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Note: These minutes are in draft form and undergoing internal review. 

The Statutory Accounting Principles (E) Working Group of the Accounting Practices and Procedures (E) Task Force met via conference call Oct. 13, 2020. The following Working Group members participated: Dale Bruggeman, Chair (OH); Kevin Clark  and Carrie Mears, Vice Chairs (IA); Richard Ford (AL); Kim Hudson (CA); Bill Arfanis (CT); Rylynn Brown (DE); Eric Moser and Kevin Fry (IL); Stewart Guerin (LA); Judy Weaver (MI); Doug Bartlett (NH); Bob Kasinow (NY); Melissa Greiner and Kim Rankin (PA); Jamie Walker (TX); Doug Stolte and David Smith (VA); and Amy Malm (WI). 
 
1. Adopted Non-Contested Statutory Accounting Revisions During its Public Hearing

The Working Group held a public hearing to review comments (Attachment One-A and One-B) on previously exposed items. 

Mr. Hudson made a motion, seconded by Ms. Mears, to adopt the statutory accounting revisions detailed below as non-contested statutory accounting revisions. The motion passed unanimously.

a. [bookmark: _Hlk40449663]Agenda Item 2020-31

[bookmark: _Hlk53584716]Mr. Bruggeman directed the Working Group to agenda item 2020-31: Early Application of SSAP No. 32R—Preferred Stock (Attachment One-C). Jim Pinegar (NAIC) stated that this nonsubstantive agenda item incorporates edits, in response to industry request, to allow the substantively revised SSAP No. 32R, adopted July 30 with a Jan. 1, 2021 effective date, to be early adopted for year-end 2020. He stated that industry did not have any comments on the exposed edits. 

b. Agenda Item 2020-26

Mr. Bruggeman directed the Working Group to agenda item 2020-26: ASU 2015-10, Technical Corrections & Improvements (Attachment One-D). Julie Gann (NAIC) stated that this nonsubstantive agenda item proposes to reject ASU 2015-10 in Appendix D—Nonapplicable GAAP Pronouncements as not applicable to statutory accounting. She stated that this ASU was issued to update the Financial Accounting Standards Board (FASB) Codification for minor corrections or clarifications. She stated that each modification was reviewed for statutory accounting with rationale detailing the recommendation for statutory accounting rejection. She stated that industry did not have any comments on the exposed intent to reject in Appendix D. 

c. Agenda Item 2020-27

Mr. Bruggeman directed the Working Group to agenda item 2020-27: ASU 2019-09, Financial Services – Insurance; Effective Date (Attachment One-E). Fatima Sediqzad stated that this nonsubstantive agenda item proposes to reject ASU 2015-10 in Appendix D—Nonapplicable GAAP Pronouncements as not applicable to statutory accounting. She stated that this ASU was issued to defer the effective date of the amendments in ASU 2018-12, Targeted Improvements to the Accounting for Long-Duration Contracts, which was previously rejected for statutory accounting. She stated that industry did not have any comments on the exposed intent to reject in Appendix D. 

d. Agenda Item 2020-28

Mr. Bruggeman directed the Working Group to agenda item 2020-28: ASU 2020-01, Investments, Equity Securities (Topic 321), Investments – Equity Method and Joint Ventures (Topic 323), and Derivatives and Hedging (Topic 815), Clarifying the Interactions between Topic 321, Topic 323 and Topic 815 (Attachment One-F). Ms. Sediqzad stated that this nonsubstantive agenda item proposes to reject ASU 2020-01 in SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies, SSAP No. 86—Derivatives, and SSAP No. 97—Investments in Subsidiary, Controlled and Affiliated Entities. She stated that the interaction addressed in ASU 2020-01 related to the guidance issued in ASU 2016-01, Financial Instruments, Recognition and Measurement of Financial Assets and Financial Liabilities, which allowed entities to measure certain equity securities at cost, less impairments. As the guidance in ASU 2016-01 was rejected for statutory accounting, ASU 2020-01 would also not be applicable for statutory accounting. She stated that industry did not have any comments on the exposed intent to reject ASU 2020-01 in SSAP No. 48, SSAP No. 86 and SSAP No. 97.  

