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The Statutory Accounting Principles (E) Working Group of the Accounting Practices and Procedures (E) Task Force met Aug. 26, 2021. The following Working Group members participated: Dale Bruggeman, Chair (OH); Carrie Mears and Kevin Clark, Co-Vice Chairs (IA); Sheila Travis (AL); Kim Hudson (CA); William Arfanis (CT); Rylynn Brown (DE); Cindy Andersen, Eric Moser and Kevin Fry (IL); Stewart Guerin (LA); Judy Weaver (MI); Doug Bartlett (NH); Bob Kasinow (NY); Melissa Greiner and Kimberly Rankin (PA); Ludi Skinner and Jamie Walker (TX); Doug Stolte and David Smith (VA); and Amy Malm (WI).
[bookmark: _Hlk40449663]
1. Reviewed Comments on Exposed Items

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

a. Agenda Item 2021-04

[bookmark: _Hlk80885105]Mr. Bruggeman directed the Working Group to agenda item 2021-04: Valuation of Foreign Insurance SCAs. Fatima Sediqzad (NAIC) stated that this agenda item originated from comments received during the development of agenda item 2018-26: SCA Loss Tracking – Accounting Guidance, which adopted revisions in Statement of Statutory Accounting Principles (SSAP) No. 97—Investments in Subsidiary, Controlled and Affiliated Entities to state that reported equity method losses of an investment in a subsidiary, controlled, or affiliated entity (SCA) would not create a negative value in an SCA investment; thus, equity method losses would stop at zero. However, those adopted revisions also clarified that to the extent that there was a financial guarantee or commitment, it would require recognition under SSAP No. 5R—Liabilities, Contingencies and Impairments of Assets. In November 2020, the Working Group adopted agenda item 2020-18: SSAP No. 97 Update, which removed a lingering, superseded reference regarding negative equity method loss valuations. Ms. Sediqzad stated that SSAP No. 97 requires specific limited statutory basis of accounting adjustments to paragraph 8.b.ii. (insurance-related SCA) and paragraph 8.b.iv. (foreign insurance SCA) entities. These adjustments are to prevent assets held by an SCA from receiving a more favorable accounting treatment than had they been held directly by the insurer. It was during the Working Group’s discussion of agenda item 2020-18 that industry requested consideration of whether foreign insurance SCAs should continue to be subject to the long-standing SSAP No. 97 statutory adjustments and the adjustments should result in a negative SCA valuation. Interested parties’ initial response was that foreign insurance operations are subject to foreign jurisdiction regulations and should be allowed to stand independently of a domestic insurer; thus, in the absence of a guarantee or commitment, equity valuation should not go negative. Industry inquired whether foreign insurance subsidiaries captured in scope of SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies are also intended to reflect the limited statutory adjustments, as required in SSAP No. 97, and whether the equity method of those investments shall reflect a negative value in the absence of a required U.S. generally accepted accounting principles (GAAP) audit.

Ms. Sediqzad stated that it is important to separate the SSAP No. 97, paragraph 13 (equity method) adjustments, which stop at zero from the SSAP No. 97, paragraph 9 (limited statutory basis of accounting) adjustments, which intentionally do not stop at zero. However, it is noted that reporting entities with investments captured under SSAP No. 48, which requires an audit for admittance, may not recognize that additional adjustments are needed if the investment is nonadmitted. Ms. Sediqzad also noted that if these SSAP No. 48 investments are not audited, reporting entities may have difficulty calculating the required adjustments to be made pursuant to SSAP No. 97, paragraph 9. From this discussion, in May 2021, the Working Group exposed nonsubstantive revisions to SSAP No. 48 and SSAP No. 97 to clarify the application of the guidance and limit when the statutory adjustments are required for foreign insurance subsidiaries.

[bookmark: _Hlk80884863]Ms. Sediqzad noted that comments received from the exposure were supportive of the exposed edits. She recommended that the Working Group adopt the exposed nonsubstantive revisions to SSAP No. 48 to clarify that the adjustments in SSAP No. 97, paragraph 9 may result in a negative equity valuation; however foreign insurance SCA entities may stop at zero, provided that the entity does not provide services or hold assets on behalf of a U.S.-based reporting entity.

