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TO:
Kevin Fry (IL), Chair of the Valuation of Securities (E) Task Force

Members of the Valuation of Securities (E) Task Force

FROM:
Chris Evangel, Managing Director, SVO 

Robert Carcano, Senior Counsel, SVO 

Robert C. Nelson, Analyst III, SVO 

DATE:
March 2, 1011
RE:
Staff Proposal – Permit Working Capital Finance Notes (WCFN) to be Invested Assets 
1. Executive Summary 

a. 
Purpose – The SVO has developed a process to assign NAIC designations to long-term programs that permit insurers to engage in the revolving purchase of short-term obligations. The financial instrument we are discussing is called a working capital finance note. Working capital finance notes have long been part of the financial landscape, as they are generated when suppliers deliver goods to buyers and the buyer accepts and confirms that the obligation to pay contained in an invoice is a binding and enforceable payment obligation. However, working capital finance note programs have been almost exclusively the domain of commercial banks. The SVO process was developed with the assistance of PacLife and the Nebraska Department of Insurance (NDOI). We believe the process, which is fully described in this memorandum, would give insurers an important new investment alternative while safeguarding regulatory interests. We therefore propose that the Purposes and Procedures Manual of the NAIC Securities Valuation Office (Purposes and Procedures Manual) be amended to permit this activity and that the NAIC work to create the necessary regulatory framework to accommodate working capital finance notes as an invested asset eligible for purchase by insurers. 

b.
SVO Participation – The SVO became involved in this project at the request of the NDOI. PacLife representatives sought clarification from the NDOI as to whether working capital finance notes qualified as invested assets under Nebraska’s insurance investment law. The NDOI asked the SVO to evaluate the risks of this asset class and make recommendations. The SVO studied the market, analyzed representative transactions and reported to the NDOI that a significant component of working capital finance notes were short-term financial obligations of high-quality issuers and that it was possible to design a process to assess the risks in working capital finance notes consistent with existing NAIC analytical procedures used to assess risks in bonds. The NDOI requested SVO to proceed with the project. The SVO then completed and tested the process and subsequently assigned NAIC designations to PacLife insurer-owned obligations on behalf of the NDOI. The SVO has now been asked to present its findings to the Task Force in order to make the process created for Nebraska available to all insurers. 

c. 
Commercial Context – A working capital finance note, also known as a vendor finance note in the commercial banking sector, is created when a supplier sells goods to a buyer and delivers an invoice for payment and the buyer verifies and confirms that the invoice amount is correct and that the buyer has no defenses to payment of that amount. Banks create working capital finance programs for customers who need to buy and pay for goods on an ongoing basis. Many suppliers to large buyers are small businesses and do not want to wait 30, 60 or more days for the buyer to pay an invoice. On the other hand, the buyer needs to finance the purchases as efficiently as possible. To accommodate these potentially conflicting objectives, a buyer might sponsor a working capital finance program that will permit its suppliers to offer the buyer’s invoice for sale to a facility. An agent for the facility then confirms the receivable by verifying directly with the buyer that the invoice amount is accurate and due in accordance with its terms and that the buyer has no defenses to payment. The agent can then purchase the confirmed invoice from the supplier (now referred to as a payable) in exchange for an assignment of the right to receive payment from the buyer, or offer that payable for purchase to another investor. Please see Attachment One for a much more detailed description and explanation of a typical transaction structure. 

