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TO: 	Dale Bruggeman, Chair of the Statutory Accounting Principles (E) Working Group
Members of the Statutory Accounting Principles (E) Working Group 

FROM:	Charles A. Therriault, Director, NAIC Securities Valuation Office (SVO)	
Marc Perlman, Managing Investment Counsel, NAIC Securities Valuation Office (SVO)

CC:	Kevin Fry, Chair, Valuation of Securities (E) Task Force
Members of the Valuation of Securities (E) Task Force 
Eric Kolchinsky, Director, NAIC Structured Securities Group (SSG) and Capital Markets Bureau

RE:	Credit Tenant Loan referral from the Statutory Accounting Principles (E) Working Group 

DATE:	May 1, 2021

In this memorandum and the subsequent responses to the questions from the Working Group in its communication of Jan. 22, 2021, the SVO would like to reflect its continued strong support for this asset class and the re-assessment of the current 5% cap on balloon payments in credit tenant loan (CTL) transactions.  We thought it was important to highlight some of the unique characteristics of these investments and the potential risks posed by greater reliance on the residual value of the underlying property and increased reliance on rating agencies. 

Credit Tenant Loan Overview
CTLs are a type of commercial real estate financing secured by one or more properties leased to a credit tenant.  CTL structures are unique in that the credit risk is based solely upon the lessee's credit worthiness instead of the value of the real estate collateral. Pursuant to the lease terms of a CTL, the credit tenant is obligated to make rent payments regardless of casualty or condemnation and assumes responsibility for all operating, maintenance, and insurance expenses and real estate taxes with no lease "outs" (ways to avoid making lease or associated payments).  Any obligations retained by the landlord, such as payment of maintenance, must be addressed though insurance or another acceptable mitigant.  Additionally, CTLs are structured so that lease payments are available to timely pay the debt service, including the full amortization of the principal, along with all other costs related to the property.  The investors benefit from a security interest in the real estate collateral but this protection only serves to benefit the noteholders if the lessee defaults on rent leading to a default on note payments.   

Balloon Payments
The current Purposes and Procedures Manual of the Investment Analysis Office (the P&P) guidance permits balloon payments in CTL transactions of up to 5% of the original loan balance which do not correspond to a lease payment.  This balloon amount can be greater so long as the risk is appropriately mitigated through residual value insurance or another mitigant.  Since the final lease payment will not cover the balloon payment owed under the note, balloon payments are dependent on the proceeds from the landlord’s re-leasing of the property necessary for refinancing the debt or, failing that, its sale.  Balloon payments therefore expose the noteholder to the residual value of the property and the risk that it might not be sufficient to cover the remaining balance of the note.  

“Dark Value”
The value ascribed to real estate collateral is often called its “dark value.”  Dark value is estimated from the possible future re-leasing of the commercial property and includes lump-sum charges for lost rent, re-tenanting costs, brokerage costs, brokerage fees, unreimbursed maintenance, and other holding-period or re-leasing expenses.  The existing 5% limit of on balloon payments in the CTL guidelines minimizes the exposure to the real estate collateral’s dark value.  However, with each percent increase in balloon payment size there is a lockstep increase in the residual exposure to the property’s dark value and the ability to re-lease the asset at a sufficient rate.  

