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i
Preface

Purpose and Applicability

This AICPA Audit and Accounting Guide has been developed by the Insur-
ance Companies Committee and the Life Insurance Audit Guide Task Force
to assist management of life and health insurance entities in preparing finan-
cial statements in conformity with generally accepted accounting principles
(GAAP) and statutory accounting practices (SAPs) and to assist independent
auditors in auditing and reporting on such financial statements.

This guide is intended to apply to all life and health insurance entities including
stock, mutual, fraternal, and assessment entities. This guide is intended to be
applied to all life and health entities that can issue life or accident and health
insurance. This guide does not apply to governmental entities or to managed
health care organizations.

The financial accounting and reporting guidance contained in this guide, when
developed by the original task force or committee, was approved by the affir-
mative vote of at least two-thirds of the members of the Accounting Standards
Executive Committee, now the Financial Reporting Executive Committee (Fin-
REC). FinREC is the senior technical body of the AICPA authorized to speak
for the AICPA in the areas of financial accounting and reporting. Conforming
updates made to the financial accounting and reporting guidance contained in
this guide in years subsequent to the original development are reviewed by
select FinREC members, among other reviewers where applicable.

This guide does the following:

® Identifies certain requirements set forth in Financial Accounting
Standards Board (FASB) Accounting Standards Codification™
(ASC).

® Describes FinREC's understanding of prevalent or sole industry
practice concerning certain issues. In addition, this guide may
indicate that FinREC expresses a preference for the prevalent or
sole industry practice, or it may indicate that FinREC expresses
a preference for another practice that is not the prevalent or sole
industry practice; alternatively, FinREC may express no view on
the matter.

® Identifies certain other, but not necessarily all, industry prac-
tices concerning certain accounting issues without expressing Fin-
REC's views on them.

® Provides guidance that has been supported by FinREC on the
accounting, reporting, or disclosure treatment of transactions or
events that are not set forth in FASB ASC.

Accounting guidance for nongovernmental entities included in an AICPA Audit
and Accounting Guide is a source of nonauthoritative accounting guidance. As
discussed later in this preface, FASB ASC is the authoritative source of U.S.
accounting and reporting standards for nongovernmental entities, in addition
to guidance issued by the Securities and Exchange Commission (SEC). Ac-
counting guidance for governmental entities included in an AICPA Audit and
Accounting Guide is a source of authoritative accounting guidance described in
category b of the hierarchy of GAAP for state and local governmental entities,
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and has been cleared by Governmental Accounting Standards Board (GASB).
AICPA members should be prepared to justify departures from GAAP as dis-
cussed in Rule 203, Accounting Principles (AICPA, Professional Standards, ET
sec. 203 par. .01).

Auditing guidance included in an AICPA Audit and Accounting Guide is rec-
ognized as an interpretive publication pursuant to AU section 150, Generally
Accepted Auditing Standards (AICPA, Professional Standards). Interpretive
publications are recommendations on the application of Statements on Au-
diting Standards (SASs) in specific circumstances, including engagements for
entities in specialized industries. An interpretive publication is issued under
the authority of the Auditing Standards Board (ASB) after all ASB members
have been provided an opportunity to consider and comment on whether the
proposed interpretive publication is consistent with the SASs. The members of
the ASB have found this guide to be consistent with existing SASs.

The auditor should be aware of and consider interpretive publications appli-
cable to his or her audit. If an auditor does not apply the auditing guidance
included in an applicable interpretive publication, the auditor should be pre-
pared to explain how he or she complied with the SAS provisions addressed by
such auditing guidance.

Recognition
Richard Paul Darrel R. Schubert
Chair, Financial Accounting Chair, Auditing Standards Board

Reporting Executive Committee

Insurance Companies Committee (1998-1999)

Patrick J. Shouvlin, Chair Peter W. Presperin
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AICPA Staff

Kim Kushmerick
Technical Manager
Accounting Standards Team

Guidance Considered in This Edition

This edition of the guide has been modified by the AICPA staff to include
certain changes necessary due to the issuance of authoritative guidance since
the guide was originally issued. Authoritative guidance issued through May
1, 2011, has been considered in the development of this edition of the guide.
Authoritative guidance discussed in the text of the guide (as differentiated
from the temporary footnotes, which are denoted by a symbol rather than a
number) is effective for entities with fiscal years ending on or before May 1,
2011. Authoritative guidance discussed only in temporary footnotes is not yet
effective as of May 1, 2011, for entities with fiscal years ending after that same
date.

This includes relevant guidance issued up to and including the following:

® FASB Accounting Standards Update (ASU) No. 2011-04, Fair
Value Measurement (Topic 820): Amendments to Achieve Com-

mon Fair Value Measurement and Disclosure Requirements in
U.S. GAAP and IFRSs

® SASNo. 121, Revised Applicability of Statement on Auditing Stan-
dards No. 100, Interim Financial Information (AICPA, Profes-
sional Standards, AU sec. 722 par. .05)

® Statement on Standards for Attestation Engagements No. 17,
Reporting on Compiled Prospective Financial Statements When
the Practitioner's Independence is Impaired (AICPA, Professional
Standards, AT sec. 301 par. .23)

® Public Company Accounting Oversight Board (PCAOB) Auditing
Standard No. 15, Audit Evidence (AICPA, PCAOB Standards and
Related Rules, Auditing Standards)

Users of this guide should consider guidance issued subsequent to those items
listed previously to determine their effect on entities covered by this guide.
In determining the applicability of recently issued guidance, its effective date
should also be considered.

The changes made to this edition of the guide are identified in appendix E,
"Schedule of Changes Made to the Text From the Previous Edition." The
changes do not include all those that might be considered necessary if the
guide were subjected to a comprehensive review and revision.

Applicability of U.S. Generally Accepted Auditing
Standards and PCAOB Standards

Audits of the financial statements of nonissuers (those entities not subject
to the Sarbanes-Oxley Act of 2002 or the rules of the SEC—that is, private
entities, generally speaking) are conducted in accordance with U.S. generally
accepted auditing standards (GAAS) as issued by the ASB, the senior technical
committee of the AICPA with the authority to promulgate auditing standards
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for nonissuers. The ASB develops and issues standards in the form of SASs
through a due process that includes deliberation in meetings open to the public,
public exposure of proposed SASs, and a formal vote. The SASs and their related
interpretations are codified in the AICPA's Professional Standards. Paragraph
.03 of AU section 150 establishes that an AICPA member's failure to follow
ASB standards for audits of nonissuers is a violation of Rule 202, Compliance
With Standards (AICPA, Professional Standards, ET sec. 202 par. .01), of the
AICPA Code of Professional Conduct.

Audits of the financial statements of issuers, as defined by the SEC (those
entities subject to the Sarbanes-Oxley Act of 2002 or the rules of the SEC—
that is, public entities, generally speaking), are conducted in accordance with
standards established by the PCAOB, a private sector, nonprofit corporation
created by the Sarbanes-Oxley Act of 2002 to oversee the audits of issuers. The
SEC has oversight authority over the PCAOB, including the approval of its
rules, standards, and budget.

For audits of a nonissuer, in accordance with both GAAS and PCAOB stan-
dards, Interpretation No. 18, "Reference to PCAOB Standards in an Audit
Report on a Nonissuer," of AU section 508, Reports on Audited Financial State-
ments (AICPA, Professional Standards, AU sec. 9508 par. .89-.92), provides
reporting guidance applicable to such engagements.

References to Professional Standards

In citing the professional standards, references are made to AICPA Profes-
sional Standards. In those sections of the guide that refer to specific auditing
standards of the PCAOB, references are to the AICPA's PCAOB Standards and
Related Rules publication. When referencing professional standards, this guide
cites section numbers and not the original statement number, as appropriate.
For example, SAS No. 54, Illegal Acts by Clients, is referred to as AU section
317, Illegal Acts by Clients (AICPA, Professional Standards).

FASB ASC

Overview

Released on July 1, 2009, FASB ASC is a major restructuring of accounting
and reporting standards designed to simplify user access to all authoritative
U.S. GAAP by topically organizing the authoritative literature. FASB ASC
disassembled and reassembled thousands of nongovernmental accounting pro-
nouncements (including those of FASB, the Emerging Issues Task Force, and
the AICPA) to organize them under approximately 90 topics.

FASB ASC also includes relevant portions of authoritative content issued by
the SEC, as well as selected SEC staff interpretations and administrative
guidance issued by the SEC; however, FASB ASC is not the official source
of SEC guidance and does not contain the entire population of SEC rules,
regulations, interpretive releases, and SEC staff guidance. Moreover, FASB
ASC does not include governmental accounting standards.

FASB published a notice to constituents that explains the scope, structure, and
usage of consistent terminology of FASB ASC. Constituents are encouraged to
read this notice to constituents because it answers many common questions
about FASB ASC. FASB ASC, and its related notice to constituents, can be

AAG-LHI



vii
accessed at http://asc.fasb.org/home and are also offered by certain third party

licensees, including the AICPA. FASB ASC is offered by FASB at no charge in
a Basic View and for an annual fee in a Professional View.

Issuance of Amendments to FASB ASC

Amendments to FASB ASC are now issued through ASUs and will serve only
to update FASB ASC. FASB does not consider the ASUs authoritative in their
own right; such amendments become authoritative when they are incorporated
into FASB ASC.

The ASUs issued are in the form of ASU No. 20YY-XX, in which "YY" is the
last two digits of the year and "XX" is the sequential number for each update.
For example, ASU No. 2010-01 is the first update in the calendar year 2010.
The ASUs will include the amendments to the codification and an appendix
of FASB ASC update instructions. ASUs also provide background information
about the amendments and explain the basis for FASB's decisions.

Pending Content in FASB ASC

Amendments to FASB ASC issued in the form of ASUs (or other authoritative
accounting guidance issued prior to the release date of FASB ASC) that are not
fully effective, or became effective within that last six months, for all entities
or transactions within its scope are reflected as "Pending Content" in FASB
ASC. This pending content is shown in text boxes below the paragraphs being
amended in FASB ASC and includes links to the transition information. The
pending content boxes are meant to provide users with information about how
a paragraph will change when new guidance becomes authoritative. When
an amended paragraph has been fully effective for six months, the outdated
guidance will be removed, and the amended paragraph will remain without the
pending content box. FASB will keep any outdated guidance in the applicable
archive section of FASB ASC for historical purposes.

Because not all entities have the same fiscal year-ends, and certain guidance
may be effective on different dates for public and nonpublic entities, the pending
content will apply to different entities at different times. As such, pending
content will remain in place within FASB ASC until the roll off date. Generally,
the roll off date is six months following the latest fiscal year end for which the
original guidance being amended or superseded by the pending content could
be applied as specified by the transition guidance. For example, assume an
ASU has an effective date for fiscal years beginning after November 15, 2010.
The latest possible fiscal year end of an entity still eligible to apply the original
guidance being amended or superseded by the pending content would begin
November 15, 2010 and end November 14, 2011. Accordingly, the roll-off date
would be May 14, 2012.

Entities cannot disregard the pending content boxes in FASB ASC. Instead,
all entities must review the transition guidance to determine when the pend-
ing content is applicable to them. This Audit and Accounting Guide identifies
pending content where applicable. As explained in the section of the preface
"Guidance Considered in This Edition," pending content discussed in the text
of the guide (as differentiated from the temporary footnotes, which are denoted
by a symbol rather than a number) is effective for entities with fiscal years
ending on or before May 1, 2011. Pending content discussed only in temporary
footnotes is not yet effective as of May 1, 2011, for entities with fiscal years
ending after that same date.
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New AICPA.org Website

The AICPA encourages you to visit the new website at www.aicpa.org. It was
launched in 2010 and provides significantly enhanced functionality and con-
tent critical to the success of AICPA members and other constituents. Certain
content on the AICPA's website referenced in this guide may be restricted to
AICPA members only.

Select Recent Developments Significant to This Guide

Summary of Significant Differences Between the PCAOB and
AICPA Risk Assessment Standards

On August 5, 2010, the PCAOB issued Release No. 2010-004, Auditing Stan-
dards Related to the Auditor's Assessment of and Response to Risk and Related
Amendments to PCAOB Standards (AICPA, PCAOB Standards and Related
Rules, Select PCAOB Releases). This release includes eight auditing standards
(collectively referred to as the PCAOB risk assessment standards) as adopted
by the PCAOB. The eight standards, which were approved by the SEC on De-
cember 23, 2010, and included in PCAOB Standards and Related Rules are as
follows:

Auditing Standard No. 8, Audit Risk
Auditing Standard No. 9, Audit Planning
Auditing Standard No. 10, Supervision of the Audit Engagement

Auditing Standard No. 11, Consideration of Materiality in Plan-
ning and Performing an Audit

® Auditing Standard No. 12, Identifying and Assessing Risks of Ma-
terial Misstatement

® Auditing Standard No. 13, The Auditor's Responses to the Risks
of Material Misstatement

Auditing Standard No. 14, Evaluating Audit Results
Auditing Standard No. 15, Audit Evidence

The release also includes conforming amendments to other interim standards
related to the PCAOB risk assessment standards. The effective date of the
PCAOB risk assessment standards is for audits of financial statements of is-
suers with fiscal periods beginning on or after December 15, 2010.

In general, the PCAOB risk assessment standards are consistent with the
AICPA SASs related to risk assessment (the AICPA risk assessment stan-
dards). Where differences exist, they are due to the PCAOB

a. addressing audits of financial statements in conjunction with au-
dits of effectiveness of internal control (often referred to as inte-
grated audits). The AICPA risk assessment standards only address
audits of financial statements.

b. presenting content in standards different than the AICPA risk as-
sessment standards. For example, the PCAOB

i. incorporated fraud risk assessment procedures into the
PCAOB risk assessment standards
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ii. created Auditing Standard No. 10 to separately address
supervision of the audit engagement,

iii. created Auditing Standard No. 14 to separately address
the evaluation of audit results,

iv. moved content related to other audit areas such as an-
alytical review procedures and audits of group financial
statements.

The PCAOB risk assessment standards are not as voluminous as the AICPA
risk assessment standards because the PCAOB standards do not contain as
much application guidance as do the AICPA risk assessment standards. Ap-
pendix 11, "Comparison of the Objectives and Requirements of the Accom-
panying PCAOB Auditing Standards with the Analogous Standards of the
International Auditing and Assurance Standards Board and the ASB of the
American Institute of Certified Public Accountants," of the release contains a
more detailed comparison of the differences between the PCAOB risk assess-
ment standards and the AICPA risk assessment standards.

ASB's Clarity Project

In an effort to make GAAS easier to read, understand, and apply, the ASB
launched the Clarity Project. When completed, clarified auditing standards
will be issued as one SAS that will supersede all prior SASs. The new audit
standards are expected to apply to audits of financial statements for periods
ending on or after December 15, 2012.

The foundation of the ASB's Clarity Project is the establishment of an objective
for each auditing standard. These objectives will better reflect a principles-
based approach to standard-setting. In addition to having objectives, the clari-
fied standards will reflect new drafting conventions that include

® adding a definitions section, if relevant, in each standard.

® gseparating requirements from application and other explanatory
material.

® numbering application and other explanatory material para-
graphs using an A prefix and presenting them in a separate section
(following the requirements section).

® using formatting techniques, such as bulleted lists, to enhance
readability.

® adding special considerations relevant to audits of smaller, less
complex entities.

® adding special considerations relevant to audits of governmental
audits.

The project also has an international convergence component. The ASB expects
that, upon completion of the project, nearly all the requirements of Interna-
tional Accounting Standards (IASs) will also be requirements of U.S. GAAS.
AICPA Audit and Accounting Guides, as well as other AICPA publications, will
be conformed to reflect the new standards resulting from the Clarity Project
after issuance and as appropriate based on the effective dates.

International Financial Reporting Standards

International Financial Reporting Standards (IFRSs) consist of accounting
standards and interpretations developed and issued by the International
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Accounting Standards Board (IASB), a London-based independent account-
ing standard-setting body. IASB began operations in 2001, when it succeeded
the International Accounting Standards Committee (IASC). IASC was formed
in 1973, soon after the formation of FASB. In 2001, when the IASB replaced the
TIASC, a new, independent oversight body, the IASC Foundation, was created
to appoint the members of the IASB and oversee its due process. The IASC
Foundation's oversight role is very similar to that of the Financial Accounting
Foundation (FAF) in its capacity as the oversight body of FASB.

The term IFRSs has both a narrow and a broad meaning. Narrowly, IFRSs
refer to the new numbered series of pronouncements issued by the IASB, as
differentiated from IASs issued by its predecessor, the IASC. More broadly,
however, IFRSs refer to the entire body of authoritative IASB pronouncements,
including those issued by the IASC and their respective interpretive bodies.
Therefore, the authoritative IFRSs literature, in its broadest sense, includes
the following:

Standards, whether labeled IFRSs or IASs

Interpretations, whether labeled IFRIC (referring to the Interna-
tional Financial Reporting Interpretations Committee, the cur-
rent interpretive body of the IASC Foundation) or SIC (Standing
Interpretations Committee, the predecessor to IFRIC and former
interpretive body of the IASC)

® JFRS framework

As of March 31, 2010, IFRIC formally changed its name to the IFRS Interpre-
tations Committee and on July 1, 2010, the IASC Foundation formally changed
its name to the IFRS Foundation.

The preface to the IFRS 2011 bound volume states that IFRSs are designed to
apply to the general purpose financial statements and other financial reporting
of all profit-oriented entities including commercial, industrial, and financial
entities regardless of legal form or organization. Included within the scope
of profit-oriented entities are mutual insurance companies and other mutual
cooperative entities providing dividends or other economic benefits to their
owners, members, or participants.

IFRSs are not designed to apply to not-for-profit entities or those in the public
sector, but these entities may find IFRSs appropriate in accounting for their
activities. In contrast, U.S. GAAP is designed to apply to all nongovernmental
entities, including not-for-profit entities, and includes specific guidance for not-
for-profit entities, development stage entities, limited liability entities, and
personal financial statements.

The AICPA governing council voted in May 2008 to recognize the IASB as an
accounting body for purposes of establishing international financial accounting
and reporting principles. This amendment to appendix A, "Council Resolution
Designating Bodies to Promulgate Technical Standards,” of Rules 202 and
203 gives AICPA members the option to use IFRSs as an alternative to U.S.
GAAP. As a result, private entities in the U.S. can prepare their financial
statements in accordance with U.S. GAAP as promulgated by FASB; an other
comprehensive basis of accounting, such as cash- or tax-basis; or IFRSs, among
others. However, domestic issuers are currently required to follow U.S. GAAP
and rules and regulations of the SEC. In contrast, foreign private issuers may
present their financial statements in accordance with IFRSs as issued by the
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TASB without a reconciliation to U.S. GAAP, or in accordance with non-IFRSs
home-country GAAP reconciled to U.S. GAAP as permitted by Form 20-F.

The growing acceptance of IFRSs as a basis for U.S. financial reporting could
represent a fundamental change for the U.S. accounting profession. Acceptance
of a single set of high-quality accounting standards for worldwide use by public
companies has been gaining momentum around the globe for the past few
years. See appendix D, "International Financial Reporting Standards," for a
discerning look at the status of convergence with IFRSs in the United States
and the important issues that accounting professionals need to consider now.

Private Company Financial Reporting Blue Ribbon Panel

The Blue Ribbon Panel on Private Company Financial Reporting was estab-
lished in December 2009 and is sponsored by the AICPA, the Financial Ac-
counting Foundation (FAF), and the National Association of State Boards of
Accountancy (NASBA). This panel was formed to consider how U.S. accounting
standards can best meet the needs of users of private company financial state-
ments. Members of the panel represent a cross-section of financial reporting
constituencies, including lenders, investors, owners, preparers, and auditors.

In late 2010, the Blue Ribbon Panel voted to recommend that FAF accept
a new standard-setting model for private companies and the creation of a
separate board to set those standards. Work continues related to changes being
considered for private company financial reporting. For more information visit
www.accountingfoundation.org/home.

Insurance Contracts Project

The TASB split its insurance contract project into two phases so that some
components of the project were completed by 2005 without delaying the rest
of the project. Phase I addresses the application of existing IFRSs to entities
that issue insurance contracts. Phase II, initiated in September 2004, is a
comprehensive project on accounting for insurance contracts. The issuance of
IFRS No. 4, Insurance Contracts, along with Basis for Conclusions on IFRS
4 and Implementation Guidance to IFRS 4, brought to a close phase I of the
international insurance project.

Effective for the aforementioned international insurers for annual periods be-
ginning on or after January 1, 2005, IFRS No. 4 provides the framework for
accounting for insurance contracts until the IASB completes phase II. IFRS No.
4 generally allows insurance contracts to be accounted for under the insurer's
existing local accounting with some enhancements to those local standards.
Although IFRS No. 4 permits the continuation of the existing local account-
ing for insurance contracts, the standard has imposed a requirement that the
contract must contain significant insurance risk to qualify as an insurance con-
tract under IFRS No. 4. The standard applies to reinsurance contracts as well
as insurance contracts. IFRS No. 4 does not apply to other assets and liabilities
of an insurer. Readers with international reporting situations should continue
to be alert to potential developments in international accounting standards for
insurance contracts.

In July 2010, the IASB issued the exposure draft Insurance Contracts. In de-
veloping the IASB's exposure draft, most of the discussions about the pro-
posed insurance accounting approaches were held jointly with FASB. While the
boards reached common decisions in many areas, they reached different conclu-
sions in others. Some FASB members prefer the IASB's proposed measurement

Xi
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approach; however, the majority prefers an alternative approach. Regardless
of FASB members' individual views and uniform commitment to convergence,
FASB determined that additional information was needed about whether the
possible new accounting guidance would represent a sufficient improvement to
U.S. GAAP to justify issuing new guidance. On September 17, 2010, FASB is-
sued, for public comment, the discussion paper Preliminary Views on Insurance
Contracts.

The boards are redeliberating significant issues based on feedback received on
the TASB exposure draft and FASB discussion paper. The IASB is expected to
issue a final standard and FASB is expected to release an exposure draft by
the end of 2011. Readers should remain alert to any final pronouncements.

Limitations

This guide does not discuss the application of all U.S. GAAP, all GAAS, and
all PCAOB auditing standards that are relevant to the preparation and audit
of financial statements of life and health insurance entities. This guide is di-
rected primarily to those aspects of the preparation and audit of life and health
insurance entities' financial statements that are unique to those organizations
or are considered particularly significant to them.

Impact on Other Literature

GAAP for stock life entities was established by the AICPA Industry Audit Guide
Audits of Stock Life Insurance Entities (the original guide). In June 1982, FASB
issued Statement No. 60, Accounting and Reporting by Insurance Enterprises
(which is now FASB ASC 944, Financial Services—Insurance), which extracted
the specialized principles and practices from the AICPA insurance industry
Audit Guides and established financial accounting and reporting standards for
insurance entities other than mutual life insurance entities, fraternal benefit
societies, and assessment entities. This guide establishes expanded or new
audit requirements in certain areas, including the following:

Use of an actuary (see paragraphs 5.81-.88). The guide requires the
use of an outside qualified actuary (that is, an actuary who is neither
an officer nor an employee of the entity whose financial statements
are being audited) in connection with auditing reserves, deferred ac-
quisition costs, and other actuarially determined amounts in all audit
engagements to which the guide applies.

The insurance laws and regulations of the states require insurance entities
domiciled in those states to comply with the guidance provided in the Na-
tional Association of Insurance Commissioners' (NAIC) Accounting Practices
and Procedures Manual except as prescribed or permitted by state law. The
NAIC codified SAP for certain insurance enterprises, resulting in a revised
Accounting Practices and Procedures Manual (the manual). All states require
insurers to comply with most, if not all, provisions of the manual. States have
adopted the manual in whole, or in part, as an element of prescribed SAP
in those states. If, however, the requirements of state laws, regulations, and
administrative rules differ from the guidance provided in the manual or sub-
sequent revisions, those state laws, regulations, and administrative rules will
take precedence. Auditors of insurance enterprises should review state laws,
regulations, and administrative rules to determine the specific prescribed SAP
applicable in each state. The NAIC publication States' Prescribed Differences
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from NAIC Statutory Accounting Practices describes by state the differences
from the manual.

Two other insurance specific auditing pronouncements not incorporated in the
guide are important to specific individual state practice: Statement of Position
(SOP) 01-3, Performing Agreed-Upon Procedures Engagements That Address
Internal Control Over Derivative Transactions as Required by the New York
State Insurance Law (AICPA, Technical Practice Aids, AUD sec. 14,370), and
SOP 02-1, Performing Agreed-Upon Procedures Engagements That Address
Annual Claims Prompt Payment Reports as Required by the New Jersey Ad-
ministrative Code (AICPA, Technical Practice Aids, AUD sec. 14,390).

Effective Date and Transition

The accounting and financial reporting provisions of this guide that are carried
forward from the AICPA Audit Guide Audits of Stock Life Insurance Compa-
nies retain their initial effective date. The accounting and financial reporting
provisions that describe changes related by other new authoritative literature
should be applied as provided for in the related literature using the effective
dates specified in that literature.

Xiii
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Introduction

I.1 This guide has been written with the assumption that readers are
proficient in accounting and auditing in general but unfamiliar with the life
and health insurance industries (hereinafter referred to as the life insurance
industry or life insurance entities). Accordingly, the guide includes extensive
life insurance industry background and explanatory material.

1.2 Chapters 1-5 provide background information and terminology that is
intended to help the reader to better understand the industry. The chapters also
include comprehensive discussions of the life insurance business, product char-
acteristics, and general auditing considerations and accounting practices—both
statutory accounting practices (SAP) and U.S. generally accepted accounting
principles (GAAP)—unique to the insurance industry.

1.3 Chapters 6-14 focus on the major financial statement components that
have unique accounting or auditing requirements for life insurance entities.
The organization of chapters 614 is as follows:

® Introductory material

® Regulatory matters

® General descriptions of accounting practices, both SAP and U.S.
GAAP

® Discussion of the auditor's understanding of internal control, in-
cluding the following:

— Understanding of the control environment

— Assessment of the risks of material misstatement
— Examples of control activities

— Description of the related information system

— Description of special audit considerations, if any

— Charts of audit considerations with examples of specific
audit objectives and control and auditing procedures

I.4 Chapter 6, "Auditing Inforce Files," emphasizes the significance of the
inforce files in the audit of a life insurance entity, and contains descriptions of
control and audit procedures for inforce files. Chapters 7—14 concentrate on the
major transaction cycles of a life insurance entity. Chapter 15, "Reports on Au-
dited Financial Statements," discusses reports on audited financial statements
and contains examples of various reports.

Auditing

LI.5 The auditor should identify and assess the risks of material misstate-
ment at the financial statement level and at the relevant assertion level related
to classes of transactions, account balances, and disclosures. For this purpose,
the auditor should

® identify risks throughout the process of obtaining an understand-
ing of the entity and its environment, including relevant controls
that relate to the risks, and considering the classes of transactions,
account balances, and disclosures in the financial statements.
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® relate the identified risks to what can go wrong at the relevant
assertion level.

® consider whether the risks are of a magnitude that could result in
a material misstatement of the financial statements.

® consider the likelihood that the risks could result in a material
misstatement of the financial statements.

1.6 The auditor should use information gathered by performing risk as-
sessment procedures, including the audit evidence obtained in evaluating the
design of controls and determining whether they have been implemented, as
audit evidence to support the risk assessment. The auditor should use the risk
assessment to determine the nature, timing, and extent of further audit pro-
cedures to be performed. When the risk assessment is based on an expectation
that controls are operating effectively to prevent or detect material misstate-
ment, individually or when aggregated, at the relevant assertion level, the
auditor should perform tests of the controls that the auditor has determined
to be suitably designed to prevent or detect a material misstatement in the
relevant assertion to obtain audit evidence that the controls are operating ef-
fectively.

L.7 The auditor should design and perform further audit procedures (tests
of controls or substantive procedures) whose nature, timing, and extent are
responsive to the assessed risks of material misstatement at the relevant as-
sertion level. The purpose is to provide a clear linkage between the nature,
timing, and extent of the auditor's further audit procedures and the risk as-
sessments. In designing further audit procedures, the auditor should consider
such matters as

® the significance of the risk.
® the likelihood that a material misstatement will occur.

® the characteristics of the class of transactions, account balance,
or disclosure involved.

® the nature of the specific controls used by the entity, in particular,
whether they are manual or automated.

® whether the auditor expects to obtain audit evidence to determine
if the entity's controls are effective in preventing or detecting
material misstatements.

The nature of the audit procedures is of utmost importance in responding
to the assessed risks. Because of the large volume of transactions associated
with life and health insurance, the auditor often employs both audit sampling
techniques (either statistical or nonstatistical) and computer-assisted auditing
techniques in certain tests.

1.8 Auditing guidance, including substantial guidance for each area re-
garding consideration of control environment, assessment of the risks of ma-
terial misstatement, and selected control and audit procedures, is provided for
each major financial statement component.

Audit Consideration Charts

1.9 The examples of specific audit objectives and control and audit pro-
cedures in the auditing sections of chapters 7-14 (in addition to the sections
devoted to the consideration of internal control), illustrate how the auditor
might assess control risk, perform audit procedures, and become familiar with
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internal control. The charts following each chapter are arranged by broad audit
objectives. These classifications may be useful in the evaluation process. There
need not be a one-to-one relationship between audit objectives and the control
or audit procedures. Some procedures may relate to more than one audit objec-
tive. On the other hand, a combination of procedures may be needed to achieve
a single audit objective. The illustrations are not intended to be all-inclusive
or to suggest that specific control procedures and audit procedures should be
applied. In fact, some control and audit procedures may not be relevant to a
particular life insurance entity because of the nature of its operations or the ab-
sence of certain kinds of transactions. Additionally, the absence of one or more
of the illustrative internal control procedures would not necessarily suggest a
weakness in internal control.

I.10 Many of the illustrative control procedures are premised on certain
essential characteristics of internal control as discussed in the control pro-
cedures section of each chapter. Control procedures include authorization of
transactions, segregation of duties, documentation, supervision and indepen-
dent review. These examples of characteristic control procedures have not been
repeated in the audit consideration charts.

I.11 Transactions not unique to life insurance entities. Many transactions
occur in the normal course of business that are not unique to the life insur-
ance industry. Such transactions include payroll, accounts payable, and cash
disbursements. This guide does not address any accounting or auditing con-
siderations regarding these business transactions for which the auditor should
follow general guidance as it applies to any other industry.

I.12 A glossary of terms and several appendixes have been included to
provide the reader with additional sources of information regarding the life
insurance industry. The appendixes are the following:

a. Appendix A, "List of Industry Trade and Professional Associations,
Publications, and Information Resources"

Appendix B, "Tllustrative Financial Statements"

Appendix C, "Life Insurance Entity Specific Disclosures"
Appendix D, "International Financial Reporting Standards"

Appendix E, "Schedule of Changes Made to the Text From the
Previous Edition"

SIS S
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Overview of the Life and Health Insurance Industry 1

Chapter 1

Overview of the Life and Health
Insurance Industry

Introduction

1.01 The function of insurance is to pool the risks of many persons who
are exposed to similar risks. For a payment known as a premium, insurance
entities undertake to relieve the policyholder of all or part of a risk and to
spread the total cost of similar risks among large groups of policyholders. One
of the primary purposes of life insurance is to provide financial assistance to
named beneficiaries at the time of the death of the insured. The long term
nature of the coverage involving the risk of death—a risk that increases with
age—is the distinguishing characteristic that sets life insurance apart from
other forms of insurance. Traditionally, life insurance entities provided life
and health products to protect against the loss of financial stability resulting
from premature death or illness, and provided annuity products to protect
against the risk of outliving one's financial resources. The primary emphasis
was on meeting the customer's insurance needs.

1.02 Recently, however, insurers have been providing a wide range of
financial service products that meet more of the customer's investment and
retirement savings needs. Although the mix of products has retained the tra-
ditional features of life and health insurance, there is an increased emphasis
on interest sensitive products and investment related contracts with a combi-
nation of fixed and variable features.

1.03 The Gramm-Leach-Bliley Act, enacted in 1999, removed restrictions
on bank affiliations with insurers and permits mergers that combine commer-
cial banks, insurers, and securities firms under one holding company. Until
passage of the Gramm-Leach-Bliley Act, the Glass-Steagall Act of 1933 had
limited the ability of banks to engage in securities related businesses, and the
Bank Holding Company Act of 1956 had restricted banks from being affiliated
with insurance entities.

Legal Forms of Organization

1.04 Life insurance entities may be grouped into the following four broad
categories according to the legal form of their ownership:

a. Stock entities

b. Mutual entities

c. Fraternal benefit societies
d

Assessment entities
Size and Composition of the Industry

1.05 Approximately 95 percent of the life insurance entities in business
are owned by stockholders. The remaining 5 percent are mutual entities,
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2 Life and Health Insurance Entities

fraternal benefit societies, and assessment entities. Mutual companies can con-
vert to stock companies by a process of demutualization.

1.06 In addition to the legal forms of organization, life insurance entities
can be identified by the kinds of insurance products they offer and the markets
they serve. For example, reinsurance entities do not serve the public directly,
but assume portions of the risk underwritten by insurance entities for their
contract holders. Captive insurance entities underwrite insurance exclusively
for the members or customers of a group, typically the captive's parent. An
example of a captive entity is a credit life insurance corporation that writes
insurance on customers of its finance entity or bank parent.

Stock Insurance Entities

1.07 A stock insurance entity is a corporation organized for profit with
ownership rights and control of operations vested in the stockholders. Gener-
ally, stockholders are not liable in the event of bankruptcy or the impairment
of capital. In most states, stock insurance entities may issue both participating
and nonparticipating contracts. Participating contracts are those contracts un-
der which a portion of the associated earnings are returned to contract holders
in the form of participating or contract holder dividends. Nonparticipating con-
tracts are those contracts under which contract holders have no right to share
in the associated earnings arising from their contracts. Stock insurance entities
may also pay dividends to their shareholders; however, these payments are a
return of profits and are reflected as a decrease in the retained earnings of the
stock insurance entity. Stock insurance entities, like other stock corporations,
are capitalized through the private or public sale of ownership shares.

Mutual Insurance Entities

1.08 A mutual insurance entity is an incorporated entity without pri-
vate ownership interests that operates for the benefit of its contract holders
and their beneficiaries. Mutual insurance entities issue participating contracts
that pay participating dividends. In a mutual entity, participating contract
holders are contractual creditors who have the right to vote for members
of the entity's board of directors and trustees, as provided by law. In some
states, the insurance laws provide that upon liquidation of a mutual insurance
entity, the net assets are to be distributed among the existing contract hold-
ers, and prior contract holders have no right to a share of the net assets. The
net assets and net income of a mutual insurance entity belong to the entity,
and on the termination of their contracts contract holders lose their rights and
interests in the mutual insurance entity.

1.09 Mutual insurance entities commonly create wholly owned stock sub-
sidiaries to issue nonparticipating contracts. The capital used to establish a
mutual insurance entity is usually obtained from contributions by the original
contract holders and the sale of interest bearing debt.

1.10 Many mutual insurance entities are seeking enhanced financial flex-
ibility and better access to capital to support long term growth and other strate-
gies to accomplish strategic initiatives.

1.11 Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 944-805 provides guidance on accounting by insur-
ance enterprises for demutualizations and the formation of mutual insurance
holding companies (MIHC). This guidance also applies to stock insurance
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enterprises that apply FASB ASC 944, Financial Services—Insurance, to ac-
count for participating policies that meet the criteria of FASB ASC 944-20-15-3.

1.12 FASB ASC 944-805 specifies the following:

® Financial statement presentation of the closed block (that is, the
block of participating business operated for the exclusive benefit
of the policies included therein for policy holder dividend purposes
only)

® Accounting for predemutualization participating contracts after
the demutualization date or formation of an MIHC

Emergence of earnings

Accounting for participating policies sold outside the closed block
after the date of demutualization or formation of an MIHC

® Accounting for expenses related to a demutualization and the
formation of an MIHC

® Accounting for retained earnings and other comprehensive income
at the date of demutualization and formation of an MIHC

® Accounting for a distribution from an MIHC to its members

FASB ASC 944-805-05 applies to past and future demutualizations or forma-
tions of an MIHC. Readers may refer to FASB ASC 944-805-05 for a complete
understanding of its provisions.

Fraternal Benefit Societies

1.13 A fraternal benefit society resembles a mutual insurance entity in
that, although incorporated, it does not have capital stock, and it operates for
the benefit of its members and their beneficiaries. Contract holders participate
in the earnings of the society, and the contracts stipulate that the society
has the power to assess its members if its legal reserves become impaired.
Fraternal societies use contracts that incorporate their charter, constitution,
and bylaws, in addition to the insurance contract. Any subsequent amendments
to the entity's charter or bylaws automatically amend the insurance contract.
The management of a fraternal benefit society is elected by member delegates
to national conventions, who in turn elect the officers and directors. Fraternal
benefit societies operating under a lodge system are exempt from federal income
taxation.

Assessment Entities

1.14 An assessment entity is a group of insureds that share similar in-
terests or characteristics, such as a religious denomination or a professional
group. Assessment entities represent only a minor segment of the industry and,
in many states, the organization of a new one is not permitted. Most existing
assessment entities have been reorganized on a "legal reserve assessment en-
tity basis," by which they charge fixed premiums and maintain the amount of
reserves required by law, but retain the right to call for additional premiums.
These entities are required by law to charge no less than the required mini-
mum rates and have an assessment clause only until they accumulate surplus
in excess of the legal minimum required. An assessment clause enables an as-
sessment entity to collect assessments from members if funds are not sufficient
to pay claims.
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Operations and Distribution Systems

Operations

1.15 The operations of life insurance entities are generally quite complex.
Depending on the products offered and market segments served, life insurance
entities can be organized into several departments or specialized areas, such as
accounting, actuarial, administration, agency, claims, contract issue, contract
holder services, information systems, investment, legal, marketing, product
development, and underwriting. These areas can be centralized so that they
assume entity wide responsibility, or they can be organized by product or line
of business. Given the nature of the life insurance business, all departments
may engage in activities that produce data that directly affect the financial
statements.

1.16 Life insurance entities offer a variety of products and may serve
unique markets, but are also apt to share a number of characteristics. Operat-
ing functions that are basic to life insurance entities include the following:

a. Underwriting and collection of premiums. Underwriting is the pro-
cess of establishing guidelines to evaluate and investigate appli-
cations for insurance, accepting or rejecting insurance risks, and
classifying those risks to determine the proper premium for each.
The proper selection and pricing of insurance risks are critical to a
successful insurance entity. Billing and collection of premiums are
significant operating activities of a life insurance entity.

b. Investment of premium. Once premiums for insurance coverage are
received, the life insurance entity invests the funds. Assumptions
regarding the use of investable funds and estimated maturities and
returns on those investments are inherent in the profit planning
and pricing policies of life insurance entities. Funds are invested
so that the income from the investments, plus the maturities and
anticipated renewal premiums, meet the cash flow needs of the
life insurance entity. In most jurisdictions, regulatory standards
and limitations on investment activities are intended to ensure
adequate stability and liquidity. Regulations may also prescribe
methods for valuing and reporting invested assets.

c. Payment of benefits and claims. The claim payment process in a
life insurance entity begins with the receipt by the entity of a no-
tice either to file a claim or fully or partially surrender a contract.
However, before receiving requests for benefit payments, life insur-
ance entities will have received premiums and recorded revenue.
To properly match revenues and expenses, estimates of liabilities
for future policy benefits (benefit and claim liabilities) and related
expenses must be made. Contract liabilities for future policy ben-
efits must be sufficient to provide for future promised benefits as
they become due. These benefit and claim liabilities are estimated
using generally accepted actuarial standards and methodologies
based on factors that include mortality, morbidity, interest rate,
withdrawal, and expense assumptions. Benefit and claim liabilities
are usually the most significant liability of life insurance entities.
Accurate databases, a good understanding of the industry environ-
ment, consistent application of acceptable approaches, and detailed
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comparisons of actual to expected results are necessary to produce
appropriate benefit and claim liability estimates.

Distribution Systems

1.17 Life insurance entities sell their products through various distribu-
tion systems. The choice of distribution systems is dependent on a number of
factors, such as relative cost considerations, marketing strategies, and product
processing requirements. Most life insurance entities employ either a general
agency or branch office distribution system, or some combination thereof; how-
ever, they are increasingly relying on other third parties, such as brokers, to
sell certain life insurance products.

1.18 Some life insurance entities sell home service insurance in small
amounts through door-to-door salespersons; these contracts may be issued on
either ordinary or home service contract forms. Premiums on such insurance
are generally collected by the agent on a weekly or monthly basis.

1.19 Life insurance entities are increasingly obtaining new business
through other channels, such as direct mail solicitation, advertising in the news
media, the Internet, and telemarketing. Still, the general agent and branch of-
fice systems remain the most common distribution systems.

1.20 Distribution systems, which are described in paragraphs 1.21-.23,
are distinctive as a result of their relationship with the life insurance entity.
However, distributors submit applications for insurance to the insurance en-
tity; distributors not only accept or reject the applications, but generally hold
the power to issue binding agreements.

1.21 General agencies. General agents are usually independent contrac-
tors and often are granted an exclusive territory in which to produce business
for a life insurance entity. However, this practice varies among entities and
usually does not apply to agencies operating in large metropolitan areas. Gen-
eral agents agree to promote an entity's interests, pay their own expenses
(although reimbursement may be provided by contract), maintain a satisfac-
tory agency force, and secure subagents. They perform services associated with
securing applications for insurance and the issuing of contracts. General agents
are compensated primarily by commission, a percentage of the premiums they
produce, plus certain allowances designed to cover related expenses. The al-
lowance may be a gross percentage, out of which the general agents pay the
subagents whom they appoint, or it may be a specific overriding commission,
with the subagents' and brokers' commissions paid directly by the insurance
entity. General agents typically represent only one life insurance entity, and
they commonly have vested rights to renewal commissions, depending on their
contractual agreement.

1.22 Branch offices. Branch office salespersons may be employees of a
life insurance entity, independent contractors, or employees of general agents.
Offices are operated by managers, who are usually salaried employees of the
life insurance entity. The manager's compensation may be based partly on pro-
duction; however, the manager usually does not have vested rights to renewal
commissions. The branch office's expenses are usually paid directly by the life
insurance entity.

1.23 Brokers. Brokers are independent agents who solicit business and
place it with various life insurance entities. They represent the contract holder
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and may write business with various life insurance entities. They submit ap-
plications for acceptance or rejection directly to the entity or through a general
agent, subagent, or other broker. Generally, brokers do not have any contrac-
tual relationship with the life insurance entity and represent only the insureds.
They are compensated on the basis of a commission, which is usually calculated
according to the amount of premium on contracts placed with the life insurance
entity. Brokers usually have vested rights to renewal commissions, depending
on their contractual agreement.

Maijor Lines of Business

1.24 Typically, the products of life insurance entities can be grouped into
seven broad lines of business. The majority of these insurance products are
sold on either a group or individual basis and on either a participating or
nonparticipating basis.

Life Insurance Contracts

1.25 Traditional life insurance contracts include whole life, term, and
endowment contracts that provide a fixed amount of insurance either for a
fixed term or over the life of the insured. The related benefits are payable only
upon the insured's death except for those contracts that contain living benefit
clauses. Premiums are paid over various periods as allowed under the terms of
the contract.

1.26 Universal life and similar contracts are contracts with terms that are
not fixed or guaranteed relative to premium amounts, expense assessments, or
benefits accruing to the contract holder.

1.27 Variable life contracts are contracts with adjustable terms that are
usually dependent on the investment performance of a specific separate pool of
assets, usually a separate account. Separate accounts are discussed further in
paragraph 2.21 and in chapter 14, "Other Assets and Liabilities, Lending and
Financing, Surplus Notes, Separate Accounts, Insurance-Related Assessments
and Equity—Contract Holders' Surplus."

1.28 Some annuity and life contracts sold as general account or sepa-
rate account products may combine fixed and variable features. The features
of these nontraditional contracts may be complex, and are offered in different
combinations, such that there are numerous variations of the same basic prod-
ucts being sold in the marketplace. FASB ASC 944-805 provides accounting
guidance for and examples of some of these product features.

Accident and Health Insurance Contracts

1.29 Accident and health insurance contracts are generally classified as ei-
ther medical indemnity contracts, which provide benefits for medical expenses,
or disability income contracts, which provide for periodic benefit payments for
a predetermined period (fixed or for life) in the event the insured is unable to
work as a result of total or partial disability resulting from illness or injury.

Annuity Contracts

1.30 Annuity contracts are arrangements whereby a contract holder is
guaranteed to receive benefits over a fixed or variable period commencing either
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immediately or at some future date. As stated in paragraph 1.28, some of these
products now may combine fixed and variable features.

Investment Contracts

1.31 Investment and similar contracts are those that do not subject the
insurer to significant insurance risks of contract holder mortality or morbidity
and are comparable to financial or investment products offered by other kinds
of financial institutions.

Fee-for-Service Contracts

1.32 Fee based services, such as group plan administrative services, in-
vestment advisory services, and other back office services, are contracts that
provide for services only, and do not contain significant elements of insurance
or investment risks to the life insurance entity.

1.33 In addition, life insurance entities commonly offer products through
noninsurance subsidiaries, such as finance entities, broker-dealer operations,
mutual funds, unit trusts, joint ventures, mortgage banks, and real estate
trusts. These ancillary services are beyond the scope of this guide.

Reinsurance

1.34 Frequently, life insurance entities respond to market conditions or
capital limitations by writing contracts on risks for amounts that exceed either
their financial capacity or willingness to be at risk of loss. Such risks are spread
among other insurance entities through reinsurance, which is the indemnifi-
cation by one insurer (referred to as the reinsurer or the assuming entity) of all
or part of a risk originally underwritten by another insurer (referred to as the
ceding entity or the direct writer).

1.35 All life insurance entities set limits on the amounts and kinds of
risks they will retain. Such limits are referred to as retention, and may differ
depending on the insured's age or the classification of the risk as standard
or substandard. Amounts at risk in excess of the retention limit are generally
reinsured for a negotiated fee arrangement. In reinsuring all or part of a risk, a
ceding entity does not discharge its primary liability to its insured, but reduces
its maximum exposure in the event of an unexpected loss by obtaining the
right to reimbursement from the assuming entity for the reinsured portion of
the loss. A ceding entity is also exposed to the possibility that the reinsurer
will be unable to make the reimbursement to the ceding entity.

1.36 Indemnity reinsurance transactions are between insurance entities,
not insureds. The legal rights of the insureds generally are not affected by
reinsurance except as described in paragraph 1.37 for assumption reinsurance.
The entity issuing the contract remains liable for the payment of the contract
benefits.

1.37 Reinsurance also applies to the sale of all or part of an entity's
insurance in force to another entity, commonly referred to as assumption rein-
surance. If the original contract is novated, the assuming entity legally replaces
the ceding entity as the primary obligor to the contract holder. Such a trans-
action may arise upon the insolvency or liquidation of an entity, or it may
be instituted by a management decision (with regulatory approval) to sell a
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portion of the business. (Regulators typically require the agreement of individ-
ual policyholders.)

Regulation

1.38 The insurance industry is deemed to be vested with the public in-
terest because it acts in a fiduciary capacity and therefore requires regulation.
In 1945, Congress passed the McCarran-Ferguson Act (Public Law 15), which
states that although the federal government has the right to regulate the in-
surance industry, it will not exercise this right as long as state legislation pro-
vides for adequate supervision of the industry. Statutes in each state provide
for the organization and maintenance of an insurance department responsi-
ble for supervising insurance entities and enforcing their compliance with the
law. Although statutes vary among states, the common principal objectives are
the development and enforcement of measures designed to preserve insurer
solvency, promote uniform reporting, and promote fair and nondiscriminatory
dealings with contract holders.

1.39 In a majority of states, life insurance entities may not organize with-
out the authorization of the state insurance department; in states in which
such authorization is not required, approval by the state insurance depart-
ment is necessary for the completion of organization. Life insurance entities
can be licensed in one or more states to conduct business in those states, and
although they are primarily subject to the regulations of their state of domicile,
they are also subject to the regulations of each state of license.

1.40 To preserve solvency, statutes generally

a. restrict investments of insurance entities to certain amounts and
kinds of assets.

b. prescribe methods of valuation of securities and other assets.

c. require maintenance of minimum reserves, capital, and surplus.
Risk based capital (RBC) is one method required by statutes; see
paragraph 1.50 for further discussion.

d. define those assets not permitted to be reported as admitted assets
in annual statements or audited statutory financial statements
filed with the state insurance department.

