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1. Reviewed Comments on Exposed Items

a. INT 23-01T

Bruggeman directed the Working Group to Interpretation (INT) 23-01T: Net Negative (Disallowed) IMR (Attachment One) and the corresponding agenda item 2022-19: Negative IMR (Attachment Two). He directed Julie Gann (NAIC) to summarize the Life Actuarial (A) Task Force response letter dated June 15 (Attachment Three). Gann stated that the Task Force is moving forward with the development of an interest maintenance reserve (IMR) template, drafting guidance for 2023 and 2024 for the Working Group’s potential admittance of some portion of aggregate negative IMR, and a recommendation to the Working Group to not rely on asset adequacy testing (AAT) as the sole or primary guardrail for aggregate negative IMR. Bruggeman noted that the key part of the recommendation was using AAT as the “sole or primary” guardrail, and the Working Group has been discussing the usage of AAT as the first-level safeguard and how it should be used in combination with other safeguards. IMR is included as a long-term agenda item for the Task Force as one of its primary concerns, which means it should be captured in the valuation documentation for the years ending 2022 and 2023.

Gann stated that in April, the Working Group exposed the limited-time optional INT to allow the admittance of net negative disallowed IMR in the general account up to 5% of adjusted capital and surplus. That 5% limit was directed by the Working Group at the Spring National Meeting. The exposed INT proposed restrictions as to what is permitted to be captured specifically for derivatives that have been reported at fair value and then for only general account IMR, with an exclusion for separate accounts. Detailed comments were received from the American Council of Life Insurers (ACLI), and NAIC staff request that the Working Group hear, discuss, and provide direction on the requested revisions to the INT. If the INT is revised, NAIC staff anticipate exposing a revised INT with a shortened comment period to allow for potential adoption consideration at the Summer National Meeting. Gann recommended that the Working Group defer the adoption of the INT until the Summer National Meeting, as there are a significant number of comments to consider. She then noted that the ACLI comment letter broke out eight key topics, and the first two topics—Surplus Considerations and Exclusion of Fair Value Derivatives from Determining Admitted Net Negative IMR—appeared to be the most significant. She also requested that the Working Group provide direction on the effective duration of the INT and whether there should be a sunset time frame. Bruggeman requested that the ACLI provide its overall comments to the Working Group prior to going through each of the eight topics individually.

Mike Reis (Northwestern Mutual), representing the ACLI, stated that he would like to begin by reading from the Financial Condition (E) Committee’s Asset Valuation Reserves and Interest Maintenance Reserves Blue Book (Attachment Four) report from December 2002, as it includes some foundational concepts. He stated that the main driver of the development of IMR and asset valuation reserve (AVR) is that without these mechanisms, many circumstances gave rise to inappropriate results from the statutory formula valuation methods. For example, changes in value due to interest rate swings were recognized inconsistently on the asset and liability sides of the balance sheet. Liabilities are valued using interest rates fixed at issue, while some assets may be valued using current interest rates through trading activities. The development of AVR and IMR also recognized that trading gains and losses were transitory with reinvestment, where they are offset with new lower-yielding and higher-yielding assets, respectively; IMR should, theoretically, apply symmetrically. So, all points in the ACLI letter and items discussed today emanate from these concepts; consequently, with the non-admittance of negative IMR, the financial statements are not fairly represented. Reis continued by stating that to avoid incentivizing companies to manage the financial reporting outcomes rather than affect appropriate risk management practices, the ACLI believes an interim solution should have a surplus cap of at least 10% or greater, along with no adjustments to surplus or exclusions. The rationale for this is that IMR is different from other intangibles, and it is more akin to unrealized losses on bonds with no change in immediate claims-paying ability after trading.

