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Email: d.keith.bell@travelers.com

June 10, 2009

Mr. Joe Fritsch, Chairman

Statutory Accounting Principles Working Group
National Association of Insurance Commissioners
2301 McGee Street, Suite 800

Kansas City, MO 64108-2604

RE: Comments on Other Than Temporary Impairments of Loan-backed and
Structured Securities

Dear Mr. Fritsch,

We offer the following comments on Other Than Temporary Impairments of Loan-
backed and Structured Securities, which represent the views of the interested parties
included in the attached sign on list. Many companies (primarily property/casualty
companies or P&C companies) prefer to make no change to statutory accounting. These
differing views result from the current differences in statutory accounting rules for life
companies eligible for IMR and AVR reporting, HMO, stand-alone health and P&C
companies not eligible for AVR and IMR reporting as well P&C companies’ concerns
about the added complexity involved in bifurcating credit and non credit losses.

Background

SSAP No. 43

Prior to the adoption of SSAP No. 98, the statutory accounting rules for other than
temporary impairment (OTTI) of loan-backed and structured securities were governed by
SSAP No. 43. Under SSAP No. 43, an OTTI is considered to have occurred if the
undiscounted estimated cash flows are less than the current book value of the investment.
If an OTTI has occurred, the cost basis of the security is written down to the
undiscounted estimated future cash flows and the amount of the write-down is accounted
for as a realized loss. The accounting for the entire amount of the realized loss is recorded
to AVR (for life companies) in accordance with SSAP No. 7, AVR and IMR and the
Annual Statement Instructions.

INT 06-07
During 2006, the NAIC Emerging Accounting Issues Working Group issued

Interpretation 06-07 — Definition of Phrase “Other Than Temporary” (INT 06-07), in
order to provide consistent guidance to all applicable SSAPs as to determining when an
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investment is considered other than temporarily impaired. INT 06-07 incorporated much
of the U.S. GAAP guidance surrounding impairment considerations, including
severity/duration, financial condition/prospects of the issuer, ability/intent to hold for
recovery, etc.

INT 06-07 also incorporated “statutory-specific” guidance for interest related and credit
related impairments in paragraph 5, summarized as follows:

¢ An interest related impairment is considered other than temporary when an
investor has the intent to sell an investment at the reporting date prior to
recovery of the cost of the investment. “Interest related” includes a decline in
value due to both increases in the risk free interest rate and general credit
spread widening, which can occur for a variety of reasons, including
supply/demand imbalances in the marketplace, or perceived risk of an entire
sector. If the declining value is caused in whole or in part due to credit
spreads widening, but not due to fundamental credit problems of the issuer,
the change in credit spreads is deemed to be interest related.

e Fundamental credit problems exist with the issuer when there is evidence of
financial difficulty that may result in the issuer being unable to pay principal
or interest when due. For securities in the scope of SSAP No. 43 (prior to the
adoption of SSAP No. 98), fundamental credit problems were deemed to exist
if the revaluation based on new currently estimated cash flows results in a
negative yield (i.e., undiscounted estimated future cash flows are less than the
current book value).

For impairments considered other than temporary, INT 06-07 indicates that the carrying
value of the asset should be written down to reflect its value in accordance with the
relevant SSAP. For securities in the scope of SSAP No. 43 (prior to the adoption of SSAP
No. 98), an other than temporary impaired security would be written down to the
undiscounted estimated future cash flows as described above.

SSAP No. 98

During 2008, the NAIC issued SSAP 98 — “Treatment of Cash Flows When Quantifying
Changes in Valuation and Impairments, an Amendment of SSAP No. 43”. SSAP No. 98
changed both the trigger and measurement of impairments of loan-backed and structured
securities. The revised trigger incorporated the guidance in INT 06-07 as to determining
when a security is other than temporarily impaired and, more importantly, revised the
measurement of the impairment to require a write down to fair value (instead of
undiscounted cash flows). SSAP No. 98 also indicated that credit related OTTI losses
should be recorded through the AVR while interest related OTTI losses should be
recorded through the IMR.

SSAP No. 98 was originally to be effective January 1, 2009, with early adoption
permitted and encouraged. During April 2009, in response to newly issued U.S. GAAP
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guidance on impairments of debt securities, the NAIC elected to defer the required
implementation of SSAP No. 98 until the quarter ending September 30, 2009.

GAAP OTTI

Until recently, under U.S. GAAP, (specifically FAS 115 and EITF 99-20), structured
securities were considered OTTI when there was an adverse change in expected cash
flows (expected credit loss) or a company could not assert its ability and intent to hold the
security for an anticipated recovery. If an OTTI was determined, the security was written
down to its fair value with a corresponding charge recorded to earnings.

In April 2009, the FASB issued FSP FAS 115-2 which included significant changes to
the trigger and measurement of other than temporary impairments under U.S. GAAP.

Key provisions include:

e If a company intends to sell, or is more likely than not required to sell, a
security that is “underwater”, then an OTTI has been triggered and the
security should be written down to fair value

e If the above is not the case, but a company does not expect to recover the
amortized cost of the security (i.e. there is a expected credit loss), then an
OTTI has been triggered; however, in this case, the impairment is bifurcated
between the credit loss and the non-credit loss portion of the unrealized loss —
only the credit loss is reflected in earnings, while the non-credit loss remains
in unrealized losses within “other comprehensive income”. The credit loss
portion is determined as the difference between amortized cost and
recoverable value (NPV of expected cash flows, discounted at effective
interest rate)

e Asnoted above, in light of the recent changes to U.S. GAAP, the NAIC
deferred the adoption of SSAP No. 98 from 1/1/09 to the quarter ending
September 30, 2009. This deferral will allow the NAIC time to consider if,
and how, it should react to this updated U.S. GAAP guidance for purposes of
statutory accounting.

Our Views and Recommendation

We embrace the FASB’s issuance of FSP FAS 115-2 as a positive step in accounting
rule-making. It portrays an economic view of losses that should be recognized in
earnings, i.e., only expected credit losses, We also believe that regulatory capital for
insurance companies should reflect the realized loss associated with the credit loss
portion of the impairment, but should not reflect a detriment for the remaining unrealized
loss (down to fair value) if it is not expected to be realized. Lastly, we believe that it is
beneficial to have consistency among U.S. GAAP and Statutory Accounting regimes
where it fits within the overarching principles of each regime, consistent with the initial
proposed movement to SSAP No. 98 when it reflected U.S. GAAP..
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As such, we recommend that for determining other than temporary impairments for
structured securities, the NAIC should not adopt SSAP No. 98 in its current form, but
instead should incorporate GAAP’s FSP FAS 115-2 into all relevant statutory accounting
for investment impairments so that a company would:

Bifurcate the credit/noncredit portions of loss;

Measure the credit loss component consistent with GAAP (FSP FAS 115-2)
Include the credit loss as realized loss in operations;

Disclose the non-credit loss portion of loss (which would not be recognized in
either operations or surplus)

e Carry the investment at “adjusted amortized cost” (i.e. amortized cost, less the
credit loss impairment)

This proposal is appropriate because it:

a. Reflects the economic viewpoint, whereby only the expected credit loss is
recognized in operations, and reflects an insurance company’s long-term buy
and hold intentions since the non-credit loss component is expected to be
recovered through the expected cash flows. This is particularly important in
cases where the fair value of a structured security indicates a significant
liquidity discount when only a small loss of principal is expected.

b. Promotes consistency among GAAP and STAT for credit losses associated
with structured securities, and also promotes operational ease with respect to
the control environment.

c. Promotes more consistency with respect to capital among insurers and banks,
as banks exclude unrealized gains/losses from their calculation of Tier 1
capital and other key ratios.

d. Is consistent with INT 06-07 in that: i) OTTI is triggered by a credit loss, and
i1) not recognizing realized losses for declines in value that are due to interest
rates / general credit spread widening (unless there is an intent to sell) is
consistent with the OTTI trigger provisions of INT 06-07

e. Is consistent with reporting bonds (rated above NAIC 6) at amortized cost for
statutory purposes for companies that maintain an AVR and above NAIC 3 at
amortized cost for companies who do not maintain an AVR, except when
there is an impairment and for which writing it down only for the credit loss
retains the amortized cost concept.  Similarly, this would ensure that interest
rate changes (including those due to liquidity) do not cause significant
fluctuations in statutory surplus.

f.  Does not require accretion of “impairment discount”, which can be distortive
to operating results and requires additional controls/infrastructure to
implement,

We believe the implementation of this approach should be effective January 1, 2010 to
provide for a consistent approach for reporting 2009 results (versus a portion of the year
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under one standard and the rest of the year under a different standard). This would also
provide sufficient time for pre-implementation planning activities.

In addition to the cumulative effect adjustment which should be permitted for adoption of
GAAP’s FSP FAS 115-2, we also believe that a cumulative effect adjustment should be
permitted to allow the early adopters of SSAP No. 98 to “undo” the effects of early
adoption, since some early adopters did so in 2008 on the basis of a required January 1,
2009 effective date. This would ensure consistency with other insurers who did not early
adopt and appropriately reflect the accounting proposed under the above
recommendation.

* %k ok ok ok

Thank you for considering our comments. We look forward to working with you, Mr.
Armstrong, and the Working Group at the NAIC Summer meeting in Minneapolis,
Minnesota. If you have any questions in the interim, please do not hesitate to contact
either one of us.

Sincerely, Sincerely,
D. Keith Bell Rose Albrizio
cc: Mr. James Armstrong, lowa DOI

Robin Marcotte, NAIC staff
Interested Parties
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Organization Name Phone E-Mail Address
Number

AAA Life Insurance Phil Bybee 734-779-2085 | PBybee@aaalife.com

Company

AEGON Stephanie Phelps sphelps@Aegonusa.com

Allstate Randy Moreau 847-402-2910 | rmoreau(@allstate.com

American Council of Life | Mike Monahan 202-624-2324 | mikemonahan@acli.com

Insurers (356 members)

American Fidelity

Bob Brearton

405-416-8554

Robert.Brearton@af-group.com

Corporation

Ameriprise Financial, Inc | Kip Kirkpatrick 612-678-6739 | kip.m.kirpatrick@ampf.com
BlueCross BlueShield Joe Zolecki 312-297-5766 | joseph.zolecki@bcbs.com
Association

CIGNA Nancy Ruffino Nancy.Ruffino@CIGNA.com
Conning Asset David Chellgren 860-299-2112 | David Chellgren@conning.com
Management Company

CUNA Mutual Joe Bauer Joe.Bauer(@cunamutual.com

Genworth Financial

Milum Livesay

804-662-2687

Milum.Livesay@genworth.com

HSBC Insurance

John H. Moran

908-203-2620

john.h.moran@us.hsbc.com

Liberty Mutual

Ken Copman

617-654-3350

kenneth.copman@]libertymutual.com

Lincoln Financial Group

Kristine Toscano

484-583-1748

kristine.toscano@lfg.com

MassMutual Financial Rich Barnhart 413-744-7955 | RBarnhart@MassMutual.com
Group
MetLife Bob Tarnok 212-578-7180 | btarnok@metlife.com

Nationwide Insurance

Jason T. Fehlner

614-249-1077

FEHLNEJ@nationwide.com

IPFSP 115 2
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Pacific Life Insurance
Company

John Torell

949-219-1735

John.Torell@PacificLife.com

Principal Financial Group

Angie Sanders

Sanders.Angie(@principal.com

Protective Life

Charles D. Evers,

205-268-3596

charles.evers@protective.com

Corporation Jr.
Prudential John McPhillips john.mcphillips@prudential.com
Sagicor Life Insurance Bart Catmull 480-425-5100 | bart catmull@sagicor.com

Company

SBLI Robert Damante rdamante@sbliusa.com
StanCorp Financial Robert Erickson 971-321-6530 | rerickso@standard.com
Group

The Baltimore Life Rick Spencer 410-581-6662 | rick.spencer@baltlife.com

Insurance Company

The Hartford Rich Poniatowski | 860-547-7749 | richard.poniatowski@thehartford
.com
TIAA-CREF Linda S. 704-988-4187 | ldougherty@tiaa-cref.org
Dougherty
UNIFI insurance Chris Lutz CLutz@unioncentral.com
companies
Western & Southern Wade Fugate 513-629-1402 | wade.fugate@westernsouthernlife.co

Financial Group

m
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NAI

National Association of Insurance Commissioners

To: Statutory Accounting Principles (E) Working Group
From: Doug Stolte, Chair of the Separate Account Subgroup
Date:  May 28, 2009

RE: Separate Account Subgroup Update and Referral Request to the Financial Condition (E) Committee

The Separate Account Subgroup was formed during the 2007 Winter National Meeting to consider SOP 03-1, Accounting
and Reporting by Insurance Enterprises for Certain Nontraditional Long-Duration Contracts and for Separate Accounts
(SOP 03-1). The initial charges assigned to this Subgroup were to:

1) Review and consider SOP 03-1 to potentially revise/supersede SSAP No. 56—Separate Accounts (SSAP No. 56),
through consideration of the restricting conditions included within SOP 03-1 and other elements proposed by the
Subgroup. This activity will require consideration of revised or enhanced guidance on accounting for the insurance
enterprise’s interest in separate accounts (seed money), transfers to separate accounts, and the valuation of liabilities
in separate accounts.

2) Consider whether disclosures or restrictions should be established to prevent separate account transactions that
establish preferred classes of policyholders.

Since formation in 2007, the Separate Account Subgroup has conducted several conference calls to discuss SOP 03-1 and
consider whether this GAAP guidance should be adopted for statutory accounting. In accordance with these discussions, the
Subgroup has determined that SOP 03-1 should not be adopted for statutory accounting purposes. In making this decision, the
Subgroup has elected not to establish statutory accounting parameters, similar to SOP 03-1, that determine the separate
account classification of products. The Subgroup determined that the establishment of such parameters would contradict state
authority as the classification of an insurer’s products is determined by enacted model laws and/or guidelines of the
domiciliary state.

Although the Subgroup does not intend to propose parameters governing the separate account classification of products, the
Subgroup believes that enhanced disclosures should be included within both the general and separate account annual
statements. The Subgroup believes such disclosures would assist regulators in understanding each reporting entity’s separate
account programs, the products captured within the separate account annual statement, as well as any potential impact the
separate account program could have on the general account.

The Subgroup is in the process of finalizing proposed disclosure revisions to SSAP No. 56 and illustrative disclosures for
both the general and separate account annual statements. It is anticipated that the Subgroup will provide a final
recommendation to the Working Group shortly after the 2009 Summer National Meeting. The Subgroup requests that upon
the receipt of the proposed revisions, the Working Group consider an interim exposure in order to allow discussion and
potential adoption at the 2009 Fall National Meeting.

Additionally, the Subgroup noted that current regulatory guidance lacks any requirements to establish risk charges for
individual separate account products that are guaranteed by the general account. The Subgroup believes this to be a very
concerning matter that needs to be addressed with some urgency. However, the Subgroup acknowledges that the NAIC
Accounting Practices and Procedures Manual is not the appropriate place to address such concerns. Therefore, the Subgroup
requests that the Working Group submit a referral to the Financial Condition (E) Committee. This referral should request that
the Committee take action to establish or revise Model Laws, or other regulatory guidance, to ensure that appropriate risk
charges for individual separate account products are required in order to compensate the general account for risks taken
through the guarantee of separate account products. The Subgroup is concerned that the lack of risk charges, combined with
the current market environment, may be significantly increasing the solvency risk for insurers.
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NAI

National Association of Insurance Commissioners

To: Financial Condition (E) Committee
From: Joe Fritsch, Chair of the Statutory Accounting Principles Working Group
Date:  June 13, 2009

RE: Referral: Risk Charges for Individual Separate Account Products

The Statutory Accounting Principles Working Group, with the assistance of a specially designated Separate Account
Subgroup, has been reviewing SOP 03-1, Accounting and Reporting by Insurance Enterprises for Certain Nontraditional
Long-Duration Contracts and for Separate Accounts (SOP 03-1) for statutory accounting. In accordance with the review of
this GAAP guidance, it was noted that there is no current regulatory guidance that requires the establishment of risk charges
for individual separate account products that are guaranteed by the general account. Pursuant to the discussions of separate
account products and characteristics, the Separate Account Subgroup identified this to be a very concerning matter for
solvency regulation. (Model Regulation 200, Separate Accounts Funding — Guaranteed Minimum Benefits Under Group
Contracts, is limited to group contracts, thus guidance does not exist for individual contracts.)

Since the inclusion of product requirements within the NAIC Accounting Practices and Procedures Manual is beyond the
scope of accounting guidance included within this manual, the Statutory Accounting Principles Working Group requests that
the Financial Condition (E) Committee consider establishing regulatory guidance requiring risk charges for individual
separate account products. The Statutory Accounting Principles Working Group recognizes that insurers are required to hold
reserves within their general accounting for guarantees of separate account products, but believe it is equally important that
the general account be compensated for such guarantees through the requirement of a risk charge. The Working Group
believes the current economic downturn demonstrates the significance these guarantees can have on the general account, and
a requirement for a corresponding risk charge is deemed important and necessary. The Statutory Accounting Principles
Working Group requests consideration of the following components if the Committee agrees to pursue the establishment of
such guidance:

= Risk charges for individual separate account products should adequately compensate the general account for risks
taken through the guarantee of separate account products.

= Risk charges should be appropriate in accordance with the nature of the guaranteed contract liabilities, losses
experienced in connection with separate account contracts and other pricing factors.

= Risk charges should be reviewed and opined upon by an appropriate actuary.
Please accept this memorandum as a request from the Statutory Accounting Principles Working Group to have the Financial

Condition (E) Committee review and consider establishing guidance requiring risk charges for individual separate account
products. If you should have any additional questions, please contact NAIC staff Julie Gann.

cc Robin Marcotte, John Tittle, Julie Gann, Joe Fritsch, Doug Stolte, Todd Sells, Al Gross

10



Additional Handout 3 - PBR Update

PBR Update as of June 15, 2009

Principle-based reserves (PBR), the enabling Standard Valuation Law (SVL) changes,
and the details in the Valuation Manual are believed to be on track for product issues on
and after 1/1/2012. Plans include a process change where the Accounting Practices and
Procedures Manual (APPM) will refer to the reserve requirements in the Valuation
Manual (VM) for products issued on and after the VM operative date.

Relationship of APPM Appendix A & C to the Valuation Manual:

For products issued before the VM operative date the APPM will provide reserve
requirements with its Appendix A & C. For products issued on and after this operative
date the VM will provide the state reserve requirements as enabled by the SVL and the
APPM will refer to those reserve requirements for accounting purposes. The VM will
provide PBR reserves and initially will use appropriate APPM Appendix A & C
requirements for non-PBR reserves. The VM currently has a list of the APPM Appendix
A & C requirements to be used on the VM operative date.

The Draft SSAP:

To enable the APPM to refer to VM reserve requirements an approach of using a single
SSAP was discussed when the American Academy of Actuaries’ was developing the
initial draft Valuation Manual for LHATF use. Dave Christensen and Milum Livesay
provided a start to this draft SSAP to explore the viability of this approach. However,
completion of this or a similar approach is dependent on the scope being set for life
insurance PBR. This scope is still being discussed.

Scope of PBR for Life Insurance:

Discussions at various levels have included competitive term and universal life insurance
with secondary guarantees. The net premium approach being developed by the ACLI
may also have an influence on setting this scope. The American Academy of Actuaries is
currently working on developing information to help with the determination of scope
once the net premium approach is completed. It may be possible to further develop the
SSAP approach by assuming an initial scope but this would be up to SAPWG.

Maintenance Process With SAPWG in VM-0:

A maintenance process between SAPWG and LHATF was drafted into VM-0 to support
the same timing of reserve requirements for both the APPM and VM. This maintenance
process is found in the Introduction of VM-0 under the section titled, “Process for
Updating Valuation Manual”. The exposed VM-0 is found on the LHATF portion of the
NAIC website. The rest of the VM can be found there as well.

Reinsurance Issues:

Reinsurance has been discussed extensively in VM-20 which provides the PBR reserve
requirements for life insurance. Discussions have involved the ability of PBR to support
ceding less than all material risks. However, it has been determined that the VM should
reflect only reinsurance which meets current risk transfer requirements. Discussions on

1"
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reinsurance involving less than all material risks will continue and consideration and
coordination with SAPWG will be required.

PBR Impact to Blanks:

ACLI accepted a request from the LHATF PBR Process & Coordination Subgroup on
work to further draft a subgroup proposal which was developed from earlier work of the
American Academy of Actuaries. The subgroup requested that ACLI provide a
recommendation for the analysis of increase in reserves during the year, any PBR
changes due to Actuarial Guideline 43, input regarding the draft Exhibit 5a instructions,
and any additional comments which ACLI may have on the proposal.

The draft proposal currently contains the following:

Exhibit 5A instructions for PBR.

New Exhibit 5B containing details of PBR reserves by type of product.
Page 3 PBR amount.

Exhibit 5 PBR amounts (higher level than new Exhibit 5B)

Page 7 Analysis of Increase in Reserves During the Year.

Interest Sensitive analysis of reserve increases (similar to page 7).

Notes: The analysis of increase in reserves has been problematic to date as PBR does not
have the type of retrospective development that works well with such analysis. The
current proposal simply provides places to enter PBR amounts to then tie with total
reserves elsewhere in the statement. The net premium floor being developed by the
ACLI may help with this analysis. The Exhibit 5a instructions in the current proposal
address those PBR reserve changes that should not impact gain. These instructions may
need greater specificity. A separate consideration needing additional discussion has been
a suggestion of providing actual to expected PBR disclosure. Such disclosure may work
best in comparing actual to expected experience assumptions as opposed to actual to
expected reserves. However, a number of these assumptions may not be appropriate for
the annual statement. VM-31 is the confidential document which would detail the
assumptions and experience or other support for these assumptions. The concept of any
additional actual to expected disclosure will be discussed further.
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Ref #2009-11

Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue: Accounting Practices and Procedures Manual Content Changes

Check (applicable entity):

P/C Life Health
Modification of existing SSAP L] [ ] []
New Issue or SSAP = X X

Description of Issue:

Several issues are in process which will necessitate changing some of the format of the NAIC Accounting
Practices and Procedures Manual. The FASB Accounting Standards Codification is planned to go into
effect on July 1, 2009. After final approval of the FASB only one level of authoritative GAAP will exist
(other than SEC guidance). While the FASB codification is designed to make it easier to research
accounting issues, it is changing the formatting and referencing of FASB accounting standards. To be
simplistic, the GAAP standards are being codified on a topic based format, rather than a statement based
format. Future amendments will be on this format also. This and other issues such as the Principles Based
Reserving project, the need to have guidance adopted by Plenary before its effective date and the NAIC
changing to a three National Meeting format have raised the questions about the need for some
appendices, policy statements and general formatting of the Accounting Practices and Procedures
Manual to be updated. In addition, staff has some other proposals regarding the structure and general
formatting of the manual

Existing Authoritative Literature:
The hierarchy in the preamble, the policy statements in appendix F and some of the appendices.

Activity to Date (issues previously addressed by SAPWG, Emerging Accounting Issues WG, SEC,
FASB, other State Departments of Insurance or other NAIC groups):

Staff has previously updated the Working Group about the FASB Accounting Standards Codification
project and noted that this may necessitate changes to the statutory hierarchy and how relevant GAAP is
referenced in the statutory accounting guidance.

Information or issues (included in Description of Issue) not previously contemplated by the
SAPWG:

Staff Recommended Conclusion or Future Action on Issue:

Staff has some tentative plans for addressing the changes from FASB Accounting Standards Codification
and has already begun a project to update Appendix D - GAAP Cross Reference to Statutory Accounting
Principles. However, staff recommends that as several changes are being contemplated, that they should
be reviewed in their totality so that decisions remain part of a consistent framework. Staff recommends
that the Working Group move this item to the Nonsubstantive active listing and form a subgroup, that will
provide input to staff on proposed changes to the hierarchy, the policy statements, and structure of the
manual. Changes will be recommended to the Working Group for public exposure.

Recommending Party:
Robin Marcotte,

NAIC Staff - June 2009
G:\DATA\Stat Acctg\l. Statutory\A. Maintenance\a. Form A\l. Active Form A's\09-11 APP format.doc
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Statutory Accounting Principles Working Group
Meeting Agenda
Summer 2009

1. Consideration of Maintenance Agenda — PENDING LIST
(Page 1 of Attachment A)

e 2009-07: FSP FAS 115-2 and 124-2, Recognition and Presentation of Other-Then-Temporary
Impairments (FSP 115-2 and 124-2)
(Attachment B)

Summary:

FASB Statement of Position FAS 115-2 and 124-2: Recognition and Presentation of Other-Than-
Temporary Impairments (FSP FAS 115-2 and 124-2), issued April 9, 2009, amends the existing GAAP
guidance for other-than-temporary debt securities to make the guidance more operational and to
improve the presentation and disclosure of other-than-temporary impairments on debt and equity
securities in the financial statements. This FSP does not amend existing recognition and measurement
guidance related to other-than-temporary impairments of equity securities.

e 2009-08: FSP SOP 94-3-1 and AAG HCO-1, Omnibus Changes to Consolidation and Equity
Method Guidance for Not-for-Profit Organizations
(Attachment C)

Summary:

FASB Statement of Position SOP 94-3-1 and AAG HCO-1, Omnibus Changes to Consolidation and
Equity Method of Guidance for Not-for-Profit Organizations (FSP SOP 94-3-1 and AAG HCO-1),
issued May 2009, makes several changes to guidance on consolidation and the equity method of
accounting in AICPA Statement of Position 94-3, Reporting of Related Entities by Not-for-Profit
Organizations (SOP 94-3), and the AICPA Audit and Accounting Guide, Health Care Organizations
(AAH HCO).

Statutory accounting has previously rejected GAAP guidance pertaining to consolidation as well as
GAAP guidance specific for not-for-profit organizations. All impacted GAAP pronouncements
identified within this FSP have previously been rejected, or deemed not applicable, for statutory
accounting:

o 2009-09: Disclosures for Financial Guarantee Insurance Contracts
(Attachment D)

Summary:

During the Spring 2009 National Meeting, the Statutory Accounting Principles Working Group
considered comments received on the exposed Issue Paper No. 136—Accounting for Financial
Guarantee Contracts (Issue Paper No. 136). This Issue Paper proposed adoption, with modification, of
FAS 163, Accounting for Financial Guarantee Contracts (FAS 163). After considering the comments
received, the Working Group formed a Subgroup comprised of New York, Maryland and Wisconsin.
This Financial Guarantee Subgroup was then directed to 1) prioritize adopting enhanced financial
guarantee disclosures effective for the 2009 reporting period, 2) coordinate with the Financial Guaranty
Insurance Guideline Working Group, and 3) conduct conference calls to address the technical
comments received from the initial exposure of Issue Paper No. 136.

This agenda submission form is in response to the Subgroup’s priority of adopting enhanced financial
guarantee disclosures effective for the 2009 reporting period. The Subgroup has requested that this item
be exposed for public comment during the 2009 Summer National Meeting. As illustrated, this agenda
submission form proposes the incorporation of several disclosures within SSAP No. 60. The Subgroup

© 2009 National Association of Insurance Commissioners 1



believes these disclosures are necessary as SSAP No. 60 does not currently have any disclosure
requirements specific to financial guarantee insurers. (Current disclosure requirements within SSAP
No. 60 are simply limited to disclosures required by other statements within the Accounting Practices
and Procedures Manual.)

The Subgroup agreed to propose disclosures that are applicable under current statutory accounting
guidance, but that are similar to the intent of disclosures within FAS 163. It is anticipated that
disclosures adopted from the issuance of this new agenda submission form will be modified in the event
that statutory guidance on financial guarantee contracts is revised in accordance with FAS 163.
However, as it is uncertain whether revisions to mirror FAS 163 guidance would be adopted, the
Subgroup believes the Working Group should proceed with adopting disclosure requirements that
reflect the current statutory guidance to enable users to assess the financial condition of financial
guarantee insurers and understand the factors affecting the present and future recognition and
measurement of financial guarantee insurance contracts.

2009-10: Deferred Premium Asset and the Unearned Premium Reserve
(Attachment E)

Summary:

This agenda item was submitted by the ACLI related to the deferred premium asset, unearned premium
reserve issue and handed out at the 2009 Spring National Meeting. It proposes some retroactive
changes, but primarily makes prospective recommendations for policies issued on or after 1/1/2010 to
the reinsurance guidance in SSAP No. 61—Life, Deposit-Type and Accident and Health Reinsurance.
Staff is working on scheduling a joint call with the Life and Health Actuarial Task Force to discuss this
topic and the examples provided by the ACLI in June or July 2009.

2009-11: Impact of FASB Codification on the AP&P Manual
(Attachment to be provided as a National Meeting Handout)

2. Consideration of Maintenance Agenda — SUBSTANTIVE ACTIVE LIST
(Page 2 of Attachment A)

2003-12: FIN 45: Guarantor’s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Others, and Interpretation of FASB Statement Nos. 5, 57, and
107 and Rescission of FIN No. 34 (FIN 45)

(Attachment F)

Summary:

During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group directed
staff to modify Issue Paper 135—FIN 45: Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, an interpretation of FASB
Statements No. 5, 57, 107 and rescission of FASB Interpretation No. 35 (Issue Paper No. 135) to
prominently include related party guarantees provided within the body of the accounting guidance. In
addition, interested parties agreed to provide input on valuation of guarantees between related parties.

FIN 45 clarifies that a guarantor is required to recognize, at the inception of a guarantee, a liability for
the obligations it has undertaken in issuing the guarantee, including its ongoing obligation to stand
ready to perform over the term of the guarantee in the event that the specified triggering events or
conditions occur. The objective of the initial measurement of that liability is the fair value of the
guarantee at its inception. The FASB believes that, in current practice, many entities may not be
recognizing a liability for a guarantee because the recognition requirements in FAS 5 (pertaining to loss
contingencies) have not been met at the inception of the guarantee and the premium for the guarantee
was not separately identified because it was embedded in purchase or sales agreements, service
contracts, joint venture agreements, or other commercial agreements
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Interested Parties Comments:

The Working Group exposed a recommendation to include an issue paper with footnote disclosure, and
has asked interested parties to develop a proposal for determining the fair value of an intercompany or
related party guarantee.

Interested parties recommend that intercompany or related party guarantees be valued in the same
manner as other guarantees in accordance with FIN 45, i.e., fair value, except for certain “unlimited”
related party guarantees. In those cases where an intercompany guarantee has been provided in response
to a rating agency’s requirement to provide a commitment to support, the amount of the guaranty may
be unlimited and, accordingly, there are no observable values to determine the value of the guarantee as
it is highly unlikely that a third party would provide an unlimited guarantee. In these limited
circumstances, the existence and terms of the guaranty should be disclosed without a requirement to
quantify and disclose an amount of the guaranty.

With regard to the reference to “fair value” in FIN 45 above, the reference is in the context of FAS 157,
Fair Value Measurements. We note that the NAIC Fair Value Subgroup has not completed its
determination of FAS 157 and its conclusions will need to be incorporated into this item as there is
currently no statutory accounting guidance on the determination of fair value of a liability.

e 2008-28: Transfer of P&C Run off Portfolios
(Attachment G)

Summary:
During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group directed
Staff to draft an Issue Paper with changes to exclude affiliated transactions.

Interested Parties’ Comments
Interested parties agree with the proposal to amend SSAP No. 62 and do not believe that it is necessary
(or consistent with past practice) to draft an issue paper before amending the SSAP.

e Update on the Financial Guaranty Contracts Subgroup (Ref #2008-20: FAS 163, Accounting for
Financial Guarantee Insurance Contracts)

Summary:

A verbal report on the status of this Subgroup will be provided by Joe Fritsch, Subgroup Chair
During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group formed
a subgroup to review the comments received on Issue Paper No. 136—Accounting for Financial
Guaranty Contracts (Issue Paper No. 136). The Subgroup will: (1) prioritize adopting enhanced
financial guarantee disclosures effective for the 2009 reporting period; (2) coordinate with Financial
Guaranty Insurance Guideline Working Group; and (3) conduct conference calls to address the
technical comments.

e Update on the Guaranty Fund Subgroup (Ref #2006-14: Modify SSAP No. 35 for Property and
Casualty Assessments)

Update:

A verbal report on the status of this Subgroup will be provided by Steve Johnson, Subgroup Chair
The Guaranty Fund Subgroup was formed in June 2006 to consider proposed modifications to SSAP
No. 35—Guaranty Fund and Other Assessments for property and casualty assessments. In December
2008, interested parties submitted a proposal to the Subgroup proposing adoption of AICPA Statement
of Position 97-3, Accounting by Insurance and Other Enterprises for Insurance Related Assessments
(SOP 97-3) with certain exceptions indicated within the proposal. It is anticipated that the Subgroup
will resume discussion on this issue during the second quarter of 2009.
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o Update on Fair Value Subgroup — (Ref #2007-24: Fair Value Measurements - FAS 157)
(Attachment H)

Summary:

A verbal report on the status of this Subgroup will be provided by Ramon Calderon, Subgroup Chair.
FAS 157 defines fair value, establishes a framework for measuring fair value, and expands disclosures
about fair value measurements. This Statement applies under other accounting pronouncements that
require or permit fair value measurements, but does not require any new fair value measurements.
Within FAS 157, a fair value hierarchy is established to increase consistency and comparability in fair
value measurements and related disclosures. During the 2007 Winter National Meeting, the Working
Group formed the Fair Value Subgroup to review FAS 157 and other fair value related issues.

e Update on Separate Account Subgroup (Ref #2007-27: Accounting and Reporting by Insurance
Enterprises for Certain Nontraditional Long-Duration Contracts and for Separate Accounts -
SOP 03-1)

(Attachment to be provided as a National Meeting Handout)

Summary:

A verbal report on the status of this Subgroup will be provided by Doug Stolte, Subgroup Chair. SOP
03-1 provides guidance on accounting and reporting by insurance enterprises for certain nontraditional
long-duration contracts and for separate accounts. During the 2007 Winter National Meeting, the
Working Group formed the Separate Account Subgroup to review SOP 03-1.

e Update on the Securities Lending Subgroup (Ref #2008-14: Measurement of Sufficient
Collateralization for Securities Lending Transactions)

Summary:

A verbal report on the status of this Subgroup will be provided by Danny Saenz, Subgroup Chair.
During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group formed
a subgroup to clarify securities lending in SSAP No. 91R and develop an appendix in SSAP No. 91R
with examples. This Subgroup is chaired by Texas, and comprised of California, Connecticut, lowa,
New York and Ohio.

3. Consideration of Maintenance Agenda — NONSUBSTANTIVE ACTIVE LIST
(Page 6 of Attachment A)

e 2004-27: Fund Demand Disclosure for Institutional Business
Summary:
During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group agreed
to continue working on developing liquidity disclosures. Staff was directed to perform research on
existing SEC disclosures and interested parties agreed to provide recommendations
4. Any Other Matters Brought Before the Working Group:
e Principles Based Reserving (PBR) Update

e International Accounting Update

e Re-REMICS
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e Response from VOSTF on Life Settlements
(Attachment I)

The VOSTF has provided a response to the referral from the Statutory Accounting Principles Working
Group on the admissibility of life settlements (Agenda item # 2006-21 SSAP 21 FSP FTB 85-4-1:
Accounting for Life Settlement Contracts by Third-Party Investors).

Comment deadline for items exposed for comment is August 7, 2009.

g:\data\stat acctg\3. national meetings\a. national meeting materials\a. 2009\06-2009\meeting\06-09 meeting_agendal.doc
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Attachment B

Ref. #2009-07

Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue:
FSP FAS 115-2 and 124-2: Recognition and Presentation of Other-Then-Temporary Impairments

Check (applicable entity):
P/C Life Health
Modification of existing SSAP X X X
New Issue or SSAP L] [] []

Description of Issue:

FASB Statement of Position FAS 115-2 and 124-2: Recognition and Presentation of Other-Than-
Temporary Impairments (FSP FAS 115-2 and 124-2), issued April 9, 2009, amends the existing GAAP
guidance for other-than-temporary impairments on debt securities to make the guidance more operational
and to improve the presentation and disclosure of other-than-temporary impairments on debt and equity
securities in the financial statements. This FSP does not amend existing recognition and measurement
guidance related to other-than-temporary impairments of equity securities.

Pursuant to this FSP, for debt securities, the FASB modified the existing requirements that to avoid
recognizing an other-than-temporary impairment, an investor must assert that is has both the intent and
the ability to hold a security for a period of time sufficient to allow for an anticipated recovery in its fair
value to its amortized cost basis. Instead, the FASB believes it is more operational for an entity to assess
whether the entity (a) has the intent to sell the debt security or (b) more likely than not will be required to
sell the debt security before its anticipated recovery. If either of these conditions is met, the investor must
recognize an other-than-temporary impairment.

Additionally, in this FSP, the FASB modified the terminology used to assess the collectability of cash
flows from “probable that the investor will be unable to collect all amounts due” to “the recovery of the
entire cost basis of the security” to clarify that an entity should not wait for an event of default or other
actual shortfall of cash to conclude that some or all of the cash flows are not likely to be collected. In the
FASB’s view, in assessing whether the entire amortized cost basis will be recovered, the entity should
compare the present value of the cash flows expected to be collected from the security with the amortized
cost basis of the security. The FASB intends that the term “cash flows expected to be collected” should
represent the cash flows that the entity is likely to collect after a careful assessment of all available
information. The difference between the present value of the cash flows expected to be collected and the
amortized cost basis is hereafter referred to as the credit loss.

In instances in which a determination is made that a credit loss exists but the 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 debt security
before the anticipated recovery of its remaining amortized cost basis (that is, the amortized cost basis
less any current-period credit loss), this FSP changes the presentation and amount of the other-than-
temporary impairment recognized in the statement of earnings. In those instances, the impairment is
separated into (a) the amount of the total impairment related to the credit loss and (b) the amount of the
total impairment related to all other factors. The amount of the total other-than-temporary impairment
related to the credit loss is recognized in earnings. The amount of the total impairment related to all other
factors is recognized in other comprehensive income. The total other-than-temporary impairment is
presented in the statement of earnings with an offset for the amount of the total other-than-temporary

© 2009 National Association of Insurance Commissioners 1



Attachment B

Ref. #2009-07

impairment that is recognized in other comprehensive income. This new presentation provides additional
information about the amounts that an entity does not expect to collect related to a debt security.

In instances in which a determination is made that a credit loss exists but the entity does not intend to sell
the debt security and it is not more likely than not that the entity will be required to sell the debt security
before the anticipated recovery of its remaining amortized cost basis, this FSP more closely aligns the
amounts recognized in earnings for impairments or investments in debt securities and impairments of
loans classified as held-for-investment. However, unlike loans, the total other-than-temporary impairment
recognized in comprehensive income for a debt security reflects the difference between fair value and the
security’s remaining amortized cost basis at the measurement date.

This FSP does not result in a change in the carrying amount of debt securities in the statement of financial
position (that is available-for-sale securities are reported at fair value and held-to-maturity securities are
reported at their amortized cost basis unless they are other-than-temporarily impaired, in which case they
are adjusted to fair value at that time.) However, this FSP does require that the portion of an other-than-
temporary impairment not related to a credit loss for a held-to-maturity security be recognized in a new
category of other comprehensive income and be amortized over the remaining life of the debt security as
an increase in the carrying value of the security (with no effect on earnings unless the security is
subsequently sold or there are additional decreases in cash flows expected to be collected.) Compared
with current requirements, this FSP does change the Net Interest Margin to better reflect the cash flows
expected to be collected by an entity. It requires that the amortized cost basis of the security be adjusted
by the credit loss only when the entity does not intend to sell the security and it is not more likely than not
that the entity will be required to sell security before recovery of its remaining amortized cost basis.

This FSP expands and increases the frequency of existing disclosures about other-than-temporary
impairments of debt and equity securities. For example, it requires a more detailed, risk-oriented
breakdown of major security types and related information currently required by FAS 115, Accounting for
Certain Investments in Debt and Equity Securities (FAS 115). In addition, this FSP requires that the
annual disclosures in FAS 115 and FSP FAS 115-1 and FAS 124-1, The Meaning of Other-Than-
Temporary Impairment and Its Application to Certain Investments (FSP FAS 115-1 and 124-1), be made
for interim periods. This FSP also requires new disclosures to help users of financial statements
understand the significant inputs used in determining a credit loss, as well as a rollforward of that amount
each period. These collective disclosure enhancements significantly improve the information provided to
users about impaired securities.

This FSP does not amend existing recognition and measurement guidance for other-than-temporary
impairments of equity securities because the FASB does not believe the requirement for an entity to
assess whether the entity more likely than not will be required to sell a security before its recovery is
more operational for equity securities.

The effective date for this FSP is for interim and annual reporting periods ending after June 15, 2009,
with early adoption permitted for periods ending after March 15, 2009. Earlier adoption for periods
ending before March 15, 2009 is not permitted. If an entity elects to adopt early either F'SP FAS 157-4,
Determining Fair Value When the Volume and Level of Activity for the Asset or Liability Have
significantly Decreased and Identifying Transactions That Are Not Orderly (FSP FAS 157-4), or FSP
FAS 107-1 and APB 28-1, Interim Disclosures About Fair Value of Financial Instruments (FSP FAS 107-
1 and APB 28-1), the entity is also required to early adopt FSP FAS 115-2 and 124-2.

This FSP shall be applied to existing and new investments held by an entity as of the beginning of the
interim period in which it is adopted. For debt securities held at the beginning of the interim period of

adoption for which an other-than-temporary impairment was previously recognized, if an entity does not
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intend to sell and it is not more likely than not that the entity will be required to sell the security before
recovery of its amortized cost basis, the entity shall recognize the cumulative effect of initially applying
this FSP as an adjustment to the opening balance of retained earnings with a corresponding adjustment to
accumulated other comprehensive income. The cumulative effect on retained earnings shall be calculated
by comparing the present value of the cash flows expected to be collected determined in accordance with
the methodology in paragraphs 23 and 24 of this FSP, with the amortized cost basis of the debt security as
of the beginning of the interim period in which this FSP is adopted. The cumulative-effect adjustment
shall include related tax effects. The discount rate used to calculate the present value of the cash flows
expected to be collected shall be the rate in effect before recognizing any other-than-temporary
impairments and not a rate that has been adjusted to reflect those impairments.

The amortized cost basis of a security for which an other-than-temporary impairment was previously
recognized shall be adjusted by the amount of the cumulative-effect adjustment before taxes. The
difference between the new amortized cost basis and the cash flows expected to be collected shall be
accreted in accordance with existing guidance as interest income.

Existing Authoritative Literature:

Statutory accounting has previously rejected the guidance within FAS 115. With the exception of a
valuation allowance permitted for mortgage loans under SSAP No. 37—Mortgage Loans (SSAP No. 37),
statutory accounting generally requires items considered to be other-than-temporarily impaired to be
written down to fair value as the new cost basis, with the amount of the write-down being accounted for
as a realized loss. The new cost basis shall not be changed for subsequent recoveries in fair value.
(Mortgage loans are not within the scope of this FSP and are not further discussed within this agenda
item.) The specific guidance for impairment treatment is currently included within specific SSAPs:

SSAP No. 26—Bonds, excluding Loan-backed and Structured Securities (SSAP No. 26) rejected the
GAAP guidance for debt securities included within FAS 115. Impairment guidance for bonds is included
within paragraphs 5-6 of SSAP No. 99—Accounting for Certain Securities Subsequent to an Other-Than-
Temporary Impairment (SSAP No. 99):

5. An other-than-temporary 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. A decline in fair value which is other-
than-temporary includes situations where a reporting entity has made a decision to sell a security
prior to its maturity at an amount below its carrying value. If it is determined that a decline in the
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 measurement
of the impairment loss shall not include partial recoveries of fair value subsequent to the balance
sheet date. For reporting entities required to maintain an AVR/IMR, the accounting for the entire
amount of the realized capital loss shall be in accordance with SSAP No. 7—Asset Valuation
Reserve and Interest Maintenance Reserve. Credit related other-than-temporary impairment
losses shall be recorded through the AVR; interest related other-than-temporary impairment
losses shall be recorded through the IMR.

6. In periods subsequent to the recognition of an other-than-temporary impairment loss for
a bond, the reporting entity shall account for the other-than-temporarily impaired security as if the
security had been purchased on the measurement date of the other-than-temporary impairment.
The fair value of the bond on the measurement date shall become the new cost basis of the bond
and the new cost basis shall not be adjusted for subsequent recoveries in fair value. The discount
or reduced premium recorded for the security, based on the new cost basis, shall be amortized
over the remaining life of the security in the prospective manner based on the amount and timing
of future estimated cash flows. The security shall continue to be subject to impairment analysis
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for each subsequent reporting period. Future declines in fair value which are determined to be
other-than-temporary shall be recorded as realized losses.

SSAP No. 30—Investments in Common Stock (excluding investments in common stock of subsidiary,
controlled, or affiliated entities) (SSAP No. 30) rejected the GAAP guidance in FAS 115. Impairment
guidance for common stock is included within paragraph 9 of SSAP No. 30:

9. For any decline in the fair value of a common stock which is determined to be other than
temporary the common stock shall be written down to fair value as the new cost basis and the
amount of the write down shall be accounted for as a realized loss. For those reporting entities
required to maintain an AVR, realized losses shall be accounted for in accordance with SSAP
No. 7. Subsequent fluctuations in fair value shall be recorded as unrealized gains or losses.
Future declines in fair value which are determined to be other than temporary shall be recorded
as realized losses. A decline in fair value which is other than temporary includes situations where
a reporting entity has made a decision to sell a security at an amount below its carrying value.

SSAP No. 32—Investments in Preferred Stock (including investments in preferred stock of subsidiary,
controlled or affiliated entities) (SSAP No. 32) rejected the GAAP guidance in FAS 115. Impairment
guidance for preferred stock is included within paragraphs 8-11 of SSAP No. 99:

8. An other-than-temporary 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 the security in effect at the date of acquisition. A decline in fair value which is other-than-
temporary includes situations where the reporting entity has made a decision to sell a security
prior to its maturity at an amount below its carrying value (i.e., amortized cost). If it is determined
that a decline in the fair value of a redeemable preferred stock is other-than-temporary, an
impairment loss shall be recognized as a realized loss equal to the entire difference between the
redeemable preferred stock’s carrying value and its fair value at the balance sheet date of the
reporting period for which the assessment is made. The measurement of the impairment loss
shall not include partial recoveries of fair value subsequent to the balance sheet date. For
reporting entities required to maintain an AVR, realized losses shall be accounted for in
accordance with SSAP No. 7—Asset Valuation Reserve and Interest Maintenance Reserve.

9. In periods subsequent to the recognition of other-than-temporary impairment loss for a
redeemable preferred stock, the reporting entity shall account for the other-than-temporarily
impaired security as if the security had been purchased on the measurement date of the other-
than-temporary impairment, and in accordance with paragraph 18 or paragraph 20 of SSAP No.
32, as applicable. The fair value of the redeemable preferred stock on the measurement date
shall become the new cost basis of the redeemable preferred stock and the new cost basis shall
not be adjusted for subsequent recoveries in fair value. The discount or reduced premium
recorded for the security, based on the new cost basis, shall be amortized over the remaining life
of the security in the prospective manner based on the amount and timing of future estimated
cash flows. The security shall continue to be subject to impairment analysis for each subsequent
reporting period. Future declines in fair value which are determined to be other-than-temporary
shall be recorded as realized losses.

Impairment of Perpetual Preferred Stock

10. If it is determined that a decline in the fair value of a perpetual preferred stock is other-
than-temporary, an impairment loss shall be recognized as a realized loss equal to the entire
difference between the perpetual preferred stock’s carrying value and its fair value at the balance
sheet date of the reporting period for which the assessment is made. The measurement of the
impairment loss shall not include partial recoveries of fair value subsequent to the balance sheet
date. For reporting entities required to maintain an AVR, realized losses shall be accounted for in
accordance with SSAP No. 7—Asset Valuation Reserve and Interest Maintenance Reserve.
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11. In periods subsequent to the recognition of an other-than-temporary impairment loss for
a perpetual preferred stock, the reporting entity shall account for the other-than-temporarily
impaired security as if the security had been purchased on the measurement date of the other-
than-temporary impairment, and in accordance with paragraph 19 or paragraph 21 of SSAP No.
32, as applicable. The fair value of the perpetual preferred stock on the measurement date shall
become the new cost basis of the perpetual preferred stock and the new cost basis shall not be
adjusted for subsequent recoveries in fair value. Future declines in fair value which are
determined to be other-than-temporary, shall be recorded as realized losses.

SSAP No. 43—Loan-backed and Structured Securities (SSAP No. 34) rejected the GAAP guidance in
FAS 115. Impairment guidance for loan-backed and structured securities (paragraph 16 of SSAP No. 43)
was superseded by SSAP No. 98—Treatment of Cash Flows When Quantifying Changes in Valuation and
Impairments, an Amendment of SSAP No. 43—Loan-backed and Structured Securities (SSAP No. 98).
Additionally, guidance subsequent to the recognition of an OTTI was inserted as paragraph 17 to SSAP
No. 43 with the issuance of SSAP No. 99:

SSAP No. 98

16. If it is determined that the decline in fair value of the security is other than temporary,
then the cost basis of the security shall be written down to fair value. The amount of the write
down shall be accounted for as a realized loss. An interest related decline in value shall be
considered other than temporary only when a reporting entity has the intent to sell the
investment, at the reporting date, before recovery of the cost of the investment. For reporting
entities required to maintain an AVR/IMR, the accounting for the entire amount of the realized
capital loss shall be in accordance with SSAP No. 7—Asset Valuation Reserve and Interest
Maintenance Reserve. Credit related other than temporary impairment losses shall be recorded
through the AVR; interest related other than temporary impairment losses shall be recorded
through the IMR. The new cost basis shall not be changed for subsequent recoveries in fair
value. Therefore, the prospective adjustment method must be utilized for periods subsequent to
the loss recognition.

SSAP No. 99

17. In periods subsequent to the recognition of an other than temporary impairment loss for a
loan-backed or structured security, the reporting entity shall account for the other-than-
temporarily impaired security as if the security had been purchased on the measurement date of
the other-than-temporary impairment. The fair value of the security on the measurement date
shall become the new cost basis. The discount or reduced premium recorded for the security,
based on the new cost basis, shall be amortized in the prospective manner over the remaining
period in which repayment of principal is expected to occur. The security shall continue to be
subject to impairment analysis for each subsequent reporting period. The new cost basis shall
not be changed for subsequent recoveries in fair value. Therefore, the prospective adjustment
method must be utilized for periods subsequent to the impairment loss recognition. Future
declines in fair value which are determined to be other-than-temporary shall be recorded as
realized losses.

INT 006-07: Definition of Phrase “Other-Than-Temporary” (INT 06-07) provides guidance for
determining whether an other-than-temporary impairment exists for several SSAPs. The guidance within
this interpretation was developed in part from the SEC Staff Accounting Bulletin No. 59—Noncurrent
Marketable Equity Securities (SAB 59). (SAB 59 was not adopted for statutory accounting, as SAB’s are
not part of the Statutory Hierarchy.) Furthermore, INT 06-07 adopted with modification paragraphs 6, 7
and 11 of FSP FAS 115-1/124-1: The Meaning of Other-Than-Temporary Impairments and Its
Application to Certain Investments (FSP FAS 115-1/124-1). The adoption, with modification of FSP FAS
115-1/124/1 was limited to (1) the concept of a three-step process in determining impairment (paragraph
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6), (2) the requirement for impairment to be assessed at the individual security level (paragraph 7) and (3)
the requirement for an investment that has previously been tested for impairment to continue to be tested
until the stated criteria occur (paragraph 11). The remaining paragraphs (except paragraphs 17-18
pertaining to disclosures) were rejected as they related to EITF guidance and/or GAAP guidance that was
previously rejected for statutory accounting purposes (paragraphs 1-5, 8, 9 and 19) or for being
inconsistent with the statutory model for impairments (paragraphs 12-15). (Paragraphs 17-18 regarding
disclosures were considered as part of disclosure enhancements. Although not noted as being adopted,
revisions were incorporated within SSAP No. 26, SSAP No. 30, SSAP No. 32, and SSAP No. 43 for
instances in which securities are in an unrealized loss position, but for which an OTTI has not been
recognized.)

Beyond making short-term changes in this FSP, the FASB has a joint project with the International
Accounting Standards Board to more broadly improve and achieve convergence of their respective
standards on accounting for financial instruments. That project is being conducted on an expedited basis
with a goal of working toward convergence. The FASB anticipates a joint Exposure Document will be
issued later in 2009.

The International Accounting Standards Board (IASB) has communicated an intent to review and assess
the FASB fair value and other-than-temporary revisions for International Financial Reporting Standards
(IFRS). However, the current IFRS guidance regarding impairment and future recoveries of fair value
varies significantly from current GAAP guidance with regards to the extent an item is written down for
impairment as well as reversals of impairment losses. As illustrated in the guidance below, under IFRS,
items held at amortized cost and available-for-sale debt securities are permitted to reverse impairment
losses previously recognized in profit or loss. Also, for items held-to-maturity, impairment loss is the
difference between the carrying amount and the estimated future cash flows:

IAS 39 - Financial Instruments: Recognition and Measurement (IAS 39): (bolded for emphasis)

58 - Entity shall assess at the end of each reporting period whether there is any objective
evidence that a financial asset or group of financial assets is impaired. If such evidence exists,
apply guidance to determine the amount of any impairment loss.

Assets Carried at Amortized Cost

63 - If there is objective evidence that an impairment loss on loans and receivables or held-to-
maturity investments carried at amortized cost has been incurred, the amount of the loss is
measured as the difference between the asset's carrying amount and the present value of
estimated future cash flows (excluding future credit losses that have not been incurred)
discounted at the financial asset's original effective interest rate. The carrying amount of the
asset shall be reduced either directly or through use of an allowance account. The amount of
the loss shall be recognized in profit or loss.

65 - If, in a subsequent period, the amount of the impairment loss decreases and the decrease
can be related objectively to an event occurring after the impairment was recognized, the
previously recognized impairment loss shall be reversed either directly or by adjusting an
allowance account. The reversal shall not result in a carrying amount of the financial asset that
exceeds what the amortized cost would have been had the impairment not been recognized at
the date the impairment is reversed. The amount of the reversal shall be recognized in profit
or loss.

Assets Carried at Cost

66 - If there is objective evidence that an impairment loss has been incurred on an unquoted
equity instrument that is not carried at fair value because its fair value cannot be reliably
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measured, or on a derivative asset that is linked to and must be settled by delivery of such an
unquoted equity instrument, the amount of the impairment loss is measured as the
difference between the carrying amount of the financial asset and the present value of
estimated future cash flows discounted at the current market rate of return for a similar
financial asset. Such impairment losses shall not be reversed.

Available for Sale Assets

67 - When a decline in the fair value of an AFS asset has been recognized in other
comprehensive income and there is objective evidence that the asset is impaired, the
cumulative loss that had been recognized in other comprehensive income shall be
reclassified from equity to profit or loss as a reclassification adjustment even though the
financial asset has not been derecognized.

68 - The amount of the cumulative loss that is reclassified from equity to profit or loss shall be
difference between the acquisition cost and current fair value, less any impairment loss
previously recognized in profit or loss.

69 - Impairment losses recognized in profit or loss for an investment in an equity instrument
classified as AFS shall not be reversed through profit or loss.

70 - If, in a subsequent period, the fair value of a debt instrument classified as AFS increases
and the increase can be objectively related to an event occurring after the impairment loss was
recognized in profit or loss, the impairment loss shall be reversed, with the amount of the
reversal recognized in profit or loss.

Activity to Date (issues previously addressed by SAPWG, Emerging Accounting Issues WG, SEC,
FASB, other State Departments of Insurance or other NAIC groups):

In addition to FSP FAS 115-2 and 124-2, in April 2009, the FASB released two additional FSP’s
pertaining to fair value that could impact the reported amount of other-than-temporary impairments:

o FSP FAS 157-4: Determining Fair Value When the Volume and Level of Activity for the Asset or
Liability Have Significantly Decreased and Identifying Transactions That Are Not Orderly (FSP
FAS 157-4)

o FSP FAS 107-1 and APB 28-1: Interim Disclosures about Fair Value of Financial Instruments
(FSP FAS 107-1 and APB 28-1)

Pursuant to the guidance within FSP FAS 115-2 and 124-2, and the two above FSPs, if an entity elects to
early adopt any of this FSPs for GAAP purposes, then the entity must early-adopt each of these FSPs.

In addition to the consideration of the GAAP guidance within this FSP, the Fair Value Subgroup of the
Statutory Accounting Principles Working Group is currently considering each of the other FSPs for
statutory accounting. (The Emerging Accounting Issues Working Group currently has exposed a new
interpretation (INT 09-04) that incorporates several of the components of FSP FAS 157-4 for statutory
accounting. However, consideration of the adoption of FSP FAS 157-4 will be completed in accordance
with the Fair Value Subgroup’s consideration of FAS 157, Fair Value Measurements (FAS 157) and all
related FSPs.)

Information or issues (included in Description of Issue) not previously contemplated by the

SAPWG:
None
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Staff Recommendation:

Overall Staff Recommendation:

Staff recommends that the Working Group move this item to the substantive active listing and
provide staff direction on the development of an Issue Paper that reviews this FSP FAS 115-2 and
124-2 for statutory accounting purposes. This process may necessitate proposing conforming changes
to INT 06-07. In developing this Issue Paper, staff reccommends that the Working Group direct staff
to initially incorporate guidance from FSP FAS 115-2 and 124-2, including the following key
aspects for Working Group assessment:

1) Modification of the other-than-temporary impairment triggers for credit-related impairments that
mirrors GAAP guidance within FSP FAS 115-2 and 124-2. For debt securities, the triggers will
include, among other items, an assessment of whether it is more likely than not that the reporting
entity will be required to sell the security before the recovery of its amortized cost basis.

2) Establishment of guidance to bifurcate credit and other-than-credit impairments, with only credit-
related other-than-temporary impairments being reflected as realized losses, unless there is an
intent to sell. This will include incorporation of disclosures similar to FSP FAS 115-2 and 124-2
include the methodology and significant inputs used to measure the amount related to the credit
loss as well as a tabular rollforward of the amount related to credit losses recognized in earnings
(Staff Note — This is an initial recommendation to pursue for the Issue Paper. The impact of these
revisions to various facets of statutory accounting (i.e., RBC, AVR, IMR, etc) must be evaluated.
Staff recommends proceeding with this initial approach in the Issue Paper to complete the
necessary assessments. The Working Group may elect to reconsider this direction if the results of
the assessments are deemed inappropriate for statutory accounting.)

3) Incorporate guidance to supersede the terminology within SSAP No. 98 so that the assessment of
the collectability of cash flows is modified to adopt the guidance in FSP FAS 115-2 and 124-2.
This will reflect “the recovery of the entire cost basis of the security” in order to clarify that an
entity should not wait for an event of default or other actual shortfall of cash to conclude that
some or all of the cash flows are not likely to be collected.

Overview of Individual FSP Aspects and Staff Recommendations:
Pursuant to the elements within this FSP, the following identifies the key aspects of FSP FAS 115-2 and
124-2 that should be considered for statutory accounting:

1) Should the trigger to determine an other-than-temporary impairment be revised for debt securities
to mirror the GAAP guidance so that a reporting entity will assess an OTTI when they (a) have
the intent to sell the debt security or (b) it is more likely than not that they will be required to sell
the debt security before its anticipated recovery? (It is assumed that incorporating this threshold
regarding the intent and ability to retain an investment will not modify the other existing statutory
accounting criteria to assess OTTI — the length of time and extent to which the fair value has been
less than cost and the financial condition and short-term prospects of the issuer.) (Statutory
guidance on determining OTTI is currently included within INT 06-07.)

Staff Recommendation — Staff recommends incorporating revisions to statutory accounting to
incorporate the “more likely than not” trigger in assessing whether an entity will be required to
sell debt securities before recovery of their cost basis, and thus conclude whether an other-than-
temporary impairment exists. It is staff’s initial assessment that this trigger is more definitive than
the existing guidance within INT 06-07, which simply directs entities to assess the “intent and
ability of the holder to retain its investment in the issuer for a period of time sufficient to allow
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for any anticipated recovery in value.” Staff recommends that statutory consideration be given to
all elements for impairment assessment included within the FSP FAS 115-2 and 124-2. This
would include consideration of incorporating other criteria for the assessment of other-than-
temporary credit losses reflected within FSP FAS 115-2 and 124-2, as follows:

Length and time and extent fair value has been less than the amortized cost basis.
Adverse conditions specifically related to the security, an industry, or geographic area.
Historical and implied volatility of the fair value of the security.

Payment structure of the debt security and the likelihood of the issuer being able to make
payments that increase in the future.

Failure of the issuer of the security to make scheduled interest or principal payments.

e Any changes to the rating of the security by the rating agency.

e Recoveries or additional declines in fair value subsequent to the balance sheet date.

2) Should the statutory terminology used to assess the collectability of cash flows be modified to
mirror the FSP FAS 115-2 and 124-2 guidance to reflect “the recovery of the entire cost basis of
the security” in order to clarify that an entity should not wait for an event of default or other
actual shortfall of cash to conclude that some or all of the cash flows are not likely to be
collected? (Statutory guidance in SSAP No. 98 for bonds currently mirrors the prior GAAP
guidance “if it is probable that the reporting entity will be unable to collect all amounts due.”)

Staff Recommendation — Staff recommends incorporating revisions to statutory accounting to
supersede the existing threshold within SSAP No. 99 for a bond other-than-temporary
impairment. With these revisions, the current threshold “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” will be revised to reflect impairment if it unlikely that the reporting entity
will “recover the entire cost basis of the security”. Similar to the GAAP guidance, the
modification of this threshold will clarify that an entity should not wait for an event of default or
other actual shortfall of cash to conclude that some or all of the cash flows are not likely to be
collected and that the item should be considered impaired.

3) Should the statutory guidance mirror the approach for reporting OTTI impairment, resulting with
a bifurcation of credit and other-than-credit impairment aspects, with only credit-related OTTI
losses being recognized in earnings? (Statutory guidance currently included within SSAP No. 26,
SSAP No. 30, SSAP No. 32, and SSAP No. 43 (and SSAP No. 98) currently requires a write-
down to fair value (realized loss) when it is determined that an OTTI exists. Guidance within
INT 06-07 differentiates between credit and interest-related impairment factors, but the
interpretation only limits determinations of OTTI when the impairment is 100% attributable to
interest-related impairment factors. Thus, if an item is considered impaired, with 99% of the
impairment attributed to interest-related factors, and 1% attributed to credit-related factors, the
existing statutory accounting guidance would require this item to be classified as OTTI, with a
write-down (realized loss) to fair value as the new cost basis, without future revisions due to
subsequent recoveries in fair value.

Staff Recommendation — Staff recommends that the Working Group evaluate the impact of
moving towards bifurcation of credit and other-than-credit impairment components. Under
existing statutory accounting guidance, items are not considered other-than-temporarily impaired
if the impairment is fully attributable to interest-related (i.e., other-than-credit) components.
However, if an impairment is partially attributed to credit-related components and interest-related
components, (for credit components, the item is considered other-than-temporarily impaired
pursuant to paragraph 4 of INT 06-07), then existing statutory accounting guidance requires the
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item to be classified as OTTI, and written down with a realized loss to the fair value of the item.
The fair value is considered the new cost basis and cannot be changed with subsequent recoveries
in fair value. The concept of bifurcation has many facets that must be considered, and it is staff’s
recommendation that these items be assessed in accordance with an Issue Paper for proper
consideration. Pursuant to the Issue Paper consideration, the Working Group may elect to reject
the bifurcation concept for statutory accounting. Items that will be considered in the Issue Paper
include:

e For statutory accounting, should credit and other-than-credit impairments be bifurcated?

e Under a bifurcation approach, how should credit-related other-than-temporary
impairments be accounted and reported?

e Under a bifurcation approach, how will credit-related other-than-temporary impairments
impact RBC and AVR?

e Under a bifurcation approach, how should other-than-credit related other-than-temporary
impairments be accounted and reported for items held at amortized cost? (Should such
impairments have no impact (similar to a 100% interest-related impairment under INT
06-07) unless there is an intent to sell or should these items be accounted for as
unrealized losses?) For items measured at fair value, would other-than-credit other-than-
temporary impairments be reflected, or would these simply be treated as unrealized loss
(similar to general fair value fluctuations)

e How will other-than-credit related other-than-temporary impairments impact RBC and
IVR for securities held at amortized cost or fair value?

e If the guidance within FSP FAS 115/2 and 124-2 are incorporated for statutory
accounting, are there aspects of FSP FAS 115-1 and 124-1 that should be reconsidered
for statutory accounting?

e How will the difference in security classifications between GAAP and SAP impact the
determination and reporting of other-than-temporary impairments? (Should consideration
be given to adopting or incorporating GAAP guidance previously rejected for statutory
accounting?)

e Should consideration be given to existing differences between GAAP and IFRS in
assessing how other-than-temporary impairments should be accounted for under
statutory? (Although the IASB has noted that they will consider the recent GAAP
revisions, their current process for OTTI is different from GAAP as they allow items held
at amortized cost and available-for-sale debt securities to reverse impairment losses
previously recognized in profit or loss. Additionally, items held at amortized cost, an
impairment loss is measure as the difference between the carrying amount and the present
value of future cash flows, and not “fair value.”

4) Should statutory accounting guidance be revised to incorporate the disclosures included within
FSP FAS 115-2 and 124-2? For debt securities in which only the amount of a credit loss was
recognized in earnings, these disclosures include the methodology and significant inputs used to
measure the amount related to the credit loss. Additionally, this FSP requires entities to disclose a
tabular rollforward of the amount related to credit losses recognized in earnings.

Staff Recommendation — Staff acknowledges that disclosures incorporated with FSP FAS 115-2
and 124-2 are necessary to understand the bifurcation of credit and other-than-credit other-than-
temporary impairments. As such, if consideration is given to bifurcating credit and other-than-
credit other-than-temporary impairments for statutory accounting, then staff believes that the
disclosures included within FSP FAS 115-2 and 124-2 should also be incorporated for statutory
accounting.
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Staff Review Completed by:
Julie Gann
April 2009

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Meeting\MB - 09-07 FSP FAS 115-2 and 124-2.doc
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Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue:
FSP SOP 94-3-1 and AAG HCO-1, Omnibus Changes to Consolidation and Equity Method Guidance for
Not-for-Profit Organizations

Check (applicable entity):

P/C Life Health
Modification of existing SSAP X X X
New Issue or SSAP L] ] []

Description of Issue:

FASB Statement of Position SOP 94-3-1 and AAG HCO-1, Omnibus Changes to Consolidation and
Equity Method of Guidance for Not-for-Profit Organizations (FSP SOP 94-3-1 and AAG HCO-1), issued
May 2009, makes several changes to guidance on consolidation and the equity method of accounting in
AICPA Statement of Position 94-3, Reporting of Related Entities by Not-for-Profit Organizations (SOP
94-3), and the AICPA Audit and Accounting Guide, Health Care Organizations (AAH HCO).

The revisions from this FSP are summarized as follows:

a. Eliminates the temporary control exception to consolidation that currently exists for certain
relationships between not-for-profit organizations and makes two related changes:

(D Amends the definition of majority voting interest in the board of another entity in SOP
94-3 and the health care Guide

2) Conforms the categorization of sole corporate membership in SOP 94-3 to that in the
health care Guide

b. Confirms the continued applicability to not-for-profit organizations of the consensus guidance on
consolidation of special-purpose entity (SPE) lessors in the following EITF Issues:

(D) No. 90-15, “Impact of Nonsubstantive Lessors, Residual Value Guarantees, and Other
Provisions in Leasing Transactions”

2) No. 96-21, “Implementation Issues in Accounting for Leasing Transactions involving
Special-Purpose Entities”

3) No. 97-1, “Implementation Issues in Accounting for Lease Transactions, including Those
involving Special-Purpose Entities”

c. Requires that not-for-profit organizations apply the guidance in:
(D AICPA Statement of Position 78-9, Accounting for Investments in Real Estate Ventures,
on the equity method of accounting to their noncontrolling interests in for-profit real

estate partnerships, limited liability companies (LLCs), and similar entities unless those
investments are reported at fair value, where permitted
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2) FSP SOP 78-9-1, Interaction of AICPA Statement of Position 78-9 and EITF Issue No.
04-5, to help determine whether their interests in for-profit partnerships, LLCs, and
similar entities are controlling interests or noncontrolling interests

3) EITF Issue No. 03-16, “Accounting for Investments in Limited Liability Companies,” to
determine whether an LLC should be viewed as similar to a partnership, as opposed to a
corporation, for purposes of determining whether noncontrolling interests in an LLC or a
similar entity should be accounted for in accordance with SOP 78-9 and related guidance.

Existing Authoritative Literature:

Statutory accounting has previously rejected GAAP guidance pertaining to consolidation as well as
GAAP guidance specific for not-for-profit organizations. All impacted GAAP pronouncements identified
within this FSP have previously been rejected, or deemed not applicable, for statutory accounting:

o AICPA Statement of Position 94-3, Reporting by Related Entities by Not-for-Profit Organizations
(SOP 94-3) considered not applicable for statutory accounting.

o AICPA Statement of Position 78-9, Accounting for Investments in Real Estate Ventures (SOP 78-
9) rejected in SSAP No. 48—Joint Ventures, Partnerships and Limited Liability Companies
(SSAP No. 48).

o  AICPA Audit and Accounting Guide, Health Care Organizations (AAG HCO), rejected in SSAP
No. 73—Health Care Delivery Assets — Supplies, Pharmaceuticals and Surgical Supplies,
Durable Medical Equipment, Furniture, Medical Equipment and Fixtures, and Leasehold
Improvements in Health Care Facilities (SSAP No. 73).

o FASB Staff Position SOP 78-9-1, Interaction of AICPA Statement of Position 78-9 and EITF
Issue No. 04-5 (FSP SOP 78-9-1) considered not applicable for statutory accounting.

o EITF Issue No. 90-15, Impact of Nonsubstantive Lessors, Residual Value Guarantees, and Other
Provisions in Leasing Transactions (EITF 90-15) rejected in SSAP No. 22—Leases (SSAP No.
22).

o EITF Issue No. 96-21, Implementation Issues in Accounting for Leasing Transactions involving
Special-Purpose Entities (EITF 96-21) rejected in SSAP No. 22—Leases (SSAP No. 22).

o EITF Issue No. 97-1, Implementation Issues in Accounting for Lease Transactions, including
Those involving Special-Purpose Entities (EITF 97-1) considered not applicable in INT 99-05:
EITF 97-1: Implementation Issues in Accounting for Lease Transactions, including Those
Involving Special-Purpose Entities (INT 99-05).

e  FEITF Issue No. 03-16, Accounting for Investments in Limited Liability Companies (EITF 03-16)
rejected in INT 04-24: EITF 03-16.: Accounting for Investments in Limited Liability Companies
(INT 04-24)

Activity to Date (issues previously addressed by SAPWG, Emerging Accounting Issues WG, SEC,
FASB, other State Departments of Insurance or other NAIC groups):

See rejected and not-applicable GAAP guidance noted above.

© 2009 National Association of Insurance Commissioners 2



Attachment C

Ref. #2009-08

Information or issues (included in Description of Issue) not previously contemplated by the
SAPWG:

None
Staff Recommendation:

Pursuant to the previous conclusions by the Working Group on consolidation and on all the GAAP
pronouncements impacted by this FSP, staff recommends that the Working Group move this item to the
Nonsubstantive active listing and expose a nonsubstantive revision to Issue Paper No. 99—
Nonapplicable GAAP Pronouncements (Issue Paper No. 99) proposing rejection of FSP SOP 94-3-1 and
AAG HCO-1 as not applicable for statutory accounting.

Staff Review Completed by:
Julie Gann
April 2009

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Meeting\MC - 09-08 FSP SOP 94-3-1 and AAG
HCO-1.doc

© 2009 National Association of Insurance Commissioners 3



This page intentionally left blank.



Attachment D
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Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue: Disclosures for Financial Guarantee Insurance Contracts

Check (applicable entity):

P/C Life Health
Modification of existing SSAP X [] [ ]
New Issue or SSAP [] [] L]

Description of Issue:

During the Spring 2009 National Meeting, the Statutory Accounting Principles Working Group
considered comments received on the exposed Issue Paper No. 136—Accounting for Financial Guarantee
Contracts (Issue Paper No. 136). This Issue Paper proposed adoption, with modification, of FAS 763,
Accounting for Financial Guarantee Contracts (FAS 163). After considering the comments received, the
Working Group formed a Subgroup comprised of New York, Maryland and Wisconsin. This Financial
Guarantee Subgroup was then directed to 1) prioritize adopting enhanced financial guarantee disclosures
effective for the 2009 reporting period, 2) coordinate with the Financial Guaranty Insurance Guideline
Working Group, and 3) conduct conference calls to address the technical comments received from the
initial exposure of Issue Paper No. 136.

This agenda submission form is in response to the Subgroup’s priority of adopting enhanced financial
guarantee disclosures effective for the 2009 reporting period. The Subgroup has requested that this new
agenda submission form be exposed for public comment during the 2009 Summer National Meeting. As
illustrated, this agenda submission form proposes the incorporation of several disclosures within SSAP
No. 60. The Subgroup believes these disclosures are necessary as SSAP No. 60 does not currently have
any disclosure requirements specific to financial guarantee insurers. (Current disclosure requirements
within SSAP No. 60 are simply limited to disclosures required by other statements within the Accounting
Practices and Procedures Manual.)

The Subgroup agreed to propose disclosures that are applicable under current statutory accounting
guidance, but that are similar to the intent of disclosures within FAS 163. It is anticipated that disclosures
adopted from the issuance of this new agenda submission form will be modified in the event that statutory
guidance on financial guarantee contracts is revised in accordance with FAS 163. However, as it is
uncertain whether revisions to mirror FAS 163 guidance would be adopted, the Subgroup believes the
Working Group should proceed with adopting disclosure requirements that reflect the current statutory
guidance to enable users to assess the financial condition of financial guarantee insurers and understand
the factors affecting the present and future recognition and measurement of financial guarantee insurance
contracts.

Financial Guarantee Subgroup Proposed revisions to SSAP No. 60: (tracked changes illustrate the
proposed revisions to SSAP No. 60)

Disclosures

13. Financial guaranty insurers shall make all disclosures required by paragraphs 14-16 as
well as other statements within the Accounting Practices and Procedures Manual, including but
not limited to, the requirements of SSAP No. 55 and SSAP No. 1—Disclosure of Accounting
Policies, Risks & Uncertainties, and Other Disclosures.
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14. An _insurance enterprise shall disclose information that enables users of its financial

statements to understand the factors affecting the present and future recognition and
measurement of financial guarantee insurance contracts.

15. To meet the disclosure objective in paragraph 14, an insurance enterprise shall disclose
the following information for each annual reporting statement, and in _any interim period if a
significant change has occurred in that interim period:

a. For financial guarantee insurance contracts where premiums are received as
installment payments over the period of the contract, rather than at inception:

(1) The unearned premium revenue as of the reporting date, in proportion
with the amount and expected coverage period of the insured risk, which
would have been reflected if the premium had been received at

inception.

b. A schedule of premiums expected to be collected under all installment contracts
detailing the following:

(1) The four quarters of the subsequent annual period and each of the next
four annual periods

(2) The remaining periods aggregated in five-year increments
C. A rollforward of the expected future premiums, including:
(1) Expected future premiums — Beginning of Year
(2) Less - Premium payments received for existing installment contracts
(3) Add — Expected premium payments for new installment contracts
(4) Adjustments to the expected future premium payments
(5) Expected future premiums — End of Year
d. For non-installment contracts for which premium revenue recognition has been

accelerated, the amount and reasons for acceleration. For installment premiums
for which the insured obligation is retired early, the outstanding principal is paid
down by the issuer, and/or other situations that impact the receipt and
recognition of future installment premiums, describe the situation impacting the
future installment premiums, the monetary impact to future installment premiums
and, if applicable, disclosure of any resulting premium receivables that will be
earned when received.

e. A schedule of the future expected premium revenue as of the latest date of the
statement of financial position detailing the following:

(1) The four quarters of the subsequent annual period and each of the next
four annual periods

(2) The remaining periods aggregated in five year increments

f. For the claim liability:
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The rate used to discount the claim liability. This rate shall equal the

(2)

average rate of return on the admitted assets of the financial guaranty
insurer as of the date of the computation of the reserve.

