IV.A. Supplemental Analysis Guidance – Financial Analysis and Reporting Considerations
***********************TEXT REMOVED TO CONSERVE SPACE********************************

G. Income Statement, Surplus, and Capital and Surplus Notes
***********************TEXT REMOVED TO CONSERVE SPACE********************************
Capital and Surplus Notes
The components of surplus can include common capital stock, preferred capital stock, gross paid-in and contributed surplus, surplus notes, unassigned funds (or retained earnings), and special surplus funds (usually established through an appropriation of unassigned funds). Each state has, by statute, established a minimum required amount of surplus for insurers. In some states, these minimum amounts are based on the lines of business written, while in other states the minimum amounts are based on the type of insurer. In addition, the RBC requirements must also be met. 

Insurers may issue capital or surplus notes as a source of financing growth opportunities or to support current operations. Surplus notes (sometimes referred to as “surplus debentures” or “contribution certificates”) have the characteristics of both debt and equity. Surplus notes resemble debt in that they are repayable with interest and sometimes, depending on the requirements of the domiciliary state insurance department, include maturity dates and/or repayment schedules. However, key provisions of the surplus notes make them tantamount to equity. These provisions include approval requirements as to form and content and the requirement that interest may be paid, and principal may be repaid only with the prior approval of the domiciliary state insurance department. SSAP No. 41R - Surplus Notes requires that interest on surplus notes is to be reported as an expense and a liability only after payment has been approved. Accrued interest that has not been approved for payment should be reflected in the Notes to Financial Statements. Provided that the domiciliary state insurance department has approved the form and content of the surplus notes and has approval authority over the payment of interest and repayment of principal, surplus notes are considered to be surplus and not debt. The proceeds from the issuance of surplus notes must be in the form of cash, cash equivalents, or other assets having a readily determinable value satisfactory to the domiciliary state insurance department. Information regarding surplus notes must be reported in the Annual Financial Statement, Notes to Financial Statements #13.

Insurers may also issue capital notes, which are reported as a liability by the insurer, and are therefore treated as debt instruments (although in liquidation rank with surplus notes) and are subordinate to the claims of policyholders, claimants, and general creditors. Capital notes are included in the insurer’s total adjusted capital for RBC calculations. Like surplus notes, capital notes are repayable with interest and include maturity dates and/or repayment schedules. However, payment of interest and repayment of principal generally do not require regulatory approval. When total adjusted capital falls below certain levels or if other adverse conditions exist, capital note payments may be required to be deferred. While deferred, any interest on the capital note should not be reported as an expense or the accrual as a liability, but instead should be reflected in the Annual Financial Statement, Notes to Financial Statements #11, similar to surplus note interest payments that have not been approved. 

Capital and surplus notes may have the effect of enhancing surplus or providing funds only on a temporary basis. Capital and surplus notes may be issued to either an affiliated entity or a non-affiliated entity. The person or entity that holds the capital or surplus note may expect repayment on a scheduled basis and may exert pressure on the insurer to generate cash in order to be able to make the payments. When reviewing a request to issue a capital or surplus note to non-affiliated entities, analysts should be aware that non-affiliated entities, such as third-party banks, may require higher interest rates than an affiliated person/entity. As noted, pressure exerted by a third-party holder of the capital or surplus note on the insurer may make it more difficult for the state insurance regulator to disapprove an interest payment on the capital or surplus notes. Failure to make interest payments on third-party notes may impact credit ratings (i.e., AM Best).
As a result, analysts should be cautious when reviewing insurers that rely heavily on these notes. Capital and surplus notes are not inherently bad. They have provided regulators with flexibility in dealing with problem situations to attract capital to insurers whose surplus levels are deemed inadequate to support current operations. They provide a source of capital to mutual and other types of non-stock entities who do not have access to traditional equity markets and provide an alternative source of capital to stock reporting entities. 

