial Mortgage Designation, with 1 mapped to 7, 2 mapped to 10, 3 mapped to 11, 4 mapped to 12, 5 mapped to 13, and 6 – 7 mapped to [20].

e. Except for assets covered by Section 9.F.3.d below, for a residential mortgage loan, the PBR credit rating is based upon the description found in the Annual Statement, Asset Valuation Reserve Default Component Page, with Line 41 mapped to 7, Line 50 mapped to 10, and line 55 mapped to 11.

f. For a commercial or residential loan that is insured or guaranteed, the PBR credit rating is mapped to 5.
Guidance Note: The 1 through 21 PBR credit rating system attempts to provide a more granular assessment of credit risk than has been used for establishing NAIC designations for RBC and asset valuation reserve (AVR) purposes. The reason is that unlike for RBC and AVR, the VM-20 reserve cash-flow models start with the gross yield of each asset and make deductions for asset default costs. The portion of the yield represented by the purchase spread over Treasuries is often commensurate with the more granular rating assigned, such as A+ or A-. Thus, use of the PBR credit rating system may provide a better match of risk and return for an overall portfolio in the calculation of VM-20 reserves. However, for assets that have an NAIC designation that does not rely directly on ARO ratings, a more granular assessment consistent with the designation approach is not currently available.  
Guidance Note: The Purposes and Procedures Manual of the NAIC Investment Analysis Office (P&P Manual), which establishes the rules for setting NAIC designations, underwent significant change during 2009–2010, particularly in the area of assessing the credit risk of structured securities. The NAIC Valuation of Securities (E) Task Force implemented an interim solution in 2009 to set designations for non-agency RMBS based on modeling by a third-party firm. The Task Force is developing a long-term solution for these and other structured securities, such as commercial mortgage-backed securities (CMBS), that may involve a combination of modeling and other methods, such as “notching up” or “notching down” the result derived by reference to ARO ratings. In all such cases where the ARO rating basis is either not used at all or is adjusted in some way, the intent is that paragraph (c) be used to determine the PBR credit rating. Another common example where (c) is to be used would be securities that are not Securities Valuations Office (SVO) filing exempt (FE), such as many private placement bonds. For example, a private placement that was not FE and was rated by the SVO as NAIC 1 would be assigned a PBR credit rating of 6 (second least favorable), equivalent to A2.

4. Special Situations

For an asset handled under Section 9.F.3.c and for which the NAIC designation varies depending on the company’s carrying value of the asset, the company must avoid overstatement of the net return of the asset when projecting future payments of principal and interest together with the prescribed annual default costs.

Guidance Note: For example, if a non-agency RMBS is rated NAIC 2 if held at a particular company’s carrying value but NAIC 4 if held at par, and that company’s cash-flow model first projects the full recovery of scheduled principal and interest, it would be more appropriate to then deduct annual default costs consistent with NAIC 4 rather than NAIC 2. If the company’s cashflow model has already incorporated a reduced return of principal and interest consistent with the company’s carrying value, then it would be more appropriate to deduct annual default costs consistent with NAIC 2. Modeling of assets with impairments is an emerging topic, and methods for handling in vendor and company projection models vary.

VM-20 Appendix 2 second paragraph

It is important to note up front that the development of prescribed default costs is based entirely on analysis of corporate bonds. Default costs for other fixed income securities and commercial and agricultural mortgages are assumed to follow those of corporate bonds with similar NAIC designations through a mapping tool called “PBR credit rating.”Designation Categories.  Examples of other fixed income securities are structured securities, private placements and preferred stocks. Discussions at the NAIC during  2009–2010, particularly at the Valuation of Securities (E) Task Force, focused on the observation that similarly rated assets of different types may have similar likelihood of default or loss of principal but may have a significantly different distribution of the severity of that loss. Discussions have particularly focused on the different drivers of severity between structured securities and corporate bonds. As a result, the Valuation of Securities (E) Task Force has been developing updated methods to assign NAIC designations for C-1 RBC purposes for structured securities in order to better take into account these differences. The VM-20 procedure to assign a PBR credit rating has been structured so that in the cases where the Task Force decides to go away from directly using the ratings of approved ratings organizations, the PBR credit rating will be based on the NAIC designation rather than underlying ratings. Where the Task Force continues to authorize use of underlying ratings, the PBR credit rating also will be based on those ratings. However, VM-20 uses the underlying ratings to assign the PBR credit rating in a somewhat different manner.


VM-20 Appendix 2, end of section A.4


Among tables published onproduced by the NAIC website and published on the NAIC website or available upon request (See Section H): 
a. Table A shows baseline default costs using Moody’s data.  
b. Table B shows the baseline default cost margin (Table A rates minus the historical mean rates).


VM-20 Appendix 2, end of section B.8

Among tables published onproduced by the NAIC website and available upon request (See Section H): 
a. Table C shows empirical CTE 70 default rates from Moody’s. 
b. Table D shows prescribed cumulative default rates derived from Moody’s data.  


VM-20 Appendix 2, end of section C.3

Among tables published onproduced by the NAIC website and available upon request (See Section H): 
a. Table E1 shows a sorted version of “Exhibit 22 – Annual Average Defaulted Bond and Loan Recovery Rates, 1982–2007,” and develops the CTE 70 recovery rates and the implied margin. 
Table E1 develops mean and CTE 70 recovery rates for all bonds, as well as for senior bank loans and five bond lien position categories that make up the All Bonds statistics. Implementation will be facilitated if VM-20 uses one recovery rate based on All Bonds rather than using all six lien position categories. Using the more detailed data would require either companies or the SVO to assign each asset to one of the categories. 
Table E1 also illustrates that bonds that are more senior in the issuer’s capital structure tend to have higher recovery rates than bonds that are subordinated. 
b. Table E2 shows the final recovery rates that vary by PBR credit rating. This table was determined by assuming CTE 70 applies for Ba3/BB- and below, mean applies for Baa1/BBB+ and above, and interpolated recovery rates apply for ratings that are between Ba3/BB- and Baa1/BBB+. This approach recognizes that investment grade bonds are more likely to be senior in the issuer’s capital structure, and below investment-grade bonds are more likely to be subordinated. Differentiating by actual seniority position of each bond was not considered practical. In addition, because recovery rates and default rates are not 100% correlated and the cumulative default rates were set at CTE 70, use of the mean recovery rate, at least for the higher-quality bonds, helps to avoid overly conservative prescribed default costs for those bonds.


VM-20 Appendix 2, Section H

Current and historical versions of Tables A, F, G, H, I, and J through K used for calculating asset default costs and asset spreads are available on the NAIC website home page (www.naic.org) under the Industry tab of the website in the Principle-Based Reserving Overview section. Tables B through E which document interim steps calculating these factors are available upon request.