The significant component(s) of the change in the claim liability for the

period (such as changes in the discount rate, the accretion of the
discount on the claim liability, changes in the timing, establishment of
new reserves for defaults of insured contracts, changes or establishment
of deficiency reserves, and changes or establishment of reserves for
incurred but not reported claims), and the amount relating to each

component(s).

a. A description of the insurance enterprise’s risk management activities used to

track _and monitor deteriorating insured financial obligations, including the

following:

(1)

A description of each grouping or category used to track and monitor

(2)

deteriorating insured financial obligations

The insurance enterprise’s policies for placing an insured financial

(3)

obligation in, and monitoring, each grouping or category

The insurance enterprise’s policies for avoiding or mitigating claim

liabilities, the related expense and liability reported during the period for
those risk mitigation activities (not including reinsurance), and a
description of where that expense and that liability are reported in the
statement of income and the statement of financial position, respectively.

16 An_insurance enterprise shall disclose the following information for each annual and

interim period related to the claim liability:

a. A schedule of insured financial obligations at the end of each interim period

detailing, at a minimum, the following for each category or grouping of these

financial obligations (see Appendix A):

(1)

Number of issued and outstanding financial guarantee insurance

(2)

contracts

Remaining weighted-average contract period

(3)

Insured contractual payments outstanding, segregating principal and

(4)

interest

Gross claim liability

(5)

Gross potential recoveries

(6)

Discount, net (both claim liability and potential recoveries)

(7)

Net claim liability

(8)

Reinsurance recoverables

(9)

Unearned premium revenue.
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1417. Refer to the preamble for further discussion regarding disclosure requirements.

The Financial Guarantee Subgroup also proposes inclusion of an Appendix to SSAP No. 60, illustrating
the expected disclosure of insured financial obligations with credit deterioration:

Appendix A — Disclosure Illustration

A1. The example below assumes the insurance enterprise uses a surveillance list with four surveillance
categories to track and monitor its insured financial obligations. The surveillance list and four surveillance
categories are used for illustrative purposes only. The surveillance categories shown below describe the
claim liability before the mitigating effects of potential recoveries. The following are brief descriptions of
each surveillance category to provide context to the example:

a. Category A includes insured financial obligations that are still currently performing (that
is, insured contractual payments are made on time but the likelihood of an event of
default has increased since the financial guarantee insurance contract was first issued),
but if economic conditions persist for an extended period of time, they may not be
performing in the future. The issuer of the insured financial obligation may have
experienced credit deterioration as a result of a general economic downturn. As a result,
the present value of expected net cash outflows may exceed the unearned premium
revenue of the financial guarantee insurance contract some time in the future.

b. Category B includes insured financial obligations that are currently characterized as
potentially nonperforming and may require action by the insurance enterprise to avoid or
mitigate an event of default.

C. Category C includes insured financial obligations that are characterized as nonperforming
and for which actions to date by the insurance enterprise have not been successful in
avoiding or mitigating an event of default. The insurance enterprise continues its efforts to
cure the claim, but an event of default is imminent.

d. Category D includes insured financial obligations where an event of default has occurred.
Surveillance Categories
A B o] D Total
Number of policies 37 16 5 4 62
Remaining weighted-average
contract period (in years) 16 14 1 12
Insured contractual payments
outstanding:
Principal $ 656,000,000 $ 409,000,000 $ 196,000,000 $ 111,000,000 $ 1,372,000,000
Interest 478,000,000 298,000,000 150,000,000 73,000,000 999,000,000
Total $ 1,134,000,000 $ 707,000,000 $ 346,000,000 $ 184,000,000 $ 2,371,000,000
Gross claim liability $ 1,045,000,000 $ 690,000,000 $ 330,000,000 $ 184,000,000 $ 2,249,000,000
Less:
Gross potential recoveries 752,000,000 381,000,000 29,000,000 7,000,000 1,169,000,000
Discount, net 159,000,000 153,000,000 125,000,000 78,000,000 515,000,000
Net claim liability $ 134,000,000 $ 156,000,000 $ 176,000,000 $ 99,000,000 $ 565,000,000
Unearned premium revenue $ 7,000,000 $ 4,000,000 $ 2,000,000 $ - ® $ 13,000,000
Claim liability reported in the
balance sheet $ 120,000,000 $ 148,000,000 $ 170,000,000 $ 99,000,000 $ 537,000,000
Reinsurance recoverables $ 10,000,000 $ 19,000,000 $ 25,000,000 $ 27,000,000 $ 81,000,000
(a) The claim liability is determined on a contract-by-contract basis. As such, instances may arise where the unearned premium revenue
exceeds the present value of the expected net cash outflows (and therefore, the net claim liability less the unearned premium revenue
may not equal the claim liability reported in the balance sheet).
(b) In this instance, it is assumed that once an insured financial obligation is in Category D, the only remaining obligation of the insurance
enterprise is making claim payments. As such, all related balances of the insured financial obligation are written off, including the
unearned premium revenue.
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Existing Authoritative Literature:

SSAP No. 60—Financial Guaranty Insurance (SSAP No. 60) establishes statutory accounting principles
for financial guaranty insurance and addresses areas where financial guaranty insurance accounting
differs from other lines of insurance. Currently, no specific disclosure requirements for financial
guarantee insurance contracts are included within SSAP No. 60.

FAS 60, Accounting and Reporting by Insurance Enterprises (FAS 60) was rejected for statutory
accounting.

FAS 163, Accounting for Financial Guarantee Insurance Contracts (FAS 163) is currently pending
statutory accounting consideration. The disclosure requirements proposed within this agenda submission
form are similar to the intent of disclosures within FAS 163, but have been modified to reflect existing
statutory requirements. As it is uncertain when consideration of FAS 163 will be finalized for statutory
accounting, the Subgroup proposes that the Working Group proceed with adopting disclosure
requirements that would currently allow users to assess the financial condition of insurers and provide
information to that will affect the present and future recognition and measurement of financial guarantee
contracts.

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

Staff Recommendation:

Summary Recommendation:

NAIC staff agrees that disclosure requirements specific to financial guarantee contracts should be
incorporated within statutory accounting principles. Such disclosures will provide additional information
to assess the financial condition of insurers as well as provide information that will affect the present and
future recognition and measurement of financial guarantee contracts.

NAIC staff recommends that the Working Group move this item to the nonsubstantive active
listing and expose nonsubstantive revisions to SSAP No. 60, to incorporate the financial guarantee
disclosures and illustrative example within SSAP No. 60, as proposed by the Financial Guarantee
Subgroup of the Statutory Accounting Principles Working Group. (Consistent with existing statutory
accounting policies, disclosures are considered nonsubstantive, and will be effective upon adoption. It is
projected that enhanced disclosures will be adopted for 2009 reporting.)

Staff Review Completed by:
Julie Gann

NAIC

May 2009

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Meeting\MD - 09-09 - FAS 163 Disclosures.doc
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Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue: Deferred Premium Asset and the Unearned Premium Reserve

Some regulators have questioned a statutory accounting effect that occurs when premiums are paid to
reinsurers at a different frequency than received from policyholders. For efficiencys, it is very common for
some types of life reinsurance premiums to be paid annually even though the underlying policy premiums
are collected monthly or quarterly to accommodate customer demand. When net valuation premiums
exceed gross premiums, this can result in a negative net liability or a net asset that is larger than the total
of the gross premiums the ceding insurer will receive between the valuation date and the next reinsurance
premium due date. At issue is how to account for the value of the reinsurance coverage under statutory
accounting.

Check (applicable entity): P/C Life Health
Modification of existing SSAP ] X [ ]
New Issue or SSAP [] [] L]

Description of Issue:

The current statutory accounting rules codified in the NAIC Accounting Practices and Procedures
Manual value the reinsurance coverage consistent with the valuation of all other statutory items.
Currently, the rules require using mortality rates that may exceed the rates actually charged to consumers.
The theoretically correct way to eliminate this effect within the current reserving methodology is to
change the requirements for mortality assumptions in the reserve calculations so that net valuation
premiums are generally lower than gross premiums. In absence of such a change in required mortality,
this proposal creates a patch to the current rules.

For all policies issued on or after January 1, 2010, and any portions of policies that were issued before
January 1, 2010 and were coinsured under agreements that were first effective on or after January 1, 2010,
the Form A introduces language to:

e Limit coinsurance credit [either (i) Mean Reserve less Deferred Premium Asset or (ii) Mid-
terminal Reserve plus Unearned Premium Reserve] so that it will never exceed the corresponding
amount on the reinsured portion of the direct policy.

e C(Clarify the calculation of the deferred premium asset and the unearned premium reserve on
policies that are coinsured.

e Account for coinsurance prepaid beyond the paid-to-date of the policy as an admitted asset valued
at the gross reinsurance premium, on page 2 of the Annual Statement in a new line 14.4,
called "Modal Reinsurance Premium Asset.”

The Form A is written to be effective for new policies issued in 2010 and portions of policies that were
issued before 2010 and were coinsured under agreements that were first effective on or after January 1,
2010. This is because the proposed new rules and methods should be adopted with sufficient notice for
insurers to adapt to the change, and with grandfathering of existing business. Inforce business has been
priced, and profitability reported and distributed to shareholders and policyholders, using the current
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rules. In addition, the current rules are based on approximations developed during the pre-technology era
of several decades ago and are embedded in the reinsurance treaties and business practices of insurers.
The change will require significant computer programming to use database information from both the
insurance policy and the related reinsurance. Notice and grandfathering will provide an orderly process to
make the necessary systems changes and time for business planning to accommodate the change.
Accommodation to the requested actions for future business can be made by negotiating new reinsurance
agreements with different payment schedules and/or by adjusting capital structures to reflect new
requirements. Both of these efforts require substantial lead time and effort.

Authoritative Literature:

SSAP No. 61—Life, Deposit-Type and Accident and Health Reinsurance (SSAP No. 61) of the NAIC
Accounting Practices and Procedures Manual.

Activity to Date (issues previously addressed by Statutory Accounting Principles Working Group,
Emerging Accounting Issues Working Group, SEC, FASB, Other State Departments of Insurance
or other NAIC Groups):

2/10/2006 Sheldon Summers, California Department of Insurance, submitted a report to the Life
and Health Actuarial Task Force describing the issue, which was exposed for comment.

8/14/2006 Sheldon Summers, California Department of Insurance, submitted Form A Ref. #2006-
19 and Ref. #2006-20 to the Statutory Accounting Principles Working Group.

9/11/2006 Statutory Accounting Principles Working Group referred this item to the Life and Health
Actuarial Task Force.

12/8/2006 Life and Health Actuarial Task Force reported that it “cannot come to a consensus on
these issues” and “is unable to provide a specific recommendation” to SAPWG.

3/10/2007 Statutory Accounting Principles Working Group rejected the Form A submissions.

5/31/2008 American Council of Life Insurers submitted Form A 2008-15, which was exposed by
SAPWG

8/11/2008 Sheldon Summers, California Department of Insurance submitted Form A 2008-23

12/5/08 Statutory Accounting Working Group exposed Form A 2008-15

3/16/2009 After exposing staff proposed revisions, and holding a conference call on 2008-15, was

moved to the substantive disposed listing at the request of the ACLI. A new the form A
2009-10 was submitted.

Recommended Conclusion or Future Action on Issue:

That paragraphs 25, 36 and 37 of SSAP No. 61 be amended, and a new paragraph be added to SSAP 61,
as follows:
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SSAP No. 61 Life, Deposit-Type and Accident and Health Reinsurance

Reinsurance Premiums

25. For all reinsurance arrangements, the assuming entity must report premiums under the terms
of the reinsurance contract as income and establish any asset or liability consistent with the
methods and assumptions used to establish its policy reserves and guidance contained in
SSAP No. 51—Life Contracts, SSAP No. 54—Individual and Group Accident and Health
Contracts, and SSAP No. 59—Credit Life and Accident and Health Insurance Contracts. The
ceding entity shall reduce premium income by the amounts paid or payable to the reinsurers.

When usmq the mean reserve method of reserve calculatlon lhe—eeetmg—enttty—eha“—redeee

msuranee—petmleles—lcemsu;ed—the cedlnq entltv shaII reduce its deferred premium asset to

account for any deferred premiums that arise from its own modal premium payments to the
reinsurer. When the ceding entity has collected the premium but has not remitted the
proportionate share to the reinsurer, the ceding entity shall establish a liability for the amount
due the reinsurer. The assuming entity shall record an asset for premiums receivable from
the ceding entity.

Credits for Ceded Reinsurance

36. a. The credit taken by the ceding entity under the coinsurance arrangement is calculated
using the same methodology (mean, mid-terminal, exact) and assumptions_(mortality,
morbidity, interest rate) used in determining its policy and claim reserves. It is, of course,

only for the percentage of the risk that was reinsured. Under modified coinsurance, the
reserve cred|t is reduced by the modco deposﬂ retamed by the cedlng enhty—lt—the—enhty

b. For policies issued on or after January 1, 2010, and for any portions of policies that were
issued before January 1, 2010 and were coinsured under agreements first effective on or
after January 1, 2010, the coinsurance credit for each policy shall be limited to the proportion
of the policy face amount coinsured times the gross reserve before reinsurance. For
purposes of this limit, both the coinsurance credit and the gross reserve before reinsurance
shall be defined as either (i) for the mean reserve method, the mean reserve minus the
deferred premium asset, or (ii) for the mid-terminal method, the mid-terminal reserve plus
the unearned premium reserve. Any reduction in coinsurance credit due to the operation of
the limit may be recorded as a single entry for all policies (i) for the mean reserve method,
as_a reduction in Deferred Premium Assets, or (ii) for the mid-terminal method, as an
increase in the Unearned Premium Reserve.

c. For policies issued on or after January 1, 2010, and for any portions of policies that were
issued before January 1, 2010 and were coinsured under agreements first effective on or
after January 1, 2010, when under a coinsurance agreement the ceding entity remits
premiums to the reinsurer for coverage on a policy beyond the paid-to-date of the policy, the
ceding entity shall record a Modal Reinsurance Premium Asset for the portion of the gross
reinsurance premium that provides coverage for the period from the next policy premium
due date to the earlier of the end of the policy year and the next reinsurance premium due
date. The asset shall be admitted to the extent that it would be refunded to the ceding entity
upon the termination of the policy.
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NEW. If the entity reinsures on a yearly renewable term basis, it is itself buying insurance for the
portion of the ceded amount at risk. The ceding entity's reserve credit and assuming entity's
reserve for yearly renewable term reinsurance shall be computed as the one year mean
term reserve on the amount of insurance ceded. The credit may be computed on a mean or
mid-terminal basis or, if the result is not materially different, the credit may be computed on a
pro rata basis. The ceding entity must use the same mortality and interest bases which were
used for valuing the original policy before reinsurance, but use the actual payment mode of
the reinsurance premiums, even if different from the base policy. The amount of yearly
renewable term reinsurance that is required on a given policy generally decreases each year
as the entity's reserve increases. The net amount at risk may increase, however, on interest
sensitive products such as universal life. The amount at risk on accident and health yearly
renewal term reinsurance will remain level and the reinsurance premium will increase each
year.

Note—in the “NEW” paragraph above, the sentences that appear in black and are not underlined
are from current paragraphs 36 and 37. They are not underlined because they are not new
language.

37. The reserve credit taken by the ceding entity is reported as a reduction to the reserves and

not as an asset of the entity. Ih&eeémgen%&y%%sew&eméﬂ—and—assummgenﬂ%y—s—msewe

is—For all types of reinsurance, the ceding
entity also takes credit for other amounts due from the reinsurer such as unpaid claims and
claims incurred but not reported. If contemplated by the reinsurance contract, recognition of
related assets and liabilities must occur (policy loans, due and deferred premiums, etc.).

Recommending Party:

American Council of Life Insurers (ACLI)
Mike Monahan

Director, Accounting Policy
202-624-2324

mikemonahan@acli.com

Summary of Staff Recommendation

Many of the sponsor proposed recommendations are prospective in nature and seem consistent with
general compromises discussed during prior calls of the Working Group and industry on this topic. In
general, staff agrees with the largely prospective nature of the proposed changes. Staff notes that some of
the changes to paragraph 25 and proposed new paragraph 37 would potentially be retroactive and staff
recommends against changing terms or statutory accounting retroactively. Staff is still completing a
detailed analysis. Staff requests Working Group input on the preferred scoping of paragraph 36 b and c.
The wording related to the coinsurance limit in paragraph 36b may need further clarification.

To the extent the proposed new reinsurance modal premium asset would be recovered from the
policyholder or the reinsurer, the proposed modal reinsurance premium asset appears reasonable. Staff
suggests that consistent annual statement reporting should also be specified to ensure comparability and
proper RBC charge. It should be noted that if it is possible to have a modal reinsurance premium asset, it
is also possible to have a modal reinsurance premium liability. Staff suggests similar language be adopted
for a liability.

© 2009 National Association of Insurance Commissioners 4



Attachment E

Ref. #2009-10

Staff recommends that the Working Group move this item to the substantive active listing and defer
discussion until a joint call with the Life and Health Actuarial Task Force. Staff is working on scheduling
a joint call with the Life and Health Actuarial Task Force to discuss this form A and the examples
provided by the ACLI in June or July 2009.

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Meeting\ME - 09-10 ACLI Replacement 5-28-
09 no detail.doc
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Statutory Issue Paper No. 135

FIN 45: Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including
Indirect Guarantees of Indebtedness of Others, an interpretation of FASB Statements No.
5, 57, 107 and rescission of FASB Interpretation No. 35

Status:
Discussion Draft for Summer 2009 National Meeting (Tracked Changes highlight revisions
from the previously exposed version.)

SUMMARY OF ISSUE:

1. In November 2002, the Financial Accounting Standards Board (FASB) issued FASB
Interpretation No. 45: Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including
Indirect Guarantees of Indebtedness of Others, an interpretation of FASB Statements No. 5, 57, and 107
and rescission of FASB interpretation No. 34 (FIN 45) to elaborate on the disclosures required for
obligations issued under certain guarantees and to clarify that a guarantor is required to recognize, at the
inception of a guarantee, a liability for the fair value of the obligation undertaken in issuing the guarantee.
In November 2005, the FASB issued FASB Staff Position FIN 45-3, Application of FASB Interpretation
No. 45 to Minimum Revenue Guarantees Granted to a Business or its Owners (FSP FIN 45-3). This FSP
modified the scope of FIN 45 to expressly include guarantees granted to a business or owner guarantying
that the revenue of the business (or a specific portion of the business) for a specified period will be at
least a specified amount within the scope of FIN 45. For purposes of this Issue Paper, the Statutory
Accounting Principles Working Group will consider FIN 45, as modified by FSP FIN 45-3 for statutory

accounting.

2. Current statutory accounting guidance for guarantees is limited to the disclosure requirements in
paragraph 16 of SSAP No. 5—Liabilities, Contingencies and Impairments of Assets (SSAP No. 5). In
accordance with this existing guidance, guarantees shall be disclosed in the financial statements even
though the possibility of loss may be remote_and —disclosures are required regarding the indebtedness of
others. These disclosure requirements were The-disclosure shall-include-the natureand amount-of the
guarantee—This—diselosure—was—incorporated through the adoption of FASB Interpretation No. 34—
Disclosure of Indirect Guarantees on Indebtedness of Others, An Interpretation of FASB Statement No. 5
(FIN 34)_and FSP FAS 133-1 and FIN 45-4: Disclosures about Credit Derivatives and Certain
Guarantees, An Amendment of FASB Statement No. 133 and FASB Interpretation No. 45 and
Clarification of the Effective Date of FASB Statement No. 161 (FSP FAS 133-1 and FIN 45-4). With the
issuance of FIN 45, FASB superseded FIN 34.

3. The purpose of this issue paper is to update statutory accounting principles for guarantees. The
proposed result will be adoption, with modification, of guidance from FIN 45, -and the incorporation of |
substantive revisions to SSAP No. 5 and nonsubstantive revisions to SSAP No. 25—Accounting for and
Disclosures about Transactions with Affiliates and Other Related Parties (SSAP No. 25). In accordance
with the adoption, with modification, of FIN 45, guarantors will be required to recognize, at the inception |
of the guarantee, a liability for the obligations it has undertaken in issuing the guarantee, including its
obligation to stand ready to perform over the term of the guarantee in the event that the specified
triggering events or conditions occur. The adoption, with modification, of FIN 45 will also require the |
following disclosures by guarantors: (a) the nature of the guarantee, including the approximate term of the
guarantee, how the guarantee arose, and the events or circumstances that would require the guarantor to
perform under the guarantee; (b) the maximum potential amount of future payments under the guarantee;

(c) the carrying amount of the liability, if any, for the guarantor’s obligations under the guarantee; and (d)
IP 135-1
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the nature and extent of any recourse provisions or available collateral that would enable the guarantor to
recover the amounts paid under the guarantee.

SUMMARY CONCLUSION

4. This issue paper adopts, with modification, guidance within FIN 45, as modified by FSP FIN 45-
3.-indicating that at the inception of a guarantee, the guarantor shall recognize in its statement of financial
position a liability for that guarantee, which generally equals the fair value of the guarantee at its
inception. This issue paper also adopts the disclosures within the modified FIN 45 to ensure proper
information is provided within the financial statements regarding guarantees, even if the likelihood of
having to make payments under a guarantee is remote.

DISCUSSION

5. The FASB issued FIN 45 as a result of observing differing interpretations about the disclosures
required of guarantors under FASB Statement No. 5, Accounting for Contingencies (FAS 5) and about the
need for a guarantor to recognize an initial liability for its obligation under a guarantee. As some
constituents believed that FAS 5 prohibited a guarantor from initially recognizing a liability for a
guarantee issued unless it is probable that payments will be required under that guarantee, the issuance of
FIN 45 clarified the requirements of FAS 5 relating to the guarantor’s accounting for and disclosures of
certain guarantees issued.

6. FIN 45 clarified that a guarantor is required to disclose (a) the nature of the guarantee, including
the approximate term of the guarantee, how the guarantee arose, and the events or circumstances that
would require the guarantor to perform under the guarantee; (b) the maximum potential amount of future
payments under the guarantee; (c) the carrying amount of the liability, if any, for the guarantor’s
obligations under the guarantee; and (d) the nature and extent of any recourse provisions or available
collateral that would enable the guarantor to recover the amounts paid under the guarantee. For product
warranties, instead of disclosing the maximum potential amount of future payments under the guarantee, a
guarantor is required to disclose its accounting policy and methodology used in determining its liability
for product warranties as well as a tabular reconciliation of the changes in the guarantor’s product
warranty liability for the reporting period. In issuing FIN 45, the FASB noted that disclosures under the
prior practice generally included only the nature and amount of guarantees, but did not provide the same
level of useful information as required by FIN 45.

7. FIN 45 also clarified that a guarantor is required to recognize, at the inception of a guarantee, a
liability for the obligations it has undertaken in issuing the guarantee, including its ongoing obligation to
stand ready to perform over the term of the guarantee in the event that the specified triggering events or
conditions occur. The objective of the initial measurement of that liability is the fair value of the
guarantee at its inception. Before the issuance of FIN 45, the FASB believed that many entities may not
be recognizing a liability for a guarantee because the recognition requirements in FAS 5 (pertaining to
loss contingencies) have not been met at the inception of the guarantee and the premium for the guarantee
was not separately identified because it was embedded in purchase or sales agreements, service contracts,
joint venture agreements, or other commercial agreements.

8. In issuing FIN 45, and requiring recognition of a liability for the obligations undertaken upon
issuing a guarantee, the FASB believed that it resulted with a more representationally faithful depiction of
the guarantor’s assets and liabilities. When a guarantee is issued without a separately identified premium
in conjunction with another transaction, the gain or loss recognized on that other transaction would be

IP 1352
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misstated if the guarantor fails to recognize a liability for the guarantee. For example, if a seller-guarantor
issues to its customer’s bank a guarantee of the customer’s loan to facilitate the customer’s obtaining
funds to pay the seller for the assets being purchased, the failure to recognize a liability for the issuance of
the guarantee overstates the profit on the sale. In those circumstances, the recognition of the liability for
the guarantee results in a more representationally faithful depiction of the seller-guarantor’s liabilities and
results of operations. The initial recognition and initial measurement requirements within FIN 45 were
expected to affect primarily the accounting for multiple-element transactions that include issuance of a
guarantee by one party to the other. Additionally, the FASB concluded that the disclosures required by
FIN 45 improve the transparency of the financial statement information about the guarantor’s obligations
and liquidity risks related to guarantees issued.

9. The FASB concluded that the disclosures and initial recognition of guarantees required by FIN 45
complies with the FASB Concept Statement No. 1, Objectives of Financial Reporting by Business
Enterprises, as financial reporting should provide information to help users assess the amounts, timing,
and uncertainty of the guarantor’s prospective net cash flows. Furthermore, the FASB concluded that
recognition of a liability at the inception of a guarantee is consistent with the definition of a liability in
FASB Concepts Statement No. 6, Elements of Financial Statements.

10. In November 2005, the FASB issued FASB Staff Position FIN 45-3, Application of FASB
Interpretation No. 45 to Minimum Revenue Guarantees Granted to a Business or its Owners (FSP FIN
45-3). This FSP modified the scope of FIN 45 to expressly include guarantees granted to a business or
owner guarantying that the revenue of the business (or a specific portion of the business) for a specified
period will be at least a specified amount within the scope of FIN 45. In making this decision, the FASB
concluded that a minimum revenue guarantee granted to a business or its owners meets the characteristics
in paragraph 3(a) of FIN 45 because the guarantee’s underlying (business gross revenues) is related to an
asset or equity security of the guaranteed party. The FASB also clarified that the five examples included
within paragraph 3(a) do not constitute an all-inclusive listing of the contracts that would meet the scope
provisions of FIN 45.

10. In considering FIN 45, as modified for FIN 45-3, for statutory accounting purposes, the adoption
of the guidance in FIN 45 is consistent with the conservatism concept stated within the preamble: “In
order to provide a margin of protection for policyholders, the concept of conservatism should be followed
when developing estimates as well as establishing accounting principles for statutory reporting.” In
accordance with this concept, it is presumed that there must be a compelling reason to have statutory
accounting principles that are less conservative then GAAP. In reviewing this issue, staff was unable to
identify any such compelling reasons, however, until FIN 45 is adopted for statutory accounting, it will
result with less-conservative financial statements for statutory accounting.

11. It is anticipated that comments will be received indicating that the initial recognition of a liability
will not represent a “probable” occurrence, and thus will not meet the definition of a liability per SSAP
No. 5, paragraph 3. Similar to the FASB’s response to such comments, the probability of performance
under the guarantee will affect the measurement of the liability at inception, but the probability of
performance does not change the fact that a liability has been created upon the issuance of the guarantee
and should be reflected in the financial statements. The recognition of a liability for a guarantee is a valid
under SSAP No. 5 because it clarifies that the definition of a liability within SSAP No. 5 should not be
understood as prohibiting the recognition of a liability for the obligations undertaken in issuing a
guarantee, even if the likelihood of the event that would trigger performance under the guarantee is less
than remote.

IP 135-3
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RELEVANT STATUTORY ACCOUNTING AND GAAP GUIDANCE
Statutory Accounting

12. Statutory accounting guidance regarding guarantees is included within SSAP No. 5—Liabilities,
Contingencies and Impairments of Assets (SSAP No. 5). The guidance for guarantees is limited to
disclosures within paragraph 16. Theis current disclosure requirements, which requires disclosure of
guarantees even if the possibility of loss is remote_and disclosures on guarantees on the indebtedness of
others, wereas adopted from FASB Interpretation No. 34, Disclosure of Indirect Guarantees of
Indebtedness of Others, An Interpretation of FASB Statement No. 5_and FFSP FAS 133-1 and FIN 45-4:
Disclosures about Credit Derivatives and Certain Guarantees, An Amendment of FASB Statement No.
133 and FASB Interpretation No. 45 and Clarification of the Effective Date of FASB Statement No. 161 .+

16. Certain loss contingencies, the common characteristic of each being a guarantee, shall
be disclosed in financial statements even though the possibility of loss may be remote. Examples
include (a) guarantees of indebtedness of others, and (b) guarantees to repurchase receivables
(or, in some cases, to repurchase related properties) that have been sold or otherwise assigned.
The disclosure of those loss contingencies, and others that in substance have the same
characteristics, shall be applied to statutory financial statements. The disclosure shall include the
nature and amount of the guarantee. Consideration shall be given to disclosing, if estimable, the
value of any recovery that could be expected to result, such as from the guarantor's right to
proceed against an outside party.

a. For guarantees on indebtedness of others, disclosure shall include the nature of
the guarantee, including the approximate term of the guarantee, how the guarantee
arose, the events and circumstances that would require the guarantor to perform under
the guarantee, and the current status as of the reporting date of the
payment/performance risk of the guarantee. For example, the current status of the
payment/performance risk of a credit-risk related guarantee could be based on either
recently issued external credit ratings or current internal groupings used by the guarantor
to manage its risk. An entity that uses internal groupings shall disclose how those
groupings are determined and used for managing risk.

13. With the adoption of this issue paper, SSAP No. 5 will reflect the adoption, with modification, of
FIN 45, as modified by FSP FIN 45-3. -The statutory modifications require an with-medifieation-initial
liability recognition for guarantees issued as part of intercompany or related party transactions and revise
the GAAP guidance to reflect statutory accounting terms and restrictions. (For example, a_ GAAP#
exclusion for capital leases will not be prepesed—for—inelusienincorporated within SSAP No. 5 as the
concept of capital leases has previously been rejected for statutory accounting.) Although FIN 45 does not
require initial liability recognition for the following guarantees: 1) guarantee issued either between
parents and their subsidiaries or between corporations under common control; 2) parent’s guarantee of its
subsidiary debt to a third party, and 3) subsidiary’s guarantee of the debt owed to a third party by either
its parent or another subsidiary of that parent, this Issue Paper requires an initial liability recognition
under statutory accounting for such guarantees. For these instances, and other intercompany and related
party guarantees, this Issue Paper requires that an initial liability must be recognized for the guarantee
unless the guarantee is considered “unlimited”. (An example of an intercompany “unlimited” guarantee
would be a guarantee issued in response to a rating agency’s requirement to provide a commitment to
support.) In instances in which an “unlimited” guarantee exists, this Issue Paper would require disclosure,
pursuant to the disclosure requirements adopted from FIN 45. These disclosure requirements include the
maximum potential amount of future payments of the guarantee, and if the guarantor is unable to

determine the max1mum potential, the reasons WhV this amount cannot be determlned Ihifs—fsw%paper
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payment/performaneerisk-of theguarantee—The adoption of this Issue Paper will also revise the current
disclosure requirements, presented within SSAP No. 5, paragraph 16a. regarding guarantees on the
indebtedness of others. These disclosure requirements, adopted from FSP FAS 133-1 and FIN 45-4. will
be reorganized within SSAP No. 5 and presented in a manner consistent with the modifications

incorporated within FIN 45 pursuant to the adoption of this FASB Staff Postion.

14. Upon adoption of this lissue pPaper, the NAIC will release an updated Statement of Statutory
Accounting Principle (SSAP) No. 5 for comment. The SSAP will contain the adopted substantive changes
to SSAP No. 5, shown in this [issue pPaper. Users of the Accounting Practices and Procedures Manual
should note that issue papers are not represented in the Statutory Hierarchy (see Section IV of the
Preamble) and therefore the conclusions reached in this issue paper should not be applied until the

corresponding SSAP has been adopted-by-the-Plenary-efthe NAIC.

15. Guidance is currently included within paragraph 18e of SSAP No. 25—Accounting for and
Disclosures About Transactions with Affiliates and Other Related Parties (SSAP No. 25) that requires
related party disclosures for guarantees or undertakings that result in a material contingent exposure:

18. The financial statements shall include disclosures of all material related party
transactions. In some cases, aggregation of similar transactions may be appropriate. Sometimes,
the effect of the relationship between the parties may be so pervasive that disclosure of the
relationship alone will be sufficient. If necessary to the understanding of the relationship, the
name of the related party should be disclosed. Transactions shall not be purported to be arm's-
length transactions unless there is demonstrable evidence to support such statement. The
disclosures shall include:

e. Any guarantees or undertakings, written or otherwise, for the benefit of an
affiliate or related party which result in a material contingent exposure of the reporting
entity's or any related party's assets or liabilities;

16. This Issue Paper also proposes nonsubstantive revisions to the SSAP No. 25, paragraph 18e
guidance to require the FIN 45 disclosure requirements for related party guarantees. including those
issued between parents and their subsidiaries or between corporations under common control and
situations in which a parent guarantees its subsidiary’s debt to a third party or the subsidiary has
guaranteed debt owed to a third party by either its parent or another subsidiary of that parent. (These

tems-are-notsubjeetto-the-initial-iability-recognition)

17. The adoption of FIN 45 or FSP FIN 45-4 will not impact any of the existing statutory
interpretations of SSAP No. 5:

a. INT 01-31: Assets Pledged as Collateral (INT 01-31) — This interpretation addresses the
accounting issues on whether assets pledged as collateral under specific situations should
be considered admitted assets. The consensus reached for INT 01-31 is that the collateral
would continue to be recorded as an admitted asset until the reporting entity has
committed a contract default that has not been cured in accordance with the contract
provisions. To the extent that an uncured default remains without the secured party
utilizing the collateral to offset the obligation, the pledging insurer should only record an
admitted asset for the amount of collateral that it can redeem.
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b. INT 01-32: EITF 01-10: Accounting for the Impact of the Terrorist Attacks of September
11, 2001 (INT 01-32) — This interpretation incorporated specific disclosures for losses
and costs incurred as a result of the September 11, 2001 events. On June 2, 2007, these
disclosure requirements were deemed no longer useful by the Statutory Accounting
Principles Working Group.

c. INT 03-07: EITF 00-19: Accounting for Derivative Financial Instruments Indexed to,
and Potentially Settled in, A Company’s Own Stock (INT 03-07) — This interpretation
rejected the guidance in EITF 00-19 as not applicable to statutory accounting.

d. INT 04-05: Clarification of SSAP No. 5 Guidance on When a Judgment is Deemed
Rendered (INT 04-05) — The consensus reached under INT 04-05 incorporated guidance
within SSAP No. 5 that a judgment is considered “rendered” when a court enters a
verdict, notwithstanding the entity’s ability to file post trial motions and to appeal.

18. The Form A summary of this issue also identified INT 01-03: Assets Pledged as Collateral or
Restricted for the Benefit of a Related Party (INT 01-03) as a possible interpretation that may be affected
with FIN 45. The consensus under INT 01-03 indicates that if an asset of an insurance entity is pledged or
otherwise restricted by a related party, the assets are not under the exclusive control of the insurance
entity, and should not be recognized ion the balance sheet. As this interpretation specifically addresses the
treatment of the pledged asset, and not the recording or disclosure of a guarantee, it is anticipated that no
revisions will be necessary to this interpretation with the issuanee-of EFHN-45adoption of this Issue Paper.

Generally Accepted Accounting Principles

19. This issue paper adopts, with modifications, guidance included within FIN 45, as modified- by
FSP FIN 45-3.andESP-FIN-45-4:(Guidance from FSP FAS 133-1 and FIN 45-4 has previously been
adopted for statutory accounting. However, the current version of FIN 45, including the revisions from
FSP FAS 133-1 and FIN 45-4 are reflected below.)

FIN 45, as Modified by FSP FIN 45-3 and FSP FIN 45-4:

INTRODUCTION

1. The Board observed differences in interpretation about the disclosures required of
issuers of guarantees and about the need for an issuer of a guarantee to recognize an initial
liability for its obligations under the guarantee. This Interpretation clarifies the requirements for a
guarantor’s accounting for and disclosures of certain guarantees issued and outstanding. This
Interpretation also incorporates without reconsideration the guidance in FASB Interpretation No.
34, Disclosure of Indirect Guarantees of Indebtedness of Others, which is being superseded.

SCOPE

2. This Interpretation addresses the disclosures to be made by a guarantor in its interim and
annual financial statements about its obligations under guarantees. This Interpretation also
clarifies the requirements related to the recognition of a liability by a guarantor at the inception of
a guarantee for the obligations the guarantor has undertaken in issuing that guarantee. As
discussed in paragraph 12, this Interpretation does not specify the subsequent measurement of
the guarantor’s recognized liability for either the noncontingent aspect of the guarantee or the
contingent aspect of the guarantee. The accounting for the contingent aspect of the guarantee, if
it is not accounted for as a derivative under FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities, is covered by FASB Statement No. 5, Accounting for
Contingencies. The provisions in Statement 5 about disclosure of a loss that is reasonably
possible are not affected by this Interpretation.
IP 135-6
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3. Except as provided in paragraphs 6 and 7, the provisions of this Interpretation apply to
guarantee contracts that have any of the following characteristics:

a. Contracts that contingently require the guarantor to make payments (either in
cash, financial instruments, other assets, shares of its stock, 1 or provision of
services) to the guaranteed party based on changes in an underlying 2 that is
related to an asset, a liability, or an equity security of the guaranteed party. Thus,
for example, the provisions apply to the following:

(1 A financial standby letter of credit, which is an irrevocable undertaking
(typically by a financial institution) to guarantee payment of a specified
financial obligation

(2) A market value guarantee on either a financial asset (such as a security)
or a nonfinancial asset owned by the guaranteed party

(3) A guarantee of the market price of the common stock of the guaranteed
party
(4) A guarantee of the collection of the scheduled contractual cash flows

from individual financial assets held by a special-purpose entity (SPE)

(5) A guarantee granted to a business or its owner(s) that the revenue of the
business (or a specific portion of the business) for a specified period of
time will be at least a specified amount.

b. Contracts that contingently require the guarantor to make payments (either in
cash, financial instruments, other assets, shares of its stock, or provision of
services) to the guaranteed party based on another entity’s failure to perform
under an obligating agreement (performance guarantees). Thus, for example, the
provisions apply to a performance standby letter of credit, which is an irrevocable
undertaking by a guarantor to make payments in the event a specified third party
fails to perform under a nonfinancial contractual obligation.

C. Indemnification agreements (contracts) that contingently require the indemnifying
party (guarantor) to make payments to the indemnified party (guaranteed party)
based on changes in an underlying that is related to an asset, a liability, or an
equity security of the indemnified party, such as an adverse judgment in a lawsuit
or the imposition of additional taxes due to either a change in the tax law or an
adverse interpretation of the tax law.

d. Indirect guarantees of the indebtedness of others, as that phrase is used in
paragraphs 17 and 18 (and originally in Interpretation 34), even though the
payment to the guaranteed party may not be based on changes in an underlying
that is related to an asset, a liability, or an equity security of the guaranteed party.

4. Commercial letters of credit and other loan commitments, which are commonly thought of
as guarantees of funding, are not included in the scope of this Interpretation because those
arrangements do not meet any of the four characteristics identified in paragraph 3 above.
Similarly, the scope of this Interpretation does not encompass indemnifications or guarantees of
an entity’s own future performance (for example, a guarantee that the guarantor will not take a
certain future action). It does not include a noncontingent forward contract for which the net
settlement can flow from either party to the other party; however, a contingent forward contract
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may meet one of the characteristics in paragraph 3 and be included in the scope of this
Interpretation.

5. Some securitizations and other arrangements involve the subordination of the rights of

some investors (or creditors) to the rights of others, in which case, for example, the investors in
one (subordinated) class or tranche of an entity’s securities might not receive any cash flows until
the investors in another (priority) class or tranche are fully paid. Because that type of
subordination provides credit protection by the subordinated investors, those subordination
arrangements are commonly thought of as guarantees issued by the subordinated investors.
Such subordination arrangements do not meet the characteristic-based scope provisions in
paragraph 3 and, thus, are not included in the scope of this Interpretation.

Scope Exceptions from the Entire Interpretation

6. Notwithstanding the characteristic-based scope provisions in paragraph 3, this
Interpretation does not apply to the following guarantee contracts:

a. A guarantee or an indemnification that is excluded from the scope of Statement 5
under paragraph 7 of that Statement.

b. A lessee’s guarantee of the residual value of the leased property at the expiration
of the lease term, if the lessee (guarantor) accounts for the lease as a capital
lease under FASB Statement No. 13, Accounting for Leases.

C. A contract that meets the characteristics in paragraph 3(a) but is accounted for
as contingent rent under Statement 13.

d. A guarantee (or an indemnification) that is issued by either an insurance
company or a reinsurance company and accounted for under FASB Statement
No. 60, Accounting and Reporting by Insurance Enterprises, No. 97, Accounting
and Reporting by Insurance Enterprises for Certain Long-Duration Contracts and
for Realized Gains and Losses from the Sale of Investments, No. 113,
Accounting and Reporting for Reinsurance of Short-Duration and Long-Duration
Contracts, or No. 120, Accounting and Reporting by Mutual Life Insurance
Enterprises and by Insurance Enterprises for Certain Long-Duration Participating
Contracts (including guarantees embedded in either insurance contracts or
investment contracts).

e. A contract that meets the characteristics in paragraph 3(a) but provides for
payments that constitute a vendor rebate (by the guarantor) based on either the
sales revenues of, or the number of units sold by, the guaranteed party. (Vendor
rebates based on the volume of purchases by the buyer would not meet the
characteristics in paragraph 3(a) because the underlying relates to an asset of
the seller, not the buyer who receives the rebates.)

f. A guarantee (or an indemnification) whose existence prevents the guarantor from
being able to either account for a transaction as the sale of an asset that is
related to the guarantee’s underlying or recognize in earnings the profit from that
sale transaction.

g. A registration payment arrangement within the scope of FSP EITF 00-19-2,
“Accounting for Registration Payment Arrangements.”

h. A quarantee that is accounted for as a credit derivative instrument at fair value
under Statement 133, as described in paragraph 44DD of Statement 133.
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Scope Exceptions from Only the Initial Recognition and Initial Measurement Provisions

7. The following types of guarantees are not subject to the initial recognition and initial
measurement provisions of this Interpretation but are subject to its disclosure requirements:

a. A guarantee, other than a credit derivative as described in paragraph 44DD of
Statement 133, that is accounted for as a derivative instrument at fair value
under Statement 133.

b. A guarantee for which the underlying is related to the performance (regarding
function, not price) of nonfinancial assets that are owned by the guaranteed
party. Thus, the initial recognition and initial measurement provisions of this
Interpretation do not apply to product warranties issued by the guarantor,
regardless of whether the guarantor is required to make payment in services or
cash, including separately priced extended warranty or product maintenance
contracts that are addressed in FASB Technical Bulletin No. 90-1, Accounting for
Separately Priced Extended Warranty and Product Maintenance Contracts.

C. A guarantee issued in a business combination that represents contingent
consideration (as addressed in FASB Statement No. 141, Business
Combinations).

d. A guarantee for which the guarantor’s obligation would be reported as an equity
item (rather than a liability) under generally accepted accounting principles
(GAAP).

e. A guarantee by an original lessee that has become secondarily liable under a

new lease that relieved the original lessee from being the primary obligor (that is,
principal debtor) under the original lease, as discussed in paragraph 38 of
Statement 13, as amended by FASB Statement No. 145, Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13, and
Technical Corrections. This exception shall not be applied by analogy to
secondary obligations that are not accounted for under paragraph 38 of
Statement 13. (The disclosure requirements of this Interpretation do apply to the
original lessee that has become secondarily liable for the lease payments.)

f. A guarantee issued either between parents and their subsidiaries or between
corporations under common control.

g. A parent’s guarantee of its subsidiary’s debt to a third party (whether the parent
is a corporation or an individual).

h. A subsidiary’s guarantee of the debt owed to a third party by either its parent or
another subsidiary of that parent.

INTERPRETATION
Initial Recognition and Initial Measurement of the Liability for a Guarantor’s Obligations

8. The issuance of a guarantee obligates the guarantor (the issuer) in two respects: (a) the
guarantor undertakes an obligation to stand ready to perform over the term of the guarantee in
the event that the specified triggering events or conditions occur (the noncontingent aspect) and
(b) the guarantor undertakes a contingent obligation to make future payments if those triggering
events or conditions occur (the contingent aspect).
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9. Because the issuance of a guarantee imposes a noncontingent obligation to stand ready
to perform in the event that the specified triggering events or conditions occur, the provisions of
paragraphs 8-12 of Statement 5 regarding the guarantor’s contingent obligation under a
guarantee should not be interpreted as prohibiting the guarantor from initially recognizing a
liability for that guarantee even though it is not probable that payments will be required under that
guarantee. At the inception of a guarantee, the guarantor shall recognize in its statement of
financial position a liability for that guarantee. Except as indicated in paragraph 10, the objective
of the initial measurement of the liability is the fair value of the guarantee at its inception.

a. When a guarantee is issued in a standalone arm’s-length transaction with an
unrelated party, the liability recognized at the inception of the guarantee should
be the premium received or receivable by the guarantor as a practical expedient.

b. When a guarantee is issued as part of a transaction with multiple elements with
an unrelated party (such as in conjunction with selling an asset or entering into
an operating lease), the liability recognized at the inception of the guarantee
should be an estimate of the guarantee’s fair value. In that circumstance,
guarantors should consider what premium would be required by the guarantor to
issue the same guarantee in a standalone arm’s-length transaction with an
unrelated party as a practical expedient.

C. When a guarantee is issued as a contribution to an unrelated party, the liability
recognized at the inception of the guarantee should be measured at its fair value,
consistent with the requirement to measure the contribution made at fair value,
as prescribed in paragraph 18 of FASB Statement No. 116, Accounting for
Contributions Received and Contributions Made. For example, a community
foundation may have a loan guarantee program to assist not-for-profit
organizations in obtaining bank financing at a reasonable cost. Under that
program, the community foundation may issue a guarantee of a not-for-profit
organization’s bank debt. Upon the issuance of the guarantee, the community
foundation would recognize a liability for the fair value of that guarantee. The
issuance of that guarantee would not be considered merely a conditional promise
to give under paragraph 22 of Statement 116 because, upon the issuance of the
guarantee, the not-for-profit organization will have received the gift of the
community foundation’s credit support, which enables the not-for-profit
organization to obtain a lower interest rate on its borrowing.

10. In the event that, at the inception of the guarantee, the guarantor is required to recognize
a liability under Statement 5 for the related contingent loss, the liability to be initially recognized
for that guarantee shall be the greater of (a) the amount that satisfies the fair value objective as
discussed in paragraph 9 or (b) the contingent liability amount required to be recognized at
inception of the guarantee by paragraph 8 of Statement 5. For many guarantors, it would be
unusual for the contingent liability amount under (b) above to exceed the amount that satisfies the
fair value objective under (a) above at the inception of the guarantee.

11. This Interpretation does not prescribe a specific account for the guarantor’s offsetting
entry when it recognizes the liability at the inception of a guarantee. That offsetting entry depends
on the circumstances in which the guarantee was issued, as illustrated by the following

examples:
a. If the guarantee were issued in a standalone transaction for a premium, the
offsetting entry would be consideration received (such as cash or a receivable).
b. If the guarantee were issued in conjunction with the sale of assets, a product, or

a business, the overall proceeds (such as the cash received or receivable) would
be allocated between the consideration being remitted to the guarantor for
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issuing the guarantee and the proceeds from the sale. That allocation would
affect the calculation of the gain or loss on the sale transaction.

C. If the guarantee were issued in conjunction with the formation of a partially
owned business or a venture accounted for under the equity method, the
recognition of the liability for the guarantee would result in an increase to the
carrying amount of the investment.

d. If a residual value guarantee were provided by a lessee-guarantor when entering
into an operating lease, the offsetting entry (representing a payment in kind
made by the lessee when entering into the operating lease) would be reflected
as prepaid rent, which would be accounted for under paragraph 15 of Statement
13.

e. If a guarantee were issued to an unrelated party for no consideration on a
standalone basis (that is, not in conjunction with any other transaction or
ownership relationship), the offsetting entry would be to expense.

12. This Interpretation does not describe in detail how the guarantor’s liability for its
obligations under the guarantee would be measured subsequent to its initial recognition. The
liability that the guarantor initially recognized under paragraph 9 consistent with the fair value
objective discussed in that paragraph would typically be reduced (by a credit to earnings) as the
guarantor is released from risk under the guarantee. Depending on the nature of the guarantee,
the guarantor’s release from risk has typically been recognized over the term of the guarantee (a)
only upon either expiration or settlement of the guarantee, (b) by a systematic and rational
amortization method, or (c) as the fair value of the guarantee changes (as is done, for example,
for guarantees accounted for as derivatives). The discussion in this paragraph about how the
guarantor typically reduces the liability that it initially recognized does not encompass the
recognition and subsequent adjustment of the contingent liability recognized under Statement 5
related to the contingent loss for the guarantee.

Disclosures about a Guarantor’s Obligations under Guarantees

13. A guarantor shall disclose the following information about each guarantee, or each group
of similar guarantees, even if the likelihood of the guarantor’'s having to make any payments
under the guarantee is remote, except as provided in paragraph 14 with respect to the disclosure
specified in paragraph 13(b):

a. The nature of the guarantee, including the approximate term of the guarantee,
how the guarantee arose, and-the events or circumstances that would require the
guarantor to perform under the guarantee_and the current status (that is, as of
the date of the statement of financial position) of the payment/performance risk of
the guarantee. For example, the current status of the payment/performance risk
of a credit-risk-related guarantee could be based on either recently issued
external credit ratings or current internal groupings used by the guarantor to
manage its risk. An entity that uses internal groupings shall disclose how those
groupings are determined and used for managing risk.

b. The maximum potential amount of future payments (undiscounted) the guarantor
could be required to make under the guarantee. That maximum potential amount
of future payments shall not be reduced by the effect of any amounts that may
possibly be recovered under recourse or collateralization provisions in the
guarantee (which are addressed under (d) below). If the terms of the guarantee
provide for no limitation to the maximum potential future payments under the

IP 135-11
© 2009 National Association of Insurance Commissioners 11




Attachment F
IP No. 135 Issue Paper Ref# 2003-12

guarantee, that fact shall be disclosed. If the guarantor is unable to develop an
estimate of the maximum potential amount of future payments under its
guarantee, the guarantor shall disclose the reasons why it cannot estimate the
maximum potential amount. (Refer to the following paragraph for an exception to
the requirements of this subparagraph.)

C. The current carrying amount of the liability, if any, for the guarantor’s obligations
under the guarantee (including the amount, if any, recognized under paragraph 8
of Statement 5), regardless of whether the guarantee is freestanding or
embedded in another contract.

d. The nature of (1) any recourse provisions that would enable the guarantor to
recover from third parties any of the amounts paid under the guarantee and (2)
any assets held either as collateral or by third parties that, upon the occurrence
of any triggering event or condition under the guarantee, the guarantor can
obtain and liquidate to recover all or a portion of the amounts paid under the
guarantee. The guarantor shall indicate, if estimable, the approximate extent to
which the proceeds from liquidation of those assets would be expected to cover
the maximum potential amount of future payments under the guarantee.

14. For product warranties and other guarantee contracts that are excluded from the initial
recognition and initial measurement requirements of this Interpretation pursuant to
paragraph 7(b) (collectively referred to as product warranties), a guarantor is not required to
disclose the maximum potential amount of future payments specified in paragraph 13(b) above.
Instead, the guarantor is required to disclose for those product warranties the following
information:

a. The guarantor’s accounting policy and methodology used in determining its
liability for product warranties (including any liability [such as deferred revenue]
associated with extended warranties).

b. A tabular reconciliation of the changes in the guarantor's aggregate product
warranty liability for the reporting period. That reconciliation should present the
beginning balance of the aggregate product warranty liability, the aggregate
reductions in that liability for payments made (in cash or in kind) under the
warranty, the aggregate changes in the liability for accruals related to product
warranties issued during the reporting period, the aggregate changes in the
liability for accruals related to preexisting warranties (including adjustments
related to changes in estimates), and the ending balance of the aggregate
product warranty liability.

15. The disclosures required by this Interpretation do not eliminate or affect the requirement
in FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments, as amended
by FASB Statement No. 126, Exemption from Certain Required Disclosures about Financial
Instruments for Certain Nonpublic Entities, that certain entities disclose the fair value of their
financial guarantees issued.

16. Some guarantees are issued to benefit entities that meet the definition of a related party
in paragraph 24(f) of FASB Statement No. 57, Related Party Disclosures, such as joint ventures,
equity method investees, and certain entities for which the controlling financial interest cannot be
assessed by analyzing voting interests. In those cases, the disclosures required by this
Interpretation are incremental to the disclosures required by Statement 57.

Indirect Guarantees of Indebtedness of Others Encompassed by Paragraph 12 of Statement 5

IP 135-12
© 2009 National Association of Insurance Commissioners 12



Attachment F
Ref# 2003-12

Accounting and Disclosure Requirements for Guarantees IP No. 135

17. An indirect guarantee of the indebtedness of another arises under an agreement that
obligates one entity to transfer funds to a second entity upon the occurrence of specified events,
under conditions whereby (a) the funds become legally available to creditors of the second entity
and (b) those creditors may enforce the second entity’s claims against the first entity under the
agreement. Examples of indirect guarantees include agreements to advance funds if a second
entity’s net income, coverage of fixed charges, or working capital falls below a specified
minimum.

18. The term guarantees of indebtedness of others in paragraph 12 of Statement 5 includes
indirect guarantees of indebtedness of others as described in paragraph 17 of this Interpretation.

RESCISSION OF INTERPRETATION 34
19. Interpretation 34 is superseded by this Interpretation.
EFFECTIVE DATE AND TRANSITION

20. The initial recognition and initial measurement provisions in paragraphs 9 and 10 shall be
applied only on a prospective basis to guarantees issued or modified after December 31, 2002,
irrespective of the guarantor’s fiscal year-end. The guarantor's previous accounting for
guarantees issued prior to the date of this Interpretation’s initial application shall not be revised or
restated to reflect the effect of the recognition and measurement provisions of the Interpretation.

21. The disclosure requirements in paragraphs 13—16 are effective for financial statements of
interim or annual periods ending after December 15, 2002. The guidance on indirect guarantees
of the indebtedness of others in paragraph 18 continues to apply to financial statements for fiscal
years ending after June 15, 1981.

ESPEIN45-4-

20. FIN 45 supersedes FASB Interpretation No. 34, Disclosure of Indirect Guarantees of
Indebtedness of Others, An Interpretation of FASB Statement No. 5 (FIN 34). ThisInterpretationFIN 34 |
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had previously been adopted within SSAP No. 5 and resulted with disclosure requirements for guarantees,
even if the possibility of payment under the guarantee was remote. The guidance in FIN 45 has
incorporated more conservative accounting and disclosure requirements for guarantees than FIN 34,

21. The NAIC Statutory Accounting Principles Working Group has-previously considered FSP FAS
133-1 and FIN 45-4: Disclosures about Credit Derivatives and Certain Guarantees: An Amendment of
FASB Statement No. 133 and FASB Interpretation No. 45; and Clarification of the Effective Date of
FASB Statement No. 161 (FSP FAS 133-1 and FIN 45-4), and hasprevieusly-exposed-propesedadopted
revisions to SSAP No. 5 to incorporate the revised disclosures within paragraph 13a of FIN 45 as
modified by FSP FAS 133-1 and FIN 45-4. (The revisions to FIN 45 from FSP FAS 133-1 and FIN 45-4
are reflected within the FIN 45 guidance included in paragraph 19 of this Issue paper.)

RELEVANT LITERATURE:

Statutory Accounting
—  SSAP No. 5—Liabilities, Contingencies and Impairments of Assets

Generally Accepted Accounting Principles

—  FASB Statement No. 5, Accounting for Contingencies

—  FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan

FASB Statement of Financial Accounting Concepts No. 6, Elements of Financial Statements
FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss, An Interpretation of
FASB Statement No. 5

—  FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others, an interpretation of FASB Statements No. 5,
57, 107 and rescission of FASB Interpretation No. 35

—  FASB Interpretation No. 45-3, Application of FASB Interpretation No. 45 to Minimum Revenue
Guarantees Grated to a Business or Owner

—  FSP FAS 133-1 and FIN 45-4: Disclosures about Credit Derivatives and Certain Guarantees, an
Amendment of FASB Statement No. 133 and FASB Interpretation No. 45. and Clarification of the
Effective Date of FASB Statement No. 161.

—  Accounting Principles Board Opinions No. 12, Omnibus Opinion—1967, paragraphs 2 and 3

STATE REGULATIONS:

— No additional guidance obtained from state statutes or regulations.
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Appendix A: Proposed Substantive Revisions to SSAP No. 5 Adopting, with Modification, FIN 45
SCOPE OF STATEMENT

1. This statement defines and establishes statutory accounting principles for liabilities,
contingencies and impairments of assets.

SUMMARY CONCLUSION
Liabilities

2. A liability is defined as certain or probable1 future sacrifices of economic benefits arising
from present obligations of a particular entity to transfer assets or to provide services to other
entities in the future as a result of a past transaction(s) or event(s).

3. A liability has three essential characteristics: (a) it embodies a present duty or
responsibility to one or more other entities that entails settlement by probable1 future transfer or
use of assets at a specified or determinable date, on occurrence of a specified event, or on
demand, (b) the duty or responsibility obligates a particular entity, leaving it little or no discretion
to avoid the future sacrifice, and (c) the transaction or other event obligating the entity has
already happened. This includes, but is not limited to, liabilities arising from policyholder
obligations (e.g., policyholder benefits, reported claims and reserves for incurred but not reported
claims). Liabilities shall be recorded on a reporting entity's financial statements when incurred.

4. Estimates (e.g., loss reserves) are required in financial statements for many ongoing and
recurring activities of a reporting entity. The mere fact that an estimate is involved does not of
itself constitute a loss contingency. For example, estimates of losses utilizing appropriate
actuarial methodologies meet the definition of liabilities as outlined above and are not loss
contingencies.

Loss Contingencies or Impairments of Assets

5. For purposes of implementing the statutory accounting principles of loss contingency or
impairment of an asset described below, the following additional definitions shall apply:

a. Probable—The future event or events are likely to occur;

b. Reasonably Possible—The chance of the future event or events occurring is
more than remote but less than probable;

C. Remote—The chance of the future event or events occurring is slight.

6. A loss contingency or impairment of an asset is defined as an existing condition,
situation, or set of circumstances involving uncertainty as to possible loss to an enterprise that
will ultimately be resolved when one or more future event(s) occur or fail to occur (e.g., collection
of receivables).

7. An estimated loss from a loss contingency or the impairment of an asset shall be
recorded by a charge to operations if both of the following conditions are met:

a. Information available prior to issuance of the statutory financial statements
indicates that it is probable that an asset has been impaired or a liability has
been incurred at the date of the statutory financial statements. It is implicit in this
condition that it is probable that one or more future events will occur confirming
the fact of the loss or incurrence of a liability; and
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b. The amount of loss can be reasonably estimated.
8. This accounting shall be followed even though the application of other prescribed

statutory accounting principles or valuation criteria may not require, or does not address, the
recording of a particular liability or impairment of an asset (e.g., a known impairment of a bond
even though the VOS manual has not recognized the impairment).

9. Additionally, in instances where a judgment, assessment or fine has been rendered
against a reporting entity, there is a presumption that the criteria in paragraph 7 a. and 7 b. have
been met. The amount of the liability shall include the anticipated settlement amount, legal costs,
insurance recoveries and other related amounts and shall take into account factors such as the
nature of the litigation, progress of the case, opinions of legal counsel, and management's
intended response to the litigation, claim, or assessment.

10. When condition 7 a. above is met with respect to a particular loss contingency, and the
reasonable estimate of the loss is a range, which meets condition 7 b. above, an amount shall be
accrued for the loss. When an amount within management's estimate of the range of a loss
appears to be a better estimate than any other amount within the range, that amount shall be
accrued. When, in management's opinion, no amount within management's estimate of the range
is a better estimate than any other amount, however, the midpoint (mean) of management's
estimate in the range shall be accrued. For purposes of this paragraph, it is assumed that
management can quantify the high end of the range. If management determines that the high end
of the range cannot be quantified, then a range does not exist, and management's best estimate
shall be used.

11. The use of the midpoint in a range will be applicable only in the rare instance where there
is a continuous range of possible values, and no amount within that range is any more probable
than any other. This guidance is not applicable when there are several point estimates which
have been determined as equally possible values, but those point estimates do not constitute a
range. If there are several point estimates with equal probabilities, management should
determine their best estimate of the liability.

Gain Contingencies

12. A gain is defined as an increase in surplus which results from peripheral or incidental
transactions of a reporting entity and from all other transactions and other events and
circumstances affecting the reporting entity except those that result from revenues or investments
by owners. If, on or before the balance sheet date, (a) the transaction or event has been fully
completed, and (b) the amount of the gain is determinable, then the transaction or event is
considered a gain, and is recognized in the financial statements. The definition of a gain excludes
increases in surplus that result from activities that constitute a reporting entity's ongoing major or
central operations or activities. Because investment activities are central to an insurer's
operations, increases in surplus that result from such investment activities are excluded from the
definition of gains. Revenues are inflows or other enhancements of assets of a reporting entity or
settlements of its liabilities (or a combination of both) from providing products, rendering services,
or other activities that constitute the reporting entity's ongoing major or central operations.
Investments by owners include any type of capital infused into the surplus of the reporting entity.

13. A gain contingency is defined as an existing condition, situation, or set of circumstances
involving uncertainty as to possible gain (as defined in the preceding paragraph) to an enterprise
that will ultimately be resolved when one or more future events occur or fail to occur (e.g., a
plaintiff has filed suit for damages associated with an event occurring prior to the balance sheet,
but the outcome of the suit is not known as of the balance sheet date). Gain contingencies shall
not be recognized in a reporting entity's financial statements. However, if subsequent to the
balance sheet date but prior to the issuance of the financial statements, the gain contingency is
realized, the gain shall be disclosed in the notes to financial statements and the unissued
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financial statements should not be adjusted to record the gain. A gain is generally considered
realizable when noncash resources or rights are readily convertible to known amounts of cash or

claims to cash.

Guarantees (New Section After Paragraph 13, Subsequent Paragraphs are Renumbered)

14. A guarantee contract is a contract that contingently requires the guarantor to make
payments (either in cash, financial instruments, other assets, shares of its stock, or provision of
services) to the guaranteed party based on changes in the underlying that is related to an asset,
a liability, or an equity security of the guaranteed party. Commercial letters of credit and loan
commitments, by definition, are not considered guarantee contracts. Also excluded from the
definition are indemnifications or guarantees of an entity’s own performance, subordination
arrangements or _a noncontingent forward contract. This definition could include contingent
forward contracts if the characteristics of this paragraph are met.

15. The following guarantee contracts are not subject to the guidance in paragraphs 18-22
and paragraphs 25-26:

a. Guarantees already excluded from the scope of SSAP No. 5;

b. Guarantee contracts accounted for as contingent rent;

C. Insurance contract guarantees, including guarantees embedded in deposit-type
contracts;

d. Contracts that provide for payments that constitute a vender rebate by the

guarantor based on either the sales revenue or the number of units sold by the
quaranteed party;

e. A guarantee or _indemnification whose existence prevents the guarantor from
being able to either account for a transaction as the sale of an asset that is
related to the guarantee’s underlying or recognize in earnings the profit from that
sale transaction;

f. Registration payment arrangements; and (g) a guarantee that is accounted for as
a credit derivative instrument at fair value under SSAP No. 86.

16. The following types of guarantees are exempted from the initial liability recognition in
paragraphs 18-22, but are subject to the to the disclosure requirements in paragraphs 25-26:

a. Guarantee that is accounted for as a derivative instrument, other than credit
derivatives within SSAP No. 86;

b. Guarantee for which the underlying is related to the performance of nonfinancial
assets that are owned by the guaranteed party, including product warranties;

C. Guarantee issued in a business combination that represents contingent
consideration;

d. Guarantee in which the guarantor’s obligation would be reported as an equity
item;
e. Guarantee by an original lessee that has become secondarily liable under a new

lease that relieved the original lessee from being the primary obligator;
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17. This guidance does not exclude guarantees issued as intercompany transactions or
between related parties from the initial liability recognition requirement. However, intercompany
and related party guarantees that are considered “unlimited” (i.e., typically in response to a rating
agency’s requirement to provide a commitment to support) are excluded from the initial liability
recognition requirement. Such “unlimited” guarantees are subject to the disclosure requirements
in_paragraphs 25-26 of this Statement. Thus, unless the guarantee is considered “unlimited”,
guarantees issued between the following parties are subject to the initial recognition and
disclosure requirements:

a. Guarantee issued either between parents and their subsidiaries or between
corporations under common control;

b. A parent’s quarantee of its subsidiary’s debt to a third party; and

C. A subsidiary’s guarantee of the debt owed to a third party by either its parent or
another subsidiary of that parent.

18. At the inception of a guarantee, the quarantor shall recognize in its statement of financial
position a liability for that guarantee. Except as indicated in paragraph 20, the objective of the
initial measurement of the liability is the fair value of the guarantee at its inception.

19. The issuance of a guarantee obligates the guarantor (the issuer) in two respects: (a) the
guarantor undertakes an obligation to stand ready to perform over the term of the guarantee in
the event that the specified triggering events or conditions occur (the noncontingent aspect) and
(b) the guarantor undertakes a contingent obligation to make future payments if those triggering
events or conditions occur (the contingent aspect). Because the issuance of a guarantee
imposes a noncontingent obligation to stand ready to perform in the event that the specified
triggering event occurs, the provisions of paragraph 7 should not be interpreted as prohibiting the
quarantor from initially recognizing a liability for that guarantee even though it is not probable that
payments will be required under that guarantee.

20. In the event that, at the inception of the guarantee, the guarantor is required to recognize
a liability under paragraph 7 for the related contingent loss, the liability to be initially recognized
for that guarantee shall be the greater of (a) the amount the satisfies the fair value objective as
discussed in paragraph 18 or (b) the contingent liability amount required to be recognized at
inception of the guarantee by paragraph 7. For many guarantors, it would be unusual for the
contingent liability under paragraph 7 to exceed the amount that satisfies the fair value objective
at the inception of the guarantee.

21. The offsetting entry pursuant to the liability recognition at the inception of the guarantee
depends on the circumstances in which the quarantee was issued. Examples include:

a. If the guarantee was issued in a standalone transaction for a premium, the
offsetting entry would the consideration received.

b. If the quarantee was issued in conjunction with the sale of assets, a product, or a
business, the overall proceeds would be allocated between the consideration
being remitted to the guarantor for issuing the guarantee and the proceeds from
that sale. That allocation would affect the calculation of the gain or loss on the
sale transaction.

C. If the guarantee were issued in conjunction with the formation of a partially
owned business or a venture accounted for under the equity method, the
recognition of the liability for the guarantee would result in an increase to the
carrying amount of the investment.
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d. If a residual value guarantee were provided by a lessee-guarantor when entering

into_an operating lease, the offsetting entry would be reflected as prepaid rent,
which would nonadmitted under SSAP No. 29.

e. If a quarantee were issued to an unrelated party for no consideration on a
standalone basis, the offsetting entry would be to expense.

22. The liability that the guarantor initially recognized in accordance with paragraph 18 would
typically be reduced (as a credit to income) as the guarantor is released from risk under the
guarantee. Depending on the nature of the guarantee, the guarantor’'s release from risk has
typically been recognized over the term of the gquarantee (a) only upon either expiration or
settlement of the gquarantee, (b) by a systematic and rational amortization method, or (c) as the
fair value of the guarantee changes (for example, guarantees accounted for as derivatives). The
reduction of liability does not encompass the recognition and subsequent adjustment of the
contingent liability recognized under paragraph 7 related to the contingent loss for the quarantee.

Disclosures

4423. If aloss contingency or impairment of an asset is not recorded because only one of the
conditions 7 a. or 7 b. is met, or if exposure to a loss exists in excess of the amount accrued
pursuant to the provisions described above, disclosure of the loss contingency or impairment of
the asset shall be made in the financial statements when there is at least a reasonable possibility
that a loss or an additional loss may have been incurred. The disclosure shall indicate the nature
of the contingency and shall give an estimate of the possible loss or range of loss or state that
such an estimate cannot be made.

4524. Disclosure is not required of a loss contingency involving an unasserted claim or
assessment when there has been no manifestation by a potential claimant of an awareness of a
possible claim or assessment unless it is considered probable that a claim will be asserted and
there is a reasonable possibility that the outcome will be unfavorable.

46825. A guarantor shall disclose the following information about each guarantee, or each group
or_similar _guarantees (except product warranties addressed in paragraph 26), even if the
likelihood of the guarantor’s having to make any payments under the guarantee is remote:

a. The nature of the guarantee, including the approximate term of the guarantee,
how the guarantee arose, and the events and circumstances that would require
the guarantor to perform under the guarantee and the current status (that is, as
of the date of the statement of financial position) of the payment/performance risk
of the guarantee. For example, the current status of the payment/performance
risk of a credit-risk-related guarantee could be based on either recently issued
external credit ratings or current internal groupings used by the guarantor to
manage its risk. An entity that uses internal groupings shall disclose how those
groupings are determined and used for managing risk.

b. The potential amount of future payments (undiscounted) the guarantor could be
required to make under the guarantee. That maximum potential amount of future
payments shall not be reduced by the effect of any amounts that may possibly be
recovered under recourse or collateralization provisions in the guarantee (which
are addressed under (d) below). If the terms of the guarantee provide for no
limitation to the maximum potential future payments under the guarantee, that
fact shall be disclosed. If the guarantor is unable to develop an estimate of the
maximum _potential amount of future payments under its guarantee, the
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quarantor shall disclose the reasons why it cannot estimate the maximum
potential amount.

The current carrying amount of the liability, if any, for the guarantor’s obligations

under the quarantee (including the amount, if any, recognized under paragraph
7), reqardless of whether the guarantee is freestanding or embedded in another
contract.

The nature of (1) any recourse provisions that would enable the guarantor to

recover from third parties any of the amounts paid under the guarantee and (2)
any assets held either as collateral or by third parties that, upon the occurrence
of any triggering event or condition under the guarantee, the guarantor can
obtain and liquidate to recover all or a portion of the amounts paid under the
quarantee. The gquarantor shall indicate, if estimable, the approximate extent to
which the proceeds from liguidation of those assets would be expected to cover
the maximum potential amount of future payments under the guarantee

4726. As product warranties are excluded from the initial recognition and initial measurement

requirements for quarantees, a guarantor is not required to disclose the maximum potential

amount of future payments. Instead the guarantor is required to disclose for product warranties

the following information:

a.

The guarantor’s accounting policy and methodology used in determining its

liability for product warranties (Including any liability associated with extended

warranties).

A tabular reconciliation of the changes in the guarantor’s aggregate product

warranty liability for the reporting period. That reconciliation should present the
beginning balance of the aggregate product warranty liability, the aggregate
reductions in that liability for payments made (in _cash or in kind) under the
warranty, the aggregate changes in the liability for accruals related to product
warranties issued during the reporting period, the aggregate changes in the
liability for accruals related to preexisting warranties (including adjustments
related to changes in estimates), and the ending balance of the aggregate
product warranty liability.

IP 135-20
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Accounting and Disclosure Requirements for Guarantees IP No. 135

4£.27. _The financial statements shall contain adequate disclosure about the nature of any gain
contingency. However, care should be exercised to avoid misleading implications as to the
likelihood of realization.

4828. Refer to the preamble for further discussion regarding disclosure requirements.
Relevant Literature

4929. This statement adopts FASB Statement No. 5, Accounting for Contingencies (FAS 5),
FASB Statement 114, Accounting by Creditors for Impairment of a Loan only as it amends in part
FAS 5 and paragraphs 35 and 36 of FASB Statement of Financial Accounting Concepts No. 6,
Elements of Financial Statements. FASB Interpretation No. 14, Reasonable Estimation of the
Amount of a Loss, An Interpretation of FASB Statement No. 5 (FIN No. 14) is adopted with the
modification to accrue the loss amount as the midpoint of the range rather than the minimum as
discussed in paragraph 3 of FIN No. 14.

30. This statement alse-adopts, with modification, FASB Interpretation No. 45: Guarantor’s
Accounting _and_Disclosure Requirements for Guarantees, Including Indirect Guarantees of
Indebtedness of Others, an interpretation of FASB Statements No. 5, 57, and 107 and rescission
of FASB Interpretation No. 34 (FIN 45), FASB Interpretation No. 45-3, Application of FASB
Interpretation No. 45 to Minimum Revenue Guarantees Grated to a Business or Owner (FSP _FIN
45-3), and FASB Staff Position FAS 133-1 and FIN 45-4, Disclosures about Credit Derivatives
and Certain Guarantees, An Amendment of FASB Statement No. 133 and FASB Interpretation
No. 45 (FSP FAS 133-1 and FIN 45-4). Statutory Modifications to FIN 45 require an initial liability
recognition for guarantees issued as part of intercompany or related party transactions and to
reflect statutory accounting terms and restrictions. Under this statement, intercompany and
related party quarantees (including guarantees between parents and subsidiaries) should have
an _initial liability recognition unless the guarantee is considered “unlimited.” (An example of an
intercompany “unlimited” guarantee would be a guarantee issued in response to a rating
agency’s requirement to provide a commitment to support,) In instances in which an “unlimited”
quarantee exists, this statement requires disclosure, pursuant to the disclosure requirements
adopted from FIN 45. The adoption of FIN 45 superseded the previously adopted guidance in
FASB Interpretation No. 34, Disclosure of Indirect Guarantees of Indebtedness of Others, An

interpretation of FASB Statement No. 5.—, FASB-InterpretationNo—34,Disclosure—ofIndirest

statement also adopts Accountlng Pr|n0|ples Board Op|n|on No. 12, Omnibus Op|n|on—1967
paragraphs 2 and 3 with the modification that AVR, IMR and Schedule F Penalty shall be shown
gross. Appropriation of retained earnings discussed in paragraph 15 of FAS 5 is addressed in

SSAP No 72—Surplus and QuaS| reorganlzatlons Ims—sta!eemem—adepts—ES&EAS—w%-Land

Effective Date and Transition

20-31. This statement is effective for years beginning January 1, 2001. A change resulting from
the adoption of this statement shall be accounted for as a change in accounting principle in
accordance with SSAP No. 3—Accounting Changes and Corrections of Errors.

24-32. Application of guidance for guarantees included within paragraphs 14-22 shall be applied
on a prospective basis to quarantees issued or modified after December 31, 2008. The

IP 135-21
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quarantor’s previous accounting for quarantees issued prior to this effective date shall not be
revised or restated to reflect the effect of the recognition and measurement provisions. The
disclosure requirements in paragraphs 25-26 are effective for financial statements or interim or
annual periods ending after December 31, 2008.

Authoritative Literature

Generally Accepted Accounting Principles

»  FASB Statement No. 5, Accounting for Contingencies

= FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan

" FASB Statement of Financial Accounting Concepts No. 6, Elements of Financial
Statements

v FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss, An
Interpretatzon of FASB Statement No. 5

»  FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, an interpretation
of FASB Statements No. 5, 57, 107 and rescission of FASB Interpretation No. 35

= FASB Interpretation No. 45-3, Application of FASB Interpretation No. 45 to Minimum
Revenue Guarantees Grated to a Business or Owner

m  FSP FAS 133-1 and FIN 45-4: Disclosures about Credit Derivatives and Certain
Guarantees, an Amendment of FASB Statement No. 133 and FASB Interpretation No. 45.
and Clarification of the Effective Date of FASB Statement No. 161.

