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	NAIC Support Staff: Julie Gann, Robin Marcotte, Jake Stultz, Jason Farr

Note: This meeting will be recorded for subsequent use. 

REVIEW AND ADOPTION OF MINUTES

	1.
	Summer National Meeting
	(Attachment 1)

	2.
	October 6, 2022, E-Vote
	(Attachment 2)

	3.
	October 24, 2022
	(Attachment 3)

	4.
	November 16, 2022
	(Attachment 4)






The Statutory Accounting Principles (E) Working Group met in regulator-to-regulator sessions on Dec. 8. This regulator session was pursuant to the NAIC Open Meetings Policy paragraph 3 (discussion of specific companies, entities or individuals) and paragraph 6 (consultations with NAIC staff related to NAIC technical guidance of the Accounting Practices and Procedures Manual). No actions were taken during these meetings as the discussion previewed the Fall National Meeting agendas and discussed other items with NAIC staff pursuant to the NAIC open meeting policy. 


REVIEW AND ADOPTION of NON-CONTESTED POSITIONS

The Working Group may individually discuss the following items, or may consider adoption in a single motion: 

1. Ref #2022-09: ASU 2022-01: Fair Value Hedging – Portfolio Layer Method
2. Ref #2022-10: ASU 2022-02: Troubled Debt Restructurings and Vintage Disclosures
3. Ref #2022-13: Related Party - Footnote Updates








	
Ref #
	
Title
	
Attachment #
	Agreement with Exposed Document? 
	Comment Letter Page Number

	2022-09
SSAP No. 86
(Julie)
	ASU 2022-01: Fair Value Hedging – Portfolio Layer Method
	5 – Agenda Item
	
In Support
	IP - 7



Summary: 
[bookmark: _Hlk117844488]On August 10, the Working Group exposed edits to incorporate key aspects of the U.S. GAAP guidance for portfolio layer method hedges and partial-term hedges into SSAP No. 86—Derivatives. The Working Group also directed NAIC staff to prepare one issue paper with all recent and upcoming derivative revisions. (The issue paper will contain other derivative revisions recently considered from U.S. GAAP.) Summary of Revisions Proposed in this Agenda Item – Portfolio Layer Method and Partial Term: 

· SSAP No. 86: Revisions are proposed to paragraph 26 (fair value hedges) to detail criteria for portfolio and partial-term hedges. A small disclosure edit is proposed to paragraph 62 and guidance for reporting when the hedge is discontinued is proposed for inclusion in Exhibit C. Revisions have also been proposed to identify the adoption of ASU 2022-01, Fair Value Hedging – Portfolio Layer Method and to adopt with modification the guidance for partial-term hedges from ASU 2017-12. For the current proposal, the partial term hedge guidance is limited to hedged assets (not liabilities.) This is different from U.S. GAAP, but further statutory discussion is needed on basis adjustments when hedging liabilities, especially under partial term. It has been suggested that the Working Group move forward with incorporating the guidance for hedged assets at this time, as that addresses the current industry need, and consider guidance for hedged liabilities subsequently. (It was noted that industry is not aware of situations of partial-term liability hedges. Furthermore, the adjustment for hedged liabilities is a broader issue in SSAP No. 86, so the revisions would be more expansive.) Portfolio layer method hedges are limited to recognized assets under U.S. GAAP, so proposed guidance for SAP for those hedges is consistent. (Industry has identified that the FASB may consider expanding the scope of portfolio layer method hedges to liabilities. If this occurs, consideration will then occur for statutory accounting.) 

· Exhibit A – Assessment of Hedge Effectiveness: Limited revisions to paragraphs 17-18 to mirror updated U.S. GAAP guidance and add a new section

Interested Parties’ Comments:
Interested parties support the proposed changes.

Recommendation:
NAIC staff recommends that the Working Group adopt the exposed SAP clarifications to SSAP No. 86 with an effective date of January 1, 2023, with early adoption permitted. (This effective date will be populated in the exposed language in paragraphs 65c and 74f.) This item incorporates guidance from ASU 2022-01, Fair Value Hedging – Portfolio Layer Method and certain guidance from ASU 2017-12, Derivatives and Hedging: Targeted Improvements to Accounting for Hedging Activities to incorporate concepts for the portfolio layer method and partial term hedges for recognized assets. An issue paper has been prepared to detail statutory accounting revisions related to derivatives for historical purposes. This item will be considered within the Meeting agenda under the original agenda item reviewing the 2017 U.S. GAAP guidance: 2017-33: ASU 2017-22 – Derivatives and Hedging. (Note: the exposure requested comments on the need to permit dedesignation / redesignation of existing hedges and no comments were received. As such, no edits are proposed for such accommodations.) 






