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The Statutory Accounting Principles (E) Working Group of the Accounting Practices and Procedures (E) Task Force met July 18, 2022. The following Working Group members participated: Dale Bruggeman, Chair (OH); Carrie Mears and Kevin Clark, Co-Vice Chairs (IA); Sheila Travis (AL); Kim Hudson and Susan Bernard (CA); William Arfanis and Michael Estabrook (CT); Tom Hudson and Rylynn Brown (DE); Cindy Andersen and Eric Moser (IL); Melissa Gibson (LA); Judy Weaver (MI); Doug Bartlett and Pat Gosselin (NH); Bob Kasinow (NY); Melissa Greiner (PA); Jamie Walker (TX); Doug Stolte and David Smith (VA); and Amy Malm and Elena Vetrina (WI).
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1. Considered Maintenance Agenda – Active Listing

The Working Group held a public hearing to review comments (Attachment 1) on the bond definition and issue paper exposed March 2.

a. Agenda Item 2019-21

Mr. Bruggeman directed the Working Group to agenda item 2019-21: Proposed Bond Definition. Julie Gann (NAIC) provided an overview of the project stating that an updated principles-based bond definition and a draft issue paper were exposed March 2 for a public comment period ending May 6. She stated that comments were received from interested parties as well as the industry named Lease-Backed Securities Working Group. She identified that the materials provide a review of comments received, with an NAIC staff recommended response to each comment. Ms. Gann summarized each item as follows:

· Interested parties proposed to remove the footnote that details U.S. Treasury Inflation-Indexed Securities are in scope of Statement of Statutory Accounting Principles (SSAP) No. 26R—Bonds. The footnote was originally proposed to clarify that TIPS shall be considered bonds for statutory accounting reporting. Ms. Gann stated that these investments have returns that may vary based on an outside variable (inflation), and rather than delete the footnote, she would recommend revising the footnote to detail why these investments should remain in scope of SSAP No. 26R, despite them having the possibility of varied returns. She stated proposed revisions identify that these investments possess plain vanilla inflation adjustment mechanisms and are not intended to be captured within the provisions that restrict bond classification to securities that have principal and interest payments that vary based on an underlying reference variable. In addition, Ms. Gann noted that the bond definition referred to “equity-interests” for situations in which varying contractual principal or interest had to be assessed. She stated that this provision is not intended to be limited to certain types of debt investments, and the principle concept should be applied broadly. She noted that the recommendation is to revise the guidance to reflect “referenced variables.” Michael Reis (Northwestern Mutual), representing interested parties stated that interested parties are supportive of U.S. Treasury Inflation-indexed securities remaining in scope of SSAP No. 26R; however, they have not had an opportunity to review the proposed guidance in detail, so they will submit further comments in conjunction with the updated exposure, which is anticipated to occur at the Summer National Meeting.

· Interested parties recommended changes to the proposed bond definition to include reference that Securities Valuation Office (SVO)-identified credit tenant loans (CTLs) are bonds. Ms. Gann stated that SVO-identified CTLs are, by definition, not bonds; however, they are proposed to be specifically named in scope of SSAP No. 26R and remain eligible for bond reporting. She stated that SVO-identified CTLs are mortgage loans, not securities, and are therefore initially captured in SSAP No. 37—Mortgage Loans. However, if the mortgage loan meets certain criteria after review by the SVO, the investment is captured in scope of SSAP No. 26R. Ms. Gann stated that separating items that qualify as bonds within the bond definition and named inclusions for bond reporting, such as SVO-identified exchange-traded funds (ETFs) or CTLs, is purposeful to prevent inadvertent inference to other investments. Mr. Bruggeman stated that this distinction was previously addressed, as SVO-identified CTLs are not securities, they are mortgage loans, and while the bond definition requires investments in scope to be securities, this named inclusion to SSAP No. 26R will ensure that qualifying non-security CTLs remain in scope. Mr. Reis, representing interested parties, stated that the inclusion of SVO-identified CTLs by name meets the needs of industry, and they do not recommend additional changes at this time. John Garrison (Lease-Backed Securities Working Group) stated agreement with Mr. Reis and inquired for clarification that SVO-identified CTLs, as well as lease-backed securities that meet the safe harbor rule, which allows up to a 5% balloon payment, qualify for reporting in scope of SSAP No. 26R as an issuer obligation. Mr. Clark stated that the nuance being discussed is that the principles-based bond definition applies to securities. As it is currently written, a lease-backed security where the full repayment of principal is supported by a lease to a single operating entity, which allows up to a 5% balloon payment, would qualify as an issuer obligation under the bond definition. Lease-backed securities that do not meet the safe harbor provision are required to be assessed as asset-backed securities (ABS) and only reported as bonds if they qualify. These bond definition components do not apply to SVO-identified CTLs, which are mortgage loans, as these items are reported as bonds only after verification from the SVO that set criteria has been obtained.