1.41 To promote uniform reporting, all states require that insurance en-
tities operating within their boundaries submit to the insurance commissioner
an annual and quarterly statement or Blank containing annual financial state-
ments and other financial information. Annual statements are required to be
filed on a calendar year basis and are prepared in accordance with account-
ing principles and practices that are prescribed or permitted by the insurance
department of the state of domicile. (See chapter 3, "Sources of Accounting
Principles and Reporting Requirements," for further discussion.) In addition,
regulators require that insurance entities include with their annual statement
an opinion of a qualified actuary regarding the adequacy of reserves and their
conformity with statutory requirements. Qualified actuary, as used here and
as defined in the National Association of Insurance Commissioners (NAIC) An-
nual Statement Instructions, is a member in good standing of the American
Academy of Actuaries, or a person who has demonstrated his or her actuar-
ial competence to the satisfaction of the insurance regulatory official of the
domiciliary state.
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1.42 To promote fair and nondiscriminatory dealings with contract hold-
ers, state statutes provide for the incorporation of certain standard provisions
in contracts, market conduct regulations, and certain pricing policies. State
insurance departments review and approve contract forms and perform mar-
ket conduct examinations involving pricing policies and notifications to con-
tract holders as required by law. Insurance agents, brokers, and salespersons
generally must qualify for and obtain licenses granted by a state insurance
department before they may solicit business in that state.

1.43 In general, premium rates for individual life insurance are regulated
but may not need permission in advance for rate changes. Maximum premium
limits are set for credit insurance. Premium rates for certain health insurance
coverages are supervised. Rate making bureaus exist in the property and liabil-
ity industry, but not in the life insurance industry. Controls are imposed on life
insurance premium rates by means of reserve regulation. Definitive benefit li-
ability requirements are a significant variable in the setting of premium rates
that are high enough to maintain minimum statutory reserves and surplus
levels.

1.44 A state insurance department usually consists of an insurance com-
missioner or a superintendent in charge, as well as his or her deputies, exam-
iners, accountants, actuaries, attorneys, and clerical assistants. The head of
the state insurance department, generally referred to as the commissioner, is
either appointed by the governor or elected. The state legislature is responsible
for enacting laws and statutes; however, the commissioner usually holds many
discretionary powers, including the authority to issue the rules and regula-
tions necessary to ensure compliance with the state's statutes. A commissioner
is not bound by precedent; that is, the commissioner may disregard his or her
own previous decisions as well as the decisions made by predecessors. Formal
acts of an insurance regulatory authority are set forth either as adjudications
or rulings. Adjudications are a commissioner's decision in a particular situa-
tion, such as a denial of a provision in a certain contract form requested by an
insurer. Rulings or regulations are regulatory decisions concerning situations
that have widespread implications; they apply to all activities over which the
state insurance department has jurisdiction. The insurance commissioner also
has the power to take remedial action against any entity in noncompliance with
the regulations of the affected state, including actions that would preclude the
insurance entity from writing further business in a particular state.

1.45 States generally conduct periodic financial examinations of life in-
surance entities. These examinations are conducted under the supervision of
the state insurance department of the entity's state of domicile with the par-
ticipation of other zones on request from other states in which the entity is
licensed to write business. Examinations generally are conducted every three
to five years, at the discretion of the state department of insurance. At the
conclusion of the examination, a detailed report, including any adjustments to
statutory surplus required by the state examiners, is issued. Generally, such
adjustments are not retroactively recognized in an entity's financial statement.
(See chapter 5, "General Auditing Considerations," paragraphs 5.116—.128 for
further discussion.)

1.46 Regulators may deem a life insurance entity unable to continue doing
business as a result of inadequate statutory surplus levels, and force the entity
into receivership, rehabilitation, or liquidation. (See chapter 4, "Audit Risk
Considerations," paragraph 4.07 for further discussion.)
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National Association of Insurance Commissioners

1.47 In 1871, to create greater uniformity in the laws and their adminis-
tration and to recommend desirable legislation to state legislatures, the state
commissioners of insurance organized an association known today as the NAIC.
The primary activities of the NAIC include monitoring financial condition and
providing guidance on financial reporting and state regulatory examinations.
Over the years, the work of the NAIC has helped eliminate many conflicts in
state law and promote more uniform and efficient regulation of insurance en-
tities. In June 1989, the Financial Regulation Standards were adopted, which
established baseline requirements for an effective regulatory system in each
state. The NAIC Financial Regulation Standards and Accreditation Program
was subsequently adopted to provide states with guidance regarding these
standards. The standards are divided into three categories: (1) laws and regu-
lations, (2) regulatory practices and procedures, and (3) organizational and per-
sonnel practices. Accounting, financial reporting, and auditing requirements
are included in the standards. Mandating certain requirements and certifying
that the states are in compliance, provides a degree of assurance that reg-
ulators have adequate authority to regulate insurers, have the resources to
carry out that authority and have in place administrative practices designed
for effective regulation.

1.48 NAIC codified statutory accounting. Statutory financial statements
are prepared using accounting principles and practices prescribed or permitted
by the insurance department of the state of domicile, referred to in this guide as
statutory accounting practices. The insurance laws and regulations of the states
generally require insurance entities domiciled in those states to comply with the
guidance provided in the NAIC Accounting Practices and Procedures Manual
except as otherwise prescribed or permitted by state law. The NAIC codified
statutory accounting practices for certain insurance entities, resulting in a
revised Accounting Practices and Procedures Manual. States generally require
insurers to comply with most, if not all, provisions of the revised manual.
Preparers of financial statements and auditors of an insurance entity should
continually monitor the status of the new guidance adopted as part of the
revised manual and the effects on the prescribed practices of the domiciliary
state.

1.49 Insurance Regulatory Information System.! States monitor the finan-
cial condition of insurance entities partially through the Insurance Regulatory
Information System (IRIS), which is a series of 12 ratio tests based on statu-
tory financial information. These ratios are intended to identify life insurance
entities that may be experiencing or trending toward financial difficulty. In-
surance entities that do not meet IRIS standards may be given a high priority
for additional regulatory surveillance. (Note that Commissions and Expenses
to Premiums and Deposits has been discontinued as a regular ratio.)

a. Overall Ratios

i. Net change in capital and surplus. This measures the im-
provement or deterioration in an entity's financial condi-
tion during the year. It is calculated by dividing the change
in capital and surplus between the prior and current year

1 From the National Association of Insurance Commissioners Insurance Regulatory Information
System, Kansas City, Kansas.
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(net of any capital and surplus paid in, including net in-
creases in surplus notes) by the prior year capital and
surplus. The usual range includes all results greater than
-10 percent and less than 50 percent.

ii. Gross change in capital and surplus. This ratio should
be compared to ratio 1. Ratio 2 also measures the im-
provement or deterioration in an entity's financial condi-
tion during the year. Unlike ratio 1, it takes into account
capital and surplus, including surplus notes, paid during
the year. The ratio is calculated by dividing the change in
capital and surplus from the prior year to the current year
by the prior year capital and surplus. The usual range in-
cludes all results greater than -10 percent and less than
50 percent.

iii. Netincome to total income (including realized capital gains
and losses). This ratio measures an entity's profitability
and is calculated by dividing net income from operations
(including realized capital gains and losses) by total in-
come (including realized capital gains and losses). The
usual range for this ratio includes all results greater than
Zero.

b. Investments

i. Adequacy of investment income. This profitability ratio
measures whether an insurer's investment income is ad-
equate to meet the interest requirements of its reserves.
It is calculated by dividing net investment income by in-
terest required (tabular interest reported in the analysis
of increase in reserves for policies and contracts involving
life or disability contingencies, the tabular fund interest
on accident and health policies and contracts, and the in-
vestment earnings credited to deposit type contract funds).
The usual range includes all results greater than 125 per-
cent and under 900 percent.

ii. Nonadmitted assets to admitted assets. This ratio mea-
sures the degree to which an entity has acquired nonad-
mitted assets, which may represent either nonproductive
assets or risky investments. To calculate, total nonadmit-
ted assets are divided by total assets. The usual range
includes all results less than 10 percent.

iii. Total real estate and total mortgage loans to cash and in-
vested sssets. This ratio measures the percentage of cash
and invested assets that are invested in real estate and
mortgage loans, a potential area of financial difficulty.
The ratio is calculated by dividing the sum of all mortgage
loans, BA mortgages, total real estate (including proper-
ties occupied by the entity, properties held for the pro-
duction of income, properties held for sale less encum-
brances, and BA real estate) by cash and invested assets
less amounts payable for securities. The usual range in-
cludes results less than 30 percent.
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Total affiliated investments to capital and surplus. This
ratio indicates potential risk from investments in affili-
ates. The ratio is calculated by dividing the sum of all
receivables and investments in affiliates by total capital
and surplus. The usual range includes all results less than
100 percent.

c. Surplus Relief

1.

Surplus relief. This ratio measures the adequacy of sur-
plus. The ratio is calculated by dividing net commissions
and expense allowances on reinsurance by capital and sur-
plus. For entities with capital and surplus of $5 million or
less, the usual range is greater than -10 percent and less
than 10 percent. For entities with capital and surplus in
excess of $5 million, the usual range includes those re-
sults which are greater than - 99 percent and less than
30 percent.

d. Changes in Operation
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1.

ii.

iii.

iv.

Change in premium. This ratio measures the percentage
change in premium from the prior to the current year.
The ratio is calculated by dividing the annual change in
total premiums, deposit type contract fund considerations
and other considerations, by prior year total premiums,
deposit type fund considerations and other considerations.
The usual range includes all results less than 50 percent
and greater than -10 percent.

Change in product mix. This ratio measures the average
change in the percentage of total premium from each prod-
uct line during the year. The percentage of premium from
each product line is first determined for current and prior
year. Then the difference in the percentage of premium
between the 2 years is determined for each product line.
Finally, the total of these differences, without regard to
sign, is divided by the number of product lines to deter-
mine the change in the percentage of premium for the
average product line. If total premiums for either year are
zero or negative, no result is calculated. The usual range
includes results less than 5 percent.

Change in asset mix. This ratio measures the average
change in the percentage of total cash and invested as-
sets for certain classes of assets. The change in asset mix
is calculated in the same manner as the change in product
mix ratio. The usual range includes all results less than
5 percent. Additionally, if total assets for either year are
zero or negative, the result is automatically considered
unusual.

Change in reserving ratio. This ratio measures the number
of percentage points of difference between the reserving
ratio for current and prior years. The ratio is calculated
by dividing the aggregate increase in reserves for indi-
vidual life insurance by renewal and single premiums for
individual life insurance. The usual range of the number
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of percentage points of difference includes all results less
than 20 percent but greater than a —20 percent. For enti-
ties with no industrial or ordinary life lines of business, a
ratio value of zero is within the range of acceptability.

1.50 Risk based capital. RBC is a program developed by the NAIC that
serves as a benchmark for the regulation of life insurance entities' solvency
by state insurance regulators. RBC requirements set forth dynamic surplus
requirements based on formulas similar to target surplus formulas used by
commercial rating agencies. The formulas specify various weighting factors
that are applied to financial balances or various levels of activity based on
the perceived degree of risk. The regulatory consequences of low capital and
surplus are determined by the ratio of the entity's capital and surplus to its
calculated RBC. (See chapters 4 and 5.) For life insurance entities, the RBC
formula focuses on the following four general kinds of risk (which are fully
discussed in paragraphs 4.03—-.07):

a. C-1—Asset risk (defaults)

b. C-2—Insurance risk (underwriting)

c. C-3—Interest rate risk (asset-liability matching)
d

C-4—Business risk (management, regulatory action, and other con-
tingencies)

Federal Regulations

1.51 Federal regulation of the life insurance industry has historically
concerned itself with financial reporting as regulated by the Securities and
Exchange Commission (SEC). Life insurance entities registered under Section
12 of the Securities Exchange Act of 1934 must comply with the SEC's periodic
reporting requirements and generally must file, pursuant to Section 13 of the
act, a Form 10-K annual report. Registered entities are also subject to proxy
solicitation and insider trading rules. Insurance entities making public offer-
ings are required to file under the Securities Act of 1933, and must thereafter
comply with the annual and periodic reporting requirements of the Securities
Exchange Act of 1934.

1.52 Insurance entities required to file a Form 10-K annual report must
comply with reporting requirements of Regulation S-X. Regulation S-X pre-
scribes the form, content, and requirements for financial statements for all
entities subject to the Securities Act of 1933, the Securities Exchange Act of
1934, the Investment Company Act of 1940, and other federal laws governing
the offering and sale of securities.

1.53 According to SEC rules, public offerings of variable life insurance and
annuity products (in which the benefits are based on the investment perfor-
mance of a separate account) are not exempt from the securities acts as these
are forms of investment contracts and are regulated by the SEC and must
comply with the annual and periodic reporting requirements of the Investment
Company Act of 1940.2 If the life insurance entity or its designated subsidiary

2 In January 2009, the Securities and Exchange Commission (SEC) issued Release No. 33—
8996, Indexed Annuities and Certain Other Insurance Contracts, that prospectively defines a class
of indexed annuities that fall outside the scope of the exemption for certain "annuity contracts"
or "optional annuity contracts" in Section 3(a)(8) of the Securities Act of 1933. The new definition

(continued)

AAG-LHI 1.

13

53



14 Life and Health Insurance Entities

is also the principal underwriter of the separate account, its distributors or
agents typically must be qualified and licensed as registered representatives.
In addition, the principal underwriter ordinarily must comply with reporting
requirements of the Securities Exchange Act of 1934, including the filing of an
annual report on Form X17a-5 and other filings required by broker-dealers.

1.54 Publicly held insurance entities and other issuers are subject to the
provisions of the Sarbanes-Oxley Act of 2002 and related SEC regulations im-
plementing the act. Their outside auditors are also subject to the provisions
of the act and to the rules and standards issued by the Public Company Ac-
counting Oversight Board, subject to SEC oversight. For further information
on these rules and regulations, see the preface, and chapters 3 and 5.

1.55 In addition, the Federal Trade Commission regulates insurance en-
tity mergers, mail order advertising, and other trade practices affecting com-
petition. The U.S. Department of Labor and the IRS administer the Employee
Retirement Income Security Act under which private pension plans are reg-
ulated. Life insurance entities (except for fraternal benefit societies exempt
from federal income taxation) are also subject to the rules and regulations of
the U.S. Department of the Treasury as specified in the Internal Revenue Code
(IRC). Additionally, under the Gramm-Leach-Bliley Act, if the insurance entity
is a member of a holding company system that includes banks or other finan-
cial institutions, the insurance entity may be subject to regulations passed by
financial institution regulators.

1.56 The Dodd-Frank Wall Street Reform and Consumer Protection Act.
On July 21, 2010, the president signed the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the Dodd-Frank Act) into law. The Dodd-Frank Act
was approved by the House on June 30, before narrowly clearing the Senate on
July 15. The Dodd-Frank Act will create new regulations for companies that
extend credit to customers, exempt small public companies from Section 404(b)
of the Sarbanes-Oxley Act of 2002, make auditors of broker-dealers subject to
Public Company Accounting Oversight Board (PCAOB) oversight, and change
the registration requirements for investment advisers. Some of the highlights
of the Dodd-Frank Act are summarized in the following paragraphs.

1.57 The Dodd-Frank Act creates a new systemic risk regulator called
the Financial Stability Oversight Council (FSOC). The FSOC will identify any
company, product, or activity that could threaten the financial system. It will
be chaired by the Treasury secretary, and members will be heads of regulatory
agencies, including the chairmen of the Federal Reserve, the Federal Deposit
Insurance Corporation (FDIC), and the SEC, among others. For those large
entities deemed a threat to the U.S. financial system, the FSOC can, under the
authority of a new orderly liquidation authority, authorize the FDIC to close
such entities under the supervision of the Federal Reserve. The FSOC, through
the Federal Reserve, will also have the power to break up large firms; require
increased reserves; or veto rules created by another new regulator, the Bureau
of Consumer Financial Protection, with a two-thirds vote.

(footnote continued)

applies if the amounts payable by the insurer under the contract are more likely than not to exceed
the amounts guaranteed under the contract. The rule will apply prospectively to indexed annuities
issued on or after January 12, 2011, and those meeting the definition will be required to register
under the Securities Act of 1933, but will generally continue to be exempt from ongoing reporting
under the Exchange Act of 1934. This topic has been the subject of litigation, readers should review
the release on the SEC's website under the "Final Rules" section.
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1.58 The new Bureau of Consumer Financial Protection (BCFP) consol-
idates most federal regulation of financial services offered to consumers. The
director of the BCFP replaces the director of the Office of Thrift Supervision
on the FDIC board. Almost all credit providers, including mortgage lenders,
providers of payday loans, refund anticipation loan providers, other nonbank
financial companies, and banks and credit unions with assets over $10 billion,
will be subject to the new regulations. Functions currently handled by existing
agencies are expected to be transferred to the BCFP, and the BCFP is expected
to assume full authority for consumer financial protection no later than 1 year
after enactment.

1.59 The Dodd-Frank Act recognizes that CPAs providing customary and
usual accounting activities (which include accounting, tax, advisory, or other
services that are subject to the regulatory authority of a state board of accoun-
tancy) and other services incidental to such customary and usual accounting
activities are already adequately regulated and, therefore, are not subject to
the BCFP's authority.

1.60 The Dodd-Frank Act amends the Sarbanes-Oxley Act to make per-
manent the exemption from its Section 404(b) requirement for nonaccelerated
filers (those with less than $75 million in market capitalization) that had tem-
porarily been in effect by order of the SEC. Section 404(b) of Sarbanes-Oxley Act
requires companies to obtain an auditor's report on management's assessment
of the effectiveness of the company's internal control over financial reporting.
In September 2010, the SEC issued Final Rule Internal Control Over Financial
Reporting in Exchange Act Periodic Reports of Non-Accelerated Filers (Release
Nos. 33-9142 and 34-62914), to conform its rules to this resulting change from
the Dodd-Frank Act.

1.61 The Dodd-Frank Act also provides for the PCAOB to create a program
for registering and inspecting the auditors of broker-dealers, including stan-
dard setting and enforcement. Currently, all auditors of broker-dealers must
be registered with the PCAOB. Covered auditors will now be required to follow
PCAOB guidance. The Dodd-Frank Act allows the PCAOB, in its inspection
rule, to differentiate among broker-dealer classes and to potentially exempt
introducing brokers, such as those who do not engage in clearing, carrying, or
custody of client assets.

1.62 The Dodd-Frank Act requires standardized swaps to be traded on
an exchange, or in other centralized trading facilities, to better promote trans-
parency in this complex market. Standardized derivatives will also have to
be handled by central clearinghouses. However, a measure requiring banks
to spin off their swaps trading units was scaled back in the final version
of the Dodd-Frank Act. Banks will still be able to trade swaps to hedge risk
and trade interest rate or foreign exchange swaps, but dealing in riskier swaps
transactions must still be moved into affiliates. Clearing and exchange trading
requirements are expected to become effective 360 days following enactment.

1.63 The Dodd-Frank Act gives the FSOC the duty to monitor domestic
and international financial regulatory proposals and developments, including
insurance and accounting issues, and to advise Congress to make recommenda-
tions in such areas that will enhance the integrity, efficiency, competitiveness,
and stability of the U.S. financial markets. The FSOC may submit comments to
the SEC and any standard-setting body with respect to an existing or proposed
accounting principle, standard, or procedure.
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1.64 Currently, the Investment Advisers Act of 1940 requires investment
advisers with over $30 million in assets under management to register with
the SEC. Under the Dodd-Frank Act, this threshold for federal regulation will
be raised to $100 million, with certain exceptions. This change will increase
the number of advisers under state supervision.

1.65 Because it lowers the legal standard from "knowing" to "knowing or
reckless," the Dodd-Frank Act may make it easier for the SEC to prosecute
aiders and abettors of those who commit securities fraud under the Securities
Act of 1933, the Securities Exchange Act of 1934, the Investment Company Act
0f 1940, and the Investment Advisers Act of 1940. Additionally, the Dodd-Frank
Act authorizes two studies on these matters. One of the studies directs the Gov-
ernment Accountability Office to investigate the impact of authorizing private
rights of action for aiding and abetting claims and to release its findings within
1 year. The second study directs the SEC to examine whether private rights
of action should be authorized for transnational or extraterritorial claims, and
that study is to be completed within 18 months.

1.66 The Dodd-Frank Act eliminates the private adviser exemption un-
der the Investment Advisers Act of 1940, which will consequently result in
more advisers having to register with the SEC. Advisers to venture capital
funds remain exempt from registration, as well as advisers to private funds
if such an adviser acts solely as an adviser to private funds and has U.S. as-
sets under management below $150 million. The Dodd-Frank Act also amends
the Investment Advisers Act of 1940 to specifically exclude family offices from
registration as an investment adviser. The new registration requirement will
become effective 1 year after enactment; however, any investment adviser may,
at the discretion of the investment adviser, register with the SEC during that
1-year period.

1.67 The Dodd-Frank Act requires a nonbinding shareholder vote on ex-
ecutive pay. At a public company's first shareholder meeting following the end
of the six month period after enactment, management must give shareholders
the opportunity to vote on how frequently shareholders will have a "say on pay"
(that is, annually, every two years, or every three years). Compensation based
on financial statements that are restated must be returned for the three years
preceding the restatement in an amount equal to the excess of what would
have been paid under the restated results. Listing exchanges will enforce the
compensation policies. The Dodd-Frank Act also requires directors of compen-
sation committees to be independent of the company and its management and
requires new disclosures regarding compensation.

Rating Agencies

1.68 Insurance entities are rated by independent rating agencies for fi-
nancial strength and claims paying ability. Insurance entity ratings are widely
used by sales agents to compare entities, and are important to consumers who
are buying insurance policies where claims may not be filed for years, or even
decades. A rating agency bases its rating on financial reports, interviews with
entity executives, data gathered through questionnaires, proprietary formulas
for assessing financial strength and the agency's opinion about the entity's busi-
ness prospects and quality of management. The major rating agencies include
Moody's Investors Service (for financial strength), Fitch (for claims paying abil-
ity), Standard & Poor's (for claims paying ability), and A.M. Best (for financial
strength).
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Federal Taxation

1.69 Taxation of U.S. life insurance entities has become increasingly com-
plex. Federal tax policies have a major effect, not only on the profitability of the
life insurance industry, but also on product design and the viability of existing
products. Paragraphs 1.58—.70 describe the major tax legislation that has af-
fected the life insurance industry and that is discussed further in chapter 13,
"Taxation of Life Insurance Entities."

1.70 The Revenue Act of 1921. This act provided for the taxation of invest-
ment income, to the extent that it was not required in the contract reserves to
liquidate present and future claims.

1.71 The Life Insurance Company Act of 1959. This act continued taxa-
tion of the insurance entity's share of investment income, but added taxation
of underwriting gains and introduced a complex three phase tax structure in
which taxable income varied according to the relationship of taxable invest-
ment income and taxable gain from operations. In certain situations, a portion
of otherwise taxable gain from operations was not currently taxed, but was
accumulated in a tax basis policyholders' surplus account, subject to future
tax if distributed, or if policyholders' surplus reached a specified maximum. In
determining underwriting gain, a deduction was allowed for the increase in
reserves. Tax basis reserves under the 1959 act were generally statutory re-
serves with an elective adjustment to increase reserves from preliminary term
to appropriate net level premium reserve.

1.72 The Deficit Reduction Act of 1984. This act replaced the 3 phase struc-
ture of the Life Insurance Company Act of 1959 with a simplified, single phase
structure. Proration of investment income into the entity's share and contract
holder's share was retained. A special deduction was provided equal to 20 per-
cent of otherwise determined taxable income. Tax basis reserves were revised
to be calculated using preliminary term methodology and prevailing statutory
interest rates and mortality or morbidity tables. The excess of the tax reserves
set by the 1959 act over those of the 1984 act were effectively forgiven, in that
the excess was not included in taxable income. The 1984 act included a provi-
sion to reduce the deductibility of contract holder dividends of mutual entities.
A portion of contract holder dividends of mutual entities was viewed as return
of equity, somewhat similar to shareholder's dividends of stock life insurance
entities. This provision was intended to result in equitable treatment of mutual
and stock entities regardless of the differences in their form of ownership. The
1984 act also included a definitional test for life insurance products based on
guideline premiums and cash value tests.

1.78 The Tax Reform Act of 1986. This act introduced a new alternative
minimum tax (AMT) that applies to all corporations, including life insurance
entities. The AMT is a second tax calculation that determines the amount
of tax a corporation ordinarily must pay if the AMT exceeds the regular tax
calculation. This act also repealed the 20 percent special deduction enacted in
1984.

1.74 1987 Revenue Act. This act was the first statute to create a require-
ment bringing many tax reserves below minimum statutory reserves by means
of the initiation of the applicable federal interest rate.
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1.75 The 1988 Tax Act. This act directly affected contract holders, in that
contracts afforded tax treatment as life insurance contracts were more narrowly
defined. Congress determined that certain contracts that resemble investment
vehicles more than life insurance should not be afforded the same tax treat-
ment as life insurance contracts. Under the 1988 tax act, certain classes of life
insurance contracts were defined as modified endowment contracts, which al-
ters the taxation of distributions to the contract holder for these contracts prior
to death. This provision is applicable to contracts issued after June 20, 1988.

1.76 The Revenue Reconciliation Act of 1990. The act passed in 1990 in-
creased the tax burden for life insurance entities by requiring changes in the
capitalization and amortization of contract acquisition costs and the treatment
of unearned and advance premiums, that will, in effect, defer certain tax de-
ductions or accelerate taxable income or both.

1.77 The Omnibus Budget Reconciliation Act of 1993. This act enacted IRC
Section 197, which requires that acquired intangible assets such as insurance
in force, goodwill and going concern value, be amortized by the straight line
method over 15 years. Additionally, specific rules apply to assumption reinsur-
ance transactions and the Section 197 interplay with tax deferred acquisition
costs.

1.78 The Small Business Job Protection Act of 1996. This act provided
market value accounting for modified guaranteed contracts.

1.79 The Health Insurance Portability and Accountability Act of 1996
and the Taxpayer Relief Act of 1997. These acts modified the rules related to
company owned life insurance (COLI) and limited the deductibility of interest
on indebtedness with respect to COLI policies on employees.

1.80 The Job Creation and Worker Assistance Act of 2002. This act tem-
porarily suspends IRC Section 809 for taxable years 2001, 2002, and 2003.
Section 809 provides that mutual life insurance entities reduce deductions for
policyholder dividends by an industry computed differential earnings amount.
This reduction is an estimation of the distributed ownership equity component
of the policyholder dividends that, in the case of a stock life insurance entity,
would take the form of nondeductible stockholder dividends.

1.81 The Pension Funding Equity Act of 2004. This act contains signifi-
cant changes to Section 501(c)(15) tax exempt insurance entities, modifies the
definition of a property casualty insurance entity, and repeals the Section 809
differential earnings adjustment for mutual life insurance entities. Separate
portions of the act have multiple effective dates, starting with tax years begin-
ning after December 31, 2003.

1.82 The American Jobs Creation Act of 2004 (Pub. L. No 108-357), ef-
fective October 2004, contains changes to a variety of areas. Areas of practice
affecting insurance entities include but are not limited to, unfunded deferred
compensation plans, new disclosure and penalty regimes for reportable trans-
actions (tax shelters), distributions from policyholder and shareholder surplus
accounts, foreign earnings taxation (including tax credits and repatriation),
and transition repeal of the Foreign Sales Corporation/Extraterritorial regime.
More specifically for insurance entities, the Senate amendment provision sus-
pends for a stock life insurance entity's taxable years beginning after December
31, 2003, and before January 1, 2006, the application of rules imposing income
tax on distributions to shareholders from the policyholder's surplus account of
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a life insurance entity (IRC Section 815). The provision also reverses the order
in which distribution reduces various accounts, so that distributions would be
treated as first made out of the policyholder's surplus account, to the extent
thereof, and then out of the shareholders surplus account, and lastly out of
other accounts. Furthermore, because foreign related party reinsurance ar-
rangements may be used as a technique for eroding the U.S. tax base, the act
amends IRC Section 845(a) to clarify that the IRS has the authority to allocate,
recharacterize, or make any other adjustment to items of each party to a rein-
surance agreement, in order to reflect the proper amount, source, or character
of the item.

1.83 The American Recovery and Reinvestment Act of 2009. In February
2009, President Obama signed legislation designed to work hand in hand with
the Emergency Economic Stabilization Act of 2008 to stimulate the U.S. econ-
omy. The Recovery Act is designed primarily to combat the rising unemploy-
ment trends, put more money in the hands of consumers, and reduce the like-
lihood that state and local governments will need to raise taxes significantly.

State Taxation

1.84 State taxation of life insurance entities is usually based on premium
revenues received within each taxing authority in which the entity is licensed
to write business. Tax rates vary among states, and some states may require
the filing of income tax returns by both domestic and foreign insurers. Counties
and municipalities may also levy taxes that are generally based on premiums
and that are usually collected in lieu of other state income taxes.

State Guaranty Funds

1.85 The primary role of the state guaranty system is to provide protection
for contract holders in the event that an insurance entity fails. Generally,
a state's guaranty laws provide for the indemnification of losses suffered by
contract holders through assessments against other solvent insurers licensed
to sell insurance in that state. Assessments are based primarily on premium
writings, whereby each insurance entity pays the same assessment rate based
on the volume of business written. There are, however, state-by-state limits
on the kinds of insurance and amounts of losses that the guaranty fund will
pay. Losses generally are paid by the guaranty fund in the state in which a
particular contract was written. In some cases, however, losses are paid in the
state in which the contract holder currently resides, regardless of the state of
domicile of the underwriter. In a number of states, an insurance entity may
receive a partial or full reduction of premium taxes because of assessments
paid. See chapter 14 for a further discussion.

1.86 The National Organization of Life and Health Insurance Guaranty
Associations assists in handling multistate insolvencies, acts as a clearing-
house for information, and provides a forum for resolution of issues and prob-
lems arising from the operation of the state guaranty funds.

Industry Associations

1.87 The life insurance industry has many industry associations to help
with the multitude of issues affecting it. See appendix A, "List of Industry Trade
and Professional Associations, Publications, and Information Resources."
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International Considerations

1.88 The removal of trade barriers among members of the European Com-
munity in 1992, the stabilization of currencies in Central and South America,
and the growing prosperity of the Pacific Rim nations give U.S. life insurance
entities immense opportunities for international expansion. The large number
of entities that already operate in the global marketplace is rapidly increasing
as the ownership of the industry changes and as established insurance entities
are purchased by overseas investors.

1.89 Despite the growing trend toward globalization, there are persis-
tently and widely different practices for the supervision and taxation of the
industry throughout the world. In addition, accounting principles and practices
vary widely. The European Union made International Accounting Standards
Board (IASB) standards mandatory by 2005 for all listed entities in Europe
and the U.K. The IASB and its predecessor organization have been working for
several years to develop guidance on accounting for insurance contracts.

1.90 The IASB split its insurance contract project into two phases so
that some components of the project were completed by 2005 without delaying
the rest of the project. Phase I addresses the application of existing Interna-
tional Financial Reporting Standards (IFRSs) to entities that issue insurance
contracts. Phase II, initiated in September 2004, is a comprehensive project
on accounting for insurance contracts. The issuance of IFRS No. 4, Insurance
Contracts, along with Basis for Conclusions on IFRS 4 and Implementation
Guidance to IFRS 4 brought to a close phase I of the international insurance
project.”

1.91 Effective for the aforementioned international insurers for annual
periods beginning on or after January 1, 2005, IFRS No. 4 provides the frame-
work for accounting for insurance contracts until the JASB completes phase
II. IFRS No. 4 generally allows insurance contracts to be accounted for under

* The International Accounting Standards Board (IASB) and its predecessor organization have
been working for several years to develop guidance on accounting for insurance contracts. The project
was split into two phases. Phase I addressed the application of existing International Financial Re-
porting Standards to entities that issue insurance contracts. Phase II, initiated in September 2004,
is a comprehensive project on accounting for insurance contracts.

On August 2, 2007, the Financial Accounting Standards Board (FASB) issued the invitation to
comment An FASB Agenda Proposal: Accounting for Insurance Contracts by Insurers and Policyhold-
ers. That invitation to comment included a discussion paper issued by the IASB, Preliminary Views
on Insurance Contracts, setting forth its preliminary views on the main components of an accounting
model for an issuer's rights and obligations (assets and liabilities) under an insurance contract. FASB
issued the invitation to comment to gather information from its constituents to help decide whether
there was a need for a comprehensive project on accounting for insurance contracts and whether
FASB should undertake such a project jointly with the IASB.

In October 2008, FASB decided to join the IASB's insurance contract project.

In July 2010, the IASB issued the exposure draft Insurance Contracts. In developing the IASB's
exposure draft, most of the discussions about the proposed insurance accounting approaches were
held jointly with FASB. Although the boards reached common decisions in many areas, they reached
different conclusions in others. Some FASB members prefer the IASB's proposed measurement model;
however, the majority prefer an alternative model. Regardless of FASB members' individual views
and uniform commitment to convergence, FASB determined that additional information was needed
about whether the possible new accounting guidance would represent a sufficient improvement to
U.S. generally accepted accounting principles to justify issuing new guidance. On September 17, 2010,
FASB issued, for public comment, the discussion paper Preliminary Views on Insurance Contracts.

The boards are redeliberating significant issues based on feedback received on the IASB expo-
sure draft and FASB discussion paper. The IASB is expected to issue a final standard and FASB is
expected to release an exposure draft by the end of 2011. Readers should remain alert to any final
pronouncements.
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the insurer's existing local accounting with some enhancements to those local
standards. Although IFRS No. 4 permits the continuation of the existing local
accounting for insurance contracts, the standard has imposed a requirement
that the contract must contain significant insurance risk to qualify as an insur-
ance contract under IFRS No. 4. The standard applies to reinsurance contracts
as well as insurance contracts. IFRS No. 4 does not apply to other assets and
liabilities of an insurer. Readers with international reporting situations should
continue to be alert to potential developments in international accounting stan-
dards for insurance contracts. Additionally, for reporting, auditors can refer to
Interpretation No. 14, "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," of AU section 508,
Reports on Audited Financial Statements (AICPA, Professional Standards, AU
sec. 9508 par. .56-.59).

Terrorism

1.92 Life and health insurance entities with property and casualty lines
of business need to follow the Terrorism Risk Insurance Act of 2002 (TRIA)
and its amendment, the Terrorism Risk Insurance Extension Act of 2005, and
the Terrorism Risk Insurance Program Reauthorization Act of 2007. The 2002
act created a federal backstop for property and casualty insurance entities
covering acts of terrorism in excess of $5 million. Insurance entities would
pay a deductible equal to 7 percent, 10 percent, and 15 percent of prior year
premiums in 2003, 2004, and 2005, respectively. The government would then
cover 90 percent of everything exceeding the deductible with insurance entities
liable for the other 10 percent. Federal payments would be capped at $90 billion,
$87.5 billion and $85 billion, in 2003, 2004, and 2005, respectively. Among other
matters, the act also mandates that insurers shall make terrorism insurance
available under all of its property and casualty insurance policies on the same
terms and conditions as the underlying policy.

1.93 Effective January 1, 2006, the Terrorism Risk Insurance Extension
Act of 2005 adds new program years 4 and 5 (2006 and 2007, respectively) to
the definition of insurer deductible. The insurer deductible is now set as the
value of an insurer's direct earned premiums for (newly defined) commercial
property and casualty insurance over the immediately preceding calendar year
multiplied by 17.5 percent and 20 percent for 2006 and 2007, respectively.
A newly added program trigger prohibits payment of federal compensation
unless the aggregate industry insured losses from an act of terrorism exceeds
$50 million and $100 million for 2006 and 2007, respectively. Additionally,
subject to the program trigger, the federal share is 90 percent and 85 percent
of an amount that exceeds the applicable insurer's deductible in 2006 and 2007,
respectively.

1.94 On December 26, 2007, the Terrorism Risk Insurance Program Reau-
thorization Act of 2007 was signed into law. This act extends TRIA through De-
cember 31, 2014. See www.treasury.gov/about/organizational-structure/offices/
Pages/Terrorism-Risk-Insurance-Program.aspx for recoupment provision revi-
sions and other specifics not discussed here.

1.95 In January 2006, the NAIC adopted two model disclosure forms to
assist insurers in complying with the Terrorism Risk Insurance Extension Act
of 2005. The model disclosure forms may be used by insurers to meet their
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obligation under the rules and provide policy holders of the status of current
coverage, and in some cases, make a selection regarding future insurance cov-
erage for acts of terrorism. Insurers ordinarily must comply with state law
and the act and are encouraged to review the disclosure forms in light of their
current policy language, state legal requirements and the provisions of the act.

1.96 Additionally, the NAIC's Terrorism Insurance Implementation
Working Group adopted a model bulletin intended to help state insurance
regulators advise insurers about regulatory requirements related to the recent
extension of the TRIA. The model bulletin provides guidance to insurers related
to rate filings and policy language that state regulators would find acceptable
to protect U.S. businesses from acts of terrorism. The model bulletin describes
important changes that are contained in the 2005 act and informs insurers
regarding whether rate and policy form filings might be needed. For additional
information see www.naic.org/topics/topic_tria.htm.
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Chapter 2

Characteristics of Life and Health
Insurance Products

Introduction

2.01 Traditionally, life insurance entities provided primarily life and
health insurance products. Today, life insurance entities provide a variety of
financial service products that meet their customers' needs for services related
to retirement and investment as well as their life and health insurance needs.

Classification of Insurance Contracts

Broad Lines of Business

2.02 Products offered by life insurance entities generally can be grouped
into the following broad categories:

a. Life insurance contracts

i. Traditional whole life
ii. Term life

iii. Endowments

iv. Universal life
v. Variable life

vi. Adjustable life

vii. Living benefit life

viii. Supplemental benefits (riders), including waiver of pre-
mium and accidental death benefit

ix. Supplementary contracts, including settlement options
and dividend options

b. Accident and health insurance contracts

i. Disability contracts, including short and long term disabil-
ity contracts

ii. Medical expense insurance, including major medical
plans, hospital indemnity plans, and dental

iii. Medicare supplemental contracts
iv. Long term care contracts
c. Annuity (investment) contracts
i. Variable annuities
ii. Fixed annuities
d. Other Investment contracts
i. Guaranteed investment contracts (GICs)
ii. Funding Agreements

iii. Other deposit contracts, including 401(k), 403(b), and 457
contracts

e. Fee-for-service contracts, including administrative services only
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Participating or Nonparticipating Classification

2.03 Life, accident, and health, or annuity insurance, contracts can be sold
on a participating or nonparticipating basis. With participating contracts, the
contract holder shares in the experience of the insurance entity either through
direct reimbursement with participating dividends or through an increase in
contract benefits, such as paid-up additions or term additions. With nonpartic-
ipating contracts, contract holders have no right to share in this experience.

Group or Individual Classification

2.04 All of the kinds of coverage discussed in this chapter are offered
to persons as either individuals or members of a group. Individual insurance
is characterized by single contracts that insure one person or one life. Group
insurance is characterized by a group contract or master contract, an experience
rating based on large groups, and group underwriting. Group insurance is
generally issued without a medical examination to each member of a group of
persons with related interests (for example, an employer group or a professional
group), and is customarily written on a yearly renewable term (YRT) basis.
However, group universal life, group variable life, as well as permanent group
life insurance contracts are also sold.

2.05 Each member of the group is covered by a master contract and is
issued a certificate of insurance that describes the coverage provided under the
master contract. Because the insured is not the owner of the contract, group
members are often referred to as third party beneficiaries of the insurance
contract.

Accounting Classification

2.06 Insurance contracts are also classified as either short duration or
long duration contracts, and as insurance contracts or investment contracts,
primarily for the purpose of prescribing U.S. generally accepted accounting
principles as defined in Financial Accounting Standards Board Accounting
Standards Codification 944-20. (See chapter 7, "Insurance Revenues," for a
detailed discussion of accounting classification of contract types.)

2.07 Insurance contracts are considered short duration contracts if the
insurance protection is for a fixed period of short duration and the insurer can
cancel or adjust the provisions of the contract at the end of any contract pe-
riod. Contracts generally are considered long duration contracts if they require
performance of various functions and services for an extended period of time
and are not subject to unilateral changes in their provisions. Limited payment
contracts are long duration contracts that have fixed and guaranteed terms,
and require premium payments over a shorter duration than the period for
which benefits are provided. Long duration contracts with terms that are not
fixed or guaranteed are referred to as universal life type contracts. Participat-
ing contracts are specifically excluded from the universal life type category.
Life insurance entities write both short duration contracts! (such as credit life
and certain accident and health contracts) and long duration contracts (such

I Technical Questions and Answers sections 1200.06—.16 (AICPA, Technical Practice Aids), pro-
vide information in the area of finite insurance products utilized by noninsurance enterprises. The
guidance provides information to assist insurance customers and their practitioners in identifying
the relevant literature to consider in addressing their specific facts and circumstances.
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as whole life, guaranteed renewable accident and health, endowments, uni-
versal life, and annuity contracts with significant life contingencies). Unlike
insurance contracts, investment contracts do not subject the life insurance en-
tity to significant mortality and morbidity risks (referred to as insurance risk).
For statutory purposes, investment contracts are those contracts that do not
subject the life insurance entity to any insurance risks.

Types of Contracts

Life Insurance Contracts

2.08 Traditional whole life contracts. Under these contracts, payment of
the face value of the contract is made upon the death of the insured. These
contracts are designed to provide a fixed amount of insurance coverage over
the life of the insured. Whole life plans contain provisions for the accumulation
of a savings element that is referred to as the cash value. The contract holder
can terminate the contract by surrendering the contract and receiving the
accumulated cash value as payment (also referred to as the surrender value).
There may be a provision for surrender charges, which are penalties for early
withdrawal of funds in the form of a withdrawal charge, a back end or front end
charge, or some other contract charge. All states have nonforfeiture laws that
define the minimum amount that must be returned to the contract holder upon
surrender of a contract. Most contracts allow the surrender (nonforfeiture)
value to be taken in cash, in a reduced amount of paid-up insurance of the
same kind as the original contract, or in extended term insurance for a period
of time for the full face amount of the contract.

2.09 Premiums are paid over various periods according to the terms of
the contract. Whole life contracts usually have a level premium, which can
be paid annually or more frequently. With ordinary or straight life contracts,
premiums are payable as long as the insured lives. Limited payment contracts
are arranged so that premiums are paid for a limited number of payments or
a single amount, after which the contract becomes paid up for its full amount.
Payment limitations may be expressed in terms of the number of annual pre-
miums (for example, a 20 payment life), or the age up to which premiums
ordinarily must be paid (for example, 65). Because limited payment contracts
require premium payments for a term that is shorter than the contract term,
the annual level premium must be higher than that charged for comparable
straight whole life plans.

2.10 Single premium plans are available. These are characterized by a
lump sum or one time premium payment at the inception of the contract,
usually with some stated minimum premium amount.

2.11 Most whole life contracts contain features that allow contract holders
to borrow against the cash value. These loans are generally referred to as policy
loans. The borrower generally must pay interest charges on the loan at a rate
permitted by the regulations of the state of domicile. Many contracts contain
provisions that allow the life insurance entity to generate an automatic policy
loan to pay the premium if the insured does not make a premium payment.
If the contract holder dies during the period that the loan is outstanding, the
death benefit will be reduced by the amount of the loan plus accrued interest
thereon.

25
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2.12 Term life contracts. Under term life contracts, life insurance coverage
is provided for only a specified period and usually does not include the accu-
mulation of cash values. The amount of insurance coverage may be level for
a specified period (level term), or decrease over the contract term (decreasing
term). Level-term contracts frequently contain an option to renew the contract
for a limited number of additional periods without a medical examination, re-
gardless of the health of the insured, up to a maximum age, such as 60 or 65,
and are generally referred to as YRT. The premium may increase with each re-
newal period and is based on the attained age of the insured. Rights to convert
to a whole life contract or an endowment contract may also be contained in the
term contract.

2.13 In addition to traditional YRT contracts, many entities now issue
reentry or revertible term life contracts, which give insureds the right to requal-
ify for lower premiums after a few years (generally 10 years), provided they
can satisfy underwriting standards for newly issued life contracts. For those
who remain healthy, the resulting premium pattern is generally lower than
that of YRT contracts. However, for those insureds who cannot requalify, the
resulting premium pattern is generally higher than that of YRT contracts be-
cause reentry contracts will be priced as nonpreferred or substandard risks at
the reissue date.

2.14 Credit life. Credit life insurance is another kind of term insurance
that is issued to borrowers for the amount and term of the outstanding debt.
Credit life insurance can be level or decreasing term insurance (the amount
of life insurance coverage decreases in proportion to decreases in the amount
of outstanding debt) and is usually associated with residential mortgages and
consumer debt. Credit life contracts provide benefits should the borrower die
before the debt is repaid or expire at the end of the term. Credit life contracts
do not have the convertibility features of other term contracts.

2.15 Endowment contracts. These contracts are principally savings con-
tracts that incorporate an element of life insurance protection so that if the
insured dies before the contract matures, the face amount of the contract is
paid to a beneficiary. If the insured is still living at the maturity date, he or
she receives the face amount of the contract. Endowment contracts mature
at a specified attained age of the insured or at the end of a specified period.
Premium payments are made over this specified period, but may also be made
under a single premium or limited payment plan.

2.16 Universal life contracts. Typically, universal life contracts are long
duration contracts with terms that are not fixed or guaranteed with respect
to premium amounts, expense assessments, or benefits accruing to the con-
tract holder. Such contracts divide the pure insurance protection, the related
expense charge, and the cash value accumulation into separate and distinct
components.

2.17 Considerable flexibility exists with respect to payment of premiums
on universal life contracts; however, contracts may be issued with fixed or
flexible premium payment schedules. Generally, most life insurers only require
payment of the initial year's premium, after which the amount and incidence of
the premium payments can be unilaterally varied by the contract holder within
the contract's stated terms. Universal life contracts will remain in force as long
as there is sufficient cash value or premium payments are made to cover the
current cost of insurance and other related charges.
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2.18 Universal life contracts have an internal structure with investment,
expense, and mortality elements that are separately and specifically defined.
The amounts assessed by the life insurer for these elements are not fixed or
guaranteed by the contract. The amounts accruing to the contract holder (such
as interest credited on cash values) are not fixed or guaranteed; however, there
is a minimum guaranteed interest rate that applies to the accumulation of cash
values stated in the contract. Any interest credits in excess of the minimum
guaranteed rates (referred to as excess interest credits) either are determined
at the discretion of the life insurance entity, based on current and expected
future investment performance or based on an external index such as the rates
for U.S. Treasury Bills.

2.19 Most universal life type contracts have a surrender charge designed
to encourage persistency. Surrender charges may be in the form of a front end
load on premium or a back end load on withdrawals of cash value. These surren-
der charges are intended to help recoup the initial costs of selling and issuing
the contracts that do not persist; generally the charges decrease annually, the
longer the contracts remain in force. There may be other forms of inducements,
such as persistency bonuses or credited interest rate differentials for contracts
that persist.

2.20 Asrequired by state law, universal life contracts also have policy loan
provisions that are similar to those of traditional whole life contracts. The loan
interest rates may be different from those credited to the contract; therefore,
life insurance entities generally credit only the guaranteed rate or a lower rate
to the portion of the contract value that represents an outstanding loan.

2.21 Variable life contracts. Variable life contracts are those long duration
contracts designed to give the contract holder the ability to choose the contract's
underlying investment vehicle from among the investment options offered by
the life insurance entity and to bear the risk of investment performance. These
contracts have features whereby death benefits, cash surrender values, and
premium amounts vary with the investment performance of a specific separate
pool of assets, usually a separate account. A separate account is a legally re-
stricted fund that is segregated from all other assets of the life insurance entity.
State insurance laws provide that assets in separate accounts may be invested
without regard to restrictions covering general investments of life insurance
entities. Separate account assets generally are not available to cover general
account liabilities except to the extent they are in excess of amounts necessary
to satisfy separate account policyholder liabilities. Variable life contracts also
contain provisions similar to those included in universal life-type contracts for
surrender charges and policy loans.

2.22 With variable life insurance, the contract holder has direct partici-
pation in the investment earnings of the separate account or asset pool. Most
life insurance entities offer contract holders a choice of investment strategies.
This is accomplished by specifying the separate account investment vehicles,
which are typically a family of mutual funds regulated under the Investment
Company Act of 1940. The family of mutual funds may or may not be sponsored
by the life insurance entity and may be invested in various instruments, such
as equity securities or high grade bonds. Cash values of variable life plans are
not guaranteed, and actual investment experience will cause fluctuations in
the cash values and the death benefit; however, the death benefit cannot fall
below a contractually determined guaranteed minimum amount.
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2.23 Variable life insurance is subject to the Securities Act of 1933 and the
Investment Company Act of 1940. Most variable life products can be sold only
by appropriately licensed representatives under the Securities Act of 1933.

2.24 Adjustable life contracts. Adjustable life contracts effectively allow
contract holders to make changes in their insurance plans without the need
for the life insurance entity to issue riders or replace the contract in order
to more appropriately meet the contract holder's insurance needs or changing
financial situation. This kind of contract includes features that, within limits,
allow changes in the following contract elements:

a. Face amount
b. Premium amount and payment period
c. Duration of coverage

2.25 The flexibility of adjustable life contracts allows the contract holder
to choose two of the three contract elements, and the third is determined by
the choice of the first two.

2.26 Increases in coverage generally require evidence of insurability, al-
though some adjustable life contracts allow cost-of-living increases on a guar-
anteed issue basis.