The SVO’s Opinion 
The Working Group has asked the SVO whether it thinks it appropriate to revisit the 5% residual threshold in the CTL guidelines and, if so, to recommend an appropriate residual threshold.  The SVO thinks the residual threshold should be revisited but we do not have a specific threshold to recommend. The SVO can assess the risk of, and assign NAIC Designations to, transactions with any level of residual exposure that the Working Group and Task Force approves, from 0% to 100%.  The debt markets are awash in securities with repayment contingent on the re-leasing or liquidation of an asset and residual exposures at all levels, including greater than 100%.  This shift in risk from the lessee's credit worthiness to the collateral asset's value can apply to any security backed by leased assets, whether they be railcars, aircraft, aircraft engines, vessels, shipping containers, etc., if repayment of the loan is dependent in part on the future re-leasing or sale of the asset.  The appropriate residual threshold is really a question of what constitutes a bond for financial solvency, regulatory and statutory accounting purposes and, more specifically, what amount of residual exposure (i.e. direct exposure to an underlying asset at the end of an investment) should be permitted in insurance companies' debt investments. The SVO is not well positioned to answer with a specific threshold because its primary responsibility is credit assessment, which can performed on any level of residual risk, but would suggest the Working Group consider the financial effect to the investor of having to rely upon the future re-leasing of the property in order to refinance the debt or the sale of the asset for payment at maturity.    

“Asset-Backed Securities” pursuant to Regulation AB
There have been recommendations for a 50% residual threshold based on the definition of “Asset-Backed Security" under the U.S. Securities and Exchange Commission’s (SEC) Regulation AB (17 CFR § 220.1101).  Regulation AB dictates the disclosure and reporting requirements for publicly offered asset backed securities which, as defined in the regulation, includes non-auto lease backed securities with residual exposures up to, but not including, 50%, by dollar amount, of the securitized pool balance.  The residual threshold drops to 20% if the securities are offered as part of a shelf registration. The regulation was intended to provide for better disclosure of asset level information and, by providing investors with timely and sufficient information, to reduce the likelihood of undue reliance on credit ratings.  A security with greater than 50% residual exposure could also be registered with the SEC but with different disclosure and reporting requirements. Likewise, a security with 49% residual exposure which meets the Regulation AB definition of “Asset-Backed Security” could be privately placed.  Neither security would be subject to Regulation AB, but we would assert both are “asset-backed” securities.  We make this point to demonstrate that the Regulation AB definition of Asset-Backed Security, while convenient, is not necessarily a compelling basis for determining a level of residual exposure compatible with NAIC’s regulatory objectives.  According to the SEC’s 2004 proposing release for Regulation AB (SEC Release Nos. 33-8419; 34-49644) the SEC arrived at the 50% threshold “after reviewing residual value percentages for typical lease-backed securitizations.”  The SEC’s disclosure regulations and regulatory objectives should not necessarily influence the NAIC’s regulatory financial solvency objective; one clear lesson from the Great Recession of 2007-2008 was that market convention and acceptance should not drive NAIC regulatory policy.  

Rating Agencies
[bookmark: _Hlk68862510]Markets will create any security an investor is willing to buy.  Likewise, there is no limitation or restriction on what can be assigned a credit rating and one should never assume that because a security has a credit rating it is an appropriate investment for NAIC regulatory purposes.  The SVO staff believes there is substantially less risk to investors when the residual asset exposure is limited. This is true for all securities that may have a residual asset exposure because there is far less transparency and consistency in assessing the risk of the residual asset, especially for small pools of non-commoditized assets like real estate.  (We intentionally make the distinction between small pools of non-commoditized assets and large pools of commoditized assets, such as auto lease ABS, because it is possible to more accurately estimate cashflows for traditional asset backed securities, including the proceeds from the sale of the assets at the end of each lease, thereby more accurately mitigating residual asset risk.)  The next few examples highlight the increase in variability and inconsistency in assessment of risk, even among rating agencies, for securities with large residual exposures. 

The SVO staff has observed very different treatment by rating agencies of the valuation and refinancing or liquidation risk presented by exposure to the residual asset.  Some rating agencies notch downward significantly from the rating of the lessee when there is substantial lease renewal and refinancing risk associated with the repayment of principal, while others notch up based on the property valuation. The assumptions and bases for property valuations, the biggest driver of risk when there is a large residual exposure, can vary significantly across the rating agencies. Some using capitalization rates, a key component of the valuation, in the 6.50-16.50% range depending upon the property type and location.  Others do not provide stated capitalization rates in their methodology but apply rates in a lower narrower range of 6.00-7.50% in reports that we have seen leading to substantially higher valuations.  These methodology difference have led to valuation difference of greater than 30-40% which significantly impact loan-to-values ratios.  