= FSP FAS 133-1 and FIN 45-4: Disclosures about Credit Derivatives and Certain
Guarantees, An Amendment of FASB Statement No. 133 and FASB Interpretation No. 45
and Clarification of the Effective Date of FASB Statement No. 161.

»  Accounting Principles Board Opinions No. 12, Omnibus Opinion—1967, paragraphs 2
and 3

Appendix B: Proposed Nonsubstantive Revisions to paragraph 18e of SSAP No. 25

18. The financial statements shall include disclosures of all material related party
transactions. In some cases, aggregation of similar transactions may be appropriate. Sometimes,
the effect of the relationship between the parties may be so pervasive that disclosure of the
relationship alone will be sufficient. If necessary to the understanding of the relationship, the
name of the related party should be disclosed. Transactions shall not be purported to be arm's-
length transactions unless there is demonstrable evidence to support such statement. The
disclosures shall include:

e. Any guarantees or undertakings, written or otherwise, shall be disclosed in

accordance W|th the requwements in paraqraph 26 of SSAP No 5. feptheubenef-lt
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Transfer of Property and Casualty Reinsurance Agreements in Run-off

STATUS:
Exposure Draft: June XX, 2009

Type of Issue:
Common Area

SUMMARY OF ISSUE

1. Current statutory guidance relating to property and casualty reinsurance agreements is found in
Statement of Statutory Accounting Principle No. 62—Property and Casualty Reinsurance (SSAP No. 62).
SSAP No. 62 currently requires that property and casualty reinsurance agreements which transfer
insurance risk, but cover liabilities which occurred prior to the effective date of the agreement receive
retroactive accounting treatment unless specified exceptions are met.

2. SSAP No. 62 currently allows four specified exceptions to retroactive reinsurance accounting
including: structured settlements; novations; termination of, or reduction in participation in, reinsurance
treaties entered into in the ordinary course of business; or intercompany reinsurance agreements, provided
there is no gain in surplus as a result of the transaction.

3. The purpose of this issue paper is to amend SSAP No. 62 to expand the exceptions to retroactive
accounting treatment to include property and casualty reinsurance run-off agreements which meet
specified criteria. Reinsurance agreements and retrocession agreements which meet insurance risk transfer
requirements and meet the specified criteria will receive prospective accounting treatment.

SUMMARY CONCLUSION
4. This issue paper shall amend SSAP No. 62 to insert the following subparagraph e into paragraph
31:

31. The accounting principles for retroactive reinsurance agreements in paragraph 29 shall

not apply to the following types of agreements (which shall be accounted for as prospective
reinsurance agreements):

a. Structured settlement annuities for individual claims purchased to implement
settlements of policy obligations;

b. Novations, (i.e., (i) transactions in which the original direct insurer's obligations
are completely extinguished, resulting in no further exposure to loss arising on
the business novated or (ii) transactions in which the original assuming entity's
obligations are completely extinguished) resulting in no further exposure to loss
arising on the business novated, provided that (1) the parties to the transaction are
not affiliates (or if affiliates, that the transaction has the prior approval of the
domiciliary regulators of the parties) and (2) the accounting for the original
reinsurance agreement will not be altered from retroactive to prospective;

c. The termination of, or reduction in participation in, reinsurance treaties entered
into in the ordinary course of business; or
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d. Intercompany reinsurance agreements and any amendments thereto, among

companies 100% owned by a common parent or ultimate controlling person
provided there is no gain in surplus as a result of the transaction; or

€. Reinsurance and or retrocession agreements that meet the criteria of property and
casualty run-off agreements described in paragraphs 68-70.

5. This issue paper shall amend SSAP No. 62 to insert and renumber the remaining paragraphs of
the statement:

Accounting for the Transfer of Property and Casualty Run-off Agreements

68. Property and casualty run-off agreements are reinsurance or retrocession agreements that
are intended to transfer essentially all of the risks and benefits of a specific line of business or
market segment that is no longer actively marketed by the transferring insurer or reinsurer. A
property and casualty run-off agreement is not a novation as the transferring insurer or reinsurer
remains primarily liable to the ceding entity under the original contracts of insurance or
reinsurance. Reinsurance agreements between affiliates or between insurers under common
control (as those terms are defined in Appendix A-440) are not eligible for the exception for
property and casualty run-off agreements in paragraph 31. e of SSAP No. 62.

Criteria

69. Property and casualty run-off agreements must be approved by the domiciliary regulators
of the transferring entity (either the original direct insurer in the case of a reinsurance agreement
or the original assuming reinsurer in the case of a retrocession agreement) and the assuming
entity. If the transferring entity and assuming entity are domiciled in the same state, then the
regulator of the state where the majority of the transferred liabilities is located should be asked to
approve the agreement. In determining whether to approve an agreement, the regulators shall
require the following:

a. Assuming Entity Properly Licensed — The entity assuming the run-off agreement
must have the appropriate authority or license to write the business being
assumed.

b. Limits and Coverages — the reinsurance or retrocession agreement should provide

the same limits and coverages that were afforded in the original insurance or
reinsurance agreement.

C. Non-Recourse — The reinsurance or retrocession agreement should not contain
any adjustable features or profit share or retrospective rating, and there should be
no recourse (other than normal representations and warranties that would be
associated with a purchase and sale agreement) directly or indirectly against the
transferring entity.

d. Risk Transfer — the reinsurance or retrocession agreement must meet the
requirements of risk transfer as described in this statement.

e. Financial Strength of Reinsurer— the assuming reinsurer should have a financial
strength rating from at least two independent rating agencies (from NAIC
acceptable rating agencies) which is equal to or greater than the current ratings of
the transferring entity. The lowest financial strength rating received from an
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NAIC acceptable rating organization rating agency will be used to compare the
financial strength ratings of the transferring and assuming entities.

Assessments — the assuming reinsurer or retrocessionaire (if required in the
original reinsurance contract) should be financially responsible for any and all
assessments, including guaranty fund assessments, that are assessed against the
transferring entity related to the insurance business being assumed.

Applicable Only to “Run-off” Business — the reinsurance or retrocession
agreement should only cover liabilities relating to a line(s) of business or specific
market segments no longer actively marketed by the transferring entity.

Non-Cancelable Reinsurance — the reinsurance or retrocession agreement should
provide that the reinsurance or retrocessional coverage provided by the proposed
agreement cannot be cancelable by either party for any reason. (However, this
provision will not override standard contracts law and principles and will not
prevent any remedies, including rescission or termination that might be available
for breach, misrepresentation, etc.)

Statutory Schedules and Exhibits

70. The assuming entity will report the business in the same line of business as reported by
the original insurer or reinsurer. The assuming entity will report the business at the same level of
detail using the appropriate statutory schedules and exhibits.

Disclosures

6. This issue paper amends the disclosures section of SSAP No. 62 to add new paragraph 86
requiring additional disclosures and renumbering subsequent paragraphs:

85. Disclosures for the Transfer of Property and Casualty Run-off Agreements

a.

Disclose if the reporting entity has entered into any agreements which have been
approved by their domiciliary regulator and have qualified pursuant to SSAP No.
62, paragraph 31.e., Accounting for the Transfer of Property and Casualty Run-
off Agreements.

If affirmative, provide a description of the agreement and the amount of
consideration paid and liabilities transferred.

Effective Date and Transition

7. After adoption of this issue paper, the NAIC will release an amended Statement of Statutory
Accounting Principle (SSAP) for comment. The initial draft of the amended SSAP will contain the
adopted Summary Conclusion of this issue paper. Users of the Accounting Practices and Procedures
Manual should note that issue papers are not represented in the Statutory Hierarchy (see Section IV of the
Preamble) and therefore the conclusions reached in this issue paper should not be applied until the
corresponding SSAP has been adopted by the Plenary of the NAIC. It is expected that the SSAP will be
effective for reporting periods beginning on or after January 1, 2010.
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DISCUSSION

8. This issue paper will expand the exceptions to retroactive reinsurance to more easily allow
property and casualty reinsurers to transfer existing blocks of business that the company is no longer
actively writing and marketing. Although paragraph 28 of SSAP No. 62 notes that reinsurance of existing
liabilities is subject to abuse, the Statutory Accounting Principles Working Group determined that the
requirements in this statement were sufficient to mitigate the concerns which would otherwise require
retroactive accounting treatment.

9. It is contemplated that insurers and reinsurers would primarily use this option to exit unprofitable
lines or products or as a way to cede off business the company is no longer writing. As it is possible that
circumstances that might have made the product unattractive can change, this guidance is not intended to
permanently prevent a company from reentering a line that was previously ceded in run-off. If questioned,
the reporting entity should be able to explain to the satisfaction of the affected states the change in
circumstances regarding why a product that was previously considered a run-off product is now actively
marketed. A partial list of examples of reasonable explanations might include a material change in policy
form, legal reforms in the geographic area, material changes in underwriting standards and or pricing etc.

10. Reinsurance between affiliates can result in abuse that retroactive reinsurance accounting is
designed to prevent. The paragraph 31.e. exception for property and casualty run-off agreements is not
intended to be applied to agreements between affiliated reinsurers or reinsurers under common control.
There is a currently existing exception to retroactive reinsurance accounting for intercompany reinsurance
agreements and any amendments thereto, among companies 100% owned by a common parent or
ultimate controlling person provided there is no gain in surplus as a result of the transaction in paragraph
31.d. This issue paper does not affect or modify that guidance.

11. Retroactive reinsurance agreements between affiliates that result in surplus gain to the ceding
entity, receive an accounting penalty under SSAP No. 62, paragraph 32. This issue paper does not affect
or modify that guidance.

RELEVANT STATUTORY ACCOUNTING AND GAAP GUIDANCE

Statutory Accounting

12. As noted above existing property and casualty reinsurance accounting guidance is in SSAP No.
62. Tracked changes to SSAP No. 62 proposed by this statement are shown in appendix A. The
exceptions to retroactive reinsurance accounting are a statutory accounting concept.

RELEVANT LITERATURE

Statutory Accounting
- SSAP No. 62—Property and Casualty Reinsurance
- Issue Paper No. 75—Property and Casualty Reinsurance

Generally Accepted Accounting Principles
FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and Long-
Duration Contracts (FAS 113) with modification and FASB Emerging Issues Task Force No. 93-6,
Accounting for Multiple-Year Retrospectively Rated Contracts by Ceding and Assuming Enterprises
is adopted with modification in SSAP No. 62 and discussed in Issue Paper No. 75. This issue paper
does not change the previous review of GAAP statements.

State Regulations
- No additional guidance obtained from state statutes or regulations.
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EXHIBIT A: Illustration of Marked Changes to Amended SSAP No. 62 R

The following depicts the amendments this issue paper as “marked changes”: (new text underlined):

| STATEMENT OF STATUTORY ACCOUNTING PRINCIPLES NO. 62 R
PROPERTY AND CASUALTY REINSURANCE

Status

Type of Issue: Common Area
Issued: Finalized March 13, 2000

| Effective Date: January 1, 2001, Substantive revisions in paragraphs 3le, 68-70 and 85 are

effective January 1, 2010

Affects: No other pronouncements

| Affected by: Paragraph 35 superseded by SSAP No. 75, Substantively revised in TBD 2009

(Detail of revisions are included within Issue Paper No. 137)

Interpreted by: INT 01-33, INT 02-01, INT 02-06, INT 02-09, INT 02-22, INT 03-02
STATUTORY ISSUE PAPER NO. 137 1
TRANSFER OF PROPERTY AND CASUALTY REINSURANCE AGREEMENTS IN RUN-OFF................. 1
ST AT U S ettt ettt ettt ettt e s et b e s e st b e s e e st b e st e st ben s es s en s e st hea bRtk e Rt b e st e st b et e Rt R et e st ebe b e st bebeneesesens 1
Generally Accepted ACCOUNTING PrINCIPIES .....ccuiiiiiiiiieieiie ettt ettt ste et e e aeeseesseesseesseesseesseessensaens 4
STALE REGUIALIONS ....evviieiiiiieciieie ettt ettt et e st estteste e bt esteeseeeseesseessaesseessaessessaesseenseessesssessaesseesseasseessasssenseesseensenneas 4
STATUS 1
SCOPE OF STATEMENT 4
SUMMARY CONCLUSION 4
GOINETAL ...ttt ettt ettt e ettt e stv e e et e e bt eeeabe e tbeeaase e sseasseeass e e sseessseansseeasaeansse e sseenseeeataeenneeentaeenseeensaeenteeensaeanseeans 4
Characteristics Of ReINSUIANCe AGIEEIMENLS ........cc.ieiuiriiiiiieitieriierie et eteetce et e e ete e teetee st este e et eaeeneesseesseeseeneeanseeneenneens 5
Required Terms for REINSUIANCE AGIEEIMENLS. ... .c..eeuieuieieieteite ettt etieseeeetestesteate et eseeseessesenseesesseeseeseenseeeseaseeseanes 5
Reinsurance Agreements With MUltiple CEANES. ........c.eiiiiiiiiiiieieii ettt sttt et ae e e enes 6
Reinsurance Contracts Must Include Transfer 0f RISK .........ccocieviiiiiiiiiiiciciceiecteceece ettt 6
ACCOUNLING fOT REINSUIANCE .....eviivieiieiieeieeiestiete ettt et e st ettt e etteeteeste e beesseessesssessaesseesseessesssesssesseenseenseassenssenseens 8
Accounting for Prospective ReINSUIrance AGIECMENLS ..........c.cccverrieriieriieierienreesteeieeteseesseesseesseessesssesseesseessesssesssesseens 9
Accounting for Retroactive ReINSUrance AGIEEMENLS. ........c..cvueeierieerrierieeireeeeseesteesseessessesseesseesseesesssesssesseessesssesses 10
DIEPOSIE ACCOUNTINE ... .eeuveeniieiieeeeeeiiestiestt et eeteettestaesseeseesseeseesseesseesseenseesseassesssenseesseenseansesssesseenseenseensennsenssenseessennsennses 12
ASSUMEA REINSUTANCE ......eevieniieiieieeie ettt ettt et e et e e eteesteeeeesseesseesseanseesseesseesaensaenseesse st aenseenseensesnsesneenseansennes 13
€A REINSUIANCE ......eetieniieie e eieeieestt et eteetestee st e st ebeeseeeseesstesseenseanseasseasaessaesseenseansesneesseenseenseenseansensaenseensennsennsas 14
Adjustable Features/RetroSpective RAING........cceoiuiiiiiiiiieieeeeee ettt eeeee e e 15
COIMIMISSIONS ..euvveeuttrentreesteeestteetteesteeesseessseessseessseessseesseasseessseessseessseensseesssaasssesssaansseesssaensseansaeensssensseenssessseasseenses 16
Provision fOr REINSUIAINCE .........ccuiiiiiiiiiiiiciiieieeiee et etee et e et e e tee e bt e sbeessbeesabeesaseesssaessseessseanseaessseesseeensaeesseeesseenseas 16
DIASPULEA TEIMS .....eeiiieeiiieeiie ettt ettt ettt stt e et e e s tte e teeetee e teeeaeeestaeanseesaseeesseesasaeasseeansseenseaensseenseeansseenseesnssaensnas 16
UNCOIIECHIDIE REINSUIANCE .....c.vviviiiieiieiietieetee ettt ettt ettt e s te e teebeesaesteesteesseesbeesseesseessesseesseessasssesssesseesseenseessesseenns 16
COTMIMULEALIONS +.vvveeuviretreetteeite ettt estteesteeessaeeseeessseesseessseesseessseensseesssaesseessseensseesssaensseessseensessnsseensessnsssenseesssssenseesnses 17
National F100d INSUraNCe PrOGIAmM..........cccveiuieiiiiiiiieiieiieeie ettt ettt e et e b e ssaeseeesaeesseesseenseessesssesssesseenses 17
Accounting for the Transfer of Property and Casualty Run-off Agreements..............ccocvevvieiiiiienieniiecieeieeieveeeeene 17
(05 4173 £ USRS 18
Statutory Schedules and EXRIDILS ..........cccuiiiiiiiiieiicie ettt et e e s b e ensessaesanesneesseenseenseensens 19
DIISCLOSULES ....euvieitieiteeteeieete st ettt et e e et e bt e teesteesaesstesseenseenseeseesasesseenseenseanseesse et aenseenseanseensesaseeneenseanseanseensennsennsenseenses 19
REIEVANT LITETALUTIE .....cuviieiieeiieetieeiee et e et et e et e st e et e s tbeesabeesebeesaaeessbeesaeesseesseesssaessaeansseenseeessseesseeensaeenseeesseensnas 22
Effective Date and TranSItioN.........ccuiiiieeiieeiieeiteeeieeeteesteeeteesteeseveesebeessaeessseesseeessseassesassaeasseaessseassesesssessesenssesses 23
AUTHORITATIVE LITERATURE 24
Generally Accepted AcCOUNTING PIINCIPIES .......oiiiiitiieietiiieeieeee ettt ettt bbb sbeeeeeneene 24
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RELEVANT ISSUE PAPERS 24
CLASSIFYING REINSURANCE CONTRACTS 25
SSAP NO. 62—EXHIBIT A 27
Implementation QUEStIONS AN ANSWELS .....cc.eeruirieiieeiiertiertteteete et e etee st esteeteeaeeseeesste st enseeneeeneesseesseensesseesseeseenseenees 27
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Property and Casualty Reinsurance
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles for property and casualty reinsurance.
A wide range of methods for structuring reinsurance arrangements can be employed depending on the
requirements of individual companies. This statement deals with the more commonly employed methods.

SUMMARY CONCLUSION

General

2. Reinsurance is the assumption by an insurer of all or part of a risk undertaken originally by
another insurer. The transaction whereby a reinsurer cedes all or part of the reinsurance it has assumed to
another reinsurer is known as a retrocession.

3. Reinsurance has many beneficial purposes. Among them are that it enables an insurance entity to
(a) expand its capacity, (b) share large risks with other insurers, (c) spread the risk of potential
catastrophes and stabilize its underwriting results, (d) finance expanding volume by sharing the financial
burden of reserves, (¢) withdraw from a line or class of business, and (f) reduce its net liability to amounts
appropriate to its financial resources.

4. Reinsurance agreements are generally classified as treaty or facultative. Treaty reinsurance refers
to an arrangement involving a class or type of business written, while facultative reinsurance involves
individual risks offered and accepted.

5. Reinsurance coverage can be pro rata (i.e., proportional reinsurance) where the reinsurer shares a
pro rata portion of the losses and premium of the ceding entity or excess of loss (i.e., non-proportional)
where the reinsurer, subject to a specified limit, indemnifies the ceding entity against the amount of loss
in excess of a specified retention. Most reinsurance agreements fall into one of the following categories:

L. Treaty Reinsurance Contracts—Pro Rata:

A. Quota Share Reinsurance—The ceding entity is indemnified against a fixed
percentage of loss on each risk covered in the agreement;

B. Surplus Share Reinsurance—The ceding entity establishes a retention or “line”
on the risks to be covered and cedes a fraction or a multiple of that line on each
policy subject to a specified maximum cession;

IL Treaty Reinsurance Contracts—Excess of Loss:

A. Excess Per Risk Reinsurance—The ceding entity is indemnified, subject to a
specified limit, against the amount of loss in excess of a specified retention with
respect to each risk covered by a treaty;

B. Aggregate Excess of Loss Reinsurance—The ceding entity is indemnified against
the amount by which the ceding entity’s net retained losses incurred during a
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specific period exceed either a predetermined dollar amount or a percentage of
the entity’s subject premiums for the specific period subject to a specified limit;

Treaty Reinsurance Contracts—Catastrophe: The ceding entity is indemnified, subject to
a specified limit, against the amount of loss in excess of a specified retention with respect
to an accumulation of losses resulting from a catastrophic event or series of events;

Facultative Reinsurance Contracts—Pro Rata: The ceding entity is indemnified for a
specified percentage of losses and loss expenses arising under a specific insurance policy
in exchange for that percentage of the policy’s premium;

Facultative Reinsurance Contracts—Excess of Loss: The ceding entity is indemnified,
subject to a specified limit, for losses in excess of its retention with respect to a particular
risk.

Characteristics of Reinsurance Agreements

6. Common contract provisions that may affect accounting practices include:

a.

Reporting responsibility of the ceding entity—Details required and time schedules shall
be established;

Payment terms—Time schedules, currencies intended, and the rights of the parties to
withhold funds shall be established;

Payment of premium taxes—Customarily the responsibility of the ceding entity, a recital
of nonliability of the reinsurer may be found;

Termination—May be on a cut-off or run-off basis. A cut-off provision stipulates that the
reinsurer shall not be liable for loss as a result of occurrences taking place after the date
of termination. A run-off provision stipulates that the reinsurer shall remain liable for loss
under reinsured policies in force at the date of termination as a result of occurrences
taking place after the date of termination until such time as the policies expire or are
canceled; and

Insolvency clause—Provides for the survival of the reinsurer’s obligations in the event of
insolvency of the ceding entity, without diminution because of the insolvency.

7. Reinsurance contracts shall not permit entry of an order of rehabilitation or liquidation to
constitute an anticipatory breach by the reporting entity, nor grounds for retroactive revocation or
retroactive cancellation of any contracts of the reporting entity.

Required Terms for Reinsurance Agreements

8. In addition to credit for reinsurance requirements applicable to reinsurance transactions generally,
no credit or deduction from liabilities shall be allowed by the ceding entity for reinsurance recoverable
where the agreement was entered into after the effective date of these requirements (see paragraphs €6-89
and €790) unless each of the following conditions is satisfied:

a.

The agreement must contain an acceptable insolvency clause;
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Recoveries due the ceding entity must be available without delay for payment of losses
and claim obligations incurred under the agreement, in a manner consistent with orderly
payment of incurred policy obligations by the ceding entity;

The agreement shall constitute the entire contract between the parties and must provide
no guarantee of profit, directly or indirectly, from the reinsurer to the ceding entity or
from the ceding entity to the reinsurer;

The agreement must provide for reports of premiums and losses, and payment of losses,
no less frequently than on a quarterly basis, unless there is no activity during the period.
The report of premiums and losses shall set forth the ceding entity’s total loss and loss
expense reserves on the policy obligations subject to the agreement, so that the respective
obligations of the ceding entity and reinsurer will be recorded and reported on a basis
consistent with this statement; and

With respect to retroactive reinsurance agreements, the following additional conditions
apply:

1. The consideration to be paid by the ceding entity for the retroactive reinsurance
must be a sum certain stated in the agreement;

ii. Direct or indirect compensation to the ceding entity or reinsurer is prohibited;

iii. Any provision for subsequent adjustment on the basis of actual experience in
regard to policy obligations transferred, or on the basis of any other formula, is
prohibited in connection with a retroactive reinsurance transaction, except that
provision may be made for the ceding entity’s participation in the reinsurer’s
ultimate profit, if any, under the agreement;

v. A retroactive reinsurance agreement shall not be canceled or rescinded without
the approval of the commissioner of the domiciliary state of the ceding entity.

Reinsurance Agreements with Multiple Cedents

9. Reinsurance agreements with multiple cedents require allocation agreements. The allocation
agreement can be part of the reinsurance agreement or a separate agreement. If the agreement has
multiple cedents:

a.

b.

The allocation must be in writing and

The terms of the allocation agreement must be fair and equitable

Reinsurance Contracts Must Include Transfer of Risk

10. The essential ingredient of a reinsurance contract is the transfer of risk. The essential element of
every true reinsurance agreement is the undertaking by the reinsurer to indemnify the ceding entity, i.e.,
reinsured entity, not only in form but in fact, against loss or liability by reason of the original insurance.
Unless the agreement contains this essential element of risk transfer, no credit shall be recorded.
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1. Insurance risk involves uncertainties about both (a) the ultimate amount of net cash flows from
premiums, commissions, claims, and claims settlement expenses (underwriting risk) and (b) the timing of
the receipt and payment of those cash flows (timing risk). Actual or imputed investment returns are not an
element of insurance risk. Insurance risk is fortuitous—the possibility of adverse events occurring is
outside the control of the insured.

12. Determining whether an agreement with a reinsurer provides indemnification against loss or
liability (transfer of risk) relating to insurance risk requires a complete understanding of that contract and
other contracts or agreements between the ceding entity and related reinsurers. A complete understanding
includes an evaluation of all contractual features that (a) limit the amount of insurance risk to which the
reinsurer is subject (e.g., experience refunds, cancellation provisions, adjustable features, or additions of
profitable lines of business to the reinsurance contract) or (b) delay the timely reimbursement of claims by
the reinsurer (e.g., payment schedules or accumulating retentions from multiple years).

13. Indemnification of the ceding entity against loss or liability relating to insurance risk in
reinsurance requires both of the following:

a. The reinsurer assumes significant insurance risk under the reinsured portions of the
underlying insurance agreements; and

b. It is reasonably possible that the reinsurer may realize a significant loss from the
transaction.
14. A reinsurer shall not have assumed significant insurance risk under the reinsured contracts if the

probability of a significant variation in either the amount or timing of payments by the reinsurer is remote.
Implicit in this condition is the requirement that both the amount and timing of the reinsurer’s payments
depend on and directly vary with the amount and timing of claims settled by the ceding entity.
Contractual provisions that delay timely reimbursement to the ceding entity prevent this condition from
being met.

15. The ceding entity’s evaluation of whether it is reasonably possible for a reinsurer to realize a
significant loss from the transaction shall be based on the present value of all cash flows between the
ceding and assuming companies under reasonably possible outcomes, without regard to how the
individual cash flows are described or characterized. An outcome is reasonably possible if its probability
is more than remote. The same interest rate shall be used to compute the present value of cash flows for
each reasonably possible outcome tested. A constant interest rate shall be used in determining those
present values because the possibility of investment income varying from expectations is not an element
of insurance risk. Judgment is required to identify a reasonable and appropriate interest rate.

16. Significance of loss shall be evaluated by comparing the present value of all cash flows,
determined as described in paragraph 15, with the present value of the amounts paid or deemed to have
been paid to the reinsurer. If, based on this comparison, the reinsurer is not exposed to the reasonable
possibility of significant loss, the ceding entity shall be considered indemnified against loss or liability
relating to insurance risk only if substantially all of the insurance risk relating to the reinsured portions of
the underlying insurance agreements has been assumed by the reinsurer. In this narrow circumstance, the
reinsurer’s economic position is virtually equivalent to having written the insurance contract directly. This
condition is met only if insignificant insurance risk is retained by the ceding entity on the retained
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portions of the underlying insurance contracts, so that the reinsurer’s exposure to loss is essentially the
same as the reporting entity’s.

17. Payment schedules and accumulating retentions from multiple years are contractual features
inherently designed to delay the timing of reimbursement to the ceding entity. Regardless of what a
particular feature might be called, any feature that can delay timely reimbursement violates the conditions
for reinsurance accounting. Transfer of insurance risk requires that the reinsurer’s payment to the ceding
entity depend on and directly vary with the amount and timing of claims settled under the reinsured
contracts. Contractual features that can delay timely reimbursement prevent this condition from being
met. Therefore, any feature that may affect the timing of the reinsurer’s reimbursement to the ceding
entity shall be closely scrutinized.

Accounting for Reinsurance

18. Reinsurance recoverables shall be recognized in a manner consistent with the liabilities (including
estimated amounts for claims incurred but not reported) relating to the underlying reinsured contracts.
Assumptions used in estimating reinsurance recoverables shall be consistent with those used in estimating
the related liabilities. Certain assets and liabilities are created by entities when they engage in reinsurance
contracts. Reinsurance assets meet the definition of assets as defined by SSAP No. 4—Assets and
Nonadmitted Assets and are admitted to the extent they conform to the requirements of this statement.

19. Accounting for members of a reinsurance pool shall follow the accounting for the pool member
which issued the underlying policy. Specific accounting rules for underwriting pools and associations are
addressed in SSAP No. 63—Underwriting Pools and Associations Including Intercompany Pools.

20. Reinsurance recoverable on loss payments is an admitted asset. Notwithstanding the fact that
reinsurance recoverables on paid losses may meet the criteria for offsetting under the provisions of
SSAP No. 64—Offsetting and Netting of Assets and Liabilities (SSAP No. 64), reinsurance recoverables
on paid losses shall be reported as an asset without any available offset. Unauthorized reinsurance is
included in this asset and reflected separately as a liability to the extent required. Penalty for overdue
authorized reinsurance shall be reflected as a liability.

21. Funds held or deposited with reinsured companies, whether premiums withheld as security for
unearned premium and outstanding loss reserves or advances for loss payments, are admitted assets
provided they do not exceed the liabilities they secure and provided the reinsured is solvent. Those funds
which are in excess of the liabilities, and any funds held by an insolvent reinsured shall be nonadmitted.

22. Prospective reinsurance is defined as reinsurance in which a reinsurer agrees to reimburse a
ceding entity for losses that may be incurred as a result of future insurable events covered under contracts
subject to the reinsurance. Retroactive reinsurance is defined as reinsurance in which a reinsurer agrees to
reimburse a ceding entity for liabilities incurred as a result of past insurable events covered under
contracts subject to the reinsurance. A reinsurance agreement may include both prospective and
retroactive reinsurance provisions.

23. The distinction between prospective and retroactive reinsurance agreements is based on whether
the agreement reinsures future or past insured events covered by the underlying insurance policies. For
example, in occurrence-based insurance, the insured event is the occurrence of a loss covered by the
insurance contract. In claims-made insurance, the insured event is the reporting to the insurer, within the
period specified by the policy, of a claim for a loss covered by the insurance agreement. A claims-made
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reinsurance contract that reinsures claims asserted to the reinsurer in a future period as a result of insured
events that occurred prior to entering into the reinsurance agreement is a retroactive agreement.
(However, a reinsurance agreement that reinsures claims reported to an insurer that are covered under
currently effective claims-made insurance policies is a prospective reinsurance agreement.)

24, It is not uncommon for a reinsurance arrangement to be initiated before the beginning of a policy
period but not finalized until after the policy period begins. Whether there was agreement in principle at
the beginning of the policy period and, therefore, the agreement is substantively prospective shall be
determined based on the facts and circumstances. However, except as respects business assumed by a
U.S. reinsurer from ceding companies domiciled outside the U.S. and not affiliated with such reinsurer, or
business assumed by a U.S. reinsurer where either the lead reinsurer or a majority of the capacity on the
agreement is domiciled outside the U.S. and is not affiliated with such reinsurer, if an agreement entered
into, renewed or amended on or after January 1, 1994 has not been finalized, reduced to a written form
and signed by the parties within nine months after the commencement of the policy period covered by the
reinsurance arrangement, then the arrangement is presumed to be retroactive and shall be accounted for as
a retroactive reinsurance agreement. This presumption shall not apply to: (a) facultative reinsurance
contracts, nor to (b) reinsurance agreements with more than one reinsurer which are signed by the lead
reinsurer (i.e., the reinsurer setting the terms of the agreement for the reinsurers) within nine months after
the commencement of the policy period covered by the reinsurance agreement, nor to (c) reinsurance
agreements with more than one reinsurer (whether signed by the lead reinsurer or not) which were entered
into, renewed or amended on or before December 31, 1996, (and which were not renewed or amended
after that date) if reinsurers representing more than 50% of the capacity on the agreement have signed
cover notes, placement slips or similar documents describing the essential terms of coverage and
exclusions within nine months after the commencement of the policy period covered by the reinsurance
arrangement. Also exempt from this presumption are reinsurance agreements where one of the parties is
in conservation, rehabilitation, receivership or liquidation proceedings.

25. Prospective and retroactive provisions included within a single agreement shall be accounted for
separately. If separate accounting for prospective and retroactive provisions included within a single
agreement is impracticable, the agreement shall be accounted for as a retroactive agreement provided the
conditions for reinsurance accounting are met.

Accounting for Prospective Reinsurance Agreements

26. Amounts paid for prospective reinsurance that meet the conditions for reinsurance accounting
shall be reported as a reduction of written and earned premiums by the ceding entity and shall be earned
over the remaining contract period in proportion to the amount of reinsurance protection provided or, if
applicable, until the reinsurer’s maximum liability under the agreement has been exhausted. If the
amounts paid are subject to adjustment and can be reasonably estimated, the basis for amortization shall
be the estimated ultimate amount to be paid. Reinstatement premium, if any, shall be earned over the
period from the reinstatement of the limit to the expiration of the agreement.

27. Changes in amounts of estimated reinsurance recoverables shall be recognized as a reduction of
gross losses and loss expenses incurred in the current period statement of income. Reinsurance
recoverables on paid losses shall be reported as an asset, reinsurance recoverables on loss and loss
adjustment expense payments, in the balance sheet. Reinsurance recoverables on unpaid case-basis and
incurred but not reported losses and loss adjustment expenses shall be netted against the liability for gross
losses and loss adjustment expenses.
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Accounting for Retroactive Reinsurance Agreements

28. Certain reinsurance agreements which transfer both components of insurance risk cover liabilities
which occurred prior to the effective date of the agreement. Due to potential abuses involving the creation
of surplus to policyholders and the distortion of underwriting results, special accounting treatment for
these agreements is warranted.

29. All retroactive reinsurance agreements entered into, renewed or amended on or after
January 1, 1994 (including subsequent development of such transactions) shall be accounted for and
reported in the following manner:

a.

The ceding entity shall record, without recognition of the retroactive reinsurance, loss and
loss expense reserves on a gross basis on the balance sheet and in all schedules and
exhibits;

The assuming entity shall exclude the retroactive reinsurance from loss and loss expense
reserves and from all schedules and exhibits;

The ceding entity and the assuming entity shall report by write-in item on the balance
sheet, the total amount of all retroactive reinsurance, identified as retroactive reinsurance
reserve ceded or assumed, recorded as a contra-liability by the ceding entity and as a
liability by the assuming entity;

The ceding entity shall, by write-in item on the balance sheet, restrict surplus resulting
from any retroactive reinsurance as a special surplus fund, designated as special surplus
from retroactive reinsurance account;

The surplus gain from any retroactive reinsurance shall not be classified as unassigned
funds (surplus) until the actual retroactive reinsurance recovered exceeds the
consideration paid,

The special surplus from retroactive reinsurance account for each respective retroactive
reinsurance agreement shall be reduced at the time the ceding entity begins to recover
funds from the assuming entity in amounts exceeding the consideration paid by the
ceding entity under such agreement, or adjusted as provided in subparagraph 29 j.;

For each agreement, the reduction in the special surplus from retroactive reinsurance
account shall be limited to the lesser of (i) the actual amount recovered in excess of
consideration paid or (ii) the initial surplus gain resulting from the respective retroactive
reinsurance agreement. Any remaining balance in the special surplus from retroactive
reinsurance account derived from any such agreement shall be returned to unassigned
funds (surplus) upon elimination of all policy obligations subject to the retroactive
reinsurance agreement;

The ceding entity shall report the initial gain arising from a retroactive reinsurance
transaction (i.e., the difference between the consideration paid to the reinsurer and the
total reserves ceded to the reinsurer) as a write-in item on the statement of income, to be
1dentified as Retroactive Reinsurance Gain and included under Other Income;
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The assuming entity shall report the initial loss arising from a retroactive reinsurance
transaction, as defined in the preceding subparagraph 29 g., as a write-in item on the
statement of income, to be identified as Retroactive Reinsurance Loss and included under
Other Income;

Any subsequent increase or reduction in the total reserves ceded under a retroactive
reinsurance agreement shall be reported in the manner described in the preceding
subparagraphs 29 h. and 29 i., in order to recognize the gain or loss arising from such
increase or reduction in reserves ceded. The Special Surplus from Retroactive
Reinsurance Account write-in entry on the balance sheet shall be adjusted, upward or
downward, to reflect such increase or reduction in reserves ceded. The Special Surplus
from Retroactive Reinsurance Account write-in entry shall be equal to or less than the
total ceded reserves under all retroactive reinsurance agreements in-force as of the date of
the financial statement. Special surplus arising from a retroactive reinsurance transaction
shall be considered to be earned surplus (i.e., transferred to unassigned funds (surplus))
only when cash recoveries from the assuming entity exceed the consideration paid by the
ceding entity as respects such retroactive reinsurance transaction; and

The consideration paid for a retroactive reinsurance agreement shall be reported as a
decrease in ledger assets by the ceding entity and as an increase in ledger assets by the
assuming entity.

(For an illustration of ceding entity accounting entries see Question 33 in Exhibit A.)

30. Portfolio reinsurance is the transfer of an insurer’s entire liability for in force policies or
outstanding losses, or both, of a segment of the insurer’s business. Loss portfolio transactions are to be
accounted for as retroactive reinsurance.

31. The accounting principles for retroactive reinsurance agreements in paragraph 29 shall not apply
to the following types of agreements (which shall be accounted for as prospective reinsurance

agreements):

a.

Structured settlement annuities for individual claims purchased to implement settlements
of policy obligations;

Novations, (i.e., (i) transactions in which the original direct insurer’s obligations are
completely extinguished, resulting in no further exposure to loss arising on the business
novated or (ii) transactions in which the original assuming entity’s obligations are
completely extinguished) resulting in no further exposure to loss arising on the business
novated, provided that (1) the parties to the transaction are not affiliates (or if affiliates,
that the transaction has the prior approval of the domiciliary regulators of the parties) and
(2) the accounting for the original reinsurance agreement will not be altered from
retroactive to prospective;

The termination of, or reduction in participation in, reinsurance treaties entered into in the
ordinary course of business; or
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d. Intercompany reinsurance agreements, and any amendments thereto, among companies
100% owned by a common parent or ultimate controlling person provided there is no
gain in surplus as a result of the transaction._or

e. Reinsurance/retrocession agreements that meet the criteria of property/casualty run-off
agreements described in paragraphs 68-70.

32. Retroactive reinsurance agreements resulting in surplus gain to the ceding entity (with or without
risk transfer) entered into between affiliates or between insurers under common control (as those terms
are defined in Appendix A-440) shall be reported as follows:

a. The consideration paid by the ceding entity shall be recorded as a deposit and reported as
a nonadmitted asset; and

b. No deduction shall be made from loss and loss adjustment expense reserves on the ceding
entity’s balance sheet, schedules, and exhibits.

33. The accounting and reporting provisions applicable to retroactive reinsurance apply to all
transactions transferring liabilities in connection with a court-ordered rehabilitation, liquidation, or
receivership. The requirement to include stipulated contract provisions in the reinsurance agreements
shall not apply to these transactions, with written approval of the ceding entity’s domiciliary
commissioner.

34. Novations meeting the requirements of subparagraph 31 b. shall be accounted for as prospective
reinsurance agreements. The original direct insurer, or the original assuming insurer, shall report amounts
paid as a reduction of written and earned premiums, and unearned premiums to the extent that premiums
have not been earned. Novated balances (e.g., loss and loss adjustment expense reserves) shall be written
off through the accounts, exhibits, and schedules in which they were originally recorded. The assuming
insurer shall report amounts received as written and earned premiums, and obligations assumed as
incurred losses in the statement of income.

Deposit Accounting

35. To the extent that a reinsurance agreement does not, despite its form, transfer both components of
insurance risk, all or part of the agreement shall be accounted for and reported as deposits in the following
manner:

a. At the outset of the reinsurance agreement the net consideration paid by the ceding entity
(premiums less commissions or other allowances) shall be recorded as a deposit by the
ceding entity and as a liability by the assuming entity. The deposit shall be reported as an
admitted asset by the ceding entity if (i) the assuming entity is licensed, accredited or
otherwise qualified in the ceding entity’s state of domicile as described in Appendix A-
785 or (ii) there are funds held by or on behalf of the ceding entity as described in
Appendix A-785;

b. Throughout the life of the agreement, receipts and disbursements shall be recorded
through the deposit/liability accounts;
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c. When individual case reserves are the basis for the deposit and the assuming entity pays
in excess of the amount transferred by the ceding entity, the amount paid in excess of the
deposit received shall be recognized as a loss by the assuming entity and as a gain by the
ceding entity as Other Income in the statement of income;

d. When the agreement is completed, or when there is a loss payment in excess of the
deposit, any difference between consideration and recoveries shall be recorded in the
Other Income or Loss account as a loss to the reinsurer and as a gain in the Other Income
or Loss account by the reinsured;

e. With regard to bulk reserves,(i.e., IBNR) it shall be assumed that any cash transactions
for the settlement of losses will reduce the asset/liability accounts by the amount of the
cash transferred. When the remaining losses are revalued upward, an increase in the
liability shall be recorded as a loss recognized by the assuming entity. Conversely, the
ceding entity shall increase its deposit (asset) and outstanding loss liability;

f. No deduction shall be made from the loss and loss adjustment expense reserves on the
ceding entity’s balance sheet, schedules, and exhibits; and

g. The assuming entity shall record net consideration to be returned to the ceding entity as
liabilities.

Assumed Reinsurance

36. Reinsurance premiums receivable at the end of the accounting period are combined with direct
business receivables and reported as agents’ balances or uncollected premiums. Where the ceding entity
withholds premium funds pursuant to the terms of the reinsurance agreement, such assets shall be shown
by the assuming entity as funds held by or deposited with reinsured companies. Reporting entities shall
record any interest earned or receivable on the funds withheld as a component of aggregate write-ins for
miscellaneous income.

37. If the assuming entity receives reinsurance premium prior to the effective date of the reinsurance
contract, consistent with SSAP No. 53—Property Casualty Contracts-Premiums, paragraph 14, advance
premiums shall be reported as a liability in the statutory financial statement and not considered income
until the effective date of the coverage. Such amounts are not included in written premium or the
unearned premium reserve. If the assuming entity receives reinsurance premium after the effective date of
the reinsurance contract but prior to the due date, the amount received shall be reported as a reduction of
the asset for deferred but not yet due (earned but unbilled premiums).

38. Reinsurance premiums more than 90 days overdue shall be nonadmitted except (a) to the extent
the assuming entity maintains unearned premium and loss reserves as to the ceding entity, under
principles of offset accounting as discussed in SSAP No. 64, or (b) where the ceding entity is licensed and
in good standing in assuming entity’s state of domicile. Reinsurance premiums are due pursuant to the
original contract terms (as the agreement stood on the date of execution). In the absence of a specific
contract date, reinsurance premiums will be deemed due thirty (30) days after the date on which (i) notice
or demand of premium due is provided to the ceding entity or (ii) the assuming entity books the premium
(see SSAP No. 6—Uncollected Premium Balances, Bills Receivable for Premiums, and Amounts Due
From Agents and Brokers).

© 2009 National Association of Insurance Commissioners 62-13



Attachment G

Ref# 2008-28
Property and Casualty Reinsurance SSAP No. 62

39. A lag will develop between the time of the entry of the underlying policy transaction on the books
of the ceding entity and the transmittal of information and entry on the books of the assuming entity.
Assuming companies shall estimate unreported premiums and related costs to the extent necessary to
prevent material distortions in the loss development contained in the assuming entity’s annual statement
schedules where calendar year premiums are compared to accident year losses.

40. Proportional reinsurance (i.e., first dollar pro rata reinsurance) premiums shall be allocated to the
appropriate annual statement lines of business in the Underwriting and Investment exhibits. Non-
proportional assumed reinsurance premiums shall be classified as reinsurance under the appropriate
subcategories.

41. Assumed retroactive reinsurance premiums shall be excluded from all schedules and exhibits as
addressed in subparagraph 29 k.

42. Amounts payable by reinsurers on losses shall be classified as unpaid losses. Assumed
reinsurance payable on paid losses shall be classified as a separate liability item on the balance sheet.
IBNR losses on assumed reinsurance business shall be netted with ceded losses on the balance sheet and
listed separately by annual statement line of business in the Underwriting and Investment exhibits.

Ceded Reinsurance

43. Ceded reinsurance premiums payable (net of ceding commission) shall be classified as a liability.
Consistent with SSAP No. 64, ceded reinsurance premiums payable may be deducted from amounts due
from the reinsurer, such as amounts due on assumed reinsurance, when a legal right of offset exists.

44, With regard to reinsurance premium paid prior to the effective date of the contract, the ceding
entity shall reflect the prepaid item as a write-in admitted asset and it should not be recognized in the
income statement until the effective date of the coverage. Such amounts are not included in ceded written
premiums or ceded unearned premium but should be subject to impairment analysis. With regard to
reinsurance premium paid by ceding entity after the reinsurance contract is in effect but prior to the due
date, the ceding entity shall treat this item as a reduction to the liability for ceded reinsurance premiums
payable. That liability reflects not only premiums unpaid but also amounts booked but deferred and not
yet due.

45. Amounts withheld by the ceding entity that would otherwise be payable under the reinsurance
agreement shall be reported as funds held by entity under reinsurance treaties. Reporting entities shall
record any interest due or payable on the amounts withheld as a component of aggregate write-ins for
miscellaneous income.

46. Ceded reinsurance transactions shall be classified in the annual statement line of business which
relates to the direct or assumed transactions creating the cession or retrocession.

47. Ceded retroactive reinsurance premiums shall be excluded from all schedules and exhibits as
addressed in subparagraph 29 k.
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Adjustable Features/Retrospective Rating

48. Reinsurance treaties may provide for adjustment of commission, premium, or amount of
coverage, based on loss experience. The accounting for common examples is outlined in the following
paragraphs:

Commission Adjustments

49. An accrual shall be maintained for the following adjustable features based upon the experience
recorded for the accounting period:

a. Contingent or Straight Profit—The reinsurer returns to the ceding entity a stipulated
percentage of the profit produced by the business assumed from the ceding entity. Profit
may be calculated for any specified period of time, but the calculation is often based on
an average over a period of years; and

b. Sliding Scale—A provisional rate of commission is paid over the course of the
agreement, with a final adjustment based on the experience of the business ceded under
the agreement.

Premium Adjustments

50. If the reinsurance agreement incorporates an obligation on the part of the ceding entity to pay
additional premium to the assuming entity based upon loss experience under the agreement, a liability in
the amount of such additional premium shall be recognized by the ceding entity during the accounting
period in which the loss event(s) giving rise to the obligation to pay such additional premium occur(s).
The assuming entity shall recognize an asset in a consistent manner. If the reinsurance agreement
incorporates an obligation on the part of the assuming entity to refund to the ceding entity any portion of
the consideration received by the assuming entity based upon loss experience under the agreement, an
asset in the amount of any such refund shall be recognized by the ceding entity during the accounting
period in which the loss event(s) giving rise to the obligation to make such refund occur(s). The initial
provisional or deposit premium is recalculated retrospectively, based on loss experience under the
agreement during a specified period of time; the calculation is often based on an average over a period of
years. The assuming entity shall recognize a liability in a consistent manner.

Adjustments in the Amount of Coverage

51. The amount of coverage available for future periods is adjusted, upward or downward, based on
loss experience under the agreement during a specified period of time. If the reinsurance agreement
incorporates a provision under which the reinsurance coverage afforded to the ceding entity may be
increased or reduced based upon loss experience under the agreement, an asset or a liability shall be
recognized by the ceding entity in an amount equal to that percentage of the consideration received by the
assuming entity which the increase or reduction in coverage represents of the amount of coverage
originally afforded. The asset or liability shall be recognized during the accounting period in which the
loss event(s) (or absence thereof) giving rise to the increase or decrease in reinsurance coverage occur(s),
and shall be amortized over all accounting periods for which the increased or reduced coverage is
applicable. The term “consideration” shall mean, for this purpose, the annualized deposit premium for the
period used as the basis for calculating the adjustment in the amount of coverage to be afforded thereafter
under the agreement.
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Impairment
52. Include as a nonadmitted asset, amounts accrued for premium adjustments on retrospectively

rated reinsurance agreements with respect to which all uncollected balances due from the ceding company
have been classified as nonadmitted.

Commissions

53. Commissions payable on reinsurance assumed business shall be included as an offset to Agents’
Balances or Uncollected Premiums. Commissions receivable on reinsurance ceded business shall be
included as an offset to Ceded Reinsurance Balances Payable.

54. If the ceding commission paid under a reinsurance agreement exceeds the anticipated acquisition
cost of the business ceded, the ceding entity shall establish a liability, equal to the difference between the
anticipated acquisition cost and the reinsurance commissions received, to be amortized pro rata over the
effective period of the reinsurance agreement in proportion to the amount of coverage provided under the
reinsurance contract.

Provision for Reinsurance

55. The NAIC Annual Statement Instructions for Property and Casualty Companies for
Schedule F—Provision for Overdue Reinsurance, provide for a minimum reserve for uncollectible
reinsurance with an additional reserve required if an entity’s experience indicates that a higher amount
should be provided. The minimum reserve Provision for Reinsurance is recorded as a liability and the
change between years is recorded as a gain or loss directly to unassigned funds (surplus). Any reserve
over the minimum amount shall be recorded on the statement of income by reversing the accounts
previously utilized to establish the reinsurance recoverable.

56. The provision for reinsurance is calculated separately for unauthorized and authorized companies.
An authorized reinsurer is licensed, accredited or approved by the ceding entity’s state of domicile; an
unauthorized reinsurer is not so licensed, accredited or approved.

Disputed Items

57. Occasionally a reinsurer will question whether an individual claim is covered under a reinsurance
agreement or may even attempt to nullify an entire agreement. A ceding entity, depending upon the
individual facts, may or may not choose to continue to take credit for such disputed balances. A ceding
entity shall take no credit whatsoever for reinsurance recoverables in dispute with an affiliate.

58. Items in dispute are those claims with respect to which the ceding entity has received formal
written communication from the reinsurer denying the validity of coverage.

Uncollectible Reinsurance

59. Uncollectible reinsurance balances shall be written off through the accounts, exhibits, and
schedules in which they were originally recorded.
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Commutations

60. A commutation of a reinsurance agreement, or any portion thereof, is a transaction which results
in the complete and final settlement and discharge of all, or the commuted portion thereof, present and
future obligations between the parties arising out of the reinsurance agreement.

61. In commutation agreements, an agreed upon amount determined by the parties is paid by the
reinsurer to the ceding entity. The ceding entity immediately eliminates the reinsurance recoverable
recorded against the ultimate loss reserve and records the cash received as a negative paid loss. Any net
gain or loss shall be reported in underwriting income in the statement of income.

62. The reinsurer eliminates a loss reserve carried at ultimate cost for a cash payout calculated at
present value. Any net gain or loss shall be reported in underwriting income in the statement of income.

63. Commuted balances shall be written off through the accounts, exhibits, and schedules in which
they were originally recorded.

National Flood Insurance Program

64. The National Flood Insurance Program was created by the Federal Emergency Management
Agency (FEMA) and is designed to involve private insurers in a write-your-own (WYO) flood insurance
program financially backed by FEMA at no risk to the insurer. To become a participating WYO entity,
the entity signs a document with the Federal Insurance Administration (FIA) of the Federal Emergency
Management Agency known as the Financial Assistance/Subsidy Arrangement.

65. Premium rates are set by FEMA. The WYO participating companies write the flood insurance
coverage qualifying for the program on their own policies, perform their own underwriting, premium
collections, claim payments, administration, and premium tax payments for policies written under the
program.

66. Monthly accountings are made to FIA and participants draw upon FEMA letters of credit for
deficiencies of losses, loss expenses, and administrative expenses in excess of premiums, subject to
certain percentage limitations on expenses.

67. Balances due from or to FEMA shall be reported as ceded reinsurance balances receivable or
payable.

Accounting for the Transfer of Property and Casualty Run-off Agreements

68. Property and casualty run-off agreements are reinsurance or retrocession agreements that are
intended to transfer essentially all of the risks and benefits of a specific line of business or market
segment that is no longer actively marketed by the transferring insurer or reinsurer. A property and
casualty run-off agreement is not a novation as the transferring insurer or reinsurer remains primarily
liable to the ceding entity under the original contracts of insurance or reinsurance. Reinsurance
agreements between affiliates or between insurers under common control (as those terms are defined in
Appendix A-440) are not eligible for the exception for property and casualty run-off agreements in
paragraph 31. e of SSAP No. 62.
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Criteria

69. Property and casualty run-off agreements must be approved by the domiciliary regulators of the
transferring entity (either the original direct insurer in the case of a reinsurance agreement or the original
assuming reinsurer in the case of a retrocession agreement) and the assuming entity. If the transferring
entity and assuming entity are domiciled in the same state, then the regulator of the state where the
majority of the transferred liabilities is located should be asked to approve the agreement. In determining
whether to approve an agreement, the regulators shall require the following:

a. Assuming Entity Properly Licensed — The entity assuming the run-off agreement must

have the appropriate authority or license to write the business being assumed.

b. Limits and Coverages — the reinsurance or retrocession agreement should provide the
same limits and coverages that were afforded in the original insurance or reinsurance
agreement.

C. Non-Recourse — The reinsurance or retrocession agreement should not contain any

adjustable features or profit share or retrospective rating, and there should be no recourse
(other than normal representations and warranties that would be associated with a
purchase and sale agreement) directly or indirectly against the transferring entity.

d. Risk Transfer — the reinsurance or retrocession agreement must meet the requirements of
risk transfer as described in this statement.

€. Financial Strength of Reinsurer— the assuming reinsurer should have a financial strength
rating from at least two independent rating agencies (from NAIC acceptable rating

agencies) which is equal to or greater than the current ratings of the transferring entity.
The lowest financial strength rating received from an NAIC acceptable rating
organization rating agency will be used to compare the financial strength ratings of the
transferring and assuming entities.

f. Assessments — the assuming reinsurer or retrocessionaire (if required in the original
reinsurance contract) should be financially responsible for any and all assessments,
including guaranty fund assessments, that are assessed against the transferring entity
related to the insurance business being assumed.

g. Applicable Only to “Run-off” Business — the reinsurance or retrocession agreement
should only cover liabilities relating to a line(s) of business or specific market segments
no longer actively marketed by the transferring entity.

h. Non-Cancelable Reinsurance — the reinsurance or retrocession agreement should provide
that the reinsurance or retrocessional coverage provided by the proposed agreement
cannot be cancelable by either party for any reason. (However, this provision will not
override standard contracts law and principles and will not prevent any remedies,
including rescission or termination that might be available for breach, misrepresentation,

etc.)
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Statutory Schedules and Exhibits

70. The assuming entity will report the business in the same line of business as reported by the
original insurer or reinsurer. The assuming entity will report the business at the same level of detail using
the appropriate statutory schedules and exhibits.

Disclosures

68.71. Unsecured Reinsurance Recoverables:

a. If the entity has with any individual reinsurers, authorized or unauthorized, an unsecured
aggregate recoverable for losses, paid and unpaid including IBNR, loss adjustment
expenses, and unearned premium, that exceeds 3% of the entity’s policyholder surplus,
list each individual reinsurer and the unsecured aggregate recoverable pertaining to that
reinsurer; and

b. If the individual reinsurer is part of a group, list the individual reinsurers, each of its
related group members having reinsurance with the reporting entity, and the total
unsecured aggregate recoverables for the entire group.

| 69-72. Reinsurance Recoverables in Dispute—Reinsurance recoverable on paid and unpaid (including
IBNR) losses in dispute by reason of notification, arbitration or litigation shall be identified if the
amounts in dispute from any entity (and/or affiliate) exceed 5% of the ceding entity’s policyholders
surplus or if the aggregate of all disputed items exceeds 10% of the ceding entity’s policyholders surplus.
Notification means a formal written communication from a reinsurer denying the validity of coverage.

| 70-73. Uncollectible Reinsurance—Describe uncollectible reinsurance written off during the year
reported in the following annual statement classifications, including the name(s) of the reinsurer(s):

a. Losses incurred;

b. Loss adjustment expenses incurred;
c. Premiums earned; and

d. Other.

| 7+74. Commutation of Ceded Reinsurance—Describe commutation of ceded reinsurance during the
year reported in the following annual statement classifications, including the name(s) of the reinsurer(s):

a. Losses incurred;

b. Loss adjustment expenses incurred;
c. Premiums earned; and

d. Other.

| 72.75. Retroactive Reinsurance—The table illustrated in the NAIC Annual Statement Instructions for
Property and Casualty Companies under Retroactive Reinsurance in the Notes to Financial Statements
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section shall be completed for all retroactive reinsurance agreements that transfer liabilities for losses that
have already occurred and that will generate special surplus transactions. The insurer (assuming or
ceding) shall assign a unique number to each retroactive reinsurance agreement and shall utilize this
number for as long as the agreement exists. Transactions utilizing deposit accounting shall not be reported
in this note.

73-76. Reinsurance Assumed and Ceded—The tables illustrated in the NAIC Annual Statement
Instructions for Property and Casualty Companies under “Reinsurance Assumed and Ceded in the Notes
to Financial Statements” section shall be completed as follows:

a. The financial statements shall disclose the maximum amount of return commission which
would have been due reinsurers if all reinsurance were canceled with the return of the
unearned premium reserve; and

b. The financial statements shall disclose the accrual of additional or return commission,
predicated on loss experience or on any other form of profit sharing arrangements as a
result of existing contractual arrangements.

F4.77. A specific interrogatory requires information on reinsurance of risk accompanied by an
agreement to release the reinsurer from liability, in whole or in part, from any loss that may occur on the
risk or portion thereof.

75.78. Disclosures for paragraphs 76-81+-79-84 represent annual statement interrogatories, which are
required to be included with the annual audit report beginning with audit reports on financial statements
as of and for the period ended December 31, 2006. The disclosures required within paragraphs 76-8+79-
84 shall be included in accompanying supplemental schedules of the annual audit report beginning in
year-end 2006. These disclosures shall be limited to reinsurance contracts entered into, renewed or
amended on or after January 1, 1994. This limitation applies to the annual audit report only and does not
apply to the statutory annual statement interrogatories and the reinsurance summary supplemental filing.

76-79. Disclose if any risks are reinsured under a quota share reinsurance contract with any other entity
that includes a provision that would limit the reinsurer’s losses below the stated quota share percentage
(e.g. a deductible, a loss ratio corridor, a loss cap, an aggregate limit or any similar provisions)? If yes,
indicate the number of reinsurance contracts containing such provisions and if the amount of reinsurance
credit taken reflects the reduction in quota share coverage caused by any applicable limiting provision(s).

7%.80. Disclose if the reporting entity ceded any risk under any reinsurance contract (or under multiple
contracts with the same reinsurer or its affiliates) for which during the period covered by the statement: (i)
it recorded a positive or negative underwriting result greater than 5% of prior year-end surplus as regards
policyholders or it reported calendar year written premium ceded or year-end loss and loss expense
reserves ceded greater than 5% of prior year-end surplus as regards policyholders; (ii) it accounted for
that contract as reinsurance and not as a deposit; and (iii) the contract(s) contain one or more of the
following features or other features that would have similar results:

a. A contract term longer than two years and the contract is noncancellable by the reporting
entity during the contract term;
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b. A limited or conditional cancellation provision under which cancellation triggers an
obligation by the reporting entity, or an affiliate of the reporting entity, to enter into a
new reinsurance contract with the reinsurer, or an affiliate of the reinsurer;

c. Aggregate stop loss reinsurance coverage;

d. A unilateral right by either party (or both parties) to commute the reinsurance contract,
whether conditional or not, except for such provisions which are only triggered by a
decline in the credit status of the other party;

e. A provision permitting reporting of losses, or payment of losses, less frequently than on a
quarterly basis (unless there is no activity during the period); or

f. Payment schedule, accumulating retentions from multiple years or any features inherently
designed to delay timing of the reimbursement to the ceding entity.

| 78-81. Disclose if the reporting entity during the period covered by the statement ceded any risk under
any reinsurance contract (or under multiple contracts with the same reinsurer or its affiliates) for which
during the period covered by the statement it recorded a positive or negative underwriting result greater
than 5% of prior year-end surplus as regards policyholders or it reported calendar year written premium
ceded or year-end loss and loss expense reserves ceded greater than 5% of prior year-end surplus as
regards policyholders; excluding cessions to approved pooling arrangements or to captive insurance
companies that are directly or indirectly controlling, controlled by, or under common control with (i) one
or more unaffiliated policyholders of the reporting entity, or (ii) an association of which one or more
unaffiliated policyholders of the reporting entity is a member, where:

a. The written premium ceded to the reinsurer by the reporting entity or its affiliates
represents fifty percent (50%) or more of the entire direct and assumed premium written
by the reinsurer based on its most recently available financial statement; or

b. Twenty—five percent (25%) or more of the written premium ceded to the reinsurer has
been retroceded back to the reporting entity or its affiliates in separate reinsurance
contract.

79.82. If affirmative disclosure is required for paragraph 77—80 or 7881, provide the following
information:

a. A summary of the reinsurance contract terms and indicate whether it applies to the
contracts meeting paragraph 77-80 or 7881;

b. A brief discussion of management's principal objectives in entering into the reinsurance
contract including the economic purpose to be achieved; and

C. The aggregate financial statement impact gross of all such ceded reinsurance contracts on
the balance sheet and statement of income.

| 80-83. Except for transactions meeting the requirements of paragraph 31 of SSAP No. 62—Property and
Casualty Reinsurance, disclose if the reporting entity ceded any risk under any reinsurance contract (or
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multiple contracts with the same reinsurer or its affiliates) during the period covered by the financial
statement, and either:

a. Accounted for that contract as reinsurance (either prospective or retroactive) under
statutory accounting principles (“SAP”) and as a deposit under generally accepted
accounting principles (“GAAP”); or

b. Accounted for that contract as reinsurance under GAAP and as a deposit under SAP?

&+84. If affirmative disclosure is required for paragraph €683, explain in a supplemental filing why the
contract(s) is treated differently for GAAP and SAP.

85. Disclosures for the Transfer of Property and Casualty Run-off Agreements

a. Disclose if the reporting entity has entered into any agreements which have been
approved by their domiciliary regulator and have qualified pursuant to SSAP No. 62,
paragraph 31l.e.. Accounting for the Transfer of Property and Casualty Run-off

Agreements.

b. If affirmative, provide a description of the agreement and the amount of consideration
paid and liabilities transferred.

€2.86. Refer to the preamble for further discussion regarding disclosure requirements.

Relevant Literature

€3-87. This statement adopts FASB Statement No. 113, Accounting and Reporting for Reinsurance of
Short-Duration and Long-Duration Contracts (FAS 113) with modification and FASB Emerging Issues
Task Force No. 93-6, Accounting for Multiple-Year Retrospectively Rated Contracts by Ceding and
Assuming Enterprises with modification for the following:

a. Reinsurance recoverables on unpaid case-basis and incurred but not reported losses and
loss adjustment expenses shall be reported as a contra-liability netted against the liability
for gross losses and loss adjustment expenses;

b. Amounts paid for prospective reinsurance that meet the conditions for reinsurance
accounting shall be reported as a reduction of unearned premiums;

C. The gain created by a retroactive reinsurance agreement because the amount paid to the
reinsurer is less than the gross liabilities for losses and loss adjustment expenses ceded to
the reinsurer is reported in the statement of income as a write-in gain in other income by
the ceding entity and a write-in loss by the assuming entity. The gain created by a
retroactive reinsurance agreement is restricted as a special surplus account until the actual
retroactive reinsurance recovered is in excess of the consideration paid;

d. This statement requires that a liability be established through a provision reducing
unassigned funds (surplus) for unsecured reinsurance recoverables from unauthorized
reinsurers and for certain overdue balances due from authorized reinsurers;
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Some reinsurance agreements contain adjustable features that provide for adjustment of
commission, premium or amount of coverage, based on loss experience. This statement
requires that the asset or liability arising from the adjustable feature be computed based
on experience to date under the agreement, and the impact of early termination may only
be considered at the time the agreement has actually been terminated;

Structured settlements are addressed in SSAP No. 65—Property and Casualty Contracts.
Statutory accounting and FAS 113 are consistent in accounting for structured settlement
annuities where the reporting entity is the owner and payee and where the claimant is the
payee and the reporting entity has been released from its obligation. FAS 113
distinguishes structured settlement annuities where the claimant is the payee and a legally
enforceable release from the reporting entity’s liability is obtained from those where the
claimant is the payee but the reporting entity has not been released from its obligation.
GAAP requires the deferral of any gain resulting from the purchase of a structured
settlement annuity where the reporting entity has not been released from its obligation;
and

This statement requires that reinsurance recoverables on unpaid losses and loss
adjustment expenses be presented as a contra-liability. Requirements for offsetting and
netting are addressed in SSAP No. 64.

| 84.88. This statement rejects AICPA Statement of Position No. 92-5, Accounting for Foreign Property
and Liability Reinsurance. This statement incorporates Appendix A-785 as applicable.

Effective Date and Transition

€5.89. This statement shall apply to:

a.

Reinsurance agreements entered into, renewed, or amended on or after January 1, 1994.
An amendment is any revision or adjustment of contractual terms. The payment of
premiums or reimbursement of losses recoverable under the agreement shall not
constitute an amendment; and

Reinsurance agreements in force on January 1, 1995, which cover losses occurring or
claims made on or after that date on policies reinsured under such agreements.

£€6-90. The guidance shall not apply to:

a.

Reinsurance agreements which cover only losses occurring or claims made before
January 1, 1994, and which were entered into before January 1, 1994, and were not
subsequently renewed or amended; and

Reinsurance agreements that expired before and were not renewed or amended after
January 1, 1995.

| 87.91. The guidance in paragraphs 48 through 52 shall be effective for all accounting periods beginning
on or after January 1, 1996, and shall apply to reinsurance agreements entered into, renewed or amended
on or after January 1, 1994.
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92. 8€8This statement is effective for years beginning January 1, 2001. Changes resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors. Revisions to paragraph 31e, and related
paragraphs 68-70 and new disclosures in paragraph 86 documented in Issue Paper No. 137—Transfer of
Property and Casualty Reinsurance Run-off Agreements are effective for contracts entered on or after

January 1, 2010.

AUTHORITATIVE LITERATURE

Generally Accepted Accounting Principles

. FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration
and Long-Duration Contracts

° FASB Emerging Issues Task Force Issue No. 93-6, Accounting for Multiple-Year
Retrospectively Rated Contracts by Ceding and Assuming Enterprises
RELEVANT ISSUE PAPERS
° Issue Paper No. 75—Property and Casualty Reinsurance
° Issue Paper No. 137— Transfer of Property and Casualty Reinsurance Run-off

Agreements
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CLASSIFYING REINSURANCE CONTRACTS
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Was the contract entered into, renewed,
amended, or does the contract have an

anniversary date (i.e., multi-year _ No | The contract would be “grandfathered”
contract) during or after 1994? and accounted for in accordance with
i Chapter 22 of the NAIC Accounting
Yes Practices and Procedures Manual for
Property/Casualty Insurance Companies
Has the reinsurer assumed significant dated January 1992
insurance risk, both as to timing of risk No
(including timely reimbursement) and
amount of insurance loss under the
reinsured portions of the underlying
contracts? Has the reinsurer assumed substantially all
of the risk relating to the reinsured portion
* Yes of the underlying contract (i.e., the
No reinsurer is in the same economic position
Is it reasonably possible that the reinsurer as the reinsured)?
may realize a significant loss from the
transaction? * No
+ Yes The contract has not transferred risk and
should be accounted for as a deposit. Any
The contract has transferred risk and previously recognized gains and losses
should be accounted for as reinsurance in < should not be restated, and existing
accordance with SSAP No. 62 Yes balances should be reclassified as
1 deposits.
Does the contract only reinsure losses Yes Account for the contract as a )
from insured events that may occur after : prospective
the date the contract is entered into? remnsurance.

No
Account for the contract as a retroactive
Does the contract only reinsure losses v unless paragraph 31 exceptions are met, then
. ) es - .
from insured events that occurred prior Mw‘
to the date the contract is entered into?
No
Is it practicable to identify and account No
separately for the prospective and
retroactive portions of a blended Account for the prospective and
contract? Yes retroactive components separately.
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SSAP NO. 62—EXHIBIT A

Implementation Questions and Answers

Applicability
1. Q: The accounting practices in SSAP No. 62 specify the accounting and reporting for reinsurance

contracts. What contracts are considered reinsurance contracts for purposes of applying these
accounting practices?

Any transaction that indemnifies an insurer against loss or liability relating to insurance risk shall
be accounted for in accordance with the accounting practices included in SSAP No. 62.
Therefore, all contracts, including contracts that may not be structured or described as
reinsurance, shall be accounted for as reinsurance when those conditions are met.

: The provisions of this statement will apply to (a) reinsurance contracts entered into, renewed or

amended on or after January 1, 1994, and (b) any other reinsurance contracts that are in force on
January 1, 1995 and cover insurable events on the underlying insurance policies that occur on or
after that date. What contracts would be exempt from the new accounting rules included in SSAP
No. 62?

The only exempt contracts are:

1) Purely retroactive reinsurance contracts that cover only insured events occurring before
January 1, 1994, provided those contracts were entered into before that date and are not
subsequently amended and

2) Contracts that expired before January 1, 1995 and are not amended after that date.

This statement is to be applied to contracts which are amended on or after January 1, 1994. What
if the change in terms is not significant, or the terms changed have no financial effect on the
contract?

In general, the term amendment should be viewed broadly to include all but the most trivial
changes. Examples of amendments include, but are not limited to, replacing one assuming entity
with another (including an affiliated entity), or modifying the contract’s limit, coverage,
premiums, commissions, or experience-related adjustable features. No distinction is made
between financial and non-financial terms.

Must the accounting provisions of SSAP No. 62 be applied to an otherwise exempt contract if the
ceding entity pays additional premiums under the contract on or after January 1, 1994?

The answer depends on why the additional premiums are paid. If the additional premiums are the
result of a renegotiation, adjustment, or extension of terms, the contract is subject to the
accounting provisions of SSAP No. 62. However, additional premiums paid without
renegotiation, adjustment, or extension of terms would not make an otherwise exempt contract
subject to those provisions.

Prospective and retroactive portions of a reinsurance contract are allowed to be accounted for
separately, if practicable. Can the retroactive portion of an existing contract be segregated and,
therefore, exempted with other retroactive contracts covering insured events occurring prior to
January 1, 1994?
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No. The transition provisions apply to an entire contract, which is either subject to or exempt
from the revised provisions of SSAP No. 62. A ceding entity may bifurcate a contract already
subject to the new accounting rules in SSAP No. 62 and then account for both the prospective and
retroactive portions in accordance with the new accounting standard.

Risk Transfer

6. Q:
A:

10. Q:

Do the new risk transfer provisions apply to existing contracts?

Yes, the new risk transfer provisions apply to some existing contracts. SSAP No. 62 applies in
its entirety only to existing contracts which were renewed or amended on or after January 1,
1994, or which cover losses occurring or claims made after that date. Therefore, those contracts
must be evaluated to determine whether they transfer risk and qualify for reinsurance accounting.
For accounting periods commencing on or after January 1, 1995, balances relating to such
contracts which do not transfer insurance risk shall be reclassified as deposits and shall be
accounted for and reported in the manner described under the caption Reinsurance Contracts
Must Include Transfer of Risk.

SSAP No. 62 does not apply to existing contracts which were entered into before, and were not
renewed or amended on or after, January 1, 1994, and which cover only losses occurring or
claims made before that date, nor to contracts which expired before, and were not renewed or
amended on or after, January 1, 1995. Those contracts will continue to be accounted for in the
manner provided by SSAP No. 62 before these revisions.

How does the effective date affect the assessment of whether a significant loss to the reinsurer
was reasonably possible?

The risk transfer assessment is made at contract inception, based on facts and circumstances
known at the time. Because that point in time has passed for existing contracts, some have
suggested that the risk transfer provisions be applied as of the effective date. However, that
approach to the risk transfer assessment would violate the requirement to consider all cash flows
from the contract. Therefore, the test must be applied from contract inception, considering the
effect of any subsequent contract amendments. Careful evaluation and considered judgment will
be required to determine whether a significant loss to the reinsurer was reasonably possible at
inception.

Should risk transfer be reassessed if contractual terms are subsequently amended?

Yes. When contractual terms are amended, risk transfer should be reassessed. For example, a
contract that upon inception met the conditions for reinsurance accounting could later be
amended so that it no longer meets those conditions. The contract should then be reclassified and
accounted for as a deposit.

. How should the risk transfer assessment be made when a contract has been amended?

No particular method is prescribed for assessing risk transfer in light of a contract amendment.
Whether an amended contract in substance transfers risk must be determined considering all of
the facts and circumstances in light of the risk transfer requirements. Judgment also will be
required to determine whether an amendment in effect creates a new contract.

For purposes of evaluating whether a contract with a reinsurer transfers risk, what constitutes a
contract?
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A: A contract is not defined, but is essentially a question of substance. It may be difficult in some

circumstances to determine the boundaries of a contract. For example, the profit-sharing

provisions of one contract may refer to experience on other contracts and, therefore, raise the
question of whether, in substance, one contract rather than several contracts exist.

The inconsistency that could result from varying interpretations of the term contract is limited by
requiring that features of the contract or other contracts or agreements that directly or indirectly
compensate the reinsurer or related reinsurers for losses be considered in evaluating whether a
particular contract transfers risk. Therefore, if agreements with the reinsurer or related reinsurers,
in the aggregate, do not transfer risk, the individual contracts that make up those agreements also
would not be considered to transfer risk, regardless of how they are structured.

11. Q: If the assessment of risk transfer changes after the initial assessment at contract inception, how
should the ceding entity account for the change?

A: The status of a contract should be determinable at inception and, absent amendment, subsequent
changes should be very rare. If the risk of significant loss was not deemed reasonably possible at
inception, and a significant loss subsequently occurred, the initial assessment was not necessarily
wrong, because remote events do occur. Likewise, once a reasonable possibility of significant
loss has been established, such loss need not occur in order to maintain the contract’s status as
reinsurance.

12. Q: SSAP No. 62 requires that reasonably possible outcomes be evaluated to determine the
reinsurer’s exposure to significant loss. What factors should be considered in determining
whether a scenario being evaluated is reasonably possible?

A: The term reasonably possible means that the probability is more than remote. The test is applied
to a particular scenario, not to the individual assumptions used in the scenario. Therefore, a
scenario is not reasonably possible unless the likelihood of the entire set of assumptions used in
the scenario occurring together is reasonably possible.

13. Q: In determining the amount of the reinsurer’s loss under reasonably possible outcomes, may cash
flows directly related to the contract other than those between the ceding and assuming
companies, such as taxes and operating expenses of the reinsurer, be considered in the
calculation?

A: No. The evaluation is based on the present value of all cash flows between the ceding and
assuming enterprises under reasonably possible outcomes and, therefore, precludes considering
other expenses of the reinsurer in the calculation.

14. Q: In evaluating the significance of a reasonably possible loss, should the reasonably possible loss be
compared to gross or net premiums?

A: Gross premiums should be used.

15. Q: How does a commutation clause affect the period of time over which cash flows are evaluated for
reasonable possibility of significant loss to the reinsurer?

A: All cash flows are to be assessed under reasonably possible outcomes. Therefore, unless
commutation is expected in the scenario being evaluated, it should not be assumed in the
calculation. Further, the assumptions used in a scenario must be internally consistent and
economically rational in order for that scenario’s outcome to be considered reasonably possible.
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What interest rate should be used in each evaluated scenario to make the present value
calculation?

A reasonable and appropriate rate is required, which generally would reflect the expected timing
of payments to the reinsurer and the duration over which those cash flows are expected to be
invested by the reinsurer.

SSAP No. 62 refers to payment schedules and accumulating retentions from multiple years as
features that delay timely reimbursement of claims. Does the presence of those features generally
prevent a contract from meeting the conditions for reinsurance accounting?

Yes. Payment schedules and accumulating retentions from multiple years are contractual features
inherently designed to delay the timing of reimbursement to the ceding entity. Regardless of
what a particular feature might be called, any feature that can delay timely reimbursement
violates the conditions for reinsurance accounting. Transfer of insurance risk requires that the
reinsurer’s payments to the ceding entity depend on and directly vary with the amount and
timing of claims settled under the reinsured contracts. Contractual features that can delay timely
reimbursement prevent this condition from being met. Therefore, any feature that may affect the
timing of the reinsurer’s reimbursement to the ceding entity should be closely scrutinized.