Reis stated that for the interim solution, non-hedge accounting derivatives, which are still economically effective hedges and appropriate for the duration and risk management, should not be changed from current industry practice. The industry has been deferring effective hedge gains to IMR for decades. For the interim solution, book value separate accounts, both insulated and non-insulated, have the same products and risk management issues as the general account and should not be excluded. Also, any proof of reinvestment should be on a macro basis looking at the totality of the NAIC framework and recognizing the fungibility of cash. Reis suggested that a new technical working group with members of the Working Group, the Life Actuarial (A) Task Force, the American Academy of Actuaries (Academy), and industry members may be needed to help develop a long-term solution to these issues. Beyond this, the ACLI does not believe it is in the collective best interest to make interim changes to current IMR deferral practices, as this would drastically change longstanding and important risk management practices.

Bruggeman stated that the Working Group will begin its discussion of the second topic—Exclusion of Fair Value Derivatives from Determining Admitted Net Negative IMR—and he noted that non-accounting-effective hedges are recorded at fair value, and the unrealized gain/loss would already be in surplus. Disposal of a fair value hedge would result in an immediate adjustment to surplus via the IMR irrespective of the IMR’s positive/negative position. This issue is one of the discussion points that the Working Group wants to understand better, as there is a difference between accounting-effective hedges and economic-effective hedges, and if it is not one of those two, then it would likely be a speculative hedge.

Mike Huff (Teachers Insurance and Annuity Association of America—TIAA), representing the ACLI, stated that Bruggeman made a good distinction between hedges that are accounting-effective versus economic-effective. He also noted that he would not even consider speculative hedges to be a hedge derivative position, as speculative hedges are not allowed under insurance law or company derivative use plans. The industry’s interpretation is that accounting-effective and economic-effective hedges are both considered equally economically effective, but accounting-effective just happens to be specifically defined within the accounting guidance. All interest rate derivatives, both hedge accounting and fair-valued interest rate derivatives, are instruments that industry uses interchangeably with fixed-rate bonds as asset and liability management tools. As these instruments are used interchangeably, consistent treatment is considered important and within the spirit of the development of IMR. Historical industry practice has been to defer gains from fair value derivatives when the gain is related to a change in interest rates, and that has previously resulted in a significant deferral of gains into IMR and not into surplus. Huff noted that industry’s position is that this is the appropriate accounting treatment, as it does not artificially inflate surplus, given the fact that there is then reinvestment into lower-rate assets. He stated that the ACLI wants to avoid the potentially adverse outcome of disincentivizing the prudent use of derivatives in asset-liability management (ALM) and risk management to ensure that financial statements reflect the fairest representation of financial condition for companies, particularly in surplus. He then discussed the examples included in the ACLI’s comment letter.

Bruggeman noted that the example scenarios place an emphasis on the income statement impact, whereas the Working Group has noted that the hedge is at fair value, which means that surplus has already been affected irrespective of whether the derivative has been disposed of. He then inquired as to whether disposals occur when derivatives are still economically effective or if that occurs after effectiveness has lapsed. Additionally, he requested clarification on what industry considers a derivative that is not economically effective. Huff stated that a hedge will occasionally become economically ineffective, but for the most part, this does not happen. Hedges that industry feels have become speculative are immediately taken off the books; likewise, industry would never put a derivative on the books that was not an economically effective hedge.

Bruggeman asked if, in the second scenario described in the ACLI comment letter, the hedge was to become economically ineffective, whether industry would dispose of the hedge before or after it became ineffective, and whether the gain/loss would be recorded through IMR. Huff responded that in all three scenarios, the hedge would be considered effective, as it has locked in the rate at 5%. Bruggeman clarified that he is trying to assess industry’s practice for recording through IMR in the event that the hedge did become ineffective. Huff responded that he believes that while the hedge is effective, any realized gain/loss would go to IMR, and after it becomes ineffective, it would not. Bruggeman stated that there is a distinction that needs to be made between when there is an ineffective hedge that has been disposed of/terminated based on when it became ineffective. If the derivative is not interest-rate sensitive, it would not meet the blanks instructions on interest-rate sensitivity. The issue is gaining a proper understanding of what happens when a derivative becomes ineffective and how state insurance regulators would get assurance that when a derivative was disposed of it would roll through IMR only if it was still effective. He stated that he believes there is a breakpoint where, once it is ineffective, it is no longer an interest-rate-sensitive type of disposal that qualifies for IMR. Bruggeman stated that there is a need for these detailed discussions as part of a long-term IMR assessment, but he does not want to put reporting entities in a whipsaw position where they have been deferring all derivative gains to IMR over the years; now the derivative losses are not permitted through IMR.

