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Summary: 
In 2013, the Working Group began the “Investment Classification Project” with the intent to undertake a comprehensive project to review the investment SSAPs to clarify definitions, scope, and the accounting method / related reporting. This substantive project specifically noted an intent to consider investments that were outside of “investment-type” definitions and consider characteristics to ensure appropriate valuation and reporting. Since origination of the project, the SAPWG has adopted substantive revisions to SSAP No. 26R—Bonds, SSAP No. 30R—Common Stock and SSAP No. 32R—Preferred Stock. Discussion of SSAP No. 43R—Loan-Backed and Structured Securities began in 2019 with a specific focus of underlying equity investments. Since then, the discussion expanded to be a complete review of the SSAP under the investment classification project and thus far has consisted of the following:

· August 2019: Exposed proposed revisions to exclude collateralized fund obligations (CFOs) and similar structures that reflect underlying equity interests from SSAP No. 43R, as well as prevent equity assets from being repackaged as securitizations and reported as long-term bonds. 
· January 2020: Directed comprehensive project and the development of an issue paper to consider revisions to SSAP No. 43R.
· March 2020: Exposed preliminary issue paper for assessment. This issue paper introduced potential options to consider when assessing substantive revisions, focusing on different types of investments based on their characteristics. It began with an initial assessment of “asset-backed securities” under the Code of Federal Regulations (CFR) and items that would not fit within that definition.
· October 2020: Conducted hearing to receive industry comments on the exposed issue paper. Industry comments focused on two main themes: 1) Classification between 26R and 43R and 2) Definition of Asset Backed Security (ABS). After the discussion, Iowa proposed stepping back from the 26R vs 43R discussion with a more holistic principles-based approach to define a bond eligible for reporting on Schedule D-1: Long-Term Bonds (whether 26R or 43R). With this recommendation, the Working Group exposed draft principles for a bond definition as a starting point.
· Since the Fall of 2020, a small group comprised of Iowa, NAIC staff and Industry Reps have been meeting weekly to develop a draft bond proposal for consideration.

The small 43R group has developed a proposed definition to be used for all securities in determining whether they qualify for reporting on Schedule D-1. This proposed definition intends to reflect principle concepts, that focus on substance over form, to ensure appropriate consideration on whether a structure qualifies as an issuer credit obligation or asset-backed security prior to reporting as a bond. 
Key aspects of the proposed definition: 
· A bond represents a credit relationship in substance, not just legal form. 

· Investments with equity-like characteristics or that represent ownership interests in substance, are not bonds. 

· Includes a rebuttable presumption that investments which rely on equity return cash flows are not bonds. The presumption may only be overcome through documented analysis supporting the recharacterization of the underlying equity risks into bond risk through structuring and diversification of collateral. This allows certain investments (such as collateralized fund obligations) that have appropriate structuring and collateral to be reported as bonds, only if properly supported by analysis. 

· Bonds are either issuer obligations or asset-backed securities (ABS).

· Issuer obligations are supported primarily by the general creditworthiness of an operating entity or entities. Examples of issuer obligations have been expanded to include project finance bonds issued by operating entities, bonds issued by REITs or similar property trusts, bonds issued by closed-end funds and other operating entities registered under the 1940 Act, and equipment trust certificates (ETCs), EETCs and credit tenant loans (CTLs) when payment is fully supported by a lease to an operating entity. 

· ABS are issued by entities that have a primary purpose of raising debt capital backed by collateral that provides the cash flows to service the debt. Although typically issued by special purpose entities (SPVs). An SPV is not a necessary component in classifying as an ABS. ABS shall be backed by either financial assets or cash-generating non-financial assets. 
· SSAP 103R defines a financial asset as cash, evidence of an ownership interest in an entity, or a contract that conveys to one entity a right (a) to receive cash or another financial instrument from a second entity or (b) to exchange other financial instruments on potentially favorable terms with the second entity. Per the bond definition, financial assets do not include assets for which the realization of the benefits depends on the completion of a performance obligation (e.g., leases, mortgage servicing rights, royalty rights, etc.). These assets represent non-financial assets, or a means through which non-financial assets produce cash flows, until the performance obligation has been satisfied.

· To qualify as a bond, an ABS must put the investment holder in a different economic position than owning the collateral directly. This is a requirement for all ABS regardless of the collateral backing the investment. This is accomplished through sufficient credit enhancement (process to absorb losses), overcollateralization, or other forms of guarantees or recourse.

· To qualify as a bond, cash-generating non-financial assets backing ABS shall be expected to generate a meaningful source of cash flows for repayment of the bond, other than through the sale or refinancing of the assets. (The nature of the non-financial assets must lend itself to the production of fixed-income-like cash flows.)
· Determination of sufficient credit enhancement and meaningful cash flows are determined at origination and are the responsibility of the insurer reporting entity. Documentation of the analysis shall be maintained and provided to regulators / auditors to support bond determination. Examples to assess sufficiency and meaningful are included in the proposed definition.