· Interested parties proposed to clarify that the assessment of “all returns” in excess of principal repayments are required to be considered interest should only apply to equity-backed ABS. Ms. Gann stated that the inclusion of excess returns as interest should not be limited, as restricting the analysis based on naming convention or broad security classifications would likely result in the misapplication of the guidance. Accordingly, the interested parties’ proposed change to restrict consideration of “all returns” to equity-backed ABS was not recommended, but revisions were proposed to clarify that the restrictions for variations in principal or interest payments applies to any debt investment in scope and can be in response to any underlying reference variable.

· Interested parties’ proposed revisions to clarify that a first loss position, and not just issued tranches, can be considered when assessing substantive credit enhancements. Ms. Gann stated that the initial read of the interested parties’ proposed edits could be interpreted to impact the residual guidance previously adopted, which requires residual tranches to be reported on Schedule BA—Other Long-Term Invested Assets. However, NAIC staff agree that whether a loss position is issued as a separate tranche or retained by the issuer does not impact the assessment of whether the loss position provides substantive credit enhancement to debt tranche holders. Ms. Gann stated that the interested parties’ revisions were reflected, with modifications to clarify that debt tranches are required to have contractual principal and interest payments to be considered for bond reporting. Mr. Reis, on behalf of interested parties, stated that NAIC staff’s proposed modification encompasses the spirit of their request; however, they will review in detail in conjunction with the upcoming exposure. Mr. Bruggeman stated that the proposed modification clarifies that the first issued debt tranche may not necessarily represent the first loss tranche, but there must be substantive credit enhancement to ensure that any issued tranche is eligible for bond reporting.

· Interested parties recommended guidance to address feeder funds, specifically a clarification that explicitly states that reporting entities should determine the source and terms of collateral in determining whether an investment represents a creditor relationship and qualifies for bond reporting. A feeder fund is an arrangement where debt is issued from one fund (feeder fund), but that fund has an equity interest in another fund (secondary fund) that holds the underlying collateral. If the secondary fund holds qualifying debt instruments generating bond cash flows that are passed through to the holder, then the investment held from the feeder fund could in-substance be considered debt. However, if the underlying collateral in the secondary fund is equity interests, the reporting entity would have to: 1) consider the substance of the equity interests in the secondary fund in supporting the debt from the feeder fund; 2) assess whether the creditor relationship criteria is met; and 3) conclude that the investment does not reflect an in-substance equity relationship. Ms. Gann recommended that the issue paper guidance be expanded to address feeder funds. Mr. Bruggeman stated that the basic structure of feeder funds is described in the interested parties’ comments, and the revisions proposed by NAIC staff capture the particularities of these structures. Mr. Clark stated that in response to comments received by industry, their proposed edits went beyond the intent and outcomes of the small group discussions and could be read to imply that the fund intermediary could be ignored as long as the ultimate collateral were fixed income. As a result, revisions to the industry proposed language are proposed by staff to make it clear that the investor should consider the terms of the structure to ensure that the passthrough of underlying cash flows is supported. If the insertion of a feeder fund would alter the amount or timing of cashflows, that would need to be assessed in determining bond classification. Mr. Reis stated that the proposed edits appear to agree with industry requests; however, they will review in detail during the next exposure.