Gann noted that due to the complexity of this discussion, she would like to make some clarifying comments. In the scenarios presented by the ACLI, she clarified that these are not actual hedges of specific assets. Rather, these are derivative hedges for the portfolio, which is why they do not qualify as accounting-effective hedges under statutory accounting. Industry considers these to be economic-effective hedges because they are in line with a company's derivative use plan; however, there is no metric or assessment that could occur to prove that the derivative is effective as required for accounting-effective hedges. So, if the hedge is in accordance with a company’s derivative use plan, then industry considers them to be effective, and there would be very limited situations, if any, where a derivative would move from being considered an effective hedge. Gann noted that what industry is identifying as an effective hedge is not an accounting-effective hedge. As such, industry’s interpretation would encompass many more derivatives than are considered effective hedges for accounting purposes under Statement of Statutory Accounting Principles (SSAP) No. 86—Derivatives. Gann stated that she just wants to make sure that that was clear because the example appears to reflect a hedge of a single asset, but hedges of single assets could be designed to qualify as accounting-effective. Reis noted that hedges from the example scenarios could be assigned to assets that are subsequently purchased, and if that is to occur, the derivative arrangement could qualify as accounting-effective. The company would have to end up buying those assets for them to be assigned to the hedge, so the hedge is not assigned to a specific asset when it is initiated, but if assets are purchased, the hedge could be assigned. If the assets were purchased with a maturity duration of two years instead of a planned 10-year time frame, this could be a situation in which the hedge becomes ineffective.

Tom Karafin (Prudential) noted that hedges generate a gain or loss while they are effective, and the moment a derivative is to become ineffective, they take them off. However, the gain or loss was in existence during the hedge’s effective life, and the current model says that gain loss has become permanent and should follow the hedged item. As such, the gain/loss would continue to be reported through IMR.

Smith asked how certain the industry representatives are that during the periods in which interest rates were decreasing, everyone in industry was consistently applying this approach to defer gains in IMR over the life of the hedge versus recognizing all gains in surplus at the time of disposal. Reis responded that while no one would suggest that this is an absolute statement, all attendees to the ACLI working group meeting (approximately 30–40 representatives) responded that they were deferring hedge gains through IMR. Smith reiterated his concern that some of the more aggressive companies were not involved in the industry’s discussion. For companies that have been deferring the gains, it would be punitive to not defer the losses, but there is a concern that some companies historically recognized the gains and now want to defer the losses. Bruggeman noted that they are looking to avoid an imbalance in which gains are recognized immediately in surplus, but the realized losses are deferred through IMR. He proposed a solution to have companies that have been following the approach in which derivative gains were historically taken to IMR continue doing so with derivative losses, but companies that have not previously recognized derivative gains through IMR would not be permitted to begin that practice under the INT with derivative losses. He stated that while it is a bit inconsistent, it would avoid the imbalance issue of reporting gains and losses differently.

