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Summary of Comment Letters Received for the March 2009 AAA C-3 Phase III Report 

This is a summary of the 11 comment letters or e-mail received for the March 2009 American Academy 
of Actuaries C-3 Phase III report that was released for comment. This summary was prepared by NAIC 
staff to provide a very high level overview of the comments received and not a comprehensive or 
detailed list of the comments. The individual comment letters should be reviewed for the more detailed 
discussion.

Comments received on the March 2009 AAA C-3 Phase III Proposal (in order of receipt):
1.  Motorists Life  
2.  Prudential  
3. IA Pacific  
4. AEGON  
5. ACLI  
6. Baltimore Life  
7. Unum  
8. Northwestern Mutual  
9. NALC  
10. GPM Life  
11. AADicke  

Implementation Comments and Concerns

Implementation for 2009 is too early. 
ACLI
Motorists Life 
GPM Life 
NALC
Northwestern Mutual 
Unum 
IA Pacific 

Because companies would need time to: 
Build significant additional modeling capabilities hardware and software. 

ACLI
Northwestern Mutual 
AEGON

Develop extensive documentation. 
ACLI
AEGON
GPM Life 
Unum 

Modify and enhance existing models. 
ACLI
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Because companies would need time to (continued): 

Build an infrastructure to process and analyze model results. 
ACLI

Fewer resources due to implementing AG 43. 
ACLI
Northwestern Mutual 

Do more with less resources due to the economic situation. 
ACLI

Need time to train staff 
Northwestern Mutual 

Need time to evaluate impact to the RBC results 
Northwestern Mutual 

Need time to test models 
Unum 
ACLI

Implementation should follow VM20 adoption 
Motorists Life 

Too much work to complete calculation 
ACLI
GPM Life 

Develop a smaller regulatory scenario set 
ACLI
Unum 

In the current financial crises, a more accurate measure of financial and market risks is needed. The 
current factor-based C-3 measure is largely insensitive to the magnitude of such risks. 

AADicke

Commercial implementation software has in most cases been adapted so scenario-based calculations 
carried out. 

AADicke

A good deal of testing had been done by individual companies and the Society of Acturies project group. 
AADicke

Full scale trial runs by all affected companies are needed to discover and fix any remaining issues. 
AADicke
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Stochastic Exclusion Test Concerns

Stochastic Exclusion Test threshold of 4% should be increased. 
NALC
GPM Life 

Unclear how to calculate stochastic exclusion test. 
Unum 

Add a materiality test 
ACLI
Unum 
Baltimore Life 
GPM Life 
AADicke

Workload savings is limited. 
AEGON

Changes in economic environment can change the results of the test. 
AEGON

Alternative Approach Concerns

Allow the continued use of a factor-based approach. 
Motorists Life 
GPM Life 

More guidance needed for alternative approach  
Motorists Life 
Unum Life 

Concern with the idea of trading work for capital. 
AEGON

Significant amount of modeling every three years. 
AEGON
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Further Guidance Needed

Treatment of reinsurance should be clarified. 
Unum 

No guidance given for appropriate adjustment to update interim modeling to year end. Unlikely to be 
able to adjust without running stochastic models. 

AEGON

Further guidance should be given regarding margins. 
AEGON

Further guidance should be provided for grouping of assets in section 6.C3.a. 
Motorists Life 

Further guidance should be provided for the length of the projection period in section 6.C.6. 
Motorists Life 

Further guidance should be provided in determining the number of scenarios in section 6.D.2. 
Motorists Life 

Further guidance should be provided to determine reasonable approximations for projections of tax 
reserves in section 6.E.10. 

Motorists Life 

Further guidance should be provided on the demonstration or justification for the discounting process 
simplification in section 6.F. 

Motorists Life 

Further guidance should be provided on how to demonstrate that no intentional understatement has 
occurred in the grouping of policies for modeling in section 6.G.5. 

Motorists Life 

Phase III will apply to "individual life policies and individually underwritten certificates issued under a 
group life insurance contract."

What is meant by "underwritten"? Full underwriting, simplified underwriting, financial 
underwriting?  
Will this affect GUL, GVUL, and TOLI/COLI? 

Prudential e-mail 

Will Phase III apply to policy loans and contractual special reserves held on TOLI/COLI policies? 
Prudential e-mail

LRBC Agenda Item #1 LRBC 6/12/2009 Page 6 of 75



Technical Concerns with the Proposal

Elements in the C-3 Phase III calculation are unrelated to C-3 Risk. 
AEGON

Including:
o The reserve level affects the capital charges. 
o Use of the greatest present value of accumulated deficiencies. 
o Anomalous results when market value accounting is used. 
o Use and level of margins in the calculation. 

Concern about market risk for assets or liabilities producing anomalous risk charges: 
ACLI

Examples: 
o Interest rate floors purchased to hedge interest rate guarantees on book value liabilities. 
o Equity-indexed life insurance and annuity liabilities are valued at book value and hedges 

are valued at market. 
o Life insurance and annuity blocks backed by equities. 
o Separate account market value-adjusted annuities.  

Allow risk offsets with annuities 
ACLI

Interaction of capital requirement with reserves. 
Northwestern Mutual 
AEGON

Reserve Margins pollute the C3 calculation. 
Northwestern Mutual 

Small changes in assumptions lead to extreme changes in RBC. 
Northwestern Mutual 

Adding equities to the investment mix produced nonsensical results. 
Northwestern Mutual 

The starting asset amount can have a noticeable impact on results. 
Northwestern Mutual 
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Phase-in Proposal

Propose that companies would be required to calculate the C-3 on both the current and proposed basis 
for year-end 2009 using the current factor-based approach for the RBC with the proposed basis as a 
supplementary report filed at a later date. 

AADicke

The supplementary report would be implemented as follows: 
o The stochastic exclusion test threshold would be 6% 
o A materiality test would be added for closed blocks if the factor-based amount was 

immaterial. 
o The new basis would be phased-in over a five year period beginning with 2010. 
o The Commissioner would be permitted to require immediate adoption of he new basis if 

it would protect policy and contract holders. 

Other General Concerns or Comments

Generally support a principles-based approach. 
Prudential
AEGON

Documentation requirements should be streamlined. 
ACLI
GPM Life 
Unum 

Coordination needed with solvency modernization initiative. 
ACLI
Unum 

Proposal would require a vast increase in actuarial modeling without commensurate benefits to 
regulators or industry. 

AEGON

A capital regime along the lines of Solvency II should be used. 
AEGON

The current proposal could not be adequately audited at a reasonable cost. 
Northwestern Mutual 
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471 E Broad Street  Columbus, OH  43215 888-876-6542 

April 27, 2009 

Dan Swanson 
NAIC Central Office  
2301 McGee Street, Suite 800 
Kansas City, MO 64108-2662 

RE: Report of the Academy of Actuaries’ C3 Life and Annuity Capital Work Group on RBC C3 
Requirements for Life Products 

Dear Mr. Swanson: 

I want to thank you for all of your efforts and the efforts of the C3 Life and Annuity Capital Work 
Group.  The report is very extensive and making it consistent with the proposed valuation manual 
for Principle Based Reserves (PBR) is appropriate.  I also want to thank you for the opportunity to 
comment on the report. 

Because this proposal includes requirements for all in force life products, I think the adoption and 
implementation processes should follow those for PBR.  This report should only become effective 
after an affirmative vote of at least forty-two (42) members or three-fourths of the vote, whichever 
is greater.  After the report becomes effective a minimum transition period of five (5) years should 
be used to allow companies to set up the processes and procedures needed.  During that five 
year period companies would be allowed to use the new proposed approaches or continue to use 
the factor based approach. 

I would also propose that the working group consider adding language that would allow a 
company to continue to use the factor based approach if its Total Adjusted Capital is a certain 
number of multiples over the Company Action Level.  Research could be done to determine some 
conservative level of Total Adjusted Capital that would guard against even the most severe 
circumstances. 

PBR has not been adopted, in the United States, and so actuarial practice has not yet been 
established.  There are many issues within this report that require opportunities for education, 
practice notes, and case studies, to name a few needs.  Adopting this Report with an effective 
date of December 31, 2009 would not be appropriate.  Some of the issues are now mentioned. 

Within the Recommended Approach section it is stated, “For policies deemed not to have 
material tail risk, this recommendation permits the use of current C3 factors.”  The report defines 
a stochastic exclusion test but also allows an alternative approach for policies not passing the 
exclusion test.  More guidance needs to be provided to determine when the alternative approach 
is acceptable. 

When defining a principle based approach the report says that assumptions should reflect an 
appropriate level of conservatism.  More guidance with concrete examples needs to be provided 
to make sure that all affected parties have had ample opportunities to understand what an 
appropriate level is. 

The report discusses the development of prudent estimate assumptions.  Developing a platform 
for total company in force will take a great deal of time. 

Within section 6.C.3.a (Fixed Income Investments) it says, “Grouping of assets is allowed if the 
actuary can demonstrate that grouping does not result in a materially lower scenario amount than 
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would have been obtained using a seriatim approach.”  This would seem to imply that the 
company would need to run tests based on the seriatim approach to make this demonstration and 
if that is the case then there is no time savings in grouping assets.  The required demonstration 
must be better defined. 

Within section 6.C.6 the length of projection period is discussed and the requirement that the 
period be long enough that no materially greater stochastic amount would result.  Guidance 
should be provided in determining this. 

Within section 6.C.7 simplified approaches are allowed if they don’t produce materially different 
amounts from more robust models. Guidance should be provided in determining this. 

Section 6.D.2 says, “The number of scenarios for which scenario amounts are computed shall be 
considered to be sufficient if any resulting understatement in reported amount, as compared with 
that resulting from running a broader/more robust range of additional scenarios, is not material.”  
Guidance should be provided in determining this. 

Section 6.E.10 discusses using reasonable approximations for projections of tax reserves and 
other items impacting the calculation of taxable income for a business segment.  More guidance 
should be provided on how to determine these reasonable approximations. 

In section 6.F discount rates are discussed and states,” The company may simplify the 
discounting process by using fewer discount rates or even a single discount rate over the entire 
period.  If the company follows this practice it must demonstrate or justify that the risk-based 
calculation is not materially lower as a result of this simplification.”  More guidance on the 
demonstration or the justification process should be provided. 

In section 6.G.5 it states, “Grouping (of policies for modeling) shall not be done in a manner that 
intentionally understates the resulting Reported Amount.”  More guidance on how to demonstrate 
that no intentional understatement has occurred should be provided. 

Sincerely, 

Pete Hitchcock 
Vice President and Corporate Actuary 
Motorists Life Insurance Company 
471 East Broad Street 
Columbus, Ohio 43215 

CC;  Mike Wiseman Treasurer Motorists Life Insurance Company 
 Mike Agan Vice President Motorists Life Insurance Company 
 Pete Weber Life Actuary Ohio Department of Insurance  
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-----Original Message----- 
From: craig.sharf@prudential.com [mailto:craig.sharf@prudential.com]  
Sent: Wednesday, May 27, 2009 10:13 AM 
To: Barlow, Philip (DISB) 
Subject: Group Insurance and C3 Phase III 

Hello Mr. Barlow, 

I am an actuary with Prudential Group Insurance and had questions about 
The scope of C3 Phase III in regards to Group Life business.  I see language in the AAA 
March 2009 Report on RBC C3 that says Phase III will apply to "individual life policies and 
individually underwritten certificates issued under a a group life insurance contract." 

What is meant by "underwritten"? Full underwriting, simplified underwriting, financial 
underwriting? This will affect GUL, GVUL, and TOLI/COLI. 

Also, will Phase III apply to policy loans and contractual special Reserves held on 
TOLI/COLI policies? 

Thanks for your help, 

Craig Sharf 
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Head Office: Vancouver, Canada
e Insurance Company.

INDUSTRIAL ALLIANCE PACIFIC INSURANCE AND FINANCIAL SERVICES INC.

2165 Broadway W, PO Box 5900, Vancouver, BC V6B 5H6

Mr. Dan Swanson,
Sr. Insurance Reporting Analyst

By email and surface mail

NAIC Central Office 
2301 McGee Street, Suite 800
Kansas City, MO 64108-2662

7 May 2009

Dear Mr. Swanson,

I appreciate the opportunity to comment on the proposed implementation date of the American Academy of 
Actuaries (AAA) final C-3 Phase III proposal released for comment at the March 14, 2009 meeting of the 
Life Risk Based Capital (E) Working Group.  The U.S. Branch of Industrial Alliance Pacific Insurance and 
Financial Services, Inc.  (IA Pacific) is a small branch with almost 19,000 life insurance policies in force.

While the company has been analyzing the requirements as they evolved, it is only now that we think the 
requirements have progressed to the point where we can develop a detailed plan to implement them.  I
request that the implementation date be delayed to 2010 or later because there is not enough time between 
now and December 2009 for us to prepare properly.

Yours truly,

Mark Ellenberger F.S.A., M.A.A.A.
Appointed Actuary
Tel: (604) 734-1667
Fax: (604) 734-8221
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John Bruins 
Senior Actuary 
202.624.2169 t  
johnbruins@acli.com

May 13, 2009 

Mr. Philip Barlow 
Chair – Life Risk Based Capital Working Group 
Associate Commissioner, Insurance Bureau 
Dept. of Insurance, Securities and Banking 
810 First Street NE Suite 701 
Washington, DC 20002 

Re American Academy of Actuaries final C-3 Phase III Proposal  

Dear Mr. Barlow, 

The American Council of Life Insurers (ACLI) is pleased to provide the following comments 
on the exposed American Academy of Actuaries final C-3 Phase III Proposal on behalf of our 
member companies.  The ACLI represents three hundred forty (340) member companies 
operating in the United States, of which three hundred thirty two (332) are legal reserve life 
insurance companies, and eight (8) are fraternal benefit societies.  These 340 member 
companies account for 93 percent of total assets, 93 percent of the life insurance premiums, and 
94 percent of annuity considerations in the United States.   

The NAIC’s proposed approach would replace the C-3 charge for life insurance, which is 
currently determined by factors, with an amount determined to a significant degree by internal 
company models.  The proposal raises a number of challenging issues for companies to 
consider.  There are difficult conceptual questions regarding the substance of the modeling and 
whether the outputs harmonize with the risk-based capital regime.  There are debatable issues 
about the necessity and desirability of consistency with other “principle-based” reserve and 
capital approaches such as C-3 Phase I and Phase II, Actuarial Guideline 43, and the VM-20 
life insurance reserve methodology under development.  There are philosophical questions 
about the overall direction and scope of the “principle-based” project and how it may relate to 
the Solvency Modernization Initiative and the longer-term direction of solvency standards 
within the NAIC.  Finally, there are practical concerns about the work required of companies to 
execute the proposal. 

