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b. FASB Codification: A security that has preferential rights compared to common stock.

5. Comments received from interested parties in October 2019 iedithat the term “security”

is not interchangeable as it pertains to preferred stodkequested all references be changed to “interest”

or directly reference the type of stock under considaratin review of the use of the term “security” in the

issue paper, most instances represent existifegereces carried over from SSAP No. 32. NAIC staff
recognizes that preferred stock is a “security d@sonstrated by the definitions from both the NASDAQ

and FASB, but NAIC staff has proposed some revisions to limit the generic use of the term. The use of the
term “security” in paragraph 8, paraphs 10-13 and in Exhibit A (as it pertains to defining specific types

of preferred stock) has been revised to “preferrekstdtie use of the term “searity” in paragraph 3 has

been retained as this usagpirrors the FASB definition for preferred stock.

6. NAIC staff's original intent was to align varis investment definitions with common industry
definitions or those specified by U.S. GAAP. As atp# the investment reclassification project, this
practice began with unaffiliated common stock (S$P 30R) and now has expanded into preferred stock
(SSAP No. 32). The definition proposed by NAICfstaas made with the understanding that preferred
stock is either redeemable or perpetual. Wihiile issue paper does mention some stock labeled as
“redeemable perpetual preferred stock,” distinctiares made in the prospectus as to its true underlying
characteristics (thus being redeemable or perpetuatjerieral, NAIC staff continue to believe that for a
majority of preferred stock issuees, a share which is redeematiléhe optiorof the holder is by definition
redeemableutside (or not solely withirthe control of the issuer — thus the actions are mutually exclusive.
However, interested parties ateguidance for additional circunastces in which, through legal
technicalities, could create a third class of preferredesh— those redeemable outside the control of the
issuer and holder. Since the definition refers to Simét the control of the issuer” as a determination for
classifying a preferred share isleemable (reported at amortized cost), certain circumstances which are
technically “not solely within the issuer’s controlould cause shares to be reclassified to redeemable
which were originally categorized as perpetual (reploatdair value). ASC 480-10 provides a few of these
examples as: change in state law, the issuer fadsh@ve certain project milestones, the issuer fails to
pay specified dividends, the issuer experiences agehan credit rating, etc. As such, NAIC staff are
supportive of the changes suggested by interested parties as they align with the original objective of
preferred stock classification and reflect the expected economics of the investment.

7. Although the historical definition of preferredock in SSAP No. 32 is comparable to current
market terms, this issue paper recommends revisioimeorporate the NASDAQ definition as it is more
encompassing of the characteristics of preferred stocks.

Definitions and Classificain as Redeemable or Perpetual Preferred Stock

8. The accounting guidance of SSAP No. 32 varies baseuwhether preferred stock is considered to
be “redeemable” or “perpetual.” The historical défons of redeemable anmkrpetual within SSAP No.
32R reflected the following:

a. Redeemable preferred stock is defined asepred stock that must be redeemed by the
issuing enterprise or is redeemable a tption of the reporting entity. It includes
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a. Preferred Stock Subject to Mandatory Regéon Requirements or Whose Redemption is
Outside the Control of the Issuer ("RedeeladPreferred Stock™). The term means any
stock which (i) the issuer undertakes to redaemfixed or determinable price on the fixed
or determinable date or dates, whether by dperaf a sinking fund or otherwise; (ii) is
redeemable at the option of the holders(iigrhas conditions for redemption which are
not solely within the control of the issuerchuas stocks which must be redeemed out of
future earnings. Under this definition, prefefstock which meet one or more of the above
criteria would be classified as redeemable preferred stock regardless of their other
attributes such as voting rights, dividend rights or conversion features. (FASB ASC 480-
10-S99)

b. Preferred Stocks Which Are Not Redeemable or Are Redeemable Solely at the Option of
the Issuer ("Non-Redeemable Preferred BfocThe term means any preferred stock
which does not meet the criteria for classifica as a "redeemable preferred stock.” (FASB
ASC 480-10-S99)

10. In reviewing these definitions, and preferred ktoomponents that permit payment of dividends

in stock instead of cash (known as payment-in-kind (PIK) stock), it was identified that preferred stock that
incorporates PIK dividends is not limited to redeelmaiveferred stock as implied in the prior SSAP No.

32 definition for redeemable preferred stock.

11. To ensure classification of redeemable and perpptaterred stock consistently with U.S. GAAP,
the definitions from the FASB ASC have béecorporated into the revised SSAP No. 32.

Definition of Restricted Stock:

12. The historical accounting guidance in SSAP No. 32 included a definition of restricted stock as “a
security for which sale is restricted by governmental or contractual requirement (other than in connection
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determined to preclude the ability to consider #sset as available for policyholder claims. In such
situations, the restricted asseaiwld be considered nonadmitted.