	
Ref #
	
Title
	
Attachment #
	Agreement with Exposed Document? 
	Comment Letter Page Number

	2022-10
SSAP No. 36 (Julie)
	ASU 2022-02: Troubled Debt Restructurings and Vintage Disclosures
	6 – Agenda Item
	
No Comment
	IP - 7



Summary: 
On August 10, the Working Group exposed the intent to retain existing guidance in SSAP No. 36—Troubled Debt Restructuring along with revisions to the relevant literature section to identify the rejection of ASU 2022-02 and detail the GAAP/SAP differences for the accounting of troubled debt restructurings for creditors. Note that the proposed revisions to SSAP No. 36, paragraph 26 addresses ASU 2022-02 and paragraphs 27-29 detail the historical differences that are currently in paragraphs 26-30. This minor reorganization was completed in a more reader friendly format as it includes moving old effective date language from the relevant literature section to the effective date paragraph. With this exposure, comments are requested on whether the expanded U.S. GAAP disclosures with modifications should be considered for statutory accounting. 

NAIC staff recommended that the CECL disclosures, including the revisions for “vintage gross write-offs” for public business entities be considered as part of the review of ASU 2016-13 for expected credit losses. However, comments were requested on this recommendation and whether the disclosures should be considered in advance of reviewing ASU 2016-13 for statutory accounting. 

Interested Parties’ Comments:
Interested parties have no comment on this item.

Recommendation:
NAIC staff recommends that the Working Group adopt the exposed SAP revisions to SSAP No. 36. The revisions reject ASU 2022-02: Troubled Debt Restructurings and Vintage Disclosures for statutory accounting. These revisions update the relevant literature guidance as the adopted statutory guidance will now reflect superseded U.S. GAAP.

	
Ref #
	
Title
	
Attachment #
	Agreement with Exposed Document? 
	Comment Letter Page Number

	2022-13
SSAP No. 25
SSAP No. 97
(Jake)
	Related Parties – Footnote Updates
	7 – Agenda Item
	No Comment
	IP - 11



Summary: 
On August 10, the Working Group exposed revisions to SSAP No. 25—Affiliates and Other Related Parties and SSAP No. 97—Investments in Subsidiary, Controlled and Affiliated Entities to incorporate language to exempt foreign open-end investment funds governed and authorized in accordance with regulations established by the applicable foreign jurisdiction from the look-through provisions included in SSAP No. 25. 

Interested Parties’ Comments:
Interested parties have no comment on this item.

Recommendation:
NAIC staff recommends that the Working Group adopt the exposed revisions to SSAP No. 97 and SSAP No. 25 to incorporate language to exempt foreign open-end investment funds governed and authorized in accordance with regulations established by the applicable foreign jurisdiction from the look-through provisions included in SSAP No. 25—Affiliates and Other Related Parties.

REVIEW of COMMENTS on EXPOSED ITEMS 

The following items received comments during the exposure period that are open for discussion. 
1. Ref #2022-01: Conceptual Framework Updates
2. Ref #2022-11: Collateral for Loans
3. Ref #2022-12: Review of INT 03-02: Modifications to an Existing Intercompany Pooling Arrangement
4. Ref #2021-25: Leasehold Improvements after Lease Termination
	Ref #
	Title
	Attachment #

	
Ref #
	
Title
	
Attachment #
	Agreement with Exposed Document? 
	Comment Letter Page Number

	2022-01
SSAP No. 5R (Robin)
	Conceptual Framework Updates—Liabilities 
	8 – Agenda Item
9 – Issue Paper
	Comments Received
	IP - 6



Summary: 
This agenda item is reviewing FASB Concepts Statement No. 8, Conceptual Framework for Financial Reporting—Chapter 7, Presentation, which identifies factors to consider when deciding how items should be displayed on the financial statements, and Concepts Statement No. 8, Conceptual Framework for Financial Reporting—Chapter 4, Elements of Financial Statements, which updates the definition of an asset and of a liability.

On August 10, 2022, the Statutory Accounting Principles (E) Working Group took the following actions:

1. Adopted, the exposed revisions, to the Preamble and SSAP No. 4—Assets and Nonadmitted Assets and Issue Paper No. 166—Updates to the Definition of an Asset, which documents the revisions to SSAP No. 4.

2. Re-exposed the proposed revisions and draft issue paper related to the definition change of a liability in SSAP No. 5R—Liabilities, Contingencies and Impairment of Assets to allow additional time for industry to review the changes in accordance with statutory accounting statements. 

FASB Concepts Statement No. 8, Conceptual Framework for Financial Reporting—Chapter 4, Elements of Financial Statements introduced updated definitions of certain key elements used in financial reporting – the definition of an asset and liability. 
 
· FASB has updated the definition of an ASSET to be defined as a present right of an entity to an economic benefit. The asset definition possesses two essential characteristics in that 1) an asset is a present right and 2), the right is to an economic benefit. 
 
· [bookmark: _Int_3b2pV6vn]FASB has updated the definition of a LIABILITY to be defined as a present obligation of an entity to transfer an economic benefit. The liability definition possesses two essential characteristics in that 1) the liability is a present obligation, and 2) the obligation requires an entity to transfer or otherwise provide economic benefit to others. (For the purposes of this characteristic, transfer is typically used to describe obligations to pay cash or convey assets, while the term provide is used to describe obligations to provide services or stand by to do so.) 
  
