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PREAMBLE
PREAMBLE

The primary purpose of a risk-focused examination is to review and evaluate an insurer’s business processes and controls
(including the quality and reliability of corporate governance) to assist in assessing and monitoring its current financial
condition and prospective solvency. As part of this process, the examiner identifies and evaluates risks that could cause an
insurer’s surplus to be materially misstated both currently and prospectively. In order to complete this tas
effectively, examinations should be planned to identify and focus on areas of higher risk. The guidelines
this Handbook have been designed to assist examiners in conducting financial condition examinations in a consistent

ncludes both the
ions is, therefore,
responsible for the
of an examination into
ased on reporting by the
s in more detail and learn

The risk-focused surveillance framework is designed to provide continuous regulatory o
financial analysis function and the financial examination function. Coordination between
vital to ensure appropriate oversight is maintained in an effective and efficient manner.
continuous monitoring of the company and should, therefore, provide insight at the begi
different trends or possible risk areas that the analyst has identified through regular itori
company. The examiner is then responsible for going on-site to the company togmmg
about the effectiveness of the company’s controls and processes. At the con®
have gained enough knowledge to pass along valuable insight and, at tirfls, rc8
to assist in the ongoing monitoring of the company. The two functions, epae
coordination and communication to ensure that the future obligations tgfbolicydalders can be met.
In conducting an examination, a full understanding of the insurer t be

analyst; reviewing relevant documents, including the Insurer Pro

ined by discussing relevant issues with the
PS); and conducting C-level interviews, etc.
te“governance and risk management environment
enhances the examiner’s overall understanding of the cafapan ‘mj brtant to recognize that variations in the practices of
each individual insurer are expected, in accordance with t ture

ftectiveness of management, will enhance the examiner’s
aneing of the company, including corporate governance, the
the most significant solvency risks facing the company, both

—+

Once the most significant risks are identifie
detail test procedures to address each risk
controls/risk mitigation strategies is

he examincrt will use a combination of controls/risk-mitigation strategies and/or
determine if the risk is adequately mitigated. The review and testing of internal
assessing the insurer’s ability to continue producing accurate financial
orting risks in the years between examinations. Additional detail tests are
performed, as necessary, to sks that remain after comparing the assessed level of inherent risk identified to
the strength of internal con y
testing, the examiner is encou llize existing work, when possible, to increase efficiency. Sources that may provide
al/external auditors, as well as reports required in order to comply with the federal
2 (SOX); the NAIC Annual Financial Reporting Model Regulation (#205), which is commonly
it Rule (MAR); and the Own Risk and Solvency Assessment (ORSA) reporting requirement.
il testing, as necessary, current or prospective risks that are not fully mitigated should be
icial analyst or others within the insurance department responsible for solvency monitoring.
the risk or finding, issues may also need to be reported to company management or the board of
directors, as d the examination team.

Sarbanes-Oxley Act
referred to as the Mo
After completing
communicated tg
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FINANCIAL CONDITION EXAMINERS HANDBOOK

L 2
This & eft blank.

© 1976-2019 National Association of Insurance Commissioners



© 1976-2019 National Association of Insurance Commissioners



FINANCIAL CONDITION EXAMINERS HANDBOOK

L 4 \( >
This pageﬁt\%\ blank.

© 1976-2019 National Association of Insurance Commissioners



INTRODUCTION
INTRODUCTION

This Handbook is a guide to assist state insurance departments in conducting risk-focused examinations, as a key
component of establishing and operating an effective risk-focused surveillance process. The purposes of a risk-focused

surveillance process are (1) to detect as early as possible those insurers with potential financial trouble; to timely
identify noncompliance with state statutes and regulations; (3) to compile the information needed for tim priate
regulatory action; (4) to provide a clearer methodology for assessing residual risk in each activity un eview wrd to

explain how that assessment translates into establishing examination procedures; (5) to allow the_a t of risk
management processes in addition to those that result in financial statement line item verificatj ple, the
effectiveness of the board of directors and other corporate governance activities, thus provging a
the operations and quality of the risk management processes of the insurer; and (6),to a
examination findings to establish, verify or revise the company’s priority score dete t e department’s
analysis and utilization of the NAIC tools (e.g., Scoring System, IRIS ratios). These eleme ow 1P examinations that
emphasize the analysis of an insurer’s current or prospective solvency risk areas as well a sentation of surplus.
To conduct an effective risk-focused examination, examiners must have ade ing and experience and
appropriately involve key regulatory functions in the department, to assist in exercisi dgment at every stage of
the examination process. Enhanced risk assessment is not intended to add 1 e examination process, but
ing the companies they regulate.

The concepts presented in this Handbook can be applied to all examin:
based upon the nature and size of specific entities. Risk-focused exami
modified, supplemented or reduced, in accordance with th
acknowledges that considerable judgment will be required of the

, modifications may be warranted
exibility for procedures to be added,
isk aSsessment of the insurer. The NAIC
mpleting risk assessments.

A. History of Risk Assessment and Process of C’ondu g

In 2004, the NAIC Risk Assessment Working Grou opt Risk-Focused Surveillance Framework, whose
principles set the foundation for the enhancemen isk ssment components of this Handbook. Although editions
of the Handbook prior to 2007 already utilized d approach, that approach focused only on financial reporting
issues and audit risk. A broader, organizatid ingss risk assessment including strategic and operational issues
enhances the process for evaluating the entire so 5 inherent in an insurer’s operations. The enhancement in the
risk assessment process and supporting tools will a prove the ongoing surveillance of the insurer. The risk-focused
surveillance process includes a formal sysg#n for identifying risk, processes for assessing and documenting that risk, and
recommendations for how the assessme n be applied in the examination process and to the ongoing monitoring of the
insurer.

The revised risk-focused s illa;
Assessment Working Gro

examination and financial an'

s was developed by the NAIC in response to a recommendation by the Risk
2Ccom

bring focus to the b
insurer. These enhanc are considered to be directly aligned with the NAIC Solvency Initiatives.

problems have been caused by inadequate management oversight. Inadequate management
inaccurate financial reporting which can prevent the regulator from taking timely remedial or
regulatory a us reduces the options available for corrective steps. Solvency issues generally result from
i i ere not mitigated to an acceptable level by company controls. Inadequately controlled operating risks
ts to be reflected in the company’s financial statements.

sment Working Group has determined solvency surveillance needs a broader risk focus to become more
proactive in identifying emerging solvency issues. As the revised approach is implemented by state insurance departments,
examination activities will be enhanced by a risk-focused methodology that:

e More clearly directs financial statement verification to only those key accounts and control objectives of those

© 1976-2019 National Association of Insurance Commissioners 7
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accounts with the greatest risk, and
e Directs the examination focus to the identification of significant strategic and operating risks, investigation of

mitigation strategies for those risks, and recommendations for enhancements where appropriate to reduce residual
risks to a more acceptable level.

B. Overview of Risk-Focused Surveillance Process
The intent of the risk-focused surveillance process is to broaden and enhance the identification gf nt in an
insurer’s operations and utilize that evaluation in formulating the ongoing surveillance of the i s assessment

could be completed on a legal entity basis or on an organization-wide basis depending on h tructures its
business. Through their activities, insurers assume a variety of risks, which is the essence ansaction. The
type of risk and its significance varies by activity. Investment activities may involve credi
risk. In product sales, insurers may assume market risk, pricing/underwriting risk, strategj
degrees, depending on the product. Over the years, state insurance regulators have deve rous tools to address
me. Limitations on net
retentions help reduce catastrophe risk. Risk-based capital requirements establish capi in recognition of a variety
of risks. Insurance regulators have always considered the risk profiles of li ; the activities that may pose
risk to the company in the future. The risk-focused surveillance pro ganization-wide risk assessment
process to enhance evaluation and to better coordinate the activities‘;?S :ncy surveillance through greater
consistency within the department, and with other departments.

isks, assessing and analyzing those risks,
r how the analysis can be applied to the
s to risk assessment and risk management

A risk-focused surveillance process includes identifying si
documenting the results of the analysis, and developing reco
ongoing monitoring of the insurer. This increased attentio
processes utilized by insurers will be a positive develowent.

The enhancements included in the risk-focused suryg C tend to provide the following benefits:

porate governance function by documenting the composition
¢ management team as well as the quality of guidance and

1. Strengthen regulatory understanding of th
of the insurer’s board of directors and tli
oversight provided by the board and managem¢

2. Enhance evaluation of risks thro assessment of inherent risks and risk management processes regarding
weaknesses of management’s ability entify, assess and manage risk.
3. Improve early identificatgn o risks at individual insurers on a sector-wide basis.

4. Enhance effective use of ources through increased focus on higher risk areas.

5. Increase regulat: derstandi
and the risks it as S.

of the insurer’s quality of management, the characteristics of the insurer’s business

6. Enhance the u lance work and establishment of risk assessment benchmarks performed by insurers and
mmon interest in ensuring that risks are properly identified and that adequate, effective control

1 to monitor and control risks.

7. nd document the risk assessment process via the use of the risk assessment matrix tool to assist in
ination planning and resource assignment.
8. Expand 18k assessment to provide a more comprehensive and prospective look at an insurer’s risks through

identification of the insurer’s current and/or prospective high-risk areas.

9. Coordinate the results of the risk-focused examination process with other financial solvency surveillance functions

8 © 1976-2019 National Association of Insurance Commissioners



INTRODUCTION

(i.e., establishing/updating the priority score and supervisory plan).

In full, the risk-focused surveillance process provides effective procedures to monitor and assess the solvency of insurers
on a continuing basis. The risk-focused surveillance process is embedded in the planning activities and throughout each
phase of the risk-focused surveillance process discussed in detail within this Handbook. The revised approach cons1sts of
a structured methodology designed to establish a forward-looking view of an insurer’s risk profile and th;
risk management practices. This approach permits a direct and specific focus on the areas of greatest rj
Through this approach, state insurance regulators can be more proactive and better positioned to identify respond to

any serious threat to the stability of the insurance company from any current or emerging risks. Thj pproach

4

will benefit all participants in the insurance marketplace.
C. Risk-Focused Surveillance Cycle

The system of financial surveillance advocated by the Risk-Focused Surveillance Fr is, designed to provide
etween the financial

of information between

examination function and the financial analysis function. There should be a continu
the field examination function and the financial analysis function to ensure t

domestic insurers; (2) to provide updates to the Insurer’s Profile Su provide input for the department’s
priority score for each insurer; and (4) to provide department managdgient witisimely knowledge of significant events
relating to the domestic insurers. This information is used by th d ination function as input for scheduling and
staffing of examinations. In anticipation of a field examination, amitPrs and analysts should conduct a planning

meeting to facilitate the exchange of relevant information een analyst and the examination team. As the
examiners conduct the financial examinations, they shquld i nalyst of any significant examination findings. At
the conclusion of the on-site examination, the examinets ystgyshould work together to determine the company’s

priority score. The development of the manag le 2 company should include contributions from the
i st be responsible for evaluating and following-up with
, as after the report of the examination has been issued, the

y until the next examination.

ncements coordinate all of these functions in a more integrated manner that
should be consistently applied by state reg@iators. The five functions of the risk assessment process are illustrated within

the Risk-Focused Surveillance Cycl

As illustrated in the Risk-F ce Cycle diagram, elements from the five identified functions contribute to
the development of an Insur imary. Each state will maintain an Insurer Profile Summary for their domestic
companies. Regulators that wis review an Insurer Profile Summary for a non-domestic company will be able to
request the Insurer P Summary$tom the domestic or lead state. The documentation contained in the Insurer Profile
Summary is considere; rietary, confidential information that is not intended to be distributed to individuals other than
state regulators.

isk-Focused Surveillance Cycle has begun, any of the inputs to the Insurer Profile Summary
to reflect the changing environment of an insurer’s operation and financial condition.

© 1976-2019 National Association of Insurance Commissioners 9
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The five elements of the Risk-Focused Surveillance Cycle inclu cused examination, (2) financial analysis,

(3) review of internal/external changes, (4) priority system ( rvisory plan. These elements are currently
performed under state insurance regulator’s current ﬁﬁnci 0 oversight role. The enhancements integrate these
functions together in a more cohesive manner, which ca c tenfly applied by state regulators.

S aries of risk-focused examinations, financial analyses,
nd other standard information. This profile is intended to be a
¢ pulators who have signed the Information Sharing and

ation would remain confidential.

“living document” and preferably shared
Confidentiality Agreement verifying that such sha

ions consist of a seven-phase process that can be used to identify and assess
strategies/controls used to mitigate risk and assist in determining the extent
ized in order to complete the review of that activity. The process should
ity and reliability of the corporate governance structure and risk management
ication of specific portions of the financial statements or other limited-scope
ations of an insurer. The risk assessment process should result in increased
ed detail testing of, accounts identified as being at high risk of misstatement.

Risk-Focused Examinations: These exa
risk, assess the adequacy and effectivene
and nature of procedures and testi
generally include a determinggion ¢
programs. In addition, it ca
reviews, including reviews
focus on, and can result in in
Conversely, the risk

nsurance businesses, using the residual risk determinations of the activities reviewed and
in order to assist in determining the areas of operations that should be targeted for heightened

Internal/Exterifal Changes: Changes in rating agency ratings, ownership/management/corporate structure, financial
condition/risk profile, business strategy or plan, external audit reports and legal or regulatory status should be considered
in developing the examination priority and supervisory plan.
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INTRODUCTION

Priority Score: Each domiciliary state should establish a prioritization system for examinations of their insurers. This
system should utilize the department’s experience and knowledge of the insurer as well as available financial analysis
tools. Prioritization tools available through the NAIC include Scoring System and IRIS ratios.

As any single prioritization system does not represent a complete prioritization tool, analysts are encouraged to utilize
various NAIC or internal tools and complete additional subjective analyses to establish the company’s itization.
Factors such as risk assessment results, internal/external changes and the risk appetite and effectivenes man ent
should be taken into consideration by the examiner and analyst to determine the overall priority score.

tate for each
€ resources

o'

Supervisory Plan: At least once a year a supervisory plan should be developed or updated l%the
domestic insurer. The supervisory plan should be concise and outline the type of survei e
t

dedicated to the oversight and the consideration and communication and/or coordination wth ot a
D. Purpose of Risk-Focused Examinations

The intent of the risk-focused surveillance process in a risk-focused examination i
enable more efficient use of examiner resources. The primary purpose of a risk-foc

evaluate an insurer’s business processes and controls (including the qual@sy a0
assist in assessing and monitoring its current financial condition and qos
Ip:

dete e areas of higher risk to
ination is to review and
of corporate governance) to
cy. As part of this process, the
examiner identifies and evaluates risks that could cause an insurer’s su Ily misstated, both currently and

prospectively.

With these goals in mind, the risk-focused examination approac ta even phases: (1) understanding the company
and identifying key functional activities to be reviewed; (2) ifyi nd assessing inherent risk in activities;
(3) identifying and evaluating risk-mitigation strategies/contro ing residual risk; (5) establishing/conducting
examination procedures; (6) updating prioritization agd su lan; and (7) drafting the examination report and
management letter based on findings. The Risk Assés en s introduced as a tool that should be utilized to
document the risk assessment planning progress, img ts. The regulator may also consider preparing a risk
isk assessment.

£SS10

ay already exist in one form or another. More and more

istinct objectives: (1) strengthen and restore confidence in the accounting
aws; (3) improve executive responsibility and tone set by top management;

ancial experts. SOX requires management to report on the establishment
inancial reporting. Additionally, outside auditors are required to issue an
the adequacy of their financial reporting controls. In addition to SOX
requirements, modifications to
Model Audit Rule ( )—that into effect for the year ending Dec. 31, 2010, require all insurance companies
ium threshold to issue a management’s report on the effectiveness of internal controls over
port is required to be supported by diligent inquiry, including documentation and testing
of significant finggfCTar T\ e controls. In addition to functions put in place to meet SOX and MAR requirements, other
companie @ brise risk management (ERM) functions and/or an internal audit functions that conduct formal
(] Q

as defined by AIC Risk Management and Own Risk and Solvency Assessment Model Act (#505), must submit an
rt that contains extensive information regarding the company’s risk-management function. Any of

E. Risk-¥ocused Examination Process

The concept of risk considered in examinations had historically focused on the static risk of a material misstatement of the
financial condition of the company at a given point in time. The concept of risk considered in a risk-focused examination

© 1976-2019 National Association of Insurance Commissioners 11
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encompasses not only risk as of the examination date, but risks which extend or commence during the time which the
examination was conducted, and risks which are anticipated to arise or extend past the point of completion of the
examination. As such, risks in addition to the financial reporting risks may be reviewed as part of the examination
process. The timing of the risk assessment during the examination has also changed as a result of the adoption of the risk-
focused examination. Risk assessment has historically occurred as part of the planning process. The risk-focused
examination anticipates that risk assessment may extend through all seven phases of the examination disc clow as
well as link to the work carried forward by the financial analysis function.

The following chart and Handbook sections discuss the seven phases necessary to conduct a riskFCEE ination.
The methodology emphasizes a “risk-focused” approach whereby resulting examination, field % analyze an
g jexaminer-in-

Jrtxam resources
will be influenced
chart of the seven

charge should use the risk assessment matrix (or similar document) as a tool to document

(by the identification of key functional activities and sub-activities) to be assessed. The a ch
by the size, complexity and effectiveness of the overall insurer’s risk control environfgent.
phases of a risk-focused examination follows and is described in detail later in this Handbo

insurer’s solvency risk areas in addition to the risks associated with the fair presentation 6f gurp
i0
u

See Exhibit K for the Risk Assessment Matrix tool and the linkage to the seven p

Phase 1
Understand the Company and Identify Key

Functional Activities to be Reviewed
edures

ithin
< PP}anmng
Phase 2 rocess
Identify and Assess Inherent
Activities

\ 4

hase 4
mine Residual Risk

A 4

Phase 5
Establish/Conduct Detail Examination
Procedures

A 4

Phase 6
Update Prioritization and Supervisory Plan

b 4

Phase 7
Draft Examination Report and Management
Letter based upon Findings

12 © 1976-2019 National Association of Insurance Commissioners



INTRODUCTION

Phase 1: Understand the company and identify key functional activities to be reviewed: In Phase 1, key activities
and sub-activities are identified using background information gathered on the company from various
sources. The risk-focused surveillance process promotes the use of a “top-down” approach to identify
activities. Key functional activities are considered to be key business processes or business units within a
company. Once these are identified, the key sub-activities of these units can be identified. This process
would continue until the examiner has obtained the level of detail necessary for understan activity
within a particular company. Previously completed Insurer Profile Summaries aggh the sed
prioritization will be useful starting points to this process.

Phase 2: Identify and assess inherent risk in activities: In Phase 2, the examiner, WitP&h
staff, would identify and document the inherent risks of the insurer being e
identify risks from the insurer’s own risk assessment (including work
requirements), 1nternal and external audit risk assessments, ﬁhng requ

risks: Credlt Legal, Liquidity, Market, Operational, Prlcmg/Unde
Strateglc (sce Exhibit L Assessment of Controls) Once the priasg
erent risk by determining the
likelihood of occurrence and magnitude of impact to ob@in th erent risk assessment.

Phase 3: Identify and evaluate risk mitigation strategies/controléy” Ph quires the examiner to identify and

evaluate controls in place to mitigate inherent ri ternal €dntrols should be assessed by how well

they mitigate identified inherent risks. Risk rategies/controls generally consist of: (1)

management oversight, (2) policies and proced easurement, (4) control monitoring and (5)

compliance with laws and regulations. The ent reflects the examiner’s determination on

how well the controls mitigate inherengpisk. SOX and MAR, corporate management is clearly

responsible for establishing and maintai ate internal control structure and procedures for

financial reporting. Under SOX ; auditor must also attest and provide an opinion on the

© he at¥quacy of the financial reporting controls. Information

equirements, when available, can assist the examiner in
egies/controls.

atio

prepared to comply with e
identifying and assessing risk

Phase 4: Determine residual risk: Pighse 4 requif€s the examiner to determine the residual risk for individual risks
identified to arrive at anggikerall residual risk. The assessment is made by determining how well controls

reduce the level of inh isk for each risk identified. Assessing residual risk is the key to determining
; i r’s business. Once the riskier activities are identified, the examiner may
e where to focus examiner or analyst resources most efficiently and to

Phase 5: i ail examination procedures: After completion of the risk assessment for an activity,

Phase 6: U ation and supervisory plan: Phase 6 requires relevant material findings from the risk
effort and any other examination activities to be utilized and incorporated into determining or

he assessed prioritization of the insurer as well as establishing the ongoing supervisory plan.

Ph examination report and management letter based upon findings: Phase 7 requires the Examination
rt to contain the findings related to the scope of the examination. The Management Letter may
contain results and observations noted during the examination that should not be contained in the public
report. This letter serves as a vehicle for ongoing dialogue between the regulator and the insurer and

should be shared with those states in which an insurer is licensed, if it remains confidential.

© 1976-2019 National Association of Insurance Commissioners 13
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F. Application of the Risk-Focused Surveillance Cycle

The concepts presented in this Handbook can be applied to all examinations; however, modifications may be warranted
based upon the nature and size of specific entities. Recognizing that there is a great deal of variation in the size, and
complexity of insurers, this Handbook was crafted to provide some flexibility to enable examiners to react to varying
circumstances. There will be a wide degree of variability in the risks faced by insurers and in the informati ilable for
examiners to review in conducting their risk assessments. Regardless of the size of the insurer, it 2
examiners to consider whether, or how effectively management identifies, assesses and mitigates ri
incorporate such consideration into the examination plan. As such, although the risk-focused proceg
for small or medium sized companies, the risk-focused cycle illustrated within this Handbookshou SWto determine
w

the extent of residual risks.

The risk-focused examination approach should be an asset to examiners in understanding s co and planning the

examination to focus on key risks. Once examinations are fully implemented in accorda ig approach, examiners

and analysts should continue to maintain this approach as an ongoing process in order to in ed of organization or
h

external changes that will impact the company and their identified risks. If impleme in tl anner, examiners should

from the analyst’s ongoing monitoring, to be aware of key changes and ris

Additionally, this Handbook encourages examiners to utilize the ris?
identifying and assessing risks. Care should be taken by the examiners t
assessment management processes in completing examinations using tigirisk-

G. Confidentiality

The NAIC Model Law on Examinations (or a substantiallf’simidgs provision) is required to be part of state law in
accordance with accreditation guidelines. This Mode®aw es Jipecific guidelines regarding the confidentiality of
information developed, received or disclosed throu e of conducting financial and market conduct
ithin this Model Law, documents, materials, or other
d copies thereof, created, produced or obtained by or
burse of an examination, or in the course of analysis by the
of a company shall be confidential by law and privileged and
subject to subpoena, and shall not be subject to discovery or

shall not be subject to public disclosure, shall not
admissible in evidence in any private civil Ction.

the financial examiners will be incg . tools to document their examination approach and results (e.g., Insurer
Profile Summary, Risk As Supervisory Plan and Summary Review Memorandum). Similar to other
documentation completed ith a financial condition examination, these tools shall be considered
e state’s examination law. Although the risk-focused examination approach
een state insurance department examiners and analysts, the sharing (and potential

hared with other regulators whose state insurance departments have the authority under
confidentiality of the information they receive. (The confidentiality provisions related to
ply to both examinations of insurance companies and holding companies.)

to kecii fic information confidential. Furthermore, the communication of effective practices employed by one
her it is a practice pertaining to the development or marketing of specific products, established controls,
of activities, etc.) to other entities may be perceived as a violation of trade secrets and should be restricted
by both state and contract examiners.

14 © 1976-2019 National Association of Insurance Commissioners



INTRODUCTION
H.  Relationship to the Market Conduct Surveillance System
The financial condition examination system focuses on financial and corporate matters. The market conduct portion of the

examination system focuses on such areas as sales, advertising, rating, and the handling of claims. Market conduct
compliance issues can have a significant effect on legal and compliance risks, which in turn can create material solvency

issues. Coordination with the market conduct function is an important area for examiners to understand. ce over
market conduct examinations is provided in the Market Regulation Handbook and is available through th IC.

L Updating the Handbook

This Handbook will be updated and bound each year for distribution. Updates to the@land are adopted

Financial Condition Examiners Handbook is available in an electronic PDF form: segments of the
Handbook are included within NAIC developed TeamMate TeamStores. Updates to t s will be completed
annually.

periodically throughout the year, and various word files for exhibits will be posted on the NAI e structions for
accessing the updates on the web page are located at the front of the Handbook. In aagiffon is bound book, the
a erta
SO

e a valuable contribution to
the NAIC Financial Examiners
edures Manual and Model Laws

Examiners faced with the day-to-day responsibility for detecting financial di a
the continuing improvement of the Handbook by submitting recommeiijig 8
Handbook Technical Group. Furthermore, changes in the Accounting Igﬁw ices\Qgd

Regulations and Guidelines may require periodic Handbook revisions. \

4

NS
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SECTION 1 — GENERAL EXAMINATION GUIDANCE Examination Overview
I. EXAMINATION OVERVIEW

This section of the Handbook addresses the following subjects:

A. Exam Classifications Defined

General Procedures for Scheduling an Examination
Coordinating Examinations of Multi-State Insurers
Coordination of Holding Company Group Exams
Review and Reliance on Another State’s Workpapers
Examinations of Underwriting Pools, Syndicates and Associations V'S

Special Financial Condition (E) Committee Examinations

Limited-Scope Examinations
Interim Work

A. Exam Classifications Defined

"TIZQmmUOw

Each financial examination has unique characteristics based on the type
examination being conducted. The following definitions will assist an e%

xamined and the type of
ing and understanding what

type of financial exam will be performed. &
Insurer Type:

e A multi-state insurer is defined as a company that is do do rtered in one state and licensed, registered
(for risk retention groups), qualified or accredited (for teins cligible (for surplus lines) or operating in at
least one other state. For purposes of this definitiongfne't “State” is intended to include any NAIC member
jurisdiction, including U.S. territories. 2 3

e A single-state insurer is defined as any ¢ s not meet the definition of a multi-state insurer.

Examination Scope:

e A full-scope examination is defined as a fin exam in which the scope of the control testing and additional
detail procedures to be performe ring the eXamination is based on the implementation and documentation of
the risk assessment procedures ired under this Handbook. A full-scope examination results in issuance of an
examination report.

o Interim work
are considered i
in support of a

ing the period between full-scope examinations to focus efforts on areas that
but are not known to present an immediate concern. This work is performed
e examination and must, therefore, be performed in a manner consistent with the
parate examination report is not required in the interim period as information

Uup
% s with a known or indicated concern as determined on a basis other than the implementation
ntatig

eaS Ul an insurer, such as a particular key activity or process, which require immediate attention. A
examination will result in issuance of an examination report as described in Section 1, Part X E of

e An individual examination is defined as a financial exam over one insurer.

© 1976-2019 National Association of Insurance Commissioners 19
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e A group examination is defined as a financial exam over more than one insurer. This type of exam is typically
conducted when multiple companies in a holding company group have similar key processes, systems and/or
management.

The classifications in each of the categories defined above are mutually exclusive.

An examination may also be classified as a coordinated exam which is defined as a financial exam thatg
examiners from more than one state. A coordinated exam can be conducted on either one insurer or a grou insurers. In
the case of the latter, this would be called a coordinated group examination. In most cases, a coordftce
conducted on a group of related multi-state insurers. However, a coordinated exam could also be
multi-state and single-state insurers or a group of single-state insurers only such as a group o OF

B. General Procedures for Scheduling an Examination

In general, examinations of domestic companies are scheduled by the domicilia
established by state law, financial condition examinations should be scheduled to ¢
companies that are likely to be financially troubled or in violation of laws relag
conduct. As discussed in later sections, although each licensed state ha
NAIC encourages states to leverage off of the examination conducpd by
coordinated examination of a multi-state insurer in lieu of conducting ar:
scheduling an examination are as follows:

requent examinations of
ial condition or corporate
to conduct an examination, the
ciliary state or participate in a
mination. General procedures for

1. Set examination priorities by considering the Insurer Profi§, Su and the state’s prioritization assessment.
Subject to state law, insurance departments have some di ign ‘as to the timing, frequency and scope of
examinations. It is imperative that the examination s ul nced to focus resources on companies that are

c
a

likely to be financially troubled. This can be §pason plished by taking advantage of other techniques,

information and resources available to the insuravﬁS t, including but not limited to the following:
a. Increase the number of limited #F0pe exdiinatieds.

b. Use of IRIS results, Exami , Analyst Team Reports, work performed by the financial
analysts, etc.
c. Use of reports and working papers {i ¢ company’s independent accounting firm and actuary.
d. Reference to audit adjgtments rcéognized by the company’s independent accounting firm.
(Documentation of CPAgentified adjustments may be obtained directly from the company.)
References to any interna trol letters furnished by the company’s CPAs.
c financial statements performed by other departments or NAIC personnel.

@

The depart h financial analysis team that reviews filed annual and quarterly financial
statements alytical procedures such as those indicated in the Troubled Insurance
Company H. & the Financial Analysis Handbook. Any significant findings from this process

examination scheduling criteria.

Considerable ent will always be necessary to determine the optimal timing, frequency and scope of
examinatig

ompany been identified as a “priority” company by the IRIS results or supplemental internal
rtment or NAIC financial analytical reviews? Has there been a significant adverse shift in the results
ese tests? (Unless further analysis indicates the results are misleading for some clearly identified
reason).

Results of past full-scope, limited-scope and market conduct examinations, including recommendations
for timing and extent of follow-up procedures contained therein.

Information from other states or outside sources.

Concentration of business in high-risk lines, or concentration of assets.

f. Significant changes in operating results or mix of business.

d.
&
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g.  Unusual disclosures in the independent accountant or actuary’s report.
h. Evidence of surplus aid other than financial reinsurance agreements.
i.  Unusual disclosures in the notes to the filed statutory financial statements or the audited financial
statements, Form 10K, or other filings, particularly regarding loss contingencies.
j- Nature of any items communicated in material misstatement letters furnished by independent accountants.
k. External environmental considerations, such as a significant downturn in a regional real e arket or
securities markets, or the insolvency of a significant reinsurer that may have assum om
companies operating in the states. Reference should be made to the NAIC’s Fina Condition
Examination Risk Alert and similar publications, such as the AICPA’s Audit Rig items of
current significance regarding examinations and audits of insurance companigs.
1. Other non-financial criteria, such as input from other areas within the de g consumer
complaints, market conduct, legal, etc.
Call the examination using the NAIC Financial Exam Electronic Tracking Systedp(F 1l examinations on
multi-state insurers should be called using FEETS. An exam on a single-state 1 r should also be called in

FEETS if that insurer is part of a holding company group.

Estimate staffing requirements for each examination:
. Project total hours based on previous experience and cugeﬁsx‘g ave been identified.

(1) To facilitate future estimates, a record of examinat§gh hour
completion of the examination.

(2) The chief examiner or designee should ew evious experience when scheduling a new
examination and estimate the total ‘erso a ired, adjusting for:

uld be filed with the department at the

Variance between budg an e required to complete tasks.

the new or previous examination. Particular consideration

the risk-focused examination process that may increase or
. required for individual areas based on the key activities
determined ang the residu@? risks expected. Consideration should also be given to the time
savings antigibated by increased use of reports and working papers from independent
accountants afigactuaries, as well as company internal audit department and direct assistance
nnel preparing schedules and pulling documents. In addition, the scope
amination may be different (limited vs. full-scope).

Deteifgife the staff size and skills required, considering:
to complete the examination in a reasonable period of time.

al skills required to:

e Apply statistical sampling techniques.
e Evaluate and work with computer-based record systems.
e Examine reserves and reinsurance contracts.

e Resolve issues related to other areas demanding specialized knowledge.
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e Address limited-scope examinations that will likely be focused solely on areas that are more
complex and more judgmental, and, therefore, require more expertise.

(3) Professional qualifications and designations

e Examinations of single-state insurers — There is no requirement for an exa
hold the title of Certified Financial Examiner (CFE) as certified by the Socie
Examiners. However, it is considered a best practice.

Financial

e Examinations of multi-state insurers — The examiner-in-charge mugt h e of CFE as
certified by the Society of Financial Examiners or be directl by Someone holding
the CFE designation. Any non-domestic examiners participati theS@examinations must
hold the title of either an Accredited Financial Examiner ( ) as certified by the

Society of Financial Examiners.

4. Estimate the time required to complete the examination by dividin, to ber of person days plus
administrative (e.g., training plus vacation) by the staff size.

5. Project start and completion dates of each examination.

a. List all companies by priority classification and, deté@§ine the@ppropriate scope of examination (full-

scope vs. limited-scope). A company may not b&¥nsi high priority for a full-scope examination,

but may receive high priority as a limited-scope eXa tion'oecause of particular circumstances, such as

a large receivable from a troubled reinsurer, o nifi ontingency such as outstanding litigation.

Project available staff by month.

Record time and staffing required to comyfigte cXamigiitions already in progress.

d. Record time and staffing requs or tions of holding company units called by the
group/subgroup Lead State.

2 =

6. Quarterly Updating of the Schedule

a. Adjust priorities, if nece
domestic companies.
b. Adjust scheduling of exa

ry, to refgct additional information on the likely financial condition of

tions to reflect:
ilable staff.
1 actual and previously projected time required to complete in progress

C. Coordinating Examinations ulti-State Insurers

The opportunity for to perform a coordinated exam of individual insurers licensed and/or operating in multiple
states is not intendgg states’ legislative and regulatory authority in conducting financial examinations. This
approach creates for a representative number of states to adequately plan and devote resources when conducting
financial mir

o determining the solvency of the company and the manner in which it conducts its affairs.

In order fo minations to be accepted by other states, the NAIC Model Law on Examinations (#390) states that at least
one accredited state participate in each examination performed on a multi-state insurer.

Typically, the domiciliary state determines the need for an examination. The NAIC requires the full use of the NAIC
Financial Exam Electronic Tracking System (FEETS) when calling examinations on multi-state insurers and recommends
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the use of FEETS for all examinations. Examinations on multi-state insurers should be called in FEETS at least 90 days
before the anticipated start date of the examination. When calling the exam in FEETS, the calling state inputs the requisite
data regarding the examination.

Once the exam is called in FEETS, an email notification will be sent to any state in which the insurer is licensed (or
registered for risk retention groups (RRGs)) or writing business in based on Schedule T of the insurer’s tement.
The email will serve as an invitation (except for RRGs) for those states to participate on the exam.

The NAIC also recommends coordinating examinations of risk retention groups (RRGs) operating 4
only to the extent that the other states are notified of an upcoming examination. The federal Liabi
of 1986 neither requires nor prohibits non-domestic states to participate on examinatiolis Qf
domestic state is required to notify the other states of an upcoming examination but is QRS
states to participate on the examination.

tes, but
etention Act
erefore, the
vite the other

Although a state may be invited to participate, the state should have a valid regulat eason as it relates to the
company’s operations before agreeing to participate. State participation should focu insurepsiand insurer functions that
pose the greatest risk exposure. In an effort to reduce examination inefficienci id floulatory reason should be
provided by the state requesting participation in the examination. Valid ons for participation include, but

are not limited to the following: <&

1. Material financial concerns exist with the insurer. A co “material” if, in light of surrounding
circumstances, the magnitude of the item is such that jt is able tiek the judgment of a reasonable person
relying on the statutory financial statement would have bcg#cha or influenced by the inclusion or correction
of the item.