ACLI has not reached consensus among its membership on some of the multifaceted and 
interrelated issues surrounding C3P3.  In this letter, however, we would like to highlight six 
areas of consensus agreement among our member companies. 
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1. ACLI is opposed to implementation of C3P3 for 2009. 

As we have pointed out in previous comment letters, C3P3 would not be a simple exercise for 
companies to execute.  Companies would need to invest in education to ensure that their own 
approach is consistent with the common actuarial understanding within the industry.  C3P3 
would also likely require many companies to build significant additional modeling capabilities.  
They would need to develop extensive documentation.  Companies would need to modify and 
enhance existing actuarial models and to work with software vendors.  They would need to 
build an infrastructure to process and analyze model results.  And they would need to schedule 
this work so that it coordinates with all of their other modeling and financial reporting work.  In 
short, companies would need adequate lead time prior to undertaking a project the scope of 
C3P3.  It is not reasonable to expect companies to do this for 2009 reporting. 

Moreover, in 2009 the resources of member companies are unusually strained.  First, due to the 
broader economic turmoil being felt in the industry, some member companies have had to 
reduce staff, which makes coping with a new resource-intensive regulatory requirement 
extraordinarily difficult.  Second, Actuarial Guideline 43 will take effect in 2009, and this is 
already requiring companies to develop new modeling tools.  A survey of some of our member 
companies suggests that most companies have done little to date to implement C3P3 beyond 
reading the proposal.  In short, ACLI has grave concerns about efforts to implement C3P3 in 
2009.

Beyond 2009, no consensus currently exists within ACLI membership with respect to 
implementation of C3P3.  Current company desires include:   

implementation as soon as 2010, 
defer C3P3 until principle-based reserves are enacted 
defer C3P3 until the direction of the Solvency Modernization Initiative is known with 
some degree of certainty, and  
reject the proposal  entirely.

It is also possible that modifications to the proposal would influence companies’ views about 
the desirability and timing of any C3P3 implementation. 

2. ACLI believes that companies need to be given adequate time to test the proposal 
prior to implementation. 

ACLI is concerned that the proposed methodology may be implemented without companies 
having had the opportunity to do adequate testing, thus leaving them with an inability to 
manage to unexpected RBC impacts.  It is our understanding that only limited testing on 
hypothetical policies has been done to date, and we believe that this is inadequate for a 
methodology that will be used to determine billions of dollars in industry capital charges.  
While a handful of companies have modeled the proposed Stochastic Exclusion Test, we are 
not aware of a company that has attempted to assess the RBC impact of the entire proposal.  
Moreover, since the proposal was finalized only in mid-March and the scenario generator made 
available only in mid-April, it has been impossible for companies to attempt to quantify the 
impacts until very recently. 
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In short, now that the proposal is “final,” industry needs the time and the opportunity to 
perform “real world” evaluation and testing.  It is possible that testing will surface very detailed 
questions, issues, and suggestions to modify the proposed methodology.  Without the 
opportunity to do testing and to provide feedback as a result of such testing, the approach could 
potentially produce a level of RBC charges that unexpectedly creates a crisis in the industry. 

3. ACLI is concerned that the proposed approach may produce overstated C-3 risk 
charges when market valued assets or liabilities are included in the models. 

ACLI’s concern with market value accounting impacts on C-3 is both a current concern under 
C-3 Phase I (C3P1) and a potential future concern with C3P3.  It arises as a result of the 
combination of the calculation methodology and market value accounting, which NAIC rules 
sometimes require for certain assets and liabilities that can be included in the C3P1 and C3P3 
modeling.

The calculation methodology in both C3P1 and C3P3 involves projecting future statutory 
balance sheets over a range of economic scenarios, with the capital charge for each scenario 
based on the “worst” projected balance sheet on a present value basis.  Although the proposed 
C3P3 methodology differs from C3P1 in that a “working reserve” of cash surrender value is 
modeled instead of the projected statutory reserve, the underlying concept is the same. 

Both C3P1 and C3P3 were developed on a book value paradigm, with the projected balance 
sheet values of individual assets and liabilities being independent of modeled economic 
conditions.  However, when NAIC accounting rules require market value accounting, the 
projected values of individual assets and liabilities fluctuate with modeled economic 
conditions.  Because the calculation methodology requires the “worst” projected balance sheet 
to be used, it frequently records the market value fluctuations at their most disadvantageous 
point.  This produces unexpectedly—and we think unjustifiably—large risk charges. 

We list some situations in which the proposed methodology is likely to produce anomalous risk 
charges: 

Interest rate floors purchased to hedge interest rate guarantees on book value 
liabilities. These blocks are likely to have higher C-3 charges than blocks that do not 
employ such hedges, because the hedges are valued at market. 

Equity-indexed life insurance and annuities.  The methodology used to value the 
liabilities (AG 35, AG 36) could be a book value methodology, while the hedges the 
company is likely to purchase would be valued at market. 

Life insurance and annuity blocks that are backed by equities.  This example brings 
up very difficult conceptual issues that are beyond the scope of this letter.  While we 
believe that the proposed C-1 offsets are appropriate, we think that the methodology is 
nevertheless likely to produce a result that far exceeds the actual mismatch risk.  We 
urge further study and testing. 
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Separate account market value-adjusted annuities.  The C-3 charges for separate 
account MVA products are likely to exceed the charges for identical general account 
MVA products, because the separate account assets and liabilities would be valued at 
market. 

We do realize that annuities are not within the scope of C3P3.  We understand, however, that 
some regulators believe that C3P3 should serve as a blueprint for a future C-3 Phase IV, which 
is an overhaul of C3P1, which applies to fixed annuities.  Meanwhile, some of our member 
companies have expressed concerns about market value impacts in current C3P1 calculations. 

In order to prevent further harm to companies, we urge Life RBC to act on this issue with 
respect to both C3P1 and C3P3.  For C3P1, we advocate consideration of a short-term patch, as 
it might be possible to modify the RBC instructions in order to address at least some of the 
anomalous effects.  For C3P3, we think that additional study and testing is warranted, and we 
urge the Working Group to evaluate thoroughly the effects of market value accounting on the 
calculation prior to any implementation of C3P3. 

4.   ACLI believes that additional measures are needed to make the workload acceptable 
for companies. 

ACLI member companies are concerned that the proposal would require an amount of work 
and company expense that would far exceed the relative importance of the result for many 
companies.  In the U.S. solvency system, the primary solvency provision is the prudent reserve 
basis, and the secondary provision is risk-based capital.  In 2008, C-3 risk charges for life 
insurance composed just 3.68% of total RBC charges, before covariance.  Thus the proposal 
involves a relatively insignificant component of the current solvency assessment system in the 
U.S.

In spite of that, we believe that C3P3 would require companies to undertake a large-scale work 
effort, possibly even exceeding the annual work needed to perform asset adequacy testing.  As 
a consequence, we perceive a need to “right-size” the workload and related expense, which is 
ultimately borne by the consumers who buy our products. 

To that end, we currently have three recommendations. 

ACLI recommends the development of a small regulatory scenario set, similar to that 
associated with C3P1, that approximates a larger, more granular scenario set.  The 
proposal currently gives companies an unpalatable “work-for-capital” tradeoff.  In other 
words, companies that are unwilling or unable to run potentially hundreds or thousands 
of stochastic scenarios must hold higher capital charges.  We think the superior 
approach is to acknowledge the fact that we are running models that inherently have 
some degree of imprecision—the use of model liability cells, for instance—and that an 
acceptable result can be produced with many fewer scenarios.  We encourage the 
Working Group to revisit the work done for C3P1, where a “95th percentile” scenario 
set was produced with just 50 scenarios, and without, to our knowledge, deliberate 
conservatism.  We think that this approach has served the industry well over the years.  
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If it is deemed inadvisable to produce a regulatory scenario set, a possible alternative 
would be to permit companies to use reduced scenario sets provided that such scenario 
sets meet prescribed calibration criteria.  The American Academy of Actuaries recently 
proposed this approach to LHATF in connection with principle-based reserves. 

ACLI recommends a materiality test that would direct companies for which the 
mismatch risk on life insurance business is a small part of the total risk exposure to 
continue holding the existing factor-based C-3 charges without having to do any sort of 
additional testing or documentation.  This was part of the original C3P1 formulation, 
and although it was subsequently dropped, we think that the significantly increased 
workload required under C3P3 is reason enough to resurrect it. 

ACLI recommends streamlined documentation requirements.  We have a few ideas.  
First, we believe that the existing Actuarial Memorandum should serve as the 
foundation of the C3P3 documentation, with appropriate additions or modifications in 
an appendix.  Second, we believe that sensitivity tests should be eliminated.  The value 
of such work is difficult to justify conceptually, as the “sensitivity” is meaningful only 
when it applies to all business, when it applies to both reserves and capital, and when 
the impact on the RBC ratio is determined.  Finally, we strongly oppose the requirement 
to quantify the effects of material assumption changes during the year.  Not only does 
this quantification have minimal real-world importance, but it would require numerous 
runs of stochastic scenario sets, producing an extraordinary workload.  Moreover, the 
analysis would be compromised by mix-of-business changes, changes in asset mix, 
changes in economic conditions, blocks that would change statuses under the Stochastic 
Exclusion Test, different scenarios within the “10% worst,” possible changes in 
“Alternative Amount” approaches and the interrelationships of potentially numerous 
other factors.  In short, the requirement presents a labyrinth of complication and is 
therefore likely to provide little benefit to regulators. 

5. ACLI would like to see the measurement of C-3 allow all legitimate risk offsets 

ACLI believes that any principle-based measure of C-3 risk should allow legitimate risk offsets 
both within and between lines of business.  The current proposal allows aggregation for 
different product lines within life insurance.  Accordingly, if C-3 Phase III were to be adopted, 
we believe that any extension of that methodology should be treated not as a separate “Phase 
IV,” but as an expansion of the product scope of Phase III.  This would bring full consistency to 
the methodologies and provide proper risk management incentives.   

Although we are not aware of reasons why the methodology should differ between life 
insurance and fixed annuities, we nevertheless suggest a review of C3P3 to determine its 
appropriateness for fixed annuities prior to its implementation for life insurance.  Due to 
company resource concerns, however, ACLI would oppose an effort to simultaneously 
implement the C3P3 methodology for both life insurance and annuities. 
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6. ACLI believes that Life RBC’s efforts on C3P3 should be coordinated with the 
Solvency Modernization Initiative. 

We repeat the request of our previous C3P3 comment letter that the Working Group coordinate 
its efforts with the efforts of the Solvency Modernization Initiative (SMI) Task Force.  We 
observe that the Principles-Based Reserving Working Group, whose scope includes principle-
based RBC calculations such as C3P3, is now reporting to the SMI Task Force.  Thus we 
believe that the Executive Committee expects coordination between any principle-based 
approaches and the SMI. 

We expect that the SMI will eventually produce a broad blueprint for the direction of U.S. 
solvency standards, and we are concerned about the potential that this direction could be at 
odds with the extensive modeling required under C3P3.  We perceive a very real risk that 
companies would be required to make significant investments in actuarial modeling, only to see 
the modeling change or even be eliminated within a few short years.  Our member companies 
are more likely to be agreeable to new large-scale modeling projects such as C3P3 if there is 
assurance that such modeling will be a vital component of a future U.S. solvency regime. 

ACLI appreciates the opportunity to provide input on the proposal and looks forward to 
working with the Life Risk Based Capital Working Group to improve solvency standards. 

cc Dan Swanson, NAIC 
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Unknown

From: Glickman, Mark [mark.glickman@baltlife.com]
Sent: Wednesday, May 13, 2009 8:50 AM
To: Swanson, Dan D.
Cc: Duff, Janice
Subject: C-3 Phase 3

Page 1 of 1

5/22/2009

Mr. Swanson,

This note was prompted by a copy of a letter that you will be receiving from John Bruins at the ACLI and 
addressed to Philip Barlow, Chair of the LRBCWG.  My apologies for the temporal difficulties of reading a 
commentary of a document that you haven’t seen yet, but I did want to get my thoughts in before the end 
of the official comment period.

In Mr. Bruins fourth bullet, he talks about the potential disconnect between the time and effort that C3P3 
will entail compared to its impact on solvency assessment.  He makes the following statement: 

            “In 2008, C-3 risk charges for life insurance composed just 3.68% of total RBC charges, before 
covariance.  Thus, the proposal involves a relatively insignificant component of the current solvency 
assessment system in the U.S.”

While this is a strong point, I think it needs to be brought closer to the evaluation end-point of the RBC 
calculation.  In other words, does a change to the Life component of C-3 cause companies to be viewed 
in a different light vis-à-vis the RBC level of action?  I have said, privately, that we would be willing to 
increase our life RBC factor by a multiple just to avoid the extra work load.  The current factor would need 
to be increased by a factor of 20 to push Baltimore Life down to the Trend Test level (a factor of 27 to get 
to the Company Action level).   I can only comment directly on my company, but I am confident that we 
are not alone in seeing this phenomenon.  Based on this observation, it would seem that a Materiality 
Test could be established that would alleviate the additional regulatory burden without degrading any 
solvency protection afforded by the RBC testing regime.

Thank you for your consideration of these thoughts.

Sincerely,

Mark L. Glickman,
Assistant Actuary, ASA, MAAA, FLMI/M
Baltimore Life Insurance Company

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 

Privacy Notice: This email and any attachments are private and intended for the party to which
it is addressed. If you have received this in error, please notify the original sender 
immediately by telephone or return email, delete this message with any attachments from your
computer and destroy any paper copies that have been created. Thank you. 
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May 13, 2009 

Philip A. Barlow 
Chair – Life Risk Based Capital Working Group 
Associate Commissioner, Insurance Bureau 
Dept of Insurance Securities & Banking 
810 First Street NE Suite 701
Washington, DC 20002 

Dear Mr. Barlow: 

Northwestern Mutual supports the concept of regulatory requirements that lead to strong capital 
positions for all insurers and we are pleased to have the opportunity to comment on the recently 
exposed C3 Phase 3 system for calculation of the C3 component of Risk Based Capital for life 
insurance.  Since the proposal has now been officially exposed we view the proposal as 
sufficiently stable to justify the considerable time and effort needed to  model results to get a feel 
for the resulting RBC amounts.   

We would like to acknowledge the substantial effort of many members of the American 
Academy of Actuaries (including several from our company) in developing this proposal.  
However, while much fine theoretical work has been done by the Academy, we believe that the 
proposal has not yet been sufficiently developed and that it was exposed without sufficient 
modeling of potential results.  In addition, we are concerned that the practical aspects of the 
proposal have not been sufficiently considered. 

