





Part One
Policies of the NAIC Valuation of
Securities (E) Task Force About This Manual

21. Adopted proposals are incorporated in the next scheduled publication of the Manual and
identified in the Recent Changes section of the Manual where the proposal is summarized
and the date when the Task Force and/or the Financial Condition (E) Committee adopted
it is given. The date of adoption is published so that interested persons can access the
minutes and related materials in the NAIC Proceedings reflecting the deliberations held
and the rationale for the position adopted by the VOS/TF.

22. The Manual is currently published once a year in accordance with requirements set by
NAIC Publications. The instructions and guidance in the newly published Manual is
effective for insurance companies for the year end reporting cycle in the year the Manual
is published; i.e., December 31, through April 31 of the following year.

23. If subsequent to the publication of the Manual in a given year, errors are discovered, the
SVO shall identify such errors in Errata which it will publish on its website. The Errata
explains the error and provides corrected information. Corrections will be reflected in the
next published Manual.

Prohibition on Use of NAIC Designation in a Covenant
24. An insurance company shall not use:
= An NAIC Designation assigned by the SVO; or

= An upgrade or downgrade of an NAIC Designation previously assigned by the
SVO; or

= A change in any aspect of how a security is regulated that is the direct or indirect
result of an upgrade or downgrade of an NAIC Designation assigned by the SVO,
as the basis for an agreement to modify the terms of a transaction (the
“Prohibition”).

25. The Prohibition shall apply only to transactions issued on or after September 1, 2010 and
to transactions to which the prohibited clause is added after September 1, 2010. Effective
September 1, 2010, insurance companies shall certify to the SVO that the submitted
transaction does not contain a prohibited clause or agreement as a condition to filing with
the SVO. The SVO is prohibited from processing any transaction it knows or has reason
to believe contains a prohibited agreement or clause.

26. The Prohibition reflects:

* The conclusion of the VOS/TF, as the initial and primary NAIC regulatory group
responsible for implementing NAIC policy on risk assessment of insurer-owned
securities, that the use of NAIC Designations as indicated in the Prohibition to
modify the terms of a security or any other transaction is inconsistent with

regulatory objectives; and
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® The decision of the NAIC Executive (EX) Committee, as the body charged with
directing NAIC corporate activities, that the use of NAIC Designations as
indicated in the Prohibition to modify the terms of a security is inconsistent with
the corporate objectives of the NAIC.

27. Insurance companies are, therefore, advised that the NAIC disclaims any and all
responsibility whatsoever for surveillance of insurance company investments for purposes
of identifying when a deterioration of the borrower’s credit quality or other risk attribute
suggests that the insurance company should adjust the financial terms of the original
transaction to obtain a different overall investment return or compensation for the risks

involved.

28. It is the sense of the NAIC that these decisions are private and the proper and exclusive
concern of insurance company management. NAIC Designations are not published as
investment advice to insurance companies and might lack necessary attributes that would
make them suitable for use as investment advice.

29. The NAIC, therefore, rejects the view that insurance company representatives may
reasonably rely on SVO credit assessments or on any other NAIC analytical process as a
guide to adjusting the terms of their private investment arrangements with borrowers.
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POLICIES PERTAINING TO SVO AND SSG OPERATIONS

Policy Objective

30. The policies adopted by the VOS/TF and the operations and administrative procedures
developed by or for the SVO and/or the SSG to implement them reflect a decision of
NAIC members to provide analytical resources to support financial solvency objectives of
state insurance regulators as expressed in the NAIC Financial Regulation Standards and
Accreditation Program and/or other NAIC developed regulatory guidance embodied in

state law.

NAIC Policy Statement on Coordination of the Accounting Practices and Procedures Manual
and the Puzposes and Procedures Manual of the NAIC Investment Analysis Office

31. The purpose of this policy statement is to detail the coordination and collaboration
between the Securities and Valuation Office (SVO) and the Statutory Accounting
Principles (E) Working Group (Working Group) support staff, the relationship between
the Purposes and Procedures Manual of the NAIC Investment Analysis Office (P&P Manual) and
Accounting Practices and Procedures Manual (AP&P Manual) and the expectations of the
Valuation of Securities (E) Task Force (VOS/TF) and the Working Group.