d. 
Asset Description – The commercial process described above generates short-term obligations: typical maturities are 30, 60 or 90 days, but may extend as far out as one year. The obligations are generically referred to as receivables or payables. For our purposes, a receivable is an instrument representing the obligation of one or more entities to pay a single seller and a payable is an instrument representing the obligation of a single entity to pay one or many suppliers. For a variety of reasons, assessing the risk of a single, short-term receivable is impractical. The SVO resolved this practical problem by creating a process to assign NAIC designations to long-term programs to purchase working capital finance notes. In addition, to avoid administrative issues, we limited the process only to the purchase of payables. 
e. 
Predominant Risks – The primary risks in working capital finance notes are credit, dilution and operational risk. Credit risk refers to the possibility of obligor delinquency and default. Dilution risk refers to, for example, the possibility that a buyer will 1) dispute the amount on grounds that the quality of goods delivered is not within specification; or 2) assert that the invoice is fraudulent. Operational risk is concerned with how the structure of the transaction (i.e., the persons who will administer the process and the procedures they will employ) could lead to delays in or diminution of payment. We use the same methodology to determine the credit risk of an obligor’s short-term instrument that we use to determine the credit risk of the same issuer in its capacity as an issuer of long-term bonds. Dilution risk is eliminated by processes requiring direct verification with the buyer as part of the investor purchase process that the amount of the payable is properly stated and that the buyer has no defenses to timely payment. Operational risks are identified and evaluated by reference to the quality of operative documents governing the program and the credit quality of the entities who implement various aspects of the program. 

f. 
Primary Characteristics of the SVO Assessment Process – The SVO process is more fully discussed in Attachment Two. Below, we summarize key features of the process. 
· Applies only to medium-term programs, not to individual short-term notes. 

· Applies to payable and not to receivable programs, as defined above.
· Requires the insurer to have expertise in working capital finance program.
· Involves a review of data and documentation to identify and assess credit, operational, legal, documentary, structural and disclosure quality for the proposed program.
· Is limited to high-quality obligors/participants; only NAIC 1 or 2 designations are assigned.
· Once a program is designated, the insurer can purchase any notes from the same obligor, pursuant to the terms established for that program.
· The insurer makes quarterly disclosure to the SVO of program size and obligors, and the SVO verifies adherence to program requirements as a condition to maintain the designation. 

Please see Attachment Three for the proposed text for the Purposes and Procedures Manual. 

g.
Accounting and Reporting for Working Capital Finance Notes – We have discussed the probable accounting and reporting status of a working capital finance note with PacLife and NDOI in order to assess probable accounting and reporting treatment for the working capital finance note program we recommend in this memorandum. The SVO has responsibility for assessment of Schedule D and Schedule BA assets. In the latter context, the SVO is tasked with assessing whether those financial obligations that insurance companies own and claim to have fixed-income characteristics are eligible for reporting as “fixed-income like.” By their terms, working capital finance notes are short-term obligations, but they nevertheless exhibit many of the characteristics associated with fixed-income investments. This is illustrated by the methodology we developed that would subject notes held in context of a criteria-based program to the same scrutiny and standards we employ to assess risks in long-term bonds. In our view, a working capital finance note program should be treated as a fixed-income like asset with medium- to long-term maturity because, at any point in time, the program itself represents underlying high-quality cash flows associated with a basket of short-term obligations. We recognize that the program itself is not a security, but we feel that the Other Invested Assets – Schedule BA was specifically developed to capture new or existing instruments that fit within existing guidance, but nevertheless should be subject to greater transparency to regulators. 

The analysis we discussed with PacLife suggests that a working capital finance note program appears to qualify as an admitted asset within the contemplation of the guidance in Statement of Statutory Accounting Principles (SSAP) No. 2—Cash, Drafts and Short-Term Investments and SSAP No. 26—Bonds. Working capital finance notes share characteristics with short-term bonds and commercial paper, including being pari-passu to other senior unsecured obligations, having an original maturity date of less than one year and a fixed rate of interest. Per SSAP No. 2, short-term investments include, but are not limited to, bonds, commercial paper, money market instruments, repurchase agreements, and collateral and mortgage loans that meet the above criteria. In addition, paragraph 2 of SSAP No. 26 identifies a list of assets that are considered bonds — all of which share the aforementioned characteristics but provide either medium- or long-term maturities, instead of short-term maturities. While neither guidance alone would explicitly encompass the program, we believe the guidance already addresses all relevant issues and risks represented by the notes, that the program provides needed high quality parameters and SVO oversight for this investment activity and that Schedule BA cements the guidance by providing a reporting mechanism that correctly identifies this activity as subject to greater transparency to regulators.
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1. Supplier sells goods and services to Obligor. Suppliers sell goods to Retailer A, for example, and present invoices to Retailer A. Each invoice becomes a Retailer A account payable. Through a Supplier Agreement (or similar functioning document) with a Bank or Agent, the Supplier has the right but not the obligation to sell its Retailer A payable to the Bank.