2.27 Living benefit.2 Living benefit features allow contract holders who
have whole life, term life, as well as universal life contracts and who can show
proof of a terminal illness or deterioration in health condition, to collect portions
of the face amount of their life insurance contract while they are still living. The
rationale behind such products is that contract holders should be able to use
the benefits promised by the contract before death. The payments made before
death on these contracts are called viatical settlements or life settlements.”

2.28 Supplemental benefits. The basic death benefit for most life, accident
and health, and endowment contracts can be supplemented by the use of riders.
The most common riders are the following:

a. Waiver of premium waives required premium payments in the
event of disability of the insured.

b. Accidental death benefit is often referred to as double indemnity
and pays twice the face amount of the contract if the insured dies
as a result of an accident. These supplemental benefits may be
sold for additional premiums or are included in the basic contract
premium.

2.29 Supplementary contracts. Upon the death of the insured, the proceeds
of the contract become payable to the named beneficiary. A supplementary con-
tract is an agreement between the life insurance entity and either the insured
or the beneficiary to provide for full or partial settlement of the amounts due

2 Financial Accounting Standards Board Accounting Standards Codification 325-30 provides
initial and subsequent measurement guidance and financial statement presentation and disclosure
guidance for investments by third party investors in life settlement contracts.

* On June 4, 2007, amendments to the Viatical Settlements Model Act were adopted. The Na-
tional Association of Insurance Commissioners (NAIC) Executive Committee decided on June 3, 2007,
that this act met the necessary criteria to become a NAIC model law. This amendment addresses
several issues in the life settlement marketplace, including an emerging type of life insurance practice
known as Stranger-Originated Life Insurance (STOLI). The model strengthens several consumer pro-
tections and imposes a five year ban settling a life insurance policy with specified elements indicative
of a STOLI transaction. Readers should remain alert to developments in this area.
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under the original contract. Most life insurance entities allow the proceeds to
be paid either in a lump sum in cash, or offer various settlement options that
typically include payment options and interest options that allow a portion of
the proceeds to remain with the life insurance entity to accumulate interest.
Some payout options are similar to annuities in that they have contingencies
on the beneficiary's life (referred to as with life contingencies). Other payout
options are for a fixed period of time regardless of the beneficiary continuing to
be alive (referred to as without life contingencies).

2.30 Generally, life insurance entities that issue participating contracts
allow the insured several dividend options. The five basic options are: cash,
reduction of premiums, paid-up additions, accumulation at interest, and pur-
chase of one year term insurance.

Accident and Health Insurance Contracts

2.31 Disability income insurance contracts. This coverage protects the
insured against loss of income as a result of the partial or total inability to
work as a result of illness, injury, or disease. The contracts are either short
term contracts that provide benefits for a limited number of weeks or long
term contracts that provide benefits for an extended period. Most long term
disability contracts provide benefits to age 65 or for life. The long term contract
is primarily characterized by an extensive elimination period, usually 30 to 180
days, before benefits begin.

2.32 Medical expense insurance. This broad base of coverage is designed
to indemnify the insured against incurred losses covering virtually all kinds
of expenses associated with medical care and related services. Contracts differ
widely among insurers as to total dollar limits and specific benefits covered.
These generally contain some method of cost sharing of medical costs with the
contract holder through either copayment plans, which specify a formula for
the sharing of actual medical expenses between the insurer and the contract
holder, or deductibles, which specify a dollar amount of medical expense the
contract holder generally must pay before the insurance coverage begins, or
both. Many plans have also introduced cost containment provisions, such as
required use of preferred providers, or specified dollar amounts of coverage per
injury or illness.

2.33 Most medical benefit coverage is provided under group contracts.
Medical expense contracts allow for assignment of benefits, and most benefit
payments are assigned by the insured to go directly to the provider. Most
medical expense plans are issued with various riders similar to those attached
to life insurance contracts (for example, riders for waiver of premium in the
event of disability and specific coverage riders such as childbirth).

2.34 Medicare supplement contracts. As part of the Social Security Amend-
ments of 1965 (Public Law 89-97), Congress enacted a three-part program for
medical care for the aged and needy. The Social Security Act (The Public Health
and Welfare, U.S. Code 42) provides health insurance protection to qualified
individuals under part A (hospital insurance) and part B (voluntary supplemen-
tary medical insurance). Those two parts are collectively known as Medicare.
The third part of the program, Medicaid, provides assistance to the needy.
Pursuant to the Balance Budget Act of 1997, managed care plans and medical
savings account plans have been added under an umbrella plan Medicare +
Choice (part C), which also includes parts A and B.
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2.35 Medicare supplement contracts are used to provide coverage for
amounts or services not covered under the current Medicare programs. These
contracts may be purchased on a voluntary basis by those individuals who
qualify for Medicare.

2.36 The Medicare Prescription Drug Improvement and Modernization
Act of 2003 established a new voluntary Medicare Prescription Drug Program
(Medicare part D) for which benefits started January 1, 2006. Generally, the
benefit had a $250 deductible for 2006 with $50 annual increases each year af-
ter. For 2006, the initial coverage limit was $2,250 with $10 annual increases
for each year after. The coinsurance percentage associated with initial coverage
is 25 percent. Finally, the benefit has an out-of-pocket threshold and an asso-
ciated secondary coinsurance percentage. After total costs paid by the enrollee
(including the deductible and the coinsurance under the initial coverage limit)
exceed the out-of-pocket threshold, the enrollee is only responsible for a propor-
tion (namely, the coinsurance percentage) of any further drug costs. Generally,
for 2006, the out-of-pocket threshold was $3,500, with $50 annual increases
for each year after. Note that the law has prior year considerations built into
the calculations. The coinsurance percentage associated with the out-of-pocket
threshold is 5 percent.

2.37 There are provisions in the regulations that authorize certain types
of alternative benefit designs, so long as the benefits provided are certified
as being actuarially equivalent to the standard design. The regulations also
permit a prescription drug plan sponsor (PDP sponsor) to offer enhanced alter-
native coverage, in which at least 1 key aspect of the benefit design (deductible,
cost sharing, or initial coverage limit) is richer than the standard plan. Such
additional benefits are referred to as supplemental benefits in the regulations.
For additional information on Medicare part D, see www.ssa.gov. Many entities
are expected to develop enhanced alternative coverages that provide insurance
benefits for claims above the initial coverage limit, even though the standard
out-of-pocket threshold may not have yet been satisfied. The Centers for Medi-
care & Medicaid Services (CMS) will reimburse PDP sponsors for 80 percent
of all claims above the out-of-pocket threshold. To the extent that the PDP
sponsor's adjusted allowable risk corridor costs vary in either direction from a
target amount, there is risk sharing between the CMS and the PDP. No sharing
occurs if actual costs are within 2.5 percent of the target; a 50/50 sharing occurs
for costs between 2.5 and 5 percent; costs in excess of 5 percent are shared 20
percent and 80 percent by the PDP sponsor and the CMS, respectively.!

2.38 National Association of Insurance Commissioners Interpretation No.
05-05, Accounting for Revenues under Medicare Part D Coverage, provides guid-
ance to life and health insurers on how to present various funds to be received
under the Medicare Part D Program. Interpretation No. 05-05 requires the ap-
plication of existing statutory accounting principles (Statements of Standard
Accounting Practice [SSAP)] No. 47, Uninsured Plans; SSAP No. 66, Retrospec-
tively Rated Contracts; and SSAP No. 54, Individual and Group Accident and
Health Contracts, depending upon the nature of the funds received).

2.39 Long term care contracts. These are primarily contracts that provide
coverage for nursing home or other continuing care services related to long term

T Readers should be aware of the Health Care and Education Affordability Reconciliation Act of
2010 that was signed into law on March 30, 2010, and the Patient Protection and Affordable Care
Act was signed into law on March 23, 2010.

AAG-LHI 2.35



Characteristics of Life and Health Insurance Products 31

disabilities or inability to perform activities of daily living (ADLs) without as-
sistance. ADLs refer to the basic tasks of everyday life, such as eating, bathing,
dressing, toileting, and transferring, and, although primarily a challenge for
the elderly, there are significant numbers of persons not considered elderly
who cannot perform ADLs without assistance. These contracts are relatively
new to the industry and typically offer coverage based on a preset limit on per-
day reimbursement for long term care. The contracts are generally guaranteed
renewable, with an option that automatically adjusts the coverage level with
inflation indexes. An option for return of premium after a contract has been in
force continuously for a specified period without incurring one or more claims
has also become increasingly common.

Annuity Contracts

2.40 An annuity contract is an arrangement under which the contract
holder is guaranteed to receive benefits over a fixed or variable period, com-
mencing either immediately or at some future date. For accounting purposes,
annuity contracts can be classified as insurance or investment contracts de-
pending on whether the terms of the contract incorporate significant insurance
risks arising from contract holder mortality or morbidity. The premium paying
period of an annuity contract is referred to as the accumulation phase. The date
that benefit payments begin is referred to as the annuitization date, after which
the contract is in the payout phase. Annuity contracts are issued on either a
group or individual basis, with group annuities most commonly used to provide
for pension benefits. Many life insurance entities offer annuity products that
have flexible premiums and allow the contract holder to vary unilaterally the
frequency and the amount of annual premium. Annuity contracts generally
contain surrender provisions that contain some form of surrender charge for
early withdrawals.

2.41 Benefit payments of annuity contracts can begin immediately or be
deferred. Immediate annuities, where the first benefit payment begins one in-
terval after purchase, generally must be purchased with a lump sum premium.
Deferred annuities can be purchased in a single installment (single premium)
or by periodic payments, with the benefit payment set to commence at some
future date after all the premium payments have been made.

2.42 Annuities provide either for payment of benefits until the insured
dies or for continued payments to a beneficiary until a specific number of
periods are met. Annuity contracts are either fixed or variable. A traditional
fixed deferred annuity provides for a fixed rate of interest over some specified
period, with the insurance entity bearing the investment risk associated with
the cash received and invested in the insurance entity's general account assets.
A traditional variable annuity provides for the transfer of all investment risks
to the policyholder, with no guarantees of return of principal, minimum interest
rates, or minimum death benefits. Variable annuities are subject to Securities
and Exchange Commission regulation, similar to variable life products.

2.43 Annuity products with nontraditional terms have been and continue
to be developed. These products may have both fixed and variable features, or
other nontraditional features, such as the following:

a. Variable annuity contracts with guaranteed return of principal, or
guaranteed return of principal plus minimum stated interest rate
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b. Fixed annuity contracts with guaranteed minimum interest rate
plus a contingent return based on some internal or external index,
most often the Standard & Poor's 500 Stock Index (equity indexed
annuities)

c. Contracts that provide for return of principal and interest if held
until maturity, or a specified "market adjusted value" if surren-
dered at an earlier date (market value adjusted annuity)

d. Fixed annuities that provide a higher "teaser" rate in the first year
of the contract, or a bonus interest rate if the contract is held for a
specified period of time

e. Variable annuity contracts that offer a minimum death benefit
guarantee option that varies depending on the performance of the
related separate account investments

f. Variable annuity contracts that provide for potential benefits in
addition to those provided by the account balance, payable only if
annuitization is elected

g. Variable annuity contracts that guarantee a minimum accumula-
tion balance at a specific date

h. Variable annuity contracts that guarantee that a minimum amount
will be available for withdrawal over a specific period

Investment Contracts

2.44 Investment contracts are deposit type contracts that do not subject
the insurer to significant insurance risks arising from contract holder mortality
or morbidity and are comparable to financial or interest bearing instruments
provided by other financial institutions. Under such contracts, the life insur-
ance entity assumes varying degrees of investment risk.

2.45 Life insurance entities hold assets underlying investment contracts
in separate accounts, where preservation of principal is not guaranteed and
contract holders share in the investment results of the separate account. The
separate account assets are generally segregated from the general account
assets of the life insurance entity and are only available to pay liabilities of the
separate account.

2.46 Guaranteed investment contracts. Contracts that provide for a stated
rate of interest on all funds deposited with the insurer for a stated period are
GICs. Bullet GICs provide that the funds must be deposited with the insurer
in a single payment, whereas window GICs provide a stated period of time or
window in which funds may be received. GICs generally are used by employee
benefit plans, including 401(k) plans, to provide a fixed interest option for plan
participants. GICs usually provide for a market value adjustment, and may
have other surrender charge provisions for premature withdrawal of funds.

2.47 Other deposit contracts. A deposit administration (DA) contract is a
vehicle for group pension plan fund accumulations for an unspecified time, gen-
erally with annual interest guarantees. The accumulated value of the fund can
be withdrawn at the anniversary date with no withdrawal penalties; however,
the fund is charged an annual administration charge by the insurer. There
are no specific allocations to individuals within the fund, but at the time of
retirement a withdrawal is made from the fund to purchase an immediate an-
nuity for the retiree. The insurer does not guarantee the adequacy of the DA
contract to meet the contract holder's accrued liability under the provisions of
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the employee benefit plan; however, once an immediate annuity is purchased
for a participant, the annuity becomes a liability of the insurer, and the benefit
payments are guaranteed.

2.48 An immediate participation guaranteed (IPG) contract is a varia-
tion of the DA contract in which the contract holder shares in the mortality
and investment experience of the insurer. Although assets are not specifically
identified to individual contracts, an attempt is made to reflect the investment
experience of the insurer on an allocation basis, for example, by the investment
year method.

2.49 Funding agreements. Funding agreements are investment contracts
that pay a guaranteed rate of return. Funding agreements are not tax quali-
fied insurance contracts and are issued to special purpose entities and a wide
range of corporations, mutual funds and other institutional investors. Funding
agreements usually have stated maturities. Some funding agreements with
stated maturities may be renewed by mutual agreement. The guaranteed rate
of return can be a fixed rate or a floating rate based on an external market
index. Funding agreements may also have put and call features.

Fee-for-Service Contracts

2.50 Administrative services. Many life insurance entities provide admin-
istrative services only (ASO) contracts or Administrative Services Contracts
(ASCs) for groups or other insurance entities. The life insurance entity is not at
risk but only handles the administration of the insurance coverage or other ser-
vices for a service fee. Insurance entities typically contract to provide services
such as investment management, underwriting, group health claims adminis-
tration, electronic data processing services, employee benefit plan administra-
tion, and mortgage services. Under an ASO plan, claims are paid from a bank
account owned and funded directly by the uninsured plan sponsor; or, claims
are paid from a bank account owned by the insurance entity, but only after
the insurance entity has received funds from the uninsured plan sponsor that
are adequate to fully cover the claim payments. Under an ASC plan, the insur-
ance entity pays claims from its own bank accounts, and subsequently receives
reimbursement from the uninsured plan sponsor. Life insurance entities that
provide these services are frequently referred to as third party administrators.
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Chapter 3

Sources of Accounting Principles and
Reporting Requirements

Introduction

3.01 The life insurance industry, by the nature of its business, is endowed
with fiduciary responsibility to its contract holders and, therefore, is generally
subject to a high level of regulation in the accounting and reporting of its
financial condition.

3.02 All life insurance entities are required by state insurance regula-
tions to prepare financial statements in accordance with statutory accounting
practices (SAP). Furthermore, many life insurance entities prepare financial
statements in accordance with generally accepted accounting principles (U.S.
GAAP) to comply with Securities and Exchange Commission (SEC) regulations
or for other reasons.

Statutory Accounting Practices

3.03 The National Association of Insurance Commissioners (NAIC) cod-
ified SAP for certain insurance enterprises, resulting in a revised Accounting
Practices and Procedures Manual. The insurance laws and regulations of the
states require insurance enterprises domiciled in the states to comply with
most, if not all, provisions of the revised manual. States may adopt the revised
manual in whole, or in part, as an element of prescribed SAP 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. Auditors of insurance enterprises should review state laws, reg-
ulations, and administrative rules to determine the specific prescribed SAP
applicable in each state. Additionally, see the information regarding permitted
accounting practices starting in paragraph 3.11.

3.04 The NAIC has taken into consideration Financial Accounting Stan-
dards Board (FASB) Statement No. 168, The FASB Accounting Standards Cod-
ification™ and the Hierarchy of Generally Accepted Accounting Principles—a
replacement of FASB Statement No. 162, which reduced the U.S. GAAP hierar-
chy to two levels (one that is authoritative and one that is not). The preamble
of the revised manual notes the following as the statutory hierarchy, which is
not intended to preempt state legislative or regulatory authority:

Level 1

® The Statements of Statutory Accounting Principles
(SSAPs) including GAAP reference material to the extent
adopted by the NAIC from the FASB Accounting Stan-
dards Codification (ASC)! (FASB ASC or GAAP guidance)

I Effective September 15, 2009, the Financial Accounting Standards Board (FASB) Accounting
Standards Codification™ (ASC) is the source of authoritative U.S. generally accepted accounting

(continued)
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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
® Purposes and Procedures Manual of the NAIC Securities
Valuation Office
Level 4
® Statutory Accounting Principles Statement of Concepts?
Level 5

® Sources of nonauthoritative GAAP accounting guidance
and literature, including: (a) practices that are widely
recognized and prevalent either generally or in the in-
dustry, (b) FASB Concept Statements, (¢c) AICPA Issue
Papers, (d) International Financial Reporting Standards,
(e) pronouncements of professional associations or regu-
latory agencies, (/) Technical Questions and Answers in-
cluded in AICPA Technical Practice Aids, and (g) account-
ing textbooks, handbooks, and articles.

If the accounting treatment of a transaction or event is not specified by the
SSAPs, preparers, regulators, and auditors of statutory financial statements
should consider whether the accounting treatment is specified by another
source of established statutory accounting principles. If an established statu-
tory accounting principle from one or more sources in level 2 or 3 is relevant to
the circumstances, the preparer, regulator, or auditor should apply such prin-
ciple. If there is a conflict between statutory accounting principles from one or
more sources in level 2 or 3, the preparer, regulator, or auditor should follow
the treatment specified by the source in the higher level—that is, follow level
2 treatment over level 3. Revisions to guidance in accordance with additions or
revisions to the NAIC statutory hierarchy should be accounted for as a change
in accounting principle in accordance with SSAP No. 3, Accounting Changes
and Corrections of Errors.

3.05 Traditionally, government regulation of the life insurance industry
has been the responsibility of the individual states. The individual states have
enacted laws, regulations, and administrative rulings governing the operations
and reporting requirements of life insurance entities licensed to write business
in their state. These laws and rulings, along with the Accounting Practices and
Procedures Manual and permitted practices, constitute the body of SAP, which

(footnote continued)

principles (GAAP). As of that date, FASB ASC superseded all then-existing non-Securities and Ex-
change Commission (SEC) accounting and reporting standards. All other nongrandfathered, non-SEC
accounting literature not included in FASB ASC is nonauthoritative.

2 The Statutory Accounting Principles Statement of Concepts incorporates by reference FASB
Concept Nos. 1, 2, 5, and 6 to the extent they do not conflict with the concepts outlined in the
statement. However, for purposes of applying this hierarchy, the FASB concepts statements shall be
included in level 5 and only those concepts unique to statutory accounting as stated in the statement
are included in level 4.
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is currently considered a comprehensive basis of accounting other than GAAP.
(See chapter 15, "Reports on Audited Financial Statements.")

3.06 As discussed in the preceding paragraph, SAP are somewhat uniform
from state to state, although some differences may exist. A life insurance entity
may request special accounting consideration from the insurance department of
its state of domicile for unusual or significant transactions that may materially
affect statutory surplus. This practice, in addition to some variations in state
statutes, precludes total uniformity and absolute definitions of SAP.

3.07 All life insurance entities are required to maintain records in ac-
cordance with SAP prescribed or permitted by the insurance department of
their state of domicile, and in some instances, by other states in which they
are licensed to write business. SAP attempt to determine the entity's ability
to satisfy its obligations to its contract holders and creditors at all times. Be-
cause of the focus on solvency, the statutory balance sheet represents assets
and liabilities that generally are valued on a conservative basis. Accordingly,
certain nonliquid assets, such as furniture and fixtures are assigned no value
(referred to as nonadmitted assets). In addition, policy acquisition costs must
be expensed as incurred under SAP. With respect to liabilities, SAP generally
requires formula driven reserves relating to invested assets and benefit reserve
liabilities using statutory tables or other conservative assumptions.

3.08 In assessing a life insurance entity's financial condition under SAP,
considerable emphasis is placed on the adequacy of the entity's surplus. This
emphasis on surplus is based on state laws that require life insurance entities
to maintain minimum levels of statutory surplus. Surplus provides protec-
tion to contract holders against adverse fluctuations in an entity's asset base,
mortality and morbidity experience, and its expense and investment experi-
ence. Surplus also provides the financial strength to permit a life insurer to
expand its operations or enter new lines of business. (See chapter 4, "Audit
Risk Considerations," paragraphs 4.07—.12 for additional discussion of capital
adequacy.)

3.09 Life insurance entities prepare their statutory financial statements
in accordance with accounting principles and practices prescribed or permitted
by the insurance department of their state of domicile, that is, SAP. SAP are
considered an other comprehensive basis of accounting as described in AU
section 623, Special Reports (AICPA, Professional Standards).

3.10 Prescribed SAP are those practices that are incorporated directly
or by reference in state laws, regulations, and general administrative rules
applicable to all insurance enterprises domiciled in a particular state.

Permitted Statutory Accounting Practices®

3.11 Permitted SAP includes practices not prescribed in paragraph 3.10
but allowed by the domiciliary state regulatory authority upon request. A life
insurance entity may request permission from the domiciliary state regulatory
authority to use a specific accounting practice in the preparation of its statutory
financial statements if either of the following occurs:

a. The entity wishes to depart from the prescribed SAP.

3 For additional information, see the National Association of Insurance Commissioners man-
ual's preamble and its section: "Permitted Practices Advance Notification Requirement Question and
Answers."
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b. The prescribed SAP do not address the accounting for the transac-
tion specifically.

Accordingly, permitted accounting practices differ from state to state, may
differ from entity to entity within a state, and may change in the future.

3.12 In instances where the domiciliary state regulator is considering
approval of a request for an accounting practice that departs from the NAIC
manual and state prescribed accounting practices, the domiciliary regulator
must provide notice (to other states) under the requirements as defined in
paragraphs 56-57 of the NAIC manual's preamble.

3.13 Paragraph 56 of the NAIC manual's preamble states that the notice
must disclose the following information regarding the requested accounting
practice to all other states in which the insurer is licensed prior to the financial
statement filing date:

a. The nature and a clear description of the permitted accounting
practice request.

b. The quantitative effect of the permitted accounting practice request
with all other approved permitted accounting practices currently
in effect as disclosed in appendix A-205: "Illustrative Disclosure
of Differences Between NAIC Statutory Accounting Practices and
Procedures and Accounting Practices Prescribed or Permitted by
the State of Domicile" for that insurer in the domiciliary state.

c. The effect of the requested permitted accounting practice on a legal
entity basis and on all parent and affiliated United States insur-
ance entities, if applicable.

d. Identify any potential effects on and quantify the potential impact
to each financial statement line item affected by the request. The
potential impact may be determined by comparing the financial
statements prepared in accordance with NAIC SAP and the finan-
cial statements incorporating the requested permitted accounting
practice.

3.14 Paragraph 57 of the NAIC manual's preamble states that the grant-
ing of approval for an accounting practice request by the domiciliary state reg-
ulator does not preempt or in any way limit any individual state's legislative
and regulatory authority.*

Statutory Reporting

3.15 Each state insurance department requires that all life insurance en-
tities writing business in that state file annual financial statements for each
individual life insurance entity. These financial statements are prepared on
forms prescribed by the domiciliary state on an annual basis (referred to as the
annual statement), and are prepared in accordance with the SAP of that par-
ticular state. In addition, a number of entities may be required to file financial
statements on a more frequent basis, such as quarterly. All states require that
the annual statement be prepared as of December 31, and filed with the various
insurance departments by March 1 of the following year in all states in which
the entity writes business. The two most recent calendar years must be pre-
sented. In addition, specified supplementary financial data must be provided,

4 See paragraphs 3.25—.26 for required disclosure of variances from codified statutory standards.
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including an analysis of operations by line of business (gain and loss exhibit),
aggregate reserves for life and accident and health policies, detailed schedules
of investments, and various other schedules and exhibits. The NAIC Annual
Statement Instructions (the instructions) require that life insurance entities
file, with their annual statement, an opinion by a qualified actuary regarding
the adequacy of reserves and other actuarial items, and their conformity with
statutory requirements. The instructions also require insurers to file a supple-
ment to the annual statement titled Management's Discussion and Analysis by
April 1 each year. (See chapter 5, "General Auditing Considerations," for addi-
tional discussion of the opinion by a qualified actuary.) See the instructions for
a detailed listing of the exhibits.

3.16 The NAIC has developed several kinds of annual statement forms
to be used by particular life insurance entities and has assigned each a color
cover for easy reference, such as the following:

a. Life and health insurers (blue)
b. Variable and separate accounts of Life and Health insurers (green)
c¢. Health insurers (orange)

This is only a partial list. The nature of the insurer's business will dictate the
annual statement form(s) to be filed.

3.17 Software packages are available from third party vendors that pro-
duce annual statement exhibits, schedules, and financial statements based on
input information from the reporting insurer. The NAIC and many state in-
surance departments now require filing of the annual statement via electronic
medium.

3.18 The NAIC annual statement and forms have been adopted by each
state to promote uniformity in reporting, although requirements vary by state.
The instructions require life insurance entities to file audited financial state-
ments and a supplemental schedule of selected financial data, investment inter-
rogatories and summary investment schedule with their state of domicile insur-
ance department. The summary investment schedule is filed with the annual
statement whereas the interrogatories are filed as a supplement to the annual
statement by April 1 for the applicable reporting period. The Life, Accident,
and Health and Fraternal Annual Statement Instructions include instructions
for completing Schedule 1 Selected Financial Data. The supplemental schedule
of selected financial data, investment interrogatories and summary investment
schedule are required to be included in the annual audit report for Life, Acci-
dent and Health and Fraternal reporting entities.

3.19 For most states, the audited statutory statements are to be filed as
a supplement to the annual statement on or before June 1 for the year ended
December 31, immediately preceding; however, the domiciliary commissioner
may request an earlier filing date than June 1 with 90 days advance notice
to the life insurance entity. These audit requirements generally apply to life
insurance entities writing in excess of a stipulated amount of business or having
in excess of a stipulated number of contract holders.

3.20 The instructions, as adopted by the states, require the filing of au-
dited statutory basis financial statements for each life insurance entity. An
insurer may make written application to the insurance commissioner for ap-
proval to file audited consolidated or combined financial statements in lieu of
separate annual audited financial statements if the insurer is part of a group of
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insurance entities that utilizes a pooling or one hundred percent reinsurance
agreement that affects the solvency and integrity of the insurer's loss reserves
and such insurer cedes all of its direct and assumed business to the pool. In
such case, a columnar consolidating or combining worksheet must be filed with
the report. The NAIC Revised Model Audit Rule requires life insurance enti-
ties to have their auditors prepare and file a report on material weaknesses,
if any, in the life insurance entity's internal controls, an accountant's aware-
ness letter, and an accountant's letter of qualification. In addition, the NAIC
Revised Model Audit Rule requires an entity's management to file a separate
report on internal controls over financial reporting. (See chapter 5 for further
discussion of communications between independent auditors and regulators.)
In addition to the annual audit requirement, the insurance laws of the various
states generally provide the commissioner with the authority to require an
independent review or audit of the life insurer's financial condition whenever
deemed necessary. Also, the insurance departments conduct their own finan-
cial and market conduct examinations of their domestic insurance entities on
a periodic (generally, three to five year) basis.

Disclosure Issues

3.21 Financial statements prepared on a comprehensive basis of account-
ing other than GAAP should include all informative disclosures that are appro-
priate for the basis of accounting used. That includes a summary of significant
accounting policies that discusses the basis of presentation and describes how
that basis differs from U.S. GAAP. As noted in the preamble of the manual,
paragraph 59 states,

To the extent that disclosures required by an SSAP are made within
specific notes, schedules, or exhibits to the annual statement, those
disclosures are not required to be duplicated in a separate note. An-
nual statutory financial statements which are not accompanied by
annual statement exhibits and schedules (for example, annual audit
report) shall include all disclosures required by the SSAPs based on
the applicability, materiality and significance of the item to the in-
surer. Certain disclosures, as noted in individual SSAPs, are required
in the annual audited statutory financial statements only.

Additionally, the provisions of the manual as well as the NAIC Emerging
Accounting Issues Working Group Interpretation 04-1, Applicability of New
GAAP Disclosures Prior to NAIC Consideration, state that GAAP pronounce-
ments do not become part of Statutory Accounting Principles until and unless
adopted by the NAIC. However, provisions of the manual or any other ex-
plicit rejection of a GAAP disclosure do not negate the requirements of AU
section 623." For further information, see exhibit 3-1, "Evaluation of the Ap-
propriateness of Informative Disclosures in Insurance Enterprises' Financial
Statements Prepared on a Statutory Basis," which is reprinted from Inter-
pretation No. 12, "Evaluation of the Appropriateness of Informative Disclo-
sures in Insurance Enterprises' Financial Statements Prepared on a Statutory
Basis," of AU section 623 (AICPA, Professional Standards, AU sec. 9623

* Footnote 13 of paragraph .68 in Interpretation No. 12, "Evaluation of the Appropriateness
of Informative Disclosures in Insurance Enterprises' Financial Statements Prepared on a Statutory
Basis," of AU section 623, Special Reports (AICPA, Professional Standards, AU sec. 9623 par. .60—.77),
states that any explicit rejection of GAAP disclosures would not negate the requirements to include
significant and relevant GAAP disclosures in statutory financial statements.
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par. .60—.77).> That interpretation provides guidance in evaluating whether
informative disclosures are reasonably adequate for financial statements pre-
pared on a statutory basis, and has been modified as a result of the completion
of the NAIC codification.

U.S. GAAP Financial Statement Disclosures

3.22 AU section 431, Adequacy of Disclosure in Financial Statements
(AICPA, Professional Standards), states that "the presentation of financial
statements in conformity with U.S. GAAP includes adequate disclosure of ma-
terial matters. These matters relate to the form, arrangement, and content
of the financial statements and their appended notes, including, for example,
the terminology used, the amount of detail given, the classification of items
in the statements, and the bases of amounts set forth. An independent audi-
tor considers whether a particular matter should be disclosed in light of the
circumstances and facts of which he is aware at the time."

3.23 Illustrative U.S. GAAP basis financial statements and related note
disclosures typical of life and health insurance entities are included in ap-
pendix B, "Illustrative Financial Statements." However, financial statement
disclosure requirements and practices are continually evolving and are subject
to variations of business and materiality for each entity. Life insurance entity
specific disclosures are discussed in appendix C, "Life Insurance Entity Specific
Disclosures." Accordingly, this Audit and Accounting Guide does not attempt to
present all possibilities for disclosure; rather, it attempts to present the auditor
with sources and examples of financial statement disclosure that are generally
applicable to life insurance entities. U.S. GAAP may require additional disclo-
sures such as information concerning related party transactions, subsequent
events, pension plans, postretirement benefits other than pensions, postem-
ployment benefits, stock based compensation, lease commitments, accounting
changes, derivative instruments, hedging activities, concentrations of credit
risk, fair value of financial instruments, and other matters not unique to life
insurance entities. The auditor needs to evaluate the need for disclosure on an
entity-specific basis.

3.24 FASB ASC 944, Financial Services—Insurance, and SEC Regula-
tion S-X, Article 7, Insurance Companies should be consulted with respect to
disclosures specific to life insurance activities.

Certain Financial Statement Disclosures

3.25 FASB ASC 944-505-50 requires insurance entities, where applicable,
to make the following disclosures in their financial statements.

3.26 As discussed in FASB ASC 944-505-50-2, the disclosures in FASB
ASC 944-505-50-3 should be made if (a) the use of prescribed or permitted
SAP (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 SAP been followed
and (b) either (i) state prescribed SAP differ from NAIC SAP or (ii) permitted
state SAP differ from either state prescribed SAP or NAIC SAP. According to

5 The second amendment to this interpretation occurred in January 2005, subsequent to the
Public Company Accounting Oversight Board adoption of the AICPA standards as interim, on April
16, 2003.
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FASB ASC 944-505-50-6, if an insurance enterprise's risk based capital would
have triggered a regulatory event had it not used a permitted practice, that
fact should be disclosed in the financial statements. FASB ASC 944-505-50-3
states that insurance enterprises should disclose, at the date each financial
statement is presented, a description of the prescribed or permitted SAP and
the related monetary effect on statutory surplus of using an accounting practice
that differs from either state prescribed SAP or NAIC SAP. As noted in FASB
ASC 944-505-50-4, these disclosures should be applied by a U.S. insurance
enterprise, a U.S. enterprise with a U.S. insurance subsidiary, or a foreign en-
terprise with a U.S. insurance subsidiary, if the enterprise prepares U.S. GAAP
financial statements. As discussed in FASB ASC 944-505-50-5, if a foreign in-
surance enterprise that does not have a U.S. insurance subsidiary prepares
U.S. GAAP financial statements or is included in its parent's consolidated U.S.
GAAP financial statements, the notes to the financial statements should dis-
close permitted regulatory accounting practices that significantly differ from
the prescribed regulatory accounting practices of its respective regulatory au-
thority, and their monetary effects.

3.27 Following are two examples of illustrative disclosures that an insur-
ance enterprise could make to meet the requirements of paragraph 3.26 of this
guide.

Note X. Statutory Accounting Practices

The Company's statutory financial statements are presented on the
basis of accounting practices prescribed or permitted by the [state of
domicile] Insurance Department. [State of domicile] has adopted the
National Association of Insurance Commissioners' statutory account-
ing practices (NAIC SAP) as the basis of its statutory accounting prac-
tices, except that it has retained the prescribed practice of writing off
goodwill immediately to statutory surplus in the year of acquisition.

In addition, the commissioner of [state of domicile] Insurance Depart-
ment has the right to permit other specific practices that may deviate
from prescribed practices. The commissioner has permitted the Com-
pany to record its home office property at estimated fair value instead
of at depreciated cost, as required by NAIC SAP. This accounting prac-
tice increased statutory capital and surplus by $2.5 million and $2.3
million at December 31, 20X2 and 20X1, respectively, over what it
would have been had the permitted practice not been allowed. The
Company's statutory capital and surplus, including the effects of the
permitted practice, was $30.0 million and $27.9 million at December
31, 20X2 and 20X1, respectively.

Had the Company amortized its goodwill over ten years and recorded
its home office property at depreciated cost, in accordance with NAIC
SAP, the Company's capital and surplus would have been $29.9 million
and $27.7 million at December 31, 20X2 and 20X1, respectively.

Note X. Statutory Accounting Practices

The Company's statutory financial statements are presented on the
basis of accounting practices prescribed or permitted by the [state of
domicile] Insurance Department. [State of domicile] has adopted the
National Association of Insurance Commissioners' statutory account-
ing practices (NAIC SAP) as the basis of its statutory accounting prac-
tices, except that it has retained the prescribed practice of writing off
goodwill immediately to statutory surplus in the year of acquisition.
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In addition, the commissioner of the [state of domicile] Insurance De-
partment has the right to permit other specific practices that may
deviate from prescribed practices. The commissioner has permitted
the Company to record its home office property at estimated fair value
instead of at depreciated cost, as required by NAIC SAP.

The monetary effect on statutory capital and surplus of using account-
ing practices prescribed or permitted by the [state of domicile] Insur-
ance Department is as follows:

December 31
20Xx2 20X1
$m $m
Statutory capital and surplus per statutory financial
statements $30.0 $27.9
Effect of permitted practice of recording home office
property at estimated fair value (2.5) (2.3)
Effect of [state of domicile's] prescribed practice of
immediate write-off of goodwill! 2.4 2.1
Statutory capital and surplus in accordance with the
NAIC statutory accounting practices? $29.9 $27.7

! This amount compared to the prior year reflects the net impact of an addi-
tional year's amortization and the fact that admitted goodwill is based on the
level of statutory capital and surplus and thus can fluctuate.

2 In theinitial year of implementation of this disclosure, prior year amounts for
the effect of permitted practices and prescribed practices should be disclosed
as required under FASB ASC 944-505-50.

3.28 In accordance with FASB ASC 944-40-50-3, financial statements
should disclose for each fiscal year for which an income statement is presented
the following information about the liability for unpaid claims and claim ad-
justment expenses:

a. The balance in the liability for unpaid claims and claim adjustment
expenses at the beginning and end of each fiscal year presented and
the related amount of reinsurance recoverable

b. Incurred claims and claim adjustment expenses with separate dis-
closure of the provision for insured events of the current fiscal year
and of increases or decreases in the provision for insured events of
prior fiscal years

c¢. Payments of claims and claim adjustment expenses with separate
disclosure of payments of claims and claim adjustment expenses
attributable to insured events of the current fiscal year and to
insured events of prior fiscal years

d. Also, insurance enterprises should discuss the reasons for the
change in incurred claims and claim adjustment expenses recog-
nized in the income statement attributable to insured events of
prior fiscal years and should indicate whether additional premiums
or return premiums have been accrued as a result of prior year ef-
fects

43
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Risks and Uncertainties

3.29 FASB ASC 275-10-50-1 requires entities to include in their financial
statements information about the following:

a. The nature of their operations

b. The use of estimates in the preparation of financial statements
c. Certain significant estimates

d. Current vulnerability due to certain concentrations

FASB ASC 275-10-50-15 gives examples of items that may be based on esti-
mates that are particularly sensitive to change in the near term. Examples of
similar estimates that may be included in the financial statements of insurance
entities include the following:

a. Deferred policy acquisition costs of insurance entities
b. Valuation allowances for commercial and real estate loans
c. Claim liabilities for short duration business

Insurance entities could have concentrations that may be subject to disclosure
if they meet the criteria of FASB ASC 275-10-50-16, for vulnerability due to
certain concentrations, for example, reinsurance contracts with one reinsurer,
or a significant amount of insurance written in one region or with one customer.

Mutual Life Insurance Entities

3.30 FASB ASC 944-30-50-2 and 944-40-50-8 require entities to disclose
the following in the financial statements with respect to participating contracts:

a. The methods and assumptions used in estimating the liability for
future policy benefits

b. The average rate of assumed investment yields used in estimating
expected gross margins

c¢. The nature of acquisition costs capitalized, the method of amortiz-
ing those costs, and the amount of those costs amortized for the
period

FASB ASC 820, Fair Value Measurement, and FASB ASC
825, Financial Instruments

3.31 As noted in FASB ASC 820-10-05-1, FASB ASC 820 defines fair
value, establishes a framework for measuring fair value, and requires certain
disclosures about fair value measurements. The following paragraphs summa-
rize FASB ASC 820 but are not intended as a substitute for reviewing FASB
ASC 820 in its entirety.

Definition of Fair Valuve

3.32 FASB ASC 820-10-20 defines fair value as "the price that would be
received to sell an asset or paid to transfer a liability in an orderly transaction
between market participants at the measurement date." FASB ASC 820-10-35-
5 states that a fair value measurement assumes that the transaction to sell the

AAG-LHI 3.29



Sources of Accounting Principles and Reporting Requirements

asset or transfer the liability either occurs in the principal market for the asset
or liability or, in the absence of a principal market, the most advantageous
market for the asset or liability. The FASB ASC glossary defines the principal
market as "the market in which the reporting entity would sell the asset or
transfer the liability with the greatest volume and level of activity for the asset
or liability. The principal market (and thus, market participants) should be
considered from the perspective of the reporting entity, thereby allowing for
differences between and among entities with different activities."

3.33 FASB ASC 820-10-35-3 and FASB ASC 820-10-30-2 provide that the
hypothetical transaction to sell the asset or transfer the liability is considered
from the perspective of a market participant that holds the asset or owes the
liability. Therefore, the objective of a fair value measurement focuses on the
price that would be received to sell the asset or paid to transfer the liability (an
exit price), not the price that would be paid to acquire the asset or received to
assume the liability (an entry price). Conceptually, entry prices and exit prices
are different. However, FASB ASC 820-10-30-3 explains that, in many cases, at
initial recognition a transaction price (entry price) will equal the exit price and,
therefore, will represent the fair value of the asset or liability. In determining
whether a transaction price represents the fair value of the asset or liability
at initial recognition, the reporting entity should consider facts specific to the
transaction and the asset or liability.

3.34 Paragraphs 7-8 of FASB ASC 820-10-35 explain that the price should
not be adjusted for transaction costs. If location is an attribute of the asset or
liability (as might be the case for a commodity), the price in the principal
(or most advantageous) market used to measure the fair value of the asset
or liability should be adjusted for the costs, if any, that would be incurred to
transport the asset or liability to (or from) its principal (or most advantageous)
market.

Application to Assets

3.35 FASB ASC 820-10-35-10 provides that a fair value measurement of
an asset assumes the highest and best use of the asset by market participants,
considering the use of the asset that is physically possible, legally permissible,
and financially feasible at the measurement date. Highest and best use is
determined based on the use of the asset by market participants, even if the
intended use of the asset by the reporting entity is different.

3.36 FASB ASC 820-10-35-10 states that the highest and best use for an
asset is established by one of two valuation premises: value in-use or value
in-exchange. The highest and best use of the asset is in-use if the asset would
provide maximum value to market participants principally through its use
in combination with other assets as a group (as installed or otherwise con-
figured for use). For example, value in-use might be appropriate for certain
nonfinancial assets. The highest and best use of the asset is in-exchange if the
asset would provide maximum value to market participants principally on a
standalone basis. For example, value in-exchange might be appropriate for a
financial asset. According to paragraphs 12-13 of FASB ASC 820-10-35, an
asset's value in-use should be based on the price that would be received in a
current transaction to sell the asset assuming that the asset would be used
with other assets as a group and that those other assets would be available to
market participants. An asset's value in-exchange is determined based on the
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price that would be received in a current transaction to sell the asset stand-
alone.

Application to Liabilities

3.37 According to paragraphs 16—16A of FASB ASC 820-10-35, a fair value
measurement assumes that both (a) the liability is transferred to a market par-
ticipant at the measurement date (the liability to the counterparty continues;
it is not settled), and (b) the nonperformance relating to that liability is the
same before and after its transfer. Further, it is also assumed that a liability
is exchanged in an orderly transaction between market participants. Certain
liabilities, such as debt obligations, are traded in the marketplace as assets.
However, many liabilities are rarely transferred in the marketplace due to
contractual or other legal restrictions.

3.38 FASB ASC 820-10-35-16B states that if a quoted price in an active
market for an identical liability is available, it represents a level 1 measure-
ment. If that is not available, a reporting entity should measure fair value
using one or more of the following techniques:

a. A valuation technique that uses

i. the quoted price of the identical liability when traded as
an asset or

ii. quoted prices for similar liabilities or similar liabilities
when traded as assets

b. Another valuation technique that is consistent with the principles
of FASB ASC 820, such as an income or market approach

3.39 According to FASB ASC 820-10-35-16D, when measuring the fair
value of a liability using the quoted price of the liability when traded as an
asset, the reporting entity should adjust the quoted price for factors specific to
the asset that are not applicable to the fair value measurement of the liability.
For example, the quoted price for the asset may relate to a similar, but not
identical, liability traded as an asset or the unit of account for the asset may
not be the same as for the liability.

3.40 FASB ASC 820-10-35-16G explains that when measuring the fair
value of a liability using a valuation technique, the reporting entity should
ensure the fair value measurement is consistent with FASB ASC 820. For ex-
ample, when using a technique based on the amount at the measurement date
that the reporting entity would receive to enter into the identical liability, the
inputs should reflect the assumptions that market participants would use (or
the reporting entity's own assumption about the assumptions that market par-
ticipants would use) in the principal or most advantageous market for issuance
of a liability with the same contractual terms.

3.41 When estimating the fair value of a liability, FASB ASC 820-10-
35-16E states that the reporting entity should not include a separate input
or adjustment to other inputs relating to the existence of a restriction that
prevents the transfer of the liability because the effect of that restriction is
already either implicitly or explicitly included in the other inputs to the fair
value measurement.

3.42 Paragraphs 17-18 of FASB ASC 820-10-35 provide that a fair value
measurement of a liability should reflect its nonperformance risk (the risk that
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the obligation will not be fulfilled). Because nonperformance risk includes the
reporting entity's credit risk, the reporting entity should consider the effect of
its credit risk (credit standing) on the fair value of the liability in all periods in
which the liability is measured at fair value.

Valuation Techniques

3.43 Paragraphs 24-35 of FASB ASC 820-10-35 describe the valuation
techniques that should be used to measure fair value. Valuation techniques
consistent with the market approach, income approach, cost approach, or all of
the approaches, should be used to measure fair value, as follows:

® The market approach uses prices and other relevant information
generated by market transactions involving identical or compa-
rable assets or liabilities. Valuation techniques consistent with
the market approach include matrix pricing and often use market
multiples derived from a set of comparables.

® The income approach uses valuation techniques to convert fu-
ture amounts (for example, cash flows or earnings) to a single
present amount (discounted). The measurement is based on the
value indicated by current market expectations about those fu-
ture amounts. Valuation techniques consistent with the income
approach include present value techniques, option pricing models,
and the multiperiod excess earnings method.

® The cost approach is based on the amount that currently would be
required to replace the service capacity of an asset (often referred
to as current replacement cost). Fair value is determined based on
the cost of a market participant (buyer) to acquire or construct a
substitute asset of comparable utility, adjusted for obsolescence.

3.44 FASB ASC 820-10-35-24 states valuation techniques that are appro-
priate in the circumstances and for which sufficient data are available should
be used to measure fair value. In some cases, a single valuation technique will
be appropriate (for example, when valuing an asset or liability using quoted
prices in an active market for identical assets or liabilities). In other cases,
multiple valuation techniques will be appropriate (for example, as might be
the case when valuing a reporting unit) and the respective indications of fair
value should be evaluated and weighted, as appropriate considering the rea-
sonableness of the range indicated by those results, example 3 (paragraphs
35-41) of FASB ASC 820-10-55 illustrates the use of multiple valuation tech-
niques. A fair value measurement is the point within that range that is most
representative of fair value in the circumstances.

3.45 As explained by paragraphs 25-26 of FASB ASC 820-10-35, valu-
ation techniques used to measure fair value should be consistently applied.
However, a change in a valuation technique or its application is appropriate
if the change results in a measurement that is equally or more representative
of fair value in the circumstances. Such a change would be accounted for as a
change in accounting estimate in accordance with the provisions of FASB ASC
250, Accounting Changes and Error Corrections.

Present Value Techniques

3.46 Paragraphs 4-20 of FASB ASC 820-10-55 provide guidance on
present value techniques. These paragraphs neither prescribe the use of one
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specific present value technique nor limit the use of present value techniques
to the three techniques discussed therein. It says that a fair value measure-
ment of an asset or liability using present value techniques should capture
the following elements from the perspective of market participants as of the
measurement date: an estimate of future cash flows, expectations about pos-
sible variations in the amount or timing (or both) of the cash flows, the time
value of money, the price for bearing the uncertainty inherent in the cash flows
(risk premium), other case specific factors that would be considered by market
participants, and in the case of a liability, the nonperformance risk relating to
that liability, including the reporting entity's (obligor's) own credit risk.

3.47 FASB ASC 820-10-55-6 provides the general principles that govern
any present value technique, as follows:

® (Cash flows and discount rates should reflect assumptions that
market participants would use in pricing the asset or liability.

® (Cash flows and discount rates should consider only factors at-
tributed to the asset (or liability) being measured.

® To avoid double counting or omitting the effects of risk factors,
discount rates should reflect assumptions that are consistent with
those inherent in the cash flows. For example, a discount rate that
reflects expectations about future defaults is appropriate if using
the contractual cash flows of a loan, but is not appropriate if the
cash flows themselves are adjusted to reflect possible defaults.

® Assumptions about cash flows and discount rates should be inter-
nally consistent. For example, nominal cash flows (that include
the effects of inflation) should be discounted at a rate that in-
cludes the effects of inflation.

® Discount rates should be consistent with the underlying economic
factors of the currency in which the cash flows are denominated.

3.48 FASB ASC 820-10-55-9 describes how present value techniques differ
in how they adjust for risk and in the type of cash flows they use. For exam-
ple, the discount rate adjustment technique (also called the traditional present
value technique) uses a risk adjusted discount rate and contractual, promised,
or most likely cash flows. In contrast, method 1 of the expected present value
techniques uses a risk-free rate and risk-adjusted expected cash flows. Method
2 of the expected present value technique uses a risk-adjusted discount rate
(which is different from the rate used in the discount rate adjustment tech-
nique) and expected cash flows. In the expected present value technique, the
probability weighted average of all possible cash flows is referred to as the
expected cash flows. The traditional present value technique and two methods
of expected present value techniques are discussed more fully in FASB ASC
820-10-55.

