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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to provide auditors of financial statements of insurance companies with an overview of recent economic, industry, regulatory,
and professional developments that may affect the engagements
and audits they perform.
This publication is an Other Auditing Publication as defined in
Statement on Auditing Standards (SAS) No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol. 1,
AU sec. 150). Other Auditing Publications have no authoritative status; however, they may help the auditor understand and
apply SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circumstances of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior technical committee of
the AICPA.
Julie Gould, CPA
Technical Manager
Accounting and Auditing Publications
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Insurance Industry Developments—2002/03
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your insurance
audits. The knowledge delivered by this Alert assists you in
achieving a more robust understanding of the business environment in which your clients operate. This Alert is an important
tool in helping you identify the significant risks that may result in
the material misstatement of your client’s financial statements.
Moreover, this Alert delivers information about emerging practice issues, and information about current accounting, auditing,
and regulatory developments.
If you understand what is happening in the insurance industry
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert assists you in making considerable strides in gaining that industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2002/03 (product no. 022333kk).

Industry and Economic Developments
The U.S. Economy

Since the beginning of 2002, overall economic activity has been expanding at a moderate pace, showing signs of improvement since
the events of September 11. Third-quarter economic growth expanded at a strong 4 percent rate. Still, the Federal Reserve officially
said the economy is moving “towards weakness” rather than staying
“neutral” and a fourth quarter interest rate cut of 50 basis points was
made to stimulate the economy. The Department of Commerce has
made extensive revisions to 2001 data, most notably indicating that
the 2001 recession was longer and deeper than previously thought.
7

Arains02.qxd 12/11/02 3:19 PM Page 8

In 2002, widespread corporate accounting fraud allegations caused
ongoing turmoil in U.S. equity markets, including a stock market
slide and eroding consumer and investor confidence. Since insurers’ investment portfolios consist mainly of fixed-income investments, the low interest rate environment has caused returns on
these investments to be bleak. Corporate bonds, yielding a higher
return in exchange for slightly higher risk relative to government
bonds, are even more risky in the wake of several investigations surrounding accounting procedures and reporting in the corporate
arena. Insurance companies must be selective in investing in corporate bonds, and be aware of any potential corporate investigations.
The Aftermath of September 11 on the Insurance Industry

It was just over a year ago when the horrific attacks occurred on
September 11, 2001. This one catastrophe affected many lines of
business in the insurance industry, including disability, workers’
compensation, group life, aviation, and commercial property. The
industry, which was experiencing poor underwriting results at the
time of the September 11 event, has responded a year later by raising prices and by examining risks as it has never done before.
Increase in Premium Rates
Despite huge losses related to the events surrounding September
11, the insurance industry has managed to partially recover. The
industry’s improved health is largely attributed to an increase in
demand for insurance coverage and subsequent increases in premium rates; allowing companies to both post solid underwriting
results and establish high written premiums.
It is hard to determine how the events of September 11 alone affected pricing—the industry had been experiencing years of softmarket pricing; insurers and reinsurers had begun to raise rates
prior to September 11. Many believe, however, that both threats
of unforeseen risk exposure due to the events of September 11 and
subsequent diminished insurance availability have forced premium rates to increase. Additionally, insurance companies have
been reevaluating their policies concerning major catastrophes.
8
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Estimated Losses
According to A. M. Best, the total insured losses from the events of
that day have been estimated to be between $35 billion and $55
billion. A trend of reserve strengthening currently characterizes the
industry. Many insurers and reinsurers have begun to enact measures to strengthen reserves by setting aside money for future claims
and booking a corresponding loss on the income statement. This
movement toward an increase in overall reserve strengthening
could reflect a natural response by insurers to the riskier, postSeptember 11 environment. Statement on Auditing Standards
(SAS) No. 57, Auditing Accounting Estimates (AICPA, Professional
Standards, vol.1, AU sec. 342), provides guidance to auditors on
obtaining and evaluating sufficient competent evidential matter to
support significant accounting estimates in an audit of financial
statements in accordance with generally accepted auditing standards (GAAS). Statement of Position (SOP) 92-4, Auditing Insurance Entities’ Loss Reserves, provides guidance to help auditors
understand the loss-reserving process and to develop an effective
audit approach when auditing loss reserves of insurance entities.
Single Event or Multiple Events?
Defining whether the September 11 attacks will be considered a single event, multiple events, or act(s) of war will broadly determine
losses related to the catastrophe. A judge ruled at a hearing held on
August 22 that he will bifurcate the World Trade Center (WTC)
trial into two parts. The first trial will deal with which policy form
governs the WTC property coverage and whether the coordinated
attack on the WTC complex resulted in one insurable loss. The second trial, if necessary, would deal with WTC valuation issues.
One unresolved issue is whether the federal government/taxpayers
should play a permanent role as a backup insurer. By the close of
2001, Congress decided not to pass backstop legislation to provide money to the insurance industry in paying claims related to
September 11 and future attacks. Because of ongoing delays surrounding this legislation, many jurisdictions have adopted optional terrorism exclusion endorsements. Many believe that these
exclusions are necessary to avoid industry insolvency in the event
9
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of another catastrophe of similar or greater magnitude. Many
state laws mandate that terrorism must be covered under workers’
compensation policies; however, insurers are not allowed to increase rates just for terrorism coverage. One specific problem arising from the exclusions lies in defining the term terrorism for use
in formal contracts. In addition, insurance companies are making
the decision to discontinue terrorism coverage, through exclusions and other means.
Congress recently formed a House-Senate conference that will address legislation regarding the creation of a federal terrorism insurance backstop. The Senate bill concentrates on providing federal
revenue to the industry and policyholders; the House bill provides
financing with paybacks by the entire industry. In November
2002, the House and Senate approved a terrorism insurance bill
that will result in the government/taxpayers covering a set amount
annually in insurance claims from any future terrorist attacks.
President Bush signed this bill into law on November 26, 2002.
Insurance Fraud
Insurance fraud prevention is an issue for September 11 claims
because of the quantity of extensive losses, lack of crucial documentation, and difficulty in measuring business interruption
losses. All these problems unearth serious potential for fraudulent
behavior on behalf of claimants. In an effort to prevent insurance
fraud, antifraud operations have been created and the New York
Insurance Department has helped coordinate a large antifraud effort in the wake of the September 11 attacks. Unfortunately, the
speed at which adjusters processed the magnitude of claims, especially considering the emotional nature of the events, also caused
fraudulent claim activity to be more widespread than normal.
However, the antifraud network assembled by both the New York
Insurance Department and the National Insurance Crime Bureau
will now crosscheck claims against other databases such as those
at the Federal Emergency Management Agency, law enforcement
organization, and state regulators. These preventative measures
will aid in managing the fraud that arises from crises such as that
of September 11.
10
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Reinsurance Issues
With the reinsurance sector responsible for an estimated $35 billion of the September 11 losses, new capital emerged just weeks
after the attacks and new reinsurers were set up in Bermuda with
funding from a variety of financial sources.
Considering both unpredictable earnings and the risk intensity
associated with the sector, improved quality is the product now
demanded by reinsurance buyers. Because financial risks of catastrophes like September 11 affect many areas of an insurance
company’s operations (for example, property, workers’ compensation, life), buyers are now more concerned with the strength of
their reinsurer. Reinsurers may need to become large, strong conglomerates to withstand future catastrophes and consumer demand; an increase in mergers and acquisitions may occur in this
sector of the industry over the next few years.
In addressing the risks of terrorism insurance, reinsurance pools
are being considered to meet the demands of future catastrophes
and to maximize capital available for paying claims. One plan for
a reinsurance pool would be to pool insured losses and have a
stated deductible. Pooled losses exceeding the deductible would
be reinsured, and paid by reinsurers, capital markets, and possibly
government/taxpayers as a last resort. Essentially, the plan aims to
assign relative risk according to the financial capacity of the entity
assuming it.
Property and Casualty Sector

There has been ongoing improvement in the industry’s financial
results. However, these results are likely to be dampened by continuing claims, inflation, higher reinsurance costs, and lower interest rates generating lower investment income on insurers’
portfolios. In addition, A. M. Best continues to believe that there
are considerable reserve deficiencies, particularly for certain commercial coverages such as commercial automobile, workers’ compensation, and medical malpractice. Large reinsurers have
strengthened reserves in 2002, and there is also concern about the
recoverables of some reinsurance by primary insurers. During its
11
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review of 2001, A. M. Best also raised concerns about additional
asbestos and environmental claims and the potential drag on future earnings if these claims continue to be funded on a “pay as
you go” basis.
Claims under Directors and Officers liability insurance could become more extensive with the passage of the Sarbanes-Oxley Act of
2002, as there may be increased exposure for corporate lawsuits.
Also, there is the potential for class action suits questioning the adequacy of terrorism coverage and corporate malfeasance in general.
Since the September 11 attacks, there have been a number of new
entrants into the reinsurance market, providing new capital in excess of $6 billion. Reinsurers have been deemphasizing proportional coverages in favor of excess of loss coverages. This change in
type of reinsurance coverage may result in primary insurers retaining greater risk, thereby subjecting surplus to greater volatility.
Sales of insurance via the Internet continue to be slow. For example, Internet sales of personal automobile insurance are still less
than 1 percent of total personal automobile sales. However, the
Internet is becoming a more frequent means for companies’ communications with their agents, policyholders, and claimants.
Auto Insurance
Insurers continue to announce their intention to withdraw from
New Jersey because of burdensome regulations. The largest insurer has received approval to reduce its book of business by approximately 200,000 cars. This business will need to be absorbed
by other insurers. New Jersey is one of three states to have an “excess profits” regulation (New York and Florida are the others).
New Jersey changed the calculation of excess profits from a paid
loss to an incurred loss basis in 2002. The impact of the change is
uncertain.
Claims fraud has been and continues to be a problem for insurers
in certain large states, most recently in New York and Florida. In
particular, higher personal injury protection coverage loss ratios
have resulted from fraud and abuse through unfounded lawsuits
and increasing medical reviews. Auto maintenance and repair
12
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costs have been accelerating, and pricing restrictions in a number
of states make sustained profitability difficult to achieve. Residual
markets in New York, New Jersey, Pennsylvania, and Texas have
grown in recent years.
Homeowners’ Insurance
The cost of insuring a home has continued to rise significantly in
2002. A. M. Best reported that the homeowner line of business
was profitable for only one year during the last decade. The central region of the country has exhibited extreme volatility in
homeowner results.
Mold has recently became a national issue for insurers as one
large insurer had a $32 million judgment entered against it.
Claims have grown exponentially. A number of carriers have
stopped writing new business in Texas. Carriers have been restricting coverage for mold nationwide. Texas reacted to the “crisis” by eliminating coverage for high-priced procedures beyond
those necessary for repairing water damage as part of the standard
homeowner policy. However, a buy-back provision for more expensive coverage continues to exist. Mold claims have spread to
other states, particularly California.
Life and Health Sector

In 2002 the life and health insurance industry continued to experience challenges caused by the sluggish U.S. economy and the
volatile equity markets.
Annuity production, which came under pressure in 2000 and 2001,
continued to experience decline in the first six months of 2002.
Sales of fixed annuities started to increase in 2002, as did sales of
life insurance products.
In 2002, the key issues affecting life insurers include:
• Investment losses from credit deterioration
• The acceleration of amortization of deferred acquisition
costs (DAC) for products accounted for in accordance
13
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with Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 97, Accounting and Reporting by Insurance Enterprises for Certain
Long-Duration Contracts and for Realized Gains and Losses
from the Sale of Investments
• Recognition of benefits associated with variable annuity
products that contain guaranteed minimum death benefits
(GMDBs) and guaranteed minimum income benefits
(GMIBs).
• Actions by Standard & Poor’s and Moody’s placing negative outlooks on the industry.
The life insurance industry has been hit hard by credit losses.
Writedowns and sales of investments, both equity and fixed income, especially in the telecommunications and energy sector, have
affected results. See the “Declines in the Value of Securities” section
of this Alert for a description of other than temporary impairment.
Declines in equity markets have resulted in exposures for accelerated amortization of DAC, particularly where the variable annuity business is concerned. Recent publicity has revealed that a
number of different treatments are being used to address differences between long-term assumptions regarding market returns
and actual experience. Equity market returns are particularly relevant to amortization of variable annuity DAC, since investment
return (a key component of the estimation of future gross profits)
is based on the valuation of the separate account assets. See the
“Deferred Acquisition Costs” section of this Alert for further
DAC considerations.
Variable annuity products that contain GMDBs or GMIBs have
two main issues to consider: (1) companies may experience general account charges for the payout of these benefits (upon either
death or annuitization, as applicable) when the market value of
the separate account assets are not sufficient to support the level
of benefit payment and (2) generally accepted accounting principles (GAAP) and statutory accounting may require insurers to establish reserves for variable annuity guarantees on these products,
thereby placing strain on capital strength. The AICPA proposed
14
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SOP Accounting and Reporting by Insurance Enterprises for Certain
Nontraditional Long-Duration Contracts and Separate Accounts
contains proposed guidance for accounting for GMDBs and
GMIBs. See the “Accounting Pipeline” section of this Alert for
further information on the proposed SOP.
Health Insurance Portability and Accountability Act Compliance
The Health Insurance Portability and Accountability Act
(HIPAA) of 1996 will be a significant initiative for health plans,
health care providers, and clearinghouses that process health information electronically. Auditors should be aware that most covered entities will be required to comply with HIPAA standards by
April 2003 (April 2004 for small companies that write less than
$5 million in receipts).
HIPAA was adopted to improve the efficiency and effectiveness
of the health care system by standardizing the electronic transmission of certain administrative and financial transactions. Significant cost reductions are projected due to the utilization of
standard formats, codes, and identifiers for electronic claims.
Many health care organizations may need to replace or substantially change their current systems and processes to comply with
HIPAA regulations.
The convergence to electronic data interchange will require significant changes to how security and privacy are addressed. As a
result, HIPAA also mandates security and privacy protection
standards for individually identifiable health information that is
stored, processed, or transmitted. Security standards require comprehensive, formal, written procedures for protecting all patientidentifiable information stored or transmitted by any electronic
system. Privacy regulations cover patient-identifiable health information in any other form that is or has been in electronic
form. Patients must give their written, uncoerced, and revocable
permission to use health information for purposes other than
treatment, payment, healthcare operations, and specified exceptions (public health, oversight, law enforcement). Records of disclosures must be kept, and patients have the right to challenge
and correct their health information.
15
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New Products