· Interested parties recommended that Appendix I of the bond definition, which has been reduced to two examples that do not reflect in-substance creditor relationships, be codified within the guidance instead of in an appendix. The Working Group directed NAIC staff to work with interested parties on the best approach to integrate the examples into the body of the guidance.

· Interested parties provided comments on the exposed guidance to restrict the reporting of ABS as short-term or cash equivalent investments. Ms. Gann stated support for the reporting of all ABS on the bond schedule to ensure that an avenue is not created that allows investments to bypass the bond assessments and still be reported as a short-term or cash equivalent bond. She stated that short-term and cash equivalent investments receive favorable treatment, as there is a minimal risk-based capital (RBC) factor and there is no need to obtain an NAIC designation or credit rating provider (CRP) rating. She stated that this favorable reporting is in line with a concept that there is insignificant risk for short-term and cash equivalent investments due to the time acquired in proximity to the maturity date. However, as ABS could have elements of principal repayment contingent on sale or refinancing at maturity, or other performance factors, these securities should not be permitted to be reported as short-term or cash equivalent investments regardless of how close the maturity date is after the reporting entity acquires the investment. She stated that there is a perception that short-term ABS are not prevalent, and the only example provided so far is “Asset-Backed Commercial Paper” (ABCP). She informed that although these designs have “commercial paper” in their name, it would be erroneous to assume that these ABS resemble “commercial paper” investments. ABCP structures are very different and represent a short-term vehicle issued by a bank or other financial institution that is backed by the company’s physical assets and issued on a discount or interest-bearing basis. She said that an ABCP can be created from any type of asset-backed security, including subprime mortgages or other high-risk performing assets. She stated that it is recommended that all ABS be excluded from the short-term or cash equivalent schedules. This will require that all ABS be assessed under the bond principles and reported, if qualifying, on the bond schedule in the appropriate ABS category.

Ms. Gann stated that the industry Lease-Backed Securities Working Group letter was consistent with its July 15, 2021, comment letter, and the ultimate request is to allow “simple secured loans” issued in security form to be in scope of SSAP No. 26R as issuer credit obligations. She stated that this would likely permit all such designs, regardless of structure, contingent factors, or residual/balloon payments, to be afforded bond treatment without further analysis. She stated that if permitted, investments would likely be in scope of SSAP No. 26R that may not be in line with the goals of the principles-based bond definition. In addition, the comment letter stated a perceived inequity between municipal revenue bonds and non-municipal revenue (project finance) bonds issued by operating entities and other lease-backed structures. Ms. Gann stated that despite the concern noted by the industry Lease-Backed Securities Working Group, NAIC staff did not believe revisions were required due to the differentiation of these investments already detailed in the draft issue paper. However, if the Working Group agreed that project finance bonds issued by operating entities and lease-backed securities with balloon payments are too similar to warrant classification differences between issuer credit obligations and ABS, then NAIC staff would recommend that the Working Group identify that project finance bonds are not considered to be issued by operating entities for bond reporting purposes. If a structure is not considered to be issued by an operating entity, then the investment would be required to follow the guidance for an ABS classification, including assessments for substantive credit enhancement and meaningful cash flows.

Mr. Clark stated that the distinction between an issuer obligation and ABS is that issuer obligations have repayment that is supported by the creditworthiness of an operating entity. However, for lease-backed securities, the ultimate repayment is generally reliant upon other avenues – generally liquidation or refinancing of the underlying collateral. Mr. Clark stated that those that are not fully supported by an operating entity would be required to review the ABS criteria. However, in terms of project finance, while the investment may appear similar to an ABS, many times, the debt is issued from a standalone operating entity. He stated that the guidance differentiates between the two types of investments; however, if the distinction is too difficult to apply, then all project finance would need to be evaluated using the ABS criteria.