Huff stated that he believes he can safely state that all the major players have been deferring derivative gains through IMR, and the big four accounting firms agreed with that treatment. Bruggeman noted that the Working Group wants to provide some kind of direction for NAIC staff, and in the long-term, they will need to work with the Life Actuarial (A) Task Force for a solution; however, for the short-term, there needs to be some kind of assurance that hedges were disposed of while they were still economically effective in order for gains or losses to go through IMR. This would provide state insurance regulators with some amount of comfort that ineffective hedges are not being run through IMR, especially if resulting in a loss. That said, economically effective hedges do not have any kind of metric for determining if the hedge is still economically effective, so state insurance regulators need more assurance that something was not deferred through IMR that should not have been. Huff stated that the vast majority of the time when hedges are unwound, as illustrated in the example scenarios, they are done so on a schedule, and the company will know the approximate time at which the hedge would be disposed of. While it is possible that a hedge may be unexpectedly unwound, it would be quite unusual for a company to have a hedge become ineffective prior to disposal because of this.

Clark stated that it does not make any sense to have different accounting treatment between unrealized and realized changes. The concept of IMR exists to create consistency for bonds for unrealized and realized losses. The same should hold for derivatives. It does not make sense to mark derivatives to market (fair value) when it is open (unrealized) only to reverse that treatment at termination (realized). This disconnect is one of the two things, at least in the long-term, that need to change to get accounting consistency. The second thing is the lack of measurement parameters around the effectiveness of a hedge. There is a reason U.S. generally accepted accounting principles (U.S. GAAP) and statutory accounting have a concept of effective hedge accounting, but with industry’s interpretation, there is essentially a way around effective hedge accounting without any kind of overarching parameters, and that is a concern. Given the historical practice, the least disruptive thing to do would be to allow companies to continue with the practices they have already been doing. Clark stated that as for Smith's point, a company should not change its practice because of this interpretation, and in the interim, it would be appropriate for companies to continue with the practices they have already been doing.

Wolf stated that he supports that approach, and the guidance must specify that the company needs to continue following its past practices. If a company has been amortizing gains in IMR for similar derivative positions in the past based on documented internal accounting policies, then it can continue to do so with like derivative positions that are now resulting in losses, but allowing new practices permitting derivative losses in IMR to go forward at this point should be avoided.

Bruggeman then directed the Working Group to discuss book value guaranteed separate accounts. He stated that he believes it makes sense to permit admitted IMR in a separate account. Although there is a distinction between insulated and non-insulated, he would like to avoid that discussion for this interpretation. Separate accounts for certain products are still general accounts affected, but that is not relevant for IMR purposes. Bruggeman then recapped the annual statement blanks instructions of how IMR from separate and general accounts are presented. He then inquired about the operational mechanics, such as if there was a cap based on surplus, whether it was 5% or 10%, and how that would affect the instructions for reporting negative IMR within general and separate accounts. Specifically, he inquired about whether the cap should first apply to the general account, with the separate account only admitting if the admittance in the IMR does not exceed the percentage permitted. He stated that he believes there is support for book value guaranteed separate accounts recognizing negative IMR, but it is an order of operations question between the general and separate accounts.

Brad Caprari (Prudential), representing the ACLI, stated that there has been a bit of back and forth on what the order of operations should be. The initial discussion was for negative IMR to be applied to the general account first and then to the extent that there remains availability within that 10% surplus limit, which would then apply to the separate account. This is also to say that the ACLI supports a 10% surplus limit. That said, the ACLI believes there should be proportionate admittance between insulated and non-insulated separate accounts. Caprari noted that he does not see any distinction between insulated versus non-insulated as it relates to the discussion of IMR, and there should be proportionate admittance there to the extent that someone has negative IMR that can be captured within the available cap of 10%.

Carmello asked for clarification on whether it is an insulated account with the negative IMR asset and whether the IMR would be held in that insulated account. Caprari replied that any admitted negative IMR asset or contra-liability would be held in the insulated account. Carmello noted that this does not really help the customers that have the insulated accounts, as they can only acquire real assets in the event of an insolvency, and he is concerned that this may be somehow benefiting the insulated customers, but that does not appear to be the case. Caprari said he agrees, and he noted that it is only tangible if taken into consideration with the reinvestment of funds, which will make up for the initial loss over time. Carmello then asked for clarification on how the order of operations would proceed if the general account is negative but the separate account is positive in excess of the general account. Caprari responded that it would be the cumulative total of the two accounts to determine the net negative position. If there is a cumulative net negative position, then it depends on whether one or both accounts are negative to determine how the cap is applied. If both accounts are negative, then the general account would apply first, and the separate account would be eligible for any amount of the cap left over.

