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Description of Issue: This agenda item has been developed to specifically identify in SSAP No. 30—Unaffiliated Common Stock and SSAP No. 32—Preferred Stock that structures that are in substance residual interests shall be accounted and reported as residual interests. 

Common stock and preferred stock structures reflect ownership equity interests. Such structures would not ordinarily be construed to be in-substance residual interests or residual security tranches (residuals). However, information has been shared that investments are being created to repackage potential “additional interest” or “performance coupons” separately from debt instruments and are referring to these structures as preferred stock issuances. 

From information received, an example of such a design has occurred to eliminate an investment structure from being classified as a principal-protected note, which will not qualify as a bond under the adopted bond definition effective January 1, 2025, and eliminate the assessment of the investment under the SVO’s principal-protected note methodology. With the repackaged structure, the debt security and ‘additional interest’ (equity) components will be separately issued. The debt structure will likely qualify as a bond and will likely have a higher credit designation that is permitted to be obtained from a credit-rating provider. (If reporting as a principal-protected note, the investment would be required to be filed with the SVO for a credit designation under the PPN methodology.) 

Although the restructure of the investment design can occur, and the debt security component can be separately assessed to qualify as a bond, it is important to highlight that the equity component, which is based on the “additional interest / performance” of the dedicated pool of assets within the structure, is in substance a residual interest and is not in substance a common or preferred stock investment. 

This agenda item proposes minor edits to SSAP No. 30R and SSAP No. 32R to explicitly state that structures that are in-substance residual interests shall be reported as residuals. Similar to the principal concepts detailed within the adopted bond definition, naming convention shall not direct investment classification, and the substance of the investment shall determine appropriate classification for statutory reporting. The revisions to the Annual Statement Instructions adopted in agenda item 2023-12 already identify that residual interests or residual security tranches that are not captured in SSAP No. 43R—Loan-Backed and Structured Securities or SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies but that reflect residuals shall be captured in the dedicated Schedule BA reporting lines for residual interests.

Existing Authoritative Literature: 

· SSAP No. 43R—Loan-Backed and Structured Securities
Residual Tranches or Interests

27.	A residual interest or a residual security tranche (collectively referred to as residuals) exists in investment structures that issue one or more classes of debt securities created for the primary purpose of raising debt capital backed by collateral assets. The primary source of debt repayment is derived through rights to the cash flows of a discrete pool of collateral assets. These designs could be backed directly or indirectly through a feeder fund. The collateral assets generate cash flows that provide interest and principal payments to debt holders through a contractually prescribed distribution methodology (e.g., waterfall dictating the order and application of all collateral cash flows). Once those contractual requirements are met, the remaining cash flows generated by (or with the sale of) the collateral assets are provided to the holder of the residual security/residual interest holder. When an asset within the discrete pool of assets does not perform as expected, it impacts the extent to which cash flows will be generated and distributed. The residual holders in the structure continue to receive payments from the collateral so long as there are cash flows in excess of the debt obligations. The payments to the residual holder may vary significantly, both in timing and amount, based on the underlying collateral performance.
28.	The structural design of a residual interest or residual security tranche can vary, but the overall concept is that they receive the remaining cash flows after all debt holders receive contractual interest and principal payments. Determining whether an investment in a structure reflects a residual interest or tranche shall be based on the substance of the investment held rather than its legal form. Common characteristics of residual interests/residual security tranches include the items noted below, but the presence or absence of any of these factors should not be definitive in determination. Classification as a residual should be based on the substance of the investment and how cash flows to the holder are determined. 

a. 	Residuals often do not have contractual principal or interest. 
b. Residuals may be structured with terms that appear to be stated principal or interest but that lack substance, and result in receiving the residual cash flows of the underlying collateral. The terms allow for significant variation in the timing and amount of cash flows without triggering a default of the structure. 
c. Residuals do not have credit ratings or NAIC assigned designations. Rather, they are first loss positions that provide subordination to support the credit quality of the typically rated debt tranches.
d. Residuals may provide payment throughout the investment duration (and not just at maturity), but the payments received continue to reflect the residual amount permitted after debt tranche holders receive contractual principal and interest payments. 
e. Frequently, there are contractual triggers that divert cash flows from the residual holders to the debt tranches if the structure becomes stressed.

· [bookmark: _Toc124419650]SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies
Residual Interests and Reporting

18.	Investments in scope of this statement are reported on Schedule BA: Other Long-Term Assets. Schedule BA includes dedicated reporting categories for joint ventures, partnerships, and limited liability company investments as well as for residual interests, both with reporting lines in accordance with underlying asset characteristics. Investments within scope of this standard shall be divided within these reporting categories, with investments that reflect residual interests, or that predominantly hold residual interests captured in the residual interest reporting category.  
19.	A residual interest or a residual security tranche (collectively referred to as residuals) exists in investment structures that issue one or more classes of debt securities created for the primary purpose of raising debt capital backed by collateral assets. The primary source of debt repayment is derived through rights to the cash flows of a discrete pool of collateral assets. These designs could be backed directly or indirectly through a feeder fund. The collateral assets generate cash flows that provide interest and principal payments to debt holders through a contractually prescribed distribution methodology (e.g., waterfall dictating the order and application of all collateral cash flows). Once those contractual requirements are met, the remaining cash flows generated by (or with the sale of) the collateral assets are provided to the holder of the residual security/residual interest holder. When an asset within the discrete pool of assets does not perform as expected, it impacts the extent to which cash flows will be generated and distributed. The residual holders in the structure continue to receive payments from the collateral so long as there are cash flows in excess of the debt obligations. The payments to the residual holder may vary significantly, both in timing and amount, based on the underlying collateral performance.
20. 	The structural design of a residual interest or residual security tranche can vary, but the overall concept is that they receive the remaining cash flows after all debt holders receive contractual interest and principal payments. Determining whether an investment in a structure reflects a residual interest or tranche shall be based on the substance of the investment held rather than its legal form. Common characteristics of residual interests/residual security tranches include the items noted below, but the presence or absence of any of these factors should not be definitive in determination. Classification as a residual should be based on the substance of the investment and how cash flows to the holder are determined. 