The Fair Value Hierarchy

3.49 FASB ASC 820-10-35-51D emphasizes that fair value is a market
based measurement, not an entity specific measurement. Therefore, as stated
by FASB ASC 820-10-35-9, a fair value measurement should be determined
based on the assumptions that market participants would use in pricing the
asset or liability (referred to in the statement as inputs). Paragraphs 37-58
of FASB ASC 820-10-35 establish a fair value hierarchy that distinguishes
between (a) market participant assumptions developed based on market data
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obtained from sources independent of the reporting entity (observable inputs)
and (b) the reporting entity's own assumptions about market participant as-
sumptions developed based on the best information available in the circum-
stances (unobservable inputs). Valuation techniques used to measure fair value
should maximize the use of observable inputs and minimize the use of unob-
servable inputs.

3.50 The fair value hierarchy in FASB ASC 820-10-35 prioritizes the
inputs to valuation techniques used to measure fair value into three broad
levels. The three levels are as follows:

Paragraphs 40—41 of FASB ASC 820-10-35 state that level 1 in-
puts are quoted prices (unadjusted) in active markets for identi-
cal assets or liabilities that the reporting entity has the ability
to access at the measurement date. An active market, as defined
by the FASB ASC glossary, is a market in which transactions for
the asset or liability occur with sufficient frequency and volume to
provide pricing information on an ongoing basis. A quoted price in
an active market provides the most reliable evidence of fair value
and should be used to measure fair value whenever available, ex-
cept as discussed in paragraphs 42-43 of FASB ASC 820-10-35.
FASB ASC 820-10-35-44 provides guidance on how the quoted
price should not be adjusted because of the size of the position
relative to trading volume (blockage factor), but rather would be
measured within level 1 as the product of the quoted price for the
individual instrument times the quantity held.

Paragraphs 47-51 of FASB ASC 820-10-35 explain that level 2
inputs are inputs other than quoted prices included within level
1 that are observable for the asset or liability, either directly or
indirectly. If the asset or liability has a specified (contractual)
term, a level 2 input must be observable for substantially the full
term of the asset or liability. Adjustments to level 2 inputs will
vary depending on factors specific to the asset or liability. Those
factors include the condition and location of the asset or liability,
the extent to which the inputs relate to items that are comparable
to the asset or liability, and the volume and level of activity in the
markets within which the inputs are observed. An adjustment
that is significant to the fair value measurement in its entirety
might render the measurement a level 3 measurement, depending
on the level in the fair value hierarchy within which the inputs
used to determine the adjustment fall. As discussed in paragraph
48 of FASB ASC 820-10-35, level 2 inputs include

— quoted prices for similar assets or liabilities in active
markets;

— quoted prices for identical or similar assets or liabilities
in markets that are not active;

— inputs other than quoted prices that are observable for
the asset or liability (for example, interest rates and yield
curves observable at commonly quoted intervals, volatili-
ties, prepayment speeds, loss severities, credit risks, and
default rates); and
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— inputs that are derived principally from or corroborated
by observable market data by correlation or other means
(market corroborated inputs).

® According to FASB ASC 820-10-35-51, an adjustment that is sig-
nificant to the fair value measurement in its entirety might render
the measurement a level 3 measurement, depending on the level
in the fair value hierarchy within which the inputs used to deter-
mine the adjustment fall.

® As discussed in paragraphs 52-55 of FASB ASC 820-10-35, level
3 inputs are unobservable inputs for the asset or liability. Unob-
servable inputs should be used to measure fair value to the extent
that relevant observable inputs are not available, thereby allow-
ing for situations in which there is little, if any, market activity for
the asset or liability at the measurement date. Unobservable in-
puts should be developed based on the best information available
in the circumstances, which might include the entity's own data.
In developing unobservable inputs, the reporting entity need not
undertake all possible efforts to obtain information about market
participant assumptions. Unobservable inputs should reflect the
reporting entity's own assumptions about the assumptions that
market participants would use in pricing the asset or liability (in-
cluding assumptions about risk). Assumptions about risk include
the risk inherent in the inputs to the valuation technique. A mea-
surement (for example, a mark-to-model measurement) that does
not include an adjustment for risk would not represent a fair value
measurement if market participants would include one in pricing
the related asset or liability. The reporting entity should not ig-
nore information about market participant assumptions that is
reasonably available without undue cost and effort. Therefore,
the entity's own data used to develop unobservable inputs should
be adjusted if information is readily available without undue cost
and effort that indicates that market participants would use dif-
ferent assumptions. FASB ASC 820-10-55-22 discusses level 3
inputs for particular assets and liabilities.

As explained in FASB ASC 820-10-35-37, in some cases, the inputs used to
measure fair value might fall in different levels of the fair value hierarchy. The
level in the fair value hierarchy within which the fair value measurement in
its entirety falls should be determined based on the lowest level input that is
significant to the fair value measurement in its entirety.

3.51 As discussed in FASB ASC 820-10-35-38, the availability of inputs
relevant to the asset or liability and the relative reliability of the inputs might
affect the selection of appropriate valuation techniques. However, the fair value
hierarchy prioritizes the inputs to valuation techniques, not the valuation tech-
niques. For example, a fair value measurement using a present value technique
might fall within level 2 or level 3, depending on the inputs that are significant
to the measurement in its entirety and the level in the fair value hierarchy
within which those inputs fall.

3.52 As stated by FASB ASC 820-10-35-15, market participant assump-
tions should include assumptions about the effect of a restriction on the sale or
use of an asset if market participants would consider the effect of the restriction
in pricing the asset. Example 6 (paragraphs 51-55) of FASB ASC 820-10-55
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explains that restrictions that are an attribute of an asset, and therefore would
transfer to a market participant, are the only restrictions reflected in fair value.

Fair Value Measurements of Investments in Certain Entities That
Calculate Net Asset Value per Share (or lts Equivalent)

3.53 Paragraphs 58-62 of FASB ASC 820-10-35 contains guidance in-
tended to improve financial reporting by permitting the use of a practical ex-
pedient, with appropriate disclosures, when measuring the fair value of an
alternative investment that does not have a readily determinable fair value.

3.54 The practical expedient reduces complexity and improves consistency
and comparability in the application of FASB ASC 820 while reducing the
costs of applying FASB ASC 820. This guidance also improves transparency by
requiring additional disclosures about investments within its scope to enable
users of financial statements to understand the nature and risks of investments
and whether the investments are probable of being sold at amounts different
from net asset value per share.

3.55 According to FASB ASC 820-10-15-4, this guidance only applies to
an investment that meets both of the following criteria:

a. The investment does not have a readily determinable fair value.

b. The investment is in an entity that has all of the attributes spec-
ified in FASB ASC 946-10-15-2 (investment activity, unit owner-
ship, pooling of funds, and reporting entity) or, if one or more of
the attributes specified in FASB ASC 946-10-15-2 are not present,
is in an entity for which it is industry practice to issue financial
statements using guidance that is consistent with the measure-
ment principles in FASB ASC 946, Financial Services—Investment
Companies.

3.56 Examples of investments, to which this guidance applies, may include
hedge funds, private equity funds, real estate funds, venture capital funds,
offshore fund vehicles, and funds of funds.

3.57 FASB ASC 820-10-35-58 states that classification within the fair
value hierarchy of a fair value measurement of an investment that is mea-
sured at net asset value per share requires judgment. This guidance provides
considerations for determining the level within the fair value hierarchy that a
fair value measurement of an investment at net asset value per share (or its
equivalent) should be categorized.

3.58 Paragraphs 59-62 of FASB ASC 820-10-35 create a practical ex-
pedient to measure the fair value of an investment on the basis of the net
asset value per share of the investment (or its equivalent) determined as of the
measurement date. Therefore, certain attributes of the investment (such as
restrictions on redemption) and transaction prices from principal-to-principal
or brokered transactions will not be considered in measuring the fair value of
the investment if the practical expedient is used.

Fair Value Determination When the Volume or Level
of Activity Has Significantly Decreased

3.59 Paragraphs 51A-51H of FASB ASC 820-10-35 clarify the applica-
tion of FASB ASC 820 in determining fair value when the volume and level of
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activity for the asset or liability has significantly decreased. Guidance is also in-
cluded in identifying transactions that are not orderly. In addition, paragraphs
59A-591 of FASB ASC 820-10-55 include illustrations on the application of this
guidance.

3.60 This guidance does not apply to quoted prices for an identical asset
or liability in an active market (level 1 inputs). For example, although the
volume and level of activity for an asset or liability may significantly decrease,
transactions for the asset or liability may still occur with sufficient frequency
and volume to provide pricing information on an ongoing basis.

3.61 Consistent with FASB ASC 820-10-35-51D, when determining fair
value when the volume and level of activity for the asset or liability has signifi-
cantly decreased, the objective of a fair value measurement remains the same.
Fair value is the price that would be received to sell an asset or paid to transfer
a liability in an orderly transaction (not a forced liquidation or distressed sale)
between market participants at the measurement date under current market
conditions. FASB ASC 820-10-35-51A lists a number of factors that may be
evaluated to determine whether there has been a significant decrease in the
volume and level of activity for the asset or liability (or similar assets or lia-
bilities) when compared with normal market activity. According to FASB ASC
820-10-35-51B, if, after evaluating the factors, the conclusion is reached that
there has been a significant decrease in the volume and level of activity for
the asset or liability in relation to normal market conditions, transactions or
quoted prices may not be determinative of fair value. Further analysis of the
transactions or quoted prices is needed, and a significant adjustment to the
transactions or quoted prices may be necessary to estimate fair value in ac-
cordance with FASB ASC 820-10. According to FASC ASC 820-10-35-51C, the
objective is to determine the point within the range of fair value estimates that
is most representative of fair value under the current market conditions. A
wide range of fair value estimates may be an indication that further analysis
is needed.

3.62 FASB ASC 820-10-35-51D states that determining the price at which
willing market participants would transact at the measurement date under cur-
rent market conditions if there has been a significant decrease in the volume
and level of activity for the asset or liability depends on the facts and circum-
stances and requires the use of significant judgment. The reporting entity's
intention to hold the asset or liability is not relevant however, because fair
value is a market-based measurement, not an entity-specific measurement.

3.63 According to FASB ASC 820-10-35-51E, an entity should evaluate
the circumstances to determine whether the transaction is orderly based on
the weight of the evidence. Circumstances that may indicate that a transaction
is not orderly and guidance that should be considered in the determination
are found in paragraphs 51E-51F of FASB ASC 820-10-35. Even if there has
been a significant decrease in the volume and level of activity for the asset or
liability, it is not appropriate to conclude that all transactions are not orderly
(that is, distressed or forced). In making the determination as to whether a
transaction is orderly, an entity does not need to undertake all possible efforts,
but should not ignore information that is available without undue cost and
effort. The reporting entity would be expected to have sufficient information to
conclude whether a transaction is orderly when it is party to the transaction.
Refer to FASB ASC 820 for more information.
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Disclosures’

3.64 FASB ASC 820-10-50 discusses the disclosures required for assets
and liabilities measured at fair value. "Pending Content" in FASB ASC 820-
10-50-1 explains that the reporting entity should disclose information that
enables users of its financial statements to assess both (a) for assets and lia-
bilities measured at fair value on a recurring basis in periods subsequent to
initial recognition or that are measured on a nonrecurring basis in periods
subsequent to initial recognition, the valuation techniques and the inputs used
to develop those measurements and (b) for recurring fair value measurements
using significant unobservable inputs (level 3), the effect of the measurements
on earnings for the period.!

Fair Value Option

3.65 FASB ASC 825, Financial Instruments, creates a fair value option
under which an organization may irrevocably elect fair value as the initial and
subsequent measure for many financial instruments and certain other items,
with changes in fair value recognized in the statement of activities as those
changes occur. An election is made on a instrument-by-instrument basis (with
certain exceptions), generally when an instrument is initially recognized in the
financial statements. The fair value option need not be applied to all identical
items, except as required by FASB ASC 825-10-25-7. Most financial assets and
financial liabilities are eligible to be recognized using the fair value option,
as are firm commitments for financial instruments and certain nonfinancial
contracts.

3.66 As explained by FASB ASC 825-10-15-5, specifically excluded from
eligibility is an investment in a subsidiary that the entity is required to con-
solidate, an interest in a variable interest entity that the entity is required
to consolidate, the employer and plan's obligations under postemployment,
postretirement plans (including health care and life insurance benefits), and
deferred compensation arrangements (or assets representing overfunded posi-
tions in those plans), financial assets and liabilities recognized under leases
(this does not apply to a guarantee of a third-party lease obligation or a contin-
gent obligation arising from a cancelled lease), deposit liabilities of depository

f In May 2011, FASB issued ASU No. 2011-04, Fair Value Measurement (Topic 820) Amend-
ments to Achieve Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and
IFRS. According to FASB, the objective of this ASU is to improve the comparability of fair value
measurements presented and disclosed in financial statements prepared in accordance with U.S.
GAAP and International Financial Reporting Standards, by changing the wording used to describe
many of the requirements in U.S. GAAP for measuring fair value and disclosing information about
fair value measurements. The amendments include those that clarify FASB's intent about the ap-
plication of existing fair value measurement and disclosure requirements and those that change a
particular principle or requirement for measuring fair value or for disclosing information about fair
value measurements. This ASU, which is to be applied prospectively, is effective during interim and
annual periods beginning after December 15, 2011. Early application, which is not permitted for
public entities, is permitted for nonpublic entities, but no earlier than for interim periods beginning
after December 15, 2011.

t In January 2010, FASB issued ASU No. 2010-06, Fair Value Measurements and Disclosures
(Topic 820): Improving Disclosures about Fair Value Measurements. This ASU establishes new dis-
closure requirements and clarifies certain existing disclosures regarding level of disaggregation and
inputs and valuation techniques. The amendments in this ASU became effective for interim and
annual reporting periods beginning after December 15, 2009, except for the disclosures in the level 3
fair value measurement roll forward. Those disclosures are effective for fiscal years beginning after
December 15, 2010, and for interim periods within those fiscal years. Examples related to the guid-
ance in this ASU were added to FASB ASC 820-10-55. The guidance referenced in this paragraph is
amended by this ASU.
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institutions, and financial instruments that are, in whole or in part, classi-
fied by the issuer as a component of shareholder's equity (including temporary
equity).

3.67 FASB ASC 825-10-45 and 825-10-50 also include presentation and
disclosure requirements designed to facilitate comparisons between entities
that choose different measurement attributes for similar types of assets and
liabilities. Paragraphs 1-2 of FASB ASC 825-10-45 state that entities should
report assets and liabilities that are measured using the fair value option in a
manner that separates those reported fair values from the carrying amounts of
similar assets and liabilities measured using another measurement attribute.
To accomplish that, an entity should either (a) report the aggregate of both
fair value and non-fair-value items on a single line, with the fair value amount
parenthetically disclosed or (b) present separate lines for the fair value carry-
ing amounts and the non-fair-value carrying amounts. As discussed in FASB
ASC 825-10-25-3, upfront costs and fees, such as debt issue costs, may not be
deferred for items which the fair value option has been elected.

SEC Reporting Requirements

3.68 The SEC imposes additional financial reporting rules for stock life
insurance entities whose shares are publicly traded on a stock exchange and
insurance holding companies. The SEC requires publicly traded entities to file
an annual Form 10-K, to distribute an annual report to shareholders pursuant
to the SEC's proxy rules, and to file a quarterly Form 10-Q. Article 7 of SEC
Regulation S-X governs the form and content of financial statements of life
insurance entities included in annual shareholders' reports and filings with
the SEC. Both stock life insurance entities and mutual life insurance entities
that issue other public securities (for example, debt) must also comply with
certain SEC rules.

3.69 SEC Disclosure Information: General Recommendations. SEC rec-
ommendations for improved disclosures include, but are not limited to, the
following:®

a. Loss reserves. The SEC staff desires improved explanations for
changes in reserve estimates. More specifically, disclosure should
show changes in estimates by line of business, improved explana-
tions 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 entity's remaining exposure to
uncertainty. (The staff is concerned that 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.)

b. Other than temporary impairments of securities." Discussion should
include the entity's policy for evaluating other than temporary

6 In March and September 2008, the Division of Corporation Finance of the SEC sent out
illustrative letters to public entities identifying a number of disclosure issues they may wish to
consider in preparing Management's Discussion and Analysis for their upcoming quarterly reports
on Form 10-Q. Readers should familiarize themselves with these letters that can be found on the SEC
website.

' For the application of GAAP, refer to FASB ASC 320, Investments—Debt and Equity Securities.
Statutory Interpretation No. 06-07, Definition of the Phrase "Other Than Temporary," adopts, with
modification, certain aspects of FASB ASC 320. For additional specifics, see chapter 11, "Investments."
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impairments, the amount of impairment and whether those fac-
tors would affect other investments. The SEC staff expects this
level of disclosure for each quarter for all material impairments
given current market conditions.

c. 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 entity previously asserted the ability
and intent to hold the investment to maturity, in order to justify
the lack of an impairment loss. The SEC expects this level of dis-
closure each quarter for all material losses given current market
conditions.

d. Unrealized losses on investments. Discussion should include con-
centrations of securities with a loss. Additionally, disclosure should
include the length of time that securities have been recorded with
an unrealized loss, 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.

e. Accounting policy disclosures. Registrants should provide more spe-
cific information regarding critical accounting policies, especially if
the policies are in areas where there is known diversity in practice.

f- Contractual obligations. The SEC Staff recommended increased
disclosures regarding insurance and investment contracts in the
Contractual Obligations table in Form 10-K. Disclosures include
variables such as mortality, morbidity, future lapse rates, and in-
terest crediting rates.

3.70 SEC Disclosures: Sarbanes-Oxley Implementation. In response to
passage of the Sarbanes-Oxley Act of 2002, the SEC and Public Company Ac-
counting Oversight Board (PCAOB) have issued (or are issuing) additional
rules and regulations specifying compliance. Additionally, in June 2006, state
regulators adopted changes to the Model Audit Rule effective in 2010 by con-
sidering certain provisions of the act. For additional information, see chapter 5.
Sections of the act that contain disclosure requirements include Sections 302,
401(a), 401(b), 404, 406, and 407.

a. Section 302—Certification of Disclosure in Companies Quarterly
and Annual Reports. CEOs and CFOs (or their equivalents) are
now required to certify the financial and other information con-
tained in quarterly and annual reports and make certain disclo-
sures. Additionally, Department of Justice certifications (governed
by Section 906 of the act) became effective upon enactment of the
act.

b. Section 401(a)—Disclosure in Management's Discussion and Anal-
ysis About Off-Balance Sheet Arrangements and Aggregate Contrac-
tual Obligations. This section of the act requires that each annual
and quarterly financial report disclose specific material transac-
tions and relationships. See the preface of this guide for additional
information.

c. Section 401(b)—Conditions for Use of Non-GAAP Financial Mea-
sures, discusses the disclosure of pro forma financial information in
any report filed with the SEC, or in any public disclosures or press
releases. The term non-GAAP financial measures rather than pro
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forma financial information, is used to eliminate confusion with pro
forma disclosures that are required under existing SEC rules and
regulations. As required by the act, whenever an entity presents a
non-GAAP financial measure, Regulation G will require presenta-
tion of a numerical reconciliation to the most directly comparable
measurement calculated using GAAP. Regulation G also explicitly
prohibits the presentation of inaccurate or misleading non-GAAP
financial measures. Rule 401(b) defines a non-GAAP financial mea-
sure as a numerical measure of an entity's historical or future fi-
nancial performance, financial position, or cash flows that excludes
(includes) amounts, or is subject to adjustments that have the ef-
fect of excluding (including) amounts, that are included (excluded)
in the most directly comparable measure calculated in accordance
with GAAP.

d. Section 404—Management's Reports on Internal Control Over Fi-
nancial Reporting and Certification of Disclosure in Exchange Act
Periodic Reports. See chapter 5 and the preface of this guide for
additional information.

e. Sections 406 and 407—Disclosure Required by Sections 406 and
407 of the Sarbanes-Oxley Act of 2002. (Code of Ethics and Au-
dit Committee financial expert disclosures, respectively). See the
preface of this guide for additional information.

3.71 Additional Insurance Industry Information for Non-GAAP Financial
Measures. The definition of non-GAAP financial measures specifically excludes
measures that are required to be disclosed by GAAP, SEC rules, or an appli-
cable system of regulation imposed by a government, governmental authority
or self-regulatory organization. Therefore, statutory basis financial ratios (for
example, combined ratios) used by insurance registrants in SEC filings to de-
scribe the results of operations are considered outside the scope of the non-
GAAP rules so long as those ratios are identical (in terms of both formula and
result) to those presented in required filings with insurance regulators.

3.72 In addition to Regulation G, the SEC also amended Regulations S-K
and S-B to impose additional requirements and restrictions on the disclosure of
non-GAAP financial measures in SEC filings. Among other things, the amend-
ments to Regulations S-K and S-B prohibit the presentation of performance
measures that exclude charges or gains identified as "nonrecurring, infrequent
or unusual," unless the excluded items meet certain conditions. Many insur-
ance entities use the term operating earnings (or similar non-GAAP terms) in
discussing financial results within SEC filings. Insurance entities have defined
operating earnings in a variety of different ways; however, the most common
definition is net income excluding after tax realized investment gains and
losses. Under the new non-GAAP rules, the term operating earnings is pro-
hibited from being used in SEC filings because it is considered a performance
measure that is adjusted to eliminate or smooth items (that is, realized invest-
ment gains and losses), which have either occurred in the prior two years or
are likely to recur within two years from the balance sheet date.”

# Readers should be aware of the revised SEC Non-GAAP Compliance and Disclosure Interpre-
tations (specifically question 102.03, which addresses adjusting a non-GAAP financial performance
measure) issued in January 2010, which can be found on the SEC website at www.sec.gov/divisions/
corpfin/guidance/nongaapinterp.htm.
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Tax Basis Accounting Requirements

3.73 Life insurance entities, with the exception of most fraternal soci-
eties, are subject to tax, either individually or as part of a consolidated group.
Therefore, the IRS influences accounting procedures by requiring special record
keeping to comply with specific tax laws. Rules and regulations governing ac-
counting methods that are used in the preparation of the income tax returns
for a life insurance entity may be different in many respects from SAP and
U.S. GAAP. These differences are discussed in chapter 13, "Taxation of Life
Insurance Entities."

Comparison of U.S. GAAP and Statutory
Accounting Practices

3.74 The objectives of U.S. GAAP reporting differ from the objectives of
SAP. The primary focus of financial reporting in accordance with U.S. GAAP is
information about earnings and its components. U.S. GAAP financial report-
ing assumes the continuation of an entity as a going concern in the absence
of significant information to the contrary. Statutory financial statements are
designed to address the concerns of the regulators, who are the primary users
of statutory financial statements and emphasize the measurement of ability
to pay all current and future contract holder obligations. For example, under
SAP, contract acquisition costs are expensed in the period incurred because
the funds are no longer available to pay future liabilities. However, under U.S.
GAAP, in view of the long term nature of the life insurance contract, these same
acquisition costs are capitalized and amortized over varying periods (such as
the premium paying period of the contract) so that expenses and related rev-
enues are recognized in the same accounting period (that is, matching revenue
to expense). Table 3-1, "Summary of Statutory Accounting Practices and U.S.
Generally Accepted Accounting Principles," presents a summarized compari-
son of the major difference in accounting treatment between U.S. GAAP and
codified SAP for selected financial statement components. The reader ordinar-
ily should, however, refer to the actual pronouncements for explicit guidance
in accounting for transactions in each of the areas.
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Table 3-1

Life and Health Insurance Entities

Summary of Statutory Accounting Practices and U.S. Generally
Accepted Accounting Principles

The following are highlights of significant differences in accounting treatment
between codified statutory accounting practices (SAP) and U.S. generally ac-
cepted accounting principles (GAAP) for certain financial statement compo-
nents. As described in paragraph 3.06, statutory accounting may vary by state.
SAP and U.S. GAAP references pertaining to each area are not necessarily
inclusive of all guidance applicable to the subject matter.

Area

Codified Statutory
Accounting Practices

U.S. Generally Accepted
Accounting Principles™V)

Debt securities

Common stock

Nonredeemable
preferred stock
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Debt securities should be carried
at amortized cost, except for those
with a National Association of
Insurance Commissioners (NAIC)
designation of 6, which shall be
reported at the lower of amortized
cost or fair value. For reporting
entities that do not maintain asset
valuation reserve (AVR), debt
securities with an NAIC
designation of 1 or 2 shall be
reported at amortized cost,
whereas all other debt securities
(NAIC designation 3-6) shall be
reported at the lower of amortized
cost or fair value. See Statement of
Statutory Accounting Principles
(SSAP) No. 26, Bonds, Excluding
Loan-backed and Structured
Securities and SSAP No. 43R,
Loan-backed and Structured
Securities, as amended.

Investments in unaffiliated
common stock are generally
reported at the fair value as stated
by the NAIC's Securities
Valuation Office. See SSAP No.
30, Investments in Common Stock
(excluding investments in common
stock of subsidiary, controlled, or
affiliated entities).

Preferred stock® shall be valued
based on the underlying
characteristics of the security, the
quality rating as designated by the
NAIC, and whether an asset
valuation reserve is maintained by
the reporting entity. See SSAP No.
32, Investments in Preferred Stock
(including investments in
preferred stock of subsidiary,
controlled, or affiliated entities).

Classified as trading
securities or securities
available for sale at fair
value; classified as
held-to-maturity at
amortized cost, if positive
intent and ability to hold to
maturity exists. See
Financial Standards
Accounting Board (FASB)
Accounting Standards
Codification (ASC) 320,
Investments—Debt and
Equity Securities.

Fair value. See FASB ASC
320, Investments—Debt and
Equity Securities.

Fair value. See FASB ASC
320.
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Codified Statutory U.S. Generally Accepted
Area Accounting Practices Accounting Principles™”
Mortgages First mortgages that are not in Unpaid balance plus

Real estate

Real estate held
for sale

Investments in
affiliates

Asset Valuation
Reserve (AVR)

Interest
Maintenance
Reserve (IMR)

default with regard to principal or
interest are carried at outstanding
principal balance, or amortized
cost if acquired at a discount or
premium. See SSAP No. 37,
Mortgage Loans.

Reported at depreciated cost less
encumbrances.

See SSAP No. 90, Accounting for
the Impairment or Disposal of Real
Estate Investments, as amended by
SSAP No. 95, Exchanges of
Nonmonetary Assets A
Replacement of SSAP No.
28—Nonmonetary Transactions.
Additional information can be
found in SSAP No. 40, Real Estate
Investments.

Lower of depreciated cost or fair
value less encumbrances and
estimated costs to sell the
property. See SSAP No. 90, as
amended by SSAP No. 95.
Additional information can be
found in SSAP No. 40.

Investments in subsidiary,
controlled or affiliated entities
should be reported using either a
market valuation approach or
statutory equity methods.

See SSAP No. 97, Investments in
Subsidiary, Controlled, or
Affiliated Entities, A Replacement
of SSAP No. 88.%%)

Formula driven reserve balance to
offset potential credit or equity
related investment losses. Changes
reflected as a component of
surplus.

See SSAP No. 7, Asset Valuation
Reserve and Interest Maintenance
Reserve, and the NAIC Annual
Statement Instructions.

Interest-rate related net realized
gains or losses, deferred and
amortized to investment income
(net of tax) over the remaining life
of the investments sold.

See SSAP No. 7 and the NAIC
Annual Statement Instructions.

unamortized loan origination
fees less impairment as
prescribed by FASB ASC
310, Receivables, Purchased
loans with evidence of credit
quality deterioration are
accounted for under FASB
ASC 310.

Depreciated cost, after
impairment write-down as
per FASB ASC 360, Property,
Plant, and Equipment.

Lower of carrying value or
fair value less cost to sell.
See FASB ASC 360.

Consolidated, equity basis,
or cost as appropriate. See
FASB ASC 970-323.")

Not applicable.

Not applicable.

(continued)
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Area

Life and Health Insurance Entities

Codified Statutory
Accounting Practices

U.S. Generally Accepted
Accounting Principles™”)

Realized gains
(losses)

Unrealized
gains (losses) for
securities

Debt
securities®

AAG-LHI 3.74

Non-IMR gains and losses
reported in income. Guidance
comes from a variety of sources,
including but not limited to, SSAP
Nos. 7, 26, 30, 32, 43R, and 86,
Accounting for Derivative
Instruments and Hedging
Activities.

For reporting entities required to
maintain an AVR, the accounting
for unrealized gains and losses
shall be in accordance with SSAP
No. 7. For reporting entities not
required to maintain an AVR,
unrealized gains and losses shall
be recorded as a direct credit or
charge to unassigned funds
(surplus) net of income taxes.
Guidance comes from a variety of
sources, including but not limited
to, SSAP Nos. 26, 30, 32, 43R, 46,
Investments in Subsidiary,
Controlled, and Affiliated Entities,
72, Surplus and
Quasi-Reorganization, and 86.

For debt securities, excluding
loan-backed and structured
securities, if it is determined that
a decline in fair value of a bond is
other-than-temporary, an
impairment loss shall be
recognized as a realized loss equal
to the entire difference between
the bonds carrying value and its
fair value at the balance sheet
date of the reporting period for
which the assessment is made.

The new cost basis shall not be
changed for subsequent recoveries
in fair value. Future declines in
fair value that are determined to
be other than temporary, shall be
recorded as realized losses. An
impairment shall be considered to
have occurred if it is probable that
the reporting entity will be unable
to collect all amounts due
according to the contractual terms
of a debt security in effect at the
date of acquisition.

See SSAP No. 26.

For loan backed and structured
securities, the impairment
guidance within SSAP No. 43R,
requires bifurcation of "interest”

Recorded in income
statement. See FASB ASC
320 and FASB ASC 944,
Financial
Services—Insurance.

Recorded in net income or
other comprehensive income,
as appropriate (except for
held-to-maturity). See FASB
ASC 320 and FASB ASC 220,
Comprehensive Income.

If an other-than-temporary
impairment has occurred, the
amount of the
other-than-temporary
impairment recognized in
earnings depends on whether
an entity intends to sell the
security or more likely than
not will be required to sell the
security before recovery of its
amortized cost basis less any
current-period credit loss. If
an entity intends to sell the
security or more likely than
not will be required to sell the
security before recovery of its
amortized cost basis less any
current-period credit loss, the
other-than-temporary
impairment shall be
recognized in earnings equal
to the entire difference
between the investment's
amortized cost basis and its
fair value at the balance
sheet date.

If an entity does not intend to
sell the security and it is not
more likely than not that the
entity will be required to sell
the security before recovery



Area

Sources of Accounting Principles and Reporting Requirements

Codified Statutory
Accounting Practices

U.S. Generally Accepted
Accounting Principles™”)

and "non-interest” components for
impairment recognition in
situations when the entity does
not have an intent to sell and has
the intent and ability to hold the
investment for a period of time
sufficient to recover the amortized
cost basis:

® When an other than temporary
impairment (OTTI) has
occurred because the entity
intends to sell or has assessed
that they do not have the intent
and ability to retain the
investments in the security for
a period of time sufficient to
recover the amortized cost
basis, the amount of the OTTI
recognized in earnings as a
realized loss shall equal the
entire difference between the
investment's amortized cost
basis and its fair value at the
balance sheet date.

® When an OTTI has occurred
because the entity does not
expect to recover the entire
amortized cost basis of the
security even if the entity has
no intent to sell and the entity
has the intent and ability to
hold, the amount of the OTTI
recognized as a realized loss
shall equal the different
between the investment's
amortized cost basis and the
present value of cash flows
expected to be collected,
discounted at the loan-backed
or structured security's effective
interest rate.

SSAP No. 43R has been amended
to revise the definition of a
loan-backed security. In June
2010, nonsubstantive revisions
were also adopted to paragraphs
27 and 36 of SSAP No. 43R to
clarify the accounting for gains
and losses between AVR and IMR
for SSAP No. 43R securities. Both
revisions are effective for January
1, 2011.

of its amortized cost basis
less any current-period credit
loss, the other-than-
temporary impairment shall
be separated into both of the
following:

a. The amount representing
the credit loss

b. The amount related to all
other factors

The amount of the total
other-than-temporary
impairment related to the
credit loss shall be recognized
in earnings. The amount of
the total
other-than-temporary
impairment related to other
factors shall be recognized in
other comprehensive income,
net of applicable taxes.

The previous amortized cost
basis less the
other-than-temporary
impairment recognized in
earnings shall become the
new amortized cost basis of
the investment. That new
amortized cost basis shall not
be adjusted for subsequent
recoveries in fair value.
However, the amortized cost
basis shall be adjusted for
accretion and amortization as
prescribed in FASB ASC
320-10-35-35.

See FASB ASC 320.

(continued)
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Codified Statutory U.S. Generally Accepted
Area Accounting Practices Accounting Principles™”)
Equity For any decline in the fair value of  If it is determined that the
securities unaffiliated common and preferred impairment is other than
stocks, that is deemed other than temporary, then an
temporary, an impairment loss impairment loss shall be
shall be recognized as a realized recognized in earnings equal
loss equal to the entire difference to the entire difference
between the carrying value and its  between the investment's
fair value at the balance sheet cost and its fair value at the
date of the reporting period for balance sheet date of the
which the assessment is made. See  reporting period for which
SSAP No. 30, and No. 32. See also the assessment is made. The
NAIC Interpretation 06-7, measurement of the
Definition of Phrase "Other Than impairment shall not include
Temporary." partial recoveries after the
balance sheet date. The fair
value of the investment
would then become the new
cost basis of the investment
and shall not be adjusted for
subsequent recoveries in fair
value.
See FASB ASC 320.
Nonadmitted Excluded from the statutory Not applicable.
assets balance sheet and charged directly
to unassigned surplus.
See SSAP No. 4, Assets and
Nonadmitted Assets; No. 20,
Nonadmitted Assets; No. 29,
Prepaid Expenses; No. 87,
Capitalization Policy; and SSAP
No. 96, Settlement Requirements
for Intercompany Transactions.
Liability for Policy reserves determined using For traditional
future policy interest, morbidity, and mortality products—determined using
benefits assumptions based on specified expected expense, interest,
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tables, formulas or both.

See SSAP No. 51, Life Contracts,
and applicable appendixes, SSAP
No. 54, Individual and Group
Accident and Health Contracts,
and SSAP No. 59, Credit Life and
Accident and Health Insurance
Contracts. P

morbidity, mortality, and
voluntary withdrawal
assumptions with provisions
made for adverse deviation
for contracts on a net level
premium basis; for universal
life-type contracts—
retrospective deposit method
of accounting is required.
Additional liabilities for
insurance and annuitization
benefits may be required by
FASB ASC 944.

For long duration insurance
or investment contracts that
are subject to FASB ASC 944
(paragraphs 15 and 17[a]) the
accrued account balance
equals
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Codified Statutory U.S. Generally Accepted
Area Accounting Practices Accounting Principles™”)

a. deposits, net of
withdrawals;

b. plus amounts credited
pursuant to the contract;

c. less fees and charges
assessed;

d. plus additional interest
accrued but not yet
credited (for example,
persistency bonus); and

e. other adjustments (for
example, appreciation or
depreciation recognized in
accordance with FASB
ASC 944-40-25 to the
extent not already
credited and included in
preceding step b).

Additional liabilities for
insurance and annuitization
benefits may be required.
Due and Gross premium amounts that are Due and uncollected
uncollected due on or before the valuation date  premiums are reported as
premiums but have not been received. To the  assets. See FASB ASC 944.
extent that there is no related
unearned premium, any
uncollected premium balances
that are over ninety days due shall
be nonadmitted.
See SSAP No. 6, Uncollected
Premium Balances, Bills
Receivable for Premiums, and
Amounts Due From Agents and
Brokers; No. 51, and No. 54.
Deferred Deferred premiums are recorded Deferred premiums offset
premiums as assets. against liabilities for future
See SSAP No. 51. policy benefits. See FASB
ASC 944.
Contract holder Provision for dividends expected to  If limitations exist on the
dividend be paid over the year subsequent amount of net income from
liability to the date of the financial participating insurance

statements, whether or not
declared or apportioned.

See SSAP No. 51.

contracts of life insurers that
may be distributed to
stockholders, provision is
made for accumulated
earnings expected to be paid
to contract holders, including
pro rata portion of dividends
incurred to valuation date. If
there are no net income
restrictions, the future
dividends are accrued over

(continued)
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Codified Statutory U.S. Generally Accepted
Area Accounting Practices Accounting Principles™”)

the premium paying period of
the contract. See FASB ASC

944.

Reinsurance Full credit generally given for Reinsurance recognized
authorized reinsurers; net based on adequate transfer of
reporting generally required,; risk;® provision for
reinsurance recognized based on uncollectible reinsurance and
adequate risk transfer as defined gross reporting of balance
by statutory guidance; changes in sheet amounts required
liability for unauthorized under FASB ASC 944, net
reinsurers in excess of approved reporting is not allowed
collateral mediums recorded unless a right of offset exists
directly to surplus. See SSAP No. as defined in FASB ASC
61, Life, Deposit-Type and 210-20.®
Accident and Health Reinsurance.

Deferred taxes Balance sheet should include Provision made for

deferred income tax assets (DTAs)  temporary differences, net
and liabilities, the expected future  operating losses, and credit
tax consequences of temporary carryforwards under FASB
differences generated by statutory = ASC 740.

accounting, as defined in FASB

ASC 740, Income Taxes. The

guidance in SSAP No. 10R, Income

Taxes—Revised, A Temporary

Replacement of SSAP No. 10,

results in a two step process for

determining DTAs. DTAs are

calculated per the guidance in

paragraph 6 of SSAP No. 10R, and

are reduced by a statutory

valuation allowance adjustment if,

based on the weight of available

evidence, it is more likely than not

that some portion or all of the

gross DTAs will not be realized.

The statutory valuation allowance

adjustment will reduce the gross

DTAs to the amount that is more

likely than not to be realized (the

adjusted gross deferred tax

assets). The adjusted gross DTAs

are then admitted based on a

calculation in paragraph 10 of

SSAP No. 10R. See SSAP No. 10R.

SSAP No. 10R is effective for 2009
annual financial statements, and
2010 and 2011 interim and annual
financial statements only. In
March 2011, the Statutory
Accounting Principles Working
Group (SAPWG) of the NAIC
exposed SSAP No. 101, Income
Taxes, A Replacement of SSAP No.
10R and SSAP No. 10. The
proposed guidance would
incorporate U.S. GAAP guidance
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Codified Statutory
Accounting Practices

65

U.S. Generally Accepted
Accounting Principles™”)

Leases

Liability for
postretirement
benefits other
than pensions

Pension benefits

for uncertain tax positions and
tax-planning strategies. It would

also change how admitted deferred

tax assets are calculated. The
comment deadline was April 29,
2011. The SAPWG has scheduled
several calls during the spring of
2011 to discuss the proposed
guidance and intends to adopt a
final standard at the summer
NAIC meeting in August 2011.

All leases, except leveraged leases
should be considered operating
leases.

See SSAP No. 22, Leases.

An employer shall account for its
postretirement benefits for vested
employees only, on an accrual
basis.

See SSAP No. 14, Postretirement
Benefits Other Than Pensions,
which adopts FASB ASC 715,
Compensation—Retirement
Benefits with some modifications.

For defined benefit plans,
reporting entities should adopt
FASB ASC 715, with a
modification to exclude nonvested
employees. The excess of plan
assets over obligations should be
treated as a nonadmitted asset.
Net plan obligations must be
accrued irrespective of funding.

For defined contribution plans, the
reporting entity should expense
contributions required by the plan
over the period in which the
employee vests in those
contributions. Contributions to
plan participants' accounts made
prior to vesting shall be treated as
a prepaid asset that is
nonadmitted. Contributions
required after participants
terminate or retire shall be
accrued and an expense shall be
recorded over the working lives of
the participants.

See SSAP No. 89, Accounting for
Pensions, A Replacement of SSAP
No. 8, which adopts FASB ASC
715 with some modifications.

Classified as capital or
operating according to the
provisions of FASB ASC 840,
Leases.*

Expected postretirement
benefit obligations are
recognized over the working
life of employees; liability
based on vested and
nonvested benefits under
FASB ASC 715.

Pension costs calculated
based on the projected unit
credit method under FASB
ASC 715.

(continued)
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Codified Statutory U.S. Generally Accepted
Area Accounting Practices Accounting Principles™”)
Universal life Premiums and cost of insurance, Premiums and deposits
revenue and other contract charges are included in contract holder
recognized as revenue. See SSAP liabilities; revenues
No. 51. represent amounts assessed
against policyholders and
shall be reported in the

period that the amounts are
assessed unless evidence
indicates that the amounts
are for future periods, as per
FASB ASC 944.

Contract Charged to expense when Deferred and amortized (with

acquisition costs  incurred. See SSAP No. 71, Policy interest) in relation to the
Acquisition Costs and revenue generated
Commissions. (premiums or estimated gross

profit, as appropriate) if
recoverable from such
revenue. See FASB ASC 944.

Consolidation Generally on an unconsolidated, Generally required in
individual reporting entity basis accordance with FASB ASC
with subsidiaries on a modified 810, Consolidation.
equity method basis. See SSAP
No. 97®

@) FASB ASC 820, Fair Value Measurements and Disclosures, establishes a framework
for measuring fair value that applies broadly to financial and nonfinancial assets and
liabilities and improves the consistency, comparability, and reliability of the measure-
ments. For further information, see http:/asc.fasb.org and chapter 11, "Investments."

2 The National Association of Insurance Commissioners (NAIC) Financial Condition
Committee had previously adopted a short term resolution for hybrid securities classi-
fication. At the summer 2008 NAIC meeting, the NAIC decided not to adopt the short
term "notching solution," but instead to adopt a 2007 report from the American Academy
of Actuaries, and look for a long term solution to improve identification, classification,
and accounting guidance for new structured investments. As of January 1, 2009, the
notching solution will expire, and hybrid securities should be reported in Schedule D
with a separate line number and the annual statement note disclosure for these holdings
would be eliminated. A definition of hybrid securities was also added to the investment
schedules instructions. For additional specifics, see chapter 11.

®  Per Statements of Statutory Accounting Principles (SSAP) No. 96, Settlement Re-
quirements for Intercompany Transactions, An Amendment of SSAP No. 25—Accounting
for and Disclosures about Transactions with Affiliates and Other Related Parties, related
party transactions are now required to be in the form of a written agreement that spec-
ifies a due date. Amounts receivable from related parties over 90 days passed due from
the due date or if the due date is not specified in the agreement, are now nonadmitted.
(' FASB ASC 810, Consolidation, addresses the topic of consolidation. The objective of
which is to improve comparability and transparency of consolidated financial statements
by establishing accounting and reporting standards and is effective fiscal years begin-
ning on or after December 15, 2008. Early adoption is prohibited. For more information,
see chapter 11.
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@ Substantive revisions in paragraphs 13-14, 57-81, and 98-101 of SSAP No. 91R
regarding securities lending transactions and repurchase agreements and additional
disclosures were adopted in May 2010 and are effective December 31, 2010. The sub-
stantive revisions adopted in SSAP No. 91R did not adopt or reject any new generally
accepted accounting principles (GAAP) standards, but it did incorporate guidance re-
garding the determination of whether collateral is on balance sheet or off balance sheet,
which is closer to the existing GAAP guidance.

(D The NAIC adopted various changes to appendix-010 and conforming changes to
SSAP No. 59, Credit Life and Accident and Health Insurance Contracts. The changes
modify the methodologies for establishing reserves for individual and group disability
income claims incurred after January 1, 2007, contract reserves for single premium credit
disability insurance policies and long-term care insurance individual policies or group
certificates issued after January 1, 2007.

#  FASB ASC 815-10-45-5 permits a reporting entity to offset fair value amounts recog-
nized for the right to reclaim cash collateral (a receivable) or the obligation to return cash
collateral (a payable) against fair value amounts recognized for derivative instruments
executed with the same counterparty under the same master netting arrangement that
have been offset in accordance with that paragraph.

&) FASB and the IASB initiated a joint project to develop a new approach to lease
accounting that would ensure that assets and liabilities arising under leases are recog-
nized in the statement of financial position. On March 19, 2009, the boards published,
for public comment the discussion paper Leases: Preliminary Views. The comment period
for the discussion paper ended on July 17, 2009. The proposals in the discussion paper
have been refined based on comment letters received and input from preparers, audi-
tors, users, regulators, and other interested parties during other outreach activities. On
August 17, 2010, the boards published, for public comment, the exposure draft Leases.
The comment period for the exposure draft ended on December 15, 2010. The boards are
currently redeliberating based on comments received. Readers should be aware that the
boards plan to issue final standards by the end of the second quarter 2011.
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Exhibit 3-1
Evaluation of the Appropriateness of Informative Disclosures
in Insurance Enterprises’ Financial Statements Prepared
on a Statutory Basis'

Question. Insurance enterprises issue financial statements prepared in ac-
cordance with accounting practices prescribed or permitted by insurance reg-
ulators (a "statutory basis") in addition to, or instead of, financial statements
prepared in accordance with GAAP. Most states have adopted a comprehen-
sively updated Accounting Practices and Procedures Manual, as revised by the
NAIC's Codification project. The updated Accounting Practices and Procedures
Manual, along with any subsequent revisions, is referred to as the revised
manual. The revised manual contains extensive disclosure requirements. As
a result, after a state adopts the new Accounting Practices and Procedures
manual, its statutory basis of accounting will include informative disclosures
appropriate for that basis of accounting. The NAIC Annual Statement Instruc-
tions prescribe the financial statements to be included in the annual audited
financial report. Some states may not adopt the revised manual or may adopt
it with significant departures. How should auditors evaluate whether infor-
mative disclosures in financial statements prepared on a statutory basis are
appropriate??

Interpretation. Financial statements prepared on a statutory basis are finan-
cial statements prepared on a comprehensive basis of accounting other than
GAAP according to AU section 623, Special Reports (AICPA, Professional Stan-
dards), paragraph .04. AU section 623 paragraph .09 states that "When report-
ing on financial statements prepared on a comprehensive basis of accounting
other than GAAP, the auditor should consider whether the financial state-
ments (including the accompanying notes) include all informative disclosures
that are appropriate for the basis of accounting used. The auditor should ap-
ply essentially the same criteria to financial statements prepared on an other
comprehensive basis of accounting as he or she does to financial statements
prepared in conformity with GAAP. Therefore, the auditor's opinion should be
based on his or her judgment regarding whether the financial statements, in-
cluding the related notes, are informative of matters that may affect their use,
understanding, and interpretation as discussed in section AU section 411, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, paragraph .04 (AICPA, Professional Standards)."

AU section 623 paragraph .02 states that generally accepted auditing standards
(GAAS) apply when an auditor conducts an audit of and reports on financial
statements prepared on an other comprehensive basis of accounting. Thus,
in accordance with the third standard of reporting, "informative disclosures
in the financial statements are to be regarded as reasonably adequate unless
otherwise stated in the report."

Question. What types of items or matters should auditors consider in evalu-
ating whether informative disclosures are reasonably adequate?

Interpretation. AU section 623 paragraphs .09-.10 indicate that financial
statements prepared on a comprehensive basis of accounting other than GAAP
should include all informative disclosures that are appropriate for the basis of
accounting used. That includes a summary of significant accounting policies
that discusses the basis of presentation and describes how that basis differs
from GAAP. The provisions of the preamble of the revised manual that states,
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"GAAP pronouncements do not become part of Statutory Accounting Principles
until and unless adopted by the NAIC," do not negate the requirements of AU
section 623 paragraph .10, which also states that when "the financial state-
ments [prepared on an other comprehensive basis of accounting] contain items
that are the same as, or similar to, those in financial statements prepared in
conformity with GAAP, similar informative disclosures are appropriate.”

Question. How does the auditor evaluate whether "similar informative disclo-
sures" are appropriate for

a. items and transactions that are accounted for essentially the same
or in a similar manner under a statutory basis as under GAAP?

b. items and transactions that are accounted for differently under a
statutory basis than under GAAP?

c. items and transactions that are accounted for differently under re-
quirements of the state of domicile than under the revised manual?

Interpretation. Disclosures in statutory basis financial statements for items
and transactions that are accounted for essentially the same or in a similar
manner under the statutory basis as under GAAP should be the same as, or
similar to, the disclosures required by GAAP unless the revised manual specifi-
cally states the NAIC Codification rejected the GAAP disclosures.? Disclosures
should also include those required by the revised manual.

Disclosures in statutory basis financial statements for items or transactions
that are accounted for differently under the statutory basis than under GAAP,
but in accordance with the revised manual, should be the disclosures required
by the revised manual.

If the accounting required by the state of domicile for an item or transaction
differs from the accounting set forth in the revised manual for that item or
transaction, but it is in accordance with GAAP or superseded GAAP, the dis-
closures in statutory basis financial statements for that item or transaction
should be the applicable GAAP disclosures for the GAAP or superseded GAAP.
Ifthe accounting required by the state of domicile for an item or transaction dif-
fers from the accounting set forth in the revised manual, GAAP or superseded
GAAP, sufficient relevant disclosures should be made.

Paragraph .10 of AU section 623 states that "when evaluating the adequacy of
disclosures, the auditor should also consider disclosures related to matters that
are not specifically identified on the face of the financial statements, such as
(a) related party transactions, (b) restrictions on assets and owners' equity, (c)
subsequent events, and (d) uncertainties.”" Other matters should be disclosed
if such disclosures are necessary to keep the financial statements from being
misleading.