Terrorism Coverage
Insurers are revising their policies to clarify what they will and
will not cover as a result of terrorist attacks. It is important for the
auditor to understand precisely what risk actions a company is
taking in this area as well as how the carriers’ own assets and investments may be affected.
Catastrophe Bonds
The downturn in the economy and business environment has contributed to a resurgent interest in some alternative risk vehicles, such
as catastrophe bonds. Catastrophe bonds are becoming more attractive to investors as an alternative to traditional risk retention. The
main reasons for their increase in popularity are their transparency,
simplicity, and high reward to risk ratios. Investors are willing to pay
to have investments they understand and can easily follow.
Catastrophe bonds are also trading well because investors are willing to try new investments to further spread their risk. These
bonds are issued at a tighter spread than indemnity insurance,
which makes them less risky in terms of investments. At the same
time, dual-year coverage, and competition have made catastrophe
bonds even more efficient. The catastrophe bond market is finally
seeing participants invest for economic, and not strategic, reasons.
Containing the Cost of Weather Events
Insurers, capital markets, and corporate entities are discussing
methods to contain the costs of weather events. Weather risk management has become increasingly important in the last five years.
And, as market sophistication continues to increase, capital and
insurance markets are trading various weather risks for investors.
Earthquakes, hurricanes, and tropical storms may occur infrequently but have large costs. Hail, precipitation, and temperature
changes occur more frequently but tend to have lesser costs. This
gives investors and insurers opportunities to mix and match the
types of risk they are willing to take.
16
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Vehicle for Facilitating Securitization
The National Association of Insurance Commissioners (NAIC)
has approved a Special Purpose Reinsurance Vehicle (SPRV) Model
Act. The SPRV has created a vehicle for facilitating securitization
within the United States, instead of at an offshore location. By allowing such vehicles within the country, states will now be able to
regulate any limitations to these specific types of insurance.
The Global Insurance Industry

The global insurance industry is evolving into a more complex
and dynamic environment. Companies must adapt in order to
gain market share and maintain profitability. Factors contributing to the evolution of the industry include:
• Increasing consolidation
• Convergence and globalization
• International mergers and acquisitions
• An evolving socioeconomic and political environment
• Changing consumer concerns and buying behavior
• Rapidly developing technology
• Broadening distribution patterns
• Increasing competition
• Rapidly changing regulations
• Increasing number of varying regulatory authorities
• Global investment strategies
• Global currency issues
• Culturally diverse workforce and customer base
The new market demands that companies be specialized in a particular niche and eliminate areas in which they are not successful.
One way of achieving this is through consolidation. Companies
17
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are also realizing the importance of strategic alignment with other
companies to meet the needs of consumers.
Additionally, the increased use of the Internet is changing the industry by eliminating global borders and reducing barriers to entry.
To survive in the new global market, companies must find a way
to serve their customers conveniently while also reducing costs.
Many companies, as part of their cost reduction efforts, are shifting their service centers to global locations outside of the United
States, or to centralized locations within the United States.
Strong brands will have an advantage in this changing market.
It is important to have a strong brand name to be able to access
independent distribution channels. A key success strategy will
be to quickly establish a brand name before existing global
brands take over.
Privacy and Security—Where Are We Today?

Nearly three years after passage, the privacy and security provisions contained in Title V of the Gramm-Leach-Bliley Act
(GLBA) remain the cornerstone of federal efforts to regulate the
handling of nonpublic personal financial information by federal
and state regulated financial services institutions. Title V of the
GLBA addresses the issues of how a financial services institution
may use its customers’ nonpublic personal information, including the providing of required notice and disclosures, and imposes
upon each institution an affirmative obligation to protect its customers’ information from unauthorized disclosure to internal, as
well as external, sources. Under the GLBA’s functional regulation
approach, primary responsibility for regulation and enforcement
of insurance industry compliance with GLBA’s privacy and security requirements was delegated to the states.
Shortly after the GLBA was signed into law, state insurance regulators, working through the NAIC, commenced the development
of a privacy regulation consistent with Congress’s stated goals and
objectives. As permitted by language in the GLBA, permitting
states may impose additional or more stringent protections, and
18
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the model developed by the NAIC includes personal health as
well as financial information. The NAIC’s Privacy of Consumer
Financial and Health Information Model Regulation was
adopted by the NAIC in September 2000.
According to the NAIC, 49 states plus the District of Columbia
have adopted laws or regulations, or both, that meet the GLBA’s
minimum privacy standards. Of these states:
• Thirty-six states plus the District of Columbia have enacted regulations or laws based on the NAIC model privacy regulation.
• Twenty-two states include the financial and health provisions of the model (two of those states have imposed “optin” instead of “opt-out” requirements).
• Fourteen states plus the District of Columbia contain financial but not health provisions of the model.
• Thirteen states have retained the NAIC’s 1982 Model Privacy Act.
Neither the states nor the NAIC have made as much progress,
however, on the development of standards for safeguarding customer information. To date only one state, New York, has
adopted a security regulation. The NAIC is currently developing
a model security regulation. The current proposal follows closely
upon the approach taken by New York.
Entities should be aware of the state privacy regulations and other
emerging regulations to which the entity will be subject.
GLBA Privacy Regulations
Entities were required to comply with the privacy requirements
of the GLBA by July 1, 2001.
The regulation on the privacy of consumers’ financial information:
• Describes under what conditions an entity may disclose
nonpublic personal information about consumers to nonaffiliated third parties.
19
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• Requires an entity to provide notice to customers about its
privacy policies and practices.
• Provides an “opt out” method for consumers to prevent the
entity from disclosing that information to nonaffiliated
third parties.
Protected Information. Under the privacy regulation of the
GLBA, restrictions on sharing information with nonaffiliated
third parties apply to “nonpublic personal information” about a
consumer. Nonpublic personal information is “personally identifiable financial information” that is provided by a consumer to an
entity and results from any transaction with or service performed
for the consumer, or is otherwise obtained by the entity.
The regulation excludes “publicly available information” from the
definition of nonpublic personal information. Publicly available information is any information that an entity has a reasonable basis
to believe is lawfully made available to the general public from
government records, widely distributed media, or disclosures to
the public required to be made by federal, state, or local law.
Privacy Policy Notice. Under the regulation, entities must provide a clear and conspicuous notice that accurately reflects their
privacy policies and practices. The notice must be given to any
individual who becomes a customer of the entity by the time the
customer relationship is established, and annually as long as the
relationship continues. Also, the notice must be given to any consumer who does not become a customer before nonpublic personal information about the consumer may be shared with
nonaffiliated third parties.
Opt-Out Requirement. Before an entity can share nonpublic
personal information with nonaffiliated third parties, consumers
must be given a reasonable opportunity to opt out from having
that information shared. The opt-out notice must be given to:
1. Customers as a part of the initial notice of the entities’ privacy policies and practices, or before sharing nonpublic
personal information about them with nonaffiliated third
parties.
20
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2. Individual consumers who do not become customers of
the entity, and former customers, before nonpublic personal information about them may be shared with nonaffiliated third parties.
Exceptions. The regulation does provide certain exceptions that
permit an entity to share nonpublic information with third parties without providing privacy or opt-out notices. These exceptions include disclosures of nonpublic personal information
made in connection with certain processing and servicing transactions, with the consent of or at the direction of the consumer,
to protect against potential fraud or unauthorized transactions;
and to respond to judicial process.
The Sarbanes-Oxley Act of 2002

On July 31, 2002, the Sarbanes-Oxley Act of 2002 (the Act) was
signed into law. This Act is one of the most far-reaching pieces of
legislation ever to address corporate fraud and public accounting.
Support for the law was fueled by multiple reports of corporate
accounting scandals, defrauded investors, and a plummeting
stock market.
See the AICPA general Audit Risk Alert—2002/03 for further information about the Sarbanes-Oxley Act.
Congressional Hearings
Hearings may be held on the adequacy of bank regulatory oversight
and the possible role of investment and commercial banks in facilitating fraudulent accounting practices and other abuses. Additionally, Section 705 of the Sarbanes-Oxley Act requires the
Comptroller General to conduct a study on whether investment
banks and financial advisers assisted public companies in manipulating their earnings and obfuscating their true financial condition.
Among other things, the study will address the role the financial institutions played in the collapse of Enron. Upon the completion of
the study, the Comptroller General will issue a report discussing
regulatory or legislative steps that are recommended or that may be
necessary to address concerns identified in the study.
21
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Derivatives Watch
The growing number of corporate scandals has fueled increased
activity in the largely unregulated derivative market. Risk managers have reshaped risk profiles in response to changing market
conditions. Derivative activity at your clients and corresponding
risk may increase. SAS No. 92, Auditing Derivative Instruments,
Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332), along with its companion
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities, provides specific guidance on auditing derivatives. Additionally, see the “FASB Statement No. 133
Implementation Guidance” section of this Alert for a discussion
of the FASB Derivative Implementation Group work on insurance specific issues.
Back on the Balance Sheet Again
A large portion of off-balance-sheet debt could return to the balance sheets of financial institutions and their customers as a result
of changes in accounting principles and possible legislative and
regulatory action. The FASB currently has a project in the works
that would amend the way SPEs are reported. This project, expected to be finalized by the end of 2002, would have a major
impact on financial institutions. See a description of the FASB’s
work in this area in the “Special Purpose Entities” and “On the
Horizon” sections of this Alert.

Audit and Accounting Issues in the Spotlight
Reinsurance Arrangements

Reinsurance accounting and reporting—in particular, the question of what constitutes an acceptable transfer of risk—continues
to be an important issue requiring careful analysis. The Securities
and Exchange Commission (SEC) and state insurance departments have closely scrutinized the accounting and reporting practices of insurance companies with respect to reinsurance
transactions.
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Due to a number of contributing factors, many insurance companies are reassessing the amount of exposure they retain and the
types of reinsurance protection they use for risk management. As
a result of the convergence of capital markets, banking and insurance purchasers of risk management products have been provided
new alternatives and vehicles for redistributing risks. These new
structures can take on many forms and may have unique accounting requirements based on their structure.
FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and Long-Duration Contracts, continues to
be the primary source of guidance used to determine if a contract
transfers risk and meets the conditions for reinsurance accounting. The following areas are factors that affect the reinsurance
market and reinsurance consumers that should be evaluated.
Significant Historical Losses and a Hardening Market
After steady erosion throughout most of the 1990s, reinsurance
rates have been increasing across all lines of business from the beginning of this decade. The outlook for 2002 is for continued
growth. The rate increases are long overdue for the industry. The
rate increases reflect years of deteriorating results for the industry
and reduced capacity due to insolvent reinsurers. The significant
catastrophe losses from European storms and the events of September 11 have been key factors driving the most recent poor underwriting results of the reinsurance market.
An increase in rates causes reinsurance consumers to question the
amount of coverage they obtain and the type of reinsurance they
purchase. When the cost of coverage increases, reinsurance purchasers will attempt to control their risk management costs by
obtaining less coverage, purchasing higher layers, or increasing
their retention.
When an entity changes its risk management strategy, careful consideration should be given to whether the entity created “gaps” in
coverage for which it had obtained continuous or comparable coverage. Examples of instances where this can occur include situations in which companies shift from calendar year coverages to
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accident year stop loss coverages, include stop loss corridors in existing coverages, or accept terms with complex excess of loss layers.
In each situation, the terms and conditions of contracts need to be
carefully evaluated to determine if they meet the criteria for reinsurance accounting under FASB Statement No. 113.
As insurers continue to evaluate the losses reported on the significant catastrophes that have occurred, careful consideration
should be given by the ceding enterprises as to the financial
strength of the reinsurer. The reinsurer’s strength helps to support
the collectibility of ceded loss reserves and other reinsurance balances receivable.
Regulatory Changes and Market Convergence
The repeal of the Glass-Steagal Act opened the door to the convergence of capital markets and banking activities to insurance
products. As a result, the reinsurance providers and consumers
have many alternative risk transfer options available to them.
These types of contracts often include finite risk covers that provide for a narrowly defined amount of coverage. In response to
the need for innovative risk management products, underwriters
and brokers are creating arrangements that are becoming more
creative with unique and complex provisions.
Accounting Guidance. Emerging Issues Task Force (EITF) Issue
93-6, Accounting for Multiple Year Retrospectively Rated Contracts
by Ceding and Assuming Enterprises, and EITF Issue 93-14, Accounting for Multiple Year Retrospectively Rated Contracts by Insurance Enterprises and Other Enterprises, represent guidance
addressing issues that may be present in reinsurance transactions.
These EITF issues address contractual features that create future
rights and obligations as a result of past events and therefore require certain accruals to be made in the financial statements. As
products become more advanced and complex, careful consideration is required to determine if the contracts are being accounted
for appropriately based on a complete understanding of the facts
and circumstances. Alternative risk transfer products and finite risk
covers usually present complex issues with respect to evaluating the
contracts for risk transfer under FASB Statement No. 113. An
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evaluation of such contracts should be performed with the aid of
the necessary specialists, including actuaries familiar with the exposures covered under the proposed contract.
SOP 98-7, Deposit Accounting: Accounting for Insurance and Reinsurance Contracts That Do Not Transfer Insurance Risk, should be
used to determine the appropriate method of accounting for contracts that do not meet the requirements for reinsurance accounting under FASB Statement No. 113. SOP 98-7 outlines the
appropriate accounting for contracts based on one of the following categories: contracts that transfer only significant timing risk,
contracts that transfer only significant underwriting risk, contracts that transfer neither significant timing nor underwriting
risk, and contracts that have an indeterminate risk.
Additional Pronouncements and Proposed Projects.
FASB Statement No. 133, Accounting for Derivative Instruments
and Hedging Activities, states that traditional reinsurance contracts accounted for under FASB Statement No. 113 are, in most
cases, not subject to the requirements of the standard. That is, a
contract is not subject to the requirements of FASB Statement
No. 133 if it entitles the holder to be compensated only if, as a result of an identifiable insurable event (other than a change in
price), the holder incurs a liability or there is an adverse change in
the value of a specific asset or liability for which the holder is at risk.
One of the interpretations of FASB Statement No. 133 (Implementation Issue No. B26, Embedded Derivatives: Dual-Trigger
Property and Casualty Insurance Contracts) identified certain types
of insurance contracts that could be considered to have derivative
type features. The interpretation defines policies with dual-triggers
as agreements for which the payment of a claim is triggered by
the occurrence of two events (that is, the occurrence of both an
insurable event and changes in a separate preidentified variable).
Certain types of dual trigger contracts would be subject to the
provisions of FASB Statement No. 133 if more than the occurrence of an insured event was a barrier to the policyholder being
availed a reimbursement under a contract. The FASB has determined all of the following conditions must be met in order for a
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contract possessing dual triggers to meet the scope exception and
to be accounted for as a traditional insurance contract:
• Benefits and claims are paid only if an identifiable insurable event occurs.
• The amount of the payment is limited to the amount of
the policyholder’s incurred insured loss.
• The contract does not involve essentially assured amounts
of cash flows based on the insurable event, such that recoveries under the contract are more likely determined by the
referenced variable.
In other words, if the occurrence of the insurable event is highly
probable and the amount the insured would most likely receive is
altered by the variable, the contract or a portion of it is subject to
the provisions of FASB Statement No. 133.
The FASB provided implementation guidance with respect to
guarantee type contracts in Issue B27, Dual-Trigger Financial
Guarantee Contracts. The interpretation states a similar conclusion
to the aforementioned issue that contracts that pay for declines in
value are subject to FASB Statement No. 133; however, if the payments are based on an insured loss (that is, default), the contract
would meet the scope exception for traditional insurance.
Purchase Accounting

