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The Statutory Accounting Principles (E) Working Group of the Accounting Practices and Procedures (E) Task Force met Nov. 16, 2022. The following Working Group members participated: Dale Bruggeman, Chair (OH); Kevin Clark, Vice Chair (IA); Sheila Travis (AL); Kim Hudson and Susan Bernard (CA); William Arfanis (CT); Rylynn Brown and Tom Hudson (DE); Cindy Andersen and Eric Moser (IL); Stewart Guerin (LA); Judy Weaver (MI); Doug Bartlett (NH); Joan Riddell (NY); Melissa Greiner and Diana Sherman (PA); Jamie Walker (TX); Doug Stolte and David Smith (VA); and Amy Malm (WI).

The Working Group held a public hearing to review comments (Attachments One-A1 through One-A4). 
[bookmark: _Hlk40449663]
1. [bookmark: _Hlk36016071]Discussed and Exposed the Proposed Bond Definition
Bruggeman directed the Working Group to agenda item 2019-21: Proposed Bond Definition, noting that comments were received on the July 18 exposed reporting changes and the Aug. 18 exposed accounting changes.

Julie Gann (NAIC) stated that there were three attachments in the materials for discussion that include documents revised from the exposure, including a revised Statement of Statutory Accounting Principle (SSAP) No. 26R—Bonds, revised SSAP No. 43R—Loan-Backed and Structured Securities, and a new document that proposes revisions to other SSAPs. She stated that NAIC staff recommend exposing these documents for comment. She stated that a revised issue paper was not provided and that NAIC staff are working to update the document for possible exposure at the Fall National Meeting.

Gann stated that the documents for statutory accounting and reporting revisions were exposed for comment in July and August. Comments were received from Fermat Capital (Fermat), the Industry Lease-Backed Securities Working Group, and interested parties. Gann summarized the comments received as follows:

· The Fermat comment letter requested that the Working Group use the Bond Project to clarify requirements for working capital finance investments (WCFI), with comments that these investments meet the definition of an issuer credit obligation in scope of SSAP No. 26R and should be reported on Schedule D, Part 1, as bonds. Gann stated that NAIC staff’s recommendation to this comment is to incorporate revisions to paragraph 4 of SSAP No. 26R to exclude investments that are specifically identified within other SSAPs. Gann provided examples including structured settlements that are in scope of SSAP No. 21R—Other Admitted Assets, surplus notes that are in scope of SSAP No. 41R—Surplus Notes, and working capital finance notes in scope of SSAP No. 105R—Working Capital Finance Investments. 

· The Industry Lease-Backed Securities Working Group’s comment letter requested the inclusion of a new example to clarify that there is a class of asset-backed securities (ABS) where the ABS issuer does not actually own the underlying collateral, but rather has a security interest through loan documents, which provides recourse to the collateral in the event of default. Gann stated that NAIC staff are recommending revising Example 2 of SSAP No. 26R to address the dynamic raised in the comment letter. Gann stated that a new example was not warranted, but she believes that incorporating the concepts within the existing example addresses the concerns. She also indicated that the loan-to-value indicated in SSAP 
No. 26R, paragraph 7, needs to be changed from 70% to 100% prior to exposure of the document. 

· John Garrison (Industry Lease-Backed Securities Working Group) stated support for accepting the concepts in their letter and the proposed recommended edits. Garrison stated that the proposed modifications capture the concepts noted in their comment letter and would support inclusion of these changes in the revised SSAP No. 26R. 

· Mike Reis (Northwestern Mutual), representing interested parties, offered support to the concept brought up by the Industry Lease-Backed Securities Working Group and the modifications to Example 2 in SSAP No. 26R.

· Clark stated that a footnote was also added to SSAP No. 26R as a result of Garrison’s comments. The footnote is related to one of the points raised, which is that throughout the definition, assets owned by the issuer are discussed. In some instances, these assets are not technically owned, but the rights to the assets have effectively been assigned to the creditor. The intention was to be inclusive of all assets that the creditor has recourse to, and the footnote was added to explicitly state this concept. 