e. Agenda Item 2020-29

Mr. Bruggeman directed the Working Group to agenda item 2020-29: ASU 2020-05, Effective Dates for Certain Entities (Attachment One-G). Jake Stultz (NAIC) stated that this nonsubstantive agenda item proposes to reject ASU 2020-05, Revenue From Contracts with Customers (Topic 606) and Leases (Topic 842), Effective Dates for Certain Entities in Appendix D—Nonapplicable GAAP Pronouncements as not applicable to statutory accounting. He stated that this ASU was issued to update the effective dates for ASU 2014-19, Revenue from Contracts with Customers and ASU 2016-02, Leases (Topic 842), and both of those ASUs were rejected for statutory accounting. He stated that industry did not have any comments on the exposed intent to reject in Appendix D. 

2. Heard Comments and Discussed the SSAP No. 43R Issue Paper / Agenda Item 2019-21

The Working Group held a public hearing to review comments (One-B) on specific topics reflected in the comments received on the SSAP No. 43R exposed issue paper. 

Mr. Bruggeman directed the Working Group to agenda item 2019-21: SSAP No. 43R—Loan-Backed and Structured Securities. Julie Gann (NAIC) stated that the Working Group has a project to review SSAP No. 43R. She stated that this project originally started from noted investments with equity risk, particularly with collateralized fund obligations (CFOs), but was expanded in January 2020 to be a comprehensive review of SSAP No. 43R in accordance with the Working Group’s Investment Classification Project. Ms. Gann stated that on March 18, the Working Group exposed an initial issue paper for public comment. This issue paper was in the form of a discussion document, as it did not contain any tracked changes to statutory accounting principles, but instead identified a variety of issues and potential concepts to consider for possible revisions. She stated that in response to industry request due to COVID-19, the comment deadline was extended to July 31, and one comment letter was received from interested parties. Ms. Gann stated that the comment letter was very detailed, at 67 pages, and included several elements. However, she stated that the comment letter included two key themes that would need to be addressed before moving forward with other aspects. She stated that the purpose of the current meeting was to hear comments and focused discussion on the two topics: 1) Classification of certain investments in the scope of SSAP No. 26R—Bonds or SSAP No. 43R—Loan-backed and Structured Securities, and 2) Definition of an Asset-Backed Security. Ms. Gann stated that the distributed agenda includes many discussion points on these topics as well as specific excerpts from the interested parties’ comment letter. 

Mike Reis (Northwestern Mutual), representing interested parties, stated that he hopes the Working Group has read the detailed interested parties’ letter, noting that while long, it is important. He stated that the issues that the NAIC staff are trying to solve are complicated, technical, nuanced and have real world ramifications. He stated that it should first be clear that interested parties are committed to helping address regulator concerns. Mr. Reis stated that the interested parties are committed to transparency surrounding the nuances of the issues involved as well as full transparency surrounding visibility into investments that may be problematic for regulators, and he hopes the comment letter is perceived as reflecting that intent. He stated that the SSAP No. 43R project is likely the most complicated issue he has been involved in and it certainly has the attention of industry with its potential for significant negative investment consequences. Mr. Reis stated that he has had several discussions with various industry representatives, and a key question that often arises is clarity on the problem the regulators are trying to solve.  Mr. Reis stated that that original agenda item was focused on certain CFOs where interest and/or principal moves up or down with equity performance, and perceived abuses in attempting to arbitrage NAIC investment RBC by packaging Schedule BA assets into an special purpose vehicle (SPV), and with an SPV issuance, creating a bond for a lower RBC charge. He stated that industry agrees that these are abusive practices, are not reflective of bonds, and they want to help address these issues. 