Angelica Tamayo-Sanchez (New York Life), representing interested parties, stated appreciation for the Working Group’s consideration of this matter, as they believe foreign insurance SCAs are distinctly different from SSAP No. 97, paragraph 8.b.ii. entities, and this amendment will reflect the appropriate accounting of such items.
Mr. Hudson made a motion, seconded by Mr. Kasinow, to adopt the exposed nonsubstantive revisions in SSAP No. 48 and SSAP No. 97 (Attachment One-C). The motion passed unanimously.

b. Agenda Item 2021-10

Mr. Bruggeman directed the Working Group to agenda item 2021-10: SSAP No. 32R – Clarification of Effective Call Price. Jim Pinegar (NAIC) stated that this agenda item proposes a clarification of the valuation ceiling for perpetual preferred and publicly traded preferred stock warrants in SSAP No. 32R—Preferred Stock. He stated that SSAP No. 32R requires that perpetual preferred stock be reported at fair value, with a valuation ceiling not to exceed any currently “effective call price.” However, as questions arose regarding the interpretation of this requirement, the exposed revisions clarify that the valuation ceiling will only apply in cases where the issuer has announced that the instrument will be called, or the call is currently exercisable, by the issuer. Mr. Pinegar stated that this interpretation will ensure that instruments in scope of SSAP No. 32R are not reported at a value exceeding an amount for which the item can be immediately called and will properly reflect the economics of these equity investments. He stated that the exposed footnote interpretation received informal comments indicating that interested parties support this proposal.

Ms. Malm made a motion, seconded by Mr. Bartlett, to adopt the exposed nonsubstantive revisions in SSAP No. 32R (Attachment One-D). The motion passed unanimously.

2. Considered Maintenance Agenda – Pending Listing – Exposures

a. Agenda Item 2021-11

[bookmark: _Hlk80942606]Mr. Bruggeman directed the Working Group to agenda item 2021-11: SSAP No. 43R – Credit Tenant Loans – Scope. Julie Gann (NAIC) stated that this agenda item was drafted because the Valuation of Securities (E) Task Force recently adopted revisions to the credit tenant loan (CTL) guidance in the Purposes and Procedures Manual of the NAIC Investment Analysis Office (P&P Manual). She stated that with the newly adopted guidance, mortgage loans in scope of SSAP No. 37—Mortgage Loans will continue historical practice, with reporting entities having the ability to file the structures with the NAIC Securities Valuation Office (SVO) for a structural assessment to determine whether the mortgage loan can be reclassified from Schedule B: Mortgage Loans to Schedule D-1: Long-Term Bonds. Security structures that have underlying real estate risk, whether they are referred to as CTLs or by another name that qualify in scope of SSAP No. 26R—Bonds or SSAP No. 43R—Loan-Backed and Structured Securities, shall follow the accounting and reporting provisions of those applicable SSAPs. Ms. Gann stated that upon review of the Task Force adoptions, the temporary reporting provisions directed in INT 20-10: Reporting Nonconforming CTLs are no longer applicable. She stated that the Working Group could either nullify INT 20-10 or let the INT automatically expire on Oct. 1. Additionally, she stated that with the Task Force adoptions, NAIC staff are recommending disposal, without statutory revisions, of agenda item 2020-24: Accounting and Reporting of Credit Tenant Loans. She stated that NAIC staff are also recommending limited revisions to: 1) clarify that mortgage loans in scope of SSAP No. 37 that qualify under the SVO structural assessment as CTLs are in scope of SSAP No. 43R; and 2) remove outstanding references to examples of loan-backed and structured securities from SSAP No. 43R, paragraph 27.b. She stated that the proposed exposure period would end on Oct. 1, which is the same day INT 20-10 is scheduled to no longer be in effect. However, after comments are received, the Working Group could consider making an explicit statement regarding whether to allow the INT to automatically expire or that the Working Group has intentionally nullified the INT. Mr. Bruggeman stated that an affirmative action of the Working Group would likely be beneficial for historical record. He stated that the revisions only affect mortgage loans that are in the form of a CTL, not similarly named items that are in the legal form of a security.

Michael M. Monahan (American Council of Life Insurers—ACLI) stated that the ACLI supports exposure of the aforementioned items, as recommended by NAIC staff.

John Garrison (Lease-Backed Securities Working Group) stated support for the exposures, as recommended by NAIC staff, as the edits are in line with the recent adoptions of the Task Force.

Ms. Weaver made a motion, seconded by Mr. Clark, to expose for a public comment period ending Oct. 1: 1) nonsubstantive revisions detailed in agenda item 2021-11; 2) the disposal, without statutory revisions, of agenda item 2020-24; and 3) whether INT 20-10 should be allowed to automatically nullify or if explicit nullification comments are warranted by the Working Group. The motion passed unanimously.


b. Agenda Item 2021-12EP

Mr. Bruggeman directed the Working Group to agenda item 2021-12EP: Editorial Updates. Robin Marcotte (NAIC) stated that this agenda item contains five editorial maintenance updates to the Accounting Practices and Procedures Manual (AP&P Manual). Four of the updates include minor formatting or revisions for consistency to the Preamble, Appendix A-001, Appendix C, and Appendix C-2. Ms. Marcotte stated that the remaining edit includes a minor update to improve the readability of the guidance for securities receivables in SSAP No. 21R—Other Admitted Assets.