As a result of our analysis and modeling, we have the following specific concerns with the 
proposal, all of which are discussed in greater detail in the remainder of this letter: 

Our modeling of the proposed method revealed a number of significant technical flaws in 
the proposal.
The work effort required in the proposal would add a disproportionate amount of effort 
and expense with little additional benefit.   
We don’t think the current proposal can be adequately audited by others outside the 
company at a reasonable cost, leading to inappropriate and inconsistent results among 
companies.   
The proposal is inconsistent with other aspects of RBC calculation and that will lead to 
unexpected consequences.

As a result of these concerns, we have concluded that the proposal should be rejected in its 
current form. 

 Model Results 

Since the proposal was exposed, we have spent considerable time trying to see how the proposal 
would work in practice.  The focus of our modeling has been on participating whole life, for two 
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reasons:  First, par whole life is our primary product, and second, the only model we currently 
have that can test this method is for that product.

Our work in modeling the proposal has revealed a number of flaws in the approach: 

Reserve margins pollute the C3 calculation.  In our modeling, the C3 amount for a new 
block was noticeably lower than that for a mature block.  We traced this to the fact that 
the proposed method effectively releases the difference between the current statutory 
reserve and a principle-based reserve into the C3 calculation.  For newer blocks, this 
difference is larger than it is for older blocks (as demonstrated by the modeling report 
done by the Academy’s Life Reserve Working Group).  This flaw has the potential to 
reduce the C3 requirement to zero. 

Small changes to assumptions lead to extreme changes in RBC.  As an example, when 
we changed the mortality margin by a modest amount (from a level 3% to a level 5%) the 
C3 RBC amount went up by 60%.  This immensely disproportionate result happens 
because the RBC amount is the difference between two rather large numbers, the TAR 
and the liabilities.  The current C3 RBC for par life is 0.5% of reserves. If a change in 
assumptions amounts to “only” an increase in TAR of 2%, that represents a five-fold 
increase in the RBC amount.  It doesn’t make sense that changes in non-modeled 
assumptions should have this kind of impact on an interest rate risk measure. 

Adding equities to the investment mix produced nonsensical results. The proposed 
modeling method brings market risk for equities into the C3 calculation.  Because of the 
ability to adjust costs in the future through dividend changes, we didn’t expect to see 
much impact from adding equities.  We knew that adding equities to the investment mix 
would increase the gross C3 amount but we expected that the additional amount created 
would be eliminated by the C1 offset.  Depending on the age of the block of business 
(new vs. old) the impact was quite different and this doesn’t make sense.  As we 
examined the situation further we concluded that the impact was coming from equities 
that have not yet been purchased.  For a new block of business with substantial renewal 
premiums, the size of the investment portfolio grows over time and all of the potential 
volatility in the future larger portfolio is built into today’s C-3 requirement under this 
method.  This doesn’t make sense and it seems to be inconsistent with every other RBC 
method that we have studied (including Solvency II).   

The starting asset amount can have a noticeable impact on results.  Based on our 
testing, higher starting assets produced lower C3 amounts.  This happens because the 
earned rate on assets, which is a function of real assets held on the start date, is generally 
greater than the rate used to discount scenario deficiencies.  Again, this indicates a flaw 
in the method. 

We believe these flaws indicate that this method is not ready for introduction at this time.  We 
would be happy to share our modeling work with you if you would like to see it. 
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Work Effort 

As we followed the development of the proposal we had growing concerns about the volume of 
work required relative to the benefit of that work.  For a company such as ours the C3 mismatch 
risk is quite small due to the ability to adjust prices after issue through the dividend scale.  This is 
evident in our cash flow testing results.  As a result, we expected that C3 amounts produced by 
the proposal would not be significantly different from those produced by the current system.  
This means that there will be no valuable information added, for either the company or the 
regulators, by taking on the substantial additional work of stochastic calculation. 

But while little value will be added, the work effort associated with the proposed C3 calculation 
will be high, particularly when stochastic testing is required.  Models will need to be developed 
and assumptions will have to be set.  Margins will have to be determined.  The models will have 
to be run.  Pages and pages of documentation will have to be written and reviewed.  Our 
modeling has indicated that the time and resource needs for this effort will be exceptional.

The Stochastic Exclusion Test mitigates this concern to some extent; however, much work would 
still be necessary.  All of the model development work will have to be done, assumptions will 
have to be developed, and much documentation will have to be produced.  We do not believe the 
value added by carrying out this work will be worth the effort expended to do it. 

Auditability 

The models necessitated by the proposed method are very complex and difficult to understand.
In effect, these models simulate both an entire accounting and general ledger system and a 
complete set of market conditions.  Because of their complexity it is very difficult for those not 
doing the modeling to understand them and, as a result, they will be very difficult to audit. 

In addition, the models are supported by a myriad of assumptions, adding more complexity.   
Assumptions will be required for many items including mortality, claim expense, maintenance 
expense, policyholder premium lapse, policy loan activity, waiver claim rates, waiver claim 
termination, term conversion, term conversion mortality, policy surrender, and many others.  
Margins will have to be developed for many of these items.  Again, this adds complexity and 
auditability issues. 

While awareness of this complexity is not new, we now have a new understanding of the 
sensitivity of the result to these factors. As noted above, our modeling indicates that small 
changes in assumptions or methods can lead to significant changes in results.  In our opinion, this 
makes auditing all the more important.  With all the complexity in the proposal, we do not 
believe it will be feasible to audit the models and assumptions at the level of detail needed to 
assure appropriate and consistent results. 

Consistency with other RBC requirements 

The analysis underlying the current RBC system was based on a few key concepts including: 
The assumption that statutory reserves levels are appropriate, and 
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Independent analysis of the impact of a risk on annual statement results. 

Appropriate reserves means that capital measures don’t make up for reserve shortages or provide 
credit for redundancies.  Independent analysis means that the analysis of a particular risk, such as 
market volatility, doesn’t need to involve assumptions (or margins) for other risks. 

The proposal would create a C3 calculation that is based on a concept that is completely different 
from that of the other calculations.  It is a function of reserve margins and it is dependent on 
assumptions for other risks.  And, as our modeling results have shown, it is quite dependent on 
the margins in those other assumptions. 

The creation of C3 charges that are based on a different methodology than all other risk charges 
is bound to create unintended consequences.  The near zero amount provided in the early years 
under C3 Phase 2 (variable annuities) is one of those unexpected results.  The pro-cyclicality of 
the C3 Phase 2 measure is another.  The unexpected impact when equities and other market 
value measures are in the mix is a third.  The inherent sensitivity of results to assumptions for 
non-C3 risks is a fourth.

If the goal is to create an RBC system that reflects reserve shortages or redundancies it must be 
consistent for all risks, which would require building a new RBC structure from the ground up, 
to avoid the unexpected and possibly dangerous results noted above. This is not a job that can be 
done piecemeal. 

Summary

While I was part of the Academy Subcommittee (Life Capital Adequacy Subcommittee) that 
sponsored this work, I have had growing concerns about the proposal.  Our recent modeling 
work has both heightened those concerns and created new ones.  Importantly, times have 
changed and what may have been a minor concern two years ago is a much larger concern today. 

We have spent a considerable amount of time analyzing the C3P3 proposal and have learned 
much in the process.    Our efforts indicate that there are serious flaws in using this proposed 
method to evaluate the C3 risk for life insurance.  Any one of these flaws by itself calls into 
question the value of the proposal.  Taken together, the proposal is fatally flawed and should be 
rejected.

Thank you for the opportunity to comment. 

Sincerely,

Robert G. Meilander 
Vice President – Corporate Actuary 

Cc:   Dave Remstad 
Peter Medley 
Dan Swanson 

LRBC Agenda Item #1 LRBC 6/12/2009 Page 38 of 75



NNAALLCC
N A T I O N A L  A L L I A N C E  O F  L I F E  C O M P A N I E S  An Association of Life and Health Insurance Companies 

PO Box 50053  Sarasota, Florida  34232  Phone: 941-379-6100  Facsimile: 941-379-6112  www.NALC.net 

May 12, 2009 

Mr. Louis Felice, Chairman, Capital Adequacy Task Force 
Deputy Bureau Chief-Health Bureau 
New York Insurance Department 
c/o Dan Swanson 
National Association of Insurance Commissioners 
2301 McGee St. 
Kansas City, MO 64108-2662 

Mr. Phillip A. Barlow, FSA, MAAA 
Chairman-Life Risk Based Capital Working Group 
Associate Commissioner, Insurance Bureau 
Dept. of Insurance, Securities and Banking 
8l0 First St. NE, Suite 701 
Washington, D.C. 20002 

Dear Chairman Felice and Chairman Barlow: 

The National Alliance of Life Insurance Companies (NALC) is pleased to present its comments on the most 
recent exposure draft of Life Risk Based Capital (RBC) requirements for calculations under C3Phase3 
provisions.  The NALC is an industry trade association representing approximately sixty companies and 
associates active in the life and health markets. A primary role of the NALC is to provide a voice for small and 
mid-sized companies on issues of importance to the ongoing growth and success of insurance markets. 

We believe that the current RBC exposure draft is substantially improved over previous versions. These 
changes pertain both to the reasonableness of technical details for calculations and the degree of consistency 
with requirements under Principle Based Reserves (PBR).  

Our primary remaining concern is a proposed implementation date for the new C3Phase3 requirements at year 
end 2009. We recommend the implementation date be moved to year end 2010. Our reasons for this 
recommended change are: 

1. A critical test for C3Phase3 calculations, affecting many traditional plans, is a 4% threshold under the 
Stochastic Exclusion Test (SET). Certain plans have been tested to see whether their SET results are 
likely to fit reasonably under or over 4%. However, most traditional nonparticipating life plans have not 
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been completely tested. There is considerable concern that a 4% threshold is not reasonable for these 
plans. We believe much more testing is needed;  and 

2. This year, the industry has been rocked by unprecedented turmoil. Personnel and computer 
resources have been subjected to severe strains. Additional testing time, extending to year end 2010, would 
enable the industry to be comfortable with SET and provide more complete, well documented tests. 

We hope our comments are helpful. 

 Sincerely, 

James H. Hodges 
Executive Director 

Cc:  Dan Swanson, NAIC
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May 20, 2009 

Mr. Philip A. Barlow, FSA, MAAA 
Chairman, NAIC Life Risk-Based Capital Working Group 
Associate Commissioner, Insurance Bureau 
District of Columbia Department of Insurance, Securities & Banking 
810 First Street NE Suite 701
Washington, DC 20002 

        Transmitted via e-mail 

Dear Mr. Barlow: 

I am an actuary who has spent a considerable amount of time helping with the development of 
the American Academy of Actuaries’ proposal for revision of the C-3 component of risk-based 
capital.  My only personal financial interest in this project is as a policyholder of several life 
insurance and annuity products. 

I realize this comment has not been submitted by the comment deadline for the summer NAIC 
National Meeting, but I hope it can be considered.  I am writing after reviewing a number of 
responses that are on the NAIC work site, all of which are from companies and most of which 
want to see the implementation of the proposal delayed. 

The current financial crisis, as well as the possibility of significant inflation in the near future, 
underline the need for a more accurate measure of the financial and market risks that companies 
may have assumed in the design of certain life insurance policies and in the choice of assets held 
to back such policies.  The current factor-based C-3 measure is largely insensitive to the 
magnitude of such risks.  This could result in an understatement or an overstatement of the risk-
based capital requirement.  Both results are concerning.  An understatement could delay needed 
remedial action by the company or by regulators.  An overstatement could lead to premature 
regulatory action with respect to companies where such action would be seen to be unnecessary 
if an accurate measure of RBC were available, thus potentially leading to significant and 
unnecessary losses for in-force policyholders. 

Some companies have said that inadequate lead time has been available to develop the software 
and administrative capabilities necessary to implement this proposal by year-end 2009.
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However, this proposal has been available in a form that elucidated the administrative 
requirements for several years.  I understand that commercial valuation software has in most 
cases been adapted so that the scenario-based calculations can be carried out.  The argument that 
budget constraints are currently severe begs the question of company priorities. 

Some companies have argued that the proposal has not been fully tested.  Actually a good deal of 
testing has been done by individual companies and by a Society of Actuaries project group.  I 
would argue that ad hoc testing will never produce full confidence in so extensive a revision of 
the RBC requirements and that full-scale trial runs by all affected companies are needed to 
discover and fix any remaining issues.  While all the data produced by a 2009 trial run might not 
be available in time to modify the requirements imposed for 2010, the most significant issues, if 
there are any, would likely surface while the runs were being carried out and thus would be 
known long before the final results were available. 

Recognizing the practical issues involved for companies, but also recognizing the interests of 
policyholders in a period of extraordinary financial uncertainty, I respectfully propose the 
following:

1. Companies would be required to calculate C-3 risk-based capital requirements for life 
insurance on both current and proposed bases as of year-end 2009.  The current basis 
would be used in the 2009 annual statement and the new basis would be submitted in a 
supplementary report, perhaps due to be filed on a date later than that required for the 
annual statement.   

2. The new-basis calculation would include a stochastic exclusion test with a threshold ratio 
of 6% or higher, so that stochastic modeling is limited, in this first go-round, to policies 
posing the most significant tail risk.

3. The new basis would also include a materiality test in which closed blocks of business 
could be deemed to satisfy the stochastic exclusion test if the applicable factor-based 
amount is so small relative to the company total C-3 requirement that holding a multiple 
(perhaps ten times the current amount) would have an insignificant impact on the C-3 
requirement.   

4. The new basis would then be phased in over a five-year period, beginning with 2010, 
with the stochastic exclusion test ratio reduced over that period to its ultimate level and 
the materiality test gradually phased out.  

5. The Commissioner would be permitted to require the immediate adoption of the new 
basis (without phase-in) by a company upon finding that the new basis accurately 
measures the C-3 risk of the company and that such immediate adoption is necessary to 
protect the interests of in-force policy- and contract-owners of the company.  
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I will be at the summer National Meeting, but only for the Life and Health Actuarial Task Force 
meetings.  I will not be able to attend the Life Risk-Based Capital Working Group meeting.  
However, I would be happy to discuss this matter with you either by phone or in Minneapolis, if 
it can be arranged. 

Thank you for your consideration. 