What if a contract contains a feature such as a payment schedule or accumulating retention but
could still result in the reasonable possibility of significant loss to the reinsurer?

Both of the following conditions are required for reinsurance accounting;:

a. Transfer of significant risk arising from uncertainties about both (i) the ultimate amount
of net cash flows from premiums, commission, claims, and claim settlement expenses
paid under a contract (underwriting risk) and (ii) the timing of the receipt and payment of
those cash flows (timing risk); and

b. Reasonable possibility of significant loss to the reinsurer.

Because both condition (a) and condition (b) must be met, failure to transfer significant timing
and underwriting risk is not overcome by the possibility of significant loss to the reinsurer.

Is it permissible to evaluate timely reimbursement on a present value basis?

No. The word timely is used in the ordinary temporal sense to refer to the length of time between
payment of the underlying reinsured claims and reimbursement by the reinsurer.

While the test for reasonable possibility of significant loss to the reinsurer provides for a present
value-based assessment of the economic characteristics of the reinsurance contract, the concept of
timely reimbursement relates to the transfer of insurance risk (condition a above), not the
reasonable possibility of significant loss (condition b above). Accordingly, timely reimbursement
should be evaluated based solely on the length of time between payment of the underlying
reinsured losses and reimbursement by the reinsurer.

Are there any circumstances under which the conditions for risk transfer need not be met?

Yes. An extremely narrow and limited exemption is provided for contracts that reinsure either an
individual risk or an underlying book of business that is inherently profitable. When substantially
all of the insurance risk relating to the reinsured portions of the underlying insurance contracts
has been assumed by the reinsurer, the contract meets the conditions for reinsurance accounting.
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To qualify under this exception, no more than trivial insurance risk on the reinsured portions of
the underlying insurance contracts may be retained by the ceding entity. The reinsurer’s
economic position must be virtually equivalent to having written the relevant portions of the
reinsured contracts directly.

In determining whether a reinsurance contract qualifies under the exception referred to in the
preceding question, how should the economic position of the reinsurer be assessed in relation to
that of the ceding entity?

The assessment should be made by comparing the net cash flows of the reinsurer under the
reinsurance contract with the net cash flows of ceding entity on the reinsured portions of the
underlying insurance contracts. This may be relatively easy for reinsurance of individual risks or
for unlimited-risk quota-share reinsurance, because the premiums and losses on these types of
reinsurance generally are the same as the premiums and losses on the reinsured portions of the
underlying insurance policies.

In other types of reinsurance, determining the reinsurer’s net cash flows relative to the insurer is
likely to be substantially more difficult. For example, it generally would be difficult to
demonstrate that the ceding entity’s premiums and losses for a particular layer of insurance are
the same as the reinsurer’s premiums and losses related to that layer. If the economic position of
the reinsurer relative to the insurer cannot be determined, the contract would not qualify under the
exception.

Accounting Provisions

22. Q:

23. Q:

A:

An existing contract that was accounted for as reinsurance no longer qualifies for reinsurance
accounting under the new accounting rules included in SSAP No. 62. How should the ceding and
assuming companies account for the contract in future periods?

Because the statement of income cannot be restated, previously recognized gains and losses are
not revised. If the contract was entered into before, and not renewed or amended on or after,
January 1, 1994 and covers only losses occurring or claims made before that date, or the contract
expired before January 1, 1995 and was not renewed or amended on or after that date, it would
continue to be accounted for in the manner provided before these revisions.

For accounting periods commencing on or after January 1, 1995, existing balances relating to
contracts which do not transfer insurance risk and which were entered into on or after
January 1, 1994 (covering losses occurring or claims made after that date) would be reclassified
as deposits.

Premium payments to a reinsurer would be recorded as deposits. Likewise, losses recoverable
from a reinsurer would not be recognized as receivables. Rather, any reimbursement for losses
would be accounted for upon receipt as a refund of a deposit.

What is the definition of past insurable events that governs whether reinsurance coverage is
prospective or retroactive? For example, could a reinsurance contract that covers losses from
asbestos and pollution claims on occurrence-based insurance policies effective during previous
periods be considered prospective if the reinsurance coverage is triggered by a court
interpretation that a loss is covered within the terms of the underlying insurance policies?

The distinction between prospective and retroactive reinsurance is based on whether a contract
reinsures future or past insured events covered by the underlying reinsurance contracts. In the
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example above, the insured event is the occurrence of loss within the coverage of the underlying
insurance contracts, not the finding of a court. Therefore, the fact that the asbestos exposure or
pollution is covered under insurance policies effective during prior periods makes the
reinsurance coverage in this example retroactive.

Would the answer to the above question change if the reinsurance were written on a claims-made
basis?

No. The form of the reinsurance—whether claims-made or occurrence-based—does not
determine whether the reinsurance is prospective or retroactive. A claims-made reinsurance
contract that reinsures claims asserted to the reinsurer in a future period as a result of insured
events that occurred prior to entering into the reinsurance contract is a retroactive contract.

What is the effect of adjustments to future premiums or coverage in determining whether
reinsurance is prospective or retroactive?

Adjustments to future premiums or coverage may affect the accounting for a reinsurance
contract. Whenever an adjustment results in a reinsurer providing new or additional coverage for
past insurable events, that coverage is retroactive. For example, if subsequent years’ premiums
under a multiple accident year contract create additional coverage for previous accident years,
the additional coverage is retroactive, even if the original coverage provided in the contract for
those accident years was prospective. Likewise, if current losses under a multiple-year contract
eliminate coverage in future periods, some or all of the premiums to be paid in those future
periods should be charged to the current period.

A reinsurance contract is entered into after the contract’s effective date. Is the coverage between
the contract’s effective date and the date the contract was entered into prospective or retroactive?

The portion of the contract related to the period of time between the effective date of the contract
and the date the contract was entered into is retroactive because it covers insured events that
occurred prior to entering into the reinsurance contract.

How is the date the reinsurance contract was entered into determined?

It is not uncommon for a reinsurance arrangement to be initiated before the beginning of a policy
period but not finalized until after the policy period begins. Whether there was agreement in
principle at the beginning of the policy period and, therefore, the contract is substantively
prospective must be determined based on the facts and circumstances. For example, a contract
may be considered to have been substantively entered into even though regulatory approval of
that contract has not taken place.

The absence of agreement on significant terms, or the intention to establish or amend those terms
at a later date based on experience or other factors, generally indicates that the parties to the
contract have not entered into a reinsurance contact, but rather have agreed to enter into a
reinsurance contract at a future date. If contractual provisions under a contract substantively
entered into at a future date covered insurable events prior to that date, that coverage is
retroactive.

In any event, SSAP No. 62 provides that if a contract (except facultative contracts and contracts
signed by the lead reinsurer and certain cover notes or similar documents signed by reinsurers
representing more than 50% of the capacity on the contract) has not been finalized, reduced to
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written form and signed by the parties within 9 months after its effective date, it is presumed to be
retroactive.

Are contracts to reinsure calendar-year incurred losses considered blended contracts that have
both prospective and retroactive elements?

Yes. Most reinsurance contracts covering calendar-year incurred losses combine coverage for
insured events that occurred prior to entering into the reinsurance contract with coverage for
future insured events and, therefore, include both prospective and retroactive elements.

In any event, SSAP No. 62 provides that if a contract (except facultative contracts, contracts
signed by the lead reinsurer and certain cover notes or similar documents signed by reinsurers
representing more than 50% of the capacity on the contract) has not been finalized, reduced to
written form and signed by the parties within 9 months after its effective date it is presumed
retroactive.

When the prospective and retroactive portions of a contract are being accounted for separately,
how should premiums be allocated to each portion of the contract?

No specific method for allocating the reinsurance premiums to the risks covered by the
prospective and retroactive portions of a contract is required. However, separate accounting for
the prospective and retroactive portions of a contract may take place only when an allocation is
practicable.

Practicability requires a reasonable basis for allocating the reinsurance premiums to the risks
covered by the prospective and retroactive portions of the contract, considering all amounts paid
or deemed to have been paid regardless of the timing of payment. If a reasonable basis for
allocating the premiums between the prospective and retroactive coverage does not exist, the
entire contract must be accounted for as a retroactive contract.

A retroactive reinsurance contract contains a cut-through provision that provides the ceding
entity’s policyholders and claimants with the right to recover their claims directly from the
reinsurer. May the ceding entity immediately recognize earned surplus associated with this type
of contract?

No. SSAP No. 62 states that earned surplus may not be recognized “until the actual retroactive
reinsurance recovered exceeds the consideration paid”.

: A ceding entity enters into a retroactive reinsurance agreement that gives rise to segregated

surplus. If the reinsurer prepays its obligation under the contract, may the ceding entity recognize
earned surplus at the time the prepayment is received?

Segregated surplus arising from retroactive reinsurance transactions is earned as actual liabilities
that have been transferred are recovered or terminated. Therefore, earned surplus is based on
when the reinsurer settles its obligations to the ceding entity, and it may be appropriate to
recognize earned surplus at the time the prepayment is received.

However, all of the facts and circumstances must be considered to determine whether the ceding
entity has substantively recovered the liabilities transferred to the reinsurer. For example, if the
ceding entity agrees to compensate the reinsurer for the prepayment, such as by crediting the
reinsurer with investment income on prepaid amounts or balances held, the ceding entity has not,
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in substance, recovered its transferred liabilities but rather has received a deposit from the
reinsurer that should be accounted for accordingly.

If the ceding entity does not expect to receive any recoveries because the reinsurer has agreed to
reimburse claimants under the reinsured contracts directly, would the ceding entity be considered
to have recovered or terminated its transferred liabilities?

No. In the example given, the reinsurer is substantively acting as disbursing agent for the ceding
entity. Therefore, the ceding entity cannot be said to have recovered amounts due from the
reinsurer before payment is made to the claimant.

What accounting entries would a ceding entity make to report a retroactive reinsurance contract?

Accounting Entries for a Ceding Entity to Report a Retroactive Reinsurance Contract:

Entry 1
Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 10,000
Retroactive Reinsurance Gain (I/S) 2,000
Cash 8,000

To record initial portfolio transfer see items #3 and #8. The ceding entity must establish the
segregated surplus per item #4.

Entry 1A
Retro. Reins. Gain 2,000

Profit/Loss Account 2,000
To close gain from retroactive transaction.

Entry 1B

Profit/Loss Account 2,000
Special Surplus from Retro. Reins. 2,000
To close profit from retroactive reinsurance to special surplus.

Entry 2

Cash 2,000
Retroactive Reinsurance Reserves 2,000
Ceded or Assumed (B/S)

To record recovery of paid losses from the reinsurer. Outstanding ceded reserves after this
recovery equals $8,000, and special surplus from retroactive reinsurance account equals $2,000;
therefore, segregated surplus account is not changed per item #10.

Entry 3

Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 3,000
Retroactive Reinsurance Gain (I/S) 3,000
To record subsequent revision of the initial reserves ceded per item #10. The segregated surplus
account is increased to $5,000 as a result of this upward development.
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Entry 3A

Retro. Reinsurance Gain 3,000
Profit/Loss Account 3,000
To close profit from retroactive reinsurance.

Entry 3B

Profit/Loss (I/S) 3,000
Special Surplus from Retro. Reins. 3,000
To close profit and loss account to special surplus. (Retroactive reinsurance reserves ceded or

assumed account balance equals $11,000. Special Surplus from retroactive reinsurance balance
equals $5,000.)

Entry 4

Cash 4,000
Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 4,000

To record recovery of paid losses from the reinsurer. Outstanding ceded reserves after this
recovery equals $7,000, therefore segregated surplus account is not changed per item #10.

Entry 5

Cash 3,000
Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 3,000

To record recovery of paid losses from reinsurer. Outstanding ceded reserves after recovery
equals $4,000, therefore the following entry is needed per items #6 and #10.

Entry 5A

Special Surplus—Retro. Reins. 1,000
Unassigned Funds 1,000
Retroactive Reinsurance reserves ceded or assumed after this entry equals $4,000.

Entry 6

Retroactive Reinsurance Loss (I/S) 1,000
Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 1,000
To record subsequent revision of the initial reserves ceded per item #10. The segregated surplus
account is decreased as a result of this downward development to $3,000. The following entry is
needed per items #6 and #10.

Entry 6A

Profit/Loss Account 1,000
Retro. Reins. Loss 1,000
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To close loss to profit and loss account.

Entry 6B

Special Surplus from Retro. Reins. 1,000
Profit/Loss Account 1,000

To close profit and loss account to special surplus. (Remaining balance of retroactive reinsurance
reserve ceded or assumed account equals $3,000.) (Special surplus from retro. reins. account
balance equals $3,000.)

Entry 7

Cash 2,500
Retroactive Reinsurance Gain (I/S) 500
Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 3,000

Entry 7A

Profit and Loss Account 500
Retro. Reins. Gain 500

To close other income to profit and loss account.

Entry 7B

Special Surplus from Retro. Reins. 500
Profit/Loss Account 500
To close profit and loss account to special surplus. (Remaining balance of special surplus from
retro. reins. account equals $2,500.) (Remaining balance of retroactive reinsurance reserve ceded
or assumed account -0-.)

Entry 7C

Special Surplus from Retro. Reins. 2,500
Unassigned Funds 2,500
To close remaining special surplus account to unassigned surplus.

How should the parties account for an adverse loss development reinsurance contract where, as of
the statement date, the attachment level of the contract exceeds the ceding company’s current
case and IBNR reserves for the covered accident years (i.e. no surplus gain and no reinsurance
recoverable as of the statement date), and the ceding company transferred cash to the reinsurer at
the inception of the contract?

A: An adverse loss development reinsurance contract covering prior accident years meets the

definition of “retroactive reinsurance” set forth in paragraph 22 of SSAP No. 62:

....reinsurance in which a reinsurer agrees to reimburse a ceding entity for liabilities
incurred as a result of past insurable events covered under contracts subject to the
reinsurance....
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Subparagraph 29 k of SSAP No. 62 specifically provides that the consideration paid for a
retroactive reinsurance contract is to be recorded as a decrease in ledger assets by the ceding
entity and an increase in ledger assets by the assuming entity.

Question 33 illustrates the accounting entries for retroactive reinsurance contracts.

If the retroactive reinsurance contract transfers both components of insurance risk then, pursuant
to paragraph 29 of SSAP No. 62, the ceding company would record the consideration paid as a
decrease in ledger assets, recognize an expense for the reinsurance ceded through Other Income
or Loss accounts as a write-in item identified as “Retroactive Reinsurance Ceded”, and record the
recoverable from the reinsurer as a contra liability.

No contra liability is established until and unless (and then only to the extent that) the ceding
company establishes reserves which exceed the attachment point.

For the contract described, at inception no contra liability is recorded to offset current liability for
the business ceded, since the ceded retroactive reinsurance premium relates to coverage in excess
of the current liabilities recorded by the ceding company.

Once the ceding company’s recorded liabilities exceed the attachment point of the adverse loss
development reinsurance contract and triggers reinsurance recoverable from the reinsurer, a
contra liability is established by the ceding company for the amount of the reinsurance
recoverable. Any surplus resulting from the retroactive reinsurance is carried as a write-in item on
the balance sheet designated as “Special Surplus from Retroactive Reinsurance Account.” The
surplus gain may not be classified as unassigned funds (surplus) until the actual retroactive
reinsurance recovered exceeds the consideration paid.

If any portion of a retroactive reinsurance contract does not transfer insurance risk, then the
portion which does not transfer risk is accounted for as a deposit pursuant to paragraph 35 of
SSAP No. 62. The deposit is reported as an admitted asset of the ceding company if the reinsurer
is licensed, accredited or otherwise qualified in the ceding company’s state of domicile as
described in Appendix A-785, or if there are funds held by or on behalf of the ceding company as
described in that appendix. Receipts and disbursements under the contract are recorded through
the deposit/liability accounts. Amounts received in excess of the deposit made are recognized as a
gain in the Other Income or Loss account.

Accounting entries for a ceding entity to report a retroactive reinsurance contract at the inception
of which the cedent’s reserves are lower than the attachment point of the reinsurance coverage:

Assume the company pays $16m to purchase adverse development coverage of $50m, above an
attachment point.
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Entry 1: Payment of Retrospective Reinsurance Premium

Retrospective Reinsurance Expense* $16m
Cash $16m

The company pays $16m premium for the retrospective reinsurance contract
*This is an Other Expense item, it does not flow through Schedule F or Schedule P

Entry 2: Adverse Development reaches the Attachment Point

Losses Incurred $25m

Gross Loss Reserve $25m
Recoverable on Retro Reinsurance Contract™* $25m

Other Income* $9m

Contra — Retro Reinsurance Expense* $16m
Surplus™*** $9m

Segregated Surplus*** $9m

The company incurs $25m development on reserves related to the contract

*These are Other Income/Expense items, do not flow through Schedule F or Schedule P
**A contra-liability write-in item, not netted against loss reserves

***Surplus is segregated in the amount of [$25m - $16m = $9m] recoverables less
consideration paid

Entry 3: Cash is Recovered on Paid Losses

Cash $20m

Recoverable on Retrospective Reinsurance Contract $20m
Segregated Surplus $4m

Surplus $4m

The company recovers $20m cash from reinsurer on this retro contract. Segregated
Surplus decreases in the amount of [$20m - $16m = $4m] (decreases for amount
recovered in excess of consideration paid)

35.Q: How should a ceding company account for payment of the premium for a retroactive reinsurance
contract by the ceding company’s parent company or some other person not a party to the
reinsurance contract (for example, adverse loss development reinsurance contracts purchased by
the parent company in the context of the purchase or sale of the ceding company)?

A: If the reinsurance premium is not paid directly by the ceding company but is instead paid on
behalf of the ceding company by the ceding company’s parent company or some other entity not
a party to the reinsurance contract, then the ceding company should (1) record an increase in
gross paid in and contributed surplus in the amount of the reinsurance premium to reflect the
contribution to surplus by the parent or third party payor, and (2) record an expense in the amount
of the reinsurance premium and account for the contract as provided in Questions 33 and 34.
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Fair Value Measurements

STATUS:

Subgroup Proposal — 5/27/09

Type of Issue:
Common Area

SUMMARY OF ISSUE:

1. In September 2006, the Financial Accounting Standards Board (FASB) issued FAS 157, Fair
Value Measurements (FAS 157) to define fair value, establish a framework for measuring fair value in
generally accepted accounting principles (GAAP) and to expand disclosures about fair value
measurements. Since the issuance of FAS 157, the FASB has issued four FASB staff positions (FSPs) and
one EITF to provide clarification of the guidance under FAS 157.

a.

FSP FAS 157-1: Application of FASB Statement No. 157 to FASB Statement No. 13 and
Other Accounting Pronouncements That Address Fair Value Measurements for Purposes
of Lease Classification or Measurement under Statement 13 (FSP FAS 157-1). This FSP
revised FAS 157 to exclude accounting pronouncements that address lease accounting.
This FSP identifies that the term fair value will be used differently under FAS 13,
Accounting for Leases, (FAS 13) than under FAS 157.

FSP FAS 157-2: Effective Date of FASB Statement No. 157 (FSP FAS 157-2). This FSP
defers the effective date of FAS 157 for nonfinancial assets and nonfinancial liabilities to
fiscal years beginning after November 15, 2008.

FSP FAS 157-3: Determining the Fair Value of a Financial Asset When the Market for
That Asset is Not Active (FSP FAS 157-3). This FSP initially clarified the application of
FAS 157 for a market that is not active and provided an illustration in determining the
fair value of a financial asset when the market for that financial asset is not active. With
the issuance of FSP FAS 157-4, FSP FAS 157-3 was superseded, thus all of the
amendments to FAS 157 from this FSP were deleted or amended.

FSP FAS 157-4: Determining Fair Value When the Volume and Level of Activity for the
Asset or Liability Have Significantly Decreased and Identifying Transaction That Are Not
Orderly (FSP FAS 157-4). This FSP provides guidance for estimating fair value in
accordance with FAS 157 when the volume and level of activity for the asset and liability
have significantly decreased. This FSP also includes guidance on identifying
circumstances that indicate a transaction is not orderly.

EITF Issue No. 08-5, Issuer’s Accounting for Liabilities Measured at Fair Value with a
Third-Party Credit Enhancement (EITF 08-5). This EITF provides guidance in
determining an issuer’s unit of accounting for a liability issued with an inseparable third-
party credit enhancement when it is measured or disclosed at fair value on a recurring
basis. As noted within this EITF, the issuer of a liability with a third-party credit
enhancement that is inseparable from the liability shall not include the effect of the credit
enhancement in the fair value measurement of the liability. For example, in determining
the fair value of debt with a third-party guarantee, the issuer would consider its own
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credit standing and not that of the third-party guarantor. The issuer should disclose the
existence of the third-party credit enhancement.

2. This Issue Paper proposes adoption, with modification, of FAS 157, FSP FAS 157-1 and FSP
FAS 157-4. As components of FSP FAS 157-4 have been incorporated within INT 09-04, with the
issuance of a final SSAP on fair value measurements INT 09-04 will be nullified. Guidance within FSP
FAS 157-2 on the effective date for nonfinancial assets and nonfinancial liabilities is not considered
applicable for statutory accounting, as the effective date of a new SSAP on fair value measurements will
be after the effective date established by FSP FAS 157-2. FSP FAS 157-3 is considered rejected for
statutory accounting purposes as the modifications made to FAS 157 from the issuance of that FSP have
been amended or deleted with the issuance of FSP FAS 157-4. EITF 08-5 is considered rejected for
statutory accounting purposes as the concept of considering non-performance risk (own credit risk) is
inconsistent with the statutory accounting concept of conservatism and the assessment of financial
solvency for insurers. Liabilities reported at fair value shall reflect the guidance adopted within FAS 157,
as provided within this Issue Paper, without consideration of own-performance risk and without reflection
of any third-party guarantee. (Staff Note — INT 09-04 has not yet been adopted by the EAIWG and
reference to this interpretation in a final Issue Paper may change in accordance with the final decision of
the EAIWG. Guidance from FSP FAS 157-4 is included in paragraphs 31-38.)

3. Current statutory accounting guidance for the definition of ‘fair value’ is primarily located within
the Glossary to the Accounting Practices and Procedures Manual. There are instances throughout the
Statements of Statutory Principles (SSAPs) in which guidance on the definition of fair value is located
within a specific SSAP. It is intended that all statutory references to “fair value” will be defined in
accordance with the provisions established within this Issue Paper, except where specifically excluded.

Summary Conclusion

4. This Issue Paper defines fair value, establishes a framework for measuring fair value in statutory
accounting principles, and expands disclosures about fair value measurements. This Issue Paper applies
under other accounting pronouncements that require or permit fair value measurements, but this Issue
Paper does not require any new fair value amendments. However, the application of this Issue Paper may
change current practice. This Issue Paper does not eliminate the practicability exceptions to fair value
measurements in accounting pronouncements within the scope of this Issue Paper.

Scope

5. This Issue Paper applies under other statutory accounting pronouncements that require or permit
fair value measurements, except as follows

a. This Issue Paper does not eliminate the practicality exceptions to fair value measurements
in accounting pronouncements within the scope of this Issue Paper.

b. This Issue Paper does not apply under SSAP No. 22—Leases (SSAP No. 22) and other
accounting pronouncements that address fair value measurements for purposes of lease
classification to measurement under SSAP No. 22. This scope exception does not apply
to assets acquired or liabilities assumed in a business combination that are required to be
measured at fair value under SSAP No. 68—Business Combinations and Goodwill (SSAP
No. 68), regardless of whether those assets and liabilities are related to leases.
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Definition of Fair Value

6. Fair value is 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.

Components of the Fair Value Definition

7. Asset/Liability - A fair value measurement is for a particular asset or liability. Therefore, the
measurement should consider attributes specific to the asset or liability, for example, the condition and/or
location of the asset or liability and restrictions, if any, on the sale or use of the asset at the measurement
date. The asset or liability might be a standalone asset or liability (for example, a financial instrument or
an operating asset) or a group of assets and/or liabilities (for example, an asset group, a reporting unit, or
a business).

8. Price - A fair value measurement assumes that the asset or liability is exchanged in an orderly
transaction between market participants to sell the asset or transfer the liability at the measurement date.
An orderly transaction is a transaction that assumes exposure to the market for a period prior to the
measurement date to allow for marketing activities that are usual and customary for transactions involving
such assets or liabilities; it is not a forced transaction (for example, a forced liquidation or distress sale).
The transaction to sell the asset or transfer the liability is a hypothetical transaction at the measurement
date, considered from the perspective of a market participant that holds the asset or owes the liability.
Therefore, the objective of a fair value measurement is to determine the price that would be received to
sell the asset or paid to transfer the liability at the measurement date (an exit price).

9. Principal (or Most Advantageous) Market - A fair value measurement assumes that the
transaction to sell the asset or transfer the liability 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
principal market is 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 most advantageous market is
the market in which the reporting entity would sell the asset or transfer the liability with the price that
maximizes the amount that would be received for the asset or minimizes the amount that would be paid to
transfer the liability, considering transaction costs in the respective market(s). In either case, the principal
(or most advantageous) 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. If there is a principal market for the asset or liability, the fair value measurement shall represent
the price in that market (whether that price is directly observable or otherwise determined using a
valuation technique), even if the price in a different market is potentially more advantageous at the
measurement date.

10. The price in the principal (or most advantageous) market used to measure the fair value of the
asset or liability shall not be adjusted for transaction costs. Transaction costs represent the incremental
direct costs to sell the asset or transfer the liability in the principal (or most advantageous) market for the
asset or liability. Transaction costs are not an attribute of the asset or liability; rather, they are specific to
the transaction and will differ depending on how the reporting entity transacts. However, transaction costs
do not include the costs that would be incurred to transport the asset or liability to (or from) its principal
(or most advantageous) market. 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 shall 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.
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11. Market Participants - Market participants are buyers and sellers in the principal (or most
advantageous) market for the asset or liability that are:

a. Independent of the reporting entity; that is, they are not related parties;

b. Knowledgeable, having a reasonable understanding about the asset or liability and the
transaction based on all available information, including information that might be
obtained through due diligence efforts that are usual and customary;

c. Able to transact for the asset or liability; and

d. Willing to transact for the asset or liability; that is, they are motivated but not forced or
otherwise compelled to do so.

12. The fair value of the asset or liability shall be determined based on the assumptions that market
participants would use in pricing the asset or liability. In developing those assumptions, the reporting
entity need not identify specific market participants. Rather, the reporting entity should identify
characteristics that distinguish market participants generally, considering factors specific to (a) the asset
or liability, (b) the principal (or most advantageous) market for the asset or liability, and (c) market
participants with whom the reporting entity would transact in that market.

13. Application to Assets - A fair value measurement 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. In broad terms, highest and best use refers to the use of an
asset by market participants that would maximize the value of the asset or the group of assets within
which the asset would be used. 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.

14. The highest and best use of the asset establishes the valuation premise used to measure the fair
value of the asset. Specifically:

a. In-use - 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 configured for use). For example, that
might be the case for certain nonfinancial assets. If the highest and best use of the asset is
in-use, the fair value of the asset shall be measured using an in-use valuation premise.
When using an in-use valuation premise, the fair value of the asset is determined 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 assets would be
available to market participants. Generally, assumptions about the highest and best use of
the asset should be consistent for all of the assets of the group within which it would be
used.

b. In-exchange - 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, that might be the case for a financial asset. If the highest and best use of the
asset is in-exchange, the fair value of the asset shall be measured using an in-exchange
valuation premise. When using an in-exchange valuation premise, the fair value of the
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asset is determined based on the price that would be received in a current transaction to
sell the asset standalone.

15. Because the highest and best use of the asset is determined based on its use by market
participants, the fair value measurement considers the assumptions that market participants would use in
pricing the asset, whether using an in-use or an in-exchange valuation premise.

16. Application to Liabilities - Consideration of non-performance risk (own credit-risk) should not be
reflected in the fair value calculation for liabilities. The consideration of non-performance risk is
inconsistent with the conservatism and recognition concepts as well as the assessment of financial
solvency for insurers, as a decrease in credit standing would effectively decrease reported liabilities and
thus seemingly increase the appearance of solvency. Furthermore, liabilities reported or disclosed at “fair
value” shall not reflect any third-party credit guarantee of debt. (Staff Note — The guidance for liabilities
in this Issue Paper is different from the guidance in FAS 157 and thus results with a fair value
measurement that is different between SAP and GAAP. Although it has previously been decided that
own-credit worthiness is not a concept that is suitable for statutory accounting, it is speculated that this
modification will result in an immaterial difference between GAAP and SAP. As the only ‘liabilities’ that
would be measured at fair value are derivatives, it has been noted by industry that this modification will
create a GAAP to SAP difference that is unnecessary for statutory accounting.)

Fair Value at Initial Recognition

17. When an asset is acquired or a liability is assumed in an exchange transaction for that asset or
liability, the transaction price represents the price paid to acquire the asset or received to assume the
liability (an entry price). In contrast, the fair value of the asset or liability represents the price that would
be received to sell the asset or paid to transfer the liability (an exit price). Conceptually, entry prices and
exit prices are different. Entities do not necessarily sell assets at the prices paid to acquire them. Similarly,
entities do not necessarily transfer liabilities at the prices received to assume them.

18. In many cases, the transaction price will equal the exit price and, therefore, represent the fair
value of the asset or liability at initial recognition. In determining whether a transaction price represents
the fair value of the asset or liability at initial recognition, the reporting entity shall consider factors
specific to the transaction and the asset or liability. For example, a transaction price might not represent
the fair value of an asset or liability at initial recognition if:

a. The transaction is between related parties.

b. The transaction occurs under duress or the seller is forced to accept the price in the
transaction. For example, that might be the case if the seller is experiencing financial
difficulty.

c. The market in which the transaction occurs is different from the market in which the

reporting entity would sell the asset or transfer the liability, that is, the principal or most
advantageous market. For example, those markets might be different if the reporting
entity is a securities dealer that transacts in different markets, depending on whether the
counterparty is a retail customer (retail market) or another securities dealer (inter-dealer
market).
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d. For liabilities, differences may exist as non-performance risk (own credit risk) is not
reflected in the fair value (i.e., exit price) determination of all liabilities (including
derivatives). (Staff Note — This aspect is an addition to the GAAP examples included in
FAS 157 as the SAP modifications to the measurement of liabilities results in a difference
between GAAP and SAP for fair value liability measurements.)

Valuation Techniques

19. Valuation techniques consistent with the market approach, income approach, and/or cost
approach shall be used to measure fair value. Key aspects of those approaches are summarized below:

a. Market approach. The market approach uses prices and other relevant information
generated by market transactions involving identical or comparable assets or liabilities
(including a business). For example, valuation techniques consistent with the market
approach often use market multiples derived from a set of comparables. Multiples might
lie in ranges with a different multiple for each comparable. The selection of where within
the range the appropriate multiple falls requires judgment, considering factors specific to
the measurement (qualitative and quantitative). Valuation techniques consistent with the
market approach include matrix pricing. Matrix pricing is a mathematical technique used
principally to value debt securities without relying exclusively on quoted prices for the
specific securities, but rather by relying on the securities' relationship to other benchmark
quoted securities.

b. Income approach. The income approach uses valuation techniques to convert future
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 future amounts. Those valuation techniques include present value techniques;
option-pricing models, such as the Black-Scholes-Merton formula (a closed-form model)
and a binomial model (a lattice model), which incorporate present value techniques; and
the multiperiod excess earnings method, which is used to measure the fair value of certain
intangible assets.

c. Cost approach. 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). From the perspective of a market participant (seller), the price that
would be received for the asset is determined based on the cost to a market participant
(buyer) to acquire or construct a substitute asset of comparable utility, adjusted for
obsolescence.  Obsolescence  encompasses  physical deterioration, functional
(technological) obsolescence, and economic (external) obsolescence and is broader than
depreciation for financial reporting purposes (an allocation of historical cost) or tax
purposes (based on specified service lives).

20. Valuation techniques that are appropriate in the circumstances and for which sufficient data are
available shall 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). If multiple valuation techniques are used to
measure fair value, the results (respective indications of fair value) shall be evaluated and weighted, as
appropriate, considering the reasonableness of the range indicated by those results. A fair value
measurement is the point within that range that is most representative of fair value in the circumstances.
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21. Valuation techniques used to measure fair value shall be consistently applied. However, a change
in a valuation technique or its application (for example, a change in its weighting when multiple valuation
techniques are used) is appropriate if the change results in a measurement that is equally or more
representative of fair value in the circumstances. That might be the case if, for example, new markets
develop, new information becomes available, information previously used is no longer available, or
valuation techniques improve. Revisions resulting from a change in the valuation technique or its
application shall be accounted for as a change in accounting estimate pursuant to SSAP No. 3—
Accounting Changes and Corrections of Errors (SSAP No. 3). The disclosure provisions of SSAP No. 3
for a change in accounting estimate are not required for revisions resulting from a change in a valuation
technique or its application.

Inputs to Valuation Techniques

22. In this Issue Paper, inputs refer broadly to the assumptions that market participants would use in
pricing the asset or liability, including assumptions about risk, for example, the risk inherent in a
particular valuation technique used to measure fair value (such as a pricing model) and/or the risk
inherent in the inputs to the valuation technique. Inputs may be observable or unobservable:

a. Observable inputs are inputs that reflect the assumptions market participants would use in
pricing the asset or liability developed based on market data obtained from sources
independent of the reporting entity.

b. Unobservable inputs are inputs that reflect the reporting entity's own assumptions about
the assumptions market participants would use in pricing the asset or liability developed
based on the best information available in the circumstances.

Valuation techniques used to measure fair value shall maximize the use of observable inputs and
minimize the use of unobservable inputs.

Fair Value Hierarchy

23. To increase consistency and comparability in fair value measurements and related disclosures, the
fair value hierarchy prioritizes the inputs to valuation techniques used to measure fair value into three
broad levels. The fair value hierarchy gives the highest priority to quoted prices (unadjusted) in active
markets for identical assets or liabilities (Level 1) and the lowest priority to unobservable inputs (Level
3). 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 shall be determined based on the lowest level input that is significant to the fair value measurement
in its entirety. Assessing the significance of a particular input to the fair value measurement in its entirety
requires judgment, considering factors specific to the asset or liability.

24. 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 techniques. 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.
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Level 1 Inputs

25. Level 1 inputs are quoted prices (unadjusted) in active markets for identical assets or liabilities
that the reporting entity has the ability to access at the measurement date. An active market for the asset
or liability 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 shall be used to measure fair value whenever available, except
as discussed in paragraphs 26 and 27.

26. If the reporting entity holds a large number of similar assets or liabilities (for example, debt
securities) that are required to be measured at fair value, a quoted price in an active market might be
available but not readily accessible for each of those assets or liabilities individually. In that case, fair
value may be measured using an alternative pricing method that does not rely exclusively on quoted
prices (for example, matrix pricing) as a practical expedient. However, the use of an alternative pricing
method renders the fair value measurement a lower level measurement.

27. In some situations, a quoted price in an active market might not represent fair value at the
measurement date. That might be the case if, for example, significant events (principal-to-principal
transactions, brokered trades, or announcements) occur after the close of a market but before the
measurement date. The reporting entity should establish and consistently apply a policy for identifying
those events that might affect fair value measurements. However, if the quoted price is adjusted for new
information, the adjustment renders the fair value measurement a lower level measurement.

28. If the reporting entity holds a position in a single financial instrument (including a block) and the
instrument is traded in an active market, the fair value of the position shall be measured within Level 1 as
the product of the quoted price for the individual instrument times the quantity held. The quoted price
shall not be adjusted because of the size of the position relative to trading volume (blockage factor). The
use of a blockage factor is prohibited, even if a market's normal daily trading volume is not sufficient to
absorb the quantity held and placing orders to sell the position in a single transaction might affect the
quoted price.

Level 2 Inputs

209. 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. Level 2 inputs
include the following:

a. Quoted prices for similar assets or liabilities in active markets

b. Quoted prices for identical or similar assets or liabilities in markets that are not active,
that is, markets in which there are few transactions for the asset or liability, the prices are
not current, or price quotations vary substantially either over time or among market
makers (for example, some brokered markets), or in which little information is released
publicly (for example, a principal-to-principal market)

c. 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, volatilities,
prepayment speeds, loss severities, credit risks, and default rates)
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d. Inputs that are derived principally from or corroborated by observable market data by
correlation or other means (market-corroborated inputs).

30. Adjustments to Level 2 inputs will vary depending on factors specific to the asset or liability.
Those factors include the condition and/or 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.

31. The reporting entity should evaluate the following factors to determine whether there has been a
significant decrease in the volume and level of activity for the asset or liability when compared with
normal market activity for the asset or liability (or similar assets or liabilities). The factors include, but are
not limited to:

a. There are few recent transactions.
b. Price quotations are not based on current information.
c. Price quotations vary substantially either over time or among market makers (for

example, some brokered markets).

d. Indexes that previously were highly correlated with the fair values of the asset or liability
are demonstrably uncorrelated with recent indications of fair value for that asset or
liability.

e. There is a significant increase in implied liquidity risk premiums, yields, or performance

indicators (such as delinquency rates or loss severities) for observed transactions or
quoted prices when compared with the reporting entity’s estimate of expected cash flows,
considering all available market data about credit and other nonperformance risk for the
asset or liability.

f. There is a wide bid-ask spread or significant increase in the bid-ask spread.

g. There is a significant decline or absence of a market for new issuances (that is, a primary
market) for the asset or liability or similar assets or liabilities.

h. Little information is released publicly (for example, a principal-to-principal market).

The reporting entity shall evaluate the significance and relevance of the factors to determine whether,
based on the weight of the evidence, there has been a significant decrease in the volume and level of
activity for the asset or liability.

32. If the reporting entity concludes there has been a significant decrease in the volume and level of
activity for the asset or liability in relation to normal market activity for the asset or liability (or similar
assets or liabilities), transactions or quoted prices may not be determinative of fair value (for example,
there may be increased instances of transactions that are not orderly). 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 accordance with this Issue Paper. Significant adjustments also may be
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necessary in other circumstances (for example, when a price for a similar asset requires significant
adjustment to make it more comparable to the asset being measured or when the price is stale).

33. This Issue Paper does not prescribe a methodology for making significant adjustments to
transactions or quoted prices when estimating fair value. Paragraphs 19-21 discuss the use of valuation
techniques in estimating fair value. If there has been a significant decrease in the volume and level of
activity for the asset or liability, a change in valuation technique or the use of multiple valuation
techniques may be appropriate (for example, the use of a market approach and a present value technique).
When weighting indications of fair value resulting from the use of multiple valuation techniques, the
reporting entity shall consider the reasonableness of the range of fair value estimates. The objective is to
determine the point within that range that is most representative of fair value under current market
conditions. A wide range of fair value estimates may be an indication that further analysis is needed.

34, Even in circumstances where there has been a significant decrease in the volume and level of
activity for the asset or liability and regardless of the valuation technique(s) used, 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 (that is, not a forced liquidation or distressed sale) between
market participants at the measurement date under current market conditions. Determining the price at
which willing market participants would transact at the measurement date under current 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 circumstances and requires the use of significant judgment. However, the reporting
entity’s intention to hold the asset or liability is not relevant in estimating fair value. Fair value is a
market-based measurement, not an entity-specific measurement.

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).
Circumstances that may indicate that a transaction is not orderly include, but are not limited to:

a. There was not adequate exposure to the market for a period before the measurement date
to allow for marketing activities that are usual and customary for transactions involving
such assets or liabilities under current market conditions.

b. There was a usual and customary marketing period, but the seller marketed the asset or
liability to a single market participant.

c. The seller is in or near bankruptcy or receivership (that is, distressed), or the seller was
required to sell to meet regulatory or legal requirements (that is, forced).

d. The transaction price is an outlier when compared with other recent transactions for the
same or similar asset or liability.

The reporting entity shall evaluate the circumstances to determine whether the transaction is orderly based
on the weight of the evidence.

36. The determination of whether a transaction is orderly (or not orderly) is more difficult if there has

been a significant decrease in the volume and level of activity for the asset or liability. Accordingly, the
reporting entity shall consider the following guidance:
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a. If the weight of the evidence indicates the transaction is not orderly, the reporting entity
shall place little, if any, weight (compared with other indications of fair value) on that
transaction price when estimating fair value or market risk premiums.

b. If the weight of the evidence indicates the transaction is orderly, the reporting entity shall
consider that transaction price when estimating fair value or market risk premiums. The
amount of weight placed on that transaction price when compared with other indications
of fair value will depend on the facts and circumstances such as the volume of the
transaction, the comparability of the transaction to the asset or liability being measured at
fair value, and the proximity of the transaction to the measurement date.

c. If the reporting entity does not have sufficient information to conclude that the
transaction is orderly or that the transaction is not orderly, it shall consider that
transaction price when estimating fair value or market risk premiums. However, that
transaction price may not be determinative of fair value (that is, that transaction price
may not be the sole or primary basis for estimating fair value or market risk premiums).
The reporting entity shall place less weight on transactions on which the reporting entity
does not have sufficient information to conclude whether the transaction is orderly when
compared with other transactions that are known to be orderly.

In its determinations, the reporting entity need not undertake all possible efforts, but shall 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.

37. Regardless of the valuation technique(s) used, the reporting entity shall include appropriate risk
adjustments. Risk-averse market participants generally seek compensation for bearing the uncertainty
inherent in the cash flows of an asset or liability (risk premium). A fair value measurement should include
a risk premium reflecting the amount market participants would demand because of the risk (uncertainty)
in the cash flows. Otherwise, the measurement would not faithfully represent fair value. In some cases,
determining the appropriate risk premium might be difficult. However, the degree of difficulty alone is
not a sufficient basis on which to exclude a risk adjustment. Risk premiums should be reflective of an
orderly transaction (that is, not a forced or distressed sale) between market participants at the
measurement date under current market conditions.

38. When estimating fair value, this Issue Paper does not preclude the use of quoted prices provided
by third parties, such as pricing services or brokers, when the reporting entity has determined that the
quoted prices provided by those parties are determined in accordance with this Issue Paper. However,
when there has been a significant decrease in the Volume or level of activity for the asset or liability, the
reporting entity should evaluate whether those quoted prices are based on current information that reflects
orderly transactions or a valuation technique that reflects market participant assumptions (including
assumptions about risks). In weighting a quoted price as an input to a fair value measurement, the
reporting entity should place less weight (when compared with other indications of fair value that are
based on transactions) on quotes that do not reflect the result of transactions. Furthermore, the nature of
the quote (for example, whether the quote is an indicative price or a binding offer) should be considered
when weighting the available evidence, with more weight given to quotes based on binding offers.

Level 3 Inputs
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39. Level 3 inputs are unobservable inputs for the asset or liability. Unobservable inputs shall be used
to measure fair value to the extent that relevant observable inputs are not available, thereby allowing for
situations in which there is little, if any, market activity for the asset or liability at the measurement date.
However, the fair value measurement objective remains the same, that is, an exit price from the
perspective of a market participant that holds the asset or owes the liability. Therefore, unobservable
inputs shall reflect the reporting entity's own assumptions about the assumptions that market participants
would use in pricing the asset or liability (including assumptions about risk). Unobservable inputs shall be
developed based on the best information available in the circumstances, which might include the
reporting entity's own data. In developing unobservable inputs, the reporting entity need not undertake all
possible efforts to obtain information about market participant assumptions. However, the reporting entity
shall not ignore information about market participant assumptions that is reasonably available without
undue cost and effort. Therefore, the reporting entity's own data used to develop unobservable inputs shall
be adjusted if information is reasonably available without undue cost and effort that indicates that market
participants would use different assumptions.

Inputs Based on Bid and Ask Prices

40. If an input used to measure fair value is based on bid and ask prices (for example, in a dealer
market), the price within the bid-ask spread that is most representative of fair value in the circumstances
shall be used to measure fair value, regardless of where in the fair value hierarchy the input falls (Level 1,
2, or 3). This Issue Paper does not preclude the use of mid-market pricing or other pricing conventions as
a practical expedient for fair value measurements within a bid-ask spread.

Disclosures

41. For assets and liabilities that are measured at fair value on a recurring basis in periods subsequent
to initial recognition (for example, common stock), the reporting entity shall disclose information that
enables users of its financial statements to assess the inputs used to develop those measurements and for
recurring fair value measurements using significant unobservable inputs (Level 3), the effect of the
measurements on earnings (or changes in net assets) for the period. To meet that objective, the reporting
entity shall disclose the following information for each interim and annual period separately for each
major category of assets and liabilities (for equity and debt securities), major category shall be defined as
major security type:

a. The fair value measurements at the reporting date

b. The level within the fair value hierarchy in which the fair value measurements in their
entirety fall, segregating fair value measurements using quoted prices in active markets
for identical assets or liabilities (Level 1), significant other observable inputs (Level 2),
and significant unobservable inputs (Level 3)

c. For fair value measurements using significant unobservable inputs (Level 3), a
reconciliation of the beginning and ending balances, separately presenting changes during
the period attributable to the following:

(D Total gains or losses for the period (realized and unrealized), segregating those
gains or losses included in earnings (or changes in net assets), and a description
of where those gains or losses included in earnings (or changes in net assets) are
reported in the statement of income (or activities)
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2) Purchases, sales, issuances, and settlements (net)
3) Transfers in and/or out of Level 3 (for example, transfers due to changes in the

observability of significant inputs)

d. The amount of the total gains or losses for the period in subparagraph (c) (1) above
included in earnings (or changes in net assets) that are attributable to the change in
unrealized gains or losses relating to those assets and liabilities still held at the reporting
date and a description of where those unrealized gains or losses are reported in the
statement of income (or activities)

e. The inputs and valuation technique(s) used to measure fair value and a discussion of
changes in valuation techniques and related inputs, if any, during the period.

42. For assets and liabilities that are measured at fair value on a nonrecurring basis in periods
subsequent to initial recognition (for example, impaired assets), the reporting entity shall disclose
information that enables users of its financial statements to assess the inputs used to develop those
measurements. To meet that objective, the reporting entity shall disclose the following information for
each interim and annual period separately for each major category of assets and liabilities (for equity and
debt securities major category shall be defined as major security type):

a. The fair value measurements recorded during the period and the reasons for the
measurements
b. The level within the fair value hierarchy in which the fair value measurements in their

entirety fall, segregating fair value measurements using quoted prices in active markets
for identical assets or liabilities (Level 1), significant other observable inputs (Level 2),
and significant unobservable inputs (Level 3)

c. For fair value measurements using significant unobservable inputs (Level 3), a
description of the inputs and the information used to develop the inputs

d. The inputs and valuation technique(s) used to measure fair value and a discussion of
changes, if any, in the valuation technique(s) and related inputs used to measure similar
assets and/or liabilities in prior periods.

43. The quantitative disclosures required by this Issue Paper shall be presented using a tabular
format. (See Exhibit A.)

44, The reporting entity is encouraged, but not required, to combine the fair value information
disclosed under this Issue Paper with the fair value information disclosed under other accounting
pronouncements (for example, disclosures about fair value of financial instruments) in the periods in
which those disclosures are required, if practicable. The reporting entity also is encouraged, but not
required, to disclose information about other similar measurements, if practicable.
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Disclosures about Fair Value of Financial Instruments (Copied from SSAP No. 27 and modified to
reflect adoption of FSP FAS 107-1 and APB 28-1. This modification would require disclosures for
annual and quarter financial statements.)

45. A reporting entity shall disclose in the notes to the financial statements, as of each date for which
a statement of financial position is presented in the quarterly or annual financial statements, the aggregate
fair value of all financial instruments, summarized by type of financial instrument, for which it is
practicable to estimate fair value, except for certain financial instruments identified in paragraph 46. Fair
value disclosed in the notes shall be presented together with the related admitted values in a form that
makes it clear whether the fair values and admitted values represent assets or liabilities and to which line
items in the Statement of Assets, Liabilities, Surplus and Other Funds they relate. Unless specified
otherwise in another SSAP, the disclosures may be made net of encumbrances, if the asset or liability is
so reported. A reporting entity shall also disclose the method(s) and significant assumptions used to
estimate the fair value of financial instruments.

46. The disclosures about fair value prescribed in paragraph 45 are not required for the following:
(Staff Note — Although this is not specifically included in SSAP No. 27, it is not considered a change. In
SSAP No. 27, reference is included to FAS 107, paragraph 8. The following list identifies those items in
FAS 107, paragraph 8 that would be applicable to statutory accounting.)

a. Employers' and plans' obligations for pension benefits, other postretirement benefits
including health care and life insurance benefits, postemployment benefits, employee
stock option and stock purchase plans, and other forms of deferred compensation
arrangements, as defined in SSAP No. 12—FEmployee Stock Ownership Plans (SSAP No.
12), Stock Options and Stock Purchase Plans (SSAP No. 13), SSAP No. 14—
Postretirement Benefits Other Than Pensions (SSAP No. 14), and SSAP No. 89—
Accounting for Pensions, A Replacement of SSAP No. 8 (SSAP No. 89).)

b. Substantively extinguished debt subject to the disclosure requirements of SSAP No.
91R—Accounting for Transfer and Servicing of Financial Assets and Extinguishments of
Liabilities (SSAP No. 91R).

c. Insurance contracts, other than financial guarantees and deposit-type contracts
d. Lease contracts as defined in SSAP No. 22—Leases (SSAP No. 22).
e. Warranty obligations and rights.
f. Investments accounted for under the equity method.
g. Equity instruments issued by the entity.
47. If it is not practicable for an entity to estimate the fair value of a financial instrument or a class of

financial instruments, the following shall be disclosed:

a. Information pertinent to estimating the fair value of that financial instrument or class of
financial instruments, such as the carrying amount, effective interest rate, and maturity;
and

b. The reasons why it is not practicable to estimate fair value.
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48. In the context of this Issue Paper, practicable means that an estimate of fair value can be made
without incurring excessive costs. It is a dynamic concept: what is practicable for one entity might not be
for another; what is not practicable in one year might be in another. For example, it might not be
practicable for an entity to estimate the fair value of a class of financial instruments for which a quoted
market price is not available because it has not yet obtained or developed the valuation model necessary
to make the estimate, and the cost of obtaining an independent valuation appears excessive considering
the materiality of the instruments to the entity. Practicability, that is, cost considerations, also may affect
the required precision of the estimate; for example, while in many cases it might seem impracticable to
estimate fair value on an individual instrument basis, it may be practicable for a class of financial
instruments in a portfolio or on a portfolio basis. In those cases, the fair value of that class or of the
portfolio should be disclosed. Finally, it might be practicable for an entity to estimate the fair value only
of a subset of a class of financial instruments; the fair value of that subset should be disclosed.

Relevant Literature

49. This Issue Paper adopts with modification FAS 157, Fair Value Measurements; (FAS 157) FSP
FAS 157-1, Application of FASB Statement No. 157 to FASB Statement No. 13 and Other Accounting
Pronouncements That Address Fair Value Measurements for Purposes of Lease Classification or
Measurement Under Statement 13, (FSP FAS 157-1) and FSP FAS 157-4, Determining Fair Value When
the Volume and Level of Activity for the Asset or Liability Have Significantly Decreased and Identifying
Transactions That Are Not Orderly (FSP FAS 157-4). Modifications from FAS 157, FSP FAS 157-1 and
FSP FAS 157-4 include:

a. This Issue Paper does not adopt the scope exclusion within paragraph 2a of FAS 157
regarding share-based payment transactions. FASB Statement No. 123, Share-Based
Payment, and its related interpretive accounting pronouncements that address share-based
payment transactions are still being considered for statutory accounting. If these GAAP
standards are adopted for statutory accounting, consideration will be given to
incorporating an exclusion for determining fair value in accordance with the guidance
under this Issue Paper. This Issue Paper is considered applicable under SSAP No. 13—
Stock Options and Stock Purchase Plans (SSAP No. 13)

b. This Issue Paper does not adopt the scope exclusions within paragraph 3 of FAS 157 for
accounting pronouncements that require or permit measurements that are similar to fair
value but that are not intended to measure fair value, including (a) accounting
pronouncements that permit measurements that are based on, or otherwise use, vendor-
specific objective evidence of fair value and (b) inventory pricing. These items are
excluded as they are not prevalent within statutory accounting.

c. This Issue Paper does not adopt guidance from FAS 157 regarding the consideration of
non-performance risk (own credit risk) in determining the fair value measurement of
liabilities. The consideration of own credit-risk in the measurement of fair value
liabilities is inconsistent with the statutory accounting concept of conservatism and the
assessment of financial solvency for insurers. The fair value determination for liabilities
should follow the guidance adopted from FAS 157, with the exception of the
consideration of own-performance risk. (Staff Note — Under current statutory accounting
measurement guidance, the only liabilities held at fair value are derivatives.)
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d. This Issue Paper includes revisions to reference statutory standards or terms instead of
GAAP standards or terms.

e. This Issue Paper incorporates the guidance from SSAP No. 27 regarding disclosures
about fair value of financial instruments. This incorporated SSAP No. 27 guidance was
adopted from FAS 107, Disclosures about Fair Value of Financial Instruments (FAS
107) and was revised to adopt FSP FAS 107-1 and APB-1, Interim Disclosures about
Fair Value of Financial Instruments (FSP FAS 107-1 and APB-1). For statutory
purposes, the incorporation of this guidance within one standard results in having one
comprehensive standard addressing fair value measurements and disclosures.

50. Paragraphs 42-44 adopt FAS 107 as amended by FASB Statement No. 119, Disclosure about
Derivative Financial Instruments and Fair Value of Financial Instruments (FAS 119), except that
paragraph 15(c) of FAS 119 relating to disclosure of financial instruments held or issued for trading is
rejected and FASB Emerging Issues Task Force No. 85-20, Recognition of Fees for Guaranteeing a Loan.
Financial instruments named within paragraph 8 of FAS 107 that are exempt from disclosure are adopted
to the extent applicable for statutory accounting and are reflected in paragraph 46. This Issue Paper also
adopts revisions to FAS 107 reflected in FSP FAS 107-1 and APB-1, Interim Disclosures about Fair
Value of Financial Instruments (FSP FAS 107-1 and APB-1), and thus requires disclosure in both annual
and quarterly financial statements. In addition, this Issue Paper rejects FASB Statement No. 126,
Exemptions from Certain Required Disclosures about Financial Instruments for Certain Nonpublic
Entities, an amendment of FAS 107. FAS 119 is addressed in SSAP No. 31.

Effective Date and Transition

51. This Issue Paper shall be effective for annual and interim reporting periods ending on or after
TBD.
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Exhibit A - Disclosure Illustrations:

(Staff Note: The following disclosures have been adapted from the GAAP guidance in FAS 157 and FSP
FAS 157-4 to reflect securities measured at fair value under statutory accounting.)

52. Assets Measured at Fair Value on a Recurring Basis:

(In millions) Levell Level2 Level3 Total

Assets at fair value:

Preferred stock
Common stock
Sub-total

Derivative assets - -
Separate account assets
Total assets at fair value $ $ $ $

Liabilities at fair value:

Derivatives liabilities $ -3 $ - $
Total liabilities at fair value $ -9 $ $

53. Assets Measured at Fair Value on a Recurring Basis Using Significant Unobservable Inputs
(Level 3):

Separate
Equity Account Derivative Derivative
(In millions) Securities  Assets Assets Liabilities  Total

Balance at 1/1/0X: ! $ $

Total Gains or losses (realized/unrealized)
Included in net income -
Included in surplus
Purchases, issuances and settlements )

Transfers in (out) of Level 3 -

Balance at 12/31/0X

Total gains (losses) included in income

attributable to instruments held at the

reporting date $ $ $
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54, Assets Measured at Fair Value on a Nonrecurring Basis:

Description 12/31/0X Quoted Prices Significant Other | Significant Total Gains
in Active Observable Unobservable (Losses)
Markets for Inputs (Level 2) | Inputs (Level 3)
Identical Assets
(Level 1)

Bonds

Preferred

Stock

DISCUSSION:

55. In considering FAS 157 for statutory accounting, the Statutory Accounting Principles Working
Group agreed that a consistent definition of fair value should be established to address inconsistencies
that may exist on the definition and application of fair value within individual statements of statutory
accounting principles. Furthermore, the Working Group agreed that the statutory definition and
application of fair value should be similar to the GAAP definition of fair value to minimize situations in
which “fair value” is calculated differently between GAAP and SAP. By having similar fair value
definitions, it is presumed that assets reported at fair value will not vary between GAAP and SAP
financial statements. As illustrated within this Issue Paper, for determining the fair value of liabilities, the
concept of considering own credit risk has been rejected for statutory accounting. Thus, it is presumed
that in some instances fair value measurements under GAAP and SAP for liabilities will differ.

Modifications to Generally Accepted Accounting Principles

56. This Issue Paper does not incorporate the GAAP concept of “unit of account”. This GAAP
concept reflects the application of the fair value measurement guidance to assets or liabilities that are
based in groups or lots. Statutory accounting has not previously endorsed the concept of “unit of account”
as the statutory measurement of financial instruments is calculated in accordance with single securities.
Thus, this term has not been reflected within the statutory accounting fair value measurement guidance.

57. This Issue Paper does not adopt the scope exclusion within paragraph 2a of FAS 157 regarding
share-based payment transactions. FASB Statement No. 123R, Share-Based Payment, and its related
interpretive accounting pronouncements that address share-based payment transactions are still being
considered for statutory accounting. If these GAAP standards are adopted for statutory accounting,
consideration will be given to incorporating an exclusion for determining fair value in accordance with
the guidance under this Issue Paper. This Issue Paper is considered applicable under SSAP No. 13—Stock
Options and Stock Purchase Plans (SSAP No. 13).

58. This Issue Paper does not adopt the scope exclusions within paragraph 3 of FAS 157 for
accounting pronouncements that require or permit measurements that are similar to fair value but that are
not intended to measure fair value, including (a) accounting pronouncements that permit measurements
that are based on, or otherwise use, vendor-specific objective evidence of fair value and (b) inventory
pricing. These items are excluded as they are not prevalent within statutory accounting.
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59. This Issue Paper does not adopt guidance from FAS 157 regarding the consideration of non-
performance risk (own credit risk) in determining the fair value measurement of liabilities. The
consideration of own credit-risk in the measurement of fair value liabilities is inconsistent with the
statutory accounting concept of conservatism and the assessment of financial solvency for insurers. The
fair value determination for liabilities should follow the guidance adopted from FAS 157, with the
exception of the consideration of own-performance risk. This Issue Paper also rejects guidance within
EITF 08-05, Issuer’s Accounting for Liabilities Measured at Fair Value with a Third-Party Credit
Enhancement (EITF 08-05). Thus, under statutory accounting, liabilities measured at fair value shall not
include the issuer’s own credit risk, or reflect any third-party guarantee of debt. The consideration of non-
performance risk is considered inconsistent with the recognition concept as protection of the
policyholders can only be maintained through continued monitoring of the financial condition of the
insurance enterprise. If statutory liabilities reflected the reporting entity’s non-performance risk, the
balance sheet would ineffectively illustrate the financial condition of the insurer.

60. This Issue Paper includes revisions to reference statutory standards or terms instead of GAAP
standards or terms.

61. This Issue Paper incorporates the guidance from SSAP No. 27 regarding disclosures about fair
value of financial instruments. This incorporated SSAP No. 27 guidance was adopted from FAS 107,
Disclosures about Fair Value of Financial Instruments (FAS 107) and was revised to adopt F'SP FAS
107-1 and APB-1, Interim Disclosures about Fair Value of Financial Instruments (FSP FAS 107-1 and
APB-1). For statutory purposes, the incorporation of this guidance within one standard results in having
one comprehensive standard addressing fair value measurements and disclosures.

Modifications to Statutory Accounting Principles

62. This Issue Paper proposes the establishment of a singular standard to define fair value, establish a
framework for measuring fair value and to address disclosures about fair value measurements. In order to
implement a single standard for fair value guidance, with the adoption of the final standard the following
corresponding modifications will be incorporated within existing statutory accounting guidance:
(Appendix A illustrates these statutory accounting modifications.) (Staff Note: The items noted within
Appendix A are only those items for which staff believes revisions are necessary.)

a. SSAP No. 2—Cash, Drafts, and Short-term Investments (SSAP No. 2) — Reference to
SSAP No. 27 in paragraph 13a will be deleted, and replaced with reference to the SSAP
on fair value measurements.

b. SSAP No. 13—Stock Options and Stock Purchase Plans (SSAP No. 13) — Paragraph 8
will be deleted with the issuance of the fair value measurements SSAP. (FAS 157 does
not apply under any pronouncements that address share-based payment transactions.
Thus deleting paragraph 8 may be considered inconsistent with GAAP as references to
fair value in this standard would inherently follow the guidance in the new SSAP.
However, the determination of fair value currently included within paragraph 8 of SSAP
No. 13 does not appear to contradict with the fair value definition proposed within this
Issue Paper.) Reference to market price in paragraphs 3d, 6 and 14 will be revised to
reflect fair value.

c. SSAP No. 26—Bonds, excluding Loan-backed and Structured Securities (SSAP No. 26) -
Reference to SSAP No. 27 in paragraph 17a will be replaced with reference to the new
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SSAP on fair value measurements. Paragraph 4 will be revised to remove the phrase
“which cannot exceed the fair value at the date of acquisition”. Retention of this phrase
would result with a difference between GAAP and SAP if FAS 157 is adopted, as
proposed within this Issue Paper, for statutory accounting.

SSAP No. 27—Disclosure of Information about Financial Instruments with Off-Balance
Sheet Risk, Financial Instruments with Concentrations of Credit Risk and Disclosures
about Fair Value of Financial Instruments (SSAP No. 27) — Paragraphs 8-10 and 13-14
will be deleted with the issuance of the fair value measurements standard. Furthermore,
all references to fair value disclosures included throughout the standard (including the
title) and the reference to adopted FAS 107 GAAP guidance will be deleted. All fair
value disclosure requirements, including financial instruments disclosures, and references
to adopted GAAP guidance pertaining to fair value will be incorporated within the new
SSAP on fair value measurements. (SSAP No. 27 will be retained for the other items
addressed within this standard.) The modification proposed is a variation from GAAP as
FAS 107 still includes fair value disclosure requirements for financial instruments.
However, this Issue Paper concludes that the paragraphs currently included within SSAP
No. 27 for statutory financial instrument disclosures would be more appropriately placed,
and improve the ease of application, if included in the new SSAP on fair value
measurements.

SSAP No. 30—Investments in Common Stock (excluding investments in common stock of
subsidiary, controlled or affiliated entities) (SSAP No. 30) — Reference to SSAP No. 27
in paragraphs 13d and 13f will be revised to reference the new SSAP on fair value
measurements. Paragraph 5 will be revised to remove the sentence “Cost shall not exceed
fair value.” Retention of this sentence would result with a difference between GAAP and
SAP if FAS 157 is adopted, as proposed within this Issue Paper, for statutory accounting.
In accordance with FAS 157, transaction costs would be initially included in ‘cost’ at
acquisition. For subsequent reporting, unrealized gains/losses would be reflected to
illustrate the difference between the acquisition cost and fair value. If the existing SSAP
No. 30, paragraph 5 guidance was retained for statutory accounting, the initial
recognition of the asset would have an immediate unrecognized loss (assumed to
represent transaction costs if purchased at fair value). As at subsequent reporting, the
GAAP and SAP valuation of the asset would both reflect fair value, and as transaction
costs are typically immaterial, the existing variation from GAAP seems to generate an
operational difference between GAAP and SAP that would not provide a significant
impact to capital and surplus for statutory purposes.

SSAP No. 32—Investments in Preferred Stock (including investments in preferred stock of
subsidiary, controlled or affiliated entities) (SSAP No. 32) - Reference to SSAP No. 27
in paragraphs 29a and 29f will be revised to reference the new SSAP on fair value
measurements. Paragraph 10 will be revised to remove the sentence “Cost shall not
exceed fair value.” Retention of this sentence would result with a difference between
GAAP and SAP if FAS 157 is adopted, as proposed within this Issue Paper, for statutory
accounting. In accordance with FAS 157, transaction costs would be initially included in
‘cost’ at acquisition. For subsequent reporting, unrealized gains/losses would be reflected
to illustrate the difference between the acquisition cost and fair value. If the existing
SSAP No. 32, paragraph 10 guidance was retained for statutory accounting, the initial
recognition of the asset would have an immediate unrecognized loss (assumed to
represent transaction costs if purchased at fair value). As at subsequent reporting, the
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GAAP and SAP valuation of the asset would both reflect fair value, and as transaction
costs are typically immaterial, the existing variation from GAAP seems to generate an
operational difference between GAAP and SAP that would not provide a significant
impact to capital and surplus for statutory purposes.

g. SSAP No. 36—Troubled Debt Restructuring (SSAP No. 36) — Revisions are incorporated
to paragraphs 10 and 11to clarify the determination of fair value in accordance with the
new SSAP on fair value measurements.

h. SSAP No. 37—Mortgage Loans (SSAP No. 37) - Reference to SSAP No. 27 in paragraph
20a will be revised to reference the new SSAP on fair value measurements.

1. SSAP No. 40—Real Estate Investments (SSAP No. 40) — Guidance in paragraph 11 for
the regarding the definition of fair value will be deleted, but the requirement to obtain an
appraisal if market quotes are unavailable will be retained. Reference to “market value”
in paragraphs 19, 20 and 24b will be deleted and replaced with the term “fair value”.

J- SSAP No. 43—Loan-backed and Structured Securities (SSAP No. 43) — Reference to
SSAP No. 27 in paragraph 31a will be revised to reference the new SSAP on fair value
measurements. Paragraph 6 will be revised to remove the sentence “Cost shall not exceed
fair value.” Retention of this sentence would result with a difference between GAAP and
SAP if FAS 157 is adopted, as proposed within this Issue Paper, for statutory accounting.
In accordance with FAS 157, transaction costs would be initially included in ‘cost’ at
acquisition. For subsequent reporting, unrealized gains/losses would be reflected to
illustrate the difference between the acquisition cost and fair value. If the existing SSAP
No. 43, paragraph 6 guidance was retained for statutory accounting, the initial
recognition of the asset would have an immediate unrecognized loss (assumed to
represent transaction costs if purchased at fair value). As at subsequent reporting, the
GAAP and SAP valuation of the asset would both reflect fair value, and as transaction
costs are typically immaterial, the existing variation from GAAP seems to generate an
operational difference between GAAP and SAP that would not provide a significant
impact to capital and surplus for statutory purposes.

k. SSAP No. 51—Life Contracts (SSAP No. 51) — The term “market value” included within
paragraphs 38a.iii and 38a.iv. will be revised to refer to “fair value”.

1. SSAP No. 52—Deposit-Type Contracts (SSAP No. 52) — The term “market value”
included within paragraphs 17a.iii and 17a.iv will be revised to refer to “fair value”.

m. SSAP No. 56—Separate Accounts (SSAP No. 56) — The term “market value” included
within paragraphs 17, 18, 18a, 20, 22, 26, 29b, 30 and 34 will be revised to refer to “fair
value”. The use of the term “market value adjusted contracted” as illustrated in
paragraphs 20 and 29c¢ will be retained.

n. SSAP No. 61—Life, Deposit-Type and Accident and Health Reinsurance (SSAP No. 61) —
The term “market value” included within paragraphs 55, 59a.iii and 59 a.iv will be
revised to refer to “fair value”. The term “market-value adjustments” included within
paragraph 59a will be retained.
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SSAP No. 73—Health Care Delivery Assets — Supplies, Pharmaceuticals and Surgical
Supplies, Durable Medical Equipment, Furniture, Medical Equipment and Fixtures, and
Leasehold Improvement in Health Care Facilities (SSAP No. 73) - The reference to
“market” in paragraph 5 will be revised to refer to “fair value”.

SSAP No. 74—Accounting for the Issuance of Insurance-Linked Securities Issued by a
Property and Casualty Insurer Through a Protected Cell (SSAP No. 74) — In the glossary
to this statement, the term “fair value” will be redefined to reference the new SSAP on
fair value measurements.

SSAP No. 86—Accounting for Derivatives, Instruments and Hedging Activities (SSAP
No. 86) — Reference to SSAP No. 27 in paragraph 14 will be revised to reflect the new
SSAP No. 27 title (as modified pursuant to the inclusion of all fair value disclosures
within the new SSAP on fair value measurements). Throughout SSAP No. 86, Exhibit C,
the term “marked-to-market” will be deleted.

SSAP No. 90—Accounting for the Impairment or Disposal of Real Estate Investments
(SSAP No. 90) — Reference to the definition of fair value included within the Glossary to
the AP&P manual in paragraphs 16 and 41d will be revised to refer to the new SSAP on
fair value measurements. Additionally, the term “market price” in paragraph 5a will be
replaced with the term “fair value”.

SSAP No. 91R—Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities (SSAP No. 91R) — Paragraph 7¢ will be revised to
eliminate the reference to the glossary and instead reference the new SSAP on fair value
measurements. Paragraphs 8 and 12 will be revised to remove the parenthetical definition
of fair value “presumably, the price paid”. Paragraphs 89f.i and 89g.i will be revised to
remove the parenthetical instruction on determining fair value and be revised to reference
the new SSAP on fair value measurements. The Glossary to SSAP No. 91R will revise
the definition of “Derivative Financial Instrument” to update the title of SSAP No. 27
pursuant to the revisions adopted by the new SSAP on fair value measurements.

SSAP No. 93—Accounting for Low Income Housing Tax Credit Property Investments
(SSAP No. 93) — References to “market value” in paragraphs lc, 1d, 5 and 20b will be
revised to refer to “fair value”

SSAP No. 95—Exchanges of Nonmonetary Assets, A Replacement of SSAP No. 28—
Nonmonetary Transactions (SSAP No. 98) — Revisions will be incorporated to paragraph
14 to define fair value in accordance with the new SSAP on fair value measurements. (No
revisions will be incorporated to paragraph 7, as the ‘fair value’ is based on the
measurement method used for each type of asset pursuant to SSAP that provides
guidance for that asset type. If the SSAP was to prescribe a fair value measurement, then
the new SSAP on fair value measurements would be utilized.)

SSAP No. 97—Insurance in Subsidiary, Controlled and Affiliated Entities, A Replacement
of SSAP No. 88 (SSAP No. 97) — Reference to “market ” in 31a will be revised to refer to
“fair value”. Reference to “quoted market price” in 31b, will be revised to refer to
“quoted price”.
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Glossary to the Statements of the Statutory Accounting Principles (Glossary) — The
definition of fair value will be revised to refer to the new SSAP on fair value
measurements.

INT 99-17: EITF 97-12: Accounting for Increased Share Authorizations in an IRS
Section 423 Employee Stock Purchase Plan Under APB Opinion No. 25 (INT 99-17) —
Consistent with the proposed revisions to SSAP No. 13, the term “market” in paragraph 2
will be revised to reflect “fair value.”

INT 99-29: Classification of Step-Up Preferred Stock (INT 99-29) — The reference to
“market” in paragraph 4 will be revised to reflect “fair value”

INT 01-14: EITF 00-16: Recognition and Measurement of Employer Payroll Taxes on
Employee Stock-Based Compensation (INT 01-14) — The reference to “market value” in
paragraph 1 will be revised to reflect “fair value”. (The reference to “market sectors”
within that paragraph will be retained.)

INT 01-31: Assets Pledged as Collateral (INT 01-31) — The reference to “market value”
in paragraph 6 will be revised to reflect “fair value”.

INT 02-05: Accounting for Zero Coupon Convertible Bonds (INT 02-05) — The reference
to “marked to market” within paragraph 3 will be revised to reflect “fair value”. Also in
paragraph 3, the term “market” in the last paragraph will be revised to reflect “fair value”.
In paragraph 4, the statement “Mark AFS and Trading to market” will be revised to read
“Mark AFS and Trading to fair value”.

INT 03-03: Admissibility of Investments Recorded Based on the Audited GAAP Equity of
the Investee when a Qualified Opinion is Provided (INT 03-03) — Reference to “market
value” in paragraph 2 will be revised to reflect “fair value”.

INT 04-07: EITF 02-15: Determining Whether Certain Conversations of Convertible
Debt to Equity Securities Are Within the Scope of FASB Statement No. 84 (INT 04-07) —
The term ‘“fair market value” throughout paragraph 4 will be revised to reflect “fair
value”.

INT 06-07: Definition of Phrase “Other Than Temporary” (INT 06-07) — The reference
to the definition of fair value within the Glossary will be revised to reflect the new SSAP
on fair value measurements.

INT 09-04, Application of the Fair Value Definition (INT 09-04) — This interpretation
will be nullified with the issuance of this standard. (As this item will be completely
nullified, this item has not been included within Appendix A.)

RELEVANT STATUTORY ACCOUNTING AND GAAP GUIDANCE

Statutory Accounting

63. Statutory accounting guidance for the definition of fair value is primarily included within the
Glossary to Statutory Accounting Principles. In limited situations the definition of fair value is further
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defined within individual SSAPs, but the guidance within the Glossary is the underlying guidance for the
previous definition of fair value within statutory accounting statements:

64.

Fair Value - The fair value of an asset (or liability) is the amount at which that asset (or liability)
could be bought (or incurred) or sold (or settled) in a current transaction between willing parties,
that is, other than in a forced or liquidation sale. Quoted market prices in active markets are the
best evidence of fair value and shall be used as the basis for the measurement, if available. If a
quoted market price is available, the fair value is the product of the number of trading units times
market price.

If quoted market prices are not available, the estimate of fair value shall be based on the best
information available. The estimate of fair value shall consider prices for similar assets and
liabilities and the results of valuation techniques to the extent available in the circumstances.
Examples of valuation techniques include the present value of estimated expected future cash
flows using a discount rate commensurate with the risks involved, option-pricing models, matrix
pricing, option-adjusted spread models, and fundamental analysis. Valuation techniques for
measuring financial assets and liabilities and servicing assets and liabilities shall be consistent
with the objective of measuring fair value. Those techniques shall incorporate assumptions that
market participants would use in their estimates of values, future revenues, and future expenses,
including assumptions about interest rates, default, prepayment, and volatility. In measuring
financial liabilities and servicing liabilities at fair value by discounting estimated future cash flows,
an objective is to use discount rates at which those liabilities could be settled in an arm's-length
transaction.

Estimates of expected future cash flows, if used to estimate fair value, shall be the best estimate
based on reasonable and supportable assumptions and projections. All available evidence shall
be considered in developing estimates of expected future cash flows. The weight given to the
evidence shall be commensurate with the extent to which the evidence can be verified
objectively. If a range is estimated for either the amount or timing of possible cash flows, the
likelihood of possible outcomes shall be considered in determining the best estimate of future
cash flows.

The guidance incorporated within the Glossary was previously established from GAAP guidance

in paragraph 13 of FAS 15, Accounting for Debtors (FAS 15). (This guidance has been superseded by
FAS 157):

65.

13 ...The fair value of the assets transferred is the amount that the debtor could reasonably
expect to receive for them in a current sale between a willing buyer and a willing seller, that
is, other than in a forced or liquidation sale. Fair value of assets shall be measured by their
market value if an active market for them exists. If no active market exists for the assets
transferred but exists for similar assets, the selling prices in that market may be helpful in
estimating the fair value of the assets transferred. If no market price is available, a forecast of
expected cash flows may aid in estimating the fair value of assets transferred, provided the
expected cash flows are discounted at a rate commensurate with the risk involved.

The adoption of a new SSAP, that adopts, with modification, FAS 157 to define fair value,

establish a framework for measuring fair value in generally accepted accounting principles (GAAP) and
to expand disclosures about fair value measurements will result with continued fair value measurements
that are essentially identical for statutory and GAAP purposes. Furthermore, developing a specific
statement to address fair value will address the need to have consistent and comparable guidance
throughout the SSAPs.

66.