Mr. Hudson made a motion, seconded by Ms. Weaver, to expose agenda item 2021-12EP for a public comment period ending Oct. 1. The motion passed unanimously.

c. Agenda Item 2021-13

Mr. Bruggeman directed the Working Group to agenda item 2021-13: Salvage – Legal Recoveries. Ms. Marcotte stated that this agenda item recommends nonsubstantive revisions to SSAP No. 55—Unpaid Claims, Losses and Loss Adjustment Expenses to clarify that salvage and subrogation estimates and recoveries should be reported as a reduction to both claims/losses and loss adjusting expenses (LAEs), as appropriate. However, once the amounts for salvage, subrogation, and coordination of benefits (COB) recoveries are received, they are reported as a reduction of paid losses and LAEs depending on the nature of the costs being recovered. Ms. Marcotte stated that SSAP No. 55 does not explicitly discuss the recovery of LAEs in the discussion of salvage, subrogation, and COB; however, the property/casualty (P/C) annual statement instructions, which are Level Two on the statutory hierarchy of authoritative literature, includes an explicit reference to reduce LAEs for such amounts in the instructions for Schedule P – Analysis of Losses and Loss Expenses. She stated that the proposed clarification, which was requested by industry, provides additional detail regarding LAEs for salvage, subrogation, and COB that is believed to be consistent with current practice by most reporting entities. She stated that even though NAIC staff believe the proposed clarification is consistent with the current practice of most entities, the Working Group should notify the Casualty Actuarial and Statistical (C) Task Force, the Life Actuarial (A) Task Force, and the Health Actuarial (B) Task Force of the exposure.

Mr. Hudson made a motion, seconded by Mr. Stolte, to expose agenda item 2021-13 and send notice of the exposure to the Casualty Actuarial and Statistical (C) Task Force, the Life Actuarial (A) Task Force, and the Health Actuarial (B) Task Force. The motion passed unanimously.

d. Agenda Item 2021-14

Mr. Bruggeman directed the Working Group to agenda item 2021-14: Policy Statement Terminology Change. He stated that this agenda item was drafted in response to a referral received from the Financial Condition (E) Committee regarding the Working Group’s historical use of statutory accounting terminology of “substantive” and “nonsubstantive” to describe statutory accounting revisions being considered by the Working Group. The use of these terms could be misunderstood by users that are not familiar with the specific definitions. Mr. Bruggeman stated that the suggestions provided in the referral have been incorporated into the agenda item for exposure consideration. Ms. Gann stated that the agenda item only currently proposes modifications to the NAIC Policy Statement on Statutory Accounting Principles Maintenance Agenda Process, as that is the source document for those definitions. Once approved by the Working Group, it is anticipated that an editorial agenda item will be utilized to change the remaining references throughout the AP&P Manual. Mr. Bruggeman stated that after adoption, the new terms will be used on a go-forward basis and updating historical documents will not occur.

Mr. Hudson made a motion, seconded by Mr. Bartlett, to receive the referral from the Financial Condition (E) Committee and expose agenda item 2021-14. The motion passed unanimously.

3. Considered Maintenance Agenda – Active Listing

a. Agenda Item 2019-24

Mr. Bruggeman directed the Working Group to agenda item 2019-24: Levelized and Persistency Commission – Issue Paper. He stated that this agenda item is to document the historical background regarding discussions during the development of the nonsubstantive revisions to SSAP No. 71—Policy Acquisition Costs and Commissions. He noted that the nonsubstantive revisions to SSAP No. 71 were adopted through the NAIC committee process, with final adoption occurring by the Executive (EX) Committee and Plenary at the Summer National Meeting.

Mr. Stolte made a motion, seconded by Mr. Hudson, to expose Issue Paper No. 16x: Levelized Commission for a public comment period. The motion passed unanimously.

Mr. Bruggeman stated that all the items exposed for comment have an Oct. 1 comment deadline.