The primary aim of the analyst’s review process is to determine that restrictive language is contained in the surplus note which will protect the policyholders by providing for the maintenance of an adequate level of policyholder surplus and subordinating the rights of the capital or surplus note holder(s) to the claims of the policyholders in the event of liquidation.
State insurance departments may establish rules for when a state must complete its approval/disapproval (i.e., deemer date) for a capital or surplus note request. The review of a surplus note should be completed within [days set forth by the state’s insurance department rules, e.g., 30 days]. 

Review Procedures of an Insurer’s Request to Issue Capital or Surplus Notes
1. Review the application to verify that all of the information required under the state’s statutory rules have been provided (the following are examples that may differ from your states’ rules).
a. Identity of all parties to the transaction.
b. The nature and purpose of the transaction, including a description of how the subordinated indebtedness relates to the future business plans of the insurer.
c. A description of the consideration to be received by the insurer in exchange for the issuance of the subordinated indebtedness. 
d. A description of how the value of the consideration was determined. 
e. A statement as to whether any officers or directors of a party are pecuniarily interested in the transaction. 
f. A copy of the proposed written surplus note (or capital note) agreement. 
g. Request copies of any other side agreements with the holder of the note including any other documents prepared and distributed that describe the surplus note and its purpose, as it relates to non-affiliated notes.
h. Include a payment schedule for future principal and interest payments. Note, that payment schedules are more common in non-affiliated surplus notes agreements. 
i. A signed and notarized affidavit of an executive officer of the insurer that states: “The insurer is aware of the requirements of the insurance department regarding notices to the insurance department relating to the payment of interest or the repayment of principal corresponding to subordinated indebtedness and agrees to comply with such requirements. The insurer agrees no other side agreements are in place. The insurer agrees to issue the subordinated indebtedness and receive funding within 15 days of the date the order of the commissioner is entered approving the subordinated indebtedness and to provide the insurance department with written evidence that the subordinated indebtedness has been funded.” 
j. The note includes the following terms:
i. Surplus floor, as determined by the insurance department policy. The purpose of a floor is to ensure that policyholders are protected against hazardous financial conditions that could develop if the floor is too low to provide for the maintenance of adequate capital and surplus. 
ii. Repayment. Provisions for repayment should be clearly set forth in the agreement.
iii. Receivership. In the event of liquidation any payment of interest or repayment of principal under the agreement shall be in accordance with the department’s Insurer Receivership Act. The written agreement should include specific language as required by the insurance department. For example:
· “This surplus note is subject to the provisions of [insert state law], which binds the company and its successors and assigns. If action is taken against the company or its assets under the [insert state law], this surplus note shall be paid in accordance with the applicable [chapter or provision of the law].”
iv. For a note with a sinking fund. If the subordinated indebtedness includes a provision for the payment or repayment only out of a sinking fund established by the insurer by setting aside a specified amount during a specified period, all payments must be made from the established sinking fund subject to the minimum surplus stated in the written agreement, and such amount accumulated and held in the sinking fund shall be a legal liability and financial statement liability of the insurer.
k. The agreement must state that there are no conditions placed on the insurer.

2. Assess the purpose and impact of the proposed transaction on the insurer.

3. Verify that the note complies with SSAP No. 41(4) which provides that proceeds received by the issuer must be in the form of cash or other admitted assets having readily determinable values and liquidity satisfactory to the commissioner. 
a.  What asset is the insurer receiving in exchange for issuance of the note?  
· The preferred asset is cash. 
· If not cash, the asset must comply with the investment limitations prescribed by the state insurance department. 
· The purchaser of the note should not give a partnership as consideration to the insurer.
· The Insurer cannot pledge stock in exchange for consideration as that would involve a change in control and require a Form A filing.

b. Assess the impact of non-cash assets on the mix of assets in the insurer’s portfolio. Does the insurer maintain a high concentration in a class of assets that raises regulatory concerns? 
c. Will the proceeds of the note increase investment risk? Consider diversification, asset quality and cash flow needs of the insurer.

4. Verify that the note complies with SSAP No. 41(5) which provides that (1) accrued interest may not be added to principal and (2) interest shall not accrue on unpaid interest.