The adoption, with modification, of FAS 157 will change the statutory approach to determining

fair value. With the guidance proposed under this Issue Paper, the transaction to sell an asset or liability,
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and determine fair value, is a hypothetical transaction at the measurement date considered from the
perspective of a market participant that holds the asset or owes the liability. Thus, the definition 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).

67. By adopting, with modification, FAS 157, statutory accounting principles will incorporate the
following key aspects of FAS 157:

a. Fair value is a market-based measurement, not an entity-specific measurement. Thus, fair
value measurements shall be determined based on the assumptions that market
participants would use in pricing the asset or liability.

b. The fair value hierarchy distinguishes between (1) market participant assumptions
developed based on market data obtained from sources independent of the reporting
entity (observable inputs) and (2) the reporting entity’s own assumptions about market
participant assumptions based on the best information available in the circumstances
(unobservable inputs).

c. Market participant assumptions include assumptions about risk. A fair value
measurement should include an adjustment for risk if market participants would include
one in pricing the related asset or liability, even if the adjustment is difficult to determine.
Therefore, a 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.

Generally Accepted Accounting Principles

68. The GAAP guidance for the fair value measurements is included within FAS 157, as modified by
FSP FAS 157-1, FSP FAS 157-2 and FSP FAS 157-4: (Note: FSP FAS 157-3 is not reflected in the
amended FAS 157, as the modifications included within FSP FAS 157-4 deleted all revisions originally
incorporated by FSP FAS 157-3.)

1. This Statement defines fair value, establishes a framework for measuring fair value, and
expands disclosures about fair value measurements. Where applicable, this Statement simplifies
and codifies related guidance within generally accepted accounting principles (GAAP).

Scope
2. This Statement applies under other accounting pronouncements 1 that require or permit
fair value measurements, except as follows:

a. This Statement does not apply under accounting pronouncements that address
share-based payment transactions: FASB Statement No. 123 (revised 2004),
Share-Based Payment, and its related interpretive accounting pronouncements
that address share-based payment transactions.

b. This Statement does not eliminate the practicability exceptions to fair value
measurements in accounting pronouncements within the scope of this
Statement.

C. This Statement does not apply under FASB Statement No. 13, Accounting for

Leases, and other accounting pronouncements that address fair value
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measurements for purposes of lease classification or measurement under
Statement 13. This scope exception does not apply to assets acquired and
liabilities assumed in a business combination that are required to be measured at
fair value under Statement 141 or Statement 141(R), regardless of whether those
assets and liabilities are related to leases.

3. This Statement does not apply under accounting pronouncements that require or permit
measurements that are similar to fair value but that are not intended to measure fair value,
including the following:

a. Accounting pronouncements that permit measurements that are based on, or
otherwise use, vendor-specific objective evidence of fair value

b. ARB No. 43, Chapter 4, "Inventory Pricing."

4, Appendix D lists pronouncements of the Accounting Principles Board (APB) and the
FASB existing at the date of this Statement that are within the scope of this Statement. Appendix
E lists those APB and FASB pronouncements that are amended by this Statement.

Measurement

Definition of Fair Value
5. Fair value is 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.

The Asset or Liability

6. A fair value measurement is for a particular asset or liability. 4 Therefore, the
measurement should consider attributes specific to the asset or liability, for example, the
condition and/or location of the asset or liability and restrictions, if any, on the sale or use of the
asset at the measurement date. The asset or liability might be a standalone asset or liability (for
example, a financial instrument or an operating asset) or a group of assets and/or liabilities (for
example, an asset group, a reporting unit, or a business). Whether the asset or liability is a
standalone asset or liability or a group of assets and/or liabilities depends on its unit of account.
The unit of account determines what is being measured by reference to the level at which the
asset or liability is aggregated (or disaggregated) for purposes of applying other accounting
pronouncements. The unit of account for the asset or liability should be determined in
accordance with the provisions of other accounting pronouncements, except as provided in
paragraph 27.

The Price

7. A fair value measurement assumes that the asset or liability is exchanged in an orderly
transaction between market participants to sell the asset or transfer the liability at the
measurement date. An orderly transaction is a transaction that assumes exposure to the market
for a period prior to the measurement date to allow for marketing activities that are usual and
customary for transactions involving such assets or liabilities; it is not a forced transaction (for
example, a forced liquidation or distress sale). The transaction to sell the asset or transfer the
liability is a hypothetical transaction at the measurement date, considered from the perspective of
a market participant that holds the asset or owes the liability. Therefore, the objective of a fair
value measurement is to determine the price that would be received to sell the asset or paid to
transfer the liability at the measurement date (an exit price).

The Principal (or Most Advantageous) Market

8. A fair value measurement assumes that the transaction to sell the asset or transfer the
liability 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 principal market is the
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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 most advantageous market is the market
in which the reporting entity would sell the asset or transfer the liability with the price that
maximizes the amount that would be received for the asset or minimizes the amount that would
be paid to transfer the liability, considering transaction costs in the respective market(s). In either
case, the principal (or most advantageous) 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. If there is a principal market for the asset or liability,
the fair value measurement shall represent the price in that market (whether that price is directly
observable or otherwise determined using a valuation technique), even if the price in a different
market is potentially more advantageous at the measurement date.

9. The price in the principal (or most advantageous) market used to measure the fair value
of the asset or liability shall not be adjusted for transaction costs. 5 Transaction costs represent
the incremental direct costs to sell the asset or transfer the liability in the principal (or most
advantageous) market for the asset or liability. 6 Transaction costs are not an attribute of the
asset or liability; rather, they are specific to the transaction and will differ depending on how the
reporting entity transacts. However, transaction costs do not include the costs that would be
incurred to transport the asset or liability to (or from) its principal (or most advantageous) market.
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 shall 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.

Market Participants
10. Market participants are buyers and sellers in the principal (or most advantageous) market
for the asset or liability that are:

a. Independent of the reporting entity; that is, they are not related parties

b. Knowledgeable, having a reasonable understanding about the asset or liability
and the transaction based on all available information, including information that
might be obtained through due diligence efforts that are usual and customary

C. Able to transact for the asset or liability

d. Willing to transact for the asset or liability; that is, they are motivated but not
forced or otherwise compelled to do so.

11. The fair value of the asset or liability shall be determined based on the assumptions that
market participants would use in pricing the asset or liability. In developing those assumptions,
the reporting entity need not identify specific market participants. Rather, the reporting entity
should identify characteristics that distinguish market participants generally, considering factors
specific to (a) the asset or liability, (b) the principal (or most advantageous) market for the asset
or liability, and (c) market participants with whom the reporting entity would transact in that
market.

Application to Assets

12. A fair value measurement 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. In broad terms, highest and best use refers to the
use of an asset by market participants that would maximize the value of the asset or the group of
assets within which the asset would be used. Highest and best use is determined based on the
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use of the asset by market participants, even if the intended use of the asset by the reporting
entity is different.

13. The highest and best use of the asset establishes the valuation premise used to measure
the fair value of the asset. Specifically:

a. In-use. 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 configured for use). For
example, that might be the case for certain nonfinancial assets. If the highest and
best use of the asset is in-use, the fair value of the asset shall be measured
using an in-use valuation premise. When using an in-use valuation premise, the
fair value of the asset is determined 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 assets would be available to market
participants. Generally, assumptions about the highest and best use of the asset
should be consistent for all of the assets of the group within which it would be
used.

b. In-exchange. 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, that might be the case for a financial asset. If the highest
and best use of the asset is in-exchange, the fair value of the asset shall be
measured using an in-exchange valuation premise. When using an in-exchange
valuation premise, the fair value of the asset is determined based on the price
that would be received in a current transaction to sell the asset standalone.

14. Because the highest and best use of the asset is determined based on its use by market
participants, the fair value measurement considers the assumptions that market participants
would use in pricing the asset, whether using an in-use or an in-exchange valuation premise.

Application to Liabilities

15. A fair value measurement assumes that the liability is transferred to a market participant
at the measurement date (the liability to the counterparty continues; it is not settled) and that the
nonperformance risk relating to that liability is the same before and after its transfer.
Nonperformance risk refers to the risk that the obligation will not be fulfilled and affects the value
at which the liability is transferred. Therefore, the fair value of the liability shall reflect the
nonperformance risk relating to that liability. Nonperformance risk includes but may not be limited
to the reporting entity's own credit risk. The reporting entity shall 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. That effect may differ depending on the liability, for example, whether the liability is
an obligation to deliver cash (a financial liability) or an obligation to deliver goods or services (a
nonfinancial liability), and the terms of credit enhancements related to the liability, if any.

Fair Value at Initial Recognition

16. When an asset is acquired or a liability is assumed in an exchange transaction for that
asset or liability, the transaction price represents the price paid to acquire the asset or received to
assume the liability (an entry price). In contrast, the fair value of the asset or liability represents
the price that would be received to sell the asset or paid to transfer the liability (an exit price).
Conceptually, entry prices and exit prices are different. Entities do not necessarily sell assets at
the prices paid to acquire them. Similarly, entities do not necessarily transfer liabilities at the
prices received to assume them.

17. In many cases, the transaction price will equal the exit price and, therefore, represent the
fair value of the asset or liability at initial recognition. In determining whether a transaction price
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represents the fair value of the asset or liability at initial recognition, the reporting entity shall
consider factors specific to the transaction and the asset or liability. For example, a transaction
price might not represent the fair value of an asset or liability at initial recognition if:

a. The transaction is between related parties.

b. The transaction occurs under duress or the seller is forced to accept the price in
the transaction. For example, that might be the case if the seller is experiencing
financial difficulty.

C. The unit of account represented by the transaction price is different from the unit
of account for the asset or liability measured at fair value. For example, that
might be the case if the asset or liability measured at fair value is only one of the
elements in the transaction, the transaction includes unstated rights and
privileges that should be separately measured, or the transaction price includes
transaction costs.

d. The market in which the transaction occurs is different from the market in which
the reporting entity would sell the asset or transfer the liability, that is, the
principal or most advantageous market. For example, those markets might be
different if the reporting entity is a securities dealer that transacts in different
markets, depending on whether the counterparty is a retail customer (retail
market) or another securities dealer (inter-dealer market).

Valuation Techniques

18. Valuation techniques consistent with the market approach, income approach, and/or cost
approach shall be used to measure fair value. Key aspects of those approaches are summarized
below:

a. Market approach. The market approach uses prices and other relevant
information generated by market transactions involving identical or comparable
assets or liabilities (including a business). For example, valuation techniques
consistent with the market approach often use market multiples derived from a
set of comparables. Multiples might lie in ranges with a different multiple for each
comparable. The selection of where within the range the appropriate multiple
falls requires judgment, considering factors specific to the measurement
(qualitative and quantitative). Valuation techniques consistent with the market
approach include matrix pricing. Matrix pricing is a mathematical technique used
principally to value debt securities without relying exclusively on quoted prices for
the specific securities, but rather by relying on the securities' relationship to other
benchmark quoted securities.

b. Income approach. The income approach uses valuation techniques to convert
future 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 future amounts. Those valuation techniques
include present value techniques; option-pricing models, such as the Black-
Scholes-Merton formula (a closed-form model) and a binomial model (a lattice
model), which incorporate present value techniques; 9 and the multiperiod
excess earnings method, which is used to measure the fair value of certain
intangible assets.

C. Cost approach. 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). From the perspective of a market participant (seller),

© 2009 National Association of Insurance Commissioners 29



Attachment H

Ref# 2007-24
IP No. 138 Issue Paper

the price that would be received for the asset is determined based on the cost to
a market participant (buyer) to acquire or construct a substitute asset of
comparable utility, adjusted for obsolescence. Obsolescence encompasses
physical deterioration, functional (technological) obsolescence, and economic
(external) obsolescence and is broader than depreciation for financial reporting
purposes (an allocation of historical cost) or tax purposes (based on specified
service lives).

19. Valuation techniques that are appropriate in the circumstances and for which sufficient
data are available shall 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). If multiple
valuation techniques are used to measure fair value, the results (respective indications of fair
value) shall be evaluated and weighted, as appropriate, considering the reasonableness of the
range indicated by those results. A fair value measurement is the point within that range that is
most representative of fair value in the circumstances.

20. Valuation techniques used to measure fair value shall be consistently applied. However,
a change in a valuation technique or its application (for example, a change in its weighting when
multiple valuation techniques are used) is appropriate if the change results in a measurement
that is equally or more representative of fair value in the circumstances. That might be the case if,
for example, new markets develop, new information becomes available, information previously
used is no longer available, or valuation techniques improve. Revisions resulting from a change
in the valuation technique or its application shall be accounted for as a change in accounting
estimate (FASB Statement No. 154, Accounting Changes and Error Corrections, paragraph 19).
The disclosure provisions of Statement 154 for a change in accounting estimate are not required
for revisions resulting from a change in a valuation technique or its application.

Inputs to Valuation Techniques

21. In this Statement, inputs refer broadly to the assumptions that market participants would
use in pricing the asset or liability, including assumptions about risk, for example, the risk
inherent in a particular valuation technique used to measure fair value (such as a pricing model)
and/or the risk inherent in the inputs to the valuation technique. Inputs may be observable or
unobservable:

a. Observable inputs are inputs that reflect the assumptions market participants
would use in pricing the asset or liability developed based on market data
obtained from sources independent of the reporting entity.

b. Unobservable inputs are inputs that reflect the reporting entity's own
assumptions about the assumptions market participants would use in pricing the
asset or liability developed based on the best information available in the
circumstances.

Valuation techniques used to measure fair value shall maximize the use of relevant observable
inputs (that is Level 1 and Level 2 inputs that do not require significant adjustment) and minimize
the use of unobservable inputs.

Fair Value Hierarchy

22. To increase consistency and comparability in fair value measurements and related
disclosures, the fair value hierarchy prioritizes the inputs to valuation techniques used to measure
fair value into three broad levels. The fair value hierarchy gives the highest priority to quoted
prices (unadjusted) in active markets for identical assets or liabilities (Level 1) and the lowest
priority to unobservable inputs (Level 3). In some cases, the inputs used to measure fair value
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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 shall be determined based on the lowest
level input that is significant to the fair value measurement in its entirety. Assessing the
significance of a particular input to the fair value measurement in its entirety requires judgment,
considering factors specific to the asset or liability.

23. 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 techniques. 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.

Level 1 Inputs

24, Level 1 inputs are quoted prices (unadjusted) in active markets for identical assets or
liabilities that the reporting entity has the ability to access at the measurement date. An active
market for the asset or liability 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 shall be used to
measure fair value whenever available, except as discussed in paragraphs 25 and 26.

25. If the reporting entity holds a large number of similar assets or liabilities (for example,
debt securities) that are required to be measured at fair value, a quoted price in an active market
might be available but not readily accessible for each of those assets or liabilities individually. In
that case, fair value may be measured using an alternative pricing method that does not rely
exclusively on quoted prices (for example, matrix pricing) as a practical expedient. However, the
use of an alternative pricing method renders the fair value measurement a lower level
measurement.

26. In some situations, a quoted price in an active market might not represent fair value at
the measurement date. That might be the case if, for example, significant events (principal-to-
principal transactions, brokered trades, or announcements) occur after the close of a market but
before the measurement date. The reporting entity should establish and consistently apply a
policy for identifying those events that might affect fair value measurements. However, if the
quoted price is adjusted for new information, the adjustment renders the fair value measurement
a lower level measurement.

27. If the reporting entity holds a position in a single financial instrument (including a block)
and the instrument is traded in an active market, the fair value of the position shall be measured
within Level 1 as the product of the quoted price for the individual instrument times the quantity
held. The quoted price shall not be adjusted because of the size of the position relative to trading
volume (blockage factor). The use of a blockage factor is prohibited, even if a market's normal
daily trading volume is not sufficient to absorb the quantity held and placing orders to sell the
position in a single transaction might affect the quoted price.

Level 2 Inputs

28. 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. Level 2 inputs include the following:

a. Quoted prices for similar assets or liabilities in active markets
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b. Quoted prices for identical or similar assets or liabilities in markets that are not
active. (Paragraph 29A includes example factors that may indicate that a market
is not active or that there has been a significant decrease in the volume and level
of activity for the asset or liability when compared to normal market activity for
the asset or liability (or similar assets or liabilities), depending on the degree to
which the factors exist.)

C. Inputs other than quoted prices that are observable for the asset or liability (for
example, interest rates and vyield curves observable at commonly quoted
intervals, volatilities, prepayment speeds, loss severities, credit risks, and default
rates)

d. Inputs that are derived principally from or corroborated by observable market
data by correlation or other means (market-corroborated inputs).

29. Adjustments to Level 2 inputs will vary depending on factors specific to the asset or
liability. Those factors include the condition and/or 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.

29A. The reporting entity should evaluate the following factors to determine whether there has
been a significant decrease in the volume and level of activity for the asset or liability when
compared with normal market activity for the asset or liability (or similar assets or liabilities). The
factors include, but are not limited to:

a. There are few recent transactions.
b. Price quotations are not based on current information.
C. Price quotations vary substantially either over time or among market makers (for

example, some brokered markets).

d. Indexes that previously were highly correlated with the fair values of the asset or
liability are demonstrably uncorrelated with recent indications of fair value for that
asset or liability.

e. There is a significant increase in implied liquidity risk premiums, vyields, or
performance indicators (such as delinquency rates or loss severities) for
observed transactions or quoted prices when compared with the reporting
entity’s estimate of expected cash flows, considering all available market data
about credit and other nonperformance risk for the asset or liability.

f. There is a wide bid-ask spread or significant increase in the bid-ask spread.

g. There is a significant decline or absence of a market for new issuances (that is, a
primary market) for the asset or liability or similar assets or liabilities.

h. Little information is released publicly (for example, a principal-to-principal
market).
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The reporting entity shall evaluate the significance and relevance of the factors to determine
whether, based on the weight of the evidence, there has been a significant decrease in the
volume and level of activity for the asset or liability.

29B. If the reporting entity concludes there has been a significant decrease in the volume and
level of activity for the asset or liability in relation to normal market activity for the asset or liability
(or similar assets or liabilities), transactions or quoted prices may not be determinative of fair
value (for example, there may be increased instances of transactions that are not orderly).
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 accordance with this
Statement. Significant adjustments also may be necessary in other circumstances (for example,
when a price for a similar asset requires significant adjustment to make it more comparable to the
asset being measured or when the price is stale).

29C. This Statement does not prescribe a methodology for making significant adjustments to
transactions or quoted prices when estimating fair value. Paragraphs 18-20 discuss the use of
valuation techniques in estimating fair value. If there has been a significant decrease in the
volume and level of activity for the asset or liability, a change in valuation technique or the use of
multiple valuation techniques may be appropriate (for example, the use of a market approach and
a present value technique). When weighting indications of fair value resulting from the use of
multiple valuation techniques, the reporting entity shall consider the reasonableness of the range
of fair value estimates. The objective is to determine the point within that range that is most
representative of fair value under current market conditions. A wide range of fair value estimates
may be an indication that further analysis is needed.

29D. Even in circumstances where there has been a significant decrease in the volume and
level of activity for the asset or liability and regardless of the valuation technique(s) used, 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 (that is, not a forced
liquidation or distressed sale) between market participants at the measurement date under
current market conditions. Determining the price at which willing market participants would
transact at the measurement date under current 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
circumstances and requires the use of significant judgment. However, the reporting entity’s
intention to hold the asset or liability is not relevant in estimating fair value. Fair value is a market-
based measurement, not an entity-specific measurement.

29E. 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). Circumstances that may indicate that a transaction is not orderly include,
but are not limited to:

a. There was not adequate exposure to the market for a period before the
measurement date to allow for marketing activities that are usual and customary
for transactions involving such assets or liabilities under current market
conditions.

b. There was a usual and customary marketing period, but the seller marketed the
asset or liability to a single market participant.

C. The seller is in or near bankruptcy or receivership (that is, distressed), or the
seller was required to sell to meet regulatory or legal requirements (that is,
forced).

© 2009 National Association of Insurance Commissioners 33



Attachment H

Ref# 2007-24
IP No. 138 Issue Paper

d. The transaction price is an outlier when compared with other recent transactions
for the same or similar asset or liability.

The reporting entity shall evaluate the circumstances to determine whether the transaction is
orderly based on the weight of the evidence.

29F. The determination of whether a transaction is orderly (or not orderly) is more difficult if
there has been a significant decrease in the volume and level of activity for the asset or liability.
Accordingly, the reporting entity shall consider the following guidance:

a. If the weight of the evidence indicates the transaction is not orderly, the reporting
entity shall place little, if any, weight (compared with other indications of fair
value) on that transaction price when estimating fair value or market risk
premiums.

b. If the weight of the evidence indicates the transaction is orderly, the reporting
entity shall consider that transaction price when estimating fair value or market
risk premiums. The amount of weight placed on that transaction price when
compared with other indications of fair value will depend on the facts and
circumstances such as the volume of the transaction, the comparability of the
transaction to the asset or liability being measured at fair value, and the proximity
of the transaction to the measurement date.

C. If the reporting entity does not have sufficient information to conclude that the
transaction is orderly or that the transaction is not orderly, it shall consider that
transaction price when estimating fair value or market risk premiums. However,
that transaction price may not be determinative of fair value (that is, that
transaction price may not be the sole or primary basis for estimating fair value or
market risk premiums). The reporting entity shall place less weight on
transactions on which the reporting entity does not have sufficient information to
conclude whether the transaction is orderly when compared with other
transactions that are known to be orderly.

In its determinations, the reporting entity need not undertake all possible efforts, but shall 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.

29G. Regardless of the valuation technique(s) used, the reporting entity shall include
appropriate risk adjustments. Paragraph B5 of this Statement indicates that “risk-averse market
participants generally seek compensation for bearing the uncertainty inherent in the cash flows of
an asset or liability (risk premium). A fair value measurement should include a risk premium
reflecting the amount market participants would demand because of the risk (uncertainty) in the
cash flows. Otherwise, the measurement would not faithfully represent fair value. In some cases,
determining the appropriate risk premium might be difficult. However, the degree of difficulty
alone is not a sufficient basis on which to exclude a risk adjustment.” Risk premiums should be
reflective of an orderly transaction (that is, not a forced or distressed sale) between market
participants at the measurement date under current market conditions.

29H. When estimating fair value, this Statement does not preclude the use of quoted prices
provided by third parties, such as pricing services or brokers, when the reporting entity has
determined that the quoted prices provided by those parties are determined in accordance with
this Statement. However, when there has been a significant decrease in the Volume or level of
activity for the asset or liability, the reporting entity should evaluate whether those quoted prices
are based on current information that reflects orderly transactions or a valuation technique that
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reflects market participant assumptions (including assumptions about risks). In weighting a
quoted price as an input to a fair value measurement, the reporting entity should place less
weight (when compared with other indications of fair value that are based on transactions) on
quotes that do not reflect the result of transactions. Furthermore, the nature of the quote (for
example, whether the quote is an indicative price or a binding offer) should be considered when
weighting the available evidence, with more weight given to quotes based on binding offers.

Level 3 Inputs

30. Level 3 inputs are unobservable inputs for the asset or liability. Unobservable inputs shall
be used to measure fair value to the extent that relevant observable inputs are not available,
thereby allowing for situations in which there is little, if any, market activity for the asset or liability
at the measurement date. However, the fair value measurement objective remains the same, that
is, an exit price from the perspective of a market participant that holds the asset or owes the
liability. Therefore, unobservable inputs shall reflect the reporting entity's own assumptions about
the assumptions that market participants would use in pricing the asset or liability (including
assumptions about risk). Unobservable inputs shall be developed based on the best information
available in the circumstances, which might include the reporting entity's own data. In developing
unobservable inputs, the reporting entity need not undertake all possible efforts to obtain
information about market participant assumptions. However, the reporting entity shall not ignore
information about market participant assumptions that is reasonably available without undue cost
and effort. Therefore, the reporting entity's own data used to develop unobservable inputs shall
be adjusted if information is reasonably available without undue cost and effort that indicates that
market participants would use different assumptions.

Inputs Based on Bid and Ask Prices

31. If an input used to measure fair value is based on bid and ask prices (for example, in a
dealer market), the price within the bid-ask spread that is most representative of fair value in the
circumstances shall be used to measure fair value, regardless of where in the fair value hierarchy
the input falls (Level 1, 2, or 3). This Statement does not preclude the use of mid-market pricing
or other pricing conventions as a practical expedient for fair value measurements within a bid-ask
spread.

Disclosures

32. For assets and liabilities that are measured at fair value on a recurring basis in periods
subsequent to initial recognition (for example, trading securities), the reporting entity shall
disclose information that enables users of its financial statements to assess the inputs used to
develop those measurements and for recurring fair value measurements using significant
unobservable inputs (Level 3), the effect of the measurements on earnings (or changes in net
assets) for the period. To meet that objective, the reporting entity shall disclose the following
information for each interim and annual period separately for each major category of assets and
liabilities (for equity and debt securities major category shall be defined as major category type as
described in paragraph 19 of FASB Statement No. 115, Accounting for Certain Investments in
Debt and Equity Securities even if the equity securities or debt securities are not within the scope
of Statement 115):

a. The fair value measurements at the reporting date
b. The level within the fair value hierarchy in which the fair value measurements in
their entirety fall, segregating fair value measurements using quoted prices in

active markets for identical assets or liabilities (Level 1), significant other
observable inputs (Level 2), and significant unobservable inputs (Level 3)
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C. For fair value measurements using significant unobservable inputs (Level 3), a
reconciliation of the beginning and ending balances, separately presenting
changes during the period attributable to the following:

(1) Total gains or losses for the period (realized and unrealized),
segregating those gains or losses included in earnings (or
changes in net assets), and a description of where those gains
or losses included in earnings (or changes in net assets) are
reported in the statement of income (or activities)

(2) Purchases, sales, issuances, and settlements (net)

(3) Transfers in and/or out of Level 3 (for example, transfers due to
changes in the observability of significant inputs)

d. The amount of the total gains or losses for the period in subparagraph
(c)(1) above included in earnings (or changes in net assets) that are
attributable to the change in unrealized gains or losses relating to those
assets and liabilities still held at the reporting date and a description of
where those unrealized gains or losses are reported in the statement of
income (or activities)

e. The inputs and valuation technique(s) used to measure fair value and a
discussion of changes in valuation techniques and related inputs, if any,
during the period.

33. For assets and liabilities that are measured at fair value on a nonrecurring basis in
periods subsequent to initial recognition (for example, impaired assets), the reporting entity shall
disclose information that enables users of its financial statements to assess the inputs used to
develop those measurements. To meet that objective, the reporting entity shall disclose the
following information for each interim and annual period separately for each major category of
assets and liabilities (for equity and debt securities major category shall be defined as major
category type as described in paragraph 19 of Statement 115 even if the equity securities or debt
securities are not within the scope of Statement 115)::

a. The fair value measurements recorded during the period and the
reasons for the measurements

b. The level within the fair value hierarchy in which the fair value
measurements in their entirety fall, segregating fair value measurements
using quoted prices in active markets for identical assets or liabilities
(Level 1), significant other observable inputs (Level 2), and significant
unobservable inputs (Level 3)

C. For fair value measurements using significant unobservable inputs
(Level 3), a description of the inputs and the information used to develop
the inputs

d. The inputs and valuation technique(s) used to measure fair value and a

discussion of changes, if any, in the valuation technique(s) and related
inputs used to measure similar assets and/or liabilities in prior periods.

34. The quantitative disclosures required by this Statement shall be presented using a
tabular format.
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35. The reporting entity is encouraged, but not required, to combine the fair value information
disclosed under this Statement with the fair value information disclosed under other accounting
pronouncements (for example, FASB Statement No. 107, Disclosures about Fair Value of
Financial Instruments) in the periods in which those disclosures are required, if practicable. The
reporting entity also is encouraged, but not required, to disclose information about other similar
measurements (for example, inventories measured at market value under ARB 43, Chapter 4), if
practicable.

Effective Date and Transition

36. Except as provided in subparagraphs 36(a) and 36(b) below, this Statement shall be
effective for financial statements issued for fiscal years beginning after November 15, 2007, and
interim periods within those fiscal years. Earlier application is encouraged, provided that the
reporting entity has not yet issued financial statements for that fiscal year, including any financial
statements for an interim period within that fiscal year.

a. Delayed application of this Statement is permitted for nonfinancial assets
and nonfinancial liabilities, except for items that are recognized or
disclosed at fair value in the financial statements on a recurring basis (at
least annually), until fiscal years beginning after November 15, 2008, and
interim periods within those fiscal years.

b. An entity that has issued interim or annual financial statements reflecting
the application of the measurement and disclosure provisions of this
Statement prior to the issuance of FSP FAS 157-2, Effective Date of
FASB Statement No. 157, must continue to apply all of the provisions of
this Statement.

37. This Statement shall be applied prospectively as of the beginning of the fiscal year in
which this Statement is initially applied, except as follows. This Statement shall be applied
retrospectively to the following financial instruments as of the beginning of the fiscal year in which
this Statement is initially applied (a limited form of retrospective application):

a. A position in a financial instrument that trades in an active market held by
a broker-dealer or investment company within the scope of the AICPA
Audit and Accounting Guides for those industries that was measured at
fair value using a blockage factor prior to initial application of this
Statement

b. A financial instrument that was measured at fair value at initial
recognition under Statement 133 using the transaction price in
accordance with the guidance in footnote 3 of t EITF Issue No. 02-3,
"Issues Involved in Accounting for Derivative Contracts Held for Trading
Purposes and Contracts Involved in Energy Trading and Risk
Management Activities," prior to initial application of this Statement

C. A hybrid financial instrument that was measured at fair value at initial
recognition under Statement 133 using the transaction price in
accordance with the guidance in Statement 133 (added by FASB
Statement No. 155, Accounting for Certain Hybrid Financial Instruments)
prior to initial application of this Statement.

38. At the date this Statement is initially applied to the financial instruments in paragraph
37(a)—(c), a difference between the carrying amounts and the fair values of those instruments
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shall be recognized as a cumulative-effect adjustment to the opening balance of retained
earnings (or other appropriate components of equity or net assets in the statement of financial
position) for that fiscal year, presented separately. The disclosure requirements of Statement 154
for a change in accounting principle do not apply.

39. The disclosure requirements of this Statement (paragraphs 32-35), including those
disclosures that are required in annual periods only, shall be applied in the first interim period of
the fiscal year in which this Statement is initially applied. The disclosure requirements of this
Statement need not be applied for financial statements for periods presented prior to initial
application of this Statement.
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SSAP No. 2—Cash, Drafts and Short-Term Investments:

13. The following disclosures shall be made for short-term investments in the financial
statements:
a. Fa|r values in accordance with SSAP No —Fair Value Measurements-SSAP

SSAP No. 13—Stock Options and Stock Purchase Plans:

3. A reporting entity recognizes no compensation expense for services received in return for
stock issued through noncompensatory plans. The following four characteristics are essential in a
noncompensatory plan:

d. The discount from the marketpricefair value of the stock is no greater than would
be reasonable in an offer of stock to stockholders or others.

6. The measurement date for determining compensation cost in stock option, purchase, and
award plans is the first date on which are known both (a) the number of shares that an individual
employee is entitled to receive and (b) the option or purchase price, if any. That date for many or
most plans is the date an option or purchase right is granted or stock is awarded to an individual
employee. However, the measurement date may be later than the date of grant or award in plans
with variable terms that depend on events after the date of grant or award. Thus, a reporting
entity recognizes compensation cost for stock issued through compensatory plans unless the
employee pays an amount that is at least equal to the quoted market-pricefair value of the stock
at the measurement date.

14. Compensation expense related to stock appreciation rights and other variable stock
option or award plans shall be measured at the end of each period as the amount by which the
quoted marketpricefair value ervalue-of the shares of the enterprise's stock covered by a grant
exceeds the option price or value specified under the plan and should be accrued as a charge to
expense over the periods the employee performs the related services. Changes in the quoted
market-price—or—valuefair value should be reflected as an adjustment of accrued compensation
and compensation expense in the periods in which the changes occur until the date the number
of shares and purchase price, if any, are both known.

SSAP No. 26—Bonds, excluding Loan-Backed and Structured Securities:

4. A bond acquisition or disposal shall be recorded on the trade date, not the settlement
date, except for the acquisition of private placement bonds which shall be recorded on the
funding date. At acquisition, bonds shall be reported at their cost, including brokerage and other

related fees—whichconnotercced thefalrvalue ot thedate ot acauisiion,

17. The financial statements shall include the following disclosures:

a. Fair values dlsclosures in accordance with SSAP No —Fair Value Measurements
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SSAP No. 27—Disclosure of Information about Financial Instruments with Off-Balance-Sheet Risk,
Financial Instruments with Concentrations of Credit Risk and Disclosures about Fair Value of Financial
Instruments

SSAP No. 30—Investments in Common Stock (excluding investments in common stock of subsidiary,
controlled, or affiliated entities)

5. At acquisition, common stocks shall be reported at their cost, including brokerage and other
related fees. Cost-shall-net-exceed-fairvalue—-Common stock acquisitions and dispositions shall
be recorded on the trade date. Private placement stock transactions shall be recorded on the
funding date.

13. The following disclosures regarding common stocks shall be made in the financial statements:
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d. The disclosures in (i) and (ii) above should be segregated by those common stocks that have
been in a continuous unrealized loss position for less than 12 months and those that have

been in a continuous unrealized loss position for 12 months or longer using fair values
determined in accordance with-SSAP-Ne-27SSAP No. —Fair Value Measurements.

f.  When it is not practicable to estimate fair value-in-acecordance-with-SSAP-No--27, the investor
should disclose the following additional information, if applicable, as of each date for which a
statement of financial position is presented in its annual financial statements:

SSAP No. 32—Investments in Preferred Stock (including investments in preferred stock of subsidiary,
controlled, or affiliated entities)

10. At acquisition, preferred stock shall be reported at cost, including brokerage and other related
fees. Cost-shall-not-exceedfairvalue—PIK stock received as dividends shall be recorded at
fair value. Acquisitions and dispositions shall be recorded on the trade date. Private
placement stock transactions shall be recorded on the funding date.

29. The following disclosures regarding preferred stocks shall be made in the financial
statements:

a. Fair values in accordance Wlth SSAP No —Fair Value Measurements—SSAJLAle

f.  The disclosures in (i) and (ii) above should be segregated by those preferred stocks that
have been in a continuous unrealized loss position for less than 12 months and those
that have been in a continuous unrealized loss position for 12 months or longer using fair
values determined in accordance with SSAP—Ne—27SSAP No. —Fair Value
Measurements.

h. When it is not practicable to estimate fair value-in—accerdance-with-SSAP-No-—27, the
investor should disclose the following additional information, if applicable, as of each date
for which a statement of financial position is presented in its annual financial statements:
i. The aggregate carrying value of the investments not evaluated for impairment, and
i. The circumstances that may have a significant adverse effect on the fair value.

SSAP No. 36—Troubled Debt Restructuring

10. A creditor shall account for a troubled debt restructuring according to the type of the restructuring
(receipt of assets in full satisfaction, modification of terms, combination of types). Generally,
troubled debt restructuring involving the transfer of assets shall be accounted for at the fair value
of the assets received. Troubled debt restructuring involving modification of terms shall be
accounted for at fair value (as determlned by acceptable appralsal methodologles—er—rtE

)_in accordance —with SSAP No.

—Fair Value Measurements. If the restructured loan is collateral dependent, fair value shall

be the fair value of the collateral. If the restructured loan is not collateral dependent fair value
shall be determined in accordance

with SSAP No. (reference new SSAP). If the
determined fair value of the loan is less than the recorded investment in the loan (including
accrued interest, net deferred loan fees or costs, and unamortized premium or discount), a new
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1.

cost basis shall be established at the fair value with the difference being recorded as a realized
loss in the statement of operations. After the troubled debt restructuring, a creditor shall account
for the assets consistent with the statutory guidance for such assets.

A creditor shall account for assets, including foreclosed property and equity interests in
corporations, joint ventures, or partnerships, received in satisfaction of the loan at their fair value
(as determined by acceptable appraisal methodologies-er-if-applicablethe-value-determined-in
accordance-with-the- SVVO-Purpeses-and-Procedures) at the time of restructuring or at the book

value of the loan if lower. If the fair value is less than the book value, the required writedown shall
be recognized as a realized capital loss. The creditor shall reclassify the asset from loans to the
appropriate asset account, such as real estate or other invested assets, at the time that the
creditor obtains clear title to the asset except for mortgage loans which shall be reclassified at the
beginning of the redemption period unless it is probable that the mortgage loan will be redeemed.
After the troubled debt restructuring, a creditor shall account for the assets received in
satisfaction of the loan consistent with the statutory guidance for similar assets.

SSAP No. 37—Mortgage Loans

20.

The following disclosures shall be made in the financial statements:

a. Fa|r vaIues in accordance with SSAP No. —Fair Value Measurement—SSAP—Ne—,’_LZ—

SSAP No. 40—Real Estate Investments

11.

19.

The current fair value of real estate shall be determined on a property by property basis (i.e.,
increases in the fair value of one property shall not be used to offset declines |n falr value of
another) :

A . If market quotes are
unavailable, estlmates of falr value shall be determmed by an appraisal (internal or third party),
which is based upon an evaluation of all relevant data about the market, considering the
following:

a. A physical inspection of the premises;

b. The present value of future cash flows generated by the property (Discounted Cash Flows),
or capitalization of stabilized net operating income (Direct Capitalization);

c. Current sales prices of similar properties with adjustments for differences in the properties
(Sales Comparison Approach);

d. Costs to sell the property if the reporting entity does not have the intent or ability to hold the
real estate as an investment; and

e. Replacement costs of the improvements, less depreciation, plus the value of the land (Cost
Approach).

A participating mortgage loan is established when the lender is entitled to participate in
appreciation of the market-valuefair value of mortgaged real estate, the results of operations
of the mortgaged real estate project, or in both. Mortgage loan participation features should
be recorded at fair value at inception of the loan. The borrower should recognize a
participation liability for the determined fair valued amount, with a corresponding debit to a
debt discount account. The debt discount should be amortized by the interest method, using
the effective interest rate. After inception, adjustment of the participation liability should occur
at each reporting date to current fair value. The corresponding debit or credit should be to the
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related debt discount account. The revised debt discount should be amortized prospectively,
using the effective interest rate method.

20. The real estate investment with the participating mortgage loan should be reported in accordance
with paragraph 4, with no adjustment for appreciation of marketvaluefair value.

24.

An entity that holds real estate investments with participating mortgage loan features should
disclose:

a. Aggregate amount of participating mortgage obligations at the balance-sheet date, with
separate disclosure of the aggregate participation liabilities and related debt discounts.

b. Terms of participations by the lender in either the appreciation in the market-valuefair
value of the mortgaged real estate project or the results of operations of the mortgaged
real estate project, or both.

SSAP No. 43—Loan-backed and Structured Securities

6.

28.

At acquisition, loan-backed securities shall be reported at cost, including brokerage and related
fees.-Cost-shall-net-exceed-fair-value. Acquisitions and dispositions shall be recorded on the
trade date, not the settlement date, except for the acquisition of private placement loan-backed
securities which shall be recorded on the funding date. For securities where all information is not
known as of the trade date (e.g., actual payment factors and specific pools), a reporting entity
shall make its best estimate based on known facts.

In addition to the disclosures required for invested assets in general, the following disclosures
regarding loan-backed securities shall be made in the financial statements:.

a.

For each balance sheet presented, all securities in an unrealized loss position for which

other-than-temporary declines in value have not been recognized

i. The aggregate amount of unrealized losses (that is, the amount by which cost or
amortized cost exceeds fair value) and

i. The aggregate related fair value of securities with unrealized losses.

The disclosures in (i) and (ii) above should be segregated by those securities that have been
in a continuous unrealized loss position for less than 12 months and those that have been in
a continuous unrealized loss position for 12 months or longer using fair values determined in
accordance with SSAP-Ne-27SSAP No. .-

When it is not practicable to estimate fair value-in-accordance-with-SSAP-No-—27, the investor
should disclose the following additional information, if applicable, as of each date for which a
statement of financial position is presented in its annual financial statements:

i. The aggregate carrying value of the investments not evaluated for impairment, and

ii. The circumstances that may have a significant adverse effect on the fair value.

SSAP No. 51—Life Contracts

38. Disclose the amount of annuity actuarial reserves and deposit liabilities by withdrawal
characteristics as follows:
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a. Subject to discretionary withdrawal:

ii. At marketfair value, where the withdrawal of funds is payable at current market-valuefair
value of the assets supporting the liabilities, the assets are stated at current market-fair
value, and the liabilities are stated at the current marketrfair value or per unit value of the
assets supporting the liabilities. These liabilities are for contracts where the customer
bears the entire investment risk;

iv. Total with adjustment or at marketfair value;

SSAP No. 52—Deposit-Type Contracts

17.

Disclose the amount of annuity actuarial reserves and deposit liabilities by withdrawal
characteristics as follows:

a. Subject to discretionary withdrawal:

ii. At marketfair value, where the withdrawal of funds is payable at current market-fair value
of the assets supporting the liabilities, the assets are stated at current market-fair value,
and the liabilities are stated at the current marketfair value or per unit value of the assets
supporting the liabilities. These liabilities are for contracts where the customer bears the
entire investment risk;

iv. Total with adjustment or at marketfair value;

SSAP No. 56—Separate Accounts

17.

18.

20.

22.

26.

Assets supporting fund accumulation contracts (GICs), which do not participate in underlying
portfolio experience, with a fixed interest rate guarantee, purchased under a retirement plan or
plan of deferred compensation, established or maintained by an employer, will be recorded as if
the assets were held in the general account. Assets supporting all other contractual benefits
shall be recorded at market-fair value on the date of valuation, or if there is no readily available
market, then in accordance with the valuation procedures in the applicable contract.

An AVR is generally required for separate accounts when the insurer, rather than the
policyholder/contractholder, suffers the loss in the event of asset default or marketfair value loss.
An AVR is required unless:

a. The asset default or marketfair value risk is borne directly by the policyholders; or

Assets supporting typical modified guaranteed contracts, market value adjusted contracts, and
contracts with book value guarantees similar to contracts generally found in the general account
do require an AVR because the insurer is responsible for credit related asset or marketfair value
loss.

An IMR is required for separate accounts with assets recorded at book value, but is not required
for separate accounts with assets recorded at marketfair value. For example, separate accounts
for traditional variable annuities or variable life insurance do not require an IMR because assets
and liabilities are valued at market-fair value.

Where separate account contracts have guaranteed elements, the basis for determining the
value of the liability shall be consistent with the basis used for asset values (i.e., valuation interest
rates as defined in Appendix A-820 shall be used when assets are recorded as if held in the
general account and current interest rates based on market rates shall be used when assets are

© 2009 National Association of Insurance Commissioners 44



Attachment H

Ref# 2007-24
Fair Value Measurements IP No. 138

recorded at marketfair value). Further, policy reserves shall be in compliance with those Actuarial |
Standards of Practice promulgated by the Actuarial Standards Board.

29. The general account financial statement shall include a description of the general nature and
characteristics of the various kinds of separate accounts business conducted by the company
and included in the company's Separate Accounts Statement. For each grouping (as detailed in
paragraph 30), the following shall be disclosed:

a. Premiums, considerations or deposits received during the year;

b. Reserves by the valuation basis of the investments supporting the reserves at the financial
statement date. List reserves for separate accounts whose assets are carried at marketfair |
value separately from those whose assets are carried at amortized cost/book value;

c. Reserves by withdrawal characteristics, i.e., whether or not the separate account is subject to
discretionary withdrawal or market value adjustment, or to withdrawal at book value with or
without surrender charge;

30. Separate accounts shall be addressed in the following groupings (which are the same as those
used for risk-based capital):

b. Nonguaranteed Separate Accounts-Variable separate accounts, where the benefit is
determined by the performance and/or marketfair value of the investments held in the |
separate account. Include variable accounts with incidental risks, nominal expense, and
minimum death benefit guarantees.

34. This statement is effective for years beginning January 1, 2001. Contracts with assets held in a
Separate Account that were issued in accordance with applicable state laws and regulations and
issued prior to that effective date, for which assets and liabilities have been recorded using a
consistent basis since issue, i.e., both assets and liabilities are recorded either as if in the general
account ("book value") or as at market-fair value (current interest rates based on market rates
shall be used for liabilities when assets are recorded at market-fair value), shall continue to be
recorded using such basis until such time as the applicable contract terms or provisions are
substantially changed, such as by a contract amendment modifying interest rate or withdrawal
provisions. State laws and regulations shall be understood to include anything considered
authoritative by the domiciliary state under the individual state's statutory authority and due
process procedures. Changes that do not require change in the basis of recording would include:
address changes, continued deposits, and other non-substantive changes such as these. For
example, additional funds received after January 1, 2001 under contracts issued prior to January
1, 2001 may continue to be recorded using the basis in effect prior to January 1, 2001 until such
time as a triggering change is made. A change resulting from the adoption of this statement shall
be accounted for as a change in accounting principle in accordance with SSAP No. 3—
Accounting Changes and Corrections of Errors.

SSAP No. 61—Life, Deposit-Type and Accident and Health Reinsurance

55. The assuming entity is to value the assets acquired at the date of acquisition at their
marketfair values, and the reserves are to be established according to statutory requirements |
based on the benefits in the individual policies reinsured. If the liabilities exceed the assets, the
difference represents goodwill that must be amortized into operations using the interest method
over the life of the policies, but for a period not to exceed 10 years. Goodwill resulting from
assumption reinsurance transactions shall be included in the total goodwill of an entity when
calculating the amount of goodwill that is a nonadmitted asset pursuant to SSAP No. 68—
Business Combinations and Goodwill. If the assets exceed the liabilities, the assuming entity
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shall record a deferred liability and amortize the amount into operations using the interest method
over the expected life of the business but not to exceed ten years.

59. Disclose the amount of annuity actuarial reserves and deposit liabilities by withdrawal
characteristics as follows:

a. Subject to discretionary withdrawal:

ii. At marketfair value, where the withdrawal of funds is payable at current market
value of the assets supporting the liabilities, the assets are stated at current
market-fair value, and the liabilities are stated at the current market-fair value or
per unit value of the assets supporting the liabilities. These liabilities are for
contracts where the customer bears the entire investment risk;

iv. Total with adjustment or at marketfair value;

SSAP No. 73—Health Care Delivery Assets — Supplies, Pharmaceuticals and Surgical Supplies, Durable
Medical Equipment, Furniture, Medical Equipment and Fixtures, and Leasehold Improvements in Health
Care Facilities

5. The reporting entity shall maintain a control system that provides for identification of
quantities on hand and appropriate valuation (lower of cost or marketfair value) of supplies,
pharmaceuticals and surgical supplies, and durable medical equipment.

SSAP No. 74—Accounting for Issuance of Insurance-Linked Securities Issued by a Property and Casualty
Insurer through a Protected Cell

Glossary:
Fair value - See GLOSSARYto-the-Statements—of-Statutory-Accounting—PrinciplesSSAP No.

—Fair Value Measurements.

SSAP No. 86—Accounting for Derivative Instruments and Hedging, Income Generation, and Replication
(Synthetic Asset) Transactions (Note — 106 hits of ‘fair’ and 15 hits of ‘market’)

14. Derivative instruments represent rights or obligations that meet the definitions of assets
(SSAP No. 4—Assets and Nonadmitted Assets) or liabilities (SSAP No. 5) and shall be reported
in financial statements. In addition, derivative instruments also meet the definition of financial
instruments as defined in SSAP No. 27—Disclosure of Information about Financial Instruments
with Off-Balance-Sheet Risk_and; Financial Instruments with Concentrations of Credit Risk. and
Diselosures-about-Fair-Value-of Finanecial-dastruments-(SSAP No. 27). Should the cost basis of
the derivative instrument be undefined (i.e., no premium is paid), the instrument shall be
disclosed in accordance with paragraphs 8 through 10 of SSAP No. 27. Derivative instruments
are admitted assets to the extent they conform to the requirements of this statement.

Exhibit C — SSAP No. 86

1.b.i.(e) - If during the life of the derivative it or a designated portion of the derivative is no longer
effective as a hedge, valuation at amortized cost ceases and the derivative or the designated
portion of the derivative shall be valued at its current fair value {marked-to-market)}-with gains and
losses recognized in unrealized gains or unrealized losses to the extent it ceased to be an
effective hedge.
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1.b.ii(a) - Options, warrants, caps, or floors purchased or written shall be valued at current fair
value {marked-to-market}-with changes in fair value recognized currently consistent with the
hedged item; this will result in unrealized gain/loss treatment with adjustment to unassigned
funds (surplus).

1.b.iii. - Open derivatives hedging items recorded at fair value, where gains and losses on the
hedged item are recognized currently in earnings: options, warrants, caps, or floors purchased or
written shall be valued at current fair value {marked—to—market)-with changes in fair value
recognized currently in earnings together with the gains and losses on the hedged item.

1.b.iii.(b) - If during the life of the derivative it or a designated portion of the derivative is no longer
effective as a hedge, recognition of changes in fair value through earnings ceases. The derivative
or the designated portion of the derivative shall continue to be valued at its current fair value
{marked-to-market), but thereafter gains or losses shall be recognized in unrealized gains or
unrealized losses to the extent it ceased to be an effective hedge.

2.b.i.(5) - If during the life of the derivative it or a designated portion of the derivative is no longer
effective as a hedge, valuation at amortized cost ceases and the derivative or a designated
portion of the derivative shall be valued at its current fair value {marked-te-market}-with gains and
losses recorded in unrealized gains or unrealized losses to the extent that it ceased to be an
effective hedge. Upon redesignation into an effective hedging relationship, the derivative’s mark
to fair value through unrealized gain or loss shall be reversed.

2.b.ii(a) - Swaps, collars, or forwards shall be valued at current fair value {marked-to-market)}-with
changes in fair value recognized currently consistent with the hedged item; this will result in
unrealized gain/loss treatment with adjustment to unassigned funds (surplus);

2.b.iv. - Open derivatives hedging items recorded at fair value, where gains and losses on the
hedged item are recognized currently in earnings: swaps, collars and forwards shall be valued at
current fair value {marked-to-market) with changes in fair value recognized currently in earnings
together with the gains and losses on the hedged item.
(a) If during the life of the derivative it or a designated portion of the derivative is no
longer effective as a hedge, recognition of changes in fair value through earnings
ceases. The derivative shall continue to be valued at its current fair value{marked-to
market), but thereafter gains or losses shall be recognized in unrealized gains or
unrealized losses to the extent it ceased to be an effective hedge.

iv. Open futures hedging items recorded at fair value, where gains and losses on the
hedging item are recognized currently in earnings shall be valued at current fair value {marked-te
market)-with changes in fair value recognized currently in earnings.

SSAP No. 90—Accounting for the Impairment of Disposal of Real Estate Investments

5. Along-lived asset shall be tested for recoverability whenever events or changes in circumstances
indicate that its carrying amount may not be recoverable. The following are examples of such
events or changes in circumstances:

a. A significant decrease in the marketpricefair value of a long-lived asset

Fair Value
16. A discussion of fair value is contained in the-Glossary-to-the-Statements-of Statutory-Accounting
PrinciplesSSAP No. —Fair Value Measurement. This statement requires properties occupied

by the company, that are determined to be subject to recoverability testing as discussed in
paragraphs 6 and 7, to follow the guidance in SSAP No. 40, paragraph 11.
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41. The modifications to FAS 144 were made in order to maintain consistency with current statutory
accounting principles and the Statement of Concepts:

d. Paragraphs 22 through 24 which discuss fair value, are rejected. The definition of fair

‘ value is |n SSAP No. —Falr Value Measurements the—giessapy—te—the—sfeatemeni—ef

SSAP No. 91—Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities

7. Upon completion of a transfer of assets that satisfies the conditions to be accounted for as a sale
(see paragraph 5), the transferor (seller) shall:

e. Initially measure such additional assets obtained and liabilities incurred in the sale at fair

value (see Glossary-to-the-Statementis-of Statutory-AccountingPrineiplesSSAP No.  —Fair

Value Measurements), or if it is not practicable to estimate the fair value of an asset or a
liability, apply alternative measures (paragraph 49); and

8. The transferee shall recognize all assets obtained and any liabilities incurred, and initially

| measure them at fair value-{in-aggregate,presumptively-the price-paid).

12. If distinct servicing rights exist in accordance with the above guidelines, the reporting entity shall
recognize a servicing asset or liability. When the servicing fees to be received exceed the cost of
servicing the transferred assets, a servicing asset is recognized and nonadmitted. When the cost of
servicing the transferred assets is greater than the servicing fees to be received, a liability shall be
recorded for the excess to recognize this obligation. A corresponding loss shall be recorded through
the Summary of Operations in other income. Servicing assets and servicing liabilities shall be

| measured initially at fair value;—presumptively-theprice—paid. Servicing assets or liabilities shall be
measured subsequently at fair value at each reporting date with fluctuations in fair value reported as
unrealized gains and losses. Declines in fair value which are determined to be other than temporary
shall be recorded as realized losses. shall be amortized into income in proportion to, and over the
period of estimated servicing income

89. A reporting entity shall disclose the following:

f.  If the entity has securitized financial assets during any period presented and accounts for that
transfer as a sale, for each major asset type (for example, mortgage loans):

i. Its accounting poI|C|es for initially measuring the interests that contmue to be held by a
transferor if any, L

determmlng thelr falr value (Falr value shaII be determmed in accordance with SSAP No.

—Fair Value Measurements){Glessary-to-the-Statements—of Statutory-Accounting
Prineiples); and

g. If the entity has interests that continue to be held by a transferor in securitized financial
assets at the date of the latest statement of financial position presented, for each major asset
type (for example, mortgage loans):

i. Its accounting policies for subsequently measuring those interests that continue to be

held by a transferor |ncIud|ng the methodology (Whether—qaeted—market—pnee—pﬂees—baseé

determmlng the|r falr value. (Falr value shaII be determmed in accordance W|th SSAP_No.
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—Fair Value Measurements—(Glossary—to—the—Statements—of Statutory—Accounting
Prineiples);

Glossary: Derivative financial instrument - A derivative instrument (as defined in SSAP No. 86—
Accounting for Derivative Instruments and Hedging, Income Generation, and Replication (Synthetic
Asset) Transactions) that is a financial instrument (refer to SSAP No. 27—Disclosure of Information
about Financial Instruments with Off-Balance-Sheet Risk;__and Financial Instruments with
Concentrations of Credit-Risk-and-Disclosures-about-FairValue-of Financial-Instruments, paragraph
2).

SSAP No. 93—Accounting for Low Income Housing Tax Credit Property Investments

1. This statement establishes statutory accounting principles for investments in federal and
certain state sponsored Low Income Housing Tax Credit (LIHTC) properties. State sponsored
LIHTC programs that have the following characteristics are within the scope of and shall be
accounted for in accordance with this statement:

C. Resale value of the investment is not based upon the market-valuefair value of
the underlying real estate.

d. Market-valdeFair value of the investment is directly tied to the remaining stream
of tax credits and deductible losses

5. Resale valuation of these investments is based on the present value of the future stream
of tax credits and deductible losses, and not the market—valuefair value of the underlying real
estate.

20. The significance of an investment to the reporting entity's financial position and results of
operations shall be considered in evaluating the extent of disclosures of the financial position and
results of operations of an investment in a LIHTC. If in the aggregate the LIHTC investments
exceed 10% of the total admitted assets of the reporting entity the following disclosures shall be
made:

b. For partnerships, and limited liability companies for which a quoted market
pricefair value is available, the aggregate value of each partnership, or limited liability
company investment based on the quoted marketpricefair value; and

SSAP No. 95—Exchanges of Nonmonetary Assets, A Replacement of SSAP No. 28—Nonmonetary
Transactions

14. Fair value of a nonmonetary asset transferred to or from a reporting entity in a
nonmonetary transactlon should be determmed in accordance W|th SSAP No —Fair Value
Measurements , v

se#wees—meewed—m—exehange—and—ether—a#&iable—ewdenee—lf one of the part|es in a

nonmonetary transaction could have elected to receive cash instead of the nonmonetary asset,
the amount of cash that could have been received may be evidence of the fair value of the
nonmonetary assets exchanged.

SSAP No. 97—Investments in Subsidiary, Controlled and Affiliated Entities, A Replacement of SSAP No.
88
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31. The significance of an investment to the reporting entity’s financial position and results of
operations shall be considered in evaluating the extent of disclosures of the financial position and
results of operations of an investee. The following disclosures shall be made for all investments
in SCA entities that exceed 10% of the total admitted assets of the reporting entity:

a. Financial statements of a reporting entity shall disclose (i) the name of each SCA
entity and percentage of ownership of common stock, (ii) the accounting policies of the
reporting entity with respect to investments in SCA entities, and (iii) the difference, if any,
between the amount at which the investment is carried and the amount of underlying
equity in net assets (i.e., goodwill, other nonadmitted assets, marketfair value or
discounted marketfair value adjustments) and the accounting treatment of the difference;

b. For those SCA entities for which a quoted market price is available, the
aggregate value of each SCA investment based on the quoted market-price price and the
difference, if any, between the amount at which the investment is carried and the quoted

marketprice price shall be disclosed;

Glossary to the Statements of Statutory Accounting Principles

INT 99-17: EITF 97-12: Accounting for Increased Share Authorizations in an IRS Section 423 Employee
Stock Purchase Plan under APB Opinion No. 25.

2. The working group reached a consensus that EITF 97-12 should be adopted to require
that additional shares granted in a stock purchase plan be classified as compensatory or
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noncompensatory at the grant date of the additional shares. If the discount at that date
does not meet the marketfair value discount criterion in paragraph 3(d) of SSAP No. 13,

then the new grant would be treated as a compensatory award under SSAP No. 13,
which would result in compensation cost.

INT 99-29: Classification of Step-up Preferred Stock

4, A strict reading of the perpetual preferred stock definition further complicates the issue in
that step-ups do not have redemption features: thus, they meet the definition of perpetual
preferred stock. The valuation of step-up preferred stock would not be consistent with the
economic substance of the security if it were valued at marketfair value.

INT 01-14: EITF 00-16: Recognition and Measurement of Employer Payroll Taxes on Employee Stock-
Based Compensation

1. Topic No. D-83, Accounting for Payroll Taxes Associated with Stock Option Exercises
requires that payroll taxes incurred in connection with stock-based compensation be recognized
as an expense, but it does not address the timing of that expense recognition. Costs incurred by
companies for employer payroll taxes on employee stock-based compensation have become
more significant for U.S. companies as a result of the increased use of options as a form of
employee compensation and the rapid growth in the market-fair value of underlying stocks in
certain market sectors. Consequently, the predominant current practice of recognizing those
costs when the event that triggers payment to the taxing authority occurs (for an option, that
event is employee exercise), has been called into question.

INT 01-31: Assets Pledged as Collateral

6.

The working group reached a consensus that if the collateral had not been pledged in the
examples described above, it is assumed the underlying asset would be recorded as an
admitted asset under SSAP No. 4 (e.g. they are readily marketable assets available to meet
both current and future policyholder obligations). In addition, it is assumed that the asset would
not be considered impaired under SSAP No. 5 due to a default,-_marketfair value decline, or
other loss contingency.

INT 02-05: Accounting for Zero Coupon Convertible Bonds

3. A convertible bond really consists of a bond and an embedded derivative in the form of a
warrant. Under GAAP, the holder accounts for the two components separately. The bond
and warrants are fair valued at date of purchase. The bond is typically classified as available
for sell (AFS) or held to maturity (HTM) and the scientific method of amortization is used on
any premium or discount. This amortization of the premium or discount produces a market
yield when combined with the coupon rate. In addition, the available for sale is marked-to
marketrecorded at fair value with the unrealized gains and losses recorded as a component
of equity in other comprehensive income. The warrant is fair valued at each reporting date
and classified as trading with the-adjustments to market-fair value recorded through the
income statement, as it is considered a derivative (no hedge).

4. For GAAP, assuming a purchase price was $900,000 at 1/1/x1 and the fair value of the
warrants was $150,000 at 1/1/x1, the following entries would be recorded during the year:

At 1/1/X1:
Purchase Price $900,000
Bond Fair Value $750,000
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Yield 8.87%
Warrant Fair Value  $150,000

At 12/31/X1:
Bond Fair Value $780,000
Warrant Fair Value  $200,000

Entries 1/1/X1:

Bonds-AFS $750,000
Warrants-Trading $150,000
Cash ($900,000)

Entries 12/31/X1:
Cash (coupon rate) $50,000
Bonds-AFS (amortization) $16,554
Investment income ($66,554)
Record discount accretion and cash from coupon rate

Bonds-AFS 13,446

Warrants-Trading 50,000
Unrealized gains-OCl  (13,446)
Realized gains (50,000)

Mark AFS and Trading to-marketfair value

INT 03-03: Admissibility of Investments Recorded Based on the Audited GAAP Equity of the Investee
When a Qualified Opinion is Provided

2. Certain situations may exist in which a qualified opinion is provided due to a GAAP
departure, while information is available to determine the appropriate balances under a GAAP
basis of accounting. For example, a qualified opinion would be given if a cost sharing agreement
requires the cost basis of accounting to be used to value investments in a limited partnership in
which the reporting entity owned more than a 5% interest, as GAAP requires such investments to
be recorded based upon the GAAP equity method. Since the notes to the financial statements
disclose the marketfair value of investments held by the limited partnership, information is readily
available to allocate the unrealized appreciation on investments to determine what the
appropriate GAAP equity balance would be. A qualified opinion could also result if the unrealized
appreciation on investments is not allocated in accordance with a partnership agreement.
Another example occurs when a qualified opinion is issued due to a departure from GAAP and
the departure is related to the valuation of an U.S. insurance entity on the basis of U.S. statutory
accounting principles.

INT 04-07: EITF 02-15: Determining Whether Certain Conversions of Convertible Debt to Equity
Securities Are Within the Scope of FASB Statement No. 84

3. The following is excerpted from EITF 02-15:

3. Statement 84 was issued to amend Opinion 26, to exclude from its scope
convertible debt that is converted to equity securities of the debtor pursuant to conversion
privileges different from those included in the terms of the debt at issuance, and the
change in conversion privileges is effective for a limited period of time, involves additional
consideration, and is made to induce conversion. That Statement applies only to
conversions that both (a) occur pursuant to changed conversion privileges that are
exercisable only for a limited period of time and (b) include the issuance of all of the
equity securities issuable pursuant to conversion privileges included in the terms of the
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debt at issuance for each debt instrument that is converted. When convertible debt is
converted to equity securities of the debtor pursuant to an inducement offer (described
above), the debtor shall recognize an expense equal to the excess of the fair value of all
securities and other consideration transferred in the transaction over the fair value of
securities issuable pursuant to the original conversion terms.

4, A question has arisen as to whether Statement 84 applies to conversions of
convertible debt when the "offer" for consideration in excess of the original conversion
terms was made by the debt holder rather than the debtor. In certain circumstances, for
example, a bondholder may be a third party that purchased the bonds in the open market
(often at a significant discount from face value) and approached the debtor to increase
the conversion terms of the notes. In many of those circumstances, the offer to induce
conversion is not extended to all debt holders; rather, the conversion involves only the
specific debt holder that approached the debtor. The following example is provided:

Company A issued publicly traded convertible bonds (the Bonds) during a prior period.
Currently, the Bonds are trading at a price that is significantly less than the carrying value
(possibly due to a decline in Company A's stock price or credit rating or both). The
original conversion price of the Bonds is $50 (20 shares of common stock per bond), and
Company A's common stock is currently trading at $25 per share. On an individual
basis, bondholders approach Company A with an offer for Company A to purchase the
Bonds by providing consideration in excess of the conversion terms. Assume that on the
date of the exchange, each Bond has the following values:

Company A's carrying value of the Bonds $1,000
Current fair market-value of the Bonds $ 750

A bondholder approaches Company A with the following two independent offers that are
exercisable by Company A for a limited period of time:

1. Company A may purchase the Bonds in exchange for the Bonds' original
conversion of 20 shares of Company A common stock ($500 fair market-value)
and $300 cash.

2. Company A may purchase the Bonds in exchange for 32 shares of Company
A common stock ($800 fair market-value).

INT 06-07: Definition of Phrase “Other Than Temporary”

2. The decision for determining when an investment is considered impaired is dictated by
the applicable SSAP and the respective impairment indicators included in each of the SSAPs. If
an impairment indicator is present, the determination of an impairment shall be assessed at the
individual security or investment level as reported in the annual statement and supporting
schedules. For those SSAPs that require the reporting entity to use the fair value to determine if
an impairment has occurred, the determination of that value shall be consistent with how the term
fair value is defined within the—Glossary—of the -Accounting—Practices—and—Procedures
ManualSSAP No. —Fair Value Measurements. Once a reporting entity has determined that
an impairment indicator is present, the reporting entity shall continue to evaluate whether the
investment is impaired each subsequent reporting period until either (a) the investment
experiences a recovery of the fair value up to (or beyond) its carrying value or (b) the investor
recognizes an other-than-temporary impairment loss.

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Meeting\MH - IP 138 - Fair Value -b - 5-
27-09.doc
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Attachment 1

To:  Joseph Fritsch, Chair of the Statutory Accounting Principles (E) Working Group

From: Michael Moriarty, Chair of the Valuation of Securities Task Force
Bob Carcano, Senior Counsel, SVO

CC: Robin Marcotte, NAIC

Re:  Referral from the Statutory Accounting Principles (E) Working Group: FASB
Staff Position on FASB Technical Bulletin 85-4-1: Accounting for Life Settlement
Contracts by Third Party Investors (FSP FTB 85-4-1)

Date: March 6, 2009

1. Background — By memorandum dated March 8, 2008, you requested that the
Valuation of Securities (E) Task Force (the “Task Force”) assist in the evaluation' of an
ACLI proposal on life settlement contracts. In response, the Task Force has held a
number of public discussions and members of the Task Force and the SVO have held a
series of meetings with ACLI and industry representatives to discuss the underlying
rationale of the ACLI position, technical issues flowing from the proposal and regulator
concerns and suggestions for improvements. The following paragraphs present the
recommendation of the Task Force on the regulatory issues on which you requested our
comment.

2. Recommendations — The Task Force recommends that the Statutory Accounting
Principles (E) Working Group:

a. Adopt the investment method of accounting - We believe the investment method
of accounting appropriately reflects the cash flow pattern of life settlement contract
transactions. The investor purchases the life settlement contract and must pay policy
premiums and other costs to maintain the right to the policy proceeds. The investment
method of accounting: requires recognition of the initial investment at transaction price
plus all initial direct external costs; continuing costs are capitalized; the investment
balance is subject to impairment tests and written down when appropriate. The difference
between investment balance and proceeds received (either at a sale prior to the end of the
policy or at the end of the policy) is recorded as a realized gain or loss.

b. Recognize life settlement transactions as a viable asset class for insurers and an
admitted asset provided the transaction meets the following structural criteria:

' The captioned referral is actually the second received by the Task Force on this issue. The first referral
occurred in the fall of 2006. It requested an evaluation of proposed treatment of life settlement contracts as
private placements with either fair value or investment method accounting. At the request of the Task
Force, the SVO studied the marketability of life settlement contracts to evaluate liquidity and therefore
opine on the best accounting method for life settlement contracts. SVO concluded that it was not possible
to statistically assess liquidity of the life settlement contracts market because life settlement contracts are
privately negotiated and data is highly proprietary and confidential. Accordingly, the Task Force
recommended that the Statutory Accounting Principles (E) Working Group have insurance companies
report these investments to the SVO for classification analysis. The Statutory Accounting Principles
Working Group requested the ACLI to provide the SVO with the information necessary to perform an
analysis of life settlement transactions. Eventually, the ACLI complied with this request, at the same time
initiating a second proposal for regulatory treatment, more fully discussed in the body of this memorandum.
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1) The underlying insurance contract:

o Shall have been acquired after any applicable contestability period;

o Shall have been issued to an original owner having an insurable interest in the
underlying life; and

o At acquisition, the life settlement contract must contain sufficient margin for
downside risk as measured by the following criteria:

2) The initial value of the contract will be limited to the lesser of:

o The amount paid to acquire the individual contract, or

o The value that would result in a return of 3% to the investor assuming the life
expectancy is shocked by lowering the mortality curve by 25%.

o If the value in (b) is less than the amount in (a), the difference shall be reported as a
realized loss.

3) The life expectancy assessment processes, procedures or methodologies deemed most
reliable as to predictability of payment be identified in appropriate guidance.

Life settlement contract transactions require unique due diligence in the sourcing of life
policies and in managing legal issues associated with enforceability of the right to
payment on the policy. Although credit risk (of the carrier) is relevant, the key driver of
performance is mortality risk since it both drives pricing and triggers payment. However,
payment in a life settlement contract is triggered by the death of the insured, an event that
is not subject to the same degree of statistical quantification as likelihood of a default in a
bond transaction. We believe the relative inaccuracy of payment predictability should be
reflected in the risk-based capital charge and by accounting and disclosure standards that
recognize that actual payment may vary from predicted payment.

c. Require reporting on a separate line in Schedule BA subject to specific
disclosure. The ACLI reporting recommendation assumes continued limited interest by
insurers in life settlement contract investments. We believe that this limited interest may
only reflect the lack of a well defined regulatory framework and that the resolution of
regulatory uncertainty could well lead to greater interest and market evolution. Reporting
as a Schedule BA asset would recognize the unique investment characteristic of life
settlement contracts and provide a more appropriate disclosure framework.” We
recommend that the investor disclose disaggregated information about the portfolio of
life settlement contracts, providing number of contracts, carrying value, and face value of
life settlement contracts in meaningful classes, by:

o Attained age of insured;

o Remaining life expectancy of insured; and

o Anticipated life insurance premiums required to keep the life settlement
contracts in force.

? The Valuation of Securities (E) Task Force may consider whether reporting individual transactions to the
SVO under Part Fourteen of the Purposes and Procedures Manual is or is not desirable.
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We also recommend consideration of the disclosure form in Attachment One, to satisfy
the latter proposed requirement.

d. Refer consideration of the appropriate risk based capital charge to the Capital
Adequacy (E) Task Force (CATF). We found the ACLI analysis supporting its proposed
pre tax 6.8% RBC charge to be reasonable but we recommend that the CATF consider
the consistency of this proposed charge within the overall architecture of risk-based
capital and its sufficiency for the risks inherent in life settlement contracts.

e. Adopt a specified valuation rule for life settlement contracts. Because the intent is
to treat life settlement contracts as investments, we believe it appropriate to specify a
valuation process for life settlement contracts. This will help ensure greater reporting
consistency with other admitted invested assets. Prior SVO research indicated that the
private nature of this market leads to poor price discovery and hence difficulty in
establishing fair values. However, we anticipate that price discovery will improve as this
market evolves and that in any event, the basis for carrying value should be clearly
expressed by the company.
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SAMPLE DISCLOSURE INFORMATION TO SATISFY REQUIREMENT ‘B’

Information regarding Life Settlement Contracts as of December 31, 2009 is as
follows:

(dollars in millions)
Remaining Life

Expectancy of Number of Carrying Face Value
Insureds Contracts Value (Death Benefits)
0 — 1 year $ $
1 — 2 years
2 — 3 years
3 — 4 years
4 — 5 years
Thereafter
Total $ $

(dollars in millions)
Attained Age

of Number of Carrying Face Value
Insureds Contracts Value (Death Benefits)
60 — 65 years $ $
65 — 70 years
75 — 80 years
80 — 90 years
90 — 100 years
Total $ $

As of December 31, 2009, the anticipated life insurance premiums required to keep the
life settlement contracts in force, payable in the ensuing twelve months ending December
31, 2010 and the four succeeding years ending December 31, 2014 are $XX million, $XX

million, $XX million, $XX million, and $XX million, respectively.
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Life Settlements Capital

Overview

The proposed balance sheet presentation for life settlement assets carries an NAIC RBC
factor of 6.8%. The purpose of this paper is to provide some preliminary justification
that the proposed capital factor is appropriately conservative for a direct investment in
life settlement assets. The sources for risk of possible principal loss for a life settlement
asset are:

1.) Mortality Risk

2.) Credit Risk (Underlying Insurance Carrier)
3.) Operational Risk

4.) Legal Risk

The scope of the capital factor development in this paper focuses on the first two
elements of risk in developing or supporting the capital assumption for life settlement
assets. The last two risks should arguably be covered by capital held for C-4 risk.

Mortality Risk

The mortality risk is a function of the mean-estimation error and the process error or
variance. The combined effect of the mean error and process error contribute to the total
deviation of actual mortality results from the expected mortality results. The two types of
errors will be described separately.

Process error assumes that the mean estimate is correct and reflects random variation
from the mean. The following sample results demonstrate the effects on process error
resulting from portfolios of varying size.

# of Lives | Base IRR | IRR @ 99th | Difference
28 10.21% 4.80% 5.41%

56 10.11% 5.83% 4.28%

140 10.01% 7.16% 2.84%

280 9.99% 7.88% 2.11%

560 10.03% 8.62% 1.41%

1120 10.02% 8.83% 1.19%

As the number of lives increase the IRR of the tail scenarios approaches the mean. The
process error drops from 5.41% for 28 lives to 2.11% for a portfolio approaching 300
lives. This is the easier error to mitigate as it can be reduced by growing the number of
lives in the portfolio or reducing variations in policy size across the block.
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Mean-estimation error is much more difficult to ascertain. This is the area that gives rise
to the general uncertainty about realized results. How do you know that the mean
estimate or life expectancy is correct for that insured?

Mean estimation error can result from systemic problems and from risk selection
problems. Examples of systemic mean error would include a flawed mortality table
and/or inappropriate methodologies for assigning risk debits for medical impairments.
These flaws affect the LE assessment for every policy that is evaluated. These risks are
mitigated through study of historical data and have continued to be refined by life
expectancy firms over the last 10 years, and even longer for life insurance companies.

Risk selection can also lead to mean estimation error even if the table and underwriting
process is correct. This error results from a poor spread of risk in building groups of
individuals with similar risk characteristics. Process variance aside, this is where results
can be adversely affected by having too small of a block of policies. As the number of
lives within each of the “risk groups” continues to grow the results should approach the
average risk assessment for that group and be closer to mean estimates developed from
clinical research. The risk is mitigated by applying provisions of conservatism to the
clinical estimates and by refining the risk selection approach. It is common for estimates
for excess mortality to be shaded one way for life insurance and the other way for life
settlements.

Given the subjectivity in assessing mean-estimation error, a mortality shock was applied
to the baseline life expectancy assessments. The level of the shock applied was intended
to lengthen the average life expectancy by approximately 3 years (the actual lengthening
depends on the age and original LE). This resulted in a shock of 50% being applied to
the final mortality estimates.

A sample of life settlement policies was modeled to develop loss factors due to mortality
risk. Both mean-estimation error and process error were included in the results. A
stochastic model was used running 1000 scenarios on the sample portfolio. The sample
portfolio of policies was priced to a 10% IRR based on the original LE estimates. The
following table shows the tail results for the 1000 trials. The loss is calculated as the
excess of the purchase price and premium payments over the face amount of the policy.
The loss divided by the purchase price of the portfolio.
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Scenario Principal Loss
Number % of Invesment
1000 35.7%
999 25.0%
998 23.1%
997 20.0%
996 18.1%
995 11.7%
994 11.2%
993 9.6%
992 4.4%
991 4.3%
990 4.3%
989 3.9%
988 3.7%
987 2.8%
986 0.7%
985 0.4%
984 0.0%
983 0.0%
982 0.0%
981 0.0%
980 0.0%
979 0.0%
978 0.0%
977 0.0%
976 0.0%
975 0.0%

Mortality Loss: 430 bps

Credit Risk

The credit risk in a life settlement policy is exposure to the underlying insurance carrier
for timely payment of the face amount. A life settlement entitles the investor to treatment
as a policyholder as opposed to a creditor. As such it would be prudent to assume
improved recoveries in the case of a default involving a life settlement asset. However,
for the purpose of this analysis no adjustment was made to improve recoveries as a result
of policyholder treatment. The assumption is made that the underlying insurance creditor
is rated A- or better and so the credit default factor category NAIC 1 is used for credit
risk.

