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• The accounting consequence of various modifications to the terms of a previously fixed stock option 
or award.

• The accounting for an exchange of stock compensation awards in a business combination.

.190 Interpretation No. 44 was effective July 1, 2000, but certain conclusions in the Interpretation cover 
specific events that occurred after either December 15, 1998, or January 12, 2000. To the extent that the 
Interpretation covers events occurring during the period after December 15, 1998, or January 12, 2000, but 
before the effective date of July 1, 2000, the effects of applying the Interpretation are to be recognized on a 
prospective basis from July 1, 2000.

New and Revised Audit and Accounting Guides Issued

.191 A new Life and Health Insurance Entities Audit and Accounting Guide is now available. This Guide 
supersedes the Industry Audit Guide Audits of Stock Life Insurance Companies. The new Life and Health 
Insurance Entities Guide discusses those aspects of accounting and auditing unique to life and health 
insurance entities and was developed to assist life and health insurance entities in preparing financial 
statements in conformity with GAAP and to assist auditors in auditing and reporting on those financial 
statements. In addition, the Guide contains significant discussions of SAP.

.192 A May 1, 2000, version of the Audit and Accounting Guide Audits of Property and Liability Insurance 
Companies has been issued. This latest version of the Guide has been updated to reflect recent authoritative 
pronouncements.

.193 The AICPA Accounting Standards Executive Committee and members of the AICPA Auditing 
Standards Board have found these Guides to be consistent with existing standards and principles covered 
by Rules 202 and 203 of the AICPA Code of Professional Conduct. AICPA members should be prepared to 
justify departures from these Guides. To order the Guides, call the AICPA Order Department at (888) 
777-7077.

Proposed Statement of Position, Accounting by Insurance Enterprises for 
Demutualizations and Formations of Mutual Insurance Companies and for 
Certain Long-Duration Participating Contracts

.194 In April 2000, an exposure draft of this proposed SOP was issued for comment. AcSEC cleared 
the proposed SOP at its July 2000 meeting. Currently, the proposed SOP is at the FASB for review. 
Readers should visit the AICPA Web site at www.aicpa.org for further information about this project 
and its status.

Proposed Elimination of Pooling-of-Interests Accounting

.195 The FASB has issued a proposal for public comment that would, among other things, eliminate the 
pooling of interests method of accounting for business combinations. The FASB tentatively decided that 
using the purchase method is preferable to allowing more than one method to be used when businesses 
combine.

.196 Several industry groups have objected to the proposed elimination of the pooling-of-interests 
method of accounting for certain business combinations. They have argued, among other things, that the 
proposed accounting rule would preclude many business combinations that make economic and strategic 
sense.

For information on this issue, visit the FASB's Web site at www.fasb.org.
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Executive Summary—Accounting Pronouncements and Guidance Update
• FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities

• FASB Statement No. 139, Recission of FASB Statement No. 53 and Amendments to FASB Statements 
No. 63, 89, and 121

• FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and 
Extinguishments of Liabilities

• FASB Interpretation 44, Accounting for Certain Transactions involving Stock Compensation

• New and Revised Audit and Accounting Guides Issued

• Proposed SOP—Acounting by Insurance Enterprises for Demutualizations and Formations of Mutual 
Insurance Companies and for Certain Long-Duration Participating Contracts

• Proposed elimination of pooling-of-interests accounting

Resource Central

Training courses, Web sites, publications, and other resources available to CPAs.

Training Courses

.197 The AICPA has developed a number of continuing professional education (CPE) courses that are 
valuable to CPAs working in or serving the insurance industry. Those courses include—

• AICPA's Annual Accounting and Auditing Workshop (2000-2001 Edition) (Product No. 737061 (for text) 
or 187078 (for 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.

• SFAS 133: Derivative and Hedge Accounting (Product No. 735180). This course helps you understand 
GAAP for derivatives and hedging activities. Also, you will learn how to identify effective and 
ineffective hedges.

• Independence (Product No. 739035). This new interactive CD-ROM course will review the AICPA 
authoritative literature covering independence standards (including the newly issued SEC Prac­
tice Section (SECPS) independence requirements), SEC regulations on independence, and ISB 
standards.

• SEC Reporting (Product No. 736745). 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.

