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Issue: SSAP No. 32R – Clarification of ‘Effective Call Price’

Check (applicable entity):
	P/C	Life	Health
[bookmark: Check1]Modification of Existing SSAP		|X|		|X|		|X|
New Issue or SSAP			|_|		|_|		|_|
Interpretation				|_|		|_|		|_|

Description of Issue: For a brief historical context, in July 2020, the Working Group adopted Issue Paper No. 164—Preferred Stock and substantively revised SSAP No. 32R—Preferred Stock. The substantively revised SSAP No. 32R was effective January 1, 2021, however in October 2020, agenda item 2020-31, permitted early application of the newly revised standard.

NAIC staff have received implementation questions regarding the application of a valuation ceiling for certain callable instruments in scope of SSAP No. 32R. The valuation ceiling requires that perpetual preferred, mandatory convertible preferred stock as well as publicly traded preferred stock warrants be reported at fair value, with a valuation ceiling that is not to exceed any currently effective call price. Questions on both the application and interpretation of this limitation have been brought to NAIC staff, accordingly this agenda item has been drafted to propose a clarification of this valuation ceiling.

Callable preferred stock is a type of preferred stock in which the issuer has the right to call or redeem at a pre-set price on or after a pre-defined calendar date. The call redemption terms such as price, premium and other applicable characteristics are specified in the instrument’s prospectus. It is important to note that callable preferred stock generally have a five-year lock out period in which the issuer cannot call the preferred stock. Additionally, prior to redemption (call), the issuer must send notice to the shareholders, detailing the date and conditions of the redemption. 

NAIC staff recommend that an appropriate interpretation for the application of the valuation ceiling is that the limitation should only apply in situations where the call is currently exercisable by the issuer, or the issuer has provided notice of its intent to call the preferred stock. If the valuation ceiling were to apply earlier (in advance of the call date), in situations where preferred stock is purchased in advance of its available call date, a reporting entity would be required to artificially limit the preferred stock’s value, despite being able to liquidate it on the open market for fair value. This limitation could apply for years as calls are typically not available to the issuer for a period of at least 5 years post issuance. 

For example, if perpetual preferred stock were purchased at $140 (its current fair value), but the preferred stock had a call available to the issuer at $120 in 5 years, a reporting entity would be required to report a day 1 unrealized loss for $20.  To require the recognition of an unrealized loss in these situations does not appear to appropriately reflect the economics of the equity investment, especially when the instrument can be sold at its current fair value without incurring a loss. It is important to note that market conditions will likely influence the market value of the preferred stock as a call date nears – gradually decreasing any excess of fair value over the call price by the time the security is callable by the issuer. NAIC staff support maintaining a (clarified) valuation limitation to protect against unlikely scenarios where a callable security’s fair value increases but will be called at a lower price.