· Interested parties provided comments on all of the exposed documents. They also provided comments on the bond definition, which was not presented as a revised document. NAIC staff have not made revisions or provided the bond definition specifically because the edits are reflected in the SSAPs as the authoritative guidance or for historical documentation in the issue paper. Interested parties also commented on the issue paper’s language regarding feeder funds. Gann stated that NAIC staff and Clark have worked with industry to refine the feeder fund language and that it is not available today. The document will be presented at the Fall National Meeting with a request for exposure. 

· NAIC staff have proposed new terms to be included within the glossary for SSAP No. 26R to reflect the concepts of the bond definition. Gann stated that interested parties indicated that the new glossary terms are not needed as they are within the standard. They also identified that some of the legacy terms within the glossary no longer need to be retained. Gann stated support for the proposal although the definition for bank loans should be retained. She stated that NAIC staff have made revisions to SSAP No. 26R to remove the glossary and to include the definition of bank loans within a new footnote. 

· Interested parties also provided comments with regard to the income recognition detail that was added to SSAP No. 43R. They also requested clarification on the assessment of cash flows and changes in cash-flow projections. Gann stated that industry and Clark have worked with NAIC staff to refine the proposed changes. Gann stated that the key changes from the prior exposure pertain to the use of U.S. generally accepted accounting principles (GAAP) language in determining the ability to use a prospective method, which would be a high credit quality distinction, and how the assessment is completed at the time of the initial acquisition. She stated that clarification was made to indicate that if there is an adverse change in expected cash flows and the investment is impaired, meaning that fair value is less than amortized cost, an other-than-temporary impairment (OTTI) shall be recognized.

· Interested parties identified the need for transition language. NAIC staff agreed and added additional transitional language to both of the revised documents. Gann provided a high-level summary of the additional transitional language added to SSAP No. 26R and SSAP No. 43R. 

· Interested parties provided comments on the need for additional exposure. NAIC staff agreed with the request to expose for a public comment period ending Feb. 10, 2023. 

· Gann discussed additional changes to SSAP No. 26R related to the need to have the bond definition in a centralized location. She stated that prior exposures had the bond definition in both SSAP No. 26R and SSAP No. 43R. Gann stated that with the revised documents, the entire bond definition is now located in SSAP No. 26R and that securities that qualify as ABS under the bond definition will move to SSAP No. 43R for the measurement and reporting guidance. 

· Interested parties provided comments concerning embedded derivatives. Gann provided a summary of the comments and stated that the full text of interested parties’ comments was included in Attachment A. She stated that NAIC staff worked with industry and Clark to provide revisions, detailed in the agenda and SSAP No. 26R, that were more explicit that the performance variations that restrict bond classification are intended to reflect non-debt variables. She stated that the guidance is not intended to restrict situations that are commonly related to debt instruments, such as vanilla inflation or benchmark interest rate adjustments such as with U.S. Treasury Inflation Indexed Securities (TIPs) or Secured Overnight Financing Rate (SOFR) linked coupons. 

Bruggeman stated there was concern of being able to meet a Jan. 1, 2024, deadline to implement the proposed changes considering vendor and NAIC staff need to implement the changes. He stated that, given this concern, he directed NAIC staff to incorporate a Jan.1, 2025, effective date in order to provide time to implement the changes.

Reis expressed appreciation to both NAIC staff and the Iowa Insurance Division staff for working with interested parties on these issues. He stated that interested parties support the changes made. Reis stated that interested parties agree that the Jan. 1, 2024, implementation date would be too soon. He stated that interested parties will focus their next exposure comments on fatal flaws, consistency, language, and readability issues, and that the main concepts have been ironed out. Reis discussed two specific items, one of which was the embedded derivative language Gann discussed. He stated that interested parties do not want to mirror Financial Accounting Standards Board (FASB) and International Accounting Standards Board (IASB) extensive language and guidance and want to spend the requisite time to get this right. He said this is a big issue and will be a focus of interested parties as they want to ensure there are no unintended consequences. Reis stated the second point is related to securities that do not meet the bond definition language in SSAP No. 26R, paragraph 3.d., and may potentially go on Schedule BA, Other Long-Term Invested Assets. He stated that these are generally good investments. Reis provided an example of an environmental, social, or government (ESG) bond that may be caught in this language and receive a risk-based capital (RBC) charge that is not commensurate with the risk. He stated that interested parties are asking that these types of investments that do not meet the bond definition, and are moved to Schedule BA, are reviewed to ensure that they receive the appropriate RBC charge. 