• Internal Control Implications in a Computer Environment (Product No. 730617). This practical course 
analyzes the effects of electronic technology on internal controls and provides a comprehensive 
examination of selected computer environments, from traditional mainframes to popular personal 
computer set-ups.

Online Library

. 198 The AICPA has launched a new online learning library—AICPA InfoBytes. An annual fee ($95 for 
members and $295 for nonmembers) offers unlimited access to over 1,000 hours of online CPE in one- and 
two-hour segments. Register as our guest at .infobytes.aicpaservices.org

AAM §8040.197 Copyright © 2001, American Institute of Certified Public Accountants, Inc.
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Publications

.199 CPAs operating in the insurance industry may find the following publications valuable:

• Audit and Accounting Guide, Life and Health Insurance Entities (Product No. 012500)

• Audit and Accounting Guide, Audits of Property and Liability Insurance Companies (Product No. 
011923)

• The ABCs of Independence Risk Audit Risk Alert [AAM section 82001. This is a must-read primer on 
the fundamentals of independence. Whether you are unfamiliar with the standards or need a 
user-friendly refresher course, this Alert is for you.

• E-Business Audit Risk Alert [AAM section 8210]. The "e-world" awaits. Are you ready? Find out 
what is happening in the realm of electronic business and how it will affect your audits in this new 
Alert.

• Auditing Estimates and Other Soft Accounting Information (Product No. 010010kk). This practice aid 
provides practical guidance for handling the problems related to the audit of soft accounting 
information, illustrating how SAS No. 57, Auditing Accounting Estimates, may be applied by 
auditors.

• Checklists and Illustrative Financial Statements for Property and Liability Insurance Companies. This 
publication offers a comprehensive financial statement disclosure checklist and sample financial 
statements for property casualty insurance entities.

• Checklists and Illustrative Financial Statements for Life Insurance Companies. This publication offers a 
comprehensive financial statement disclosure checklist and sample financial statements for life 
insurance entities.

• Accounting Trends and Techniques—2000. This publication offers highlights of the latest trends in 
corporate financial statements. Surveying over 600 public companies, this publication illustrates 
accounting practices and trends, including presentations and disclosures.

Hotline Help

Accounting and Auditing Technical Hotline

.200 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation, 
compilation, and review services. Call (888) 777-7077.

Ethics Hotline

.201 Members of the AICPA 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

.202 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 below.

AICPA Audit and Accounting Manual AAM §8040.202
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.203 This Audit Risk Alert replaces the Insurance Industry Developments—1999/2000 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 those with us. Any other 
comments that you have about the Alert would also be appreciated. You may email these comments to 
RDurak@aicpa.org, or write to:

Robert Durak, CPA
AICPA

Harborside Financial Center
201 Plaza Three

Jersey City, NJ 07311-3881
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.204

Appendix A

Best Practices for Electronic Commerce Self-Defense

Web-savvy CPAs can help clients by offering these "e-sabotage" prevention tips.

□ Conduct a risk assessment of the enterprise. If 
possible, do it before implementing technical 
controls so that weaknesses can be eliminated 
before costly adjustments are needed.

□ Use firewalls to block intrusions. Pass 
transmissions through a control point where 
they can be checked for compliance with 
security provisions.

□ Develop security standards. Communicate 
security policy to employees so they under­
stand their responsibilities, the penalties for 
violations, and what to do if they suspect online 
security has been breached.

□ Monitor employees' online activity. Use 
systems management tools to enforce security 
policies consistently across multiple online 
environments and to automate user access. Use 
e-mail analysis tools to intercept and scan e-mail 
for possible security violations.

□ Test defenses. Conduct a full systems audit, 
testing security—especially firewalls—to iden­
tify potential weak points, including remote 
access to systems by e-mail, the Internet, and 
telephone.

□ Monitor networks for unusual activity. 
Determine whether installing additional 
security measures or systems resources, such as 
RAM, would reduce the impact of a hacker 
attack. Also, use intruder detection software to 
maintain overall awareness of possible threats 
to systems—for example, surreptitious large- 
scale incursions during diversionary attacks.

□ Get an independent opinion on security 
measures. Have an objective outsider evaluate 
overall online security, including firewalls, 
antivirus software, and risk analysis tools.