Historically, many business combinations involving short-duration
contracts had used the acquiree’s recorded account balances as the
allocated amounts for insurance-specific items in purchase accounting. In purchase business combinations involving acquisitions of property and casualty insurance companies, changes in
liabilities for claim losses and loss adjustment expenses of an acquired insurance company ordinarily were made prior to the sale
date through losses incurred in the seller’s income statement
rather than through purchase accounting adjustments. Some believe this was consistent with the SEC’s Staff Accounting Bulletin
(SAB) No. 61, Adjustments of Allowances for Business Combination
Loan Losses—Purchase Method Accounting.
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In 1999, SAB No. 100, Restructuring and Impairment Charges
(Topic 2-A), clarified that receivables, liabilities, and accruals
should be recorded in the purchase price allocation at their fair
value. Frequently, fair values are based on estimations of the underlying cash flows to be received or paid, discounted to their
present value using appropriate current market interest rates. Insurers should be aware that fair value encompasses more than discounting because the cash flows related to reserves are not fixed
and determinable. FASB Statement of Financial Concepts No. 7,
Using Cash Flow Information and Present Value in Accounting
Measurements, provides a good framework for utilizing cash flow
techniques in estimating fair value.
In a speech given by the SEC staff at the December 2000 AICPA
SEC conference, the staff reiterated that companies that engage
in a purchase business combination should record the acquired
company’s liabilities using their best estimate of fair value at the
date of the business combination. If a registrant believes that it
has unique facts and circumstances such that it should not recognize an acquired company’s liabilities or accruals at fair value, the
registrant should consider preclearing its proposed accounting
with the SEC staff.
Auditors should be aware of this fair value consideration in
recording the acquired company’s liabilities and should note that
the AICPA has a task force that is addressing the issue of purchase
accounting for insurance enterprises. The task force will provide
guidance on a purchaser’s initial and subsequent accounting for
purchase business combinations involving enterprises that issue
short or long duration contracts, covered under insurance guidance. The task force also will address the application of FASB
Statements No. 141, Business Combinations, and No. 142, Goodwill and Other Intangible Assets, and the FASB Business Combinations II Project, Applying the Purchase Method.
Surplus Enhancement

In all audits of generally accepted accounting principles (GAAP)
basis and statutory accounting practices (SAP) basis financial
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statements, consideration should be given to the effects of unusual transactions as well as accounting differences on solvency
and the adequacy of the company’s SAP-basis capital and surplus.
You should evaluate transactions that materially affect SAP-basis
income or surplus, or transactions for which the effects on SAPbasis financial statements would be substantially different from
the effects on GAAP-basis financial statements. That evaluation
is especially important when an insurer’s surplus is at or near
minimum levels or if an insurer’s risk-based capital ratio is at or
near a regulatory action or control level.
In addition, you should be alert to significant and unusual transactions or events at or near year end that may require significant
judgment about the proper accounting treatment, including the
following:
• Financially oriented reinsurance transactions
• “Parking” of securities
• Loaning or borrowing securities
• Intercompany transactions
• Transactions involving special-purpose entities
• Asset swaps
• Asset reclassifications
• Other types of potential “window dressing” transactions
SOP 94-1, Inquiries of State Insurance Regulators, as amended by
SOP 01-5, Amendments to Specific AICPA Pronouncements for
Changes Related to the NAIC Codification, requires that, if a permitted accounting practice is material to an insurance enterprise’s
financial statements, the auditor obtain sufficient competent evidential matter to corroborate management’s assertion that the accounting treatment is permitted. In many situations, that
requirement will cause the auditor to obtain written confirmation, on an annual basis, from the domiciliary state insurance department that the accounting practice continues to be permissible.
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If the financial effect of such permitted practices is material, either individually or in the aggregate, to a company’s SAP-basis
surplus, sufficient competent evidential matter should be received before the issuance of an auditor’s report on either the
company’s GAAP-basis or SAP-basis financial statements. If you
are unable to obtain such competent evidential matter for material permitted accounting practices, you should consider a qualification or disclaimer in your opinion on the GAAP-basis and the
SAP-basis financial statements due to a scope limitation in accordance with SAS No. 58, Reports on Audited Financial Statements
(AICPA, Professional Standards, vol. 1, AU sec. 508), as amended.
Money Laundering

Money laundering is the funneling of cash or other funds generated from illegal activities through legitimate businesses to conceal the initial source of the funds. Money laundering is a global
activity and, like the illegal activities that give it sustenance, it seldom respects local, national, or international jurisdiction.
Money Laundering and Financial Statements
Money launderers tend to use the business entity more as a conduit than as a means of directly expropriating assets. For this reason, money laundering is far less likely to affect financial
statements than other types of fraud such as misappropriations,
and consequently money laundering is unlikely to be detected in
a financial statement audit. In addition, other forms of fraudulent activity usually result in the loss or disappearance of assets or
revenue, whereas money laundering involves the manipulation of
large quantities of illicit proceeds to distance them from their
source quickly and in as undetectable a manner as possible. However, money-laundering activities may have indirect effects on an
entity’s financial statements.
Independent auditors have a responsibility under SAS No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU
sec. 317), to be aware of the possibility that illegal acts may have
occurred, indirectly affecting amounts recorded in an entity’s
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financial statements. In addition, if specific information comes to
the auditor’s attention indicating possible illegal acts that could
have a material indirect effect on the entity’s financial statements,
the auditor must apply auditing procedures specifically designed
to ascertain whether such activity has occurred.
Possible indications of illegal acts include the following:
• Transactions that appear inconsistent with a customer’s
known legitimate business or personal activities or means;
unusual deviations from normal account and transaction
patterns.
• Situations in which it is difficult to confirm a person’s
identity.
• Unauthorized or improperly recorded transactions; inadequate audit trails.
• Unconventionally large currency transactions, particularly
in exchange for negotiable instruments or for the direct
purchase of funds transfer services.
• Apparent structuring of currency transactions to avoid regulatory recordkeeping and reporting thresholds (such as
transactions in amounts less than $10,000).
• Uncharacteristically premature redemption of policies,
particularly with requests to remit proceeds to apparently
unrelated third parties.
• The purchase of large cash value policies, soon followed by
heavy borrowing against them.
• Large lump-sum payments from abroad.
• Insurance policies with values that appear to be inconsistent with the buyer’s insurance needs or apparent means.
• Use of many different firms of auditors and advisers for associated entities and businesses.
• Forming companies or trusts that appear to have no reasonable business purpose.
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When an auditor becomes aware of information concerning a
possible illegal act, SAS No. 54 requires him or her to obtain
from management—at a higher level than those employees potentially involved—information on the act’s nature, the circumstances in which it occurred, and its possible effect on the client’s
financial statements.
Section 10A of the Securities Exchange Act of 1934. The Private
Securities Litigation Reform Act of 1995, among other things,
amended the Securities Exchange Act of 1934 (the Exchange Act)
to add section 10A. This section requires that each audit under
the Exchange Act include procedures regarding the detection of
illegal acts, the identification of related-party transactions, and an
evaluation of the issuer’s ability to continue as a going concern.
Section 10A also codified certain then-existing professional auditing standards regarding the detection of illegal acts by issuers
and imposed expanded obligations on auditors to report in a
timely manner to management any information indicating that
an illegal act has or may have occurred. The auditor must ensure
that the audit committee or board of directors is adequately informed of an illegal act, as broadly defined by section 10A, unless
the illegal act is clearly inconsequential.
In addition, section 10A requires the issuer to notify the SEC
within one business day after the auditor informs the issuer’s
board of directors that the auditor reasonably expects either to resign from the audit engagement or to modify its audit report due
to an illegal act that has a material effect on the issuer’s financial
statements for which appropriate remedial action has not been
taken by senior management and the board of directors. If the issuer does not notify the SEC within that period, the auditor,
within the next business day, must provide the SEC directly a
copy of the illegal acts report (or documentation of any oral report) that it gave to the board. Section 10A provides for ceaseand-desist and civil money penalties to be imposed against
auditors who willfully fail to provide the required reports. Auditors should consider the advice of legal counsel when addressing
possible acts subject to Section 10A.
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Federal Money Laundering Regulations
The Bank Secrecy Act (BSA), enacted to address the problem of
money laundering, authorizes the U.S. Department of the Treasury to issue regulations requiring financial institutions to file reports, keep certain records, implement anti-money laundering
programs and compliance procedures, and report suspicious
transactions to the government (see 31 CFR Part 103). Failure to
comply with BSA reporting and recordkeeping provisions may
result in the assessment of severe penalties. Insurance companies
are defined as financial institutions under the Act (Title 31 USC
5312(a)(M)). Prior to the USA PATRIOT Act, insurance companies were not subject to BSA.
On October 26, 2001, President Bush signed into law the Uniting and Strengthening America by Providing Appropriate Tools
Required to Intercept and Obstruct Terrorism (USA PATRIOT)
Act of 2001. This law, enacted in response to the terrorist attacks of September 11, 2001, was intended to strengthen our
nation’s ability to combat terrorism and prevent and detect
money-laundering activities in all financial institutions. This
meant that for the first time, the insurance industry would be
made subject to federal anti-money laundering rules and requirements. Broad authority to develop anti-money regulations applicable to each of the various segments of the financial services
industry was delegated to the Treasury Department.
On July 17, 2002, the Treasury Department, along with the Federal Deposit Insurance Corporation (FDIC), Federal Reserve
Board, National Credit Union Association (NCUA), Office of
the Comptroller of the Currency (OCC), Office of Thrift Supervision (OTS), Commodity Futures Trading Commission, and the
SEC, issued proposed rules that would require certain financial
institutions to establish minimum procedures for identifying and
verifying the identity of customers seeking to open new financial
accounts. These proposed rules implement Section 326 of the
USA PATRIOT Act, which directs the issuance of regulations requiring financial institutions to implement reasonable procedures
for (1) verifying the identity of any person seeking to open an account, to the extent reasonable and practicable; (2) maintaining
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records of the information used to verify the person’s identity; and
(3) determining whether the person appears on any list of known
or suspected terrorists or terrorist organizations. Final rules implementing Section 326 were effective on October 25, 2002.
Unless exempted by regulation, financial institutions must establish an anti-money-laundering compliance program, including,
at a minimum:
• The development of internal policies, procedures, and
controls; these should be appropriate for the level of
money laundering risk identified.
• The designation of a compliance officer; the officer should
have appropriate training and background to execute their
responsibilities. In addition, the compliance officer should
have access to senior management.
• An ongoing employee training program; a training program should match training to the employees’ roles in the
organization and their job functions. The training program should be provided as often as necessary to address
gaps created by movement of employees within the organization and turnover.
• An independent audit function should test procedures.
Additionally, on January 4, 2002, interim guidance was issued to
financial institutions on how to comply with two other antimoney-laundering provisions of the Act. Effective December 25,
2001, financial institutions are prohibited from providing correspondent accounts directly to foreign shell banks and are required
to take steps to ensure that correspondent accounts are not being
used indirectly to provide banking services to such shell banks. A
“prohibited” shell bank is one that has no physical presence in a
country. This excludes a shell bank that is affiliated with a U.S. or
foreign bank that has a physical presence and is regulated. Additionally, financial institutions are required to keep records of the
owners of foreign banks to which they provide correspondent accounts and of the foreign banks’ agent designated to accept service of legal process.
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Declines in the Value of Securities

Major equity markets in the United States and around the world
have experienced significant declines during 2002. U.S. investors
are affected by market volatility related to recent, well-publicized
corporate scandals and business failures, and troubled economies
in various places worldwide.
For accounting purposes, an impairment occurs when the fair
value of an investment is lower than the cost of that investment.
Impairments are either (1) temporary or (2) other than temporary. GAAP and statutory accounting principles (specifically, in
accordance with the NAIC Accounting Practices and Procedures
Manual) require that a loss be realized for other than temporary
impairments of the value of investments. Significant judgment is
involved in determining whether a decline in fair value is temporary or reflects conditions that are more persistent. Evidence
should support management’s assertion that a decline in fair value
is only temporary.
Determination of Impairment
Debt and Marketable Equity Securities. FASB Statement No.
115, Accounting for Certain Investments in Debt and Equity Securities, discusses accounting for impairment losses recognized when
fair value of a security is below cost and when that condition is
“other than temporary.” Management should determine whether
a decline in fair value is other than temporary. If a decline is
judged to be other than temporary, the cost basis of the individual security should be written down to the fair value as a new cost
basis and the amount of the write-down should be included in
earnings (trading securities fair value adjustments are already included in earnings). The new cost basis should not be changed
for subsequent recoveries in fair value.
Management’s assessment of a marketable security should begin
with the contemporaneous market price because that price reflects the markets’ most recent evaluation of available information. Then objective evidence should be considered, such as—
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• Adverse financial conditions of a specific issuer, segment,
industry, region, or other variable.
• Management’s ability and intent to hold the security for a
period of time sufficient to recover the carrying value.
Longer anticipated recovery periods give rise to uncertainty that the decline in fair value is temporary.
• Length of time that the market price has been less than cost.
• Financial condition and near-term prospects of issuer, including any specific adverse events that may influence the
issuer’s operations.
• Realization of a loss on subsequent disposition of the
investment.
• Elimination or reduction in dividend payments, or scheduled interest and principal payments are in default.
• Rating agency downgrade of a debt security.
• Decrease in expected cash flows of a debt security.
Management should display a systematic methodology that includes documentation of the factors considered. Such methodology should ensure that all available evidence concerning declines
in market value below cost will be identified and evaluated in a
disciplined manner by responsible personnel.
Beneficial Interests. Certain investments, such as asset-backed or
mortgage-backed obligations, represent purchased or retained
beneficial interests. EITF Issue No. 99-20, Recognition of Interest
Income and Impairments on Purchased and Retained Beneficial Interest in Securitized Financial Assets, addresses how to determine
whether an impairment exists on these types of obligations. The
issue’s consensus requires that if the amount of (1) present value
of estimated cash flows plus actual cash received since last measurement is less than (2) the present value of estimated cash flows
at last measurement, for a reason other than changes in interest
rates, an impairment loss must be recognized. The consensus sets
out the guidance for selection of discount rate and measurement
of the loss to be recognized.
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Equity and Cost Method Investments In Common Stock. Accounting Principles Board (APB) Opinion No. 18, The Equity
Method of Accounting for Investments in Common Stock, discusses
loss recognition for other than temporary declines in the value of
equity method investments (which could be applied by analogy to
cost method investments). Evidence to consider would include expected future cash flows from dividends or other distributions or
sale to an unrelated party, investees’ inability to sustain earnings,
quoted market prices (if any), or other factors evidencing the investor’s inability to recover the carrying value of the investment.
Other Items. FASB Statement No. 114, Accounting by Creditors
for Impairment of a Loan, and Statement No. 118, Accounting by
Creditors for Impairment of a Loan—Income Recognition and Disclosures, address accounting for impairments of loans, such as
mortgage loans. FASB Statement No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, addresses accounting for
impairment on long-lived assets (excluding financial instruments), which would include real estate.
FASB Statements No. 114 and No. 118 require that a loss be recognized if it is probable that the creditor will be unable to collect
all amounts due pursuant to a loan agreement’s contractual
terms. FASB Statement No. 144 requires that a long-lived asset or
asset group shall be tested for recoverability whenever events or
changes in circumstances indicate that its carrying amount may
not be recoverable. An impairment loss shall be recognized if the
carrying amount of a long-lived asset or asset group is not recoverable and exceeds its fair value. The carrying amount of a longlived asset is not recoverable if it exceeds the sum of undiscounted
cash flows expected from the use and disposition of the asset.
Statutory Accounting. Determining whether impairment has occurred on an investment under the NAIC Accounting Practices
and Procedures Manual is similar to GAAP as described above.
Management needs to consider all available evidence in determining whether an impairment exists and if that impairment is
other than temporary. For each type of investment, specific measurement criteria are set out in the Statements of Statutory Accounting Principles. Differences generally do not arise between
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GAAP and statutory accounting principles regarding the timing
of an impairment loss other than for securities subject to EITF
Issue No. 99-20.
Audit Implications
SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (AICPA, Professional Standards, vol.
1, AU sec. 332.48), provides guidance for auditing derivative and
investments in securities. SAS No. 92 indicates the following:
The auditor should evaluate (a) whether management has considered relevant information in determining whether factors
exist and (b) management’s conclusions about the need to recognize an impairment loss. That evaluation requires the auditor
to obtain evidence about such factors that tend to corroborate
or conflict with management’s conclusions. When the entity
has recognized an impairment loss, the auditor should gather
evidence supporting the amount of the impairment adjustment
recorded and determine whether the entity has appropriately
followed generally accepted accounting principles.