Credit Risk: 40bps

Summary - This analysis is intended to provide support for the capital factor associated
with the proposed balance sheet treatment. It is based on a sample portfolio of life
settlement policies which implies a number of assumptions in the underlying makeup of
the portfolio. The raw capital factors produced result in a combined factor of 4.70%
(430bps + 40bps). While we are not recommending a lower capital factor at this time we
do believe that the 6.8% factor is justifiable in the context of this analysis and

assumptions presented.
G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Meeting\MI -
TaskForceLifeSettlementContractsLtrToSAPWG0309.doc
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Statutory Accounting Principles Working Group

Hearing Agenda
Summer 2009
Roll Call
New York, Iowa,

Chair Vice Chair
California Michigan Texas
Delaware New Hampshire Virginia

I1linois Ohio Wisconsin
Louisiana Pennsylvania

Agreement with Attachment 8
Title Attachment # the Exposed Page Number
Document? Reference
SSAP No. 92
2006-30 (Postretirement Prf) poses
Benefits Other Than 1&2 Rg:mg;s(;o 1P’s = 4.
Pensions) and SSAP P Towers Perrin -7
Guidance

No. 100 (Pensions)
Summary:
During the 2009 Spring National Meeting the Statutory Accounting Principles Working Group
exposed draft SSAP No. 92—Accounting for Postretirement Benefits Other Than Pensions (SSAP No.
92) and SSAP No. 100—Accounting for Pensions, A Replacement of SSAP No. 89 (SSAP No. 100) for
public comment. The Issue Papers related to these draft SSAPs were adopted during the 2008 Winter
National Meeting. Upon adoption of these Issue Papers, the Working Group directed staff to draft
corresponding SSAPs with reconsideration of the effective date to 2011 and transition guidance to 10
years. The exposed corresponding SSAPs reflect this Working Group direction.

History:

SSAP No. 92 and SSAP No. 100 propose adoption, with modification, or FAS 158, Employers’
Accounting for Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB
Statements No. 87, 88, 106 and 132(R). Adoption of the GAAP guidance will result with a significant
change in the accounting and reporting of pension and other-than-pension postretirement benefit
(OPEB) plans. Under this guidance, companies will be required to recognize a liability for the full
unfunded amount of their pension or OPEB plan. For pension plans, the funded status of a plan is
calculated by comparing the projected benefit obligation (PBO) to the fair value of plan assets. For
OPEB plans, the funded status of a plan is calculated by comparing the accumulated benefit obligation
(ABO) to the fair value of plan assets. For both pension and OBEP plan, nonvested plan participants
will need to be included within the calculation of PBO or ABO.

Interested Parties’ Comments
Interested parties have the following comments:

Transition Guidance

Although the transition guidance exposed in SSAP No.100 and SSAP No. 92 was expanded from that
in the original issue papers, we believe that additional modifications are warranted. As currently
drafted, both SSAPs allow reporting entities to elect to defer recognition of the full surplus impact for
a period not to exceed ten years if the surplus impact of the change is greater than 1% of surplus by
applying the standard on a plan by plan basis. While we agree with the decision to spread the impact
of adoption over a number of years, the 1% threshold on a plan by plan basis appears to be
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unnecessary and out of synch with historical practice. Additionally, the minimum threshold is too high
to be consequential or effective. We recommend eliminating the 1% threshold and allowing each
company to make a deferral election regardless of the percentage impact on surplus.

A Double Charge to Surplus

As currently drafted, SSAP Nos. 92 and 100 do not address all unrecognized components of a funded
postretirement benefit plan. Both SSAPs address the following unrecognized components: gains or
losses, prior service costs or credits (not related to non-vested liability), non-vested prior service cost,
and transition asset or liability from the previous application of SSAP 14 and SSAP 89. However, the
guidance is silent on an important element of a funded plan, i.e., i.e., prepaid assets (reported on Line
3d of the annual statement disclosure). FAS No. 87 recognizes the prepaid asset while statutory
accounting requires the prepaid asset to be non-admitted. As a result, a contribution to a funded plan
results in an immediate charge to surplus for statutory financial statements.

Even though prepaid assets are not amortized into the Net Periodic Benefit Cost (as in the case with
transition assets), they will benefit surplus in the future. As an entity recognizes the Net Periodic
Benefit Cost in the income statement, it reduces the prepaid assets on the balance sheet. A reduction
in the non-admitted prepaid assets benefits surplus.

Paragraph 102 of SSAP No. 92 and paragraph 84 of SSAP No. 100 require unrecognized gains/losses,
prior service costs/services, and transition obligation/assets as of the end of the fiscal year in which the
new accounting guidance is adopted to be recognized as components of unassigned surplus. We
believe the prepaid assets should also be recognized as a component of unassigned surplus in order to
arrive at the correct liability or asset amount, i.e., to report the proper funded status of the plan.
Leaving prepaid assets out of the equation would be punitive as it would result in a double charge to
surplus. In addition, the entity is required to recognize a liability on the balance sheet that is greater
than the underfunded status of the plan.

Net Periodic Pension Cost — expected return on plan assets

Paragraph 9 of SSAP No. 100 and paragraph 8 of SSAP No. 92 addresses the determination of net
periodic pension cost. Among the components included is “actual return on plan assets”. Example 1
part 2d of SSAP No. 100 includes the “expected return on plan assets” as a component of net periodic
pension cost. We believe that this inconsistency should be resolved.

Adjustments Prior to the Application of the SSAP

Paragraph 1 of Example 1 in SSAP No. 100 indicates that insurers should be making adjustments prior
to applying the new guidance. The title of the paragraph and the indicated practice may be confusing
to insurers as it appears inconsistent with the transition guidance in paragraph 83 which states that
“Application of this statement shall begin with fiscal years ending as of December 31, 2011”.
Cumulative effect adjustments are usually made as part of adopting the guidance at the opening of the
period to which the guidance applies, consistent with SSAP No. 3.

Other comments

Paragraph 85, Example A of SSAP No. 100 deals with how to implement the 10 year transition period,
if applicable. The fourth line characterizes an example surplus impact as “at least $250,000 (10% of
$500,000)”. The $500,000 amount should be changed to $2.5 million.

Example 1, part 2 of SSAP No. 100 includes four illustrative journal entries “a” through “d”. Entries
“a”, “b”, and “c” include items entitled: “Net Income (deferred tax benefit)”. Under SSAP No. 10,

paragraph 7 changes in deferred tax items are not reflected in statutory net income. We suggest that
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the reference to “Net Income” be deleted. The deferred tax item in entries “a” and “b” should be
changed to a credit so that the entries balance. Entry “c” indicates that it is intended to establish a
pension liability but the credit is designated: “Unassigned Funds”, which we believe needs to be
corrected.

The transition guidance and associated examples for SSAP Nos. 100 and 92 are complicated and may
be confusing to many companies. We would gladly work further with NAIC staff and the Working
Group to address these matters.

Risk-Based Capital

Regarding paragraph 103 of SSAP No. 92 and paragraph 85 of SSAP No. 100, we do not agree with
the drafting notes indicating that the full surplus impact should be reflected in RBC calculations for
2011. This would negate and is inconsistent with the transition guidance allowing companies to phase
in the surplus impact of the accounting changes. The RBC calculation is based on the information
reported in the financial statements and should continue to be based on that information including the
accounting guidance contained in SSAP Nos. 92 and 100.

Comments from Towers Perrin:
Our comments are limited to suggested clarification and additional guidance for implementing the
proposed standards.

Proposed SSAP No. 92

It is unclear how the unvested defined benefit obligation, which has not previously been subject to
recognition, should be reported in unassigned funds (surplus) at the transition date, pursuant to
paragraph 102. That is, should the unvested obligation at the transition date, which is now to be
included in the benefit obligation to be recognized, be treated as a prior service cost or an actuarial
loss?

Other comments:
Paragraph 49 — The parenthetical phrase should be deleted as a market-related value of assets that
smoothes asset gains and losses is no longer permitted.

Proposed SSAP No. 100

It is unclear how the unvested defined benefit obligation, which has not previously been subject to
recognition, should be reported in unassigned funds (surplus) at the transition date, pursuant to
paragraph 84. That is, should any unvested obligation at the transition date not previously included in
the benefit obligation subject to recognition be treated as a prior service cost or an actuarial loss?

Although the proposed standard eliminates the additional minimum liability provisions of SSAP No.
89, it is unclear how any existing additional minimum liability would factor into the determination of
the surplus impact of applying paragraphs 83 and 84. In addition, it would seem that for plans for
which the impact of the new standard is more than 1% of company’s surplus, the balance sheet should
— at a minimum — continue to reflect a liability equal to the unfunded ABO. The additional minimum
liability, if any, measured at each balance sheet date would decline as the surplus impact of paragraphs
83 and 84 is recognized. When the transition amount has been fully amortized pursuant to paragraph
85Db, the balance sheet would reflect a liability equal to the unfunded PBO, negating the need for a
minimum liability provision. Otherwise, if the minimum liability provisions are eliminated with
adoption of SSAP No. 100, plans with a surplus impact of more than 1% presumably would reverse
any existing additional minimum liability, resulting in a potentially significant reduction in their
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balance sheet liabilities (and offsetting increase in surplus) at the transition date, only to phase the
liability back onto their balance sheet over future periods.

Other comments:
Paragraph 22 — The parenthetical phrase should be deleted as a market-related value of assets that
smoothes asset gains and losses is no longer permitted.

Paragraph 103b — It would be helpful to note that the surplus referred to is the company’s surplus, not
the surplus of the plan.

Example 1, section 1 — In the table illustrating the items not yet recognized as components of net
periodic cost, the term “Funded Status” (relating to $855 at 12/31/10 and $810 at 12/31/11) is a
misnomer and should be changed to a term referring to the pre-tax amount in unassigned funds
(surplus). In the paragraph that follows, it appears that the reference to December 31, 2010 should be
changed to January 1, 2011 as the new standard would be effective at that date.

Example 1, section 2 — The credits to Net Income (deferred tax benefit) in the first and second entries
should be formatted correctly as the amounts currently appear as debits. The description of the 135
credit in the third entry should be corrected from “Unassigned Funds (Surplus)” to “Liability for
Pension Benefits”.

Example 2 — It appears that the dates used in this example should be moved forward to years (e.g.,
“2013” should be “2011” to conform to the elimination of the early measurement date for fiscal years
ending after December 15, 2011. In addition, the table illustrating the funded status and amounts not
yet recognized in net periodic cost should be reformatted; the amounts in the lower part of the table
need to be moved down one cell, with the total amount representing the amount not yet recognized in
net periodic cost (not Net Loss).

2009-01: FSP FAS 117-
1: Endowments of Not-
For-Profit
Organizations: Net
Asset Classification of
Funds Subject to an
2009-01 Enacted Version of the
Uniform Prudent
Management of
Institutional Funds Act,
and Enhanced
Disclosures for All
Endowment Funds

3 No Comment 2

Summary:
During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group
exposed nonsubstantive revisions to Issue Paper No. 99—Nonapplicable GAAP Pronouncements
(Issue Paper No. 99) rejecting FSP FAS 117-1 for statutory accounting.
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History:

FASB Staff Position FAS 117-1, issued in August 2008, provides guidance on the net asset
classification of donor-restricted endowment funds for a not-for-profit organization that is subject to
an enacted version of the Uniform Prudent Management of Institutional Funds Act of 2006
(UPMIFA). FSP FAS 117-1 also improves disclosures about an organization’s endowment funds
(both donor-restricted endowment funds and board-designated endowment funds) whether or not the
organization is subject to UPMIFA. Staff recommended that this item be rejected for statutory
accounting, as although guidance for contributions has been adopted within SSAP No. 67, it is
presumed that insurers would not predominantly be considered not-for-profit organizations subject to
the Uniform Prudent Management of Institutional Funds Act of 2006.

Interested Parties’ Comments:
Interested parties have no comment on the conclusion for this item.

2009-02: FSP FAS 140-
3: Accounting for
2009-02 Transfers of Financial
Assets and Repurchase
Financing Transactions

4 No Comment 2

Summary:
During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group
exposed nonsubstantive revisions to SSAP No. 91R—Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities (SSAP No. 91R) to adopt guidance from FSP
FAS 140-3 regarding transfers of financial assets and repurchase financing transactions.

History:
FASB Staff Position FAS 140-3, issued in February 2008, provides guidance on accounting for a
transfer of a financial asset and repurchase financing. FSP FAS 140-3 presumes that an initial transfer
of a financial asset and a repurchase financing are considered part of the same arrangement under FAS
140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities
(FAS 140). However, if certain criteria are met, the initial transfer and repurchase financing shall not
be evaluated as a linked transaction and shall be evaluated separately under FAS 140.

FSP FAS 140-3 applies to repurchase financing, which is a repurchase agreement that relates to a
previously transferred financial asset between the same counterparties that it entered into
contemporaneously with, or in contemplation of, the initial transfer. A repurchase financing involves
the transfer of a previously transferred financial asset back to the initial transferor as collateral for a
financing between the initial transferee (the borrower) and the initial transferor (the lender). A
repurchase financing also typically involves the initial transferor returning the transferred financial
asset (or substantially the same asset) to the initial transferee when the financing is repaid:

A) Initial Transfer (Transferor provides financial asset to transferee and receives cash)

B) Repurchase Financing (Transferee provides financial asset as collateral to transferor and
receives cash)

O) Settlement (Transferor returns financial asset to transferee and receives cash)

© 2009 National Association of Insurance Commissioners 5



Agreement with Attachment 8

Attachment # the Exposed Page Number
Document? Reference

Under FSP FAS 140-3, a transferor and transferee shall not separately account for a transfer of a
financial asset and related repurchase financing unless (a) the two transactions have a valid and
distinct business purpose for being entered into separately and (b) the repurchase financing does not
result in the initial transferor regaining control over the financial asset. If this criteria is not met, the
initial transfer and repurchase financing should be evaluated as a linked transaction. The linked
transaction would then be evaluated to determine whether it meets the requirements for sale
accounting under FAS 140. If it does not meet the criteria for sale accounting, the linked transaction
shall be accounted for based on the economies of the combined transaction, which generally represent
a forward contract.

In reviewing this FSP, NAIC staff agreed that transfers of financial assets and a repurchase financing
agreement that is entered into contemporaneously with or in contemplation of the initial transfer
should be considered linked, unless specific criteria are met, in determining whether sale accounting is
appropriate under SSAP No. 91R.

Interested Parties’ Comments
Interested parties have no comment on the conclusion for this item.

Statement of Position
07-2: Attestation
Engagements That
Address Specified
Compliance Control
Objectives and Related
Controls at Entities
That Provide Services
to Investment
Companies, Investment
Advisors, or Other
Service Providers

2009-04 5 No Comment 3

Summary:
During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group
exposed nonsubstantive revisions to Issue Paper No. 99 rejecting SOP 07-2 as not applicable for
statutory accounting.

History:

Statement of Position 07-2: Attestation Engagements That Address Specified Compliance Control
Objectives and Related Controls at Entities That Provide Services to Investment Companies,
Investment Advisors, or Other Service Providers (SOP 07-2) is an interpretive publication regarding
the application of Statements on Standards on Attestation Engagements (SSAE) primarily to
examination engagements in which a practitioner reports on the suitability of the design and operating
effectiveness of a service provider’s controls in achieving specified compliance control objectives.
Examples of the service providers addressed by this SOP are investment advisors, custodians, transfer
agents, administrators, and principal underwriters that provide services to investment companies,
investment advisors, or other service providers.

As SOP 07-2 only provides guidance regarding the examination of specific attestation engagements

and does not provide accounting guidance, staff recommended that this item be rejected as not
applicable to statutory accounting.
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Interested Parties’ Comments:
Interested parties have no comment on the conclusion for this item.

Statement of Position
07-1: Clarification of
the Scope of the Audit
and Accounting Guide
Investment Companies
and Accounting by
Parent Companies and

2009-05 Equity Method
Investors for 6 No Comment 3
Investments in
Investment Companies
and FASB Staff
Position SOP 07-1-1,
Effective Date of
AICPA Statement of
Position 07-1.

Summary:
During the 2009 Spring National Meeting, the Statutory Accounting Principles Working Group
exposed nonsubstantive revisions to Issue Paper No. 99 rejecting SOP 07-1 and FSP SOP 07-1-1 as
not applicable for statutory accounting.

History:

Statement of Position 07-1: Clarification of the Scope of the Audit and Accounting Guide Investment
Companies and Accounting by Parent Companies and Equity Method Investors for Investments in
Investment Companies (SOP 07-1) provides guidance for determining whether an entity is within the
scope of the AICPA Audit and Accounting Guide “Investment Companies” (the Guide). For entities
that are investment companies under this SOP, SOP 07-1 also addresses whether specialized industry
accounting principles of the Guide should be retained by a parent company in consolidation or by an
investor that has the ability to exercise significant influence in the entity. In addition, this SOP
includes certain disclosure requirements for parent companies and equity method investors in
investment companies that retain investment company accounting in the parent company’s
consolidated financial statements or the financial statements of an equity method investor.

FASB Staff Position SOP 07-1-1, Effective Date of AICPA Statement of Position 07-1 (FSP SOP 07-1-
1) delays indefinitely the effective date of SOP 07-1. Entities that early adopted SOP 07-1 before
December 15, 2007 are permitted, but not required, to continue to apply the provisions of the SOP. No
other entities may adopt the provisions of the SOP, except for the following exception: If a parent
entity that early adopted the SOP chooses not to rescind its early adoption, an entity consolidated by
the parent entity that is formed or acquired after that parent entity’s adoption of the SOP must apply
the provisions of the SOP in its stand-alone financial statements. The FASB decided to indefinitely
delay the effective date of SOP 07-1 in order to consider significant implementation issues and decide
whether to modify SOP 07-1.
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As SOP 07-1 is only applicable for investment companies, and the effective date of the SOP has been
indefinitely delayed by the issuance of FSP SOP 07-1-1, staff recommended that both SOP 07-1 and
FSP SOP 07-1-1 be rejected for statutory accounting. Once the FASB lifts the indefinite delay of the
effective date and issues a new standard or subsequent FSP, staff will conduct a thorough review of
applicability pursuant to the adopted GAAP guidelines.

Interested Parties’ Comments:
Interested parties have no comment on the conclusion for this item.

Capital and Surplus Comments in
Relief (EX) Working Support of
2009-06 Group — Consider PP IP’s—4
Incr in Admission 7 Increased
crease Ss10 Admissions of ACLI-10
of Deferred Tax Assets DTAs

Summary:
During the 2008 Winter National Meeting, the Statutory Accounting Principles Working Group
exposed substantive language regarding admission thresholds for deferred tax assets (DTAs) included
in SSAP No. 10—Income Taxes for public comment.

History:

The Capital and Surplus Relief (EX) Working Group has asked the Statutory Accounting Principles
Working Group to consider revising the admission thresholds for deferred tax assets (DTAs) included
in SSAP No. 10—Income Taxes (SSAP No. 10), paragraph 10.b.i and 10.b.ii from 1 to 3 years (10.b.1),
and from 10% of capital and surplus to 15% of capital and surplus (10.b.ii), including certain threshold
requirements and restrictions. The threshold requirements relate to a reporting entity’s risk-based
capital level. The resulting impact to admitted assets and surplus from the increase in admitted DTAs
is restricted in determining regulatory triggers (including amounts for ordinary and extraordinary
dividends). The request for consideration also includes reporting requirements related to identifying
the effects on the reporting entity’s income resulting from the proposed changes to admission
thresholds.

Interested Parties’ Comments:
Interested parties are evaluating the current statutory accounting guidance for income taxes and will

come back to the Working Group with recommendations at a later date.

ACLI’s Comments:
This matter involves the consideration by the Statutory Accounting Principles Working Group
(SAPWQG) of a revision to SSAP No. 10 which would increase the limits for admission of deferred tax
assets (DTA) for most insurers while retaining the current lower limits for insurers at or near
regulatory action levels.

We believe that a national solution is preferable to the varied permitted practices which have our
membership, as well as other insurers, on an uneven playing field.

We agree with Mr. Stolte’s statement that support for increased admission for deferred tax assets
should not be based on need but, rather, based on substance. The ACLI and the NAIC have a long
history of working together to ensure the best interest of life insurance policyholders, and thereby the
life insurance industry. Accurately reflecting the financial strength of insurance companies is in the
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best interest of policyholders and industry. Many of our members have been very clear in telling us
that overly-conservative limits on the admission of deferred tax assets unnecessarily understate their
financial strength.

We support increased admissibility of deferred tax assets based on their substance: they do reflect the
economic strength of these companies. Deferred tax assets are valuable receivables that can provide a
source of cash to satisfy policyholder liabilities by reducing future tax liabilities or creating
opportunities for tax refunds. The provisions that are designed to retain the lower admissibility limits
for insurers at or near regulatory action levels are understandable and reasonable.

The ACLI looks forward to working with the NAIC. In particular, we would like to have discussions

on the operation of paragraph 10a as proposed and whether it will operate to appropriately reflect the
financial strength of the insurers.

NOTE: The 11 pages of comment letters are included as Attachment 8 behind the comment letter tab.

g:\data\stat acctg\3. national meetings\a. national meeting materials\a. 2009\06-2009\hearing\06-09 hearing_agendal.doc

© 2009 National Association of Insurance Commissioners 9



This page intentionally left blank.



Attachment 1

Exposure Draft

SSAP No. 92—Accounting for Postretirement Benefits Other Than Pensions, A Replacement of
SSAP No. 14 (SSAP No. 92)

Notice of Public Hearing and Request for Written Comments
Hearing Date: NAIC 2009 Summer National Meeting  Location: Minneapolis, MN

Deadline for Written Notice of Intent to speak: Deadline for Receipt of Written Comments:
May 4, 2009 May 4, 2009

Basis for hearings. The Statutory Accounting Principles Working Group (SAPWG) will hold a public hearing to obtain
information from and views of interested individuals and organizations about the standards proposed in this Exposure Draft.
The SAPWG will conduct the hearing in accordance with the National Association of Insurance Commissioners (NAIC)
policy statement on open meetings. An individual or organization desiring to speak must notify the NAIC in writing by May
4, 2009. Speakers will be notified as to the date, location, and other details of the hearings.

Oral presentation requirements. The intended speaker must submit a position paper, a detailed outline of a proposed
presentation or comment letter addressing the standards proposed in the Exposure Draft by May 4, 2009. Individuals or
organizations whose submission is not received by that date will only be granted permission to present at the discretion of the
SAPWG chair. All submissions should be addressed to the NAIC staff at the address listed below. Comments can also be
submitted by electronic mail to statacct@naic.org.

Format of the hearings. Speakers will be allotted up to 10 minutes for their presentations to be followed by a period for
answering questions from the SAPWG. Speakers should use their allotted time to provide information in addition to their
already submitted written comments as those comments will have been read and analyzed by the SAPWG. Those
submissions will be included in the public record and will be available at the hearings for inspection.

Copies. Exposure Drafts can be obtained on the Internet at the NAIC Home Page (http://www.naic.org). The documents can
be downloaded using Microsoft Word.

Written comments. Participation at a public hearing is not a prerequisite to submitting written comments on this Exposure
Draft. Written comments are given the same consideration as public hearing testimony.

The Statutory Accounting Principles Statement of Concepts was adopted by the Accounting Practices & Procedures (EX4)
Task Force on September 20, 1994, in order to provide a foundation for the evaluation of alternative accounting treatments.
All issues considered by the SAPWG will be evaluated in conjunction with the objectives of statutory reporting and the
concepts set forth in the Statutory Accounting Principles Statement of Concepts. Whenever possible, establish a relationship
between your comments and the principles defining statutory accounting.

The exposure period is not meant to measure support for, or opposition to, a particular accounting treatment but rather to
accumulate an analysis of the issues from other perspectives and persuasive comments supporting them. Therefore, form
letters and objections without valid support for their conclusions are not helpful in the deliberations of the working group.
Comments should not simply register your agreement or disagreement without a detailed explanation, a description of the
impact of the proposed guidelines, or possible alternative recommendations for accomplishing the regulatory objective.

Any individual or organization may send written comments addressed to the Working Group to the attention of John Tittle,
at Jtittle@naic.org or the address listed below, no later than May 4, 2009. Comments can also be submitted by electronic
mail to statacct@naic.org. Electronic submission is preferred.

National Association of Insurance Commissioners

2301 McGee Street, Suite 800 Kansas City, MO 64108-2604
(816) 842-3600

Julie Gann, jgann@naic.org is the NAIC Staff that is the project lead for this topic.
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Accounting for Postretirement Benefits Other Than Pensions, A Replacement
of SSAP No. 14

STATUS:
Type of Issue: Common Area
Issued: TBD
Effective Date: December 31, 2011
Affects: Supersedes SSAP No. 14

Nullifies INT 99-26
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Interpreted by: INT 04-17
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Accounting for Postretirement Benefits Other Than Pensions, Attachment 1
A Replacement of SSAP No. 14 SSAP No. 92

Accounting for Postretirement Benefits Other Than Pensions, A Replacement of SSAP No. 14
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles and related reporting for employers’
postretirement plans other than pensions.

2. This statement supersedes the guidance in SSAP No. [4—Postretirement Plans Other Than
Pensions (SSAP No. 14) and incorporates the guidance in Interpretation 99-26: Offsetting Pension Assets
and Liabilities (INT 99-26) and INT 01-16: Measurement Date for SSAP No. 8 Actuarial Valuations (INT
01-16).

SUMMARY CONCLUSION
Defined Postretirement Plans
Single-Employer Defined Benefit Pension Plans

3. A defined benefit postretirement plan is one that defines the postretirement benefits in terms of
(a) monetary amounts) or (b) benefit coverage to be provided. In some cases, an employer may limit its
obligation through an individual or an aggregate "cap" on the employer's cost or benefit obligation. Plans
of that nature are considered to be defined benefit postretirement plans. (Hybrid postretirement plans or
‘cash-balance’ plans are considered defined benefit plans for purposes of applying this statement.) For
defined benefit plans, reporting entities shall adopt FAS 158: Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106 and 132 (R)
(FAS 158) as illustrated within this statement. Modifications from FAS 158 incorporated within this
statement are discussed in paragraph 99.

4, A postretirement benefit is part of the compensation paid to an employee for services rendered. In
a defined benefit plan, the employer promises to provide, in addition to current wages and benefits, future
benefits during retirement. Generally, the amount of those benefits depends on the benefit formula (which
may include factors such as the number of years of service rendered or the employee's compensation
before retirement or termination), the longevity of the retiree and any beneficiaries and covered
dependents, and the incidence of events requiring benefit payments (for example, illnesses affecting the
amount of health care required). In most cases, services are rendered over a number of years before an
employee retires and begins to receive benefits or is entitled to receive benefits as a need arises. Even
though the services rendered by the employee are complete and the employee has retired, the total amount
of benefits the employer has promised and the cost to the employer of the services rendered are not
precisely determinable but can be estimated using the plan's benefit formula and estimates of the effects
of relevant future events.

Elements of Accounting for Postretirement Benefits

5. Any method of accounting that recognizes the cost of postretirement benefits over employee
service periods (before the payment of benefits to retirees) must deal with two factors that stem from the
nature of the arrangement. First, estimates or assumptions must be made about the future events that will
determine the amount and timing of the benefit payments. Second, an attribution approach that assigns
benefits and the cost of those benefits to individual years of service must be selected.

6. The expected postretirement benefit obligation for an employee is the actuarial present value as of
a particular date of the postretirement benefits expected to be paid by the employer's plan to or for the
employee, the employee's beneficiaries, and any covered dependents pursuant to the terms of the plan.
Measurement of the expected postretirement benefit obligation is based on the expected amount and
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timing of future benefits, taking into consideration the expected future cost of providing the benefits and
the extent to which those costs are shared by the employer, the employee (including consideration of
contributions required during the employee's active service period and following retirement, deductibles,
coinsurance provisions, and so forth), or others (such as through governmental programs).

7. The accumulated postretirement benefit obligation as of a particular date is the actuarial present
value of all future benefits attributed to an employee's service rendered to that date pursuant to paragraphs
30-31 and 42-45, assuming the plan continues in effect and that all assumptions about future events are
fulfilled. Prior to the date on which an employee attains full eligibility for the benefits that employee is
expected to earn under the terms of the postretirement benefit plan (the full eligibility date), the
accumulated postretirement benefit obligation for an employee is a portion of the expected postretirement
benefit obligation. On and after the full eligibility date, the accumulated postretirement benefit obligation
and the expected postretirement benefit obligation for an employee are the same. Determination of the full
eligibility date is affected by plan terms that provide incremental benefits expected to be received by or
on behalf of an employee for additional years of service, unless those incremental benefits are trivial.
Determination of the full eligibility date is not affected by plan terms that define when benefit payments
commence or by an employee's current dependency status.

8. Net periodic postretirement benefit cost comprises several components that reflect different
aspects of the employer's financial arrangements. The service cost component of net periodic
postretirement benefit cost is the actuarial present value of benefits attributed to services rendered by
employees during the period (the portion of the expected postretirement benefit obligation attributed to
service in the period). The service cost component is the same for an unfunded plan, a plan with minimal
funding, and a well-funded plan. The other components of net periodic postretirement benefit cost are
interest cost (interest on the accumulated postretirement benefit obligation, which is a discounted
amount), actual return on plan assets, amortization of any prior service cost or credit included in
unassigned funds (surplus), amortization of the transition obligation or transition asset, and the gain or
loss component which includes, to the extent recognized, amortization of the net gain or loss included in
unassigned funds (surplus).

Measurement of Cost and Obligations

Accounting for the substantive Plan

9. An objective of this statement is that the accounting reflect the terms of the exchange transaction
that takes place between an employer that provides postretirement benefits and the employees who render
services in exchange for those benefits, as those terms are understood by both parties to the transaction.
Generally, the extant written plan provides the best evidence of the terms of that exchange transaction.
However, in some situations, an employer's cost-sharing policy, as evidenced by past practice or by
communication of intended changes to a plan's cost-sharing provisions, or a past practice of regular
increases in certain monetary benefits may indicate that the substantive plan—the plan as understood by
the parties to the exchange transaction—differs from the extant written plan. The substantive plan shall be
the basis for the accounting.

10. Except as provided in paragraph 11, an employer's cost-sharing policy, as evidenced by the
following past practice or communication, shall constitute the cost-sharing provisions of the substantive
plan if either of the following conditions exist. Otherwise, the extant written plan shall be considered to
be the substantive plan.

a. The employer has a past practice of (1) maintaining a consistent level of cost sharing between
the employer and its retirees through changes in deductibles, coinsurance provisions, retiree
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contributions, or some combination of those changes or (2) consistently increasing or
reducing the employer's share of the cost of the covered benefits through changes in retired or
active plan participants' contributions toward their retiree health care benefits, deductibles,
coinsurance provisions, out-of-pocket limitations, and so forth, in accordance with the
employer's established cost-sharing policy.

b. The employer has the ability, and has communicated to affected plan participants its intent, to
institute different cost-sharing provisions at a specified time or when certain conditions exist
(for example, when health care cost increases exceed a certain level).

11. An employer's past practice of maintaining a consistent level of cost sharing with its retirees or
consistently increasing or reducing its share of the cost of providing the covered benefits shall not
constitute provisions of the substantive plan if accompanied by identifiable offsetting changes in other
benefits or compensation or if the employer incurred significant costs, such as work stoppages, to effect
that cost-sharing policy. Similarly, an employer's communication of its intent to institute cost-sharing
provisions that differ from the extant written plan or the past cost-sharing practice shall not constitute
provisions of the substantive plan (a) if the plan participants would be unwilling to accept the change
without adverse consequences to the employer's operations or (b) if other modifications of the plan, such
as the level of benefit coverage, or providing offsetting changes in other benefits, such as pension
benefits, would be required to gain plan participants' acceptance of the change to the cost-sharing
arrangement.

12. A past practice of regular increases in postretirement benefits defined in terms of monetary
amounts may indicate that the employer has a present commitment to make future improvements to the
plan and that the plan will provide monetary benefits attributable to prior service that are greater than the
monetary benefits defined by the extant written plan. In those situations, the substantive commitment to
increase those benefits shall be the basis for the accounting. Changes in the benefits, other than benefits
defined in terms of monetary amounts, covered by a postretirement health care plan or by other
postretirement benefit plans shall not be anticipated.

13. Contributions expected to be received from active employees toward the cost of their
postretirement benefits and from retired plan participants are treated similarly for purposes of measuring
an employer's expected postretirement benefit obligation. That obligation is measured as the actuarial
present value of the benefits expected to be provided under the plan, reduced by the actuarial present
value of contributions expected to be received from the plan participants during their remaining active
service and postretirement periods. In determining the amount of the contributions expected to be
received from those participants toward the cost of their postretirement benefits, consideration is given to
any related substantive plan provisions, such as an employer's past practice of consistently increasing or
reducing the contribution rates as described in paragraphs 10-11. An obligation to return contributions
received from employees who do not attain eligibility for postretirement benefits and, if applicable, any
interest accrued on those contributions shall be recognized as a component of an employer's
postretirement benefit obligation.

14. Automatic benefit changes specified by the plan that are expected to occur shall be included in
measurements of the expected and accumulated postretirement benefit obligations and the service cost
component of net periodic postretirement benefit cost. Also, plan amendments shall be included in the
computation of the expected and accumulated postretirement benefit obligations once they have been
contractually agreed to, even if some provisions take effect only in future periods. For example, if a plan
amendment grants a different benefit level for employees retiring after a future date, that increased or
reduced benefit level shall be included in current-period measurements for employees expected to retire
after that date.
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15. Measuring the net periodic postretirement benefit cost and accumulated postretirement benefit
obligation based on best estimates is superior to implying, by a failure to accrue, that no cost or obligation
exists prior to the payment of benefits. This statement requires the use of explicit assumptions, each of
which individually represents the best estimate of a particular future event, to measure the expected
postretirement benefit obligation. A portion of that expected postretirement benefit obligation is attributed
to each period of an employee's service associated with earning the postretirement benefits, and that
amount is accrued as service cost for that period.

16. The service cost component of postretirement benefit cost, any prior service cost, and the
accumulated postretirement benefit obligation are measured using actuarial assumptions and present value
techniques to calculate the actuarial present value of the expected future benefits attributed to periods of
employee service. Each assumption used shall reflect the best estimate solely with respect to that
individual assumption. All assumptions shall presume that the plan will continue in effect in the absence
of evidence that it will not continue. Principal actuarial assumptions include the time value of money
(discount rates); participation rates (for contributory plans); retirement age; factors affecting the amount
and timing of future benefit payments, which for postretirement health care benefits consider past and
present per capita claims cost by age, health care cost trend rates, Medicare reimbursement rates, and so
forth; salary progression (for pay-related plans); and the probability of payment (turnover, dependency
status, mortality, and so forth).

17. Assumed discount rates shall reflect the time value of money as of the measurement date in
determining the present value of future cash outflows currently expected to be required to satisfy the
postretirement benefit obligation. In making that assumption, employers shall look to rates of return on
high-quality fixed-income investments currently available whose cash flows match the timing and amount
of expected benefit payments. If settlement of the obligation with third-party insurers is possible (for
example, the purchase of nonparticipating life insurance contracts to provide death benefits), the interest
rates inherent in the amount at which the postretirement benefit obligation could be settled are relevant in
determining the assumed discount rates. Assumed discount rates are used in measurements of the
expected and accumulated postretirement benefit obligations and the service cost and interest cost
components of net periodic postretirement benefit cost.

18. Pursuant to paragraph 17, an employer shall look to rates of return on high-quality fixed-income
investments in determining assumed discount rates. The objective of selecting assumed discount rates
using that method is to measure the single amount that, if invested at the measurement date in a portfolio
of high-quality debt instruments, would provide the necessary future cash flows to pay the postretirement
benefits when due. Notionally, that single amount, the accumulated postretirement benefit obligation,
would equal the current fair value of a portfolio of high-quality zero coupon bonds whose maturity dates
and amounts would be the same as the timing and amount of the expected future benefit payments.
Because cash inflows would equal cash outflows in timing and amount, there would be no reinvestment
risk in the yields to maturity of the portfolio. However, in other than a zero coupon portfolio, such as a
portfolio of long-term debt instruments that pay semiannual interest payments or whose maturities do not
extend far enough into the future to meet expected benefit payments, the assumed discount rates (the yield
to maturity) need to incorporate expected reinvestment rates available in the future. Those rates shall be
extrapolated from the existing yield curve at the measurement date. The determination of the assumed
discount rate is separate from the determination of the expected rate of return on plan assets whenever the
actual portfolio differs from the hypothetical portfolio described above. Assumed discount rates shall be
reevaluated at each measurement date. If the general level of interest rates rises or declines, the assumed
discount rates shall change in a similar manner.

19. The expected long-term rate of return on plan assets shall reflect the average rate of earnings
expected on the existing assets that qualify as plan assets and contributions to the plan expected to be
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made during the period. In estimating that rate, appropriate consideration should be given to the returns
being earned on the plan assets currently invested and the rates of return expected to be available for
reinvestment. If the return on plan assets is taxable to the trust or other fund under the plan, the expected
long-term rate of return shall be reduced to reflect the related income taxes expected to be paid under
existing law. The expected long-term rate of return on plan assets is used with the market-related value of
plan assets to compute the expected return on plan assets. There is no assumption of an expected long-
term rate of return on plan assets for plans that are unfunded or that have no assets that qualify as plan
assets pursuant to this statement.

20. The service cost component of net periodic postretirement benefit cost and the expected and
accumulated postretirement benefit obligations shall reflect future compensation levels to the extent the
postretirement benefit formula defines the benefits wholly or partially as a function of future
compensation levels. For pay-related plans, assumed compensation levels shall reflect the best estimate of
the actual future compensation levels of the individual employees involved, including future changes
attributed to general price levels, productivity, seniority, promotion, and other factors. All assumptions
shall be consistent to the extent that each reflects expectations about the same future economic conditions,
such as future rates of inflation. Measuring service cost and the expected and accumulated postretirement
benefit obligations based on estimated future compensation levels entails considering any indirect effects,
such as benefit limitations, that would affect benefits provided by the plan.

Assumptions Unique to the Postretirement Health Care Benefits

21. Measurement of an employer's postretirement health care obligation requires the use of several
assumptions unique to health care benefits. Most significantly, it includes several assumptions about
factors that will affect the amount and timing of future benefit payments for postretirement health care.
Those factors include consideration of historical per capita claims cost by age, health care cost trend rates
(for plans that provide a benefit in kind), and medical coverage to be paid by governmental authorities
and other providers of health care benefits.

22. In principle, an employer's share of the expected future postretirement health care cost for a plan
participant is developed by reducing the assumed per capita claims cost at each age at which the plan
participant is expected to receive benefits under the plan by (a) the effects of coverage by Medicare and
other providers of health care benefits, and (b) the effects of the cost-sharing provisions of the plan
(deductibles, copayment provisions, out-of-pocket limitations, caps on the limits of the employer-
provided payments, and retiree contributions). The resulting amount represents the assumed net incurred
claims cost at each age at which the plan participant is expected to receive benefits under the plan. If
contributions are required to be paid by active plan participants toward their postretirement health care
benefits, the actuarial present value of the plan participants' future contributions reduces the actuarial
present value of the aggregate assumed net incurred claims costs.

23. The assumed per capita claims cost by age is the annual per capita cost, for periods after the
measurement date, of providing the postretirement health care benefits covered by the plan from the
earliest age at which an individual could begin to receive benefits under the plan through the remainder of
the individual's life or the covered period, if shorter. The assumed per capita claims cost shall be the best
estimate of the expected future cost of the benefits covered by the plan. It may be appropriate to consider
other factors in addition to age, such as sex and geographical location, in developing the assumed per
capita claims cost.

24, Past and present claims data for the plan, such as a historical pattern of gross claims by age
(claims curve), should be used in developing the current per capita claims cost to the extent that those
data are considered to be indicative of the current cost of providing the benefits covered by the plan.
Those current claims data shall be adjusted by the assumed health care cost trend rate. The resulting
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assumed per capita claims cost by age, together with the plan demographics, determines the amount and
timing of expected future gross eligible charges.

25. In the absence of sufficiently reliable plan data about the current cost of the benefits covered by
the plan, the current per capita claims cost should be based, entirely or in part, on the claims information
of other employers to the extent those costs are indicative of the current cost of providing the benefits
covered by the plan. For example, the current per capita claims cost may be based on the claims
experience of other employers derived from information in data files developed by insurance companies,
actuarial firms, or employee benefits consulting firms. The current per capita claims cost developed on
those bases shall be adjusted to best reflect the terms of the employer's plan and the plan demographics.
For example, the information should be adjusted, as necessary, for differing demographics, such as the
age and sex of plan participants, health care utilization patterns by men and women at various ages, and
the expected geographical location of retirees and their dependents, and for significant differences
between the nature and types of benefits covered by the employer's plan and those encompassed by the
underlying data.

26. The assumption about health care cost trend rates represents the expected annual rates of change
in the cost of health care benefits currently provided by the postretirement benefit plan, due to factors
other than changes in the demographics of the plan participants, for each year from the measurement date
until the end of the period in which benefits are expected to be paid. Past and current health care cost
trends shall be used in developing an employer's assumed health care cost trend rates, which implicitly
consider estimates of health care inflation, changes in health care utilization or delivery patterns,
technological advances, and changes in the health status of plan participants. Differing services, such as
hospital care and dental care, may require the use of different health care cost trend rates. It is appropriate
for that assumption to reflect changes in health care cost trend rates over time. For example, the health
care cost trend rates may be assumed to continue at the present level for the near term, or increase for a
period of time, and then grade down over time to an estimated health care cost trend rate ultimately
expected to prevail.

27. Certain medical claims may be covered by governmental programs under existing law or by other
providers of health care benefits. Benefit coverage by those governmental programs shall be assumed to
continue as provided by the present law and by other providers pursuant to their present plans. Presently
enacted changes in the law or amendments of the plans of other health care providers that take effect in
future periods and that will affect the future level of their benefit coverage shall be considered in current-
period measurements for benefits expected to be provided in those future periods. Future changes in laws
concerning medical costs covered by governmental programs and future changes in the plans of other
providers shall not be anticipated.

28. In some cases, determining the assumed per capita claims cost by age as described in paragraphs
23-25 may not be practical because credible historical information about the gross per capita cost of
covered benefits may not be available or determinable to satisfy the stated measurement approach.
However, credible historical information about incurred claims costs may be available. In those cases, an
alternative method of developing the assumed per capita claims cost may be used provided the method
results in a measure that is the best estimate of the expected future cost of the benefits covered by the
plan. For example, the assumed health care cost trend rates may be determined by adjusting the expected
change in the employer's share of per capita incurred claims cost by age by a factor that reflects the
effects of the plan's cost-sharing provisions. However, an approach that projects net incurred claims costs
using unadjusted assumed health care cost trend rates would implicitly assume changes in the plan's cost-
sharing provisions at those assumed rates and, therefore, is not acceptable unless the plan's cost-sharing
provisions are indexed in that manner or the substantive plan operates in that manner.
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29. Assumed discount rates include an inflationary element that reflects the expected general rate of
inflation. Assumed compensation levels include consideration of future changes attributable to general
price levels. Similarly, assumed health care cost trend rates include an element that reflects expected
general rates of inflation for the economy overall and an element that reflects price changes of health care
costs in particular. To the extent that those assumptions consider similar inflationary effects, the
assumptions about those effects shall be consistent.

Attribution

30. An equal amount of the expected postretirement benefit obligation for an employee generally
shall be attributed to each year of service in the attribution period (a benefit/years-of-service approach).
However, some plans may have benefit formulas that attribute a disproportionate share of the expected
postretirement benefit obligation to employees' early years of service. For that type of plan, the expected
postretirement benefit obligation shall be attributed in accordance with the plan's benefit formula.

31. The beginning of the attribution period generally shall be the date of hire. However, if the plan's
benefit formula grants credit only for service from a later date and that credited service period is not
nominal in relation to employees' total years of service prior to their full eligibility dates, the expected
postretirement benefit obligation shall be attributed from the beginning of that credited service period. In
all cases, the end of the attribution period shall be the full eligibility date.

Recognition of Liabilities and Assets

32. An employer that sponsors one or more single-employer defined benefit postretirement plans
other than pensions shall recognize in its statement of financial position the funded statuses of those
plans. The status for each plan shall be measured as the difference between the fair value of plan assets
and the accumulated postretirement benefit obligation (considering both vested and nonvested employees)
as it is defined in this statement.

33. The employer shall aggregate the statuses of all overfunded plans and recognize that amount as a
nonadmitted asset in its statement of financial position. It also shall aggregate the statuses of all
underfunded plans and recognize that amount as a liability in its statement of financial position. As noted
within Interpretation 99-26: Offsetting Pension Assets and Liabilities, it is not acceptable statutory
accounting practice to offset pension or postretirement benefits other than pensions liability generated by
one plan against the prepaid assets of another plan.

Recognition of Net Periodic Postretirement Benefit Cost

34. As with other forms of deferred compensation, the cost of providing postretirement benefits shall
be attributed to the periods of employee service rendered in exchange for those future benefits pursuant to
the terms of the plan. That cost notionally represents the change in the unfunded accumulated
postretirement benefit obligation for the period, ignoring employer contributions to the plan, plan
settlements, and payments made by the employer directly to retirees. However, changes in that unfunded
obligation that arise from experience gains and losses and the effects of changes in assumptions may be
recognized as a component of net periodic postretirement benefit cost on a delayed basis. In addition, the
effects of a plan initiation or amendment generally are recognized on a delayed basis.

35. The following components shall be included in the net postretirement benefit cost recognized for
a period by an employer sponsoring a defined benefit postretirement plan: a) Service cost; b) Interest cost;
c¢) Actual return on plan assets, if any; d) Amortization of any prior service cost or credit included in
unassigned funds (surplus) to the extent required by paragraphs 40-45; e¢) Gain or loss (including the
effects of changes in assumptions) to the extent recognized. ; and f) Amortization of any obligation or
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asset existing at the date of initial application of this statement, hereinafter referred to as the transition
obligation or transition asset remaining in unassigned funds (surplus).

Service Cost

36. The service cost component recognized in a period shall be determined as the portion of the
expected postretirement benefit obligation attributed to employee service (including vested and nonvested
employees) during that period. The measurement of the service cost component requires identification of
the substantive plan and the use of assumptions and an attribution method, which are discussed in
paragraphs 9-31.

37. Prior service cost for nonvested employees not previously recognized is not required to be
included in net postretirement benefit cost entirely in the year this standard is adopted. Unrecognized
prior service cost for nonvested employees shall be amortized as a component of the net postretirement
benefit cost by assigning an equal amount to each expected future period of service for each nonvested
employee active at the date of the amendment. Unassigned funds (surplus) is adjusted each period as prior
service cost is amortized.

Interest Cost

38. The interest cost component recognized in a period shall be determined as the increase in the
accumulated postretirement benefit obligation to recognize the effects of the passage of time. Measuring
the accumulated postretirement benefit obligation as a present value requires accrual of an interest cost at
rates equal to the assumed discount rates.

Actual Return on Plan Assets

39. For a funded plan, the actual return on plan assets shall be determined based on the fair value of
plan assets at the beginning and end of the period, adjusted for contributions and benefit payments. If the
fund holding the plan assets is a taxable entity, the actual return on plan assets shall reflect the tax
expense or benefit for the period determined in accordance with generally accepted accounting principles.
Otherwise, no provision for taxes shall be included in the actual return on plan assets.

Prior Service Cost

40. Plan amendments (including initiation of a plan) may include provisions that attribute the
increase or reduction in benefits to employee service rendered in prior periods or only to employee
service to be rendered in future periods. For purposes of measuring the accumulated postretirement
benefit obligation, the effect of a plan amendment on a plan participant's expected postretirement benefit
obligation shall be attributed to each year of service in that plan participant's attribution period, including
years of service already rendered by that plan participant, in accordance with the attribution of the
expected postretirement benefit obligation to years of service as discussed in paragraphs 30-31. If a plan
is initiated that grants benefits solely in exchange for employee service after the date of the plan initiation
or a future date, no portion of the expected postretirement benefit obligation is attributed to prior service
periods because, in that case, the credited service period for the current employees who are expected to
receive benefits under the plan begins at the date of the plan initiation or the future date.

41. Plan amendments that improve benefits are granted with the expectation that the employer will
realize economic benefits in future periods. Consequently, except as discussed in paragraph 43, this
statement does not permit the cost of benefit improvements (that is, prior service cost) to be included in
net periodic postretirement benefit cost entirely in the year of the amendment. Rather, paragraph 42
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provides for recognition of prior service cost arising from benefit improvements during the remaining
years of service to the full eligibility dates of those plan participants active at the date of the plan
amendment.

42. A plan amendment that retroactively increases benefits (including benefits that are granted to
fully eligible plan participants) increases the accumulated postretirement benefit obligation. The cost of
the benefit improvement shall be recognized as a charge to unassigned funds (surplus) at the date of the
amendment. Except as specified in the next sentence and in paragraphs 43-44, that prior service cost shall
be amortized as a component of net periodic postretirement benefit cost by assigning an equal amount to
each remaining year of service to the full eligibility date of each plan participant active at the date of the
amendment who was not yet fully eligible for benefits at that date. If all or almost all of a plan's
participants are fully eligible for benefits, the prior service cost shall be amortized based on the remaining
life expectancy of those plan participants rather than on the remaining years of service to the full
eligibility dates of the active plan participants. Unassigned funds (surplus) is adjusted as a result of
amortizing prior service cost.

43. To reduce the complexity and detail of the computations required, consistent use of an alternative
approach that more rapidly amortizes the prior service cost recognized in unassigned funds (surplus) is
permitted. For example, a straight-line amortization of the cost over the average remaining years of
service to full eligibility for benefits of the active plan participants is acceptable.

44. In some situations, a history of regular plan amendments and other evidence may indicate that the
period during which the employer expects to realize economic benefits from an amendment that grants
increased benefits is shorter than the remaining years of service to full eligibility for benefits of the active
plan participants. Identification of those situations requires an assessment of the individual circumstances
of the particular plan. In those circumstances, the amortization of prior service cost shall be accelerated to
reflect the more rapid expiration of the employer's economic benefits and to recognize the cost in the
periods benefited.

45. A plan amendment that retroactively reduces, rather than increases, benefits decreases the
accumulated postretirement benefit obligation. The reduction in benefits shall be recognized as a
corresponding credit (prior service credit) to unassigned funds (surplus) that shall be used first to reduce
any remaining prior service cost included in unassigned funds (surplus), then to reduce any transition
obligation remaining in unassigned funds (surplus). The excess, if any, shall be amortized as a component
of net periodic postretirement benefit cost on the same basis as specified in paragraph 42 for prior service
cost. Immediate recognition of the excess is not permitted.

Gains and Losses

46. Gains and losses are changes in the amount of either the accumulated postretirement benefit
obligation or plan assets resulting from experience different from that assumed or from changes in
assumptions. This statement generally does not distinguish between those sources of gains and losses.
Gains and losses include amounts that have been realized as well as amounts that are unrealized. Because
gains and losses may reflect refinements in estimates as well as real changes in economic values and
because some gains in one period may be offset by losses in another or vice versa, this statement does not
require recognition of gains and losses as components of net postretirement benefit cost in the period in
which they arise, except as described in paragraph 51. Gains and losses that are not recognized
immediately as a component of net periodic postretirement benefit cost shall be recognized as increases or
decreases in unassigned funds (surplus) as they arise.

47. The expected return on plan assets shall be determined based on the expected long-term rate of
return on plan assets and the fair value of plan assets.
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48. Plan asset gains and losses are differences between the actual return on plan assets during a
period and the expected return on plan assets for that period. Plan asset gains and losses include changes
reflected in the fair value of plan assets.

49. As a minimum, amortization of a net gain or loss included in unassigned funds (surplus)
(excluding plan asset gains and losses not yet reflected in fair value) shall be included as a component of
net periodic postretirement benefit cost for a year if, as of the beginning of the year, that net gain or loss
exceeds 10 percent of the greater of the accumulated postretirement benefit obligation or the fair value of
plan assets. If amortization is required, the minimum amortization shall be that excess divided by the
average remaining service period of active plan participants. If all or almost all of a plan's participants are
inactive, the average remaining life expectancy of the inactive participants shall be used instead of the
average remaining service period.

50. Any systematic method of amortizing gains and losses included in unassigned funds (surplus)
may be used in place of the minimum amortization specified in paragraph 49 provided that (a) the
minimum amortization is recognized in any period in which it is greater (reduces the net gain or loss
balance by more) than the amount that would be recognized under the method used, (b) the method is
applied consistently, (c) the method is applied similarly to both gains and losses, and (d) the method used
is disclosed. If an enterprise uses a method of consistently recognizing gains and losses immediately, any
gain that does not offset a loss previously recognized in income pursuant to this paragraph shall first
offset any transition obligation remaining in unassigned funds (surplus); any loss that does not offset a
gain previously recognized in income pursuant to this paragraph shall first offset any transition asset
remaining in unassigned funds (surplus).

51. In some situations, an employer may forgive a retrospective adjustment of the current or past
years' cost-sharing provisions of the plan as they relate to benefit costs already incurred by retirees or may
otherwise deviate from the provisions of the substantive plan to increase or decrease the employer's share
of the benefit costs incurred in the current or past periods. The effect of a decision to temporarily deviate
from the substantive plan shall be immediately recognized as a loss or gain.

52. The gain or loss component of net periodic postretirement benefit cost shall consist of (a) the
difference between the actual return on plan assets and the expected return on plan assets, (b) any gain or
loss immediately recognized or the amortization of the net gain or loss included in unassigned funds
(surplus), and (c) any amount immediately recognized as a gain or loss pursuant to paragraph 51.

Measurement of Plan Assets

53. Plan assets are assets—usually stocks, bonds, and other investments (except certain insurance
contracts as noted in paragraph 57)—that have been segregated and restricted (usually in a trust) to be
used for postretirement benefits. The amount of plan assets includes amounts contributed by the
employer, and by plan participants for a contributory plan, and amounts earned from investing the
contributions, less benefits, income taxes, and other expenses incurred. Plan assets ordinarily cannot be
withdrawn by the employer except under certain circumstances when a plan has assets in excess of
obligations and the employer has taken certain steps to satisfy existing obligations. Securities of the
employer held by the plan are includable in plan assets provided they are transferable.

54, Assets not segregated in a trust, or otherwise effectively restricted, so that they cannot be used by
the employer for other purposes are not plan assets for purposes of this statement, even though the
employer may intend that those assets be used to provide postretirement benefits. Those assets shall be
accounted for in the same manner as other employer assets of a similar nature and with similar
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restrictions. Amounts accrued by the employer but not yet paid to the plan are not plan assets for purposes
of this statement.

55. Plan investments, whether equity or debt securities, real estate, or other, shall be measured at their
fair value as of the measurement date.

56. Plan assets used in plan operations (for example, buildings, equipment, furniture and fixtures, and
leasehold improvements) shall be measured at cost less accumulated depreciation or amortization for all
purposes.

Insurance Contracts

57. For purposes of this statement, an insurance contract is defined as a contract in which an
insurance company unconditionally undertakes a legal obligation to provide specified benefits to specific
individuals in return for a fixed consideration or premium; an insurance contract is irrevocable and
involves the transfer of significant risk from the employer (or the plan) to the insurance company.
Benefits covered by insurance contracts shall be excluded from the accumulated postretirement benefit
obligation. Insurance contracts shall be excluded from plan assets.

58. Some insurance contracts (participating insurance contracts) provide that the purchaser (either the
plan or the employer) may participate in the experience of the insurance company. Under those contracts,
the insurance company ordinarily pays dividends to the purchaser, the effect of which is to reduce the cost
of the plan. If the participating insurance contract causes the employer to remain subject to all or most of
the risks and rewards associated with the benefit obligation covered or the assets transferred to the
insurance company, that contract is not an insurance contract for purposes of this statement, and the
purchase of that contract does not constitute a settlement pursuant to paragraphs 80-85.

59. The purchase price of a participating insurance contract ordinarily is higher than the price of an
equivalent contract without a participation right. The difference is the cost of the participation right. The
cost of the participation right shall be recognized at the date of purchase as a nonadmitted asset. In
subsequent periods, the participation right shall be nonadmitted and measured at its fair value if the
contract is such that fair value is reasonably estimable. Otherwise the participation right shall be measured
at its amortized cost (not in excess of its net realizable value), and the cost shall be amortized
systematically over the expected dividend period under the contract.

60. To the extent that insurance contracts are purchased during the period to cover postretirement
benefits attributed to service in the current period (such as life insurance benefits), the cost of those
benefits shall be the cost of purchasing the coverage under the contracts, except as provided in paragraph
59 for the cost of a participation right. If all the postretirement benefits attributed to service in the current
period are covered by nonparticipating insurance contracts purchased during that period, the cost of the
contracts determines the service cost component of net postretirement benefit cost for that period.
Benefits attributed to current service in excess of benefits provided by nonparticipating insurance
contracts purchased during the current period shall be accounted for according to the provisions of this
statement applicable to plans not involving insurance contracts.

61. Other contracts with insurance companies may not meet the definition of an insurance contract
because the insurance company does not unconditionally undertake a legal obligation to provide specified
benefits to specified individuals. Those contracts shall be accounted for as investments and measured at
fair value. If a contract has a determinable cash surrender value or conversion value, that is presumed to
be its fair value. For some contracts, the best available estimate of fair value may be contract value.
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Measurement Date

62. The measurements of plan assets and benefit obligations required by this statement shall be as of
the date of the employer’s fiscal year-end statement of financial position. Even though the postretirement
benefit measurements are required as of a particular date, all procedures are not required to be performed
after that date. As with other financial statement items requiring estimates, much of the information can
be prepared as of an earlier date and projected forward to account for subsequent events (for example,
employee service).

63. Measurements of net periodic postretirement benefit cost for both interim and annual financial
statements generally shall be based on the assumptions at the beginning of the year (assumptions used for
the previous year-end measurements of plan assets and obligations) unless more recent measurements of
both plan assets and the accumulated postretirement benefit obligation are available. For example, if a
significant event occurs, such as a plan amendment, settlement, or curtailment, that ordinarily would call
for remeasurement, the assumptions used for those later measurements shall be used to remeasure net
periodic postretirement benefit cost from the date of the event to the year-end measurement date. Unless
an employer remeasures both its plan assets and benefit obligations during the fiscal year, the funded
status it reports in its interim-period statement of financial position shall be the same asset or liability
recognized in the previous year-end statement of financial position adjusted for (a) subsequent accruals of
net periodic postretirement benefit cost that exclude the amortization of amounts previously recognized in
unassigned funds (surplus) (for example, subsequent accruals of service cost, interest cost, and return on
plan assets) and (b) contributions to a funded plan, or benefit payments. Upon remeasurement, a business
entity shall adjust its statement of financial position in a subsequent interim period to reflect the
overfunded or underfunded status of the plan consistent with that measurement date.

Disclosures - Single-Employer Defined Postretirement Plans

64. An employer that sponsors one or more defined benefit pension plans or one or more other
defined benefit postretirement plans shall provide the following information for postretirement benefit
plans other than pensions. Amounts related to the employer’s results of operations shall be disclosed for
each period for which a statement of income is presented. Amounts related to the employer’s statement of
financial position, shall be disclosed as of the date of each statement of financial position presented.

a. A reconciliation of beginning and ending balances of the benefit obligation showing separately, if
applicable, the effects during the period attributable to each of the following: service cost, interest
cost, contributions by plan participants, actuarial gains and losses, foreign currency exchange rate
changes, benefits paid, plan amendments, business combinations, divestitures, curtailments,
settlements, and special termination benefits.

b. A reconciliation of beginning and ending balances of the fair value of plan assets showing
separately, if applicable, the effects during the period attributable to each of the following: actual
return on plan assets, foreign currency exchange rate changes, contributions by the employer,
contributions by plan participants, benefits paid, business combinations, divestitures, and
settlements.

c. The funded status of the plans and the amounts recognized in the statement of financial position,
showing separately the assets (nonadmitted) and liabilities recognized.

d. Information about plan assets:
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(1) For each major category of plan assets, which shall include, but is not limited to, equity
securities, debt securities, real estate, and all other assets, the percentage of the fair value of
total plan assets held as of the measurement date used for each statement of financial position
presented.

(2) A narrative description of investment policies and strategies, including target allocation
percentages or range of percentages for each major category of plan assets presented on a
weighted-average basis as of the measurement date(s) of the latest statement of financial
position presented, if applicable, and other factors that are pertinent to an understanding of
the policies or strategies such as investment goals, risk management practices, permitted and
prohibited investments including the use of derivatives, diversification, and the relationship
between plan assets and benefit obligations.

(3) A narrative description of the basis used to determine the overall expected long-term rate-of-
return-on-assets assumption, such as the general approach used, the extent to which the
overall rate-of-return-on-assets assumption was based on historical returns, the extent to
which adjustments were made to those historical returns in order to reflect expectations of
future returns, and how those adjustments were determined.

(4) Disclosure of additional asset categories and additional information about specific assets
within a category is encouraged if that information is expected to be useful in understanding
the risks associated with each asset category and the overall expected long-term rate of
return on assets.

e. The benefits (as of the date of the latest statement of financial position presented) expected to be
paid in each of the next five fiscal years, and in the aggregate for the five fiscal years thereafter.
The expected benefits should be estimated based on the same assumptions used to measure the
company’s benefit obligation at the end of the year and should include benefits attributable to
estimated future employee service.

f. The employer’s best estimate, as soon as it can reasonably be determined, of contributions
expected to be paid to the plan during the next fiscal year beginning after the date of the latest
statement of financial position presented. Estimated contributions may be presented in the
aggregate combining (1) contributions required by funding regulations or laws, (2) discretionary
contributions, and (3) noncash contributions.

g. The amount of net periodic benefit cost recognized, showing separately the service cost
component, the interest cost component, the expected return on plan assets for the period, the gain
or loss component, the prior service cost or credit component, the transition asset or obligation
component, and the gain or loss recognized due to settlements or curtailments.

h. Separately the net gain or loss and net prior service cost or credit recognized in unassigned funds
(surplus) for the period pursuant to paragraphs 42 and 46, and reclassification adjustments of
unassigned funds (surplus) for the period, as those amounts, including amortization of the net
transition asset or obligation, are recognized as components of net periodic benefit cost.

i. The amounts in unassigned funds (surplus) that have not yet been recognized as components of
net periodic benefit cost, showing separately the net gain or loss, net prior service cost or credit,

and net transition asset or obligation.

j- On a weighted-average basis, the following assumptions used in the accounting for the plans:
assumed discount rates, rates of compensation increase (for pay-related plans), and expected
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long-term rates of return on plan assets specifying, in a tabular format, the assumptions used to
determine the benefit obligation and the assumptions used to determine net benefit cost.

k. The assumed health care cost trend rate(s) for the next year used to measure the expected cost of
benefits covered by the plan (gross eligible charges), and a general description of the direction
and pattern of change in the assumed trend rates thereafter, together with the ultimate trend rate(s)
and when that rate is expected to be achieved.

. The effect of a one-percentage-point increase and the effect of a one-percentage- point decrease
in the assumed health care cost trend rates on (1) the aggregate of the service and interest cost
components of net periodic postretirement health care benefit costs and (2) the accumulated
postretirement benefit obligation for health care benefits. (For purposes of this disclosure, all
other assumptions shall be held constant, and the effects shall be measured based on the
substantive plan that is the basis for the accounting.)

m. If applicable, the amounts and types of securities of the employer and related parties included in
plan assets, the approximate amount of future annual benefits of plan participants covered by
insurance contracts issued by the employer or related parties, and any significant transactions
between the employer or related parties and the plan during the period.

n. If applicable, any alternative method used to amortize prior service amounts or net gains and
losses pursuant to paragraphs 43 and 50.

o. If applicable, any substantive commitment, such as past practice or a history of regular benefit
increases, used as the basis for accounting for the benefit obligation.

p. If applicable, the cost of providing special or contractual termination benefits recognized during
the period and a description of the nature of the event.

g- An explanation of any significant change in the benefit obligation or plan assets not otherwise
apparent in the other disclosures required by this statement.

r. The amounts in unassigned funds (surplus) expected to be recognized as components of net
periodic benefit cost over the fiscal year that follows the most recent annual statement of financial
position presented, showing separately the net gain or loss, net prior service cost or credit, and net
transition asset or obligation.

s. The amount and timing of any plan assets expected to be returned to the employer during the 12-
month period, or operating cycle if longer, that follows the most recent annual statement of
financial position presented.

Employers with Two or More Plans

65. Postretirement benefits offered by an employer may vary in nature and may be provided to
different groups of employees. As discussed in paragraph 66, in some cases an employer may aggregate
data from unfunded plans for measurement purposes in lieu of performing separate measurements for
each unfunded plan (including plans whose designated assets are not appropriately segregated and
restricted and thus have no plan assets as that term is used in this statement). Net periodic postretirement
benefit cost, the accumulated postretirement benefit obligation, and plan assets shall be determined for
each separately measured plan or aggregation of plans by applying the provisions of this statement to
each such plan or aggregation of plans.
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66. The data from all unfunded postretirement health care plans may be aggregated for measurement
purposes if (a) those plans provide different benefits to the same group of employees or (b) those plans
provide the same benefits to different groups of employees. Data from other unfunded postretirement
welfare benefit plans may be aggregated for measurement purposes in similar circumstances, such as
when an employer has a variety of welfare benefit plans that provide benefits to the same group of
employees. However, a plan that has plan assets (as defined herein) shall not be aggregated with other
plans but shall be measured separately.

Disclosures — Employers with Two or More Defined Benefit Plans

67. The disclosures required by this statement shall be aggregated for all of an employer’s defined
benefit pension plans and for all of an employer’s other defined benefit postretirement plans unless
disaggregating in groups is considered to provide useful information or is otherwise required by this
paragraph and paragraph 68 of this statement. Disclosures shall be as of the date of each statement of
financial position presented. Disclosures about pension plans with assets in excess of the accumulated
benefit obligation generally may be aggregated with disclosures about pension plans with accumulated
benefit obligations in excess of assets. The same aggregation is permitted for other postretirement benefit
plans. If aggregate disclosures are presented, an employer shall disclose:

a. The aggregate benefit obligation and aggregate fair value of plan assets for plans with benefit
obligations in excess of plan assets as of the measurement date of each statement of financial
position presented.

b. The aggregate pension accumulated benefit obligation and aggregate fair value of plan assets
for pension plans with accumulated benefit obligations in excess of plan assets.

68. A U.S. reporting entity may combine disclosures about pension plans or other postretirement
benefit plans outside the United States with those for U.S. plans unless the benefit obligations of the plans
outside the United States are significant relative to the total benefit obligation and those plans use
significantly different assumptions

Interim Financial Disclosures — Defined Benefit Plans

69. The following shall be disclosed within interim financial statements that include a statement of
income:

a. The amount of net periodic benefit cost recognized, for each period for which a statement of
income is presented, showing separately the service cost component, the interest cost
component, the expected return on plan assets for the period, the gain or loss component, the
amount prior service cost or credit component, the transition asset or obligation component,
and the gain or loss recognized due to a settlement or curtailment.

b.  The total amount of the employer’s contributions paid, and expected to be paid, during the
current fiscal year, if significantly different from amounts previously disclosed pursuant to
paragraph 67g of this statement. Estimated contributions may be presented in the aggregate
combining (1) contributions required by funding regulations or laws, (2) discretionary
contributions, and (3) noncash contributions.
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Multiemployer Plans
70. For purposes of this statement, a multiemployer plan is a postretirement benefit plan to which two

or more unrelated employers contribute, usually pursuant to one or more collective-bargaining
agreements. A characteristic of multiemployer plans is that assets contributed by one participating
employer may be used to provide benefits to employees of other participating employers since assets
contributed by an employer are not segregated in a separate account or restricted to provide benefits only
to employees of that employer.

71. An employer participating in a multiemployer plan shall recognize as net postretirement benefit
cost the required contribution for the period, which shall include both cash and the fair value of noncash
contributions, and shall recognize as a liability any unpaid contributions required for the period.

72. In some situations, withdrawal from a multiemployer plan may result in an employer having an
obligation to the plan for a portion of the plan's unfunded accumulated postretirement benefit obligation.
If it is either probable or reasonably possible that (a) an employer would withdraw from the plan under
circumstances that would give rise to an obligation or (b) an employer's contribution to the fund would be
increased during the remainder of the contract period to make up a shortfall in the funds necessary to
maintain the negotiated level of benefit coverage (a "maintenance of benefits" clause), the employer shall
apply the provisions SSAP No. 5—Liabilities, Contingencies, and Impairments of Assets (SSAP No. 5).

Disclosures - Multiemployer Plans

73. An employer shall disclose the amount of contributions to multiemployer plans for each annual
period for which a statement of income is presented. An employer may disclose total contributions to
multiemployer plans without disaggregating the amounts attributable to pension plans and other
postretirement benefit plans. The disclosures shall include a description of the nature and effect of any
changes affecting comparability, such as a change in the rate of employer contributions, a business
combination, or a divestiture.

74. In some situations, withdrawal from a multiemployer plan may result in an employer having an
obligation to the plan for a portion of the unfunded benefit obligation of the pension plans and other
postretirement benefit plans. If withdrawal under circumstances that would give rise to an obligation is
either probable or reasonably possible, the provisions of SSAP No. 5, shall apply. If it is either probable
or reasonably possible that (a) an employer would withdraw from the plan under circumstances that
would give rise to an obligation or (b) an employer's contribution to the fund would be increased during
the remainder of the contract period to make up a shortfall in the funds necessary to maintain the
negotiated level of benefit coverage (a "maintenance of benefits" clause), the employer shall apply SSAP
No. 5.

Multiple-Employer Plans

75. Some postretirement benefit plans to which two or more unrelated employers contribute are not
multiemployer plans. Rather, those multiple-employer plans are in substance aggregations of single-
employer plans, combined to allow participating employers to pool plan assets for investment purposes or
to reduce the costs of plan administration. Those plans ordinarily do not involve collective-bargaining
agreements. They may also have features that allow participating employers to have different benefit
formulas, with the employer's contributions to the plan based on the benefit formula selected by the
employer. Those plans shall be considered single-employer plans rather than multiemployer plans for
purposes of this statement, and each employer's accounting shall be based on its respective interest in the
plan.
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Postretirement Benefit Plans Outside the United States

76. This statement includes no special provisions applicable to postretirement benefit arrangements
outside the United States. Those arrangements are subject to the provisions of this statement. The
applicability of this statement to those arrangements is determined by the nature of the obligation and by
the terms or conditions that define the amount of benefits to be paid, not by whether or how a plan is
funded, whether benefits are payable at intervals or as a single amount, or whether the benefits are
required by law or custom or are provided under a plan the employer has elected to sponsor.

Business Combinations

77. When an employer is acquired in a business combination and that employer sponsors a single-
employer defined benefit postretirement plan, the assignment of the purchase price to individual assets
acquired and liabilities assumed shall include a liability for the accumulated postretirement benefit
obligation in excess of the fair value of the plan assets or an asset for the fair value of the plan assets in
excess of the accumulated postretirement benefit obligation. The accumulated postretirement benefit
obligation assumed shall be measured based on the benefits attributed by the acquired entity to employee
service prior to the date the business combination is consummated, adjusted to reflect (a) any changes in
assumptions based on the purchaser's assessment of relevant future events (as discussed in paragraphs 9-
29) and (b) the terms of the substantive plan (as discussed in paragraphs 9-14) to be provided by the
purchaser to the extent they differ from the terms of the acquired entity's substantive plan.

78. If the postretirement benefit plan of the acquired entity is amended as a condition of the business
combination (for example, if the change is required by the seller as part of the consummation of the
acquisition), the effects of any improvements attributed to services rendered by the participants of the
acquired entity's plan prior to the date of the business combination shall be accounted for as part of the
accumulated postretirement benefit obligation of the acquired entity. Otherwise, if improvements to the
postretirement benefit plan of the acquired entity are not a condition of the business combination, credit
granted for prior service shall be recognized as a plan amendment as discussed in paragraphs 40-45. If it
is expected that the plan will be terminated or curtailed, the effects of those actions shall be considered in
measuring the accumulated postretirement benefit obligation. Otherwise, no future changes to the plan
shall be anticipated.

79. As a result of applying the provisions of paragraphs 77-78, any previously existing net gain or
loss, prior service cost or credit, or transition obligation or transition asset remaining in unassigned funds
(surplus) is eliminated for the acquired employer's plan.

Accounting for Settlement of a Postretirement Benefit Obligation

80. For purposes of this statement, a settlement is defined as a transaction that (a) is an irrevocable
action, (b) relieves the employer (or the plan) of primary responsibility for a postretirement benefit
obligation, and (c) eliminates significant risks related to the obligation and the assets used to effect the
settlement. Examples of transactions that constitute a settlement include making lump-sum cash payments
to plan participants in exchange for their rights to receive specified postretirement benefits and purchasing
long-term nonparticipating insurance contracts for the accumulated postretirement benefit obligation for
some or all of the plan participants.

81. A transaction that does not meet the three criteria of paragraph 80 does not constitute a settlement
for purposes of this statement. For example, investing in a portfolio of high-quality fixed-income
securities with principal and interest payment dates similar to the estimated payment dates of benefits may
avoid or minimize certain risks. However, that investment decision does not constitute a settlement
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because that decision can be reversed, and investing in that portfolio does not relieve the employer (or the
plan) of primary responsibility for a postretirement benefit obligation nor does it eliminate significant
risks related to that obligation.

82. For purposes of this statement, the maximum gain or loss subject to recognition in income when a
postretirement benefit obligation is settled is the net gain or loss included in unassigned funds (surplus)
defined in paragraphs 46-50 plus any transition asset remaining in unassigned funds (surplus). That
maximum gain or loss includes any gain or loss resulting from remeasurements of plan assets and the
accumulated postretirement benefit obligation at the time of settlement.

83. If the entire accumulated postretirement benefit obligation is settled and the maximum amount
subject to recognition is a gain, the settlement gain shall first reduce any transition obligation remaining
in unassigned funds (surplus); any excess gain shall be recognized in income. If the entire accumulated
postretirement benefit obligation is settled and the maximum amount subject to recognition is a loss, the
maximum settlement loss shall be recognized in income. If only part of the accumulated postretirement
benefit obligation is settled, the employer shall recognize in income the excess of the pro rata portion
(equal to the percentage reduction in the accumulated postretirement benefit obligation) of the maximum
settlement gain over any remaining transition obligation or a pro rata portion of the maximum settlement
loss.

&4. If the purchase of a participating insurance contract constitutes a settlement, the maximum gain
(but not the maximum loss) shall be reduced by the cost of the participation right before determining the
amount to be recognized in income.

85. If the cost of all settlements in a year is less than or equal to the sum of the service cost and
interest cost components of net postretirement benefit cost for the plan for the year, gain or loss
recognition is permitted but not required for those settlements. However, the accounting policy adopted
shall be applied consistently from year to year.

Accounting for a Plan Curtailment

86. For purposes of this statement, a curtailment is an event that significantly reduces the expected
years of future service of active plan participants or eliminates the accrual of defined benefits for some or
all of the future services of a significant number of active plan participants. Curtailments include:

a. Termination of employees' services earlier than expected, which may or may not involve
closing a facility or discontinuing a component of an entity.

b. Termination or suspension of a plan so that employees do not earn additional benefits for
future service. In the latter situation, future service may be counted toward eligibility for
benefits accumulated based on past service.