2. Obligor confirms obligation. The Bank, acting as agent under a Settlement Services Agreement (or similar functioning document), has Retailer A confirm the obligation due the Supplier on the payable. As part of this process, the Bank requires Retailer A to stipulate that no payment deductions will be taken against any confirmed payable. This eliminates the (dilution) risk that Retailer A could modify the payment amount or assert a defense to payment.

3. Obligor issues confirmed obligation on its account. 

4. Suppliers offer to discount confirmed obligation. When confirmed, typically the Bank has the right of first refusal to buy the confirmed obligation at a discount.

5. Bank elects to purchase confirmed obligation or offers confirmed obligation as Agent for sale to Investor. The Bank also has agreements with several Participants who are offered, from time to time, the opportunity to purchase a confirmed obligation at a smaller discount, with the difference directed to compensate the Bank for its Agent duties. Participants typically have the right, but not the obligation, to purchase a confirmed obligation. 
6. Investor accepts/rejects offer to buy discounted confirmed obligation. If purchased by a Participant, the Participant will hold a separate, unsecured confirmed obligation from Retailer A, or a participation in one or more Retailer A obligations. Under the Agency Agreement, the Participant has the benefit of all of Retailer A’s duties under the program documents and all of the rights given to the Supplier by Retailer A. These transactions are true sales/participations of the confirmed obligation or participation. Upon maturity, the Participant is repaid by the Bank as its agent for Retailer A and the Participant. 
7. Cash for discounted confirmed obligation goes to Supplier.

8. Obligor funds agent or investor account on invoice due date at face value. Bank forwards face value of discounted confirmed obligation to Investor. These confirmed obligations are of high credit quality. As direct obligations of Retailer A, in this example, the credit rating and mapped designation of Retailer A assess the default risk of the obligation. The short-term nature of the obligation also reduces risk. These trade payables typically mature in less than a year. They can be sold to other investors in part or in whole, subject to the governing agreements. The Participant can decide to not buy any more obligations and have its outstanding investment decline as its owned obligations are repaid. Finally, the Participant can withdraw from the program completely.

Attachment Two

Overview of Proposed NAIC WCFN Program 

1.
The staff evaluates a Program’s credit risk and assigns a designation. The analysis is divided into two parts. We first identify the Obligor’s ARO credit ratings or determine an NAIC Designation. The same process is followed for the Bank, the Agent, and any other key parties to the transaction. We then assess the transaction’s structure, agreements, and any special attributes.

· Obligors whose ARO ratings are designated NAIC 2 or better are eligible to be part of the Program. Typically, the Obligor generates a continuing stream of obligations for sale under the Program. Small Obligors generally do not have enough obligation volume to cover the Program initiation and operating costs, while also providing ample compensation to the investor. 
· Lower-rated firms are less attractive to investors because the company’s obligation is general and unsecured and might be subordinated to significant secured debt or other liabilities. 
· The credit assessment process also requires that existing ARO ratings be properly mapped back to the appropriate NAIC Designation category. And, in particular, this means that the Obligor analysis must include an assessment of the Obligor’s rating stability; i.e., the likelihood that the rating will not be downgraded for the near term. For example, an Obligor whose ARO ratings are all BBB– and have negative outlooks would not be considered for a designated Program.

· The Bank or financial institution that acts as an agent should have ARO ratings, or a designation, at least at (but preferably above) the Obligor’s rating. The Program’s designation cannot go higher than the ARO ratings of the Bank acting as documentation Agent, becuase Program funds may flow through the Agent. If funds do not flow through the agent, the evaluation of the Obligor and program documentation will have greater influence on the Program’s designation.