Deferred Acquisition Costs

Under GAAP, commissions, allowances, and other costs that vary
with and are primarily related to the acquisition of new and renewal business are generally deferred and amortized. These deferred amounts, referred to as deferred acquisition costs (DAC),
are recorded as an asset on the balance sheet and amortized to income in a systematic manner based on related contract revenues
or gross profits (or gross margins as in SOP 95-1, Accounting for
Certain Insurance Activities of Mutual Life Insurance Enterprises,
contracts), as appropriate.
DAC Recoverability and Allocation
Unamortized acquisition costs are subject to recoverability and
loss-recognition testing as outlined in FASB Statement No. 60,
Accounting and Reporting by Insurance Enterprises. In addition,
DAC should be allocated to or directly identified with contract
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types or lines of businesses so these costs can be amortized over
the life of the related contracts. Auditors are reminded to assess
DAC recoverability and DAC allocation on their audits. Some
suggestions include:
• The auditor can review the recoverability of DAC by
comparing GAAP net premium with gross premiums.
For unfavorable results, review loss recognition studies by
line of business or contract type for possible loss recognition situations.
• The auditor can review studies comparing actual and projected experience (gross profits, mortality, morbidity, persistency, investment yields, and expenses) with those assumed
for adverse deviation from the original assumptions that
may indicate potential loss-recognition situations.
• For identified loss recognition situations, the auditor can
determine that DAC balances are appropriately reduced or
that premium deficiency liabilities are accrued.
• The auditor can evaluate reasonableness and consistency of
cost allocations to lines of business or contract types and
obtain explanations for unusual items.
Further DAC Considerations
Amortization. For investment contracts, universal life-type contracts, and participating policies of mutual insurers, FASB Statement No. 97 and SOP 95-1 require that DAC be amortized over
the life of a book of business at a constant rate based on the present value of estimated gross profits (EGPs) or margins. In contrast to products accounted for under FASB Statement No. 60,
for which reserving and DAC assumptions are “locked in” unless
premium deficiency/loss recognition is triggered, assumptions
used in the FASB Statement No. 97 and SOP 95-1 calculation of
DAC are “unlocked” and are subject to periodic review. Accordingly, for FASB Statement No. 97 and SOP 95-1 products, management should regularly reevaluate the underlying assumption
used to determine its “best estimates” of profits and revise DAC
calculations as necessary. With each reporting period, DAC
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amortization should be revised to reflect the most current estimates of gross profits. In light of current competitive market conditions and changing interest rates, the auditor may want to
challenge management’s persistency assumptions and future gross
margins incorporated in these analyses.
Investment Returns. For variable life insurance and annuity contracts, many companies use an approach, sometimes referred to as
“reversion to the mean,” where the investment return assumptions in the company’s EGP model reflects investment return performance over the remaining expected life of the contract such
that investment return performance over the entire life of the
contract achieves the company’s initial expected long-term
growth rate given past market performance. Other companies assume significant near-term market corrections to return to modeled account balances or use similar adjustment methodologies
that in the current market environment imply significant shortterm positive market performance. When using these various approaches, companies may impose various judgmental limits on
the return assumptions.
Regardless of the approach used to develop investment return assumptions, the prolonged decline in the equity markets and the
current interest rate environment require the auditor to challenge
the reasonableness of management’s best estimate assumptions,
accounting estimation policies for selecting their assumptions
(that is, when and how to adjust their assumptions), and whether
those assumptions are consistent with assumptions the company
uses for other purposes (for example, the company’s financial
plan). Items to consider may include composition of the portfolio, the long-term and short-term asset appreciation/growth rate
assumptions, and the amortization period.
For universal life and deferred annuity contracts and the general
account component of variable contracts, companies must make
assumptions about interest rates to be earned on fixed income investment.
For further information on investment management, see the
“Asset-Liability Management” section in this Alert.
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Persistency and Lapse Rates. Since an increasing number of life
and annuity policies contain features that were previously uncommon in traditional policy offerings, historical persistency
rates may not be indicative of future persistency rates. Given
competitive market conditions in which consumers are attempting to maximize yields within their risk tolerance levels, the life
and annuity markets have experienced high rates of policy replacement, both external and internal, in recent years. Accordingly, practitioners may want to challenge persistency assumptions
used in the calculation of DAC amortization.
Fees and Expenses. With the emergence of accommodations to
meet competition, such as increases in crediting rates, bonus interest, persistency bonuses, immediate bonus credits, and decreases in administrative charges to customers, EGPs may have
declined relative to prior years. In auditing DAC, the auditor
may want to review assumptions used to estimate future gross
profits for consistency with management’s description of its business as well as other management analyses. If inconsistencies are
identified, the auditor may want to consider their implications in
the determination of DAC. To the extent it is determined that assumptions used do not represent management’s best estimate, the
auditor should propose that management adjust those estimates
and record any required adjustment.
Deferral of Costs. For costs that are initially being deferred in the
current year, the auditor should consider whether costs indeed
meet the criteria for acquisition costs in FASB Statement No.
60—that is, whether they vary with and are primarily related to
the acquisition of new and renewal insurance contracts. Care
must be exercised to note the difference between changes in estimates and changes in accounting policies for costs that are deferred. Given the SEC’s concerns regarding the nature of
acquisition costs being deferred, auditors should carefully consider their procedures in these situations.
DAC Related to Internal Replacements. GAAP concerning the
treatment of existing DAC related to internal replacements is unclear. FASB Statement No. 97 requires the write-off of existing
DAC when a FASB Statement No. 97 universal life contract
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replaces a FASB Statement No. 60 traditional life insurance contract. However, GAAP is silent about whether to write off or
maintain DAC when a policy is replaced with a comparable product (for example, when a FASB Statement No. 97 deferred annuity replaces another FASB Statement No. 97 deferred annuity). To
the extent an insurer follows a policy of maintaining DAC for
policies replaced by another similar contract, management should
document the rationale for its position and that such rollover
DAC continues to be recoverable. The AICPA currently has a task
force reviewing the matter of accounting by insurance enterprises
for deferred acquisition costs on internal replacements other than
those specifically referenced by FASB Statement No. 97. See the
“On the Horizon” section of this Alert for further information.
Deferred Taxes

Auditors are reminded to assess the reasonableness of the deferred
tax asset valuation allowance as it relates to such items as unrealized capital gains and losses and net operating and alternative
minimum tax credit carryforwards. Deferred tax assets are reduced by a valuation allowance if, based on all available evidence
(both positive and negative), it is more likely than not (a likelihood of more than 50 percent) that some portion or all of the tax
benefit will not be realized. The weight given to the potential effect of negative and positive evidence should commensurate with
the extent to which it can be objectively verified. Positive evidence includes tax-planning strategies (for example, strategies
that would, if necessary, be implemented to accelerate taxable income to utilize expiring net operating loss carryforwards, change
the character of temporary differences from ordinary to capital,
or switch from tax-exempt to taxable investments). The valuation
allowance recorded should be sufficient to reduce the deferred tax
asset to the amount that is more likely than not to be realized.
Statutory Considerations
It should be noted that under NAIC Codification, Statement of
Statutory Accounting Practices (SSAP) No. 10, Income Taxes, establishes statutory accounting principles for current and deferred
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federal taxes, as well as foreign income taxes. The key change is
that insurance companies are required to record deferred income
taxes, subject to an admissibility test. While SSAP No. 10 created
several implementation questions, the majority of these are addressed in Q&A 10, A Guide to Implementation of SSAP No. 10
on Accounting for Income Taxes: Questions and Answers. Particular
attention should be paid to Q&A 10’s discussion of the calculation of an insurance company’s admitted deferred tax asset, the
calculation and reporting of tax contingency reserves, the definition of “expected to be realized,” the use of tax-planning strategies, and the presentation and disclosure of income taxes in an
insurance company’s financial statements.
FASB Statement No. 133 Implementation Guidance

The Derivatives Implementation Group (DIG) helps the FASB
staff answer significant questions that companies face when implementing FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.
The FASB staff has issued guidance on numerous FASB Statement No. 133 implementation issues, and this guidance can be
obtained from the FASB Web site at www.fasb.org. Following is a
listing of the insurance-product-related topics that were addressed (through August 2002), together with a brief discussion
of the nature of each issue and the date of FASB clearance. This
list is intended to highlight to auditors of insurance companies
those areas where the application of FASB Statement No. 133
may be required. In addition to the issues listed below, there are
several other FASB Statement No. 133 implementation issues
that are applicable to companies operating in all industries; such
issues also may be relevant to an audit of an insurance company.
A16–Definition of a Derivative: Synthetic Guaranteed Investment
Contracts (March 14, 2001). Synthetic guaranteed investment
contracts meet the definition of derivatives in accordance with
paragraph 6 of FASB Statement No. 133.
B7–Embedded Derivatives: Variable Annuity Products and Policyholder Ownership of Assets (June 23, 1999). Traditional variable
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annuity products do not contain embedded derivatives that warrant separate accounting under FASB Statement No. 133 even
though the insurer, rather than the policyholder, actually owns
the assets.
B8–Embedded Derivatives: Identification of the Host Contract in a
Non-Traditional Variable Annuity Contract (revised September 25,
2000). Nontraditional variable annuity contracts are distinguished from traditional variable annuity contracts by the fact
that investment risk associated with the assets backing the nontraditional variable annuity contracts is shared between the issuer
and the policyholder. The host contract for a nontraditional variable annuity contract is the traditional variable annuity portion
of the contract (that is, without the nontraditional embedded
components).
B9–Embedded Derivatives: Clearly and Closely Related Criteria for
Market Adjusted Value Prepayment Options (December 6, 2000).
The economic characteristics and risks of the embedded derivative (market-adjusted value prepayment option) in a market value
annuity contract are clearly and closely related to the economic
characteristics and risks of the host contract and therefore need
not be bifurcated in accordance with paragraph 12 of FASB
Statement No. 133.
B10–Embedded Derivatives: Equity Indexed Life Insurance Contracts (July 28, 1999). The existence of a death benefit provision
does not exclude the entire equity-indexed life insurance contract
from being subject to FASB Statement No. 133 for either the issuer or the policyholder because the policyholder can obtain an
equity-linked return by exercising the surrender option before
death.
B25–Embedded Derivatives: Deferred Variable Annuity Contracts
with Payment Alternatives at the End of the Accumulation Period.
Deferred variable annuity contracts may contain minimum benefit guarantees in either the accumulation or payout phases of the
contract. This issue provides derivative accounting guidance for
four separate minimum guarantee scenarios.