Gann noted that the concept of admitted and non-admitted assets does not exist in the separate accounts, and the current process in the separate accounts is to take negative IMR as a direct charge to surplus. So, if the direction of the Working Group is to include separate accounts in the interpretation, NAIC staff will include this order of operation that was discussed. NAIC staff will also detail how to reflect this asset in the separate accounts, which would likely be a reversal of the prior hit to surplus, with a recognition of a miscellaneous aggregate write-in asset to reflect what is going to be permitted as admitted. NAIC staff do not recommend reporting it as a contra-liability, as it could be commingled with the non-disallowed negative IMR. Gann stated that it can be identified in the financial statements when reported separately as miscellaneous aggregate assets. When there are changes on what is permitted to be admitted in the separate account, the entry would be to remove the asset with a charge in surplus. As such, companies may be reversing and re-entering entries as the balance in IMR changes based on what is permitted to be admitted from percentage limitations. Gann stated that if separate accounts are captured, the interpretation will include the recognition process to ensure consistency across industry. Bruggeman stated that there should be a proportional allowance in the insulated and non-insulated separate accounts if IMR is permitted without exceeding the percentage cap. He noted that there are separate account surpluses, and he asked if that counts when adding up all the surpluses.

Caprari stated that if you look at the general account blank, the reported surplus is the surplus the ACLI believes should be used for the cap, and it is inclusive of a separate account surplus. As such, there would not need to be any aggregation, and the ACLI prefers to use it as the cap instead of trying to aggregate out a separate account cap versus a general account cap. Gann stated that NAIC staff should have what they need to move forward with updating the interpretation, and she noted that the agenda does identify other things that may need to be considered in the future, perhaps as a long-term project for separate accounts with regard to the products that are used for book value. She also noted that on a broad scale, variations from what is permitted for book value under SSAP No. 56—Separate Accounts are not detailed, identifying that only three permitted practice disclosures were reported for items that were held at book value beyond what was permitted in SSAP No. 56. She also noted the need to assess overall accounting, reporting, and risk-based capital (RBC), if the separate account blanks are being used as an extension of the general account or a segregated general account, as the accounting and reporting in the separate account is not designed with that original intent. Bruggeman noted that this might represent an add-on to the current project, but IMR interpretation will proceed with IMR to be recognized from book value guaranteed separate accounts, whether insulated or non-insulated; and, as proposed by Caprari, if there is net negative IMR, then the amount admitted by the surplus cap goes to the general account first, and then whatever is left will be allocated to the insulated and non-insulated separate accounts proportionally.

Linus Waelti (New York Life Insurance Company), representing the ACLI, noted that state insurance regulators understand the importance of being able to distinguish between what they refer to as the good scenario, where the sale proceeds from the asset sale are going into a reinvestment, versus what they call the bad scenario, where that is happening inadequately and the proceeds from asset sales go to pay major cash outflows, whether they are expenses, claims, or withdrawals. To do a granular asset-to-asset mapping of proof of reinvestment is not going to be practical and will be highly challenging. So, the question comes down to what the package of safeguards should be that would give state insurance regulators comfort that the reinvestments are occurring adequately and appropriately. The ACLI recommended that state insurance regulators use existing safeguards, like AAT, to provide comfort in the activity. While AAT would not be considered the sole or primary safeguard, it certainly should play a role in combination with other safeguards, at least in the context of proof of reinvestment, to ensure that assets and reinvested assets are generating returns adequate to cover claim liabilities. The ACLI’s position is that if claims payments become compromised by inadequate reinvestment or inappropriate reinvestment, the AAT analysis would identify that shortfall. The AAT shortfall would cause reserve strengthening, which would result in a direct impact on surplus, much like what would be seen if negative IMR was written off.