2. The insurer is subject to a disproportionately h@ nu sumer complaints.

3. Specific concerns with potential fraud suppgg T e documentation.

5. The calling state requests help
required to be the ultimate f3

of a called examination must make a decision as to participation. If the state does
action is required. However, if a state would like to participate, it should contact the calling
alendar days from the calling date. It is recommended that this be performed via email, thus
nge that can be documented in the exam workpapers. At a minimum, the information that
quest to participate includes:

creating a comm
should be jncludyg

Name and examination number of company to be examined.
Iready determined, contact information of examiner to participate.

d. The valid regulatory reason for participation.
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As a general recommendation, participation in exams on multi-state insurers should typically be limited to one state per
zone. In order for the calling state to pick the most qualified examiner(s) based on valid regulatory reasons, the calling
state should wait 15 calendar days from the calling date in order to allow the invited states time to respond to the email
notifying states the exam has been called. The calling state then has five calendar days from the date of receiving any
participation request(s) to evaluate those request(s). The calling state should base its decision whether any other states will
participate on the exam primarily on the valid regulatory reason(s) those states provide. If a request t icipate is
received after the 15 calendar days from the calling date, the calling state can still evaluate the requesfgliut sh also
determine how the participation from another state will affect the timing of the exam.

If the calling state approves the participation of another state, the calling state should comx%nicat the appibval (usually
through email) back to that state to begin the coordination process.

The calling state has the ability to decline state participation in the absence of a valid regu & If participation is
ec ;
da

denied, the state requesting to participate may request exam arbitration by contacting the ator of its respective
zone. The zone coordinator must receive the request for exam arbitration within 10 calen of being notified that
participation was denied. The zone coordinator will then have 15 calendar day: resolVithe participation dispute
between the calling state and the state requesting participation.

The Financial Condition (E) Committee has divided the United States a its @ to four zones:

STATES BY ZONE \
NORTHEAST ZON
Jers€y

Connecticut
Delaware Ne ork
District of Columbia 7S ylvania
Maine e Island
Maryland \ Vermont
Massachusetts
New Hampshire
SOUT ONE
Alabama North Carolina
Arkansas Puerto Rico
Florida South Carolina
j Tennessee
Virgin Islands
Virginia
West Virgin
MIDWEST ZONE
is Nebraska
Indiana North Dakota
Towa Ohio
Kansas Oklahoma
Michigan South Dakota
Minnesota Wisconsin
Missouri
WESTERN ZONE
Alaska Montana
American Samoa Nevada
Arizona New Mexico
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California N. Mariana Islands
Colorado Oregon
Guam Texas
Hawaii Utah
Idaho Washington

Wyoming
If the starting date of a called examination is either postponed or canceled, the state calling the exdi@nation shall
immediately notify the impacted states. Such notification should include comments relative to tpo@pment or
cancellation. P
Although examinations on rating, advisory, service or statistical organizations cannot be 1 Jthe calling state
should notify and invite the other states that the organization is operating in that the exam be ucted. This would
typically be executed through an email to the other states.

D. Coordination of Holding Company Group Exams

neous examination of insurance
hrases “holding company group”
surers that meet the definition for

A coordinated group examination should attempt to be a comprehensi
entities in a holding company group, which may be domiciled in mult‘e St
and “group” are used interchangeably throughout this section and are mea;
inclusion in an “insurance holding company system” as defined in thefhs olding Company System Regulatory
Act (#440), as well as other groups under common control that d t meetPhis definition but would benefit from
coordinated examination efforts. Coordination among the st sho include the timing, scope and extent of
examination procedures, utilization of specialists (e.g., informatio emsnd actuarial) and their work products, and
allocation of work among examiners. This coordination prom ommU@Zation among the states and the efficient use of
resources, provides an avenue for multiple perspectivew be minimizes the duplication of work.

Exam coordination among insurers of a group o system is critical for effective solvency regulation.
se g is to gain efficiencies and prevent duplication of testing
ormation on each insurer individually, but also provide an

the holding company group as a whole. Under Model #440,

&'the insurer by the ultimate controlling party, or by any entity or
holding company system, or by the insurance holding company system on a
consolidated basis.” Therefore, in conduc a coordinated group exam, the lead state or exam facilitator should work
i address any significant concerns at the group level with the potential to
amined. In this situation, a group examination report may be issued by the
lead state, but does not red btain evidence about the solvency of each insurer or eliminate requirements

for individual examination r

States should coordi
including health ins
organizations are Qfs

examinations of all types of insurers operating in holding company groups when possible,
that operate primarily as health maintenance organizations (HMOs). Even though these

that might be mo, tly reviewed through a coordinated group examination.
Before, dur group examination, the Lead State, Exam Facilitator and any other regulators that have domestics
int er participating in the group exam or not—should be prepared to discuss relevant information with the

miners Coordination (E) Working Group. This information could include, but is not limited to,
group exam, the progress of a group exam, and why coordination did or did not occur between states for a
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Determining the Lead State and Subgroups of Companies

Every insurance holding company system has individual characteristics that make it unique. Therefore, an evaluation of
traits is required to determine how examinations for the group should be coordinated and which individual state should
assume the leadership role in coordinating group examinations. The state assigned this responsibility will be known as the
Lead State and is charged with the coordination of all financial exams for the holding company group, a s other
regulatory solvency monitoring activities as defined within the Financial Analysis Handbook.

In most situations to date, the Lead State has emerged by mutual agreement (i.e., self-initiative on itgfpa ognition
by other states), generally as a result of the organizational structure of the group or as a resylt of the domi§ie of primary
i determining

corporate and operational offices. The input of domestic regulators within the group also plays griti@hrole
which state should be chosen to fulfill the role of the Lead State. Other factors that may edwien determining
the Lead State are:

State with the largest number of domestic insurance companies in the group.

State of large or largest premium volume or exposure.

Domiciliary state of top-tiered insurance company in an insurance hg c system.
Physical location of the main corporate offices or largest operalifa Sgof the group.
Expertise in the area of concern and experience of staff in 1 situiy

State whose regulatory requirements have driven the design gation’s infrastructure.

Input from domestic regulators in the group, as well as ho
determining how the companies in the group might be broken up i s for financial exam purposes, if necessary.
Because each group has its own unique characteristics, as do tl i
separate the group into smaller factions and identify an Exai
information to make this decision and to assist in pla
holding company group personnel provide information
company group for financial examinations. ; e information provided should include the topics of
corporate governance of the group, risk mang
computer systems. This information request is'¢

r each subgroup examination. In order to gather
ed examination, the Lead State might request that

Responsibilities of the Lead State

The primary purpose of the Lead Stat to promote the coordination of exams for all entities within the group. In
achieving this goal, the Lead State shg the following responsibilities:

1. Monitor the status
State to have an und
recently completed exa
need to become involved in

nations performed on all entities within the group — This requires the Lead
progress of all ongoing exams and to understand the significant results of all

ressing the issues at the group level.

at may be appropriate for performing coordinated examinations — In situations where it is
not feasib entities within a group to be examined at one time, the Lead State should play the primary
i which entities should be grouped together for examination purposes. The Lead State should

ould receive input from other domestic regulators within the group when making this decision.
is the Lead State’s responsibility to determine subgroups for ongoing examination coordination

3. Enco®fage participation from all states within the group — The Lead State should actively encourage all states
within the group to participate in coordinated group examinations when possible. To help facilitate participation
by all states, the Lead State should develop and maintain a global coordination plan, which could include
information about potential subgroups, anticipated schedule, primary location of fieldwork, etc. Such a plan
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would allow ample time for the states to make the necessary arrangements to participate in future coordinated
efforts. The Lead State should be prepared to discuss relevant information pertaining to the global coordination plan
and the status of coordination efforts with the NAIC Financial Examiners Coordination (E) Working Group as
requested. If selected, the Lead State would be required to present such information to the Financial Examiners
Coordination (E) Working Group at an NAIC national meeting.

to company
of a state’s

The report also allows for changes to the examination schedule that may occur as a *sult
operations and financial condition. The group examination schedule should not pree

statutes.

Notify other regulators and the companies in the group of an upcoming
notify other states that have domestics in the group of the exam well in
allow them the opportunity to participate on the examination. An i
should occur as early as possible and is recommended at lgpst
12/31/20xx). In most circumstances, the formal calling of the gro

ation to the other state regulators
prior to the “as-of” date (e.g.,

Lead State. The timing difference
between the informal notification and the calling in FRET ws t ead State time to determine specific
the anticipated start date of the exam that
may not be known six months before the “as-of” date. It a scheduled due to specific concerns with a
group of companies that do not allow the exam to be dj S at least 90 days before the anticipated start
date, the Lead State should document an expla‘tion g on in the group exam workpapers and notify other
state insurance regulators as soon as possible.

The Lead State or Exam Facilitator (if
as part of the group examination tefillow them d thelr respective external aud1t0rs time to prepare. This
notification should occur at least six mo

Call group examination(s) in FEEJ# and deterrifine the Exam Facilitator for each group examination called — One
of the first responsibilities of t cad State when a group exam is planned is to call the group examination in
FEETS and to determine who wil orm the role of Exam Facilitator. In many situations, it is expected that the
ator role itself to conduct and lead the group examination. However, in
en formed that don’t involve the Lead State, it is anticipated that the Exam
an accredited state within the group. If the responsibility is delegated, the
e the responsibilities associated with conducting that group examination. The
ically temporary in nature because it pertains only to a specific group examination

Facilitator role will
accepting state woull
role of Exa

being perfo once that exam has been closed, the need for an Exam Facilitator is no longer present and any
assumed resp ilities remit back to the Lead State (if they were delegated). For some groups that maintain
clear long ps, the Exam Facilitator role may be more permanent. The selection of the Exam
Facilitatg accomplished through a review of the documentation provided by the holding company group

ugh discussions with the impacted states. The regulated entities should also be allowed to
the Exam Facilitator determination process where appropriate. The designated contact person
e chief examiner, or equivalent, for the Exam Facilitator of each group exam.

se Note: Due to the design of FEETS, the Lead State will always call the exam in FEETS regardless of

whei@pr there is a different state designated to facilitate the group exam.

Act as the Exam Facilitator for all group examinations as deemed appropriate — The responsibilities associated
with this role are outlined later in this section.
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7. Maintain communication with the group personnel to discuss exam coordination progress and other significant
examination issues — The Lead State should serve as the primary regulatory contact with top management of the
group on an ongoing basis regarding overall coordination activities for companies within the group. Additionally,
the Lead State is responsible for elevating significant solvency concerns to top management of the group when
issues are unable to be resolved at lower levels within the group.

Additional Considerations for Scheduling a Coordinated Group Exam

For each holding company group, consideration should be given to the priority of each entity wj
determining the frequency at which group examinations should be performed. The Lead Statg shoull obtainghput from all
of the key domestic regulators within a group (or subset of companies) before determjningij “aSf” daf) for the next
examination. This input may be obtained through the use of a supervisory college, confer: oftwected through the
financial analysis process, or other meetings to discuss the financial regulation of a partic oup @, addition to basing
the frequency of full-scope group examinations on the financial strength of the X rs should consider
performing limited-scope exams when specific concerns arise with the holding company gr never conclusions are
reached regarding the scheduling of full or limited-scope group examinations, pro n should be provided to
all states with domestics in the group (or subset of companies) to enable all do opportunity to participate
in the group examination.

p when

The chief examiner of the Lead State or designee is responsible for placi
examine the entire group (or subset) of insurance companies involv

recommended that all group examinations be called in FEETS rqgar of whaWtype(s) of insurers are being examined.
For example, if a group exam is being conducted for a group o Os are all single-state entities, the group exam
should still be called in FEETS for informational and tracking purpoS@, SpeCific requirements regarding calling an exam
in FEETS can be found in the “Responsibilities of the Lead S i
Unaffiliated entities that have significant influence :
considered for inclusion in the group examination <5l
system having only a reinsurance relationship
basis to verify the complete nature of transactf

amination call to simultaneously
insttance holding company group. It is

c

of companies that are members of a holding company
under the examination may be conducted on a limited
Responsibilities of the Exam Facilitator

The role of Exam Facilitator will vary §hm exam to exam; however, certain responsibilities assigned to this role are
shown below. The Exam Facilitator for al minations must be an accredited state.

1) Develop an examin; e it has been determined that a coordinated group exam will be conducted, a
determination shou 1 of the states that will have a direct role in the examination. The Exam
Facilitator should de Cliccessary staffing requirements for the specific examination at hand.

While devel the exam team for a group examination, the Exam Facilitator should coordinate and utilize any
available reso within the group or contracted) that are necessary and appropriate to complete an effective
and efficig n. These may include, but are not limited to, financial analysts, financial or market
s, IT examiners, actuaries, legal counsel, rate and form experts, or valuation experts.
ild be given to the areas of expertise needed to complete the examination. If possible, states
e group exam should consider utilizing the same staffing resources when efficient to do so. For
may be efficient to utilize the work of one actuary who could become familiar with the general
ized by the group of insurers instead of contracting several different actuaries who would all have to
iliarize themselves with the same processes.

The Exam Facilitator should contact the participating states to establish points of contact by name/role, determine
the amount of interest in participating in the coordinated examination, and establish lines of communication with
participating states. Preferably, the Exam Facilitator should designate a primary and a back-up point of contact for
communications with the organization under review and with other state regulators, Federal Reserve, federal and
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SECTION 1 — GENERAL EXAMINATION GUIDANCE Examination Overview
state banking agencies, functional regulators and the public. At a minimum, information for the primary contact

person must be provided for the group exam in FEETS.

Seek input from other regulators — During the planning stages of an exam, the Exam Facilitator should request
input from other regulators regarding any areas of concern that should be addressed during the group exam. Input

should be requested from any states with domestics in the group or subgroup, as applicable, ev, state is
unable to participate in the fully coordinated exam. This responsibility includes obtaining inpu: tate
regarding the key activities and inherent risks it anticipates for each of its domestic companies. istent with

represent significant solvency concerns. The Exam Facilitator should also contact riulat
groups that include an entity or entities that are at least in part regulated outside tlie gtat€
structure for items to consider or address during the examination.

Once the Exam Facilitator has accumulated information from each regulator, in ggiditi sformation related to
its own domestics, it should determine which key activities/inherent risks will and not be addressed as part of
the group examination and notify the other state insurance regulators. Testi by participating states in
areas deemed insignificant to the overall group examination are coasi -specific procedures and,
therefore, the oversight of such work is outside of the Exam Facili
Delegate responsibilities among the examination team — Onct: ‘team” has been established, the
Exam Facilitator should clearly delegate responsibilities be aid any participating examiners. The
Exam Facilitator should manage information requests goi holding company group personnel to prevent
redundancy. It should also attempt to coordinate the ork that will be performed by all states
participating on the group exam to the extent possible. This
controls and determining which state(s) are responsi r whiCi®Key activities and processes. When delegating
responsibilities, the Exam Facilitator should (‘Qsid rces needed and available for the task among the
participating states as well as the expertise and ab@ity t0's ise personnel as necessary.

One of those responsibilities includes
complete Exhibit E — Audit Revie
coordinate the communication of obtain
between states.

In Phase 5, detail testing may bagilecessary to obtain additional exam evidence for any particular identified risk.
With input from the participatin tes, the Exam Facilitator should determine whether detail testing will be
artigration or if the testing will be performed separately by each domestic
hod is used, if detail testing will involve substantive testing of individual

regulator. Regardle
account balances, ;
determined during t caam (assuming the identified risk was one that was assessed during the group
teriality levels for each individual company should be utilized when selecting what
should be performed so that exam evidence will be obtained for each insurer based on its

er, if detail testing will consist of testing the attributes (or accept/reject testing) of underlying

substantive
dollar value.
data utilizggmi

csses. For pooling arrangements, see the “Exceptions to Consider Related to Coordinating
tion below.

s of communication with top management in the group related to the group exam being performed —
Exam Facilitator should ensure that there are regular and candid discussions with top management of the
ce companies regarding the results of the ongoing group examination. A structure for obtaining updated
information from company management regarding the ongoing exam should also be established. If significant
solvency concerns arise that are unable to be resolved by the Exam Facilitator, the issue should be raised to the
Lead State, if different, to address with top management of the group.
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30

5)

6)

7)

8)

9)

Obtain a thorough understanding of the companies being examined as part of the group exam as they relate to the
organization as a whole — The Exam Facilitator should obtain as much insight as possible into the organization as
a whole when leading a coordinated group exam effort. To gain this understanding, the Exam Facilitator should
focus on the holding company, or ultimate controlling entity, and subsequently on its underlying subsidiaries that
will be included in the group exam. The Exam Facilitator should also take the predominant role in obtaining and
reviewing analysis work pertaining to the organization as a whole in preparation for group exams b ing with
the individual domestic states and foreign regulators to complete a collective understandinggiif the “@plding
company group.

Interview management and board members at the holding company level — The Ex:
interviews of the upper-level management and members of the board, and its comg
oversight and management of the group’s primary insurance activities are pe
provide questions to the Exam Facilitator that they would like asked during int
participate in the interviews in limited situations when deemed appropriate. Thesji

with the Lead State to determine
whether a corporate governance assessment has been performedpat t ompany level and if it would be

appropriate to leverage at the subgroup level.

Share information with participating states during the gyoup
how information will be shared, including ensuring th
information. This step is critical to establish the Exam Facili

— Pré®dures should be established regarding
| pdigipating states have real-time access to the
as a‘true “facilitator” by supplying the states and

other functional regulators with the appropriate info n, T n be accomplished through verbal or written
updates from the Exam Facilitator to the bggade state insurance regulators. Real-time access of
workpapers could also be accomplished through@ghe use offfne NAIC Citrix server or other tools available to

individual states. Insurance departments
information regarding holding compag
regulators.

eV ods to receive, as well as to communicate, pertinent
a groups to other affected states and other functional

=

Review the work performed by participatirt — The Exam Facilitator should perform a sufficient level of
review of work completed by partigipating states to gain comfort that the quality of work meets the examination
objectives and the Exam Facilitag®:’s expectations. When determining the extent of review, the Exam Facilitator
should consider its comfort and eX{igrience with the quality of work performed by each participating state. The
accreditation status of parti may also be considered in determining the level of review necessary to
gain comfort in the i rk performed. As discussed in the “Review and Reliance on Another State’s

Workpapers” sectio section, the Exam Facilitator is responsible for the overall quality of work
performed in comple y coordinated group examination.
Promote co cy in examination deliverables — The Exam Facilitator should communicate with all states

involved in t
examinatigQ

rdinated effort to promote consistency of information shared in management letters and

ion to participating states and other functional regulators — Once the work of the group is
g am Facilitator is required to give all participating states an electronic copy of the corresponding
related to the group examination for inclusion in the workpapers for their respective individual
ms. The Exam Facilitator should also communicate the completion of the group exam procedures to
olding company group personnel and that any work after that point is performed by individual states for their
in al domestics.

The NAIC Financial Regulation Standards and Accreditation Program requires that the states allow for the
sharing of otherwise confidential information and administrative or judicial orders to other state regulatory
officials, providing that those officials are required, under their law, to maintain its confidentiality. The NAIC
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Master Information Sharing and Confidentiality Agreement allows for signatory states to share confidential
information with another signatory state that can demonstrate that its laws will protect the confidentiality of the
shared information. This agreement is designed to eliminate the need for states to sign numerous multi-state
agreements on a myriad of regulatory subjects.

11) Resolve any disputes or disagreements regarding the group examination — The Exam Facilitator s ttle any
disagreements among participating states when conducting a group exam. If the Exam Facili
resolve the issue at hand, it should defer the issue to the Lead State (if different than the Exam FaS@tator). If the

issue is not able to be resolved at that level, the Financial Examiners Coordination (E) can be
consulted for timely resolution. P

12) Hold an exit conference with the participating states — Once the group exa 0 ed, the Exam
Facilitator should host an exit conference to discuss the overall results of the gro am possible steps for

regulating the holding company group in the future. The Lead State should b
conference if they were not already participating in the examination. During this
Exam Facilitator should discuss with the participating states when the next
on the topics included in the “Additional Considerations for Schedulipges iflited Group Exam” section
above. If the regulators have difficulty coming to an agreement ré
reach out to the Financial Examiners Coordination (E) Workingggrouf

rticipate in the exit
e Lead State and the

and assistance.

13) Close the group examination in the NAIC (FEETS) — Upon th@o 10
Facilitator should ensure that each participating state d its Widividual examination(s) to the group
examination in FEETS. Once work in support of the ina roup exam has been completed and each
participating state has linked its individual examination(s) t p exam, the Exam Facilitator should close
the group examination.

of the group examination, the Exam

a4
Responsibilities of States Participating in a Fully Coordi

is no
and reco

In general, the role of each participating state
coordination with other states and to give sup
number of specific ways:

Facilitator is to pledge some level of cooperation and
rition to the Exam Facilitator. This can be accomplished in a

1) Respond to the Exam Facilitator gggarding paiicipation on the group exam — The participating state(s) should
respond to the Exam Facilitator ggthin 30 days of receiving the email notification (sent by FEETS) regarding the

calling of a group examination. h participating state is encouraged to be flexible when attempting to
coordinate and should consj onghterm benefits of coordination.

2) Actively participate phases of the group exam — During the planning phases, the participating
state(s) should co activities, inherent risks or other areas of concern for each domestic company

that the participating statel ould like to be addressed during the group exam, as well as an overview of any
state-require pliance testing the participating state plans to perform. Consistent with the guidance in Phase 1,
identification activities and risks should primarily be determined by areas that represent significant
solvency
of the group examination. This information should help the state in determining whether
ill need to be addressed outside of the group examination efforts. Testing performed by
s) in areas deemed insignificant to the overall group examination are considered state-specific
and, therefore, the quality of such work is the responsibility of the participating state. Active
in the planning phases of the exam may include documenting correspondence with the Exam
ilitator and other participating states, reviewing and signing off on the planning memo, participating in the
ion of risk identification, etc.

3) Coordinate the use of any examination resources, including contracted examiners and specialists, with the Exam
Facilitator — The participating state(s) should provide specific expertise and resources to assist the Exam
Facilitator and other states throughout the group examination process as requested.
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4) Offer constructive suggestions for information requests, interview questions, coordinated actions and timeliness
of information — Any general communication on behalf of the group exam should be discussed with the Exam
Facilitator prior to contacting company personnel to prevent duplication, if possible. This includes any
information requests being sent as part of the group examination.

5) Interview individuals at the legal-entity level who are unique to the participating state’s partic urer, if
necessary — The participating state(s) should also provide the Exam Facilitator with interview quggtions over
during C-Level interviews performed for the coordinated group exam, if any.

6) Complete group responsibilities delegated by the Exam Facilitator to the satisfaction, of thg
addition to assigned testing, such responsibilities may also include clearing review pojats |
Facilitator, performing detail reviews of its own staff’s testwork and other respdasibi
the Exam Facilitator.

7) Leverage work performed in fulfillment of the coordinated effort — The participagng state(s) should leverage
work performed in fulfillment of the coordinated effort, even when compl states within the group.
Participating state(s) should avoid creating duplicative documentation 3 lude a limited number of
hyperlinks and/or key workpapers that are necessary to understand inated work is located.

¢

8) Provide adequate oversight of the work of its own staff, contract 1 g
the responsibility of the Exam Facilitator to supervise perso fr thSf states on a day-to-day basis. Each
state must provide adequate oversight of its examiners, rggar of whe@ier they are state employees or contract
examiners, and should consider the allotted time that ha§¥een eted for the work of that state’s resources.
Each state will be held accountable for the performance of pe has scheduled on any group examination.

9) Be informed and prepared to share informat'.n a ives pertinent to the group examination and the
respective domestic insurers — This includes acti particigiting in conference calls and meetings arranged by
the Exam Facilitator.

10) Demonstrate participation in the ex
information, input and conclusions on th€

josted by the Exam Facilitator by providing any relevant
discussion.

11) At the conclusion of the examinatign(s), issue Yeport(s) of domestic(s) by uploading the report(s) to FEETS and
closing the exam(s) in FEETS pon the completion of the individual examination(s), the participating state
should ensure that the individuaigxamination(s) for its domestic(s) being examined as part of the group

call in FEETS. The participating state must distribute the report(s) of its

e insurer(s) are licensed and/or transacting business by uploading the exam

no more than 30 days beyond the adoption date of the exam report(s). When

TS, include the next planned “as-of” date for each domestic that should be

ssed during the exit conference.

domestic(s) to the
report(s) to FEETS.
closing the examinal
consistent with what was

ke state statutes into consideration because they may differ regarding how often a financial
three to five years). Several insurers within a holding company system with different states
of domicile rying cycles when their exams are performed. If it is deemed beneficial for states to participate
ven though their legal entities are not yet due for an examination, those states are encouraged to
xam “as-of” date in order to match the “as-of” date of the group examination.

In striving ard examination coordination, it is important to note that complete coordination may not improve the
examination efficiencies for some groups. In some circumstances, different Exam Facilitators may separate those
companies within a group on different examination coordination schedules. Regulators will be able to utilize the NAIC
Group Exam Report in FEETS to assist with determining how companies within the group may have been separated into
subgroups based on previous group exams performed. This is in accordance with examination coordination efforts
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illustrating that coordination efficiencies have been achieved for those companies with similar systems, management,
and/or control processes across legal entities, business units or lines of business within a group.

A situation may arise where a domestic regulator has concerns about a particular insurer within a group that is not
determined to be significant to the group overall. In these situations, in order to attempt to keep domestic insurers
coordinated as part of a group examination, the domestic regulator should consider performing a limited- xam on
that entity, if possible. However, if a limited-scope exam is insufficient and a full-scope examinatio i

be performed by the domestic regulator utilizing work previously completed by the group as 3
examination is performed, the domestic regulator should attempt to coordinate future examigtions
possible.

Although a state may be unable to participate on a group examination at a certain point state may benefit
from receiving group exam workpapers completed at any time during the exam period fof domestic exam(s).
In these cases, the non-participating state should contact the Lead State and Exam Facilit irectly to obtain access to
adequate time for the

not changed subsequent to the prior
ceived from the group exam, the more
ted has not changed should be obtained by a
ents, and should be clearly documented in
riod, the examiner should not utilize the prior

combination of inquiry, observation, reperformance and examination
the examination workpapers. If it has significantly changed si e pri
period workpapers for that area as examination eVidenQ

When conducting an examination of a group that
may be acceptable to calculate materiality at
because the risks are consistently shared thro¥
all the transactions of the group into consideratid
the group should determine if this is appropriate fo
is being obtained for all insurers under exaggination.

118 business through the use of a pooling arrangement, it
el.“Proup materiality may be beneficial for these situations
, and any detail testing that is based on materiality will take
xam Facilitator leading the discussion, the regulators within

E. Review and Reliance on Another St Workpapers

For a number of reasons,
regulatory efforts. One suc
without understanding the ¢
Insurers within an insurance hol
and/or control proce
domestic state could

msurance holding company group of which the individual company is a part.
company group may have common management and similar information systems
herefore, 1f the insurer under examination is part of an insurance holding company group, the
t from the work of another state if that other state’s examination procedures address the

State/Exam Facilitator conducting a fully coordinated group examination — When the group examination is
con&@pted in this manner, the Lead State/Exam Facilitator is responsible for the overall quality of the work
performed in support of the coordinated exam conclusions. Any work performed that is solely related to an
individual domestic is excluded from the Lead State/Exam Facilitator’s responsibility. For a discussion of specific
responsibilities of the Lead State/Exam Facilitator, refer to the “Responsibilities of the Lead State” and the
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“Responsibilities of the Exam Facilitator” sections above. Additionally, Exhibit Z, Part Two — Section A and/or
Exhibit Z, Part Two — Section B should be completed in this scenario.

2) Participating State in a fully coordinated group examination — To demonstrate adequate participation, the
participating state should complete Exhibit Z, Part Two — Section C to assist in documenting compliance with the
responsibilities outlined in the “Responsibilities of States Participating in a Fully Coordinated
above. Such documentation may be supplemented by a separate memo, if deemed necessary,
compliance. In addition, the participating state assumes ownership of any state-specific procc@ges that are
performed and is responsible for the quality of such work.

3) States not participating in a fully coordinated group examination — States in this cat% a standalone
examination separate from the fully coordinated group examination. States in thi: onsible for all
work contained in the examination file. If a state is utilizing existing work but ly involved in the
planning, oversight and review of the examination work, this state takes the project and is

perform a review of the testing state’s work program and conclusions to rk being relied upon is
sufficient to meet the needs of its examination. When determining the g ew, the state utilizing the
work of another state should consider its comfort and experience ¢ qually of work performed by that state.
In addition, the accreditation status of other states may also be a@ynside rmining the level of review to be
performed by the relying state. Exhibit Z, Part Two — Section D sh

The examination of an underwriting pool, syndicate or associati responsibility of the state in which the
organization operates and, if it operates in more than one stat on should be coordinated by the Lead State, if
possible. &

The Lead State of an underwriting pool, syndicatg
located. The Lead State shall set the time andfs
inviting other states to participate in the exa:
report on examination into FEETS and ensure ¢4

e one in which the organization’s principal office is
e G¥nduct of the examinations and shall have discretion in
defining their participation. The Lead State shall input the
d insurance department, each company that is a subscriber or
member of the examined organization and the chat inancial Condition (E) Committee has access to a copy of the
report. Each state in which an organizatiggoperates, fowever, shall have the right to examine the report, and any such
state may commence its own examinatio: it deems necessary to do so, upon notice to the Lead State.

Each state is encouraged to recogy
duplicative examinations, esta
violations of law that they s

C rts on examination as official state documents, obviating the need for
@ edures for reviewing these reports and to investigate and act upon any

Where explicit regulatory authori es not exist over an underwriting pool, syndicate or association, each state in which
it operates should neglgdte with the organization itself, or with its subscribing members, to obtain an agreement that the
organization will sub the insurance department’s examination and will pay examination fees and charges assessed
against it.

Written reports from the non-domestic participating examiners indicate the examination conducted by the

company’s state of domicile is inadequate.

b.” The home state is reluctant to schedule an examination when IRIS results or other information indicate
the need.

c. A state in which a company is licensed requests a special E Committee examination.
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d. A report of examination has not been filed within 22 months of the “as-of” date for an exam on a multi-
state insurer and a special E Committee examination is requested by the Examination Oversight (E) Task
Force.

2. Special E Committee examinations are staffed with personnel selected from state insurance departments by the
Financial Condition (E) Committee.

3. Special E Committee examination reports should be addressed directly to the Financial Condition o ee.

H. Limited-Scope Examinations

¢

Often, an insurance department may find it advisable to conduct financial examinationg, tha n scope. The
department may utilize the Insurer Profile Summary or changes to the prioritizati Sse! nt in making the
determination on whether these examinations should be conducted. While the reasons faor Su situ&tion are numerous,

ordinarily such an examination will be convened in the following circumstances:
1. Unusual values identified through the Insurance Regulatory Information Syste
2. Internal department analysis of NAIC annual and/or quarterly figan @ s identifies an issue.
3. Follow-up from a prior report of examination.
4. To address issues identified between coordinated group '&
5. Request from another insurance department regarding Xﬁwted concern.

6. To provide information regarding a known org ica oncgyn that is necessary for the examination of another
insurer.

7. Unusual complaint volume indicates a vency issue.

8. Transactions disclosed under the NAIC /n
concern or known issue.

olding Company System Regulatory Act (#440) that indicate a

9. Limited purpose examinations refied by statute.

The NAIC encourages an efficie
companies. Therefore, eac
detail or with the same emp

deternilation of a company’s financial position, with special emphasis on troubled
condjlon examination is not conducted necessarily in exactly the same degree of
“pects of a particular insurer’s operations. Limited-scope examinations can be

very effective in focusing examifiion resources quickly on those areas requiring immediate attention. Statutes of some
states may require exjunigations at nivte frequent intervals. In addition, states have discretion to determine the appropriate
audit scope, and the that an independent accountant is engaged by the company does not, by itself, preclude the
necessity for a separa e examination by the state. Although a state may typically participate on a coordinated
it g a risk of a company that should be addressed in the interim period between group
examinatigns. the state may find it beneficial to perform a limited-scope exam to address the risk while

If t ile determines a particular insurer is the proper subject of a limited-scope, rather than full-scope
examirie@en, the notice of convening such an examination should clearly indicate its limited nature, the basis for
convening (@himited-scope exam, and an identification of the specific areas to be reviewed by the examiners in the Report

of Examination. Should any state desire additional examination procedures, it should communicate such requests directly
to the examining state.
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When a limited-scope exam is convened, the primary responsibility for determining the scope and depth of examination
procedures rests with the examiner-in-charge who, presumably, has been closely connected with the preliminary
determination of the examination focus. The examiner-in-charge must also coordinate the requests from other states for
additional examination procedures. While those requests are to be honored, it is the ultimate responsibility of the
examiner-in-charge to effectively manage the resources available, so that the initial reasons for a limited-scope
examination and its objectives remain intact.
The examiner-in-charge should be able to accommodate reasonable specific requests without causing an tion of the
schedule. With the assistance of examiners from other states who take an active interest in p Ii"l

\

evaluating the exam progress with the examiner-in-charge, the important regulatory goals ‘f soly
fairness should be achieved.

The unique nature of each limited-scope examination makes promulgation of a com SiVi orting format or
guideline herein of limited value. Nonetheless, such a report should describe at a mini imited objective of the
examination noting the scope restriction in the Report of Examination, the overall scope roccdures applied, and the

examiner’s findings from performing those procedures. However, any state co ng s an examination should
distribute the examination report upon its completion, subject to any hearing or o s requirements of the state

initiating the exam.
ited-scope exam is convened.

The matter of prior notice will depend upon the circumstances unde ic

However, it is NAIC policy that when a limited-scope examination is cffive hat*would otherwise require notification

to the NAIC and other regulators, such notice should be in accggda ith thé@iming and distribution requirements of
bu

this Handbook, including calling the examination in FEETS and ] he report of examination through the use of
FEETS. If the convening authority determines such notification 1s ical or advisable given the circumstances,
notice shall be given contemporaneously with the examiner’s of ent

I. Interim Work

1. Introduction

er a limited-scope examination, which is driven by a known
issue, examiners may also encounter situation it is advantageous to the regulatory process to perform work
during the interim period that focuses gg areas typically considered inherently risky, but for which no known issue has
been identified. This is considered inggttim work and is structured in a way so as to be incorporated into the full-scope
examination.

In addition to work performed in an interi

In situations when it i
inherently risky prior t
support the conclusions ic next scheduled full-scope examination. Interim work is typically driven by a
plan constructed to address th igher risk areas on a staggered basis focusing on one or two risk areas in selected
years between ope examination years. Examples may include reviewing the insurer’s reinsurance strategy,
reserving practice lated party agreements. Depending on the results of the interim work, the time spent for that

om department management and other impacted states and is not required for use in risk-focused
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2. Conducting Interim Work
Once it is determined that interim work will be performed in support of the full-scope examination, there are
numerous considerations and certain requirements that must be met when formulating an examination plan. The

following guidance outlines the steps involved in performing each round of interim examination work:

Call the Examination

Subject to state laws and regulations, a formal exam call should be issued prior to the first
associated with a full-scope examination, thereby providing legal authority granted stat$t0 c¢
In addition, for multi-state insurers, notification should be provided to all states in whichghe
registered for risk retention groups) or writing business based on Schedule T of the
notification is in addition to, and therefore does not replace or alter the timing of, the

statement. This
mination call that
than one state, it is

ntact the Lead State to

Lead States. Any non-lead state interested in participating in the interim wo
5 otification should serve as

communicate concerns and/or request participation in interim work activitie
a means to prompt non-lead states to contact the Lead State in this reg
to the Lead State to initiate interim work activities for any comf@n
identifies a benefit to conducting interim work when this work has
state should reach out to the Lead State prior to taking action.

In addition, it is recommended that the company be notifie ast months prior to the start of each round of
interim work. When multiple rounds of interim work are identifi h a pre-determined schedule, that schedule
should be communicated to the company to the extent kn a tittic of the initial notification.

