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MEMORANDUM

TO: 	 	Philip Barlow (DC), Chair, Life Risk-Based Capital (E) Working Group
 
FROM: 	Dale Bruggeman (OH), Chair, Statutory Accounting Principles (E) Working Group
		Carrie Mears (IA), Vice-Chair, Statutory Accounting Principles (E) Working Group
		
DATE: 		May __, 2021

RE:	SAPWG Response to the Life Real Estate Proposal

The Statutory Accounting Principles (E) Working Group appreciates the opportunity to provide comments to the Life Risk-Based Capital (E) Working Group on the American Council of Life Insurers (ACLI) proposal to modify the treatment of real estate in the life risk-based capital (RBC) formula. This proposal would potentially reduce the life RBC charges for real estate based on the fair value reported. The SAPWG understands the Life RBC (E) Working Group has adopted the structure for this change and is now reviewing whether the factors to be used will reduce charges. In summary, with the limited appraisal provisions of SSAP No. 40R—Real Estate and what appears to be inconsistent historical fair value data reported in Schedule A – Part 1: Real Estate Owned, the SAPWG identifies that relying on fair value amounts reported in Schedule A to influence real estate RBC could create a situation that is susceptible to RBC optimization. The following three points further highlight this conclusion for the Schedule A proposal: 

1. Fair Value Supplemental Disclosure – The fair value reported for real estate captured on Schedule A is only a disclosure element and is not utilized in determining the reported balance sheet amount (book adjusted carrying value - BACV) or a company’s financial condition when exceeding the reported amount. This disclosed fair value is generally considered supplementary information and not subject to audit or verification procedures. 

2. Fair Value only for OTTI – Other than supplemental information, the intent of fair value appraisals / assessment disclosure is for purposes of determining whether an other-than-temporary impairment (OTTI) assessment is required, not for the evaluation of unrealized gains. There are a number of reporting entities that have historically left the fair value field blank for some properties or reported a fair value amount that equals the reported BACV of the real estate. (These zero values / matching BACV reporting represent 39% of Schedule A properties. Detailed data can be provided to the Life RBC Working Group staff.) This reporting has been noted even when recent appraisals have been obtained. If the appraisal supported the balance sheet reported value, some entities simply reported BACV as the proxy for fair value, presumably because there was no incentive to use resources to calculate a different fair value. This proposal will require additional resources from companies to ensure comparability of RBC, potentially creating a disparate impact in RBC calculation between large and small reporting entities if such resources are not readily available. 

3. 5 Year Appraisal – The statutory accounting “every 5-year appraisal requirements for admittance” only impacts real estate that is income producing or held for sale. There is no ongoing appraisal requirement for property that is occupied by the reporting entity. Furthermore, there is no requirement for a current appraisal prior to revising the fair value reported for any of the real estate categories. From a review of the 2020 investment schedule detail, it was noted that some reporting entities made significant changes to the reported fair value, although the last appraisal (if any) occurred years prior. 

In addition to the points raised for the Schedule A proposal, there are additional concerns for this proposal if it is applied to investments captured in scope of SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies and reported on Schedule BA – Other Long-Term Invested Asset as having underlying characteristics of real estate. These Schedule BA concerns are summarized as points 4-6 as follows: 

4. Subjectivity of Schedule BA classification and transparency of movement within – Classification of SSAP No. 48 investments on Schedule BA as having “underlying characteristics of real estate” is subjective. The instructions indicate the investments should have “real estate development interest,” and direct that if the requisite details are not available for reporting, then the investment should be reported in the Schedule BA “Other” category. With a potential reduction of RBC based on fair value (particularly as the “Schedule BA Other” category has the highest RBC charge of all asset classes), this change may result with an increase of SSAP No. 48 investments being classified from "Other” to having underlying real estate interests. Under current RBC factors, the variation between these Schedule BA reporting lines (0.23 and 0.30 respectively) does not create a significant motivation for this reclassification. However, if this comparison were to significantly change – and perhaps result with the elimination of RBC based on fair value differentiation – there is a significant motivation for a company to reassess whether an investment could be considered to have characteristics of underlying real estate. Furthermore, movement between reporting lines on the same schedule does not trigger any regulator indicator for assessment. It is only when investments move from one schedule to another are they captured as disposals and reacquisitions and can be identified. 