· The structure of the transaction and protections afforded Program Participants by the operative documents are reviewed to ensure that there are no impediments to timely repayment and the ultimate credit risk borne by the Participant is always that of the Obligor. 
· A key requirement is that the documents create a true obligation of the Obligor. The Supplier invoices to the Obligor must represent a right to payment of a monetary obligation, without Obligor recourse to the Supplier that would create a risk of delay in what should be a full and timely payment standard. This is accomplished by a “confirmation process,” whereby the Obligor confirms the payment terms established by the Obligor in favor of the Program. 
· The Obligor gives up its right to dispute the Supplier invoice and the invoice is a confirmed general obligation of the Obligor. Program documentation should provide that the sale of the Obligation to the Bank or Agent or the Participant is a “true sale” or “true participation.” 
· The Program should be structured to provide for the Obligor to make payments with respect to the obligation either directly to (i) the Investor; (ii) the commercial bank or factor serving as Agent for the Program; or (iii) the Servicer for the Program (which may or may not be an affiliate or subsidiary of the Agent). 
· If the Program uses an Agent or Servicer, the Agent or Servicer will distribute proceeds as required under the Program documentation to the Investors.

· The Investor should be able to terminate participation with notice consistent with the short-term nature of Program or not be committed to buy new obligations of the Obligor when offered for sale. Programs that provide for termination on 30 days’ notice are acceptable. This feature gives the Participant the flexibility to wind down its Program participation, or increase its participation, as investible cash flow warrants. This enhances Program liquidity and gives the Investor the ability to exit the Program in an orderly manner for any reason with minimal documentation. 

· Operational risks in the structure must be identified. This aspect of the analysis requires an assessment of the procedures specified in the documents, a judgment whether they are likely to prove efficacious and as assessment of the consequences to the program of a failure to observe them. This aspect of the analysis evaluates legal responsibility and consequences related to the process of choosing obligations to fund, the obligations’ purchase and sale procedures, and repayment terms. These can be found in the “Agency Agreement” and the “Settlement Services Agreement” (or similar functioning document). Some of these operational risks, such as Agent performance (in the event there is one for the Program), can be reflected in the final designation, while others may be addressed by the Program documentation. 
· Finally, events of default and remedies should give the Investor at least all the rights and privileges, unimpaired, of a Trade Creditor upon default with no Obligor defenses that could cause dilution of principal. The remedies available to the Participants in the Program should be expressly identified in the Program documentation.

Attachment Three

Proposed Text for the Purposes and Procedures Manual 

Part Two – Filing With the SVO

Section 9. 
Specialized SVO Forms, Products and Systems 

Certain transactions between the SVO and a reporting insurance company will require submission of a form, an application or a letter, in addition to an SAR. This section describes these transactions and the appropriate form to be used. Please note that all of these forms are accessible directly through ISIS, or indirectly through a link to the SVO’s page on the NAIC website. Also note that the information on these forms is used to enter these transactions into Work Flow. If the form is not completely and accurately filled out, it will not be processed. Work Flow will record that the submission could not be processed due to informational deficiency.

(q) 
Filing Instructions for Working Capital Finance Programs – Payable Program 

This form is used in connection with the submission of a request for the assignment of an NAIC Designation to a working capital finance note program. Please note that this form is a required part of the submission package, that the form requires the submission of specified documents and that a submission for a proposed program cannot be analyzed until a completed copy of this form and all accompanying documentation has been received. This form also identifies the information required to be submitted to the SVO quarterly as a condition to the maintenance of the assigned NAIC Designation. Please refer to Part Four, Section 7 of this Manual for a discussion of the Working Capital Finance Program. 
Section 10.
Reporting Conventions and Required Documents

(c) 
Reporting Conventions and Required Documents

Specific reporting conventions for initial reports that all reporting insurance companies should follow are described below. 

(i) 
Corporate Issues
 (G) 
Working Capital Finance Note Program 
(1)
 Definition 

Working Capital Finance Note Programs is defined in Part Four, Section 7 of this Manual. Readers are urged to familiarize themselves with that section before filing a security with the SVO.
(2)
Required Documentation 

An insurance company requesting an analysis of a proposed Working Capital Finance Note Program shall provide the SVO with the documentation described in this subparagraph. 
A completed copy of the Filing Instructions for Working Capital Finance Programs – Payable Program with the information and documentation therein specified; which typically will involve production, at a minimum, of the following documentation: 

· The obligor’s Audited Financial Statements, if the obligor is not rated by an NAIC ARO; 

· The insurance company’s Investment Committee Memorandum for the proposed program; 
A copy of: 
· The agreement defining the working capital finance notes (i.e., the short term obligations) proposed to be included in the Program. This agreement is sometimes referred to as the Settlement Services Agreement or the Buyer Agreement. 

