PRINCIPLES-BASED BOND DEFINITION

Attachment 11

IMPLEMENTATION QUESTIONS AND ANSWERS

Last Updated: August 7, 2024

The principles-based bond definition was adopted in August 2023 with an effective date of January 1, 2025.
This corresponding implementation question and answer guide was developed in response to questions
received on implementation application.

Note: Additional Q&A topics are anticipated and will be subsequently exposed.
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1. Q — When assessing whether a security has substantive credit enhancement, how should
future cash flows be considered? Should future expected cash flows be incorporated into the
overcollateralization disclosure? [SSAP No. 26, paragraph 6a & 10a]

1.1 A — There are two components to this question: 1) how to consider future cash flows in assessing
substantive credit enhancement; and 2) how to disclose the overcollateralization percentage. For the first
component, the purpose of the substantive credit enhancement concept is to determine whether the creditor
is in a different economic position than owning the underlying collateral directly. This includes evaluating
all forms of economic value that the creditor has recourse to, including “hard”, saleable assets, contractual
or expected future cash flows, operating entity guarantees or other sources, and determining whether there
is another party that absorbs substantive losses in economic value before the creditor experiences any losses.
Note however, if a reporting entity performs a quantitative assessment to support its conclusion, it should
not double-count economic value. For example, in a lease-backed ABS, if the reporting entity incorporates
future lease payments into its analysis, it should also consider the future, depreciated value of the “hard
assets” rather than the current saleable value.

1.2 The second component of the question is how to complete the overcollateralization percentage
disclosure on Schedule D, which is required for Non-Financial ABS that do not meet the practical expedient
criteria and Financial ABS that are not self-liquidating. It was noted that including a quantification of all
forms of economic value discussed in 1.1, which may include not only “hard”, saleable assets but also
future cash flows or operating entity guarantees, would be cumbersome to complete for each applicable
investment, both at origination and an ongoing basis. It would also make the disclosure difficult to interpret,
as it would not be apparent whether the overcollateralization is in the form of assets that could be liquidated
upon default, or future cash flows which may be less readily able to be liquidated. Based on the discussion,
it was determined that it would be most expedient, as well as most useful to annual statement users, for the
overcollateralization percentage to only include “hard”, saleable assets. For example, if a structure involved
the leasing of railcars, and the structure had railcars and the associated lease cashflows pledged to the ABS
Issuer as collateral, only the value of those railcars to the outstanding debt would be included in the
disclosure. (This calculation is based on the value of the railcars, and not their future leasing potential.)
Overcollateralization determined by the discounting of future cash flows is not permitted to be included in
the disclosure.

1.3 Reporting entities shall report ‘zero’ when there is no “hard asset” overcollateralization in a
structure on Schedule D. The column should not be left blank. A zero response is not standalone evidence
that a structure does not qualify for bond reporting. A debt security can qualify for bond reporting without
“hard asset” overcollateralization.

2. Q — Are securities issued by foreign governments or foreign government agencies considered
Issuer Credit Obligations? [SSAP No. 26, paragraph 7a]

2.1 A — The examples of issuer credit obligations (ICO) in paragraph 7 are not all inclusive.
Governmental entities are operating entities based on their substance, which does not change based on
country. Securities issued as obligations of foreign governments or foreign government agencies are
expected to be considered ICOs, unless the substance is more aligned with ABS. Schedule D-1-1 includes
a reporting line for “Non-U.S. Sovereign Jurisdiction Securities.” Foreign securities that reflect ABS,
similar to US agency backed RMBS for example, are also expected to be considered ABS. Such ABS are
anticipated to be reported on D-1-2 on the most appropriate reporting line that does not reflect a guarantee
by the U.S. government.
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3. Q — Are “Municipals” always Issuer Credit Obligations? [SSAP No. 26, paragraph 7c & 11]

3.1 A — The question received inquired on the classification of “municipals” noting the various
structures and designs, and the explicit reporting lines on Schedule D-1-1 for general obligation and special
revenue municipal structures. The answer to this question is that the naming convention of investment
structures does not determine whether the investment qualifies for reporting as a bond or whether the
investment is an issuer credit obligation (ICO) or asset-backed security (ABS). The first step in determining
if an investment qualifies as a bond is whether it reflects a creditor-relationship in substance. The second
step is determining whether the structure is an ICO or ABS, and that determination focuses on the primary
source of cash flows that provides payment of interest and principal to the debtholder. Municipal securities
are subject to the same assessment as other structures as to whether the cash flows are generated by the
operations of an operating entity (the municipality) or whether the cash flows are generated from collateral
outside of the operations of the municipality in determining whether the security shall be classified as ICO
or ABS. However, this distinction is not always clear for several types of common municipal securities
which warrants some additional interpretive guidance to promote consistency and streamline
implementation efforts. The following summarizes preliminary assessments based on common designs of
these structures. These assessments are contingent on the actual substance of the investment and shall not
be inferred based on naming convention if the investment being reviewed does not conform to the traditional
design.