Waelti noted that in terms of other recommendations, the ACLI proposes the inclusion of a macro demonstration of reinvestment. This could involve the use of the cash flow statement to provide an aggregate view of cash activity, with a comparison of investment proceeds to the cost of investments acquired. This also helps navigate some of the problems with the fungibility of cash that would plague other demonstrations of proof of reinvestment. There are some imperfections with using a macro demonstration, as proceeds reported in the cash flow include maturities, and the amount reported as reinvestments includes cash in-flows from other sources, but at least at a high level, this would provide state insurance regulators with a view of the reinvestment occurring and whether it is at a healthy level. Another proposal from the ACLI is a company attestation that confirms that investment activities are in line with documented investment strategies and policies of the company. This company attestation could also be expanded to provide additional comfort to state insurance regulators as needed. Additionally, the ACLI suggests that a company will attest that asset sales are not being compelled by liquidity pressures, whether they are coming from collateral calls or from excess withdrawal activity.
Carmello asked if companies could potentially capture the information needed to perform granular asset-to-asset mapping as proof of reinvestment as a goal of the long-term project. Waelti responded that while some of this information is available on Schedule D, it would still be very difficult to perform asset-to-asset mapping due to the complexity and volume of activity. Carmello noted that in his mind, he is envisioning a short report that maps together and provides comfort to state insurance regulators that there is not a situation where asset sale proceeds are being used to cover claims instead of being reinvested. He stated that it seems Waelti is proposing that state insurance regulators would be able to get this type of report prepared by the companies if requested. Waelti responded that this would likely include some information from Schedule D, and they would need to work with state insurance regulators to determine what other information and commentary state insurance regulators are looking for. Bruggeman noted that this conforms with what is in the instructions; if there are excess withdrawal situations, those asset sale gains/losses do not go through IMR. The bigger question of the fungibility of cash is when a company sells a newly purchased asset, but they are not buying a fixed-income instrument with the proceeds. This may be something better addressed in the long term, but for the short term, what Carmello is requesting is a more distinct disclosure of the transactions or how they are done.

Carmello said he agrees, and he noted that on the long-term project, they should consider looking at the 150% factor to determine if it is still appropriate since it was a factor developed around 30 years ago when IMR was established. Bruggeman then asked Gann if state insurance regulators could ask for additional disclosure within AAT or if it would require a referral to the Life Actuarial (A) Task Force. Gann stated that this would likely require a referral to the Task Force. She also noted that the exposed interpretation was drafted with reference to an “immediate” investment of sale proceeds in another fixed-income instrument. While this language has been identified as potentially problematic, she noted that it was not intended to imply instantaneous action, but the company is investing directly in fixed-income instruments, not holding onto the cash, and investing six months down the road or in equities. Gann stated that the industry-proposed attestation can be included as an additional disclosure. Bruggeman clarified that he is not sure where this attestation disclosure would actually be reported. Gann noted that this could be done as a narrative disclosure for year-end 2023, but it is too late in the year for a data-captured disclosure. If the INT were to go on for a period of time, the disclosure could be included in the financial statements as a general interrogatory or as a new data-captured disclosure. Bruggeman noted that he would like to see some kind of distinct matching as part of the long-term solution and an assessment of whether the 150% factor for excess withdrawals still makes sense.

Bruggeman noted that there was not any disagreement on the topic of special surplus accounts, and the only comment he has is that the wording should be specific to ensure that everyone is using the same terminology so information entered can be easily aggregated. He noted that as soon as a “write-in” line is provided, state insurance regulators tend to lose all ability to aggregate data by line and column number. Specific wording should also be developed to make it easier to consistently identify and aggregate year-end data.