Definitions or Preferred Stock Components / Characteristics

15. The historical guidance in SSAP No. 32 includefinitons for a couple of preferred stock terms,
including “mandatory sinking fund” and “step-up pmeésl stock,” but did not inade definitions of other
common preferred stock componentsesms. Furthermore, in reviewirthe previously included terms, it

was identified that they were no longer current and should be revised or removed from SSAP No. 32. For
example, the definition of “mandatory sinking furidtluded references to preferred stock outstanding in
1978, and the definition of “step-ygeferred stock” referred to tlurposes and Procedures Manual of

the NAIC Investment Analysis Offi@nd there is no current accounting or valuation guidance for step-up
preferred stock in that Manual.

16. Rather that include a variety of terms in Hualy of the SSAP, particularly as components may not
impact overall accounting and reportiofjthe preferred stock, a new exhibit has been included to include
a glossary of key preferred stock terms. The definitiotend to capture current market-terms for the noted
components.

Accounting and Reporting of Preferred Stock

17. The historical guidance in SSAP No. 32 captured different accounting and reporting provisions
based on whether the preferred stock was classifieed@gmable or perpetual, and whether the reporting
entity maintained an Asset Valuation Reserve (AVR). Although these classifications are still considered
appropriate, it has been noted that additional guidsmoeeded for mandatory convertible preferred stock,
and that a review of the various measurement methedsitted (by classification) should occur to ensure
appropriate measurement in the financial statesne®pecifically, the prior guidance in SSAP No. 32
explicitly permitted “cost” as an afgable measurement method, eviem perpetual preferred stock.
Consistent with prior conclusions from U.S. GAAP, as well as the Statutory Accounting Principles (E)
Working Group, “historical cost” is generally not an acceptable measurement method. Particularly, this
measurement method is not acceptable when liquidatian agset would generally occur at market prices,
such as a non-redeemable (perpetual) preferred stock.

18. The changes reflected in the re2il SSAP No. 32 continue to differentiate accounting and reporting
guidance by whether a reporting entity maintains an AviR on the type of preferred stock (redeemable
or perpetual). However, revisions have been ripo@ted to clarify the accounting and reporting of
mandatory convertible preferred stockidaa update the measurement basis for each type of preferred stock:

a. For redeemable preferred stock, the rewisi continue to use NAIC designations in
determining the measurement method. Theas no change proposed to the measurement
basis per designation. However, the revisiclasify that the measurement basis shall be
either amortized cost or fair value basedNAIC designation, eliminating reference to
“cost” as an measurement method that could be used by a reporting entity. For the
amortization of redeemable preferred stomkyisions have also been incorporated to
clarify that amortization (or accretion) ahy discount or premium is reported through
investment income, instead of impacting dividends -collected. Recognizing this
amortization through investment income is consistent with U.S. GAAP.

b. For perpetual preferred stock, the revisibase eliminated use of NAIC designations in
determining measurement method and the guidesmperes use of fair value, not to exceed
any stated call price from the prospectus of the preferred stock. As there are no
requirements for an issuer to redeenesth securities, these securities can continue
indefinitely until the issuing entity reacquires the preferred stock at current market rates or
elects to buy-back the preferred stock in acanog with rates established in the preferred
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stock prospectus. In order to prevent otaesment of the securities in the financial
statements, the measurement of these prefewekissteflects fair value, not to exceed any
currently effectivé buy-back rates (call prices) that the issuer can utilize to redeem the
stock. This measurement guidance is not ingzhbly the type of reporting entity (AVR or
non-AVR filer) and is not impacted by NAIC designation. Although not impacted by NAIC
designation, this guidance does not change the requirement to report the NAIC designation
as the NAIC designation impactise risk-based capital (RBC) charge attributed to the
preferred stock.

For mandatory convertible preferred stogkiidance has been incorporated to require
measurement at fair value, not to exceed stayed call price, in the periods prior to
conversion. This guidance is applicable retgsslif the preferred stock would be classified

as redeemable or perpetual and is applicable regardless of NAIC designation. This
guidance requires the preferred stock tariasured at the same measurement basis that
would be required once converted to commaist This prevents overstatement in the
financial statements at the time of conversion.

For exchange traded funds which qualify fweferred stock treatment from the NAIC

SVO, the revisions clarify that these investtseshall always be treated as perpetual
preferred stock. This classification ippropriate as the fund would not qualify as a
redeemable preferred stock with a statxdn that allows for amortization.