a. General Obligation Municipal Bonds — These bonds are backed by the full faith and credit of the
government issuer (municipality), which is an operating entity with the power to tax residents to
pay bondholders. These securities, as general obligations of an operating entity (the municipality),
would qualify as ICOs as explicitly stated in Paragraph 7c of SSAP 26, and shall be reported in the
“Municipal Bonds — General Obligation” reporting line.

b. Special Revenue Municipal Bonds — These bonds are not backed by the government’s general
taxing power but by revenues from a specific municipality-owned project or source, such as
highway tolls, water and sewer, electric utility, lease fees or usage charges. Payment of interest and
principal depends on the adequacy of the revenues derived from the project. Although the operating
asset and/or its associated cash flows are often walled off in a bankruptcy remote SPV in order to
facilitate more efficient financing of such projects, the primary purpose is still to raise debt capital
to fund a component of a municipality’s operations. Both Paragraph 7c and 11 of SSAP 26
explicitly contemplate securities of this type qualifying as ICO, and shall be reported in the
“Municipal Bonds — Special Revenue” reporting line.

c. Tax Revenue Bonds — These bonds are backed from certain dedicated tax revenues overseen by the
municipality, such as sales taxes, gasoline or tobacco taxes, hotel or tourist taxes, special tax
assessments or incremental property taxes. Payment of interest and principal depends on the
adequacy of tax revenue. Although the obligation is secured only by a single revenue source, rather
than the full faith and credit of the municipality, it is still backed by the municipality’s taxing
authority and is ultimately used to facilitate the raising of financing to be used in funding the needs
and responsibilities of the municipality. Tax revenue bonds are determined to have the substance
of an ICO and should be reported in the "Municipal Bonds — Special Revenue” reporting line.

d. Housing Bonds — These securities may be issued by a state or local government housing authority
to facilitate construction or rehabilitation of multi-family apartments for low to moderate income
residents. The bonds are secured by a pledge of rental or lease revenues and/or mortgage payments.
These bonds generally only have recourse to the assets or mortgages pledged. These securities are
not backed by the operations of the municipality, the financing is not being used to fund any
operations of the municipality and the primary source of repayment are non-municipal collateral
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assets. Based on these observations, their substance appears to more closely reflect that of an ABS
and shall be assessed for bond qualification under the ABS requirements. If qualifying as ABS,
these structures shall be reported on Schedule D-1-2, likely as a non-guaranteed, non-agency,
mortgage-backed security.

e. Conduit Bonds — These debt securities are issued by a government entity as a conduit for the benefit
of a business or non-governmental enterprise, such as a manufacturing company, developer,
college, hospital or non-profit organization. Revenues pledged by the business or enterprise are
used to pay interest and principal on the investments. The government issuer is not responsible for
making payments on the bonds if the business or enterprise defaults. These debt securities will need
to be assessed to determine whether the structure qualifies as an ICO or ABS. If the structure is
backed by the creditworthiness of a single operating entity (such as a college), then the structure is
expected to be an ICO. If qualifying as an ICO, the specific reporting line used should the one that
most closely reflects the nature of the investment. If historical reporting and/or market conventions
would consider the ICO investment to be a municipal security, then it would be reasonable for the
investment to be reported as a special-revenue municipal bond. However, this reporting is
contingent on the ICO classification. If the structure represents an ABS (such as a conduit bond
secured by housing assets or mortgages pledged), it should not be reported as a municipal on
Schedule D-1-1 simply due to historical reporting or market convention as a municipal bond.

4. Q — Should common types of “Sports Deals” be classified as ICO or ABS? [SSAP No. 26,
paragraphs 7-8]

4.1 A — There are two main types of leaguewide sports financing vehicles, with the key difference
being whether or not noteholders have recourse to the individual sports teams.

4.2 Leaguewide Deals with Recourse to Teams - The League sets up an SPV or Trust that serves to
aggregate debt issued by multiple teams within the League. The SPV (Trust) issues a Note, representing
the aggregation of each underlying team’s debt obligation. Through the SPV, Noteholders have recourse
back to each individual team for its respective debt on a several (but not joint) basis. The Notes are also
secured by Franchise rights for each team that participates in the financing and all revenues from current
and future League media contracts and typically other ancillary revenue streams (e.g. online/streaming
revenues, royalty fees from sports gear sold to fans, etc.). No cross-collateralization among teams or their
respective revenue streams, but Noteholders have some protection from the League (which exercises
considerable control over individual teams) and a pledge of team ownership rights as collateral. Should any
individual team default, the League could (and in all practicality, would) step in to orchestrate a sale of the
team, otherwise Noteholders could take ownership of the team.