Interested Parties’ Comments:
The Working Group adopted, as final, the exposed revisions to the Preamble and SSAP No. 4—Assets and Nonadmitted Assets. The revisions incorporate updates from FASB Concepts Statement No. 8, Conceptual Framework for Financial Reporting—Chapter 7, Presentation, which identifies factors to consider when deciding how items should be displayed on the financial statements, and Concepts Statement No. 8, Conceptual Framework for Financial Reporting—Chapter 4, Elements of Financial Statements, which updates the definition of an asset. In addition, the Working Group adopted Issue Paper 166—Definition of Assets, which documents the revisions to SSAP No. 4.

Additionally, the Working Group re-exposed the proposed revisions and draft issue paper related to the definition change of a liability in SSAP No. 5R—Liabilities, Contingencies and Impairment of Assets. This exposure intends to provide additional time for industry to review the changes in accordance with statutory accounting statements.

Interested parties suggest the following language be added to both the liability (which was re-exposed) and asset definition

The guidance in this statement shall only be applicable to the extent there is not contradictory guidance regarding liabilities addressed in other existing statements.
This will ensure that there will not be any conflicts between the new definition and specific guidance in the SSAP’s.

Recommendation:
NAIC Staff recommends the Working Group adopt the exposed revisions and incorporate alternative language drafted by Staff (illustrated below) which has a similar approach to the wording proposed by interested parties. This language is proposed for incorporation as a footnote to the asset and liability definitions in both the recently adopted SSAP No. 4, the related Issue Paper No. 166 and to SSAP No. 5R and its related Issue Paper. 

This language is helpful because FASB treats the asset and liability definitions in Concepts Statement No. 8 like the statutory accounting statement of concepts. That is, they are concepts to consider when developing guidance. Accordingly, the update of Concepts Statement No. 8 does not change FASB authoritative literature. By contrast, SAP has treated SSAP No. 4 and SSAP No. 5R which incorporate the definition of an asset and a liability as authoritative foundational statements. FASB noted that some existing authoritative FASB literature is inconsistent with the update to Concepts Statement No. 8. Therefore, NAIC staff recommends that the Working Group consider incorporating the following, which is similar in intent to the interested parties’ language: 

The guidance in this statement for (asset or liability) recognition is applicable unless another authoritative statement provides more topic specific contradictory guidance. In such cases the topic specific guidance shall apply. 


	
Ref #
	
Title
	
Attachment #
	Agreement with Exposed Document? 
	Comment Letter Page Number

	2022-11
SSAP No. 21R 
(Robin)
	Collateral for Loans
	10 – Agenda Item
	Comments Received
	IP - 7



Summary: 
[bookmark: _Hlk117845526]On August 10, the Working Group exposed the revisions to SSAP No. 21R—Other Admitted Assets to clarify that the invested assets pledged as collateral for admitted collateral loans must qualify as admitted invested assets. This agenda item was drafted to address an inconsistency regarding the collateral loan guidance in SSAP No. 20—Nonadmitted Assets and SSAP No. 21R. Both SSAP No. 20—Nonadmitted Assets and SSAP No. 21R identify the need for adequate collateral that qualifies as an “invested asset.” SSAP No. 20 is explicit that the investment asset collateral must qualify as an admitted asset. Recent discussions with state regulators have highlighted that although SSAP No. 21R references the guidance in SSAP No. 20, that it would be beneficial to also note the need for the collateral to qualify as an admitted invested asset. 


Interested Parties’ Comments:
Interested parties understand the need to align SSAP No. 20 and SSAP No. 21 guidance and agree with the exposed change. We recommend further clarity for one particular collateral type: an equity investment in a joint venture, partnership, or LLC (“equity investment in an LLC”), which would be accounted for under SSAP No. 48 if it were owned directly. 

SSAP No. 48 investments qualify as admitted assets when acquired; however, investors are ultimately required to obtain a GAAP audit, subject to a reporting lag on a consistent annual basis in order for the investments to continue to qualify as admitted assets. Interested Parties believe the GAAP audit requirement is primarily driven by the requirement to apply equity method accounting (“EMA”) and to value directly held equity investments based on the reporting entity’s share of underlying GAAP equity is not applied to collateral loans in SSAP No. 21. SSAP No. 21 specifies that a fair value assessment is required to determine that sufficient collateral exists to support admittance of a collateral loan. In the rare case where the collateral itself is owned outright by the insurer, due to default on the collateral loan and foreclosure on the loan, it is primarily important that the collateral has sufficient fair value such that if it were liquidated by the insurer, it would support the initial investment in the collateral loan. Interested parties note also that the same fair value assessment is already required to support SSAP No. 21, paragraph 4a, which defines impairment rules for collateral loans, using the fair value of collateral as an input to the impairment assessment.