4. Discussed Other Matters

a. Received and Responded to a Valuation of Securities (E) Task Force Referral on WCFIs

Ms. Marcotte stated that in July 2021, the Valuation of Securities (E) Task Force adopted changes to the P&P Manual incorporating revisions consistent with the revisions approved by the Working Group in May 2020 to SSAP No. 105R—Working Capital Finance Investments. Additionally, the Task Force directed a 30-day exposure and a referral to the Working Group regarding additional proposed P&P Manual edits concerning unrated and nonguaranteed subsidiary obligors in Working Capital Finance Investment (WCFI) programs. Ms. Marcotte stated that although the public comment period for this item has ended, Task Force support staff have confirmed that the Working Group will have additional time to respond to the referral.

Ms. Marcotte stated that the referral received provided notification of an exposed policy change that would direct the SVO to rely upon the NAIC designation of an unrated subsidiary obligor’s parent entity for WCFI programs, without notching for the subsidiary. She stated that a referral was provided to the Working Group, as a qualifying NAIC designation of the obligor is a required element for admittance of WCFI receivables under SSAP No. 105R. She stated that the Task Force’s exposure is a variation of the industry’s prior recommendations, which were previously rejected by the Working Group. The Task Force exposure proposes to require the rating of the WCFI program parent to be relied on for unrated, unguaranteed obligors. If the Task Force agrees and deems it essential that the SVO assign NAIC designations to WCFI transactions with unrated, non-guaranteed obligors, then this policy change will affect how NAIC designations are assigned to WCFI transactions. The policy would direct SVO staff to apply/imply the credit rating of the parent to unrated, unguaranteed subsidiaries for WCFI programs even if they do not have financial information on the subsidiary. This direction is noted in the exposed SVO memo as contrary to current SVO credit substitution methodologies and is noted as not a generally accepted credit rating technique, as implied parent support is not legally enforceable.

Ms. Marcotte stated that the draft referral response notes that although the Task Force oversees the process to determine NAIC designations, the proposed methodology is a significant departure for how SVO ratings are otherwise assigned. However, the provisions within SSAP No. 105R were established in accordance with historical practices, which allow the SVO to apply its credit substitution methodology as it does for other asset classes. 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 safeguards for WCFI programs. The draft referral response also noted that the proposed P&P Manual revisions include two elements that would require further coordination to avoid inconsistencies with SSAP No. 105R.

Mr. Bruggeman stated that while the Task Force has the responsibility for determining credit quality and NAIC designations, SSAP No. 105R has historically required reliance on a parent for such determination. However, the proposed policy would require the SVO to imply an NAIC designation to an unrated entity based on the parent entity’s credit quality, all 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. Mr. Bruggeman stated that if the SVO takes such action, the Working Group may consider additional changes to SSAP No. 105R.

Mr. Fry stated that despite the Task Force’s proposal to no longer rely on the parent for a subsidiary’s credit determination, the WCFI program has several mitigants and is well controlled with several safeguards. He stated that this is a safe asset class with a proven track record.

Mr. Hudson made a motion, seconded by Mr. Arfanis, to receive the referral from the Task Force and send the referral response. The motion passed unanimously.

5. Reviewed and Discussed the Proposed Principles-Based Bond Definition

The Working Group held a public hearing to review comments (Attachment One-B) on previously exposed items.
a. Agenda Item 2019-21

Mr. Bruggeman directed the Working Group to agenda item 2019-21: SSAP No. 43R. Ms. Gann stated that in October 2020, a small group of state insurance regulators and industry met regularly to draft a principles-based bond definition. The intent of this project is to clarify what should be reported on Schedule D-1, regardless of whether the instrument is in scope of SSAP No. 26R or SSAP No. 43R. In May 2021, the Working Group exposed the principles-based bond definition, along with a glossary and appendices with examples for application purposes. As a result of the exposure, three comment letters were received. Ms. Gann stated that NAIC staff are requesting Working Group input as to whether the proposed definition provides the general framework that should be used to proceed with the development of an issue paper and statutory accounting revisions. She stated that with direction from the Working Group to move forward with these principle concepts, all elements are still subject to continuous discussion, and revisions are expected to occur throughout the process.

Ms. Gann stated that depending on the Working Group’s direction, the next steps would include the development of: 1) an issue paper and proposed revisions to incorporate the bond concepts; 2) guidance that specifically details accounting and reporting for items that may no longer be eligible for Schedule D-1 reporting as a bond; and 3) reporting revisions to incorporate more granularity on Schedule D-1. She stated that due to the significance of the changes expected, the earliest application of the new standard would likely be Jan. 1, 2024. She stated that in addition to directing development of an issue paper, it is recommended that the Working Group repurpose the “43R small group” as a “43R study group” and request that additional state insurance regulators volunteer to participate as regular members. She stated that until revised guidance is adopted and effective, reporting entities can continue reporting as they have been for items currently in scope of SSAP No. 26R or SSAP No. 43R. However, an interim agenda item is anticipated to clarify that non-rated residual tranches or interests should be reported on Schedule BA: Other Long-Term Invested Assets.