Mr. Garrison stated that the Lease-Backed Securities Working Group’s comments intend to request that simple, structured loans be considered issuer credit obligations. He stated that the repayment of these investments is primarily dependent upon the contractual obligation of a single rated payer, which closely mimics the proposed guidance in the principle-based bond definition. These investments may either be unsecured or secured by a claim on an asset. If these investments are issued in the form of a security, they do not represent structured securities, as they reflect debt instruments that pass through unaltered contractual cashflows to investors. Mr. Garrison stated that even if issued from a trust, the asset owned is the debt instrument, not the underlying collateral. In essence, the debt is a form of security that is not altered by the presence or the attachment to underlying collateral. Additionally, these investments do not create a structured security or transfer equity risk into debt risk. Mr. Garrison stated that classifying some unstructured investments as ABS because of a claim on an asset will cause confusion in the market. He stated that structured investments mean the underlying cashflow of an investment has been structured so that cashflows have been redistributed and that credit has been altered by creating priority and subordinate classes. These investments are primarily supported by the credit worthiness of an operating entity and do not reflect typical structured finance investments. Mr. Garrison stated that certain investments, with similar characteristics, appear to have different treatment and recommend that all credit obligations, which rely primarily on an obligation of an operating entity, be held to the same standard. He stated that as an example, lease-backed securities are typically issued by a special purpose entity and are based on the cashflows from nonfinancial assets backed by a lease or other contract with an operator. If these contractual payments, which are secured by a lien on the asset, do not at least cover 100% of the interest and 95% of the contractual principal payment, they are not considered issuer credit obligations; however, no other investments are subject to these requirements. Mr. Garrison stated that all similar asset types (project finance, equipment trust certificates, etc.) should all be treated similarly. He clarified that the comment letter was intended to be limited to simple unstructured debt, which relies primarily on a contractual repayment obligation of a single credit rated obligor and was not intended to open the door to other investments falling into scope of SSAP No. 26R. These investments are what many lenders consider to be optimal debt structures, as they offer the most protections to lenders. However, if state insurance regulators wish to have these investments subject to the ABS standard, then they would request a clarification that the ABS standard applies to both ABS and simple secured loans. In a response to an inquiry from Mr. Bruggeman, Mr. Garrison stated that project finance should be treated similar to other assets with comparable risks, and he added that rating agencies state that revenue bonds are also not to be considered debt of the municipality, which is a further example of disparate treatment of similar asset types.

Mr. Reis, representing interested parties, stated that the exposed bond guidance represents the prior discussions with the small group involving interested parties; however, Mr. Garrison’s discussion represents asset classification between issuer obligations and ABS, not the determination of what a bond. He stated that interested parties support the previously exposed language, as they believe it best represents assets that fall along a continuum, ones that do not cleanly fit in one particular category.

Mr. Clark stated that Mr. Garrison’s comments that categorization as ABS occurs because a loan is secured by assets is not a correct statement. He stated that the reason many of these investments are considered ABS is because recourse of the debt instrument to the operating entity does not provide full repayment of the debt. Even if the operating entity fully performs on its payment obligations, there would still be remaining principal outstanding that relies on the underlying collateral to repay. This is why these investments require review under the ABS criteria because repayment of the debt generally requires reliance on the underlying collateral. Mr. Clark stated that the other types of issuer obligations like corporate bonds or treasuries are issued directly from with full recourse to the issuing operating entities. Lease-backed investments are issued by special purpose vehicles (SPVs), with the repayment obligation being shifted to an operating entity through a lease contract. However, if repayment is not fully shifted to an operating entity through the lease, they should be precluded from being considered issuer credit obligations. Mr. Clark stated that it is his view that it makes perfect sense for this to be where the distinguishing line is drawn between issuer obligations and ABS. Ms. Gann stated that NAIC staff recommend retaining the guidance as previously exposed and not direct that project finance bonds that are issued by operating entities be required to follow the ABS criteria.

Ms. Gann stated that interested parties also provided comments on the classification of non-bond investments to Schedule BA and the appropriate measurement method for those investments. She stated that NAIC staff request direction from the Working Group to develop statutory accounting revisions to incorporate principles-based guidance for the measurement and admittance of different types of investments. Additionally, she stated that interested parties had proposed to capture New Markets Tax Credit (NMTC) investments in scope of the bond project. She recommended that NMTCs be reviewed in a sperate agenda item. Mr. Bruggeman stated that he views the NMTCs similarly to federal Low-Income Housing Tax Credits (LIHTCs), and a separate discussion for these investments is most appropriate. Mr. Reis stated that interested parties support drafting guidance for investments that move to Schedule BA and support a NMTC agenda item to clarify the accounting and reporting requirements.