43 The question raised was whether this type of deal would fall under the ICO or ABS criteria. Each
team represents an operating entity, and each are individual obligors for their pro rata portion of the
financing. Though the direct issuer is an SPV, it is being used to facilitate the efficient raising of debt capital
by the individual teams/operating entities, as opposed to redistributing or transforming the underlying risk.
In addition, the league itself is an operating entity, and though it is not a direct obligor on the financing, it
has a significant role in the facilitation of the financing, its actions can significantly impact the paying
ability of the individual teams and it has levers it can and would pull to ensure debtholders receive payment.
Through discussion of this example, it was determined that the substance was more aligned with that of an
ICO than an ABS. Under one perspective, the league could be viewed as a single-operating entity with all
of its affiliated teams being part of that operating entity. This would allow the debt to be considered a
“single operating entity backed obligation” under Paragraph 7g of SSAP 26. Under another perspective,
debtholders effectively hold debt obligations of each of the individual teams. If each team were to
individually issue their debt to the noteholders, rather than through a coordinated offering, the noteholders
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would be in no different economic situation and each individual security would qualify as an ICO. As a
result, this investment is effectively a series of “single operating entity backed obligations” under Paragraph
7g. Based on these observations, it was determined that this type of deal is an ICO in substance.

4.4 Leaguewide Deals without Recourse to Teams - Each participating team sells its share of all current
and future contracted media revenues (and other ancillary revenues) to a newly created, bankruptcy remote
subsidiary of the team in a true sale. The subsidiary then pledges the purchased assets to an SPV/Trust set
up by the League. The SPV/Trust then issues Notes to investors. The structure has many features associated
with ABS securities, including a bankruptcy-remote legal opinion, a true sale legal opinion, debt service
reserves, and a payment waterfall (with Noteholders receiving priority of payment). The Notes are secured
by revenues generated from the media contracts and other ancillary revenues (e.g. online/streaming
revenues, royalty fees from sports gear sold to fans, etc.).

4.5 Unlike the previous example, these securities do not have recourse to an operating entity. They
have all of the characteristics of a securitization of a revenue stream. Therefore, they must be evaluated
under the ABS criteria. Also, there is a performance obligation for the cash flows to become collectible, as
the product must be provided in order for the revenue to be generated (i.e. games must be played). As a
result, the collateral are deemed to be non-financial assets, requiring the security to be assessed under the
non-financial ABS criteria.

5. Q - Do cashflows produced by non-financial assets backing an ABS have to actually be used
to make interest and principal payments throughout the life of the debt security for an investment to
qualify as a non-financial backed ABS under the meaningful cash flow test? [SSAP No. 26, paragraph
8]

5.1 A — The principles-based bond definition is clear that the collateral supporting non-financial ABS
must have a means of producing meaningful cash flows through other than sale or refinancing. However, it
does not specify whether those cash flows must actually be used to pay the principal and interest in all
scenarios. For example, it is not uncommon for an ABS to allow cash flows to be paid to equity holders
prior to the debt tranches being repaid, so long as no covenants or triggering events have been breached.
The example given was a continuation of the leaguewide sports deal without recourse to the individual
teams as discussed in Question #4 in which the ABS was backed by current and future contracted media
revenues (non-financial assets). The notes were issued as non-amortizing bullet maturities (e.g., 100%
balloon payments). Therefore, the base case expectation is that the bonds will be refinanced at maturity.
However, after full analysis, it was identified that the non-financial assets backing the structure generated
substantially more cash flows over the life of the debt security than what would be needed to provide all
interest and principal payments and would produce enough cash flows to “turbo” amortize and pay 100%
of principal and interest in a short time frame if refinancing were not to occur. Additionally, there exist
covenants (e.g. upon a significant decrease in media revenue) which, if triggered, would cause all cash
flows to be diverted away from the equity holders and used to “turbo” amortize the debt. The question is,
does the fact that the base case expectation is that the cash flows will not be used to pay down the debt
result in the ABS lacking meaningful cash flows? Based on these discussions, it was determined that this
situation would not preclude a conclusion that meaningful cash flows exist. Despite the meaningful cash
flows not being used to pay the debt in the base case, the creditor still has rights to them and would collect
them prior to experiencing any loss upon default. Therefore, all such cash flows available to creditors may
be included in the assessment of meaningful cash flows.