87. The prior service cost included in unassigned funds (surplus) associated with the portion of the
future years of service that had been expected to be rendered, but as a result of a curtailment are no longer
expected to be rendered, is a loss. For purposes of measuring the effect of a curtailment, prior service cost
includes the cost of plan amendments and any remaining transition obligation. For example, a curtailment
may result from the termination of a significant number of employees who were plan participants at the
date of a prior plan amendment. The loss associated with that curtailment is measured as the portion of the
remaining prior service cost included in unassigned funds (surplus) related to that (and any prior) plan
amendment attributable to the previously expected remaining future years of service of the employees
who were terminated and the portion of the remaining transition obligation attributable to the previously
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expected remaining future years of service of the terminated employees who were plan participants at the
date of transition.

88. The accumulated postretirement benefit obligation may be decreased (a gain) or increased (a loss)
by a curtailment. That (gain) loss shall reduce any net loss (gain) included in unassigned funds (surplus).

a. To the extent that such a gain exceeds any net loss included in unassigned funds (surplus) (or
the entire gain, if a net gain exists), it is a curtailment gain.

b. To the extent that such a loss exceeds any net gain included in unassigned funds (surplus) (or
the entire loss, if a net loss exists), it is a curtailment loss.

For purposes of applying the provisions of this paragraph, any transition asset remaining in unassigned
funds (surplus) shall be treated as a net gain and shall be combined with the unrecognized net gain or loss
arising subsequent to transition to this statement.

89. If the sum of the effects identified in paragraphs 87-88 is a net loss, it shall be recognized in
income when it is probable that a curtailment will occur and the net effect is reasonably estimable. If the
sum of those effects is a net gain, it shall be recognized in income when the related employees terminate
or the plan suspension or amendment is adopted.

90. A settlement and a curtailment may occur separately or together. If benefits expected to be paid in
future periods are eliminated for some plan participants (for example, because a significant portion of the
work force is dismissed or a plant is closed) but the plan remains in existence and continues to pay
benefits, to invest assets, and to receive contributions, a curtailment has occurred but not a settlement. If
an employer purchases nonparticipating insurance contracts for the accumulated postretirement benefit
obligation and continues to provide defined benefits for future service, either in the same plan or in a
successor plan, a settlement has occurred but not a curtailment. If a plan termination occurs (that is, the
obligation is settled and the plan ceases to exist) and the plan is not replaced by a successor defined
benefit plan, both a settlement and a curtailment have occurred (whether or not the employees continue to
work for the employer).

Measurement of the Effects of Termination Benefits

91. An employer that offers special or contractual termination benefits to employees shall recognize a
liability and a loss when the employees accept the offer and the amount can be reasonably estimated. An
employer that provides contractual termination benefits shall recognize a liability and a loss when it is
probable that employees will be entitled to benefits and the amount can be reasonably estimated. A
situation involving special or contractual termination benefits may also result in a curtailment to be
accounted for under paragraphs 86-89.

92. The liability and loss recognized for employees who accept an offer of special termination
benefits to be provided by a postretirement benefit plan shall be the difference between (a) the
accumulated postretirement benefit obligation for those employees, assuming that those employees
(active plan participants) not yet fully eligible for benefits would terminate at their full eligibility date and
that fully eligible plan participants would retire immediately, without considering any special termination
benefits and (b) the accumulated postretirement benefit obligation as measured in (a) adjusted to reflect
the special termination benefits.
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93. For purposes of this statement, a defined contribution postretirement plan is a plan that provides
postretirement benefits in return for services rendered, provides an individual account for each
participant, and has terms that specify how contributions to the individual's account are to be determined
rather than the amount of postretirement benefits the individual is to receive. Under a defined contribution
plan, the postretirement benefits a plan participant will receive are limited to the amount contributed to
the plan participant's account, the returns earned on investments of those contributions, and forfeitures of
other plan participants' benefits that may be allocated to the plan participant's account.

94, To the extent a plan's defined contributions to an individual's account are to be made for periods
in which that individual renders services, the net postretirement benefit cost for a period shall be the
contribution called for in that period. If a plan calls for contributions for periods after an individual retires
or terminates, the estimated cost shall be accrued during the employee's service period.

95. A postretirement benefit plan having characteristics of both a defined benefit plan and a defined
contribution plan requires careful analysis. If the substance of the plan is to provide a defined benefit, as
may be the case with some "target benefit" plans, the accounting requirements shall be determined in
accordance with the provisions of this statement applicable to a defined benefit plan and the disclosure
requirements within paragraph 67 shall be followed.

Disclosures - Defined Contribution Plans

96. An employer shall disclose the amount of cost recognized for defined contribution postretirement
benefit plans for all periods presented separately from the amount of cost recognized for defined benefit
plans. The disclosures shall include a description of the nature and effect of any significant changes
during the period affecting comparability, such as a change in the rate of employer contributions, a
business combination, or a divestiture.

Consolidated/Holding Company Plans

97. The employees of many reporting entities are eligible for certain postretirement benefits other
than pensions provided by a parent company or holding company. A reporting entity with employees who
are eligible for those benefits and is not directly liable for those related obligations shall recognize an
expense equal to its allocation of the benefits earned during the period. A liability shall be established for
any such amounts due but not yet paid.

98. The reporting entity shall disclose in the financial statements that its employees participate in a
plan sponsored by the holding company for which the reporting entity has no legal obligation. The
amount of the postretirement benefit expense incurred and the allocation methodology utilized by the
provider of such benefits shall also be disclosed. If the reporting entity is directly liable for postretirement
benefits other than pensions, then the requirements outlined in paragraphs 1 through 96 and paragraphs 99
through 109 of this statement shall be applied.

Relevant Literature

99. This statement adopts with modification paragraphs 1-7 and 16-17 as well as Appendix D —
Amendments to Statement 106 and Appendix E — Amendments to Statement 132(R) of FASB Statement
No. 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans, an
amendment of FASB Statements No. 87, 88, 106 and 132(R) (FAS 158). Paragraphs 8-10 and D2.u
providing specific guidance for not-for-profit organizations is rejected. Paragraphs 11-15 regarding the
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effective dates for FAS 158 is rejected and paragraph 19 providing an alternative method for remeasuring
plan assets and benefits obligations as of the fiscal year the measurement date provisions are applied is
also rejected. The disclosure included within FAS 132 (R), as amended by FAS 158, pertaining
specifically to pensions (paragraph 5.d) has been rejected for inclusion within this standard. The
following modifications from the adopted paragraphs of FAS 158 and FAS 106 have been incorporated
within this standard:

a. All references to ‘other comprehensive income’ or ‘accumulated other comprehensive
income’ within FAS 158 have been revised to reflect ‘unassigned funds (surplus)’.

b. Any prepaid asset resulting from the excess of the fair value of plan assets over the
accumulated postretirement benefit obligation shall be nonadmitted. Furthermore, any asset
recognized from the cost of a ‘participation right’ of an annuity contract per paragraph 59
shall also be nonadmitted.

c. Provisions within paragraph 57 and 58 of FAS 106, as amended by FAS 158, permitting a
calculated market-related value of plan assets has been eliminated with only the fair value
measurement method for plan assets retained.

d. The reduced disclosure requirements for nonpublic entities described in paragraph 8 of FAS
132(R), as amended by FAS 158, are rejected. All reporting entities shall follow the
disclosure requirements within this statement which have been adopted from paragraph 5 of
FAS 132(R), as amended by FAS 158.

e. Clarification has been included within this standard to ensure both vested and nonvested
employees are included within the recognition of net postretirement benefit cost and in the
accumulated postretirement benefit obligation. Although this is consistent with GAAP, this is
a change from previous statutory accounting. As nonvested employees were excluded from
statutory accounting under SSAP No. 14, guidance has been included to indicate that the
unrecognized prior service cost attributed to nonvested individuals is not required to be
included in net postretirement benefit cost entirely in the year this standard is adopted. The
unrecognized prior service cost for nonvested employees shall be amortized as a component
of net postretirement benefit cost by assigning an equal amount to each expected future
period of service for each nonvested employee active at the date of the amendment.
Unassigned funds (surplus) is then adjusted each period as prior service cost is amortized

f. Conclusion of Interpretation 99-26 prohibiting the offset of defined benefit liabilities of one
plan with prepaid assets of another plan has been incorporated within paragraph 33 of this
statement.

g. Provisions within paragraph 44A of FAS 106, as amended by FAS 158, regarding the
classification of underfunded liabilities as current or noncurrent liabilities and the
classification of assets from overfunded plans as noncurrent assets has been rejected as
inconsistent with statutory accounting.

h. Provisions within paragraph 65 of FAS 106, as amended by FAS 158, defining the fair value
of investments have been rejected. Fair value definitions and measurement for investments
shall be determined in accordance with statutory accounting guidance.

i.  Provisions within paragraph 72 of FAS 106, as amended by FAS 158, regarding the plan

assets measurement date for consolidating subsidiaries or entities utilizing the equity method
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under APB Opinion No. 18 has been rejected. For statutory accounting, all entities shall
follow the measurement date guidance within paragraph 62 of this statement.

j. The disclosure requirement included within paragraph 5.e. of FAS 132(R) has been rejected
for this statement as it specifically pertains to pensions.

k. Transition under FAS 158 is different from the requirements of this statement. FAS 158
requires publicly traded equity securities to initially apply the requirement to recognize the
funded status of a postretirement benefit plan; the gains/losses, prior service costs/credits and
transition obligations/assets that have not yet been included in net periodic benefit cost; and
the disclosure requirements as of the end of the fiscal year ending after December 15, 2006.
Transition guidelines for statutory accounting are defined in paragraphs 100-107.

1. FAS 158 provided two approaches for an employer to transition to a fiscal year-end
measurement date. For purposes of statutory accounting, the second approach permitting
reporting entities to use earlier measurements determined for year-end reporting as of the
fiscal year immediately preceding the year that the measurement date provisions was rejected.
For consistency purposes, all reporting entities shall follow the first approach and remeasure
plan assets and benefit obligations as of the beginning of the fiscal year that the measurement
date provisions are applied.

Effective Date and Transition

100.  Reporting entities are required to disclose the accumulated postretirement benefit obligation and
the fair value of plan assets for defined postretirement benefit plans in the first reporting period (annual or
quarter reporting) after adoption of this standard. During the same reporting period, the reporting entity
shall also disclose the gains/losses, prior service costs or credits, and transition assets or obligations that
have not previously been reflected in net periodic benefit cost.

101.  Application of this statement shall begin with fiscal years ending as of December 31, 2011
(transition date). Any unfunded defined benefit postretirement amounts, as determined when the
accumulated postretirement benefit obligation exceeds the fair value of plan assets is a liability under
SSAP No. 5 and shall be reported as such in the statutory financial statements as of December 31, 2011
with a corresponding entry to unassigned funds (surplus). If the fair value of plan assets exceeds the
accumulated postretirement obligation, the asset shall be considered a nonadmitted asset. (In situations in
which plan assets exceed the accumulated benefit obligation, the transition guidance in paragraph 103
would only be applicable for gains or losses, prior service costs or credits and transition assets or
obligations not previously reflected in net periodic benefit costs, as detailed in paragraph 102.)

102.  Gains or losses, prior service costs or credits, and transition assets or obligations that have not yet
been included in net periodic benefit cost as of the end of the fiscal year in which this statement is
initially applied shall be recognized as components of the ending balance of unassigned funds (surplus),
net of tax, as of December 31, 2011.

103.  Due to the potential impact to surplus as a result of immediately applying the accounting
guidance in paragraphs 101 and 102, reporting entities may adhere to the following transition allowance
to recognize the surplus impact:

a. Reporting entities for which the difference between the surplus impact from applying
paragraphs 101 and 102, on an individual plan basis, is less than 1% of surplus must
recognize the full surplus impact, including a liability that equals the full unfunded
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accumulated benefit obligation (as calculated in paragraph 101) for the financial statement
reporting year ending December 31, 2011.

b. Reporting entities for which the surplus impact from applying paragraphs 101 and 102, on an
individual plan basis, exceeds 1% of surplus may elect to defer recognition of the full surplus
impact for a period not to exceed ten years. Reporting entities must initially recognize a
minimum of 10% of the surplus impact for the financial statement reporting year ending
December 31, 2011. The reporting entity may then systematically recognize, with a minimum
of 10% reported each year, the remaining surplus impact initially calculated as a result of
applying this statement over the next nine years. The delayed recognition of the surplus
impact derived from application of this statement shall not include additional liability
calculated from subsequent comparison of the fair value of assets to the accumulated benefit
obligation, the impact of subsequent plan amendments, or other such factors not existing at
the transition date. These liabilities must be reported in the year identified in accordance with
this statement. (Investment performance will impact the unfunded liability, thus, the accrued
benefit cost may or may not exceed the unfunded accumulated benefit obligation. At the
measurement date, the company is required to determine the full unfunded liability (excess of
accumulated benefit obligation over plan assets) and apply the transition guidance in this
paragraph accordingly.)

= Example A - If at initial recognition as of December 31, 2011, a reporting entity
identified a $2,000,000 liability for the unfunded portion of the accumulated benefit
obligation, and unrecognized net periodic benefit costs of $500,000 (total $2,500,000
—2.5% of surplus), the reporting entity must recognize a liability of at least $250,000
(10% of $2,500,000) within the balance sheet as of December 31, 2011. (This
recognition must reflect a proportionate allocation of the unfunded liability and the
unrecognized net periodic benefits costs. Thus, in this example, the unfunded liability
would represent $200,000 of the surplus impact.) If on December 31, 2012, it was
noted that the variance between the fair value of plan assets and the accumulated
benefit obligation had increased to $3,300,000, the reporting entity must recognize at
least $250,000 for the initial surplus impact as well as $1,300,000 for the additional
unfunded liability calculated for the December 31, 2012 reporting year.

In situations in which an increase in the fair value of plan assets decreases the liability, the
reporting entity must continue to report a minimum of 10% of the surplus impact each year
until fully recognized.

= Example B - Using the example above, if on December 31, 2012, it was noted that
the variance between the fair value of assets and liabilities had decreased to
$1,500,000, (essentially a gain of $500,000 due to an increase in the asset fair value),
the entity shall recognize a minimum $250,000 surplus impact in accordance with the
10% recognition schedule established as of December 31, 2011. As a result of this
gain, the surplus impact recognition will be completed within eight years, instead of
ten.

Reporting entities applying the transition guidance in paragraph 103b must disclose the full
surplus impact, separately identifying the unfunded liability and the previously unrecognized
net periodic pension costs, for the year-ended December 31, 2011 and each year thereafter
until fully recognized. (Drafting Note - The full surplus impact should be reflected in the
RBC calculation for the December 31, 2011 reporting year and each subsequent year the
liability is not fully reflected within the financial statements.)
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104.  The requirement to measure plan assets and benefit obligations as of the date of the reporting
entity’s financial statement year-end is effective for financial statement years ending after December 15,
2011.

105.  In order to transition to a fiscal year-end measurement date, the reporting entity shall remeasure
plan assets and benefit obligations as of the beginning of the fiscal year that the measurement date
provisions are applied. The reporting entity shall use those new measurements to determine the effects of
the measurement date change as of the beginning of the fiscal year that the measurement date provisions
are applied.

106.  The reporting entity shall measure plan assets and benefit obligations as of the beginning of the
fiscal year that the measurement date provisions are applied. This would result with the following:

a. Net periodic benefit cost for the period between the measurement date that is used for the
immediately preceding fiscal year-end and the beginning of the fiscal year that the measurement
date provisions are applied, exclusive of any curtailment or settlement gain or loss, shall be
recognized, net of tax, as a separate adjustment of the opening balance of unassigned funds
(surplus). That is, the pretax amount recognized as an adjustment to unassigned funds (surplus)is
the net periodic benefit cost that without a change in measurement date otherwise would have
been recognized on a delayed basis during the first interim period for the fiscal year that the
measurement date provisions are applied.

b. Any gain or loss arising from a curtailment or settlement between the measurement date that is
used for the immediately preceding fiscal year-end and the beginning of the fiscal year that the
measurement date provisions are applied shall be recognized in earnings in that period and not as
an adjustment to unassigned funds (surplus). This provision prohibits a reporting entity from
early application of the measurement date provisions when the reporting entity has issued
financial statements for the prior year without recognition of such a settlement or curtailment.

c. Other changes in the fair value of plan assets and the benefit obligations (for example, gains or
losses) for the period between the measurement date that is used for the immediately preceding
fiscal year-end and the beginning of the fiscal year that the measurement date provisions are
applied shall be recognized, net of tax, as a separate adjustment of the opening balance of
unassigned funds (surplus) for the fiscal year that the measurement date provisions are applied.

107.  Earlier application of the recognition or measurement date provisions is encouraged, however,

early applications must be for all of the reporting entity’s benefit plans. Retrospective application is not
permitted.

AUTHORITATIVE LITERATURE

Statutory Accounting
e Statutory Accounting Principles Statement of Concepts and Statutory Hierarchy

o  SSAP No. 14—Employers’ Accounting for Postretirement Benefits Other Than Pensions
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Generally Accepted Accounting Principles

o FASB Statement No. 158, Employers’ Accounting for Defined Benefit Pension and Other
Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106 and 132(R)

o FASB Statement No. 106, Employers’ Accounting for Postretirement Benefits Other Than
Pensions

o FASB Statement No. 132(R), Employers’ Disclosures about Pensions and Other
Postretirement Benefits

o FASB Emerging Issues Task Force No. 93-3, Plan Assets under FASB Statement No. 106
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Notice of Public Hearing and Request for Written Comments
Hearing Date: NAIC 2009 Summer National Meeting Location: Minneapolis, MN

Deadline for Written Notice of Intent to speak: Deadline for Receipt of Written Comments:
May 4, 2009 May 4, 2009

Basis for hearings. The Statutory Accounting Principles Working Group (SAPWG) will hold a public hearing to obtain
information from and views of interested individuals and organizations about the standards proposed in this Exposure Draft.
The SAPWG will conduct the hearing in accordance with the National Association of Insurance Commissioners (NAIC)
policy statement on open meetings. An individual or organization desiring to speak must notify the NAIC in writing by May
4, 2009. Speakers will be notified as to the date, location, and other details of the hearings.

Oral presentation requirements. The intended speaker must submit a position paper, a detailed outline of a proposed
presentation or comment letter addressing the standards proposed in the Exposure Draft by May 4, 2009. Individuals or
organizations whose submission is not received by that date will only be granted permission to present at the discretion of the
SAPWG chair. All submissions should be addressed to the NAIC staff at the address listed below. Comments can also be
submitted by electronic mail to statacct@naic.org.

Format of the hearings. Speakers will be allotted up to 10 minutes for their presentations to be followed by a period for
answering questions from the SAPWG. Speakers should use their allotted time to provide information in addition to their
already submitted written comments as those comments will have been read and analyzed by the SAPWG. Those
submissions will be included in the public record and will be available at the hearings for inspection.

Copies. Exposure Drafts can be obtained on the Internet at the NAIC Home Page (http://www.naic.org). The documents can
be downloaded using Microsoft Word.

Written comments. Participation at a public hearing is not a prerequisite to submitting written comments on this Exposure
Draft. Written comments are given the same consideration as public hearing testimony.

The Statutory Accounting Principles Statement of Concepts was adopted by the Accounting Practices & Procedures (EX4)
Task Force on September 20, 1994, in order to provide a foundation for the evaluation of alternative accounting treatments.
All issues considered by the SAPWG will be evaluated in conjunction with the objectives of statutory reporting and the
concepts set forth in the Statutory Accounting Principles Statement of Concepts. Whenever possible, establish a relationship
between your comments and the principles defining statutory accounting.

The exposure period is not meant to measure support for, or opposition to, a particular accounting treatment but rather to
accumulate an analysis of the issues from other perspectives and persuasive comments supporting them. Therefore, form
letters and objections without valid support for their conclusions are not helpful in the deliberations of the working group.
Comments should not simply register your agreement or disagreement without a detailed explanation, a description of the
impact of the proposed guidelines, or possible alternative recommendations for accomplishing the regulatory objective.

Any individual or organization may send written comments addressed to the Working Group to the attention of John Tittle,
at Jtittle@naic.org or the address listed below, no later than May 4, 2009. Comments can also be submitted by electronic
mail to statacct@naic.org. Electronic submission is preferred.

National Association of Insurance Commissioners

2301 McGee Street, Suite 800 Kansas City, MO 64108-2604
(816) 842-3600

Julie Gann, jgann@naic.org is the NAIC Staff that is the project lead for this topic.
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Accounting for Pensions, A Replacement of SSAP No. 89
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles and related reporting for employers’
pension obligations.

2. This statement supersedes the guidance in SSAP No. 89—Accounting for Pensions, A
Replacement of SSAP No. 8 (SSAP No. 89) and incorporates the guidance in Interpretation 99-26:
Offsetting Pension Assets and Liabilities (INT 99-26), INT 01-16: Measurement Date for SSAP No. §
Actuarial Valuations (INT 01-16), INT 04-03: Clarification for Calculating the Additional Minimum
Pension Liability under SSAP No. 89 (INT 04-03) and INT 04-12: Determining the Classification and
Benefit Attribution Method for a Cash Balance Pension Plan (INT 04-12). This SSAP also modifies INT
04-17: Impact of Medicare Modernization on Postretirement Benéfits (INT 04-17) to remove reference to
pension as this interpretation only addresses postretirement benefits other than pensions currently
addressed within SSAP No. 92.

SUMMARY CONCLUSION
Defined Benefit Plans
Single-Employer Defined Benefit Pension Plans

3. A defined benefit pension plan is one that defines an amount of pension benefit to be provided,
usually as a function of one or more factors such as age, years of service, or compensation. (Hybrid
pension plans that refer to an account balance, rather than a monthly annuity at retirement (also known as
cash balance plans) are considered defined benefit plans for purposes of applying this Statement.) For
defined benefit plans, reporting entities shall adopt FAS 158: Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and
132(R), with modifications as discussed within paragraph 81.

4. A pension benefit is part of the compensation paid to an employee for services. In a defined
benefit pension plan, the employer promises to provide, in addition to current wages, retirement income
payments in future years after the employee retires or terminates service. Generally, the amount of benefit
to be paid depends on a number of future events that are incorporated in the plan's benefit formula, often
including how long the employee and any survivors live, how many years of service the employee
renders, and the employee's compensation in the years immediately before retirement or termination. In
most cases, services are rendered over a number of years before an employee retires and begins collecting
the pension. Even though the services rendered by an employee are complete and the employee has
retired, the total amount of benefit that the employer has promised and the cost to the employer of the
services rendered are not precisely determinable but can only be estimated using the benefit formula and
estimates of the relevant future events, many of which the employer cannot control.

Elements of Pension Accounting

5. Net periodic pension cost is made up of several components that reflect different aspects of the
employer's financial arrangements as well as the cost of benefits earned by employees. The cost of a
benefit can be determined without regard to how the employer decides to finance the plan. The service
cost component of net periodic pension cost is the actuarial present value of benefits attributed by the
plan's benefit formula to services rendered by employees during the period. The service cost component is
conceptually the same for an unfunded plan, a plan with minimal funding, and a well-funded plan. The
other components of net periodic pension cost are interest cost (interest on the projected benefit
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obligation, which is a discounted amount), actual return on plan assets, amortization of any prior service
cost or credit included in unassigned funds (surplus), and gain or loss, which includes, to the extent
recognized, amortization of the net gain or loss included in unassigned funds (surplus).

6. The projected benefit obligation is the actuarial present value of all benefits attributed by the
plan's benefit formula to employee service rendered prior to that date. The projected benefit obligation is
measured using an assumption as to future compensation levels if the pension benefit formula is based on
those future compensation levels. The projected benefit obligation is a measure of benefits attributed to
service to date assuming that the plan continues in effect and that estimated future events (including
compensation increases, turnover, and mortality) occur.

7. The accumulated benefit obligation is the actuarial present value of benefits attributed by the
pension benefit formula to employee service rendered prior to that date and based on current and past
compensation levels. The accumulated benefit obligation differs from the projected benefit obligation in
that it includes no assumption about future compensation levels. For plans with flat-benefit or non-pay-
related pension benefit formulas, the accumulated benefit obligation and the projected benefit obligation
are the same.

8. Plan assets are assets that have been segregated and restricted to provide for pension benefits. The
amount of plan assets includes amounts contributed by the employer and amounts earned from investing
the contributions, less benefits paid. Assets not segregated in a trust or otherwise effectively restricted so
that they cannot be used by the employer for other purposes are not considered plan assets even though it
may be intended that such assets be used to provide pensions. Amounts accrued by the employer but not
yet paid to the plan are also not considered plan assets. Securities of the employer held by the plan are
includable in plan assets provided they are transferable.

Recognition of Net Periodic Pension Cost

9. The following components shall be included in the net pension cost for a period by an employer
sponsoring a defined benefit pension plan: a) Service cost; b) Interest cost; ¢) Actual return on plan assets;
d) Amortization of any prior service cost or credit included in unassigned funds (surplus); €) Gain or loss
(including the effects of changes in assumptions) to the extent recognized; and f) Amortization of any net
transition asset or obligation existing at the date of initial application of this Statement and remaining in
unassigned funds (surplus).

Service Cost

10. The service cost component recognized in a period shall be determined as the actuarial present
value of benefits attributed by the pension benefit formula to employee service (including both vested and
nonvested employees) during that period.

11. Prior service cost for nonvested employees not previously recognized is not required to be
included in net periodic pension cost entirely in the year this standard is adopted. Unrecognized prior
service cost for nonvested employees shall be amortized as a component of net periodic pension cost by
assigning an equal amount to each expected future period of service for each nonvested employee active
at the date of the amendment. Unassigned funds (surplus) is adjusted each period as prior service cost is
amortized.
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Interest Cost

12. The interest cost component recognized in a period shall be determined as the increase in the
projected benefit obligation due to the passage of time. Measuring the projected benefit obligation as a
present value requires accrual of an interest cost at rates equal to the assumed discount rates.

Actual Return on Plan Assets

13. For a funded plan, the actual return on plan assets shall be determined based on the fair value of
plan assets at the beginning and the end of the period, adjusted for contributions and benefit payments.

Prior Service Cost

14. Plan amendments (including initiation of a plan) often include provisions that grant increased
benefits based on services rendered in prior periods. Because plan amendments are granted with the
expectation that the employer will realize economic benefits in future periods, the cost of providing such
retroactive benefits (prior service cost) is not required to be included in net periodic pension cost entirely
in the year of the amendment but provides for recognition during the future service periods of those
employees active at the date of the amendment who are expected to receive benefits under the plan.

15. A plan amendment that retroactively increases benefits (including benefits that are granted to
retirees) increases the projected benefit obligation. The cost of the benefit improvement shall be
recognized as a charge to unassigned funds (surplus) at the date of the amendment. Except as specified in
paragraphs 16-17, that prior service cost shall be amortized as a component of net periodic pension cost
by assigning an equal amount to each future period of service of each employee active at the date of the
amendment who is expected to receive benefits under the plan. If all or almost all of a plan's participants
are inactive, the cost of retroactive plan amendments affecting benefits of inactive participants shall be
amortized based on the remaining life expectancy of those participants instead of based on the remaining
service period. Unassigned funds (surplus) is adjusted each period as prior service cost is amortized.

16. Consistent use of an alternative approach that more rapidly amortizes the cost of retroactive
amendments is acceptable. For example, a straight-line amortization of the cost over the average
remaining service period of employees expected to receive benefits under the plan is acceptable. The
alternative method used shall be disclosed.

17. In some situations a history of regular plan amendments and other evidence may indicate that the
period during which the employer expects to realize economic benefits from an amendment granting
retroactive benefits is shorter than the entire remaining service period of the active employees.
Identification of such situations requires an assessment of the individual circumstances and the substance
of the particular plan situation. In those circumstances, the amortization of prior service cost shall be
accelerated to reflect the more rapid expiration of the employer's economic benefits and to recognize the
cost in the periods benefited.

18. A plan amendment that retroactively reduces, rather than increases, benefits decreases the
projected benefit obligation. The reduction in benefits shall be recognized as a credit (prior service credit)
to unassigned funds surplus that shall be used first to reduce any remaining prior service cost included in
unassigned funds surplus. Any remaining prior service credit shall be amortized as a component of net
periodic pension cost on the same basis as the cost of a benefit increase.
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Gains and Losses

19. Gains and losses are changes in the amount of either the projected benefit obligation or plan
assets resulting from experience different from that assumed and from changes in assumptions. This
Statement does not distinguish between those sources of gains and losses. Gains and losses include
amounts that have been realized, as well as amounts that are unrealized. Because gains and losses may
reflect refinements in estimates as well as real changes in economic values and because some gains in one
period may be offset by losses in another or vice versa, recognition of gains and losses as components of
net pension cost of the period in which they arise is not required. Gains and losses that are not recognized
immediately as a component of net periodic pension cost shall be recognized as increases or decreases in
unassigned funds surplus as they arise.

20. The expected return on plan assets shall be determined based on the expected long-term rate of
return on plan assets and the fair value of plan assets.

21. Asset gains and losses are differences between the actual return on assets during a period and the
expected return on assets for that period. Asset gains and losses include changes reflected in the fair value
of assets.

22. As a minimum, amortization of a net gain or loss included in unassigned funds (surplus)
(excluding asset gains and losses not yet reflected in fair value) shall be included as a component of net
pension cost for a year if, as of the beginning of the year, that net gain or loss exceeds 10 percent of the
greater of the projected benefit obligation or the fair value of plan assets. If amortization is required, the
minimum amortization shall be that excess divided by the average remaining service period of active
employees expected to receive benefits under the plan. If all or almost all of a plan's participants are
inactive, the average remaining life expectancy of the inactive participants shall be used instead of
average remaining service.

23. Any systematic method of amortizing gains or losses may be used in lieu of the minimum
specified in the previous paragraph provided that (a) the minimum is used in any period in which the
minimum amortization is greater (reduces the net balance included in unassigned funds (surplus) by
more), (b) the method is applied consistently, (¢) the method is applied similarly to both gains and losses,
and (d) the method used is disclosed.

24, The gain or loss component of net periodic pension cost shall consist of (a) the difference
between the actual return on plan assets and the expected return on plan assets and (b) amortization of the
net gain or loss included in unassigned funds (surplus).

Recognition of Liabilities and Assets

25. If the projected benefit obligation (considering both vested and nonvested participants) exceeds
the fair value of plan assets, the employer shall recognize in its statement of financial position a liability
that equals the unfunded projected benefit obligation. If the fair value of plan assets exceeds the projected
benefit obligation, the employer shall recognize in its statement of financial position an asset that equals
the overfunded projected benefit obligation. This prepaid asset resulting from the excess of the fair value
of plan assets over the projected benefit obligation shall be nonadmitted.

26. If multiple single-employer plans exist, the employer shall aggregate the statuses of all
overfunded plans and recognize that amount as an asset in its statement of financial position. It also shall
aggregate the statuses of all underfunded plans and recognize that amount as a liability in its statement of
financial position. As noted within Interpretation 99-26.: Offsetting Pension Assets and Liabilities, it is
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not acceptable statutory accounting practice to offset pension or postretirement benefits other than
pensions liability generated by one plan against the prepaid assets of another plan.

217. The asset or liability that is recognized pursuant to paragraph 25 may result in a temporary
difference, as defined in SSAP No. 10—Income Taxes (SSAP No. 10). The deferred tax effects of any
temporary differences shall be recognized in income tax expense or benefit for the year and shall be
allocated pursuant to SSAP No. 10.

28. If a new determination of the funded status of a plan to be recognized as an asset or a liability in
the employer’s statement of financial position is made, or when net gains or losses, prior service costs or
credits, or the net transition asset or obligation existing at the date of initial application of this Statement
are amortized as components of net periodic pension cost, the related balances for those net gains or
losses, prior service costs or credits, and transition asset or obligation in unassigned funds (surplus) shall
be adjusted as necessary and reported in unassigned funds (surplus).

Measurement of Cost and Obligation

29. The service component of net periodic pension cost, the projected benefit obligation, and the
accumulated benefit obligation are based on an attribution of pension benefits to periods of employee
service and on the use of actuarial assumptions to calculate the actuarial present value of those benefits.
Actuarial assumptions reflect the time value of money (discount rate) and the probability of payment
(assumptions as to mortality, turnover, early retirement, and so forth).

Attribution

30. Pension benefits ordinarily shall be attributed to periods of employee service based on the plan's
benefit formula to the extent that the formula states or implies an attribution. In some situations a history
of regular increases and other evidence may indicate that an employer has a present commitment to make
future amendments and that the substance of the plan is to provide benefits attributable to prior service
that are greater than the benefits defined by the written terms of the plan. In those situations, the
substantive commitment shall be the basis for the accounting, and the existence and nature of the
commitment to make future amendments shall be disclosed.

31. In some situations a history of regular increases in non-pay-related benefits or benefits under a
career-average-pay plan and other evidence may indicate that an employer has a present commitment to
make future amendments and that the substance of the plan is to provide benefits attributable to prior
service that are greater than the benefits defined by the written terms of the plan. In those situations, the
substantive commitment shall be the basis for the accounting, and the existence and nature of the
commitment to make future amendments shall be disclosed

32. Some plans may have benefit formulas that attribute all or a disproportionate share of the total
benefits provided to later years of service, thereby achieving in substance a delayed vesting of benefits.
For such plans the total projected benefit shall be considered to accumulate in proportion to the ratio of
the number of completed years of service to the number that will have been completed when the benefit is
first fully vested. If a plan's benefit formula does not specify how a particular benefit relates to services
rendered, the benefit shall be considered to accumulate as follows:

a. For benefits of a type includable in vested benefits, in proportion to the ratio of the number of

completed years of service to the number that will have been completed when the benefit is first
fully vested.
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b. For benefits of a type not includable in vested benefits, in proportion to the ratio of completed
years of service to total projected years of service.

Assumptions

33. Each significant actuarial assumption used shall reflect the best estimate solely with respect to
that individual assumption. All assumptions shall presume that the plan will continue in effect in the
absence of evidence that it will not continue.

34, Assumed discount rates shall reflect the rates at which the pension benefits could be effectively
settled. It is appropriate in estimating those rates to look to available information about rates implicit in
current prices of annuity contracts that could be used to effect settlement of the obligation. In making
those estimates, employers may also look to rates of return on high-quality fixed-income investments
currently available and expected to be available during the period to maturity of the pension benefits.
Assumed discount rates are used in measurements of the projected, accumulated, and vested benefit
obligations and the service and interest cost components of net periodic pension cost.

35. The objective of selecting assumed discount rates using the method noted in paragraph 34 is to
measure the single amount that, if invested at the measurement date in a portfolio of high-quality debt
instruments, would provide the necessary future cash flows to pay the pension benefits when due.
Notionally, that single amount, the projected benefit obligation, would equal the fair value of a portfolio
of high-quality zero coupon bonds whose maturity dates and amounts would be the same as the timing
and amount of the expected future benefit payments. Because cash inflows would equal cash outflows in
timing and amount, there would be no reinvestment risk in the yields to maturity of the portfolio.
However, in other than a zero coupon portfolio, such as a portfolio of long-term debt instruments that pay
semiannual interest payments or whose maturities do not extend far enough into the future to meet
expected benefit payments, the assumed discount rates (the yield to maturity) need to incorporate
expected reinvestment rates available in the future. Those rates shall be extrapolated from the existing
yield curve at the measurement date. The determination of the assumed discount rate is separate from the
determination of the expected rate of return on plan assets whenever the actual portfolio differs from the
hypothetical portfolio above. Assumed discount rates shall be reevaluated at each measurement date. If
the general level of interest rates rises or declines, the assumed discount rates shall change in a similar
manner.

36. The expected long-term rate of return on plan assets shall reflect the average rate of earnings
expected on the funds invested or to be invested to provide for the benefits included in the projected
benefit obligation. In estimating that rate, appropriate consideration should be given to the returns being
earned by the plan assets in the fund and the rates of return expected to be available for reinvestment. The
expected long-term rate of return on plan assets is used to compute the expected return on assets.

37. The service cost component of net periodic pension cost and the projected benefit obligation shall
reflect future compensation levels to the extent that the pension benefit formula defines pension benefits
wholly or partially as a function of future compensation levels. Future increases for which a present
commitment exists shall be similarly considered. Assumed compensation levels shall reflect an estimate
of the actual future compensation levels of the individual employees involved, including future changes
attributed to general price levels, productivity, seniority, promotion, and other factors. All assumptions
shall be consistent to the extent that each reflects expectations of the same future economic conditions,
such as future rates of inflation. Measuring service cost and the projected benefit obligation based on
estimated future compensation levels entails considering indirect effects, such as changes under existing
law in social security benefits or benefit limitations that would affect benefits provided by the plan.
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38. The accumulated benefit obligation shall be measured based on employees' history of service and
compensation without an estimate of future compensation levels. Excluding estimated future
compensation levels also means excluding indirect effects of future changes such as increases in the social
security wage base. In measuring the accumulated benefit obligation, projected years of service shall be a
factor only in determining employees' expected eligibility for particular benefits, such as:

a. Increased benefits that are granted provided a specified number of years of service are rendered
b. Early retirement benefits

c. Death benefits

d. Disability benefits

39. Automatic benefit increases specified by the plan (for example, automatic cost-of-living
increases) that are expected to occur shall be included in measurements of the projected, accumulated, and
vested benefit obligations, and the service cost component. Also, retroactive plan amendments shall be
included in the computation of the projected and accumulated benefit obligations once they have been
contractually agreed to, even if some provisions take effect only in future periods.

Measurement of Plan Assets

40. Plan investments, whether equity or debt securities, real estate, or other, shall be measured at their
fair value as of the measurement date. The fair value of an investment shall be reduced by brokerage
commissions and other costs normally incurred in a sale, if those costs are significant (similar to fair value
less costs to sell).

41. Plan assets used in plan operations (for example, buildings, equipment, furniture and fixtures, and
leasehold improvements) shall be measured at cost less accumulated depreciation or amortization for all
purposes.

42, The measurements of plan assets and benefit obligations shall be as of the date of the employer’s
fiscal year-end statement of financial position. Requiring that the pension measurements be as of a
particular date is not intended to require that all procedures be performed after that date. As with other
financial statement items requiring estimates, much of the information can be prepared as of an earlier
date and projected forward to account for subsequent events (for example, employee service). Unless a
business entity remeasures both its plan assets and benefit obligations during the fiscal year, the funded
status it reports in its interim-period statement of financial position shall be the same asset or liability
recognized in the previous year-end statement of financial position adjusted for (1) subsequent accruals of
net periodic pension cost that exclude the amortization of amounts previously recognized in other
unassigned funds (surplus) (for example, subsequent accruals of service cost, interest cost, and return on
plan assets) and (2) contributions to a funded plan, or benefit payments. Sometimes, a business entity
remeasures both plan assets and benefit obligations during the fiscal year. That is the case, for example,
when a significant event such as a plan amendment, settlement, or curtailment occurs that calls for a
remeasurement. Upon remeasurement, a business entity shall adjust its statement of financial position in a
subsequent interim period to reflect the overfunded or underfunded status of the plan consistent with that
measurement date

43, Measurements of net periodic pension cost for both interim and annual financial statements shall
be based on the assumptions used for the previous year-end measurements unless more recent
measurements of both plan assets and obligations are available or a significant event occurs, such as a
plan amendment, that would ordinarily call for such measurements.
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Employers with Two or More Plans

44, An employer that sponsors two or more separate defined benefit pension plans shall determine net
periodic pension cost, liabilities, and assets by separately applying the provisions of this Statement to
each plan. In particular, unless an employer clearly has a right to use the assets of one plan to pay benefits
of another, a liability required to be recognized for one plan shall not be reduced or eliminated because
the employer has recognized an asset for another plan that has assets in excess of its projected benefit
obligation. (As noted within paragraph 26, overfunded plans shall be aggregated for asset reporting and
underfunded plans shall be aggregated for liability reporting.)

Annuity Contracts

45. An annuity contract is a contract in which an insurance company unconditionally undertakes a
legal obligation to provide specified benefits to specific individuals in return for a fixed consideration or
premium. An annuity contract is irrevocable and involves the transfer of significant risk from the
employer to the insurance company. Some annuity contracts (participating annuity contracts) provide that
the purchaser (either the plan or the employer) may participate in the experience of the insurance
company. Under those contracts, the insurance company ordinarily pays dividends to the purchaser. If the
substance of a participating contract is such that the employer remains subject to all or most of the risks
and rewards associated with the benefit obligation covered and the assets transferred to the insurance
company, that contract is not an annuity contract for purposes of this Statement.

46. To the extent that benefits currently earned are covered by annuity contracts, the cost of those
benefits shall be the cost of purchasing the contracts, except as provided in paragraph 49. That is, if all the
benefits attributed by the plan's benefit formula to service in the current period are covered by
nonparticipating annuity contracts, the cost of the contracts determines the service cost component of net
pension cost for that period.

47. Benefits provided by the pension benefit formula beyond benefits provided by annuity contracts
(for example, benefits related to future compensation levels) shall be accounted for according to the
provisions of this Statement applicable to plans not involving insurance contracts

48. Benefits covered by annuity contracts shall be excluded from the projected benefit obligation and
the accumulated benefit obligation. Except as provided in paragraph 49, annuity contracts shall be
excluded from plan assets.

49. Some annuity contracts provide that the purchaser (either the plan or the employer) may
participate in the experience of the insurance company. Under those contracts, the insurance company
ordinarily pays dividends to the purchaser, the effect of which is to reduce the cost of the plan. The
purchase price of a participating annuity contract ordinarily is higher than the price of an equivalent
contract without participation rights. The difference is the cost of the participation right. The cost of the
participation right shall be recognized at the date of purchase as a nonadmitted asset. In subsequent
periods, the participation right shall be nonadmitted and measured at its fair value if the contract is such
that fair value is reasonably estimable. Otherwise, the participation right shall be measured at its
amortized cost (not in excess of its net realizable value), and the cost shall be amortized systematically
over the expected dividend period under the contract.

Other Contracts with Insurance Companies
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50. Insurance contracts that are in substance equivalent to the purchase of annuities shall be
accounted for as such. Other contracts with insurance companies shall be accounted for as investments
and measured at fair value. For some contracts, the best available evidence of fair value may be contract
value. If a contract has a determinable cash surrender value or conversion value, that is presumed to be its
fair value.

Defined Benefit Plans — Settlements and Curtailments

51. A settlement is defined as a transaction that (a) is an irrevocable action, (b) relieves the employer
(or the plan) of primary responsibility for a pension benefit obligation, and (c¢) eliminates significant risks
related to the obligation and the assets used to effect the settlement. Examples of transactions that
constitute a settlement include (a) making lump-sum cash payments to plan participants in exchange for
their rights to receive specified pension benefits and (b) purchasing nonparticipating annuity contracts to
cover vested benefits.

52. A transaction that does not meet all of the above three criteria does not constitute a settlement for
purposes of this Statement. For example, investing in a portfolio of high-quality fixed-income securities
with principal and interest payment dates similar to the estimated payment dates of benefits may avoid or
minimize certain risks. However, that does not constitute a settlement because the investment decision
can be reversed and such a strategy does not relieve the employer (or the plan) of primary responsibility
for a pension obligation nor does it eliminate significant risks related to the obligation.

Annuity Contracts

53. An annuity contract is a contract in which an insurance company unconditionally undertakes a
legal obligation to provide specified benefits to specific individuals in return for a fixed consideration or
premium. An annuity contract is irrevocable and involves the transfer of significant risk from the
employer to the insurance company. Some annuity contracts (participating annuity contracts) provide that
the purchaser (either the plan or the employer) may participate in the experience of the insurance
company. Under those contracts, the insurance company ordinarily pays dividends to the purchaser. If the
substance of a participating annuity contract is such that the employer remains subject to all or most of the
risks and rewards associated with the benefit obligation covered or the assets transferred to the insurance
company, the purchase of the contract does not constitute a settlement.

Curtailment
54. A curtailment is an event that significantly reduces the expected years of future service of present
employees or eliminates for a significant number of employees the accrual of defined benefits for some or

all of their future services. Curtailments include:

a. Termination of employees' services earlier than expected, which may or may not involve
closing a facility or discontinuing a component of an entity.

b. Termination or suspension of a plan so that employees do not earn additional defined
benefits for future services. In the latter situation, future service may be counted toward
vesting of benefits accumulated based on past service.

Relationship of Settlements and Curtailments to Other Events
55. A settlement and a curtailment may occur separately or together. If benefits to be accumulated in

future periods are reduced but the plan remains in existence and continues to pay benefits, to invest assets,
and to receive contributions, a curtailment has occurred but not a settlement. If an employer purchases
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nonparticipating annuity contracts for vested benefits and continues to provide defined benefits for future
service, either in the same plan or in a successor plan, a settlement has occurred but not a curtailment. If a
plan is terminated (that is, the obligation is settled and the plan ceases to exist) and not replaced by a
successor defined benefit plan, both a settlement and a curtailment have occurred (whether or not the
employees continue to work for the employer).

Accounting for Settlement of the Pension Obligation

56. The maximum gain or loss subject to recognition in earnings when a pension obligation is settled
is the net gain or loss remaining in unassigned funds (surplus) plus any transition asset remaining in
unassigned funds (surplus) from initial application of SSAP No. 89. That maximum amount includes any
gain or loss first measured at the time of settlement. The maximum amount shall be recognized in
earnings if the entire projected benefit obligation is settled. If only part of the projected benefit obligation
is settled, the employer shall recognize in earnings a pro rata portion of the maximum amount equal to the
percentage reduction in the projected benefit obligation.

57. If the purchase of a participating annuity contract constitutes a settlement, the maximum gain (but
not the maximum loss) shall be reduced by the cost of the participation right before determining the
amount to be recognized in earnings.

58. If the cost of all settlements in a year is less than or equal to the sum of the service cost and
interest cost components of net periodic pension cost for the plan for the year, gain or loss recognition is
permitted but not required for those settlements. However, the accounting policy adopted shall be applied
consistently from year to year.

Accounting for a Plan Curtailment

59. The prior service cost included in unassigned funds (surplus) associated with years of service no
longer expected to be rendered as the result of a curtailment is a loss. For example, if a curtailment
eliminates half of the estimated remaining future years of service of those who were employed at the date
of a prior plan amendment and were expected to receive benefits under the plan, then the loss associated
with the curtailment is half of the prior service cost included in unassigned funds (surplus) related to that
amendment that has not been amortized as a component of net periodic pension cost. For purposes of
applying the provisions of this paragraph, prior service cost includes the cost of retroactive plan
amendments and any transition obligation remaining in unassigned funds (surplus) from initial
application of SSAP No. 89.

60. The projected benefit obligation may be decreased (a gain) or increased (a loss) by a curtailment.

a. To the extent that such a gain exceeds any net loss included in unassigned funds (surplus)
(or the entire gain, if a net gain exists), it is a curtailment gain.

b. To the extent that such a loss exceeds any net gain included in unassigned funds (surplus)
(or the entire loss, if a net loss exists), it is a curtailment loss.

For purposes of applying the provisions of this paragraph, any transition asset remaining in unassigned
funds (surplus) from initial application of SSAP No. 89 shall be treated as a net gain and shall be
combined with the net gain or loss arising subsequent to transition to SSAP No. 89.

61. If the sum of the effects identified in paragraphs 59 and 60 is a net loss, it shall be recognized in

earnings when it is probable that a curtailment will occur and the effects described are reasonably
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estimable. If the sum of those effects is a net gain, it shall be recognized in earnings when the related
employees terminate or the plan suspension or amendment is adopted.

Termination Benefits

62. An employer may provide benefits to employees in connection with their termination of
employment. They may be either special termination benefits offered only for a short period of time or
contractual termination benefits required by the terms of a plan only if a specified event, such as a plant
closing, occurs. An employer that offers special termination benefits to employees shall recognize a
liability and a loss when the employees accept the offer and the amount can be reasonably estimated. An
employer that provides contractual termination benefits shall recognize a liability and a loss when it is
probable that employees will be entitled to benefits and the amount can be reasonably estimated.
Termination benefits may take various forms including lump-sum payments, periodic future payments, or
both. They may be paid directly from an employer's assets, an existing pension plan, a new employee
benefit plan, or a combination of those means. The cost of termination benefits recognized as a liability
and a loss shall include the amount of any lump-sum payments and the present value of any expected
future payments. A situation involving termination benefits may also involve a curtailment to be
accounted for under paragraphs 59-61.

Disclosures — Single Employer Defined Benefit Plans

63. An employer that sponsors one or more defined benefit pension plans or one or more other
defined benefit postretirement plans shall provide the following information, separately for pension plans
and other postretirement benefit plans. Amounts related to the employer’s results of operations shall be
disclosed for each period for which a statement of income is presented. Amounts related to the
employer’s statement of financial position, shall be disclosed as of the date of each statement of financial
position presented.

a. A reconciliation of beginning and ending balances of the benefit obligation showing
separately, if applicable, the effects during the period attributable to each of the
following: service cost, interest cost, contributions by plan participants, actuarial gains
and losses, foreign currency exchange rate changes, benefits paid, plan amendments,
business combinations, divestitures, curtailments, settlements, and special termination
benefits.

b. A reconciliation of beginning and ending balances of the fair value of plan assets
showing separately, if applicable, the effects during the period attributable to each of the
following: actual return on plan assets, foreign currency exchange rate changes,
contributions by the employer, contributions by plan participants, benefits paid, business
combinations, divestitures, and settlements.

c. The funded status of the plans and the amounts recognized in the statement of financial
position, showing separately the assets and liabilities recognized.

d. Information about plan assets:
(N For each major category of plan assets, the percentage of the fair value of total
plan assets held as of the measurement date used for each statement of financial

position presented.

2) A narrative description of investment policies and strategies, including target
allocation percentages or range of percentages for each major category of plan
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assets presented on a weighted-average basis as of the measurement date(s) of the
latest statement of financial position presented, if applicable, and other factors
that are pertinent to an understanding of the policies or strategies such as
investment goals, risk management practices, permitted and prohibited
investments including the use of derivatives, diversification, and the relationship
between plan assets and benefit obligations.

3) A narrative description of the basis used to determine the overall expected long-
term rate-of-return-on-assets assumption, such as the general approach used, the
extent to which the overall rate-of-return-on-assets assumption was based on
historical returns, the extent to which adjustments were made to those historical
returns in order to reflect expectations of future returns, and how those
adjustments were determined.

4) Disclosure of additional asset categories and additional information about
specific assets within a category is encouraged if that information is expected to
be useful in understanding the risks associated with each asset category and the
overall expected long-term rate of return on assets.

For defined benefit pension plans, the accumulated benefit obligation.

The benefits (as of the date of the latest statement of financial position presented)
expected to be paid in each of the next five fiscal years, and in the aggregate for the five
fiscal years thereafter. The expected benefits should be estimated based on the same
assumptions used to measure the company’s benefit obligation at the end of the year and
should include benefits attributable to estimated future employee service.

The employer’s best estimate, as soon as it can reasonably be determined, of
contributions expected to be paid to the plan during the next fiscal year beginning after
the date of the latest statement of financial position presented. Estimated contributions
may be presented in the aggregate combining (1) contributions required by funding
regulations or laws, (2) discretionary contributions, and (3) noncash contributions.

The amount of net periodic benefit cost recognized, showing separately the service cost
component, the interest cost component, the expected return on plan assets for the period,
the gain or loss component, the prior service cost or credit component, the transition asset
or obligation component, and the gain or loss recognized due to settlements or
curtailments.

Separately the net gain or loss and net prior service cost or credit recognized in
unassigned funds (surplus) for the period pursuant to paragraphs 15 and 19 and
reclassification adjustments of unassigned funds (surplus) for the period, as those
amounts, including amortization of the net transition asset or obligation, are recognized
as components of net periodic benefit cost.

The amounts in unassigned funds (surplus) that have not yet been recognized as
components of net periodic benefit cost, showing separately the net gain or loss, net prior
service cost or credit, and net transition asset or obligation.

On a weighted-average basis, the following assumptions used in the accounting for the
plans: assumed discount rates, rates of compensation increase (for pay-related plans), and
expected long-term rates of return on plan assets specifying, in a tabular format, the
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assumptions used to determine the benefit obligation and the assumptions used to
determine net benefit cost.

1. If applicable, the amounts and types of securities of the employer and related parties
included in plan assets, the approximate amount of future annual benefits of plan
participants covered by insurance contracts issued by the employer or related parties, and
any significant transactions between the employer or related parties and the plan during
the period.

m. If applicable, any alternative method used to amortize prior service amounts or net gains
and losses pursuant to paragraphs 16 and 23.

n. If applicable, any substantive commitment, such as past practice or a history of regular
benefit increases, used as the basis for accounting for the benefit obligation.

0. If applicable, the cost of providing special or contractual termination benefits recognized
during the period and a description of the nature of the event.

p. An explanation of any significant change in the benefit obligation or plan assets not
otherwise apparent in the other disclosures required by this Statement.

q. The amounts in unassigned funds (surplus) expected to be recognized as components of
net periodic benefit cost over the fiscal year that follows the most recent annual statement
of financial position presented, showing separately the net gain or loss, net prior service
cost or credit, and net transition asset or obligation.

I. The amount and timing of any plan assets expected to be returned to the employer during
the 12-month period, or operating cycle if longer, that follows the most recent annual
statement of financial position presented.

Disclosures — Employers with Two or More Defined Benefit Plans

64. The disclosures required by this Statement shall be aggregated for all of an employer’s defined
benefit pension plans and for all of an employer’s other defined benefit postretirement plans unless
disaggregating in groups is considered to provide useful information or is otherwise required by this
paragraph and paragraph 65. Disclosures shall be as of the date of each statement of financial position
presented. Disclosures about pension plans with assets in excess of the accumulated benefit obligation
generally may be aggregated with disclosures about pension plans with accumulated benefit obligations in
excess of assets. The same aggregation is permitted for other postretirement benefit plans. If aggregate
disclosures are presented, an employer shall disclose:

a. The aggregate benefit obligation and aggregate fair value of plan assets for plans with
benefit obligations in excess of plan assets as of the measurement date of each statement
of financial position presented.

b. The aggregate pension accumulated benefit obligation and aggregate fair value of plan
assets for pension plans with accumulated benefit obligations in excess of plan assets.

65. A U.S. reporting entity may combine disclosures about pension plans or other postretirement
benefit plans outside the United States with those for U.S. plans unless the benefit obligations of the plans
outside the United States are significant relative to the total benefit obligation and those plans use
significantly different assumptions.
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Interim Financial Disclosures —Defined Benefit Plans

66. The following shall be disclosed within interim financial statements that include a statement of
income:

a. The amount of net periodic benefit cost recognized, for each period for which a statement
of income is presented, showing separately the service cost component, the interest cost
component, the expected return on plan assets for the period, the gain or loss component,
the amount prior service cost or credit component, the transition asset or obligation
component, and the gain or loss recognized due to a settlement or curtailment.

b. The total amount of the employer’s contributions paid, and expected to be paid, during
the current fiscal year, if significantly different from amounts previously disclosed
pursuant to paragraph 63g. Estimated contributions may be presented in the aggregate
combining (1) contributions required by funding regulations or laws, (2) discretionary
contributions, and (3) noncash contributions

Defined Contribution Plans

67. A defined contribution pension plan is a plan that provides pension benefits in return for services
rendered, provides an individual account for each participant, and has terms that specify how
contributions to the individual's account are to be determined rather than the amount of pension benefits
the individual is to receive. Under a defined contribution plan, the pension benefits a participant will
receive depend only on the amount contributed to the participant's account, the returns earned on
investments of those contributions, and forfeitures of other participants' benefits that may be allocated to
the participant's account.

68. To the extent that a plan's defined contributions to an individual's account are to be made for
periods in which that individual renders services, the net pension cost for a period shall be the
contribution called for in that period. If a plan calls for contributions for periods after an individual retires
or terminates, the estimated cost shall be accrued during the employee's service period.

69. A pension plan having characteristics of both a defined benefit plan and a defined contribution
plan requires careful analysis. If the substance of the plan is to provide a defined benefit, as may be the
case with some "target benefit" plans, the accounting requirements shall be determined in accordance with
the provisions applicable to a defined benefit plan and the disclosure requirements within paragraph 63
shall be followed.

Disclosures - Defined Contribution Plans

70. An employer shall disclose the amount of cost recognized for defined contribution pension plans
and for other defined contribution postretirement benefit plans for all periods presented separately from
the amount of cost recognized for defined benefit plans. The disclosures shall include a description of the
nature and effect of any significant changes during the period affecting comparability, such as a change in
the rate of employer contributions, a business combination, or a divestiture.

Multiemployer Plans

71. A multiemployer plan is a pension plan to which two or more unrelated employers contribute,
usually pursuant to one or more collective-bargaining agreements. A characteristic of multiemployer
plans is that assets contributed by one participating employer may be used to provide benefits to
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employees of other participating employers since assets contributed by an employer are not segregated in
a separate account or restricted to provide benefits only to employees of that employer.

72. A reporting entity participating in a multiemployer plan shall recognize as net pension cost the
required contribution for the period and shall recognize as a liability any contributions due and unpaid.

73. In some situations, withdrawal from a multiemployer plan may result in a reporting entity having
an obligation to the plan for a portion of its unfunded benefit obligations. If withdrawal under
circumstances that would give rise to an obligation is either probable or reasonably possible, the
provisions of SSAP No. 5—Liabilities, Contingencies and Impairment of Assets (SSAP No. 5) shall apply.

Disclosures - Multiemployers Plans

74. A reporting entity shall disclose the amount of contributions to multiemployer plans for each
annual period for which a statement of income is presented. A reporting entity may disclose total
contributions to multiemployer plans without disaggregating the amounts attributable to pension plans
and other postretirement benefit plans. The disclosures shall include a description of the nature and effect
of any changes affecting comparability, such as a change in the rate of employer contributions, a business
combination, or a divestiture.

75. In some situations, withdrawal from a multiemployer plan may result in a reporting entity having
an obligation to the plan for a portion of the unfunded benefit obligation of the pension plans and other
postretirement benefit plans. If withdrawal under circumstances that would give rise to an obligation is
either probable or reasonably possible, the provisions of SSAP No. 5 shall apply. If it is either probable or
reasonably possible that (a) an employer would withdraw from the plan under circumstances that would
give rise to an obligation or (b) an employer's contribution to the fund would be increased during the
remainder of the contract period to make up a shortfall in the funds necessary to maintain the negotiated
level of benefit coverage (a "maintenance of benefits" clause), the employer shall apply the provisions of
SSAP No. 5.

Multiple Employer Plans

76. Some pension plans to which two or more unrelated employers contribute are not multiemployer
plans. Rather, they are in substance aggregations of single-employer plans combined to allow
participating employers to pool their assets for investment purposes and to reduce the costs of plan
administration. Those plans ordinarily do not involve collective-bargaining agreements. They may also
have features that allow participating employers to have different benefit formulas, with the employer's
contributions to the plan based on the benefit formula selected by the employer. Such plans shall be
considered single-employer plans rather than multiemployer plans, and each reporting entity’s accounting
shall be based on its respective interest in the plan.

Non-U.S. Pension Plans

77. Except for its effective date, this Statement includes no special provisions applicable to pension
arrangements outside the United States. To the extent that those arrangements are in substance similar to
pension plans in the United States, they are subject to the provisions of this Statement. The substance of
an arrangement is determined by the nature of the obligation and by the terms or conditions that define
the amount of benefits to be paid, not by whether (or how) a plan is funded, whether benefits are payable
at intervals or as a single amount, or whether the benefits are required by law or custom or are provided
under a plan the employer has elected to sponsor.

78. It is customary or required in some countries to provide benefits in the event of a voluntary or
involuntary severance of employment (also called termination indemnities). If such an arrangement is in

© 2009 National Association of Insurance Commissioners  100-17



Attachment 2
SSAP No. 100 Statement of Statutory Accounting Principles

substance a pension plan (for example, if the benefits are paid for virtually all terminations), it is subject
to the provisions of this Statement.

Business Combinations

79. When an employer is acquired in a business combination and that employer sponsors a single-
employer defined benefit pension plan, the assignment of the purchase price to individual assets acquired
and liabilities assumed shall include a liability for the projected benefit obligation in excess of plan assets
or an asset for plan assets in excess of the projected benefit obligation, thereby eliminating any previously
existing net gain or loss, prior service cost or credit, or transition asset or obligation recognized in
unassigned funds (surplus). If it is expected that the plan will be terminated or curtailed, the effects of
those actions shall be considered in measuring the projected benefit obligation.

Consolidated/Holding Company Plans

80. The employees of many reporting entities are members of a plan sponsored by a parent company
or holding company. A reporting entity who participates in these plans and is not directly liable for
obligations under the plan shall recognize pension expense equal to its allocation from the holding
company or parent company of the required contribution to the plan for the period. A liability shall be
established for any such contributions due and unpaid. Furthermore, the reporting entity shall disclose in
the notes to the financial statements that its employees participate in a plan sponsored by the holding
company for which the reporting entity has no legal obligation. The amount of expense incurred and the
allocation methodology utilized by the provider of such benefits shall also be disclosed. If the reporting
entity is directly liable for obligations under the plan, then the requirements outlined above in paragraphs
1 to 79 and 82 to 89 of this statement shall be applied.

Relevant Literature

81. This Statement adopts with modification paragraphs 1-7 and 16-17 as well as Appendix C —
Amendments to Statements 87 and 88 and Appendix E — Amendments to Statement 132(R) of FASB
Statement No. 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans,
an amendment of FASB Statements No. 87, 88, 106 and 132(R) (FAS 158). Paragraphs 8-10 providing
specific guidance for not-for-profit organizations is rejected. Paragraphs 11-15 regarding the effective
dates for FAS 158 is rejected and paragraph 19 providing an alternative method for remeasuring plan
assets and benefits obligations as of the fiscal year the measurement date provisions are applied is also
rejected. Appendix D — Amendments to Statement 106 has not been incorporated within this statutory
statement as it will be considered in accordance with revisions to SSAP No. 14—Postretirement Benefits
Other Than Pensions (SSAP No. 14). Disclosures included within FAS 132 (R), as amended by FAS 158,
pertaining to health care (paragraphs 5.1 and 5.m) have been rejected for inclusion within this standard,
but will also be considered in accordance with revisions to SSAP No. 14. The following modifications
from the adopted paragraphs of FAS 158 have been incorporated within this standard:

a. All references to ‘other comprehensive income’ or ‘accumulated other comprehensive
income’ within FAS 158 have been revised to reflect unassigned funds (surplus).

b. Any prepaid asset resulting from the excess of the fair value of plan assets over the
projected benefit obligation shall be nonadmitted. Furthermore, any asset recognized
from the cost of a ‘participation right’ of an annuity contract per paragraph 49 shall also
be nonadmitted.
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c. Provisions within paragraph 30 of FAS 87, as amended by FAS 158, permitting a market-
related value of plan assets have been eliminated with only the fair value measurement
method for plan assets being retained.

d. The reduced disclosure requirements for nonpublic entities described in paragraph 8 of
FAS 132(R), as amended by FAS 158, are rejected. All reporting entities shall follow the
disclosure requirements included in paragraph 5 of FAS 132(R).

e. Clarification has been included within this standard to ensure both vested and nonvested
employees are included within the recognition of net periodic pension cost and in the
pension benefit obligation. Although this is consistent with GAAP, this is a change from
previous statutory accounting. As nonvested employees were excluded from statutory
accounting under SSAP No. 89, guidance has been included to indicate that the
unrecognized prior service cost attributed to nonvested individuals is not required to be
included in net periodic pension cost entirely in the year this standard is adopted. The
unrecognized prior service cost for nonvested employees shall be amortized as a
component of net periodic pension cost by assigning an equal amount to each expected
future period of service for each nonvested employee active at the date of the amendment.
Unassigned funds (surplus) is then adjusted each period as prior service cost is amortized.

f. Conclusion of Interpretation 04-12 indicating that ‘cash balance’ plans are considered
defined benefit plans has been incorporated within paragraph 3 of this Statement.

g. Conclusion of Interpretation 99-26 prohibiting the offset of defined benefit liabilities of
one plan with prepaid assets of another plan has been incorporated within paragraph 26
of this Statement.

h. Transition under FAS 158 is different from this Statement. FAS 158 requires entities with
publicly traded equity securities to initially apply the requirement to recognize the funded
status of a benefit plan; the gains/losses, prior service costs/credits and transition
obligations/assets that have not yet been included in net periodic benefit cost; and the
disclosure requirements as of the end of the fiscal year ending after December 15, 2006.
Transition guidelines for statutory accounting are defined in paragraphs 82 to 89.

1. FAS 158 provided two approaches for an employer to transition to a fiscal year-end
measurement date. For purposes of statutory accounting, the second approach permitting
reporting entities to use earlier measurements determined for year-end reporting as of the
fiscal year immediately preceding the year that the measurement date provisions was
rejected. For consistency purposes, all reporting entities shall follow the first approach
and remeasure plan assets and benefit obligations as of the beginning of the fiscal year
that the measurement date provisions are applied.

Effective Date and Transition

82. Reporting entities are required to disclose the projected benefit obligation and the fair value of
plan assets for defined benefit pension plans in the first reporting period (annual or quarter reporting)
after adoption of this standard. During that same reporting period, the reporting entity shall also disclose
the gains/losses, prior service costs or credits, and transition assets or obligations that have not previously
been reflected in net periodic benefit cost.

83. Application of this statement shall begin with fiscal years ending as of December 31, 2011
(transition date). Any unfunded defined benefit pension amounts, as determined when the projected
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benefit obligation exceeds the fair value of plan assets, is a liability under SSAP No. 5 and shall be
reported in the statutory financial statements as of December 31, 2011 with a corresponding entry to
unassigned funds (surplus). If the fair value of plan assets exceeds the projected benefit obligation, the
asset shall be considered a nonadmitted asset. (In situations in which plan assets exceed the projected
benefit obligation, the transition guidance in paragraph 85 would only be applicable for gains or losses,
prior service costs or credits and transition assets or obligations not previously reflected in net periodic
benefit costs as detailed in paragraph 84.)

84. Gains or losses, prior service costs or credits, and transition assets or obligations that have not yet
been included in net periodic benefit cost as of the end of the fiscal year in which this statement is
initially applied shall be recognized as components of the ending balance of unassigned funds (surplus),
net of tax, as of December 31, 2011.

85. Due to the potential impact to surplus as a result of immediately applying the accounting
guidance in paragraphs 83 and 84, reporting entities may adhere to the following transition allowance to
report the surplus impact:

a. Reporting entities for which the surplus impact from applying paragraphs 83 and 84, on
an individual plan basis, is less than 1% of surplus must recognize the full surplus impact,
including a liability that equals the full unfunded projected benefit obligation (difference
between the projected benefit obligations and fair value of plan assets), for the financial
statement reporting year ending December 31, 2011.

b. Reporting entities for which the surplus impact from applying paragraphs 83 and 84, on
an individual plan basis, exceeds 1% of surplus may elect to defer recognition of the full
surplus impact for a period not to exceed ten years. Reporting entities must initially
recognize a minimum of 10% of the surplus impact for the financial statement reporting
year ending December 31, 2011. The reporting entity may then systematically recognize,
with a minimum of 10% reported each year, the remaining surplus impact initially
calculated as a result of applying this Statement over the next nine years. The delayed
recognition of the surplus impact derived from application of this Statement shall not
include additional liability calculated from subsequent comparison of the fair value of
assets to the projected benefit obligation, the impact of subsequent plan amendments, or
other such factors not existing at the transition date. (Investment performance will impact
the unfunded liability, thus, accrued benefit cost may or may not exceed the unfunded
benefit obligation. At the measurement date, the company is required to determine the
full surplus impact (liability from the excess of projected benefit obligation over plan
assets and unrecognized net periodic pension costs) and apply this transition guidance.)

= Example A - If at initial recognition as of December 31, 2011, a reporting entity
identified a $2,000,000 liability for the unfunded portion of the projected benefit
obligation, and unrecognized net periodic benefits costs of $500,000 (total
$2,500,000 — 2.5% of surplus), the reporting entity must recognize a surplus impact
of at least $250,000 (10% of $500,000) within the balance sheet as of December 31,
2011. (This recognition must reflect the proportionate allocation of the unfunded
liability and the unrecognized net periodic benefits costs. Thus, in this example, the
unfunded liability would represent $200,000 of the surplus impact.) If on December
31, 2012, it was noted that the variance between the fair value of plan assets and the
projected benefit obligation had increased to $3,300,000, the reporting entity must
recognize at least $250,000 for the initial surplus impact as well as $1,300,000 for the
additional unfunded liability calculated for the December 31, 2011 reporting year.
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In situations in which an increase in the fair value of plan assets decreases the unfunded
liability, the reporting entity must continue to report a minimum of 10% of the initial surplus
impact each year until fully recognized.

= Example B - Using the example above, if on December 31, 2012, it was noted that
the variance between the fair value of assets and liabilities had decreased to
$1,500,000, (essentially a gain of $500,000 due to an increase in the asset fair value),
the entity shall recognize a minimum $250,000 surplus impact in accordance with the
10% recognition schedule established as of December 31, 2011. As a result of this
gain, the surplus impact recognition will be completed within eight years, instead of
ten.

Reporting entities applying the transition guidance in paragraph 85b must disclose the full
surplus impact, separately identifying the unfunded liability and the previously unrecognized
net periodic pension costs, for the year-ended December 31, 2011 and each year thereafter
until fully reported. (Drafting Note — It is proposed that the full surplus impact be reflected in
the RBC calculation for the December 31, 2011 reporting year and each subsequent year the
liability is not fully reflected within the financial statements. Upon adoption of this revised
SSAP, a referral will be provided to the RBC Working Group to address this issue.)

86. The requirement to measure plan assets and benefit obligations as of the date of the reporting
entity’s financial statement year-end is effective for financial statement years ending after December 15,
2011.

87. In order to transition to a fiscal year-end measurement date, the reporting entity shall remeasure

plan assets and benefit obligations as of the beginning of the fiscal year that the measurement date
provisions are applied. The reporting entity shall use those new measurements to determine the effects of
the measurement date change as of the beginning of the fiscal year that the measurement date provisions
are applied.

88. The reporting entity shall measure plan assets and benefit obligations as of the beginning of the
fiscal year that the measurement date provisions are applied. This would result with the following:

a. Net periodic benefit cost for the period between the measurement date that is used for the
immediately preceding fiscal year-end and the beginning of the fiscal year that the
measurement date provisions are applied, exclusive of any curtailment or settlement gain
or loss, shall be recognized, net of tax, as a separate adjustment of the opening balance
unassigned funds (surplus). That is, the pretax amount recognized as an adjustment to
unassigned funds (surplus) is the net periodic benefit cost that without a change in
measurement date otherwise would have been recognized on a delayed basis during the
first interim period for the fiscal year that the measurement date provisions are applied.

b. Any gain or loss arising from a curtailment or settlement between the measurement date
that is used for the immediately preceding fiscal year-end and the beginning of the fiscal
year that the measurement date provisions are applied shall be recognized in earnings in
that period and not as an adjustment to unassigned funds (surplus). This provision
prohibits a reporting entity from early application of the measurement date provisions
when the reporting entity has issued financial statements for the prior year without
recognition of such a settlement or curtailment.

c. Other changes in the fair value of plan assets and the benefit obligations (for example,
gains or losses) for the period between the measurement date that is used for the
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immediately preceding fiscal year-end and the beginning of the fiscal year that the
measurement date provisions are applied shall be recognized, net of tax, as a separate
adjustment of the opening balance of unassigned funds (surplus) for the fiscal year that
the measurement date provisions are applied.

89. Earlier application of the recognition or measurement date provisions is encouraged, however,
early applications must be for all of the reporting entity’s benefit plans. Retrospective application is not

permitted.
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EXHIBIT A - IMPLEMENTATION GUIDE

This Exhibit is included to assist in the implementation of Statement No. 100. These illustrations adopt
FASB Statement No. 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement
Plans, an amendment of FASB Statements No. 87, 88, 106 and 132(R) Example 1—Application of the
Recognition Provisions of this Statement illustrated in paragraphs A.2—A.11 and Example 2(a)—Change
in the Measurement Date and Plan Settlement illustrated in paragraphs A.11-A.22 with modification to
reflect unassigned funds (surplus) utilized in statutory accounting principles instead of other
comprehensive income utilized in generally accepted accounting principles.

Example 1 — Application of the Recognition Provisions

1. Adjustments prior to the application of the SAP - This portion of the example reflects adjustments
prior to the application of this SAP, so that gains or losses, prior service costs or credits, and the transition
asset or obligation that have not yet been included in the net periodic cost are recognized as a component
of the ending balance of unassigned funds (surplus), net of tax.

For this aspect, it is assumed that the reporting entity did not have any additional minimum liability.
Additionally, the reporting entity is not required to amortize the cumulative net loss because it is less than
10% of the greater of the projected benefit obligation. Under the prior provisions of SSAP No. 89, the
reporting entity had a recognized liability of $45,000 for the amount that past net periodic pension costs
exceeded past contributions to the plan.

(For this example, application of the statement will occur as of December 31, 2011)

12/31/10 12/31/11
Projected Benefit Obligation $(2,525) $(2,700)
Plan Assets at Fair Value 1,625 1,700
Funded Status $(900) $(1,000)

Items not yet recognized as a component of net periodic pension cost:

Transition Obligation $240 $200
Prior Service Cost 375 350
Net Loss M ﬂ
Funded Status $855' $810

At December 31, 2010, the reporting entity recognizes a liability for the underfunded status of its defined
benefit pension plan and adjusts unassigned funds (surplus), net of tax, for the transition obligation, prior
service cost and net loss that have not been recognized as a component of net periodic pension cost with
the following journal entry. (For examples, tax impact is 40%):

Unassigned Funds (Surplus) 513
Deferred Tax Asset 342
Liability for Pension Benefits 855

This entry reflects the following:

a. Debit to unassigned surplus for $855" for the 12/31/10 net periodic cost not yet recognized.
(This, coupled with the $45 previously recognized, results with a liability for pension benefits
of $900, the difference between the projected benefit obligation and the fair value of plan
assets.)
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b. Debit to deferred tax asset of $342 (40% of $855') for the temporary pension difference
created through the recognition of the 12/31/08 net periodic pension cost.

c. Credit to unassigned funds for $342 for the allocation of the income tax benefit from the
temporary difference.

d. Credit to liability for pension funds of $855' for the net periodic cost not yet recognized.
2. Application of this Statement - This portion of the example reflects the application of this Statement
including:

a. Adjusting unassigned funds (surplus), net of tax, to recognize the amortization of the transition
obligation in net periodic pension cost.

b. Adjusting unassigned funds (surplus), net of tax, to recognize the amortization of prior service
cost in net periodic pension cost.

c. Recognizing a pension liability for the additional net loss arising during the year, and a
corresponding decrease in unassigned funds (surplus), net of tax.

d. Recognizing a pension liability and net periodic pension cost, net of tax for the service cost,
interest cost, and expected return on plan assets.

Components of net periodic pension cost for the year ended December 31, 2011 include:

Service Cost $120°
Interest Cost 95°
Expected Return on Plan Assets 80)°
Amortization of Prior Service Cost 257
Amortization of the Transition Obligation 40"
Amortization of net gain or loss 0

Net Periodic Pension Cost 200

For the year ended December 31, 2011, the following journal entry reflects the consideration of service
cost, interest cost expected return on plan assets, amortization of prior service cost, and amortization of
the net transition obligation:

a. Net Periodic Pension Cost 40'
Net Income (deferred tax benefit) 16
Unassigned Funds (Surplus) 24

To recognize the net periodic pension cost, tax benefit impact to net income, and unassigned
funds as a result of the amortization of the transition obligation.