Existing Authoritative Literature: The ‘currently effective call price’ valuation ceiling is referenced in numerous sections within SSAP No. 32R—Preferred Stock and is applicable to both perpetual and mandatory convertible preferred stock as well as publicly traded preferred stock warrants. For emphasis, relevant guidance has been bolded below. 
[bookmark: _Toc58242096]Balance Sheet Amount
11. Preferred stock shall be valued based on (a) the underlying characteristics (redeemable, perpetual or mandatory convertible), (b) the quality rating expressed as an NAIC designation, and (c) whether an asset valuation reserve (AVR) is maintained by the reporting entity: 
a. For reporting entities that do not maintain an AVR:
i. Highest-quality or high-quality redeemable preferred stocks (NAIC designations 1 and 2), which have characteristics of debt securities, shall be valued at cost or amortized cost. All other redeemable preferred stocks (NAIC designations 3 to 6) shall be reported at the lower of cost, amortized cost, or fair value. 
ii. Perpetual preferred stock and publicly traded preferred stock warrants shall be reported at fair value, not to exceed any currently effective call price.
iii. Mandatory convertible preferred stocks (regardless if the preferred stock is redeemable or perpetual) shall be reported at fair value, not to exceed any currently effective call price, in the periods prior to conversion. Upon conversion to common stock, these securities shall be in scope of SSAP No. 30R.
iv. For preferred stocks reported at fair value, unrealized gains and losses shall be recorded as a direct credit or charge to unassigned funds (surplus)
b. For reporting entities that maintain an AVR:
1. Highest-quality, high-quality or medium quality redeemable preferred stocks (NAIC designations 1 to 3) shall be valued at amortized cost. All other redeemable preferred stocks (NAIC designations 4 to 6) shall be reported at the lower of amortized cost or fair value.
vi. Perpetual preferred stock and publicly preferred stock warrants shall be valued at fair value, not to exceed any currently effective call price.
vii. Mandatory convertible preferred stocks (regardless if the preferred stock is redeemable or perpetual) shall be reported at fair value, not to exceed any currently effective call price, in the periods prior to conversion. Upon conversion to common stock, these securities shall be in scope of SSAP No. 30R.
viii. For preferred stocks reported at fair value, the accounting for unrealized gains and losses shall be in accordance with SSAP No. 7—Asset Valuation Reserve and Interest Maintenance Reserve.
[bookmark: _Toc58242097]Impairment of Redeemable Preferred Stock
12. An other-than-temporary impairment shall be considered to have occurred if it is probable that the reporting entity will be unable to collect all amounts due according to the contractual terms of the preferred stock in effect at the date of acquisition. An assessment of other-than-temporary impairment shall occur whenever mandatory redemption rights or sinking fund requirements do not occur. A decline in fair value which is other-than-temporary includes situations where the reporting entity has made a decision to sell the preferred stock prior to its maturity at an amount below its carrying value (i.e., amortized cost). If it is determined that a decline in the fair value of a redeemable preferred stock is other-than-temporary, an impairment loss shall be recognized as a realized loss equal to the entire difference between the redeemable preferred stock’s carrying value and its fair value, not to exceed any currently effective call price, at the balance sheet date of the reporting period for which the assessment is made. The measurement of the impairment loss shall not include partial recoveries of fair value subsequent to the balance sheet date. For reporting entities required to maintain an AVR, realized losses shall be accounted for in accordance with SSAP No. 7.
13. In periods subsequent to the recognition of other-than-temporary impairment loss for a redeemable preferred stock, the reporting entity shall account for the other-than-temporarily impaired preferred stock  as if the preferred stock had been purchased on the measurement date of the other-than-temporary impairment. The fair value of the redeemable preferred stock on the other-than-temporary impairment measurement date shall become the new cost basis of the redeemable preferred stock and the new cost basis shall not be adjusted for subsequent recoveries in fair value. The discount or reduced premium recorded for the preferred stock, based on the new cost basis, shall be amortized over the remaining life of the preferred stock in the prospective manner based on the amount and timing of future estimated cash flows. The preferred stock shall continue to be subject to impairment analysis for each subsequent reporting period. Future declines in fair value which are determined to be other-than-temporary shall be recorded as realized losses.
Activity to Date (issues previously addressed by the Working Group, Emerging Accounting Issues (E) Working Group, SEC, FASB, other State Departments of Insurance or other NAIC groups): Previous activity was summarized above, in the ‘Description of Issue’ section.