© 2024 National Association of Insurance Commissioners 5



Attachment 11

6. Q — Do synthetic or referenced pool structures within an ABS disqualify the ABS for
reporting on Schedule D-2-1? [SSAP No. 26, paragraph 9]

6.1 A — The principles-based bond definition refers to ABS as being repaid with cash flows produced
by collateral “owned” by the issuer. The term “owned” as used for this purpose is not necessarily intended
to align with a legal view of ownership, but rather, all economic value to which the creditor has recourse.
This may include rights to assets or payments derived through assignment, or other provisions. An example
that has become common due to evolving banking regulations was discussed whereby a bank has a portfolio
of auto loans but wants to transfer their credit risk without transferring or selling their loans. The bank
creates a special purpose trust (or vehicle) to which the bank issues a “credit linked note” (effectively
equivalent to a “credit risk transfer”) which references the performance of the bank’s portfolio of auto loans.
The securities issued by the special purpose trust (e.g., debt tranche(s) and an equity tranche) are exposed
to the reference pool of collateral and the payments received are linked to the credit and principal payment
risk of the underlying borrowers captured in the reference pool. The specific underlying collateral, and
whether it resides within the ABS, or if the ABS references a collateral item/pool that generates cash flows
is not a determining factor as long as the ABS Issuer has contractual rights to the cash flows produced to
repay the debt. An ABS Issuer that owns derivatives in the structures (such as a credit default swap or total
return swap) that solely transfers the performance of the referenced pool into the ABS structure does not
automatically disqualify ABS classification, but the assessment of derivatives within a structure must be
closely considered. Structures with derivatives that influence payments based on variables unrelated to the
ultimate collateral would not qualify as a creditor relationship in substance. Further, consideration should
be given to SSAP No. 86—Derivatives in determining whether structures with derivatives are subject to
specific guidance, such as that for structured notes.

7. Q — Can expected but non-contractual cash flows (e.g. from future leases) be considered in
determining the meaningful cash flow practical expedient for non-financial ABS? [SSAP No. 26,
paragraph 9b]

7.1 A — The example given was a single-family rental where the lease duration is shorter than the
duration of the debt security, subjecting the investor to re-leasing risk. The insurer has a high degree of
confidence based on its understanding of the market that the property will be able to be re-leased and that
the leases (including consideration of unleased time) will produce sufficient cash flows to satisfy all of the
interest and at least 50% of the original principal. The question is whether this example qualifies under the
practical expedient. Paragraph 9b explicitly states that only contractual cash flows are to be considered in
assessing qualification under the practical expedient. As such, evaluating qualification under the practical
expedient should not include any future leases that are not yet in place and this example would therefore
not qualify. However, this does not necessarily mean that the full analysis will require significantly more
effort than using the practical expedient in this case. In fact, the analysis the insurer performed to determine
that all of the interest and at least 50% of the principal would be satisfied through expected lease payments
is likely sufficient to conclude that there are meaningful cashflows, even though the practical expedient is
not met.

7.2 This question was brought forward because, although Paragraph 9b is explicit that only contractual
cash flows are included, a paragraph in a prior draft of the issuer paper addressing this topic omitted the
word “contractual”. This has since been corrected. This question highlights an important point. Issue papers
are not authoritative accounting guidance. It is intended to provide key context regarding the discussions
leading to the development of new accounting standards. However, neither the issue paper nor this Q&A
document represents authoritative accounting guidance. Any unintended language that conflicts with
statements in the SSAP should be disregarded.

7.3 As one more element of clarity coming from the discussions on this topic, the meaningful cash flow
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practical expedient is that less than 50% of the original principal relies on sale or refinancing risk. In some
cases, this has been phrased in the inverse, that all interest and more than 50% of the original principal must
be satisfied by the contractual cash flows at investment acquisition for the investment to qualify under the
practical expedient. These two phrasings would be expected to have the same meaning, but for the
avoidance of doubt, the standard should be interpreted that any outstanding amounts that rely on sale or
refinancing at maturity, whether characterized as principal or accrued interest, must be less than 50% of the
original principal in order to qualify under the practical expedient.

8. Q — When do non-bond debt securities need to be assessed for admittance based on underlying
collateral? [SSAP No. 21, paragraph 22]

8.1 A — All debt securities that do not qualify as bonds, regardless of the reason for which they do not
qualify, shall be assessed as to the primary source of repayment. If the primary source of repayment is
derived through underlying collateral, then the collateral must qualify as an admitted asset in order for the
non-bond debt security to be admitted. For example, if the source of repayment is derived from mortgage
loans, and the structure failed because it did not reflect a creditor relationship, have substantive credit
enhancement or meaningful cash flows, the debt security is permitted to be admitted if the mortgage loans
would have qualified as admitted assets if held directly. If the source of repayment is derived from railcar
leases, and the structure failed because it did not reflect a creditor relationship, have substantive credit
enhancement or meaningful cash flows, the debt security shall be nonadmitted as directly held railcars
would not qualify as admitted assets.

https://naiconline.sharepoint.com/teams/FRSStatutoryAccounting/National Meetings/A. National Meeting
Materials/2024/08-13-24 Summer National Meeting/Hearing/11 - QA Doc - as 8-7-24.docx
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