Understanding the Company

important to fully understand the insurer and the potential
dated copy of the Insurer Profile Summary (IPS) and meet
: er prior to planning and performing interim work. The annual
analysis and the conclusions presented in the IP elp prioritize and guide the timing of interim work. Since the
annual analysis will be leveraged in gleparation 10r interim work, the gathering of additional information by the
examiner in planning interim work it expected to include all elements typically reviewed during Phase 1 of a full-
scope examination.

g a full-scope examination will not be deemed necessary in planning interim
ey pertain to the planned areas of focus. Examples include interviews with

Many of the steps assocj
work and should only b
the full range of C-leve
planning that may vary during
as follows:

rim work from the format followed when performing a full-scope examination are

n ation Technology — A general IT review is not required prior to performing interim work,
ed as part of planned interim procedures to reach conclusions for the full-scope examination.
e results of the IT review can affect the reliance placed on IT systems in later phases of the
ior,@iisideration of prior examination results and any significant changes that have occurred since the
w should be incorporated into planning for each interval of interim work. If widespread changes are

Considerg

Understanding the Corporate Governance Structure — A review of corporate governance and enterprise risk
management (ERM) is not required prior to performing interim work, but may be performed as part of planned
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interim procedures to reach conclusions for the full-scope examination. If significant changes are identified,
consider including a review of corporate governance in your interim procedure plans.

Assessing the Adequacy of the Audit Function — Since the purpose of interim work is to allow examiners to
interact with the company on a more regular basis in reviewing strategies and controls, utilization of audit work
may be limited. An initial assessment of audit work is, therefore, unnecessary during interim proc nless it
is expected that this work will be of significant benefit in supplementing the work performed i
However, the examiner should consider meeting with the external/internal auditors to become“gyare of any
significant issues such as control deficiencies or audit adjustments identified by the ann
accordingly. P

Planning Materiality — The examiner’s preliminary judgment of materiality sho
which interim work includes consideration of financial statement line items and
of financial reporting misstatements. In the year the full-scope examination is c

la or each year in
the identification
riality will again be
year of the full-scope

examination is lower than at interim, the examiner should exercise judgmen ing if interim procedures

should be updated to fully support the conclusions in the full-scope examizgtion®
Prepare a Work Plan &
Upon obtaining an understanding of the company and determiningfiie ol"the interim procedures, a work plan

should be prepared to document the preliminary informati d and*®e planned procedures. The work plan

the following elements:

rk by identifying the entities included in the
examination and outlining the particular risk ggeas e encompassed by the review. Interim work may
encompass areas typically associated with plannidg (suc
and/or individual risks (current or prospg on of the memo should describe at a high level the

prgeted area(s).

If the scope of interim procedures is foct
such as corporate governance assessment o 1ew, the memo should indicate whether the interim procedures
are intended to be a comprehensivggeview or a¥nore narrowly targeted review (e.g., ERM or cybersecurity).

Finally, the description should cla hat the planned examination procedures are not all inclusive and, therefore,
would not satisfy the full-sg ion requirement without additional work.

Q ning Meetings — Summarize the planning meeting that occurred between
dlyst, which should include review and discussion of the IPS as described above.
eetings with al department personnel (e.g., chief examiner, financial analysts, actuaries, etc.)
es (e.g., company management, external auditors, etc.) should be summarized to the extent they
. Planning meetings should focus on potential risk areas at the insurer, proposed procedures

Summary of Intern
examiners and the d
Additional
and external
are deemed n
for interi

oordination Efforts — Document the coordination efforts, as well as the role of each state in
work. The Lead State is expected to take primary responsibility for initiating, overseeing
ating interim procedures that will be performed in support of the full-scope coordinated examination.
te should notify other states with a domestic insurer in the group prior to the start of interim planning
edures to ensure concerns of all entities in the group are addressed as appropriate within the scope of the
work. If a non-lead state determines there is a regulatory need to perform interim procedures in support of
the full-scope examination on their domestic entity(ies) outside of the established coordination plan, they should
first contact the Lead State to discuss the work plan.
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Use of Specialist — To fully address certain areas of focus during interim work, the use of a specialist may be
required. The examination team should identify and document the need for and use of specialists, including a
summary of the planned involvement of the specialist. Consideration may be given to utilizing the same specialist
to update or roll-forward the interim work when the full-scope examination is conducted.

Exam Staffing and Budget — Identify and document the names and position titles of team mem including
work assignments and budgeted hours for the examination. Include any specialists or consultants giflized.

Use of Key Activity Matrices/Exhibit V — Overarching Prospective Risk Assessment

For current and prospective risks, the key activity matrices and/or Exhibit V should be u&
performed. For risks placed on Exhibit V, all columns should be completed in acc
exhibit. This includes review of mitigation strategies, obtaining corroborating evid
procedures. For risks placed on a key activity matrix, each phase should be evalua
with the risk-focused approach. Interim work will typically place more emphasis
mitigation strategies because of the relative ease of rolling-forward and relyi
opposed to the challenges in rolling-forward substantive tests of balances_natfo
Because of the need to effectively roll-forward all interim work, if co

should be communicated to the company with an expectationfghe %
examination. If the control deficiencies are not resolved prior to the cops
to verify the resolution, the examiner may need to re-perform sulfstan 0
examination period to ensure adequate coverage of the risk.

Reporting (Internal and External) \
Interim work is performed in support of the full-sgppe and is intended to be incorporated into the final
report of the full-scope examination. Therefore, no rate ex. ation report is required to be filed in the interim

It e
e

view of controls/risk
rk in future periods, as
a particular point in time.
ies are identified, these concerns
esolved prior to the full-scope
ination or the examiner is unable
edures at the end of the full-scope

period. If significant issues or concerns arise 3 erim work performed, communication of these items
to the department, non-lead states, other reg pany should not be delayed.

Examiners should complete an Exhibit AA Review Memorandum (SRM), or a substantially similar
ofthterim work. Concerns should be summarized by branded risk
classification and shared with the ass . Areas typically included on the SRM but not covered by the
interim work, including branded riskgflassifications, can be noted as such without further explanation. The examiner

should indicate if there are any propo hanges to the supervisory plan or prioritization of the insurer and explain
the rationale for remaining congfs esting changes. The examiner should coordinate with the analyst on the
follow-up of any identifyfd iss xchange will allow the analyst to use the information provided in the SRM to

update the IPS at the co
states and can be provid ates upon request. The SRM may also be provided upon request to other states
seeking additional details abou interim exam work conclusions.

Significant result bservations noted during the examination should also be communicated to the board and/or
management 1

-y

erim Work in the Full-Scope Examination

When c8@ducting an examination in which interim work was performed in support of the full-scope examination
conclusions, steps must be taken to properly incorporate the work and ensure it remains relevant.
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Roll-Forward of Interim Work

Identifying and assessing significant changes in a company’s processes or procedures that occur between the
performance of interim procedures and the full-scope examination procedures is necessary to ensure conclusions
remain applicable. A high-level review of changes that may have a significant impact on examination conclusions can
be accomplished through Phase 1 planning procedures. Common sources for this information in lanning
meetings, interviews and review of documents typically obtained in the planning process. For interi

structure, etc.), the approach used to identify significant changes and the impact of gch
conclusions for the targeted area.

ffect examination
ey activity and/or
anning Memorandum.
nded reliance on such

The examiner’s conclusions regarding a high-level understanding of how identified ¢
conclusions for all interim work—including areas typically associated with planni

The planning memo should also summarize interim procedures performed
procedures for the full-scope examination.

ment of changes rather than full
testing procedures (typically in situations of control reliance), com Ss that satisfy the expectations of the
risk-focused approach must be performed at the end of the i atively, if the work at the end of the
period relies on rolling forward interim work, then interim consist of procedures performed that satisfy
the expectations of the risk-focused approach. Testing from a pri ation period cannot be used as the primary
support for a full-scope examination.

A 4
Key Activity Matrices/Exhibit V — Overarching Pros

Interim work may be performed in responsg
Exhibit V. When this occurs, the work p

of risks that will be assessed on a key activity matrix or
im may address some or all of the risks identified for review
in the full-scope examination for a particula or on Exhibit V. For identified risks addressed at interim for
a particular key activity or prospective risk, the aner should determine whether any updates to the testwork or
conclusions reached at interim are neggssary. If cotitrol deficiencies were identified, the examiner should verify the
deficiencies were appropriately resg@ifed in order to fully rely on the conclusions reached at interim or perform
substantive procedures at period end Ti@gsues are not resolved. Additional work may also need to be considered if
, key processes, employees, etc. This conclusion should be clearly
bng with the interim workpapers upon which reliance is placed and any

documented in the ex;
additional testing perfo

In addition to the documentat equirements outlined above, if the examiner identifies other risks that need to be
reviewed beyon e addressed in interim procedures, such risks should be added to the exam file and addressed
through the full s hase examination process as a supplement to the interim work performed. Such work should
be presented sqpigatel interim work (i.e., separate matrix or tab) to make it clear when various risks were

addressed d

may be addressed through work performed at interim or at the conclusion of the full-scope examination. In all cases,
the Exhibit must include references to where work addressing related risks is located in the full-scope examination
file, and all interim work related to critical risks must be subject to adequate roll-forward review as discussed above.
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Examination Reports

The examination report is issued upon completion of a full-scope examination and may be supported by procedures
performed at various points during the examination period. In order to accurately represent the information obtained
to support examination conclusions, elements of the report may require modification if reliance is placed on interim
work as follows.

Reference to Interim Work in Full-Scope Examination Report — When interim work is utilized in ort of the
full-scope examination conclusions, reference to such work should be made in the gfoPasec of the
examination report. Following is an excerpt from Section 2, Phase 7A.2.c demogpstratiy e underlined
sentence how this reference can be incorporated.

ris used examination
an ting management’s
ition Examiners Handbook.,
as performed within the
esentation of the financial
t 1s 1dentified, the impact of such
gements.

All accounts and activities of the company were considered in accordance witl
process. This may include assessing significant estimates made by managem
compliance with statutory accounting principles. As permitted by the Financial
some of the work performed in support of the conclusions in this examina
reporting period on an interim basis. The examination does not attest
statements included herein. If, during the course of the examinatio
adjustment will be documented separately following the compaigy’s

Impact of Findings/Exam Adjustments Identified in Interim — The contdit o amination report should be consistent
with guidance in Section 2, Phase 7, and should include significagt fin&gs of for issues identified during the interim
period and the full-scope examination work. Findings identified restiugef interim work should be identified as such
and include a brief discussion on whether items have been adequa ed or remain a concern at the end of the
examination period.

L 4
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1I. EXAMINATION PERSONNEL

This section of the Handbook addresses the following subjects:

. Examiner Definitions and Qualifications

A

B. Authority and Responsibility of the Examiner-In-Charge

C. Duties and Responsibilities of Non-Domestic Participating Examiners

D. Salary and Per Diem Guidelines :

A. Examiner Definitions and Qualifications 'S

Insurance Company Examiner \
An Insurance Company Examiner shall meet and continue to meet the qualifications set be
(a) An Insurance Company Examiner shall be: (i) an insurance departme ploye€, or (ii) self-employed,
exclusively or primarily as an Insurance Company Examiner, on a co a an insurance department;
and

L 4
(b) An Insurance Company Examiner shall be: certified by the ancial Examiners (SOFE) as an
Accredited Financial Examiner (AFE); or Certified Financial FXami CFE). An AFE or CFE must meet and
continue to meet all conditions of SOFE necessary to be @higi old tfte title of AFE or CFE, including but not
le

limited to SOFE’s experience requirements, successful of required SOFE examinations, SOFE’s
continuing education requirements, compliance with E’ of Ethical Conduct, and payment of SOFE

Automated Examination Specialist* (Information Techno 1T iner

*The position of Automated Examination Sp synoviym for IT Examiner and is not necessarily related to

SOFE's AES designation.

An IT Examiner is an examiner who is responsible {6@g#ordinating, directing and implementing the automated portion of
an examination and evaluating the controlgf an insurer’s information technology.

An IT Examiner shall meet and contigus t the qualifications set forth below:

ance department employee, or (ii) self-employed, exclusively or primarily as
ith an insurance department.

fficient knowledge, background and experience to perform the IT portion of a
ven the sophistication and complexity of the insurer’s IT environment. This may include, but is
not limited to, obt@ming certifications such as SOFE’s Automated Examination Specialist (AES) or the Certified

Informati m

a) A Sellor Insurance Examiner shall be: (i) an insurance department employee, or (ii) self-employed, exclusively or
, ; ! p ployee; o ploy . ey
primarily as an Insurance Company Examiner or Senior Insurance Examiner, on a contract basis with an
insurance department; and
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(b) A Senior Insurance Examiner shall be: certified by the Society of Financial Examiners (SOFE) as a Certified
Financial Examiner (CFE). A CFE must meet and continue to meet all conditions of SOFE necessary to be
eligible to hold the title of CFE, including but not limited to SOFE’s experience requirements, successful
completion of required SOFE examinations, SOFE’s continuing education requirements, compliance with SOFE’s
Code of Ethical Conduct, and payment of SOFE fees relating to maintenance of such continuing certification.

Insurance Examiner-In-Charge

n of the
tate, who is

examination of a domestic insurer, including a non-domestic participating examiner fror*an ay
not include

responsible for completing an affidavit of participation, on a non-accredited state’s examina

O (
other non-domestic participating examiners.) See part B below for qualifications. \\

Supervising or Administrative Examiner

A Supervising Examiner must be a CFE, have a minimum of 10 years experience ex: ing il ®rance companies and
supervise more than one examination of multi-state insurers concurrently.

B. Authority and Responsibility of the Examiner-in-Charge &

A person shall only be eligible to be the examiner-in-charge of an e
holds the certification of Certified Financial Examiner (CFE) from
supervised by someone holding the CFE designation. The
responsibilities:

bon 0Wa multi-state insurer if such person
f Financial Examiners or be directly
in-charge has the following authority and

1. Planning the examination

L 4

a. Oversee the risk-focused surveillance proces i ing risks and the company’s processes to assess
those risks.

b. Develop initial written plans.
e

d.

e.

f.

2

a.

b.

c.

d.

timely and professional manner.
al conduct of examiners.

er’s workpapers to see that they support the examiner’s conclusions and findings.

liver performance reviews of domestic examination staff and non-domestic participating
timely basis.

ort to an appropriate level supervisor regarding a non-domestic participating examiner whose performance

ot meet expectations.

4. Maintain liaison with company management
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a. Conferences or other communications with company officials, except regarding minor matters, should be
made only with the full knowledge of all non-domestic participating examiners.

b. The hours during which an examination should be conducted shall, except where different hours are
prescribed by the state department in charge of the examination, correspond as closely as possible to the
working hours of the company being examined.

5. Provide for the security of company records and information
6. Prepare examination report

a. Develop report in consultation with all other examiners before completion of fici@vork!
b. If a disagreement among the examiners (including the examiner-in-charge)
procedure established in Part X H. — Coordination and Distribution of the
State Insurer and the Resolution of Report Conflicts of this Handbook s
comments of the dissenter(s) and indicate which are the majority and minor1
split of opinion, so indicate.)

(e.g., by the
Report of a Multi-

amend a final work copy of
any examination report on a multi-state insurer without prior a&y iltation and approval of the non-

domestic participating examiners.)

7. Maintain summary of actual hours spent on each examination ggivity

8. Conduct the examination in a manner consistent with the rds ut in Letter C. (below), as appropriate.
C. Duties and Responsibilities of Non-domestic Patﬁcipa g iners
A person shall only be eligible to represent a zone on an eXfgninatj a multi-state insurer if such person has been
certified by the Society of Financial Examiners a ited Financial Examiner (AFE) or a Certified Financial
Examiner (CFE). The non-domestic participatj hav¥the following authority and responsibilities:

1. Cooperate with the examiner-in-charge al iminers in the conduct of the examination:
a. Assume responsibility to perfgfh the duties‘assigned to examiner by the examiner-in-charge.
b. Take an active interest in th mination as a whole.

c. Inform the examiner-in-cha amination developments on a current basis.

h examiner-in-charge for carrying out specific instructions given to the

2. Make appropriate
i illy requested information.

examiner and for ob

3. Devote full time to examin; duties and responsibilities.

4. Adopt the rul onduct established for the examination team.

5. Observe Snal standards of conduct free from any impropriety in fact and appearance, and avoid any
sidpation{y IMistances that may reasonably appear to influence independence, judgment or discretion.

confidentiality of information developed or received during the course of an examination.

addition to performing duties assigned by the examiner-in-charge, perform such other work as the examiner
necessary to obtain assurance that major solvency risk areas, specific concerns expressed by the zone
he/she represents, and other concerns arising during the examination have been addressed in the examination.
This objective can normally be met by reviewing work performed on key activities of the company. (Note that the
non-domestic participating examiner should not duplicate the work of the examiner-in-charge.)
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8. In addition to performing duties assigned by the examiner-in-charge, review other work as the examiner deems
necessary for a fair and complete examination.

9. Prepare dissenting opinions, if any, for inclusion in the examination report with respect to each issue the examiner
deems significant and which is not reflected in the majority report.

10. Upon completion of the examination, the non-domestic participating examiner should proactiveli¥ co icate
the examination findings and conclusions to the other states within his/her zone.

11. All examiners should comply with the universal confidentiality agreements enforced in thei

12. Typically, the non-domestic participating examiner should remain on the examin§
examination areas have been completed and all of the major examination issues bedaddressed. However,
this procedure may be varied for justifiable reasons. Signed signature sheets ft the examiner-in-
charge if the non-domestic participating examiner leaves the engagement prior to y of the rough draft
of the report.

13. Any major difference arising during the course of an examination, thatg
with the examiner-in-charge and the participating examiners shoulG@e;

after thorough discussion
to the examiner’s chief examiner

and zone secretary by the examiner involved. L
D. Salary and Per Diem Guidelines \
Salary and per diem charges are to be computed beginning at the f reputing for duty at the office of the company to
be examined and terminating upon completion of the examinatign o aminer’s active participation therein and to
include actual days for travel as certified by his or her commigfion
L 4
1. Suggested Compensation:
The proposed competitive salary sche@fie for all efminers is as follows:
Classification Daily Rate
Insurance Company Examine E $329.00
Automated Examinatio E (no AES) $403.00
Senior Insuran $403.00
Automated Examinatig Specialist, AES or similar designation $453.00
Automated@ xamination Specialist, CFE (no AES) $453.00
In-Charge, CFE $485.00
Administrative Examiner $515.00

AIC has adopted the use of CONUS reimbursement rates in relation to per diem payments. The CONUS

rates Can be found at: http://www.gsa.gov/portal/content/104877.

Examiners shall not be reimbursed for travel time or travel expenses not actually incurred in connection with an
assignment.
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Air Travel — Only one day of travel time will be authorized.
Land Travel — Travel time is expected to be no more than 400 miles per day.
Actual mileage will be compensated at the rates set forth by CONUS.

Illness & Holidays

On days which examiners are absent due to sickness or any other cause, no salary charge s
company, provided the company is open for the normal transaction of business. If the’e

work on site or on any national holiday or any other day that the company has opt business, he
or she shall be allowed salary and per diem allowances for that particular day.

Examiners shall not be reimbursed for dual living expenses while on branch office nts.

Maximum Reimbursement

Effective January 1, 2000, the lodging CONUS rates adopted by§ghe G
distributed by the NAIC did not reflect the reimbursable room tax: r and the U.S. territories. Under
the GSA requirements, these taxes are separately reimbursable. s e Was made by the GSA as a result of
several lodging establishments setting their room rates injpacc ce witlithe maximum per diem amount and
then adding lodging taxes to that amount. Per the GSA, th&¥=w d of having taxes excluded from the per
diem amount will assure U.S. travelers that they will most [i e properly reimbursed for lodging costs. (Per
diem rates for foreign countries continue to include t rs lodging taxes.)

ices Administrations (GSA) and

As an example, the city of Chicago, Illinois may kifze a maxjgim per diem amount for lodging of $155.
Therefore, the actual reimbursable amounigf 1 otld be $155 plus the actual room taxes paid. If state and
local lodging taxes equal 17.5% of the g en tiiPactual reimbursable amount would be $182.13 ($155
for lodging plus $27.13 for lodging ta urrently does not have any restrictions on the reimbursable
lodging taxes.

Lodging expenses should be suppgged with actual receipts. A meal allowance should be paid on a basis
consistent with the CONUS rate lieu of the above, it is recommended that examiners working within a 50-
mile radius of their official domiciltgeceive a commuting allowance.

s to the preceding should be directed by the commissioner of the state
vith the intent of this policy.

Necessary exceptiogfor ¢
employing the exa

Official Domicile
It is recomme at examiners be authorized to return to the official domicile every other weekend. Expenses

he lesser of airfare or mileage. This reimbursement is made in lieu of the per diem
jerstood that the travel will be done with a minimum amount of work time lost.

ent Examinations

covering insurance department examinations shall be made directly to the home state of the
iner, if consistent with the laws and fiscal procedure of such state.

Statutory Provisions

The foregoing shall be subject to the statutory provisions in any state governing compensation and expenses of
department examiners representing such state.
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SECTION 1 — GENERAL EXAMINATION GUIDANCE General Considerations
1II. GENERAL EXAMINATION CONSIDERATIONS

This section covers procedures and considerations that are important when conducting financial condition examinations.
The discussion here is divided as follows:

General Information Technology Review

Materiality

Examination Sampling

Business Continuity O

Using the Work of a Specialist V'S
Outsourcing of Critical Functions

Use of Independent Contractors on Multi-State Examinations
Considerations for Insurers in Run-Off

Considerations for Potentially Troubled Insurance Companies
Comments and Grievance Procedures Regarding Compliance with Examination Starigeds

A. General Information Technology Review
@ creasingly important part of the

eir business. IT general controls
er systems, including controls over
. Cs provide a foundation necessary to
nd comprise the environment from which
general control environment can, therefore,
of a company’s IT systems and the reports
o test and rely on automated application controls
a general IT review has been developed to assist

¢ tmnancial condition examination. In a risk-focused
oul? be performed prior to the completion of planning the
view process should be performed in conjunction with the
J steps document the process to be followed in completing the

SrmommuOwR

The examination of information technology (IT) utilized by an insurerpas bo
examination process as companies have placed a greater reliance on IT s

ensure the completeness, integrity and availability of IT system
application controls are designed, implemented and operated.
provide examiners with greater assurance regarding the ov
generated from those systems. In addition, this allowsdhe o
during Phase 3 of the exam. As such, a formalized proc
the IT examiner in completing this importa b
examination, steps 1-5 of the general IT revighv
overall financial condition examination. Step
remaining portion of the overall examination. Th€
general IT review:

1. Gather Necessary IT Planning ation

eview is to gather the information necessary to plan the IT review of the
-charge (EIC) and the IT examiner should work together to request that the
hnology Planning Questionnaire (ITPQ), included in Exhibit C — Part One,
I addition, other relevant information to obtain in planning the IT review might
kpapers, work on IT systems performed by internal/external auditors or consultants,

insurer. At this tim
insurer complete th
to assist in the planni

on for planning the IT review has been gathered, including the ITPQ, the IT examiner should
tation obtained to assist in planning and determining the scope of the general IT risks to be
ome factors to consider as part of this process include:

The complexity of the insurer’s information systems and IT risk mitigation strategies;

The extent to which reliance will be placed on those risk mitigation strategies in the financial
examination;

e The length of time the existing system has been in place and any significant changes to the system;

e The types of subsystems being used and how data is shared among systems;

e The hardware and software being used and whether the software was internally or externally developed,
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The extent to which the insurer outsources its IT functions;

Past issues the insurer may have had with its systems;

Answers provided from the insurer via the ITPQ;

Documentation available from other sources, including external and internal auditors;

The insurer’s participation in electronic business and electronic data interchange;

The amount of reliance placed on the work of third parties;

The type, volume, and external availability of sensitive information that is processed an store the
company and,;

e Changes to the company’s controls and/or processes to ensure compliance % ericral Data
Protection Regulation (GDPR), if applicable, or other relevant data protectiofprequ

The IT examiner should consider which risks included on the Evaluation of Con
(IT) Work Program (Exhibit C — Part Two) are applicable to the insurer under e
are additional general IT risks that should be reviewed for this insurer. Addi
internal and external audit work, the IT examiner may determine that suff

in ation Technology
ion ard determine if there

has been performed to

ment in the IT planning
audit work included in the

Request Insurer Control Information and Complete IT Review.

the Evaluation of Controls in Information
in the review should be created. As part of

After the initial planning information has been gathered
Technology (IT) Work Program (Exhibit C — Part Tw be

this process, the IT examiner should customize the gand, ork program to include only the general IT risks
that are of concern for the insurer under examiffition! ditthn to providing a list of risks in the work program,
the IT examiner may wish to provide a list of co n Is that indicate how a typical insurer may mitigate

these risks to assist the insurer in develgd
insurer to include information supporti:
request in the work program distributet

es e. Finally, the IT examiner may consider prompting the
trols in place to mitigate risks by including an information
. The IT review team should coordinate with the appropriate
staff at the insurer to request a response. ’s response should indicate their controls in place to mitigate
the risks identified in the work program. The aminer should review the company responses, considering the
adequacy of the controls identifi, and request evidence to test the effectiveness of the insurer’s mitigating
controls. The IT examiner may ider some of the examination procedures listed in the Evaluation of Controls
in Information Technology Program (Exhibit C — Part Two), and complete the planning of the IT
review.

After the work prog a alized, the IT examiner should document the plan to complete the IT review.
The plan should docu e staffing to be used to complete the review, the scope of work to be performed and a
et to complce@pthe review. The plan should be subject to the review and approval of the EIC and
ation supervisors, as considered appropriate by the state. This plan may be documented through
the use of an [ iew planning memo, or other workpaper that documents the approval of the EIC.

Fieldwork

ot should schedule examination fieldwork, with the initial fieldwork to include conducting
f key IT staff. These interviews should serve as an opportunity to substantiate and clarify some of the
provided by the insurer in Exhibit C — Part Two. The IT examiner may also gain additional
ation relating to key activities, risks, and risk mitigation strategies for the financial examination. As such,
xaminer may want to invite the examiner-in-charge and/or other financial examination staff to participate
in the interview process. Some of the potential candidates for interview include the Chief Information Officer,
Chief Technology Officer, Chief Security Officer, System Architect, Chief System Engineer, and any other
individuals responsible for maintaining, updating and testing the insurer’s business continuity and disaster
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recovery plans. Example agenda items for IT interviews, subject to the areas of expertise for the interviewee,
include but are not limited to:

e [T Strategic Planning;

e [T Governance;

e Leadership development and succession planning;

e Organizational structure;

e Risk management;

e Development and maintenance of policies;

e Budgeting; 'S

e Security;

e E-Business; \

e Business continuity;

e Acquisitions and integration;

e  Architecture, development and implementation of major programs;

e External environment, and

e Any other items necessary to evaluate the insurer’s gener
After the IT review team has completed the interviews, the t gin to test the general controls
identified by the insurer. This work should be completed with istancy of the insurer’s IT staff and should
utilize the existing work of others, if deemed appropriate. ote step 2 above, if the IT examiner has
determined that reliance will be placed on all or some o (o) rformed by CPAs or the company’s internal
audit function (if deemed independent) to fully address a ific riS® or area of concern, the IT examiner would

not be required to include those specific risks or a
examiner determines that the work performed, by t
work would be required to fully address that gisk,
documentation in the file and map or link ife

on the work program. However, if the IT
only partially addresses a risk, but additional
xaminer should include the relevant third-party
1sk in the work program.

After considering the utilization of e esting of general IT controls and other procedures should be
performed in order to gain an approjgi bf understanding of the insurer’s IT environment and the
effectiveness of general IT controls in § noted above, the IT examiner may consider performing
examination procedures listed in the Evalud of Controls in Information Technology (IT) Work Program
(Exhibit C — Part Two) or any offfcr procedures necessary to conclude upon the effectiveness of the company’s
general controls in mltlgatmg th identified. All testing should be documented appropriately to ensure that

the work may be referenced, ancial examination workpapers, as necessary.

5. Document Results ¢,

At the conclusion o T review fieldwork (at or prior to the conclusion of planning of the financial
examination porocess), the examiner should have a completed IT controls work program supported by
documentatio d testing as a deliverable. In addition, a summary of findings regarding the insurer’s IT
environment an eral IT controls should be prepared at this time. The findings may be considered prospective
commendations to the company) or current in nature (which may have an impact on the
ese findings should be documented through the use of an IT summary report (or similar
hould include a description of recommendations to the company and/or how the findings may
arminer’s reliance on general IT controls and approach to application control testing in Phase 3. The
eport may also include a summary of the insurer’s IT operations, and detail on the IT review work
. Based on the impact of the findings, the IT examiner should determine whether the IT general control
nment is generally effective and would, therefore, indicate that IT risks have been sufficiently mitigated to
or testing of application controls in Phase 3. If the IT general control environment is not deemed effective,
the examiner would be required to perform additional testing in later phases of the exam before relying on system
generated reports or controls in place at the insurer.
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Whether the IT general control environment is deemed effective ultimately depends on the IT examiner’s
professional judgment. Typically the IT general control environment would be considered effective unless the
specific findings summarized in the IT summary memo would otherwise indicate. Often, even when issues are
identified, the IT examiner may be able to determine that the finding is isolated to a specific system or point in
time and, therefore, would not impact the overall reliability of the IT general control environment. In this case, the
IT examiner should document in the IT summary memo which key activities or specific appli may be
impacted by IT review findings and how.

In some instances, the overall IT general control environment may be deemed ineffectj
conclusion, the IT examiner should consider whether the findings outlined in the IT %mm

e Are pervasive throughout the IT general control environment.
e Significantly impact the systems used in calculating and reporting ﬁna& r the accuracy of
information used in reaching major strategic decisions.
e Indicate deficiencies relating to management involvement and oversight o IT
e Are not alleviated by other mitigating factors.
11

The IT examiner is cautioned against defaulting to the conclusion

ategy and direction.

general control environment
approach taken by the financial
hagfxaminer would be required to test
annot be relied upon and, therefore,
0 mitigate an identified risk are highly

Q.

examiner on the remainder of the examination. For instance, in
manual or compensating controls for an identified risk if applic

additional detail testing in Phase 5 to fully address the 1
required to test the accuracy and completeness of sys enera
addressing the identified risk in Phase 5. &

The IT review process outlined up to thi
performed on each examination, rega
presented and discussed with the exa

in place at the insurer and the impact th:

he corresponding documentation of results, may be
sufep size. These documents should also be appropriately
> to help facilitate a general understanding of the IT systems
i'/s may have on the ongoing exam.

6. Assist on Financial Examination

Following the completion of the view of the examination, the IT examiners involved in the IT review should
remain available to assist ip 0 tion of the financial portion of the examination. Such assistance could
i tesilg, clarification of work performed during the IT review, assistance in

eport fnd recommendation letter, and additional assistance in testing IT application
ide

e examination may be especially beneficial when examining companies with well
1 controls that may allow the examination team to reduce substantive testing.

iews an insurer’s operations, he or she may determine that the insurer has significant exposure to
risks. The specific risk exposure for the insurer may vary based on volume, type of sensitive information
(e.g. Social S@urity numbers, protected health information, personally identifiable health information, etc.) and the broad
security environment in which the insurer is operating. The examiner should be mindful that the insurer is not required to
use any particular IT security framework, nor are its IT security systems or controls required to include all of the
components of any single or particular IT security framework or the examiner’s work program. The examiner should
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broadly consider not only the volume and type of sensitive information obtained, maintained or transmitted by the insurer,
but also the laws and regulations to which the insurer is subject, as well as the size and complexity of the insurer’s
operations and the nature and scope of its activities. All of these factors will influence the cybersecurity policies and
systems and the IT security framework or frameworks that are appropriate for a particular insurer to effectively protect its
sensitive information. As a result, responding to a particular insurer’s risk will require judgment by the examiner in
tailoring the use of existing Handbook guidance. In these situations, examination teams should review th r’s risk
mitigation strategies and/or controls that identify cybersecurity risks to protect against and detect cybersgghirity iiggglents,
and respond to and recover from cybersecurity incidents when they do occur.

When assessing the level of an insurer’s cybersecurity controls/processes, the examiner
distinction between the roles of the insurer’s board of directors and its senior manag
recognize that, while it is the role of the board to understand and oversee the insurer’s cy
controls, it is the role of its senior management to implement the insurer’s cybersecu
performance and outcomes of the insurer’s risk mitigation strategies and controls are a

and to ensure the
ategies and controls

e Identify - The identification of cybersecurity risks is important i S nization understand the best
way to deploy its limited resources. Internal risk assessment is : izations to understand constantly
evolving risks. Participation in information networks, though not ’kely to enhance understanding of
risks. In a robust control environment, insurers devote resourc isk alessment process that includes some
amount of management/board involvement, appropriate to th tinct T of the board and senior management,

as well as a sufficient level of technical expertise to e tha@gissues are well understood and responded to
appropriately.
e Protect - Protection is an important element inthe oyra gy for any risk and cybersecurity is no exception.

atigh of strong policies, system and network access

e, in transit, and in storage are protected, etc.), as
insurer is operating, including the volume and type of
smitted by the insurer, the security laws and regulations to
nature and scope of its activities. When applicable, controls
access to the insurer’s network, systems and data (including
administrators [TPAs] and managing general agents [MGAs]).
f the insurer’s response to cybersecurity risks as many incidents occur due to
than the lack of controls. Control effectiveness is limited if employees are

A robust risk mitigation strategy may inclu
controls, and data security protection (e.2ig

improper execution of controls r
not provided adequate trainj

e Detect - Insurers
mitigation of threat:

a strong set of detective controls that enable timely identification and
Pllization. These may include anti-virus and anti-malware software as well as
intrusion detection related processes and controls. Organizations may perform
ation tests to ensure that weaknesses in the protective/detective controls are

- A review of the insurer’s incident response plan is an important consideration in the
of cybersecurity at an insurer. The response to a cybersecurity incident may leverage concepts
7 broader disaster recovery plan, but may also require unique considerations since recovering

in their plan who they are required to contact in the event of a security incident (regulators, affected
parties, etc.) and how public relations will be managed to limit the impact of the incident on the organization’s
reputation. Importantly, response plans should be tested to ensure that the organization is ready to deploy the plan
in the event of an actual incident.
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When significant incidents do occur, it is important that the insurer performs a thorough post-remediation analysis
and restores services that were affected as a result of the incident in accordance with the response plan.
Examination teams may consider reviewing incident reports to consider how the organization has learned and
adapted when security protocols are breached.

Depending on the insurer’s operations, there may be unique risks that the examiner identifies for furth iew. For
instance, some insurers may leverage controls at service providers to provide assurance over cybersecugitly ri
this may be appropriate, insurers should be able to confirm that the service provider has appropriate

clauses, right to audit, technology errors and omissions insurance coverage, etc.) to address the
insurer.

rsecurity risk, the
curity procedures.
nt and may consider
idents; risks presented by

Although uncommon, if the examiner determines that the insurer has significant expo
examiner may consider incorporating the use of a cybersecurity expert to assist in perf
The specific risk exposure assessment for the insurer should be based on the IT examin
the insurer’s line of business, the size and complexity of operations, known cyber.

cybersecurity. Note that the decision to use additional expertise to addr‘s cy
accumulation of circumstances and not necessarily due to any one situationglisc

The following insights may assist regulators and/or cybersecurity rts as“ @y assess the strength of the insurer’s
S
ins

security program and therefore the risk that cybersecurity ent to the insurer. These insights are for
informational purposes and are not intended to be requiremen rs. Companies may be assessed by their

individual risk profile and the organization’s risk strategy.