Mr. Reis stated that the specific scenarios identified, such as with certain CFOs, is just a single manifestation of a larger perceived problem with specifically tailored securities, often referred to as “bespoke” securities. He provided characteristics of these securities, noting 1) they are almost always in an SPV, 2) they are often in the private letter space where regulators (and the SVO, as the “eyes and ears” of regulators) do not have visibility into these types of investments, and 3) they often have a related party component. He stated that the specific CFOs and principle-protected notes (PPN) are two examples where perceived abuses have been noted by regulators, but there is regulator concern that these situations potentially reflect just the tip of the iceberg and there are other similar abusive type of investments for which regulators do not believe should be reported on Schedule D-1 as long-term bonds. Mr. Reis stated that this information is an important backdrop for the issues planned for discussion, as the discussion only makes sense if everyone is focused, and in agreement with, the problem to be solved. 

Mr. Reis stated that for the noted problem, industry has five proposed suggestions that they believe will go a long way towards solving the problem: 

1. Interested parties have responded to the Valuation of Securities (E) Task Force “bespoke” securities exposure offering full transparency into all existing investments subject to a private letter rating. This will allow for the identification of further abusive investments within this space, both currently and on an ongoing basis.

2. Per the comment letter submitted for this SSAP No. 43R project, interested parties have noted that all affiliated investments are not filing exempt, per the NAIC Purposes and Procedures Manual of the NAIC Investment Analysis Office (IAO) and need to be filed with the SVO for a designation.  However, as affiliated investments are only a subset of related party investments, interested parties have suggested it may be appropriate to take on this issue separately if the current filings do not capture all investments of concern.  

3. Interested parties have offered up clarifying guidance, in a letter dated October 2019, that would prohibit moving assets from one reporting schedule to another (for example, from schedule BA: Other Long-Term Assets to schedule D-1: Long-Term Bonds) if the transaction does not meet the accounting definition of a “sale” per SSAP No. 103R—Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. Interested parties believe this would help eliminate such abuses, especially in conjunction with the first two discussion items.

4. Interested parties have offered to help define safeguards on CFOs, so abuses can be eliminated, but in a way that does not eliminate the many good types of CFOs as viable investments. Interested parties believe this is similar to what the Iowa Insurance Division is going to propose. 

5. Interested parties are supportive of additional granular disclosure surrounding investments that regulators deem appropriate. For example, putting all CFOs in one spot on Schedule D-1, perhaps in bifurcated categories such as closed-end fund debt or other types of CFOs and/or the amount of overcollateralization. This approach could be extrapolated to other investments where there is a regulator need for more information about specific risk profiles.
Mr. Reis stated that with the current discussion focus, interested parties believe that any security that meets the definition of a bond in SSAP No. 26R—Bond should be reported as a bond and reported on Schedule D-1, with the exception of identified special cases, such as PPNs or other identified abuses. With this statement, he noted an important question to address is whether moving anything captured in an SPV or trust from SSAP No. 26R into SSAP No. 43R helps to solve the underlying problem. Mr. Reis said that interested parties would prefer to refrain, at least for the time being, on debating whether the changes made to SSAP No. 43R ten years ago were intended to capture all issuances from a SPV/trust in scope of SSAP No. 43R instead of SSAP No. 26R. He stated that nothing is inherently bad about debt issued from a SPV/trust, and that in most instances, the structure serves as a useful tool to make the assets or business of the SPV/trust bankruptcy remote. Mr. Reis stated that that interested parties would rather focus on what a classification into SSAP No. 43R is attempting to solve, and/or whether the classification to SSAP No. 43R solves the problem. As an example, he stated that insurance companies hold billions of dollars of project finance investments, which are always in an SPV, and they are often reported in scope of SSAP No. 26R. He stated that moving them to be in scope of SSAP No. 43R does not accomplish any real changes. He stated that since those investments do not have prepayment or extension risk, there is no change in the reported amortized cost. He noted that there could be some secondary changes related to impairment, but those impacts are not significant. He stated that industry does not believe it is appropriate to reclassify these investments to SSAP No. 43R, but industry is not too concerned whether they are in SSAP No. 26R or SSAP No. 43R as long as they are reported on Schedule D-1 as a long-term bond and permitted amortized cost accounting. Mr. Reis stated that industry is concerned with moving securities to SSAP No. 43R if they are challenging filters in SSAP No. 43R that renders the standard complex and/or subjects the investments to detrimental accounting because they do not meet certain requirements. He stated that negative accounting would render such asset classes less favorable as an investment and hurt both insurance companies and policyholders, and ultimately regulators. Mr. Reis stated that the historical actions that moved equipment trust certificates (ETCs) and credit tenant loans (CTLs) from SSAP No. 26R to SSAP No. 43R made no significant change to the accounting and reporting and did not solve any real problem. 