In short, interested parties believe that a fair value assessment is the most relevant valuation information applicable to equity-type collateral. On the other hand, audited statements are the most relevant valuation information for directly held equity-type investments but are not necessarily useful for collateral assets. 

To provide additional clarity and consistency with directly acquired SSAP No. 48 investments, we would suggest additional footnote language, as follows:

In cases where an equity investment in a joint venture, partnership or LLC is pledged as collateral in a collateral loan, an adequate fair value assessment (in compliance with SSAP No. 100), is required to support an admitted asset for the purpose of collateral sufficiency. In the event that the loan is foreclosed, ownership of the SSAP No. 48 investment would initially be recognized as an admitted asset, but a GAAP audit must ultimately be obtained on a consistent annual basis to continue to support valuation and admittance of the SSAP No. 48 investment, consistent with requirements for directly acquired investments in such assets.

Recommendation:
[bookmark: _Hlk117845676]NAIC staff recommends that the Working Group discuss the exposed revisions to SSAP No. 21R and the footnote proposed by interested parties. Some regulators have expressed concerns with the footnote noting that they have concerns about having unaudited LLCs, LLC, JV etc. which are pledged as collateral. NAIC staff defers to the Working Group on the action to take at the National Meeting. The Working Group could adopt as exposed, adopt with the footnote, or consider exposure to give more time for regulatory review.  

To provide additional information on the discussion, the interested parties proposed footnote would not require SSAP No. 48 investments used as collateral loans to be supported by an audit until direct ownership. For example, if the loan defaulted, and the reporting entity takes possession of the collateral (SSAP No. 48 investment), an audit would be required for the investment to be admitted. Some regulators have expressed that in their view that SSAP No. 48 investments pledged as collateral that an audit should be required. 








	
Ref #
	
Title
	
Attachment #
	Agreement with Exposed Document? 
	Comment Letter Page Number

	2022-12
INT 03-02 (Robin)
	Review of INT 03-02: Modification to an Existing Intercompany Pooling Arrangement
	11 – Agenda Item
	Comments Received
	IP - 8



Summary: 
On August 10, the Working Group exposed the intent to nullify INT 03-02, as it is inconsistent with SSAP No. 25—Affiliates and Other Related Parties guidance regarding economic and non-economic transactions between related parties. The guidance in INT 03-02 can result with, unrecognized gains (dividends) or losses through the using the statutory book valuation when using assets (bonds) to make payments to affiliates for modifications to existing intercompany reinsurance pooling agreements. Treatment of transfers of assets between affiliates should be consistent for all intercompany transactions and there is not a compelling need to be different when valuing assets for intercompany reinsurance transactions. 
[bookmark: _Int_h6Ll9d9y]
This interpretation is from 2003 and although it does not list that it is interpreting SSAP No. 25—Affiliates and Other Related Parties the results of the guidance create conflicts with SSAP No. 25. This is because the question in the interpretation is written as if the choice is to either follow reinsurance guidance or to follow related party guidance. Related party guidance applies to all such transactions including reinsurance. The recent changes in the interest rate environment have highlighted that using book value of invested assets can result in the transfer of unrecognized losses or of an unrecognized capital contribution.

Interested Parties’ Comments:
[bookmark: _Hlk119070922]The Working Group exposed the intent to nullify Interpretation 03-02: Modification to an Existing Intercompany Pooling Arrangement (INT 03-02), because of conflicts between INT 03-02 and SSAP No. 25—Affiliates and Other Related Parties guidance regarding economic and non-economic transactions between related parties. The guidance in INT 03-02 can result in unrecognized gains (dividends) or losses through the use of statutory book valuation when using assets (bonds) to make payments to affiliates for modifications to existing intercompany reinsurance pooling agreements.

Included in the discussion in INT 03-02 is the following:

Further, since modifications to intercompany pooling agreements typically involve the transfer of net liabilities incurred since the inception of the existing pooling agreement (i.e., prior to the effective date of the new agreement), the retroactive reinsurance accounting guidance in paragraphs 33-39 of SSAP No. 62R is applicable. Paragraph 33 states that this special accounting treatment is warranted “due to the potential abuses involving the creation of surplus to policyholders and the distortion of underwriting results…” However, paragraph 36.d. specifically applies to intercompany reinsurance arrangements, and amendments to intercompany reinsurance agreements, since the reinsurance agreement is among companies 100% owned by a common parent.

INT 03-02 notes that the “statutory accounting intent is to avoid surplus gains for the insurance group as a result of implementing a modification to an intercompany pooling arrangement.” As a result, INT 03-02 concludes that the appropriate valuation basis for assets and liabilities transferred among affiliates as part of the modification of an intercompany pooling arrangement is statutory book value. With respect to the intent of paragraph 36.d of SSAP No. 62R, INT 03-02 specifically states: “The presumption of this intent was that there would be no surplus gains to the ceding entity resulting from amendments or modifications to these types of reinsurance agreements.”