Bruggeman directed NAIC staff to add Reis’ comment concerning ESG bonds to the list of issues to discuss with the NAIC Risk-Based Capital Investment Risk and Evaluation (E) Working Group in order to make sure all parties are in agreement. 

[bookmark: _Hlk119570031]Clark stated support for Bruggeman’s comment and indicated that in facilitating discussion with the RBC group, it would be helpful to group assets expected not to qualify under the bond definition into categories, to the extent that there are particular asset types expected to fall out. Input from industry on what those categories are will likely be necessary. He stated that the embedded derivative topic is the largest outstanding issue that requires substantive discussion. Clark stated that under U.S. GAAP, different accounting and measurement guidance applies to different types of financial instruments. Recognizing that multiple financial instruments could be combined in order to avoid the accounting and reporting methodology that would otherwise apply, GAAP adopts a concept whereby features that are not clearly and closely related to each other must be bifurcated and accounted for separately. However, due to the complexity of doing this in practice, many companies elect to carry the entire contract at fair value. He stated that under statutory accounting, there may be additional incentives to combine instruments given the reliance of the capital framework on accounting classification, such that non-bond risk/return can receive bond capital treatment. So, with the proposed bond definition, he stated that the intent is to develop a principle that appropriately safeguards against non-bond risks being characterized as bond risks, ideally, without bringing in the unnecessary complexity of the U.S. GAAP embedded derivative guidance. Clark highlighted the inclusion of this concept as a specific component for the Working Group to consider and provide any feedback they may have on it. He stated that when this issue initially came up several years ago with structured notes and principal protected notes (PPNs), there were some safeguards established at that time. He stated that for structured notes, if the reference variable component could result in a loss of principal, then it was treated as a derivative under SSAP No. 86—Derivatives. Clark stated that the new guidance would go further where there is a non-debt variable component and require those to move to SSAP No. 21R and Schedule BA.

Gann stated that there is another document up for exposure with regard to accounting guidance referred to as Proposed Revisions to Other SSAPs. She stated that NAIC staff reviewed each SSAP in the NAIC Accounting Practices and Procedures Manual (AP&P Manual) to identify any references to loan-backed securities, names that needed to be revised, or additional references to bonds. She stated that revisions have been proposed to update references and guidance under the bond definition. Gann stated that this document also includes revisions to SSAP No. 2R—Cash, Cash Equivalents, Drafts and Short-Term Investments to exclude ABS from being in scope of the cash equivalent or short-term guidance. Gann stated the document also includes proposed revisions to SSAP No. 21R to specify accounting and reporting guidance for debt securities that do not qualify as bonds.

Gann discussed interested parties’ comments related to the reporting revisions exposed in July 2022. She stated that the revisions identified reporting lines and the descriptions of what is included in the reporting lines. She discussed the split to Schedule D, which will now have two Parts: 1) Schedule D–1–1 for issuer credit obligations; and 2) Schedule D–1–2 for ABS. Gann stated that comments were received from interested parties and are detailed in the Hearing Agenda. She stated NAIC staff are, for the most part, supportive of the comments received. Gann stated that revised documents were not available for this meeting and that NAIC staff will present these at the Fall National Meeting. She stated that at the Fall National Meeting, the documents will go beyond what has currently been presented for the instructions and Schedule D and will encompass a review of the entire annual statement and reporting instructions for all areas that may be affected by the updated bond definition or new reporting structure. 