2

b. Net Periodic Pension Cost 25
Net Income (deferred tax benefit) 10
Unassigned Funds (Surplus) 15

To recognize the net periodic pension cost, tax benefit impact to net income, and unassigned
funds as a result of the amortization of the prior service cost.
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c. Net Periodic Pension Cost 135°
Deferred Tax Asset 54
Net Income (deferred tax benefit) 54
Unassigned Funds (Surplus) 135

To recognize a pension liability and net periodic pension cost, net of tax, for the service cost of
$120, interest cost of $95, and the expected return on plan assets ($80).

d. Unassigned Funds (Surplus) 12
Deferred Tax Asset 8
Liability for Pension Benefits 20

To recognize a pension liability for the additional net loss arising during the year and a
corresponding decrease to unassigned funds, net of tax. (This is the increase in net from $240° to
$260° illustrated in the above facts.)

Example 2 — Changes in the Measurement Date and Plan Settlement

1. In accordance with FAS 158, Company B is changing the measurement date for its defined benefit
pension plan from September 30 to December 31 for its December 31, 2013 financial statements. In
accordance with the modifications to FAS 158, statutory accounting principles requires that change to be
implemented by remeasuring plan assets and obligations as of December 31, 2012. Company B has a plan
settlement on November 30, 2012 and remeasures its plan assets and benefit obligations as of November
30, 2012, resulting in a settlement loss before taxes of $60,000°, which is a portion of the net loss in
unassigned funds (surplus). However, the effects of remeasuring plan assets and obligations as of
November 30, 2012, on the funded status reported in Company B’s statement of financial position are not
recognized until the following fiscal year because the change in measurement date has not been adopted
at November 30, 2012. In recognizing the effects of the plan settlement and change in measurement date:

a. Recognize the settlement loss in net income in the fourth quarter of 2012 and a corresponding
decrease in the cumulative net loss in unassigned funds (surplus).

b. Recognize the net periodic pension cost incurred from October 1, 2012 to December 31 2012, net of
tax, as an adjustment to beginning retained earnings and beginning unassigned funds (surplus) for
2013.

c. Recognize any gains or losses arising during the period from October 1, 2012 to December 31, 2012
net of tax, as an adjustment to unassigned funds (surplus) for 2013.

d. Recognize corresponding changes in pension liability and deferred tax amounts for the above items.

The funded status of Company B’s Plan assets as of September 30, 2012, November 30, 2012, December
31, 2012 and December 31, 2013, and amounts included in unassigned funds (surplus) to be recognized as
a component of net periodic pension cost are shown below. Company B has no remaining transition asset
or obligation. Company B is not required to amortize the cumulative net loss because it is less than 10%
of the greater of the fair value of plan assets or the projected benefit obligation for all years presented.
The applicable tax rate for 2012 and 2013 is 40%.
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9/30/12  11/30/12  12/31/12  12/31/12

Projected Benefit Obligation (3,660) (3,200) (3,210) (3,700)
Plan Asset — Fair Value 2,600 2,200 2,225 2,200
Funded Status (1,060) (1,000) (985) (1,500)
Items not yet recognized as a

component of net periodic cost: 380 360 350 230
Prior Service Cost 265° 220 315* 365
Net Loss 645 580 665 595

Based on actuarial valuations performed as of September 30, 2012, and November 30, 2012, the reporting
entity determines its net periodic pension cost for the two-month period from October 1, 2012 to
November 30, 2012, and for the one-month period from December 1, 2012 to December 31, 2012 as

follows:
Net Periodic Pension Cost 2 Months 1 Month Total
Service Cost 25 15 40
Interest Cost 30 15 45
Expected Return on Plan Assets (30) (15) (45)
Total Service cost, interest cost, and
expected return on plan assets 25 15 40’
Amortization of prior service cost 20 10 30°
Amortization of net loss 0 0 0
Total Amortization 20 10 30
Net Periodic Benefit Cost 45 25 70"
a. In the fourth quarter of 2012, the reporting entity makes the following journal entry to recognize

the $60,000° settlement loss: (40% tax rate - $24,000)

Net Periodic Pension Cost (settlement loss) 60
Deferred Tax Asset 24
Net Income (deferred tax benefit) 24
Unassigned Funds (Surplus) 60
b. In 2013, the reporting entity makes the following net journal entry to apply the measurement date

provisions and adjust the beginning balances of unassigned funds (surplus), pension liability and
deferred tax accounts for the amortization of prior service cost and the service cost, interest cost,
and expected return on plan assets.

Unassigned Funds (Surplus) 24
Deferred Tax Asset 16
Liability for Pension Benefits 40

This journal entry reflects the following considerations:
=  Debit to unassigned funds (surplus) for the $70" net periodic benefit cost

»  Debit to deferred tax asset for $16 calculated as 40% of the $40° total service cost, interest
cost, and expected return on plan assets
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= Debit to unassigned funds (surplus) for $12 for the tax impact calculated as 40% of the $30°
amortization of the prior service cost

= Credit to Unassigned funds (surplus) for $28 for the tax impact calculated as 40% of the $70'
net periodic benefit cost

= Credit to Unassigned funds (surplus) for $30° for the amortization of the prior service cost.

= Credit to liability for pension benefits for the $40” total service cost, interest cost, and
expected return on plan assets

C. The following entry adjusts the beginning balances of unassigned funds (surplus), pension
liability and deferred tax accounts for the net loss arising during the period. (Net loss is calculated
as follows: Net loss at 12/31/12 of $315%, less net loss at 9/30/12 of $265°, plus settlement loss of

$60° to equal $110.)
Unassigned Funds (Surplus) 66
Deferred Tax Asset 44
Liability for Pension Benefits 110
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Issue: FSP FAS 117-1: Endowments of Not-for-Profit Organizations: Net Asset Classification of
Funds Subject to an Enacted Version of the Uniform Prudent Management of Institutional Funds

Act, and Enhanced Disclosures for All Endowment Funds

Check (applicable entity):

P/C Life Health
Modification of existing SSAP X X X
New Issue or SSAP ] [] []

Description of Issue:

FASB Staff Position FAS 117-1: Endowments of Not-for-Profit Organizations: Net Asset Classification of
Funds Subject to an Enacted Version of the Uniform Prudent Management of Institutional Funds Act, and
Enhanced Disclosures for All Endowment Funds (FSP FAS 117-1), issued in August 2008, provides
guidance on the net asset classification of donor-restricted endowment funds for a not-for-profit
organization that is subject to an enacted version of the Uniform Prudent Management of Institutional
Funds Act of 2006 (UPMIFA). FSP FAS 117-1 also improves disclosures about an organization’s
endowment funds (both donor-restricted endowment funds and board-designated endowment funds)
whether or not the organization is subject to UPMIFA.

Key items included within FSP FAS 117-1:

e A not-for-profit organization that is subject to an enacted version of UPMIFA shall classify a
portion of a donor-restricted endowment fund of perpetual duration as permanently restricted net
assets.

e For each donor-restricted endowment fund for which the restricted described in subsection 4(a) of
UPMIFA is applicable, a not-for-profit organization shall classify the portion of the fund that is
not classified as permanently restricted net assets as temporarily restricted assets (time restricted)
until appropriated for expenditure by the organization.

e A not-for-profit organization, whether or not it is subject to an enacted version of UPMIFA, shall
disclose information to enable users of financial statements to understand the net asset
classification, net asset composition, changes in net asset composition, spending policies, and
related investment policies of its endowment funds (both donor-restricted and board-designated).

Existing Authoritative Literature:

Issue Paper No. 99—Nonapplicable GAAP Pronouncements (Issue Paper No. 99) — FAS 117, Statements
of Not-for-Financial Profit Organizations (FAS 117) was previously concluded as not applicable for
statutory accounting.

SSAP No. 67—Other Liabilities (SSAP No. 67) — FASB Statement 116, Accounting for Contributions
Received and Contribution Made (FAS 116) was adopted in SSAP No. 67. Consistent with FAS 116, FSP
FAS 117-1 requires that amounts classified as permanently restricted shall be the amount of the fund (a)
that must be retained permanently in accordance with explicit donor stipulations, or (b) that in the absence
of such stipulations, the organization’s governing board determines must be retained (preserved)
permanently consistent with the relevant law.
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FASB Statement 124, Accounting for Certain Investments Held by Not-for-Profit Organizations (FAS
124) — This statement was previously concluded as not applicable for statutory accounting. FSP FAS 117-
1 provides guidance, consistent with FAS 124, that the portion of a donor-restricted endowment that is
classified as permanently restricted net assets is not reduced by losses on the investments on the fund,
except to the extent required by the donor, including losses related to specific investments that the donor
requires the organization to hold in perpetuity.

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

Staff Recommendation:

In accordance with the previous Statutory Accounting Principles Working Group decision to reject FAS
117 as not applicable to statutory accounting, NAIC staff recommends that the Working Group move
FSP FAS 117-1 to the Nonsubstantive Active Listing and expose nonsubstantive revisions to Issue
Paper No. 99 rejecting FSP FAS 117-1 for statutory accounting. Although guidance for contributions
has been adopted within SSAP No. 67, it is presumed that insurers would not predominantly be
considered not-for-profit organizations subject to the Uniform Prudent Management of Institutional Funds
Act of 2006.

Staff Review Completed by:
Julie Gann
February 2009

Status:

On March 15, 2009, the Statutory Accounting Principles Working Group moved this item to the
Nonsubstantive Active Listing exposed nonsubstantive revisions to Issue Paper No. 99—Nonapplicable
GAAP Pronouncements (Issue Paper No. 99) rejecting FSP FAS 117-1 as not applicable for statutory
accounting.

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Hearing\H03 - 09-01 - FSP FAS 117-1.doc
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Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue: FSP FAS 140-3: Accounting for Transfers of Financial Assets and Repurchase Financing
Transactions

Check (applicable entity):

P/C Life Health
Modification of existing SSAP X X X
New Issue or SSAP ] ] []

Description of Issue:

FASB Staff Position FAS 140-3: Accounting for Transfers of Financial Assets and Repurchase Financing
Transactions (FSP FAS 140-3), issued in February 2008, provides guidance on accounting for a transfer
of a financial asset and repurchase financing. FSP FAS 140-3 presumes that an initial transfer of a
financial asset and a repurchase financing are considered part of the same arrangement under FAS 140,
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities (FAS 140).
However, if certain criteria are met, the initial transfer and repurchase financing shall not be evaluated as
a linked transaction and shall be evaluated separately under FAS 140. (This FSP was issued as in current
practice many constituents believed that it was appropriate to separately account for a transfer of a
financial asset and a repurchase financing.)

FSP FAS 140-3 applies to repurchase financing, which is a repurchase agreement that relates to a
previously transferred financial asset between the same counterparties that it entered into
contemporaneously with, or in contemplation of, the initial transfer. A repurchase financing involves the
transfer of a previously transferred financial asset back to the initial transferor as collateral for a financing
between the initial transferee (the borrower) and the initial transferor (the lender). A repurchase financing
also typically involves the initial transferor returning the transferred financial asset (or substantially the
same asset) to the initial transferee when the financing is repaid:

A) Initial Transfer (Transferor provides financial asset to transferee and receives cash)

B) Repurchase Financing (Transferee provides financial asset as collateral to transferor and receives
cash)

C) Settlement (Transferor returns financial asset to transferee and receives cash)

Under FSP FAS 140-3, a transferor and transferee shall not separately account for a transfer of a financial
asset and related repurchase financing unless (a) the two transactions have a valid and distinct business
purpose for being entered into separately and (b) the repurchase financing does not result in the initial
transferor regaining control over the financial asset. If this criteria is not met, the initial transfer and
repurchase financing should be evaluated as a linked transaction. The linked transaction would then be
evaluated to determine whether it meets the requirements for sale accounting under FAS 140. If it does
not meet the criteria for sale accounting, the linked transaction shall be accounted for based on the
economies of the combined transaction, which generally represent a forward contract.

Existing Authoritative Literature:

SSAP No. 91R—Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities (SSAP No. 91R) adopted with modification FAS 140. Pursuant to SSAP No. 91R, the FAS 140
guidance for repurchase agreements was adopted for statutory accounting.
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Information or issues (included in Description of Issue) not previously contemplated by the
SAPWG:
None

Staff Recommendation:

NAIC staff would agree that transfers of financial assets and a repurchase financing agreement that is
entered into contemporaneously with or in contemplation of the initial transfer should be considered
linked, unless specific criteria are met, in determining whether sale accounting is appropriate under SSAP
No. 91R. As such, NAIC staff recommends that the Working Group move FSP FAS 140-3 to the
Nonsubstantive Active Listing and expose nonsubstantive revisions to SSAP No. 91R, paragraph 63,
new guidance for repurchase financing agreements within paragraphs 70-75 (renumbering existing
paragraphs accordingly) and Exhibit B illustrations as follows:

Repurchase Agreements and "Wash Sales™

61. Government securities dealers, banks, other financial institutions, and corporate investors
commonly use repurchase agreements to obtain or use short-term funds. Under those agreements,
the transferor ("repo party") transfers a security to a transferee ("repo counterparty" or "reverse
party") in exchange for cash and concurrently agrees to reacquire that security at a future date for
an amount equal to the cash exchanged plus a stipulated "interest" factor. Repurchase agreements,
reverse repurchase agreements and dollar repurchase agreements meet the definition of assets as
defined in SSAP No. 4 and are admitted assets to the extent they conform to the requirements of
this statement.

62. Repurchase agreements can be affected in a variety of ways. Some repurchase
agreements are similar to securities lending transactions in that the transferee has the right to sell
or repledge the securities to a third party during the term of the repurchase agreement. In other
repurchase agreements, the transferee does not have the right to sell or repledge the securities
during the term of the repurchase agreement. For example, in a tri-party repurchase agreement,
the transferor transfers securities to an independent third-party custodian that holds the securities
during the term of the repurchase agreement. Also, many repurchase agreements are for short
terms, often overnight, or have indefinite terms that allow either party to terminate the
arrangement on short notice. However, other repurchase agreements are for longer terms,
sometimes until the maturity of the transferred asset. Some repurchase agreements call for
repurchase of securities that need not be identical to the securities transferred.

63. If the criteria in paragraph 5 are met, including the criterion in paragraph 5 c. i., the
transferor shall account for the repurchase agreement as a sale of financial assets and a forward
repurchase commitment, and the transferee shall account for the agreement as a purchase of
financial assets and a forward resale commitment. Other transfers that are accompanied by an
agreement to repurchase the transferred assets that shall be accounted for as sales include
transfers with agreements to repurchase at maturity and transfers with repurchase agreements in
which the transferee has not obtained collateral sufficient to fund substantially all of the cost of
purchasing replacement assets._ (Repurchase financing is addressed in paragraphs 69-74.)

64. Furthermore, "wash sales" that previously were not recognized if the same financial asset
was purchased within 30 days before or after the sale shall be accounted for as sales under this
statement. Unless there is a concurrent contract to repurchase or redeem the transferred financial
assets from the transferee, the transferor does not maintain effective control over the transferred
assets.

65. As with securities lending transactions, under many agreements to repurchase
transferred assets before their maturity the transferor maintains effective control over those
assets. Repurchase agreements that do not meet all the criteria in paragraph 5 shall be treated
as secured borrowings. Fixed-coupon and dollar-roll repurchase agreements, and other contracts
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under which the securities to be repurchased need not be the same as the securities sold, qualify
as borrowings if the return of substantially the same (paragraph 38) securities as those
concurrently transferred is assured. Therefore, those transactions shall be accounted for as
secured borrowings by both parties to the transfer.

66. If a transferor has transferred securities to an independent third-party custodian, or to a
transferee, under conditions that preclude the transferee from selling or repledging the assets
during the term of the repurchase agreement (as in most tri-party repurchase agreements), the
transferor has not surrendered control over those assets.

Repurchase Agreements

67. Repurchase agreements are defined as agreements under which a reporting entity
purchases securities and simultaneously agrees to resell the same or substantially the same
securities at a stated price on a specified date. For securities to be substantially the same, the
criteria defined in paragraph 38 must be met, and for mortgage-backed securities excluding
mortgage pass-through securities, the projected cash flows of the securities must be substantially
the same under multiple scenario prepayment assumptions.

68. For repurchase agreements that are accounted for as collateralized lendings in
accordance with paragraph 64 of this statement, the underlying securities shall not be accounted
for as investments owned by the reporting entity. The amount paid for the securities shall be
reported as a short-term investment, and the difference between the amount paid and the amount
at which the securities will be subsequently resold shall be reported as interest income,
calculated on the straight-line method or the scientific interest (constant yield) method, over the
term of the agreement.

69. Reporting entities generally take possession of the underlying collateral under
repurchase agreements and in many cases may obtain additional collateral when the estimated
fair value of such securities falls below their current contract value. However, to the extent that
the current fair value of the collateral is less than the recorded amount, the shortfall shall reduce
the admitted asset value of the repurchase agreement.

Repurchase Financing

70. Repurchase financing is a repurchase agreement that relates to a previously transferred
financial asset between the same counterparties (or affiliates of either counterparty) that is
entered into contemporaneously with, or in contemplation of, the initial transfer.

71. A repurchase financing involves the transfer of a previously transferred financial asset
back to the initial transferor as collateral for a financing between the initial transferee (the
borrower) and the initial transferor (the lendor). A repurchase financing also typically involves the
initial transferor returning the transferred financial asset (or substantially the same asset) to the
initial transferee when the financing is repaid on a state date. A repurchase financing is entered
into_in_contemplation of the initial transfer if both transactions are considered together at the
execution of the initial transfer.

72. When the transferor transfer a financial asset and also enters into a repurchase financing
with the transferee, there are typically three transfers of the financial assets:

a. Initial transfer — An initial transferor transfers a financial asset to an initial transferee.

b. Repurchase financing — The initial transferee (the borrower) transfer the previously
transferred financial asset back to the initial transferor (the lender) as collateral for a
financing between the initial transferor and initial transferee.
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c. Settlement — The initial transferor (the lender) returns the financial asset (or

substantially the same asset) to the initial transferee (the borrower) upon receipt of
payment from the initial transferee.

73. Repurchase financing that is entered into contemporaneously with, or in contemplation
of, an initial transfer of financial asset between the same counterparties (or affiliates of either
counterparty) shall not be separately accounted for as a transfer of a financial asset and a related
repurchase financing unless (a) the two transactions have a valid and distinct business or
economic purpose for being entered into separately and (b) the repurchase financing does not
result in the initial transferor regaining control over the financial asset. Unless the provisions in
paragraphs 73 are met, the initial transfer and repurchase financing shall be evaluated as a linked
transaction. The linked transaction shall be evaluated to determined whether it meets the
requirements for sale accounting per paragraph 5, including paragraph 5.c.i. If the linked
transaction does not meet the requirements for sale accounting, the linked transaction shall be
accounted for based on the economies of the combined transactions, which generally represent a
forward contract. SSAP No. 86——Accounting for Derivative Instruments and Hedging, Income
Generation, and Replication (Synthetic Asset) Transactions shall be used to evaluate whether the
linked transaction should be accounted for as a derivative.

74. An initial transfer of a financial asset and repurchase financing that are entered into
contemporaneously with, or in contemplation of, one another shall be considered linked unless all
of the following criteria are met at the inception of the transaction:

a. The initial transfer and the repurchase financing are not contractually contingent
on _one another. Even if no contractual relationship exists, the pricing and
performance of either the initial transfer or the repurchase financing must not be
dependent on the terms and execution of the other transaction.

b. The repurchase financing provides the initial transferor with recourse to the initial
transferee upon default. That recourse must expose the initial transferor to the
credit risk of the initial transferee, or its affiliates, and not solely to the market risk
of the transferred financial asset. The initial transferee’s agreement to
repurchase the previously transferred financial asset (or substantially the same
asset) for a fixed price and not fair value.

C. The financial asset subject to the initial transfer and repurchase financing is
readily obtainable in the marketplace. In addition, the initial transfer of a financial
asset and the repurchase financing are executed at market rates. This criterion
may not be circumvented by embedding off-market terms in a separate
transaction contemplated with the initial transfer or the repurchase financing.

d. The financial asset and repurchase agreement are not coterminous (the maturity
of the repurchase financing must be before the maturity of the financial asset.)

75. In accordance with paragraph 72, an initial transfer of assets and a repurchase financing
shall not be considered separate transactions unless the provisions of paragraph 73 are met. If
the provisions of paragraph 73 are met, the initial transfer shall be evaluated to determine
whether it meets the requirements for sale accounting without taking into consideration the
repurchase financing. In such situations, the repurchase financing shall then be separately
analyzed as a repurchase agreement.

Reverse Repurchase Agreements

89.76. Reverse repurchase agreements are defined as agreements under which a reporting
entity sells securities and simultaneously agrees to repurchase the same or substantially the
same securities at a stated price on a specified date. For securities to be substantially the same,
the criteria defined in paragraph 38 must be met, and for mortgage-backed securities excluding
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mortgage pass-through securities, the projected cash flows of the securities must be substantially
the same under multiple scenario prepayment assumptions.

#0-77. For reverse repurchase agreements that are accounted for as collateralized borrowings
in accordance with paragraph 64 of this statement, the underlying securities shall continue to be
accounted for as an investment by the reporting entity. The proceeds from the sale of the
securities shall be recorded as a liability, and the difference between the proceeds and the
amount at which the securities will be subsequently reacquired shall be reported as interest
expense, calculated on the straight-line method or the scientific interest (constant yield) method,
over the term of the agreement.

Collateral Requirements

#1-78. The collateral requirements for repurchase and reverse repurchase agreements are as
follows:
Repurchase Transaction

a. The reporting entity shall receive as collateral transferred securities having a fair
value at least equal to 102 percent of the purchase price paid by the reporting
entity for the securities. If at anytime the fair value of the collateral is less than
100 percent of the purchase price paid by the reporting entity, the counterparty
shall be obligated to provide additional collateral, the fair value of which, together
with fair value of all collateral then held in connection with the transaction, at
least equals 102 percent of the purchase price.

Reverse Repurchase Transaction

b. The reporting entity shall receive collateral having a fair value as of the
transaction date at least equal to 95 percent of the fair value of the securities
transferred by the reporting entity in the transaction as of that date. If at anytime
the fair value of the collateral is less than 95 percent of the fair value of the
securities so transferred, the counterparty shall be obligated to deliver additional
collateral, the fair value of which, together with the fair value of all collateral then
held in connection with the transaction, at least equals 95 percent of the fair
value of the transferred securities.

Dollar Repurchase Agreements

#2-79. Dollar repurchase and dollar reverse repurchase agreements are defined as repurchase
and reverse repurchase agreements involving debt instruments that are pay-through securities
collateralized with Government National Mortgage Association (GNMA), Federal Home Loan
Mortgage Corporation (FHLMC) and Federal National Mortgage Association (FNMA) collateral,
and pass-through certificates sponsored by GNMA, mortgage participation certificates issued by
the FHLMC or similar securities issued by the FNMA. Dollar repurchase agreements are also
commonly referred to as dollar roll transactions. To meet the definition of dollar repurchase and
dollar reverse repurchase agreements, the securities underlying the agreements must meet the
criteria defined in paragraph 38, and for mortgage-backed securities excluding mortgage pass-
through securities, the projected cash flows of the securities must be substantially the same
under multiple scenario prepayment assumptions.

£3-80. For the seller in a dollar reverse repurchase agreement accounted for as collateralized
borrowing in accordance with paragraph 64 of this statement, a liability is recorded for the amount
of proceeds of the sale and the sold mortgage-backed securities are not removed from the
accounting records. During the period of the agreement, interest income is recorded as if the
mortgage-backed security had been held during the term of the agreement. This is offset by an
equal amount of interest expense related to the proceeds received from the sale. Additional
interest expense is recorded representing the difference between the sales price and the
repurchase price of the mortgage-backed securities sold.
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#4-81. When the mortgage-backed securities are repurchased under the agreement, the original
mortgage-backed securities sold are removed from the accounting records and the purchased
mortgage-backed securities are recorded. The principal amount of the mortgage-backed
securities repurchased must be in good delivery form consistent with paragraph 38.

£5:82. If the principal amount repurchased is greater than the amount sold, the cash paid is
recorded as an additional investment in the newly acquired certificates. If the principal amount
repurchased is less than the amount sold, a gain or loss relating to the original certificates held is
recorded.

#6-83. For the purchaser in a dollar repurchase agreement accounted for as collateralized
lending in accordance with paragraph 65 of this statement, an asset is recorded for the amount of
the purchase. Upon completion of the reverse repurchase agreement, cash is received in
exchange for a “substantially the same” security. The difference between the purchase and
reselling price represents interest income for the lending of short-term funds.

Separate Transactions

££84. Agreements to repurchase and resell securities that do not meet the definitions in
paragraphs 58 and 64 of this statement shall be accounted for as two separate transactions, that
is, as a sale and purchase or as a purchase and sale, in accordance with the relevant statutory
accounting guidance. For example, sales of bonds would result in recognition of realized gains or
losses.

| Staff also recommends incorporating the FSP FAS 140-3 illustration within the SSAP No. 91R Exhibit B
lllustrations:

ILLUSTRATION OF AN INITIAL TRANSFER AND A REPURCHASE FINANCING

7. The following diagram is an example of an initial transfer of a financial asset and a
subsequent repurchase financing, as described in paragraphs 5 and 6 of this FSP, which should
be analyzed using the provisions in paragraphs 7-9 of this FSP. The purpose of this example is
to illustrate the characteristics of the transaction and to prevent an inappropriate analogy to other
financing transactions that are outside the scope of this FSP.

Transfer of a Financial
Asset

\ 4

Transfer of Financial Asset
P (as collateral)
b

Initial Transferor Initial Transferee

Staff Review Completed by:
Julie Gann
March 2009
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Status:

On March 15, 2009, the Statutory Accounting Principles Working Group moved this item to the
Nonsubstantive Active Listing and exposed nonsubstantive revisions to SSAP No. 91R, proposing
adoption of FSP FAS 140-3 and the inclusion of GAAP guidance regarding repurchase financing
agreements as illustrated above.

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Hearing\H04 - 09-02 - FSP FAS 140-3.doc
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Ref# 2009-04

Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue: Statement of Position 07-2: Attestation Engagements That Address Specified Compliance
Control Objectives and Related Controls at Entities That Provide Services to Investment
Companies, Investment Advisors, or Other Service Providers

Check (applicable entity):

P/C Life Health
Modification of existing SSAP X X X
New Issue or SSAP ] [] []

Description of Issue:

Statement of Position 07-2: Attestation Engagements That Address Specified Compliance Control
Objectives and Related Controls at Entities That Provide Services to Investment Companies, Investment
Advisors, or Other Service Providers (SOP 07-2) is an interpretive publication regarding the application
of Statements on Standards on Attestation Engagements (SSAE) primarily to examination engagements in
which a practitioner reports on the suitability of the design and operating effectiveness of a service
provider’s controls in achieving specified compliance control objectives. Examples of the service
providers addressed by this SOP are investment advisors, custodians, transfer agents, administrators, and
principal underwriters that provide services to investment companies, investment advisors, or other
service providers.

This SOP identifies the objectives and subject matter of the examination engagement, management’s
responsibilities, criteria for performing the engagement, and the practitioner responsibilities. It also
provides guidance regarding evaluating deficiencies in controls, management assertions and
responsibilities, and reporting on the engagement.

Existing Authoritative Literature:
None

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

Staff Recommendation:

As SOP 07-2 only provides guidance regarding the examination of specific attestation engagements and
does not provide accounting guidance, NAIC staff recommends that the Working Group move SOP
07-2 to the Nonsubstantive Active Listing and expose nonsubstantive revisions to Issue Paper No.
99—Nonapplicable GAAP Pronouncements rejecting SOP 07-2 as not applicable to statutory
accounting.

Staff Review Completed by:
Julie Gann
March 2009
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Status:
On March 15, 2009, the Statutory Accounting Principles Working Group moved this item to the

Nonsubstantive Active Listing and exposed nonsubstantive revisions to Issue Paper No. 99 rejecting SOP
07-2 as not applicable to statutory accounting.

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Hearing\HOS - 09-04 -SOP 07-2.doc
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Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue: Statement of Position 07-1: Clarification of the Scope of the Audit and Accounting Guide
Investment Companies and Accounting by Parent Companies and Equity Method Investors for
Investments in Investment Companies and FASB Staff Position SOP 07-1-1, Effective Date of
AICPA Statement of Position 07-1.

Check (applicable entity):

P/C Life Health
Modification of existing SSAP X X X
New Issue or SSAP [] [] L]

Description of Issue:

Statement of Position 07-1: Clarification of the Scope of the Audit and Accounting Guide Investment
Companies and Accounting by Parent Companies and Equity Method Investors for Investments in
Investment Companies (SOP 07-1) provides guidance for determining whether an entity is within the
scope of the AICPA Audit and Accounting Guide “Investment Companies” (the Guide). For entities that
are investment companies under this SOP, SOP 07-1 also addresses whether specialized industry
accounting principles of the Guide should be retained by a parent company in consolidation or by an
investor that has the ability to exercise significant influence in the entity. In addition, this SOP includes
certain disclosure requirements for parent companies and equity method investors in investment
companies that retain investment company accounting in the parent company’s consolidated financial
statements or the financial statements of an equity method investor.

For purposes of the separate financial statements of an entity, the Guide is applicable to (1) entities
regulated by the Investment Company Act of 1940 or similar requirements and (2) separate legal entities
whose business purpose and activity are investing in multiple substantive investments for current income,
capital appreciation or both, with investment plans that include exit strategies. Entities that are investment
companies are required to apply the provisions of the Guide in presenting their financial statements.
Entities that are not investment companies should not apply the provisions of the Guide. Pursuant to
paragraph .09, the separate accounts of insurance companies are considered entities regulated by the 1940
Act or similar requirements.

FASB Staff Position SOP 07-1-1, Effective Date of AICPA Statement of Position 07-1 (FSP SOP 07-1-1)
delays indefinitely the effective date of SOP 07-1. Entities that early adopted SOP 07-1 before December
15, 2007 are permitted, but not required, to continue to apply the provisions of the SOP. No other entities
may adopt the provisions of the SOP, except for the following exception: If a parent entity that early
adopted the SOP chooses not to rescind its early adoption, an entity consolidated by the parent entity that
is formed or acquired after that parent entity’s adoption of the SOP must apply the provisions of the SOP
in its stand-alone financial statements. The FASB decided to indefinitely delay the effective date of SOP
07-1 in order to consider significant implementation issues and decide whether to modify SOP 07-1.

Existing Authoritative Literature:

The AICPA Audit and Accounting Guides are typically not reviewed as part of the statutory accounting
maintenance review process. Although the Audit and Accounting Guides specific to insurance have been
reviewed and rejected for statutory accounting, The Audit and Accounting Guide for Investment
Companies has not been reviewed for statutory accounting.
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Information or issues (included in Description of Issue) not previously contemplated by the
SAPWG:
None

Staff Recommendation:

As SOP 07-1 is only applicable for investment companies, and the effective date of the SOP has been
indefinitely delayed by the issuance of FSP SOP 07-1-1, NAIC staff recommends that the Working
Group move SOP 07-1 to the Nonsubstantive Active Listing and expose nonsubstantive revisions to
Issue Paper No. 99—Nonapplicable GAAP Pronouncements rejecting SOP 07-1 as not applicable to
statutory accounting. (Once the FASB lifts the indefinite delay of the effective date and issues a new
standard or subsequent FSP, staff will conduct a thorough review of applicability pursuant to the adopted
GAAP guidelines.)

As FSP SOP 07-1-1 was issued primarily to delay indefinitely the effective date of SOP 07-1, this FSP
does not provide any accounting guidance other than to instruct companies that rescind their decision to
early adopt SOP 07-1 to account for the change in accordance with FASB Statement No. 154, Accounting
Changes and Error Corrections (FAS 154). As GAAP pronouncements do not become authoritative for
statutory accounting until specifically adopted for SAP, and as SOP 07-1 was not previously adopted for
statutory accounting, the impact of FSP SOP 07-1-1 will not impact statutory financial statements. As
such, NAIC staff recommends that the Working Group move FSP SOP 07-1-1 to the
Nonsubstantive Active Listing and expose nonsubstantive revisions to Issue Paper No. 99—
Nonapplicable GAAP Pronouncements rejecting FSP SOP 07-1-1 as not applicable to statutory
accounting.

Staff Review Completed by:
Julie Gann
March 2009

Status:

On March 15, 2009, the Statutory Accounting Principles Working Group moved this item to the
Nonsubstantive Active Listing and exposed nonsubstantive revisions to Issue Paper No. 99 rejecting SOP
07-1 and FSP SOP 07-1-1 as not applicable to statutory accounting.

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Hearing\H06 - 09-05 -SOP 07-1 and FSP SOP 07-1-
l.doc
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Ref. #2009-06

Statutory Accounting Principles Working Group
Maintenance Agenda Submission Form
Form A

Issue:
Consider Increase in Admission of Deferred Tax Assets Related to Capital and Surplus Relief (EX)
Working Group Recommendation

Check (applicable entity):

P/C Life Health
Modification of existing SSAP X X X
New Issue or SSAP L] ] []

Description of Issue:

The Capital and Surplus Relief (EX) Working Group has asked the Statutory Accounting Principles
Working Group to consider revising the admission thresholds for deferred tax assets (DTAs) included in
SSAP No. 10—Income Taxes (SSAP No. 10), paragraph 10.b.i and 10.b.ii from 1 to 3 years (10.b.i), and
from 10% of capital and surplus to 15% of capital and surplus (10.b.ii), including certain threshold
requirements and restrictions. The threshold requirements relate to a reporting entity’s risk-based capital
level. The resulting impact to admitted assets and surplus from the increase in admitted DTAs is restricted
in determining regulatory triggers (including amounts for ordinary and extraordinary dividends). The
request for consideration also includes reporting requirements related to identifying the effects on the
reporting entity’s income resulting from the proposed changes to admission thresholds.

Existing Authoritative Literature:
SSAP No. 10—Income Taxes (SSAP No. 10) (see Attachment A)

Activity to Date (issues previously addressed by SAPWG, Emerging Accounting Issues WG, SEC,
FASB, other State Departments of Insurance or other NAIC groups):

In December 2008, the ACLI requested that the NAIC consider a revision to the SSAP No. 10 admission
guidance for realization of DTAs due to the economic crisis and its impact on insurer’s surplus. As GAAP
addresses realization of DTAs using a different method, the ACLI requested adoption of the GAAP
guidance for realization and specifically allow greater thresholds to be utilized for admission of DTAs in
2008.

The Capital and Surplus Relief (EX) Working Group requested that the Statutory Accounting Principles
Working Group provide input on the ACLI request in December 2008. The Statutory Accounting
Principles Working Group responded that it did not recommend the specific actions requested, but
suggested that if the commissioners determined to go forward with increasing the deferred tax asset
admission limitations, that they consider increasing the realization limitation from one year to three years
in paragraph 10.b.i, and the percentage of capital surplus limitation from 10% to no more than 15% in
paragraph 10.b.ii. As a result, the Statutory Accounting Principles Working Group exposed the initial
Capital and Surplus Relief (EX) Working Group recommendation noted above as a draft version of SSAP
No. 10 (Ref. #2008-29). The Statutory Accounting Principles Working Group received comments on the
technical aspects of the recommendation. The Capital and Surplus Relief (EX) Working Group receive
comments on the merits of their reccommendation.

On January 29, 2009, based on implementations issues of the recommendation for the 2008 reporting
period, a motion to refer the Capital and Surplus Relief (EX) Working Group recommendations to
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Plenary by the Executive Committee failed. The Capital and Surplus Relief (EX) Working Group
subsequently requested the Statutory Accounting Principles Working Group to consider revising
admission of DTAs, including the thresholds and restrictions discussed above, in the normal maintenance
process outlined in the NAIC Accounting Practices and Procedures Manual.

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

Recommended Conclusion or Future Action on Issue:
Consideration of the Capital and Surplus Relief (EX) Working Group recommendation for reporting
periods subsequent to 2008.

Staff Recommendation:

Staff notes that financial statement data from the March 1 filing will be available shortly. This data will
be useful to illustrate the potential magnitude for consideration of this change. Staff notes the original
agenda submission form (Ref. # 2008-29) was previously exposed, but the recommendation submitted to
Executive/Plenary contained thresholds and restriction not included in the exposed item. Since the referral
requests consideration of the final recommendation, including the thresholds and restrictions, NAIC staff
recommends the Working Group to move Ref. #2008-29 to the rejected listing and consider this agenda
item (Ref. #2009-06) to be substantive.

Staff Review Completed by:
John Tittle
February, 2009

Status:

On March 15, 2009, the Statutory Accounting Principles Working Group moved this item to the
Substantive Active Listing and exposed proposed language. The Working Group plans to conduct
conference calls to discuss the recoverability of deferred tax assets, and relationship of the proposed
language to existing model laws. Industry was specifically requested to demonstrate whether this is an
economic need to change the language.

G:\DATA\Stat Acctg\3. National Meetings\A. National Meeting Materials\a. 2009\06-2009\Hearing\H07 - 09-06 Consider Increase Admission of
DTA.doc

© 2009 National Association of Insurance Commissioners 2



Attachment 7

Attachment A
Statement of Statutory Accounting Principles No. 10
Income Taxes
STATUS
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Attachment A
SSAP No. 10

Income Taxes
SCOPE OF STATEMENT
1. This statement establishes statutory accounting principles for current and deferred federal and
foreign income taxes and current state income taxes.
SUMMARY CONCLUSION
2. For purposes of accounting for federal and foreign income taxes, reporting entities shall adopt

FASB Statement No. 109, Accounting for Income Taxes (FAS 109) with modifications for state income
taxes, the realization criteria for deferred tax assets, and the recording of the impact of changes in its
deferred tax balances. As a result, financial statements will recognize current and deferred income tax
assets and liabilities in accordance with the provisions of this statement.

Current Income Taxes

3. “Income taxes incurred” shall include current income taxes, the amount of federal and foreign
income taxes paid (recovered) or payable (recoverable) for the current year. Current income taxes are
defined as:

a. Current year estimates of federal and foreign income taxes (including the equity tax of a
mutual life insurer and the “true-up” of such tax), based on tax returns for the current
year, and tax contingencies for current and all prior years, to the extent not previously
provided, computed in accordance with SSAP No. 5—Liabilities, Contingencies and
Impairments of Assets (SSAP No. 5);

b. Amounts incurred or received during the current year relating to prior periods, to the
extent not previously provided, as such amounts are deemed to be changes in accounting
estimates as defined in SSAP No. 3—Accounting Changes and Corrections of Errors
(SSAP No. 3).

4. State taxes (including premium, income and franchise taxes) shall be computed in accordance
with SSAP No. 5 and shall be limited to (a) taxes due as a result of the current year’s taxable basis
calculated in accordance with state laws and regulations and (b) amounts incurred or received during the
current year relating to prior periods, to the extent not previously provided as such amounts are deemed to
be changes in accounting estimates. Property and casualty insurance companies shall report state taxes as
other underwriting expenses under the caption “Taxes, licenses, and fees.” Life and accident and health
insurance companies shall report such amounts as general expenses under the caption “Insurance taxes,
licenses, and fees, excluding federal income taxes.” Other health entities shall report such amounts as
general administration expenses under the caption “Taxes, licenses, and fees.” State tax recoverables that
are reasonably expected to be recovered in a subsequent accounting period are admitted assets. State taxes
are reasonably expected to be recovered if the refund is attributable to overpayment of estimated tax
payments, errors, carrybacks, or items for which the reporting entity has authority to recover under a state
regulation or statute.

Deferred Income Taxes

5. A reporting entity’s balance sheet shall include deferred income tax assets (DTAs) and liabilities
(DTLs), the expected future tax consequences of temporary differences generated by statutory
accounting, as defined in paragraph 11 of FAS 109.
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6. A reporting entity’s deferred tax assets and liabilities are computed as follows:
a. Temporary differences are identified and measured using a “balance sheet” approach
whereby statutory and tax basis balance sheets are compared;
b. Temporary differences include unrealized gains and losses and nonadmitted assets but do

not include asset valuation reserve (AVR), interest maintenance reserve (IMR),
Schedule F penalties and, in the case of a mortgage guaranty insurer, amounts attributable
to its statutory contingency reserve to the extent that “tax and loss” bonds have been

purchased;
c. Total DTAs and DTLs are computed using enacted tax rates; and
d. A DTL is not recognized for amounts described in paragraph 31 of FAS 109.
7. Changes in DTAs and DTLs, including changes attributable to changes in tax rates and changes

in tax status, if any, shall be recognized as a separate component of gains and losses in unassigned funds
(surplus). DTAs and DTLs shall be offset and presented as a single amount on the statement of financial
position.

Admissibility of Income Tax Assets

8. Current income tax recoverables shall include all current income taxes, including interest,
reasonably expected to be recovered in a subsequent accounting period, whether or not a return or claim
has been filed with the taxing authorities. Current income tax recoverables are reasonably expected to be
recovered if the refund is attributable to overpayment of estimated tax payments, errors, carrybacks, as
defined in paragraph 289 of FAS 109, or items for which the reporting entity has substantial authority, as
that term is defined in Federal Income Tax Regulations.

9. Current income tax recoverables meet the definition of assets as specified in SSAP No. 4—Assets
and Nonadmitted Assets and are admitted assets to the extent they conform to the requirements of this
statement.

10. Gross DTAs shall be admitted in an amount equal to the sum of paragraphs 10 a., 10 b.,and 10 c.,
or the amount determined in paragraphs 10 d. and 10 e.:

a. Federal income taxes paid in prior years that can be recovered through loss carrybacks for
existing temporary differences that reverse by the end of the subsequent calendar year;

b. The lesser of:

1. The amount of gross DTAs, after the application of paragraph 10 a., expected to
be realized within one year of the balance sheet date; or

ii. Ten percent of statutory capital and surplus as required to be shown on the
statutory balance sheet of the reporting entity for its most recently filed statement
with the domiciliary state commissioner adjusted to exclude any net DTAs, EDP
equipment and operating system software and any net positive goodwill; and

c. The amount of gross DTAs, after application of paragraphs 10 a. and 10 b., that can be
offset against existing gross DTLs.
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d. If the reporting entity’s financial statements and risk-based capital calculated using a

DTA as the sum of paragraphs 10 a., 10 b., and 10 c. results in the company’s risk-based
capital level being above the following thresholds:

1. The risk-based capital trend test for those entities that are subject to a risk-based
capital trend-test or

1l. For those entities not subject to a risk-based capital trend test, a risk-based capital
above the maximum risk-based capital level where an action level could occur as
a result of a trend test (i.e. 250% for life and fraternal entities; 300% for
property/casualty entities; for health entities 200% for year-end 2008 and 300%
for year-end 2009 or later.);

then the reporting entity may admit a higher amount of DTAs as calculated in paragraph
10e:

€. If the thresholds in paragraph 10d are exceeded, then admitted deferred tax assets are
determined as follows:

1. Federal income taxes paid in prior years that can be recovered through loss
carrybacks for existing temporary differences that reverse by the end of the
subsequent calendar year;

ii. the lesser of:

(a) The amount of gross DTAs, after the application of paragraph 10 e.i.,
expected to be realized within three yvears of the balance sheet date; or

(b) Fifteen percent of statutory capital and surplus as required to be shown
on the statutory balance sheet of the reporting entity for its most recently
filed statement with the domiciliary state commissioner adjusted to
exclude any net DTAs, EDP equipment and operating system software
and any net positive goodwill; and

111. The amount of gross DTAs, after application of paragraphs 10e.i. and 10eii, that
can be offset against existing gross DTLs.

f. The increased amount of admitted assets and statutory surplus resulting from the use, if
applicable, of paragraph 10 e. to calculate admitted DTAs:

1. Shall not be considered in the definition of admitted assets and surplus for
purposes of determining any regulatory trigger that involves admitted assets
and/or statutory surplus, including but not limited to: triggers contained in the
insurance holding company system regulatory act (including the determination of
the amount of an ordinary or extraordinary dividend), investment limitations
(including the basket clause), and grounds for rehabilitation and liquidation.

il. Shall be separately reported in the aggregate write in for gains in losses in surplus
line of the Summary of Operations, Statement of Income or Statement of
Revenue, as applicable.
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11. In computing a reporting entity’s gross DTA pursuant to paragraph 10;
a. Existing temporary differences that reverse by the end of the subsequent calendar year
shall be determined in accordance with paragraphs 228 and 229 of FAS 109;
b. In determining the amount of federal income taxes that can be recovered through loss

carrybacks, the amount and character (i.e., ordinary versus capital) of the loss carrybacks
and the impact, if any, of the Alternative Minimum Tax shall be determined in
accordance with the provisions of the Internal Revenue Code, and regulations thereunder;

c. The amount of carryback potential that may be considered in calculating the gross DTAs
of a reporting entity in subparagraph 10 a. or 10 e. i. above, that files a consolidated
income tax return with one or more affiliates, may not exceed the amount that the
reporting entity could reasonably expect to have refunded by its parent; and

d. The phrases “reverse by the end of the subsequent calendar year” and “realized within
one-three years of the balance sheet date” are intended to accommodate interim reporting
dates and reporting entities that file on an other than calendar year basis for federal
income tax purposes.

Intercompany Income Tax Transactions

12. In the case of a reporting entity that files a consolidated income tax return with one or more
affiliates, income tax transactions (including payment of tax contingencies to its parent) between the
affiliated parties shall be recognized if:

a. Such transactions are economic transactions as defined in SSAP No. 25—Accounting for
and Disclosures about Transactions with Affiliates and Other Related Parties (SSAP
No. 25);

b. Are pursuant to a written income tax allocation agreement; and

C. Income taxes incurred are accounted for in a manner consistent with the principles of

FAS 109, as modified by this statement.

13. Amounts owed to a reporting entity pursuant to a recognized transaction shall be treated as a loan
or advance, and nonadmitted, pursuant to SSAP No. 25, to the extent that the recoverable is not settled
within 90 days of the filing of a consolidated income tax return, or where a refund is due the reporting
entity’s parent, within 90 days of the receipt of such refund.

Intraperiod Tax Allocation

14. In accordance with paragraph 35 of FAS 109, a reporting entity’s unrealized gains and losses
shall be recorded net of any allocated DTA or DTL. The amount allocated shall be computed in a manner
consistent with paragraph 38 of FAS 1009.

15. Income taxes incurred shall be allocated to net income and realized capital gains or losses in a
manner consistent with paragraph 38 of FAS 109. Furthermore, income taxes incurred or received during
the current year attributable to prior years shall be allocated, to the extent not previously provided, to net
income in accordance with SSAP No. 3 unless attributable, in whole or in part, to realized capital gains or
losses, in which case, such amounts shall be apportioned between net income and realized capital gains
and losses, as appropriate.
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Interim Periods
16. Income taxes incurred in interim periods shall be computed using an estimated annual effective

current tax rate for the annual period in accordance with the methodology described in paragraphs 19
and 20 of Accounting Principles Board Opinion No. 28, Interim Financial Reporting. Estimates of the
annual effective tax rate at the end of interim periods are, of necessity, based on estimates and are subject
to subsequent refinement or revision. If a reliable estimate cannot be made, the actual effective tax rate for
the year-to-date may be the best estimate of the annual effective tax rate. If a reporting entity is unable to
estimate a part of its “ordinary” income (or loss) or the related tax (or benefit) but is otherwise able to
make a reliable estimate, the tax (or benefit) applicable to the item that cannot be estimated shall be
reported in the interim period in which the item is reported.

Disclosures

17. Statutory financial statement disclosure shall be made in a manner consistent with the provisions
of paragraphs 43—45 and 48 of FAS 109. However, required disclosures with regard to a reporting
entity’s valuation allowance shall be replaced with disclosures relating to the nonadmittance of some
portion or all of a reporting entity’s DTAs. The financial statements shall include the disclosures required
by paragraph 47 of FAS 109 for non-public companies. Paragraphs 18 to 23 describe the disclosure
requirements as modified for the difference between the requirements of FAS 109 and those prescribed by
this statement.

18. The components of the net DTA or DTL recognized in a reporting entity’s balance sheet shall be
disclosed as follows:

a. The total of all DTAs (admitted and nonadmitted);

b. The total of all DTLs;

c. The total DTAs nonadmitted as the result of the application of paragraph 10; and

d. The net change during the year in the total DTAs nonadmitted.

e. The amount of admitted DTAs, admitted assets, statutory surplus and Total adjusted

capital in the risk-based capital calculation resulting from the calculation in paragraph 10
a., 10 b., and 10 c., and the increased amount of DTAs, admitted assets and surplus
resulting from the use of paragraph 10 e. if applicable.

19. To the extent that DTLs are not recognized for amounts described in paragraph 31 of FAS 109,
the following shall be disclosed:

a. A description of the types of temporary differences for which a DTL has not been
recognized and the types of events that would cause those temporary differences to
become taxable;

b. The cumulative amount of each type of temporary difference;

C. The amount of the unrecognized DTL for temporary differences related to investments in
foreign subsidiaries and foreign corporate joint ventures that are essentially permanent in
duration if determination of that liability is practicable or a statement that determination
is not practicable; and
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d. The amount of the DTL for temporary differences other than those in item c. above that is
not recognized in accordance with the provisions of paragraphs 31 of FAS 109.
20. The significant components of income taxes incurred (i.e., current income tax expense) and the

changes in DTAs and DTLs shall be disclosed. Those components would include, for example:

a. Current tax expense or benefit;

b. The change in DTAs and DTLs (exclusive of the effects of other components listed
below);

c. Investment tax credits;

d. The benefits of operating loss carryforwards; and

e. Adjustments of a DTA or DTL for enacted changes in tax laws or rates or a change in the
tax status of the reporting entity.

21. Additionally, to the extent that the sum of a reporting entity’s income taxes incurred and the

change in its DTAs and DTLs is different from the result obtained by applying the federal statutory rate to
its pretax net income, a reporting entity shall disclose the nature of the significant reconciling items.

22. A reporting entity shall also disclose the following:

a. The amounts, origination dates and expiration dates of operating loss and tax credit
carryforwards available for tax purposes; and
b. The amount of federal income taxes incurred in the current year and each preceding year,
which are available for recoupment in the event of future net losses.
c. The aggregate amount of deposits admitted under Section 6603 of the Internal Revenue
Service Code.
23. If a reporting entity’s federal income tax return is consolidated with those of any other entity or

entities, the following shall be disclosed:

a.

A list of names of the entities with whom the reporting entity’s federal income tax return
is consolidated for the current year; and

The substance of the written agreement, approved by the reporting entity’s Board of
Directors, which sets forth the manner in which the total combined federal income tax for
all entities is allocated to each entity which is a party to the consolidation. (If no written
agreement has been executed, give an explanation of why such an agreement has not
been executed.) Additionally, the disclosure shall include the manner in which the entity
has an enforceable right to recoup federal income taxes in the event of future net losses
which it may incur or to recoup its net losses carried forward as an offset to future net
income subject to federal income taxes.

24. Refer to the preamble for further discussion regarding disclosure requirements.
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Relevant Literature

25. This statement adopts the provisions of FAS 109 except as modified in paragraph 2 of this
statement which results in paragraphs 29—30, 36—37, 39, 41—42, 46, and 49—59 of FAS 109 being
rejected, inasmuch as they are not applicable to reporting entities subject to this statement or are
inconsistent with other statutory accounting principles. Paragraph 47 of FAS 109 is adopted with
modification to provide for the disclosures required for non public reporting entities.

26. This statement rejects FASB Interpretation No. 18, Accounting for Income Taxes in Interim
Periods...an interpretation of APB Opinion No. 286.

27. The following lists Accounting Principles Board Opinions that are adopted or rejected by this
statement:

a. Accounting Principles Board Opinion No. 2, Accounting for the “Investment Credit,”
paragraphs 9—15 are adopted with modification to utilize the cost reduction method only
and rejects all other paragraphs;

b. Accounting Principles Board Opinion No. 4 (Amending No. 2), Accounting for the
“Investment Credit,” is rejected in its entirety;

c. Accounting Principles Board Opinion No. 10, Omnibus Opinion—1966, paragraph 6 is
adopted;

d. Accounting Principles Board Opinion No. 23, Accounting for Income Taxes—Special

Areas, paragraphs 1—3, 5—9, 12—13, and 15—18 are adopted, and paragraphs 19—25,
and 31—33 are rejected;

e. Accounting  Principles Board Opinion No. 28, Interim Financial Reporting,
paragraphs 19 and 20 are adopted and all other paragraphs rejected.

28. The following lists FASB Technical Bulletins that are adopted or rejected by this statement:

a. FASB Technical Bulletin No. 79-9, Accounting in Interim Periods for Changes in Income
Tax Rates is rejected in its entirety;

b. FASB Technical Bulletin No. 82-1, Disclosure of the Sale or Purchase of Tax Benefits
through Tax Leases is adopted in its entirety.

29. The following lists FASB Emerging Issues Task Force Issues that are adopted or rejected by this
statement:

a. FASB Emerging Issues Task Force No. 91-8, Application of FASB Statement No. 96 to a
State Tax Based on the Greater of a Franchise Tax or an Income Tax, is rejected in its
entirety;

b. FASB Emerging Issues Task Force No. 92-8, Accounting for the Income Tax Effects

under FASB Statement No. 109 of a Change in Functional Currency When an Economy
Ceases to Be Considered Highly Inflationary, is adopted in its entirety;

c. FASB Emerging Issues Task Force No. 93-13, Effect of a Retroactive Change in Enacted
Tax Rates That Is Included in Income from Continuing Operations, is rejected in its
entirety;
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FASB Emerging Issues Task Force No. 93-16, Application of FASB Statement No. 109 to
Basis Differences within Foreign Subsidiaries That Meet the Indefinite Reversal
Criterion of APB Opinion No. 23, is rejected in its entirety;

FASB Emerging Issues Task Force No. 93-17, Recognition of Deferred Tax Assets for a
Parent Company’s Excess Tax Basis in the Stock of a Subsidiary That Is Accounted for as
a Discontinued Operation, is adopted in its entirety;

FASB Emerging Issues Task Force No. 94-10, Accounting by a Company for the Income
Tax Effects of Transactions among or with Its Shareholders under FASB Statement
No. 109, is rejected in its entirety;

FASB Emerging Issues Task Force No. 95-9, Accounting for Tax Effects of Dividends in
France in Accordance with FASB Statement No. 109, is rejected in its entirety;

FASB Emerging Issues Task Force No. 95-10, Accounting for Tax Credits Related to
Dividend Payments in Accordance with FASB Statement No. 109, is rejected in its
entirety;

FASB Emerging Issues Task Force No. 95-20, Measurement in the Consolidated
Financial Statements of a Parent of the Tax Effects Related to the Operations of a
Foreign Subsidiary That Receives Tax Credits Related to Dividend Payments, is rejected
in its entirety.

30. This statement rejects AICPA Accounting Interpretations, Accounting for the Investment Credit:
Accounting Interpretations of APB Opinion No. 4 in its entirety.

Effective Date and Transition

31. This statement is effective for years beginning January 1, 2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3._Revisions to paragraphs 10, 11, and Exhibit A are also considered a change in accounting
principle, effective December 31, 20XX.

AUTHORITATIVE LITERATURE

Generally Accepted Accounting Principles

FASB Statement No. 109, Accounting for Income Taxes
Accounting Principles Board Opinion No. 2, Accounting for the “Investment Credit”
Accounting Principles Board Opinion No. 10, Omnibus Opinion—1966, paragraph 6

Accounting Principles Board Opinion No. 23, Accounting for Income Taxes—Special
Areas, paragraphs 1—3, 5—9, 12—13, and 15—18

Accounting Principles Board Opinion No. 28, Interim Financial Reporting, paragraphs
19 and 20

FASB Technical Bulletin No. 82-1, Disclosure of the Sale or Purchase of Tax Benefits
through Tax Leases
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° FASB Emerging Issues Task Force No. 92-8, Accounting for the Income Tax Effects
under FASB Statement No. 109 of a Change in Functional Currency When an Economy
Ceases to Be Considered Highly Inflationary

. FASB Emerging Issues Task Force No. 93-17, Recognition of Deferred Tax Assets for a

Parent Company’s Excess Tax Basis in the Stock of a Subsidiary That Is Accounted for as
a Discontinued Operation

RELEVANT ISSUE PAPERS

. Issue Paper No. 83—Accounting for Income Taxes
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D. Keith Bell, CPA Rose Albrizio, CPA

Senior Vice President Vice President

Accounting Policy Accounting Practices

Corporate Finance AXA Financial, Inc.

The Travelers Companies, Inc. 212-314-5630; FAX 212-314-5662
860-277-0537; FAX 860-954-3708 Email: rosemarie.albrizio@axa-financial.com

Email: d.keith.bell@travelers.com

May 4, 2009

Mr. Joe Fritsch, Chairman

Statutory Accounting Principles Working Group
National Association of Insurance Commissioners
2301 McGee Street, Suite 800

Kansas City, MO 64108-2604

RE: Comments on Various Agenda Items of the NAIC Statutory Accounting
Principles Working Group

Dear Mr. Fritsch,

We appreciate the opportunity to provide comments on the items that were exposed for
comment during the NAIC Spring meeting in San Diego, California. We offer the
following comments:

Ref# 2003-12: FASB Interpretation 45: Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Others, and
Interpretation of FASB Statements No. 5, 57, and 107 and Rescission of FASB
Interpretation No. 34 (FIN 45)

The Working Group exposed a recommendation to include an issue paper with footnote
disclosure, and has asked interested parties to develop a proposal for determining the fair
value of an inter-company or related party guarantee.

Interested parties recommend that intercompany or related party guarantees be valued in
the same manner as other guarantees in accordance with FIN 45, i.e., fair value, except
for certain “unlimited” related party guarantees. In those cases where an intercompany
guarantee has been provided in response to a rating agency’s requirement to provide a
commitment to support, the amount of the guaranty may be unlimited and, accordingly,
there are no observable values to determine the value of the guarantee as it is highly
unlikely that a third party would provide an unlimited guarantee. In these limited
circumstances, the existence and terms of the guaranty should be disclosed without a
requirement to quantify and disclose an amount of the guaranty.

With regard to the reference to “fair value” in FIN 45 above, the reference is in the
context of FAS 157, Fair Value Measurements. We note that the NAIC Fair Value
Subgroup has not completed its determination of FAS 157 and its conclusions will need
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to be incorporated into this item as there is currently no statutory accounting guidance on
the determination of fair value of a liability.

Ref# 2008-28: Transfer of P&C Run-off Portfolios

The Working Group had previously reviewed a proposal to amend SSAP No. 62,
Property Casualty Reinsurance, to exclude certain reinsurance transactions involving the
transfer of run-off portfolios from retro-active reinsurance accounting treatment. The
Working Group directed NAIC Staff to develop an Issue Paper with changes to exclude
affiliated transactions from the proposal for Working Group review and for possible
exposure at the next NAIC meeting.

Interested parties agree with the proposal to amend SSAP No. 62 and do not believe that
it is necessary (or consistent with past practice) to draft an issue paper before amending
the SSAP.

Ref# 2009-01: FSP FAS 117-1: Endowments of Not-For-Profit Organizations: Net
Asset Classification of Funds Subject to an Enacted Version of the Uniform Prudent

Management Funds Act, and Enhanced Disclosures for All Endowment Funds (FSP
FAS 117-1)

FSP FAS 117-1 was issued in August 2008 and provides guidance on the net asset
classification of donor-restricted endowment funds for a not-for-profit organization that is
subject to an enacted version of the Uniform Prudent Management of Institutional Funds
Act of 2006 (UPMIFA). SSAP No. 67, Other Liabilities, adopted FAS No. 116,
Accounting for Contributions Received and Contribution Made (FAS 116). Although
FAS 117-1 is consistent with FAS 116 in that it requires that amounts classified as
permanently restricted shall be the amount of the fund (a) that must be retained
permanently in accordance with explicit donor stipulations, or (b) that in the absence of
such stipulations, the organization’s governing board determines must be retained
permanently consistent with relevant law.

The Working Group previously rejected FAS 117 as not applicable to statutory
accounting. It was noted that although guidance for contributions has been adopted
within SSAP No. 67, it is presumed that insurers would not be predominately considered
not-for-profit organizations subject to UPMIFA. Accordingly, the Working Group has
exposed its conclusion to reject FAS 117-1 as not applicable to statutory accounting.

Interested parties have no comment on the conclusion for this item.

Ref# 2009-02: FSP FAS 140-3: Accounting for Transfers of Financial Assets and
Repurchase Financing Transactions (FAS 140-3)

FSP FAS 140-3 provides guidance on the accounting for a transfer of a financial asset
and repurchase financing, and requires that a transferor and transferee shall not separately
account for a transfer of a financial asset and related repurchase financing unless (a) the
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two transactions have a valid and distinct business purpose for being entered into
separately, and (b) the repurchase financing does not result in the initial transferor
regaining control over the financial asset. If these criteria are not met, the initial transfer
and repurchase financing should be evaluated as a linked transaction to determine if it
meets the requirements for sale accounting in accordance with FAS 140.

SSAP No. 91R, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities (SSAP No. 91R) has adopted the FAS 140 guidance for
repurchase agreements. The Working Group has exposed changes to SSAP No. 91R to
incorporate the guidance related to repurchase financing.

Interested parties have no comment on the conclusion for this item.

Ref# 2009-04: Statement of Position 07-2: Atfestation Engagements That Address
Specified Compliance Control Objectives and Related Controls at Entities That Provide
Services to Investment Companies, Investment Advisors, or Other Service Providers
(SOP 07-2)

SOP 07-2 is an interpretive publication regarding the application of Statements on
Standards on Attestation Engagements primarily to examination engagements in which a
practitioner reports on the suitability of the design and operating effectiveness of a
service provider’s controls in achieving specified compliance control objectives.

Since SOP 07-2 does not provide accounting guidance, the Working Group has rejected
this item as not applicable to statutory accounting.

Interested parties have no comment on the conclusion for this item.

Ref # 2009-05: Statement of Position 07-1: Clarification of the Scope of the Audit and
Accounting Guide Investment Companies and Accounting by Parent Companies and
Equity Method Investors for Investments in Investment Companies and FASB Staff
Position SOP 07-1-1, Effective Date of AICPA Statement of Position 07-1 (SOP 07-1)

SOP 07-1 provides guidance for determining whether an entity is within the scope of the
AICPA Audit and Accounting Guide “Investment Companies”. The AICPA Audit and
Accounting Guides typically are not reviewed as part of the statutory accounting
maintenance review process. The Audit and Investment Guides specific to insurance
companies have previously been rejected as not applicable to statutory accounting.

The Working Group has rejected SOP 07-1 and SOP 07-1-1 as not applicable to statutory
accounting.

Interested parties have no comment on the conclusion for this item.
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Ref# 2009-06: Capital and Surplus Relief (EX) Working Group — Consider
Increase in Admission of Deferred Tax Assets

The Working Group exposed substantive language from the Capital and Surplus Relief
(EX) Working Group which would increase the admissibility of deferred tax assets.
Specifically, the proposed changes to the current admissibility requirements would be the
lesser of: the amount of deferred tax assets expected to be recovered within 3 years (the
current guidance is 1 year), or 15% of capital and surplus (the current guidance is 10%).
The Working Group plans to conduct conference calls to discuss the recoverability of
deferred tax credits, and the relationship of the proposed language to existing model laws.
In addition, the industry was requested to demonstrate whether there is an economic need
for this change in guidance.

Interested parties are evaluating the current statutory accounting guidance for income
taxes and will come back to the Working Group with recommendations at a later date.

Ref# 2006-30: SSAP No. 92, Accounting for Postretirement Benefits Other Than
Pensions, A Replacement of SSAP No. 14 (SSAP No. 92) and SSAP No. 100,
Accounting for Pensions, A Replacement of SSAP No. 89 (SSAP No. 100)

The Working Group adopted Issue Paper No. 132, Accounting for Pensions, A
Replacement of SSAP No. 89 (IP 132) and Issue Paper No. 133, Accounting for
Postretirement Benefits Other Than Pensions, A Replacement of SSAP No. 14 in
December 2008. TP 132 and IP 133 propose adoption of FAS 158, with modifications.
The Working Group directed NAIC Staff to draft corresponding SSAPs with
reconsideration of the effective date to 2011, and transition guidance to 10 years. The
Working Group exposed these SSAPs for comment.

Interested parties have the following comments:

Transition Guidance

Although the transition guidance exposed in SSAP No.100 and SSAP No. 92 was
expanded from that in the original issue papers, we believe that additional modifications
are warranted. As currently drafted, both SSAPs allow reporting entities to elect to defer
recognition of the full surplus impact for a period not to exceed ten years if the surplus
impact of the change is greater than 1% of surplus by applying the standard on a plan by
plan basis. While we agree with the decision to spread the impact of adoption over a
number of years, the 1% threshold on a plan by plan basis appears to be unnecessary and
out of synch with historical practice. Additionally, the minimum threshold is too high to
be consequential or effective. We recommend eliminating the 1% threshold and allowing
each company to make a deferral election regardless of the percentage impact on surplus.

A Double Charge to Surplus
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As currently drafted, SSAP Nos. 92 and 100 do not address all unrecognized components
of a funded postretirement benefit plan. Both SSAPs address the following unrecognized
components: gains or losses, prior service costs or credits (not related to non-vested
liability), non-vested prior service cost, and transition asset or liability from the previous
application of SSAP 14 and SSAP 89. However, the guidance is silent on an important
element of a funded plan, i.e., i.e., prepaid assets (reported on Line 3d of the annual
statement disclosure). FAS No. 87 recognizes the prepaid asset while statutory
accounting requires the prepaid asset to be non-admitted. As a result, a contribution to a
funded plan results in an immediate charge to surplus for statutory financial statements.

Even though prepaid assets are not amortized into the Net Periodic Benefit Cost (as in the
case with transition assets), they will benefit surplus in the future. As an entity
recognizes the Net Periodic Benefit Cost in the income statement, it reduces the prepaid
assets on the balance sheet. A reduction in the non-admitted prepaid assets benefits
surplus.

Paragraph 102 of SSAP No. 92 and paragraph 84 of SSAP No. 100 require unrecognized
gains/losses, prior service costs/services, and transition obligation/assets as of the end of
the fiscal year in which the new accounting guidance is adopted to be recognized as
components of unassigned surplus. We believe the prepaid assets should also be
recognized as a component of unassigned surplus in order to arrive at the correct liability
or asset amount, i.e., to report the proper funded status of the plan. Leaving prepaid
assets out of the equation would be punitive as it would result in a double charge to
surplus. In addition, the entity is required to recognize a liability on the balance sheet
that is greater than the underfunded status of the plan.

Net Periodic Pension Cost — expected return on plan assets

Paragraph 9 of SSAP No. 100 and paragraph 8 of SSAP No. 92 addresses the
determination of net periodic pension cost. Among the components included is “actual
return on plan assets”. Example 1 part 2d of SSAP No. 100 includes the “expected return
on plan assets” as a component of net periodic pension cost. We believe that this
inconsistency should be resolved.

Adjustments Prior to the Application of the SSAP

Paragraph 1 of Example 1 in SSAP No. 100 indicates that insurers should be making
adjustments prior to applying the new guidance. The title of the paragraph and the
indicated practice may be confusing to insurers as it appears inconsistent with the
transition guidance in paragraph 83 which states that “Application of this statement shall
begin with fiscal years ending as of December 31, 2011”. Cumulative effect adjustments
are usually made as part of adopting the guidance at the opening of the period to which
the guidance applies, consistent with SSAP No. 3.

Other comments
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Paragraph 85, Example A of SSAP No. 100 deals with how to implement the 10 year
transition period, if applicable. The fourth line characterizes an example surplus impact
as “at least $250,000 (10% of $500,000)”. The $500,000 amount should be changed to
$2.5 million.

Example 1, part 2 of SSAP No. 100 includes four illustrative journal entries “a” through
“d”. Entries “a”, “b”, and “c” include items entitled: “Net Income (deferred tax benefit)”.
Under SSAP No. 10, paragraph 7 changes in deferred tax items are not reflected in
statutory net income. We suggest that the reference to “Net Income™ be deleted. The
deferred tax item in entries “a” and “b” should be changed to a credit so that the entries
balance. Entry “c” indicates that it is intended to establish a pension liability but the
credit is designated: “Unassigned Funds”, which we believe needs to be corrected.

The transition guidance and associated examples for SSAP Nos. 100 and 92 are
complicated and may be confusing to many companies. We would gladly work further
with NAIC staff and the Working Group to address these matters.

Risk-Based Capital

Regarding paragraph 103 of SSAP No. 92 and paragraph 85 of SSAP No. 100, we do not
agree with the drafting notes indicating that the full surplus impact should be reflected in
RBC calculations for 2011. This would negate and is inconsistent with the transition
guidance allowing companies to phase in the surplus impact of the accounting changes.
The RBC calculation is based on the information reported in the financial statements and

should continue to be based on that information including the accounting guidance
contained in SSAP Nos. 92 and 100.

* %k ok ok ok

Thank you for considering our comments. We look forward to working with you, Mr.
Armstrong, and the Working Group at the NAIC Summer meeting in Minneapolis,
Minnesota. If you have any questions in the interim, please do not hesitate to contact
either one of us.

Sincerely, Sincerely,
D. Keith Bell Rose Albrizio
cc: Mr. James Armstrong, lowa DOI

Robin Marcotte, NAIC staff
Interested Parties
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National Association of Insurance Commissioners
Statutory Accounting Principles Working Group
2301 McGee St., Suite 800

Kansas City, MO 64108-2662

Dear Sirs and Mesdames:
COMMENTS ON PROPOSED SSAP NO. 92 AND SSAP NO. 100

Towers Perrin appreciates the opportunity to provide our comments to the National
Association of Insurance Commissioners on proposed SSAP No. 92, Accounting for
Postretirement Benefits Other Than Pensions, and proposed SSAP No. 100, Accounting
for Pensions. Towers Perrin is a global professional services organization whose HR
Services business provides global human resource consulting in areas including
executive compensation and the valuation and design of retirement benefits programs.

Our comments are limited to suggested clarification and additional guidance for
implementing the proposed standards.

Proposed SSAP No. 92

It is unclear how the unvested defined benefit obligation, which has not previously been
subject to recognition, should be reported in unassigned funds (surplus) at the transition
date, pursuant to paragraph 102. That is, should the unvested obligation at the
transition date, which is now to be included in the benefit obligation to be recognized, be
treated as a prior service cost or an actuarial loss?

Other comments:
Paragraph 49 — The parenthetical phrase should be deleted as a market-related value
of assets that smoothes asset gains and losses is no longer permitted.

Proposed SSAP No. 100

It is unclear how the unvested defined benefit obligation, which has not previously been
subject to recognition, should be reported in unassigned funds (surplus) at the transition
date, pursuant to paragraph 84. That is, should any unvested obligation at the transition
date not previously included in the benefit obligation subject to recognition be treated as
a prior service cost or an actuarial loss?
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Although the proposed standard eliminates the additional minimum liability provisions of
SSAP No. 89, it is unclear how any existing additional minimum liability would factor into
the determination of the surplus impact of applying paragraphs 83 and 84. In addition, it
would seem that for plans for which the impact of the new standard is more than 1% of
company’s surplus, the balance sheet should — at a minimum — continue to reflect a
liability equal to the unfunded ABO. The additional minimum liability, if any, measured at
each balance sheet date would decline as the surplus impact of paragraphs 83 and 84
is recognized. When the transition amount has been fully amortized pursuant to
paragraph 85b, the balance sheet would reflect a liability equal to the unfunded PBO,
negating the need for a minimum liability provision. Otherwise, if the minimum liability
provisions are eliminated with adoption of SSAP No. 100, plans with a surplus impact of
more than 1% presumably would reverse any existing additional minimum liability,
resulting in a potentially significant reduction in their balance sheet liabilities (and
offsetting increase in surplus) at the transition date, only to phase the liability back onto
their balance sheet over future periods.

Other comments:
Paragraph 22 — The parenthetical phrase should be deleted as a market-related value
of assets that smoothes asset gains and losses is no longer permitted.

Paragraph 103b — It would be helpful to note that the surplus referred to is the
company’s surplus, not the surplus of the plan.

Example 1, section 1 — In the table illustrating the items not yet recognized as
components of net periodic cost, the term “Funded Status” (relating to $855 at 12/31/10
and $810 at 12/31/11) is a misnomer and should be changed to a term referring to the
pre-tax amount in unassigned funds (surplus). In the paragraph that follows, it appears
that the reference to December 31, 2010 should be changed to January 1, 2011 as the
new standard would be effective at that date.

Example 1, section 2 — The credits to Net Income (deferred tax benefit) in the first and
second entries should be formatted correctly as the amounts currently appear as debits.
The description of the 135 credit in the third entry should be corrected from “Unassigned
Funds (Surplus)” to “Liability for Pension Benefits”.

Example 2 — It appears that the dates used in this example should be moved forward
to years (e.g., “2013” should be “2011” to conform to the elimination of the early
measurement date for fiscal years ending after December 15, 2011. In addition, the
table illustrating the funded status and amounts not yet recognized in net periodic cost
should be reformatted; the amounts in the lower part of the table need to be moved
down one cell, with the total amount representing the amount not yet recognized in net
periodic cost (not Net Loss).

* k k k%
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We would be happy to address any questions you may have on our comments.

Sincerely,
. . ‘:'i,r;? i
Diona. J. Seste /}’;A.}f‘* {’;{{'3’#“‘{“'
Diana J. Scott, CPA Michael Pollack, FSA
Principal Principal
diana.scott@towersperrin.com mike.pollack@towersperrin.com
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JACLI

Financial Security. For Life.

Michael Monahan

Director, Accounting Policy

(202) 624-2324 t (202) 572-4746 f
mikemonahan®@acli.com

May 4, 2009

Mr. Joe Fritsch, Chairman

Statutory Accounting Principles Working Group
National Association of Insurance Commissioners
2301 McGee Street, Suite 800

Kansas City, MO 64108-2604

Re: Ref. #2009-06 - SSAP No. 10 - Income Taxes
Dear Mr. Fritsch:

The American Council of Life Insurers (“ACLI”)1 appreciates the opportunity to provide comments on Ref.
#2009-06 - Income Taxes.

This matter involves the consideration by the Statutory Accounting Principles Working Group (SAPWG) of
a revision to SSAP No. 10 which would increase the limits for admission of deferred tax assets (DTA) for
most insurers while retaining the current lower limits for insurers at or near regulatory action levels.

We believe that a national solution is preferable to the varied permitted practices which have our
membership, as well as other insurers, on an uneven playing field.

We agree with Mr. Stolte’s statement that support for increased admission for deferred tax assets
should not be based on need but, rather, based on substance. The ACLI and the NAIC have a long
history of working together to ensure the best interest of life insurance policyholders, and thereby the life
insurance industry. Accurately reflecting the financial strength of insurance companies is in the best
interest of policyholders and industry. Many of our members have been very clear in telling us that
overly-conservative limits on the admission of deferred tax assets unnecessarily understate their
financial strength.

We support increased admissibility of deferred tax assets based on their substance: they do reflect the

economic strength of these companies. Deferred tax assets are valuable receivables that can provide a
source of cash to satisfy policyholder liabilities by reducing future tax liabilities or creating opportunities

for tax refunds. The provisions that are designed to retain the lower admissibility limits for insurers at or
near regulatory action levels are understandable and reasonable.

1 The American Council of Life Insurers represents 340 member companies operating in the United States, of which
332 are legal reserve life insurance companies, and 8 are fraternal benefit societies. These 340 member
companies account for 93% of total life insurance company assets, 94% of the life insurance premiums, and 94%
of annuity considerations in the United States.

American Council of Life Insurers
101 Constitution Avenue, NW, Washington, DC 20001-2133
www.acli.com

10
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The ACLI looks forward to working with the NAIC. In particular, we would like to have discussions on the
operation of paragraph 10a as proposed and whether it will operate to appropriately reflect the financial
strength of the insurers.

Thank you for considering our comments. Please call me at (202) 624-2324 or email me at
mikemonahan@acli.com with any questions. We look forward to continued dialogue.

Mike Monahan
Director, Accounting Policy

cc: Robin Marcotte, NAIC

11
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