We have concerns regarding the proposal to nullify the INT and offer the following comments:

· The discussion in the proposal to nullify INT 03-02 addresses whether intercompany pooling transactions are economic or non-economic transactions. Interested parties note that, with regard to the loss reserves that are moved among entities as part of a change in intercompany pooling, the transferor(s) still has continuing involvement in the reserves (through participation in the pooling arrangement) resulting in a non-economic transaction that is currently recorded as such. Consistent with the movement of the loss reserves, the movement of bonds related to a change in an intercompany pooling arrangement is also treated as a non-economic transaction under the INT. 

· We also note that the transfer of loss reserves at statutory book values in a modification of an intercompany pooling arrangement is consistent with the guidance in SSAP No. 68 regarding statutory mergers.

· Modifications to intercompany pooling arrangements are typically effective retroactive to the beginning of the year. Therefore, the statutory book values of the liabilities at the beginning of the year are used in the transfer of underwriting and claim assets and liabilities. The use of market value for the transfer of bonds in the same transaction would create an inconsistency with the use of historical cost on the transfer of underwriting and claim assets and liabilities and would also create the opportunity for recognizing a gain in surplus, just the opposite of what the INT intended to prevent. Currently, many companies will net the amount of underwriting and claim assets and liabilities with the amount of supporting assets to minimize the movement of invested assets. 

· GAAP requires that transfers among entities under common control be reflected at historical cost. The proposed nullification of INT 03-02 would result in accounting that is less conservative than GAAP for bonds with fair values in excess of amortized cost. GAAP treats the transfer of assets and liabilities between entities under common control as non-economic transactions. This same concept is contained in the guidance for intercompany or statutory mergers in SSAP No. 68. While the guidance in SSAP No. 25 is focused on legal entity reporting, the guidance in INT 03-02 is focused on the accounting for the group comprising an intercompany pooling arrangement. 

· Intercompany pooling arrangements have the characteristics of a single entity, and in many ways are treated as such. Intercompany pools qualify for combined reporting, upon approval from the domiciliary regulator, for purposes of complying with the NAIC Model Audit Rule and an audit opinion may be obtained on the pool rather than individual legal entities. Additionally, intercompany pools are rated as a group by external rating agencies, the actuarial opinions are prepared on a group basis, and internal controls and governance is usually evaluated on a group rather than individual legal entity basis. 

· The generation of internal gains/losses on the transfer of bonds used to settle changes in intercompany pooling arrangements, in the context of a combined group operating as a single entity, would be contrary to the concept of an economic transaction with an independent third party.

· Since property-casualty companies do not maintain dedicated bond portfolios that are matched to particular property-casualty insurance products, nullification of the INT creates the opportunity to move gross investment assets and cherry-pick the assets used in the transaction to create a gain in surplus.

· If bonds are transferred at market value in order to settle amounts due from/to affiliates as a result of a modification of an intercompany pooling arrangement, any realized investment gains resulting from the transfer would have to be deferred at the common parent reporting entity level until such time as the security either matures or is sold to an outside party by recording a deferred gain and an unrealized loss at every common parent level of reporting within the intercompany pool. For an intercompany pool which files combined audited statutory basis financial statements, realized gains would be eliminated in the presentation of the financial statements of the intercompany pool. This would require the common parent reporting entities to reverse all gain/loss transactions resulting from the transfer of bonds at market value within the group and establish deferred gain liabilities.

· As previously noted, the exception to retroactive reinsurance accounting in SSAP No. 62R paragraph 36.d specifically applies to intercompany reinsurance arrangements: “The accounting principles for retroactive reinsurance agreements in paragraph 34 shall not apply to the following types of agreements (which shall be accounted for as prospective reinsurance agreements unless otherwise provided in this statement)… Intercompany reinsurance agreements, and any amendments thereto, among companies 100% owned by a common parent or ultimate controlling person provided there is no gain in surplus as a result of the transaction.” Under the proposal to nullify the INT, legal entity intercompany pool participants which are not common parent entities will likely recognize a gain upon the transfer of bonds at market value (as payment consideration) in the modification of an intercompany pooling arrangement. A reasonable interpretation of paragraph 36.d of SSAP No. 62R would be that the totality of the intercompany pooling modification transaction should be taken into account when evaluating whether the intercompany transaction results in a surplus gain. As a result, the modification of the intercompany pooling arrangement would result in a gain in surplus and would not qualify for prospective reinsurance accounting. We do not believe this is the intent of the Working Group, nor is it desired by interested parties.

· The majority of bond investments owned by property-casualty insurers are generally held until maturity and are usually comprised of bonds that are rated NAIC 1 or 2. The use of market value for bonds still held within the combined intercompany pool would be inconsistent with the statutory accounting valuation guidance for such bonds.

Interested parties recommend that the Working Group retain INT 03-02. We believe that there are valid reasons for the inconsistency noted by NAIC staff between INT 03-02 and SSAP No. 25 given the unique nature of intercompany reinsurance pooling agreements as noted above. Interested parties also believe that the risk that a company can manipulate economic results by transferring bonds at book value is mitigated by the regulatory scrutiny over modifications to intercompany reinsurance pooling agreements (including the transfer of assets and liabilities that comprise the modification transaction), as changes to such agreements are subject to prior regulatory approval. 

