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				Attachment I
Date:	August 26, 2021 

To: 	Kevin Fry, Chair, Valuation of Securities (E) Task Force 

From:	 Dale Bruggeman, Chair, Statutory Accounting Principles (E) Working Group
  
RE:	Referral Response: Unrated Subsidiary Obligors in WCFI transactions

Summary – Pursuant to the referral received July 28, 2021, the Valuation of Securities (E) Task Force exposed a policy change that would direct the SVO to rely upon the NAIC designation of an unrated subsidiary obligor’s parent entity for Working Capital Finance Investments (WCFI), without notching for the subsidiary. A referral was provided to the Statutory Accounting Principles (E) Working Group, as a qualifying NAIC designation of the obligor is a required element for admittance of WCFI receivables under SSAP No. 105R—Working Capital Financial Investments.  

The Working Group has considered this exposure and acknowledges that establishment of NAIC designations is within the purview of the Task Force. However, the provisions within SSAP No. 105R were established in accordance with the historical approaches utilized in determining NAIC designations which allowed the SVO to apply its credit substitution methodology as it does for other asset classes. The proposed policy would require the SVO to imply an NAIC designation to an unrated entity based on the parent entity’s credit quality without guarantees or other legally-binding provisions that provide assurance that the parent will be legally or contractually obligated to financially cover the obligations of the unrated entity. Although, for a given program, and not related to the parent/sub relationship, the SVO may notch or otherwise not give a rating to that program.

If the Task Force chooses to move away from the historical application of financial analysis and use of the credit substitution methodology in determining NAIC designations for WCFI programs, the Working Group may deem it necessary to incorporate additional guardrail provisions to SSAP No. 105R as the NAIC designation of the obligor may no longer provide the intended safeguard for WCFI programs. As WCFI are complex arrangements, the credit quality of the obligor – who is ultimately responsible for satisfying the debt owed to the insurance reporting entity – is of paramount importance. Furthermore, the referral and exposure documentation memo seem to understand this dilemma, as it specifically identifies that “no generally accepted analytical technique or methodology supports the assumption that a parent entity will necessarily support its subsidiary in times of financial distress.” Consideration of changes that the Working Group would deem necessary, if any, would be expected to occur after any such edits to the P&P manual are adopted.

If the Task Force chooses to move forward with the issuance of “implied” NAIC designations to unrated entities for WCFI programs, the Working Group offers the following two components for additional consideration: 

1. The exposed P&P Manual language seems to contradict with SSAP No. 105R, paragraph 7. Specifically, the Task Force language identifies that the implied approach is an alternative method to obtaining an NAIC designation. If the Task Force is going to permit an implied approach to an unrated sub, then to avoid conflicts with SSAP No. 105R, this implied designation would need to be considered an “NAIC Designation.” If the guidance is adopted with the inconsistency, the guidance in SSAP No. 105R requiring an NAIC designation would be the authoritative guidance. Therefore, the Working Group would recommend coordination to address any inconsistencies. 

2. Although the implied designation would need to be considered an “NAIC Designation” to satisfy the requirements of SSAP No. 105R, the Working Group recommends that NAIC designations determined under the implied methodology have a specific identifier so that WCFI programs with rated obligors and unrated obligors can be separately identifiable by state insurance regulators. This is considered necessary as without this identification, regulators could erroneously conclude that an unrated obligor has been individually determined to be of high-credit quality, or that the parent entity has guaranteed or is otherwise legally obligated to pay the obligations of the unrated entity. 

[bookmark: _bookmark2][bookmark: _bookmark1][bookmark: _bookmark0]The Working Group appreciates the referral from the Task Force and opportunity to provide comments. Please direct any questions or responses to the Chair of the Working Group, or NAIC SAPWG Staff. 

CC:	Carrie Mears, Vice-Chair, Valuation of Securities (E) Task Force 
Charles A. Therriault, Director, NAIC Securities Valuation Office (SVO)
Marc Perlman, Managing Investment Counsel, NAIC Securities Valuation Office (SVO)
Julie Gann, Assistant Director, NAIC Financial Regulatory Services
Robin Marcotte, Senior Manager II, NAIC Financial Regulatory Services
James Pinegar, Manager II, NAIC Financial Regulatory Services 

https://naiconline.sharepoint.com/teams/FRSStatutoryAccounting/National Meetings/A. National Meeting Materials/2021/8. August 10 - Reg Only/SAPWG response to VOSTF on WCFI - Unrated Subs (8-10-21DRAFT).docx
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