Bruggeman directed the Working Group to the topic of existing safeguards. Reis noted that industry is not opposed to additional safeguards, but he wants to make sure the rationale for each safeguard is clearly understood. Gann stated that the Life Actuarial (A) Task Force has communicated that AAT should not be relied on as the sole safeguard for the admittance of negative IMR. There is the ability for permitted practices, but there is the desire for a uniform standard, and there were only two permitted practices for year-end 2022. For derivatives, there is the reliance on a company’s filed derivative use plan, but NAIC staff do not receive these plans and cannot comment on what is included or how much is included regarding interest rate derivatives or what is going through IMR. For the long-term project, the Working Group could potentially expand Schedule DB to get more information, but that is not something that could be done for this year-end. NAIC staff are requesting comments on the ACLI proposed safeguards and direction on whether there are other safeguards that should be incorporated. Bruggeman noted that the Working Group’s direction is that what is included in the exposure is sufficient for consideration; although, it should be noted that AAT should not be the primary safeguard, and individual circumstances that vary from what is permitted in the ultimate interpretation can still go through the permitted practice process. States should also be aware that derivative use plans are key components for the potential admittance of net negative IMR, as they review and assess those submissions. Wolf asked whether there would still be a safeguard around minimum RBC. Bruggeman confirmed that the 300% threshold for potential action would still be in place. Wolf stated that negative IMR should not be permitted for admittance when a reporting entity hits the 300% threshold. Wolf also noted support for calculating the 300% threshold with the removal of admitted negative IMR, goodwill, operating system software and electronic data processing equipment, and deferred tax assets similar to the calculation of adjusted capital and surplus.

Bruggeman noted that to have a line on RBC sensitivity would require a structure change to RBC, which cannot be completed for year-end 2023, as it would have needed to be exposed by at least the end of January. He noted that RBC sensitivity would be appropriate, especially if it resulted in an email sent to the domestic regulators, noting that the company’s RBC, with or without this IMR, is well above 300%. Hudson noted that his understanding of Wolf’s request was regarding whether the Working Group wants to include language that companies could not admit negative IMR if RBC was below 300%. Bruggeman responded that this should be included. Gann responded that this is included in the INT, but the comment was to calculate 300% after adjustments. Wolf agreed that this was his comment, as he wants to make sure that the 300% RBC is determined after adjustments to remove admitted negative IMR, goodwill, operating system software and electronic data processing equipment, and deferred tax assets. Reis noted that the industry is not opposed to providing disclosures, but he wants to make sure that the disclosures are discussed in the context of the cap.

Bruggeman asked the Working Group whether there should be a termination date for the INT, and he proposed a termination date three years after adoption. Hudson agreed with Bruggeman on including an end date on the INT, as it will provide pressure to resolve the issue. Bruggeman suggested an end date of Jan. 1, 2026. Reis stated that the industry is also supportive of an end date, and while the ACLI has not discussed a three-year end date, his opinion is that this time frame sounds reasonable for developing a long-term solution. Bruggeman said that three years is the best option, as it allows for that extra year that is often needed to develop and put the structure in place.

Bruggeman then directed the Working Group to discuss the proposed 5% cap on adjusted capital and surplus, and he asked if this cap should be adjusted surplus or straight surplus without any adjustments. He noted that the Working Group had previously discussed and settled on 5%, but he believes 10% makes more sense, as it would line up with the goodwill admittance limitation. Hudson asked whether the prior concern about the 300% company action level RBC was that the soft assets, including negative IMR, could not be used by the company after reaching the action level, which Wolf confirmed. Reis stated that negative IMR is akin to unrealized losses, and it is deferred because they are transitory due to the company reinvesting the proceeds in a higher or lower-yielding asset, and it does not change the claims accountability. It can be distinguished from other soft assets, and it is more akin to the soft asset of unrealized gains/losses that are on the balance sheet. Reis expressed that it is cleaner and more theoretically appropriate not to lump IMR in with other soft assets, as to do so would miss the point of why IMR was developed. Clark agreed and noted that the interim proposal to cap IMR based on capital and surplus is more related to the fact that the Working Group is not comfortable enough with all the existing safeguards to allow unlimited admittance of negative IMR. He noted that he would be ok with the 10% cap and no adjustments, as this is a different type of intangible compared to other soft assets.