Gann went on to discuss some of the comments received from interested parties provided in the Hearing Agenda. She identified one comment that may require discussion was related to a revision recommending deletion of a new column for current overcollateralization percentage proposed strictly for ABS. Industry identified that it would be operationally challenging to include that information for ABS every time they file Schedule D–1–2. She stated agreement that it would be operationally challenging and identified that column was originally considered for the sub-schedule that was considered before the current split schedule proposal. Gann stated that the original intent was for the column to be limited to specific SBS structures and that with the new proposal, it was being included for all ABS. She stated that NAIC staff are seeking input on whether this column should be retained, retained, and restricted to certain types of ABS or deleted. 

Bruggeman inquired, and Gann confirmed, that summary lines will be included in the proposed Schedule D–1–2. He stated concern that the proposed revisions would only capture the data intended and not data for non-relevant ABS, with the goal of not having to ask for supplemental data from filers. Bruggeman directed NAIC staff to leave in the proposed revisions for now, with revisions to limit the column to specific ABS.

Tip Tipton (Thrivent), representing interested parties, thanked NAIC staff and state insurance regulators for collaborating with industry on the proposed reporting changes, and he stated that they have a good product moving forward. He highlighted one issue, Item 10, and asked for Angelica Tamayo-Sanchez (New York Life) to comment. 

Tamayo-Sanchez stated that the concern with the principle-based definition in the assessment of credit enhancement is supposed to be done at the origination of the investment. This is because there could be things that start happening with the deal itself, such as a default, where companies are taking impairment, or the underlying collateral could change. She stated it would be operationally difficult to keep assessing the securities every quarter. Tamayo-Sanchez stated the reaction of interested parties is that although asset managers are reviewing the portfolio from a credit perspective, interested parties are not sure that the calculation to determine whether a security is a bond would be done at every reporting period. She stated that more data would be needed to determine what calculations are actually done regarding the over-collateralization in ABS and how that data would be fed into systems that put Schedule D together. 

Clark stated that the intent is not to determine what qualifies as a bond as that is done at origination. The reporting field under discussion is more of a data element to be used in the financial analysis on the state insurance regulator side and only apply to specific subgroups. He stated that for those that do not meet the meaningful cash flow practical expedient, meaning there is a larger residual collateral exposure, they are relying on refinancing or sale. So, it was viewed that for those groupings, this data element, of obtaining updated loan-to-values, would be a useful input into the analysis process and not to determine whether it is a bond each quarter. Clark stated that he appreciates the comments if this data point is not something that is operationally achievable. He stated that it would be similar to the data maintained for commercial mortgage loans (CMLs) and residential mortgage loans (RMLs) used in the RBC calculation, and this is where they are looking for feedback as to what is the operational feasibility if applied to a smaller subset of the population. 

Bruggeman stated the timing does not need to be every quarter, although state insurance regulators would like it quarterly for analysis purposes and to keep things consistent throughout the year with regard to systems. If it is not achievable every quarter, the Working Group would like to hear about it, and it may only be part of the annual filing. 

Gann stated that NAIC staff’s recommended actions are to expose the updated revisions to SSAP No. 26R, SSAP No. 43R, and the proposed revisions to other SSAPs for a public comment period ending Feb. 10, 2023.
Clark made a motion, seconded by Malm, to expose the revisions to 2019-12: Proposed Bond Definition, with a comment period ending Feb. 10, 2023. The motion passed unanimously.

2. [bookmark: _Hlk119581061]Discussed INT 22-03 Third and Fourth Quarter 2022 Reporting of the Inflation Reduction Act 

Robin Marcotte (NAIC) stated that on Oct. 6, the Working Group exposed Interpretation (INT) 22-02: Third Quarter 2022 Reporting of the Inflation Reduction Act – Corporate Alternative Minimum Tax to provide exceptions to SSAP No. 9—Subsequent Events and SSAP No. 101—Income Taxes in response to the federal Inflation Reduction Act for third-quarter 2022 and exposed INT-22-03: Inflation Reduction Act – Corporate Alternative Minimum Tax to address fourth-quarter 2022 and interim 2023 reporting. On Oct. 24, the Working Group adopted INT 22-02, which included disclosures and provided that reasonable estimates and effects of the corporate alternative minimum tax (CAMT) could not be made for third-quarter 2022. She noted that the CAMT is not effective as a tax until 2023 tax years.