Events, Incidents and Breaches L 4

event” can be defined as an event resulting in unauthorized
nformation stored on such an information system. Insurance
es or may distinguish between successful and unsuccessful

should consider both unsuccessful cybersecurity events and successful
te. For instance, while an unsuccessful event may only access the company’s
it may still represent an event that the insurer should consider, correlate

cybersecurity events (incidents), as appr
network without accessing sensitive i

rer’s Enterprise Risk Management. This may include consideration of the level of
e board and/or senior management and the appropriateness of the insurer’s risk identification
ay be appropriate for board and/or senior management to receive summary level information,
a=designated person with cybersecurity expertise that is responsible for developing the insurer’s
ybersecurity risks. This person should be deemed the insurer’s cybersecurity risk owner and should

cybersecurity risk
information pro
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Information Security Program

Note: The guidance that follows should only be used in states that have enacted the NAIC Insurance Data Security
Model Law (#668). Moreover, in performing work during an exam in relation to the Model #668, it is important the
examiners first obtain an understanding and leverage the work performed by other units in the department,
including, but not limited to, market conduct-related work.

Specific requirements related to an insurance company’s information security program are included in Mo ates

that have passed the law may have an enhanced ability to encourage remediation of control issuesg g to issues

identified during the exam. To the extent a state has adopted Model #668 and it is in effect at the ti [fhexamination,

examiners may consider tailoring the IT review to include consideration of the items Rlow. dinced below,
u

implementation of each control identified for consideration shall be done based og the Slfndividual risk
assessment:

Section 4-C of Model #668 details the requirements for performing a risk assessment. It risk assessment, the
licensee shall perform the following:

1. Designate one or more employees, an affiliate or an outside vendordesi 0 behalf of the licensee who
is responsible for the Information Security Program. PN

2. Identify reasonably foreseeable internal or external threats that s unauthorized access, transmission,

disclosure, misuse, alteration or destruction of nonpublic igfirmatiGfy including the security of information
third-party service providers.

systems and nonpublic information that are accessible to, 1 ir
3. Assess the likelihood and potential damage of the catSiQadng into consideration the sensitivity of the

S
nonpublic information.
L 4
4. Assess the sufficiency of policies, procedur: i% tems and other safeguards in place to manage these
le

threats, including consideration of threal area of the licensee’s operations, including:
a. Employee training and manag

b. Information systems, including net and software design, as well as information classification,
governance, processing, sfifage, transmission and disposal.

c. Detecting, preventinggms r

Based on this risk asggssment, Sectio4-D requires the licensee to execute the following:

ding to attacks, intrusions or other systems failures.

5. Implement informa{idn sa
annually, assess the € 1

b manage the threats identified in its ongoing assessment, and no less than
the safeguards’ key controls, systems and procedures.

1. Design its Info ion Security Program to mitigate the identified risks, commensurate with the size and
i ee’s activities, including its use of third-party service providers, and the sensitivity of the
ion used by the licensee or in the licensee’s possession, custody or control.

ace access controls on information systems, including controls to authenticate and permit access only to
authorized individuals to protect against the unauthorized acquisition of nonpublic information.

b. Identify and manage the data, personnel, devices, systems and facilities that enable the organization to

achieve business purposes in accordance with their relative importance to business objectives and the
organization’s risk strategy.
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c. Restrict access at physical locations containing nonpublic information only to authorized individuals.

d. Protect by encryption or other appropriate means all nonpublic information while being transmitted over
an external network and all nonpublic information stored on a laptop computer or other portable
computing or storage device or media.

e. Adopt secure development practices for in-house developed applications utilized by th€§licensee and
procedures for evaluating, assessing or testing the security of externally develope tiCQy utilized
by the licensee. P

f. Modify the information system in accordance with the licensee’s Informa & ram.

g. Utilize effective controls, which may include multifactor authenticati ro for any individual
accessing nonpublic information.
h. Regularly test and monitor systems and procedures to detect ac ed attacks on, or intrusions
into, information systems.
i. Include audit trails within the Information Security x ened to detect and respond to
a nc

cybersecurity events and designed to reconstruct ma transactions sufficient to support
normal operations and obligations of the license

j-  Implement measures to protect against destruction;{gss ,of damage of nonpublic information due to
environmental hazards, such as fire and wate age 0 er catastrophes or technological failures.

k. Develop, implement and maintain proce@res to secure disposal of nonpublic information in any
format.

/

3. Include cybersecurity risks in the lice

4. Stay informed regarding emerging threat
sharing information relative to the gharacter o

tnerabilities, and utilize reasonable security measures when
ie sharing and the type of information shared.

5. Provide its personnel with cyberse@@ity awareness training that is updated as necessary to reflect risks identified
by the licensee in the risk t.

Review section 3 of the Mo
process, licensees include, b

definitions of relevant and commonly used terms. For purposes of the exam
no ited to, insurance companies. Model #668 also covers the topics of board of

directors oversight,  third-party ice providers, program adjustments, incident response plan, and the annual
certification to the ¢ ssioner of the domiciliary state. Review Model #668 language for further insights on the topics
above.

Evaluating Empl¢} 1ing / Security Awareness Programs

Employees t the front line of any strong security program. However, without proper training, employees
may, vulnerability in the company’s defense program. Therefore, strong security awareness training can
help risk presented by phishing e-mails and other social engineering attacks. Strong security awareness

training be characterized by:
e Use of real world examples to help users be able to identify phishing e-mails;

e Use of phishing emails sent to the user community by the insurers internal security specialists or security vendor
to measure effectiveness of user training;
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e A clear protocol that provides employees help in identifying and reporting phishing e-mails; and
e Elements of a training that are tailored to the employee’s specific roles, responsibilities, and access rights.

Since cybersecurity threats are constantly evolving, it is important to have a strong and up-to-date training regimen.
Additionally, in a strong cybersecurity program trainings should be performed on a consistent and periodic
basis to ensure the information reaching the employees is commensurate with the modern-day threats faci
As regulators evaluate the appropriateness of the program, they should consider whether the training is m
employees and whether it includes procedures and instructions for employees to follow in the event e
a good faith, fact-based belief that a breach or cybersecurity event may have occurred.

4

Vulnerability Management

typically due to business needs or time and resources. However, companies should ha standing and should
i can’t be eliminated are

e they monitor the service
provider’s access to determine if improper activity occurs on the compan As many vulnerabilities originate
with a company’s patching practice, it is important that regulators obtgi
management. Research suggests that in any given year, the majority of Jgse [1&e a root in a Common Vulnerability
and Exposure (CVE) that often has been known and identified for
practice of patch management, or at least a practice of und di nd mitigating existing vulnerabilities as an

important part of a robust security program.

Company Acquisitions

4

Finally, in situations where a company has recently acqui

e another company, the IT examiner should also pay
pany systems. This is often when companies are most

be applied to ensure the examination has agfappropriate fesponse to identified cybersecurity risks.

Note that the findings identified thro
communicated to the financial exan

oh review of the company’s cybersecurity control environment should be

thi Summary Memo.

Customization for Small

When conducting an IT review of
limit the extent of t
above. This includes
summary memo Cogag

all company or a company with a non-complex IT environment, it is acceptable to
ocedures performed. However, the examination must adhere to the six-step process outlined
ining the ITPQ responses from the insurer, completing a basic work program, and preparing a

however, the p tation of such work may vary. It is recommended that IT examiners perform some level of review for
IT in place within each domain of the COBiT Framework. This may be shown using a customized
version xhibit C — Part Two, where a limited number of controls applicable to the insurer are populated and reviewed.

In limited mstances, as described below, IT examiners may bypass the utilization of Exhibit C — Part Two:

1. If the CPAs or the company’s internal audit function (if deemed independent) have performed a review of ITGCs
that sufficiently cover risks within each of the COBIT domains, the IT examiner may rely on such work without
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mapping or linking the work to a separate work program. However, the IT examiner must document their comfort
with and planned reliance on the work performed.

2. When the IT environment is simplistic and the insurer utilizes purchased software programs from well-known
vendors, IT examiners may choose to summarize, in memo format, the procedures performed for each domain of
the COBIT Framework. However, before determining that it is appropriate to bypass the utilizatio hibit C,
IT examiners should consider whether the company has made significant modifications to th
used, as modifications may impact the software’s reliability. In situations where significant mo ations have
been made and continue to be made, IT examiners should utilize Exhibit C — Part
consideration of risks relating to change management. *

B. Materiality

The examiners should consider materiality before planning and conducting examination proc!
the results of those procedures. Materiality is defined as the dollar amount above which t
company’s financial position will be influenced. It is determined at two levels durg
overall level as it relates to the annual statement taken as a whole; and (2) an indivi
item) level.

es and when evaluating
’s perspective of the

ial planning stage: (1) an
ce (annual statement line

Considering Planning Materiality

Planning Materiality (PM) is the examiner’s preliminary judgment of r@ade during initial planning. It is used in

developing the overall scope of the examination procedures.

total effect of misstatements identified is

mer to develop the scope of the procedures with a

amount considered material at the end of the

nticipate all the circumstances that may ultimately

uating the overall effect of misstatements on the annual

er I¢vel of materiality is appropriate in evaluating the overall
ider the sufficiency of examination procedures.

At the conclusion of the examination, the examiner evaluat
material to the annual statement. Thus, it is necessary for t
materiality consideration in mind. PM is used for fiat

The estimate of PM requires professional judgment, G@fd on the examiner’s understanding of the company’s operations.
The examiner needs to consider the (1) nafite of the business, (2) operating results (e.g., stable earnings, consistently near
break-even, volatile results), and (3) fin&{ial position. Consideration should also be given to how close the company’s
surplus is to levels that would trigge a action.

Setting Materiality Levels

Some of the factors that sho considered in determining PM are discussed below, along with examples of some
measures that might, be used. Th&§ are not the only measures or percentages that may be used — others may be
appropriate based o fessional judgment in particular circumstances. If a combination of measures is considered
appropriate, the examine uld identify a range from which PM can be derived.

tal and Surplus Levels — Typically, fair presentation of capital and surplus levels is of primary
xamination. Generally, an appropriate starting point in computing PM is 1 percent to 5 percent
¥fplus. What percentage of surplus to use depends on the circumstances of the examination. For
3 a company’s capital and surplus declines toward minimum levels, the percentage used probably

at the lower end of the range. Alternatively, for a strong, well-capitalized insurer with no apparent
erns, the percentage likely would be at the high end.

b. PM Based on Operating Results — Another important financial measure is operating results, often the gain from
operations. An appropriate startmg point in computing PM is 5 percent of the pretax gain from operations.
Whether to use current year income or an average of previous years’ income is a judgmental decision based on
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current economic conditions and earnings trends. In many situations, it will be appropriate to challenge the
reasonableness of the different methods by computing income several ways.

The examiner should also consider the effective tax rate in setting PM. In some situations, the effective tax rate
differs from the statutory rate due to a large capital gain, high level of tax credits, or nontaxable income. The
starting point for PM assumes that a 5 percent change in pretax income will cause a 5 percent chan, xes and
result in a 5 percent change in net income. Accordingly, PM may be a different amount in si ns the

rom year to

effective tax rate is significantly different from the statutory tax rate.
eratio
tatutgly accounting

bcWIPOd indicator of

If the company operates at or near break-even or fluctuates between gain and loss gom Q
year, pretax income may not be the most appropriate basis for computing PM. Also,Gegaus
requires certain items to be reflected directly in surplus, statutory operating result,
materiality. Premium volume or total revenue measures may be more appropriate.
use more than one measure to identify a range from which PM can be derived.

c. PM Based on Financial Position — Another measure to consider in determing
of total assets. As gains from operations diminish and become minimal, their u
computing PM also diminishes. In those situations, a smaller pgice to
percent) may be the most appropriate base. ’S

ssets (e.g., one-fourth of 1

d. Other Considerations — The general guidelines discussed above, appay to most examinations. However, in
special situations the examiner may need to consider additio actors\ all cases, the estimate of PM requires

professional judgment and consideration of a variety to as no set of general guidelines can be all
encompassing.

Documenting PM
@
a M bl

The examiner should document in the Examinatio
PM and the amount established as PM.

dum the reasons underlying the determination of

Tolerable Error

Tolerable Error (TE) is the materiality for a particul ount balance (annual statement line item) affected by a specific
examination objective. It is the amount o netary error that can exist in a specific account balance without causing the
financial statements as a whole to be ma ly misstated when added to errors in other account balances.

Setting TE — When examining an a
of error below that level is
specific examination tests,

ante based on a specified level of materiality, it is possible that some amount
10 errors are observed. As a result, if PM is used as the materiality level for

te the cause of the error and consider performing additional procedures to refine the
ble error.

0 the preliminary estimate of materiality in such a way that, when combined for the entire
lan, it does not exceed PM. In other words, TE should be set for each account so the probability is

ote that the total of undetected errors, detected errors, and judgmental differences from all accounts will
d PM.

There are various statistical approaches to setting TE. These approaches result in TEs for various accounts that

when simply added together exceed PM. However, when aggregated according to statistical formulas, those
individual TEs result in an overall level of materiality that approximates PM. In other words, not all errors will
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move in the same direction. Therefore, the TE assigned to all accounts need not be so low that the sum of all TEs
is less than PM. The appropriate level for setting TE will vary by examination. However, as a general guideline,
TE can be set at fifty percent (50%) of PM for each particular annual statement line item.

b. Considerations in Changing TE from 50% — There are some typlcal situations where it is approprlate to set TE at
other than 50% of PM. In con51der1ng these situations, the examiner should be aware of the imy
made when adjusting TE. As TE is increased, the examiner is implying that more risk can b
related account. This implication follows from the inverse relationship between TE and thSgtent of the
examination procedures (the higher the TE, the smaller the sample size or, conversely, the lo
the sample size).

p ) e

A higher TE also may be appropriate to use when the test’s purpose is to detect erfors,t 0 ult in balance
sheet reclassifications (e.g., misclassification of investments or policyholder depos

itial examinations or
ituations is appropriate

The examiner may wish to increase the nature or extent of the examination proc
in examining the recently acquired operations of a company. Reducing
because the examiner would not have any experience on which to base expecta

Passed Adjusting Journal Entry (PAJE) Scope S

During the course of the examination, the examiner may encounter err
examination. These errors must be accumulated using Exhibit BB — S
whether the errors are material in aggregate and an adjustment s
should not be included within this summary. In order to determi
be excluded, the examiner should calculate the passed adjustin

require adjustment in the report of
ary nadjusted Errors in order to determine
de. Some errors which are clearly immaterial
dollar amount under which errors should
(PAIJE) scope.

Setting PAJE Scope
As a general guideline, the PAJE scope can be set a
amount, they should be excluded from the Sup
$50,000 and the examiner notes a $75,000
Summary of Unadjusted Errors, and the $30,00€

the examiner encounters errors that are below this
auisted Errors. For example, if the PAJE scope is set at
0,000 error, the $75,000 error should be included on the
is below the PAJE scope, does not need to be included.

C. Examination Sampling

Exam sampling is defined as the appli n of examination procedures to less than 100% of the items comprising an
account balance or class of transactlo 0 urpose of evaluating some characteristic of the balance or class. In Phases
3 and 5 of the risk-focused cess, sampling is frequently used to obtain examination evidence by testing
controls, attributes, and acc bplying proper examination sampling procedures will allow the examiner to
or her examination.

Examiners take a risk-focused app to evaluate the overall solvency of a company but are not required to opine on the
balances. Therefore, this guidance focuses on both the testing of controls in Phase 3 and the
attributes, in Phase 5. The sampling approach outlined herein allows an examiner to gain
t may not always produce a statistically valid sample for purposes of projecting errors

or prghosing exam adjustments. In instances where more precision in sample selection is necessary or
this guida med tg) general, examiners should exercise professional judgment in utilizing other resources to direct
i iques such as AICPA sampling guidance or electronic sampling tools (e.g. ACL, IDEA,
, etc.). However, in these instances, examiners are expected to provide a description of the tool or
aminer’s rationale for why using the tool or guidance is appropriate. The rationale should include a
tion of how the sample size was generated and justifications for any instances where the tool or guidance
concepts set forth by this Handbook.

Sampling worksheets have been developed to assist the examiner in determining, documenting, and concluding on sample
selections. These worksheets can be found in Exhibit O — Examination Sampling Worksheets in Section 4 of this
Handbook.
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The remainder of this section is divided as follows:

Determining Reliance on Audit Procedures
Selection of Testing Methodology
Sampling for Testing of Controls
Non-Statistical Sampling

Attribute Sampling

oo ow

a. Determining Reliance on Audit Procedures

2 of the Handbook assists examiners in developing an understanding of the ¢ guidance for
determining whether the work of auditors can be used to reduce the review of finai risks. If the audit
function is deemed effective, it may be appropriate to eliminate certain low to ncial reporting risks
addressed by the auditor from a detailed review through the examination process. esc situations, it would not
be necessary for the exam team to document a detailed review of sampling i tilized by the auditors to
test these risks. However, if the examiner determines that specific financi i
are significant (moderate to high risks) or will be used to addres«y
should subject these risks to the full examination process by p]‘ing
reviewing and testing these risks on the risk matrix, the examinergay
and sampling procedures conducted by the auditor, but such@vo
documentation in the exam file in Phase 3 or 5.

risk category, the examiner
ey activity matrix for review. In
bose to place reliance on testwork

oul® be subject to detailed review and

In reviewing audit workpapers for use in Phase 3 or 5, the iner Stfould ensure that the audit testing objectives
align with the testing objectives established by the iner. examiner should also consider the auditor’s
intended level of reliance when determining t@ suff the sample size. If the examiner intends to place
the same amount or a lower level of reliance ongyte s placed by the auditor, the sampling procedures
employed by the auditor may be deemed g i eet the examiner’s expectations and are adequately
ore reliance on a test procedure than was placed by the
ocedures may be required to provide sufficient supporting
c provided below may be used to assist in leveraging audit
ining the amount of additional sample selections needed to

work on a key activity matrix level and/G
obtain sufficient exam evidence.

b. Selection of Testing Methodolo

to assist examiners in determining which sampling methodology to follow

Testing Objectives
Testing the accuracy of a dollar balance? Testing the accuracy of a characteristic or attribute?
- @
of Controls guidance Non-statistical Sampling guidance Attribute Sampling guid;

istances, it may be appropriate or more efficient for an examiner to perform dual-purpose testing. Dual-
yng occurs when an examiner chooses to use the same sampling selections for both a Phase 3 control
st and a related Phase 5 test. When dual-purpose tests are performed, the examiner should clearly distinguish
h elements of the test relate to Phase 3 and which procedures relate to Phase 5 within the exam workpaper
docurtientation. Although the selections are the same, the results of the Phase 3 control testing still must be
incorporated into the Phase 5 testing. For example, if an examiner determines that 40 selections is an appropriate
Phase 3 sample size and the appropriate sample size for the related detail test is 55 selections (assuming related
controls will be strong), the examiner should select a sample of 55 items and perform Phase 3 control testing on
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40 of the 55 items. If there were no issues identified in the Phase 3 control test, the examiner should then perform
their detail test as planned on all 55 selections. If issues were noted during the Phase 3 control test, the examiner
should consider increasing the Phase 5 sample size and/or alternative procedures.

Sampling for Testing of Controls

In Phase 3, when sampling is considered appropriate for control testing, the examiner must de ost
efficient and effective way to perform tests of controls. The examiner should first identify the cont eing tested
and the objective of the test. The most common control testing objective is to deter ntrol is
functioning properly and as designed throughout the testing period. P

Automated controls consist of control processes performed by IT systems, and t 1 T anual controls
by generally eliminating the potential for human error (beyond overriding). If the exjginer etermined that an
automated control will consistently function in the exact same manner and IT gedgral were deemed to be
effective (as documented in the IT Summary Memo), the examiner may be able t forin testing by observing

one instance of the control. Controls can vary by computer system or line o examiners should test at
least one occurrence of a control for each unique distinction. Commgs
appropriate are application controls that display an error message 1

controls that require an authorized person to approve a transactidp belt

The examiner should be cognizant of variables that may affft tl iner’s testing approach and control
reliance, including whether the system is subject to changes o isions ¥hd whether management has the ability
to override the system. Inappropriate management overrig¥or s changes made on more than an occasional
or inconsistent basis may result in the automated contro rming as designed; therefore, it would be
inappropriate for the examiner to decrease the sam ze_to than the calculated number of items. When
reduced sample sizes are not appropriate, the f@owi should be utilized:

d gain an understanding and document the design of
1 ation is typically obtained through company control
iews, and/or walkthroughs with company personnel.

1) Determine the control being tested.
the internal control the company has j
documentation, auditor control docus

2) Describe the objective of the test. The 6 e of a test of controls is to provide the examiner with evidence
about whether controls are desigggd properly¥and operating effectively. For example, to determine whether
investment purchases have be uthorized, the examiner could examine investment committee minutes or
he authorized company personnel signed the payment voucher before

processing.

3) Define the popu
possible items that

ompleteness of the population was considered. The examiner should determine that the
s all appropriate items available to select in the sample.

cyclical controls are executed by the company on a routine basis. For example, bank reconciliations
enerally completed by the company on a monthly basis and therefore performed 12 times per year. It is
nt to note that controls performed on a cyclical basis do not automatically qualify as “automated controls”.
For a control to be automated, it must be performed by a computer system identically each time. Other controls
are performed as often as a transaction or event occurs. For example, controls over a company’s collections
process may be triggered whenever cash or cash equivalents are received. In general, the examiner will perform
the same testing process for both cyclical and transaction based controls, although the number of test selections
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will vary based upon the number of control occurrences. The examiner should determine the number of
occurrences that took place during the defined testing period and use this number to proceed with sample
selection and testing.

6) Define a deviation (error). A deviation or error in a test of controls is a departure from the sufficient
performance of a control. A deviation could also be defined as a selection for which the compai
provide sufficient evidence of proper control performance. If a deviation or error is discover:

cannot be appropriately explained by the company is considered an exception.

7) Determine the sample size. The examiner may utilize the table provided belo»’t
sample size. For example, controls that occur monthly (12 times per year) sho
three and five items. If any deviations are found that cannot be explained as isolat
level of risk management should be weak. To assist the examiner in documenti:

or controls, the test
w the chart below to assist
te sample size based on

in determining sample sizes and use professional judgment to choose the
the number of occurrences during the sampling period.

Number of Control
Occurrences in the
Sampling Period

Control
Frequency

Annual
Quarterly
Monthly
Weekly
Daily or more

8) Select the sample. Sample items
chance to be selected. Control proced
Examiners should use their professional ju
above, examiners may select a samale that is bt
ITGCs were deemed effective.

d in a manner that gives each item in the population an equal
ted to be applied to all transactions subject to that control.
to determine a sample size from these ranges. As discussed
ow the given range if the control is automated and the company’s

ing the testing of controls. A deviation exists when a control is not
d. The examiner should perform the testing of controls and document the
as the reasons for those deviations. To aid the examiner’s understanding of a
¢ company to provide an explanation for the deviation. The examiner should
document the nature and t of the deviations, which should include the examiner’s opinion of the probability
of similar igsions occurring. Deviations which do not have a plausible and verifiable explanation are

9) Document the deviatig

the results of the test can be accepted and the examiner should use professional judgment to
nal assessed level of risk management achieved from the test. For example, if the examiner

anagement is strong. If deviations are discovered during the testing of controls, the examiner should
rofessional judgment to determine the level of reliance that may be placed on the controls.

Non-Statistical Sampling

Non-statistical sampling is a technique designed to assist examiners with Phase 5 detail testing of dollar balances.
Since this technique involves determining the accuracy of dollar balances, the concept of materiality applies. A
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common example of non-statistical sampling is testing reinsurance recoverable balances for existence and
collectability.

A step-by-step approach has been provided below to assist examiners with non-statistical sampling.

1) Describe the objective of the test. The objective of the test should be defined, which u includes
determining whether an account balance or class of transactions is correctly stated.

2) Define the population, population characteristics and an individual sampling unit.4 n of the
population should describe all possible items that will be included in the selection goces miner should
also identify and document the source that the sample will be selected from inciudi name. An

individual sampling unit should describe the type of item available for selection. on is especially
important in instances where sub-accounts or sub-totals are involved.

3) Describe how completeness of the population was considered. The examiit§g shotld determine that the
population contains all appropriate items available to select in the sample. e exaljer is performing a detail
test relating to an asset balance, a simple scanning or analytical review ion should be sufficient to
consider completeness.

However, if the examiner is performing a detail test relating to a€gbi ce, additional review and testing
i n that confirms that all transactions
d. Th&®completeness assertion is particularly

his assertion addresses understatement that

items, the examiner should select items from
an independent or reciprocal source of informaggon r e account being tested. Such sources include bank
statements, physical policy or claim file inventori or otherdburces noted during procedures within the planning
process to understand the company and 4 l% onal activities. Since insurance companies are often
highly automated, the examiner shouldgc careftghat source selected is truly independent and not simply a
differently formatted report from the &abase beingiested.

4) Determine individually significant iteni@pRftermining the scope for individually significant items is a two-
step process. First the examiner idggtifies toler&ole error set during the calculation of planning materiality. In the
worksheet (Part Two of ExhibigiD), tolerable error is assumed to be 50% of Planning Materiality. Then the
examiner should set a scope for iffidually significant items at a percentage of tolerable error. The worksheet

over the calculated
above are generall
(Part Two of Exhibi

e adjusted by the examiner based on professional judgment. The worksheet
atically calculate the tolerable error and the scope for individually significant
the planning materiality in the appropriate box.

Other items ¢ selected by the examiner for 100% testing based on their characteristics. For example,
related-paciggn

&

“the examiner should use professional judgment to determine whether the individually significant
s give the examiner sufficient evidence to mitigate the risk identified. If the examiner determines that there is
to sample from the remaining population, this determination should be adequately documented in the
examination workpapers and the remaining steps in this process would not be completed.

5) Stratify the population (Part 1) and the sample (Part 2). This step is performed in two separate parts. The
first part of this step is stratifying the population and can be performed sequentially with the other steps. The
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second part of this step involves stratifying the sample and can be performed only after calculating the sample

size in Step 7.

Part 1 — Based on the population’s characteristics, the examiner should determine whether the population should
be stratified. Stratification is performed by dividing, separating or arranging items into subgroups, classes or

buckets (strata). When using non-statistical sampling, every sampling unit within a particular stra 1d have
a chance of being selected. Stratification of the population would allow the examiner to select items
from the higher dollar stratum. The sampling population should be stratified so that the sample siz be related
to the dollar size of each stratum. For example, more items can be selected from the stra ofigpts of the

top 1/3 of the sampling population.

Part 2 — As mentioned above, this part of the step should be performed after calc
has been completed. The examiner must stratify the total sample size into the
stratum can then be selected randomly, usually up to a proportion of the sampl
stratum’s proportion of the population. For example, if a sample is stratified
balance is in Strata A and the remaining 30% of the balance is in Strata B,
should be chosen from Strata A and 30% should be chosen from Strata.R
sample size equals 10, then 7 selections should be tested from Syt a

Strata B. <&
Ncr dminer must know the assessment of
ify o Phase 5 exam procedures, such as

e residual risk identified. If an examiner is

o percent of the total
70% of your selections
ample, if your calculated
selections should be tested from

6) Determine the assurance factor. In order to accomplish thi
the residual risk being tested. The examiner should
analytical review procedures, that will provide assurance
performing additional Phase 5 tests that have similar testi ves, the level of reliance may be high or
moderate, as long as few errors or issues were n i sting. Alternatively, if the examiner is not
performing additional substantive testing for thy sa jectives, the degree of reliance would be low, thus
increasing the sample size.

n ol'Pesidual risk and the level of reliance on other exam
assurance factor will be used in Step 7 to help calculate a

Use the following chart and find thg
procedures to determine the assura
sample size.

surance Factor Calculation

evel of Reliance on Other Phase 5 Procedures

[Residual Risk Moderate High
.0 2.3 1.9
Moderate 2.3 1.9 1.2
Low 1.9 1.2 0.9
7) Calculate ple size. The sample size is calculated as follows:

1g Population F
@ Assurance Factor B gample Size
ofirable Error “ —l P

g population is calculated by subtracting (1) Items to be tested 100%, (2) Items tested in other ways,
3) Items not to be tested, from the total population amount. The tolerable error (usually 50% of Planning
Jality) was calculated in Step 4 above. The assurance factor was determined from the chart in Step 6 above.
Use the equation to calculate the sample size based on these pre-determined factors.

Professional judgment should be used by the examiner to determine whether the calculated sample size is
sufficient. The examiner should document the reasoning or justification for adjusting the sample size.
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After the final sample size is calculated, the examiner should allocate the sample size among the sampling strata.
The examiner should describe the basis of allocation and provide the sample breakdown for each stratum (this
would be performed in Part 2 of Step 5 above).

8) Select the sample and perform testing. The sample should be selected in a way that is free ias and

the examiner can proceed with testing.

9) Determine the total error. After the examiner has performed testing, the examiner,
error. To do this, the examiner will use the errors found in the sample and calcula
This error rate will then be applied to the entire stratum’s population to produce a
examiner is testing a stratum of $100 and chooses to test a sample of $10 wort

ot each stratum.

. For example, an
s. Through testing,

n error rate of 10%). The

examiner would then apply this 10% error rate to the population of the stra esti a projected error of $10
in the $100 stratum. The examiner calculates the projected error for each i e following equation:

$ Amount of Error in Sample X $ Amount 0‘ Projected

$ Amount of Strata’s Sample Strata’s Populati Error

The examiner should sum the projected errors for eachystr to acctnulate the total projected error for the
population. Considering that projected errors are estimate a may wish to seek additional information or
guidance before proposing an adjustment to the company.

10) Conclude on the acceptability of the tes@resu e\ations are discovered during testing, the examiner
should ask the company to provide an explanatid@gto he elop an understanding of the nature and extent of
the deviations. The examiner should also e test results affect other areas of the examination. If
the company provides plausible expl iidicate no chance of the error reoccurring, the examiner
should document an explanation for should not be considered as an exception. If the company is
unable to provide acceptable explanatio viations, then the results of the test must be rejected and the
examiner should consider alternative proced®

11) Perform alternative procedyires (when results of a sampling test cannot be accepted). An examiner has
several options when the results test cannot be accepted. After documenting the results of the test, the

rent test to determine if the residual risk can be addressed through an
also ask the company to assist with additional testing. If concern remains
Iternative options, the examiner should communicate this finding with other
ailed testing result may affect other areas of the exam. The examiner may also
ding in the exam report or as a management letter comment, as appropriate.

after an examiner h
members of the exa
consider communicating t

e. Attribute Sa

y is a method to estimate the deviation rate of a certain characteristic or attribute in a larger
portant to note that this deviation rate is not estimated as a monetary amount. Attribute

gf’ tool for examiners to test the accuracy of items that are not quantifiable in dollars, such as the
non-monetary actuarial data elements (e.g. key dates, policy attributes, etc.). Examiners should use
process to assist in detail testing attributes:

rmine the objective of the test. The objective of an attribute test is to verify that the desired attributes are
present and accurate within the selected sample. Common objectives for which attribute sampling might be
utilized include “Verify the accuracy and completeness of claims data” for P&C companies or “Verify the
accuracy and completeness of in-force data used in formulating reserve calculations” for Life companies.
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2) Define the period covered by the test.

3) Define the population, population characteristics and a sampling unit. The definition of the population
should describe all possible items that will be included in the selection process. The examiner should also identify
and document the source that the sample will be selected from, including the report name. A sampling unit should
describe the type of item that is available for selection and will be subjected to testing.

4) Describe how the completeness of the population was considered. The examiner should d

population contains all appropriate items available to select in the sample. When possible r should
confirm the completeness of the database through comparison to external sources. This cz mplished by
performing reconciliations to a reciprocal population, analytical procedures, or ¢ i ples pulled
from the reciprocal population are included in the database to be tested. Developin, pleteness will

U
vary from company to company and requires a solid understanding of the compan av le data. Examiners
should document their rationale and methods used to ensure completeness.

being examined is incorrect

or the attribute being verified does not exist. A deviation or Pore % be explained by the company is

considered an exception.
6) Determine Selection Technique. Sample items should b le& a manner that gives each item in the
population an equal chance to be selected.

In particular circumstances it may be appropriate to st a $ute sampling population. For example, when
testing the appropriateness of assumptions and met}fodo, utilized in determining the reserve amount, the
examining actuary might request that the po 0 strafffied by different lines of business or experience.
Stratification may also be considered when Itiple computer systems for processing claims that
consolidate into a company-wide reportj | claims. Since attribute sampling is not testing a dollar
balance, it would be not be appropriatg = population by dollar amount. Instead, the population should

crentiates each transaction being tested (e.g. system used to

e examiner should use the level of residual risk assessed in Phase 4 to
determine the sample size. For ¢ le, if the residual risk assessment in Phase 4 is moderate and no other Phase
5 procedures are being perfouagd r d to the risk identified, the examiner should use the corresponding column

In determining the s S
placed on audit work® examiner should evaluate the sample size used by the auditors and determine if the
sample size i§ reasonable

and should also include a brief explanation of the rationale used to determine the sample size.
iners may use the Test of Controls sampling chart as a reference for determining appropriate sample sizes.

For populations greater than 250 items, examiners may use the following chart to assist in determining Phase 5
attribute sample sizes:
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Determining a Sample Size
Use the number of sampling units within the defined population and the desired level of evidence to determine your sample size.
*Assumes zero exceptions
Residual Risk
Moderate Moderate High High
Number of Items |(with reliance on other (no reliance on other (with reliance on other i
in Population Phase 5 procedures) Phase 5 procedures) Phase 5 procedures)
Less than 250 Use Professional Judgment
250 or more 20 I 40 | 60
After selecting the proper sample size, perform the testing and determine the nuif®er of(h g\ls identified.

e [f 0 exceptions were identified: The results of the test can be accepted. No& is necessary.
e [f I exception was identified: Additional testing is required. Use ch elow and add the

corresponding number of selections to your original sample.

RXa dings with the company to

Add the amounts from this chart to your original sampde SQg Ception was identified.
Moderate Moderate High

Number of Items |(with reliance on other (no reliance on of vith reliance on other (no reliance on other
in Population Phase 5 procedures) Phase 5 procedurc® e 5 procedures) Phase 5 procedures)
Less than 250 Judgment

250 or more +10 +30 +40

Total Sample Size 30 90 120

Perform testing on the additionaldX jetermine the number of exceptions identified in the

additional selections.

e [f 0 exceptions were identified in ional selections: The results of the test can be accepted. No

further work is necessary.

e If I or more exceptions
exam findings with

e identified in the additional selections: The examiner should discuss the
to determine the cause of the errors and consider alternative procedures.

f the results. When exceptions are found, it is important to understand the
attribute sampling the concept of materiality is not considered quantitatively.
Examiners should comm&icate with the company to determine the source of the error and determine if similar
i the company provides an explanation for an exception, the examiner should use
ent to determine the amount of risk that still remains. If plausible and verifiable explanations
are provided whiciadigate no chance of the error reoccurring, the examiner should document an explanation for
Id not be considered an exception. If the company is unable to provide acceptable
e exceptions, the results of the test must be rejected and the examiner should consider
res. When the error affects input data for other examination items such as actuarial
rror should be communicated to any examination team members who had planned to place
e completeness and accuracy of the data.

options when the results of a test cannot be accepted. After documenting the results of the test, the
examiner may consider designing a different test to determine if the residual risk can be addressed through an
alternate manner. The examiner can also ask the company to assist with additional testing. If concern remains
after an examiner has exhausted all alternative options, the examiner should communicate this finding with other
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members of the exam team as the failed testing result may affect other areas of the exam. The examiner may also
consider communicating the finding in the exam report or as a management letter comment, as appropriate.