Recommendation:
NAIC staff continues to recommend nullifying Interpretation 03-02: Modifications to an Existing Intercompany Pooling Arrangement. NAIC staff recommends that the Working Group re-expose the intent to nullify INT 03-02 to allow for further discussion. With the re-exposure, the Working Group should also request comments on the effective date. 

Staff provides the following regarding some of the key points from industry, which could be considered in the re-exposure period: 

1. In the current interest rate environment, the fair value of many bonds is below book value. For example, a bond with an amortized cost of 100 with a fair value of 85. The way INT 03-02 is written a bond with a fair value of 85 could be used to settle an intercompany reinsurance pooling obligation of 100. If the reporting entity paid with cash, they would be required to pay $100. The actual cash value of obligations when they are extinguished is a relevant measure of the transaction. 

2. Using book value for measurement of payments between affiliates can result in either unrecognized of in effect dividend or losses. SSAP No. 25 requires such transfers of assets between affiliates to use fair value. If a subsidiary can pay the parent with assets that have a lower fair value than book value (ex, owes $100 but pays with a bond of 85), this has a similar effect as an unrecognized capital contribution to the subsidiary. SSAP No. 72 requires a capital contribution to be valued using fair value. 

3. [bookmark: _Int_8FNen57e]Staff agrees that at the ultimate parent level such transfer of assets (in accordance with SSAP No. 25 guidance) may be noneconomic in that the parent continues to hold an interest in the same assets. Therefore, at the parent level, such transfers of assets may result in the deferral of gains. Staff believes that losses would not be deferred at the ultimate parent level. 

4. Staff notes that while it may be more expedient to pay intercompany reinsurance pooling transactions with assets, the valuation used should be similar to if the obligation was extinguished with cash. Therefore, an entity can still choose to pay with assets, they just need to be valued consistently with SSAP No. 25 guidance.

5. SSAP No. 62R, paragraph 36d provides an exception to retroactive reinsurance accounting guidance which allows for prospective accounting treatment for intercompany reinsurance among 100% owned affiliated provided there is no gain to the ceding entity. If there is again to the ceding entity, there is guidance in SSAP No. 62R, paragraph 37 which requires a more punitive method of accounting than either prospective or retroactive reinsurance accounting. Therefore, NAIC staff comment is that the statutory accounting objective is to provide different treatment for retroactive reinsurance contracts if there is a gain to the ceding entity. This is another reason that the guidance in INT 03-02 is problematic. The object is to correctly measure the effects of the contract, which drives the accounting. The objective is not to obscure whether there is a gain to the ceding entity, which can happen in the event that the assets used in payment are not measured correctly. 

6. Interested parties noted that modifications to intercompany pooling arrangements are typically effective retroactive to the beginning of the year. Staff notes that the payment value when the transaction is settled should be equivalent to the cash value of what is owed on the date of extinguishment of the liability. 

7. Many of the interested parties’ comments regarding GAAP use of book value are more relevant to consolidated basis accounting which is not consistent with the legal entity basis of statutory accounting. 

8. Interested parties’ comments noted that there is a difference in treatment for intercompany pooling participants who are not 100% owned by a common parent. NAIC staff notes that retroactive pooling agreement changes with participants that are not 100% under common control do not meet the exception to retroactive accounting provided in SSAP No. 62R, paragraph 36d. NAIC staff notes that SSAP No. 62R, paragraph 37 provides guidance for retroactive reinsurance agreements among affiliates where there is a gain to the ceding entity. 

	
Ref #
	
Title
	
Attachment #
	Agreement with Exposed Document? 
	Comment Letter Page Number

	2021-25
SSAP No. 19
SSAP No. 73 (Jake)
	Leasehold Improvements after Lease Termination
	12 – Agenda Item
	Comments Received
	IP - 3



Summary:
On August 10, the Working Group exposed revisions to SSAP No. 19 and SSAP No. 73 to ensure that the guidance for the leasehold improvements matches the treatment provided in SSAP No. 40R—Real Estate Investments. These edits clarify that amortization of leasehold improvements will immediately end when a lease is terminated and will require that any remaining, unamortized leasehold improvement balance be immediately expensed. This includes scenarios where the lease terminates naturally or when the lessee purchases a property it was leasing but proposes a limited, specific exclusion in SSAP No. 73 that allows leasehold improvements necessary for the functionality of specific health care delivery assets to be excluded in some cases from the purchase cost of the real estate. It is presumed that the purchase of a property from a third party would normally include the leasehold improvements as part of the full purchase price. 
Interested Parties’ Comments:
The Working Group exposed this agenda item, incorporating proposed revisions after considering comments from interested parties shown highlighted in italics below. The changes provide an explicit exception to companies that provide direct healthcare. It is limited to situations where the real estate lease agreement has a purchase option that contains language that allows leasehold improvements necessary for the functionality of specific health care delivery assets to be excluded from the purchase cost of the real estate.