Impairment of Preferred Stock

19. The prior guidance in SSAP No. 32 included different guidance for determining other-than-
temporary impairment (OTTI) based on whether thegoredl stock was redeemableperpetual. Although
this division has been retained, modifioas have been reflected as follows:

a.

For redeemable preferred stock, guidancebeas captured to require assessment of OTTI
whenever mandatory redemption rights or sinking fund requirements do not occur.
Although preferred stock may indicate “requiteslements, failing tgrovide dividends,

or contribute to a sinking fundhay not be considered an act of default or require liability
recognition from the issuer. Not receiving preferred stock provisions does not turn the
holder of preferred stock into a creditor, and a redemption right cannot force a company to
redeem shares. However, if an issuer fails to comply with “required” components, reporting
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Preferred Stock Income / Redemption

20. The guidance in this issue paper incorporatesi@vs to clarify the reporting of dividend income
from preferred stock. This guidance clarifies that divi
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EXHIBIT A - REVISIONS TO SSAP No. 32—Preferred Stock
Preferred Stock
SCOPE OF STATEMENT
1. This statement establishes statutoryoaoting principles for preferred stock.

2. Investments in preferred stock @fitities captured iISSAP No. 97—Investmentsgubsidiaries,
eControlled oraAffiliated eEntities or SSAP No. 48—Joint Ventures, Partnerships and Limited Liability
Companiek-includingas well apreferred stock interests of certified capital compaf@i@sRrCO)per INT

06-02: Accounting and Repang for Investments in a Certified Capital Company (CAP&R@)included

within the scope of this statemenrthe 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
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4, The definition of preferred stock, as definedparagraph 3, does not include fund investments.
However, the following types of SVO-identified investmgare captured within scope of this statement.

ea. Exchange Traded Funds, which qualify for preferred stock treatment, as identified in Part
Three of thePurposes and Procedures Manual of the NAIC Investment Analysis @ffite
published on the SVO’s web pagevaww.naic.org.SVO-identified preferred stock ETFs shall
follow the accounting provisions for perpetual preferred stock.

ory-sinki dbutwhi j : : i rding at that
- a5 i idere inking fund

85.  Restricted preferred stock is defiRes-a-security either redeemable or perpetual preferred stock
that must be traded in compiige with special Securities Exchange Commission (SEC) reqgulations
concerning its purchase and resale. These restrictioesally result from affiliate ownership, merger and
acquisition (M&A) activity and underwriting activity. Pursuant tee t&EC, restricted securities are
securities acquired in an unregistered, private sata fl®e issuing company drom an affiliate of the

issuer. They typically bear a “restrictive” legend digatating that the holding may not resell the stock in

the public marketplace unless the sale is exempt from the SEC'’s registration requirements. Restricted
preferred stock is generally catsred an admitted asset; however, admittance may be limited based on the
degree of restriction in accordance We#88AP No. 4—Assets and Nonadmitted AsRetsricted preferred

stock shall be coded as restricted in theestment scheianed
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Acquisitions and Sales

10.7. At acquisition, preferred stock shall be reported at cost, including brokemdgether related fees.
PHKPreferredstock received as dividends shall be recordéaiatalue. Acquisitions and dispositions shall
be recorded on the trade date. Private placement stock transactions shall be recorded on the funding date.

118. A reporting entity can subscribe for the purchassto€k, but not be required to make payment

until a later time. Transactions of this nature amammon in the formation of corporations. Preferred stock
acquired under a subscription reprdsesm conditional transaction imhicha—seeuritypreferred stock is
authorized for issuance but not yet actually iss@ath transactions are settled if and when the actual
seeuritypreferred stocis issued and the exchange or National Association of Securities Dealers (NASD)
rules that the transactions are to be settled. Preferred stock acquired under a subscription shall be recorded
as an admitted asset when the reporting entity or itgrkgtgid custodian or transfer agent takes delivery of

the seeuritypreferred stocland theseeuritypreferred stocks recorded in the nand the reporting entity
or its nominee, (i.e., the accounting for such prefestedk acquisitions shall be on the settlement date).

Amortization

129. Redeemable preferred stock purchased at a prestiathbe amortized to reduce the carrying value

to the call or redemption value over the period #dall or earliest redemption date, whichever produces
the lowest asset value (yield teorst). Redeemable preferred stock purchased at a discount shall be
ameortize@dccretedto increase the carrying value par—valu¢he redemption pricever the period to
maturity or the latest redemption date.

0 v ed in
0 be held at the

14.10. Amortization(and accretion) of the premium and discount arising at acquishihbe calculated
using the interest method and shall be repatttedugh investment inconees-inereases—er-deereases in

dividends-collected-during-theyear.

