At the December 4, 2007 meeting of the NAIC/AICPA Working Group, a referral was received from the Statutory Accounting Principles Working Group (SAPWG) regarding reporting entity requirements under Generally Accepted Auditing Standards (GAAS) to include relevant and significant Generally Accepted Accounting Principles (GAAP) disclosures in the audited statutory financial statements. After presenting the issue to the Audit Issues Task Force of the American Institute of Certified Public Accountants, the Working Group decided to request that the SAPWG notify the NAIC/AICPA Working Group whenever it appears that there is a GAAP pronouncement with disclosure requirements that will not be concluded upon by the SAPWG prior to its GAAP effective date. This will allow the NAIC/AICPA Working Group to request illustrative guidance for including GAAP disclosures in statutory financial statements. This process will hopefully reduce the amount of uncertainty regarding these disclosures and provide more consistent information to regulators in regards to GAAP disclosures included in the statutory financial statements.

Included in this document are illustrative examples of disclosures for several significant GAAP standards that have not yet been addressed by the SAPWG as of December 31, 2008: 

· FASB Statement No. 157, Fair Value Measurements 

· 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) 

· FASB Interpretation 48, Accounting for Uncertainty in Income Taxes—an interpretation of FASB Statement No. 109 

These examples are intended to be illustrative and should not be considered authoritative.

NOTE X – FAIR VALUE MEASUREMENTS
Included in various investment related line items in the financial statements are certain financial instruments carried at fair value.  Other financial instruments are periodically measured at fair value, such as when impaired, or, for certain bonds and preferred stock when carried at the lower of cost or market.
The fair value of an asset is the amount at which that asset could be bought or sold in a current transaction between willing parties, that is, other than in a forced or liquidation sale.  The fair value of a liability is the amount at which that liability could be incurred or settled in a current transaction between willing parties, that is, other than in a forced or liquidation sale.  
Fair values are based on quoted market prices when available.  When market prices are not available, fair value is generally estimated using discounted cash flow analyses, incorporating current market inputs for similar financial instruments with comparable terms and credit quality (matrix pricing).  In instances where there is little or no market activity for the same or similar instruments, the Company estimates fair value using methods, models and assumptions that management believes market participants would use to determine a current transaction price.  These valuation techniques involve some level of management estimation and judgment which becomes significant with increasingly complex instruments or pricing models.  Where appropriate, adjustments are included to reflect the risk inherent in a particular methodology, model or input used.

The Company's financial assets and liabilities carried at fair value have been classified, for disclosure purposes, based on a hierarchy defined by SFAS No. 157, Fair Value Measurements.   The hierarchy gives the highest ranking to fair values determined using unadjusted quoted prices in active markets for identical assets and liabilities (Level 1) and the lowest ranking to fair values determined using methodologies and models with unobservable inputs (Level 3). An asset’s or a liability’s classification is based on the lowest level input that is significant to its measurement.  For example, a Level 3 fair value measurement may include inputs that are both observable (Levels 1 and 2) and unobservable (Level 3).   The levels of the fair value hierarchy are as follows:

	
	Level 1 - Values are unadjusted quoted prices for identical assets and liabilities in active markets accessible at the measurement date.  

	
	Level 2 –  Inputs include quoted prices for similar assets or liabilities in active markets, quoted prices from those willing to trade in markets that are not active, or other inputs that are observable or can be corroborated by market data for the term of the instrument.  Such inputs include market interest rates and volatilities, spreads and yield curves.

	
	Level 3 – Certain inputs are unobservable (supported by little or no market activity) and significant to the fair value measurement.  Unobservable inputs reflect the Company’s best estimate of what hypothetical market participants would use to determine a transaction price for the asset or liability at the reporting date.


 

 

Financial assets and liabilities measured at fair value on a recurring basis
The following table provides information as of December 31, 200X about the Company’s financial assets and liabilities measured at fair value on a recurring basis.
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Fair values and changes in the fair values of separate account assets generally accrue directly to the policyholders and are not included in the Company’s revenues and expenses or surplus.  

Level 1 financial assets - $xx million
Given the narrow definition of Level 1 and the Company's investment asset strategy, a relatively small portion of the Company’s investment assets are classified in Level 1. These assets include actively-traded exchange-listed equity securities and some short-term money market mutual funds.   Unadjusted quoted prices for these securities are provided to the Company by independent pricing services.  Separate account assets in Level 1 primarily include actively-traded institutional and retail mutual fund investments valued by the respective mutual fund companies. 

Level 2 financial assets - $X  billion and liabilities - $xx million
Equity securities. Approximately xx% of the Company’s investments in equity securities that are reported at fair value are classified in Level 2 including public and private equity securities. Fair values of equity securities reported in this category are largely provided by independent pricing services ($x billion as of December 31, 200X), or are calculated by the Company using a matrix pricing model ($x billion as of December 31, 200X).  Where independent pricing services provide fair values, the Company has obtained an understanding of the methods, models and inputs used in pricing, and has controls in place to validate that amounts provided represent current fair values.

Typical inputs to models used by independent pricing services include but are not limited to benchmark yields, reported trades, broker-dealer quotes, issuer spreads, benchmark securities, bids, offers, reference data, and industry and economic events.   Because some preferred and common stocks do not trade daily, independent pricing services regularly derive fair values using recent trades of securities with similar features. When recent trades are not available, pricing models are used to estimate the fair values of securities by discounting future cash flows at estimated market interest rates.