43

Arains02.qxd 12/11/02 3:19 PM Page 44

Implementation guidance on this issue was originally posted to
the FASB Web site on April 10, 2001. The effective date of the
December 19, 2001, revisions to the implementation guidance is
the first day of the first fiscal quarter beginning after January 9,
2002, the date that the revised FASB-cleared guidance was posted
on the FASB Web site. Those revisions related to a period-certainplus-life-contingent variable-payout annuity contract.
B26–Embedded Derivatives: Dual-Trigger Property and Casualty
Insurance Contracts (March 14, 2001). A property and casualty
contract that provides for the payment of benefits and claims as a
result of both an identifiable insurable event and changes in a
variable would not contain an embedded derivative instrument
that is required to be separately accounted for under FASB Statement No. 133 provided (1) benefits and claims are paid only if an
identifiable insurable event occurs (for example, theft or fire), (2)
the amount of the payment is limited to the amount of the policyholder’s incurred insured loss, and (3) the loss is not virtually
certain to occur.
B27–Embedded Derivatives: Dual-Trigger Financial Guarantee
Contracts (March 14, 2001). A financial guarantee insurance
contract for which payment of a claim is triggered only by the occurrence of the insured’s credit losses exceeding a specified level
on its loans held (though the amount of the payment is affected
by the credit losses in a customized pool of loans by third parties
exceeding the same specified level) is an insurance contract that is
not subject to FASB Statement No. 133 requirements because it
indemnifies the insured for its actual losses incurred above a specified level. A provision limiting claims in the event the insured’s
credit losses exceed the credit losses in a referenced pool or index
of consumer loans represents a type of deductible, rather than an
embedded derivative that warrants separate accounting under
FASB Statement No. 133.
B28–Embedded Derivatives: Foreign Currency Elements of Insurance Contracts (March 14, 2001). Contracts that pay claims in a
currency different from the one in which the loss is measured at a
predetermined contract exchange rate are not deemed to have an
embedded foreign currency derivative.
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B29–Embedded Derivatives: Equity-Indexed Annuity Contracts
with Embedded Derivatives (March 14, 2001). Equity-indexed
annuities that contain “point-to-point” or “ratchet design” features qualify as contracts with embedded equity derivatives that
must be bifurcated and reported at fair value in accordance with
paragraph 12 of FASB Statement No. 133.
B30–Embedded Derivatives: Application of Statement 97 and
Statement 133 to Equity-Indexed Annuity Contracts. Equityindexed annuities contain a debt instrument with an embedded
(equity option) derivative. Upon receipt of the consideration for
the equity-indexed contract, the issuer is required to allocate a
portion of the consideration to the derivative and the remainder
to a fixed annuity host contract. Interest credited and changes in
the fair value of the derivative should be recognized in earnings.
The host contract should be accreted to the minimum account
value at the end of the contract using the effective yield method.
A minimum liability shall not be recorded if, prior to the maturity of the contract, the aggregate of the host account value and
the market value of the derivative is less than the value of the contract on a FASB Statement No. 97 basis (that is, without bifurcating the derivative).
B31–Embedded Derivatives: Accounting for Purchases of Life Insurance (July 12, 2001). FASB Technical Bulletin 85-4 prescribes
the accounting for life insurance contracts commonly referred to
as COLI (corporate-owned life insurance), BOLI (businessowned life insurance), and key-man insurance. This accounting
treatment is applicable even though these insurance contracts include derivative-like provisions that would otherwise require separate accounting as derivatives under paragraph 12 of FASB
Statement No. 133.
C1–Scope Exceptions: Exception Related to Physical Variables (February 17, 1999). If a contract contains a payment provision that requires the issuer to pay to the holder a specified dollar amount
based on a financial variable, the contract is subject to the requirements of FASB Statement No. 133 because it would not meet the
exclusion in paragraph 10(e)(1) of FASB Statement No. 133.
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C7–Scope Exceptions: Certain Financial Guarantee Contracts. For
financial guarantee contracts, the scope exception in paragraph 10(d)
of FASB Statement No. 133 does not apply if such contracts do not
require exposure to and incurrence of a loss as a precondition for payment. Furthermore, to qualify for the scope exception in paragraph
10(d), the compensation paid under such contracts cannot exceed
the amount of the losses incurred by the guaranteed party.
The FASB initially cleared this issue on July 28, 1999; however,
at the March 13, 2002 meeting, the FASB decided to amend
paragraph 10(d) of FASB Statement No. 133. That amendment
will be included in an exposure draft (ED) containing various
amendments of FASB Statement No. 133. Accordingly, the guidance in this issue may be revised or rescinded if a proposed
amendment to FASB Statement No. 133 is finalized.
G4–Cash Flow Hedges: Hedging Voluntary Increases and Interest
Credited on an Insurance Contract Liability (July 28, 1999). FASB
Statement No. 133 would permit an insurance company to qualify for cash flow hedge accounting if it is hedging the possibility
that it may need to voluntarily increase the interest rate used to
credit interest on certain whole life, universal life, repetitive premium variable annuity, and single premium variable annuity
contract liabilities. However, to qualify for cash flow hedge accounting, changes in the hedged interest payments attributable to
the hedged risk must be sufficiently correlated with the changes
in the cash flows of the hedging derivative.
Special Purpose Entities

On July 1, the FASB issued an ED of a proposed interpretation entitled Consolidation of Certain Special-Purpose Entities, an Interpretation of ARB 51. If issued in a final interpretation, the provisions
of the ED would establish new guidance on the accounting and reporting for the consolidation of special-purpose entities (SPEs).
The provisions of the proposed guidance are required to be applied
by all entities (excluding not-for-profit organizations) that are involved with an SPE. Insurance companies may participate in SPEs
through investing in structured investments, such as asset-backed
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securities, synthetic asset-backed securities and catastrophe bonds,
certain structured reinsurance deals, joint ventures without substantive operations, financial guarantees, debt issuance vehicles, or
limited partnerships.
See the AICPA general Audit Risk Alert—2002/03 for a detailed
discussion of SPEs.
Two-Step Securitization Required

Nonbank securitizers tend to use a two-step process to structure
many securitizations to satisfy the isolation requirements of FASB
Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. FASB Statement
No. 140 requires that transferred assets must be put presumptively beyond the reach of the transferor and its creditors, even in
bankruptcy or other receivership. If transferred assets are not sufficiently isolated, the transfers will not qualify for sale treatment
under GAAP, and the transferred assets must be reported as assets
on the entity’s balance sheet. The two-step approach solves the
problem of complying with this isolation requirement.
However, some entities may use a single-step approach when securitizing. This single-step approach makes the securitization vulnerable to an arcane legality called an “equitable right of redemption.”
This legality might theoretically permit a transferor to recover
transferred assets, which is at odds with FASB Statement No. 140’s
isolation requirement. Recent FASB guidance requires transferors
to utilize the two-step approach to structure many securitizations
(assuming that the goal is to account for the securitization as an offbalance-sheet sale). The change will affect many deals, particularly
revolvers and deals that feature securities issued in debt form.
Steps for Securitization
What are the steps for the proper isolation of a securitization?

1. The parent (P) establishes a wholly owned subsidiary (S),
carefully designed to be bankruptcy remote. P transfers
assets to S, and a payable arises for S. Even without the
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exchange of cash, lawyers deem this transfer a true sale.
As a result, accountants are content that the transaction
satisfies the isolation requirement of FASB Statement
No. 140. However, at this point, no funds have been
raised and securitization has not yet occurred.
2. In step 2, S transfers assets to the Issuer (I) for the exchange of cash and a retained interest in I’s assets. I is a securitization vehicle (often but not necessarily a qualifying
special purpose entity (QSPE)). Step 2 introduces credit
enhancements so the retained interest may be subordinated to I’s senior interests or S may be entitled to reserve
fund proceeds if credit losses aren’t above expectations.
Enhancements such as these leave doubt that step 2 is a
true sale alone. Instead step 2 might be judged only a secured borrowing, falling short of FASB Statement No.
140 criteria.
3. Subsequent to step 2, I may issue assets to third-party beneficial interests in exchange for cash and use the funds received to purchase assets (for example, pools of credit card
balances from the bank).
FASB Statement No. 140 permits an aggregate holistic view of
the first two steps for an isolated securitization transaction and
rules that isolation has been met because of the first step. However, many entities have set up transactions without step 1; with P
transferring assets directly to I, with I being only a QSPE that is
not bankruptcy remote, rather than an isolated subsidiary.
Transition
To restructure current deals, entities usually must obtain the affirmative approval of a majority of investors in each of the beneficial
interests (step 3). Therefore, transition time will end on the earlier of obtaining the necessary investor approvals or five years
subsequent to the publication of FASB Technical Bulletin 01-1,
Effective Date for Certain Financial Institutions of Certain Provisions of Statement 140 Related to the Isolation of Transferred Financial Assets. This bulletin was issued to provide transitional relief to
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entities that are faced with some difficult logistical consequences
of the new two-step securitization requirement.
Use the following table to see when an entity must apply the proposed transition provision.
The parent (P)
transfers assets
directly to an Issuer
(I) in a single-step
securitization and:
No assets are transferred
and no beneficial
interests are issued after
March 31, 2001.

Assets are transferred
after March 31, 2001,
pursuant to pre-March
31, 2001, commitments
to third-party beneficial
interest holders (e.g., a
revolving commitment in
a credit card deal). No new
beneficial interests issued
after March 31, 2001.
Assets are voluntarily
transferred after March
31, 2001 (e.g., not pursuant to a commitment)
and new beneficial
interests are issued.

FASB Statement No.
140 Transition Rules

Transition Guidance
of Technical Bulletin

FASB Statement No. 140
does not apply. Continue
to account for the old
transfers under accounting
standards prevailing at the
time of the transfer.
FASB Statement No. 140
does not apply. Account
for the committed transfers
under accounting standards
prevailing at the time of
the commitment.

None needed

Transfer requirements of
FASB Statement No. 140
apply for post March 31,
2001, transfers. If the Issuer
is a QSPE, FASB Statement
No. 140 QSPE guidance
applies.

Yes. The isolation
provisions of FASB
Statement No. 140
continue to apply to
transfers. Additional
transition time may
be available.

None needed

FASB notes that many series of beneficial interests outstanding
today will have paid off within the five-year window, eliminating
the need for the entity to obtain approval from these series holders. However, the one condition that must be met before an entity can benefit from additional transition rules is that all new
beneficial interests issued after the publication of the technical
bulletin must permit the use of a two-step transfer.
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Auditing Considerations
The structure of transactions must be examined for legal isolation
requirements and the timing of transactions will need to be scrutinized for proper compliance.
The value of retained interests in securitizations must be supported by objectively verifiable documentation of the assets’ fair
market value, using reasonable, conservative valuation assumptions. Auditors should determine that an entity complies with the
accounting requirements encompassed in FASB Statement No.
140, and FASB Technical Bulletin No. 01-1, Effective Date for
Certain Financial Institutions of Certain Provisions of Statement
140 Related to the Isolation of Transferred Financial Assets.
Additionally, the Audit Issues Task Force issued Auditing Interpretation No. 1, “The Use of Legal Interpretations As Evidential Matter to Support Management’s Assertion That a Transfer of Financial
Assets Has Met the Isolation Criterion in Paragraph 9(a) of Financial Accounting Standards Board Statement No. 140,” of SAS No.
73, Using the Work of a Specialist (AICPA, Professional Standards,
vol. 1, AU sec. 9336.01–.21). The guidance reflects changes in accounting guidance that has occurred since the 1998 interpretation.
For a copy of the interpretation, visit the AICPA Web site at
www.aicpa.org/members/div/auditstd/announce/index.htm.
SEC Disclosure Information

The AICPA Insurance Liaison Task Force understands from comment letters and discussions with the SEC staff that the following
disclosure areas should be improved for filings starting in 2002.
Loss Reserves
The SEC staff desires improved explanations for changes in reserve
estimates. More specifically, the staff wants disclosure about changes
in estimates by line of business, better explanations of the facts involved in the estimates or new information since the last report date
underlying the improved insight on estimates, and a more robust
discussion of the company’s remaining exposure to uncertainty.
With respect to the last point, the SEC staff is concerned that
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investors place a higher degree of precision on loss reserve estimates
than exists. Therefore, investors should be provided information relating to uncertainties inherent in the estimates. This disclosure
should not be a boilerplate discussion of reserves, rather, it should
address the specifics of what “keeps management up at night.”
Other Than Temporary Impairments of Securities
The SEC staff mentioned that discussion should include the
company policy for evaluating other than temporary impairments, the amount of impairment, how the impairment was
measured, as well as the factors that gave rise to the impairment
and whether those factors would affect other investments. The
SEC staff expects this level of disclosure each quarter for all material impairments given current market conditions.
Realized Losses on Investments
Discussion should include the amount of loss and the fair value at
the date of sale as well as the reasons for sales if the company previously asserted the ability and intent to hold the investment to
maturity, in order to justify the lack of an impairment loss. The
SEC staff expects this level of disclosure each quarter for all material losses given current market conditions.
Unrealized Losses on Investments
Discussion should include concentrations of securities with a loss.
Additionally, the company should disclose the length of time that
securities have been under water, in table format, by class of security, and broken out between investment and noninvestment grade
investments. The SEC staff expects this level of disclosure each
quarter for all material losses given current market conditions.
Accounting Policy Disclosures
The SEC staff noted that, in general, registrants should provide
more specific information regarding critical accounting policies,
especially if the policies are in areas where there is known diversity in practice, such as for guaranteed minimum death benefits.
51

Arains02.qxd 12/11/02 3:19 PM Page 52

Asset-Liability Management

Most insurance companies have separate investment departments responsible for managing a company’s funds that are
available for investments. Some insurance companies outsource
the practice to vendors. In either case, investments need to be
planned so their maturities match their claims payment patterns.
This is generally referred to as asset-liability management or
asset/liability matching—that is, funds are invested so the income
from these investments plus maturities will meet the ongoing
cash flow needs of the company. This matching approach requires a correct mix of long- and short-term investments.
The rate environment has unexpectedly changed drastically over
the past few years. In 2001, the FRB cut rates nine times, for a
total of 450 basis points. The short-term rate was 2.0 percent in
October 2001, held at 1.75 percent throughout the first three
quarters of 2002 and finally was reduced to 1.25 percent in November 2002, the lowest rate in 41 years. However, prior to 2001,
the opposite was occurring and the FRB had raised rates six times
over a period of 12 months. The September 11 events increased
cash outflow via claims payments for many insurance companies,
while at the same time the corresponding low interest rate environment decreased the asset values and/or income of insurance
company investments, complicating the prior year’s projected
asset/liability balance. This is especially true of mortgage assets—
see the next section in this Alert titled “Interesting Mortgages” for
more information. Insurance industry portfolio management is
no longer business as usual. The asset-liability mix is constantly
changing and investment options are expanding and becoming
more complex. One must monitor portfolio risk and performance
in relation to accounting, tax, and regulatory concerns.
Dramatic interest rate swings may continue to occur and have
tremendous impact on an entity’s revenue streams, asset values,
liquidity, margins, share, and loan demand. It is essential that
management plan for these changes. Solid asset-liability management procedures, financial planning, and investment strategy
come into play. With proper planning and solid policies and
procedures in place, institutions can manage these changes and
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properly assess the impact of alternative actions. Without proper
planning, there exists serious risk of financial problems, including unnecessary losses and declines in asset values.
Whether the insurance company has an in-house asset-liability
management (ALM) program or has outsourced ALM to an outside vendor, it is important that management understand the
ALM program and its results. If the institution has an in-house
program, management needs assurance that the program is run
correctly. If an outside ALM vendor is used, management needs
to understand the vendor’s modeling results and the assumptions
used. The degree of sophistication needed varies with the complexity of the balance sheet.
ALM programs can be complex and require sophisticated assumptions to be properly run. Personnel running ALM programs
may not fully understand the intricacies of the model or may not
have developed reasonable assumptions to produce reasonable results. Therefore, financial planning may be based on faulty
premises and data. A couple of typical examples of ALM modeling errors include the following:
• Inaccurate or unreliable prepayment assumptions. Has the
institution established prepayment assumptions in the
model? Are the assumptions reasonable and periodically
updated? Do prepayment speeds change with interest
rates? Does management know what the prepayment assumptions are? If the answer to any of these questions is
no, the ALM model’s output may be suspect.
• No core deposit or decay rates. Decay rates are the assumed
maturity of nonmaturity deposits. If decay rates are not
reasonable, the model results will not be reliable.
• Inaccurate input of data. Detail reports should be run to
review the data for errors in the way the model is run and
to determine whether the data has been inaccurately input
into the model. One basic test is to compare the model results with actual history.
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Management needs to ensure that any ALM modeling is performed reasonably and accurately to analyze important variables.
These include portfolio market value, interest rate sensitivity, and
earning potential, as well as the simulation of income, balance
sheet, duration, risk-based capital requirements, and cash flow
implications over a variety of scenarios and time horizons. Asset
allocation studies to determine optimal performance within prescribed risk tolerance and statutory limitations are also paramount. In the current low-interest rate environment, insurance
companies need to be diligent in their financial management
process and thoroughly aware of financial and interest rate risks.
Each company needs to carefully evaluate its investment and financial decisions.
Mortgage News