5. Assess the interest rate on the note. Ask the insurer for evidence that the rate is a market rate if that information is not provided in the application. 
a. Note some states’ laws cap interest rates on capital and surplus notes.
b. Floating interest rates are not appropriate for capital and surplus notes.

6. If the insurer is applying for approval to issue a capital note or surplus note to: 
a. an affiliated insurer, verify that the holder has sufficient excess policyholder surplus available for transfer to the insurer. Verify whether the holder will be able to record the debenture as an admitted asset and understands the reporting requirements pursuant to SSAP No. 41R (paragraphs 9 to 13). 
b. a nonaffiliated insurer, verify whether the holder will be able to record the debenture as an admitted asset pursuant to SSAP No. 41R (9), (10) & (11). Consider whether the holder has sufficient excess policyholder surplus if the note is not admitted. 
c.  a nonaffiliated investment pool or if the insurer is a nonprofit legal services corporation, request language in the note requiring approval of the commissioner before any payment of principal or interest can be made and specifying that the request for payment must be filed at least 30 days prior to the requested payment date [Notes: Refer to the state’s requirement when a nonaffiliated investment pool is the holder, or when the insurer is a nonprofit legal services corporation, or any other unique situations defined in the state’s requirements].
d. its parent, request information about the source of the funds. It is not uncommon for the parent to borrow the money from a bank, and the parent’s bank note will mirror the terms of the surplus note. Request a copy of the parent’s note. If the parent is borrowing money from a bank to loan to the insurer, this is a red flag that the parent may be dependent on the insurer for the cash flow necessary to service the bank note. Ask the insurer about the parent’s sources of revenue available to service the bank note. Review closely the insurer’s ability to service this parent company debt. It may be necessary to request projections demonstrating the parent’s debt service.
e. other relationship (i.e., another person or entity not included in a-d above)  It is important to understand the parties involved and the relationship between the parties and the insurer. 

7. Consider the insurer’s current financial condition and operating trends (RBC ratio, net premium to surplus ratio, net income, or loss, increasing or decreasing surplus, increasing, or decreasing premium production). 
a. How much of the insurer’s surplus is represented by the capital or surplus note? 
i. If the note is with an affiliate or parent, review the reasons why surplus is being requested in the form of a capital or surplus note rather than through a capital and surplus contribution.
ii. Assess the insurer’s ability to generate sufficient income to repay note, in particular in situations where the note is being issued to a non-affiliate.
iii. Note that Reciprocal insurer’s surplus is often 100% in the form of surplus notes.
b. Does the insurer have any earned surplus or possibly an earned surplus deficit? 
c. Ensure the note does not include provisions that would pledge the insurance company’s stock.
d. Confer with the assigned financial analyst and/or your department supervisor if any of the financial information raises questions/concerns. 

8. Verify the terms of any other capital or surplus notes currently outstanding. 
a. What is the surplus floor and payment date(s) for the other notes? 
b. Gain an understanding of the order in which the surplus notes will be paid off if there are more than one. Make certain that any older notes do not contain a lower surplus floor and payment dates that could trigger the insurer to pay out the surplus obtained from the new note. 
c. For multiple notes with the same floor and payment terms, special subordination language in the agreement may be necessary to specify which note will be paid first. 

9. Collaborate with the supervisor and other relevant department staff to discuss issues that could not be resolved during the review process and develop a possible course of action. 

Review of Amendments of Capital and Surplus Notes 
1. Review the amendment using the procedures above.

Review of Requests for Principal/Interest Payments on Capital and Surplus Notes
Each principal and interest payment request may be required to be reviewed and approved by the state insurance department in advance of the payment, under state law. Review your state’s law to determine those situations when prior state insurance department approval is required. For example:
· The proposed payment does not conform to a payment schedule contained in the note agreement, or the note does not provide for a payment schedule.
· If the insurer is a county mutual, when making payments of principal or interest on a loan from a policyholder. 
· If the insurer is a reciprocal or inter-insurance exchange, when making payments of principal or interest on money advanced from its attorney in fact. 
· Payments on notes issued to investment pools. 

Consider the following when reviewing an application for approval to make a capital or surplus note payment: 
1. Utilize similar considerations as with the review of dividend payment requests. 