If an independent pricing service is unable to provide the fair value for a security due to insufficient market information, such as for a private placement transaction, the Company will determine the fair value internally using a matrix pricing model. This model estimates fair value using discounted cash flows at a market yield considering the appropriate treasury rate plus a spread.  The spread is derived by reference to similar securities, and may be adjusted based on specific characteristics of the security, including inputs that are not readily observable in the market.  The Company assesses the significance of unobservable inputs for each security priced internally and classifies that security in Level 2 only if the unobservable inputs are insignificant.

Derivatives. Amounts classified in Level 2 represent over-the-counter instruments such as swap contracts that do not qualify for hedge accounting or hedge an asset or liability that is carried at fair value.  Fair values for these instruments are determined internally using market observable inputs including forward currency and interest rate curves and widely published market observable indices. Credit risk related to the counterparty is considered when estimating the fair values of these derivatives. However, the Company is largely protected by collateral arrangements with counterparties. 
Separate account assets   Separate account assets in Level 2 primarily include equity securities and corporate and structured bonds priced by independent pricing services, actively-traded institutional and retail mutual fund investments valued by the respective mutual fund companies, and separate accounts managed and priced by an affiliate of the buyer of the retirement benefits business using their daily net asset value which is the exit price.
Level 3 financial assets - $x billion and liabilities - $x million
The Company classifies certain newly issued, privately placed, complex or illiquid securities in Level 3.

 

Equity securities.  $xxx million or approximately x% of equity securities are reported at fair value and are classified in Level 3.  Of this amount, approximately $xx million represent securities priced using indicative quotes from independent securities brokers.  Level 3 measurements may also include new public securities before there is observable market activity.  Fair values for the remaining $xxx million of equity securities classified in Level 3 are derived principally using unobservable inputs as there is little, if any, relevant market data.
 

 

Separate account assets   Separate account assets classified in Level 3 include investments primarily in real estate generally valued at estimates of fair value based on discounted projected cash flows.   
Changes in Level 3 Assets and Liabilities Measured at Fair Value on a Recurring Basis
The following table summarizes the changes in assets and liabilities classified in Level 3 for 200X.  Gains and losses reported in this table may include changes in fair value that are attributable to both observable and unobservable inputs. 
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Changes in the value of equity securities for realized gains/losses are included in net income, and changes in unrealized gains/losses have been included in surplus.  Changes in the value of separate account assets for realized and unrealized gains/losses accrue directly to the policyholders and are not included in net income. [Any other items included should be disclosed separately.]
Reclassifications impacting Level 3 financial instruments are reported as transfers in (out) of the Level 3 category as of the beginning of the quarter in which the transfer occurs. Therefore gains and losses in income only reflect activity for the period the instrument was classified in Level 3. [Note: there may be more than one acceptable method for disclosing transfers in and out of the Level 3 category, and a company should describe their policy.]
Assets measured at fair value on a non-recurring basis 
Certain financial assets are measured at fair value on a non-recurring basis, such as certain bonds and preferred stock valued at the lower of cost or fair value, or investments that are impaired during the reporting period and recorded at fair value on the balance sheet at December 31, 200X.  The following table summarizes the changes in assets measured at fair value on a non-recurring basis as of 12/31/0X:  
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	Quoted Prices in Active Markets for Identical Assets (Level 1)
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	Significant Unobservable Inputs (Level 3)
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[A company should discuss the following information for each major category of assets and liabilities that are measured at fair value on a nonrecurring basis: 
1. The fair value measurements recorded during the period and the reasons for the measurements,

2. For fair value measurements using significant unobservable inputs (level 3), a description of the inputs and the information used to develop the inputs, and

3. The valuation technique(s) used to measure the fair value and a discussion of changes, if any, in the valuation technique(s) used to measure similar assets and/or liabilities in prior periods.]

(Note-For employers with two or more defined benefit pension plans, if disclosures for plans that have accumulated benefit obligations in excess of plan assets and plans that have plan assets in excess of accumulated benefit obligations are presented on a combined basis, the following disclosures should be made separately with respect to plans that have projected benefit obligations in excess of plan assets: (already required by FAS 132 (R), par. 6)):

The aggregate projected benefit obligations.

The aggregate fair value of plan assets.

	Information for pension plans with an accumulated benefit obligation in excess of plan assets.  
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	Information for other postretirement benefit plans with an accumulated benefit obligation in excess of plan assets
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The company does not expect any plan assets to be returned during the next twelve months.
A reconciliation of the beginning and ending balances of tax contingencies is as follows for the year ended December 31, 200X:

Balance at beginning of year


$ 
XX

Additions based on tax positions

  related to current year



XX

Additions for tax positions of

  prior years





XX

Reductions for tax positions of

  prior years





(XX)

Reductions for settlements with tax authorities
(XX)

Reductions for lapse of the statute of limitations
(XX)

Balance at end of year



$ 
XX
Included above in the balance of tax contingencies as of December 31, 200X are potential tax contingencies of $XX that, if recognized, would affect the effective tax rate on income from operations.  

The Company classifies all interest and penalties related to tax contingencies as income tax expense.  As of December 31, 200X, accrued interest and penalties of $XX are recorded as an income tax liability on the statutory statement of admitted assets, liabilities and surplus and $XX is recognized as [income taxes incurred] on the statutory statement of operations.

As of December 31, 200X, there were no positions for which management believes it is reasonably possible that the total amounts of tax contingencies will significantly increase or decrease within 12 months of the reporting date.  

The company files tax returns in U.S. federal jurisdiction and several state jurisdictions.  As of 200X, the tax years that remain subject to examination begin with 19XX.
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