One recent publicly rated (Nov. 2020) real estate lease backed transaction had a 76% residual exposure at maturity in 2035 for a facility leased by a U.S. government entity.  The rating on the security was notched downward five times to "A2" from the U.S. government's "AAA" rating and is now under ratings review for possible downgrade (Dec. 2020). Other rating agencies have taken the opposite approach and notched upward above the lessee's credit rating based on the collateral and the loan-to-value ratio, in some cases raising the transaction's credit rating two to five notches above the lessee's credit rating. For example, a non-conforming CTL transaction with a "BBB" rated large international company as tenant and a 37% residual exposure was rated "A+".  In another transaction, the lessee was rated "BBB-" but the non-conforming CTL was rated "AA-" despite a 100% residual exposure.  While these are only a few examples, they reflect the varied and highly inconsistent treatment of the risk of residual asset exposure and valuation across rating agency methodologies. It is the SVO staff’s opinion that these methodology inconsistencies should be addressed if these securities are to be considered eligible for Filing Exemption.  The ratings on other lease-backed securities may have similarly varied and inconsistent treatment but the SVO has not yet reviewed those security types in detail.  We note that in the adopting release for revisions to Regulation AB in 2014 (Release Nos. 33-9638; 34-72982), the SEC, in referring to the financial crisis of 2007-2008, wrote, “The failures of credit ratings to accurately measure and account for the risks associated with certain asset-backed securities have been well documented,” and, “The collapse of these ‘investment-grade’ rated securities was a major contributor to the financial crisis, and demonstrated the risks to investors of unduly relying on these securities’ credit ratings without engaging in independent due diligence.”  

Specifically, responding to the Working Group's questions, the SVO staff's responses are below:

· Whether it is appropriate to revisit the 5% residual asset risk threshold as a restriction for conforming CTLs.	

The Task Force's adoption of the 5% residual asset risk threshold was generous under the CTL guidelines since it permits some exposure to the underlying real estate collateral in transactions assessed based on the credit worthiness of the lessee and allows them to be reported as a bond with comparable accounting and risk-based capital (RBC) treatment. Since the P&P guidance was adopted in the early 1990s, additional investment structures have been created to securitize lease payments for many types of assets well beyond the commercial real estate financing of CTLs and with residual asset exposure far in excess of 5%.  In acknowledgment of the changes to the lease backed securities market since the CTL guidelines were adopted, the SVO recommends that the Working Group and Task Force re-consider the current 5% residual exposure threshold for CTLs and possibly for other lease-backed securities. As noted in several industry comments, CTLs have consistently performed well for insurers under the existing standards and the SVO believes that historical performance is directly related to the current structural framework, required mitigants and review process. 	 

· If applicable, a recommendation of an appropriate residual risk threshold.