D. Business Continuity

Reviewing an insurer’s business continuity plan is an established part of Financial Condition Examings through

natural disasters, terrorism concerns and new business practices have led to a heightened need for manage for
the prospective risks associated with business continuity including the risk to the financial solve urer. As
such, business continuity planning has expanded beyond its initial information systems focus of dis very plans to
encompass issues such as natural and man-made disasters like terrorism, fraud, fire, loss til s, personnel
losses and new laws and regulations. Therefore, it is important that an insurer’s businegg con be considered

throughout all aspects of the examination and not just in the context of a review of the insu in tion systems.

For all insurers, the business continuity process consists of identifying potential threats to
plans to provide an effective response to ensure continuation of the company’s operggons.
continuity process are to minimize financial losses; continue to serve policyholders an
to mitigate the negative effects disruptions can have on an insurer’s strateggs, pl

ratings, market position and ability to remain in compliance with la%a ¢

examiners additional information about the business continuity proces: N
guidance does not create additional requirements for insurers to comply@vitihut S
the appropriateness of the company’s business continuity process

S COI

Some of the basic steps all insurers would expect to have in their b

gainzation and developing
bjectives of the business

, operations, liquidity, credit
. The guidance below provides
urance company may use. The
ould be used by examiners to assess

uity processes consist of:

1. Understanding the Organization ’S

p a rer must first understand its organization and the
" nct@to be resumed in the event of a disruption. This step
alysis and a risk assessment. The business impact analysis
ingjacts of a disruption to determine at what point in time the
time. This point in time is usually determined separately for
each key function of the insurer. The risk assc&inent reviews the probability and impact of various threats to the
stress testing the insurer’s business processes and business impact analysis
rios. The results of the risk assessment should assist the insurer in refining
ping a business continuity strategy.

To develop an appropriate business contimu

assumptions with various threat
its business impact analysis I

ategies

the insurer determines and selects business continuity management strategies to be
e organizarion’s business activities and processes after an interruption. This step should use the
above to determine what business continuity strategies the insurer will pursue. This includes
ge the risks identified in the risk analysis process. The strategies should be determined at
ey functional level of the insurer.

used to conti
outputs of ste
determininggs

of the business continuity plan is to identify in advance the actions necessary and the resources
uired to enable the insurer to manage an interruption regardless of its cause. The plan should be a formal
doS@gentation of the insurer’s business continuity strategy and should be considered a “living document.” Some
basic clements that should be included in a business continuity plan include:

e Crisis management and incident response
e Roles and responsibilities within the organization
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e Recovery of all critical business functions and supporting systems
e  Alternate recovery sites
e Communication with policyholders, employees, primary regulators and other stakeholders

The business continuity plan should be written and should include a step-by-step framework that is easily
accessible and able to be read in an emergency situation.

4. Testing and Maintenance

A company’s business continuity plan cannot be considered reliable until is ha§been
maintained. The testing should be based on a methodology that determines what shoulghb
tests should be performed, how the tests should be run and how the tests will b
key aspects of the plan be tested annually and that the test be based on clear obje
of the test to be scored to determine the effectiveness of the business continui
plan, the plan should be maintained and updated regularly to ensure that the organ
incidents despite internal and external changes that may affect the plan.

bon remains ready to handle

Examiner Review of Business Continuity Plans

¢

Reviewing the insurer’s business continuity plan is a vital part of pany’s prospective risk. When
evaluating the company’s business continuity plan, the examiner shoul ¢ familiar with the work completed on
the insurer’s business continuity plan during the review of thig c ’s information systems, which may include
reviewing the insurer’s business continuity plan to determine any i

e Whether the plan is current, based on a business impgZt a is, tested periodically and developed to address all
significant business activities; L 2
e  Whether the business continuity plan clearly des
with the declaration of an emergency and
e Whether a list of critical computer app
e  Whether a restoration priority has bee
e  Whether user departments have developed
processing function can be restored,
e If copies of the plan are kept in relfvant off-site locations;
e If current backup copies of pri s, essential documents, records and files are stored in an off-premises
location;
% act exists for use by IT of a specific alternate site and computer hardware to
atler a disaster occurs; and

e Whether a written aggeemg
act@liysis is periodically reviewed to determine the appropriateness of maximum

management’s roles and responsibilities associated
of the plan;

ata and files has been included in the plan;

significant business activities;

restore data process
e Whether the busine
recovery times.

After the examiner h:
review of the informat

ome familiar with the work completed on the insurer’s business continuity plan during the

iews and approves the business continuity plan on an annual basis.

rmine if senior management periodically reviews and prioritizes each business unit, department, and process
for Wgritical importance and recovery prioritization.

e Determine if senior management has evaluated the adequacy of the business continuity plans of its service
providers and whether the capabilities of the service provider are sufficient to meet the insurer’s maximum
recovery times.
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e Review the business continuity plan to determine whether the plan takes into account business continuity risks not
related to information technology such as public relations, human resource management and other factors.
e Perform additional procedures as necessary based on the risks of the insurer being examined.

E. Using the Work of a Specialist

1. Decision to Use the Work of a Specialist

Education and experience enable the examiner to be knowledgeable about insurance mattgfS Tiigggencigp, but the
examiner is not expected to have the expertise of a person trained for or qualiﬁe&*o en practice of
another profession or occupation. During the examination, an examiner may encgunt&amattdys potentially
material to the current or prospective solvency of the insurer that require special nd, 111 the examiner’s
judgment, require using the work of a specialist. The department should have on or le to contract the

o determined by the

requisite expertise to effectively examine any insurer. The requisite expertis@psh
character and nature of the domestic industry.
Examples of matters that may necessitate the work of a specialist include ar, ited to, the following:
a. IT Review and assessment of applications (e.g., B®P
techniques and expert systems).

and controls, computer audit

b. Valuation of invested assets and portfolio an:
complex investment holdings).

., redwpestate, restricted securities and other

c. Determination of amounts derived and risk: ociat
certain actuarial determinations, pricinvmd

ith specialized techniques or methods (e.g.,

d. Interpretation of technical requirczg
reinsurance and other contracts g

la , or agreements (e.g., the potential significance of
ments, or legal title to property).

In certain situations, an examination
situations include the following:

se of a specialist to effectively examine an insurer. These

a. Life and Health company@Xaminations where the company has a substantial amount of interest-sensitive
business or with a substa amount of business subject to principle-based reserve (PBR) calculations or
exclusion tests requi vement of a credentialed actuary to perform an evaluation of reserves.

b. Property & \aspal
lines of bus
reserves.

y examinations where the company has a substantial amount of long-tail
e involvement of a credentialed actuary to perform an evaluation of loss

In all other si
with the chie

ions, the decision to use a specialist is at the discretion of the examination team in consultation

inquiry or other procedures, as appropriate. The department should consider the following:

The professional certification, license, or other recognition of the competence of the specialist in his/her
field, as appropriate.

b. The reputation and standing of the specialist in the views of his/her peers and others familiar with his/her
capability or performance.
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c. The relationship, if any, of the specialist to the company.
d. Prior experience of the specialist in working on examinations.

Determining the Involvement of and the Work to be Performed by the Specialist

Typically, the use of a specialist should be determined during examination planning, preferably w
fieldwork. An understanding should exist among the department, including the examiner-in-char

and the specialist about the nature of the work to be performed by the specialist. This un ditiyshould be
documented in the Exam Planning Memorandum by covering the following:
L 4

a. The specialists’ role in the risk assessment process, including interviews, seléd&@an
the development of risk statements. \
b. The planned objectives and scope of the specialists’ work.

c. The specialists’ representations as to their relationship, if any, to the any.

activities and

In certain situations, it may be difficult to determine that a specialiS@
procedures. In these cases, the exam team may still elect to in@®lve @
rationale for this decision in the examination workpapers without

ior to performing risk assessment
by adequately documenting the
xam Planning Memorandum.

Documentation of Work Performed by the Specialist

ciatgas,to the appropriate documentation of the work
th the specialist who is responsible for the
gardless of who is responsible for completing the
d to clearly document a consideration of all seven
should also be completed in accordance with the
res regarding examination documentation, including

The examiner-in-charge should communicate with the s
performed by the specialist. It should be determi

Review and Use of the Findings of the Spec

Although the appropriateness a asonableness of the work performed is the responsibility of the specialist, the
examiner-in-charge should obtain understanding of the worked performed by the specialist to determine
t the needs of the examination. This requires the examiner-in-charge to

identified by the sp
procedure steps com| ¢ specialist. In addition, the examiner-in-charge is responsible for incorporating

tion report, management letter or ongoing supervisory plan of the insurer, but may

s for Commonly Used Specialists

n IT specialist in performing an IT Review should be considered for all multi-state examinations.
s cxaminations of less-complex IT systems or systems where extensive test documentation is already
ilable (e.g., external audit work, SSAE 18 reports, etc.) may minimize the need to involve an IT specialist.
electing IT specialists, the examination team should keep in mind designations indicating that specialists
have met specific training and educational requirements, such as CISA, AES, CITP, CRISC, etc. For more
guidance on the use of an IT specialist during an examination, see Section 1 Part III A on General Information
Technology Review.
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Reinsurance Specialist

The use of a reinsurance specialist should be considered for examinations of insurers with complex and
sophisticated reinsurance programs. Scenarios under which it may be appropriate to utilize a reinsurance specialist
include but are not limited to the following:

e The reinsurance program includes restrictions on levels and concentrations of reinsurance that t appear
normal;

e Excessive bonus or other unusual remuneration or incentives for management ar‘tied i
reinsurance contracts;

e The insurer utilizes off-balance-sheet vehicles including structured investmen
vehicles for reinsurance purposes;

e The entity holds a significant amount of reinsurance-related reserves in compeison
policyholder surplus;

e The insurer carries a significant amount of reinsurance balances that dem: ate giicstionable characteristics
(e.g., overdue, disputed, concentrations, etc.); and

e For property and casualty insurers, the entity responded affirma

‘mance of
pecial purpose

verall reserves and

eral Interrogatories — Part 2: 7.1,

8.1,9.1,9.2 or 9.4. L 2
When selecting reinsurance specialists, the examination tea oul in mind designations indicating that
specialists have met specific training and educational refji such’as ARe, ARA, etc. For more guidance
on specific reinsurance review procedures during an exa ion, sé@Section 1 Part V.

Actuarial Specialist

L 4

As previously noted, the involvement of a crede
insurers with a substantial amount of intg

d is required on all examinations of life and health
itiviusiness, with a substantial amount of business subject to
to PBR exclusion tests and property/casualty insurers with a
Actuarial credentials include Fellow (or Associate) of the

the use of a credentialed actuary is required, there are many other situations
cialist would be appropriate, such as pricing, liquidity, and reinsurance risk.

e use of credentialed actuaries, other individuals may be considered for

ave training, experience and education providing them with an appropriate
include individuals in the process of obtaining actuarial credentials (e.g.,

arios under which it may be appropriate to utilize an investment specialist include but are not
following:
estment categories:

o Bonds with call options and varied payment timing
o Foreign investments
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Hybrid capital securities

Mezzanine loans

Affiliated investments

RMBS, CMBS, ABS CO/CLO or similar bond collateral types
Structured securities on negative watch

O 0O O O O

e The insurer participates in derivative trading;
e The insurer participates in securities lending, repurchase and reverse repurchase transactions; a
e The insurer has significant exposure to liquidity and asset/liability matching risks.

. 4

Investment specialists generally have one or more designations indicating they have conggle ecific
training and educational requirements, including IPIR, FRM, CIMA, CFA, etc.

7. Controlling Exam Costs When Utilizing the Work of an Outside Specialist
When the examiner utilizes the work of outside specialists, exam costs rise. e examiner should have
sufficient oversight of the specialist’s work to minimize the examinatiggmgest e procedures for utilizing

ook section, “Use of Independent
bsts when utilizing the work of a

Contractors on Multi-State Examinations,” for more details on@ow t&
specialist.

F. Outsourcing of Critical Functions

examination outsources critical business
ermine whether processes which have been
led. This oversight may be performed through a
through a review of SSAE 18 work that has been
andated by state law. However, regardless of where
must conclude whether financial solvency risks to the
insurer have been effectively mitigated. Ther€ rer has failed to determine whether a significant outsourced
business process is functioning appropriately, tf may have to perform testing of the outsourced functions to
ensure that all material risks relating to the businS@afcess have been appropriately mitigated. The guidance below
provides examiners additional informatiopgebout the outsourcing of critical functions a typical insurance company may
utilize. The guidance does not create ad nal requirements for insurers to comply with beyond what is included in state
law, but may assist in outlining existing irements that may be included in state law and should be used by examiners
utsourced functions. Within the guidance, references to relevant NAIC
aminers with guidance as to whether compliance in certain areas is required
individual state has adopted the provisions contained within the referenced
cview the state pages provided within the NAIC’s Model Laws, Regulations and
lated legislative or regulatory activity undertaken in their state.

The examiner is faced with additional challenges when the i
functions to third-parties. It is the responsibility of mana;
outsourced are being effectively and efficiently perfogged

number of methods including performing site visits to the@ghi
performed. In some cases, performance of site vigi
the business process occurs or who performs }

Model Laws have been incl
by law. To assist in dete
NAIC models, examiners m
Guidelines publication to understal

Types of Service Pro

been known to outsource a wide range of business activities including sales & marketing,
iyice, premium billing & collections, claims handling, investment management, reinsurance and

affiliates, produces, directly or indirectly, and underwrites an amount of gross direct written premium equal to or
more than five percent (5%) of the policyholder surplus as reported in the last annual statement of the insurer in
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any one quarter or year together with the following activity related to the business produced adjusts or pays
claims in excess of $10,000 per claim or negotiates reinsurance on behalf of the insurer.

e Producer — An insurance broker or brokers or any other person, firm, association or corporation, when, for any
compensation, commission or other thing of value, the person, firm, association or corporation acts or aids in any
manner in soliciting, negotiating or procuring the making of an insurance contract on behalf of a d other
than the person, firm, association or corporation.

e Controlling Producer — A producer who, directly or indirectly, controls an insurer.

e Custodian — A national bank, state bank, trust company or broker/dealer Whig rt Q
corporation.

e Investment Adviser — A person or firm that, for compensation, is engaged in th o ing advice, making
recommendations, issuing reports or furnishing analyses on securities. In addition t viding investment advice,
some investment advisers also manage investment portfolios or segments o foliog)Other common names for
investment advisers include asset managers, investment managers and pg 10

e Affiliated Service Provider — An affiliated person or firm t(”v
rform

er outsources ongoing business

services, including cost sharing services and management servic

e Other Third-Party Administrators — Other third-party entifiesgth: usiness functions of the insurer.
e

Additional information on each of the above types of entities b
business activities outsourced.

1ded below to assist examiners in reviewing

Managing General Agents

Specific qualifications and procedures for
Managing General Agents Act (Model #225).

a. Note the effective and

2. Review all contracts

a. Eac ract must contain a clause that the insurance company may cancel the contract for any reason,
upon notice to the MGA;

contract should specifically prohibit the MGA from binding the insurance company to any
rance.

Each policy must fall within the financial and geographical limitations imposed by each contract with the
respective insurance companies.
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4. Sample financial accounts submitted by the MGA:

a. All accounts must be submitted quarterly and within a reasonable amount of time after the end of each
quarter; and

b. All accounts should be in a format and contain such information that will enable an insura pany to
use the accounts to properly complete its annual statement.

5. Review internal controls over cash transactions between insurance companies and MGAs:

a. All funds collected by the MGA on behalf of the insurance company mu® be d @V a separate
fiduciary account in a bank that is a member of the Federal Reserve Syst nt should be
owned and controlled by the insurance company;

b. All funds owed to the insurance company by the MGA should be paid on a@gmel is; and

c. The MGA may retain no more than three months worth of loss and al ed Igss expense payments in the

6. Review the insurance company’s procedures for monitoring eac

a. The insurance company should obtain, at least ann
business produced by each MGA as well as al i1
reserves on business produced by each MGA,;

an actuary attesting to the adequacy of loss

b. The insurance company should periodically cfndu audit of each MGA’s operations; and

c. The insurance company should make su to officer of the company, who is not affiliated with
an MGA, has the authority to bi rel\gpany reinsurance on any participation with syndicates.

Insurance Producers

An insurance producer sells, solicits or negotiat nce on behalf of an insurer and receives compensation or
commission. Individuals who are officers,directors, eiployees and subsidiaries, or affiliates of a company, who do not
receive commission from policies writtgif{ or sold and perform duties unrelated or only indirectly related to the sale,
solicitation or negotiation of insurance, ot considered to be insurance producers. Individuals or business entities

In order to receive an insu
following: the lines of auth
the state’s insurance laws an

Insurance producers eceive a li
permitted under state

Once an individual or company receives an insurance producer license, the license will remain in effect, unless revoked or
suspended, as long as the correlating fees are paid and education requirements are met. Licensed producers are maintained
on the NAIC’s Producer Database.
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If insurance producers violate the governing provisions in the NAIC’s Producer Licensing Model Act (Model #218), the
insurance commissioner may terminate, suspend, or non-renew the insurance producer license. Insurance commissioners
may also levy civil penalties against insurance producers if considered necessary.

Notification should be provided to the commissioner when insurers terminate relationships (i.e., agency ts) with
insurance producers either with or without cause. The insurer is required to provide information to the is T, if
requested, regarding the relationship termination and activity of the producer.

HMO Producers
- L 2

Health Maintenance Organizations (HMOs) are also permitted to have insurance producfgs j 0 licensed. To
receive an HMO insurance producer license, in addition to the basic requirements of 1 &anc ducers, the HMO
on
c

producer is required to demonstrate financial responsibility and the reasonable prot, omers. The HMO
producer usually completes this requirement by issuing bonds, deposits or other means eciticd by the department.
Like insurance producers, the license of a HMO producer can be denied, suspended rmin by the state department.
If required by the state, HMO licensed producers shall be appointed
membership contracts on behalf of a HMO. Notification of HMO prodl‘er
to the state’s insurance department. Termination of HMO appointments 0
insurance department by either the HMO producer or the HMO.

e, procure or renew HMO
5 1s required to be communicated

Controlling Producers and Controlled Insurers

Controlling producers are licensed producers, (see above) W]
influence the direction of the controlled insurers ma*age
producers receive compensation, commission, or other To

ntracts are able to directly and/or indirectly
licies. As with insurance producers, controlling
ry payment from controlled insurers in return for
of the insurer. According to the NAIC’s Business
Act (Model #325), controlling producers who provide
ntrolled insurers admitted assets as reported on the controlled
ior year, are generally required to maintain compliance with
specific contract guidelines, obtain requisite co approval, and provide disclosure to the insured prior to the
policy’s effective date. Failing to comply with the est@lished requirements may result in the commissioner terminating
the relationship between the controlling, froducer and the controlled insurer and civil action to impose compensatory
damages for the insurer or policyholder.

insurers quarterly statement filed as of Septemb

ers and Controlled Insurers

o ducers and controlled insurers are required to be in writing, contain specific
contract provisions if de€@ged necessary, and be approved by the insurers board of directors. Furthermore, the

controlled in ’s audit coriehittee is required to be comprised of independent directors who annually meet with
management, s, and casualty actuaries and/or loss reserve specialists to review the sufficiency of the insurer’s
loss reserve ings of the reserve specialists, with regards to the loss ratios and loss reserves established
for inc nding losses for business placed by the producer, has to be reported to the controlled

oner by April 1 every year. In order to verify that the controlling producer is not receiving

cing the same type of business.
ific Contract Provisions
Specific contract provisions between the controlling producer and the controlled insurer are required if the

controlling producer meets the 5% written premium threshold as previously indicated. However, the specific
contract provisions are not required if the controlling producer does not receive compensation based on the
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amount of premiums written, or the controlled insurer accepts insurance business only from a controlling
producer.

The specific contract provisions are as follows:

a. Upon written notice to the controlling producer, the controlled insurer may terminate t act for
cause. The controlled insurer is entitled to suspend the controlling producer’s authority rite C@giness
during the duration of any dispute regarding the cause for the termination.

ions to the
d other fees

b. The controlling producer shall render accounts including detail of all

controlled insurer. This includes information necessary to support all commi 'ges

received by, or owed to, the controlling producer.

ntragptoghe controlled insurer
on at least a monthly basis. Additionally, premiums or installments collec y tie controlling producer
shall be remitted no later than 90 days after the effective date o ced with the controlled
insurer.

d. The controlling producer shall hold all funds collectedOn be

capacity, in banks that are members of the Federal Rese Vil
accounts.

e. Separate, identifiable records of business writt t ntrolled insurer shall be maintained by the
controlling producer.

controlled insurer in a fiduciary
in appropriately identified bank

f.  The controlling producer shall not assi@ the whole or in part.
g. The controlled insurer shall provids ol roducer with its underwriting standards, rules and
procedures, manuals setting fg s e charged, and the conditions for the acceptance or

shall adhere to the standards, rules, procedures, rates and
S rates and conditions shall be the same as those applicable to

comparable business placed with t led insurer by a producer other than the controlling producer.
h. The contract shall speci e rates and terms of the controlling producer’s commissions, charges or other
fees and the purposes for e charges or fees. The rates of the commissions, charges and other fees shall
not be greater tha : icable to non-controlling producers for comparable business (i.e., same

kinds of in 5, similar policy limits, and quality of business) placed with the controlled
insurer.

i.  Controlling pro compensation based on insurer profits shall not be determined or paid until at least
five after the pf¢miums on liability insurance are earned and at least one year after the premiums are

any other type of insurance. Commissions shall not be paid until an independent casualty

ative to the controlled insurer’s surplus and total writings. The insurer may establish a different limit
ch line or sub-line of business. Notification by the controlled insurer to the controlling producer is
required when the established limit is approached. Once the limit has been reached, the controlled insurer
is prohibited from accepting business from the controlling producer. The controlling producer shall not
attempt to place business with the controlled insurer if it has been notified that the limit has been reached.

k. The controlling producer may bind facultative reinsurance contracts pursuant to obligatory facultative
agreements if the contract with the controlled insurer contains underwriting guidelines for assumed and
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ceded business that includes a list of reinsurers with which automatic agreements are in effect, the
coverages and amounts or percentages that may be reinsured, and commission schedules. Otherwise, for
business placed by the producer, the controlling producer is entitled to negotiate but is unable to bind
reinsurance on behalf of the controlled insurer.

Custodial or Safekeeping Agreements

Specific requirements related to an insurance company’s utilization of systems for holding and transferri curitics are
included in the NAIC’s Model Act on Custodial Agreements and the use of Clearing Corporations
NAIC’s Model Regulation on Custodial Agreements and the use of Clearing Corporgtions [ 98). When
conducting financial examinations, the custodial or safekeeping agreements should be consitergd &
guidance.

ith a custodian. If
registered with and subject
to jurisdiction of the Securities and Exchange Commission, maintains my the Securities Investor
Protection Corporation, and has a tangible net worth equal to or greater 0.390,000; or a national bank,
i ified to accept securities as
ated by state banking laws or a

1. An insurance company may, by written agreement, provide for the custody of j

determined by the standards adopted by the U.S. banking reg‘ato
member of the Federal Reserve system. Custodial agreements sha!
). The agreement should state that
certificated securities of the insurance company shall be, hel all other securities. Those securities

records as being owned by the insurance company. Register: 1 securities shall be registered in the name

of the company, in the name of a nominee of the any, e name of the custodian or its nominee, or
clearing corporation or its nominee. The secugties, (th those held to meet deposit requirements, shall be
held subject to the instructions of the insurance , aid shall be withdrawable upon the demand of the

insurance company. Confirmation of all t d rovided to the insurance company in hardcopy or in

electronic format.

, or clearing corporation meeting the requirements herein
should contain satisfactory safeguards and g%, including but not limited to the provisions provided below.
For the purpose of this guidanceq an agen a national bank, federal home loan bank, trust company or
broker/dealer with an account in,&fclearing corporation, or a member of the Federal Reserve System. A clearing
corporation is a corporation as ed in Article 8 of the Uniform Commercial Code that is organized for the
purpose of effecting transg curities by computerized book-entry, including the Treasury/Reserve
Automated Debt E stem (TRADES) and Treasury Direct book entry securities systems, except
those securities issul s of a foreign country.

2. Custodial or safekeeping agreements

a. The custodian 1

secufities, in the cust@dian’s custody, except that, unless domiciliary state law, regulation or administrative
rwise require a stricter standard (Section 2.b. sets forth an example of such a stricter standard),
1l not be so obligated to the extent that such loss was caused by other than the negligence
the custodian;

I ary state law, regulation or administrative action requires a stricter standard of liability for
stodlans of insurance company securities than that set forth in Section 2.a., then such stricter standard
apply. An example of a stricter standard that may be used is that the custodian is obligated to
indemnify the insurance company for any loss of securities of the insurance company in the custodian’s
custody occasioned by the negligence or dishonesty of the custodian’s officers or employees, or burglary,
robbery, holdup, theft, or mysterious disappearance, including loss by damage or destruction;
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C.

80

In the event of a loss of the securities for which the custodian is obligated to indemnify the insurance
company, the securities shall be promptly replaced or the value of the securities and the value of any loss
of rights or privileges resulting from said loss of securities shall be promptly replaced;

The custodian shall not be liable for any failure to take any action required to be taken hereunder in the

d to the same
at differ from the

written agreement between the custodian and the agent that the agent
liability for loss of securities as the custodian. If the agent is governe la
regulation of the custodian, the Commissioner of Insurance of the state i

During regular business hours, and upon reasonable
company, an independent accountant selected by tl
appropriate regulatory body shall be entitled to
relating to securities, if the custodian is given writte
of the insurance company;

icer or employee of the insurance
insura; company and a representative of an
n the premises of the custodian, its records
ns to that effect from an authorized officer

The custodian and its agents, upon re& bic*equgll, shall be required to send all reports which they
receive from a clearing corporatiog i ¢ g corporation permits to be redistributed including
reports prepared by the custodia au s, to the insurance company on their respective systems
of internal control;

To the extent that certain info
company in preparation of its annual

aintained by the custodian is relied upon by the insurance
cment and supporting schedules, the custodian agrees to maintain

records sufficient to dete e and verify such information;
The custodian sha! i on written request from a regulator or an authorized officer of the
insurance cogpan pikopriate affidavits, with respect to the insurance company’s securities held by

the custodi

The custodian shdfsecure and maintain insurance protection in an adequate amount; and

bank acting as a custodian, or a U.S. custodian’s foreign agent, or a foreign clearing
is anly holding foreign securities or securities required by the foreign country in order for the

ecurities on deposit with state officials need not be counted (provided) if a certificate of verification is
secured directly from the custodian or insurance commissioner.

Where domiciliary state law, regulation, or administrative action does not prohibit the use of custodial

arrangements under which actual inspection or count of specific securities acquired is not possible, and
the insurance company uses such an arrangement, the examiners shall:
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e Apply the provisions of Sections d. and g. below, in cases where the custodian, under the controlling
custodial or safekeeping agreement, is permitted to carry securities indirectly or otherwise
commingled form;

e Apply the provisions of Sections e. and g. below, in cases where the custodian, under the controlling
custodial or safekeeping agreement, directly or indirectly participates in the Treasury
Automated Debt Entry Securities System (TRADES) or Treasury Direct system. Th ste e
computerized programs sponsored by the United States department of the Treasury an ain
agencies and instrumentalities of the United States for holding and transferring S
United States government and the agencies and instrumentalities, respec‘zely, Feder§\Reserve
Banks through banks which are members of the Federal Reserve System orgghi
access to such computerized systems; and

gements need not be counted, at
the discretion of the examiner-in-charge, if the followif critég t (provided the domiciliary state

e Examiners are furnished a copy of the custodal agreements;

e They are satisfied such agreement has the ssa ards and controls;

e The securities are held by a custodfin lic y Fie United States or any state thereof, and such
custodian is regularly examined by thi lic icensing authority;

e The securities so depositeg
the custodian, so that at a
they are held,

es kept separate and apart from other deposit accounts with
nes they nily be identified as belonging solely to the company for which

e Ifsuch a deposit is nofCounted, a verification certificate signed by an authorized signatory of the
custodian holding thi osit shall be secured by the examiners directly;

e Such cerggfica fficient detail to permit adequate identification of the securities; and

e Suchce te accepted in lieu of actual count provided it meets the above requirements and
the examine satisfied that the representation thus made is in accordance with the facts.

rohibited by domiciliary state law and if permitted by the terms of the controlling custodial or
ement containing satisfactory safeguards and controls, securities held by a custodian that
ements of Section c. above, may be held by the custodian, in bulk as a part of a “jumbo”
or other system under which there is a commingling of securities held in custody. In such
cxaminers shall:

btain directly from the custodian a certified listing of the securities held as of the date of
examination for the account of the insurance company under examination;

e Obtain a copy of the insurance company’s listing of the securities held by the custodian for the
insurance company’s account as of the date of examination; and

© 1976-2019 National Association of Insurance Commissioners 81



General Considerations FINANCIAL CONDITION EXAMINERS HANDBOOK

e Match the positions shown on the custodian’s listing to the positions shown on the company’s listing,
and reconcile any differences.

e. Custodians which meet the requirements of Section c. above, and which either are members of the Federal
Reserve System or non member banks redepositing securities with a member bank, may, when acting as

custodians for insurance companies, use the Treasury/Reserve Automated Debt Entry Se System
(TRADES) or the Treasury Direct book entry securities systems under a written a the
insurance company permitting such utilization. In such cases, the examiners shall follow rocedures
set forth in Section c. above.

f. Where not prohibited by domiciliary state law, an insurance company ma’ de agreement,
use the facilities of a clearing corporation, either directly or throu > subject to the

requirements of Section c. above. In such cases, the examiners shall:

e Obtain directly from the depository if direct deposit is used, or from th
is used, a certified listing of the securities held in the clearing co
examination for the account of the insurance company under g

todian if indirect deposit

e Obtain a copy of the insurance company’s listing offits se€
of the date of examination;

e Match the positions shown on the clearing ¢
on the company’s listing, and reconcile any d1

’s or custodian’s listing to the positions shown

e Ascertain that the securities are held by afieari ration regulated by the Securities and
Exchange Commission, the Federa#@Res tein, or the banking authorities in its state of
domicile.

g. In carrying out their responsih
satisfy themselves as to the i

ectidn d, e, and f above, it is important that the examiners
accounting controls and verification and security procedures
of the custodian and/or the cleart on, as the case may be. This satisfaction may be obtained by
securing the most recent report on ew of the custodian’s system of internal controls pertaining to
custodian record keeping iued by the Tespective organization’s independent auditors.

Investment Advisers

As investments and invest
manage their investment str:
Investment advisers and com

$ow in complexity, insurers may consider the use of investment advisers to
t advisers may operate independently or as part of an investment company.
bject to regulation by the U.S. Securities and Exchange (SEC) Commission and
erally based on the size of their business. In certain situations, insurers may use a
ity of an investment adviser. Broker dealers are subject to regulation by the Financial Industry
). Regardless, most broker dealers and investment advisers will register with the SEC and
ich provides extensive information about the nature of the organization’s operations. To
locate these fo: miner can got to www.adviserinfo.sec.gov and perform a search based on the company name.

broker dealer in the
Regulatory Authority

as which the adviser/broker is registered

b. ation about the advisory business including size of operations and types of customers (Item 5)
c. Information about whether the company provides custodial services (Item 9)

d. Information about disciplinary action and/or criminal records (Item 11)
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It is important to note that the information provided on Form ADV is self-reported and is subject to limited regulatory
oversight. However, the information may be very valuable to examiners in assessing the suitability of investment advisers
providing advisory services to insurers.

Where not prohibited by domiciliary state law and if permitted by the investment adviser agreement, there may be
situations in which the investment adviser also acts as a custodian. In these instances, investment advisers uired to
obtain an annual examination by an independent public accountant to verify compliance with custodial r i

accountant’s report is also available on the Form ADV.

In performing risk-focused examinations, examiners should identify all advisers utilized bﬂl
address any significant risks associated with their use. These steps may include determin;
are suitable for their role (including registered and in good standing with the SEC an
performing procedures to ensure investment advisory agreements contain approprigie p igns, and performing
the Cxaminer may consider
jser is sufficient for the

performing procedures to determine if management/board oversight of the inv
relationships in place.

In evaluating the provisions of the investment advisory/managementgggre
there are appropriate provisions to adequately address selection of invesggen y
interest, calculation of fees, etc. Additional considerations for use ingvicQ@ng ®te investment advisory/management
agreements are provided as follows:

a. Selection of Investments

It should be clear from the advisory agreement, how t adviser will select investments. This should

include specific reference to the insurer’s inved®nent
b. Authority for Transactions

Advisory agreements should address
executing transactions.

e authority that will be given to the investment adviser in

c. Conflicts of Interest

To the extent that any conflict
specifically indicate the manner
an investment adviser’s biase
offerings, etc.) that i
advisers often have
given preferential tri
strategy.

f interest tnay be known to the insurer, the advisory agreement should
hich such conflicts will be considered. This is an important protection against
sult of business arrangement (e.g. referral relationships, affiliate product
e proper execution of the investment strategy. For example, investment
er investment options that should be available to the insurer but should not be

Language provi in the investment management agreement should acknowledge the investment adviser’s role
as a fiduc g the insurer. This is an important legal distinction that may help protect the insurer’s
ution of the company’s investment strategy.

t that the manner in which fees are calculated is well defined in the management agreement and that
of the fee is considered as management assesses the adviser’s performance. For example, if the
isory fee is computed based on volume of transactions, it would be important for management to closely
the frequency of trades to help avoid excessive charges.

f. Review of Performance

Agreements should include consideration of information that will be provided to the company to permit the
company to perform adequate review of the adviser’s performance and execution of the investment strategy.
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There may be other terms that examiners consider to be significant and can therefore tailor their review based on
judgment and the specifics of the insurer under exam.

Examiners may consider leveraging risk, control and test procedure language provided in the Investment repository when
determining an appropriate examination response. The examiner may also consider concepts discussed in the “Other
Third-party Administrators (TPAs)” and “Custodial or Safekeeping Agreements” to ensure that risks quately
addressed as part of examination fieldwork.

Affiliated Service Providers

with affiliates are included in the NAIC’s Insurance Holding Company System Model Regulqtic 450). Prior to
entering into one of these agreements, an insurer must first give notice to the State Insura aent of the proposed
transaction via the Form D ﬁling As the receipt and review of the Form D filing is
obtained and rev1ewed by the analyst, or if 51gmﬁcant agreements have not been
provisions were effective in Model #450), the examiner should obtain and evaluate
provisions listed below:

Agreements for cost sharing services and management services shall at a’ gim applicable:

1. Identify the person providing services and the nature of such sdgfices;

2. Set forth the methods to allocate costs;

3. Require timely settlement, not less frequently than off{a ly basis, and compliance with the requirements in
the Accounting Practices and Procedures Manu:

4. Prohibit advancement of funds by the ing e except to pay for services defined in the agreement;

5. State that the insurer will maintain ove
insurer will monitor services annually for

inctions provided to the insurer by the affiliate and that the
urance;

6. Define books and records of the jifurer to include all books and records developed or maintained under or related
to the agreement;

7. @ pf the insurer are and remain the property of the insurer and are subject to

8. ed assets of the insurer are the exclusive property of the insurer, held for the benefit
the control of the insurer

9 nation of the agreement with and without cause

for indemnification of the insurer in the event of gross negligence or willful misconduct on the
providing the services;

if the insurer is placed in receivership or seized by the commissioner under the State Receivership

a.” all of the rights of the insurer under the agreement extend to the receiver or commissioner; and,
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b. all books and records will immediately be made available to the receiver or the commissioner, and shall
be turned over to the receiver or commissioner immediately upon the receiver or the commissioner’s
request;

12. Specify that the affiliate has no automatic right to terminate the agreement if the insurer is placed in receivership
pursuant to the State Receivership Act; and

13. Specify that the affiliate will continue to maintain any systems, programs, or other infrastructure ithstanding
a seizure by the commissioner under the State Receivership Act, and will make them availa e iver, for
so long as the affiliate continues to receive timely payment for services rendered.

revisions to include all appropriate provisions, depending upon the date of the agreem sions required by
Model #450 at that date. In addition, in accordance with the risk-focused examination pragess 1zing guidance from
the Related Party Repository, the examiner should consider whether terms of significant aftfi§ated dgreements are fair and
equitable. Examiners should also note that additional guidance for reviewing individ transactions is located in
Section 1, Part IV D in this Handbook.