5. U.S. GAAP valuation of real estate inside holding company – SSAP No. 48 investments are required to be audited for admittance with the BACV reflecting the reporting entity’s share, calculated using the equity method, of the SSAP No. 48 investment. The equity method begins with cost and is adjusted to reflect gains and losses within the structure not distributed to the investors. Whether those gains / losses reflect fair value changes of the underlying real estate in the SSAP No. 48 structure depends on the measurement method used within the investment structure. Under U.S. GAAP, certain structures may be required to measure holdings at fair value. (If not required, fair value may be an election by the reporting entity.) This could result with significant variation on whether the proposal influences RBC: 

a. SSAP No. 48 structures that account for the underlying real estate at historical cost would likely have a lower BACV and a potential higher fair value on Schedule BA. The lower BACV is already incurring a lower RBC impact, and under the proposal, the RBC impact could be further decreased based on the differential between BACV and fair value. 

b. SSAP No. 48 structures that account for the underlying real estate at fair value would likely have a higher BACV and a lower differential to the fair value reported on Schedule BA. The higher BACV is already incurring a higher RBC impact and would be less likely to be reduced based on fair value under the proposal. 

6. No appraisal requirement for Schedule BA Real Estate – There is no requirement for appraisals of the underlying real estate held within a SSAP No. 48 structure. As such, regardless of whether the underlying real estate is held at fair value in the SSAP No. 48 structure, or if the reporting entity is calculating fair value for the entire SSAP No. 48 structure for reporting on Schedule BA, there are no appraisal requirements to validate the fair value calculation of the underlying real estate property. Pursuant to SSAP No. 100—Fair Value, these fair value calculations can be entity-determined based on the entity’s own assumptions of what a market participant would assume in pricing the asset. Consistent with the comments for the proposal on Schedule A , the fair value column on Schedule BA is only a disclosure element and is not utilized in determining the reported balance sheet amount (BACV) or a company’s financial condition. Other than supplemental information, the intent of the fair value disclosure is for purposes of determining whether an OTTI assessment is required.

In response to these six points, it is noted that incorporating the ACLI proposal in the current year would likely result in inconsistent application in RBC as well as result with an environment that incentivizes companies to potentially inflate reported fair values to optimize their RBC results. Although the SAPWG notes concerns with the use of fair value to influence real estate RBC, if further consideration is supported, the following initial suggestions are offered: 

1. Delay adjusting current factors until at least 2022 to ensure time for examiners to expand procedures to include an assessment of reported fair values on Schedule A and Schedule BA. This would also allow time for companies that have historically not determined fair value beyond the amount needed to support BACV to revise their procedures so that the proposed RBC change will uniformly impact companies. This may not be feasible if Life RBC Working Group decides real estate and bond factors should be updated to start with the same year-end.

2. Establish guidance to restrict fair values used for RBC to the “lesser of” current or prior year reported fair values, or possibly averaging reported fair values across multiple years. Such guidance would prevent reporting entities from increasing fair value in the current year to optimize RBC results or in response to an expected RBC shortfall. This would also allow regulators time to review updated fair value amounts, particularly if there are significant increases from past reported amounts before the increased fair value is used to reduce RBC. 

Summary 
After review of the year-end 2020 reported Schedule A and Schedule BA information and the SSAP No. 40R appraisal requirements and SSAP No. 48 reporting requirements, the Statutory Accounting Principles (E) Working Group has concerns on the reliability and consistency of data with the ACLI proposal to allow reporting entities to reduce RBC through their reported fair value of real estate. Additional time and safeguards are needed to ensure consistent treatment across reporting entities, ensure regulators have procedures in place to assess reported fair value information and prevent situations in which reporting entities can utilize this guidance to optimize RBC results or prevent an RBC shortfall that hinders proper assessment of the entity’s financial condition. 

If you have any questions on this referral response, please contact Dale Bruggeman, Chair of the 
Statutory Accounting Principles (E) Working Group, or Julie Gann, NAIC staff. 

c: Jane Barr, Dave Fleming, Julie Gann, Robin Marcotte, Jim Pinegar, Jake Stultz, Fatima Sediqzad
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