Mr. Clark made a motion, seconded by Mr. Bartlett, to direct NAIC staff to: 1) draft revisions as discussed during the meeting to the principles-based bond definition and issue paper, where applicable, regarding TIPS and varying contractual principal and interest payments, clarifying guidance for first loss positions in providing substantive credit enhancement; and 2) add guidance for feeder funds. It is anticipated that a revised packet, which includes the updated bond definition, issue paper, and proposed revisions to incorporate the bond concepts in SSAP No. 26R and SSAP No. 43R—Loan-Backed and Structured Securities (to be renamed “Asset Backed Securities”) will be presented for exposure at the Summer National Meeting. Additionally, the motion included direction for NAIC staff to: 1) draft measurement and admittance guidance for investments that will move from the bond schedule to Schedule BA; and 2) consider NMTCs in a separate agenda item. The motion passed unanimously.
2. Considered Maintenance Agenda – Pending Listing – Exposures

a. Agenda Item 2019-21

[bookmark: _Hlk80942606]Mr. Bruggeman directed the Working Group to agenda item 2019-21: Bond Proposal Reporting Revisions. Ms. Gann stated that a key element of the principles-based bond project is to improve transparency and granularity to the state insurance regulators regarding investment types and investment structure. This aspect of this agenda item includes two documents for exposure summarized as follows:

· Proposed Reporting Lines – This document proposes annual statement general instructions (reporting line descriptions) for suggested reporting lines to capture issuer credit obligations and ABS on Schedule D-1. The general classifications that currently exist are proposed to be deleted, and new granular reporting lines are suggested. This document shows tracked changes to the current “Annual Statement General Instructions”; however, the document only includes revisions related to Schedule D-1. It is anticipated that other schedules are likely to be impacted by these new reporting lines, and those revisions will be drafted after considering the comments from this initial exposure.

· Schedule D-1 Annual Statement Instructions – This document details the overall approach to add a new bond reporting schedule to expand Schedule D-1 into two components. Schedule D-1-1 would reflect issuer credit obligations (items proposed to be captured in scope of SSAP No. 26R) and Schedule D-1-2 would reflect ABS (items proposed to be captured in scope of SSAP No. 43R). This separation of schedules is supported to enable different reporting columns based on the type of security. Columns that are proposed to be specific to issuer obligations and ABS are noted within the document. In addition to creating new columns, this document also details revisions to existing columns and instructions.

Ms. Gann stated that at this time, NAIC staff are not recommending a referral to the Blanks (E) Working Group, as the intent of this exposure is to gather initial feedback regarding the proposed direction, specifically adding a new schedule specific to ABS investments. Mr. Bruggeman stated that separate schedules for issuer credit obligations and ABS was the result of ongoing discussions with interested parties regarding the most efficient way to capture information elements specific to each investment type. Tip Tipton (Thrivent) stated that interested parties have been working behind the scenes to understand the goals of state insurance regulators and the changes proposed. He stated that interested parties look forward to collaborating with state insurance regulators and NAIC staff in the ultimate adoption of this proposal.

Mr. Hudson made a motion, seconded by Mr. Clark, to move agenda item 2019-21 to the active listing and expose it for a public comment period ending Oct. 7. Also included in the motion was direction to NAIC staff to notify all working groups and task forces of use of Schedule D-1 for any analysis of this exposure, so that any group affected will have an opportunity to offer input regarding the proposed revisions. The motion passed unanimously.

3. Discussed Other Matters

a. Memorandum of Support from the Financial Condition (E) Committee

Ms. Gann stated that Financial Condition (E) Committee distributed a memorandum of support (Attachment 2) for several current, interrelated initiatives focused on asset risk or spread risk within the task forces and working groups of the Committee. She stated that the clarification of investments permitted to be reported as long-term bonds, with improved transparent accounting and RBC reporting, was specifically identified. Mr. Bruggeman identified that the memorandum would be noted as received by the Working Group.
Having no further business, the Statutory Accounting Principles (E) Working Group adjourned.
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