1

Reprinted from Special Reports: Auditing Interpretations of AU section 623

(AICPA, Professional Standards, AU sec. 9623). This exhibit reflects the
amendments to Interpretation No. 12, "Evaluation of the Appropriateness
of Informative Disclosures in Insurance Enterprises' Financial Statements
Prepared on a Statutory Basis," of AU section 623, Special Reports (AICPA,
Professional Standards, AU sec. 9623 par. .60-.77), as made by SOP 01-
5, Amendments to Specific AICPA Pronouncements for Changes Related to
the NAIC Codification, effective December 15, 2001 and by the Auditing
Standards Board, effective January 2005—subsequent to the PCAOB adop-
tion of the AICPA standards as interim, on April 16, 2003.
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2 Ttis possible for one of three different situations to occur: The state adopted

the revised manual without significant departures, adopted the revised
manual with significant departures, or has not yet adopted the revised
manual.

The provisions of the preamble of the revised manual that states, "GAAP
pronouncements do not become part of Statutory Accounting Principles un-
til and unless adopted by the NAIC" or any other explicit rejection of a
GAAP disclosure does not negate the requirements of paragraph .10 of AU
section 623. (Note that the Emerging Accounting Issues Working Group
Interpretation 04-1, Applicability of New GAAP Disclosures Prior to NAIC
Consideration is consistent with the revised manual.)
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Chapter 4
Audit Risk Considerations

Introduction

4.01 This chapter is intended to assist the auditor in identifying and
assessing the effects of business and economic conditions on inherent risk.
According to paragraph .01 of AU section 314, Understanding the Entity and
Its Environment and Assessing the Risks of Material Misstatement (AICPA,
Professional Standards):

The auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risk of
material misstatement of the financial statements whether due to
error or fraud, and to design the nature, timing, and extent of further
audit procedures.

4.02 Although life insurance entities exist to manage the insurance and
investment risks of their contract holders, the principal risks are related to
the risk that actual cash flows will be different from anticipated cash flows.
Methodologies have been developed to estimate and measure this risk by seg-
regating the elements into four broad categories. These categories are used in
the National Association of Insurance Commissioners (NAIC) risk-based capi-
tal (RBC) formulas, which are discussed in paragraph 4.08, to quantify capital
requirements for such risks. The categories are as follows:

a. Asset risk (C-1). Also referred to as asset quality risk, this is the
risk of asset default or impairment of value. For equity investments
such as common stock, equity real estate, and joint ventures, this
is the risk of a decline in the value of the investment. For debt
investments, such as debt securities and mortgage loans, this is the
risk of default, which is defined as failure to make any payment of
principal or interest on schedule, or any significant modification in
the contract.

b. Insurance risk (C-2). Insurance rate risk is often referred to as
underwriting risk, and is the risk of loss as a result of adverse mor-
tality or morbidity experience and erroneous pricing assumptions
other than asset and interest assumptions. This risk covers a wide
range of adverse circumstances including unanticipated changes
in fixed costs, mortality and morbidity experience, and lapse rates.

c. Interest rate risk and equity markets (C-3). Interest rate risk is of-
ten referred to as asset-liability risk, and is the risk of loss due to
changes in interest rate levels. For example, it may not be possible
to find suitable investments with sufficient returns and durations
to satisfy the investment earnings assumptions for long-duration
contracts common in the industry. Additionally, changes in general
interest rates may prompt contract holders to withdraw funds pre-
maturely (referred to as disintermediation) or result in prepayment
of fixed income securities (referred to as reinvestment risk). Equity
markets risk is the risk of loss due to changes in equity market
levels on variable products with guarantees.
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d. Business risk (C-4). This is general business and management risk
common to most entities. Examples of such risks are changes in the
regulatory or tax environment, regulatory intervention, technolog-
ical change, fraud, mismanagement, and loss of reputation due to
downgrading by rating agencies or negative publicity.

Risk Indicators in the Life and Health Insurance Industry

4.03 The adequacy of a life insurance entity's capital is an important
consideration in assessing inherent risk. Strong earnings and capital positions
provide more risk taking capacity and operational flexibility. A weak capital
position or poor earnings outlook limits an entity's ability to address risks and
increases financial exposure to risks that may materialize. Described in the
following sections are the significant indicators that are usually the result of a
combination of C-1, C-2, C-3, and C-4 risks that the auditor may consider when
assessing inherent risk. For the purposes of this Audit and Accounting Guide,
each item is listed under a specific risk, even though these categorizations
may be somewhat arbitrary because a given indicator may relate to more than
one risk category. Audit considerations are discussed in detail in chapter 5,
"General Auditing Considerations."

Asset Risk (C-1)
4.04 The indicators of asset risk exposure the auditor may consider include
the following:”
a. Large investments in noninvestment grade securities
b. Significant investments in affiliates
c¢. Concentration of investments in a single investee
d.

Equity stakes accepted in lieu of principal and interest as well as
capitalization of interest

Substantial unrealized investment losses

®

- Guarantees of publicly issued debt, such as collateralized mortgage
obligations or municipal bonds

g. Increasing delinquencies and nonperforming loans as well as little
experience in modifications, workout programs, or restructuring

h. Higher delinquency and foreclosure rates than industry averages
or prior years' experience

i. Refinancing or restructuring of significant amounts of bullet loans

J. Significant exposure to individual real estate investments in con-
centrated markets or geographic regions

k. Concentrations of mortgages with individual borrowers

[. Significant high risk loans underwritten (such as high interest
rates or second liens)

m. Significant mortgages and other loans to affiliates, subsidiaries,
joint ventures, limited partnerships, or other related parties

* The subprime market meltdown in 2008 and 2009 has had wide reaching financial implications
for many entities, including life and health insurers. Specific asset risks include investments backed
by residential and commercial mortgages or synthetic exposure to mortgages.
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The acceptance of additional investment risk to support high inter-
est crediting rates

Significant amounts of investments in derivatives and structured
securities

Downgrading of securities by rating agencies
Significant changes in interest rates

Duration of portfolio may not match cash flow needs
Investment policies and procedures do not exist
Lack of defined strategy for investments

Significant amount of other than temporary impairment taken in
prior years

Insurance Risk (C-2)

4.05 The auditor may consider indicators of insurance risk exposure, in-

cluding the following:
a. Lack of conservatism in determining benefit liabilities
b. Sensitivity of benefit liabilities to management estimates
c. Extensive use of reinsurance arrangements with poorly rated rein-
surers
d. Health insurance products affected by dramatic increases in med-
ical costs
e. Little experience in underwriting and pricing new products such
as long term care contracts
. Relaxed underwriting standards
g. Trends toward antiselection, particularly in health care products,
which may result in deteriorating margins
h. New forms of competition in the traditional life insurance market
i. Significant increases over prior years in the frequency and severity
of claims
J. New events, such as the advent of acquired immune deficiency syn-
drome, that may result in deteriorating profits on existing contracts
k. Fixed costs that are increasing faster than inflation
[. Actual expenses that are substantially higher than those assumed
in pricing
m. Product pricing assumptions that are based on competitive market
pricing without regard to expected costs
n. Underwriting standards that are inconsistent with the mortality-
morbidity assumptions used in product pricing
o. The use of credits to offset rate increases
p. Lack of approved underwriting guidelines and authorization limits
q. Lack of management monitoring concentration of risks
r. Lack of control over agents with binding authority
s. Policies, endorsements, cancellations may not be processed timely
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Interest Rate Risk and Equity Markets (C-3)

4.06 The auditor may consider indicators of interest rate risk, including

the following:
a. Significant increases in surrenders or lapses of contracts
b. Insufficient short term liquid investments
c. Negative spreads on investment contracts
d. Significant deposit contracts without surrender charges
e. Individually significant balances with single customers for pension
or other deposit type products
f- Inadequate testing of cash flow or interest rate scenarios
g. Asset maturities that are not consistent with expected payouts of
contract holder liabilities
h. Significant asset—liability mismatches
i. Significant long term liabilities (such as structured settlements),
supported by assets with significant debtor optionality (such as
residential mortgage backed securities)
J. Investment program does not provide adequate returns
k. Ineffective derivative hedging program
Business Risk (C-4)
4.07 The auditor may consider indicators of business risk exposure, in-
cluding the following:
a. Capital and surplus that are below industry average
b. Poor or deteriorating results under the NAIC RBC model
c. A substantial portion of surplus that is attributable to gains result-
ing from nonrecurring transactions or other nonrecurring items
d. Transactions and changes in accounting treatment that enhance
surplus, such as financial reinsurance or change in benefit and
claim liability estimates
e. Asset transfers or other activities with affiliates that enhance
surplus, such as expense allocations, reinsurance transactions,
fronting, and nonadmitted assets transferred to a noninsurance
subsidiary
f. Lack of profitability of new products that are subsidized by a prof-
itable inforce
g. The possibility of large guaranty fund assessments
h. The risk of changes in the competitive structure of health insurers
due to the Patient Protection and Affordability Act
i. Unexpected changes in the individual tax laws, such as those that
affected single premium life insurance products and certain types
of individual annuities
J. Explosive growth without adequate infrastructure and controls
k. Events or transactions that could cause regulators to assume con-
trol or supervision of the life insurance entity
[. The possibility of regulatory action to influence or change actions

AAG-LHI 4.06

taken by management



Audit Risk Considerations

Downgrading by major rating agencies
n. Recent negative publicity that could potentially causes a decline

in current customer base and presents additional challenges in
obtaining new customers

o. Lack of corporate business plan, underwriting strategy, or both
p. Lack of an enterprise risk management process
q. Merger and acquisition activity

Statutory Risk Based Capital

4.08 The NAIC has developed an RBC model which provides for dynamic
surplus formulas (similar to target surplus formulas used by commercial rating
agencies). The formulas specify various weighting factors that are applied to
financial balances or various levels of activity based on the perceived degree
of risk, and are set forth in the RBC instructions. Such formulas focus on the
four general kinds of risk described in paragraph 4.02. The amount of risk
determined under such formulas is called the authorized control level risk
based capital (ACL RBC).

4.09 RBC requirements establish a framework for linking various levels
of regulatory corrective action to the relationship of a life insurance entity's
total adjusted capital, which is equal to statutory capital, plus asset valuation
reserve, plus 50 percent of dividend liability, capital notes, and certain other
specified adjustments to the calculated ACL RBC. The levels of regulatory
action, the trigger point, and the corrective actions are summarized in table
4-1, "Risk Based Capital Requirements."

Table 4-1
Risk Based Capital Requirements

75

Level

Trigger

Corrective Action

Company action

Total adjusted capital

The life insurance entity

level (CAL) RBC (TAC) is less than or must submit a
equal to 2.0 x ACL, or comprehensive plan to the
TAC is less than or equal insurance commissioner.
to -2.5 x authorized
control level (ACL) with
negative trend.

Regulatory TAC is less than or equal In addition to the

action level to 1.5 x ACL, or there is previous action, the

(RAL) RBC an unsatisfactory RBC insurance commissioner is

Plan.

required to perform the
examination or analysis
deemed necessary, and
issue a corrective order,
specifying the corrective
actions required.

(continued)
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Level Trigger Corrective Action
Authorized TAC is less than or equal In addition to the actions
control level to 1.0 x ACL. described previously, the
(ACL) RBC insurance commissioner is

permitted but not

required to place the life
insurance entity under
regulatory control.

Mandatory TAC is less than or equal The insurance

control level to .7 x ACL. commissioner is required

(MCL) RBC to place the life insurance
entity under regulatory
control.

4.10 Under the RBC requirements, the comprehensive financial plan
should

a. identify the conditions of the insurer that contribute to the failure
to meet capital standards.

b. contain proposals of corrective actions that the insurer intends to
take and that would be expected to result in compliance with capital
standards.

c. provide projections of the insurer's financial results in the current
year and at least the four succeeding years, both in the absence
of proposed corrective actions and giving effect to the proposed
corrective actions.

d. 1identify the key assumptions affecting the insurer's projections and
the sensitivity of the projections to the assumptions.

e. identify the quality of and the problems associated with the in-
surer's business, including but not limited to its assets, anticipated
business growth and associated surplus strain, extraordinary ex-
posure to risk, mix of business, and use of reinsurance in each case,
if any.

4.11 RBC requirements require that the comprehensive financial plan
be filed with the state's insurance commissioner within 45 days of the failure
to meet RBC standards. Within 60 days of submission of the plan, the com-
missioner is required to notify the insurer whether the plan is accepted or is
unsatisfactory.

4.12 Audit considerations. In evaluating inherent risk,! auditors should
develop an understanding of the statutory RBC calculation and its implications
on the financial position of the life insurance entity. The audit considerations
of RBC are discussed in detail in chapter 5.

1 As defined in AU section 312, Audit Risk and Materiality in Conducting an Audit (AICPA,
Professional Standards), inherent risk is the susceptibility of a relevant assertion to a misstatement
that could be material, either individually or when aggregated with other misstatements, assuming
that there are no related controls. The risk of such misstatement is greater for some assertions and
related account balances, classes of transactions, and disclosures than for others.
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Chapter 5

General Auditing Considerations

Introduction

5.01 An initial step in any audit is to become knowledgeable about the life
insurance business and the competitive and economic environment in which the
entity operates. Toward this end, chapter 1, "Overview of the Life and Health
Insurance Industry;" chapter 2, "Characteristics of Life and Health Insurance
Products;" and chapter 4, "Audit Risk Considerations," of this Audit and Ac-
counting Guide discuss the general nature of the life insurance business, out-
lining the general risk characteristics and the most common products provided
by the life insurance industry. Chapter 3, "Sources of Accounting Principles and
Reporting Requirements," provides a general discussion of statutory account-
ing practices (SAP) and U.S. generally accepted accounting principles (GAAP)
relating to the life insurance industry. Appendix A, "List of Industry Trade and
Professional Associations, Publications, and Information Resources," provides
sources for additional information on the life insurance industry.

5.02 In accordance with AU section 150, Generally Accepted Auditing
Standards (AICPA, Professional Standards), an independent auditor plans,
conducts, and reports the results of an audit in accordance with generally ac-
cepted auditing standards (GAAS). Auditing standards provide a measure of
audit quality and the objectives to be achieved in an audit. This chapter pro-
vides guidance, primarily on the application of the standards of fieldwork.
Specifically, this section provides guidance on the risk assessment process
(which includes, among other things, obtaining an understanding of the en-
tity and its environment, including its internal control) and general auditing
considerations for life and health insurance entities.

Scope of the Audit Engagement '

General Considerations

5.08 AU section 311, Planning and Supervision (AICPA, Professional
Standards), states the auditor should establish an understanding with the
life and health insurance entity regarding the services to be performed for
each engagement. This understanding should be documented through a writ-
ten communication with the life and health insurance entity in the form of
an engagement letter. The understanding should include the objectives of the
engagement, management's responsibilities, the auditor's responsibilities, and

1 A member performing an attest engagement must be independent pursuant to Rule 101, Inde-
pendence (AICPA, Professional Standards, ET sec. 101 par. .01), of the AICPA Code of Professional
Conduct. Other applicable independence rules and regulations may also apply to members and ac-
countants while performing attest engagements (for example, Securities and Exchange Commission
[SEC], Public Company Accounting Oversight Board [PCAOB], Government Accountability Office
[GAOI, and state licensing boards).

A member performing a statutory attest engagement must also be independent under state
insurance independence requirements, as described in Section 7 of the National Association of Insur-
ance Commissioners (NAIC) revised Model Audit Rule, Qualifications of the Independent Certified
Public Accountant.
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limitations of the engagement. The nature, timing, and extent of audit proce-
dures to be performed and the kind of reports to be issued are based on the
scope of the audit services required by the life insurance entity.

Considerations for Integrated Audits

For audits performed in accordance with Public Company Account-
ing Oversight Board (PCAOB) standards, paragraphs .05—-.08 of AU
section 310, Appointment of the Independent Auditor (AICPA, PCAOB
Standards and Related Rules, Interim Standards), provides guidance
about auditors establishing an understanding with the client regard-
ing services to be performed when performing an audit of financial
statements only, or when performing an integrated audit of financial
statements and internal control over financial reporting.

5.04 In defining the scope of audit services, the auditor may consider
matters relating to specific reporting responsibilities of the engagement. These
matters include the following:

a. The legal structure or organization of the life insurance entity and
the number and kind of entities that require separate reports on
SAP or U.S. GAAP financial statements (or both), or that require
consolidated statements

b. Regulatory reporting and filing requirements for local, state, and
federal regulatory authorities

c¢. Reporting requirements—of a foreign parent or subsidiaries—such
as those for which guidance is provided in AU section 534, Report-
ing on Financial Statements Prepared for Use in Other Countries
(AICPA, Professional Standards), for the auditor practicing in the
United States, who is engaged to report on the financial statements
of a U.S. entity that have been prepared in conformity with ac-
counting principles that are generally accepted in another country
for use outside the United States

PCAOB Integrated Audit of Financial Statements and Internal
Control Over Financial Reporting?

5.05 Many life and health insurance entities are public issuers; the
scope requirements for audits of issuers have been expanded. As described
in paragraph 5.115, pursuant to Section 404 of the Sarbanes-Oxley Act of 2002
(Sarbanes-Oxley), the Securities and Exchange Commission (SEC) now re-
quires a PCAOB registered public accounting firm's attestation report on man-
agement's assessment of the entity's internal control over financial reporting.
PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements (AICPA,
PCAOB Standards and Related Rules, Auditing Standards),® establishes re-
quirements and provides directions that apply when an auditor is engaged to
audit both an entity's financial statements and management's assessment of
the effectiveness of internal control over financial reporting.

2 This service is referred to as an integrated audit throughout the guide. Certain areas of PCAOB
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules, Auditing
Standards), guidance that corresponds to guide topics discussed are indicated, but are not inclusive.

3 PCAOB Auditing Standard No. 5 is effective for fiscal years ending on or after November 15,
2007.
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5.06 More specifically, for integrated audits, paragraph 3 of Auditing
Standard No. 5 states that

the auditor's objective in an audit of internal control over financial
reporting is to express an opinion on the effectiveness of the com-
pany's internal control over financial reporting. Because a company's
internal control cannot be considered effective if one or more mate-
rial weaknesses exist, to form a basis for expressing an opinion, the
auditor must* plan and perform the audit to obtain competent evi-
dence that is sufficient to obtain reasonable assurance about whether
material weaknesses exist as of the date specified in management's
assessment. A material weakness in internal control over financial re-
porting may exist even when financial statements are not materially
misstated.

5.07 The PCAOB has issued Auditing Standard No. 4, Reporting on
Whether a Previously Reported Material Weakness Continues to Exist (AICPA,
PCAOB Standards and Related Rules, Auditing Standards). The auditing stan-
dard includes two appendixes: one contains illustrative reports and the other
includes the background and basis for conclusions. The standard establishes
requirements and provides directions that apply when an auditor is engaged to
report on whether a previously reported material weakness in internal control
over financial reporting continues to exist as of a date specified by management.
The engagement described by the standard is voluntary and the standards of
the PCAOB do not require an auditor to undertake an engagement to report
on whether a previously reported material weakness continues to exist.

5.08 The PCAOB rule also amends the PCAOB's interim standards—
paragraph .04(f) of AT section 101, Attest Engagements (AICPA, PCAOB Stan-
dards and Related Rules, Interim Standards)—to clarify that Auditing Stan-
dard No. 4 must be used for reporting on whether a material weakness contin-
ues to exist for any purpose other than an entity's internal use.

PCAOB Audit of Financial Statements Only

5.09 Scope requirements have also changed if an auditor is performing
audits of financial statements only for issuers or nonissuers in accordance
with PCAOB standards and related rules. The PCAOB continues to issue new
standards and rules and has also integrated certain requirements of PCAOB

4 For issuers, PCAOB Rule 3101, Regarding Certain Terms Used in Auditing and Related Pro-
fessional Practice Standards (AICPA, PCAOB Standards and Related Rules, Select Rules of the
Board), states the following definition for imperatives used to describe different degrees of auditor
responsibility:

® The terms must, shall, and is required indicate unconditional obligation. The auditor must
accomplish obligations of this type in all cases in which the circumstances exist to which
the obligation applies. Not to do so is a rule violation.

® The terms should and should disclose indicate obligations that are presumptively manda-
tory. The auditor must comply unless the auditor can demonstrate, by verifiable, objective,
and documented evidence that alternative actions he or she followed in the circumstances
were sufficient to achieve the objectives of the standard and serve adequately to protect
the interests of investors and further the preparation of informative, fair, and independent
audit reports. Failure to discharge is a violation of Rule 3101 unless specific circumstances
are met. See Rule 3101 for the specifics.

® The terms may, might, could, and should consider, describe actions and procedures that
auditors have a professional obligation to consider. Whether an auditor takes action or
implements the procedure in question depends on an exercise of professional judgment in
the circumstances.
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Auditing Standard No. 5 by amending or superseding their interim standards
through the issuance of Conforming Amendments to PCAOB Auditing Stan-
dards Resulting From the Adoption of PCAOB Auditing Standard No. 5, "An
Audit of Internal Control Over Financial Reporting That Is Integrated with an
Audit of Financial Statements."” PCAOB audits of financial statements only
may also occur for specific SEC registrants (for example, certain investment
entities).

Planning and Other Auditing Considerations

5.10 The objective of an audit of a life insurance entity's financial state-
ments is to express an opinion on whether they present fairly, in all material
respects, the entity's financial position, results of operations, and cash flows
in conformity with GAAP or an other comprehensive basis of accounting. To
accomplish that objective, the independent auditor's responsibility is to plan
and perform the audit to obtain reasonable assurance (a high, but not absolute,
level of assurance) that material misstatements, whether caused by errors or
fraud, are detected. This section addresses general planning considerations and
other auditing considerations relevant to life and health insurance entities.

Audit Planning

5.11 The first standard of field work states, "The auditor must adequately
plan the work and must properly supervise any assistants." AU section 311
(AICPA, Professional Standards), establishes requirements and provides guid-
ance on the considerations and activities applicable to planning and supervi-
sion of an audit conducted in accordance with GAAS, including appointment of
the independent auditor; preliminary engagement activities; establishing an
understanding with the client; preparing a detailed, written audit plan; deter-
mining the extent of involvement of professionals with specialized skills; and
communicating with those charged with governance and management. Audit
planning also involves developing an overall audit strategy for the expected
conduct, organization, and staffing of the audit. The nature, timing, and ex-
tent of planning vary with the size and complexity of the entity, and with the
auditor's experience with the entity and understanding of the entity and its
environment, including its internal control.

5.12 Paragraph .03 of AU section 311 (AICPA, Professional Standards)
states that the auditor must plan the audit so that it is responsive to the
assessment of the risks of material misstatement based on the auditor's un-
derstanding of the entity and its environment, including its internal control.
Planning is not a discrete phase of the audit, but rather an iterative process
that begins with engagement acceptance and continues throughout the audit as
the auditor performs audit procedures and accumulates sufficient appropriate
audit evidence to support the audit opinion.

Considerations for Integrated Audits

When performing an integrated audit of financial statements and in-
ternal control over financial reporting in accordance with PCAOB
standards, the auditor should refer to paragraphs 9-20 of Auditing
Standard No. 5 regarding planning considerations in addition to the

* See the PCAOB website at www.pcaob.org for information about the effective dates of these
conforming amendments.
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planning considerations discussed in AU section 311, Planning and
Supervision (AICPA, PCAOB Standards and Related Rules, Interim
Standards).

5.13 Planning procedures usually include reviewing the auditor's files
pertaining to the entity and holding discussions with audit personnel and en-
tity personnel. The following are examples of those procedures. Some of these
procedures may also be performed as risk assessment procedures to obtain an
understanding of the entity and its environment, including its internal con-
trol (see section titled "Understanding the Entity, Its Environment, and Its
Internal Control"):

a. Review correspondence files, the previous year's audit documenta-
tion, permanent files, financial statements, the last examination
report, rating agency reports, and the auditor's reports.

b. Review minutes of the meetings of those charged with governance.

c. Review the relationship of affiliated organizations to the life in-
surance entity and determine the extent to which their financial
information should be included in its financial statements.

d. Review the status of unsettled claims reports—particularly for
health insurance product lines.

e. Discuss matters that may affect the audit with the audit firm's per-
sonnel responsible for any nonaudit services to the life insurance
entity.

f- Inquire about current business developments affecting the life in-
surance entity, such as the introduction of new products, new or
amended reinsurance agreements, or changes in distribution sys-
tems.

2. Review the current year's interim financial statements and filings
with the SEC.

h. Review periodic reports to other regulatory bodies.

i. Discuss the nature, scope, and timing of the engagement with the
entity's management, audit committee, or those charged with gov-
ernance.

J. Consider the effects of applicable accounting and auditing pro-
nouncements, particularly new ones.

k. Coordinate the assistance of life insurance entity personnel in data
preparation.

[. Determine the extent of involvement, if any, of consultants, spe-
cialists, and internal auditors, and identify situations in which
accounting estimates are required and relevant factors that may
affect these estimates.

m. Determine examination status with regulatory authorities. Review
correspondences with regulatory authorities. Review examination
reports that have been issued.

n. Consider the need to conduct audit procedures for third-party
administrators such as underwriters, investment managers, and
claims administrators.

o. Consider the need to conduct audit procedures for reinsurers for
material transactions or reinsurance agreements.
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p. Discuss conditions that may require extension or modification of
audit procedures, for example, related-party transactions with the
life insurance entity's management.

q. Establish the timing of the audit work.

5.14 The auditor may find it helpful to maintain a permanent file for each
audit engagement that may include the following documents:
a. Articles of incorporation
Bylaws
Chart of accounts

Organization chart

® &R o o

Contracts and agreements, such as leases, contract forms, agent
contracts, agreements with third parties such as reinsurers, and
agreements with affiliated and related organizations

Description of the internal control, that is, the control environment,
the risk assessment, control activities, information and communi-
cation, and monitoring

Loan agreements, bond indentures, and other debt instruments

Licensing status and examiner's reports

s

i. Reinsurance agreements that continue to impact the current year
under audit

Audit Risk

5.15 AU section 312, Audit Risk and Materiality in Conducting an Au-
dit (AICPA, Professional Standards), states that audit risk is a function of the
risk that the financial statements prepared by management are materially mis-
stated and the risk that the auditor will not detect such material misstatement.
The auditor should consider audit risk in relation to the relevant assertions
related to individual account balances, classes of transactions, and disclosures
and at the overall financial statement level.

5.16 At the account balance, class of transactions, relevant assertion, or
disclosure level, audit risk consists of (a) the risks of material misstatement
(consisting of inherent risk and control risk) and (b) detection risk (see sub-
sequent paragraphs for further discussion of these components). Paragraph
.23 of AU section 312 (AICPA, Professional Standards) states that auditors
should assess the risk of material misstatement at the relevant assertion level
as a basis to design and perform further audit procedures (tests of controls or
substantive procedures). It is not acceptable to simply deem risk to be at the
maximum. This assessment may be in qualitative terms such as high, medium,
and low, or in quantitative terms such as percentages.

5.17 In considering audit risk at the overall financial statement level,
the auditor should consider risks of material misstatement that relate perva-
sively to the financial statements taken as a whole and potentially affect many
relevant assertions. Risks of this nature often relate to the entity's control
environment and are not necessarily identifiable with specific relevant asser-
tions at the class of transactions, account balance, or disclosure level. Such
risks may be especially relevant to the auditor's consideration of the risks of
material misstatement arising from fraud, for example, through management
override of internal control.
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Risk of Material Misstatement

5.18 AU section 312 (AICPA, Professional Standards) and other sections
in AICPA Professional Standards describe the risk of material misstatement
as the auditor's combined assessment of inherent risk and control risk; how-
ever, the auditor may make separate assessments of inherent risk and control
risk. Inherent risk and control risk are the entity's risks, that is, they exist
independently of the audit of financial statements. The assessment of the risk
of material misstatement at the assertion level is a judgment rather than a
precise measurement of risk; however, the auditor should have an appropriate
basis for that assessment. This basis may be obtained through the risk assess-
ment procedures performed to obtain an understanding of the entity and its
environment, including its internal control, and through the performance of
suitable tests of controls to obtain audit evidence about the operating effective-
ness of controls, where appropriate.

Inherent Risk

5.19 Inherent risk is the susceptibility of a relevant assertion to a mis-
statement that could be material, either individually or when aggregated with
other misstatements, assuming that there are no related controls. The risk
of such misstatement is greater for some assertions and related account bal-
ances, classes of transactions, and disclosures than for others. In determining
the scope of audit procedures to be performed, the auditor is generally con-
cerned with matters that could be material to the financial statements; the
auditor also should generally consider certain aspects of the life insurance en-
tity's operations that are usually subject to a greater level of inherent risk than
others.

5.20 The size, complexity, and ownership characteristics of the life insur-
ance entity have a significant influence on the risk environment. In assessing
inherent risk, the following factors may be considered; however, the presence of
a number of factors in isolation would not necessarily indicate increased risk.
See further discussion of risk in chapter 4.

5.21 Management characteristics. The following management character-
istics may indicate increased inherent risk:

a. One person dominates management's operating and financing
decision-making process.

b. Management places undue emphasis on meeting earnings projec-
tions.

c. Management's reputation in the business community is poor.
Management compensation is significantly influenced by earnings.

e. Management lacks experience in addressing the life insurance in-
dustry, emerging products and issues, noninsurance subsidiaries,
or other complex matters.

f- Staffturnoveris high, or personnel are inexperienced, or stafflevels
are insufficient given the volume or kind of business processed.

5.22 Operating and industry characteristics. The following characteristics
pertaining to operations and the industry may indicate increased inherent risk:

a. Key financial indicators of the life insurance entity significantly
differ from industry averages or are inconsistent with the entity's
operations.
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The life insurance entity is poorly rated by the rating agencies or
has had a recent change in rating.

Operating results significantly differ from projected results.
Market share is changing.

Operating results are highly sensitive to economic factors, such as
interest rate fluctuations.

The asset portfolio has changed significantly or product mix has
changed in a way that may affect the appropriate matching of
maturities for assets and liabilities.

Asset quality is poor, or assets are highly concentrated by type or
geographical areas.

Significant off-balance-sheet risks exist.

New, specialized products have been introduced, or there is rapid
growth in previously limited product lines.

Decision-making is decentralized and lacks adequate monitoring.

Significant changes in regulation or taxation have occurred that
may affect the profitability or marketability of a product line or
affect general surplus requirements.

Lapses and internal replacements are excessive, or the life insur-
ance entity has a concentrated book of business in products that
allow for immediate and significant surrenders.

Significant changes have occurred in the entity's reinsurance pro-
grams, retention limits, or availability or cost of reinsurance.

There are significant contracts with reinsurers whose financial
strength is in doubt.

The life insurance entity depends on a limited number of agents or
brokers to generate new business.

Internal or external circumstances raise substantial doubt about
the life insurance entity's ability to continue as a going concern.

Significant issues emerge that may adversely affect mortality or
morbidity expectations and claims levels.

5.23 Engagement characteristics. The following characteristics pertaining
to an engagement may signal increased inherent risk:

a.
b.

C.
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Contentious or difficult accounting issues are present.
The number and complexity of contract types have increased.

The number or amounts of adjustments in prior periods have been
significant, including significant deficiencies or material weak-
nesses.

The life insurance entity has noninsurance subsidiaries such as
finance entities, joint ventures, and mutual funds.

The life insurance entity is significantly involved in international
business that exposes it to many different regulatory authorities
and accounting models.
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Control Risk

5.24 Control risk is the risk that a misstatement that could occur in a rel-
evant assertion and that could be material, either individually or when aggre-
gated with other misstatements, will not be prevented or detected on a timely
basis by the entity's internal control. That risk is a function of the effective-
ness of the design and operation of internal control in achieving the entity's
objectives relevant to preparation of the entity's financial statements. Some
control risk will always exist because of the inherent limitations of internal
control.

Detection Risk

5.25 Detection risk is the risk that the auditor will not detect a mis-
statement that exists in a relevant assertion that could be material, either
individually or when aggregated with other misstatements. Detection risk is
a function of the effectiveness of an audit procedure and of its application by
the auditor. Detection risk cannot be reduced to zero because the auditor does
not examine 100 percent of an account balance or a class of transactions and
because of other factors. Such other factors include the possibility that an au-
ditor might select an inappropriate audit procedure, misapply an appropriate
audit procedure, or misinterpret the audit results. For a given level of audit
risk, detection risk should bear an inverse relationship to the risk of material
misstatement at the relevant assertion level. As the auditor's assessment of the
risk of material misstatement decreases, the detection risk that the auditor can
accept increases correspondingly.

Additional Audif Risk Considerations

5.26 The auditor should consider statutory calculated risk-based capital
(RBC) in the planning stage of the audit when assessing risk. The auditor
should obtain and review the entity's RBC reports and should understand the
instructions and the actual regulations associated with RBC and the prepa-
ration of the reports. See paragraphs 5.44—.47 for discussion of the auditor's
consideration of RBC for life insurance entities.

Planning Materiality

5.27 The auditor's consideration of materiality is a matter of professional
judgment and is influenced by the auditor's perception of the needs of users
of financial statements. Materiality judgments are made in light of surround-
ing circumstances and necessarily involve both quantitative and qualitative
considerations.

5.28 In accordance with paragraph .27 of AU section 312 (AICPA, Pro-
fessional Standards), the auditor should determine a materiality level for the
financial statements taken as a whole when establishing the overall strategy
for the audit. The auditor often may apply a percentage to a chosen benchmark
as a step in determining materiality for the financial statements taken as a
whole.

Considerations for Integrated Audits
When performing an integrated audit of financial statements and in-

ternal control over financial reporting, refer to paragraph 20 of Audit-
ing Standard No. 5 regarding materiality considerations.
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Tolerable Misstatement

5.29 The initial determination of materiality is made for the financial
statement taken as a whole. However, the auditor should allow for the possi-
bility that some misstatements of lesser amounts than the materiality levels
could, in the aggregate, result in a material misstatement of the financial
statements. To do so, the auditor should determine one or more levels of tol-
erable misstatement. Paragraph .34 of AU section 312 (AICPA, Professional
Standards) defines tolerable misstatement (or tolerable error) as the maximum
error in a population (for example, the class of transactions or account balance)
that the auditor is willing to accept. Such levels of tolerable misstatement are
normally lower than the materiality levels.

Qualitative Aspects of Materiality

5.30 As indicated previously, judgments about materiality include both
quantitative and qualitative information. As a result of the interaction of
quantitative and qualitative considerations in materiality judgments, mis-
statements of relatively small amounts that come to the auditor's attention
could have a material effect on the financial statements. For example, an ille-
gal payment of an otherwise immaterial amount could be material if there is a
reasonable possibility that it could lead to a material contingent liability or a
material loss of revenue.

5.31 Qualitative considerations also influence the auditor in reaching a
conclusion about whether misstatements are material. Paragraph .60 of AU
section 312 (AICPA, Professional Standards) provides qualitative factors that
the auditor may consider relevant in determining whether misstatements are
material.

Use of Service Organizations

5.32 When planning and performing an audit of an entity that uses a
service organization to process transactions, transactions that affect the user
organization's financial statements are subjected to controls that are, at least
in part, physically and operationally separate from the user organization. AU
section 324, Service Organizations (AICPA, Professional Standards),? provides
guidance on the factors and clarifies applicability that an independent audi-
tor should consider when auditing the financial statements of an entity that
obtains services from another organization that are part of its information
system. The significance of the controls of the service organization to those of
the user organizations depends on the nature of the services provided by the
service organization, primarily the nature and materiality of the transactions
it processes for the user organization and the degree of interaction between
its activities and those of the user organization. To illustrate how the degree
of interaction affects user organization controls, when the user organization
initiates transactions and the service organization executes and does the ac-
counting processing of those transactions, there is a high degree of interaction

5 The Audit Guide Service Organizations: Applying SAS No. 70, as Amended, includes illustra-
tive control objectives as well as interpretations that address responsibilities of service organizations
and service auditors with respect to forward-looking information and the risk of projecting evalua-
tions of controls to future periods. The guide also clarifies that the use of a service auditor's report
should be restricted to existing customers and is not meant for potential customers. Additionally, AU
section 324, Service Organizations (AICPA, Professional Standards), amends Statement on Auditing
Standards (SAS) No. 70 to expand subsequent event guidance with respect to audit responsibilities
and management representations.
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between the activities at the user organization and those at the service organi-
zation. In these circumstances, it may be practicable for the user organization
to implement effective controls for those transactions. However, when the ser-
vice organization initiates, executes, and does the accounting processing of the
user organization's transactions, there is a lower degree of interaction, and it
may not be practicable for the user organization to implement effective controls
for those transactions.

Considerations for Integrated Audits

Note that when conducting an audit in accordance with PCAOB stan-
dards, when assessing a service organization's controls and how they
interact with a user organization's controls, the user auditor may be-
come aware of the existence of certain deficiencies. In such cases, the
user auditor should consider the guidance provided in paragraphs
78-84 in Auditing Standard No. 5. Additionally, when conducting an
integrated audit, refer to paragraphs B17-B27 of appendix B, "Spe-
cial Topics," of Auditing Standard No. 5 regarding the use of service
organizations.

Use of Assertions in Obtaining Audit Evidence

5.33 Paragraphs .14—-.19 of AU section 326, Audit Evidence (AICPA, Pro-
fessional Standards), discuss the use of assertions in obtaining audit evidence.
Inrepresenting that the financial statements are fairly presented in accordance
with GAAP, management implicitly or explicitly makes assertions regarding
the recognition, measurement, and disclosure of information in the financial
statements and related disclosures. Assertions used by the auditor fall into the
following categories:

Categories of Assertions

Description of Assertions

Classes of
Transactions and
Events During the

Period

Presentation and
Disclosure

Account Balances at the
End of the Period

Occurrence/ Transactions and Assets, liabilities, and Disclosed events
Existence events that have equity interests exist. and transactions
been recorded have have occurred.
occurred and pertain
to the entity.
Rights and — The entity holds or Disclosed events
Obligations controls the rights to and transactions
assets, and liabilities pertain to the
are the obligations of entity.
the entity.
Completeness  All transactions and  All assets, liabilities, All disclosures that

events that should and equity interests should have been
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have been recorded
have been recorded.

that should have been
recorded have been
recorded.

included in the
financial
statements have
been included.

(continued)
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Description of Assertions

Classes of
Transactions and
Events During the ~ Account Balances at the Presentation and
Period End of the Period Disclosure

Accuracy/ Amounts and other Assets, liabilities, and Financial and
Valuation and data relating to equity interests are other information
Allocation recorded included in the financial is disclosed fairly

transactions and statements at and at appropriate

events have been appropriate amounts, amounts.

recorded and any resulting

appropriately. valuation or allocation

adjustments are
recorded appropriately.

Cut-off Transactions and — —

events have been

recorded in the

correct accounting

period.
Classification = Transactions and — Financial
and Under- events have been information is
standability recorded in the appropriately

presented and
described and
information in
disclosures is
expressed clearly.

proper accounts.

5.34 The auditor should use relevant assertions for classes of transactions,
account balances, and presentation and disclosures in sufficient detail to form
a basis for the assessment of risks of material misstatement and the design
and performance of further audit procedures. The auditor should use relevant
assertions in assessing risks by considering the different types of potential
misstatements that may occur, and then designing further audit procedures
that are responsive to the assessed risks.

Understanding the Entity, lts Environment,
and lts Internal Control

5.35 AU section 314, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement (AICPA, Professional Standards),
establishes requirements and provides guidance about implementing the sec-
ond standard of field work, as follows:

The auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risks of
material misstatement of the financial statements whether due to
error or fraud, and to design the nature, timing, and extent of further
audit procedures.

5.36 Obtaining an understanding of the entity and its environment, in-
cluding its internal control, is a continuous, dynamic process of gathering,
updating, and analyzing information throughout the audit. Throughout this
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process, the auditor should also consider the guidance in AU section 316, Con-
sideration of Fraud in a Financial Statement Audit (AICPA, Professional Stan-
dards).

5.37 This section addresses the unique aspects of life and health insurance
entities that may be helpful in developing the required understanding of the
entity, its environment, and its internal control.

Risk Assessment Procedures

5.38 Asdescribed in AU section 326, audit procedures performed to obtain
an understanding of the entity and its environment, including its internal
control, to assess the risks of material misstatement at the financial statement
and relevant assertion levels are referred to as risk assessment procedures.
Paragraph .21 of AU section 326 states that the auditor must perform risk
assessment procedures to provide a satisfactory basis for the assessment of
risks at the financial statement and relevant assertion levels. Risk assessment
procedures by themselves do not provide sufficient appropriate audit evidence
on which to base the audit opinion and must be supplemented by further audit
procedures in the form of tests of controls, when relevant or necessary, and
substantive procedures.

5.39 In accordance with paragraph .06 of AU section 314, the auditor
should perform the following risk assessment procedures to obtain an under-
standing of the entity and its environment, including its internal control:

a. Inquiries of management and others within the entity
b. Analytical procedures
c. Observation and inspection

See paragraphs .06—.13 of AU section 314 for additional guidance on risk as-
sessment procedures.

Discussion Among the Audit Team

5.40 In obtaining an understanding of the entity and its environment,
including its internal control, AU section 314 states that there should be dis-
cussion among the audit team. In accordance with paragraph .14 of AU section
314, the members of the audit team, including the auditor with final respon-
sibility for the audit, should discuss the susceptibility of the entity's financial
statements to material misstatements. This discussion could be held concur-
rently with the discussion among the audit team that is specified by AU section
316 (AICPA, Professional Standards) to discuss the susceptibility of the entity's
financial statements to fraud.

Understanding of the Entity and Its Environment

5.41 AU section 314 requires auditors to obtain an understanding of the
entity and its environment, including its internal control. In accordance with
paragraph .04 of AU section 314, the auditor should use professional judgment
to determine the extent of the understanding required of the entity and its en-
vironment, including its internal control. The auditor's primary consideration
is whether the understanding that has been obtained is sufficient (a) to assess
risks of material misstatement of the financial statements and (b) to design
and perform further audit procedures (tests of controls and substantive tests).
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5.42 The auditor's understanding of the entity and its environment con-
sists of an understanding of the following aspects:

a. Industry, regulatory, and other external factors
b. Nature of the entity

c. Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements

d. Measurement and review of the entity's financial performance

e. Internal control, which includes the selection and application of
accounting policies (see subsequent section for further discussion)

Refer to appendix A of AU section 314 for examples of matters that the auditor
may consider in obtaining an understanding of the entity and its environment
relating to categories (a)—(d).

5.43 The next section discusses some unique characteristics of life and
health insurance entities that the auditor would generally consider when ob-
taining an understanding of the entity and its environment in order to assess
the risks of material misstatement.

The Auditor’s Consideration of Statutory Risk-Based Capital for Life
Insurance Entities

5.44 Life insurance entities operate in a highly regulated environment.
The regulation of life insurance entities is directed primarily toward safeguard-
ing policyholders' interests and maintaining public confidence in the safety and
soundness of the life insurance system. One of the primary tools used by state
insurance departments for ensuring that those objectives are being achieved is
RBC.

5.45 Regulators of life insurance entities have historically focused on cap-
ital. The National Association of Insurance Commissioners (NAIC) requires
life insurance entities to disclose RBC in their statutory filings. The RBC cal-
culation serves as a benchmark for the regulation of life insurance entities'
solvency by state insurance regulators. RBC requirements set forth dynamic
surplus formulas similar to target surplus formulas used by commercial rating
agencies. The formulas specify various weighting factors that are applied to
financial balances or various levels of activity based on the perceived degree of
risk. Such formulas focus on the following four general kinds of risk:

a. The risk related to the insurer's assets (asset or default risk)

b. The risk of adverse insurance experience with respect to the in-
surer's liabilities and obligations (insurance or underwriting risk)

c. The interest rate risk from the insurer's business (asset/liability
matching)

d. All other business risks (management, regulatory action, and con-
tingencies)

The amount determined under such formulas is called the authorized control
level (ACL) RBC.

5.46 RBC requirements establish a framework for linking various levels
of regulatory corrective action to the relationship of a life insurance entity's
total adjusted capital (equal to the sum of statutory capital and surplus and
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such other items, if any, as the NAIC's RBC instructions® may provide) to
the calculated ACL. The levels of regulatory action, the trigger point, and the
corrective actions are summarized in paragraphs 4.08-.11.

5.47 Because of the importance of RBC to life insurance entities, RBC
should be considered in assessing the risks of material misstatement. The
auditor should ordinarily obtain and review the client's RBC reports and should
understand the RBC requirements for preparing such reports and the actual
regulations associated with RBC.

Information Processing’

5.48 Because of the large number of transactions and the need to maintain
accountability for individual contracts, most life insurance entities use some
form of IT to maintain statistical and accounting records. Typically, contract
master files (also referred to as inforce files), and agent master files are main-
tained on computerized systems. Examples of other common applications are
benefit and claim liabilities, mortgage and securities records, premium billings,
policy loans, investments, payroll, accounts payable, property and equipment
records, and general ledger.

5.49 The sophistication of a life insurance entity's IT systems is often a
factor in an entity's ability to compete because it affects its ability to service
insureds and introduce new products. The IT operations may be characterized
by one or several large installations, the extensive use of telecommunications
equipment (including direct access by agents and insureds), service bureau pro-
cessing, and integrated data bases and operating systems that lack traditional
audit trails.

5.50 Although the use of IT systems does not affect the objectives of the
audit, they affect the way the audit is planned and executed. However, the or-
ganizational and control procedures may differ from those used in manual data
processing, and audit procedures applied to accounting records maintained on
IT equipment may vary from those applied to records maintained manually.

Understanding of Internal Control®

5.51 AU section 314 states that the auditor should obtain an understand-
ing of the five components of internal control sufficient to assess the risks of
material misstatement of the financial statements whether due to error or
fraud, and to design the nature, timing, and extent of further audit procedures.
The auditor should obtain a sufficient understanding by performing risk as-
sessment procedures to

a. evaluate the design of controls relevant to an audit of financial
statements and

b. determine whether they have been implemented.

6 The NAIC's risk based capital (RBC) instructions may be amended by the NAIC from time to
time in accordance with procedures adopted by the NAIC.

7 AU section 324 provides guidance to auditors in auditing the financial statements of entities
for which significant information is transmitted, processed, maintained, or accessed electronically.

8 For additional nonauthoritative guidance pertaining to internal control and the risk assess-
ment standards (SAS Nos. 104-111 [AICPA, Professional Standards]), refer to Technical Questions
and Answers (TIS) sections 8200.05-.16 (AICPA, Technical Practice Aids) issued in March and April
2008.
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5.52 The auditor should use the understanding to

® identify types of potential misstatements,

® consider factors that affect the risks of material misstatement,
and

® design tests of controls, when applicable, and substantive proce-
dures.

5.53 Obtaining an understanding of controls should be distinguished from
testing the operating effectiveness of controls. The objective of obtaining an
understanding of controls is to evaluate the design of controls and determine
whether they have been implemented for the purpose of assessing the risks
of material misstatement. In contrast, the objective of testing the operating
effectiveness of controls is to determine whether the controls, as designed,
prevent or detect a material misstatement.

5.54 Paragraph .41 of AU section 314 defines internal control as "a
process—effected by those charged with governance, management, and other
personnel—designed to provide reasonable assurance about the achievement
of the entity's objectives with regard to reliability of financial reporting, effec-
tiveness and efficiency of operations, and compliance with applicable laws and
regulations." Internal control consists of five interrelated components:

a. The control environment

b. Risk assessment

c. Information and communication systems
d. Control activities

e. Monitoring

Refer to paragraphs .40-.101 of AU section 314 for a detailed discussion of the
internal control components.

5.55 Certain characteristics of internal control, particularly in the control
environment, may be unique to life insurance entities. AU section 314 states
that auditors should obtain a sufficient knowledge of the control environment
to understand the attitudes, awareness, and actions of those charged with gov-
ernance concerning the entity's internal control and its importance in achieving
reliable financial reporting. In understanding the control environment, the au-
ditor should consider both the substance of controls and their collective effect.

Considerations for Integrated Audits

Note that for an integrated audit, for purposes of evaluating the ef-
fectiveness of internal control over financial reporting, the auditor's
understanding of control activities encompasses a broader range of
accounts and disclosures than what is normally obtained in a finan-
cial statement audit (paragraph .42 of AU section 319, Consideration
of Internal Control in a Financial Statement Audit [AICPA, PCAOB
Standards and Related Rules, Interim Standards]). Also refer to para-
graph 54 of Auditing Standard No. 5 for a discussion on the extent of
tests of controls and to paragraphs 52-53 of Auditing Standard No. 5
regarding the timing of tests of controls.

Additionally, when performing an integrated audit in accordance with
PCAOB standards, paragraphs .65 and .83 of AU section 319 state
that if the auditor assesses control risk as other than low for certain
assertions or significant accounts, the auditor should document the
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reasons for that conclusion. Paragraph .83 of AU section 319 also
states that accordingly, if control risk is assessed at the maximum
level, the auditor should document his or her conclusion that control
risk is at the maximum level but need not document the basis for that
conclusion.