Best regards, 

Arnold A. Dicke 
President, AADicke LLC 

cc:  Mr. Dan Swanson, National Association of Insurance Commissioners (via e-mail) 
Mr. Peter M. Boyko, Chair, American Academy of Actuaries C-3 Phase 3 Work Group 
(via e-mail) 
Ms. Nancy E. Bennett, Senor Life Fellow, American Academy of Actuaries (via e-mail) 

LRBC Agenda Item #1 LRBC 6/12/2009 Page 45 of 75



LRBC Agenda Item #1 LRBC 6/12/2009 Page 46 of 75



To Life RBC 

From  ACLI 

SUBJECT: Treatment of Derivative Instrument Collateral for the Year-End 2009 and later Life Risk-Based 
Capital Report 

During January 2009, Life RBC adopted emergency changes to address a anomaly within the RBC 
calculation in which the collateral held with respect to derivative instruments were being assessed with 
RBC charges inconsistent with their risk and with the process for the underlying derivative instruments.  As 
discussed at the Spring NAIC meeting, the ACLI has developed a proposal to implement the short term fix 
developed for 2008 RBC for Collateral on Derivative instruments within LR012 on a permanent basis.  We 
are proposing a change to LR012 to incorporate the collateral as a standalone item.  Assuming that that 
change cannot be made until 2010, we have proposed both the long term process as well as temporary 
instructions for 2009. 

ACLI proposes the following four steps to implement the emergency changes made in January 2009 on a 
permanent basis: 

The source for Line 6.2 of LR012 should be the amount of derivatives that are included in the 
Page 2 Line 9 “Aggregate write-ins for invested assets” value.  
Lines 8 through 14 of LR012 should continue to be the derivative amounts net of acceptable 
collateral from Schedule DB Part E Section 1 Column 6 Line 0899999 Total and consistent with 
the AVR calculations. 
A new line should be added to report the acceptable collateral, with a charge of 0.4%.  This is 
consistent with the quality required by the definition of acceptable collateral.  The collateral is 
from Schedule DB Part E Section 1 Column 3 Line 0899999 Total. 
For 2009, assuming that the new line cannot be added, the acceptable collateral should be 
incorporated in Line 9 of LR012. 

In order to formally adopt the changes on a permanent basis, ACLI has developed the attached instructions 
and form to implement the steps outlined in our recommendation above.   

In developing this proposal, ACLI notes the following key considerations: 
The requirements for recognizing ‘acceptable collateral’ are quite restrictive with respect to the 
quality of the collateral. Based on that definition, the charge for Type 1 bonds appears to be the 
appropriate charge.  The definition for collateral to be reported in Schedule DB is:  “Acceptable 
collateral” means cash, cash equivalents, securities issued or guaranteed by the United States or 
Canadian governments or their government–sponsored enterprises, publicly traded obligations 
rated 1 by the SVO, government money market mutual funds, and such other items as may be 
defined as acceptable collateral in the Purposes and Procedures Manual of the NAIC Securities 
Valuation Office.
Since the definition of collateral does not change whether the collateral is held on or off balance 
sheet, we propose a single location to determine the RBC charge for all collateral amounts on 
LR012.  Thus, in order to avoid double counting, the RBC instructions need to be modified to 
exclude any “on balance sheet” collateral that is included in worksheets other than LR012.   
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Life Risk-Based Capital (E) Working Group 
Conference Call 
May 27, 2009 

The Life Risk-Based Capital (E) Working Group of the Capital Adequacy (E) Task Force met via conference call May 27, 
2009. The following Working Group members participated: Philip Barlow, Chair (DC); Steve Ostlund (AL); Sheldon 
Summers (CA); Blaine Shepherd (MN); Bill Carmello (NY); and Mike Boerner (TX). Also participating were: Allen Elstein 
(CT); Kerry Krantz (FL); Lou Felice (NY); and Matti Peltonen (NY). 

1. Adopt for 2009 the Short-Term Mortgage Experience Adjustment Factor Proposal

Mr. Barlow said a short-term proposal for the mortgage experience adjustment factor calculation had been released for 
comment, and several comment letters had been received. John Bruins (American Council of Life Insurers—ACLI) said there 
was general agreement that the current calculation was not working correctly. The proposal was reasonable and met the 
Working Group guidelines. Implementing the change would allow companies to manage the true risks of their mortgage 
portfolio. Wally Givler (Northwestern Mutual) said he thought the proposal would be in the best interests of policy owners 
and consumers to allow portfolio managers to manage their mortgage portfolios. It was also important to work on a longer-
term solution to the problem as well.  

Mr. Summers said by making the change, there was a risk that companies would have a higher RBC ratio. He asked whether 
a phase-in of the factors had been discussed. Mr. Barlow said one of the ACLI proposals had included a phase-in of factors. 
Since it was only a short-term solution, it was hoped a long-term solution would be available for implementation the next 
year. Mr. Felice agreed that the proposal was not appropriate as a long-term solution and should be replaced in 2010. Mr. 
Barlow asked whether Mr. Felice was suggesting the proposal should be modified to make it explicit that it was only for 
year-end 2009. Mr. Felice said he was. Mr. Ostlund suggested that the proposal did not need to specify explicitly it was for 
2009; the instructions could be modified as needed. Mr. Felice said if a replacement calculation was not ready by 2010, he 
thought the current methodology should be used. Mr. Barlow said he hoped there would be a different methodology by 2010. 
Mr. Ostlund said having every company at the average factor could be a fallback option. Mr. Barlow said the instructions 
could keep the current wording and indicate the factors were for 2009 only.    

Mr. Ostlund made a motion to adopt the mortgage experience adjustment factor proposal with the current factor instruction 
language and adding wording to indicate a minimum factor of 75% and a maximum factor of 125% for 2009 only. Mr. 
Summers seconded the motion. The motion passed. Mr. Carmello abstained.  

Mr. Summers asked whether the new long-term proposal would address troubled mortgages that are restructured or 
transferred to an affiliate. Mr. Bruins said it was thought the proposal would treat each mortgage individually, similar to 
bonds, rather than for the entire portfolio. Mortgages transferred outside the corporate entity would not receive a charge, but
mortgages transferred somewhere else in the corporate entity might need to be considered. Mr. Barlow said the proposal 
would need to address the appropriate risks. He said the Working Group and the ACLI would need to move quickly to get a 
proposal ready for year-end 2010. Mr. Bruins said he hoped to have a proposal in about another month. 

2. Discuss the American Council of Life Insurers—ACLI Derivatives Risk Mitigation Proposal

Mr. Barlow said a report had been received from the ACLI regarding hedging. Mr. Givler said the objectives for the report 
included describing how insurers use derivatives to mitigate risk. He explained why granting RBC credit would provide more 
meaningful RBC calculations, as the RBC does not generally reflect the hedging of risks. Insurers enter into derivative 
transactions for three reasons: 1) to replicate an asset; 2) to hedge the credit quality and equity market valuations; and 3) to
manage income generation, which was not really reviewed by the ACLI subgroup.  

Mr. Givler said RBC should be adjusted to reflect hedging so that insurers who have effectively reduced their risks would be 
distinguished. Risk reduction and responsible investing would be encouraged using all the tools available to manage risk. The 
hedging would require controls, safeguards, and close supervision. The ACLI recommendation was to categorize hedging 
transactions into basic, intermediate, and advanced hedging. The RBC credit would be proportionate to the risk reduction. 
The basic category would receive a 100% risk reduction. The intermediate category would receive less than a 100% RBC 
credit. The advanced category would receive a partial risk reduction with documentation filed with regulators. 
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Mr. Peltonen asked whether 100% credit was received when the term of the credit default swap was shorter than for the bond. 
Chris Johnson (Met Life) said the proposal gave a 100% credit when that was the case. Mr. Peltonen felt the credit should be 
something less than 100%. If there was a credit event toward the end of the term of the derivative, it might be prohibitively 
expensive to renew the credit default swap agreement. Mr. Ellstein was concerned with the 100% risk mitigation. In the case 
of a past simple hedge for an insolvent company, the credit default swap had become illiquid. Mr. Johnson said the changes 
currently being made to the credit default swap procedures should address that issue. 

Mr. Krantz asked how counterparty risk was accounted for in the calculation. Mr. Johnson said counterparty risk was already 
separately addressed in the RBC calculation, and no changes were being considered for that calculation. Mr. Barlow 
indicated that it might be a good idea to also look at counterparty risk in the RBC calculation. Mr. Peltonen said rather than 
having a complicated approach to calculating the RBC credit, it might be better to use a simplified approach where the hedge 
effectiveness was reported in Schedule DB. Mr. Givler said the ACLI would look at whether the Schedule DB changes could 
be used in the RBC calculation.  

Mr. Krantz said the proposal had suggested a “file and use” approach that was a concern. That approach was used for 
reinsurance treaties, and often something was filed at the end of the year when there might not be enough time for proper 
consideration of a proposal. Mr. Carmello said Actuarial Guideline 43 included a section on hedge effectiveness indicating 
that the regulator has the option to cut the percentage. Mr. Givler said the ACLI subgroup could look at it.  

Mr. Givler said the proposal was expected to be for year-end 2010 RBC. Mr. Barlow said all the RBC and Schedule DB 
changes would need to be completed by the end of 2009. He said a brief update on this topic would be given at the Summer 
National Meeting, and a conference call would be held after that. 

Having no further business, the Life Risk-Based Capital (E) Working Group adjourned. 

W:\Jun09\TF\Capital Adequacy\WG\Life RBC\Att Life RBC Conf Call 2009-03-31.doc 
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One Nationwide Plaza    Nationwide Insurance 
Columbus, OH 43215 2220    Nationwide Financial    

June 8, 2009 

Mr. Philip Barlow     Mr. Lou Felice 
Chair – Life Risk Based Capital Working Group  Chair of the Capital Adequacy Task Force 
Associate Commissioner, Insurance Bureau  New York Insurance Department 
Department of Insurance, Securities and Banking 25 Beaver Street 
810 First Street NE Suite 701    New York, NY 10004 
Washington, DC 20002 

Re:  Risk Based Capital Calculations and Mortgage Experience Adjustment Factor 

Dear Mr. Barlow and Mr. Felice: 

Nationwide Insurance Group (Nationwide) appreciates the opportunity to comment on the Life Risk Based 
Capital Working Group’s proposal regarding the Mortgage Experience Adjustment Factor (MEAF) and its 
impact on risk based capital (RBC).   

Nationwide, based in Columbus, Ohio, is one of the largest and strongest diversified insurance and 
financial services organizations in the U.S. and is rated A+ by A.M. Best.  Nationwide is comprised of 
three affiliated mutual insurance companies and their subsidiaries under common management.  We offer 
a full range of personalized insurance and financial services to our customers.  Nationwide Investments 
manages an investment portfolio that consists of a broad array of quality investments that are spread 
across markets, industries, and geographies.  Nationwide Investments has an $8.6 billion commercial 
mortgage loan portfolio with strong performance and low delinquencies, which is reflected in our current 
50% MEAF score.

We believe it is important for the industry to develop an appropriate long-term solution for RBC charges 
on mortgages.  We understand that the current proposal is to reduce the MEAF range of variability from 
50% - 350% to 75% to 125%.  This proposal is worthy of consideration with appropriate discussion and 
debate.  However, we adamantly oppose the provision to apply this solution only to 2009, as noted below.   

Narrowing the RBC range has the potential to reduce the volatility of RBC charges related to changes in 
the underlying mortgage performance.  It also reduces the incentives for firms to manage their mortgage 
experience through off balance sheet transfers and by selling into distressed markets which result in poor 
economics with the potential to dilute policyholder surplus. 

We would like to comment on two aspects of the proposal that deserve further consideration: the one-
year term for this adjustment and the automatic increase of the experience factor from 50% to 75%.   

 The one-year term for this adjustment is insufficient in light of the fact that commercial real estate 
historically runs through longer cycles in recovering from a deep recession.  If the proposed 
change is in place for 2009 only, insurance companies with a MEAF score below 75% who have 
invested wisely would be required to increase regulatory capital in 2009, with the likelihood that it 
would revert back to a lower level in 2010 upon reinstatement of the “old” experience range.   

 The automatic increase at the low end of MEAF from 50% to 75% would require companies such 
as Nationwide to hold significantly more capital to get to the 75% level, regardless of prior 
portfolio experience.  We believe this is an inequitable and punitive result.  Fundamentally, there 
is also an open question for those companies that obtain capital relief: will those companies be 
able to simply restore the required capital one year later?   

These two aspects of the proposal described above could have an unintended adverse impact on 
consumers and policyholders.  Nationwide and other insurance companies would have to apply 
regulatory capital and considerably more rating agency capital to the mortgage portfolio regardless of 
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portfolio performance and experience.  This would divert capital from other investment opportunities.  It 
also would divert capital and funds that could be used to help policyholders in other ways, such as by 
improving customer service, developing new products to meet current market needs, or enhancing 
technology. 

If a determination is made to move forward with the proposal, we offer the following suggestions to modify 
the proposal and address the identified concerns: 

 Extend the time frame for the adjustment to at least three years (expiring no sooner than 2011).  
This time frame would better match the time period that will likely be needed for commercial real 
estate to recover from the deep recession that continues to move through the economy.  The 
extended time period provides insurers the ability to manage their commercial real estate 
portfolios with an economic focus, rather than the need to avoid severe capital volatility. 

 Address the negative impact of the automatic increase to the 75% experience factor for insurance 
companies who have earned their 50% MEAF score through strong performance.  Two 
approaches to consider include: 

o If the time frame is extended as proposed above, grant a phase-in of the minimum floor 
for companies with a 50% MEAF score (e.g,. move to 62.5% in 2009 then 75% in 2010). 
From an equitable viewpoint, those companies that will be required to hold more capital 
immediately (i.e. those below 75%) could phase-in, while those that receive immediate 
capital relief could adjust down more slowly (i.e. phase down to 125%).  

o If the time frame is not extended, grant an exception for 2009 for those companies with a 
50% MEAF score to remain at the 50% MEAF level. 

Implementing these suggestions would enable Nationwide and other insurers with strong performance to 
allocate capital in ways that best support consumer and policyholder interests, but would still address the 
industry’s need to reduce the volatility of RBC charges.  We believe our suggestions also will satisfy the 
need to apply change where it is most needed, instead of taking a single approach that may have 
unintended adverse consequences. 

We encourage you to consider this proposal in the context of other changes to RBC (e.g. RMBS, CMBS, 
SSAP 98) and to be mindful of the cumulative impact of these changes. 

We appreciate your consideration of our suggestions to improve this proposal, which we believe would 
make this an effective interim solution.  We remain committed to work with the NAIC and the industry to 
develop a more effective long-term solution.   

In the event that you would like any further clarification of our positions, we are available to discuss them 
in greater detail. 

Respectfully, 

Gail Snyder 
Chief Investment Officer 
Nationwide Investments 

cc: NAIC Financial Condition Committee 
 Mr. Todd Sells 

Mr. Dan Swanson 
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Draft: 5/5/09 

Life Risk-Based Capital (E) Working Group 
Conference Call 
April 28, 2009 

The Life Risk-Based Capital (E) Working Group of the Capital Adequacy (E) Task Force met via conference call April 28, 
2009. The following Working Group members participated: Philip Barlow, Chair (DC); Steve Ostlund (AL); Sheldon 
Summers (CA); Bill Carmello (NY); and Mike Boerner (TX).  