Marcotte provided a summary of the exposures included in agenda item INT 22-03, as well as a summary of comments received from interested parties (Attachment One-A3). She stated that interested parties provided a fairly extensive comment letter on INT 22-03 and noted items that needed to be addressed for 2023. She noted that interested parties requested that instead of finalizing INT 22-03, that INT 22-02 be extended from third-quarter 2022 to include year-end 2022. She stated that NAIC staff recommend extending the previously adopted INT 22-02 to include the Dec. 31, 2022, financial statements. She noted that as detailed in the exposures, the CAMT is effective for 2023 tax years. Therefore, not recognizing the impacts of the CAMT for 2022 reporting would only affect the statutory valuation allowance and possibly the calculations regarding the admissibility of certain deferred tax assets. She stated that there are multiple items within the federal Inflation Reduction Act and that several U.S. Treasury regulations are pending development. She stated that in addition to the extension of INT 22-02 for year-end 2022 reporting, an additional disclosure for year-end 2022 was also recommended, which would identify applicable corporations that are required to perform the calculations to determine if the corporation of the controlled group of corporations for which the reporting entity is a member might owe the CAMT. She noted that this disclosure does not require a CAMT estimated result of the calculation, but only seeks to identify companies filing a consolidated return with an adjusted financial statement income that is expected to require the CAMT calculation. She noted that the meeting materials also propose a nullification date of March 15, 2023, because the INT is not proposed to apply to first-quarter 2023 reporting. 

Rose Albrizio (Equitable), representing interested parties, stated appreciation for consideration of extending the period through year-end 2022. She noted that the interested parties’ comment letter was meant to highlight some of the issues supporting extension of INT 22-02 through year-end. She stated that additional guidance is needed for 2023 and noted that interested parties have been working on proposed edits to INT 22-03 to address the tax accounting issues for 2023 reporting, which could be used for permanent guidance. She stated that interested parties have had an initial discussion with NAIC staff and are planning to discuss this again with NAIC staff following the Fall National Meeting. She stated that if INT 22-02 was extended through March 31, 2023, it would increase the possibility of the U.S. Department of the Treasury (Treasury Department) providing guidance. However, extending the INT 22-02 will not provide the guidance needed on issues specific to insurance companies (e.g., allocation of the CAMT that is calculated on a total corporate basis to individual company financial statements).

Bruggeman expressed support for extending INT 22-02 to year-end 2022, which is consistent with the NAIC staff recommendation. He also inquired if the Working Group was interested in an extension of INT 22-02 for first-quarter 2023 reporting. He noted that the year-end 2022 filing date is March 1 and that the end of the first-quarter reporting is March 31. 
 
Kim Hudson stated support for extending through year-end 2022. He stated that theoretically it would be better for the Working Group to re-evaluate the guidance during the first quarter 2023. However, he noted a concern regarding timing issues regarding the ability of the Working Group to evaluate and adopt first-quarter 2023 guidance.

Weaver stated support for extending through year-end 2022 and into first-quarter 2023. Bruggeman asked Kim Hudson if he preferred a year-end 2022 or first-quarter 2023 extension. Hudson noted that because of the timing issues, he preferred an extension through first-quarter 2023.

Albrizio stated that interested parties will be actively working on this topic. She stated that in relation to the allocations process, this will also require the updating of tax-sharing arrangements. 

Bruggeman directed NAIC staff to adjust the language in INT 22-03 to be extended to include first-quarter 2023. He stated that the Working Group could continue discussion at the Fall National Meeting. 

Kim Hudson made a motion, seconded by Weaver, to expose the revisions to INT 22-02: Third Quarter 2022 through First Quarter 2023 Reporting of the Inflation Reduction Act – Corporate Alternative Minimum Tax, which extend the INT to apply to year-end 2022 and first-quarter 2023 with the proposed additional disclosure regarding applicable entities, with a public comment period ending Dec. 1, 2022. Marcotte inquired regarding the nullification date, and the Working Group was also directed to draft language noting that INT 22-02 would be automatically nullified on June 15, 2023. The motion passed unanimously. Bruggeman noted that the exposure would be discussed at the Fall National Meeting. 