[bookmark: _Hlk69136978]The SVO suggests limiting the residual asset risk exposure for CTLs and, possibly, for other lease-backed securities as well.  As mentioned previously, as residual asset exposure increases, the security develops risk characteristics more like that of the underlying asset than that of an investment security making periodic payments of interest and principal.  There are also separate reporting, statutory accounting, RBC, and investment limitations that would be applicable to the underlying assets were they to be held directly as an investment.  Furthermore, the exposure is residual, meaning only determinable at or near maturity when the asset needs to be either re-leased or sold to satisfy note payment obligations.  The P&P defines CTLs as being, " mortgage loans that are made primarily in reliance on the credit standing of a major tenant."  Therefore, at a minimum, a “primarily” standard would be appropriate, meaning no residual exposure should be 50% or greater.   The SVO staff believes that even 50% is a very high exposure to the underlying collateral asset's re-leasing or salability risk, meaning that at maturity the noteholder’s risk of repayment of the remaining outstanding half of its principal is directly tied to the value of the underlying real estate and the ability to re-lease the asset at a sufficient rate.  (If held directly, a mortgage loan on real estate is reported on Schedule B.)  A lower residual threshold would lessen that risk.  Industry has often pointed to the strong performance of CTLs through times of economic distress.  However, until now all CTLs filed with the SVO have been conforming CTLs with minimal residual exposure.  We do not know how a CTL with a larger residual exposure would perform should the balloon payment come due and the property need to be re-leased or sold in a year when commercial real estate values are suppressed.  Ultimately, the Working Group and the Task Force will need to decide, from a regulatory risk and reporting perspective, how much exposure to any small pools (including single asset pools) of non-commoditized assets is appropriate to still be reported on the bond schedule with an NAIC Designation and receive commensurate RBC treatment.  The SVO will be able to assign an NAIC Designation to whatever residual threshold, 0% to 100%, the Working Group and Task Force ultimately decide upon.     

· Whether other mechanisms or compensating controls (beyond a residual risk insurance policy) could be incorporated as a mitigating factor for CTLs that exceed the 5% residual risk threshold (or a threshold as recommended).	

Yes.  Residual risk insurance is the most common mitigant to residual risk, but the SVO would accept other mitigants including, but not limited to, non-cancellable guarantees, cash escrows and reserves, excess rent set asides and recourse to the lessee.  We would propose that a list of mitigants not be limiting but rather examples, so that we can assess and make a determination on any proposes mitigant.	

· A listing of the nonconforming CTLs that were filed with the SVO in accordance with the direction of Interpretation (INT) 20-10. Please include high level details including outstanding principal and NAIC designation assigned by the SVO.	

The SVO has received 61 CTLs from when the INT 20-10 was issued through Apr. 21, 2021. There were 16 conforming CTLs ($0.406 billion), 27 non-conforming CTLs ($0.789 billion) and 18 transactions still pending documentation and review ($0.414 billion). The typical outstanding documentation included: primary legal agreement, CTL evaluation form,  mortgage, residual value insurance, lease agreement, condemnation insurance, appraisal, and assignment of lease and rents.  The list of security IDs and descriptions for non-conforming CTLs has been included in a regulator-only addendum. 	After reviewing the data for existing CTLs filed in 2020, we thought it was important to highlight that there is no universal issue description for these investments, making them difficult to identify.  For the 1,018 CTLs filed with the SVO in 2020, 130 were identified as a CTL, 113 were identified as lease related, 326 were trust certificates, 160 were pass-thru certificates, 61 had no security type description, and the remaining 228 were various types of notes or certificates.  Without reviewing the actual legal agreements and their terms, it will be very difficult to identify these securities without an insurer providing them to the SVO and the SVO identifying them in NAIC systems for all regulators.	 

In addition, the Working Group is also requesting information, to the extent possible, using best efforts, on (1) how many CTLs originally exceeded the residual risk threshold but were later deemed “conforming” due to mitigating factors, and (2) the nature of those factors (e.g. a residual risk insurance policy).
	
	Primary Non-Conforming Issue
	Count

	Balloon >5% and <25%
	2

	Balloon >25% and <50%
	6

	Balloon >50% and <75%
	3

	Balloon >75% and <100%
	0

	Balloon >=100%
	9

	No casualty or condemnation gap insurance
	6

	Transaction involves keep-well agreement
	1

	
	27



To put these numbers into perspective, the SVO staff reviews over 1,000 CTL transactions each year. During the three-year period from 2018 to 2020, the yearly filing average was 1,203 CTL filings comprising: 86 initial filings, 1,112 annual update filings, and 2 material change filings. The SVO has developed extensive experience reviewing CTL transactions. 

We hope that the Task Force and Working Group find this report useful as they deliberate this important issue.	
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