1. Discuss the American Academy of Actuaries—AAA C-3 Phase III Proposal

Mr. Barlow said the purpose of the call was to continue to allow regulators and interested parties to ask questions regarding 
the AAA C-3 Phase III proposal prior to the comment period deadline of May 13, 2009. Mr. Carmello said he was concerned 
about the elimination of RBC for equities. He asked whether there was a way to do an offset in the testing process. Peter 
Boyko (Manulife, representing the American Academy of Actuaries—AAA) said to the extent the supporting assets for the 
business were equities, the company would be able to reduce the C-3 interest rate risk amount by the factor-based C-1 asset 
risk amount but not to less than a zero C-3 amount. Mr. Carmello said the C-3 could be brought down quite a bit. He asked 
whether the adjustment was vital. Mr. Boyko felt there should be some sort of adjustment in the process. It was felt that 
adjusting the C-3 amount would be more conservative than adjusting the C-1 amount. Mr. Carmello suggested a prescribed 
simple scenario might be added to address the issue. Nancy Bennett (AAA) was concerned there might be unintended results 
for such a scenario. Mr. Carmello said he would like to receive the input of the AAA regarding the issue. Mr. Barlow 
suggested that Mr. Carmello submit a comment letter regarding the issue.  

Mr. Carmello said from the comparison document of C-3 Phase III to Valuation Manual (VM) 20, he was concerned there 
were areas where VM 20 was more conservative than C-3 Phase III. Examples where that had occurred were for valuation 
margins and the valuation date. Six months seemed like too long time of a time frame to allow for valuation. He indicated 
that since the actuarial memorandum was not received until June 2008, the modeling results might be almost a year old 
before they were reviewed by a regulator. Mr. Boyko said an adjustment would be made to “true-up” the earlier modeling 
results to an estimate of the year-end amount. The proposal indicated that if the company was near an action-level trigger, 
then the company would be obligated to re-do the modeling as of year-end. 

Mr. Carmello asked when a factor-based approach might be used. Mr. Boyko said there were a couple of ways a company 
might have a factor-based approach. The first was if it was a de minimis block of business. The second would be if the line of 
business passed the exclusion test. Mr. Carmello asked whether a minimum floor had been considered. Mr. Boyko said it was 
not felt it would be worthwhile to go through the stochastic calculation if there was a minimum floor. Mr. Carmello said he 
would like the Working Group to consider whether a minimum floor was needed. 

John Bruins (American Council of Life Insurers—ACLI) said he wanted to clarify the purpose of the margins. Mr. Boyko 
said the margins for reserves and capital cancelled each other out for the most part. But a company would need to be careful 
if it had unanticipated experience. In some circumstances, it made more sense to include margins.  

Mr. Bruins asked whether the working reserve would need to be revisited when a principles-based approach for reserves was 
implemented. Mr. Boyko said international solvency standards were moving toward a principles-based reserve. The AAA 
would need to consider the issue before principles-based reserves went into effect. Mr. Barlow said it would be good to 
specify what was required if principles-based reserves did go into effect.  

Mr. Bruins said that previously one of the reasons given for doing C-3 Phase III was the risks inherent in some of the newer 
products. He asked why the calculation had been applied to all in-force business and not just to the newer products. Mr. 
Carmello said quite a few life products did have interest rate risk. He thought the calculation was necessary for all in-force 
business. 

2. Any Other Matters

Mr. Barlow said comments on the mortgage experience adjustment factor proposal were due May 1. A conference call of the 
Working Group would be held in early to mid-May to discuss any comments received on the proposal. If proposals regarding 
derivatives were received from the ACLI, a conference call would be scheduled. 
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Having no further business, the Life Risk-Based Capital (E) Working Group adjourned. 
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Life Risk-Based Capital (E) Working Group 
Conference Call 

April 7, 2009 

The Life Risk-Based Capital (E) Working Group of the Capital Adequacy (E) Task Force met via conference call April 7, 
2009. The following Working Group members participated: Philip Barlow, Chair (DC); Steve Ostlund (AL); Sheldon 
Summers (CA); Blaine Shepherd (MN); Bill Carmello (NY); and Mike Boerner (TX). Also participating were: Kerry Krantz 
(FL) and Dennis Lauzon (NY). 

1. Discuss the American Academy of Actuaries (AAA) C-3 Phase III Proposal

Mr. Barlow said the AAA C-3 Phase III proposal had been released for comment. He said the Working Group had scheduled 
two conference calls to review questions that regulators and/or interested parties might have regarding the proposal, in order 
to help inform comments made on the proposal.   

Mr. Lauzon said the interest rate and equity scenarios used are independent of each other. The total amount would be split 
between the interest-rate risk and the market risk in the covariance calculation. There seemed to be a double credit for non-
correlation. Peter Boyko (Manulife, representing the AAA), said it was possible to be using an uncorrelated scenario 
generator. It was also possible a company would have its own generator, where it would have correlated returns. He said only 
high-level guidance had been provided and not an exact allocation methodology. So, the correlation issue would not be 
specifically addressed.  

Mr. Lauzon said he had a concern with the report specifying the principles-based approach would be consistent with the risk-
assessment process. He was concerned there was no discussion of what would be done in the case where the risk 
management was not adequate.  

Mr. Lauzon said allowing a projection six months in advance seemed too long. Mr. Boyko said six months had been chosen 
because of the volume of work needed, but the company could not just use six-month-old data. The results would need to be 
adjusted to a year-end amount. Some blocks of business might also not change much in six months’ time. Mr. Krantz said six 
months might be all right for some modeling assumptions, but others might need to have more timeliness. Mr. Barlow said 
the issue might be something to submit in a comment letter, along with the double credit for non-correlation issue. 

Mr. Lauzon said on Page 17 of the AAA C-3 Phase III report, it should say the simplified approaches may be acceptable if 
they are shown to produce amounts that are “materially less” than a more robust cash flow model, rather than saying 
“materially different” than a more robust cash flow model. Mr. Lauzon asked about Page 18 item E4 regarding the treatment 
of assets backing a negative interest maintenance reserve balance. Mr. Boyko said he would need to look into the issue 
further. Mr. Lauzon said he thought the discount rate example on Page 20 of the report regarding scenarios of one- and two- 
year rates might result in an amount higher than 90 CTE. 

Mr. Barlow asked whether a company using an alternative amount could end up with less RBC by elimination of the C-1 
expense allowance as specified on Page 5 of the AAA C-3 Phase III report. Mr. Boyko said he would need to consult the 
draft RBC instructions for the proposal that had been distributed previously.  

Mr. Barlow said in order to use the alternative amount, the company needed to demonstrate that it would be consistent with 
the stochastic amount. He said there currently was no guidance on how to demonstrate that the amount was consistent. Mr. 
Boyko said it would be between the company and their regulator exactly how that would be demonstrated. Mr. Barlow asked 
whether there was a fixed floor for the alternative amount. Mr. Boyko said there were certain demonstration requirements and 
it would be subject to asset-adequacy testing. 

Mr. Barlow said the clearly defined hedging-strategy requirements for C-3 Phase II differed from C-3 Phase III. He asked 
which methodology was more consistent with reserves. Mr. Boyko said C-3 Phase II and VM-20 were consistent. C-3 Phase 
II and Actuarial Guideline VACARVM were somewhat consistent; however, the requirements are not consistent for all 
principles-based methodologies.  
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Mr. Krantz asked about convergence with international standards and what tools the insurance department would use to 
check the accuracy of the models. Mr. Boyko said there would be certification and documentation requirements that were 
specified.

John Bruins (American Council of Life Insurers—ACLI) asked what was inadequate about the current factor-based 
calculation to replace it with C-3 Phase III. In general, Mr. Barlow said, there were similar problems for capital as there were
for reserves. It was difficult to calculate adequate capital requirements for new products and benefits. Mr. Bruins said quite a
bit of additional work needed to be done for capital, because it applied to all in-force business. Mr. Barlow said capital was 
an overall calculation, so it made sense to have a different standard.   

Mr. Barlow said another conference call of the Working Group was scheduled for April 28. The focus of the call would be to 
take questions on the proposal from interested parties, so they could then provide comments. Regulators could also ask 
questions that had not been addressed. Another Working Group conference call could be scheduled, if needed. 

Having no further business, the Life Risk-Based Capital (E) Working Group adjourned. 
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Life Risk-Based Capital (E) Working Group 
Conference Call 
March 31, 2009 

The Life Risk-Based Capital (E) Working Group of the Capital Adequacy (E) Task Force met via conference call March 31, 
2009. The following Working Group members participated: Philip Barlow, Chair (DC); Steve Ostlund (AL); Sheldon 
Summers (CA); Blaine Shepherd (MN); Bill Carmello (NY); and Mike Boerner (TX). Also participating were: Dennis 
Lauzon and Dennis Fernez (NY). 

1. Receive an Update Regarding the Long-Term Mortgage Experience Adjustment Factor Calculation

John Bruins (American Council of Life Insurers—ACLI) said there was a general recognition that the current calculation was 
flawed. Three possible avenues were being explored for a long-term solution. The first was a calculation based on the 
mortgage characteristics such as the loan-to-value ratio or the debt service coverage. The second avenue was a calculation 
based on company experience. The calculation would look transactional detail and based on a fixed benchmark and not 
industry experience. The third avenue was the use of modeling techniques to model the RBC requirement.  

The objectives of the calculation would be something that was easy to implement, easy to repeat, easy to audit and was not 
subjective. The calculation would be reasonably accurate for in total but perhaps not for every mortgage. In addition, the 
insurance industry should not be held to a standard that was different than for banking capital standards. Companies might 
use a simplified approach that was more conservative or be allowed to use modeling to reduce the RBC requirement. Mr. 
Bruins said a preliminary recommendation was expected soon. Mr. Barlow said with the current procedures any year-end 
2010 changes would need to be approved by the end of 2009. 

2. Release for Comment a Short-Term Mortgage Experience Adjustment Factor Calculation Proposal

Mr. Barlow said the Working Group had preferred the short-term solution for the mortgage experience adjustment calculation 
be neutral to the amount of RBC calculated for year-end 2008. Mr. Ostlund said he would like to remove the denominator 
from the calculation and just use the numerator. He suggested using 75% as a minimum and 225% as a maximum adjustment. 
The current base factor was 2.6%. He would propose using a mortgage factor between 1.95% and 6%. Mr. Barlow said one 
of the limitations of the short-term solution was that the existing framework needed to be used. The factors could be changed 
but the calculations could not be. Mr. Ostlund then suggested having a fixed industry average factor of 0.002%. Mr. Lauzon 
said that the experience factors had been managed by companies and the proposed calculation would still have the same 
flaws as the current calculation.  

Mr. Bruins said companies at the current minimum of 50% would have a tough time finding additional capital in the current 
economic environment. He said his biggest concern was in freezing the industry factor. There was currently an upward trend 
in individual company factors. Freezing the factor when it was likely to go up was problematic. Mr. Fernez said the asset 
valuation reserve (AVR) calculation had a similar calculation and may also need to change. Mr. Barlow asked who should be 
contacted regarding the AVR calculation. Dan Swanson (NAIC) said that since the calculation was in the annual statement 
blank and instructions it would be likely the Blanks Working Group would need to approve any changes. Connie Woodroof 
(Stone River) said there previously had been an AVR and IMR (interest maintenance reserve) Working Group under the 
Valuation of Securities (E) Task Force. Mr. Barlow said he would contact Mike Moriarity (NY) regarding the issue.  

Mr. Ostlund made a motion to release a proposal for the mortgage experience adjustment factor calculation for a comment 
period of 30 days with a new minimum factor of 75% and whatever maximum factor would produce a consistent level of 
capital to year-end 2008 RBC and freezing the industry experience factor at 0.002%. The motion failed to receive a second.  

Mr. Shepherd made a motion to release a proposal for the mortgage experience adjustment factor calculation for a comment 
period of 30 days with a new minimum factor of 75% and whatever maximum factor would produce a consistent level of 
capital to year-end 2008 RBC. Mr. Ostlund seconded the motion. Mr. Carmello abstained. The motion passed.  

Having no further business, the Life Risk-Based Capital (E) Working Group adjourned. 

W:\Jun09\TF\Capital Adequacy\WG\Life RBC\Att Life RBC Conf Call 2009-03-31.doc 
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Risk Mitigation for Insurers / RBC credit for hedging 

Follow-up questions from May 27, 2009 call of NAIC Life RBC Working Group: 

There is a concern that just because RBC does not take maturity into account that it would 
follow that a 5-year CDS would hedge 100% of a 30-year bond. The value of the CDS versus 
the cash instrument will not move in close correlation when the maturities aren’t the same. 

A concern was expressed about the liquidity of the cash instrument versus the liquidity of the 
hedging derivative. The hedging instrument may not perform as intended due to illiquidity in the 
event of default. 

Counterparty risk needs to be reflected in the credit measurement structure.  

The “file and use” approach to the advanced category raised concerns about large quantities of 
filings at the end of a reporting period to which regulators may have difficulty reacting. 

The VACRVM credit for dynamic hedging should be examined for any applicability to this 
project.

WMG June 5, 2009  
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EXECUTIVE SUMMARY

This report is intended to reinforce and more widely 
apply the general principle that in order for regulators to 
distinguish between insurers that have effectively reduced 
their risks and those that have not, risk-based capital (RBC) 
should be sensitive to such differences. While this report 
contains examples more readily found among life insurers, 
the concepts may be applied more broadly to all insurers. 
Recognizing the importance of this issue to industry, ACLI 
prepared this report in order to: (1) help regulators better 
understand how and why insurers use derivatives to mitigate 
risk; and (2) demonstrate why insurers should receive RBC 
credit for hedges. It is our expectation that this report will 
help the NAIC formulate more effective policy and will lead 
to improved regulation which will be of benefit to both 
policyholders and industry.

The concept of RBC credit for risk mitigation is very well 
established. At its most basic level, insurers can reduce their 
exposure to risk simply by ceding some of their business to 
reinsurers or trading risky assets for less risky assets. Both 
are prudent ways to reduce risk and both will result in a lower 
RBC charge. But risk mitigation strategies are not limited to 
simply purchasing reinsurance or trading assets. Insurers can 
also effectively lower their exposure by using derivatives to 
hedge the risk associated with fixed income assets.1 When 
used responsibly, derivatives are safe and offer a superior 
and considerably more flexible alternative to cash markets. 
Because of the many choices offered, insurers can readily 
adjust their exposure to different asset classes and can 
more effectively meet long term obligations to policyholders. 
However, under current rules insurers receive no reduction in 
RBC charges for reducing risk in this way. Because insurers 
typically hold a large percentage of their investment in fixed 
income assets and routinely use hedges, it is imperative that 
this inconsistency be addressed.2

The NAIC is aware of this issue. In 2007 the NAIC Derivative 
Market Study Working Group was asked to examine the 
derivative marketplace in order to determine if NAIC Model 
Regulation 282 should be updated or replaced. In its report, 
the Working Group observed that, overall, the regulations 
governing derivative use by insurers should be updated and 
improved. The Working Group also suggested that the NAIC 
Capital Adequacy Task Force more closely examine this matter, 
particularly the degree to which hedging with derivatives 
reduces an insurers risk exposure. 