If certain provisions are missing from affiliate service agreements, the examination x ourage/require
P )

Other Third-Party Administrators (TPAs) <&

In addition to using third-parties as managing general agents, produ,
investment custodians, and affiliated service providers, third-parties
for the insurer. These functions may include payroll processing,
investment management, reinsurance program management or ge
regulatory action in each state, TPAs performing these se

S, trowing producers, investment advisers,
¢ use perform a number of other functions
iew, claims processing, premium processing,
cesses. Depending upon legislative and/or
ction with life, annuity, health or worker’s

compensation coverage provided by an insurer may beﬁlbje to, ments as outlined in the NAIC’s Registration and
Regulation of Third Party Administrators (Guideline #1 ;

in the business functions being outsourced by the insurer
s relating to those business functions. When evaluating the
e familiar with the work completed during the IT review, as
cd in these areas is typically performed by an information
technology examiner, and may focus on 1j the IT function of the insurer. However, the work performed in
this area should provide the financial exgiiiner information on the relationship between the insurer and the TPA and on
the overall controls in place over the outsotigged function.

Once the financial examin
additional testing to be per
procedures:

has (Herfornighl a detail review of work performed during the IT review, the extent of
eacl/TPA can be determined. This additional testing could include the following

1. Review the ct between the insurer and the TPA to determine that appropriate provisions have been included
termination of contract, right to review records, etc.). Those TPAs subject to Guideline #1090

ments in these areas including licensure.

that although a Type II SOC 1 report may have been issued for the TPA, the controls tested may not
isks that concern the examiner.

ervice Organization Report has been issued for the TPA, determine whether the insurer has taken
appropriate steps to ensure that adequate controls are in place at the TPA and are operating effectively. The
insurer may take various actions to determine the adequacy and effectiveness of controls in place at the service
provider including performing periodic site visits, performing off-site reviews, and/or maintaining additional
reporting requirements for the TPA. For insurer’s subject to Guideline #1090, there are requirements that
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SSAE 18 and Service Organization Controls Reports P O
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significant TPAs be subject to a semiannual review of operations. At least one such review must be an on-site
audit of the operations of the TPA.

If the examiner determines that the work performed to determine the adequacy and operating effectiveness of the
TPA’s controls is insufficient, additional testing should be performed in accordance with the materiality of the
function being outsourced and the specific risks identified. This additional testing could include ting the
insurer to perform additional testing of its TPA or having the examiner visit the TPA’s site to pgglorm t on
the relevant controls.

(a) Overview

As discussed above, many insurance companies use non-affiliated organizations % ch services as data
processing, payroll processing, claims processing, etc. As part of the planning praess a financial statement
audit or examination of an insurer that uses a third-party service organiza@gn, the itor or examiner should
consider the internal control environment at this service organization.
trol environment at the service
available. There are several types

te of Certified Public Accountants
rna trol environment should be beneficial

The most effective means for gaining an understanding of ghe
organization is by reviewing the Service Organization Controls

of SOC reports, each of which adhere to standards set by the
(AICPA) as discussed below. Gaining an understanding of th:

to examiners in understanding the servicing entity’s role its ct on the insurer’s internal controls, whether
the internal control design and operating effectiveness onsitPred adequate by the external auditor, and
whether the external auditors were able to rely on ervi tity’s controls. These considerations should
further assist the examiner in determining t? extét ividual work necessary to assess the company’s
significant operations that have been outsourced tgservice prgyiders.

(b) Types of Service Organization Controls rt

SSAE 16/SOC 1

SSAE 16 is an attestation standard develope e AICPA to provide guidance to enable an independent auditor
to issue an opinion on an organiZition’s internal controls over financial reporting (ICFR). SSAE 16 supersedes
SAS 70 guidance for reports on at service organizations issued on or after June 15, 2011. The report issued
under the new guidance of lled the Service Organization Controls report 1, or SOC 1 (often referred
to as a SSAE 16 Regprt). agagements are performed in accordance with SSAE 16 and focus solely on
that are likely to be relevant to an audit of a client’s financial statements.
SSAE 16 does not 1 ined control objectives or control activities that organizations must achieve;
rather, it is designed t ovide information about the service organization’s ICFR environment to user
organization: user audit

I

SSAE 18

fective for reports dated on or after May 1, 2017. Importantly, while SSAE 16 only applies to
e guidance within SSAE 18 also applies to SOC 2 and SOC 3 reports.

e reports issued under SSAE 18 are substantially similar to those issued under the former SSAE 16 with an
focus on controls at a subservice organization.
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SOC for Cybersecurity

SOC for Cybersecurity examinations are performed in accordance with the AICPA Attestation Guide “Reporting
on an Entity’s Cybersecurity Risk Management Program and Controls”. These reports are similar to the Service
SOC 2 reports discussed below, but differ in scope and therefore in the way that each report can be used. While a
SOC 2 report is intended to be used by companies that use a company as a service organization and re need
assurance over the controls in place to provide those services, a SOC for Cybersecurity report §
broader audience and provides more general information about the entity’s cybersecurity ris nagement
program.

SOC2 & SOC3 A 4

SOC 2 and SOC 3 engagements do not fall within scope of SSAE 16. These em are performed in
accordance with AT 101 — Attestation Engagements and for reports issuedgon r May 1, 2017, in
accordance with SSAE 18, to address system controls based on AICPA Trust Sel¥ges Principles, Criteria, and
Illustrations.

rust Services Principles, Criteria,
ess one or more of the five key
astrations; Security, Availability,

Unlike SOC 1 engagements, SOC 2 engagements use predefined cfgeri
and Illustrations. In a SOC 2 report, the service auditor would@ppectia d

system attributes comprising the Trust Services Principles, Crigia @
Processing Integrity, Confidentiality, or Privacy.

Similar to the SOC 2 report, the SOC 3 report uses tiiored d criteria in the Trust Services Principles,
Criteria, and Illustrations. The key difference between these reports is that the SOC 3 report is a general-use
report, typically used for branding purposes by t anization. The SOC 3 does not provide a
description of the tests performed, results of teggng, or’s opinion on the description of the system.

In the context of this handbook, the SO Q gcricrally be of greater use to examiners than the SOC 3
report, as the SOC 3 report does not g0 sers@vith sufficient detail about the design and operation of
controls.

Type [ vs. Type I

When a CPA performs a SOC 1,0 SOC 2 audit or examination of a service organization, the SOC report that is
issued is classified as either Type Type IL.

ization’s controls at a specific point in time and includes the independent
express an opinion on whether the organization’s description of controls
presents the relevant aspe f the organization’s actual controls in operation as of a specific date, and whether
the controls uitably designed to achieve specified control objectives.

Type II Repait

I report, a Type II report includes the organization’s description of controls and auditor’s
>rentiates the Type I report from the Type II report is that the Type II report includes detailed
anization’s controls for the period specified in the report, typically one year. In addition to

were tested were operating with sufficient effectiveness to provide reasonable, but not absolute,
rance that the control objectives were achieved during the period specified.

(d) SOC Report Section Contents
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Independent Auditor’s Report (Opinion)

This report is typically a one to two-page letter from the independent auditors to the management of the service
organization. The language of the opinion generally follows explicit guidelines as determined by the AICPA,
including a description of the auditor’s approach and the scope of the audit. For Type I and Type II engagements,
the opinion should state whether the organization’s description of controls presents fairly, in all material respects,
the relevant aspects of the organization’s controls that had been placed in operation as of a specifi Type I)
or during the period covered by the report (Type II), whether the controls were suitably design
specific control objectives, and for Type II engagements, whether the tested controls were ating with
sufficient effectiveness to provide reasonable, but not absolute, assurance that the co e
achieved during the period specified. P

Management Assertion
Management of the service organization must provide the service auditor a w

accompany the service auditor’s report or be included within the system des
much like the management representation letter previously required under SAS
assert to the fairness of the system description, the suitability of the i
engagements, the operating effectiveness of the controls. Further, if th
organization(s), management of the subservice organization(s) m i assertion to accompany the
auditor’s report. &

ion that will either
written assertion is
e. Management must
ntrols and, for Type II

System Description
Management of the service organization is required to provid

organization. This description should include, among ot
how these services are performed, the service organizatio ntrotpover the services provided, and the related
control objectives. One key area to note within this se is th r Control Considerations (UCC). UCCs work
hand-in-hand with internal controls. Therefore 4n ordir f s to benefit from the SOC report, they must ensure
the related UCCs are in place and ﬁlnctioning? r orgynization. To illustrate this point, refer to the UCC
example below:

etaile@@escription of the system in place at the
ingSihe nature of services provided to user entities,

User organizations should hq qce to restrict access to the secure web portal
that is used to transmit data to unization to only authorized individuals.
Controls should include notifying organization when an individual’s access is no
longer required or if authentication c ials have been compromised.

Information Provided by the Se uditor
This section is optional in g rt. Examples of information that might be included in this section are a
more detailed descriggion g ctives of a service auditor’s engagement or information relating to regulatory

requirements. In a 1K iis section of the SOC report features a description of the auditor’s tests of
operating effectivene nd the results of those tests. The following elements should be included in the
description:

e Thec Is tested and the objectives the controls were designed to achieve; and

the nature, timing, extent and the results of the tests supplied in sufficient detail to enable
determine the effect of such tests on their assessment of control risk. In evaluating these
er auditors should also keep in mind that, for certain assumptions, the shorter the period
a specific test and the longer the time elapsed since the performance of the test, the less
port of control risk reduction the test may provide.

er Information Provided by the Organization

ice organization may want to present other information that is not part of the description of controls. This
type Of information would be included in a separate section and would not be covered by the auditor’s opinion.
Examples of information that might be included in this section are responses to exceptions noted in the report and
certifications achieved by the service organization (i.e., ISO Certification).
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(e) Examiner Considerations in using SOC Reports

SOC 1 Report
The SOC 1 report is the most common of the three SOC reports and the intended replacement for the SAS 70. The

majority of insurers using third party administrators should have access to the SOC 1 for these service
organizations. The SOC 1 reports provide significant information regarding the internal control eny ent as it
relates to financial reporting at the service organization. A SOC 1 report may be a Type [ or T
the Type II being most useful for purposes of financial examinations. Examiners should obtain thiQgeport 1T it is

applicable for the insurer under examination.
L 4
SOC 2 Report

The SOC 2 report provides reporting options beyond financial controls, cover ec -related areas of
primary interest to service providers and user entities such as security, agaila , Jbrocessing integrity,
confidentiality and privacy. A few examples of when SOC 2 would likely be ben&@gial iii¥fude when the insurer
under examination is using a service provider for:

e Cloud computing services
e (all center services 'S
e Sales force automation

As with SOC 1, the SOC 2 report may be either a Type [or TY@AII repoip with the Type II being more useful for
financial examinations.

SOC 3 Report
The SOC 3 report is the least relevant SOC repgrt in udits and examinations. It is not expected that the

SOC 3 report would be obtained during the coursggef dircxamiiation.
Type 1SOC \

Type 1 reports could be helpful in pra
Such a report, however, is not intende
controls that would allow the user auditd
performed on the controls, no reliagee can be P&
external auditors or state regulat

duce the assessed level of control risk. Since no tests were
ed on a Type I report, and therefore, will not satisfy the needs of

Type 11 SOC
The Type II report i

has been performe

¢ hould be requested and obtained by state regulators. Since testing of controls

e Wgulatg’s may decide to place reliance on the report and reduce testing of internal
controls. It should b [fac*the state regulator remains responsible for evaluating the evidence presented by
the service auditor and fo ermining its effect on the assessment of control risk at the service organization. The
user auditor” essment of ‘control risk is based on the combined evidence provided by the service auditor’s
report and the uditor’s own procedures.

iderations (UCCs)
eview the User Control Considerations (UCCs) within the SOC report carefully. In order for

auditors, a user auditor should determine whether the specific tests of controls and results in the SOC report are
relevant to assertions that are significant in the user organization’s financial statements. Furthermore, examiners
should consider whether exceptions identified by the service auditor will affect reliance upon those controls.
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Contact with the servicing entity’s auditor may be necessary to better understand the scope and results of the auditor’s
work. If necessary, the examiner may need to contact the servicing entity to perform additional work regarding
specific controls and/or their effectiveness.

G. Use of Independent Contractors on Multi-State Examinations

When evaluating staffing needs to schedule examinations of domestic insurers licensed in multiple state
departments may find it necessary to engage an independent contractor. An independent contractor is de as arlyone
employed by the state insurance department that is outside of the department’s staff. Examples of in
while not inclusive, are as follows:

L 4

e Certified Public Accountants
e Contract Examiners
e Specialists

0, among other things,
insufficient examination staff or the need to meet statutory mandates. While th i ircumstances may lead an

effects of not maintaining an appropriate level of qualified staff. Maintpning
during interim periods enhances the department’s ability to effectively

itfers can enhance their knowledge of
estmer¥ practices, loss reserving techniques,
assessing a domestic company’s financial
important in handling troubled insurance

state laws and regulations, various types of insurance pro
reinsurance transactions etc., that are useful in effectively an
condition and results of operations. This internal expertise is_pa
companies.

The use of independent contractors requires the involvemd@t o insurance department in directing and monitoring
the work performed by the independent co versight of independent contractors is primarily the
responsibility of the insurance department’s desd

The role of department designee must be filled ¢ Idual who is certified by the Society of Financial Examiners
(SOFE) as a Certified Financial Examiner (C oy an individual who has substantially similar experience,
qualifications and background. (Include details 11¥ examination planning memorandum.) This individual must be

employed by and conducting work solel behalf of the State Insurance Department.

Depending on the scope of the engachi anG@xtent of the work performed by the independent contractor, the following
i , and examination reports are applicable:

1. Standards of Examin&ti g and Field Work

a. The pro s shall be planned and developed according to the Handbook under the supervision and with the
participati the insurance department’s designee. This includes review and approval of the examination
planni m, which may also warrant a review of workpapers supporting the conclusions reached
ther

i department’s designee shall review and approve significant examination workpapers on a
asis. This includes, but is not limited to the following:

Applicable risk assessment workpapers, including the examination risk tracker (Exhibit CC), prospective
risk assessment (Exhibit V), key activity matrices and consideration of critical risk categories (Exhibit
DD).

e Ongoing examination status and explanation of modifications to the approved time budget.

90 © 1976-2019 National Association of Insurance Commissioners



SECTION 1 — GENERAL EXAMINATION GUIDANCE General Considerations

c. The insurance department’s designee shall supervise all significant field work activities, including appropriate
review and approval of risks identified and planned procedures prior to beginning Phase 3 and Phase 5.

Standards of Examination Conclusions and Reporting

a. The insurance department’s designee shall review and approve key solvency monitoring a pletion
documents on a timely basis, including the summary review memorandum (Exhibit AA) evi e of
interdepartmental communication of significant issues and concerns.

b. The examination results and findings shall be reviewed for reasonableness and sufficien
workpapers shall be reviewed for adequacy of documentation by the insurance depart

c. The report shall be prepared by the insurance department in accordance with th dEe
policy.

d. The report shall be signed by the examiner-in-charge (EIC). If the EIC is an in &

shall also be signed by the insurance department’s designee.

h

e. The insurance department’s designee shall complete the general review secti t eview and Approval
Summary (Exhibit Q) to ensure an appropriate depth of review has been orme

Use of'a CPA on an Agreed-Upon Procedures Engagement

While not very common, the use of a CPA independent corg r mination may be accomplished
through an “Agreed-Upon Procedures Engagement.” (Only n porform an Agreed-Upon Procedures
Engagement.) In addition to meeting the standards of examindghhn planipg, fieldwork, and examination reports,
the following establishes guidelines for engaging a CPA fo reed-upon procedures.

The American Institute of Certified Public Acco s (

Engagements No. 10, Attestation Standards: R§)

and provides guidance to the CPA when per
procedures. In an agreed-upon procedurgs
elements, accounts or items of a financi,

insurance department and the CPA 3
department believes are appropriate.

cO@@panying
Stenee.
¢ departmental

ntractor, the report

) Statement on Standards for Attestation

dification (SSAE No. 10), sets forth the standards
and/reporting on engagements to apply agreed-upon
e CPA performs specific procedures on specific
ues a report of findings based on those procedures. The
procedures to be performed by the CPA that the insurance
e insurance department assumes all responsibility for the
sufficiency of the procedures and the risk ¢ procedures might be insufficient for their purposes. Because
the CPA will only report on the findings of thé§focedures performed, any conclusions regarding the findings, and
disposition thereof, must be mad the department. Additionally, the CPA has no responsibility to determine the
differences between the agreed-u procedures to be performed and the procedures that the CPA would have
determined necessary had hg e engaged to perform another form of engagement, such as an audit under
generally accepted iti a)ds. The department should review SSAE No. 10, and consider the CPA’s
professional standa

that are in
department a

dance witl the Handbook. These standards relate to the responsibilities of the insurance
utility of the examination report in achieving regulatory objectives when engaging a CPA to

impair in fact, or appearance, the independent contractor’s independence. To evaluate any such conflicts of
t, the insurance department should request a disclosure letter from the independent contractor regarding
their past, present or planned relationships, both financial and non-financial, with the examined company or its
affiliates. The disclosure letter should discuss the nature of the services provided by the independent contractor
and the amount of fees paid to the CPA by the company over the preceding five years.
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Determining whether a potential conflict of interest exists is a matter of considerable judgment. As independent
contractors provide many different types of services (e.g., accounting, auditing, actuarial, management and tax
consulting), it will be necessary to evaluate the nature of services provided and the amount of fees involved when
determining whether a potential conflict of interest exists.

Maintenance of Workpapers

The insurance department should maintain, at a minimum, a complete photocopied set of the ’s original
workpapers.

Independent Contractors’ Immunity Privileges

When hiring independent contractors to perform all or portions of a state in Nination, the state
insurance department should consider the following items related to the indepengent ractor’s immunity prior

to finalizing an agreement.

e Review the NAIC Model Law on Examinations (#390), Section 8 to
provisions in its statutes. If your state has not adopted Model
which grants immunity to any examiner appointed by a conwiss

e Determine if there are any relevant court decisions or opinions@gyhi at an examiner appointed by the
commissioner is granted immunity from liability in the perf@@@nari@pof [i®/her duties.

e Verify if independent contractors in your state are gequ to carig liability insurance coverage for work
performed. Determine if your state provides insur: co e to these independent contractors in the
performance of their duties.

iffour state has adopted these
as adopted similar language

Controlling Exam Costs when Utilizing Indep@ent S

It is important to keep in mind that the usqgmi ontractors can lead to higher examination costs. It is
the independent contractor, and it is the insurer’s
ractor and provide appropriate input to facilitate an efficient
tual input to the regulator based on observations of the
monitoring of the examination process and ongoing two-way
(related to the cooperation of the insurer or the performance of

independent contractor’s work. High-level
communication of problems on thggexaminatiO

the examination) can help ens he effective use of independent contractors. If state legislation permits and
circumstances are warranted, it enefit the regulator to consider the following procurement procedures in
order to control costs when, atigndependent contractor.
a. The regulator s um qualification standards that the independent contractor should meet in
order to be consi in ocurement process. The independent contractor should have the following:
e Prac xperience with the type of work that is out for bid;

rsonnel; and
ccess on prior contract examinations.

should consider having a meeting with all qualified vendors (independent contractors) and the
Wither explain, clarify, or identify areas of concern. This meeting should address the following:

etailed description/specification of the work to be performed in terms of required outcomes.
Specifications should be written to encourage, not discourage, competition consistent with seeking overall
economy for the purpose intended. The goal is to invite maximum reasonable competition;

e Concerns of the insurer, independent contractor and the department of insurance; and

e Time frame of the bidding process.
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c. The potential independent contractor should describe their organizational and staff experience as well as past
experience, which should be described in sufficient detail to demonstrate their ability to perform the functions
outlined by the department. For long-term projects, the independent contractor should document their
experience, capability, and commitment to perform project management functions.

d. The independent contractor should provide a minimum of three references who may be ¢ where
services similar in scope to the requirements outlined by the department have been progiled. tate
department should consider the independent contractor’s experience with other state insurance rtments.

e. Prior to selecting the independent contractor, the regulator should consider at leagthre ve bids.

price should be

relidyility to provide the
to the requirements

f.  The most responsive and responsible independent contractor whose bid re
considered. “Responsible” means that the vendor has the capability, integri
services needed. Being “responsive” means that the bid conforms in all mat
outlined by the department.

tat
ial r

e regulator when utilizing
tracts are two common types of

contracts. Fixed fee contracts are contracts for a set amount, refard[S§o xpenses or hours incurred by the
esponsible for performance costs

independent contractor. Under this scenario, the independent contr@gtor 154§

and enjoys (or suffers) resulting profits (or losses) based on th N and effectiveness of their examination
progress. Fixed fee contracts are typically appropriatey whetigshe woiito be performed by the independent
contractor can be described clearly and the regulator can ec nd detailed specifications for how the work
is to be done. If a fixed fee contract is not chosen, the regu use a cost-reimbursement type contract. In
this type of contract, the department agrees to comp e the endent contractor at a fixed hourly rate plus

compensation for reimbursable expenses. If tl‘ typ! ct is used, the regulator should strongly consider
making it a three-party contract between the state @goartmentdine independent contractor and the insurer.

If a fixed fee contract is used, indepeng
that allows for cost reimbursement

r tivel expenses are irrelevant to the regulator. If a contract
> regulator should consider the extent of the independent
contractor’s travel expenses. It is recot at the regulator monitor the independent contractor’s travel
expenses. The regulator should consider th&Qgc ended per diem rates for lodging, meals and incidentals set
forth within Section 1, Part II, D ofghis Handbd0k (this is also available on the NAIC Web site).

continued monitoring of # :
encouraged that th communicated to the insurer, however, final approval of the budget should
reside with the ins artmg
regulator. Consider

detailed tim
compare the
examinatig

get for the independent contractor will allow the insurance department and the insurer to
work performed with expectations. The time budget should estimate the time to complete

d. The independent contractor should submit time budgets to the state insurance department
ly basis, or as often as a detailed time and expense billing report is required to be submitted.
budget should also include an estimated date of completion for all fieldwork. If any action, or
ion, by the insurer causes the independent contractor’s hours to significantly increase (i.e., a greater
crease in the budgeted time for a specific examination area), the independent contractor should
ediately communicate this to the state department, who would then contact the insurer. This same
co nication process should take place if the independent contractor becomes aware of any material
transactions that took place subsequent to the balance sheet date.
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H. Considerations for Insurers in Run-Off

Run-off may be either a voluntary or state mandated course of action where the insurer ceases writing new policies on a
portion of business or all business written. During run-off, the insurer typically continues collecting premiums on
mandatory policies for a statutorily mandated period and to policy expiration dates. The degree and timing of the
reduction in premiums should be closely monitored through projections, which are often provided within
The run off of claims becomes the focus of attention until the last dollar of exposure is paid. The 11,

an examiner to narrow the focus of the financial condition examination and ongoing solvency oversi rer. For
example, when examining a company in run-off, the examiner may be able to reduce tes&ng p in traditional
areas, such as underwriting. The focus of the examination of a run-off insurer may inclu ited to, the
following:

Run-off Plan

e 1tS'resources in this stage
jne and nature of business
n-off plan, the examiner

of its operations. The specific content of the run-off plan may vary dependin:
in run-off and the financial condition of the insurer. If the company ha
should obtain the plan and gain an understanding of the process
business and the primary risks that remain. In addition, the exal the company’s progress against
its plan to assist in evaluating the effectiveness of the run-off. angPhas entered into run-off since the
prior exam, the department analyst may have already obtamed \ an. Therefore, the examiner should
consult with the analyst prior to requesting the run-off pl ny.

Corporate Governance
Insurers in run-off are faced with unique challe aining effective oversight and staffing in

circumstances of decreasing resources. Some‘reas f te governance that may be more critical for an
insurer in run-off include employee compensatiogpand tetentdin, succession planning, and adequate oversight of
critical functions by the Board of Directo ement. Evaluating the suitability of key management
o h turnover and changing responsibilities. The examiner
g resources create segregation of duties issues that limit the

An objective of an insurer in
ensure claim payments are met.

ff is to manage its assets and liabilities and maintain sufficient cash flow to
ly, the insurer will reduce liabilities over time while ensuring its balance

insurer’s investment portfolio, including proper asset/liability matching. An
c expected to maintain a conservative strategy in order to preserve the ability
of invested assets t obligations. An aggressive strategy may warrant additional scrutiny by the
examiner. The examiner also evaluate whether the insurer has performed analyses to determine further cash
flow needs tress testing to assess its capital needs. In some circumstances, the examiner may consider
involving an ial specialist to assist in evaluating the adequacy of the insurer’s capital.

insurer in run-off

hustment Expense (LAE) Reserves
e largest liability reported by an insurer and one of the most critical pieces of data in assessing

result, there is increased 1mportance placed on highly accurate reserve estimations as well as close
1tormg of loss reserves. When examining an insurer in run-off, the examiner should consider focusing
prod@lures on the company’s processes for determining loss reserves, reviewing loss reserve development trends,
and involving an actuarial specialist in evaluating the overall adequacy of the reserves held.
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I. Considerations for Potentially Troubled Insurance Companies

A troubled insurance company is broadly defined as an insurance company that is either in or is moving towards a
financial position that subjects its policyholders, claimants and other creditors to greater-than-normal financial risk,
including the possibility that the company may not maintain compliance with the applicable statutory capital and/or
surplus requirements (7roubled Insurance Company Handbook). The “Prioritization Framework” as di in the
NAIC’s Financial Analysis Handbook identifies troubled companies as Priority 1.

The Troubled Insurance Company Handbook provides a number of insights to assist in enhancing a
surveillance, and it outlines several regulatory actions available to Departments of Insurance (J]
which an examination is being planned for a troubled insurance company (i.e., Priori
Accreditation Program Manual (Part B3: Department Procedures and Oversight) indic

generally follow and observe procedures set forth in the NAIC Troubled Insurance C ny
regulators may also consider leveraging the insights in the Troubled Insurance Co ook for Priority 2
companies, which are defined in the Financial Analysis Handbook as “high-priority insuitig, that“dre not yet considered

A

Partment should

J. Comments and Grievance Procedures Regarding Compliance with

This section covers procedures to be followed by industry and regulator’s
i

compliance with examination standards.

Each comment or grievance must be put in writing and presente e wing format. The matter is to be addressed to
the Examination Oversight (E) Task Force.

The resolution of each submission either will be made, or a i by the Task Force with ratification by the parent
committee of the NAIC. Subsequent to ratification of a&l t . the/Jerson making the submission will be notified.

The above procedure should suffice to receive 1 ond to any and all matters involving compliance with
examination standards.

COMPL WITH EXAMINATION STANDARDS
MMENTS AND GRIEVANCES
Date:
To: Chair, Examina versight (EY Task Force
From:

Nature of Co
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IV. STANDARD EXAMINATION PROCEDURES

Certain general procedures should be considered on all full-scope examinations. The examination program should include
a section that explains the nature and extent of these general examination procedures. Automation tools are recommended
when conducting examinations to ensure more efficient examinations. This part of the Handbook addresses the following
subjects, which are applicable to most examinations:

A. Examiner Request Log

B. Examination Documentation

C. Review of General Ledger and Journal Entries &

D. Related Party/Holding Company Considerations

E. Consideration of Fraud \

F. Examination Review Responsibilities

G. Letter of Representations

H. Review of Subsequent Events

I. Review of Premium Taxes

J.  Summary of Unadjusted Errors
A. Examiner Request Log ¢
The company’s timely cooperation in the examination process is essengi Ng an efficient examination. Lack of
cooperation by the company can dramatically increase the cost e ination. Delays in providing information or
inadequate/incomplete information provided to the examiner are on es experienced by examiners. To assist in

tracking information requests made of the company, the examigggpma to consider utilizing an examiner request log
to proactively monitor the timeliness of company responses k e company and the insurance department informed
of any problems encountered as it relates to informatiotffegu

B. Examination Documentation

The examiner must prepare examination docume
of the work performed, the exam evidence obtained
should include:

ach exam in sufficient detail to provide a clear understanding
source, and the conclusions reached. Examination workpapers

e A title, which includes the name e insurer, a title or description of the workpaper and its contents and the
e nder examination.
of the workpaper with descriptions of the tests to be performed.

e A source, noting wh

e A conclusion regardi s of the examination testing and the conclusions that can be reached from those
results.

f, noting the date the work was completed.
noting the date the work was reviewed.

Examinatign dog \n may include, but is not limited to, exam programs, analyses, issues memoranda, summaries
20s opissues, letters of confirmation and representation, checklists, abstracts or copies of important

included as of the examination documentation if they are needed to support the work performed and conclusions
reached. Any information provided by the client should be marked as such. Oral explanations on their own are not
sufficient support for documenting exam evidence or reaching conclusions, but may be used by the examiner to clarify or
explain information contained in the examination documentation.
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In conclusion, the examiner should prepare examination documentation that enables the reviewer to understand:

e The nature, timing, and extent of examination procedures performed to comply with examination standards and
applicable legal and regulatory requirements.

e The expectations and results of the examination procedures performed and the evidence obtained.

e The conclusions reached on significant matters.

e That the insurer records agree or reconcile with the examination financial statements or o exa tion
information.
C. Review of General Ledger and Journal Entries @
The examination team should review the general ledger, significant nonstandard joul en any company
workpaper entries made solely to prepare the annual financial statement. As this procedur e rmed by external

n
1d er utilizing existing
uld consider the results of
r unusual postings from

audit procedures (e.g., the

auditors in conjunction with the annual financial statement audit, the examination team
work in this area when possible. Before placing reliance upon such work, the examipation
Exhibit E — Audit Review Procedures. The purpose of this review is to identify any

unfamiliar sources, and other unusual entries that might not have been identifie g
purchase and sale of a significant block of business in the same year).

4
In accordance with the risk focused approach, the examiner should \

0

u
e Gain an understanding of the entities financial reporti %d ontrols over journal entries and other

adjustments.

e Identify and select journal entries and other adjustment; tes

e Determine the timing of the testing.

e Inquire of individuals involved in the ﬁnanciaﬁ‘ 0 rog/ss about inappropriate or unusual activity relating
to the processing of journal entries or other adi SN

familiar with the recurring journal entries and other posting
should consider using computer assisted audit tools (CAAT)
to perform journal entry testwork in order to foct i risk journal entries as determined by the computer analysis

According to AU Sec. 316, fraudule djustments often have certain unique identifying characteristics. Such
characteristics may include entries (3
typically do not make journahentri orded at the end of the period or as post-closing entries that have little or no
explanation or description;
account numbers; (e) contai mbers or a consistent ending number; (f) applied to accounts that contain
transactions that are complex or sual in nature, contain significant estimates and period-end adjustments, have been
prone to errors in th , have not'¥een reconciled in a timely basis or contain unreconciled differences, contain inter-

company transactions ¢ otherwise associated with an identified risk of material misstatement due to fraud.

Examiners should this guidance, along with other materiality and risk factors, when selecting journal entries for

review.

D. Related olding Company Considerations

As instiguce holding companies grow in complexity, related parties often represent a significant area of risk for insurance
der exam. Risks may arise from transactions and agreements arising from relationships with affiliates that
affect the instifer’s ongoing solvency position. Risks may also originate from inequitable contract provisions, the impact
of guarantees, contagion risks extending from holding company operations, intercompany tax issues, etc. Consistent with
other complex areas of an exam, it is important that the examiner leverage analyst insights when deciding upon group
risks that have a potential solvency impact on the legal entity under exam. As the examination process is generally legal-
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entity focused, the exam team should limit its review of group issues to those with the potential to significantly impact the
solvency position of the insurer(s) under examination. The narrative that follows will help examiners understand the risks
that related parties may pose insurance companies both in relation risks that originate from transactions as well as risks
that stem from the relationship between the related party entities.

General Related Party Considerations

The following list provides an approach for detecting abuses that sometimes result from holding compaig or aftifiated

relationships:
(1) Misuse of insurance company assets through: \
e Shifting assets (particularly securities) from one affiliate to another for “V® ” purposes during

examinations or at the financial statement date.

Potential abuses: L 4

Making unsecured loans or advances to affiliates.

Maintaining compensating bank balances for the benefit of an
Making inappropriate loans to affiliates or purchases of affilggte
Pledging assets to secure loans for affiliates.

(2) Siphoning of insurance company funds through:

Dividends.

Management or service fees.

Payment of exorbitant reinsurance premiusp to
Inappropriate payment of the expense of affil
Misdirection of premiums or commi 1 insurance companies or agencies.

(3) Other forms of misrepresentation:

e Creating nonexistent receivables due fro 1ates for “window-dressing” purposes during examination or at
the financial statement date.
e  Assuming the liabilities by/ affiliate.

0 the legal entities beyond misuse of assets, siphoning of funds or
y those with common ownership) often devise strategy as a joint effort.
ancial or operational difficulty, it may impact the reputation or even the
group. Given the complexity of these sorts of risks, examiners typically identify
discussion with the department’s financial analyst.

Therefore, one related pa
strategy of other companies ‘in
relevant areas of riskjin this are thro

Work performed related lated party transactions should be dependent on the insurer’s exposure to risk in this area. If,
after understanding relationships and transactions during the planning process, the examiner deems related
parties to be an exposure, additional testing in subsequent phases of the examination should be considered.
The exam ay athe sample risks provided in the Related Party Examination Repository to address risks in this
area and to e appropriate review of the Related Party/Holding Company Considerations critical risk category is
co lly, upon completion of examination planning, the examiner should document any significant
agree s, transactions and/or findings in the examination planning memo. Inclusion of an item in the company’s letter

transactions t&the examination team.
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Related Party Transactions

This section provides guidance for identifying and examining related party transactions. There are two broad categories of
related party transactions:

e Transactions having implications as to potentially misleading the presentation of the Annual S t. Such
transactions frequently have involved questionable dealings, including management fraud. Thigfype o'@glated
party transaction occurs infrequently, but constitutes a difficult area.
I\

e Transactions occurring in the ordinary course of business are considered related party trans cause of
an existing relationship between the transacting parties. V'S

Generally, examiners are more concerned with detecting and disclosing the related party s first category
than with the related party transactions that are transacted in the ordinary course of busi Ev ough the greatest
rm

exposure is focused on only a relatively few related party transactions, procedures are p ncompass the broad
definitions of related party and related party transactions. Additional considerations for re p transactions can be
dbooki®kegulators should also be
inf! Company Considerations)

found in the Examination Repository — Related Party located in Section 3 of this
sure that risks identified address the associated Critical Risk Category (Related
as reflected in Exhibit DD.