SSAP No. 19:

5. Leasehold improvements that increase the value and enhance the usefulness of the leased asset meet the definition of assets established in SSAP No. 4. Within that definition, such items also meet the criteria defining nonadmitted assets. Accordingly, such assets shall be reported as nonadmitted assets and charged against surplus. These nonadmitted assets shall be amortized against net income over the shorter of their estimated useful life or the remaining lease term, as defined in SSAP No. 22R. Leasehold improvements that do not meet the definition of assets shall be charged to expense when acquired. The amortization of leasehold improvements (including property improvements and integral equipment) shall cease, with any remaining amount immediately expensed, in any event in which the lease is terminated in advance of the lease term. This includes situations in which leased real estate is acquired by the reporting entity lessee. Such improvements related to the functionality of health care delivery assets shall follow the accounting, reporting and impairment guidance in SSAP No. 73—Health Care Delivery Assets and Leasehold Improvements in Health Care Facilities, and an exception to the application of this guidance to leasehold improvements necessary for the functionality of health care delivery assets is included in SSAP No. 73. If leased real estate is acquired, recognition of the real estate shall follow the provisions in SSAP No. 40R—Real Estate Investments.

SSAP No. 73:

9. Furniture, medical equipment and fixtures, and leasehold improvements shall be depreciated over their estimated useful lives but for a period not to exceed three years, except for a leasehold improvement which shall be amortized against net income over the shorter of its estimated useful life or the remaining lease term, using methods detailed in SSAP No. 19. The amortization of leasehold improvements (including property improvements and integral equipment) shall cease, with any remaining amount immediately expensed, in any event in which the lease is terminated in advance of the lease term. This includes situations in which leased real estate is acquired by the reporting entity lessee but excludes situations where the real estate lease agreement has a purchase option that contains language that allows leasehold improvements necessary for the functionality of specific health care delivery assets[footnoteRef:2] to be excluded from the purchase cost of the real estate. Upon acquisition, such leasehold improvements necessary for the functionality of healthcare delivery assets shall follow the guidance for health care delivery assets in this statement. If leased real estate is acquired, recognition of the real estate shall follow the provisions in SSAP No. 40R—Real Estate Investments. [2: ] 


 The application of this exception is limited to leasehold improvements necessary for the functionality of health care delivery assets that qualified for admittance under SSAP No. 73.

Interested parties continue to agree that, in most cases, unamortized lessee owned leasehold improvements should be immediately expensed if the lease is terminated. However, in the situation where the reporting entity purchases a property that it was previously leasing, immediate expensing may not be appropriate in all circumstances as leasing and purchasing of assets is a complex business activity and takes many forms and structures. 



General Concerns

The NAIC appears to have based the accounting conclusions on the premise that in all circumstances the purchase price of the leased asset includes the lessee purchased and owned leasehold improvements. However, interested parties (who engage in these transactions directly) continue to emphasize that they have not seen this in practice. These transactions, when material, have been audited by external auditors and State Departments of Insurance and no double counting of assets has been identified. It would be helpful to interested parties if the NAIC could share examples where they are seeing double counting of assets in these transactions by reporting entities. 

Additionally, the NAIC has noted concerns of entities being able to admit leasehold improvements that were previously non-admitted under SSAP No 19. However, we note there are several instances where an asset can be non-admitted in one period, and subsequently admitted in another upon conforming to the requirements of certain SSAP’s (e.g., certain affiliate receivables that were non-admitted due to lack of written agreement as to due date pursuant to SSAP No 25, or certain healthcare receivables that do not immediately conform to the requirements under SSAP No 84, among others). Moving from leasing to owning the underlying asset that the leasehold improvements are attached to changes the overall economics (i.e., the leasehold improvement can now be utilized in a liquidation event given the utility it provides with the building, whereas in a lease situation, given the limited control over the leased facility, the leasehold improvement may not be useful in a liquidation event on a standalone basis and non-admission would be appropriate). 

Healthcare Delivery Assets Exception 

While interested parties appreciate the exception for leasehold improvements that are accounted for in the scope of SSAP No 73 for health care delivery assets, interested parties note that the requirement that contracts include explicit provisions about the exclusion of the leasehold improvements in a purchase situation is not practical and will be onerous particularly for entities that have a high volume of lease activity. Additionally, it is not clear why there would be a difference in accounting treatment between sectors of the insurance industry when the overall economics of leasing is generally the same. This difference adds an unusual layer of complexity. 