While no one could picture any year surpassing the mortgage
boom of 2001, analysts are now predicting that 2002 will exceed
the prior year’s millennium mortgage madness. Mortgage interest
rates have spiraled down to those existing during the Eisenhower
years. This is not surprising, as history shows that strong housing
markets follow strong stock markets by approximately two years.
It is possible that interest rates will hit bottom by the end of
2002. A large portion of an insurance company’s investment
portfolio may consist of commercial, real estate, and residential
loans. Unfortunately, many institutions now hold many longterm, fixed-rate mortgages in an effort to keep net interest margins from falling further than they have this year. Therefore, the
refinance boom has left many institutions with high concentrations of fixed-rate, 15- and 30-year mortgages because debtors
like to lock in long-term low rates during a decline. Markets for
variable rates have suffered.
Some Audit Considerations
You may need to consider whether your client has adequate ALM
procedures in place to understand and manage its market and liquidity risk in a falling interest rate environment. Institutions now
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have asset heavy portfolios on their books that have been hard to
sell during the low rate economy. These assets are risky for two
reasons. First, since some institutions lend long term and borrow
short term, the asset/liability balance may be detrimental when
the cost of borrowing increases during a rise in rates. (Many longterm assets are now locked in at rates unheard of two years ago.)
Second, overvalued home appraisals during the current housing
market boom may lead to the receivables and foreclosed assets
themselves being overvalued.
Additionally, voluminous low-interest-rate refinancing will affect
your client’s operations and earnings. Profits may suffer substantial decline and could lead to going-concern implications. Also,
management may experience intense pressure from stakeholders
to maintain profitability, thereby increasing the institution’s risk
of fraud.
Although the loan origination and servicing fee revenues earned
may increase due to an influx of new customers, margins may decrease as interest rates decline. Institutions are subject to prepayment risk in falling rate environments. Mortgage loans may be
prepaid by a debtor to refinance the obligation at a new, lower
rate. If an institution does not have an effective system for generating new mortgage loans in a period of significant prepayments,
the institution’s future investments may be negatively affected.
Prepayments of assets carrying the old, higher rates reduce the institution’s net income and overall asset yields. In addition to
loans, other items such as securities, deposits, debts, and derivatives all depend on interest rates.
Finally, many loans have been refinanced. Second-mortgage
lenders rank below first-lien holders in collection efforts, and the
holder of the second lien is not able to collect until the first lender
has been paid. Therefore, one should note the creditor status of
the client’s portfolio base.
Mortgage Loan Servicing and Secondary Market Sales
Some institutions have been significantly increasing their real estate loan portfolios, as well as enhancing their servicing portfolios
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of loans sold in the secondary market with servicing retained by
the institution. Institutions in recent years have been much more
likely than in the past to retain servicing for loans sold to secondary market investors. Not only has the number of institutions
that are servicing portfolios grown considerably, but the size and
dollar amount of institutions’ servicing has also increased. Conversely, the recent refinancing boom has adversely affected certain
institutions, as borrowers have moved to other institutions in the
highly competitive market.
The value of associated mortgage-servicing rights (MSRs) is an
important area for an auditor and may have a significant effect on
a client’s financial statements this year or in the near future.
Audit and Accounting Guidance
Several publications provide guidance related to mortgage loan
servicing:
• FASB No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities
• The AICPA Audit and Accounting Guides Banks and Savings Institutions and Audit of Credit Unions
• SOP 01-6, Accounting by Certain Entities (Including Entities With Trade Receivables) That Lend to or Finance the Activities of Others
The FASB published a special report on February 15, 2001, that
addresses the most frequently asked questions about FASB Statement No. 140. On April 19, 2001, the FASB staff published a set
of questions and answers about isolation of financial assets transferred by entities, focusing on rights of redemption. Finally, on
August 7, 2001, the FASB staff published a set of questions and
answers about the limitations on the activities of a qualifying
special-purpose entity set forth in paragraphs 35 through 44 of
FASB Statement No. 140.
For any insurance company that may have mortgage servicing
operations, the auditor should evaluate whether the institution
is complying with the relevant accounting requirements. The
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auditor should gain assurance that the financial institution is
properly recording the asset (or liability), and gain or loss on
sale when loans are sold with servicing retained. Assurances
should also be made that the institution is properly amortizing
the MSRs and that procedures are in place to properly assess fair
value for potential impairment.
Additionally, the various mortgage-related entities, such as the Department of Housing and Urban Development (HUD), Federal
National Mortgage Association (FNMA), Federal Home Loan
Mortgage Corporation (FHLMC, also known as Freddie Mac), and
Government National Mortgage Association (GNMA, also known
as Ginnie Mae) have various audit and reporting requirements.
Another consideration is further activity related to the sales of
such loans. As the income is recorded up-front at the sale date
and the MSRs are amortized to expense in proportion to net servicing income, if the current level of sales activity is not sustained,
the institution will be affected by the loss of such sales income.
Apart from the proper accounting treatment for loans sold and for
retained servicing, the auditor may also want to evaluate the internal
control of the servicing operations. Your client will have numerous
financial and compliance obligations and responsibilities, such as
collecting and remitting loan payments, ensuring compliance with
federal and state regulations covering escrow accounts, and other
servicing requirements; compliance with the seller servicing agreement with a third party, such as Fannie Mae and Freddie Mac; properly collecting on delinquent accounts; and collecting and paying
taxes and insurance. Failure to properly comply with any of these requirements could have serious financial impact on the institution.

Recent Regulatory Developments
Codification of Statutory Accounting Principles

In 1999, the NAIC completed a process to codify statutory accounting practices for certain insurance enterprises. In 2002, the
NAIC published the Accounting Practices and Procedures Manual, as
of March 2002 (the revised Manual), which included modifications
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of and additions to the previously issued Manual (as of March
2001). The insurance laws and regulations of most states require
insurance companies domiciled in those states to comply with the
guidance provided in the revised Manual except as prescribed or
permitted by state law. Most of the requirements of the revised
Manual were effective for implementation on January 1, 2001.
However, new statutory accounting guidance continues to be developed through a maintenance process that creates and clarifies
statutory accounting principles promulgated by the NAIC. Four
new SSAPs were effective for implementation on January 1, 2002:
1. SSAP No. 76, Reporting on the Costs of Start-Up Activities
2. SSAP No. 77, Real Estate Sales—an Amendment to SSAP
No. 40, Real Estate Investments
3. SSAP No. 81, Software Revenue Recognition
4. SSAP No. 82, Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use and Web Site Development Costs
In addition, 30 new interpretations were adopted during 2001
and incorporated in the revised Manual.
The Preamble of the revised Manual notes the following as the
statutory hierarchy, which is not intended to preempt state legislative and regulatory authority:
• Level 1:
– SSAPs, including GAAP reference material categories a,
b, and c from the GAAP hierarchy
– Category a includes FASB Statements and Interpretations, APB Opinions, AICPA Opinions, and AICPA
Accounting Research Bulletins
– Category b includes FASB Technical Bulletins, AICPA
industry Audit and Accounting Guides, and AICPA
Statements of Position
– Category c includes consensus positions of the FASB
EITF and AICPA Practice Bulletins
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• Level 2:
– Consensus positions of the Emerging Accounting Issues
Working Group as adopted by the NAIC
• Level 3:
– NAIC Annual Statement Instructions
– NAIC Purposes and Procedures of the Securities Valuation Office Manual
• Level 4:
– Statutory Accounting Principles Statement of Concepts.
• Level 5:
– GAAP reference material below Category c in the
GAAP Hierarchy
Prescribed statutory accounting practices are practices incorporated directly or by reference in state laws, regulations, and general administrative rules applicable to all insurance enterprises
domiciled in a particular state. States have adopted the revised
Manual in whole, or in part, as an element of prescribed statutory accounting practices in those states. If, however, the requirements of state laws, regulations, and administrative rules
differ from the guidance provided in the revised Manual or subsequent revisions, those state laws, regulations, and administrative rules will take precedence.
Permitted statutory accounting practices include practices not prescribed by the domiciliary state but allowed by the domiciliary
state regulatory authority. An insurance enterprise may request
permission from the domiciliary state regulatory authority to use a
specific accounting practice in the preparation of the enterprise’s
statutory financial statements (1) if it wishes to depart from the
prescribed statutory accounting practice or (2) if prescribed statutory accounting practices do not address the accounting for the
transaction. Accordingly, permitted accounting practices differ
from state to state, may differ from company to company within
a state, and may change in the future.
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Guidance for Auditors
Insurance enterprises prepare SAP-basis financial statements in
accordance with the accounting practices and principles prescribed or permitted by the insurance departments of their
states of domicile. These practices are considered to be an other
comprehensive basis of accounting (OCBOA) under SAS No.
62, Special Reports (AICPA, Professional Standards, vol. 1, AU
sec. 623).
You should understand the accounting and reporting requirements of the revised Manual, as adopted by the domiciliary state
insurance regulatory authority, and monitor the status of new authoritative guidance maintained and promulgated by the NAIC
to evaluate its impact on insurance clients. Proposed guidance related to new statutory accounting principles can be accessed on
the NAIC Web site at www.naic.org/1finance/sapwg/index.htm.
Proposed guidance responding to questions of application, interpretation, or clarification of existing statutory accounting principles can be accessed on the NAIC Web site at www.naic.org/
1finance/eaiwg/index.htm. In addition, the NAIC has created a
password-protected Web site to enable holders of the revised
Manual to download authoritative guidance adopted by the
NAIC subsequent to the issuance of the revised Manual to keep
abreast of changes to statutory accounting. This Web site may be
accessed by the public at www.naic.org/1finance/SAPmenu.htm.
The user identification and password to access this site is located
on the front cover of the revised Manual.
Appendix A-205 of the revised Manual, Illustrative Disclosures of
Differences between NAIC Statutory Accounting Practices and Procedures and Accounting Practices Prescribed or Permitted by the State
of Domicile, highlights disclosure requirements in statutory financial statements to reconcile net income and statutory surplus
when state-prescribed or permitted statutory accounting practices differ from NAIC statutory accounting practices contained
in the revised Manual. This reconciliation is required in both
quarterly statements and the annual statements submitted to the
NAIC, excluding single-state insurance writers.
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Statement of Position 01-5
In December 2001, the AICPA’s Accounting Standards Executive
Committee (AcSEC) issued SOP 01-5, Amendments to Specific
AICPA Pronouncements for Changes Related to the NAIC Codification, to modify AICPA guidance affected by Codification.
SOP 01-5 amends SOP 94-5, Disclosures of Certain Matters in the
Financial Statements of Insurance Enterprises, and requires insurance enterprises to disclose, at the date each balance sheet is presented, beginning with financial statements for fiscal years ending
on or after December 15, 2001, a description of the prescribed or
permitted statutory accounting practice and the related monetary
effect on statutory surplus of using an accounting practice that
differs from either state-prescribed statutory accounting practices
or NAIC statutory accounting practices.
Those disclosures should be made if (1) state-prescribed statutory
accounting practices differ from NAIC statutory accounting
practices or (2) permitted state statutory accounting practices differ from either state prescribed statutory accounting practices or
NAIC statutory accounting practices, and the use of prescribed
or permitted statutory accounting practices (individually or in
the aggregate) results in reported statutory surplus or risk-based
capital that is significantly different from the statutory surplus or
risk-based capital that would have been reported had NAIC
statutory accounting practices been followed.
SOP 01-5 includes the following auditing guidance that has been
updated as a result of the completion of the NAIC Codification:
• SOP 95-5, Auditor’s Reporting on Statutory Financial Statements of Insurance Enterprises
• SOP 94-1, Inquiries of State Insurance Regulators
• Auditing Interpretation No. 12, “Evaluation of the Appropriateness of Informative Disclosures in Insurance Enterprises’ Financial Statements Prepared on a Statutory Basis,”
of SAS 62, Special Reports (AICPA, Professional Standards,
vol. 1, AU sec. 9623.60–.77).
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The auditing guidance included in the above has been approved
by the Auditing Standards Board (ASB).
SOP 01-5 is effective for annual financial statements for fiscal
years ending on or after December 15, 2001, complete sets of interim financial statements for periods beginning on or after that
date, and audits of those financial statements.
Regulatory Observations: Access to CPA Audit Documentation

The NAIC Financial Reporting Working Group has discussed
with the AICPA-NAIC Task Force concerns related to an insurance regulator’s access to an external auditor’s audit documentation. An external auditor is required by the NAIC Model Audit
Rule to provide timely access to or copies of audit documentation
when requested by regulators.
Interpretation No. 1, “Providing Access to or Copies of Audit Documentation to a Regulator,” of SAS No. 96, Audit Documentation
(AICPA, Professional Standards, vol. 1, AU sec. 9339.01–.15),
states, in part:
.02 Interpretation—When a regulator requests access to audit
documentation pursuant to law, regulation or audit contract,
the auditor should take the following steps:
a. Consider advising the client that the regulator has requested access to (and possibly photocopies of ) the audit
documentation and that the auditor intends to comply
with such request. (In some cases, the auditor may be required by law or regulation to confirm in writing that the
auditor may be required to provide a regulator access to
the audit documentation.)
b. Make appropriate arrangements with the regulator for the
review.
c.

Maintain control over the audit documentation, and

d. Consider submitting the letter described in this Interpretation to the regulator.
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.03 The auditor should make appropriate arrangements with
the regulator. These arrangements ordinarily would include the
specific details such as the date, time and location of the review.
The audit documentation may be made available to a regulator
at the offices of the client, the auditor, or a mutually agreedupon location, so long as the auditor maintains control. Furthermore, the auditor should take appropriate steps to maintain
control of the audit documentation. For example, the auditor
(or his or her representative) should consider being present
when the audit documentation is reviewed by the regulator.
Maintaining control of audit documentation is necessary to ensure the continued integrity of the audit documentation and to
ensure the confidentiality of client information.