Weaver stated concern that these intangibles are starting to add up, and if a company were in trouble, it would not be able to pay claims right away with some of these intangible assets. Reis responded that in the ACLI’s comment letter, it details its position that the bonds are on the books at amortized cost, which is not the sales price at which bonds could be sold to pay claims, and IMR is no different. Clark stated that the 300% RBC threshold is intended to address this, as once the company reaches the solvency concern, it no longer gets to report IMR as a soft asset, and the accounting becomes closer to a liquidation basis of accounting. Hudson stated that a reasonable compromise would be to go up to 10% but to use adjusted surplus and capital, noting that he would be uncomfortable going up to 10% using unadjusted surplus and capital. Bruggeman noted that the reason the ACLI is trying to make the distinction of using the RBC below 300% and then using adjusted surplus is if a company did get to 300% without all those soft assets and without negative IMR, then the company has to eliminate IMR as an admitted asset earlier as opposed to using the 10% of surplus as a cap.

Bruggeman then requested further comments and questions from the Working Group, noting that NAIC staff need to be provided with direction for drafting an updated INT for exposure, specifically requesting responses from members on the 10% cap and unadjusted versus adjusted surplus. Bartlett, Brown, Andersen, and Arfanis stated support for a 10% cap with adjusted surplus and capital. Smith stated that he prefers 5% with adjusted surplus and capital but could live with 10% adjusted surplus and capital, and Sherman agreed. Kasinow requested clarification on the calculation of adjusted surplus and capital. Gann clarified which items are excluded, and she noted that the calculation is further detailed in the meeting materials, found in paragraph 9a of the exposed INT. Kasinow stated support for 10% with adjusted surplus and capital. Reis asked the Working Group members voting for the use of adjusted surplus and capital what their theoretical basis for this was and if a higher cap could be considered since adjusted surplus and capital would further reduce the admitted amounts of IMR. He stated that the ACLI agreed that the 10% cap is reasonable, but he does not understand the foundation for using adjusted surplus and capital outside of a desire to be conservative. Malm stated support for 10% with unadjusted surplus and capital. Bruggeman noted that at this point, the vote is approximately eight for 10% adjusted versus two for 10% unadjusted out of 15 members.

Bruggeman noted that this majority vote would indicate that the Working Group is directing NAIC staff to draft the exposure with a 10% limitation using adjusted surplus and capital. Clark asked if Working Group members could change their minds when the vote for the adoption of the INT comes up. Bruggeman stated that members could, as this was originally exposed with a 5% limitation of adjusted capital and surplus, and now the Working Group is directing NAIC staff to draft an exposure with 10% using adjusted capital and surplus. Bruggeman noted that the Working Group will perform an e-vote exposure vote on the updated draft exposure.

2. Discussed Other Matters

Bruggeman requested any additional comments or discussion on other matters. Gann noted that the other items on the agenda are just notices. First, NAIC staff received an extension for comments from the June 1 referral from the Valuation of Securities (E) Task Force (Attachment Five) until July 7. The second thing is letting everyone know that the Insurance Core Principals (ICPs) 14 and 17 have been released for comments, both of which are available for review and comment on the International Association of Insurance Supervisors (IAIS) website.

[bookmark: _Hlk121307495]Having no further business, the Statutory Accounting Principles (E) Working Group adjourned.

https://naiconline.sharepoint.com/teams/frsstatutoryaccounting/national meetings/a. national meeting materials/2023/6-28-23 - negative imr/minutes/sapwg minutes 06.28.23tpr.docx
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