· The agreement governing the ongoing purchase of working capital finance notes obligations. This agreement is sometimes referred to as an Agency Agreement. 

· The document or documents establishing the obligations owed to and protection afforded investors. This document is sometimes referred to as the Invoice Payment Terms Acknowledgement or Bank or Factor Agreement. 
Section 11.
Subsequent Reporting

 (e) 
Reporting Conventions and Required Documents

Specific reporting conventions that all reporting insurance companies should follow are described below.

(i) 
Corporate Issues not Filing Exempt
(D) Working Capital Finance Note Program 

On a quarterly basis, a report, the following information, identified in the Filing Instructions for Working Capital Finance Programs – Payable Program showing the following information: 

· Total dollar amount of notes outstanding in the Program;

· Timeline as to when “performing” notes become due;

· Total dollar amount of delinquent notes; 

· Timeline as to when delinquent notes were originated and due;

· Total dollar amount of notes written off;

· Timeline as to when written-off notes were originated and due;

· Dollar amount of dilution, if any; provide date and initial dollar amount of note from which it originated;

· Provide dollar amount and explanation for any deviations in expected cash flows;

· Describe any deviations in the Program terms from the original agreement; and
· Notification of any change in credit quality of Creditor, Bank and/or Servicer.

Part Four – Special Regulatory Procedures Applicable to Investment Activity Of Insurers

Section 7.
Working Capital Finance Note Program 

(a)
Definitions – For purposes of this Section 7, the following words have the meaning indicated below. 
(i) 
Dilution Risk – With respect to any Working Capital Finance Note Program, dilution risk refers to disputes or contractual provisions that may reduce the amount of the obligation owed by the obligor. Examples of dilution risk are credit for returns of defective goods or an allegation of fraud, such as that the invoice is not legitimate or is a duplicate invoice. 
(ii) 
Operational Risks – With respect to any Working Capital Finance Note Program, operational risks refer to the combined effect of the procedures and parties employed to implement the program and their responsibility under the documents and to the determination whether these will assure full and timely performance by the obligor of the payment obligation to the investor. An example of an operation risk is the confirmation process employed to verify that the obligation amount is accurately stated in the invoice and that the obligor has no defenses to payment. 

(iii) 
Payables – With respect to any Working Capital Finance Note Program, a payable refers to the type of obligation that results from a working capital finance facility when the ultimate risk of timely repayment of principal and interest for payment of the obligation due to the investor is that of a single obligor that owes funds to one or many suppliers.

(iv) 
Receivables – With respect to any Working Capital Finance Note Program, a receivable refers to the type of obligation that results from a working capital finance facility when the ultimate risk of timely repayment of principal and interest for payment of the obligation due to the investor is that of one or more companies whose obligations are to a single seller. 
(v) 
Working Capital Finance Note – For purposes of a Working Capital Finance Note Program that is the subject of this Part 7, a working capital finance note is a confirmed short-term obligation to pay a specified amount owed by one party (the obligor) to another (typically a supplier of goods), generated as a routine part of a working capital finance note facility, which has been transferred by the person entitled to payment to a third party (the insurance company investor). For purposes of the preceding sentence: “short–term” means that the obligation to pay is due in 30, 60, 90 or more days but not exceeding a year; a “confirmed obligation” is one where the person obligated to make the payment (the obligor) has affirmatively communicated and verified the amount of the obligation due and that it has no defenses to payment of that amount; “transferred” means that the person then entitled to receive payment has agreed to sell the obligation to a third party in exchange for an agreed-upon price and an assignment of all rights to receive the payment on the due date. 
(vi) 
Working Capital Finance Note Facility – An ongoing commercial finance arrangement, typically but not always administered by a bank for its customer, to facilitate the sale by the customer’s suppliers of invoices as either a payable or a receivable. 