Marcotte stated that there will be a longer process to look at SSAP No. 101 and its implementation guide due to the previous removal of the alternative minimum tax guidance in 2019.

3. Discussion of Other Matters – Negative IMR

Reis provided comments related to the American Council of Life Insurers (ACLI) submitted comment letter (Attachment One-A4) regarding its request related to the allowance (admission) of a negative interest maintenance reserve (IMR) balance in statutory accounting. He provided a summary of the comment letter, including the rationale for the development of IMR. Reis stated that if a company were to sell all of its bonds in a falling interest rate environment, it would recognize significant interest-related realized gains. This would show increased financial strength through increased surplus and would be inappropriate as the company would now have a lower yielding portfolio but show higher surplus. Therefore, the surplus does not show the entire picture in this scenario, especially where the liability is not going to change under statutory accounting. Reis stated that when IMR was developed, it was recognized that it should work both ways, as recognizing losses in a rising interest rate environment would show decreased financial strength through decreased surplus. He stated that IMR was adopted in 1992 when industry was in the middle of a decade-long declining interest rate environment, so it was only adopted for realized gains. Reis stated that at the time, the realized losses were a negative component and should have theoretically been recognized. However, after remaining on the AVR/IMR (E) Working Group’s agenda for another 10 years, the Working Group was ultimately disbanded with no action being taken. 

Reis stated that the ACLI hopes the NAIC can resume discussion of the allowance of negative IMR so that industry does not look inappropriately weaker in a period of rising interest rates, which are actually good for the industry. He stated that the ACLI would like to discuss this topic further with the Working Group at the Fall National Meeting, as the disallowance of a negative IMR would inappropriately show the decreased financial strength or, worse, incentivize companies to make inappropriate asset/liability management decisions with both bond investments and derivatives that hedge those bond investments. He stated that this affects decisions today, even if the negative IMR balance is not negative for all companies. He stated that the ACLI hopes the Working Group will take at least temporary action on this issue.

Bruggeman stated that it is the sale of bonds with a realized loss in this case that actually generates the negative IMR and that the increase in interest rates may be the reason for the sales but has no bearing on the IMR calculation. He stated that the Life Actuarial (A) Task Force is looking into this issue and that the Working Group must work together with the Task Force to make sure it does not get ahead on the issues. Bruggeman stated that he is not sure the Working Group can have an effective discussion at the Fall National Meeting with the short time frame. Bruggeman stated that companies that are approaching this situation should contact their domestic state insurance regulator to inquire about the potential for a permitted practice. 

Reis stated that the ACLI is supportive of the Task Force looking into this issue and the appropriate utilization of negative IMR within asset adequacy testing (AAT). He stated that it should only be included in asset adequacy if it is an admitted asset. Reis noted, in relation to the concept of companies not selling bonds, that this method may lead to a mismatch between assets and liabilities. 

Bruggeman stated that he understands there are situations where a company needs to sell bonds or that it makes sense to sell bonds. He stated his point was that companies should discuss with their domestic state insurance regulators to explain why the company wants to sell bonds since every situation may be different. Bruggeman suggested exposing the ACLI letter and directed NAIC staff to put together a discussion to potentially have an exposure at the Fall National Meeting. 

Malm inquired about NAIC staff compiling data to provide the Working Group and state insurance regulators information on the movement of IMR since year-end 2021 to third-quarter 2022. She expressed support for coordination between the Working Group and the Task Force on this issue. 

Gann stated that NAIC staff will put together an agenda item for discussion and exposure at the Fall National Meeting. Reis stated that the ACLI is ready to take questions from NAIC staff or state insurance regulators.

Mike Monahan (ACLI) stated that AAT is a pass/fail, so it may not be the whole solution. He inquired who drafted the memorandum included in the meeting materials from NAIC staff to the Task Force. Gann stated that the memorandum was drafted by Scott O’Neal (NAIC), support staff for the Task Force. 

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