Mr. Clark stated appreciation for the collaboration with industry on the SSAP No. 43R project. Creating a bond definition that is based on substance rather than legal form, is critical for state insurance regulators’ understanding of the types of risks present in an insurer’s investment portfolio, especially those reported on Schedule D-1. He stated that the development of a principles-based approach will accommodate a vast array of investment structures and is the best way to accomplish this goal.

In response to an inquiry from Ms. Weaver, Mr. Bruggeman stated that the intent of the project is to properly classify bonds and investments so that they are reported on an appropriate schedule and receive an adequate risk-based capital (RBC) charge. Ms. Mears stated that this was her understanding, but she also wanted to reiterate that the role of the project is reporting, not to determine credit quality nor modify the NAIC designation process. Accordingly, lower quality instruments that meet the definition of a bond will still qualify for Schedule D-1 reporting.

Michael Reis (Northwestern Mutual), representing interested parties, stated appreciation to the Iowa regulators and NAIC staff in their collaborative efforts with this project. He stated that the principle concepts will be helpful to ensure appropriate reporting while preventing potential investment reporting abuses. He stated that interested parties are generating additional examples for discussion to ensure there are not any unintended consequences, and they look forward to the continued collaboration. Mr. Bruggeman stated that the intent of the project is to remain principles-based; however, certain circumstances may require additional specificity to ensure clarity of the standard.

Ms. Gann stated in response to an inquiry from Mr. Bruggeman that the intent is to not allow pure grandfathering of existing structures. However, transition accommodations will likely be considered. Mr. Clark stated that grandfathering would negate the benefits of the project, especially as prior investments would not be subject to the new guidance. State insurance regulators would not know which investments follow the new guidance, especially as prior investments might not be liquidated for several years. Mr. Clark identified that transition guidance is anticipated as part of the additional discussions.

Ms. Gann summarized the comments received from Pinnacol Assurance, noting that they pertain to what is known as “stapled investments,” as certain debt security holders are contractually obligated to hold a corresponding equity component. Mr. Clark stated that the prevalence of these investments is likely more common than originally anticipated; however, review of the differentiation of these investments versus those that are in substance no different than had the insurer held 100% of an equity interest (that has been recharacterized as a debt), will be reviewed as a part of this project.

Aaron Sarfatti (Equitable) inquired if the risk characteristics of an investment can be separated from the bond definition. He inquired due to certain investments having a broad range of outcomes, whether an investment should qualify as a bond and whether the current RBC infrastructure provides an adequate charge. He stated that he believes that any subordinate debt structure should not qualify for bond treatment, unless there is a special exception provided by the Working Group or the SVO. The concepts proposed would not adequately capture credit quality of possible investor outcomes. Mr. Bruggeman stated that the role of statutory accounting is to address the reporting of certain instruments, while investment quality is determined through NAIC designations through the Valuation of Securities (E) Task Force; risk charges of investments, often determined based on the reported NAIC designations, are determined through the Capital Adequacy (E) Task Force. He stated that as the project proceeds, the Working Group will consider appropriate referrals, as deemed necessary. Mr. Sarfatti stated that he will submit a comment letter to the appropriate working groups or task forces to further articulate his points.

Caleb Brainerd (Athene) inquired of Mr. Sarfatti if his comments mean that any subordinated tranche should not qualify as a bond or that only the most subordinated tranche would not qualify. Mr. Sarfatti stated that any subordinated tranche has a binary outcome, and while differing tranches have varying degrees of outcome uncertainty, the current RBC treatments for such items are likely not adequate, and he recommends additional review by state insurance regulators. Mr. Brainerd stated that he does not agree that all tranches have a binary outcome and will await Equitable’s comment letter.

In response to a submitted inquiry, Mr. Bruggeman stated that in terms of the permitted practice process, the bond proposal will not have an impact on the process per se. However, if an accounting treatment other than what is adopted by the Working Group is sought, it would require approval from an insurer’s domestic regulator as a permitted practice.

Mr. Clark made a motion, seconded by Ms. Malm, to affirm the direction of the exposed principle-based bond concepts, repurpose the “43R small group” as a “43R study group,” and direct staff to proceed with an interim project to require non-rated residual tranches or interests be reported on Schedule BA. The motion passed unanimously.

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