(vii) 
Working Capital Finance Note Program – The process, methodology and documentation described in this Section 7(b) by which the SVO assigns, maintains or withdraws an NAIC Designation to a revolving, payables based, working capital finance (lending) facility between an insurance company investor and one or more sellers of working capital finance notes.

(b)
Direction and Program Parameters – 

 

(i) 
Direction 

The SVO may assign NAIC Designations to Working Capital Finance Note Programs that meet the parameters and criteria set forth below. 

(ii) Program Parameters 

(A) Insurance Company Expertise Required 

Only insurance companies with proven expertise in the working capital finance sector may submit a proposed Working Capital Finance Note Program for credit quality designation by the SVO. An insurance company may demonstrate expertise by identifying experienced internal staff, an existing contract with a servicer or consultant with the requisite experience and comprehensive responsibility for execution of the program or by evidence of participation in a program led by an investor with the requisite expertise.

(B) 
Payable Programs Only 

Working Capital Finance Note Programs are limited to those that involve the purchase of payables. 
(C)
Variations in Structure 

Working Capital Finance Note Programs may vary in structure and in the protection afforded the insurance company creditor. Structural weaknesses of various structures will be reflected in the NAIC Designation assigned by the SVO. 

(D) Program Quality 
The SVO may only assign an NAIC Designation to a program that meets the criteria for an NAIC 1 or an NAIC 2 Designation category. 

(E) Process and Methodology 

An NAIC Designation shall be assigned to a Working Capital Finance Note Program on the basis of a thorough assessment of credit, dilution, operational and other risks, an assessment of protections provided by operative documents to the investor and the quality of the proposed participants. 
(F)
Ongoing Quarterly Disclosure 

It shall be a condition to maintenance of the NAIC Designation that the insurance company submits quarterly reports as required by Part Two, Section 11 of this Manual. 

(c)
Risk-Assessment Process 


(i) 
Credit Risk 

The NAIC Designation for a Working Capital Finance Note Program shall be linked to the credit quality of the obligor, which may be rated by an NAIC ARO or designated for credit quality by the SVO. Credit risk is assessed by the SVO analyst in accordance with any permitted methodology set forth in this Manual, provided that assessment of a proposed Working Capital Finance Note Program also will involve the SVO analyst with responsibility for assessing the credit risk of the obligor to ensure that risks specific to the obligor in the working capital finance facility context are accurately identified. 

(iii) Dilution Risk 

To achieve an NAIC 1 or NAIC 2 Designation, the Working Capital Finance Note Program must eliminate dilution risk in the Working Capital Finance Notes proposed to be eligible for purchase for the program. The terms governing the insurer’s working capital finance program must eliminate obligor recourse to its supplier as a condition to payment of the obligation to the insurer as investor so as to result in an unconditional right to receive payment on a full and timely basis. 
(iv) Operational Risk 

To achieve an NAIC 1 or NAIC 2 Designation, all operational risks shall be identified and assessed. Key participants should have a credit rating from an NAIC ARO or a designation for quality assigned by the SVO, at a level at least that of the obligor. Events of default remedies should provide the insurance company at least those rights and privileges, unimpaired, of a trade creditor upon default with no obligor defenses that could cause dilution of principal. The remedies available to the participants in the Program should be expressly identified in the documentation for the Working Capital Finance Note Program. Characteristics that shall be present in a proposed Program include, but are not limited to, the following, or a substantial equivalent: 

· The obligor is to make payments directly to (i) the investor; (ii) the commercial bank or factor serving as agent for the Program; or (iii) the servicer for the Program. 
· The program should be terminable with notice consistent with the short-term nature of the Program. 
· The transaction should be subject to the laws of and to the jurisdiction of the courts of California, New York or a similar nationally recognized legal jurisdiction. 
· Events of default must be clearly defined, accelerate other Program obligations and grant the insurance company investor the ability to pursue collection unfettered by actions taken or not taken by participants such as the Servicer or Trustee, or other named persons performing similar functions. 
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