Use of Information Technology

5.56 An entity's use of IT may affect any of the five components of internal
control relevant to the achievement of the entity's financial reporting, opera-
tions, or compliance objectives, and its operating units or business functions.
AU section 314 states that, in obtaining an understanding of internal control
sufficient to assess the risk of material misstatement, the auditor considers how
an entity's use of IT and manual procedures may affect controls relevant to the
audit. Information technology encompasses automated means of originating,
processing, storing, and communicating information, and includes recording
devices, communication systems, computer systems, and other electronic de-
vices. The auditor is primarily interested in the entity's use of IT to initiate,
authorize, record, process, and report transactions or other financial data. An
entity's use of IT may affect any of the five components of internal control
relevant to the achievement of the entity's financial reporting, operations, or
compliance objectives, and its operating units of business functions. Life insur-
ance entities have been leading users of advanced information technologies,
and the control issues involving IT merit considerable attention.

5.57 This guide does not address the major effects of IT on an audit.
Guidance on auditing records for which IT is a significant factor is contained
in the following:

a. AU section 314
b. AU section 324°

c. AICPA Audit Guide Assessing and Responding to Audit Risk in a
Financial Statement Audit
Other nonauthoritative guidance on auditing IT records is contained in the
following AICPA Auditing Procedures Studies:
a. Audit Implications of Electronic Data Interchange
b. Auditing With Computers

Assessment of Risks of Material Misstatement
and the Design of Further Audit Procedures

5.58 As discussed previously, risk assessment procedures allow the au-
ditor to gather the information necessary to obtain an understanding of the
entity and its environment, including its internal control. This knowledge pro-
vides a basis for assessing the risks of material misstatement of the financial
statements. These risk assessments are then used to design further audit proce-
dures, such as tests of controls, substantive tests, or both. This section provides

9 The Audit Guide Service Organizations: Applying SAS No. 70, as Amended, includes illustra-
tive control objectives as well as interpretations that address responsibilities of service organizations
and service auditors with respect to forward-looking information and the risk of projecting evaluations
of controls to future periods. The guide also clarifies that the use of a service auditor's report should
be restricted to existing customers and is not meant for potential customers. AU section 324 expands
subsequent event guidance with respect to audit responsibilities and management representations.
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guidance on assessing the risks of material misstatement and how to design
further audit procedures that effectively respond to those risks.

Assessing the Risks of Material Misstatement

5.59 Paragraph .102 of AU section 314 states that the auditor should
identify and assess the risks of material misstatement at the financial state-
ment level and at the relevant assertion level related to classes of transactions,
account balances, and disclosures. For this purpose, the auditor should

a. identify risks throughout the process of obtaining an understand-
ing of the entity and its environment, including relevant controls
that relate to the risks, and considering the classes of transactions,
account balances, and disclosures in the financial statements,

b. relate the identified risks to what can go wrong at the relevant
assertion level,

c. consider whether the risks are of a magnitude that could result in
a material misstatement of the financial statements, and

d. consider the likelihood that the risks could result in a material
misstatement of the financial statements.

5.60 The auditor should use information gathered by performing risk
assessment procedures, including the audit evidence obtained in evaluating
the design of controls and determining whether they have been implemented,
as audit evidence to support the risk assessment. The auditor should use the
assessment of the risks of material misstatement at the relevant assertion
level as the basis to determine the nature, timing, and extent of further audit
procedures to be performed.

Identification of Significant Risks

5.61 As part of the assessment of the risks of material misstatement,
the auditor should determine which of the risks identified are, in the auditor's
judgment, risks that require special audit consideration (such risks are defined
as significant risks). One or more significant risks normally arise on most
audits. In exercising this judgment, the auditor should consider inherent risk to
determine whether the nature of the risk, the likely magnitude of the potential
misstatement including the possibility that the risk may give rise to multiple
misstatements, and the likelihood of the risk occurring are such that they
require special audit consideration. Refer to paragraphs .45 and .53 of AU
section 318, Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), for
further audit procedures pertaining to significant risks.

Designing and Performing Further Audit Procedures

5.62 Paragraph .01 of AU section 318 provides guidance about implement-
ing the third standard of field work, as follows:

The auditor must obtain sufficient appropriate audit evidence by per-
forming audit procedures to afford a reasonable basis for an opinion
regarding the financial statements under audit.

5.63 To reduce audit risk to an acceptably low level, the auditor (a) should
determine overall responses to address the assessed risks of material misstate-
ment at the financial statement level and (b) should design and perform fur-
ther audit procedures whose nature, timing, and extent are responsive to the
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assessed risks of material misstatement at the relevant assertion level. The
purpose is to provide a clear linkage between the nature, timing, and extent of
the auditor's further audit procedures and the assessed risks. The overall re-
sponses and the nature, timing, and extent of the further audit procedures to be
performed are matters for the professional judgment of the auditor and should
be based on the auditor's assessment of the risks of material misstatement.

Overall Responses

5.64 The auditor's overall responses to address the assessed risks of mate-
rial misstatement at the financial statement level may include emphasizing to
the audit team the need to maintain professional skepticism in gathering and
evaluating audit evidence, assigning more experienced staff or those with spe-
cialized skills or using specialists, providing more supervision, or incorporating
additional elements of unpredictability in the selection of further audit proce-
dures to be performed. Additionally, the auditor may make general changes to
the nature, timing, or extent of further audit procedures as an overall response,
for example, performing substantive procedures at period end instead of at an
interim date.

Further Audit Procedures

5.65 Further audit procedures provide important audit evidence to sup-
port an audit opinion. These procedures consist of tests of controls and sub-
stantive tests. The nature, timing, and extent of the further audit procedures
to be performed by the auditor should be based on the auditor's assessment of
risks of material misstatement at the relevant assertion level. In some cases,
an auditor may determine that performing only substantive procedures is ap-
propriate. However, the auditor often will determine that a combined audit
approach using both tests of the operating effectiveness of controls and sub-
stantive procedures is an effective audit approach. Regardless of the audit
approach selected, the auditor should design and perform substantive proce-
dures for all relevant assertions related to each material class of transactions,
account balance, and disclosure.

5.66 The auditor should perform tests of controls when the auditor's risk
assessment includes an expectation of the operating effectiveness of controls or
when substantive procedures alone do not provide sufficient appropriate audit
evidence at the relevant assertion level. When, in accordance with paragraph
.117 of AU section 314, the auditor has determined that it is not possible or
practicable to reduce the detection risks at the relevant assertion level to an
acceptably low level with audit evidence obtained only from substantive pro-
cedures, he or she should perform tests of controls to obtain audit evidence
about their operating effectiveness. Tests of the operating effectiveness of con-
trols are performed only on those controls that the auditor has determined are
suitably designed to prevent or detect a material misstatement in a relevant
assertion.

5.67 Testing the operating effectiveness of controls is different from ob-
taining audit evidence that controls have been implemented. When obtaining
audit evidence of implementation by performing risk assessment procedures,
the auditor should determine that the relevant controls exist and that the en-
tity is using them. When performing tests of controls, the auditor should obtain
audit evidence that controls operate effectively. This includes obtaining audit
evidence about how controls were applied at relevant times during the period
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under audit, the consistency with which they were applied, and by whom or by
what means they were applied. If substantially different controls were used at
different times during the period under audit, the auditor should consider each
separately. The auditor may determine that testing the operating effectiveness
of controls at the same time as evaluating their design and obtaining audit
evidence of their implementation is efficient.

5.68 Although some risk assessment procedures that the auditor performs
to evaluate the design of controls and to determine that they have been imple-
mented may not have been specifically designed as tests of controls, they may
nevertheless provide audit evidence about the operating effectiveness of the
controls and, consequently, serve as tests of controls. In such circumstances,
the auditor should consider whether the audit evidence provided by those audit
procedures is sufficient.

5.69 The auditor's substantive procedures should include the following
audit procedures related to the financial statement reporting process:

® Agreeing the financial statements, including their accompanying
notes, to the underlying accounting records; and

® Examining material journal entries and other adjustments made
during the course of preparing the financial statements.

The nature and extent of the auditor's examination of journal entries and other
adjustments depend on the nature and complexity of the entity's financial
reporting system and the associated risks of material misstatement.

Evaluating Misstatements

5.70 Based on the results of substantive procedures, the auditor may iden-
tify misstatements in accounts or notes to the financial statements. Paragraph
.42 of AU section 312 (AICPA, Professional Standards) states that auditors
must accumulate all known and likely misstatements identified during the
audit, other than those that the auditor believes are trivial and communicate
them to the appropriate level of management. Paragraph .50 of AU section 312
(AICPA, Professional Standards) further states that auditors must consider
the effects, both individually and in the aggregate, of misstatements (known
and likely) that are not corrected by the entity. This consideration includes,
among other things, the effect of misstatements related to prior periods.

5.71 For detailed guidance on evaluating audit findings and audit evi-
dence, refer to AU sections 312 and 326, respectively.

Additional Audit Considerations

Analytical Procedures '

5.72 Analytical procedures are an important part of the audit process and
consist of evaluations of financial information made by a study of plausible

10 The AICPA Audit Guide Analytical Procedures provides practical guidance to auditors on
the effective use of analytical procedures. This Audit Guide includes a discussion of AU section 329,
Analytical Procedures (AICPA, Professional Standards), concepts and definitions, a series of questions
and answers, and a case study illustrating trend analysis, ratio analysis, reasonableness testing, and
regression analysis.
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relationships among both financial and nonfinancial data. A basic premise
underlying the application of analytical procedures is that it is reasonable
to assume that plausible relationships among data exist and continue in the
absence of known conditions to the contrary. Variations in these relationships
may be caused by particular conditions such as unusual transactions or events,
accounting changes, material business changes, random fluctuations, or mis-
statements.

5.78 AU section 329, Analytical Procedures (AICPA, Professional Stan-
dards), provides guidance on the use of analytical procedures and requires the
use of analytical procedures in the planning and overall review stages of all
audits. The purpose of applying analytical procedures in planning the audit is
to assist in planning the nature, timing, and extent of auditing procedures that
will be used to obtain audit evidence for specific account balances or classes of
transactions. To accomplish this, the analytical procedures should focus on (a)
enhancing the auditor's understanding of the client's business and the transac-
tions and events that have occurred since the last audit date, and (b) identifying
areas that may represent specific risks relevant to the audit. Thus, the objective
of the procedures is to identify such things as the existence of unusual trans-
actions and events, as well as amounts, ratios, and trends that might indicate
matters that have financial statement and audit planning ramifications. Also,
in accordance with paragraph .09 of AU section 314, the auditor should also
apply analytical procedures in planning the audit to assist in understanding
the entity and its environment and to identify areas that may represent specific
risks relevant to the audit. For example, analytical procedures may be helpful
in identifying the existence of unusual transactions or events, and amounts,
ratios, and trends that might indicate matters that have financial statement
and audit implications. Refer to paragraphs 5.38-.39 for general guidance on
risk assessment procedures.

5.74 Analytical procedures may be effective and efficient tests for asser-
tions even though an examination of detailed evidence fails to disclose po-
tential misstatements, or detailed evidence is not readily available. Exam-
ples of sources of information for developing analytical expectations include
prior-period financial information, Insurance Regulatory Information System
ratio analysis (see paragraph 1.48), and rating agency reports. AU section 339,
Audit Documentation (AICPA, Professional Standards), added documentation
requirements when an analytical procedure is used as the principal substan-
tive test of a significant financial statement assertion. AU section 339, Audit
Documentation (AICPA, PCAOB Standards and Related Rules, Interim Stan-
dards), provides documentation guidance for audits performed in accordance
with PCAOB standards.

5.75 Examples of analytical procedures the auditor may find useful in
planning or as a substantive procedure in an audit of a life insurance entity
are as follows:

a. Comparison of account balances with budget and prior period
amounts

b. Analysis of changes between periods for reinsurance activity, un-
derwriting standards, reserve methodologies, and other related fac-
tors

c. Analysis of related economic factors such as interest rate fluctua-
tions
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d. Comparison, between periods, of the following:
i. New business premiums and renewal premiums
ii. Amounts and kinds of insurance in force
iii. Contract counts
iv. Average premium per unit in force
v. Geographical concentration of revenues and assets

vi. Source of revenue by agent, broker, or other distribution
system

vii. Investmentincome and yield comparison by asset category
viii. Composition of asset portfolio

ix. Benefits expense incurred to premiums collected for tradi-
tional life products

x. Assets and troubled assets to surplus ratio

xi. SAP to U.S. GAAP benefit and claim liabilities
xii. Taxes to pretax income
xiii. Capitalized costs to first year premium

xiv. Relationship between periods of replacement, lapse, rein-
statement, and policy loan activity

xv. Premiums, related commission amounts, and operating
expenses

xvi. Suspense account activity, ending balances, and aging of
individual items

5.76 The risk of management override of controls is an important con-
sideration when designing substantive analytical procedures. As part of this
process, the auditor should evaluate whether such an override might have al-
lowed adjustments outside of the normal period-end financial reporting process
to have been made to the financial statements. Such adjustments might have
resulted in artificial changes to the financial statement relationships being
analyzed, causing the auditor to draw erroneous conclusions. For this reason,
substantive analytical procedures alone are not well suited to detecting fraud.
In addition, before using results obtained from substantive analytical proce-
dures, the auditor may either test the design and operating effectiveness of
controls over financial information used in the substantive analytical proce-
dures or perform other procedures to support the completeness and accuracy
of the underlying information.

Considerations for Integrated Audits

For integrated audits, paragraphs B6-B9 of appendix B of Auditing
Standard No. 5 provides guidance on the effect of tests of controls on
substantive procedures, including analytical procedures.

Accounting Estimates

5.77 In determining the scope of audit procedures to be performed, the
auditor may recognize that as a result of the long-term nature of the products
sold, certain areas of a life insurance entity's operations require accounting es-
timates that may be material in the preparation and presentation of financial
statements. These areas may include, but are not limited to, benefit liabilities,
claim liabilities, participating dividends, deferred acquisition costs (DAC) and
related amortization, valuation of real estate and mortgage loan portfolios, and
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income taxes. AU section 342, Auditing Accounting Estimates (AICPA, Profes-
sional Standards), provides guidance on obtaining and evaluating sufficient
appropriate audit evidence to support significant accounting estimates.

5.78 In evaluating reasonableness, the auditor should obtain an under-
standing of how management developed the estimate by using various ap-
proaches.

Considerations for Integrated Audits

When performing an integrated audit, in evaluating reasonableness,
the auditor should obtain an understanding of how management de-
veloped the estimate. Based on that understanding, the auditor should
use one or a combination of the following approaches:

a. Review and test the process used by management to de-
velop the estimate.

b. Develop an independent expectation of the estimate to cor-
roborate the reasonableness of management's estimate.

c¢. Review subsequent events or transactions occurring prior
to the date of the auditor's report.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, the auditor may use any
of the three approaches. However, the work that the auditor performs
as part of the audit of internal control over financial reporting should
necessarily inform the auditor's decisions about the approach he or
she takes to auditing an estimate because, as part of the audit of
internal control over financial reporting, the auditor would be required
to obtain an understanding of the process management used to develop
the estimate and to test controls over all relevant assertions related
to the estimate.

(Paragraph .10 of AU section 342, Auditing Accounting Estimates
[AICPA, PCAOB Standards and Related Rules, Interim Standards).

Use of Specialists

5.79 The operations of life insurance entities can be quite complex, and
in certain instances, the auditor will use the work of a specialist as an au-
dit procedure to obtain sufficient appropriate audit evidence. Examples of such
specialists might include actuaries, appraisers, attorneys, financial instrument
valuation specialists, and IT specialists. AU section 336, Using the Work of a
Specialist (AICPA, Professional Standards), provides guidance to the auditor
who uses the work of a specialist in performing the audit of financial state-
ments.

Nonattest Services

5.80 Prohibitions and restrictions exist related to the performance of
nonaudit services for audit clients, including actuarial services. Practitioners
should be aware of and comply with these prohibitions and restrictions, includ-
ing the AICPA independence rules (Interpretation No. 101-3, "Performance
of Nonattest Services," under Rule 101, Independence [AICPA, Professional
Standards, ET sec. 101 par. .05]), SEC independence rules, PCAOB indepen-
dence rules, as well as rules passed by the Government Accountability Office,
state licensing boards, and others. The NAIC adopted changes to the Annual
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Financial Reporting Model Regulation (Model Audit Rule) related to Sarbanes-
Oxley during its fall 2006 meeting, with the majority of the changes effective
for 2010. Section 7, Qualifications of the Independent Certified Public Accoun-
tant, of the revised Model Audit Rule addresses what types of accounting and
actuarial services the auditing firm is prohibited from providing.

Auditing Actuarially Determined Accounting Estimates

5.81 Actuarially determined accounting estimates may affect many el-
ements of the financial statements of life and health insurance entities. Ac-
tuarially determined estimates that are usually significant to life and health
insurance entities include benefit and claim liabilities and DAC and related
amortization.

5.82 Use of specialists by management in making actuarially determined
estimates. Management is responsible for making the accounting estimates
included in the financial statements. The process of estimating actuarially
determined amounts, such as benefit and claim liabilities, DAC, and related
amortization, is complex and involves many subjective judgments. Accordingly,
the determination of such amounts should involve a qualified actuary with a
sufficient level of competence and experience, including knowledge about the
kinds of insurance for which liabilities are being estimated and an under-
standing of appropriate methods available for calculating the estimates. The
actuary's qualification obligations are established by the Code of Professional
Conduct and Qualification Standards For Prescribed Statements of Actuarial
Opinion of the American Academy of Actuaries. The actuary's competence and
experience should be commensurate with the complexity of the entity's busi-
ness, which is affected by such factors as the kinds of contracts underwritten
and the environment and risk considerations described in previous chapters in
this guide.

5.83 Many life insurance entities use actuaries who are employees or offi-
cers of the entity. In addition, many entities engage consulting actuaries to ei-
ther assist in the determination of the benefit and claim liability estimates or to
perform a separate review of the entity's benefits and claim liability estimates
as well as other material actuarially determined amounts. The scope of work
performed by the consulting actuary is a matter of judgment by the entity's
management. Usually, the consulting actuary will issue a report summariz-
ing the nature of the work performed and the results. The Annual Statement
requires a Statement of Actuarial Opinion. The AICPA has issued a notice
to practitioners, Auditor's Responsibility Concerning Statement of Actuarial
Opinion Required by Insurance Regulators, which provides guidance on this
subject.

5.84 Because the process of determining benefit and claim liabilities as
well as DAC and related amortization is based on actuarial principles and meth-
ods, the absence of involvement by a qualified actuary in the determination of
management's estimates of these amounts may constitute a control deficiency
and more, specifically, possibly a material weakness in the entity's internal
control. See further discussion on the auditor's responsibility to communicate
control deficiencies later in the chapter.

5.85 Use of specialists by auditors in evaluating actuarially determined
estimates. It is the auditor's responsibility to evaluate the reasonableness of
the actuarially determined amounts established by management. The proce-
dures that the auditor should consider in evaluating the reasonableness of
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such amounts are described in AU section 342. Because of the significance of
actuarially determined estimates to the financial statements of life and health
insurance entities, the complexity and subjectivity involved in making such
estimates, and because the process of determining these liabilities is based on
actuarial principles and methods, the audit of such amounts requires the use
of an outside qualified actuary, that is, one who is neither an employee nor an
officer of the entity. If the auditor is a qualified actuary, he or she need not use
the work of an outside qualified actuary. If the auditor does not possess the
level of competence in actuarial methods to qualify as an actuary, the auditor
should use the work of an outside qualified actuary.

5.86 In accordance with AU section 336, whenever the auditor uses the
work of a specialist such as an outside qualified actuary, the auditor should
fulfill certain fundamental requirements. The auditor should satisfy himself or
herself concerning the professional qualifications and reputation of the special-
ist. The auditor should consider the relationship, if any, of the outside qualified
actuary to the entity whose financial statements are being audited. An under-
standing should be established between the auditor, the entity whose financial
statements are being audited, and the outside qualified actuary as to the scope
and nature of the work to be performed by the outside qualified actuary and
the form and content of the outside qualified actuary's report. If the auditor is
not a qualified actuary, the auditor has the responsibility to obtain an under-
standing of the methods and assumptions used by the outside qualified actuary
to determine whether the findings of the outside qualified actuary are suitable
for corroborating representations in the financial statements.

5.87 The auditor may obtain the following:

a. A written report from the outside qualified actuary who calculated
or verified the benefit and claim liabilities

b. A written representation from the in-house qualified actuary, as
appropriate, just as he or she would obtain letters from counsel
on legal matters and other representations from management on
various matters

5.88 The following are descriptions of situations involving the presence or
absence of a qualified actuary in management's determination of benefit and
claim liabilities, DAC and related amortization, and other material actuarially
determined amounts and the recommended response by the auditor to each
situation. The guidance in AU section 336 should be followed in each situation.

Situation 1. The entity has no qualified actuaries involved in the de-
termination of benefit and claim liabilities, deferred acquisition costs
and related amortization, or other material actuarially determined
amounts.

Auditor response. As stated in paragraph 5.84, this situa-
tion may constitute a control deficiency and more, specifically,
possibly a material weakness in the internal control. The au-
ditor may be required to use an outside qualified actuary.
See paragraph 5.80 for guidance about the performance of
nonaudit services by auditors.

Situation 2. The entity has an in-house qualified actuary who is in-
volved in the determination of benefit and claim liabilities, deferred ac-
quisition costs and related amortization, or other material actuarially
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determined estimates, and the entity does not use an outside qualified
actuary.

Auditor response. The auditor would be required to use an
outside qualified actuary, unless the auditor was a qualified
actuary or had one on staff, to evaluate the reasonableness of
the entity's material actuarially determined estimates.

Situation 3. The entity has no in-house qualified actuaries but in-
volves an outside qualified actuary in the determination of benefit and
claim liabilities, deferred acquisition costs and related amortization,
or other material actuarially determined estimates.

Auditor response. The auditor should evaluate the extent to
which the outside qualified actuary has served as a preparer
in the determination of benefit and claim liabilities, deferred
acquisition costs, or other material actuarially determined
amounts. If the outside qualified actuary has prepared or as-
sisted in the preparation of a matter that is material to the
financial statements, and the auditor intends to use the out-
side qualified actuary's work, then the auditor should perform
additional procedures with respect to some or all of the spe-
cialist's assumption, methods, or findings to determine that
the findings are not unreasonable or should use an outside
specialist for that purpose.

Situation 4. The entity involves an in-house qualified actuary in
the determination of benefit and claim liabilities, deferred acquisition
costs and related amortization, or other material actuarially deter-
mined amounts. The entity engages an outside qualified actuary to
separately review those estimates.

Auditor response. The auditor could use the separate review
performed by the outside qualified actuary.

Use of Internal Auditors!!

5.89 Ifthe life insurance entity has an internal audit function, the auditor
should obtain a sufficient understanding of the internal audit function when
obtaining an understanding of the internal control, to identify those activities
that are relevant to planning the audit. If the auditor will be considering the
work of, or receiving direct assistance from, the entity's internal auditors, guid-
ance is provided in AU section 322, The Auditor's Consideration of the Internal
Audit Function in an Audit of Financial Statements (AICPA, Professional Stan-
dards).

Considerations for Integrated Audits

Additionally, when performing an integrated audit, refer to para-
graphs 16-19 of Auditing Standard No. 5 for discussion on using the
work of others to alter the nature, timing, and extent of the work that
otherwise would have been performed to test controls.

Audit Reports

5.90 The decision about the appropriate form of audit report to issue in
particular circumstances is often derived by a complex judgment that requires

11 See footnote 1 in the heading above paragraph 5.03.
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considerable professional experience. The auditor may have to communicate
with the regulator to assist with his or her assessment. See chapter 15, "Re-
ports on Audited Financial Statements," for illustrative audit reports. Auditors
of publicly held life insurance entities should consider the SEC's Financial Re-
porting Release No. 16, Rescission of Interpretation Relating to Certification of
Financial Statements, which states, ". . . filings containing accountant's reports
that are qualified as a result of questions about the entity's ability to continue
existence must contain appropriate and prominent disclosure of the registrant's
financial difficulties and viable plans to overcome these difficulties."

Audit Documentation — Audits Conducted in Accordance
With GAAS

5.91 AU section 339 (AICPA, Professional Standards), superseded State-
ment on Auditing Standards (SAS) No. 96, Audit Documentation, and amended
SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Pro-
fessional Standards, AU sec. 530).

5.92 As noted in AU section 339 (AICPA, Professional Standards), the
auditor should prepare and maintain!? audit documentation, the form and
content of which should be designed to meet the circumstances of the particular
audit engagement. Audit documentation is the principal record of auditing
procedures applied, evidence obtained, and conclusions reached by the auditor
in the engagement. The quantity, type, and content of audit documentation are
matters of the auditor's professional judgment.

5.93 AU section 339 (AICPA, Professional Standards) states that audit
documentation serves mainly to

a. provide the principal support for the auditor's report, including the
representation regarding observance of the standards of fieldwork,
which is implicit in the reference in the report to GAAS and!®

b. aid the auditor in the conduct and supervision of the audit.

5.94 Paragraph .05 of AU section 339 (AICPA, Professional Standards)
describes audit documentation as the record of audit procedures performed,
relevant audit evidence obtained, and conclusions the auditor reached. Audit
documentation, also known as working papers or workpapers, may be recorded
on paper, electronically, or on other media. It is important that when trans-
ferring or copying paper documentation to another media, the auditor should
apply procedures to generate a copy that is faithful in form and content to
the original paper document. Additionally, paragraph .06 of AU section 339
(AICPA, Professional Standards) states that examples of audit documentation
include for example, audit plans,'* analyses, issues, memoranda, summaries
of significant findings or issues, letters of confirmation and representation,
checklists, abstracts or copies of important documents, correspondence (in-
cluding e-mail) concerning significant findings or issues, and schedules of work

12 TTS section 8350.01, "Current Year Audit Documentation Contained in the Permanent File"
(AICPA, Technical Practice Aids), clarifies the completion and retention status of current year audit
documentation contained in the permanent file.

13 However, there is no intention to imply that the auditor would be precluded from supporting
his or her report by other means in addition to audit documentation.

14 See AU section 311, Planning and Supervision (AICPA, Professional Standards), for guidance
regarding preparation of audit plans.
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the auditor performed or commentaries prepared or obtained by the auditor.
Audit documentation may be in paper form, electronic form, or other media.

5.95 Audit documentation should be sufficient to (¢) enable members of the
engagement team with supervision and review responsibilities to understand
the nature, timing, extent, and results of auditing procedures performed, and
the evidence obtained;!® (b) indicate the engagement team member(s) who
performed and reviewed the work; and (¢) show that the accounting records
agree or reconcile with the financial statements or other information being
reported on.

5.96 Paragraph .03 of AU section 339 (AICPA, Professional Standards)
states that the auditor must prepare audit documentation in connection with
each engagement in sufficient detail to provide a clear understanding of the
work performed (including the nature, timing, extent, and results of audit
procedures performed), the audit evidence obtained and its source, and the
conclusion reached. Audit documentation

a. provides the principal support for the representation in the audi-
tor's report that the auditor performed the audit in accordance with
generally acceptable auditing standards; and

b. provides that principal support for the opinion expressed regard-
ing the financial information or the assertion to the effect that an
opinion cannot be expressed.

5.97 Paragraph .23 of AU section 339 (AICPA, Professional Standards)
to provide that the auditor's report date should not be dated earlier than the
date on which the auditor has obtained sufficient appropriate audit evidence
to support the opinion. Among other matters, sufficient appropriate audit evi-
dence includes evidence that the audit documentation has been reviewed and
that the entity's financial statements, including disclosures, have been pre-
pared and that management has asserted that it has taken responsibility for
them. This ordinarily will result in a report date that is close to the date the
auditor grants the entity permission to use the auditor's report in connection
with the financial statements (report release date). Delays in releasing the re-
port may require the auditor to perform additional procedures to comply with
the requirements of AU section 560, Subsequent Events (AICPA, Professional
Standards).1®

15 A firm of independent auditors has a responsibility to adopt a system of quality control
policies and procedures to provide the firm with reasonable assurance that its personnel comply with
applicable professional standards, including generally accepted auditing standards, and the firm's
standards of quality in conducting individual audit engagements. Review of audit documentation
and discussions with engagement team members are among the procedures a firm performs when
monitoring compliance with the quality control policies and procedures that it has established. (Also,
see AU section 161, The Relationship of Generally Accepted Auditing Standards to Quality Control
Standards [AICPA, Professional Standards].)

16 AU section 339, Audit Documentation (AICPA, Professional Standards), will result in the
extension of the auditor's report date to be closer to the Statutory Accounting report release date. The
NAIC amended Statements of Statutory Accounting Principles No. 55, Unpaid Claims, Losses and
Loss Adjustment Expenses to state:

Changes in estimates of the liabilities for unpaid claims or losses and loss/claim adjustment
expenses resulting from the continuous review process between the March 1 filing deadline of
the Annual Statement and the June 1 filing deadline for the audited financial statements are
considered a change in estimate and shall be recorded in the statement of operations in the
period the change becomes known.

(continued)
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5.98 Asdiscussed in paragraph .04 of AU section 339 (AICPA, Professional
Standards), audit documentation is an essential element of audit quality. Al-
though documentation alone does not guarantee audit quality, the process of
preparing sufficient and appropriate documentation contributes to the qual-
ity of an audit. The standard includes additional requirements related to the
following topics that should be complied with

content, ownership, extent, and confidentiality,

significant findings and issues,

.
°
® identification of preparer and reviewer,
® documentation of specific items tested,
°

documentation of departures from statements on auditing stan-
dards, and

® revisions to audit documentation.

Appendix A of AU section 339 (AICPA, Professional Standards) lists the audit
documentation requirements contained in other areas of AICPA professional
standards.

In addition, the practitioner may refer to AICPA, applicable government, and
individual state licensing board requirements.

Audit Documentation — Audits Conducted in Accordance
With PCAOB Standards

5.99 For audits conducted in accordance with PCAOB Standards, Au-
diting Standard No. 3, Audit Documentation (AICPA, PCAOB Standards and
Related Rules, Auditing Standards), superseded SAS No. 96 and establishes
general requirements for documentation the auditor should prepare and re-
tain in connection with engagements conducted pursuant to PCAOB standards.
Audit documentation is the written record of the basis for the auditor's con-
clusions that provides the support for the auditor's representations, whether
those representations are contained in the auditor's report or otherwise. Audit
documentation facilitates the planning, performance, and supervision of the
engagement, and is the basis for the review of the quality of the work because
it provides the reviewer with written documentation of the evidence supporting
the auditor's significant conclusions. Among other things, audit documentation
includes records of the planning and performance of the work, the procedures
performed, evidence obtained, and conclusions reached by the auditor.

5.100 The auditor must prepare audit documentation in connection with
each engagement conducted pursuant to the standards of the PCAOB. Au-
dit documentation should be prepared in sufficient detail to provide a clear
understanding of its purpose, source, and the conclusions reached. Also, the
documentation should be appropriately organized to provide a clear link to the

(footnote continued)

Additionally, the AICPA Practice Alert No. 07-1, Dating of the Auditor's Report and Related
Practical Guidance (AICPA, Technical Practice Aids, PA sec. 16,290), provides guidance to auditors
of nonissuers regarding the application of certain AU section 339 (AICPA, Professional Standards)
provisions, primarily relating to dating the auditor's report. The practice alert provides guidance
with respect to the audit report date, evidence surrounding financial statement amounts and
disclosures (including attorney letters, obtaining waivers and subsequent event evaluation), and
financial statement preparation and management's assertions.
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significant findings or issues. Examples of audit documentation include mem-
oranda, confirmations, correspondence, schedules, audit plans, and letters of
representation. Audit documentation may be in the form of paper, electronic
files, or other media.

5.101 As required by Sarbanes-Oxley the SEC rule Retention of Records
Relevant to Audits and Reviews (SEC Release No. 33-8180), requires account-
ing firms to retain for seven years certain records relevant to their audits
and reviews of issuers' financial statements. These records include workpa-
pers and other documents that form the basis of the audit or review, and
memoranda, correspondence, communications, other documents, and records
(including electronic records), created, sent or received in connection with the
audit or review, and contain conclusions, opinions, analyses, or financial data
related to the audit or review. Auditing Standard No. 3 adopted this require-
ment and provides additional guidance on documentation of specific matters,
and retention of and subsequent changes to audit documentation.!”

5.102 Auditing Standard No. 3 requires that in addition to the documen-
tation requirements of AU section 339 (AICPA, Professional Standards), the
auditor should document certain items related to their audit of internal control
over financial reporting.

Auditing Fair Value Measurements and Disclosures

5.103 Fair value measurements of assets, liabilities, and components
of equity may arise from both the initial recording of transactions and later
changes in value. AU section 328, Auditing Fair Value Measurements and Dis-
closures (AICPA, Professional Standards), establishes standards and provides
guidance on auditing fair value measurements and disclosures contained in
financial statements. In particular, discussed are the following:

® Understanding the entity's process for determining fair value
measurements and disclosures and the relevant controls, and as-
sessing risk

® Evaluating conformity of fair value measurements and disclo-
sures with GAAP

Engaging the use of a specialist

Testing the entity's fair value measurements and disclosures
Disclosures about fair values

Evaluating the results of audit procedures

Management representations

Communication with audit committees or others charged with
governance

5.104 Evidence obtained outside the scope of AU section 328 also may
provide relevant information in regards to the measurement and disclosure of
fair values. For example, inspection procedures to verify existence of an asset

17 1f work papers support the audit of statutory financial statements, the retention period may
be longer due to state requirements. Section 13 of the NAIC revised Model Audit Rule requires that
the insurer require that the accountant retain the audit workpapers and communications until the
insurance department has filed a report on examination covering the period of the audit, but no longer
than seven years from the date of the audit report.
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measured at fair value may provide relevant evidence about its valuation. Ad-
ditionally, U.S. GAAP requires or permits a variety of fair value measurements
and disclosures and varies in the level of measurement guidance it provides.

5.105 AU section 328 provides overall guidance on auditing fair value
measurements and disclosures. It does not, however, provide guidance on audit-
ing specific assets, liabilities, components of equity, transactions, or industry-
specific practices. That guidance will be developed in the future and is available
in other standards, such as in AU section 332, Auditing Derivative Instruments,
Hedging Activities, and Investments in Securities (AICPA, Professional Stan-
dards).

5.106 Additionally, auditors can refer to Interpretation No. 1, "Audit-
ing Interests in Trusts Held by a Third-Party Trustee and Reported at Fair
Value," of AU section 328 (AICPA, Professional Standards, AU sec. 9328 par.
.01-.04) and Interpretation No. 1, "Auditing Investments in Securities Where
a Readily Determinable Fair Value Does Not Exist," of AU section 332 (AICPA,
Professional Standards, AU sec. 9332 par. .01-.04), respectively.!® These in-
terpretations clarify that simply receiving a confirmation from a third party
(including a trustee) does not in and of itself constitute adequate audit evidence
with respect to the valuation assertion of interests in trusts or investments in
securities. The interpretations also reiterate the responsibility of management
to institute accounting and financial reporting processes for the determination
of fair value measurements. According to the interpretations, if the auditor is
unable to audit the existence or measurement of interests in investments in
securities at the financial statement date, the auditor should consider whether
that scope limitation requires the auditor to qualify his or her opinion or dis-
claim an opinion.'®

Letters for State Insurance Regulators to Comply
With the NAIC Model Audit Rule

5.107 The NAIC's Annual Statement Instructions Requiring Annual Au-
dited Financial Report, which incorporates the January 1991 Model Rule (Reg-
ulation) Requiring Annual Audited Financial Reports (reissued in October
1998) (herein after called the Model Audit Rule), requires auditors to commu-
nicate in a certain form and content with state insurance regulators. Though
some states have laws or regulations that differ from the Model Audit Rule,
this guide addresses only the requirements of the Model Audit Rule. The NAIC
adopted revisions to the Model Regulation in June 2006 that considered cer-
tain provisions of Sarbanes-Oxley. Highlights of the significant changes to the
current Model Audit Rule related to Sarbanes-Oxley include the following:

18 These interpretations were issued in 2005, subsequent to PCAOB adoption of AICPA stan-
dards as interim, on April 16, 2003.

19 Additionally, the auditor can refer to nonauthoritative publications. The AICPA issued a
practice aid titled Alternative Investments Audit Considerations—A Practice Aid for Auditors located
at www.aicpa.org/InterestAreas/AccountingAndAuditing/Resources/AudAttest/AudAttestGuidance/
DownloadableDocuments/Alternative_Investments_Practice_Aid.pdf. This practice aid addresses
challenges associated with auditing investments for which a readily determinable fair value does
not exist. Additionally, the AICPA has issued an auditor's toolkit titled Auditing Fair Value Mea-
surements and Disclosures: Allocations of the Purchase Price Under FASB Statement of Financial
Accounting Standards No. 141, Business Combinations, and Tests of Impairment Under FASB State-
ments No. 142, Goodwill and Other Intangible Assets, and No. 144, Accounting for the Impairment
or Disposal of Long-Lived Assets.
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® Section 7: The time allowed to serve in the capacity as the lead or
coordinating audit partner was decreased from seven years to five
consecutive years with a new five year break in service (previously
two years), effective beginning with year 2010 statutory audits.

® Section 7: A list of nonaudit services that cannot be performed
by the auditor (the prohibitions generally agree with those desig-
nated by the SEC), effective for the year 2010 statutory audits.

® Section 11: Auditors should prepare a written communication of
any unremediated material weaknesses that the insurer will fur-
nish the domiciliary commissioner, effective beginning with year
2010 statutory audits. The previous Model Audit Rule required
the auditor to prepare a report of significant deficiencies and ma-
terial weaknesses in the insurer's internal control structure noted
by the auditor during the audit.

® Section 14: New specifications for the responsibilities of audit com-
mittees and the required qualifications of audit committee mem-
bers is effective January 1, 2010. The adopted revisions require
that insurance entities have an audit committee that is solely re-
sponsible for the appointment, compensation, and oversight of the
entity's auditor. The guidance also indicates that some audit com-
mittees, based on the insurer's premium volume, would need to
comprise a certain percentage of individuals who are independent
from management.

®  Section 16: Every insurer required to file an audited financial re-
port that has an annual direct written and assumed premium of
$500 million or more shall prepare a report of the insurers' or
group of insurers' internal control over financial reporting and
file it with their insurance commissioner, effective December 31,
2010. The Model Audit Rule also includes a list of what should be
included in management's report on internal control over finan-
cial reporting. This report is prepared by management and is not
audited.

®  Section 17: An insurer may make written application to the com-
missioner for waiver from any or all provisions of the model based
upon financial or organizational hardship. For example, the com-
missioner could, under this section, grant a waiver of the Section
14B audit committee independence requirements to an entity ex-
ceeding the $500 million premium threshold, even though the
Section 14H waiver would not apply. This exemption is granted
at the discretion of the commissioner and may be granted at any
time for a specified period or periods.

5.108 Awareness. Section 6 of the revised Model Audit Rule requires that
the insurer notify the insurance commissioner of the state of domicile of the
name and address of the insurer's independent CPA, hereinafter referred to as
auditor. In connection with that notification, the insurer is required to obtain
an awareness letter from its auditor stating that the auditor

a. is aware of the provisions of the insurance code and the rules and
regulations of the insurance department of the state of domicile
that relate to accounting and financial matters; and

b. will issue a report on the financial statements in the terms of their
conformity to the SAP prescribed or otherwise permitted by the
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insurance department of the state of domicile, specifying exceptions
as appropriate. See exhibit 5-1.

In addition, certain states require additional assertions. For most states, the
awareness letter is only required to be filed once, in the first year engaged to
perform the audit (within 60 days of becoming subject to the rules). The fil-
ing deadline for most states is December 31 of the year being audited. A few
states require a letter to be filed annually. Some states have more specific re-
quirements regarding contracts, licensure, and rules of domicile. Practitioners
should check individual state regulations for the complete requirements of that
state.

5.109 Change in auditor. Section 6 of the revised Model Audit Rule re-
quires that insurers notify the insurance department of the state of domicile
within 5 business days of the dismissal or resignation of the auditor for the
immediately preceding filed audited statutory financial statements. Within 10
business days of that notification, the insurer also is required to provide a
separate letter stating whether, in the 24 months preceding the event, there
were any disagreements, subsequently resolved or not, with the former auditor
on any matter of accounting principles or practices, financial statement disclo-
sure, or auditing scope or procedure, which disagreements, if not resolved to
the satisfaction of the former auditor, would have caused the auditor to make
reference to the subject matter of the disagreement in connection with the au-
ditor's opinion. The revised Model Audit Rule requires that the insurer provide
the insurance department of the state of domicile a letter from the former au-
ditor to the insurer indicating whether the auditor agrees with the statements
in the insurer's letter and, if not, stating the reasons for the disagreement. The
disagreements required to be reported in response to this section include both
those resolved to the former accountant's satisfaction and those not resolved
to the former accountant's satisfaction. Disagreements contemplated by this
section are those that occur at the decision-making level, that is, between per-
sonnel of the insurer responsible for presentation of its financial statements
and personnel of the accounting firm responsible for rendering its report. The
insurer should also in writing request the former accountant to furnish a let-
ter addressed to the insurer stating whether the accountant agrees with the
statements contained in the insurer's letter and, if not, stating the reasons for
which he or she does not agree; and the insurer should furnish the responsive
letter from the former accountant to the commissioner together with its own.
See exhibit 5-2, "Illustration of the Change in Auditor Letter."

5.110 Qualifications. Section 12 of the revised Model Audit Rule requires
the auditor to provide a letter to the insurer to be included in the annual
financial report stating

a. theauditor is independent with respect to the insurer and conforms
with the standards of his or her profession as contained in the Code
of Professional Conduct and pronouncements of the AICPA and
the Rules of Professional Conduct of the appropriate state board of
public accountancy;’

20° A member performing an attest engagement must be independent pursuant to Rule 101 of the
AICPA Code of Professional Conduct. Other applicable independence rules and regulations may also
apply to members and accountants while performing attest engagements (for example, SEC, PCAOB,
GAO, state licensing boards).
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b. the background and experience in general of the individuals used
for an engagement and whether each is a certified public accoun-
tant. Nothing within this regulation shall be construed as pro-
hibiting the auditor from utilizing such staff as he or she deems
appropriate where use is consistent with the standards prescribed
by GAAS;

c. the auditor understands that the annual audited statutory finan-
cial statements and his or her opinion thereon will be filed in com-
pliance with the requirements of the revised Model Audit Rule and
that the domiciliary commissioner will be relying on the informa-
tion in the monitoring and regulating of the financial position of
insurers;

d. the auditor consents to the working paper requirement contained
in the revised Model Audit Rule and agrees to make the working
papers and other audit documentation available for review by the
domiciliary commissioner or the commissioner's designee under the
auditor's control, the workpapers, as defined in Section 13 of the
revised Model Audit Rule;2!

e. A representation that the auditor is properly licensed by an appro-
priate state licensing authority and is a member in good standing
in the AICPA; and

f. The auditor meets the qualifications and is in compliance with the
"Qualifications of Independent Certified Public Accountant" section
of the revised Model Audit Rule. (Section 7 of the NAIC revised
Model Audit Rule, Qualifications of Independent Certified Public
Accountant, has been revised effective for the year 2010 statutory
audits. The list of nonaudit services that cannot be performed by the
auditor has been revised to generally agree with those designated
by the SEC). Readers can also refer to the Implementation Guide
for the Annual Financial Reporting Model Regulation, located in
appendix G of the NAIC Accounting Practices and Procedure Man-
ual.)

See exhibit 5-3, "Illustrative Accountant's Letter of Qualifications."

5.111 Notification of adverse financial condition. Section 10 of the revised
Model Audit Rule requires that the auditor notify the insurer's board of direc-
tors or audit committee in writing within five business days of determination
of one of the following:

a. The insurer has materially misstated its financial condition as re-
ported to the domiciliary commissioner as of the balance-sheet date
currently under examination.

b. The insurer does not meet the minimum capital and surplus re-
quirements of the state insurance statute as of the balance-sheet
date.

The revised Model Audit Rule also requires the insurer to provide both of the
following:

21 Refer to Audit Documentation: Auditing Interpretations of Section 339 (AICPA, Professional
Standards, AU sec. 9339; AICPA, PCAOB Standards and Related Rules, Interim Standards, AU sec.
9339).

AAG-LHI 5.111



General Auditing Considerations 111

a. To the insurance commissioner of the state of domicile, a copy of
the notification of adverse financial condition within five days of its
receipt.

b. To the auditor, evidence that the notification has been provided to
the insurance commissioner.

If the auditor receives no such evidence, the revised Model Audit Rule requires
the auditor to send the notification to the insurance commissioner directly
within the next five business days. (Certain states require direct notification to
the insurance commissioner from the auditor as a matter of course). See exhibit
5-4, "Tllustration of Notification of Financial Condition Letter When the Audit
Is Complete," which indicates adverse financial conditions.

5.112 Report on internal controls.?? Effective for 2010 statutory audits,
Section 11 of the revised Model Audit Rule requires that insurers provide the
commissioner with a written communication as to any unremediated material
weaknesses in its internal control over financial reporting noted during the au-
dit. Such communication should be prepared by the auditor within 60 days after
the filing of the annual audited financial report, and should contain a descrip-
tion of any unremediated material weakness (as the term material weakness
is defined by SAS No. 60, Communication of Internal Control Related Matters
Noted in an Audit [AICPA, Professional Standards], or its replacement) as of
December 31 immediately preceding (so as to coincide with the audited finan-
cial report discussed in Section 4(A) of the revised Model Audit Rule) in the
insurer's internal control over financial reporting noted by the auditor during
the course of their audit of the financial statements. If no unremediated mate-
rial weaknesses were noted, the communication should so state. The insurer is
also required to provide a description of remedial actions taken or proposed to
correct unremediated material weaknesses, if the actions are not described in
the accountant's communication. The insurer is expected to maintain informa-
tion about significant deficiencies communicated by the independent certified
public accountant. Such information should be made available to the examiner
conducting a financial condition examination for review and kept in such a
manner as to remain confidential.

5.113 PCAOB Auditing Standard No. 5 and AU section 325, Communi-
cating Internal Control Related Matters Identified in an Audit (AICPA, Profes-
sional Standards), define a significant deficiency as deficiency, or a combination
of deficiencies, in internal control over financial reporting that is less severe
than a material weakness, yet important enough to merit attention by those
responsible for oversight of the entity's financial reporting. AU section 325
defines a material weakness as a deficiency, or combination of deficiencies, in
internal control, such that there is a reasonable possibility that a material mis-
statement of the entity's financial statements will not be prevented, or detected
and corrected on a timely basis.

5.114 For purposes other than satisfying Section 11 of the revised Model
Audit Rule, the auditor also has to consider any additional reporting require-
ments of AU section 325, and AU section 380, The Auditor's Communica-
tion With Those Charged With Governance (AICPA, Professional Standards) or

22 Readers can refer to the Implementation Guide for the Annual Financial Reporting Model
Regulation, located in appendix G of the NAIC Accounting Practices and Procedure Manual. The
guide has been published prior to the 2010 effective date in order to assist entities in planning and
preparing for compliance with the new requirements when they become effective.
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AU section 380, Communication With Audit Committees (AICPA, PCAOB Stan-
dards and Related Rules, Interim Standards).

SEC Requirements for Management's Report on Internal
Control Over Financial Reporting

5.115 Asdirected by Section 404 of Sarbanes-Oxley, the SEC adopted final
rules requiring entities subject to the reporting requirements of the Securities
Exchange Act of 1934, other than registered investment entities, to include in
their annual reports a report of management on the entity's internal control
over financial reporting. See the SEC website at www.sec.gov/rules/final/33-
8238.htm for the full text of the regulation. In its Final Rule Release No. 33-
8238, Management's Report on Internal Control Over Financial Reporting and
Certification of Disclosure in Exchange Act Periodic Reports, the SEC directs
entities subject to the reporting requirements of the Securities Exchange Act of
1934 (the Exchange Act), other than registered investment entities, to include
in their annual reports a report of management on the entity's internal control
over financial reporting. Issued for the purpose of implementing Section 404 of
Sarbanes-Oxley, this rule is effective August 14, 2003, and requires registrants
to (a) take responsibility for establishing and maintaining adequate internal
control structure and procedures for financial reporting and (b) assess their
effectiveness at the end of each fiscal year. Moreover, the final rule requires
an entity's annual report to include an internal control report of management
that contains:

® A statement of management's responsibility for establishing and
maintaining adequate internal control over financial reporting for
the entity.

® A statement identifying the framework used by management to
evaluate the effectiveness of the entity's internal control over fi-
nancial reporting.

® Management's assessment of the effectiveness of the entity's in-
ternal control over financial reporting as of the end of the entity's
most recent fiscal year, including a statement as to whether or
not internal control over financial reporting is effective.

® Disclosure of any material weaknesses in internal control over
financial reporting. Management is not permitted to conclude that
the entity's internal control over financial reporting is effective if
there are one or more material weaknesses.