□ Consult the Internet service provider. 
Determine whether it can block attacks before 
they reach company systems.

□ Limit access to e-commerce controls. Give 
access to the fewest people and the fewest 
systems possible for the minimum time it takes 
to perform essential functions. Use authentica­
tion tools, such as passwords, smart cards, and 
digital certificates, to verify identities online.

□ Inform the proper authorities when systems are 
violated. Stress the importance of preserving 
system activity logs, which may help identify 
intruders.

AAM §8040.204 Copyright © 2001, American Institute of Certified Public Accountants, Inc.
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Appendix B

AICPA Industry Expert Panel Created

The AICPA has developed an expert panel that focuses on identifying business reporting issues, with an 
emphasis on audit and accounting matters, in the financial services industry. The Financial Services Expert 
Panel is one of a number of industry-specific panels that have been created as part of the AICPA's effort to 
revamp the Institute's volunteer structure.

The expert panel identifies and discusses industry-specific emerging issues and their effect on CPAs, 
identifies additional guidance, if any (both traditional and nontraditional), that members need to be effective 
and to protect the public, and develops plans for providing input on initiatives that should be brought to the 
attention of standard setters or the AICPA prioritization mechanism, and other matters.

Joining the Expert Panel

Expert panel members should be forward-thinking, Vision-aligned, cross-functional individuals. In addition, 
panel members may be non-CPA business professionals. The cross-functional criterion is intended to include 
members with expertise in the traditional areas of accounting and auditing, as well as awareness and, 
perhaps, expertise beyond the traditional areas. For example, depending on the needs of the area covered 
by the expert panel, the members might have expertise in assurance services, operational and management 
issues, technology, corporate governance, legislation, and other areas, in addition to expertise in the 
traditional areas of accounting and auditing.

Rewards of Joining the Panel

Serving on the panel is a rewarding and enriching experience. Panel members interact with other top 
professionals in their industry and address and resolve key forces, issues, and trends shaping the financial 
services world. Moreover, expert panel members take the knowledge and experience they gain on the Panel 
with them, enriching themselves, their work, and their firms.

Panel members will generally serve three consecutive one-year terms.

Apply now

For more information on the expert panels or to apply, visit AICPA Volunteer Central at www.skillscape. 
com/aicpaonline.

[The next page is 8139.]
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AAM Section 8050
Lending and Depository Institutions 
Industry Developments—2000/2001

In This Year's Alert . . .

• What are the current and emerging economic and industry forces and trends?

• Crucial information about loan loss allowances that you need to know.

• The latest news on hot accounting topics.

• What is all the talk about privacy issues about?

• An extensive discussion about e-commerce.

• Information and advice about money laundering and sanctions.

• What important regulatory guidance has been issued recently?

• What new auditing pronouncements and other matters do you need to be aware of?

• What new accounting pronouncements and other matters do you need to be aware of?

• Training courses, Web sites, publications, and other resources available to CPAs.

* * * *

How This Alert Helps You

.01 This Alert helps you expand your knowledge and understanding of the business environment your 
clients operate in. This Alert helps you provide top-quality audit services to your clients in the lending and 
depository institutions industry and helps you provide relevant information to those clients, thus adding 
value to the business decision-making process. The information in this Alert bolsters your audit planning 
efforts in considering industry matters. Moreover, this Alert helps you analyze and interpret relevant 
information and converging information.

.02 If you understand what is happening in the financial institutions 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 solid and rapid strides in gaining that industry information and 
understanding it.

.03 It is best to read this Alert in conjunction with the AICPA general Audit Risk Alert—2000/2001 [AAM 
section 8010]. To order, call the AICPA Order Department at 1-888-777-7077.
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Industry and Economic Developments

What are the current and emerging economic and industry forces and trends?

The U.S. Economy
.04 The impressive performance of the U.S. economy persists, with economic activity expanding at a 

rapid pace. Inflation and unemployment remain low, while productivity and personal income have surged. 
Businesses continue to invest heavily in equipment and technology, and consumer spending remains high. 
All major macroeconomic indicators are strong. Indeed, this great period of economic expansion has been 
marked by a transformation to an economy that is more productive, as competitive forces become increas­
ingly intense and new technologies raise the efficiency of businesses.