Mr. Reis stated that the second topic planned for discussion on the definition of an asset backed security is inextricably linked to the first topic. He stated that anything that meets the definition of a bond in SSAP No. 26R is captured on Schedule D-1 as a bond, and asset backed securities captured in SSAP No. 43R is simply a subset of that definition. He stated that those items are in a separate SSAP because of the special accounting for prepayment and extension risk. Mr. Reis stated that moving anything in an SPV/trust to SSAP No. 43R would include billions of dollars of securities that are not asset backed securities. He stated that this movement does not actually solve any accounting problems. He stated that the Iowa Insurance Division proposal is a step in the right direction, which proposes to first identify what should be reported on Schedule D-1, inclusive of asset backed securities. He said if that is successfully done, then SSAP No. 43R is only needed for investments with prepayment or extension risk. Mr. Reis stated that otherwise, interested parties would like to understand the problem that needs to be addressed, as industry cannot assist to solve that problem until it has been clearly and succinctly articulated. Mr. Reis stated that interested parties support moving forward with the Iowa proposal along with industry’s five suggested solutions. He stated that interested parties are willing to work with regulators and NAIC staff to help address regulator concerns, and in reviewing the Iowa definition for Schedule D-1 as a starting point for discussion. He stated support for working with NAIC staff and the regulators during the exposure period, noting it is more efficient for continuous discussions than waiting to discuss until after the exposure period.

Mr. Bruggeman responded to these comments noting that the overarching issue is that certain investments have been put into SPV/trust structures, with the SPV issuing an instrument, and under the existing provisions of SSAP No. 26R and SSAP No. 43R, these investments have been classified as bonds on Schedule D-1. He stated that it is not appropriate to recharacterize an equity instrument as debt, simply because it has been structured in this manner. He stated agreement with reviewing certain investments, such as certain CFOs and PPNs, but using a SPV/trust for reclassification is the underlying cause of discussion. Mr. Bruggeman stated a letter with an updated proposal was received from the Iowa Insurance Division (Attachment One-H).  

[bookmark: _Hlk53575237]Mr. Clark stated that this project was undertaken to address concerns that certain investments that have been reported on Schedule D-1 as long-term bonds may not be of the type that regulators expect to qualify for Schedule D-1. When the project was defined as a SSAP No. 43R scoping project, it was expected that all the investments of concern were being accounted for under SSAP No. 43R. However, it has since been identified that there is diversity in practice in how these investments are classified, and that some companies believe that many of the investments identified for evaluation in this project are within the scope of SSAP No. 26R. He stated that while the appropriate classification between SSAP No. 26R and SSAP No. 43R is an important topic, it is not the purpose for which this project was intended to address, which is determining whether investments with certain unique characteristics should qualify for Schedule D-1 reporting, regardless of which of the two SSAPs apply.

Mr. Clark stated that definition of a bond under current statutory accounting is very broad, and allows an insurer to convert virtually any asset into a bond through the use of a trust or SPV structure, even if the insurer is in the identical economic position as if that asset were held directly on their balance sheet. In most cases, securitizations serve a legitimate economic purpose and can create high-quality bonds out of a pool of otherwise non-investable assets through overcollateralization and the prioritization of payments to debtholder classes. However, the current guidance is too broad to distinguish between those with economic substance and those without, leaving the reporting of these assets susceptible to abuse.