The Derivative Market Study Working Group also felt that if 
there is indeed a risk reduction, insurers should be given RBC 
credit. The Capital Adequacy Task Force referred this task to 
the Life Risk-Based Capital Working Group and included it in 
its 2009 charge. 

Both derivatives and hedging strategies are becoming more 
varied, ranging from simple one-to-one relationships between 
derivative and item hedged to highly sophisticated and 
complex hedges. Depending on the complexity of the hedge, 
in many cases the degree of risk mitigated and the appropriate 
RBC credit may not be obvious. For this reason we propose 
a three-tiered approach, where hedges are categorized as 
basic, intermediate, or advanced, each category receiving 
different procedural treatment and potentially different RBC 
credit. In this framework, an example of a basic hedge would 
be a situation where a cash market asset and derivative are 
closely matched, offering a 100 percent risk mitigation. An 
intermediate hedge would be a situation where a portfolio of 
assets are paired with a basket or index based derivative with 
the same or very similar components as the portfolio itself. 
Finally, an advanced hedge is more complex and is typified 
by a portfolio of insurer assets paired with a customized 
derivative. By categorizing hedges in this way it is easier to 
determine the degree of risk mitigated and any implications 
for the current RBC framework. 

The ACLI and our member companies believe that basic and 
intermediate hedges can be accurately credited in the RBC 
formula through the use of well crafted instructions and 
spreadsheets highlighting the details underlying the elements 
of each RBC credit amount. Advanced hedges will likely 
require more detailed case-by-case documentation to support 
the appropriate level of RBC credit. Such documentation could 
be filed with the domiciliary regulator and/or a designated 
NAIC group on a “file and use” basis. The “file and use” 
approach would provide regulators a timely flow of information 
concerning the use of advanced hedges.3
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BACKGROUND

The Derivative Market Study Working Group has 
recommended that the Capital Adequacy Task Force consider 
and, if appropriate, implement a risk based capital credit 
for derivative hedges, to the extent such hedges reduce an 
insurer’s risk. The development of such a proposal was made 
part of the Life Risk Based Capital Working Group charges 
for 2009. This report from the ACLI is intended to aid in 
addressing that charge.

The preparation of this report was initiated in response to 
work initially performed in 2007 by the Derivative Market 
Study Working Group of the Valuation of Securities Task Force 
of the National Association of Insurance Commissioners.

The Derivative Market Study Working Group was charged 
with studying the derivative marketplace as a basis for 
recommending whether NAIC Model Regulation 282 
(Derivatives) should be updated and retained or discarded. It 
was determined that Model Regulation 282 should be retained 
and it has been recently updated. As part of its study, the 
Working Group noted areas where regulation of the derivative 
activity of insurance companies could be made more effective. 
One of those areas concerns the risk mitigation achieved by 
insurers through the use of derivatives and the implications for 
risk based capital (RBC). 

The concept of RBC reduction or credit for risk mitigation 
strategies is a familiar one. This report is intended to reinforce 
and more widely apply the general principle that in order 
for regulators to distinguish between insurers that have 
effectively reduced their risks and those that have not, RBC 
should be sensitive to such differences. While this report 
contains examples more readily found among life insurers, the 
concepts may be applied more broadly to all insurers.

When, as part of an investment portfolio management 
strategy, insurers trade riskier assets for less risky assets, risk 
based capital decreases as lower charges for less risky assets 
are applied. Yet, under current rules, insurance companies 
receive no reduction in risk based capital when they reduce 
credit or equity risk through hedging transactions with 
derivatives. 

In light of the typical insurer’s comparatively large investment 
in fixed income assets when compared to equity investments, 
our emphasis in this report is primarily on hedging credit risk. 
However, risk mitigation strategies can be applied to both 
fixed income and equity holdings, which we have reflected in 
the discussion below.

REDUCING RISK USING DERIVATIVES

In the normal course of business insurers enter into derivative 
transactions generally to:

Hedge or mitigate the risk to their assets, liabilities and 
surplus from fluctuations in interest rates, credit quality, 
foreign currency exchange rates and equity market 
valuation. 

 Replicate an asset by pairing a cash market instrument 
with a derivative to create an otherwise permissible 
investment.

Generate and manage the timing of income when the 
cash market alternatives are less available or flexible.

The use of derivatives should be understood in the broader 
construct of risk management within insurance companies. 
Consistent with the need to maintain an appropriate asset 
allocation and duration in relation to the insurer’s liabilities, 
considered and responsible use of both the cash market 
and derivative market optimizes the effectiveness of asset 
management in a manner superior to cash market activity 
alone.

Increasing or decreasing exposure to different asset classes 
in relation to a benchmark allocation tailored to meet the 
long term obligations to policy owners is critical to managing 
an insurance company. Hedging is the process of using 
derivatives to most efficiently limit risk associated with a 
particular asset in a manner consistent with the insurer’s long 
term obligations.

The relative advantage of using cash market versus derivative 
market transactions depends upon specific market conditions 
at given points in time. It can also be influenced by whether 
one uses an exchange traded, over the counter or custom 
derivative contract. These relative advantages and the current 
risk based capital treatment will be addressed in more detail 
below.

Hedging techniques can be as diverse as the potential risks to 
be hedged. Following are some common examples applicable 
to fixed income and equity investments.

Credit default swaps (CDS) are used to manage credit risk. 
Purchased CDS provide the insurance company a right to sell 
a specific bond into an auction with a counterparty paying 
the difference between the auction price and par value to 
the company. This occurs in the event of a “credit event” 
encountered by the bond issuer. A credit event is generally 
defined as a bankruptcy, failure to make required payments or 
acceleration of issuer obligations under the terms of the bond. 
CDS can protect against a single name, a specified basket of 
names, or a published index of names, often referred to as 
CDX.
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Equity index futures are used to mitigate market risk for 
investments in portfolios of common stock. Equity index 
futures obligate the company to pay to or receive from a 
counterparty an amount based on a specified equity market 
index as of a future date applied to the notional amount of 
the contract. A company that holds common stock can sell 
equity index futures to reduce market value exposure to the 
price. Futures provide a symmetric hedge, so the company 
limits both upside and downside price changes. Equity futures 
are exchange traded derivatives and therefore contain highly 
standardized terms and minimal counterparty exposure.

Total return swaps are used to mitigate market risk for 
investment in portfolios of common stocks or other securities. 

Total return swaps obligate the company and a counterparty to 
exchange amounts based on the difference between a variable 
return and a specified fixed rate applied to the notional amount 
of the contract. Total return swaps provide a similar structure 
to exchange traded futures; however they are over-the-counter 
derivatives which can be tailored by maturity, underlying 
securities, or other features that might not be available in the 
exchange traded futures market.

Purchased put options are used to mitigate credit and market 
risk for investments in debt and equity securities issued by 
specific entities. Purchased put options provide the company 
an option to sell a specific security to a counterparty at a 
specified price at a future date. A company can purchase a 
put to protect against a downward move in stock value while 
retaining potential upside performance.

Equity collars are used to mitigate both upside and downside 
market risk for investments in specific common stocks 
or other equity securities. Equity collars consist of both a 
purchased put option and a written call option on a specific 
equity security owned by the company. The company retains 
the price risk between the strike levels, but is protected from 
moves outside the collar range. 

Fixed income futures are used to mitigate interest rate risk 
for investment in portfolios of fixed income securities. Short 
fixed income futures obligate the company to sell a specified 
bond at a specified price to a counterparty at a future date. 
Futures are exchange traded and therefore have very specific 
structures and minimal counterparty risk.

Interest rate swaps are used to mitigate interest rate risk 
for investments in variable interest rate and fixed interest 
rate bonds. Interest rate swaps obligate the Company and a 
counterparty to exchange amounts based on the difference 
between a variable interest rate index and a specified fixed 
rate of interest applied to the notional amount of the contract. 
They can be used to convert fixed rate bonds to floating, or 
floating rate bonds into fixed rate depending on the portfolio 

needs and the availability of assets. Interest rate swaps are 
over-the-counter transactions that can hedge similar risks as 
futures, but can also be customized to specific needs.

Interest rate floors and receiver swaptions are used to 
mitigate the risk of a significant and sustained decrease in 
interest rates. Interest rate floors entitle the company to 
receive payments from a counterparty if market interest rates 
decline below a specified level. Receiver swaptions provide a 
company an option to enter into a receive fixed swap with an 
above market coupon if rates decline. These products can be 
used to hedge reinvestment risk or minimum rate guarantees.

Interest rate caps or payer swaptions are used to mitigate the 
risk of a significant and sustained increase in interest rates. 
Interest rate caps entitle the company to receive payments 
from a counterparty if market interest rates increase above 
a specified level. Payer swaptions provide a company an 
option to enter into a pay fixed swap with an above market 
coupon if rates increase. These products can help mitigate 
disintermediation risk or hedge extension of an MBS portfolio.

Foreign currency swaps are used to mitigate the foreign 
exchange risk for investments denominated in foreign 
currencies. Foreign currency swaps obligate the company and 
a counterparty to exchange the currencies of two different 
countries at a specified exchange rate. They can be used to 
effectively convert the payments of a bond from a foreign 
currency into the local currency of the company.

Foreign currency forwards and futures are used to mitigate the 
foreign exchange risk for investments in bonds denominated 
in foreign currencies or common stock or other equity 
investments in companies operating in foreign countries. 
Foreign currency forwards obligate the company to exchange 
with a counterparty a specified amount of a foreign currency 
for a specified amount of local currency at a future date. 

Over the last several years the tools available to insurers have 
become more varied and when properly used represent an 
opportunity to improve risk management practices. Currently, 
hedges using derivative instruments employed by insurers 
to mitigate risk in many cases are not considered in the RBC 
formula. Other risk mitigation such as reinsurance and hedges 
used as part of C-3 cash flow testing produce lower RBC 
levels to the extent risk is reduced. Updating the regulatory 
risk based capital structure to more fully recognize the effects 
of risk mitigation and encourage it where appropriate is both 
necessary and prudent.
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CASH MARKETS AND DERIVATIVES

The responsible use of derivatives can facilitate efficient 
portfolio management in a manner that is not always possible 
in the cash markets. Consider the following examples:

Situation 1: An insurance company may hold many specific 
bonds from an issuer in a number of portfolios. The bonds 
may have durations and other factors that fit the underlying 
liabilities. If credit concerns require reducing the aggregate 
exposure to that issuer, the company would need to sell 
fractional parts of each issue held, or choose to sell from one 
portfolio, leaving an inequitable exposure to the remaining 
portfolios. Alternately, the company can efficiently reduce its 
exposure by purchasing credit default swap (CDS) protection 
on the issuer and allocating it across all of the portfolios. This 
can be the most effective way to achieve risk reduction at both 
the portfolio and enterprise level.

Situation 2: Insurance companies invest in some asset 
categories (bank loans, private placements, revolver credit 
lines) which have a limited secondary market for sales. The 
insurance company is compensated by excess spread for 
being able to purchase and hold this type of asset and will lose 
that excess spread if it is forced to find a buyer. Purchasing 
credit default protection allows for effective credit risk 
management when disposition of the underlying asset would 
be costly or impractical.

Situation 3: Derivatives are an effective method for protecting 
from potential near-term events while leaving the long-term 
investment intact. For example, a portfolio manager holding 
a 20-year GM bond may conclude that if GM can survive 
the next 5 years, the prospects for long-term viability are 
extremely high. The risk of default over the next 5 years can 
be managed through purchasing a 5 year credit default swap. 
If default should occur, the portfolio would be protected by the 
swap counterparty, however, if default was avoided, the bond 
would remain in the portfolio at the original purchase yield.

Situation 4: Purchasing credit protection through the CDS 
market may be cheaper than selling the bond in the cash 
market. Sometimes the credit spread of a corporate bond is 
wider than the spread required on a CDS, (called the Basis). 
This differential might be driven by bank balance sheet funding 
costs or illiquid bond issues. By choosing to hold the bond and 
protect the credit risk with a credit default swap, the insurance 
company can express the same credit view at a better price, 
maximizing policyholder value.

DERIVATIVE USE MANAGEMENT

The NAIC model investment laws and regulations have 
specific constraints on the use of derivatives. There are two 
versions of the NAIC Model Investment Laws: the defined 
limits version and the defined standards version. The latter 
follows modern portfolio theory and measures an investment’s 
validity within the overall portfolio. This version was designed 
for well capitalized, seasoned insurers. The former version 
(defined limits version) regulates investments on an item- by-
item basis, and was designed for less seasoned, less well 
capitalized companies. Derivative Model Regulation 282 
was recently updated to include a requirement that before 
derivatives can be used by an insurer a use plan must be 
approved by the domiciliary state.

Governance of derivative use starts with approved and 
documented authorities from the Board of Directors to 
management. These authorities are coordinated with 
and enhanced by limits established by the insurer’s 
domiciliary state and, where applicable, the state of New 
York. Counterparty exposure limits and collateralization 
requirements are a critical component of any well managed 
derivative use plan. 

The standing authorities for derivatives and the overall 
investment standing authorities should be monitored on a 
frequent basis by personnel in a position to understand the 
importance of such work. The internal detailed authorities 
should be monitored using systems that compare asset 
limits to actual activity and balances. In the event of any 
overage, compliance personnel should immediately notify 
the investment manager and pursue corrective action. The 
insurer’s domiciliary state and New York limits (if applicable) 
should be monitored periodically along with the company’s 
internal limits.

Counterparty requirements must be set to assure the 
performance of all counterparties including the prompt and 
accurate posting of collateral and monitoring of credit lines in 
all required instances. Requirements should be dynamic to 
reflect changes in counterparty credit ratings, and a minimum 
credit rating for counterparties should be established and 
observed. Credit support agreements should be established 
and monitored to promote prompt compliance. 
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RBC CREDIT FOR HEDGING – RECOMMENDATIONS

Hedging strategies currently employed by insurers range 
from straightforward one-to-one relationships between 
the derivative and the hedged item to more sophisticated 
relationships. In order to better understand the amount of 
risk mitigation achieved and the implications for the current 
RBC framework, we organized the hedging strategies into the 
general categories of basic, intermediate and advanced.