.05 Signs of moderation exist, however, as consumers have slowed their spending pace and inflation is 
slightly higher than 1999. Also, debt levels in the nation have risen to record levels and the U.S. trade deficit 
has widened enormously.

What Lies Behind the Economic Expansion?

.06 The groundwork for this historic period of economic growth was laid in the 1980s through cuts in tax 
rates, a strengthening of the dollar, trade globalization, the deregulation of key industries, the rebuilding of the 
military, and the peace dividend that resulted from the Cold War victory. These factors generated powerful 
entrepreneurial and technological forces that transformed the economy and unleashed a wave of prosperity.

Hidden Risks

.07 The vast amounts of consumer and business debt piling up in the country are worrisome. Rising 
interest rates or a mild economic downturn can lead to a surge in defaults and a liquidity crunch. Moreover, 
the huge trade deficit is a major problem that, when combined with a falling stock market or a falling dollar, 
could cause an economic crisis.

Overview of Foreign Economies

Western Europe

.08 Economies in Western Europe generally are growing and show strong signs of expansion. Unem­
ployment is at its lowest level since the early 1990s and inflation is very low, despite the huge increase in oil 
prices. Domestic consumption and investment are high; in fact, domestic consumption is beginning to 
outpace exports as the main driver of economic expansion. Western European governments have been 
reducing taxes and running budget surpluses. Moreover, deregulation efforts have helped foster competition 
and keep inflation in check.

.09 The Euro. The euro has been falling substantially. Since its inception at the beginning of 1999, its 
value is down 23 percent. This euro slide has many people worried. If the euro continues to fall, inflation 
may shoot up and confidence in the currency and in Europe's economies will falter. A plunging euro is 
hurting the earnings of U.S. companies that do business in the eleven-nation euro zone. More importantly, 
the steady downward plight of the euro threatens global economic stability. Pressure has been mounting on 
the European Central Bank to raise interest rates to support the euro; however, interest rate increases could 
ruin the current economic growth in many European countries. Group of Seven finance ministers are 
expected to address the risky euro situation in the future.

.10 Many factors lie behind the decline of the euro. Primary among them are the superior growth of the 
U.S. economy, higher U.S. interest rates that make it worthwhile to hold dollar-denominated securities, and 
a massive capital flow into the United States and away from Europe.
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Asia

.11 Economic activity in many Asian countries, like the Philippines, Indonesia, and Singapore, continues 
to firm, but at varying rates. Some Asian currencies, like the Indonesian rupiah and the Thai baht, have been 
undergoing significant devaluations lately. The main reason for these current currency problems seems to 
be specific political and economic difficulties in each nation suffering from the devaluations. Little evidence 
exists, however, that the problems will spread to other Asian nations or become a serious global crisis like 
the currency crisis of 1997-98.

.12 South Korea. South Korea's economy has been experiencing extremely fast growth and its currency 
has appreciated due to the excellent economic picture. Economists predict that the current growth will 
decrease in the future to more normal growth rates.

.13 Japan. The Japanese economy is showing signs of stronger performance, with particular strength 
in private consumption and investment. Industrial production is expanding at a healthy pace and business 
confidence has picked up. Unemployment is high, however, and outstanding public debt remains large and 
growing. Deflation also remains a concern.

The Americas

.14 A general economic recovery in Latin America continues. Heightened political uncertainty in 
Venezuela, Peru, Colombia, and Ecuador has sparked financial market pressures. In Argentina, the pace of 
recovery appears to have slackened, as the government's fiscal position and, in particular, its ability to meet 
the targets of its International Monetary Fund program remain a focus of market concern.

.15 Mexico. In Mexico, economic activity has been strong, boosted by strong exports to the United 
States, soaring private investment, and increased consumer spending. Nevertheless, the Mexican economy 
is still vulnerable. Eighty-five percent of Mexico's exports go to the United States, and oil production is a big 
factor influencing the country's economic health. An economic downturn in the United States or a significant 
drop in oil prices could quickly and seriously hurt Mexico's economy. The country's banking sector is still 
shaky and lending activity is light.

.16 Canada. Economic activity in Canada is quite robust, generating strong gains in employment and 
reducing the remaining slack in the economy. The expansion is supported by both domestic demand and 
spillovers from the U.S. economy. Inflation remains low and interest rates have risen, matching increases in 
U.S. rates.