Submitting the audit documentation transmittal letter referred to
in Interpretation No. 1 to the regulator would provide clarity on
the purpose and use of audit documentation. Interpretation No.
1 also addresses the necessity to maintain control and ownership
of the audit documentation.
Practitioners should be aware that the AICPA’s task force on
NAIC matters is actively working with an NAIC designated
group of examiners to pursue ways to increase the examiners’ reliance upon the statutory audit and use of underlying audit documentation. One aspect of this project involves development of
protocols regarding regulatory access to the CPA’s audit documentation prior to the completion of the statutory audit. In this
regard, the task force understands from representatives of the
NAIC that each state, as a requirement of the accreditation standard, is required to provide confidential treatment of the CPA’s
audit documentation prepared in connection with a statutory
audit. The AICPA also is aware that a number of firms are planning to designate a contact person for regulator reference in pursuing resolution of questions with respect to these firm’s
individual engagements to perform statutory audits. Firms or individual practitioners performing statutory audits of regulated insurance entities who wish to designate a liaison should contact
NAIC representative Annette Knief at (816) 783-8006 or Julie
Glaszcz at (816) 783-8132.
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Indemnification Clauses by CPAs

In March 2002, the NAIC concluded its discussions on proposed
revisions to the Model Audit Rule and voted to prohibit the use
of release and indemnification clauses by CPAs who perform audits on statutory financial statements, beginning with 2002 audits. The revised language is as follows:
Section 7. Qualifications of Independent Certified Public
Accountant
A. The commissioner shall not recognize a person or firm as a
qualified independent certified public accountant if the
person or firm . . .
(2) Has either directly or indirectly entered into an agreement of indemnity or release from liability (collectively
referred to as indemnification) with respect to the audit of
the insurer.

New Auditing and Attestation Pronouncements, Quality
Control, and Other Guidance
Presented below is a list of auditing and attestation pronouncements, guides, and other guidance issued since the publication of
last year’s Alert. For information on auditing and attestation standards issued subsequent to the writing of this Alert, please refer to
the AICPA Web site at www.aicpa.org/members/div/auditstd/
technic.htm. You may also look for announcements of newly issued standards in the CPA Letter, Journal of Accountancy, and the
quarterly electronic newsletter, In Our Opinion, issued by the
AICPA Auditing Standards team and available at www.aicpa.org.
SAS No. 95
SAS No. 96
SAS No. 97
SAS No. 98
SAS No. 99
SAS No. 100

Generally Accepted Auditing Standards
Audit Documentation
Amendment to Statement on Auditing Standards No. 50,
Reports on the Application of Accounting Principles
Omnibus Statement on Auditing Standards—2002
Consideration of Fraud in a Financial Statement Audit
Interim Financial Information
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SOP 02-1

SSAE No. 11
SSAE No. 12

SQCS No. 6

Audit Guide
Audit and
Accounting Guide
Auditing
Interpretation
No. 1 of SAS
No. 73
Audit
Interpretation
No. 4 of SAS
No. 70
Audit
Interpretation
No. 5 of SAS
No. 70
Audit
Interpretation
No. 12 of SAS
No. 1
Audit
Interpretation
No. 14 of SAS
No. 58
Related-Party
Toolkit
Practice Alert
No. 02-1
Practice Alert
No. 02-2
Practice Alert
No. 02-3

Performing Agreed-Upon Procedures Engagements That Address
Annual Claims Prompt Payment Reports as Required by the
New Jersey Administrative Code
Attest Documentation
Amendment to Statement on Standards for Attestation
Engagements No. 10, Attestation Standards: Revision
and Recodification
Amendment to Statement on Quality Control Standards No. 2,
System of Quality Control for a CPA Firm’s Accounting and
Auditing Practice
Service Organizations: Applying SAS No. 70, as Amended
Audits of State and Local Governments (GASB 34 Edition)
“The Use of Legal Interpretations As Evidential Matter to
Support Management’s Assertion That a Transfer of Financial
Assets Has Met the Isolation Criterion in Paragraph 9(a) of
FASB Statement No. 140”
“Responsibilities of Service Organizations and Service
Auditors With Respect to Forward-Looking Information
in a Service Organization’s Description of Controls”
“Statements About the Risk of Projecting Evaluations of the
Effectiveness of Controls to Future Periods”

“The Effect on the Auditor’s Report of an Entity’s Adoption
of a New Accounting Standard That Does Not Require the
Entity to Disclose the Effect of the Changes in the Year of
Adoption”
“Reporting on Audits Conducted in Accordance With
Auditing Standards Generally Accepted in the United States
of America and in Accordance With International Standards
on Auditing”
Accounting and Auditing for Related Parties and Related Party
Transactions: A Toolkit for Accountants and Auditors
Communications With the Securities and Exchange Commission
Use of Specialists
Reauditing Financial Statements
(continued)
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Practice Aid
Practice Aid
Practice Aid
Booklet

Fraud Detection in a GAAS Audit: SAS No. 99 Implementation Guide
New Standards, New Services: Implementing the Attestation
Standards
Assessing the Effect on a Firm’s System of Quality Control Due to
a Significant Increase in New Clients and/or Experienced Personnel
Understanding Audits and the Auditor’s Report: A Guide for
Financial Statement Users

Of the pronouncements and other guidance listed in the previous
table, those having particular significance to the insurance industry
are briefly explained here. The following summaries are for informational purposes only and should not be relied upon as a substitute
for a complete reading of the applicable standard. To obtain copies
of AICPA standards and guides, contact the Member Satisfaction
Center at (888) 777-7077 or go online at www.cpa2biz.com.
SAS No. 99, Consideration of Fraud in a Financial Statement Audit

SAS No. 99, Consideration of Fraud in a Financial Statement Audit,
supersedes Statement on Auditing Standards No. 82, Consideration of Fraud in a Financial Statement Audit (AU sec. 316); amends
SAS No. 1, Codification of Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 230, “Due Professional Care in the Performance of Work”); and amends SAS No.
85, Management Representations (AICPA, Professional Standards,
vol. 1, AU sec. 333), as amended. The Statement does not change
the auditor’s responsibility to plan and perform the audit to obtain
reasonable assurance about whether the financial statements are
free of material misstatement, whether caused by error or fraud as
stated in SAS No. 1 (AU sec. 110.02).1 However, SAS No. 99 establishes standards and provides guidance to auditors in fulfilling
1. The auditor’s consideration of illegal acts and responsibility for detecting misstatements resulting from illegal acts is defined in Statement on Auditing Standards
(SAS) No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec.
317). For those illegal acts that are defined in that Statement as having a direct and
material effect on the determination of financial statement amounts, the auditor’s responsibility to detect misstatements resulting from such illegal acts is the same as
that for errors (see SAS No. 47, Audit Risk and Materiality in Conducting an Audit
[AICPA, Professional Standards, vol. 1, AU sec. 312]), or fraud.
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that responsibility, as it relates to fraud, in an audit of financial
statements conducted in accordance with GAAS.2
The following is an overview of the content of the SAS No. 99,
with references to paragraphs in the new fraud standard:
• Description and characteristics of fraud. This section describes fraud and its characteristics. (See paragraphs 5
through 12.)
• The importance of exercising professional skepticism. This
section discusses the need for auditors to exercise professional skepticism when considering the possibility that a
material misstatement due to fraud could be present. (See
paragraph 13.)
• Discussion among engagement personnel regarding the risks of
material misstatement due to fraud. This section requires,
as part of planning the audit, that there be a discussion
among the audit team members to consider how and
where the entity’s financial statements might be susceptible
to material misstatement due to fraud and to reinforce the
importance of adopting an appropriate mindset of professional skepticism. (See paragraphs 14 through 18.)
• Obtaining the information needed to identify risks of material
misstatement due to fraud. This section requires the auditor
to gather information necessary to identify risks of material misstatement due to fraud, by:
1. Inquiring of management and others within the entity
about the risks of fraud. (See paragraphs 20 through 27.)
2. Auditors are sometimes requested to perform other services related to fraud detection and prevention, for example, special investigations to determine the extent of a
suspected or detected fraud. These other services usually include procedures that extend beyond or are different from the procedures ordinarily performed in an audit of
financial statement in accordance with generally accepted auditing standards. Chapter 1, “Attest Engagements,” of Statements on Standards for Attestation Engagements No. 10, Attestation Standards: Revision and Recodification (AICPA, Professional
Standards, vol. 1, AT sec. 101), and Statements on Standards for Consulting Services
(AICPA, Professional Standards, vol. 2, CS sec. 100) provide guidance to accountants
relating to the performance of such services.
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2. Considering the results of the analytical procedures performed in planning the audit. (See paragraphs 28
through 30.)
3. Considering fraud risk factors. (See paragraphs 31
through 33, and the appendix, “Examples of Fraud Risk
Factors.”)
4. Considering certain other information. (See paragraph 34.)
• Identifying risks that may result in a material misstatement
due to fraud. This section requires the auditor to use the
information gathered to identify risks that may result in a
material misstatement due to fraud. (See paragraphs 35
through 42.)
• Assessing the identified risks after taking into account an evaluation of the entity’s programs and controls. This section requires the auditor to evaluate the entity’s programs and
controls that address the identified risks of material misstatement due to fraud, and to assess the risks taking into
account this evaluation. (See paragraphs 43 through 45.)
• Responding to the results of the assessment. This section emphasizes that the auditor’s response to the risks of material
misstatement due to fraud involves the application of professional skepticism when gathering and evaluating audit evidence (see paragraph 46). The section requires the auditor to
respond to the results of the risk assessment in three ways:
1. A response that has an overall effect on how the audit is
conducted, that is, a response involving more general
considerations apart from the specific procedures otherwise planned (See paragraph 50.)
2. A response to identified risks that involves the nature,
timing, and extent of the auditing procedures to be performed (See paragraphs 51 through 56.)
3. A response involving the performance of certain procedures to further address the risk of material misstatement due to fraud involving management override of
controls (See paragraphs 57 through 67.)
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• Evaluating audit evidence. This section requires the auditor to assess the risks of material misstatement due to fraud
throughout the audit and to evaluate at the completion of
the audit whether the accumulated results of auditing procedures and other observations affect the assessment. (See
paragraphs 68 through 74.) It also requires the auditor to
consider whether identified misstatements may be indicative of fraud and, if so, directs the auditor to evaluate their
implications. (See paragraphs 75 through 78.)
• Communicating about fraud to management, the audit committee, and others. This section provides guidance regarding the auditor’s communications about fraud to
management, the audit committee, and others. (See paragraphs 79 through 82.)
• Documenting the auditor’s consideration of fraud. This section describes related documentation requirements. (See
paragraph 83.)
SAS No. 99 also includes an exhibit, “Management Antifraud
Programs and Controls: Guidance to Help Deter, Detect, and
Prevent Fraud,” which has been developed to assist auditors in
obtaining an understanding of programs and controls established
by management to mitigate specific risks of fraud, or that otherwise help prevent, deter, and detect fraud. SAS No. 99 is effective
for audits of financial statements for periods beginning on or
after December 15, 2002. Early application of the provisions of
SAS No. 99 is permissible.
The AICPA has developed a Practice Aid titled Fraud Detection in
a GAAS Audit: SAS No. 99 Implementation Guide, which will be
published by the end of 2002. The Practice Aid includes topics
such as how the new SAS changes audit practice, characteristics
of fraud, understanding the new SAS, best practices, and practice
aids such as, specialized industry fraud risk factors, common
frauds, and extended audit procedures. Auditors should be on the
lookout for this new publication (see the section titled “Practice
Aid Fraud Detection in a GAAS Audit: SAS No. 99 Implementation
Guidance” later in this Alert for more information).
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SOP 02-1, Performing Agreed-Upon Procedures Engagements That
Address Annual Claims Prompt Payment Reports as Required by
the New Jersey Administrative Code

In May 2002 the ASB issued this SOP, which was developed to
provide practitioners with guidance on performing agreed-upon
procedures engagements that address annual claims prompt payment reports as required by the New Jersey Administrative Code.
Practitioners should note that the engagement described in this
SOP is designed only to satisfy the requirements of the Code.
The procedures, as set forth in this SOP, are not necessarily appropriate for use in any other engagement.
Audit Guide Service Organizations: Applying SAS No. 70, as Amended

This Guide (product no. 012772kk) provides guidance to service
auditors engaged to issue reports on a service organization’s controls that may be part of a user organization’s information system
in the context of an audit of financial statements. It also provides
guidance to user auditors engaged to audit the financial statements of entities that use service organizations. Guidance on performing service auditors’ engagements and using service auditors’
reports in audits of financial statements is provided in SAS No.
70, Service Organizations (AICPA, Professional Standards, vol. 1,
AU sec. 324), as amended.
Audit and Accounting Guide Audits of State and Local Governments
(GASB 34 Edition)

This new Guide (product no. 012662kk) addresses the audits of
basic financial statements and consideration of required supplementary information (RSI) and supplementary information
other than RSI (SI) prepared in conformity with the new governmental financial reporting model required by GASB Statement
No. 34, Basic Financial Statements—and Management’s Discussion
and Analysis—for State and Local Governments, and its related
pronouncements.
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The new Guide is to be effective for audits of a state or local government’s financial statements for the first fiscal period ending
after June 15, 2003, in which the government does apply or is required to apply the provisions of GASB Statements No. 34 or
No. 35, Basic Financial Statements—and Management’s Discussion
and Analysis—for Public Colleges and Universities. Earlier application will be encouraged if a government issues financial statements that apply GASB Statements No. 34 or No. 35 after the
Guide is issued. The AICPA’s 1994 Audit and Accounting Guide
Audits of State and Local Governmental Units (Non-GASB 34 Edition) (updated annually for conforming changes) will remain effective for audits of state and local governments for which the
auditor is not required to apply or has not elected to early apply
the provisions of the new Guide in accordance with its effective
date provisions.
The new Guide, like the previous Guide, applies to all state and
local governmental entities. That scope requires an auditor to
consult two guides when performing audits of governmental entities in certain industries. Specifically, the new Guide applies to
public entity risk pools and hospitals and other health care
providers, even though the audits of those entities also are subject
to the guidance in the Audit and Accounting Guides Audits of
Property and Liability Insurance Companies and Health Care Organizations, respectively. The new Guide explains how auditors of
those entities should use the auditing guidance in both of the
guides that apply to those entities. The new Guide also provides
an expanded section on auditing public colleges and universities.
Practice Alert 02-2, Use of Specialists

Auditors may encounter difficulty in determining the appropriate
situations in which to use a specialist and, in those cases when a
specialist is appropriately used, understanding the findings of the
specialist. The purpose of Practice Alert 02-2 is to assist auditors
in understanding their responsibilities both with respect to the
use of specialists that have been engaged or employed by the
audit client and the use of specialists engaged or employed by the
audit firm.
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Practice Aid, Fraud Detection in a GAAS Audit: SAS No. 99
Implementation Guide

In connection with the issuance of SAS No. 99, the AICPA has
developed a Practice Aid to help practitioners implement the new
fraud guidance. Fraud Detection in a GAAS Audit—SAS No. 99
Implementation Guide (product no. 006613). The Practice Aid
includes such topics as:
• How the new SAS changes audit practice
• Characteristics of fraud
• Understanding the new fraud SAS
• Best practices
• Practice aids such as:
– Specialized industry fraud risk factors
– Common frauds and extended audit procedures
The Practice Aid presents valuable guidance in helping practitioners understand and implement SAS No. 99.