Hedging strategies involving a cash market asset and a 
derivative instrument require attention to matching terms, 
particularly with respect to maturity and subordination. 
Ideally, the derivative market would be so deep and varied 
that derivatives acquired to hedge the related assets could 
be matched precisely. This is not the case. More typically, 
the portfolio manager seeking to hedge a particular asset or 
portfolio must determine if the derivative instruments available 
will do a suitable job of risk mitigation. For example, assume a 
manager needs to hedge the credit risk of a ten year corporate 
bond that matures in 8 years. It is common in today’s market 
for the most closely matched credit default swap to have a 
maturity of 5 years, with the issuer name and subordination a 
precise match. Essentially, the manager can purchase credit 
insurance for the first 5 of the 8 years exposed. One might 
conclude from this that any RBC credit should be factored or 
discounted to reflect this mismatch of maturity. 

However, discounting any fixed income RBC credit for a 
maturity mismatch creates an inconsistency because the 
current RBC charges for fixed income assets were intended 
to address default risk and understandably do not adjust for 
the time to maturity. A particular high yield bond in an insurer’s 
portfolio attracts the same RBC charge whether it is 2 or 20 
years from maturity. The cumulative probability of default for 
an individual security during a 20 year period is higher than 
during 2 years, all other factors being equal. Discounting an 
RBC credit for risk mitigation for the time to maturity when 
the original RBC charge does not consider maturity would be 
inconsistent. The lack of adjustment for time-to-maturity in the 
current RBC structure is beyond the scope of this report. The 
descriptions and examples below do not discount for maturity 
mismatches for the reasons noted above. 

We do suggest, however, that since RBC is measured 
and reported annually and to a limited extent provides the 
regulator with an indicator of capital sufficiency for the near 
term future; credit protection should have more than 1 year 
remaining to maturity in order to receive RBC credit, provided 
the remaining maturity of the asset is greater than 1 year.

Besides credit protection maturities, there are other examples 
where the cash market asset and the hedging instrument may 
not match perfectly. Equity portfolios may be hedged using 
equity market indices like the S&P 500. Unless the equity 

portfolio is perfectly matched to the index, the hedge will not 
provide precise one-to-one protection from fluctuations in 
value. In these cases, we believe that any RBC credit should 
be determined in relation to the effectiveness of the hedge as 
measured by a correlation factor using a minimum of 30 data 
points from the most recent 12 month period. 

We also recommend excluding from RBC credit consideration 
any hedges that are a part of the Clearly Defined Hedging 
Strategy (CDHS) required for C-3 cash flow testing. Since 
those hedges impact the RBC derived from the cash flow 
testing, allowing further credit would be inappropriate.

Basic

This category of hedge is typified by using a credit default 
swap on a single issuer name to hedge the credit risk of a 
specific bond owned by the insurer. The risk mitigation in 
this situation would be 100% (aside from counterparty risk) 
provided the cash market asset and the derivative are closely 
matched. Here are three examples:

Assume a credit default swap (CDS) is purchased for a 
particular issuer and paired with the corresponding bonds in 
the insurer portfolio. The credit subordination and maturity of 
the bonds and the swap are the same.

Example 1: The insurance company owns $100 million of 
10-year Boeing Corporation senior unsecured A2/ A+ (NAIC 
1-rated security) with 5 years to maturity and hedges $100 
million using a five-year CDS on Boeing Corporation. The risk 
mitigation is 100% of the Boeing position (aside from the 
counterparty risk). We believe the insurance company should 
receive full RBC credit for the NAIC 1 capital charge equal to 
$100 million X 0.40% =$400,000. 

Example 2: The insurance company owns $100 million 
10-year Boeing Corporation senior unsecured A2/ A+ (NAIC 
1 rated security) with 5 years to maturity and hedges $60 
million using a five-year CDS on Boeing Corporation. The 
risk mitigation is 60% of the Boeing position (aside from the 
counterparty risk). We believe the insurance company should 
receive full RBC credit for the NAIC 1 capital charge for the full 
amount of the risk reduction which is equal to $60 million X 
0.40%=$240,000. 

Assume short futures contracts are purchased to reduce 
exposure to a specific stock in lieu of an outright sale.

Example 3: The insurance company owns $30 million of 
Exxon Mobil common shares and has estimated that the 
value is near a high considering anticipated earnings and 
market conditions in the energy sector. The manager decides 
to reduce the exposure to Exxon Mobil by purchasing short 
futures contracts with a future price equal to or greater than 
the current market price on 50% of the portfolio. We believe 
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the risk mitigation is 100% in this situation so long as the 
future price is equal to or greater than the market price (in the 
money). The RBC credit would be dependent on the insurer’s 
specific RBC correlation factor but would reflect a 50% 
reduction in the exposure to Exxon Mobil common shares. 

Note that in each of the foregoing examples, an additional 
RBC charge would be assessed on any counterparty exposure 
related to the derivative positions.

Intermediate

This category of hedging is typified by a portfolio of insurer 
assets paired with a basket or index based derivative with the 
same or very similar components as the portfolio.

In these kinds of transactions, the risk mitigation and resulting 
RBC credit can be measured based on the number of 
common issuers in the portfolio and the basket (we suggest a 
minimum 50% common holdings or ownership to qualify for 
some RBC credit). Fixed income hedging can be implemented 
using liquid and tradable credit default swap indices (e.g. the 
CDX family of indices), by creating a customized index of 
single name CDS, Nth to default basket structures; or when 
hedging equity portfolios with the use of equity indices. 
Subordination on the swap index used must be the same 
or lower than the portfolio bonds hedged to assure that risk 
mitigation is achieved.

Example 4: An insurance company owns $1 billion of NAIC 
2 rated credits. The portfolio has 60% common holdings 
to the five-year Investment Grade CDX 11 index. The 
insurance company hedges $500 million using the CDX. The 
measurement of risk mitigation arises from the 60% common 
holdings shared by the CDX index and the portfolio. The 
insurance company would receive RBC credit for the NAIC 
2 capital charge equal to 60% of $500 million X 1.30%=$3.9 
million.

The use of common holdings as illustrated in this example 
applies to a customized basket or index of single name CDS 
as well.

In most circumstances the portfolio being hedged will contain 
bonds of various NAIC designations. The RBC charge for each 
bond hedged will need to be identified in order to determine 
the proper RBC credit. 

 Example 5: An insurance company owns a $1 billion equity 
portfolio benchmarked to the S&P 500. Due to market 
conditions, a reduction of 10% in the insurer’s exposure to 
equities is needed to meet overall investment objectives. 
Selling a small fraction of each name of the S&P 500 is 
cumbersome and may not be accomplished in the time frame 
desired. Short S&P 500 futures contracts are purchased 
totaling $100 million, and this short position will be maintained 
until it is determined that more equity exposure is needed or 

the reduction is to be made permanent and the shares sold, 
at which point the short futures contracts will be sold. For 
reducing the exposure to equities, the insurance company 
would receive RBC credit that reflects the risk reduction of the 
$1 billion portfolio. If one assumes: a correlation factor of 98% 
between the portfolio valuation and the S&P 500 valuation, 
a notional amount of $100 million for the S&P 500 futures 
contract, and a 30% RBC charge applied to equities, the RBC 
credit for this example would be based on $100 million X 
98%X30%= $28.5 million. The actual credit will depend on the 
correlation factor determined by the insurer and updated each 
year.

Example 6: An insurance company owns 10 bonds of $100 
million par each, with various ratings as follows: 6 bonds 
at NAIC 1, 3 bonds at NAIC 2, 1 bond at NAIC 3. The company 
purchases a “first to default” basket with $100 million notional 
which protects the company from default of one $100 million 
bond. Any subsequent defaults would not be covered by this 
derivative. 

Given the above example, the insurance company would be 
charged RBC for the 10 bonds as follows:

$100 million x 0.40% x 6 bonds = $2.4 million
$100 million x 1.3% x 3 bonds = $3.9 million
$100 million x 4.6% x 1 bonds = $4.6 million

RBC credit would be given for the $100 million of coverage for 
the bond (s) at the lowest NAIC designation of 3 (the riskiest 
bond in the basket) which corresponds to a factor 4.6%. The 
credit would be NAIC 3 factor of 4.6% x $100 million = $4.6 
million.

Example 6a: An insurance company owns 10 bonds of $100 
million par each, with various ratings as follows: 6 bonds at 
NAIC 1, 3 bonds at NAIC 2, 1 bond at NAIC 3. The company 
purchases a “second to default” basket with $100 million 
notional which protects the company from default of one $100 
million bond, but only if more than one bond defaults during 
the tenor of the hedge. The first default would not be covered 
by this derivative.  Moreover, any defaults subsequent to the 
second default would not be covered by this derivative. 

Given the above example, the insurance company would be 
charged RBC for the 10 bonds as follows:

$100 million x 0.40% x 6 bonds = $2.4 million
$100 million x 1.3% x 3 bonds = $3.9 million
$100 million x 4.6% x 1 bonds = $4.6 million

RBC credit would be given for the $100 million of coverage for 
the bond (s) at the NAIC designation of 2 (the second riskiest 
bond in the basket) which corresponds to a factor 1.3%. The 
credit would be NAIC 2 factor of 1.3% x $100 million = $1.3 
million.
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Advanced

This category of hedging is typified by a portfolio of insurer 
assets paired with a customized derivative designed to 
mitigate the risk using non-linear hedging structures including 
tranched indexes. We recommend that these hedges be 
tied to the specific asset or portfolio of assets being hedged 
and documented and filed with the domiciliary regulator 
and/or a NAIC designated group on a “file and use” basis. 
Effectively the portfolio credit risk after buying protection is 
recharacterized into synthetic tranched risks, one or more of 
which is transferred to the hedge counterparty. A before and 
after comparison of the credit quality of the portfolio must be 
made to determine the appropriate RBC credit.

In the case of an insurance company wishing to hedge 
against an unexpected decline in a stock’s price, but wishing 
to benefit from anticipated price increases, a put option on 
that particular stock could be used. The relationship between 
the value of the option and the value of the stock is not linear. 
The price sensitivity of the option in relation to the underlying 
stock, known as Delta, is an indicator of how effective the 
option is as a hedge. This is not unlike using a short futures 
position to protect the insurer from future declines in value. 
We recommend that RBC credit should be in a proportion to 
the amount that the current stock value is protected; which 
would be the current market value of the stock position times 
the applicable RBC factor, then adjusted for Delta.

Example 7: In this case, unlike prior examples where credit 
protection is applied on an individual name basis, the units 
of potential loss are tranched components of the portfolio. 
An insurance company owns a $1 billion portfolio of 
predominately NAIC 2 rated corporate bonds. NAIC 2 bonds 
account for $900 million; the balance range from NAIC 3-6. 
The insurance company purchases protection where it pays a 
fixed amount and receives payments from the counterparty if 
default losses exceed 3% of the total par value, up to when 
losses exceed 10% of the total par value. This is called the “3 
to 10 tranche”. 3% is called the attachment point and 10% is 
called the detachment point. Effectively the insurer has split 
the portfolio into 3 pieces: a 0-3% tranche, a 3-10% tranche 
on which there is now credit protection, and a 10-100% 
tranche. A before and after comparison of the credit quality 
of the portfolio must be made to determine the appropriate 
RBC credit. This involves obtaining ratings for the unprotected 
tranches.

RBC on the portfolio, before any credit protection, is assumed 
to be at an effective rate of 2%; somewhat higher than the 
NAIC 2 level of 1.3%:

$1 billion X 2% = $20 million

RBC on the unprotected tranches assuming the rating agency 
indicates that the 0-3% tranche is not ratable (NAIC 6 with a 
30% factor) and the 10-100% tranche is NAIC 1 with a 0.4% 
factor:

0-3% tranche of $30 million X 30% = $9 million
10-100% tranche of $900 million X .4% = $3.6 million

The appropriate RBC credit would be: $20 million - $12.6 
million = $7.4 million.

Example 8: An insurer’s equity portfolio includes 500,000 
shares of Volkswagen at $64 per share. The insurance 
company expects the value of the stock to increase given 
the longer term competitive situation of the issuer, but is 
concerned with near term negative news in the auto sector. 
The company purchases exchange traded put options on 
250,000 shares of the stock with a strike price of $61. The 
price declines over the next 4 months to $59. At that point, 
the put option is in the money. The company has essentially 
insured half of the Volkswagen position (250,000 shs/ 500,000 
shs). The RBC charge for common stock is 30%. Price 
sensitivity of the option in relation to the underlying stock, 
known as Delta, is 0.5. The RBC charge on the portfolio and 
the associated credit would be determined as follows:

500,000 shs X $59 X 30% = $8,850,000 RBC charge
250,000 shs X $59 X 30% X 0.5 = $2,212,500 credit
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IMPLEMENTATION

As previously noted and described, the types of derivatives 
and the ways in which they are used to mitigate risk for 
insurers are growing.

Adoption of these proposals will discriminate between 
insurers that have effectively reduced their risks using 
derivatives and those that have not. This will result in RBC 
calculations that are more meaningful, and hence more useful, 
to state insurance regulators.

We believe that the hedges described above can be accurately 
credited in the RBC formula by insurers through the use of 
well crafted instructions and spreadsheets highlighting the 
details underlying the elements of each RBC credit amount. 
Of course, these would be subject to review and examination 
by regulators. Annual Statement Schedule DB – Derivative 
Instruments is being considered for revision by the Blanks 
Working Group (2009-16BWG). Planned improvements to 
Part A – Section 1 will capture all of the data necessary to 
determine the appropriate RBC credits for hedging, except for 
the asset charges which are already in the RBC calculation. 
We recommend that a table be added to the RBC calculation 
which would reflect every RBC credit calculation in one place. 
The credits would then be cross referenced to, and inserted 
in, their respective asset table in the RBC calculation where 
they will offset the charges as appropriate. 

The advanced category of hedges involve more complexity 
and customization which we believe warrants more detailed 
case-by-case documentation to support the appropriate level 
of RBC credit. In addition to the reporting recommended for all 
hedges, advanced category hedge documentation should be 
filed with the domiciliary regulator and/or a designated NAIC 
group on a “file and use” basis. This too would be subject to 
review and examination. The “file and use” approach would 
provide regulators a timely flow of information concerning the 
use of advanced hedges.

Reflected in this new table should be the following information 
from its respective source:

Asset hedged – Schedule DB
Hedged notional amount – Scheduled DB
C-1 asset charge – RBC calculation
Hedge effectiveness factor – Schedule DB
RBC credit – computed on new table in RBC   
calculation

The hedge effectiveness factor to be reflected in the revised 
Schedule DB will require some additional development of the 
related instructions. We suggest that the work done to prepare 
this report is the appropriate starting point. It is important to 
emphasize that a balance between testing sophistication and 
cost should be maintained in order to encourage insurers to 
manage risk and perform the tests.
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APPENDIX 1 – GLOSSARY

CDS: A credit default swap (CDS) is a financial contract in which 
one counterparty (the protection buyer) pays a periodic fee to the 
other counterparty (the protection seller), typically expressed in 
basis points on the notional amount. If a credit default occurs, the 
protection buyer is made whole by the protection seller.

