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Chapter 1

Nature, Conduct, and Regulation of the Business

Boldface italic denotes new language. Deleted text is in strikethrough.

[No revision to paragraphs 1.01-1.82. Heading above paragraph 1.83-1.87 and footnote 11 provided for
contextual purposes only.]

Permitted Statutory Accounting Practices!!

11 For additional information, see the National Association of Insurance Commissioners (NAIC) Accounting Practices and Pro-
cedures Manual preamble and its section ""Permitted Practices Advance Notification Requirement Implementation Question
and Answers."

[No revision to paragraphs 1.83-1.87.]

1.88 The NAIC Accounting Practices & Procedures Manual (AP&P Manual) establishes comprehensive
guidance that addresses the accounting and disclosure requirements for the insurance statutory basis
of accounting, which integrates the framework established by GAAP with objectives exclusive to stat-
utory accounting. Paragraph 53 of the preamble of the NAIC AP&P Manual states that

GAAP guidance that is not applicable to insurance companies will not be adopted by the
NAIC. For those principles that do not differ from GAAP, the NAIC may specifically adopt
GAAP guidance to be included in statutory accounting. Elements of the FASB Codification do
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not become part of SAP* until and unless adopted by the NAIC. Future SAP pronouncements
will specifically identify any element of the FASB Codification that is to be included in SAP
whether in whole, in part, or with modification as well as any rejected GAAP guidance. GAAP
guidance which the NAIC has not addressed shall not be considered as providing authoritative
guidance for reporting under the insurance statutory basis of accounting.

Paragraph 62 of the preamble of the NAIC AP&P Manual further states that

Annual statutory financial statements which are not accompanied by annual statement exhib-
its and schedules (e.g., annual audit report) shall include all disclosures required by the
SSAPs based on the applicability, materiality and significance of the item to the insurer.

To codify and maintain the insurance statutory basis of accounting, including related disclosures, an
evaluation of GAAP accounting and disclosure guidance is performed to determine if the GAAP
guidance is applicable and should be included in this basis. The NAIC established and appointed the
Statutory Accounting Principles Working Group (SAPWG) with the responsibility of developing and
proposing new Statements of Statutory Accounting Principles (SSAPs) and amendments to adopted
SSAPs. SAPWG has a documented SAP Maintenance Process and is responsible for developing and
adopting substantive, nonsubstantive and interpretation revisions to the AP&P Manual. This includes
the review of all new or revised accounting and disclosure guidance in the GAAP Hierarchy to deter-
mine whether the guidance is applicable to the insurance statutory basis of accounting. The AP&P
Manual provides the basis for insurers to prepare financial statements for financial regulation pur-
poses. If the guidance is deemed applicable to insurance entities, SAPWG develops proposed guid-
ance that is exposed for public comment via its national and interim meetings and on the NAIC web-
site, similar to the exposure process for new GAAP guidance. After exposure, the NAIC publicly dis-
cusses comments received to finalize changes to existing SSAPs or new SSAPs. The process is delib-
erative and many issues go through more than one comment period. The NAIC also maintains a list
of the conclusions of SAPWG, and the status of GAAP guidance currently being considered.

The insurance statutory basis of accounting is a regulatory basis of accounting,*® which is considered
a special purpose framework. AU-C section 800, Special Considerations—Audits of Financial
Statements Prepared in Accordance With Special Purpose Frameworks (AICPA, Professional
Standards), addresses special considerations in the application of the auditing standards to an audit
of financial statements prepared in accordance with a special purpose framework (e.g., regulatory ba-
sis of accounting).

14 SAP is described in the NAIC AP&P Manual as the statutory accounting principles (i.e., the insurance statutory basis of ac-
counting).

15 AU-C section 800, Special Considerations—Audits of Financial Statements Prepared in Accordance With Special Purpose
Frameworks (AICPA, Professional Standards), defines the regulatory basis of accounting as a basis of accounting that the entity
uses to comply with the requirements or financial reporting provisions of a regulatory agency to whose jurisdiction the entity is
subject (for example, a basis of accounting that insurance companies use pursuant to the accounting practices prescribed or per-
mitted by a state insurance commission).
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AU-C section 800 indicates that financial statements prepared in accordance with a special purpose
framework, including a regulatory basis of accounting, should include all informative disclosures
that are appropriate for the basis of accounting used. Paragraph .15 of AU-C section 800 indicates
that the auditor should evaluate, among other things, whether the financial statements prepared in
accordance with a regulatory basis of accounting include a summary of significant accounting poli-
cies, and adequately describe how the special purpose framework differs from GAAP. The effects of
these differences need not be quantified.

Paragraph .17 of AU-C section 800 states that

Section 700 requires the auditor to evaluate whether the financial statements achieve fair
presentation. In an audit of special purpose financial statements when the special purpose fi-
nancial statements contain items that are the same as, or similar to, those in financial state-
ments prepared in accordance with GAAP, the auditor should evaluate whether the financial
statements include informative disclosures similar to those required by GAAP. The auditor
should also evaluate whether additional disclosures, beyond those specifically required by the
framework, related to matters that are not specifically identified on the face of the financial
statements or other disclosures are necessary for the financial statements to achieve fair
presentation.

In applying the requirement in paragraph .17 of AU-C section 800 to financial statements prepared
on the insurance statutory basis of accounting, factors for the auditor to consider include (a) the
overall presentation, structure, and content of the financial statements and (b) whether the financial
statements, including the related notes, represent the underlying transactions and events in a manner
that achieves fair presentation.

Paragraph .A7 of AU-C section 800 notes that the financial reporting standards established by an or-
ganization that is recognized to promulgate standards for special purpose financial statements, will be
presumed acceptable for that purpose if the organization follows an established and transparent pro-
cess involving deliberation and consideration of the views of relevant stakeholders. For the insurance
statutory basis of accounting, the NAIC establishes financial reporting provisions to meet the re-
quirements of insurance regulators, industry and users of financial statements, and states adopt these
provisions as their regulatory basis of accounting. The NAIC follows a deliberative and comprehen-
sive process for considering new disclosures, including those required by GAAP.

Accordingly, GAAP disclosure requirements that have been rejected by the NAIC in whole or in part
would not need to be evaluated by the auditor in order to determine whether the annual audited statu-
tory financial statements achieve fair presentation in accordance with the insurance statutory basis of
accounting. However, if the NAIC has not finalized action on GAAP disclosure requirements, an au-
ditor would need to assess whether informative disclosure in the annual audited statement financial
statements would be needed to achieve fair presentation in accordance with paragraph .17 of AU-C
section 800. This assessment would occur when the entity is required to adopt the new standard for
GAAP.

In accordance with AU-C section 730, Required Supplementary Information (AICPA, Professional
Standards), required supplementary information (RSI) is not part of the basic financial statements
and the auditor’s opinion on the basic financial statements does not cover RSI. The auditor does not
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need to apply AU-C section 800 to RSI because AU-C section 800 addresses the need for disclosure of
financial information in order for the basic financial statements to achieve fair presentation and RSI
by definition is not part of the basic financial statements.

[Subsequent paragraphs and footnotes renumbered.]
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[No further revisions to chapter 1.]
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