Information or issues (included in Description of Issue) not previously contemplated by the Working Group:
None

Convergence with International Financial Reporting Standards (IFRS): N/A

Staff Recommendation: 
NAIC staff recommends that the Working Group move this item to the active listing, categorized as nonsubstantive and expose revisions to SSAP No. 32R—Preferred Stock clarifying that for the ‘effective call price’ valuation ceiling to occur that 1) the call be currently exercisable by the issuer, or 2) the issuer of the security has announced that the instruments will be redeemed/called.  
Proposed edits to SSAP No. 32R:
Balance Sheet Amount
11. Preferred stock shall be valued based on (a) the underlying characteristics (redeemable, perpetual or mandatory convertible), (b) the quality rating expressed as an NAIC designation, and (c) whether an asset valuation reserve (AVR) is maintained by the reporting entity New Footnote (FN): 
a. For reporting entities that do not maintain an AVR:
1. Highest-quality or high-quality redeemable preferred stocks (NAIC designations 1 and 2), which have characteristics of debt securities, shall be valued at cost or amortized cost. All other redeemable preferred stocks (NAIC designations 3 to 6) shall be reported at the lower of cost, amortized cost, or fair value. 
x. Perpetual preferred stock and publicly traded preferred stock warrants shall be reported at fair value, not to exceed any currently effective call price.
xi. Mandatory convertible preferred stocks (regardless if the preferred stock is redeemable or perpetual) shall be reported at fair value, not to exceed any currently effective call price, in the periods prior to conversion. Upon conversion to common stock, these securities shall be in scope of SSAP No. 30R.
xii. For preferred stocks reported at fair value, unrealized gains and losses shall be recorded as a direct credit or charge to unassigned funds (surplus)
b. For reporting entities that maintain an AVR:
1. Highest-quality, high-quality or medium quality redeemable preferred stocks (NAIC designations 1 to 3) shall be valued at amortized cost. All other redeemable preferred stocks (NAIC designations 4 to 6) shall be reported at the lower of amortized cost or fair value.
xiv. Perpetual preferred stock and publicly preferred stock warrants shall be valued at fair value, not to exceed any currently effective call price.
xv. Mandatory convertible preferred stocks (regardless if the preferred stock is redeemable or perpetual) shall be reported at fair value, not to exceed any currently effective call price, in the periods prior to conversion. Upon conversion to common stock, these securities shall be in scope of SSAP No. 30R.
xvi. For preferred stocks reported at fair value, the accounting for unrealized gains and losses shall be in accordance with SSAP No. 7—Asset Valuation Reserve and Interest Maintenance Reserve.
Impairment of Redeemable Preferred Stock
12. An other-than-temporary impairment shall be considered to have occurred if it is probable that the reporting entity will be unable to collect all amounts due according to the contractual terms of the preferred stock in effect at the date of acquisition. An assessment of other-than-temporary impairment shall occur whenever mandatory redemption rights or sinking fund requirements do not occur. A decline in fair value which is other-than-temporary includes situations where the reporting entity has made a decision to sell the preferred stock prior to its maturity at an amount below its carrying value (i.e., amortized cost). If it is determined that a decline in the fair value of a redeemable preferred stock is other-than-temporary, an impairment loss shall be recognized as a realized loss equal to the entire difference between the redeemable preferred stock’s carrying value and its fair value, not to exceed any currently effective call price, at the balance sheet date of the reporting period for which the assessment is made. The measurement of the impairment loss shall not include partial recoveries of fair value subsequent to the balance sheet date. For reporting entities required to maintain an AVR, realized losses shall be accounted for in accordance with SSAP No. 7.

New Footnote (FN) – In all situations noted in this statement in which the fair value is limited to the currently effective call price, this limitation only applies when the call is 1) currently exercisable by the issuer, or 2) the issuer has announced that the instruments will be redeemed/called. 



Staff Review Completed by: Jim Pinegar, NAIC Staff – June 2021

Status:
On July 20, 2021, in response to an e-vote to expose, the Statutory Accounting Principles (E) Working Group moved this agenda item to the active listing, categorized as nonsubstantive, and exposed revisions to SSAP No. 32R—Preferred Stock to clarify that the ‘effective call price’ valuation limitation, for all instruments within scope of the standard, shall only apply if the call is currently exercisable by the issuer or if the issuer has announced that the instrument will be redeemed/called.  
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