Mr. Clark stated that the Iowa proposal recommends that the Working Group take a step back and focus its efforts on developing a principles-based definition for those assets that qualify for reporting on Schedule D-1 as the initial step for this project. It may be that, after determining which investments qualify as Schedule D-1, there may be certain characteristics of such investments that if present, warrant separate identification or consideration of specific accounting and measurement, or other reporting requirements. He stated that until the Working Group first determines what qualifies as a Schedule D-1 “bond,” it is difficult to address any of these secondary objectives.

Mr. Clark stated that as part of the Iowa proposal, a draft definition for Schedule D-1 reporting has been included to facilitate further discussion. The draft provides a basis for distinguishing between the two types of Schedule D-1 “bonds” that have been identified through the discussions to date. Those are issuer obligations and asset backed securities. Mr. Clark stated that the draft definition includes the following initial concepts: 
· Issuer obligations are those backed by the credit of an operating entity. He stated that a debt security that is issued by an entity whose sole purpose is the pass-through of collateral cash flows is not an issuer obligation under this definition.

· Asset backed securities involve the securitization of financial assets. When an insurer invests in a securitization of assets, it is important that the nature of those assets lend themselves to the production of cash flows. As such, the securitization of non-financial assets is proposed to receive bond treatment only in instances when the nature of the assets lends itself to the production of cash flows. Mr. Clark stated that those specific instances would be separately identified for Schedule D-1 qualification, as is currently the case with lease-backed securities and equipment trust certificates.

· An asset backed security redistributes the risk of the underlying collateral such that the investor is in a different position than if the underlying collateral were held directly. Under this definition, an entity that simply passes through the proceeds of the underlying collateral and has done nothing to alter the nature of the investment has no economic substance, and should therefore be looked through to determine the appropriate accounting.

· A key characteristic of a bond and what makes it a debt investment, rather than an equity-like investment, is that it represents a senior or priority interest in the assets of the issuer. This is true for issuer obligations as well as asset backed securities. Therefore, for something to meet the definition of a bond, there must be a subordinated interest or overcollateralization present. The residual position is akin to an equity investment and should not qualify for Schedule D-1 reporting.
Mr. Clark stated that this definition is intended to serve as a starting point for discussions of the Working Group and industry and the Iowa department looks forward to hearing feedback on both the draft and the proposed direction of the project.

Mr. Reis agreed with the step-back approach presented by Iowa and first focusing on statutory principles. Mr. Reis inquired whether the SSAP No. 26R footnote defining a security was intended to be removed from the proposed draft definition. Mr. Clark clarified that the proposed draft definition was not proposing revisions to either SSAP No. 26R or SSAP No. 43R, and this is an important aspect to highlight with the exposure. Rather, the proposal is to establish principal concepts on what should be reported in Schedule D-1, which would include items that are reported in SSAP No. 26R and SSAP No. 43R. He stated that once the intent of Schedule D-1 is determined, consideration would then occur as to revisions to the individual SSAPs. With regards to the specific question, Mr. Clark noted that the definition of security, adopted from U.S. GAAP, is not proposed to be an explicit removal, therefore when revisions are considered to SSAP No. 26R it is anticipated that the security definition referenced in the existing footnote would be retained. Mr. Clark agreed with Mr. Reis for discussion to occur with NAIC staff, industry, and key regulators during the exposure period as a productive way to work forward. 

Ms. Mears stated that while there are similarly related topics at the Valuation of Securities (E) Task Force, it is important to highlight that the Working Group focus in on the identification of what is a Schedule D-1 “bond” for accounting and reporting. The intent is not to overlap with the Task Force project on risk assessment and credit rating. Mr. Bruggeman agreed with this statement, noting the Task Force work in identifying a “bespoke” security. He said that principles that involve bespoke securities, either including them on Schedule D-1, or perhaps excluding them from Schedule D-1, should be particularly identified and discussed. Mr. Reis agreed that the two missions of the Working Group and the Task Force should not overlap. 