· The principle concepts included in the proposed definition are intended to apply to all investments subject for inclusion on D-1. As such, specific consideration for certain investments (such as CTLs) may no longer be applicable. As detailed in the proposed definition, CTLs fully supported by a current lease would be considered an issuer obligation. CTLs that have residual risk (not fully supported) would be subject to the ABS provisions of sufficiency and meaningful. 
Although the proposed definition includes the principle concepts for the bond definition, discussions and developments are still required on the following aspects: 
· Proposal to improve transparency and reporting for Schedule D-1 items. This is planned to revise the existing reporting lines / categories and include more granular / descriptive reporting lines as well as a potential sub-schedule to identify items that have underlying equity risk or that do not self-liquidate. (Discussions on this item by the small group is expected to begin during the definition’s exposure period.)  

· Inclusion of actual revisions to the SSAPs to incorporate the bond definition as well as the development and adoption of an issue paper to document the discussions and revisions in developing the bond definition. (This work is not anticipated until after the proposed bond definition has been exposed and comments have been considered.)  

· Development of accounting and reporting guidance for investments that do not fit the scope of SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies and that do not qualify under the bond definition. The current reporting guidance on Schedule BA only permits SSAP No. 48 items and private equity items to have NAIC designations for RBC impact. Additionally, the guidance in SSAP No. 48 requires audited financial statements for admittance and this provision may not be applicable for investments that may be captured on BA as they do not meet the principles for bond reporting. 
· Consideration of transition guidance. It should be clearly noted that wide-spread grandfather provisions are not expected. As such, investments that have previously been reported as bonds may be required to move to BA (or another schedule) in accordance with the bond definition. However, consideration is expected on how to assess existing investments in determining whether they qualify for bond reporting at transition. It is recognized that assessing investments per historical origination date information may not be feasible.
Recommendation:

NAIC staff recommends that the Working Group expose the proposed bond definition for a public comment period ending July 15, 2021. 

The focus of this exposure is specific to the proposed bond definition, but comments on future developments (such as reporting changes on Schedule D-1, development of accounting and reporting guidance for items that do not qualify for bond reporting, transition guidance, etc.) may also be submitted to assist in the development of these items. 

ANY OTHER MATTERS
a. Life Risk-Based Capital (E) Working Group – Referral (Julie) (Attachment B) & Draft Response (Attachment C) 
On April 26, 2021, the Life Risk-Based Capital (E) Working Group sent a referral to SAPWG requesting consideration on the accounting and reporting aspects of an American Council of Life Insurers (ACLI) proposal to modify the treatment of real estate in the life RBC formula. Per the referral, one aspect included is the incorporation of an adjustment to the factor applied based, in part, on the fair value of real estate reported in the annual statement. This proposal requests this treatment for real estate reported on Schedule A: Real Estate and for items captured as “Joint Venture, Partnership, or Limited Liability Company Investments with the Underlying Characteristics of Real Estate” (reporting lines 219999 and 229999 on Schedule BA).
After considering the use of fair value on these Schedules (which has historically only been used to support BACV from an OTTI), the inconsistent reporting of fair value on Schedule A and BA and the limited appraisal requirements in SSAP No. 40—Real Estate Investments, a draft response has been prepared to note comments and concerns with this proposal based on accounting and reporting provisions. This response highlights that using reported fair value to reduce RBC creates a situation that is susceptible for RBC optimization. 
b. Credit Tenant Loans – VOSTF Referral Response & INT 20-10 Update (Julie) (Attachment D)
On Jan. 22, 2021, the Working Group provided a referral to the Valuation of Securities (E) Task Force pursuant to the discussion and direction that occurred in 2020 regarding credit tenant loans (CTLs). This referral requested the Task Force to provide comments on the following: 
· Whether it is appropriate to revisit the 5% residual asset risk threshold as a restriction for conforming CTLs. If applicable, a recommendation of an appropriate residual risk threshold.

· 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).
· 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.

· To the extent possible using best efforts, on 1) how many CTLs originally exceeded the residual risk threshold but were later considered as “conforming” due to mitigating factors, and 2) the nature of those factors (i.e., a residual risk insurance policy).
The Task Force provided a detailed response to this referral on May 1, 2021. As the referral response was just recently received, NAIC staff will be reviewing the response and discussing next steps regarding CTLs with the Working Group. Further discussion is expected during the interim or the Summer National Meeting.
In addition to the public information, a regulator-only addendum was provided to detail the nonconforming CTLs that were filed with the SVO in accordance with INT 20-10. Since this is investment specific data, and could be utilized to identify holdings at insurers, this has been provided as a regulator-only memorandum. 

c. INT 20-10: Reporting Nonconforming Credit Tenant Loans (Attachment E)
In response to the Valuation of Securities (E) Task Force agenda item to consider edits to filing exempt requirements, tentative revisions have been proposed to INT 20-10. These revisions intend to prevent a situation in which the interpretation may require use of SVO-assigned designations beyond what is required in the Purposes and Procedures Manual of the NAIC Investment Analysis Office (P&P Manual). The Task Force will consider action on their item during their upcoming May 24 call. The Working Group is requested to consider action to expose this item, contingent on the Task Force action. If the Task Force exposes, then the Working Group exposure period will match the Task Force exposure. If the Task Force adopts their item, then the Working Group will expose the revised INT for a 2-week period, and if the Task Force withdraws or delays action, then the Working Group exposure will not occur. As an alternative, the Working Group could wait to take action until after the Task Force meeting and complete an evote to expose at that time. 
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