2. Consider the financial impact of the proposed payment and the insurer’s overall financial condition in order to evaluate the adequacy of the insurer’s policyholder surplus.  
· Consider risk-based capital, premiums to surplus ratio, trends in writings, profitability, and business plans. 
· Request a pro-forma financial statement that reflects the insurer’s financial position after the payment is made. 
· Review the total consideration being paid through dividends along with the payment of the surplus note, to gain an understanding of the financial impact of the aggregate of payments being made to the holder of the note.
· Will the company retain sufficient surplus after the payment to meet its floor requirement as stated in the note agreement?

3. Identify the source of funds to make the payment and the impact on the insurer’s liquidity.

4. Review the request against the payment schedule that was provided to the regulator when the capital or surplus note was originally requested and approved. 




V.C. Domestic and/or Non-Lead State Analysis – Form D Procedures
***********************TEXT REMOVED TO CONSERVE SPACE********************************
Assessment of Form D – Prior Notice of a Transaction 
***********************TEXT REMOVED TO CONSERVE SPACE********************************
17. 	For affiliated capital or surplus notes, amendments or requests for payment of principal or interest, utilize the review procedures as outlined in this Handbook, IV.A. Supplemental Analysis Guidance, Section G. – Income Statement, Surplus and Capital and Surplus Notes. 

V.F. Domestic and/or Non-Lead State Analysis – Analyst Reference Guide
***********************TEXT REMOVED TO CONSERVE SPACE********************************
Form D – Prior Notice of a Transaction 
PROCEDURES #1-196 assist analysts in reviewing the Form D filing for completeness and help guide analysts through major items of information required by Form D. 
 
PROCEDURE #17. Capital or surplus notes may be issued to either affiliated or non-affiliated entities. Where an affiliated capital or surplus note is requested, amended or a request for payment is made, refer to the review procedures as outlined in this Handbook, IV.A. Supplemental Analysis Guidance, Section G. – Income Statement, Surplus and Capital and Surplus Notes, for further guidance.

PROCEDURES #178ix – 178xiii assist analyst in reviewing captive reinsurance transactions other than those subject to Actuarial Guideline 48. Refer to the guidance in chapter III.B.9.b. Strategic Risk – Analyst Reference Guide, procedure 9cc for an explanation of potential risks. Where risks are noted at the time of the Form D review or if follow-up is recommended, consider requesting any follow-up be conducted as part of the next financial condition examination to review against expected results. 

 


	VI.C. Group-Wide Supervision – Insurance Holding Company System Analysis Guidance (Lead State)



***********************TEXT REMOVED TO CONSERVE SPACE********************************
Additional Procedures on Key Risk Areas – Insurance Holding Company System
***********************TEXT REMOVED TO CONSERVE SPACE********************************
Financial Position
11. Review the insurance holding company’s statement of shareholders’ equity. (ST, OP)
a. Has equity decreased from the prior year or deteriorated over the past three years? If “yes,” describe the reason(s) for the decline.
b. Does the net worth of the insurer(s) represent the total net worth or the majority of the net worth of the insurance holding company system?  
c. Is the net worth of the insurance holding company system less than the net worth of the insurer(s)?
12. If publicly traded, review the changes in the insurance holding company’s outstanding common stock. Document and understand the nature and business purpose of the following: new stock issuance; stock repurchase, stock split, short sales, or change in major exchange listings. (ST)
13. Have any insurer(s) of the insurance holding company paid extraordinary dividends upstream? If “yes”: 
a. Assess the nature of the dividends and the amount of dividends paid in relation to prior year surplus to determine the materiality of the insurance company dividends. (OP, ST)
b. Compare current year extraordinary dividends to prior year dividends to identify any excessive trends in payments. (ST)
14. Do any insurer(s) in the group have capital and surplus notes? If “yes”: 
a. Assess the aggregate of capital and surplus notes issued to the parent, affiliates, related parties, or non-affiliates. 
b. Have any new capital or surplus notes been issued, amended or paid in the past year?