® A statement that its auditor has issued an attestation report on
management's assessment of the entity's internal control over
financial reporting. The auditor's attestation report must be in-
cluded in the entity's annual report.??

23 SEC Final Rule Release No. 33-8238, Management's Report on Internal Control Over Finan-
cial Reporting and Certification of Disclosure in Exchange Act Periodic Reports, has been amended
multiple times by subsequent final rules, primarily for purposes of extending the compliance dates
and providing transition guidance for newly public entities.

Currently, with regard to compliance dates associated with Section 404 of the Sarbanes-Oxley
Act of 2002 that are not yet effective on May 1, 2009, SEC Final Rule Release No. 33-8934, Internal
Control Over Financial Reporting in Exchange Act Periodic Reports of Non-Accelerated Filers, provides
that a nonaccelerated filer will be required to file the auditor's attestation report on internal control

(continued)
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With respect to the application of this rule to quarterly reporting required
under the Exchange Act, management's responsibilities are less extensive than
those required for annual reporting. Management must, with the participation
of the principal executive and financial officers, evaluate any change in the
entity's internal control over financial reporting that occurred during a fiscal
quarter that has materially affected, or is reasonably likely to materially affect,
the entity's internal control over financial reporting.

5.116 Effective for year end 2010 statutory audits, Section 16 of the re-
vised Model Audit Rule every insurer that is required to file an audited financial
report (that has annual direct written and assumed premiums of $500,000,000
or more) is required to prepare a report of the insurer's or group of insur-
ers' internal control over financial reporting. The report should be filed with
the commissioner along with the "Communication of Internal Control Related
Matters Noted in an Audit" described under Section 11 of the revised Model
Audit Rule (as discussed in paragraph 5.112). Management's Report of Inter-
nal Control over Financial Reporting shall be as of December 31 immediately
preceding. An insurer or a group of insurers that is: (e) directly subject to Sec-
tion 404; (b) part of a holding company system whose parent is directly subject
to Section 404; (c) not directly subject to Section 404 but is a Sarbanes-Oxley
Compliant Entity; or (d) a member of a holding company system whose parent
is not directly subject to Section 404 but is a Sarbanes-Oxley Compliant Entity,
may file its or its parent's Section 404 Report and an addendum in satisfaction
of this Section 16 requirement provided that those internal controls of the in-
surer or group of insurers having a material impact on the preparation of the
insurer's or group of insurers' audited statutory financial statements (those
items included in Sections 5B—5G of this regulation) were included in the scope
of the Section 404 report.

5.117 Management's Report of Internal Control over Financial Reporting
as required under Section 16 of the revised Model Audit Rule should include

a. a statement that management is responsible for establishing and
maintaining adequate internal control over financial reporting;

b. astatement that management has established internal control over
financial reporting and an assertion, to the best of management's
knowledge and belief, after diligent inquiry, as to whether its in-
ternal control over financial reporting is effective to provide rea-
sonable assurance regarding the reliability of financial statements
in accordance with statutory accounting principles;

c. a statement that briefly describes the approach or processes by
which management evaluated the effectiveness of its internal con-
trol over financial reporting;

d. astatement that briefly describes the scope of work that is included
and whether any internal controls were excluded;

(footnote continued)

over financial reporting when it files an annual report for a fiscal year ending on or after December
15, 2009.

PCAOB Auditing Standard No. 5 clarifies that the auditor's report must include the auditor's
opinion on whether the entity maintained effective internal control over financial reporting. The stan-
dard eliminates the requirement that the auditor also include an opinion on whether management's
assessment of the effectiveness of the entity's internal control over financial reporting is fairly stated.
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e. disclosure of any unremediated material weaknesses in the inter-
nal control over financial reporting identified by management as of
December 31 immediately preceding. Management is not permitted
to conclude that the internal control over financial reporting is ef-
fective to provide reasonable assurance regarding the reliability of
financial statements in accordance with statutory accounting prin-
ciples if there is one or more unremediated material weaknesses in
its internal control over financial reporting;

[. a statement regarding the inherent limitations of internal control
systems; and

g. signatures of the CEO and the CFO (or equivalent position or title).

Management should document and make available, upon financial condition
examination, the basis upon which its assertions are made. Management may
base its assertions, in part, upon its review, monitoring, and testing of internal
controls undertaken in the normal course of its activities. Management has
discretion regarding the nature of the internal control framework used, and
the nature and extent of documentation, in order to make its assertion in a cost
effective manner and, as such, may include assembly of or reference to existing
documentation.

Other Communication Between Auditors and Regulators

5.118 Auditor's consideration of state regulatory examinations. The au-
ditor should consider evaluating "information contained in regulatory or ex-
amination reports, supervisory correspondence, and similar materials from
applicable regulatory agencies." (AU section 342) "The auditor may encounter
specific information that may raise a question concerning possible illegal acts,
such as . . . violations of laws or regulations cited in reports of examinations by
regulatory agencies that have been made available to the auditor." (AU section
317, Illegal Acts by Clients [AICPA, Professional Standards].) Accordingly, it is
appropriate that the auditor review examination reports and related commu-
nications between regulators and the insurance entity to obtain appropriate
evidential matter. Regulators are assessing changes to the current examina-
tion process with consideration being given to a risk-focused approach. The
objective is to provide a more efficient process to monitor and assess an in-
surer's solvency. The process would include a risk-focused financial analysis
along with a review of internal and external changes affecting the insurer. A
proposed output of the process is a rating system that would assist regulators
in developing the Supervisory Plan for the insurer.

5.119 The auditor should review reports of examinations and communi-
cations between regulators and the insurance entity and make inquiries of the
regulators. The auditor should

a. request that management provide access to all reports of examina-
tions and related correspondence including correspondence relat-
ing to financial conditions;

b. read reports of examinations and related correspondence between
regulators and the life insurance entity during the period under
audit through the date of the auditor's report; and

c. inquire of management and communicate with the regulators, with
the prior approval of the life insurance entity, when the regulators'
examination of the entity is in process or a report on an examination
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has not been received by the insurance entity regarding conclusions
reached during the examination.

5.120 A refusal by management to allow the auditor to review commu-
nications from, or to communicate with, the regulator would ordinarily be
a limitation on the scope of the audit sufficient to preclude an unqualified
opinion (paragraphs .22—.34 of AU section 508, Reports on Audited Financial
Statements [AICPA, Professional Standards]). A refusal by the regulator to
communicate with the auditor may be a limitation on the scope of the au-
dit sufficient to preclude an unqualified opinion, depending on the auditor's
assessment of other relevant facts and circumstances.

5.121 In addition, the auditor may wish to attend—as an observer, with
prior approval of the life insurance entity—the exit conference between the
regulator and the entity's board of directors, trustees, or executive officers, or
all three.

5.122 Permitted statutory accounting practices. Prescribed SAP are those
practices that are incorporated directly or by reference in state laws, regula-
tions, and general administrative rules applicable to all insurance enterprises
domiciled in a particular state.

5.123 Permitted accounting practices include practices not prescribed in
paragraph 5.120 but allowed by the domiciliary state regulatory authority,
upon request. Insurance entities may request permission from the domiciliary
state regulatory authority to use a specific accounting practice in the prepa-
ration of their statutory financial statements under either of the following
circumstances:

a. Ifthe entity wishes to depart from the prescribed SAP

b. If prescribed SAP do not address the accounting for the transac-
tion(s).

Accordingly, permitted accounting practices differ from state to state, may
differ from entity to entity within a state, and may change in the future.

5.124 Auditors should exercise care in concluding that an accounting
treatment is permitted, and should consider the adequacy of disclosures in the
financial statements regarding such matters. For each audit, auditors should
obtain sufficient appropriate audit evidence to corroborate management's as-
sertion that permitted SAP that are material to an insurance entity's financial
statements are permitted by the domiciliary state insurance department.

5.125 Sufficient appropriate audit evidence consists of any one or combi-
nation of the following:

a. Written acknowledgment sent directly from the regulator to the
auditor (This kind of corroboration includes letters similar to at-
torneys' letters and responses to confirmations.)

b. Written acknowledgment prepared by the regulator, but not sent
directly to the auditor, such as a letter to the client

c. Direct oral communications between the regulator and the auditor,
supported by written memorandum (If the auditor, rather than the
regulator, prepares the memorandum, the auditor should send such
memorandum to the regulator to make sure it accurately reflects
the communication.)
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Auditors should use judgment to determine the kind of corroboration that is
necessary in the circumstances.

5.126 If the auditor is unable to obtain sufficient appropriate audit evi-
dence to corroborate management's assertion regarding a permitted SAP that
is material to the financial statements, the auditor should qualify or disclaim
an opinion on the statutory financial statements because of the limitation on
the scope of the audit (AU section 508).

5.127 Auvailability of auditor's audit documentation to regulators. Every
life insurance entity required to file an audited financial report with the state
insurance department requires the auditor to make available for review by
department regulators all working papers and other audit documentation pre-
pared in conducting his or her audit, and any audit-related communications
between the auditor and the life insurance entity. Audit documentation may in-
clude audit planning documentation, audit plans, analyses, memoranda, letters
of confirmation and representation, abstracts or copies of entity documents and
schedules, or commentaries prepared or obtained by the auditor in the course
of his or her audit of the life insurance entity's financial statements and that
support the auditor's opinion thereon.?*

5.128 State regulations generally require the auditor to retain the audit
documentation and communications until the state insurance department has
filed a report on the examination covering the period of audit.

5.129 Supplemental schedule of selected financial data. The NAIC Annual
Statement and forms have been adopted by each state to promote uniformity
in reporting, although requirements vary by state. The Instructions require
life insurance entities to file audited financial statements and a supplemental
schedule of selected financial data, investment interrogatories, and summary
investment schedule with their state of domicile insurance department. The
summary investment schedule is filed with the Annual Statement whereas the
interrogatories are filed as a supplement to the annual statement by April 1 for
the applicable reporting period. The Life, Accident and Health and Fraternal
Annual Statement Instructions include instructions for completing Schedule 1,
Selected Financial Data. The supplemental schedule of selected financial data,
investment interrogatories, and summary investment schedule are required
to be included in the annual audit report for Life, Accident and Health and
Fraternal reporting entities.

5.130 The auditor is required to issue a report on the supplemental in-
formation as to whether the information is fairly presented in relation to the
financial statements taken as a whole. Because all of the information required
to be included in the supplementary schedules is either directly related to the
basic statutory financial statements or derived from accounting records that
are tested by auditors, the guidance in AU section 551A, Reporting on Infor-
mation Accompanying the Basic Financial Statements in Auditor-Submitted
Documents (AICPA, Professional Standards), should be followed when audi-
tors report on supplemental information. AU section 551A provides guidance
for both accounting and nonaccounting data.

24 See Interpretation No. 1, "Providing Access to or Copies of Audit Documentation to a Regula-
tor," of AU section 339 (AICPA, Professional Standards, AU sec. 9339 par. .01-.15).

AAG-LHI 5.126



General Auditing Considerations 117

Communications by Successor Auditors?2’

5.131 AU section 315, Communications Between Predecessor and Succes-
sor Auditors (AICPA, Professional Standards), provides guidance on communi-
cations between predecessor and successor auditors when a change of auditors
has taken place or is in process.

Communication of Matters Related to Internal Control26

5.132 For audits conducted under GAAS, AU section 325 provides guid-
ance on evaluating and communicating matters related to an entity's internal
control over financial reporting identified during an audit of financial state-
ments. It is contemplated that communication would generally be with the
audit committee or others charged with governance with an equivalent level
of authority and responsibility (such as the board of directors or trustees, an
owner in an owner-managed entity, or in organizations that do not have an
audit committee with others who may have engaged the auditor). AU section
325 provides that the communication should state that it is intended solely
for the information and use of management, those charged with governance,
and others within the organization and is not intended to be and should not
be used by anyone other than these specified parties. If an entity is required
to furnish such auditor communications to a governmental authority, specific
reference to such governmental authorities may be made. For integrated au-
dits performed in accordance with PCAOB standards, additional guidance is
provided in paragraphs 78-84 of PCAOB Auditing Standard No. 5.

5.133 AU section 325 requires that deficiencies identified during the audit
that, upon evaluation, are considered significant deficiencies or material weak-
nesses under this section should be communicated, in writing, to management
and those charged with governance as a part of each audit, including significant
deficiencies and material weaknesses that were communicated to management
and those charged with governance in previous audits and have not yet been
remediated. Significant deficiencies and material weaknesses that previously
were communicated and have not yet been remediated may be communicated,
in writing, by referring to the previously issued written communication and
the date of that communication.

5.134 For audits performed in accordance with PCAOB standards, AU
section 325, Communications About Control Deficiencies in an Audit of Fi-
nancial Statements (AICPA, PCAOB Standards and Related Rules, Interim
Standards), and paragraphs 78-84 of Auditing Standard No. 5 provide guid-
ance on identifying and reporting deficiencies that relate to an entity's internal
control for audits of financial statements only and integrated audits, respec-
tively. The auditor must communicate in writing to management and the audit
committee control deficiencies that are either significant deficiencies or mate-
rial weaknesses as defined in paragraphs .02—.03 and .09-.10 of AU section 325

25 Additionally, the PCAOB has issued a staff question and answer titled Adjustments to Prior-
Period Financial Statements Audited by a Predecessor Auditor, available at www.pcaob.org.

26 The NAIC adopted revisions to the Model Regulation in June of 2006. Changes to the Model
Audit Rule considered certain provisions of the Sarbanes-Oxley Act of 2002. Changed provisions
included requiring management to prepare a report on internal control over financial reporting per
Section 16 of the Revised Model Audit rule effective December 31, 2010. This is required for every
insurer required to file an audited financial report that has annual direct written and assumed
premiums, excluding premiums reinsured with the Federal Crop Insurance Corporation and Federal
Flood Program, of $500 million or more. The NAIC has also incorporated AU section 325.
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(AICPA, PCAOB Standards and Related Rules, Interim Standards). For inte-
grated audits, all deficiencies in internal control with a lesser magnitude than
a significant deficiency must be reported in writing to management and the
audit committee notified when communication is made.

5.135 Written communications should be best made prior to the issuance
of the auditor's report on the financial statements for nonissuers and should
be made prior to the issuance of the auditor's report for issuers. The auditor's
communications should distinguish clearly between those matters considered
significant deficiencies and those considered material weaknesses. (AICPA,
PCAOB Standards and Related Rules, AU section 325 paragraph .04 and para-
graph 78 of Auditing Standard No. 5.) The audit committee or other proper
equivalent level of authority is defined in AICPA PCAOB Standards and Re-
lated Rules, AU section 325 paragraph .04 and footnote 8 in paragraph 9 of
Auditing Standard No. 5. For additional information on internal control com-
munications, see the applicable standard.

5.136 Additionally, among other matters, Section 404 of Sarbanes-Oxley
requires a report on management's assessment of internal control over financial
reporting of the public accounting firm to be included in an issuer's annual
report.” This report may or may not be combined with the audit opinion. Refer to
paragraphs C16—C17 of appendix C, "Special Reporting Situations," of Auditing
Standard No. 5, which provides direction when an auditor's report on internal
control over financial reporting is included or incorporated by reference in filing
under federal securities statutes. Finally, the insurance commissioner of the
state of domicile requires that the auditor prepare for the client a written
report describing any significant internal control deficiencies and provide a
description of remedial actions taken or proposed to correct those deficiencies.

Communication of Other Matters With Those Charged With
Governance, Including Audit Committees?” 28

5.137 For audits performed in accordance with GAAS, AU section 380
(AICPA, Professional Standards) supersedes SAS No. 61, Communication With

f The SEC issued Final Rule 33-8934, Internal Control Over Financial Reporting in Exchange
Act Periodic Reports of Non-Accelerated Filers; under the amendments, a nonaccelerated filer will be
required to file the auditor's attestation report on internal control over financial reporting when it
files an annual report for a fiscal year ending on or after December 15, 2009, which effectively extends
the deadline by 12 months.

27 A member performing an attest engagement must be independent pursuant to Rule 101).
Other applicable independence rules and regulations may also apply to members and accountants
while performing attest engagements (for example, SEC, PCAOB, GAO, state licensing boards).

A member performing a statutory attest engagement must also be independent under state
insurance independence requirements, as described in Section 7 of the NAIC revised Model Audit
Rule, Qualifications of the Independent Certified Public Accountant.

The PCAOB has issued Release No. 2005-014, Ethics and Independence Rules Concerning Inde-
pendence, Tax Services and Contingent Fees. Among other matters, the rules require registered public
accounting firms to provide certain information to audit committees in connection with seeking preap-
proval to provide nonprohibited tax services. The PCAOB has also issued Rule 3526, Communication
with Audit Committees Concerning Independence (AICPA, PCAOB Standards and Related Rules, Se-
lect Rules of the Board), that requires the registered public accounting firm to (1) describe, in writing,
to the audit committee of the issuer, all relationships between the registered public accounting firm or
any affiliates of the firm and the potential audit client or persons in financial reporting oversight roles
at the potential audit client that, as of the date of the communication, may reasonably be thought
to bear on independence; (2) discuss with the audit committee of the issuer the potential effects of
any relationships that could impact independence, should they be appointed as the issuer's auditor;

(continued)
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Audit Committees. Whereas SAS No. 61 established communication require-
ments applicable to entities that either have an audit committee or that have
otherwise formally designated oversight of the financial reporting process to
a group equivalent to an audit committee, AU section 380 (AICPA, Profes-
sional Standards) broadens the applicability of the requirements to audits of
the financial statements of all nonissuers and establishes a requirement for the
auditor to communicate with those charged with governance certain significant
matters related to the audit.

5.138 Among other matters, the auditor must communicate with those
charged with governance matters related to the financial statement audit that
are, in the auditor's professional judgment, significant and relevant to the
responsibilities of those charged with governance in overseeing the financial
reporting process. The new guidance defines those charged with governance as
the person(s) with responsibility for overseeing the strategic direction of the
entity and obligations related to the accountability of the entity. AU section
380 (AICPA, Professional Standards) establishes a requirement for the auditor
to communicate certain matters relating to the audit. This includes, but is not
limited to

® the auditor's responsibilities under GAAS (AICPA, Professional
Standards, AU sec. 380 par. .26-.28).

® an overview of the planned scope and timing of the audit (AICPA,
Professional Standards, AU sec. 380 par. .29-.33).

® significant finding from the audit (AICPA, Professional Stan-
dards, AU sec. 380 par. .34—.44).

Although the communication can be oral, it should be in writing when, in the
auditor's judgment, oral communication would not be adequate. When mat-
ters required to be communicated by this section have been communicated
orally, the auditor should document them. AU section 380 (AICPA, Professional

(footnote continued)

and (3) document the substance of these discussions. These discussions should occur at least annually.
The board also adjusted the implementation schedule for Rule 3523, Tax Services for Persons in
Financial Services Oversight Roles (AICPA, PCAOB Standards and Related Rules, Select Rules of
the Board) as it applies to tax services. The board agreed not to apply Rule 3523 to tax services
provided on or before December 31, 2008, when those services are provided during the audit period
and are completed before the professional engagement period begins. The amendments to Rule 3523
became effective August 28, 2008. The remaining provisions became effective September 30, 2008.
For additional information, see chapter 13, "Taxes." Additionally, PCAOB Rule 3525, Audit
Committee Pre-Approval of Non-Audit Services (AICPA, PCAOB Standards and Related Rules, Select
Rules of the Board), relates to the auditor's responsibilities when seeking audit committee preapproval
of internal control related nonaudit services.
 Readers should be aware of PCAOB Release No. 2010-001, Proposed Auditing Standards Re-
lated to Communications With Audit Committees and look for its final release.
28 Section 14(F)(1) of the NAIC revised Model Act Rule now requires the auditor to communicate
to the audit committee specific requirements:
The Audit committee shall require the accountant that performs for an insurer any audit
required by this regulation to timely report to the Audit committee in accordance with the
requirements of SAS 61, Communication with Audit Committees, or its replacement, including:

(a) All significant accounting policies and material permitted practices;

(b) All material alternative treatments of financial information within statutory account-
ing principles that have been discussed with management officials of the insurer,
ramifications of the use of the alternative disclosures and treatments, and the treat-
ment preferred by the accountant; and

(c) Other material written communications between the accountant and the management
of the insurer, such as any management letter or schedule of unadjusted differences.
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Standards) also contains information on the communication process, timing of
communication and specific examples of what should be communicated. See
paragraphs .23—-.44 of AU section 380 (AICPA, Professional Standards) for
examples of additional items to be communicated.

5.139 For audits performed in accordance with PCAOB standards, AU sec-
tion 380 (AICPA, PCAOB Standards and Related Rules, Interim Standards)
establishes a requirement that the auditor determine that certain matters
related to the conduct of an audit are communicated to those who have respon-
sibility for oversight of the financial reporting process. The communications
required are applicable to (a) entities that either have an audit committee or
have otherwise formally designated oversight of the financial reporting process
to a group equivalent to an audit committee (such as a finance committee or
budget committee) and to (b) all SEC engagements. Communications required
are located in paragraphs .06—.17 of AU section 380 (AICPA, PCAOB Stan-
dards and Related Rules, Interim Standards). Paragraph .12 of AU section 380
(AICPA, PCAOB Standards and Related Rules, Interim Standards) states that
the audit committee often considers information prepared by management that
accompanies the entity's financial statements such as the Management's Dis-
cussion and Analysis of Financial Condition and Results of Operations that cer-
tain SEC filers are required to present in annual reports to shareholders. The
auditor should discuss with the audit committee his or her responsibility for
other information in documents containing audited financial statements, any
procedures performed, and the results. AU section 550A, Other Information
in Documents Containing Audited Financial Statements (AICPA, Professional
Standards), discusses the auditor's responsibility for such information.

5.140 Additionally, AU section 380 (AICPA, PCAOB Standards and Re-
lated Rules, Interim Standards) requires an auditor of SEC clients to discuss
with audit committees the auditor's judgments about the quality, not just the
acceptability, of the entity's accounting principles and underlying estimates in
its financial statements. For integrated audits performed in accordance with
PCAOB standards, additional guidance is provided in paragraphs 78-84 of
Auditing Standard No. 5.

5.141 A significant finding—uncorrected misstatements. Under GAAS, AU
section 312 (AICPA, Professional Standards) requires the auditor to accumu-
late all known and likely misstatements identified during the audit, other than
those that the auditor believes are trivial, and communicate them to the ap-
propriate level of management. Paragraph .59 of AU section 312 (AICPA, Pro-
fessional Standards) clarifies that auditors should include both qualitative and
quantitative considerations when evaluating misstatements and specifies the
importance of individual and aggregate misstatement analysis. Consequently,
paragraphs .40—.41 of AU section 380 (AICPA, Professional Standards) state
that the auditor should communicate with those charged with governance un-
corrected misstatements and the effect that they may have on the opinion in the
auditor's report, and request their correction. In communicating the effect that
material uncorrected misstatements may have on the opinion in the auditor's
report, the auditor should communicate them individually. Where there are a
large number of small uncorrected misstatements, the auditor may communi-
cate the number and overall monetary effect of the misstatements, rather than
the details of each individual misstatement. The auditor should discuss with
those charged with governance the implications of a failure to correct known
and likely misstatements, if any, considering qualitative as well as quantitative
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considerations, including possible implications in relation to future financial
statements. The auditor should also communicate with those charged with
governance the effect of uncorrected misstatements related to prior periods on
the relevant classes of transactions, account balances or disclosures, and the
financial statements as a whole.

5.142 For audits performed in accordance with PCAOB standards, para-
graph .10 of AU section 380 (AICPA, PCAOB Standards and Related Rules,
Interim Standards) states that "the auditor should inform the audit committee
about uncorrected misstatements aggregated by the auditor during the current
engagement and pertaining to the latest period presented that were determined
by management to be immaterial, both individually and in the aggregate, to
the financial statements taken as a whole." These misstatements are gathered
from the evaluation of audit findings. Paragraph .34 of AU section 312, Audit
Risk and Materiality in Conducting an Audit (AICPA, PCAOB Standards and
Related Rules, Interim Standards), clarifies that auditors should include both
qualitative and quantitative considerations when evaluating misstatements
and specifies the aforementioned importance of individual and aggregate mis-
statement analysis. Auditors should also consider SEC Staff Accounting Bul-
letin (SAB) No. 99, Materiality (Codification of Staff Accounting Bulletins, Topic
1-Financial Statements, Section M-Materiality), when assessing the material-
ity of misstatements, at least for public entities.

5.143 On September 13, 2006, the SEC released SAB No. 108, Topic 1N,
Considering the Effects of Prior Year Misstatements when Quantifying Mis-
statements in Current Year Financial Statements.!l The issuance provides in-
terpretive guidance on how the effects of the carryover or reversal of prior
year misstatements should be considered in quantifying a current year mis-
statement. The SEC staff believes registrants must quantify the impact of
correcting all misstatements, including both the carryover and reversing ef-
fects of prior year misstatements, on the current year financial statements.
The staff believes that this can be accomplished by quantifying errors under
both a balance sheet and an income statement approach and by evaluating er-
rors measured under each approach. Thus, a registrant's financial statements
would require adjustment when either approach results in quantifying a ma-
terial misstatement after considering all relevant quantitative and qualitative
factors.

5.144 1If, in correcting an error in the current year, an error is mate-
rial to the current year's income statement, the prior year financial state-
ments should be corrected, even though such a revision previously was and
continues to be immaterial to the prior year financial statements. Correcting
prior year financial statements for immaterial errors would not require pre-
viously filed reports to be amended. Such correction may be made the next

II'On January 29, 2008, the PCAOB adopted Auditing Standard No. 6, Evaluating Consistency
of Financial Statements (AICPA, PCAOB Standards and Related Rules, Auditing Standards), and
conforming amendments to the board's interim auditing standards. This standard was issued in
light of Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC)
250, Accounting Changes and Error Corrections, and replaces the board's current interim standard
AU section 420, Consistency of the Application of Generally Accepted Accounting Principles (AICPA,
PCAOB Standards and Related Rules, Interim Standards). While the key concepts of AU section 420
were retained, this standard updates and clarifies the auditor's responsibilities with respect to evalu-
ating and reporting on matters relating to the consistency of financial statements. The standard also
enhances auditor reporting on accounting changes and corrections of misstatements by more clearly
distinguishing between these events. Readers should refer to the PCAOB website at www.pcaob.org
for more information.
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time the registrant files the prior year financial statements. However, reg-
istrants electing not to restate prior periods should follow the disclosure re-
quirements specified in the SAB. For additional specifics, see the issuance at
www.sec.gov/interps/account/sab108.pdf.

5.145 Other Standards and Rules Requiring Communications. In addi-
tion, communication with those charged with governance by the auditor on
specific matters as they occur in the conduct of an audit is required by other
standards, including AU sections 316, 317, and 325; AU section 333, Man-
agement Representations; and AU sections 380, and 722, Interim Financial
Information (AICPA, Professional Standards).

5.146 For audits performed in accordance with PCAOB standards, com-
munication with those charged with governance by the auditor on specific
matters as they occur in the conduct of an audit is required by other standards,
including AU sections 316, 317, 325, 333, 380, 722 (AICPA, PCAOB Standards
and Related Rules, Interim Standards), and in Auditing Standard No. 5. Ad-
ditionally, Title IT of Sarbanes-Oxley adds Subsection K to Section 10A of the
Securities Exchange Act of 1934 and requires specific communications for au-
ditors of issuers. Each accountant that performs for an audit client that is an
issuer any audit required under the securities laws must report prior to the
filing of such audit report with the SEC, to the audit committee

® all critical accounting policies and practices to be used;

® all alternative treatments within GAAP "for policies and prac-
tices related to material items" that have been discussed with
management of the issuer, including (a) the ramifications of the
use of such alternative disclosures and treatments and (b) the
treatment preferred by the registered public accounting firm; and

® other material written communications between the registered
public accounting firm and the management of the issuer, such as
any management letter or schedule of unadjusted differences.

The SEC has not required that the communication be in writing; however,
the SEC noted that it would expect that such communications would be doc-
umented by the accountant and the audit committee. However, note that the
PCAOB has issued standards subsequent to this issuance that require addi-
tional written communications. See the section "Communication of Matters
Related to Internal Control" for some examples.
Consideration of Fraud in a Financial Statement Audit??

5.147 There are risks inherent in all audit engagements, including the
possibility of fraudulent acts that cause a material misstatement of financial

29 The PCAOB has released a report titled Observations on Auditors' Implementation of PCAOB
Standards Relating to Auditors' Responsibilities With Respect to Fraud (PCAOB Release No. 2007-
001). The report focuses on aspects of the board's interim auditing standards that address the auditor's
responsibility with respect to fraud, principally AU section 316, Consideration of Fraud in a Financial
Statement Audit (AICPA, PCAOB Standards and Related Rules, Interim Standards). The PCAOB is
not, in this report, changing or proposing to change any existing standard, nor is the report meant to
provide a new interpretation of any aspect of existing standards. The PCAOB has, however, identified
certain observations, made in the course of board inspections, that are sufficiently important or arise
with sufficient frequency to warrant discussion in a public report, both for the purpose of generally
focusing auditors on being diligent about these matters and for the purpose of providing information
that audit committees may find useful in working with auditors. For additional information see
www.pcaob.org.
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statements. AU section 316 (AICPA, Professional Standards) is the primary
source of authoritative guidance about an auditor's responsibilities concern-
ing the consideration of fraud in a financial statement audit. AU section 316
(AICPA, Professional Standards) establishes standards and provides guidance
to auditors in fulfilling their 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 para-
graph .02 of AU section 110, Responsibilities and Functions of the Independent
Auditor (AICPA, Professional Standards).

Considerations for Integrated Audits

When performing an integrated audit in accordance with PCAOB stan-
dards, auditors are required to refer to paragraphs 14-15 of Auditing
Standard No. 5 regarding fraud considerations, in addition to the fraud
considerations set forth in AU section 316 (AICPA, PCAOB Standards
and Related Rules, Interim Standards).

5.148 There are two types of misstatements relevant to the auditor's con-
sideration of fraud in a financial statement audit: misstatements arising from
fraudulent financial reporting and misstatements arising from misappropria-
tion of assets. Additionally, three conditions generally are present when fraud
occurs. First, management or other employees have an incentive or are un-
der pressure, which provides a reason to commit fraud. Second, circumstances
exist—for example, the absence of controls, ineffective controls, or the ability
of management to override controls—that provide an opportunity for a fraud
to be perpetrated. Third, those involved are able to rationalize committing a
fraudulent act.

5.149 The importance of exercising professional skepticism. Because of
the characteristics of fraud, the auditor's exercise of professional skepticism is
important when considering the risk of material misstatement due to fraud.
Professional skepticism is an attitude that includes a questioning mind and a
critical assessment of audit evidence. The auditor should conduct the engage-
ment with a mindset that recognizes the possibility that a material misstate-
ment due to fraud could be present, regardless of any past experience with the
entity and regardless of the auditor's belief about management's honesty and
integrity. Furthermore, professional skepticism requires an ongoing question-
ing of whether the information and evidence obtained suggests that a material
misstatement due to fraud has occurred.

5.150 Discussion among engagement personnel regarding the risks of ma-
terial misstatement due to fraud.?® Members of the audit team should discuss
the potential for material misstatement due to fraud in accordance with the
requirements of paragraphs .14—.18 of AU section 316 (AICPA, Professional
Standards). The discussion among the audit team members about the sus-
ceptibility of the entity's financial statements to material misstatement due to
fraud should include a consideration of the known external and internal factors
affecting the entity that might (a) create incentives or pressures for manage-
ment and others to commit fraud, (b) provide the opportunity for fraud to be

30 The brainstorming session to discuss the entity's susceptibility to material misstatements due
to fraud could be held concurrently with the brainstorming session required under AU section 314,
Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement
(AICPA, Professional Standards), to discuss the potential of the risks of material misstatement.
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perpetrated, and (c) indicate a culture or environment that enables manage-
ment to rationalize committing fraud. Communication among the audit team
members about the risks of material misstatement due to fraud also should
continue throughout the audit.

5.151 Factors that may increase the risk of material misstatement due to
fraud as a result of the items described previously include, but are not limited
to, the following:

a. Internal Factor. A significant portion of management compensa-
tion (that is, bonuses, stock options, and earn-out arrangements)
is contingent upon achieving aggressive targets for stock price, op-
erating results, financial position, or cash flow. Incentives specific
to the insurance industry may include the following:

i. Pressures motivating the underwriting department to be-
come more profitable

ii. The investment department is evaluated based upon in-
vestment yields

b. External Factor. A slow economy. Because insurers have such a
large number of investments, equity market declines and reduced
market interest rates will significantly lower investment returns.
Such conditions could result in insurers looking to new investment
vehicles to secure sufficient investment margins including deriva-
tives, real estate, mortgage loans, and joint venture arrangements.
Insurers need to have controls in place to ensure adequate under-
writing, due diligence, and accounting controls on new investments.
Pressures exist in various forms including holding producers to
historical sales expectations despite a slowing economy. Life insur-
ers generally should have procedures in place to identify internal
replacements, the use of the cash surrender value of a previous
contract to pay a lump-sum premium for a new contract, and ac-
count for them properly. In addition, sales and other promotions
material should be updated to avoid including misleading interest
rate assumptions.

c. Internal Factor. Significant dependency on information systems for
support in day-to-day operations, and a lack of controls regarding
access to information systems. For example, a risk of loss exists
from employees who have access to the masterfile system. They
could make unauthorized changes to policyholder account balances,
death benefits, beneficiaries, surrenders, or loan balances.

d. Internal Factor. Management ability to override internal controls
in financial reporting related to

i. numerous manual adjustments required to determine
amounts recorded in financial statements (that is, accrual
entries booked to a cash-basis ledger or statutory-to-GAAP
adjustments);

ii. correcting entries made by management, particularly at
or near year-end;

iii. adjusting entries made directly to the financial state-
ments.

The factors that may increase the risk of material misstatement due to fraud
listed previously are general examples, and may be considered in conjunction
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with table 5-1, "Fraud Risk Factors—Fraudulent Financial Reporting," and
table 5-2, "Fraud Risk Factors—Misappropriation of Assets," which address
risk factors related to fraudulent financial reporting and misappropriation of
assets specific to the insurance industry. An auditor should use professional
judgment in determining whether factors are present that could increase the
risk of material misstatement due to fraud.

5.152 Insurance industry fraud risk factors. Fraud risk factors relevant
to fraudulent financial reporting and misappropriation of assets are described
in tables 5-1 and 5-2, respectively. The risk factors are further classified based
on the three conditions generally present when material misstatements due to
fraud occur: incentives or pressures, opportunities, and attitudes or rational-
izations. Although the risk factors cover a broad range of situations, they are
only examples and, accordingly, the auditor may wish to consider additional or
different risk factors. Also, the order of the examples of risk factors provided
is not intended to reflect their relative importance or frequency of occurrence.
Finally, some of the risk factor related to misstatements arising from fraudu-
lent financial reporting may also be present when misstatements arising from
misappropriation of assets occur. For example, ineffective monitoring of man-
agement and weakness in internal control may be present when misstatements
due to either fraudulent financial reporting or misappropriation of assets exist.

5.153 An entity auditor's interest specifically relates to fraudulent acts
that cause a material misstatement of financial statements. Some of the fol-
lowing factors and conditions are present in insurance entities where specific
circumstances do not present a risk of material misstatement. Also, specific con-
trols may exist that mitigate the risk of material misstatement due to fraud,
even though risk factors or conditions are present. When identifying risk fac-
tors and other conditions, you should assess whether those risk factors and
conditions, individually and in combination, present a risk of material mis-
statement of the financial statements. The industry-specific fraud risk factors
that follow include interpretations of some of the AU section 316 (AICPA, Pro-
fessional Standards) example risk factors tailored to the insurance industry.
Each section may be used to supplement, but not replace, the example risk
factors included in AU section 316 (AICPA, Professional Standards). Tables
5-1 and 5-2 are not meant to be inclusive.
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Table 5-1

Life and Health Insurance Entities

Fraud Risk Factors —Fraudulent Financial Reporting

Incentive/
Pressure
Financial
stability or
profitability is
threatened by
economic,
industry, or
entity operating
conditions such
as:

AAG-LHI 5.153

New accounting, 1. New criteria used by rating

statutory, or agencies to assign ratings to
regulatory insurers.
requirements. 2. Demutualization.
3. Changes in risk-based capital
requirements.

4. Changes in consolidation
criteria (for example, special
purpose entities).

5. Changes in fair value
measurement recognition.

High vulnerability 1. Rapidly changing distribution
to rapid changes, network results in different
such as changes in sales vehicles without adequate
technology, controls (for example, possible
product use of the Internet).
f)bsolescence, Or 2. Changes in interest rates may
interest rates. have a significant impact on

the financial results of many
life insurance entities.

Rapid growth or 1. Unusual and considerable

unusual increases in the number of
profitability policyholders over a short
especially period of time.

compared to that 9 [ogs ratios significantly

of other entities in different from entities offering
the same similar insurance coverages.
industry.

3. Unusual or significant
increases in fee income (for
variable products where fees
are a direct result of assets
under management) in a period
of market decline, as compared
to other entities in the same
industry.

4. Unusual increases in the
number of policies in mature
lines of business, potentially
indicating inadequate pricing
to gain business from
competitors.



Incentive/
Pressure
Excess pressure
for management
to meet the
requirements or
expectations of
third parties due
to the following:

Opportunity
The nature of the
industry or the
entity's operations
provides
opportunities to
engage in
fraudulent
financial reporting
that can arise
from:
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Emerging trends 1. Identification of emerging new

in claims classes of claims.
s'e‘Ftlerpent and 2. Plaintiffs expanded theory of
litigation. liability.

3. Court coverage decisions and
judicial interpretations.

4. Expanded liability due to
changes in legislation.

High degree of 1. Rapid development of new

competition or products reacting to the market

market environment without adequate

saturation, review of long-term strategies.

accompanied b)_’ 2. Volatility of earnings due to

declining margins. market environment that could
cause an entity to manipulate
earnings.

Volatility of

earnings due to
catastrophic losses
could cause the
entity to
manipulate
earnings in other
areas.

Profitability or
trend expectations
of investment
analysts.

Pressure to
maintain or
improve ratings
from rating

agencies.

Close to tripping

risk-based capital

requirements.

Significant 1. Unusual or complex
related-party intercompany reinsurance
transactions not transactions.

in the ordma?y 2. Transactions entered into with
course of business affiliates, the impact of which
or with related are to increase statutory

entities not
audited or audited
by another firm.

surplus.

3. Complex or inconsistent, or
both, expense allocation
agreements.

(continued)
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b. Assets, liabilities, 1.
revenues, or
expenses based on
significant
estimates that
involve subjective
judgments or
uncertainties that o
are difficult to

corroborate.
3.
4.
c. Significant, 1.
unusual, or highly
complex 2.
transactions,
especially those
close to period 3
end, that pose ’
difficult
"substance over
form" questions. 4.
5.
6.
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Estimates for loss and loss
adjustment expenses,
reinsurance recoverables,
deferred acquisitions costs
(DAC), reserves, and others
based on unusually subjective
judgments.

Significant purchases and sales
of securities that do not have
an active market, which could
indicate "parking losses."

Aggressive policies related to
revenue recognition for
administrative-service type
contracts.

Improper classification of
normal operating losses as
"catastrophe-related" in
financial reporting (for
example, management
discussion and analysis,
footnote disclosure). Also, the
diversion of an insurer's
resources in dealing with a
catastrophe could put a strain
on internal controls.

High yields on investments
that appear to be low risk.

Transactions that "convert"
nonadmitted assets to admitted
assets.

Numerous and complex
off-balance-sheet financing
transactions.

Reinsurance transactions that
embody loss assumptions that
are very different from industry
or historical trends in order to
pass the "transfer of risk" rules.

Transactions that "convert"
realized capital gains/losses to
ordinary income or vice versa.

Significant closing journal
entries for insurers that
maintain their books on a
statutory basis of accounting,
which requires the need to post
several statutory-to-generally
accepted accounting principles
adjusting entries.



Opportunity a.

Ineffective
monitoring of
management due
to the following:

Opportunity a.

There is a
complex
organizational
structure as
evidenced by the
following:

Opportunity a.

Internal control
components are
deficient as a
result of :

General Auditing Considerations

Domination of the
board of directors
because it is
composed
primarily of an
entity's close
business partners
(for example,
agents, bankers,
and lawyers).

Significant
transactions
included in
noninsurance
affiliates with the
sole purpose of
excluding such
activity from the
statutory-basis
financial
statements filed
with insurance
regulators.

Information
systems which
cannot account for
complex features
of insurance
policies issued (for
example, policies
with complex
deductible
features).
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Significant or unusual amount
of quarter-end or year-end
manual entries posted after
consolidation.

Estimates of the value of
closely held securities.

Agreements accounted for as
reinsurance transactions that
do not transfer risk.

(continued)
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Attitude/
Rationalization
Excessive
interest by
management in
maintaining or
increasing the
entity's stock
price or earnings
trend or
statutory capital
position.

Attitude/
Rationalization
A failure by
management to
display and
communicate an
appropriate
attitude
regarding
internal control
and the financial
reporting
process.
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Risk transfer
criteria for
reinsurance
transactions are
rarely met.

Use of
discretionary
reserves to
manipulate
earnings.

Lack of board or
management
oversight of

critical processes.

No business risk
management
responsibility or
function.

No accounting
policy
responsibility or
function.

Management's
inattention to
establish
independent

reporting lines for

key assurance
functions (for

Underwriting-control risk,
price risk.

IT systems or resources to
effectively administer complex
insurance or reinsurance
contract provisions.
Monitoring of creditworthiness
of reinsurers.

Suspense account clearance.
Treasury-securities/derivative
valuation (selection of models,
methodologies, and
assumptions.

Establishment of loss and loss
adjustment expense reserves.
Investment decisions.
Understanding of critical
accounting policies and
significant estimates.

example, internal
audit and quality



Attitude/
Rationalization
Management
displaying a
significant
disregard for
regulatory
authorities.

Attitude/
Rationalization
A strained
relationship
between
management and
the current or
predecessor
auditor, as
exhibited by the
following:

General Auditing Considerations

control reviews of
claims and
underwriting).

Lack of
insurance-industry
or finance
experience on the
audit committee.

Existence of a
regulatory
enforcement
action.

Prior examination
findings not
addressed or
inadequately
addressed.

Mandated
restatements of
regulatory
financial reports
due to
inappropriate
accounting
treatment.

Assessment of
market conduct
fines.

Frequent disputes
with the current or
predecessor
auditor on
accounting,
auditing, or
reporting matters
such as the
reasonableness of
sensitive estimates
(for example, loss
and loss
adjustment
expense reserves,
allowances for
uncollectible
reinsurance, DAC,
and other
amounts).
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b. Issuance of
reportable
condition or
material
weakness letters.*

c. Failure of
management to
address reportable
condition, control
deficiency, or
more specifically,
material
weakness issues
on a timely basis.

Attitude/ a. Lack of
Rationalization management to
Nonfinancial establish controls
management's over accounting
excessive policy issues.

participation in
or preoccupation
with the
selection of the
accounting
principles or the
determination of
significant
estimates.

# For items (b). and (c), see A Statutory Framework for Reporting Significant Deficiencies in
Internal Control to Insurance Regulators.
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Table 5-2
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Fraud Risk Factors—Misappropriation of Assets

Incentive/ a.

Pressure

Adverse relationships
between the entity
and employees with
authority over cash
and assets could
motivate employees
to misappropriate
those assets).

Opportunity a.

Certain
characteristics or
circumstances may
increase the

susceptibility of b.

assets to
misappropriation, for
example,
opportunities to
misappropriate
assets increase when
there are the
following factors:

Opportunity a.

Inadequate internal
control your assets
may increase the
susceptibility of
misappropriation of
those assets. For
example,
misappropriation of
assets may occur
because of the

following factors: b.

History of workforce
reductions (for
example, combining
regional claims
offices).

Significant activity or
balances, or both,
present in suspense
accounts.

Large volume
premium checks
received by the
insurance entity
rather than being sent
to a lock box.

Premiums are not
directly remitted to
the insurer but are
instead collected by
the agent.

Inadequate 1.

segregation of duties
or independent checks.

Inadequate 1.

management oversight
of employees
responsible for assets.

Lack of rotation or
review of claim
adjusters on long-term
claims.

Custodial
reconciliations
performed by an
individual who records
the amount to the
ledger.

Lack of adequate
monitoring of

underwriting policies
and procedures.

(continued)
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2. Lack of management
review or control
processes over
year-end or month-end
transactions.

3. Extensive use of
managing general
agents with little or no
supervision by
management.

4. Lack of internal audit
or claim quality review
functions, or both.

5. Inadequate payment
approval process.

6. Lack of review or
inadequate controls
over system overrides
(for example, claim
payments and
commissions).

7. Lack of strong
custodial controls over
cash/investments.

Loans requested on
life policies occurring
soon after large
deposits on the policy
are made. The loan
could be issued before
the deposit check
clears, and then the
check is returned for
insufficient funds.

Large volume of
duplicate claims
processed.

Large volume of
claims paid to post
office boxes.

Large volume of
claims paid to the
same claimant.

Large volume of claims
paid to employees.
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Attitude/
Rationalization
Failure to report all
instances of fraud to
the audit committee
and others charged
with governance.

Attitude/
Rationalization
Failure to properly
staff internal audit
and other
(claims/underwriting)
quality control
functions.

Attitude/
Rationalization
Poor relationships
between
management,
employees, and
agents that may
appear to justify
misappropriations of
assets.

Attitude/
Rationalization
Disregard for
internal control over
misappropriation of
assets by overriding
existing controls or
by failing to correct
known internal
control deficiencies.
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5.154 Obtaining the information needed to identify the risks of material
misstatement due to fraud. AU section 314 establishes requirements and pro-
vides guidance about how the auditor obtains an understanding of the entity
and its environment, including its internal control for the purpose of assessing
the risks of material misstatement. In performing that work, information may
come to the auditor's attention that should be considered in identifying risks
of material misstatement due to fraud. As part of this work, the auditor should
perform the following procedures to obtain information that is used to identify

the risks of material misstatement due to fraud:

a. Make inquiries of management and others within the entity to ob-
tain their views about the risks of fraud and how they are addressed
(AICPA, Professional Standards, AU sec. 316 par. .20-.27).
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b. Consider any unusual or unexpected relationships that have been
identified in performing analytical procedures in planning the audit
(AICPA, Professional Standards, AU sec. 316 par. .28-.30).

c. Consider whether one or more fraud risk factors exist (AICPA,
Professional Standards, AU sec. 316 par. .85). (See tables 5-1 and
5-2 and paragraphs 5.149 and 5.153.)

d. Consider other information that may be helpful in the identifica-
tion of risks of material misstatement due to fraud. (AICPA, Pro-
fessional Standards, AU sec. 316 par. .34).

In planning the audit, the life or health insurance auditor also should per-
form analytical procedures relating to revenue with the objective of identifying
unusual or unexpected relationships involving revenue accounts that may indi-
cate a material misstatement due to fraudulent financial reporting. Measure-
ments and fluctuations that can be indicative of potential fraudulent practice
include the following:

The average value of policy loan outstanding
The average reserve per inforce amounts

DAC as a percentage of reserves or inforce

Deferred and uncollected premiums as a percentage of reserves
or inforce

® Significant fluctuations in the average premium or reserve, per
policy inforce

® Significant fluctuations in premiums written by agents or manag-
ing general agents (MGAs)

When designing substantive analytical procedures, the auditor also should
evaluate the risk of management override of controls. As part of this process,
the auditor should evaluate whether such an override might have allowed ad-
justments outside of the normal period end financial reporting process to have
been made to the financial statements. Such adjustments might have resulted
in artificial changes to the financial statement relationships being analyzed,
causing the auditor to draw erroneous conclusions. For this reason, substantive
analytical procedures alone are not well suited to detecting fraud. (AICPA, Pro-
fessional Standards, AU section 318 paragraph .57; AICPA, PCAOB Standards
and Related Rules, Interim Standards, AU section 329 paragraph .10.)

5.155 Considering fraud risk factors. As indicated in item (c) in para-
graph 5.152, the auditor may identify events or conditions that indicate in-
centives/pressures to perpetrate fraud, opportunities to carry out the fraud, or
attitudes/rationalizations to justify a fraudulent action. Such events or condi-
tions are referred to as fraud risk factors. Fraud risk factors do not necessarily
indicate the existence of fraud; however, they often are present in circum-
stances where fraud exists. AU section 316 (AICPA, Professional Standards)
provides fraud risk factor examples that have been written to apply to most
enterprises. Even though tables 5-1 and 5-2 contain lists of fraud risk factors
specific to the insurance industry, remember that fraud risk factors are only
one of several sources of information an auditor considers when identifying and
assessing risk of material misstatement due to fraud.
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5.156 Identifying risks that may result in a material misstatement due to
fraud.?! In identifying risks of material misstatement due to fraud, it is helpful
for the auditor to consider the information that has been gathered in accordance
with the requirements of paragraphs .19-.34 of AU section 316 (AICPA, Profes-
sional Standards). The auditor's identification of fraud risks may be influenced
by characteristics such as the size, complexity, and ownership attributes of the
entity. In addition, the auditor should evaluate whether identified risks of ma-
terial misstatement due to fraud can be related to specific financial statement
account balances or classes of transactions and related assertions, or whether
they relate more pervasively to the financial statements as a whole.