A related party transaction is any direct or indirect transaction between th 0 ty and an affiliate. Affiliates exist
when there is a relationship that offers the potential for self-dealing, (Fansa@gons¥at less than arm’s length, favorable

treatment, or the ability to direct the outcome of events diffgrent om wiit might result in the absence of that
relationship. Related party transactions include transactions bctwc&

(1) A parent company and its subsidiaries.
(2) Subsidiaries of a common parent. ‘\
(3) The reporting entity and:

Other affiliated businesses.

Management (including directors).

Principal owners.

Pension and profit-sharing managed by or under the trusteeship of management.
Entities for which investig ccounted for by the equity method.

nis

erson with which the reporting entity might deal if one party controls or can
ent or operating policies of the other to an extent that one of the transacting
lly pursuing its own separate interests. SSAP 97 — Investments in Subsidiary,
ities states that “control presumed to exist if a reporting entity and its affiliates

transacting parties or if it has an ownership interest in one of the transacting parties and
fluence the other to an extent that one or more of the transacting parties might be prevented
5 its own separate interests.

. Identifying these related party transactions is frequently difficult, if not impossible, because (1)
iners ordinarily must rely on oral representations to obtain an awareness that a relationship exists and a
ion has occurred; and (2) the parties to the transaction may be averse to disclosing the motives, facts and
circumstances surrounding the transaction.
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Transactions that, after study, cannot be understood as to their apparent motivation or appear to be commercially
unreasonable raise the presumption that a related party transaction exists. Where subtle affiliated relationships are
known or believed to exist, examiners should perform procedures to determine whether a related party transaction
classification is appropriate. Although oral representations of management or others often are required to
understand the business purpose of the transaction, such representations should be evaluated in light of apparent
motives and the weight of other evidence. Important oral representations should be confirmed in w, ither in
the letter of representations or in a separate letter.

There are a number of conditions that might create motivation for related party transactio
alleviate or forestall circumstances management perceived would adversely affect tk: con

are:
e Lack of sufficient surplus to continue the business. \

e An urgent desire for a continued favorable earnings record in the ho f ing the price of the
company’s stock.

e An overly optimistic earnings forecast.

e Dependence on a single, or relatively few, products for the ongoing

e Significant litigation, especially between shareholders and€g

me examples

c he company.

Absent contrary circumstances, transactions with affiliates shou
course of business. However, related party transactions are oc
such as business structure or management operating styl

sumed to be outside the ordinary
Sliberately obscured by using devices

Circumstances such as these should increase the examiner eptiCism of management. These circumstances
é j s, regardless of the means required to do so.

If the transaction is recurring, there should be a
department under the NAIC’s Insurance Fgi

including provisions the regulator can
under the “Affiliated Service Providet

ent in place and it is required to be filed with the
ystem Model Regulation (#450). Additional insight,
d in Section I-III (F) Outsourcing of Critical Functions,

Related party Transactions with Partial or No Acco

Transactions by or among affiliates are sidered to be related party transactions s, even though they might be given
partial or no accounting recognition. Forgample, an entity that provides significant services to an affiliate without
charge, or at charges that do not ap ight be involved in a related party transaction.

Related Parties without Tra;

Sometimes two or more entitie under common ownership or management control, but do not transact business
between or among elves. TheSere existence of common control may result in operating results or a financial
position significantly ent from what would have occurred if the entities were autonomous. For example, two or more
entities in the same_li aness may be commonly controlled by a party with the ability to increase or decrease the
volume of busineg (i.e., the ability to exercise significant influence over the operations of each entity).

One means
management voting, or otherwise participating, in any business decisions in which that individual is an affiliate. In

acceptable btain written representation from appropriate management and the affiliate that significant influence was
ised, provided that by reference to the entity’s minutes or otherwise, the examiners are able to satisfy themselves
that the affiliate’s vote did not influence the outcome of the board’s decision (e.g., the resolution was unanimously
approved). If examiners are unable to satisfy themselves as to the absence of significant influence, or if they otherwise

© 1976-2019 National Association of Insurance Commissioners 101



Standard Examination Procedures ~ FINANCIAL CONDITION EXAMINERS HANDBOOK

conclude that a relationship or transaction merits the attention of the board of directors, they may recommend subsequent
reconsideration of an issue by the board of directors, with any affiliates required to abstain from voting.

Work performed related to related party transactions should be dependent on the insurer’s exposure to risk in this area. If,
after understanding the various relationships and transactions during the planning process, the examiner deems related
parties to be an area of risk exposure, additional testing in subsequent phases of the examination should sidered.
The examiner may utilize the sample risks provided in the Related Party Examination Repository to ad :
area and to ensure an appropriate review of the Related Party/Holding Company Considerations critical category 1s

conducted. Additionally, upon completion of examination planning, the examiner should doc : ificant
agreements, transactions and/or findings in the examination planning memo. Inclusion of an,item oWpany’s letter
of representation may also be warranted to confirm management’s identification and“digclo elated party

transactions to the examination team.

E. Consideration of Fraud

ing financial condition
eview the documentation
. In addition, the examiners
e that the financial statements do
this Handbook, may be used for

Examiners should consider the impact and possibility of fraudulent activity
examinations. In order to effectively complete this task, the examiner should obt
provided by the independent CPA that illustrates their consideration of
should perform a preliminary fraud risk assessment in order to obtain reggons

not contain misstatements due to fraud. Exhibit G — Consideration of Fra
clgiion

conducting and documenting fraud risk factors, as well as the overall co

The examiner should consider the risk of fraud for fraudulent ¢ n orting and fraudulent claims incurred by the
company. If applicable, based on the offering of covered products; xatmgner should also consider the insurer’s anti-

e
money laundering program and its ability to detect, monitor rep spicious activity, in an effort to prevent the
company from being used to facilitate money launderil‘or t?%g of terrorist activities.

a. Fraudulent Company Reporting — Occu a t, or omission of amounts or disclosures, in the

. ith the theft of assets (misappropriation of assets) that

stated. Fraudulent company reporting is instigated within a
company. It is important for the exam to undegtand the controls established within a company to determine
whether proper control procedures and supeisof techniques have been implemented to mitigate the risk of this
type of fraud. Although proper cgntrol proce

™,

ntify than fraudulent financial reporting, as they typically occur through
e.g., claimant and doctor). However, the company should have controls and
ed for claim processing to mitigate these fraud occurrences. The examiner will
in place and verify that they are properly being followed. In addition, the examiner
any’s methods to address identified instances of fraudulent activity and those who

(AML) Program

panies Qualifying for AML Review

to those insurance companies offering covered products. These products include: (i) A life insurance
with any type of cash surrender value; (ii) any annuity contract, other than a group annuity contract; and
other insurance product with features of cash value or investment. In general, the most significant money
laundering and terrorist financing risks in the insurance industry are found in life insurance and annuity products
because such products allow a customer to place large amounts of funds into the financial system with the
potential of transferring those funds to another person/entity, thus, masking their true origin. Each insurance
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company issuing or underwriting a covered product must develop and implement an AML program reasonably
designed to prevent the insurance company from being used to facilitate money laundering or the financing of
terrorist activities. The insurer does not have to implement a company-wide program but, rather, a program that
applies only to the insurer’s covered products. Exhibit G provides a detailed checklist of the minimum
requirements for the AML program as noted below. The examiner should utilize this checklist when evaluating

design their

the company’s AML program.
. % e in writing,

the ancial Crimes
L program, also

Components of an AML Program

Beyond the minimum requirements discussed below, insurance companies are given the flg
programs to meet the specific risks associated with their particular business. The pr
approved by senior management and made available to the U.S. Treasury D
Enforcement Network, or their designee, upon request. The minimum compone
known as the “Four Pillars,” are as follows:

e The program must incorporate policies and procedures and inte
company’s assessment of the money laundering and terrorist financi
products. An insurance company’s assessment of custo
payment, is a key component of an effective AML proggam. Qe ‘

giictivity related to potential money

and procedures that enable it to detect, monitor, and repodguspidia

laundering and terrorist financing transactions. Thus, agfhs e C¥mpany is responsible for integrating

its agents and brokers into its AML program (1) for o ing refvant customer-related information from
ne

ation, including method of
ny must also implement policies

them; (2) for using that information to assess th ndering risks presented by its business; and
(3) to identify any “red flags” that may indicate susp s actvity.

e The insurance company must designgs a officer to be responsible for implementing and
monitoring compliance of its AML prefgam, 1nc g the activities of its agents and brokers. The
compliance officer must ensure t} ted as necessary and that the appropriate persons are
educated and trained.

e The insurance company must px ling for appropriate persons. Employees with responsibility
under the program must be trained e requirements of the program, and money laundering risks
generally, so that “red flaggh for suspiciOus activity associated with covered products can be identified. A
company that offers mo mplex products may need to offer more comprehensive training programs for

employees. Companies sh also ensure that their agents are adequately trained on the risks of money

laundering and terr, C

e The insuran m| t provide for independent testing of the program on a periodic basis to ensure
that it compl ith th¢ requirements of the rules and that the program functions as designed, including
testing to determirfggompliance by the company’s agents and brokers with their obligation under the
progte

5 Related to AML

@ examination may be conducted by the appropriate, primary federal regulator of the insurance
: ore, a full-scope AML examination performed by state insurance regulators is unnecessary.
¢ financial examination of an insurer issuing covered products should include the following
0 address anti-money laundering:

Conduct a brief interview of the compliance officer responsible for implementing and monitoring
compliance with the company’s AML program. If the compliance officer delegates certain responsibilities
to other employees, it may be appropriate to also conduct interviews with them. Topics of the interview
should include, although not be limited to, the oversight of the day-to-day compliance with AML
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requirements, the contents of the company’s AML program, risk assessment, training program, and
independent test plans, and how the company monitors and controls the activity of its agents. The
interview should also cover policies and procedures for detecting, monitoring, and reporting suspicious
activity. This includes the company’s decision making policies for reporting suspicious activity when “red
flags” are identified. Finally, the examiner should make sure the company has procedures in place to

a Form 8300 when it (or its agent) receives currency in excess of $10,000 in a single tr
or more related transactions. This only applies to applicants or policyholders who for policy
premiums with cash. Any significant risks related to money laundering activities sk
by the examiner to verify they have been addressed in the company’s gisk affessmerf)d During the
interview, the examiner should note if the compliance officer is bé

provided false or misleading information, appears to lack an underst{gda thE®€Smpany’s risks
of money laundering activities, or has omitted material inform re to anti-money
laundering that should be disclosed to the Financial Crimes Enf@gce etwork for further
consideration.

e Obtain a copy of the written AML program and veri i he necessary components
discussed in the bullets above. Also, verify that the prografi@s @ by senior management.

e Obtain copies of the company’s risk assessment, inde ans and the results of the testing
e AML program must be in writing,

performed and review for any significant issues.
i creatt”a written risk assessment. However,

insurance companies are not required by regplat
management is encouraged to document its risk a writing in order to provide a clear basis for
nsider whether the company's process for

the company's policies and procedures. Exami

periodically reviewing and updating its risk dequate. A company’s AML program must be

commensurate with the risks posed bipthe particular insurance company, by the nature and
tribution channels it utilizes to market the covered

products. In its risk assessment, g
may be associated with its g
customers and their geograp
should conduct a more detailed

2., unique combination of covered products, services,
listribution channels, internal controls, etc.). The company
these categories as they apply to the company in order to
assess the risk associated with each itegory. The examiner should review the risk assessment for
completeness to determjge whether Thanagement has considered and adequately assessed all the
appropriate risk categ . Rationale for the frequency of independent testing should be included
in the risk assessme

Independent TestingAn d
insurance company,
as long as the tester 1 t the compliance officer or otherwise involved in administering the program. The

@ sultant or accountant need not perform the testing. A single employee of the

it is operating in compliance with the requirements of the Bank Secrecy Act and the company's
cedures. The scope and quality of the independent review(s) may provide examiners
ular risks in the insurance company, how these risks are being managed and
e insurance company's response to identified weaknesses. The independent reviewer’s
ssist examiners in understanding the review coverage and the quality and quantity of

m, the independent review should:
Provide a fair and unbiased appraisal of each of the required elements of the insurance company's AML
program, including its Bank Secrecy Act compliance-related policies, procedures, internal controls,

recordkeeping and reporting functions, and training. Internal controls should adequately identify “red
flags” for potentially suspicious activity.

104 © 1976-2019 National Association of Insurance Commissioners



SECTION 1 — GENERAL EXAMINATION GUIDANCE  Standard Examination Procedures

2. Be based on the risks of the company, should test the company's risk assessment for reasonableness, and
should determine the adequacy of the risk mitigation strategies in place. The independent review should
include testing of internal controls and transaction systems and procedures to identify problems and
weaknesses and, if necessary, recommend to management appropriate corrective actions. If automated
systems are utilized by the company to detect potentially suspicious activity, the company have an
appropriate understanding of the parameters set to identify “red flags.”

ve been
oriately. The

3. Include transaction testing to determine if all requirements of the company's A '
implemented and if policies, procedures, processes, and internal controls arg workfg app

independent review should include transaction testing for suspicious activi d 0 reports for
the receipt of cash premium payments over $10,000.

4. Cover all of the AML program actions taken by or defined as part of t spouibality of the designated
compliance officer. These actions include, for example, the determin ol the level of money
laundering risk faced by the business, the frequency and adequacy SA/ training for employees

and agents, and the adoption of procedures for implementation v
and transaction systems.

5. Verify that the company is taking active measures to adﬂ ificant deficiencies noted in the

f program-related controls

independent testing results.

6. Verify that the company is conducting AML tr. I propriate personnel and procedures are in
place to ensure agents are trained. The company s ave records to verify AML training is being
ming.

If an examiner identifies any significant issucdjre
procedures above or if an insurer has not g :
the chief examiner for appropriate g
according to its Memorandum of Un
result in a financial solvency concern,
transactional or otherwise, during their exal
Enforcement Network for additi
laundering compliance should b

nti-money laundering compliance based on the
program, the examiner should communicate this to
lin, tifying the Financial Crimes Enforcement Network
tanding aiteements with the states. Unless the issues discovered above

e insurgiice regulators are not expected to perform extensive testing,

Financial Crimes Enforce
Office of CompliangéPand
Enforcement Divisi

Attention: Marsha H 1 aison Officer
P.O. Box 39
Vienna, VA -0039

inCEN.Gov

sk factors assists the examiners in determining whether fraudulent activity exists. Fraud risk
S dealing with management characteristics, industry conditions or the company operating
ics or financial stability that may indicate an environment for fraud. Fraud risk factors do not indicate
s been perpetrated on or within the company, but they promote the identification of situations or
any circumstances that are typically conducive in fraudulent schemes. Typically, fraud occurs when there
n an incentive, opportunity or attitude that permits the occurrence of fraud. Although fraud can occur when
only one of these characteristics is present, fraud is most likely to occur when more than one of these conditions is
a factor. For example, the more incentives or pressure an employee has to achieve a specific financial statement
result, the more likely the employee will be able to rationalize the acceptability of fraudulent activity.

© 1976-2019 National Association of Insurance Commissioners 105



Standard Examination Procedures ~ FINANCIAL CONDITION EXAMINERS HANDBOOK

F. Examination Review Responsibilities

Workpapers are reviewed principally to ensure that the work performed is in accordance with appropriate standards and
that the report is appropriate in the circumstances. Other benefits of the review process include the ability to provide
members of the professional staff with on-the-job training and to assess their performance.

The review of workpapers is carried out at two distinct levels: detailed and general. Each of these le of 1&Qew is
intended to accomplish specific objectives. As a result, reviewers at each level have specific desighated

responsibilities.
This section sets forth considerations regarding the review of workpapers. It includes guideme fol @ e and extent

of the review and the completion of a Review and Approval Summary form.
a. Objectives of Workpaper Review
The review of workpapers is an integral part of complying with appropriatedgandar he primary objectives of

review procedures are to determine whether:

e The work has been appropriately planned. 7S

e The scope of work is sufficient to support the findings or cggcl tained in the report.

e The work has been performed in accordance with thg@taiigrds“9f the insurance department and the
NAIC.

e The examination report is supported by the k rmed as documented in the examination
workpapers.

e assessment of individual performance, provides
naon. The goal should be to perform as much of the

In addition to these primary objectives, the rev'§w al
on-the-job training and evaluates the progress Of ghe
review as possible in the field and before thg .

b. Levels of Review

To accomplish the review objectives, twé
review covers the technical accuracy and coi

shared by two or more people. eneral review focuses on the adequacy of the work as a whole. This review
should be performed by the glgi :

Before any significant begins, a detailed review of the planning workpapers and examination program
e at a level higher than the preparer.

S.it may not be practical to perform the detailed review of the planning workpapers for all
se 3 begins. In these cases, where one key activity is ready to proceed before all planning

he planning work impacting that particular key activity should be reviewed prior to substantial
progiures being performed in that area.

by experienced examiners in planning meetings and in early review of the documentation of the
nning effort will enhance the efficiency of the examination. The chief examiner, or designee, should approve
amination Planning Memorandum before significant testwork begins.

The chief examiner, or designee, also should approve on a timely basis the staffing plan, time budget and

assignment of the detailed review responsibilities, taking into consideration the level of risk associated with the
various work areas.
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d. Detailed Review

All workpapers require a detailed review. On larger examinations, there may be two or more detailed reviewers,
each with responsibilities for particular areas. On smaller examinations, typically there will be only one detailed
reviewer.

The completion of the risk assessment enables examiners to plan the review to be proportionatd{to th&@gisk of
material error in specific accounts and transactions. This risk of material error and the technical etence and
experience of the assigned staff personnel will influence who should perform the procedur . These
same factors should influence the selection of the detailed reviewer for each area. . Q

For example, an examiner-in-charge ordinarily will perform procedures in area: 1 S ant subjective
judgments. As a result, the chief examiner, or designee, would perform a detais% the work in these
areas.

The emphasis of a detailed review is on the technical accuracy and comple@gess o workpapers. A detailed
reviewer should determine whether:

 Procedures in the examination program were properlgype
referenced from the examination program to the workpap

e Conclusions are clearly documented and adequately s
should determine whether all tick marks are clearl
appropriately supported and explained, and any a

e Procedures performed were sufficient in light of the"@gamination findings and any changes in conditions
occurring since the procedures were planned exa ion program is developed from expectations
based on conditions existing during &e plnnd cess. Therefore, examiners should evaluate the
results of procedures against those expectggions, consirering any subsequent changes in conditions.

e workpapers. A detailed reviewer
1l significant or unusual amounts are
mments are clarified or removed.

In connection with the detailed revigh
Memorandum (SRM), or a substantia

should complete Exhibit AA — Summary Review

e. General Review

The general review, which focusgifon the adequacy of the examination work as a whole, should be performed by
the chief examiner, or designee. eneral reviewer’s responsibilities are to determine whether:

d reviQly has been performed for all work areas. If any workpapers have not had a
Generalfeviewer should perform the review or see that it is done.
as'® performed in accordance with this Handbook.

b to low-risk areas ordinarily need only be scanned, while other workpapers should be read
ication of the work of the detailed reviewer should be avoided, except to the extent considered

o7 Inherent and residual risk assessments within the risk assessment workpapers.

e Items covered in the SRM.

e Technical competence and experience of the personnel who performed the work and completed the
detailed review.
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The general review should include the workpapers relating to important examination issues. Typically, such
workpapers should document the following:

e Complex or unusual transactions, including affiliated transactions.
e Areas where problems were encountered, whether expected or unexpected.
e Changes in accounting policies.

The general reviewer should be satisfied that the annual statement review procedures as descri elow have
been performed. The final overall review of the Annual Statement may indicate a need for th iewer to
focus on particular workpapers to understand the reasons for fluctuations or unusual glatio

f. Actuarial Review \
The workpapers or supporting documentation of the actuarial examiner or cqgsultiiggactuary should also be
¢, phie

reviewed. Those performing this review could include the examiner-in-charg aminer or insurance
department actuary.

g. Annual Statement Review Procedures

work. The purpose is to ensure that (1) the numbers make sense understanding of the company; and

Examiners should perform a final overall review of the comparagv ents near the conclusion of field
7 0
(2) satisfaction with the sufficiency of the examination proced R

h. Documentation of Review

Reviewers should document their review by signin
should sign or initial workpapers they have r§(li-l b
merely scanned to determine whether previ
workpapers comprising one account ang
date the first page only. Reviewers a
conclusions to the workpapers they re

g and dating each workpaper. General reviewers
document their review of workpapers they have
ere performed adequately. If there are several
culigating one procedure, it is sufficient to sign or initial and
ged to add their own explanations or rationale in support of

d

i.  Review and Approval Summary

The Review and Approval Su ry (RAS) for financial examinations is applicable to all examinations.
Completion of this form docug erformance of the review requirements of this part.

It is the responsibill xaminer, or designee, to be satisfied that all required review procedures are
performed and are di entiphgfore authorizing the release of the report. An example of such documentation is
included in Exhibit Q — iew and Approval Summary (RAS) for Examinations.

j.  Examiner’s A vit

a iled review of all examination workpapers, it is the responsibility of the examiner-in-
ied that the examination was performed in a manner consistent with the standards and

During the course of an examination, a company’s management makes many representations to examiners in
response to specific inquiries and through the financial statements. Management representations, either oral or
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written, generally should not be taken as the only support for important examination judgments and conclusions.
These representations should corroborate information obtained from applying other examination procedures. In
certain situations, however, corroborating information that can be obtained from applying examination procedures
other than inquiry are limited. For example, when a company plans to take future action that has an impact on the
annual statement under examination, the expression of that intention might be the only evidence available. In
these situations, a written representation should be obtained to confirm management’s plans.

b. Obtaining the Letter

As part of every examination, a letter of representation should be obtained from manageme bresentations
included in such a letter are management’s statements obtained to provide evidence, ayoid
secure the active cooperation of the company in the performance of procedures. p

Exhibit T — Sample Letter of Representation.

t

life/health insurance
ance organizations. The
for the company under
¢ examiner should be alert for
to those provided in the sample

The sample letter includes typical language that may apply to property/casua
companies, title companies and mortgage guaranty insurers, as well as h mai
actual letter of representation used in a particular examination sho i
examination based on the facts and circumstances surrounding tha€ aflv
areas of significance that should be included in the company’sptter,{@additid

letters. Conversely, many of the items included in the sample lette@uwil g applicable to the company under
examination and should be omitted from the actual letter of re N tSed for that examination. In general,
such letters are no more than a few pages in length, co ifigin broadMerms the significant representations of
management.

=

c. Signing and Dating Requirements
Letters of representation should bear the sameate as,_t xamination report and should be signed by the
company’s chief executive, financial ang ntiigyotlicers. Other officers and employees whose functions
include significant responsibility for th 0! process also should be asked to sign the letter.

d. Review with Management

entation ally is drafted by the examiner and given to the company’s
ter of courtesy, and for letters to accomplish their purpose, the representations
Is who will be asked to sign the letter. Making a draft of the letter available

For convenience, a letter of rep
management for signature. As a
should be discussed with the indiv

Some events or tran s that occur after the balance sheet date may have an important bearing on the financial
statements. If it is dg i

he values reported in the financial statements, an examination adjustment should be made by the

For those subsequent events that provide evidence about conditions that did not exist at the date of the balance sheet but
developed prior to the issuance of the insurer’s financial statements, a footnote disclosure is not required; however, if the
undisclosed subsequent event could make the financial statements misleading, a description of the event and an estimate
of the financial effect of the subsequent event should be disclosed in the footnotes to the examination report. The same
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treatment should be used for subsequent events where no evidence of the condition existed until after the insurer's
financial statements were issued. No examination adjustments would be required in these situations since the condition
did not exist at the balance sheet date. As long as the insurer used sound judgment at the time of the issuance of the
financial statements regarding the subsequent event, the future condition should not be used to determine the values at the
“as of” date on the balance sheet.

In connection with the review of subsequent events, the examiner should complete Exhibit P — W 0 ents
Subsequent to the Exam Period, which contains specific procedures related to the review for, and i ification of,

subsequent events.

I. Review of Premium Taxes *
Due to significant compliance issues associated with, and in many cases, the materiality, N taxes paid by an
insurer, the examiner should review the proper allocation of premium amounts by 1§ iness, and the proper
calculation and remittance of premium taxes for all examinations of multi-state insurers. ontrol and detail test
procedures that may be performed to gather sufficient evidence that an insurer h: ported the allocation of
premium amounts and calculated and remitted its premium tax payment can be Examination Repository —
Online Supplement, located on the NAIC Web site.

d

It should be noted that certain procedures may already be performed by ta\
licae a

(&) S
S O

and, based upon the extent of
the procedures performed by the taxing authorities, may be considered unnecessary for the exam team to

review.

J. Summary of Unadjusted Errors

Errors detected as a result of substantive testing may tak rms, including both known and likely errors as
demonstrated in the PPS sampling discussion. In additi ese/examiners may note classification errors or have
disagreements with an insurance company’s managgii t& rious accounting estimates used by the company.

One of the objectives of the examiner is to g
misstated. Frequently, the examiner adjusts fo

her the company’s surplus or solvency position is materially

in his or her examination report. In addition, examiners may
also encounter individually small misstatements tf it considered material to the company and are so insignificant
as to not require an adjustment within the examind report. The determination of which errors to include in the
examination report is up to the professiondyjudgment of the examiner-in-charge. Often, the examiner may wish to exclude
clearly immaterial misstatements in the report. Where an adjustment is not made, the examiner must ensure that
these individually immaterial misstg not material in the aggregate or do not involve violations of law. The
examiner must be able to s am results of each individual account balance and perform an overall error
evaluation on unadjusted ly, to gauge the effect of each of the various errors, the examiner should
complete the Exhibit BB — Pnadjusted Errors worksheet, or a substantially similar document, to be placed
within the examiner’s workpape at summarizes the aggregate effect of all uncorrected errors. Only errors that are
above the passed a ang journal ®fitry scope should be included in the summary (see discussion in the Materiality
Section of Section 1, 11). Errors that the examiner has adjusted in the exam report should also not be included in this
summary, althoug] inar should maintain a separate summary that shows those adjustments that will be included
in the examinatio ummary of Unadjusted Errors separately identifies each error as to whether it is a known

error or a § immarizes its effect on the components of the financial statements. This allows the examiner to
review the ors on the various financial statement components and to assess whether the aggregate effect
of these errors ose to, or exceeds planned tolerable error, which may indicate whether certain unadjusted errors should
be i mination report

result of the %Csting procedures performed. For example, in performing substantive tests on premiums receivable, an
examiner may determine from the evidence that a receivable listed as $10,500 on the company’s books should have been
recorded at $5,500. As such, premium receivables and, thus, premium income, would be overstated by $5,000. This would
be considered a known error as the evidence clearly indicates.
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Likely errors may also be identified by the examiner, although the amounts cannot be exactly identified. These errors are
identified through the extrapolation of misstatements found in a statistical sample or are based on the professional
judgment and opinion of the examiner. An example of a likely error would be a disagreement over an accounting estimate,
such as incurred but not reported (IBNR) reserves for a property/casualty company.

Having summarized the uncorrected misstatements, the examiner should consider the effects of the errors
tolerable error. If the aggregate known and likely unadjusted errors exceed, or are close to planned toleral

adjustments in the exam report for some or all of the known misstatements; and/or (2) have thgg®@ sist the
examiner in evaluating the likely errors noted to determine if the actual evidence supports the exa
error. By utilizing one or both of these procedures, the examiner should reduce the aggre&t Sun

Errors to an amount deemed acceptable by the examiner. \
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V. REINSURANCE REVIEW

This section of the Handbook addresses the following subjects:

A. Evaluation of Risk Transfer

B. Credit for Reinsurance Guidelines

C. Reinsurance Balances Recoverable

D. Termination of Reinsurance Agreements

A. Evaluation of Risk Transfer &

S 0 reinsurers and
oculiggtation (placement
ts for completeness,

The examiner should review the procedures followed by the company in accordance wit
the ongoing monitoring of their financial condition. It is important to review all reinsur.

accounts) have been secured by the company in a timely manner for all amo
reinsurers.

arrangement in which no underwriting or tnmng risk is transferred to the
no limitations on risk transfer other than those inherent in the origi

applicable to the obligations of the reinsurer.

Property/Casualty Reinsurance \
For statutory accounting purposes, “risk” is defined i 1 SSA4 N —Properly and Casualty Reinsurance — Revised
(SSAP No. 62R), of the NAIC Accounting Practzces Manual as consisting of two distinct elements:
underwriting risk and timing risk.

ases recoverable by the cedent from the reinsurer will exceed
in an underwriting loss to the reinsurer.

iciesvand the reinsurance agreement, are

Underwriting risk is the possibility that Ig
the consideration received by the reinsurer,

Timing risk exists when anticipated loss payment@yftterns are not considered during the development of recoverable
losses under the reinsurance agreemenf’and result in a reduction in investment income to the reinsurer as an effect of
the accelerated loss payments.

t Worder to warrant reinsurance accounting treatment. The other elements of
e inherent in most reinsurance agreements, and result in a reduction in

Both of these elements of ris mus

reinsurance. The la
underwriting and ti
signiﬁcant loss frops

e in SSAP No. 62R requires only that the reinsurer assume signiﬁcant insurance risk (i.e.,

isk) and that a reasonable possibility exists that the reinsurer, in so doing, may sustain a
ion. The determination of what amount of risk is s1gmﬁcant is to be made on a case-by-
e term “reasonably possible” is defined in Question #12 in SSAP No. 62R, Appendix A as
¢ than remote.” A common method for GAAP purposes is that there must exist at least a 10%

year) should rve to limit the amount by which gross losses may be reduced on the cedent’s financial statements Such
limitations may take the form of loss ratio caps, per occurrence loss limits, loss “corridors” (a band of loss which must be
assumed net by the company before the reinsurer becomes responsible for any further losses under the agreement) etc.
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The amount of credit allowed should be directly related to the amount of loss recoverable (i.e., for a “finite” amount of
risk transferred to the reinsurer, no more than an equivalent “finite” amount of statement credit should be allowed).

Provisions in the reinsurance agreement that have the effect of deferring the reinsurer’s obligation to reimburse covered
losses will generally cause the transaction to fail the timing risk requirement, preventing the application of a credit for
reinsurance. Examples of these provisions include “floating” retentions, “last dollar paid” arrangements, iple-year
retentions, payment schedules, or payment of reported losses less frequently than quarterly.

Examiners should determine whether any separate agreements or understandings exist between the reigguca eement
parties that would serve to reduce, offset or eliminate the reinsurer’s obligations. To the extep right to
commute the contract exists for either party, or both parties, risk transfer would be questiogpble. instance, a
credit for reinsurance should not be allowed under the reinsurance agreement. For prope g ympanies, the

examiner should review the company’s responses to the appropriate disclosures in A atement General
Interrogatories to determine whether these types of situations exist.

An analysis of contract provisions is necessary to determine whether, and to
treatment should be allowed. Even if the provisions in the reinsurance agreement s nsfer requirements, it is
often necessary to perform an analysis of discounted cash flows, using reasonablaes as to the ultimate amount
of recoverable incurred losses, loss payment patterns and interest rate e whether there is a reasonable
likelihood of a significant undcrwrlting loss to the reinsurer. If this cggno demo trated, the transaction should be

accounted for as a deposit.
In the simplified illustration that follows, if the probability of a logs r: \Q) r higher on the business reinsured does
c

not illustrate a greater than “remote” possibility, one would lude that the transaction does not transfer
sufficient risk to the reinsurer to warrant reinsurance accounting tri

Simplified Illustration of Cash Flow Analysis
Assumptions:
Ultimate loss ratio will be no lower than 75% anges N 25%

$5,000,000 premium less 20% ceding com

e paid at inception of the reinsurance agreement
Interest rate = 5%, compounding annually

Paid losses will be recovered from thefZinsurer at the end of each year as follows:

In determining Wheth T rgsurance accounting is allowable, it should be noted that in certain instances the business
covered by the r c eement might be inherently profitable. As long as the provisions of the reinsurance
agreement lace talons on the obligations of the reinsurer (i.e., the reinsurer’s underwriting result can be expected

to mirror i company), commission impact aside, it would be appropriate to allow reinsurance accounting.

cepted or renewed on or after January 1, 1994, applies to losses occurring prior to the inception date
of the ag@gment. Any such agreement must be accounted for as retroactive reinsurance, per the instructions set forth in
, unless the agreement meets any of the exceptions provided therein. Part Three of Exhibit N can be
utilized by an examiner when reviewing a reinsurance contract.

114 © 1976-2019 National Association of Insurance Commissioners



SECTION 1 — GENERAL EXAMINATION GUIDANCE Reinsurance Review

Life and Health Reinsurance

For life and health reinsurance, the evaluation of risk transfer is quite different from that for property/casualty reinsurance.
SSAP No. 61R—Life, Deposit-Type and Accident and Health Reinsurance — Revised (SSAP No. 61R) requires a “transfer
of significant risks inherent to the business reinsured.” The regulation does not address the probability of loss to the
reinsurer at all in defining “transfer of risk.” “Significant risks” are defined in Appendix 791 of the Accou ractices
& Procedures Manual which includes a table of risks and contract types. The examiner should consult S
details concerning the evaluation of risk transfer for life and health reinsurance agreements. SSAP No. specifically
prohibits the use of side agreements, which differs from the property/casualty treatment of side agre

B. Credit for Reinsurance Guidelines L 4

Note: In late 2011, the NAIC adopted revisions to the Credit for Reinsurance Model (# and the Credit for
Reinsurance Model Regulation (#786). These revisions serve to reduce reinsurance collatera uirémlents for reinsurers
that have been “certified” by the domestic state of the ceding insurer. A number of sta av )pted these revisions
within their respective credit for reinsurance statute and/or regulation, and severgl addi | states are considering
similar proposals. If your state has adopted these revisions, you should refer to the r state’s updated statute

for the most current guidance regarding credit for reinsurance as it pertaing to % rers.”

Subject to the laws of the various states, credit for reinsurance ma@be 4
reinsurance contract includes a proper insolvency clause and the specific €tert
adequately met:

the ceding company when the
e appropriate category have been

d

1. Reinsurer is Licensed in the Ceding Company’s Domicili: tate
Reinsurers who meet this classification must have ob thet nsure status at the time the statutory financial
statement credit for reinsurance is claimed or gghen tatements indicating the credit have been filed by

the ceding company. The reinsurer then must c@gtinti€ to pfilintain compliance with the licensure status at all
times after the credit has been taken. Thedimms ent is considered to be perpetual and not periodic;
therefore, appropriate information is cluded in the company’s financial statements when

at the time the financial statemelyeredit is claimed in order for the domestic insurer to receive a credit for
reinsurance. In order to obta@@ s

b 3 ich grants specific authority to the ceding company’s domiciliary insurance

— Reinsurance Review), as well as documentation of licensure to transact

Jltal statements with the domiciliary insurance commissioner. In addition, the

strate to the satisfaction of the commissioner that it has adequate financial capacity

ance obligdtions and is otherwise qualified to assume reinsurance from domestic insurers. An

deemed to meet this requirement as of the time of its application if it maintains a surplus as
i an amount not less than $20 million and its accreditation has not been denied by the

commissioner (Part
insurance or reinsur:

reinsurer must be domiciled (and licensed) in a substantially similar state that has adopted the NAIC Credit
insurance Model Law (#785) or substantially similar law and, therefore, is subject to that state’s credit for
reinsurance standards at the time the financial statement credit for reinsurance is claimed. The reinsurer must also
maintain a surplus of at least $20 million and file a Form AR-1 with the insurance commissioner.
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4.