NAIC Designations Do Not Communicate Statutory Accounting or Reporting

32. The assessment of credit risk for an obligation or asset, as specified in the P&P Manual, is
a separate and distinct process from the determination of statutory accounting or reporting
under the AP&P Manual. The manner in which an NAIC Designation is used within
statutory accounting guidance is limited to that, if any, specified in a Statement of Statutory
Accounting Principles (SSAP) and cannot be derived or implied by language in the
P&P Manual. Obtaining an NAIC Designation does not change an investment’s applicable
SSAP, annual or quarterly statement reporting schedule, or override other SSAP guidance
required for the investment to be an admitted asset. There are limited instances in which
a SSAP specifically identifies, within its scope, the inclusion of specific SVO-Identified
investments. The SVO review required for an investment to be included on an SVO listing
is a separate evaluation process that focuses on the structure of the investment. This
process is distinct from the SVO’s assessment of an investment’s credit risk, which results
in a NAIC Designation. As stated in the Statutory Hierarchy, Section V of the Preamble,

the AP&P Manual is the highest level of authoritative guidance.
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Sources and Application of Statutory Accounting Guidance

33. The authority to determine and interpret existing statutory accounting guidance in, or to
develop new statutory accounting guidance for, the AP&P Manual, is a charge assigned by
the Financial Condition (E) Committee through its Accounting Practices and Procedures
(E) Task Force to the Statutory Accounting Principles (E) Working Group. The
application of statutory accounting guidance to any specific obligation or asset to
determine its status under the AP&P Manual is the obligation of the insurance company
and its management. The state of domicile is the final authority with respect to statutory
accounting and reporting guidance. Deviations from the authoritative guidance in the
Statutory Accounting Hierarchy are reflected as a permitted or prescribed practice.

Impact on SVO Operations

34. Because SVO analytical determinations of credit quality do not convey opinions,
conclusions or informational content relative to statutory accounting status, the SVO may
assign an NAIC Designation to any obligation or asset that is filed by an insurer, provided
that its credit quality can be assessed consistently with the polices and methodologies
specified in the P&P Manual.

Communication and Coordination Between the SVO and Statutory Accounting Principles (E)
Working Group Staff

35. The following processes are intended to assist optimum communication and coordination
between the SVO and Statutory Accounting Principles (E) Working Group support staff
functions:

® Maintain ongoing dialogue regarding investments, investment related SSAPs and
relevant developments in the areas assigned to support staff of both groups.

® Maintain an ongoing dialogue relative to obligations and assets filed with the SVO,
including communications about new types of obligations or assets filed with the
SVO and their likely treatment under existing investment related SSAPs.

® Maintain an ongoing dialogue relative to new obligations or assets, in which no
statutory accounting guidance exists, or uncertainty exists about how current
statutory accounting guidance applies to features or characteristics of the
obligation or asset.
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Investment Analysis Office (IAO) and Financial Regulatory Services (FRS) staff
shall provide notice to, and consult with, each other when either staff determine
that existing technical guidance or procedures administered by the staff are no
longer adequate to secure the original regulatory objective for which it was
designed. Upon receipt of such notice, both staff will formulate a statement of the
issues and, if possible, recommendations, and thereafter coordinate discussion
between the Working Group and the VOS/TF consistent with the NAIC
procedures and policies that apply to the situation. Such proposed
recommendations shall be discussed consistent with the NAIC open meetings
policy, and any revisions to the authoritative guidance will be exposed for
comment for a period of time commensurate with the significance of the change,
to provide a formal forum for interested parties and regulators to provide input
and allow for adequate due process.

In situations in which NAIC staff (SVO or FRS) are contacted directly with
questions on statutory accounting application, it shall be noted that opinions of
NAIC staff are not authoritative and are based on the information provided and
existing authoritative statutory accounting guidance. Information and issues can
be submitted to the Statutory Accounting Principles (E) Working Group for
consideration, as detailed in the NAIC Policy Statement on Statutory Accounting
Principles Maintenance Agenda Process.

SECURITIES VALUATION OFFICE (SVO)

Ongoing SVO Operations

36. The SVO shall conduct the following ongoing operations:

Analysis of credit risk for purposes of assigning an NAIC Designation.

Identification and analysis of securities that contain other non-payment risk and
communication of this information by assignment of the NAIC Designation

subscript to such securities.

Other analytical assignments requested by the VOS/TF or members of the
regulatory community; in accordance with the directives, procedures and general
methodologies described in this Manual.