New Accounting Pronouncements and Other Guidance
Presented below is a list of accounting pronouncements and
other guidance issued since the publication of last year’s Alert.
For information on accounting standards issued subsequent to
the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org, and the FASB Web site at www.fasb.org. You may
also look for announcements of newly issued standards in the
CPA Letter and Journal of Accountancy.
FASB Statement
No. 145
FASB Statement
No. 146
FASB Statement
No. 147

Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13, and Technical Corrections
Accounting for Costs Associated with Exit or Disposal
Activities
Acquisitions of Certain Financial Institutions
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Audit and
Accounting Guide

SOP 01-5
SOP 01-6

Technical Practice Aids
Questions & Answers

Audits of State and Local Governments (GASB 34 Edition)
See the “New Auditing and Attestation Pronouncements,
Quality Control, and Other Guidance” section for more
information.
Amendments to Specific AICPA Pronouncements for
Changes Related to the NAIC Codification
Accounting by Certain Entities (Including Entities With
Trade Receivables) That Lend to or Finance the Activities
of Others
Software Revenue Recognition
FASB Statement No. 87, Employers’ Accounting for
Pensions

Of the pronouncements and other guidance listed in the previous
table, those having particular significance to the insurance industry are briefly explained here. The following summaries are for informational purposes only and should not be relied upon as a
substitute for a complete reading of the applicable standard. To
obtain copies of AICPA literature, contact the member satisfaction center at (888) 777-7077 or go online at www.cpa2biz.com.
SOP 01-5, Amendments to Specific AICPA Pronouncements for
Changes Related to the NAIC Codification

This SOP amends SOP 94-5, SOP 94-1and AICPA Auditing Interpretation No. 12, as a result of the completion of the National
Association of Insurance Commissioners (NAIC) Codification of
statutory accounting practices for certain insurance enterprises.
This SOP is effective for annual financial statements for fiscal
years ending on or after December 31, 2001, and complete sets
of interim financial statements for periods beginning on or after
that date and audits of those financial statements. If comparative
financial statements are presented for fiscal years ending before
December 15, 2001, the disclosure provisions of SOP 94-5 effective prior to this SOP apply to permitted statutory accounting
practices by the regulatory authority. See the “Recent Regulatory
Developments” section of this Alert for more information on
SOP 01-5.
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SOP 01-6, Accounting by Certain Entities (Including Entities With
Trade Receivables) That Lend to or Finance the Activities of Others

This SOP applies to any entity that lends to or finances the activities of others. For example, that arrangement may be a secured
mortgage loan, an unsecured commercial loan or a financing
arrangement that involves only extending credit to trade customers
resulting in trade receivables. Those financing activities of all entities are included in the scope of this SOP. The SOP provides specific guidance for other types of transactions, such as securities
purchases, for certain financial institutions listed in the scope paragraphs of the SOP. To the extent an entity is not considered such a
financial institution, as described in those paragraphs, the other
guidance provided is not applicable. In other words, only the guidance in this SOP related to the financial and lending activities is applicable for entities not considered to be financial institutions.
SOP 01-6 reconciles and conforms, as appropriate, the accounting
and financial reporting provisions established by the AICPA Audit
and Accounting Guides Banks and Savings Institutions, Audits of
Credit Unions and Audits of Finance Companies. The SOP also explicitly incorporates mortgage companies, corporate credit unions,
and certain activities of insurance companies in its scope. This SOP
will be incorporated in a new AICPA Audit and Accounting
Guide, which will supersede the three aforementioned Guides. The
new Guide is expected to be issued during the second quarter of
2003. See the SOP for effective date and transition information.

On the Horizon
Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. Presented below is brief information about some ongoing
projects that may be relevant to your financial institution engagements. Remember that exposure drafts are nonauthoritative and
cannot be used as a basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding exposure
drafts, including downloading a copy of the exposure draft. These
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Web sites contain much more in-depth information about proposed standards and other projects in the pipeline. Many more accounting and auditing projects exist beyond those discussed
below. Readers should refer to information provided by the various standard-setting bodies for further information.
Standard-Setting Body

Web Site

AICPA Auditing
Standards Board (ASB)
AICPA Accounting
Standards Executive
Committee (AcSEC)
Financial Accounting
Standards Board (FASB)
Professional Ethics
Executive Committee
(PEEC)

www.aicpa.org/members/div/auditstd/drafts.htm
www.aicpa.org/members/div/acctstd/edo/index.htm

www.rutgers.edu/Accounting/raw/fasb/draft/
draftpg.html
www.aicpa.org/members/div/ethics/index.htm

Help Desk—The AICPA’s standard-setting committees publish exposure drafts of proposed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be
added to the notification list for all AICPA exposure drafts,
send your e-mail address to memsat@aicpa.org. Indicate “exposure draft e-mail list” in the subject header field to help
process your submission more efficiently. Include your full
name, mailing address and, if available, your membership and
subscriber number in the message.

Auditing Pipeline

New Framework for the Audit Process
The ASB has exposed a suite of seven proposed SASs relating to
the auditor’s risk assessment process. The ASB believes that the
requirements and guidance provided in the proposed SASs, if
adopted, would result in a substantial change in audit practice
and in more effective audits. The primary objective of the proposed SASs is to enhance the auditor’s application of the audit
risk model in practice by requiring:
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• A more in-depth understanding of the entity and its environment, including its internal control, that would better
enable the auditor to identify the risks of material misstatement in the financial statements and any steps the entity is
taking to mitigate them.
• A more rigorous assessment of the risks of material misstatement of the financial statements based on that understanding.
• A better linkage between the assessed risks of material misstatement and the nature, timing, and extent of audit procedures performed in response to those risks.
The exposure draft consists of the following proposed SASs:
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence, which will supersede SAS No. 31, Evidential Matter (AU sec. 326)
• Audit Risk and Materiality in Conducting an Audit, which
will supersede SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AU sec. 312)
• Planning and Supervision, which will supersede “Appointment of the Independent Auditor” (AU sec. 310), and SAS
No. 22, Planning and Supervision (AU sec. 311)
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement (Assessing Risks)
• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained, which will supersede
SAS No. 45, Substantive Tests Prior to the Balance-Sheet Date
(AU sec. 313), and, together with the proposed SAS Assessing
Risks will supersede SAS No. 55, Consideration of Internal
Control in a Financial Statement Audit (AU sec. 319)
• Amendment to SAS No. 39, Audit Sampling
In connection with this major initiative, the ASB and the International Auditing and Assurance Standards Board (IAASB) have
formed a joint task force to develop these new standards jointly.
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These standards will represent a significant step toward converging U.S. and international auditing standards. The standard produced by this joint task force will form the basis for the ASB’s
U.S. standards. You should keep abreast of the status of these projects inasmuch as they will substantially affect the audit process.
More information can be obtained on the AICPA’s Web site at
www.aicpa.org.
Accounting Pipeline

Exposure Draft on Loans and Certain Debt Securities
Acquired in a Transfer (formerly known as Purchased
Loans and Securities)
AcSEC has issued an exposure draft of a proposed SOP titled Accounting for Loans and Certain Debt Securities Acquired in a Transfer.
This proposed SOP considers whether Practice Bulletin (PB) No. 6,
Amortization of Discounts on Certain Acquired Loans, continues to be
relevant given a number of FASB pronouncements issued subsequent
to PB No. 6. The proposed SOP excludes originated loans from its
scope. A final SOP is expected to be issued during December 2002.
Consolidation of Certain Special-Purpose Entities
The FASB has issued an exposure draft of a proposed Interpretation,
Consolidation of Certain Special-Purpose Entities, of Accounting Research Bulletin (ARB) No. 51, Consolidated Financial Statements.
This proposed Interpretation would address consolidation by business enterprises of special-purpose entities (SPEs) to which the usual
condition of consolidation described in ARB No. 51 does not apply
because the SPEs have no voting interest or otherwise are not subject to control through ownership of voting interests. A final Statement is expected to be issued during the fourth quarter of 2002.
Amendment of FASB Statement No. 133 on Derivative
Instruments and Hedging Activities
The FASB has issued an exposure draft of a proposed Statement,
Amendment of Statement 133 on Derivative Instruments and Hedging
Activities. This proposed Statement would amend the definition
of a derivative in paragraph 6(b) of FASB Statement No. 133,
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Accounting for Derivative Instruments and Hedging Activities. This
proposed Statement also would amend FASB Statement No. 133
for various decisions made as part of the Derivatives Implementation Group process. A final Statement is expected to be issued
during the fourth quarter of 2002.
Exposure Draft on Nontraditional Long-Duration Contracts
and Separate Accounts
In July 2002, AcSEC issued for exposure, the draft SOP Accounting and Reporting by Insurance Enterprises for Certain Nontraditional Long-Duration Contracts and for Separate Accounts. The
proposed SOP addresses the classification and valuation of liabilities as well as the disclosure for nontraditional annuity and life
insurance contracts issued by insurance enterprises. It also discusses the classification, valuation, and disclosure of assets held in
separate accounts of insurance enterprises.
A final SOP would be effective for financial statements for fiscal
years beginning after December 15, 2003, with earlier adoption
encouraged. The SOP may not be applied retroactively to prior
years’ financial statements, and initial application should be as of
the beginning of an entity’s fiscal year. The exposure draft had 90day comment period that ended October 31, 2002, and is available
on the AICPA Web site at www.aicpa.org. AcSEC will begin discussing comment letters received at its December 2002 meeting.
Accounting for Deferred Acquisition Costs on
Internal Replacements
In July 2000, AcSEC’s Planning Subcommittee approved a
prospectus for an SOP project to provide authoritative guidance on
accounting by life insurance enterprises for deferred acquisition
costs on internal replacements other than those covered by FASB
Statement No. 97, Accounting and Reporting by Insurance Enterprises for Certain Long-Duration Contracts and for Realized Gains
and Losses from the Sale of Investments. The FASB cleared the
prospectus in November 2000. The task force has met several times
with AcSEC and it is expected that an exposure draft will be issued
during the first quarter of 2003.
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Accounting for Purchase Business Combinations Involving
Insurance Enterprises Including Certain Reinsurance
Transactions That Are in Substance Business Combinations
In September 2001, AcSEC’s Planning Subcommittee approved a
prospectus, subject to FASB clearance, of a project to develop a SOP
that will provide guidance on how to apply FASB Statements No.
141, Business Combinations, and No. 142, Goodwill and Other Intangible Assets, and the conclusions of the FASB Business Combinations
II Project: Applying the Purchase Method (Business Combinations II)
for purchase business combinations involving enterprises that issue
short-duration and/or long-duration contracts as within the scope of
FASB Statements No. 60, No. 97, No. 113, and No. 120.
In May 2002, the FASB cleared the prospectus with the understanding that the AcSEC task force would work in tandem with
the FASB’s conclusions on these projects.

Resource Central
Education courses, Web sites, publications, and other resources
available to CPAs

On the Bookshelf

The following publications deliver valuable guidance and practical assistance as potent tools to be used on your engagements.
• Audit and Accounting Guide Audits of Life and Health Insurance Entities (product no. 012632kk).
• Audit and Accounting Guide Audits of Property and Liability Insurance Companies (product no. 012672kk)
• Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product no. 123520kk)
• Audit Guide Auditing Revenue in Certain Industries (product no. 012510kk)
• Audit Guide Audit Sampling (product no. 012530kk)
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• Audit Guide Analytical Procedures (product no. 012541kk)
• Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk)
• Accounting Trends & Techniques—2002
• Practice Aid Preparing and Reporting on Cash- and TaxBasis Financial Statements (product no. 006701kk)
• Audit Risk Alert E-Business Industry Developments—
2002/03 (product number 022323kk)
Audit and Accounting Manual
The Audit and Accounting Manual (product no. 005132kk) is a
valuable nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
audit programs; auditor’s reports, checklists, and engagement letters; management representation letters; and confirmation letters.
AICPA reSOURCE Online: Accounting and Auditing
Literature
Get access—anytime, anywhere—to the AICPA’s latest Professional
Standards, Technical Practice Aids, all Audit and Accounting
Guides, all Audit Risk Alerts, and Accounting Trends & Techniques.
To subscribe to this essential online service, go to cpa2biz.com.
Education Opportunities

The AICPA has developed a number of continuing professional
education courses that are valuable to CPAs working in the insurance industry. Those courses include:
• AICPA’s Annual Accounting and Auditing Workshop (product no. 737062kk (text) and 187080kk (video)). Whether
you are in industry or public practice, this course keeps
you current, informed, and shows you how to apply the
most recent standards.
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• Fair Value Accounting for Hedge Transactions (product no.
735181). This course helps you understand GAAP for derivatives and hedging activities. Also, you will learn how to
identify effective and ineffective hedges.
• SEC Reporting (product no. 736746). This course will help
the practicing CPA and corporate financial officer learn to
apply SEC reporting requirements. It clarifies the more
important and difficult disclosure requirements.
• E-Commerce: Controls and Audit (product no. 731550kk).
This course is a comprehensive overview of the world of ecommerce. Topics covered include internal control evaluation and audit procedures necessary for evaluating
business-to-consumer and business-to-business transactions.
Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An annual fee ($95 for members and $295 for nonmembers) provides
unlimited access to over 1,000 hours of online CPE in one- and
two-hour segments. Register today at infobytes.aicpaservices.org.
CPE CD-ROM
The Practitioner’s Update (product no. 738450kk) CD-ROM
helps you keep on top of the latest standards. Issued twice a year,
this cutting-edge course focuses primarily on new pronouncements that will become effective during the upcoming audit cycle.
Member Satisfaction Center

To order AICPA products, receive information about AICPA activities, and find help on your membership questions call the
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services. Call (888) 777-7077.
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Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries concerning independence and other behavioral issues related to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
Web Sites

AICPA Online and CPA2Biz
AICPA Online, at www.aicpa.org, offers CPAs the unique opportunity to stay abreast of matters relevant to the CPA profession.
AICPA Online informs you of developments in the accounting
and auditing world as well as developments in congressional and
political affairs affecting CPAs. In addition, www.cpa2biz.com
offers all the latest AICPA products, including the Audit Risk
Alerts, Audit and Accounting Guides, the professional standards,
and CPE courses.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services offered by a number of organizations. Some of those organizations
are listed in the table at the end of this Alert.
This Audit Risk Alert replaces the Insurance Industry Developments—2001/2002 Audit Risk Alert. The Insurance Industry Developments Alert is published annually. As you encounter audit or
industry issues that you believe warrant discussion in next year’s
Alert, please feel free to share them with us. Any other comments
that you have about the Alert would also be appreciated. You may
e-mail these comments to jgould@aicpa.org, or write to:
Julie Gould, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
82

Arains02.qxd 12/11/02 3:20 PM Page 83

Arains02.qxd 12/11/02 3:20 PM Page 84

Ins_cov.qxd 12/11/02 3:21 PM Page 2

022353