.17 Brazil. In Brazil, inflation is remarkably well contained and interest rates have been lowered, but 
unemployment remains high. An improved financial situation allowed the Brazilian government to repay 
most of the funds obtained under its December 1998 international support package. However, Brazilian 
financial markets exhibit continued volatility.

Russia

.18 Foreign investment in the Russian economy has all but dried up. Systemic corruption, 
unstable economics, and the Russian government's 1998 default have all contributed to driving away 
foreign investment. Russian accounting rules, which do not adhere to U.S. or international standards, 
make judging the financial health of businesses in the country next to impossible. Most non-Russian 
financial institutions doing business in the country concern themselves primarily with providing 
services to multinational corporations and help with trade agreements and letters of credit. The 
Russian economy has been on an upswing, due primarily to the great increase in oil prices, which is 
a main Russian export.
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Forces Influencing the Industry

.19 Consolidation and Convergence. Many forces are at work shaping the lending and depository 
institutions industry. The industry has been consolidating and converging for years, although merger and 
acquisition activity during 2000 was generally light, due partly to low stock prices and an uninviting market 
for new deals. Nevertheless, some very substantial deals were announced, fueling the consolidation trend. 
Chase Manhattan's agreement to acquire J.P. Morgan, the announced merger of Credit Suisse First Boston 
and Donaldson, Lufkin & Jenrette Co., and the announced merger of UBS AG with PaineWebber Group Inc. 
are recent examples of industry consolidation and the rapid rise of financial service conglomerates. Further 
global mergers and acquisitions are expected. As these and future mergers occur, pressure builds on the 
remaining institutions within the industry and on companies in the rest of the financial services industry to 
consolidate, converge or consider strategic alliances in order to remain competitive and even viable.

.20 In the wake of these numerous mergers and acquisitions, new community-sized institutions continue 
springing up. However, even the small, neighborhood institutions find a need to offer a variety of financial 
services, including Internet access, to gain and retain customers.

.21 Globalization and Competition. Hand-in-hand with the forces of consolidation and convergence, 
a process of globalization and intense competition between institutions and with firms in other financial 
services industries continues to grow.

.22 Modernization Legislation. In the midst of all of these powerful forces, financial modernization 
legislation, enacted in 1999, is in the process of taking effect. As the details of that legislation are hammered 
out, a system for regulating the vast financial services landscape will take shape. The banking regulators are 
creating systems to supervise and regulate the new, interdiscipline financial conglomerates.

.23 Electronic Commerce, Privacy, and Predatory Lending. Electronic commerce (e-commerce) promises 
to reinvent the way financial institutions do business and the way audits are planned and performed. In 
connection with e-commerce, the issue of privacy has become a hot topic of concern. Another hot topic currently 
affecting the industry is predatory lending. Most predatory lending occurs in the subprime market and takes 
advantage of vulnerable people with limited access to financial counseling or to fairly priced financial alternatives.

.24 Expansion Into New Businesses. As in previous years, financial institutions continue to enter and 
deepen their involvement in such businesses as insurance, securities underwriting, asset management, 
mutual funds, and trust management. In addition, institutions continue to expand their product lines in the 
search for higher earnings and fee-generated income.

.25 Rising Interest Rates. Finally, interest rates have risen considerably in the United States, affecting 
the business growth and financial condition of lending and depository institutions.

General Industry Performance
.26 The performance of financial institutions is mixed, but generally very good. Performance results 

highlight the reliance more and more institutions are placing on nontraditional, more volatile lines of 
business. Generally, institutions are posting strong earnings, positive loan growth, and are well capitalized. 
Community-sized institutions appear to have a solid capital base. The performance of commercial mortgage- 
backed securities (CMBS) servicers has not been as strong, however, due to a slowdown in the issuance of 
CMBS as a result of higher interest rates.

.27 Credit unions have generally been experiencing solid growth in their customer bases but slowing 
growth in their savings bases. New legislation has allowed credit unions to broaden their fields of member­
ship. In addition, many credit unions, as well as other community-sized institutions, are using more 
aggressive marketing tactics to draw in customers who are disaffected with recent bank mergers or who feel 
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