Compile and publish the AVS+ Products in accordance with instructions in this
Manual.

Administer the filing exemption for insurer-owned securities that are assigned
publicly available credit ratings and the verification procedure for securities whose
credit rating is communicated to the issuer in a private rating letter.
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NAIC Designations

37. The SVO’s analysis of credit risk (hereafter defined), is expressed as an opinion of credit
quality by assignment of an NAIC Designation that is notched to reflect the position of
the specific liability in the issuer’s capital structure. Collectively, NAIC Designations as
defined in this Manual describe a credit quality-risk gradation range from highest quality
(least risk) to lowest quality (greatest risk). NAIC Designations express opinions about
credit risk except when accompanied by the NAIC Designation subscript, described

below.

=  Credit risk is defined as the relative financial capability of an obligor to make the
payments contractually promised to a lender. Credit analysis is performed solely
for the purpose of designating the quality of an investment made by an insurance
company so that the NAIC member’s department of insurance can better identify
regulatory treatment.

= Credit risk is assessed by analyzing the information and documentation provided
to the SVO by the reporting insurance company and its advisors. The SVO does
not audit the information submitted and assumes the information to be timely,
accurate and reliable.

= The ability of an insurance company to realize payment on a financial obligation
can be affected by factors not related to credit risk or by the manner in which the

repayment promise has been structured.

= NAIC Designations do not measure other risks or factors that may affect
repayment, such as volatility/interest rate, prepayment, extension or liquidity risk.

= An NAIC Designation must be interpreted by the NAIC member in context of
the NAIC Financial Regulation Standards and Accreditation Program, other
characteristics of the investment, and the specific financial and regulatory status of
the insurance company.

38. The result of the SVO’s credit analysis, expressed as an opinion of credit quality by
assignhment of an NAIC Designation shall be further expanded into NAIC Designation
Categories as, and for the purposes, discussed in this Manual.

NOTE: See “Production of NAIC Designations” in Part T'wo.

Other Non-Payment Risk in Securities

39. The result of the SVO’s analysis of securities for other non-payment risk is expressed by
the assighment of an NAIC Designation Subscript S and the application of the notching
procedures described below.

© 2023 National Association of Insurance Commissioners 13



Part One
Policies of the NAIC Valuation of
Securities (E) Task Force Policies Pertaining to SVO and SSG Operations

NOTE: See “NAIC Designation Subscript §” and “SVO Notching Guidelines” in
Part T'wo.

Authority on Reporting

40. The SVO is assigned to assess investment securities reported by insurers to state regulators
on Schedule D and Schedule BA. For the avoidance of doubt, the SVO’s opinion that an
investment is ineligible for reporting on Schedule D or Schedule BA shall not prevent the
SVO from assigning an NAIC Designation to that investment. The SVO may, but is not
obligated to, notify appropriate state regulators of an insurer’s investment which, in its
opinion, would not or might not be eligible for reporting on Schedule D or Schedule BA,
regardless of the investment’s NAIC Designation status. The SVO shall give its statutory
accounting and reporting opinion, if requested to do so, as part of its Regulatory
Treatment Analysis Service, it being understood that such opinion is not authoritative and
may not reflect the opinion of the relevant state regulator.

Use of Generally Accepted Techniques or Methodologies

41. The SVO may use any analytical technique or financial modeling approach taught in
undergraduate and graduate business school financial analysis curriculum; any analytical
technique otherwise widely or commonly used by lending officers, securities professionals,
credit rating analysts, valuation professionals, statisticians or members of other similar
professions and any special technique of modeling approach that may be appropriate in a
special situation that provides a reasonable assessment of risk or valuation for regulatory
purposes, despite the lack of an express authorization to use any technique or modeling
approach in this Manual.

STRUCTURED SECURITIES GROUP (SSG)

42. The NAIC has determined that it is necessary to establish a staff function to provide NAIC
members with an internal analytical capability to assess risks associated with insurer-owned
securitizations and other complex financially engineered securities. The SSG is established
as the staff function assigned to assess credit and other investment risks in securitizations
and other complex financially engineered securities owned by state-regulated insurance
companies.

NOTE: See Part Four for guidance on topics pertaining to the SSG.

Ongoing SSG Operations

43. The SSG shall conduct the following ongoing operations:
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