Mr. Bruggeman inquired on the potential of a sub-schedule for Schedule D-1. Ms. Gann stated that all investments in scope of SSAP No. 26R and SSAP No. 43R are reported on Schedule D-1: Long-Term Bonds. With the current structure of that schedule there are several broad categories, such as U.S. Government, Other Government, Industry and Misc., but in each category there are four reporting lines to capture issuer obligations, commercial mortgage backed securities, residential mortgage backed securities and other asset backed securities. It has been raised to NAIC staff that these four reporting lines may not provide the level of detail to identify the differing types of investments that are being captured on Schedule D-1. As such, consideration can occur to have a secondary D-1 schedule that provides the ability to have more reporting lines for better disaggregation of investment types and additional reporting information based for these investments. She stated that if this is considered, it would be envisioned that the totals from the schedules would roll-up collectively as “bonds” on the balance sheet (on line 1). Furthermore, it would not be intended for investments to be duplicated on more than one schedule, the sub-schedule would detail investments that qualified for Schedule D-1, but were an investment type that was on a reporting line of the sub-schedule. 

Mr. Bruggeman directed the Working Group to the second topic planned for discussion regarding the definition of asset backed security. Ms. Gann noted that the discussion has already addressed a variety of aspects, but as an introduction, the exposed issue paper proposed the use of a specific citation from the Code of Federal Regulation (CFR) as a starting point in determining whether a security was an asset backed security for inclusion in SSAP No. 43R. For investments that did not meet the definition, four principles were then proposed to capture traditional securitizations. The issue paper proposed that investments that fell out from either of the two distinctions could possibly be subject to additional review to determine appropriate accounting and reporting. With the comments received from interested parties on the use of the CFR definition, and discussion on whether that was intended to include investments captured in the 1933 Exchange Act and/or the 1934 Exchange Act, NAIC staff was proposing to move away from the CFR reference and use principles in determining whether an investment is an asset backed security. Ms. Gann stated additional discussion may not be necessary for this call, as it is perceived that this recommendation is in line with the Iowa proposal to move forward with principles to initially determine what is reported on Schedule D-1. Mr. Reis agreed with these comments and the use of the principles approach.  

Allen Stoltman (Thrivent), representing the Private Placement Investors Association—PPIA, stated support for the establishment of principle concepts for Schedule D-1, and agreed that transferring assets to an SPV without enhancements or subordination should not result with different accounting treatment from if the assets were held directly. 

Mr. Bruggeman requested comments on equipment trust certificates and credit tenant loans (CTLs) during the exposure period, and whether the proposed Iowa principles would encompass these transactions. He stated that there is a separate project for CTLs, and whether structures that are conforming or non-conforming should be captured in scope of SSAP No. 43R. Mr. Bruggeman stated that comment letters received on this project will be discussed at a subsequent Working Group call. 
Ms. Mears made a motion, seconded by Mr. Hudson, to expose the Iowa Insurance Division proposal to establish principal concepts for investments to be reported on Schedule D-1 for a public comment period ending Dec. 4. This motion passed unanimously. Mr. Bruggeman stated that this comment letter deadline is optimal to allow for focused discussion to begin early in 2021. However, if additional time is needed, an extension could be considered to Dec. 11. Mr. Reis stated that they would work to meet the deadline and will advise if more time is needed. Additionally, Mr. Reis confirmed that industry would be working with NAIC staff and key regulators during the exposure period. 

3. Discussed Other Matters

Ms. Gann stated that the Working Group has WebEx meetings scheduled for Oct. 15 and Nov. 12. She advised that the Oct. 15 call will focus on agenda item 2019-24: Levelized and Persistency Commission. She informed that the Working Group will not be meeting during the formal virtual Fall National Meeting, but a hearing on exposed items and the introduction of new items, which would normally occur during a National Meeting, will occur on the Nov. 12 call. 

Having no further business, the Statutory Accounting Principles (E) Working Group adjourned. 
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