a. 	Residuals often do not have contractual principal or interest. 
b. Residuals may be structured with terms that appear to be stated principal or interest but that lack substance and result in receiving the residual cash flows of the underlying collateral. The terms allow for significant variation in the timing and amount of cash flows without triggering a default of the structure. 
c. Residuals do not have credit ratings or NAIC assigned designations. Rather, they are first loss positions that provide subordination to support the credit quality of the typically rated debt tranches.
d. Residuals may provide payment throughout the investment duration (and not just at maturity), but the payments received continue to reflect the residual amount permitted after debt tranche holders receive contractual principal and interest payments. 
e. Frequently, there are contractual triggers that divert cash flows from the residual holders to the debt tranches if the structure becomes stressed.

Schedule BA Annual Statement Instructions: 

Residual Tranches or Interests with Underlying Assets Having Characteristics of:

Investment in Residual Tranches or Interests should be assigned to the subcategory with the highest underlying asset concentration. There shouldn’t be any bifurcation of the underlying assets among the subcategories.

Include:	Residual tranches or interests from securitization tranches and beneficial interests as well as other structures captured in scope of SSAP No. 43R – Loan-Backed and Structured Securities.  

	Investments in joint ventures, partnerships and limited liability companies captured in scope of SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies that represent residual interests, or that predominantly hold residual interests. 

	This category shall also include residual interests or residual security tranches within investment structures that are not captured in scope of SSAP No. 43R or SSAP No. 48 but that reflect, in substance, residual interests or residual security tranches. 

Activity to Date (issues previously addressed by the Working Group, Emerging Accounting Issues (E) Working Group, SEC, FASB, other State Departments of Insurance or other NAIC groups): 

· Agenda item 2023-12: Residuals was adopted on September 21, 2023, to clarify the description of residual interests / residual security tranches (residuals) and to clarify that all residuals shall be reported on the dedicated Schedule BA reporting lines. 

· Bond Project – SSAP No. 21R—Other Admitted Assets: The revisions being considered to SSAP No. 21R under the bond project includes guidance for the measurement method (accounting) of residual interests. These revisions are still being discussed. 

Information or issues (included in Description of Issue) not previously contemplated by the Working Group:
None

Convergence with International Financial Reporting Standards (IFRS): N/A

Recommendation: 
NAIC staff recommend that the Working Group include this item on their maintenance agenda as a SAP Clarification and expose this agenda item with proposed revisions to SSAP No. 30R—Unaffiliated Common Stock and SSAP No. 32R—Preferred Stock to explicitly state that investments that are in-substance residual interests shall be reported on the dedicated reporting lines on Schedule BA: Other Long-Term Assets. 

The Working Group is recommended to expose this agenda item via an interim evote for a shortened comment period to allow for adoption consideration during the 2023 Fall National Meeting to ensure appropriate reporting for year-end 2023. 

Proposed Revisions to SSAP No. 30R—Unaffiliated Common Stock

1. This statement establishes statutory accounting principles for common stocks.
2. Investments in common stock of subsidiaries, controlled or affiliated entities (investments in affiliates) are not within the scope of this statement. They are addressed in SSAP No. 97—Investments in Subsidiary, Controlled and Affiliated Entities. Investments in the form of common stock that are in substance residual interests or a residual security tranche, as defined in SSAP No. 43R or SSAP No. 48, shall be reported on Schedule BA: Other Long-Term Assets in the dedicated reporting lines for residuals.  

Proposed Revisions to SSAP No. 32R—Preferred Stock

1. 	This statement establishes statutory accounting principles for preferred stock.
2. Investments in preferred stock of entities captured in SSAP No. 97—Investments in Subsidiaries, Controlled or Affiliated Entities or SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies[footnoteRef:2] as well as preferred stock interests of certified capital companies per INT 06-02: Accounting and Reporting for Investments in a Certified Capital Company (CAPCO) are included within the scope of this statement. The requirement to file investments in preferred stock of certain subsidiaries, controlled or affiliated entities with the NAIC pursuant to SSAP No. 97 does not affect the application of the accounting, valuation or admissibility under this statement. In addition to the provisions of this statement, preferred stock investments in SCAs are also subject to the provisions of SSAP No. 25—Affiliates and Other Related Parties and SSAP No. 97—Investments in Subsidiary, Controlled and Affiliated Entities. [2:  Certain legal entities captured in SSAP No. 48, such as LLCs that are corporate-like, do not issue preferred stock in legal form, but instead issue identical instruments labeled preferred units, interests, or shares. These instruments shall be captured in this statement provided they meet the structural characteristics as defined in paragraph 3. Additionally, these instruments shall not be in-substance common stock in which the holder has risk and reward characteristics that are substantially similar to common stock.] 

3. Investments in the form of preferred stock that are in substance residual interests or a residual security tranche, as defined in SSAP No. 43R or SSAP No. 48, shall be reported on Schedule BA: Other Long-Term Assets in the dedicated reporting lines for residuals.  
Staff Review Completed by: Julie Gann - NAIC Staff, October 2023

Status:
On October 31, 2023, the Statutory Accounting Principles (E) Working Group, through an e-vote, moved this agenda item to the active listing, categorized as a SAP clarification, and exposed revisions to SSAP Nos. 30 and 32 to specifically note that structures which are in substance residual interests shall be reported as residuals.
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