Balance Sheet Amount

1611. Preferred stock shall be valued based on (a) the underlying charactesisties—security
(redeemablesr-perpetualor mandatory convertibje(b) the quality ratingfthe-seeurity expressed as an

NAIC designatiopursuanttoparagraph,land (c) whether an asset valuation reserve (AVR) is maintained
by the reporting entity:

a. For reporting entities that do not maintain an AVR:
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19i.  Highest-quality or high-quality redeemalpleferred stocks (NAIC designations 1
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is other-than-temporary, an impaient loss shall be recognized asealized loss equal to the entire
difference between the redeemable prefestedk’s carrying value and its fair valugot to exceed any
currently effective call price,
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iii. The aggregate carrying value of the investments not evaluated for impairment, and
iv. The circumstances that may have a sigaiit adverse effect on the fair value.

3219. Refer to the Preamble for further discussion reéigg disclosure requirements. The disclosure
requirements of paragrapB418b.,3118e.,3118.f.,3118¢g. and3118.h. shall be included in the annual
audited statutory financial reports only.

Relevant Literature

3320. This statement rejectdSU 2018-03, Recognition and Measurement of Financial Assets and
Financial Liabilities, ASU 2016-01, Financial Instruments — Ovef@SB Statement No. 11;counting

for Certain Investments in Debt and Equity Securitied FASB Emerging Issues Task Force No. 86-32,
Early Extinguishment of a Subsidiary’s Mandatorily Redeemable Preferred. Stuskstatement adopts
FASB Staff Position 115-1/124-1, The Meaning of Other-Than-Temporary Impairment and Its Application
to Certain Investmentqaragraph 16, with modification to be consistent with statutory language in the
respective statutory accounting statements.

Effective Date and Transition

3421. This statement is effective for years beginnifapuary 1, 2001. A change resulting from the
adoption of this statement shall be accounted f@& elsange in accounting principle in accordance with
SSAP No. 3—Accounting Changesd Corrections of ErrorsThe guidance in paragraphs 23-26 was
previously included withinSSAP No. 99—Accounting for Securities Subsequent to an Other-Than-
Temporary Impairmenaind was effective for reporting periotleginning on January 1, 2009, and
thereafter, with early adoption permitted. In 201@,gbidance from SSAP No. 99 was incorporated within
the impacted standards, with SSAP No. 99 superséthedoriginal impairment guidance included in this
standard, and the substantive revisions reflected AP9®. 99 are retained fdistorical purposes within
Issue Paper No. 131. The guidance in paragraphs2tarelSAP No. 32 was originally superseded January
1, 2005, by guidance included 8SAP No. 88—Investments in Subsidiaries, Controlled and Affiliated
Entities, A replacement of SSAP No. 46, and then subsequently reflected in SSAPIN@OQZ, the
guidance related to preferred stock of SCAs from SSI&P97 was incorporated into this statement and
revised to reflect a definition of preferred stock. The original guidance included in this statement, and the
substantive revisions reflected in SSAP No. 88 &BSAP No. 97 (including the title change already
reflected in SSAP No. 32) are retained for histoqieaposes within Issue Paper Nos. 32 and 118. Guidance
in paragraph 17 was originally containedNT 99-29: Classification of Step-Up Preferred Stackl was
effective December 6, 1999.

22. On July 30, 2020, substantive revisions, as detailéssure Paper No. 164—Preferred Stogre
adopted. These revisions, effective January 1, 2021, update definitionserfgateftock and reporting
values based on characteristics of the preferred stock.

REFERENCES
Other
X Purposes and Procedures Manual of the NAIC Investment Analysis Office
X NAIC Valuation of Securities product prepared by the Securities Valuation Office
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Relevant Issue Papers

X Issue Paper No. 32—Investments in Preferred Stock (excluding investments in preferred
stock of subsidiary, controlled, or affiliated companies)

X Issue Paper No. 131—Accounting for Certain Securities Subsequent to an Other-Than-
Temporary Impairment

X Issue Paper No. 164—Preferred Stock
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EXHIBIT A — GLOSSARY

Callable Preferred Stock —A preferred stockn which the issuer has the right to call or redeem the stock

at a preset price after a defined date. Callable preferred stock can be either redeemable preferred stock or
perpetual preferred stock dependingabher characteristics of the preferred stock. For example, callable
preferred stock with a maturity or a specific buybdake would be redeemable preferred stock, whereas
callable preferred stock electable at the disonetif the issuer is perpetual preferred stock.

Convertible Preferred Stock — A preferred stock that is convertible into another security based on a
conversion rate. For example, cortilde preferred stock that is comtible into common stock on a two-
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