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[bookmark: _GoBack]Issue: Single Security Initiative 

Check (applicable entity):
	P/C	Life	Health
Modification of existing SSAP		|_|		|_|		|_|
New Issue or SSAP   		       	|_|		|_|		|_|
Interpretation 				|X|		|X|		|X|

Description of Issue: This agenda item has been drafted to consider an interpretation that provides a limited-scope exception to the exchange and conversion guidance in SSAP No. 26R—Bonds for instruments converted in accordance with the Freddie Mac Single Security Initiative. Under this initiative, reporting entities will be permitted to exchange existing “45-day securities” to “55-day securities” without any material change to the securities, or to the loans that back the securities.

With the proposed interpretation, for the specific instruments in scope, the new security received under the exchange would not be recognized at the fair value of the security surrendered. Rather, the new security would continue the amortized cost basis of the prior security, with adjustment to the securities’ basis to reflect float compensation received from Freddie Mac for the 10-day delay in payment. With this treatment, there would be no gain or loss recognized from this exchange.  

Overview of Single Security Initiative – Freddie Mac Gold PC Exchange: 

Key elements of the Single Security Initiative have been provided below. Additional information is available via the following link:  http://www.freddiemac.com/mbs/exchange/faqs.html

[bookmark: _Hlk536096547]Freddie Mac will offer holders of 45-day, TBA-eligible and non-TBA-eligible Gold PCs and Giants the option to exchange their eligible 45-day securities for 55-day Freddie Mac securities and float compensation. For the TBA-eligible security exchanges, the 55-day corresponding security will be a Uniform Mortgage-Backed Security (UMBS™) or Supers, while for non-TBA eligible exchanges, the corresponding security will be a 55-day Freddie Mac MBS or Giant MBS.

Most elements of the new 55-day security received upon exchange will exactly match those of the PC or Giant being exchanged – most fundamentally, the cash flows of the 55-day security will ultimately be backed by the same loans as the original PC or Giant. Each new 55-day security will mostly have the same characteristics as the corresponding PC such as unpaid principal balance, pool factor, and weighted average coupon. The 55-day security will have a new CUSIP, prefix, pool number, and issuance date.

Freddie Mac is offering the exchange to promote liquidity in the 55-day TBA-eligible market. The exchange of non-TBA eligible securities for 55-day Freddie Mac MBS will help provide greater consistency across Freddie Mac’s fixed-rate securities population. After the Single Security Initiative’s implementation, all new issue Freddie Mac Single Family fixed-rate securities will have a 55-day payment delay.

Exchanges will be initiated at the option of the investor and will not be mandatory. The exchange offer is expected to open in May 2019, the month prior to the Single Security Initiative go-live. The Dealer-facilitated path will stay open for the foreseeable future, while the Direct-to-Freddie Mac exchange path is expected to stay open for 3-5 years.  

Investors will receive a one-time payment that will be the approximate fair value compensation for the 10 days’ delay of the bond’s payment, or float compensation. For the Direct-to-Freddie Mac exchange path, this compensation will be paid through a one-time cash payment. For the Dealer-facilitated path, it is anticipated that the dealer will likely net the float compensation payment from the buy-back price of the 55-day security. Freddie Mac will treat the float compensation payment as a tax-free adjustment to the security basis. As such, for those investors that execute their exchange through the Direct-to-Freddie Mac path, Freddie Mac does not intend to report the payment as taxable income to the investor or to the IRS. However, Freddie Mac is not dictating to investors how they must treat the payment. Some investors may conclude, after consulting with their tax advisors, that the float compensation is taxable income when received.

Freddie Mac’s treatment of the float compensation as a tax-free adjustment to the security basis was determined after receiving guidance from the SEC that the SEC does not object to treatment of the exchange as a minor modification of the existing security. By concluding that the exchange is a minor modification, Freddie Mac has noted its belief that holders of the security would carry over the basis of their 45-day securities and would recognize the cash compensation received for the 10-day delay in payment cycle as a basis adjustment (decrease) on the 55-day Freddie Mac security they received. 

Freddie Mac has also identified that under IRS Revenue Ruling 2018-24, the exchange of 45-day Gold PC securities for  55-day Freddie Mac mortgage-backed securities will not be taxable. Although the IRS did not rule on the taxability of the associated float compensation payment, Freddie Mac is not planning to report the float compensation payment to the investor or the IRS as a taxable event. Freddie Mac is directing investors to rely on their own tax and accounting advisors to determine the best course of action. 

Existing Authoritative Literature: 

SSAP No. 26R—Bonds: 
[bookmark: _Toc455995775][bookmark: _Toc522873991]Exchanges and Conversions
22.	If a bond is exchanged or converted into other securities (including conversions of mandatory convertible securities addressed in paragraph 11.b.), the fair value of the bond surrendered at the date of the exchange or conversion shall become the cost basis for the new securities with any gain or loss realized at the time of the exchange or conversion. However, if the fair value of the securities received in an exchange or conversion is more clearly evident than the fair value of the bond surrendered, then it shall become the cost basis for the new securities.
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): None

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

Convergence with International Financial Reporting Standards (IFRS): Not applicable. 

Staff Recommendation:
NAIC staff recommends that the Working Group move this item to the active listing, categorized as an interpretation, and expose a tentative INT 19-01 to incorporate a limited-scope exception to SSAP No. 26R to require Freddie Mac securities exchanged in accordance with the Single Security Initiative to not recognize the new security at fair value, but to continue the amortized cost basis. Furthermore, consistent with Freddie Mac’s treatment, the float compensation received shall be recognized as an adjustment to the cost basis of the security. As the new security is virtually the same as the prior security, NAIC staff agrees that the financial statements shall not be adjusted based on current fair value as a result of the exchange. (NAIC staff notes that significant changes between fair value and the amortized cost basis will most likely be limited to situations in which the original security was acquired at a premium or discount.) 

NAIC staff is recommending use of an interpretation for this direction, as the guidance should only be applied to the investments exchanged in accordance with the Single Security Initiative. Although there is no current end date for the conversion process, this INT will be nullified when the exchange conversion process has been terminated. 

The proposed guidance would directly conflict with SSAP No. 26R, paragraph 22. As such, the policy statement in Appendix F (see authoritative literature) requires 2/3rd (two-thirds) of the Working Group members to be present and voting and a supermajority of the Working Group members present to vote in support of the interpretation before it can be finalized.

Staff Review Completed by:
Julie Gann, NAIC Staff – December 2018
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