CDX: Like the S&P 500 and other market benchmarks, the 
credit default swap indices reflect the performance of a basket 
of assets, namely, a basket of single-name credit default 
swaps (credit default swaps on individual credits). Unlike a 
perpetual index, such as the S&P 500, CDS indices have a 
fixed composition and fixed maturities. A new series of indices 
is established approximately every six months with a new 
underlying portfolio and maturity date, to reflect changes in the 
credit market and to help investors maintain a relatively constant 
duration if they wish. Equal weight is given to each underlying 
credit in the CDX and iTraxx portfolios. If there is a credit event 
in an underlying CDS, the credit is effectively removed from the 
indices in which it is included.

Coverage: The proportion of the total risk inherent in the hedged 
item that is nominally addressed by the hedging instrument. 
For example, in the case of a $20 million Boeing bond portfolio 
holding – a CDS purchased in a $10 million notional amount on 
Boeing bonds intended to reduce default risk equates to 50% 
coverage. 

Default correlation: Default correlation represents the likelihood of 
two (or more) credits defaulting together over a given time period.

Delta: The price sensitivity of an option in relation to the 
underlying stock.

Duration: Commonly used to describe the weighted average 
term-to-maturity of a bond or portfolio of bonds’ cash flows. 
When an insurer’s duration of assets and liabilities are equivalent 
the insurer is protected from the adverse effects of interest rate 
changes.

Effectiveness: In the context of hedging, this term is used to 
describe how well the hedging instrument reduces a particular 
risk inherent in the hedged item. Default and market value 
volatility are examples of risk that can be hedged. 

MBS portfolio: A group of mortgage backed securities.

Nth to default: A credit derivative in which the payout is linked 
to one in a series of defaults (such as first-, second- or third-to-
default), with the contract terminating at that point.

Purchase yield: The expected total return on a fixed income 
instrument at the time of acquisition that will be earned if held to 
maturity. 

RSAT: Replication of (Synthetic Asset) Transaction. RSAT means 
a derivative transaction entered into in conjunction with other 
investments in order to reproduce the investment characteristics 
of otherwise permissible investments.

Spread: For fixed income securities it is the difference in yields 
on securities of the same quality but different maturities; or the 

difference between yields on securities of the same maturity but 
different quality.

Strike price/level: The amount at which a security or commodity 
underlying a call or put option can be purchased or sold over a 
period stipulated in the option contract.

Tranche or portfolio sleeve: A tranche or sleeve provides access 
or hedge to risk slices by allocating the payouts on a pool of 
assets to a collection of investors. Each investor will be exposed 
to losses at different levels of subordination and will therefore 
receive different levels of compensation for this risk. Just as a 
CDS contract provides exposure to the credit risk of a reference 
company, and a CDS index provides exposure to the risk of a 
portfolio of credits, a tranche CDX provides exposure to the risk of 
a particular amount of loss on a portfolio of companies. As such, 
a tranche references a portfolio of companies and defines the 
amount of portfolio loss against which to sell or buy protection. 
Similar to a CDS contract, the cost of tranche protection is paid as 
a coupon measured in spread, upfront fee or a combination of the 
two. For smaller size portfolio, hedging credit risk is accomplished 
through Nth to default swap baskets which are simply a special 
case of bespoke portfolio hedges.
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is a Washington, D.C.-based trade association 
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Washington, DC 20001–21133

APPENDIX 2 – DEFAULT RISK 
SUPPLEMENTAL DISCUSSION

How can you get credit when the maturity dates don’t match? Is it 
reasonable to get credit for a 30 year corporate bond by owning 2 
year protection from a credit default swap?

We see 3 reasons why this approach is fundamentally sound and 
the recommendation that best fits in the RBC framework:

The fundamental protection of a credit default swap is the ability 
to recover Par Value for an owned bond in the event of a default 
event (failure to pay, restructure, bankruptcy, etc.). A side benefit 
is the market value offset of spread widening as credit perception 
fluctuates and the cost of protection changes. Therefore, a CDS is 
fully effective during the term of the protection regardless of the 
maturity of the hedged item. Note that on the statutory balance 
sheet, there is no adjustment to the bond carrying value due to 
spread widening. NAIC 1-5 bonds are held at amortized cost. The 
RBC credit we are seeking is intended to offset the RBC charge 
for the credit risk of the underlying cash instruments.

For example, a company faces the same RBC charge for owning 
an NAIC 1 bond maturing in 2 years as it does for an NAIC 1 
bond maturing in 30 years. Consistent with this paradigm, the 
credit for holding protection for 2 years vs. holding protection for 
10 years should be the same. The RBC formula is reset annually 
and measures the risk of insolvency over the upcoming year. 
This is why we recommend that the protection have must have 
a maturity that extends at least to the next reporting period if the 
underlying bond has a maturity beyond the next reporting period. 
If a company does not extend the protection or sell the bond 
before the next period, then the RBC charge will increase when 
the remaining protection no longer fully protects the company 
from default for that statement year.

ENDNOTES

1 Insurers generally enter derivative transactions in order to hedge a risk, 
replicate an asset, or manage the timing of income flow.  Risks include 
fluctuations in interest rates, credit quality, foreign currency exchange 
rates, and/or equity market valuation.

2 At year-end 2007, life insurers held 71.5 percent of total general account 
assets in bonds and 4.7 percent in stocks.  In the separate account they 
held 12.8 percent in bonds and 79.6 percent in stocks.  In general and 
separate accounts combined, they held 49.5 percent in bonds and 32.8 
percent in stocks (from:  American Council of Life Insurers, Life Insurers 
Fact Book, 2008). 

3 Hedging strategies can include credit default swaps (CDS), equity index 
futures, total return swaps, purchased put options, equity collars, fixed 
income futures, interest rate swaps, interest rate floors and receiver 
swaptions, interest rate caps or payer swaptions, foreign currency 
swaps, foreign currency forwards, and futures.  Descriptions of each are 
presented in the body of the report.
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To Life RBC 
 
From  ACLI 
 
SUBJECT: Treatment of Derivative Instrument Collateral for the Year-End 2009 and later Life Risk-Based 
Capital Report 
 
During January 2009, Life RBC adopted emergency changes to address a anomaly within the RBC 
calculation in which the collateral held with respect to derivative instruments were being assessed with 
RBC charges inconsistent with their risk and with the process for the underlying derivative instruments.  As 
discussed at the Spring NAIC meeting, the ACLI has developed a proposal to implement the short term fix 
developed for 2008 RBC for Collateral on Derivative instruments within LR012 on a permanent basis.  We 
are proposing a change to LR012 to incorporate the collateral as a standalone item.  Assuming that that 
change cannot be made until 2010, we have proposed both the long term process as well as temporary 
instructions for 2009. 
 
ACLI proposes the following four steps to implement the emergency changes made in January 2009 on a 
permanent basis: 
  

• The source for Line 6.2 of LR012 should be the amount of derivatives that are included in the 
Page 2 Line 9 “Aggregate write-ins for invested assets” value.  

• Lines 8 through 14 of LR012 should continue to be the derivative amounts net of acceptable 
collateral from Schedule DB Part E Section 1 Column 6 Line 0899999 Total and consistent with 
the AVR calculations. 

• A new line should be added to report the acceptable collateral, with a charge of 0.4%.  This is 
consistent with the quality required by the definition of acceptable collateral.  The collateral is 
from Schedule DB Part E Section 1 Column 3 Line 0899999 Total. 

• For 2009, assuming that the new line cannot be added, the acceptable collateral should be 
incorporated in Line 9 of LR012. 

 
In order to formally adopt the changes on a permanent basis, ACLI has developed the attached instructions 
and form to implement the steps outlined in our recommendation above.   
   
In developing this proposal, ACLI notes the following key considerations: 

• The requirements for recognizing ‘acceptable collateral’ are quite restrictive with respect to the 
quality of the collateral. Based on that definition, the charge for Type 1 bonds appears to be the 
appropriate charge.  The definition for collateral to be reported in Schedule DB is:  “Acceptable 
collateral” means cash, cash equivalents, securities issued or guaranteed by the United States or 
Canadian governments or their government–sponsored enterprises, publicly traded obligations 
rated 1 by the SVO, government money market mutual funds, and such other items as may be 
defined as acceptable collateral in the Purposes and Procedures Manual of the NAIC Securities 
Valuation Office. 

• Since the definition of collateral does not change whether the collateral is held on or off balance 
sheet, we propose a single location to determine the RBC charge for all collateral amounts on 
LR012.  Thus, in order to avoid double counting, the RBC instructions need to be modified to 
exclude any “on balance sheet” collateral that is included in worksheets other than LR012.   
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MISCELLANEOUS ASSETS 
LR012 

 
Basis of Factors 
 
 
Lines (1) through (3.5) 
The pre-tax factor for cash is 0.4 percent. It is recognized that there is a small risk related to possible insolvency of the bank where cash deposits are held. The 0.4 percent pre-tax 
factor, equivalent to a Class 1 bond, reflects the short-term nature of this risk. 
 
The short-term investments to be included here are those not reflected elsewhere in the formula. Commercial paper, repurchase agreements, collateralized mortgage obligations 
(CMOs), mortgage participation certificates (MPCs), interest-only and principal-only certificates (IOs and POs), and equipment trust certificates should be included in appropriate 
bond classifications (Class 1 through Class 6) on LR002 Bonds and should be excluded from short-term investments. The 0.4 percent pre-tax factor is equal to the factor for cash. 
 
Lines (4) through (7) 
Premium notes, receivables for securities and write-ins for invested assets are generally a small proportion of total portfolio value. A pre-tax factor of 6.8 percent is consistent with 
other risk-based capital formulas studied by the working group. The charge for derivatives is determined in lines (8) through (15), therefore the totalgross amount of derivatives 
included in Line 6.1 (from line 9, page 2) shouldmay be excluded included on Line 6.2 resulting in line 6.3 including no derivative amounts.   , rather than the amount of derivatives 
net of collateral that appears on Line 33, Column 1, of the Asset Valuation Reserve Default Component, may be used for year-end 2008Line 6.2. 
 
Lines (8) through (15) 
Derivative instrument book/adjusted carrying value exposure net of acceptable collateral held on the balance sheet from Schedule DB Part E Section 1 Column 6 Line 089999, for 
each SVO rating class, is subject to the bond RBC factor for that category to reflect the amount held on the balance sheet exposed to loss upon default of the Over the Counter (OTC) 
counterparty or exchange. Acceptable collateral is subject to an RBC charge at the same level as Type 1 Bonds. For 2009 the collateral should be reported in line (9) From Schedule 
DB Part E Section 1 Column 3 Line 0899999.  “Acceptable collateral” means cash, cash equivalents, securities issued or guaranteed by the United States or Canadian governments or 
their government–sponsored enterprises, publicly traded obligations rated 1 by the SVO, government money market mutual funds, and such other items as may be defined as 
acceptable collateral in the Purposes and Procedures Manual of the NAIC Securities Valuation Office. NOTE: For year-end 2008, derivatives instrument book / adjusted carrying 
value should be gross of collateral if a gross amount is used in Line 6.2, unless the insurance company is reporting acceptable collateral  on theirits balance sheet and has unrestricted 
access to the assetscollateral in the event of counterparty non-performance.  
 
 



Company Name Confidential when Completed NAIC Company Code

MISCELLANEOUS ASSETS 2009 Proposal
(1) (2)

Book / Adjusted RBC
Annual Statement Source Carrying Value Factor Requirement

Miscellaneous
(1) Cash Page 2 Line 5, inside amount 1 X 0.004 =

(2.1) Cash Equivalents Page 2 Line 5, inside amount 2
(2.2) Less Cash Equivalent Bonds Already Schedule E Part 2 Column 6 Line 6099999, in part

Included with Page LR002 Bonds
(2.3) Net Cash Equivalents Line (2.1) - Line (2.2) X 0.004 =
(3.1) Short-Term Investments Page 2 Line 5, inside amount 3
(3.2) Less Short-Term Bonds Schedule DA Part 1 Column 7 Line 6099999
(3.3) Less Exempt Money Market Funds Schedule DA Part 1 Column 7 Line 7999999
(3.4) Less Class One Money Market Funds Schedule DA Part 1 Column 7 Line 8099999
(3.5) Net Short-Term Investments Lines (3.1) - (3.2) - (3.3) - (3.4) X 0.004 =
(4) Premium Notes Page 2 Line 6 first inside amount X 0.068 =
(5) Receivable for Securities Page 2 Column 3 Line 8 X 0.068 =

(6.1) Aggregate Write-ins for Invested Assets Page 2 Column 3 Line 9

(6.2) Less Derivative Instruments Page 2 Column 3 Line 9, Derivatives reported as part of total    
(6.3) Net Write-ins for Invested Assets Line (6.1) - Line (6.2) X 0.068 =

(7) Total Miscellaneous Excluding Derivative Lines (1) + (2.3) + (3.5) + (4) + (5) + (6.3) 
Instruments

Derivative Instruments
(8) Exchange Traded Schedule DB Part E Section 1 Column 6, in part X 0.004 =
(9) Over the Counter Class 1 plus collateral Schedule DB Part E Section 1 Col 6, in part, plus Column 3 X 0.004 =
(10) Over the Counter Class 2 Schedule DB Part E Section 1 Column 6, in part X 0.013 =
(11) Over the Counter Class 3 Schedule DB Part E Section 1 Column 6, in part X 0.046 =
(12) Over the Counter Class 4 Schedule DB Part E Section 1 Column 6, in part X 0.100 =
(13) Over the Counter Class 5 Schedule DB Part E Section 1 Column 6, in part X 0.230 =
(14) Over the Counter Class 6 Schedule DB Part E Section 1 Column 6, in part X 0.300 =

(15) Total Derivative Instruments Sum of Lines (8) through (14)
(Column (1) should equal Asset Valuation Reserve Default Component Column 1 Line 33)

(16) Total Miscellaneous Assets Lines (7) + (15)
(pre-MODCO/Funds Withheld)

(17) Reduction in RBC for MODCO/Funds Withheld 
Reinsurance Ceded Agreements Company Records (enter a pre-tax amount)

(18) Increase in RBC for MODCO/Funds Withheld 
Reinsurance Assumed Agreements Company Records (enter a pre-tax amount)

(19) Total Miscellaneous Assets
(including MODCO/Funds Withheld.) Lines (16) - (17) + (18)

 Denotes items that must be manually entered on the filing software.
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