Recommendation 

For the reasons noted above and to have guidance that more faithfully represents what is occurring in situations where the underlying leased real estate is purchased, interested parties recommend the following language be considered in both SSAP No 19 and SSAP No 73: 

SSAP No. 19:

[bookmark: _Hlk39237120]5.	Leasehold improvements that increase the value and enhance the usefulness of the leased asset meet the definition of assets established in SSAP No. 4. Within that definition, such items also meet the criteria defining nonadmitted assets. Accordingly, such assets shall be reported as nonadmitted assets and charged against surplus. These nonadmitted assets shall be amortized against net income over the shorter of their estimated useful life or the remaining lease term, as defined in SSAP No. 22R. Leasehold improvements that do not meet the definition of assets shall be charged to expense when acquired. The amortization of leasehold improvements (including property improvements and integral equipment) shall cease, with any remaining amount immediately expensed, in any event in which the lease is terminated in advance of the lease term. This includes situations in which leased real estate is acquired by the reporting entity lessee. Such improvements related to the functionality of health care delivery assets shall follow the accounting, reporting and impairment guidance in SSAP No. 73—Health Care Delivery Assets and Leasehold Improvements in Health Care Facilities, and an exception to the application of this guidance to leasehold improvements necessary for the functionality of health care delivery assets is included in SSAP No. 73. If leased real estate is acquired, recognition of the real estate shall follow the provisions in SSAP No. 40R—Real Estate Investments. In situations where the reporting entity lessee can demonstrate through appraisals or other means that the lessee owned leasehold improvements are not included in the purchase price of the acquired leased real estate, the unamortized leasehold improvements shall be added to the cost basis of the acquired real estate.

SSAP No. 73:

9.	Furniture, medical equipment and fixtures, and leasehold improvements shall be depreciated over their estimated useful lives but for a period not to exceed three years, except for a leasehold improvement which shall be amortized against net income over the shorter of its estimated useful life or the remaining lease term, using methods detailed in SSAP No. 19. The amortization of leasehold improvements (including property improvements and integral equipment) shall cease, with any remaining amount immediately expensed, in any event in which the lease is terminated in advance of the lease term. This includes situations in which leased real estate is acquired by the reporting entity lessee. but excludes situations where the real estate lease agreement has a purchase option that contains language that allows leasehold improvements necessary for the functionality of specific health care delivery assets[footnoteRef:3] to be excluded from the purchase cost of the real estate. Upon acquisition, such leasehold improvements necessary for the functionality of healthcare delivery assets shall follow the guidance for health care delivery assets in this statement. If leased real estate is acquired, recognition of the real estate shall follow the provisions in SSAP No. 40R—Real Estate Investments. In situations where the reporting entity lessee can demonstrate through appraisals or other means that the lessee owned leasehold improvements are not included in the purchase price of the acquired leased real estate, the unamortized leasehold improvements shall be added to the cost basis of the acquired real estate. [3: ] 


Other Matters 
Interested parties want to highlight that there is an editorial modification needed to SSAP No 19, paragraph 9. It references the legacy guidance and needs to be updated to reflect how the lease term is defined in SSAP No 22R. Accordingly, we recommend the following: 

SSAP No. 19, paragraph 9:

1. The acquisition cost of depreciable assets, net of salvage, shall be depreciated against net income over the estimated useful lives of the assets in a systematic and rational manner. The acquisition cost of a leasehold improvement shall be amortized against net income over the shorter of its estimated useful life or the original lease term as defined in SSAP 22Rexcluding options or renewal periods. For leasehold improvements capitalized subsequent to inception of the lease, the cost shall be amortized over the shorter of its estimated useful life or the remaining original lease term excluding options or renewal periods. Amounts capitalized for leasehold improvements in periods subsequent to the original lease term (i.e., during renewal periods), are amortized utilizing the shorter of the estimated useful life of the asset or the remaining term of the renewal period lease term.

Recommendation:
[bookmark: _Hlk117849597]NAIC staff recommends that the Working Group adopt the exposed revisions clarifying that, except for limited exclusions provided in SSAP No. 73—Health Care Delivery Assets and Leasehold Improvements in Health Care Facilities, all remaining leasehold improvements shall be immediately expensed at the termination of a lease. NAIC staff also recommend incorporating the consistency edits to SSAP No. 19, paragraph 9, that was suggested by the interested parties, which addresses an item that was missed during a prior agenda item for leasehold improvements. Staff recommend that this revision be included in the adoption as illustrated in the interested parties’ comments above.

NAIC staff does not recommend incorporating the other revisions proposed by interested parties. NAIC staff note that in an arm’s length real estate transaction, the seller of the property (with its brokers and representatives) is obligated to get the best sales price possible based on the true condition of the asset, including all enhancements added by the lessee that are fixed to the structure. In a scenario suggested by some of the interested parties' comments where leasehold improvements remain as assets after a lessee has purchased the real estate, the book value of real estate would be the fair market value of the real estate plus the leasehold improvements, which would result in a fundamental overstatement of the value of the assets reported. Additionally, to address the comment on page 12 regarding a concern about the leasehold improvements moving from nonadmitted to admitted because of the purchase of the real estate, NAIC staff believe that this transaction does not change the fact that leasehold improvements are not separate assets that can be used to meet policyholder obligations and should not meet the definition of an admitted asset.


The comment letters are included in Attachment 13 (12 pages).
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