A. Accounts, classes of transactions, and assertions. The following
items may involve a high degree of management judgment and
subjectivity and may present risks of material misstatement due
to fraud because they are susceptible to manipulation by manage-
ment.

1. Investments:

a. Fair market value for nonpublic securities and
derivatives;

b. Recognition of impairment losses of investments;
and

c. Yields assumed on mortgage backed and asset
backed securities.

2. Deferred Acquisition Costs:

a. DAC and whether there is consistent application
and allocation techniques annually;

b. Assumptions utilized for amortizing DAC. Audi-
tors may need to challenge management's persis-
tency assumptions and future gross profits used
in the analysis;

c. Recoverability of DAC; and

Determination of substantial change for inter-
nal replacements in accordance with Financial
Accounting Standards Board (FASB) Account-
ing Standards Codification (ASC) 944, Financial
Services—Insurance.

3. Reinsurance:

a. Evaluation of whether there is a transfer of risk
because it must be reasonably possible that the
reinsurer will realize a significant loss in order to
record the reinsurance transaction;

b. Reinsurance transactions near year-end; and

c. Estimates due to time lags in the receipt of re-
ports from the ceding company.

31 Paragraph .102 of AU section 314 states that the auditor should identify and assess the risks
of material misstatement at the financial statement level and at the relevant assertion level related to
classes of transactions, account balances, and disclosures. This requirement provides a link between
the auditor's consideration of fraud and assessment of risk, and the auditor's procedures in response
to those assessed risks.
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4. Reserves:

a. Assumptions used to calculate policy reserves and
premium deficiencies, including mortality and
morbidity, interest credited, lapse rates, and sur-
render charges;

b. Appropriateness of factors applied to the in force
to estimate reserves for FASB ASC 944 tradi-
tional long-duration contracts; and

c. The life insurer's reserves for future policy and
contract benefits represents the largest estimate
on the balance sheet. The auditor should be alert
for changes to the assumptions (for example, dis-
count rates, actuarial tables, reinsurance) as well
as the establishment of new, nonspecific reserves
that may significantly affect the reserve balance.

B. A presumption that improper revenue recognition is a fraud risk.
See paragraph .41 of AU section 316 (AICPA, Professional Stan-
dards). Material misstatements due to fraudulent financial report-
ing often result from an overstatement of revenues (for example,
through premature revenue recognition or recording fictitious rev-
enues) or an understatement of revenues (for example, through
improperly shifting revenues to a later period). Therefore, the au-
ditor should ordinarily presume that there is a risk of material
misstatement due to fraud relating to revenue recognition.

In the recent past, certain life insurers became party to invest-
ment transactions, generally with related parties that significantly
inflated asset values or realized gains. Others failed to establish
timely or sufficient, or both, valuation reserves against delinquent
mortgage loans, real estate investments (including real estate ac-
quired through foreclosure) and commitments to limited partner-
ship and joint venture arrangements. Because premium income is
generally known by policy, the more significant risks impacting
revenue relate to cutoff or fictitious policies. Life insurance enti-
ties utilize suspense accounts extensively to record cash collections
and recognize premium income when amounts are applied to a spe-
cific policy. Evaluation of the timing of entries booked to suspense
accounts may be considered, as inappropriate adjustments or de-
lays in recording adjustments to suspense accounts could impact
revenue recognition. Suspense accounts may be analyzed and re-
viewed for large, old, or unusual items. In addition, policies written
by agents or MGAs may be more susceptible to fraud if premiums
are sent directly to the agent or MGA. High commission structures
could also pose a risk regarding the volume of premiums written by
agents or MGAs. Significant fluctuations regarding such balances
may need to be investigated.

C. A consideration of the risk of management override of controls. See
paragraphs .57—.67 of AU section 316. Even if specific risks of ma-
terial misstatement due to fraud are not identified by the auditor,
there is a possibility that management override of controls could
occur, and accordingly, the auditor should address that risk apart
from any conclusions regarding the existence of more specifically
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identifiable risks. Specifically, the procedures described in AU sec-
tion 316 should be performed to further address the risk of manage-
ment override of controls. These procedures include (1) examining
journal entries and other adjustments for evidence of possible mate-
rial misstatement due to fraud, (2) reviewing accounting estimates
for biases that could result in material misstatement due to fraud,
and (3) evaluating the business rationale for significant unusual
transactions.

In conjunction with the evaluation of risk factors that could re-
sult in material misstatements due to fraud, auditors should apply
procedures to test the appropriateness of journal entries recorded
in the general ledger and other adjustments (for example, entries
posted directly to financial statement drafts) made in the prepa-
ration of the financial statements. An auditor may evaluate the
types of entries that can be made by members of management and
the related authorization levels that apply to consider the risk of
management override of controls. Procedures should also focus on
evaluating inappropriate or unauthorized entries, as well as consol-
idating adjustments or reclassifications in the financial statement
that are not reflected in the general ledger. Inappropriate or unau-
thorized journal entries and adjustments often have unique iden-
tifying characteristics. Such characteristics may include entries
made to unrelated, unusual, or seldom used accounts or business
segments; entries recorded as the end of the period or as post clos-
ing entries; entries made before or during the preparation of the
financial statements that do not have account numbers, and entries
that contain round numbers; or a consistent ending number.

In addition to testing controls, auditors should perform substantive
testing to further address the risk of management override of cer-
tain controls. Auditors should examine journal entries and other
adjustments for possible material misstatement due to fraud.

D. Key Estimates. Key estimates made by management that could be
susceptible to material misstatement due to fraud include reserve
calculations for future policy and contract benefits and related ac-
counts, deferred taxes and the related valuation allowances, esti-
mated gross profits and their impact on the amortization of DAC
and investment valuation reserves, the assessment of securities for
impairments that are other than temporary, and guarantee fund
assessments. Auditors should challenge whether the assumptions
used to amortize DAC are consistent with the assumptions used
to estimate future policy benefits. See also a for a description of
accounts, classes of transactions, and assertions that have an in-
herent risk because they involve a high degree of management
judgment and subjectivity.

5.157 Assessing the identified risks after taking into account an evalua-
tion of the entity's programs and controls that address the risks. See paragraphs
.43—.45 of AU section 316 (AICPA, Professional Standards). Auditors should
comply with the requirement of AU section 316 (AICPA, Professional Stan-
dards) concerning an entity's programs and controls that address identified
risks of material misstatement due to fraud. As part of the understanding of
internal control sufficient to plan the audit, the life or health insurance auditor
should evaluate whether entity programs and controls that address identified
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risks of material misstatement due to fraud have been suitably designed and
placed in operation. These programs and controls may involve:

a. Specific controls designed to mitigate specific risks of fraud and
may include controls to address specific assets susceptible to mis-
appropriation. Examples of such controls include the following:

i. Use of a lock box for the remittance of premium receipts
ii. Management quality control review of claim payments

iii. Established authorization and approval levels for under-
writers and claim adjusters

b. Broader programs designed to prevent, deter, and detect fraud.
Examples of such controls include the following:

i. Programs to promote a culture of honesty and ethical be-
havior. Directors and officers of the life and health insur-
ance entity set the tone at the top, by establishing a code
of conduct and promoting a strong value system.

ii. Evaluating and monitoring appropriate controls and mon-
itoring activities. Because of the importance of informa-
tion technology in supporting operations and the process-
ing of transactions, management also needs to implement
and maintain appropriate controls, whether automated or
manual, over computer-generated information.

5.158 The auditor should consider whether such programs and controls
mitigate the identified risks of material misstatement due to fraud or whether
specific control deficiencies exacerbate the risks. After the auditor has evalu-
ated whether the entity's programs and controls have been suitably designed
and placed in operation, the auditor should assess these risks taking into ac-
count that evaluation. This assessment should be considered when developing
the auditor's response to the identified risks of material misstatement due to
fraud.

5.159 Responding to the results of the assessment.’> Paragraphs .46—.67
of AU section 316 (AICPA, Professional Standards) provide requirements and
guidance about an auditor's response to the results of the assessment of the
risks of material misstatement due to fraud. The auditor responds to risks of
material misstatement due to fraud in the following three ways:

a. A response that has an overall effect on how the audit is
conducted—that is, a response involving more general consider-
ations apart from the specific procedures otherwise planned.

b. A response to identified risks involving the nature, timing, and
extent of the auditing procedures to be performed.

The life or health insurance auditor's responses to address
specifically identified risks of material misstatement due to

32 Paragraph .03 of AU section 318, Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), states that, to reduce
audit risk to an acceptably low level, the auditor should determine overall responses to address
the assessed risks of material misstatement at the financial statement level and should design and
perform further audit procedures whose nature, timing, and extent are responsive to the assessed
risks of material misstatement at the relevant assertion level. See paragraphs .04—.07 of AU section
318. This requirement provides a link between the auditor's consideration of fraud and assessment
of risk and the auditor's procedures in response to those assessed risks.
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fraud may include changing the nature, timing, and extent of
auditing procedures in the following ways:

® The nature of auditing procedures performed
may need to be changed to obtain evidence that
is more reliable or to obtain additional corrobo-
rative information. For example, more evidential
matter may be needed from independent sources
outside the entity, such as confirmations regard-
ing reinsurance transactions or policy holder ac-
count balances.

® The timing of substantive tests may need to be
modified. The auditor might conclude that sub-
stantive testing should be performed at or near
the end of the reporting period to best address
an identified risk of material misstatement due
to fraud. Such accounts that could be tested at
year-end may include reserves, DAC, and mar-
ket value testing for investments.

® The extent of the procedures applied should re-
flect the assessment of the risks of material mis-
statement due to fraud. For example, increasing
sample sizes or performing analytical procedures
at a more detailed level (that is, by product line)
may be appropriate for premiums, reserves, or
DAC. Also, computer assisted audit techniques
may enable more extensive testing of electronic
transactions and account files. Such techniques
can be used to select sample transactions from
key electronic files, to sort transactions with spe-
cific characteristics, or to test an entire popula-
tion instead of a sample.

® The auditor may wish to consider the controls
in place to prevent unauthorized access and
changes to policyholder information or the audi-
tor may find it necessary to confirm certain policy
information directly with the policyholder. The
auditor may also consider the controls in place re-
lated to proper authorization, due diligence, and
underwriting of new investments as well as ac-
counting controls over investment valuation.

c. A response involving the performance of certain procedures to fur-
ther address the risk of material misstatement due to fraud involv-
ing management override of controls, given the unpredictable ways
in which such override could occur (see AU section 316 [AICPA,
Professional Standards] and paragraph 5.155).

5.160 Evaluating audit evidence. Paragraphs .68-.78 of AU section 316
(AICPA, Professional Standards) provide requirements and guidance for eval-
uating audit evidence. The auditor should evaluate whether analytical proce-
dures that were performed as substantive tests or in the overall review stage
of the audit indicate a previously unrecognized risk of material misstatement
due to fraud. The auditor also should consider whether responses to inquiries
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throughout the audit about analytical relationships have been vague or implau-
sible, or have produced evidence that is inconsistent with other audit evidence
accumulated during the audit.

5.161 At or near the completion of fieldwork, the auditor should evaluate
whether the accumulated results of auditing procedures and other observa-
tions affect the assessment of the risks of material misstatement due to fraud
made earlier in the audit. As part of this evaluation, the auditor with final
responsibility for the audit should ascertain that there has been appropriate
communication with the other audit team members throughout the audit re-
garding information or conditions indicative of risks of material misstatement
due to fraud.

5.162 Responding to misstatements that may be the result of fraud. When
audit test results identify misstatements in the financial statements, the au-
ditor should consider whether such misstatements may be indicative of fraud.
Paragraphs .75-.78 of AU section 316 (AICPA, Professional Standards) contain
requirements and guidance about an auditor's response to misstatements that
may be the result of fraud. If the auditor believes that misstatements are or
may be the result of fraud, but the effect of the misstatements is not mate-
rial to the financial statements, the auditor nevertheless should evaluate the
implications, especially those dealing with the organizational position of the
person(s) involved.

5.163 If the auditor believes that the misstatement is or may be the
result of fraud, and either has determined that the effect could be material to
the financial statements or has been unable to evaluate whether the effect is
material, the auditor should

a. attempt to obtain additional audit evidence to determine whether
material fraud has occurred or is likely to have occurred and, if
so, its effect on the financial statements and the auditor's report
thereon;®?

b. consider the implications for other aspects of the audit;

c. discuss the matter and the approach for further investigation with
an appropriate level of management that is at least one level above
those involved and with senior management and the audit commit-
tee; and

d. if appropriate, suggest that the client consult with legal counsel.

The auditor's consideration of the risks of material misstatement and the re-
sults of audit tests may indicate such a significant risk of material misstate-
ment due to fraud that the auditor should consider withdrawing from the
engagement and communicating the reasons for withdrawal to the audit com-
mittee or others with equivalent authority and responsibility. The auditor may
wish to consult with legal counsel when considering withdrawal from an en-
gagement.

33 See AU section 508, Reports on Audited Financial Statements (AICPA, Professional Stan-
dards), for guidance on auditors' reports issued in connection with audits of financial statements.
More specifically, referenced in AU section 508, Reports on Audited Financial Statements (AICPA,
PCAOB Standards and Related Rules, Interim Standards), for reports issued in connection with an
integrated audit of financial statements and internal control over financial reporting, the practitioner
should refer to paragraphs 85-98 of PCAOB Auditing Standard No. 5 for guidance on reporting on
internal control over financial reporting.
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5.164 Communicating about possible fraud to management, the audit com-
mittee, and others. Whenever the auditor has determined that there is evidence
that fraud may exist, that matter should be brought to the attention of an
appropriate level of management. See paragraphs .79-.82 of AU section 316
(AICPA, Professional Standards) for further requirements and guidance about
communications with management, the audit committee, and others.

5.165 Documentation and guidance. AU section 316 (AICPA, Professional
Standards) require certain items and events to be documented by the auditor.
Auditors should comply with those requirements. Other sources of guidance
include AU section 230, Due Professional Care in the Performance of Work
(AICPA, Professional Standards), and AU section 333. Additionally, the AICPA
practice aid Fraud Detection in a GAAS Audit—Revised Edition provides a
wealth of additional information and help on complying with the provisions
of the aforementioned AU sections. Moreover, this practice aid will assist au-
ditors in understanding important fraud requirements and whether current
audit practices effectively incorporate these requirements. This practice aid
is an other auditing publication as defined in AU section 150. Other auditing
publications have no authoritative status; however, they may help the auditor
understand and apply SASs.

lllegal Acts

5.166 AU section 317 prescribes the nature and extent of the considera-
tion an auditor should give to the possibility of illegal acts by a client. The term
illegal acts, for purposes of AU section 317, relates to violations of laws or gov-
ernment regulations. It also provides guidance on the auditor's responsibilities
when a possible illegal act is detected. Auditors should assure themselves that
all illegal acts that have come to their attention, unless clearly inconsequential,
have been communicated to those charged with governance in accordance with
AU section 317.

5.167 Illegal acts vary considerably in their relation to the financial state-
ments. Generally, the further removed an illegal act is from the events and
transactions ordinarily reflected in the financial statements, the less likely the
auditor is to become aware of the act or to recognize its possible illegality.

5.168 The auditor considers laws and regulations that are generally rec-
ognized by auditors to have a direct and material effect on the determination
of financial statement amounts. For example, statutory requirements affect
investment limitations for insurance entities. However, the auditor should
consider such laws or regulations from the perspective of their known relation-
ship to audit objectives that are derived from financial statement assertions
rather than from the perspective of legality per se. The auditor's responsibility
to detect misstatements resulting from illegal acts having a direct and mate-
rial effect on the determination of financial statement amounts is the same as
that for errors or fraud, as described in AU section 316 (AICPA, Professional
Standards). That is, the auditor should design the audit to provide reasonable
assurance of detecting illegal acts having a direct and material effect on the
determination of financial statement amounts.

5.169 In addition, life insurance entities may be affected by many other
laws or regulations, including those related to occupational safety and health,
market conduct, equal employment, and price fixing or other antitrust viola-
tions. Generally, these laws and regulations relate more to an entity's oper-
ating aspects than to its financial and accounting aspects, and their financial

AAG-LHI 5.169



144 Life and Health Insurance Entities

statement effect is indirect. An auditor ordinarily does not have sufficient basis
for recognizing possible violations of such laws and regulations. Their indirect
effect is normally the result of the need to disclose a contingent liability because
of the allegation or determination of illegality. Even when violations of such
laws and regulations can have consequences material to the financial state-
ments, the auditor may not become aware of the existence of the illegal act
unless he or she is informed by the client, or there is evidence of a governmen-
tal agency investigation or enforcement proceeding in the records, documents,
or other information normally inspected in an audit of financial statements.

5.170 Normally, an audit in accordance with GAAS or PCAOB standards
does not include audit procedures specifically designed to detect illegal acts
such as those described in paragraph 5.166. However, other audit procedures
may bring possible illegal acts to the auditor's attention. Such audit procedures
might include the following:

a. Inquiries of the client's management and legal counsel concerning
litigation, claims, assessments, and violations of laws or regula-
tions cited in regulatory examination reports

b. Inquiries of the client's management or other appropriate person-
nel concerning compliance with the domiciliary state insurance
department's laws and regulations and those of any other states in
which the entity is licensed to write business

c. Consideration of the adequacy of the client's procedures for moni-
toring regulatory and contractual compliance

5.171 As a result of the licensing requirements and highly regulated na-
ture of the life insurance industry, specific audit procedures should be con-
sidered regarding compliance with certain requirements of the life insurance
entity's state of domicile.

5.172 The auditor also ordinarily obtains written representations from
management. The auditor should refer to AU section 333 for guidance concern-
ing representations about violations or possible violations of laws or regulations
whose effects should be considered for disclosure in the financial statements or
as a basis for recording a loss contingency or which should be reported to the
state regulatory authorities.

Going-Concern Considerations™

5.173 AU section 341, The Auditor's Consideration of an Entity's Ability
to Continue as a Going Concern (AICPA, Professional Standards), require audi-
tors to evaluate—as part of every financial statement audit—whether there is
substantial doubt about the ability of the entity to continue as a going concern
for a reasonable period of time not exceeding one year beyond the date of the

“* In October 2008, FASB issued Proposed Statement of Financial Accounting Standards Going
Concern that would provide guidance on the preparation of financial statements as a going concern
and on management's responsibility to evaluate a reporting entity's ability to continue as a going
concern. It also would require certain disclosures when either financial statements are not prepared
on a going concern basis or when there is substantial doubt as to an entity's ability to continue as a
going concern. Readers should be alert to any final pronouncements. Currently, AU section 341, The
Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA, Professional
Standards), contains the guidance about the going concern assessment. The PCAOB adopted AU
section 341, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,
PCAOB Standards and Related Rules, Interim Standards), on an initial, transitional basis and has
subsequently amended that interim standard.
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financial statements being audited. The auditor's evaluation is based on his or
her knowledge of relevant conditions and events that exist at the time or have
occurred prior to the date of the auditor's report. Information about such condi-
tions or events is obtained from the application of auditing procedures planned
and performed to achieve audit objectives that are related to management's
assertions embodied in the financial statements being audited. The auditor's
evaluation of a life insurance entity's ability to continue as a going concern may
be one of the most complex and important portions of the audit. This section
describes the unique issues that an auditor may encounter in evaluating a life
insurance entity's ability to continue as a going concern. See paragraph 5.184
for additional documentation requirements.

5.174 The auditor may identify information about certain conditions or
events that, when considered in the aggregate, indicate there could be sub-
stantial doubt about the life insurance entity's ability to continue as a going
concern for a reasonable period of time. The significance of such conditions
and events will depend on the circumstances, and some may have significance
only when viewed in conjunction with others. The following are examples of
such conditions and events that may be encountered in audits of life insurance
entities:

Recurring operating losses
Indications of strained liquidity

Failure to meet minimum capital requirements

& o &R

Failure to meet contractual requirements (for example, debt
covenants, reinsurance agreements)

e. Concerns expressed or actions taken by regulatory authorities re-
garding alleged unsafe and unsound practices

f. Indications of strained relationships between management and
regulatory authorities

g. Rating agency downgrade

5.175 AU section 341 provides guidance to the auditors for meeting their
responsibility to evaluate whether there is substantial doubt about a life insur-
ance entity's ability to continue as a going concern for a reasonable period of
time. (Documentation requirements pertaining to the following are discussed
in paragraph 5.184.)

a. The auditor considers whether the results of the procedures per-
formed in planning, gathering audit evidence relative to the various
audit objectives, and completing the audit identify conditions and
events that, when considered in the aggregate, indicate there could
be substantial doubt about the entity's ability to continue as a go-
ing concern for a reasonable period of time. It may be necessary to
obtain additional information about such conditions and events, as
well as appropriate evidential matter to support information that
mitigates the auditor's doubt.

b. If the auditor believes there is substantial doubt about the entity's
ability to continue as a going concern for a reasonable period of
time, then the auditor should (i) obtain information about man-
agement's plans that are intended to mitigate the effect of the
conditions or events, and (ii) assess the likelihood that such plans
can be effectively implemented.
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c. After the auditor has evaluated management's plans, the auditor
concludes whether he or she has substantial doubt about the en-
tity's ability to continue as a going concern for a reasonable period
of time. If the auditor concludes there is substantial doubt, then
he or she should (i) consider the adequacy of disclosure about the
entity's possible inability to continue as a going concern for a rea-
sonable period of time, and (ii) include an explanatory paragraph
(following the opinion paragraph) in the audit report to reflect that
conclusion. If the auditor concludes that substantial doubt does not
exist, then he or she should consider the need for disclosure.

5.176 AU section 341 states that it is not necessary to design audit pro-
cedures solely to identify conditions and events that, when considered in the
aggregate, indicate there could be substantial doubt about the ability of an en-
tity to continue as a going concern for a reasonable period of time. The results of
auditing procedures designed and performed to achieve other audit objectives
should be sufficient for that purpose. The following are examples of procedures
normally performed in audits of life insurance entities that may identify such
conditions and events:

a. Analytical procedures

b. Review of subsequent events

c¢. Review of compliance with the terms of debt and loan agreements
d

Reading of the minutes of meetings of those charged with gover-
nance

e. Inquiry of an entity's legal counsel about litigation, claims, and
assessments

f. Confirmation with related and third parties of the details of ar-
rangements to provide or maintain financial support

g. Review of the financial strength and liquidity of the parent entity,
if applicable

h. Review of reports of significant examinations and related commu-
nications between examiners and the life insurance entity

i. Review of asset/liability matching studies and reports

J. Review of the life insurance entity's RBC calculations and devel-
opment of an understanding of any implications on the financial
position of the entity

5.177 A significant consideration in the auditor's evaluation of a life in-
surance entity's ability to continue as a going concern is whether the entity
complies with regulatory RBC requirements.?* In view of the serious ramifi-
cations of noncompliance with regulatory RBC requirements for life insurance
entities, such failure is a condition that indicates that there could be substantial
doubt about the entity's ability to continue as a going concern for a reasonable
period of time. Accordingly, the auditor should obtain information about man-
agement's plans that are intended to mitigate either the adverse effects of the

34 Auditors should evaluate a life insurance entity's ability to continue as a going concern even
if the entity meets minimum risk-based capital (RBC) standards. There are other conditions and
events that may indicate that there could be substantial doubt about a life insurance entity's ability
to continue as a going concern, such as recurring operating losses, indications of strained liquidity,
concerns expressed by regulators, and indications of strained relationships with regulators. See
paragraphs 5.44—.47.
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noncompliance with regulatory RBC capital requirements or the events that
gave rise to the condition, assessing the likelihood of such plans being imple-
mented. In evaluating management's plans, the auditor should consider the
following:

a. The life insurance entity's existing regulatory capital position

b. Whether a comprehensive financial plan has been filed with the
state insurance department and, if so, whether it has been accepted

5.178 The auditor should consider the amount of any RBC capital defi-
ciency. In general, the lower the ratio of total adjusted capital to ACL RBC, the
greater the doubt about the entity's ability to continue as a going concern for a
reasonable period. However, the auditor should also assess the likelihood of the
life insurance entity's regulatory capital position improving or deteriorating in
the next 12 months.

5.179 The auditor should also consider the nature or source (asset qual-
ity, underwriting, asset/liability matching, or other) of the deficiency. Curing
deficiencies from certain sources may be more within the control of the manage-
ment of the life insurance entity than curing deficiencies from other sources.

5.180 Furthermore, the auditor should ascertain whether a comprehen-
sive financial plan has been filed and accepted by the commissioner. If the com-
missioner has accepted the comprehensive financial plan, the auditor should
identify those elements of the comprehensive financial plan that are particu-
larly significant to overcoming the adverse effects of the failure to comply with
regulatory RBC requirements; the auditor should also identify and perform au-
diting procedures to obtain evidential matter about the significant elements.
For example, the auditor may consider the adequacy of support regarding an
entity's ability to obtain additional capital or a planned disposal of assets. When
prospective financial information is particularly significant to management's
plans, the auditor should request that management provide the information
and should consider the adequacy of support for significant assumptions that
underlie it. Further, the auditor should identify those elements of the compre-
hensive financial plan and conditions placed on the life insurance entity by the
commissioner that are most difficult to achieve and consider the likelihood of
the life insurance entity failing to implement the elements successfully.

5.181 Ifthe commissioner has rejected the comprehensive financial plan,
the auditor should consider the commissioner's reasons for rejecting it, any
revisions proposed by the commissioner to render the comprehensive financial
plan satisfactory, management's intentions for revising the comprehensive fi-
nancial plan, and possible regulatory sanctions. If the commissioner has not
yet notified the insurer whether the comprehensive financial plan has been
accepted,® the auditor should review related communication between the com-
missioner and the life insurance entity and make inquiries of both management
and regulatory officials to determine the current status of the comprehensive
financial plan. If the life insurance entity has not filed a financial plan with
the commissioner,3® the auditor should make inquiries of management officials
about their comprehensive financial plan and their plans for filing.

35 The RBC requirements require the commissioner to notify the insurer whether the compre-
hensive plan is accepted or is unsatisfactory within 60 days of submission of the plan.

36 The RBC requirements require that a comprehensive financial plan be filed with the commis-
sioner within 45 days of the failure to meet RBC standards.
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5.182 After the auditor has evaluated management's plans, the auditor
should conclude whether substantial doubt about the life insurance entity's
ability to continue as a going concern for a reasonable period of time remains
or is alleviated. This is often a complex judgment requiring considerable pro-
fessional experience.

5.183 If the auditor concludes that substantial doubt about the life insur-
ance entity's ability to continue as a going concern for a reasonable period of
time remains, the auditor should (a) consider the possible effects on the finan-
cial statements and the adequacy of the related disclosures and (b) modify his
or her report.

5.184 When, after considering management's plans, the auditor concludes
that substantial doubt about the life insurance entity's ability to continue as
a going concern for a reasonable period of time is alleviated, he or she should
consider the need for disclosure in the financial statements of the principal
conditions and events that initially caused the auditor to believe there was
substantial doubt. The auditor's consideration of disclosure should include the
possible effects of such conditions and events and any mitigating factors, in-
cluding management's plans. Some of the information that might be disclosed
includes the following:

a. Pertinent conditions and events giving rise to the assessment of
substantial doubt about the life insurance entity's ability to con-
tinue as a going concern for a reasonable period of time

b. The possible effects of such conditions and events

Management's evaluation of the significance of those conditions
and events and any mitigating factors

d. Possible regulatory sanctions, including the discontinuance of op-
erations

e. Management's plans, including information about the life insur-
ance entity's capital plan and relevant prospective financial infor-
mation

/- Information about the recoverability or classification of recorded
asset amounts or the amounts or classification of liabilities

5.185 If the auditor concludes that substantial doubt remains about the
life insurance entity's ability to continue as a going concern for a reasonable pe-
riod of time, the audit report should include an explanatory paragraph (follow-
ing the opinion paragraph) to reflect that conclusion.?’ The auditor's decision
about whether modification of the standard report is appropriate may depend
on the following:

a. The life insurance entity's RBC position and the likelihood that
this position will improve or deteriorate within the next 12 months

b. The status of any plan filed with regulators and the auditor's as-
sessment of the life insurance entity's ability to achieve its capital
plan

37 The inclusion of an explanatory paragraph in the auditor's report should serve adequately to
inform users of the financial statements. Nothing in this guide, however, is intended to preclude an
auditor from declining to express an opinion in cases involving uncertainties. If the auditor disclaims
an opinion, the uncertainties and their possible effects on the financial statements should be disclosed
in an appropriate manner, and the auditor's report should give all the substantive reasons for the
disclaimer of opinion.
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c. The extent of recurring operating losses
d. The financial strength and liquidity of the parent entity
e. The consequences of defaults under debt and loan agreements

5.186 AU section 341 states that the auditor should document all of the
following:

a. The conditions or events that led him or her to believe that there is
substantial doubt about the entity's ability to continue as a going
concern for a reasonable period of time.

b. The elements of management's plans that the auditor considered
to be particularly significant to overcoming the adverse effects of
the conditions or events.

c¢. The auditing procedures performed and evidence obtained to eval-
uate the significant elements of management's plans.

d. The auditor's conclusion as to whether substantial doubt about the
entity's ability to continue as a going concern for a reasonable pe-
riod of time remains or is alleviated. If substantial doubt remains,
the auditor also should document the possible effects of the condi-
tions or events on the financial statements and the adequacy of the
related disclosures. If substantial doubt is alleviated, the auditor
also should document the conclusion as to the need for disclosure
of the principal conditions and events that initially caused him or
her to believe there was substantial doubt.

e. The auditor's conclusion as to whether he or she should include
an explanatory paragraph in the audit report. If disclosures with
respect to an entity's ability to continue as a going concern are
inadequate, the auditor also should document the conclusions as to
whether to express a qualified or adverse opinion for the resultant
departure from GAAP.

5.187 For audits performed in accordance with GAAS, paragraph .17 of
AU section 341 states that, after considering identified conditions and events
in the aggregate and after considering management's plans, if the auditor
concludes that substantial doubt about the entity's ability to continue as a
going concern for a reasonable period of time remains, the auditor should
communicate with those charged with governance

a. the nature of the events or conditions identified.

b. the possible effect on the financial statements and the adequacy of
related disclosures in the financial statements.

c. the effects on the auditor's report.

Management Representations '

5.188 AU section 333 provides guidance to the auditor about the repre-
sentations to obtain from management as part of an audit. The specific written
representations to obtain depend on the circumstances of the engagement and
the nature and basis of presentation of the financial statements. (See exhibit
5-5, "Illustrative Management Representation Letter for Audits of Life and
Health Insurance Entities.") Auditors of life insurance entities might also ob-
tain representations, if applicable, whether

it See paragraph 5.115 for additional information regarding management representations.
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a. information returns have been filed on a timely basis with the
appropriate regulatory bodies.

b. pending changes in the organizational structure, financing ar-
rangements, or other matters that have a material effect on the
financial statements of the entity have been properly disclosed.

c. GAAP financial statements have benefit and claim liabilities, ac-
count values, deferred acquisition cost assets, and related financial
statement items that are based on appropriate actuarial assump-
tions and presented in accordance with GAAP.

d. SAP financial statements have aggregate reserves, account values,
and related financial statement items that are based on appropri-
ate actuarial assumptions and prepared in accordance with the
prescribed or permitted SAP of the insurer's state of domicile.

e. the auditor has been provided with information relating to all regu-
latory financial examinations that have been completed during the
period covered by the financial statements being audited or that
are currently in process.

[, prescribed or permitted practices have been used in the preparation
of the statutory financial statements.

Because the auditor is concerned with events occurring through the date of
his or her report that may require adjustment to or disclosure in the financial
statements, paragraph .09 of AU section 333 states that management repre-
sentations should be made as of the date of the auditor's report. If the auditor
"dual dates" his or her report, the auditor should consider whether obtaining
additional representations relating to the subsequent event is appropriate. See
also paragraph .05 of AU section 530.38

Considerations for Integrated Audits

Additionally, for integrated audits performed in accordance with
PCAOB standards, refer to paragraphs 75-77 of Auditing Standard
No. 5 for additional written representations to be obtained from man-
agement.

38 TIS section 9100.06, "The Effect of Obtaining the Management Representation Letter on
Dating the Auditor's Report" (AICPA, Technical Practice Aids), clarifies timing effects surrounding
the management letter and the independent auditor's report date.
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Exhibit 5-1
lllustration of the Accountant’'s Awareness Letter!

To the Board of Directors of ABC Insurance Company:

We have been engaged by ABC Insurance Company (the Company) to perform
annual audits in accordance with auditing standards generally accepted in the
United States of America of the Company's statutory financial statements. In
connection therewith, we acknowledge the following:

We are aware of the provisions relating to the accounting and financial report-
ing matters in the Insurance Code of [name of state of domicile] and the related
rules and regulations of the Insurance Department of [name of state of domi-
cile] that are applicable to audits of statutory financial statements of insurance
entities. Also, after completion of our audits, we expect that we will issue our
report on the statutory financial statements of ABC Insurance Company as
to their conformity with accounting practices prescribed or permitted by the
Insurance Department of [name of state of domicile].

The letter is intended solely for the information and use of the Insurance De-
partment of [name of state of domicile] and other state insurance departments
in states in which the Company is licensed and is not intended to be and should
not be used for anyone other than these specified parties.

1 See chapter 15, "Reports on Audited Financial Statements," for samples of
PCAOB language.
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Exhibit 5-2
lllustration of the Change in Auditor Letter

To the Board of Directors of DEF Insurance Company:

We previously were auditors for DEF Insurance Company and, under the date
of [report date], we reported on the statutory financial statements of DEF In-
surance Company as of and for the years ended December 31, 20X4 and 20X3.!
Effective [date of termination], we are no longer auditors of DEF Insurance
Company. We have read DEF Insurance Company's statements in its letter
dated [date of insurer's letter], which is attached hereto, and we agree with the
statements therein. [However, if the auditor is (a) not in a position to agree or
disagree or (b) does not agree with the insurer's statement, the auditor's letter
may state that the auditor is not in a position to agree or disagree or that the
auditor does not agree with such statements and give the reasons.]?

1 If the auditor had not reported on any financial statements, the first sen-
tence may be modified as follows:

We previously were engaged to audit the statutory financial state-
ments of DEF Insurance Company as of and for the year ending De-
cember 31, 20X1.

The insurer's letter may contain a statement, such as—

In connection with the audits of the statutory financial statements of
the Company for the years ended December 31, 20X4 and 20X3, and
the subsequent interim period through [date of termination], there
were no disagreements with [CPA Firm] on any matter of account-
ing principles, statutory accounting practices (SAP) prescribed or per-
mitted by the Insurance Department of [name of state of domicilel,
financial statement disclosure, or auditing scope or procedures, which
disagreements if not resolved to their satisfaction would have caused
them to make reference to the subject matter of the disagreement in
their reports.

2
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Exhibit 5-3
lllustrative Accountant’s Letter of Qualifications’
To the Board of Directors of GHI Insurance Company:

We have audited, in accordance with auditing standards generally accepted
in the United States of America, the statutory financial statements of GHI
Insurance Company (the Company) for the years ended December 31, 20X4 and
20X3, and have issued our report thereon dated [date of report]. In connection
therewith, we advise you as follows:

a. We are independent certified public accountants with respect to the
Company and conform to the standards of the accounting profession
as contained in the Code of Professional Conduct and pronounce-
ments of the American Institute of Certified Public Accountants,
and the Rules of Professional Conduct of the [state] Board of Public
Accountancy.

b. The engagement partner and engagement manager, who are certi-
fied public accountants, have [number] years and [number] years,
respectively, of experience in public accounting and are experienced
in auditing insurance entities. Members of the engagement team,
most (some) of whom have had experience in auditing insurance
entities and [number] percent of whom are certified public accoun-
tants, were assigned to perform tasks commensurate with their
training and experience.

c. We understand that the Company intends to file its audited statu-
tory financial statements and our report thereon with the Insur-
ance Department of [name of state of domicile] and other state
insurance departments in states in which the Company is licensed
and that the insurance commissioners of those states will be rely-
ing on that information in monitoring and regulating the statutory
financial condition of the Company.

While we understand that an objective of issuing a report on
the statutory financial statements is to satisfy regulatory require-
ments, our audit was not planned to satisfy all objectives or re-
sponsibilities of insurance regulators. In this context, the Company
and the insurance commissioners should understand that the ob-
jective of an audit of statutory financial statements in accordance
with GAAS is to form an opinion and issue a report on whether
the statutory financial statements present fairly in all material
respects, the admitted assets, liabilities, and capital and surplus,
results of operations and cash flow in conformity with accounting
practices prescribed or permitted by the Insurance Department of
[name of state of domicile]. Consequently, under GAAS, we have
the responsibility, within the inherent limitations of the auditing
process, to plan and perform our audit to obtain reasonable assur-
ance about whether the statutory financial statements are free of
material misstatement, whether caused by error or fraud, and to
exercise due professional care in the conduct of the audit. The con-
cept of selective testing of the data being audited, which involves
judgment both as to the number of transactions to be audited and
the areas to be tested, has been generally accepted as a valid and
sufficient basis for an auditor to express an opinion on financial
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statements. Audit procedures that are effective for detecting er-
rors, if they exist, may be ineffective for detecting misstatement
resulting from fraud. Because of the characteristics of fraud, a
properly planned and performed audit may not detect a material
misstatement resulting from fraud. In addition, an audit does not
address the possibility that material misstatements caused by er-
ror or fraud may occur in the future. Also, our use of professional
judgment and the assessment of materiality for the purpose of our
audit means that matters may exist that would have been assessed
differently by insurance commissioners.

It is the responsibility of the management of the Company to adopt
sound accounting policies, to maintain an adequate and effective
system of accounts, and to establish and maintain an internal con-
trol that will, among other things, provide reasonable but not abso-
lute assurance that assets are safeguarded against loss from unau-
thorized use or disposition and that transactions are executed in
accordance with management's authorization and recorded prop-
erly to permit the preparation of financial statements in conformity
with accounting practices prescribed or permitted by the Insurance
Department of [name of state of domicile].

The Insurance Commissioner should exercise due diligence to ob-
tain whatever other information may be necessary for the purpose
of monitoring and regulating the statutory financial position of in-
surers and should not rely solely upon the independent auditor's
report.

d. We will retain the working papers? prepared in the conduct of our
audit until the Insurance Department of [name of state of domicile]
has filed a Report of Examination covering 20X4, but no longer than
seven years. After notification to the Company, we will make the
working papers available for review by the Insurance Department
of [name of state of domicile] at the offices of the insurer, at our
offices, at the Insurance Department or at any other reasonable
place designated by the Insurance Commissioner. Furthermore,
in the conduct of the aforementioned periodic review by the In-
surance Department of [name of state of domicile], photocopies of
pertinent audit working papers may be made (under the control of
the accountant) and such copies may be retained by the Insurance
Department of [name of state of domicile].?

e. The engagement partner has served in that capacity with respect
to the Company since [year that current term started], is licensed
by the [state name] Board of Public Accountancy, and is a mem-
ber in good standing of the American Institute of Certified Public
Accountants.

f- To the best of our knowledge and belief, we are in compliance with
the requirements of section 7 of the NAIC Model Rule (Regulation)
Requiring Annual Audited Financial Reports regarding qualifica-
tions of independent certified public accountants.

The letter is intended solely for the information and use of the Insurance De-
partment of [name of state of domicile] and other state insurance departments

AAG-LHI 5.188



General Auditing Considerations 155

in states in which the Company is licensed and is not intended to be and should
not be used for anyone other than these specified parties.

1 See chapter 15, "Reports on Audited Financial Statements," for samples of

PCAOB language.

2 Section 13 of the revised Model Audit Rule defines working papers as follows:

Workpapers are the records kept by the independent certified pub-
lic accountant of the procedures followed, the test performed, the
information obtained, and the conclusions reached pertinent to the
accountant's examination of the financial statements of an insurer.
Workpapers, accordingly, may include audit planning documentation,
work programs, analyses, memoranda, letters of confirmation and rep-
resentation, abstracts of company documents and schedules or com-
mentaries prepared or obtained by the independent certified public
accountant in the course of his or her examination of the financial
statements of an insurer and which support the accountant's opinion.

Refer to Audit Documentation: Auditing Interpretations of Section 339

(AICPA, Professional Standards, AU sec. 9339; AICPA, PCAOB Standards
and Related Rules, Interim Standards, AU sec. 9339).

3
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Exhibit 5-4

lllustration of Notification of Financial Condition Letter When the
Audit Is Complete!-2

To the Board of Directors:

We have audited, in accordance with auditing standards generally accepted
in the United States of America, the statutory financial statement of MNO
Insurance Company (the Company) as of December 31, 20X4 and 20X3, and
have issued our report thereon dated [date of report].

In connection with our audit, we determined that capital and surplus reflected
in the statement of admitted assets, liabilities, and capital and surplus of the
Company as of December 31, 20X4, as reported on the 20X4 Annual Statement
filed with the Insurance Department of [name of state] is materially misstated
because [provide explanation]. Statutory capital and surplusof $  reported
on the 20X4 Annual Statement should be reduced by $  as a result of the
matter in the preceding sentence.?

If we do not receive evidence that the Company has forwarded a copy of this
letter to the insurance commissioner of [name of state] within five business
days of receipt, we are required to give the insurance commissioner a copy of
this letter within the next five business days.

The letter is intended solely for the information and use of the Insurance De-
partment of [name of state of domicile] and other state insurance departments
in states in which the Company is licensed and is not intended to be and should
not be used for anyone other than these specified parties.

1 A determination that financial statements filed with a state insurance de-

partment contain a material misstatement does not necessarily always oc-
cur when an audit is complete. The Model Audit Rule requires notification to
be provided within five business days of such determination. The language
in this illustration letter may be modified depending on the relevant facts
and circumstances.

See chapter 15, "Reports on Audited Financial Statements," for samples of
PCAOB language.

The wording of this paragraph is intended for those situations in which au-
dit adjustments would not cause minimum capital and surplus of an insurer
to fall below statutory requirements. The paragraph may be reworded if the
company did not meet minimum capital and surplus requirements as pre-
sented on its Annual Statement as filed with the domiciliary commissioner.
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Exhibit 5-5

lllustrative Management Representation Letter for Audits of Life
and Health Insurance Entities

[Date of Auditor's Report]
[Independent auditor's address]
To [Independent Auditor]

We are providing this letter in connection with your audit(s) of the [identifica-
tion of financial statements] of [name of entity] as of [date] and for the [period
of examination] for the purpose of expressing an opinion as to whether the
[consolidated] financial statements present fairly, in all material respects, the
financial position, results of operations, other comprehensive income, and cash
flows of [name of entity] in conformity with accounting principles generally
accepted in the United States of America [other comprehensive basis of ac-
counting]. We confirm that we are responsible for the fair presentation of the
[consolidated] financial statements of financial position, results of operations,
other comprehensive income, and cash flows in conformity with GAAP (or ad-
mitted assets, liabilities, and capital and surplus, statutory income, capital and
surplus, and cash flows in conformity with the accounting practices prescribed
or permitted by the [state of domicile] Department of Insurance).

Certain representations in this letter are described as being limited to matters
that are material. Items are considered material, regardless of size, if they
involve an omission or misstatement of accounting information that, in the
light of surrounding circumstances, makes it probable that the judgment of a
reasonable person relying on the information would be changed or influenced
by the omission or misstatement.

We confirm, to the best of our knowledge and belief, the following representa-
tions made to you during your audit.

[Body of the representation letter generally applies to the audit of both SAP and
GAAP financial statements except as indicated]

1. The financial statements referred to previously are fairly presented
in conformity with accounting principles generally accepted in the
United States of America (or with the accounting practices pre-
scribed or permitted by the [state of domicile] Department of In-
surance).

2. Wehave made available to your representatives all of the following:
a. Financial records and related data

b. Minutes of the meetings of stockholders, directors, and
committees of directors, or summaries of actions of recent
meetings for which minutes have not yet been prepared

c. All significant contracts and agreements

3. There have been no communications from regulatory agencies con-
cerning noncompliance with or deficiencies in financial reporting
practices.

4. There are no material transactions that have not been properly
recorded in the accounting records underlying the financial state-
ments.
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5. We believe that the effects of the uncorrected financial statement
misstatements summarized in the accompanying schedule are im-
material, both individually and in the aggregate to the financial
statements taken as a whole.

6. We acknowledge our responsibility for the design and implementa-
tion of programs and controls to prevent and detect fraud.

7. We have no knowledge of any fraud or suspected fraud affecting
the entity involving

a. Management,

b. Employees who have significant roles in internal control,
or

c. Others where the fraud could have a material effect on the
[GAAP/SAP] financial statements

8. We have no knowledge of fraud or suspected fraud affecting the en-
tity received in communications from employees, former employees,
analysts, regulators, short sellers, or others.

9. We have no plans or intentions that may materially affect the car-
rying value or classification of assets and liabilities.

10. The following have been properly recorded or disclosed in the fi-
nancial statements:

a. Related-party transactions and related amounts receiv-
able or payable, premiums and other revenues, claims and
other expenses, loans, transfers, leasing arrangements,
and guarantees

b. Capital stock repurchase options, or agreements or capital
stock reserves for options, warrants, conversion, or other
requirements

c¢. Arrangements with financial institutions involving com-
pensating balances or other arrangements involving re-
strictions on cash balances and line-of-credit or similar
arrangements

&

Agreements to repurchase assets previously sold

e. Amount of credit risk and extent, nature, and terms of
financial instruments with off-balance-sheet risk

f.  All permitted accounting practices used in the preparation
of our statutory financial statements for the year ended
December 31, 20X4

11. There are none of the following:

a. Violations or possible violations of laws or regulations,
whose effects should be considered for disclosure for
[GAAP/SAPI] financial statements or as a basis for record-
ing a loss contingency.

b. Unasserted claims or assessments that our lawyers have
advised us are probable of assertion and must be disclosed
in accordance with FASB Statement No. 5, Accounting for
Contingencies.

c. Other liabilities or gain or loss contingencies that are re-
quired to be accrued or disclosed as defined in FASB State-
ment No. 5.
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15.

16.

17.

18.
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The company has satisfactory title to all owned assets, and there
are no liens or encumbrances on such assets nor has any asset been
pledged as collateral.

Provision, when material, has been made for the following:

a. Loss to be sustained in the fulfillment of, or from inability
to fulfill, any sales commitments for securities or other
assets

b. Loss to be sustained as a result of purchase commitments
for securities or other assets at prices in excess of the
prevailing market prices

c. Loss on those invested assets whose value has been im-
paired, or when required by the [state of domicile] Depart-
ment of Insurance

We have complied with all aspects of contractual agreements that
would have a material effect on the financial statements in the
event of noncompliance.

The financial statements reflect accumulated liabilities for future
policy benefits that, together with expected future gross premiums
and expected future investment earnings, will be sufficient to cover
expected future promised benefits, settlements, and maintenance
expenses under reasonable assumptions as to future experience.

[For GAAP] The entity's benefit and claim liabilities, account val-
ues, deferred acquisition cost assets, and related financial state-
ment items are based on appropriate actuarial assumptions, are
prepared in accordance with the accounting principles that are
generally accepted for life insurance entities, are fairly stated in
accordance with sound actuarial principles applied on a consistent
basis, and include provision for all actuarial reserves and related
financial statement items that should be established. The deferred
acquisition cost assets are recoverable based on appropriate as-
sumptions, and no additional loss recognition is required as of
[balance-sheet date]. In connection with this, the related master
files and valuation listings and summaries represent a materially
complete and accurate record of all contracts in force at [balance-
sheet date].

[For SAP] The entity's aggregate reserves, account values, and re-
lated financial statement items are based on appropriate actuarial
assumptions, are prepared in accordance with the accounting prac-
tices prescribed or permitted by the [state of domicile] Department
of Insurance, are fairly stated in accordance with sound actuarial
principles applied on a consistent basis, and include provision for
all actuarial liabilities and related financial statement items that
should be established. In connection with this, the related master
files and valuation listings and summaries represent a materially
complete and accurate record of all contracts in force at [balance-
sheet date].

We have informed you of all regulatory financial examinations that
have been completed in the past year or that are currently in pro-
cess. We have reviewed with you all the proposed adjustments to
the statutory financial statements arising from the [date] exami-
nations by the [name of state] Department of Insurance and your
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audit, and we concur with the disposition of those proposed adjust-
ments in the statutory financial statements.

19. All information returns have been filed on a timely basis with the
appropriate regulatory bodies.

To the best of our knowledge and belief, no events have occurred subsequent to
the balance-sheet date and through the date of this letter that would require
adjustment to or disclosure in the aforementioned financial statements.

[Name of Chief Executive Officer and Title]

[Name of Chief Financial Officer and Title]
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Chapter 6
Auditing Inforce Files

Introduction

6.01 Information relating to an individual life insurance contract is typi-
cally recorded in an automated file, which is commonly referred to as the inforce
file or the contract hol