116

Reinsurer Maintains Trust Funds

A credit for reinsurance ceded by domestic insurers is available to assuming insurers that maintain trust funds for
a requisite amount in a qualified U.S. financial institution (actual amount is determined by the classification of the
assuming insurer). The assuming insurer is required to annually report to the insurance commissioner for
determination of the sufficiency of the trust fund. The classifications of assuming insurers are as fol

to ceded reinsurance by U.S. domiciled insurers. In addition, the assuming insurer ai trusteed
surplus of at least $20 million. If the assuming insurer has permanently disconti

business secured by the trust for at least three full years, the commissio&r
required trusteed surplus to an amount no lower than thirty percent (3% “lning insurer’s
liabilities attributable to reinsurance ceded by the U.S. ceding insurers cov

under reinsurance
e group’s liabilities for

b. Incorporated and Unincorporated Group Underwriters — For reinsur
agreements dated after January 1, 1992, trust funds must equal
business ceded by U.S. domiciled ceding insurers. For reinsurance agr
1992, trust funds must at least equal the insurance andgging !Eigi 1 ies attributable to business

1

written in the United States. In addition to these trustggthe
surplus for the benefit of U.S.-domiciled ceding insurcrsgTh
prohibited from engaging in auxiliary business, other

omfdrated members of the group are
erwipting as a member of the group, and

must be subject to the same regulation and control he gri as the unincorporated members. The
group is also required to annually file either a fica of solvency for each underwriter member or
independently prepared financial statements for ed e er to the insurance commissioner.
A credit for reinsurance will not be granted for fin. who maintain trust funds, unless the insurance
commissioner of the state where the trust 1 approved the form of the trust. An insurance
commissioner from another state may apprgye th st e commissioner has accepted responsibility for the
regulatory oversight of the trust. The fogt o s equired to be filed with the insurance commissioner in
every state the ceding insurer beneficigiies of the tigkt are domiciled.

Certified Reinsurers

An assuming reinsurer must have
company at the time the financi
for reinsurance. In order to Qlagms
licensed to transact i
assuming reinsurer
ratings from two or

ained certification by the commissioner of the domiciliary state of the ceding
tement credit is claimed in order for the domestic insurer to receive a credit
atus of certified reinsurer, the assuming reinsurer must be domiciled and
nsurance in a qualified jurisdiction, as determined by the commissioner. The
n a surplus level of no less than $250 million and maintain financial strength
® rating agencies.

The allowablg credit for reifiurance ceded by a domestic insurer to an assuming reinsurer that has been certified
e domestic insurer’s state is based upon the security held by, or on behalf of, the ceding insurer

(e.g., ds, held, letter of credit, etc.). The amount of security required to be held (e.g., level of
collateral esponds to the rating assigned to the certified reinsurer by the commissioner, which is
b actors including, but not limited to, the certified reinsurer’s business practices, regulatory

insurance is Required by Law

hose jurisdictions in which reinsurance is required by law, the domestic ceding insurers may take a credit for
reinS@pance, even though the assuming insurer does not meet the requirements set forth in the above sections.
Examples of the assuming insurers for which credit may be allowed include state-owned or controlled insurance
or reinsurance companies, guaranty organizations and residual required market mechanisms.
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7. Assuming Insurer is Unauthorized and Not Included Within the Previous Categories

A credit for reinsurance may also be granted to the ceding company even when the assuming insurer does not
meet any of the above credit-permitted categories. In these instances, if the ceding insurer holds funds or is
exclusively entitled to funds held in a U.S. institution provided as security for reinsurance obligations, the ceding
insurer is permitted to take a reduction of liability or record an asset. The reduction is not permitte ceed the
liabilities carried by the ceding insurer. The funds held may take the form of cash, qualifyi
securities as indicated by the NAIC Securities Valuation Office, letters of credit, and any other ity that has

irrevocable, unconditional, and issued or confirmed by a qualified U.S. financial institution whn, they must

d Practice for
example letter of

notice on what laws the letter of credit is governed by (e.g., state law, Uni
Documentary Credits of the International Chamber of Commerce, or any other pu
credit form is included in the Handbook as Part One of Exhibit N.

In addition to the categories addressed above, the ceding insurer may cre r unencumbered funds
withheld by the U.S. ceding insurer that are under the exclusive contrg wal of the ceding insurer.
However, no credit, asset or reduction from liability will be pex insirance agreements that do not
contain a proper insolvency clause. Additionally, unauthorlze%ssu s must submit and comply with
requirements of a U.S. jurisdiction.

Credit will not be allowed to a ceding company for reinsur:
January 1, 1980, where payments are made via an int
provision whereby the reinsurer assumes all credit ri
intermediary.

cessiogs under contracts incepting on or after
diat§@uinless the reinsurance agreement includes a
thé¥intermediary related to payments to the

Certain special requirements must be satisﬁed?
health reinsurance structured on a proportjg
Reinsurance Agreements Model Regulg
states.

dit f4¥ reinsurance may be taken with respect to life and
e quirements are set forth in the NAIC Life and Health
en adopted in one form or another by nearly all of the

Reinsurers applying for accredited or authd atus (or, in the case of reinsurers domiciled outside the United
States, “trusteed” status) in states gghich they &8¢ not licensed must provide to the Commissioner in such states a
properly executed Form AR-1 ( Two of Exhibit N) as evidence of their compliance with the requirement to
designate the Commissioner as t for receipt of service of process and to recognize the Commissioner’s
authority to examine their bg® : rds.

(The examiner sho
additional guidance or Reinsurance.)

The credit for reins in nearly all of the states allow credit to be taken for reinsurance cessions to syndicates at
Lloyd’s, based o that Lloyd’s American Trust Fund, which is maintained in New York, contains assets
sufﬁc1ent | of the insurance and reinsurance liabilities arising out of business written by such syndicates
in the Unit ding non-U.S. business denominated in U.S. dollars, plus an amount, to be held on a joint basis
of no less than 1on over and above the syndicates’ total U.S. liabilities

with cessions under reinsurance agreements with an inception, anniversary or renewal date on or after
3, collateral for U.S. reinsurance liabilities assumed by syndicates at Lloyd’s will no longer be afforded on
sis via Lloyd’s American Trust Fund; each syndicate writing U.S. situs reinsurance business (i.e.,
reinsurance ceded by an insurer domiciled in the United States) must subscribe a deed of trust under the terms of which
the syndicate undertakes to maintain assets in a separate trust account in an amount equal to its total gross liabilities
arising out of its assumed U.S. situs reinsurance business. Statement credit for reinsurance ceded to syndicates not
participating in the new collateralization arrangement would be allowable only upon demonstration that adequate specific
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collateral has been provided to the cedent. Additionally, Lloyd’s has undertaken to maintain a joint trusteed surplus in the
amount of $100 million.

The trustee is obligated to file no later than February 28, of the year following the year for which the ceding company has
taken credit on its financial statement for reinsurance ceded to a “trusteed” alien reinsurer or to syndicates at Lloyd’s
maintaining U.S. situs reinsurance trust accounts, a statement indicating the balance in such accounts as of te of the

with each state in which a domestic insurer has taken such reinsurance credit.

Note that Lloyd’s syndicates are also eligible for status as a “certified reinsurer” in the states that J ollateral
reduction provisions under the NAIC’s revised Credit for Reinsurance Model Law (#785) afy the
Model Regulation (#786). The trust fund described above does not include collateral for liabili
written by Lloyd’s syndicates under “certified reinsurer” status, as such liabilities are coll i
collateral applicable to liabilities assumed under “certified reinsurer” status is provided to

arately. At present,
1 ceding insurer.

Information regarding total U.S. assumed reinsurance liabilities of trusteed alien reinsur nd syndicates at Lloyd’s
maintaining U.S. situs reinsurance trust accounts can be obtained directly from NAIQ Watabase; if assistance is
required in that regard, the examiner should contact the NAIC Financial Regulat vision.

C. Reinsurance Balances Recoverable &

Reinsurance balances recoverable from the company’s reinsurers shoul eWQiuatc@on the perceived financial condition
of the reinsurer. The examiner should evaluate the likelihood thafthe any receive all of the amounts recoverable
from that reinsurer in a timely manner. Receipt of receivable m urers should be consistent with the actual
payment of claims under the policy’s reinsured, in accordance wi einsurance agreement settlement provisions, and
in line with established aggregate or catastrophe reinsurance p, tions.

The appropriate maintenance of reinsurance records i cal #hd fundamental element to ensure collection of
reinsurance recoverables for any insurer. As parfes e evaluate the collectibility of reinsurance balances
recoverable, the examiner should determine wh asu as adequate processes in place to maintain appropriate
record keeping for reinsurance transactions. S¢fe question$ho consider in this regard include the following:

Are key records associated with reinsurance

Are treaties signed?

Does billing documentation con to standards defined in the reinsurance contract?

Can the company supply records tiigsupport an inception-to-date position on a treaty for both premiums paid to
: id LAE recovered from reinsurance?

hard copy and is access to such records appropriately restricted?

ondition of all reinsurers from which material balances will eventually become
recoverable should be completed, the examiner focusing first on the reinsurer with the most assumed risk. Review of
the most recent annu ement will provide an overview of all recoverable balances for this purpose. In accordance with
the review, the exami uld determine the degree to which the company’s statutory surplus may be exposed to erosion
in the event of unrg

from reinsurers known to be in liquidation should be viewed with considerable skepticism. The
examin ould verify that reinsurance balances deemed uncollectible are properly written off and that reinsurance
recoverablc®&om unauthorized reinsurers are reported as an asset and a liability (as necessary) to comply with statutory
accounting rules. Additionally, any penalties assessed from authorized overdue reinsurance balances should be recorded
as a liability.
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D. Termination of Reinsurance Agreements

1.

Reinsurance Treaties

Reinsurance treaties may be written either on a “continuous until canceled” basis, or for a defined period of time,

usually 12 months. Contracts written on a continuous basis will ordinarily contain a termination ¢ that will
indicate which party may initiate termination (usually either party, but in some instances the reinsfiter effect
termination only under certain defined circumstances), the date by which intent to te be
communicated to the other party (usually at least 90 days prior to the anniversary date of the a4 , and the
date on which termination will be effective, assuming that the termination notice has not begf

It is not unusual for reinsurers to issue a “provisional notification of intent to te in’a e notification

t {0 terminate while
eview in order to
ether modifications

date stipulated in the agreement. The reinsurers complete this in order to pres
awaiting receipt of pertinent updated underwriting information that the reinsure

to continue, the “provisional” notice should be rescinded.

When a continuous agreement is terminated, it is necessary to €Qglig ly what is to be done regarding
business in-force as of the termination date. For reinsurance aggeent® % are two methods to terminate in-
force business. To address these situations, the contract may indicag usc bV cut-off” basis or use of the “run-
off” basis. Under the cut-off basis, the reinsurer remains liable s oeeurring prior to the termination date,
but not for losses occurring at any time thereafter. Under the off b the reinsurer remains liable for losses
occurring on policies in-force as of the termination date I rance agreement, usually until the earliest of

the expiration, termination or next anniversary date of the bnal poijeies.
If the reinsurance agreement contemplates rengtanc of rance premium on the basis of written rather than
earned premium, termination on a cut-off basi quify the reinsurer to return the unearned premium,

calculated as of the termination date, to the
usually cover only losses occurring durj
premium, so the issues of run-off protg

einsurance agreements written for a specific term
d the reinsurance premium is usually based on earned
e unearned premium portfolio do not typically occur.

Life & Health Reinsurance

Life reinsurance agreements gen
effected by either the ceding co
terminate all reinsurance for non:

Ily may bC terminated with respect to new business. Such termination is
ny or the reinsurer giving advance notice to the other. The reinsurer may also
ent of reinsurance premiums or the parties may mutually agree to terminate
e. In the latter case, since such termination is under the control of the
ntered provision obligates the ceding company to indemnify the reinsurer for
¢Jce as of the termination date. Some forms of health reinsurance differ from
& be annually renewed. With these forms of reinsurance, if reinsurance is not
inates at the end of the agreement period.

ceding company, a
adverse experience
life reinsurance in t

bf premium. Most health contracts have termination language that allows for automatic
event of insolvency or cessation of operations. In the event of either of these events, the
benefits clause should be triggered which requires the reinsurer to be liable for all claims incurred
of insolvency through the next 31 days. This prospective of first dollar coverage is not normally

typiCaly require that the reinsurer pay claims from the date of insolvency through the earlier of the date of
discharge for a member who is confined to an impatient facility, or the date the member becomes eligible for
health coverage under another plan. Continuation of benefits clauses may also contain other limitations as well.
The coverage may also provide that the reinsurance company continue benefits for any member for medical
services incurred for a service date subsequent to the date of insolvency provided that premium for the members
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is current. Historically, continuation of benefits clauses have not contained maximum limits. However, more
recently, reinsurers have attempted to insert dollar limits to avoid large exposure under the provision resulting
from the insolvency of a large health entity. It is imperative that the language included in the continuation of
benefits clause match the language in the insolvency clause so there is no gap in coverage for the members
covered by the plan.

Some states require 60-days prior written notification to the plan and the commissioner offfinsulfgee for
termination for any cause, including the non-payment of premiums.

Facultative Certificates

Certificates of facultative reinsurance usually have termination dates that are cot ituations, the

reinsurance agreement terminates automatically with the termination date of the o

Commutation

Reinsurance agreements often create obligations, particularly to the reinsur not be entirely fulfilled
until long after the agreement has expired or been terminated. Many ag; ain a commutation clause,
which provides a basis upon which the parties can agree on t at value of estimated future loss
payments. The commutation clause basis entails a careful ggtua s of reserves for reported and
unreported losses as well as expected timing of loss payments e
the agreed amount, the cedent will execute an agreement relievigpthSQgi er from any further responsibility for
such losses.

The commutation arrangement may apply to the entire ref ce agreement or only to certain elements thereof,
(such as to specific claims, or certain types of covere i , workers compensation, medical malpractice
or long-term disability), or only to losses attrib pecific accident years. In the event of partial
commutation, the balance of the reinsurance tClatio the respective responsibilities of the parties will
remain unchanged. Since the net present va i received by the ceding company will invariably be
less than the ultimate undiscounted valug inally ceded to the reinsurer, the company will sustain an
immediate reduction in surplus. As a urel’ will realize an immediate increase in surplus as a result
of the commutation. The examiner sl whether all such transactions have been properly accounted
for and properly disclosed in the financid s in accordance with SSAP No. 62R, paragraphs 68-71 and
SSAP No. 61R, paragraph 57.

Rescission

The rescission of a reinsurg ecipnt is effectively the retroactive termination of the contract at inception.
Under this method ohts and obligations arising under the contract are entirely voided, and the
parties are thereby espective positions prior to inception of the agreement. This may occur by
mutual agreement of J0r may be the remedy that is granted by an arbitration panel or court in cases
where one party, more coigonly the reinsurer, is able to demonstrate that it has been irreparably damaged as a
result of reli pon delibefate material misrepresentations made by the other party.

Novation einsurance)

speaking, does not serve to terminate a contract. It is a legal process whereby one of the
replaced by another person or entity, with the result that all rights and obligations of that
¢ assumed, as of the date of the novation, by the new person or entity. Ordinarily, other terms and
the agreement will not be affected by the novation itself, although they may subsequently be
mutual consent, consistent with contract provisions and subject, where applicable, to regulatory

In the insurance industry such transactions have generally been characterized as “assumption reinsurance.” This is
really a misnomer, since in an ordinary indemnity reinsurance arrangement no novation occurs, as the insurer’s
liabilities to its policyholders are not eliminated or reduced by virtue of the existence of reinsurance protection.
However, the term is widely used in both industry and the regulatory community. Since long-term, non-
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cancelable policies are preponderantly found in the life and health sector, assumption transactions are utilized
much more extensively there than in the property/casualty sector.

Having disposed of a block of in-force business by means of an assumption by another insurer, the original
insurer may still be obligated to fulfill contractual responsibilities to policyholders who have explicitly rejected
the transfer of their policies to the new insurer. Additionally, the insurer may have contingent giiligations to
policyholders whose consent has not been received prior to the established deadline after which t
be considered as a matter of law. In such cases, the examiner should determine whether
appropriately reflected reserves for residual or contingent exposure in its financial statement, o prevent
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VI. LIFE INSURANCE RESERVE REVIEW

This section covers procedures and considerations that are important when conducting financial condition examinations of
life insurance reserves. The discussion here is divided as follows:

Life Insurance Reserve Overview

Formula Based Valuation Methodology

Principle-Based Valuation Methodology

Actuarial Opinion and Asset Adequacy Analysis O

moaws

Actuarial Oversight and Internal Controls &

A. Life Insurance Reserve Overview \
Life insurance reserves represent the liability established by the insurance company to icy benefits such as

death benefits upon the death of the insured, endowment benefits upon the maturity of a insurance policy and cash
surrender benefits upon the surrender of the life insurance policy. Historically, the c&@gpany Fability to pay future policy
benefits has been determined by calculating a reserve based on a formula valuatiggiggsth as described below. Life
insurance products have evolved over time and today, such products may@c plex offering multiple benefits
and/or options to the policyowner or the insured or both the policyoan and Wk 1 within a single contract such as
death benefits, accelerated death benefits, secondary guarantees such lapi@€iarantees, policy loans, retirement
income benefits such as guaranteed lifetime income benefits and long{Fferm benefits. The value of some of these
complex benefits depends upon the current and future market 0 underlying assets. Regulators have found it
increasingly difficult to define or modify a formula based valuati cthd@logy to value all the options and/or benefits
in a single contract. This complexity of current insurance products ith the fact that the value of certain benefits
depends upon the current and future market value of underlfing s Tids led to the development of a principle-based
valuation methodology which incorporates the value of§both ndJiability cash flows. The principle-based valuation
methodology is described below.

odo , amendments to the Standard Valuation Law were
The Valuation Manual which is referred to in the amended

manual’s operative date. Requirements include al
reserve as well as any changes to the fo based valtation methodology that occurs on and after the operative date of
the Valuation Manual. The operative d f the Valuation Manual is January 1, 2017. Unless a change in the Valuation
s to the Valuation Manual shall be effective January 1 following the date
when the change to the Valuation Mrdnus en adopted by the NAIC by an affirmative vote of at least three-fourths
(3/4) of the members of the not less than a majority of the total membership and such members voting in
the affirmative represent ju 1 otaling greater than 75% of the direct premiums written as reported in the most
recent life, accident and he ual statements, health annual statements, or fraternal annual statements. No state
changes to the Valuation Manual.

The Valuation Manua
otherwise specifiedg

insurance contrags ¢

the imple i elrinciple-based valuation methodology to life insurance contracts issued during the first 3 years
a date of the Valuation Manual. Since elements of the Actuarial Method in AG 48 are based on

may “partially implement” the Valuation Manual during the deferral period even though for new

otherwise defers implementation.

Actuarial line 48 (AG 48) was adopted December 16, 2014 with an effective date of January 1, 2015 and refers to
the Actuarial Method which is also a principle based methodology that companies may use in evaluating level of primary
assets held by captive insurers in support of reserves. If regulators determine that the insurer under examination has
business subject to AG 48, they may also consider the involvement of a credentialed actuary and may apply the concepts
discussed in evaluating PBR.
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A Valuation Analysis Working Group (VAWG) consisting of regulators with expertise in actuarial, financial analysis and
examination experience reports to the Financial Condition (E) Committee and supports the states in the review of
Principle-Based Reserves (PBR) to ensure consistent implementation and application of the methodology. VAWG will
also suggest necessary changes to the Valuation Manual to enhance clarification and interpretation of application of the
principle-based valuation methodology.

In addition, NAIC actuarial staff is available to provide expertise in modeling insurance cash flows to afsist 1 idual
states and VAWG in conducting analyses and examinations to verify the PBR and exclusion test calcula per ed
by the company.

Due to the complexities of life insurance products, the involvement of a credcntiale’a tua ired on all
examinations of life and health insurers with a substantial amount of interest-sensitiv a substantial
amount of PBR calculations or subject to PBR exclusion tests See Section 1, Part ITL, E. Us of a Specialist for
further reference.

B. Formula Based Valuation Methodology

Theoretically, the formula based reserves represent the present value of
value of expected future net premiums. The insurance policy is a unilggera
agreement to pay premiums at any time. However, the insurer is “locked
forfeit on its guarantees as long as the premiums are paid. Life reserve
made to policyholders and their beneficiaries will be met, even thou
Since the primary purpose of life reserves is to pay claims when be due, life reserves must be adequate and the
funds must be safely invested.

nefits reduced by the present
ereby the insured can cancel the

The Valuation Manual prescribes the minimum sta(r;%ards d in determining the formula based reserves as
applicable in addition to principle-based reserves as diScigss sewhere in this document. Currently for most formula

ounting Practices and Procedures Manual (AP&P
ceed these minimum standards. These minimum life
naximum valuation rate of interest; and 3) valuation method.
res for statutory accounting purposes is referred to as the
mortality assumptions are higher than what the insurer can
e policies. The interest rate assumptions are intended to be

based reserves, the manual refers to requirement;
Manual). Insurers may establish life reserves,
reserve standards specify a: 1) valuation mo
The valuation method used to define minim
Commissioners Reserve Valuation Method (CR
expect to realize from medically underwgitten insu

significantly lower than current mone d capital market yields. Thus, the life reserves developed are generally
conservative.

There are three general valuggion e der a formula based valuation methodology used to value life reserves. The
net level premium method{logs ¥ le for a first-year acquisition cost allowance in determining life reserves.

conservative, or highest, life reserve valuation of the three methods. The full
preliminary term method does ide a first-year expense allowance and then assumes that the remaining premium
stream is used to co, olicy beneits. The Commissioners Reserve Valuation Method (CRVM) is a form of the full
preliminary method. method allows for a lower life reserve valuation than the net level premium method in the
he modified preliminary term method is a variation of the two methods described above
between the net level premium and preliminary term methods.

pe of life insurance policy dictates the amount of the life reserve that must be established and
aining the reserve. In addition, special situations arise which require unique reserving techniques.
arizes the major types of life insurance policies, and the related reserving implications under a

1. Ordiriry Life Reserves

Under a whole life plan of insurance, the insurer is obligated to maintain a reserve until the death of the insured.
Term life insurance provides coverage only for the period that is specified in the policy. Under a term insurance
plan, the insurer must maintain a reserve, which reduces to zero upon expiration of the term period. Similar to
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term insurance, endowment life insurance provides coverage for a period specified in the policies. Unlike term
insurance, the proceeds of endowment insurance are payable if the insured lives to the end of the period. Policies,
which permit flexible premium payments, are referred to as “universal life” policies and those with fixed
premiums are referred to as “interest sensitive” policies. Universal life policies are accumulation type policies
where the current account value is determined based upon the accumulation of premiums less mortality charges
and expense charges, plus a current interest rate credit. The account value less surrender charges is
Because of the unique features of universal life and interest sensitive types of policies,
requirements are specified for them in Appendix A-585, Universal Life Insurance, of the AP& anual. The

minimum standard for universal life reserves consider guarantees within the policy at the is present
value of future guaranteed benefits, account value and cash value. P

Group Life Reserves

Most group life insurance is monthly renewable term insurance. For these policie s pregaiums are typically
recalculated periodically, most often annually, using the age and sex census of’ T ng with experience

adjustments. Therefore, the reserve is usually calculated as the unearned
estimate the claim exposure. However, some group life insurance policie
benefits analogous to individual coverages. In these cases, the reserving

for individual insurance, using appropriate mortality tables. Appentifiag d
group life insurance but leaves that to the discretion and approv’of th&o

Industrial Life Reserves \
Industrial life insurance is unique in that it involves remiums, smaller face amount policies and
higher mortality expectations. The minimum standards f rve the same as the traditional life insurance

except that a unique mortality table is used.

r a percentage thereof to
rmanent or longer term
similar to those employed
2s not specify a mortality table for
ary state.

Credit Life Reserves L 4

Credit life insurance policies are designed tguhi
a single premium. Reserve requiremen,
policy reserves based on a state-sp
potential refunds. Credit Life and Disab

h a upon the debtor’s death. They are usually funded as
g states. Key considerations include claims reserves and
ion of mortality reserves, unearned premium reserves, and

s are addressed in Valuation Manual (VM)-26.

Life Reserves Relating to Riders

Life insurance policies frequentl
waiver of premium upon disability*§he minimum valuation standards for reserves are the same as for the base

method is required.

Miscellaneous Life S

There are vagious other spe€ul situations involving life reserves. First, a deficiency reserve may be required in
he actual policy gross premium is less than the valuation net level premium. This situation
ssumptions are used that are different from the minimum reserve valuation standards. This
icate that the policy is being sold at a loss by the insurer, but rather is a reflection of the
nature of the minimum reserve valuation standards. Second, there may be unusual situations

ender value of a life insurance policy is greater than the minimum reserve standard. In these

inimum Aggregate Reserves
aggregate, policy reserves for all life insurance policies valued under a formula based valuation

methodology that are reported in the statutory financial statements must equal or exceed reserves calculated by
using the assumption and methods that produce the minimum formula standard valuation.
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C. Principle-Based Valuation Methodology

In general, under a principle-based valuation methodology, all of the liability cash flows emanating from the contract
benefits provided in the product are determined for each period and compared with all of the asset cash flows for each
period determined from the assets the insurance company has purchased or plans to purchase or sell to fund the liability
cash flows. The resulting differences between the asset and liability cash flows for each period are value a range
of likely or plausible economic scenarios.

level of risk embedded in a life insurance contract will determine whether the principle-bas
reserve components (NPR, DR, SR), or only 2 reserve components (NPR, DR); or only 1
principle-based valuation methodology defines a stochastic exclusion test and a determinis
are designed to measure the level of risk embedded in a life insurance contract. Lifeg
exclusion test are then exempt from the calculation of the associated principle-based rese
life insurance contracts that pass the stochastic exclusion test but fail the determini€§
NPR and DR components. Life insurance contracts that pass both the stochastic.a
only calculate the NPR component. For groups of policies other than v@giak &\
p g
C

ent. For example, all
test, must calculate the
nistic exclusion tests need
iversal life with a secondary
policies is not subject to material
cxclusion ratio test or stochastic
utcPtochastic reserves and deterministic
reserves on any of its ordinary life policies if it meets the condi§fns of S@etion 2 of VM-20 referred to as the
j company’s application for the companywide
serves for its ordinary life policies per the

guarantee, a company may provide a certification by a qualified actuary‘at
interest rate risk or asset return volatility risk in lieu of performing th@asto

exemption pursuant to Section 6 of VM-20, then the company wi
requirements provided in VM-A and VM-C of the Valuation al.

The stochastic reserve under a principle-based Valuati(g thotologyls determined as a function of the discounted value
of the differences between the asset and liabilitysmms ach period over the range of economic scenarios.
Economic scenarios may consist of interest ra ahct s or both depending on the nature of the asset and
1 multiple consecutive periods (such as 30 or 40 years) of

movements in the underlying interest rate or ma
length of the liabilities being valued. The economi¢ 108 are stochastically (randomly) generated using a prescribed
Economic Scenario Generator (ESG). Thg prescribeGVESG can be found on the Society of Actuaries website. The
objective is to determine if there is a onable likelihood that assets are insufficient to cover the obligations of the
company, and by what amount they ma insufficient. Under economic scenarios where assets are insufficient, the
mounts of the insufficiencies and discounts them back to the valuation
1 as the Greatest Present Value of Accumulated Deficiencies, or “GPVAD”,
ay be set at a CTE(70) level (conditional tail expectation at the 70% level).
age of the 30% (100%-70%) worst (largest) GPVADs. So for example if a

for that scenario. The stoc
The function CTE(70) mea

company randomly generates 1, economic scenarios, it would then determine the largest accumulated amount of
deficiency for each 1,000 sceharios. The CTE(70) stochastic reserve level would be determined by taking the
average of the 300 [1, (100% - 70%)] worst GPVADs out of the 1,000 scenarios.

odel Standard Valuation Law.

As part o calculation process, the principle-based valuation methodology allows companies to aggregate or group
policies with Similar risk characteristics. For example, all term policies that provide only a death benefit and do not
provide any cash surrender values may be grouped together by underwriting class. The exclusion tests are then applied on
a group or aggregated basis and not a contract by contract basis. Also, the DR and the SR are calculated on the
aggregated or group basis. However, the SR must be performed using aggregation subgroups that do not intermingle

126 © 1976-2019 National Association of Insurance Commissioners



SECTION 1 — GENERAL EXAMINATION GUIDANCE Life Insurance Reserve Review

multiple product groups (Term, ULSG, Other). The NPR component is a fully prescribed formula based reserve and must
be applied on a contract by contract basis.

The annual statement blank contains a VM-20 Supplement. This supplement breaks out the principle-based reserve into
its various components of NPR, DR and SR. Regulators may request the assistance of NAIC modeling staff and or
VAWG in verifying exclusion testing as well as various components of the principle-based reserve on a sample
set of company contracts.

D. Actuarial Opinion and Asset Adequacy Analysis

Due to the complexity in determining life reserves, insurers must rely on actuaries to @@ist h ion of these

reserves. Insurers are required to annually obtain an opinion regarding the reasonablenegs of e oy a qualified
actuary who is appointed by the company. The actuarial opinion requirements are providgitin 0 of the Valuation
a t
ts

Manual. These requirements also include requirements for asset adequacy analysis. e asset adequacy
analysis conducted by the appointed actuary, the actuary may conclude that the insurer’s ot adequate to cover
future liabilities as valued by the calculated reserves. When this occurs, reservesggust b reased by the estimated
deficiency resulting from asset adequacy testing.

E. Actuarial Oversight and Internal Controls

Appendix G of the Valuation Manual provides guidance that while not e
board of directors, senior management, and appointed actuary and/or,
on their roles in the context of principle-based reserves. Some of|
senior management are provided below. If an actuarial speciali
additional requirements that should be considered during the
internal controls.

ing isting legal duties of a company’s
alifieG@ctuaries, provides guidance that focuses
nd expectations for the board of directors and
in an examination, Appendix G includes
ompany’s actuarial oversight and associated

1. The Board of Directors should:

cation of the effectiveness of internal controls with respect to
tion 12.B.(2) of the Standard Valuation Law.
anagement to correct any material weaknesses in the internal

controls with respect to a principle-based“@@rve valuation, if any is identified.
c. Understand the infrastructur@ consisting of policies, procedures, controls and resources) in place to
implement and oversee prin -based reserve processes.

a. Ensure that an adequatS@nfrastructure (consisting of the risk tolerances, policies, procedures, controls, risk
strategies and resources) has been established to implement the principle-based reserving

leness the principle-based reserving elements (consisting of the assumptions, methods
sed to determine principle-based reserves of the insurer company or group of insurance

principle-based reserving results for consistency with established risk tolerances of the insurance

or group of insurance companies in relation to the risks of the products of the insurance company or

group of insurance companies offers, the various strategies used to mitigate such risks, and its emerging

perience, in order to understand the general level of conservatism incorporated into principle-based

erves.

d. Review and address any significant and/or unusual findings in light of the results of the principle-based
reserve valuation processes and applicable sensitivity tests of the insurance company or group of insurance-
companies.
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As examiners perform both the Corporate Governance assessment and the examination interviews, the topics above
should be considered to ensure that the companies with transactions goverened by PBR are adequately implementing the
relevant portions of the Valuation Manual.

Additional procedures regarding the examiners’ assessment of the insurer’s PBR related risks, controls, and possible test

procedures can be located in Section 3 Reserves/Claims Handling (Life) repository.
L 4 \< ’
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VII. SPECIAL CONSIDERATIONS FOR RISK RETENTION GROUPS

This section covers procedures and considerations that are important when conducting financial condition examinations of
risk retention groups. The discussion here is divided as follows:

A. Background
B. Examination Coordination
C. Risk-Focused Examination Considerations
1. Corporate Governance Assessment O

2. Conducting Interviews 'S
3. Consideration of Information Technology (IT) Risks

4. Identification and Testing of Controls \\

A. Background

A risk retention group (RRG) is a risk-bearing entity that must be chartered and lice as ap fsurance company in one
state. Once the group has obtained a license, it may operate in all states wi eccSQfof a license and is regulated
almost exclusively by the domiciliary commissioner. However, non-domit issioners are granted authority to
monitor the financial solvency of RRGs and to examine RRGs under@ertai shnces outlined in the NAIC Risk
Retention and Purchasing Group Handbook.

The Federal Liability Risk Retention Act of 1986 (LRRA) requi
insured be engaged in similar businesses related to the liabili
products, services, premises or operations. The only type of cov,
insurance for its members and reinsurance with respect to th
of another risk retention group) that is engaged in Qusin
requirement for membership in the risk retention group

RRG™e owned by its insureds and that those
resulting from common trade practices,
is permitted to write is commercial liability
y other risk retention group (or any members
tivities so that the group or member meets the

or cxamination procedures, their multi-state activity, if any,
res outlined in the NAIC Administrative Policies Manual of
ion Ppggram. Most RRG insurers file their financial statements on a
modified United States Generally Accepted Accounts inciples (GAAP) basis. The NAIC Annual Statement Blank and
Instructions and many of the correspondig® Financial Analysis Solvency Tools have not been adjusted for insurers that
prepare their financial statements on a b&@\other than NAIC Statutory Accounting Principles (SAP).

While RRGs may be subject to unique or spe
subjects them to the baseline regulatory practi€
the Financial Regulation Standards and Accred

There are several differenceg be GAAP, including differences in presentation. State regulators utilize
(RBC) standards to evaluate the financial condition of insurance companies.
The benchmarks for these to SAP. Since most states do not require RRGs to follow the same accounting
principles when preparing t ancial reports, the results may not be as meaningful or reliable and may even be

er. However, for some well-established RRGs, RBC requirements may be a useful
Shgrowth and stability. As RRGs are different than traditional insurers, there are unique
ors should employ when implementing the risk-focused examination process. In addition to the
-focused exam process, some additional guidance focused on RRGs is included within this
consideration and use. For any areas not specifically discussed below, examiners should complete

As RRGs are usually licensed in a single state and are typically not part of a holding company structure involving other
insurers but are often doing the majority of business in states other than their state of domicile, regulatory coordination
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may be appropriate. Generally, examinations of RRGs are performed solely by the domiciliary state. The domiciliary state
should notify other states that an exam is being conducted by calling it through the Financial Exam Electronic Tracking
System (FEETS). While this notification does not invite other states to participate on the examination, it will allow states
in which the RRG conducts business to contact the domestic regulator with any questions or concerns they would like
addressed by that domestic regulator during the examination and to participate in the exam as the domestic regulator

a regular examination, and has reasonably exercised its discretion in deciding not to performan ung
Upon completion of the examination, the domiciliary state is required to distribute the compﬁ e
states in which the RRG is conducting business. As a best practice, the domicili a
management letter, if any, with the other states in which the RRG conducts business.

also share the

C. Risk-Focused Examination Considerations

ected to the risk-focused
isk-focused examination process;
andard insurer.

Although RRGs are unique in both size and reporting, they are still requirg
surveillance process. There are some areas that will require modifica
however, in general, the examination of an RRG should be very compargple

For an examination of an RRG, examiners should gain an understandigf’o coltipany, as required in Phase 1. Based
upon that understanding, the examiner should identify the keypfunciifyal actiVties of the RRG. Within Phase 1, the
examiners are expected to assess the corporate governance of an er, ell as conduct management interviews. This
must be completed for all insurers, including RRGs; however, ther some unique considerations with regard to
these procedures as discussed below.

>4

After the key functional activities have been identified
document the inherent risks of the RRG. The exg
risk by determining the likelihood of occurreng
for each identified risk.

art of Plifise 2 procedures, the examiner would identify and
utilize professional judgment to assess the inherent
f impact to obtain the overall inherent risk assessment

Phase 3 requires the examiner to identify and evalud rols in place to mitigate inherent risks. As with small insurers,
many RRGs will not have extensive docyggentation su¥rounding internal controls. Examiner considerations in regard to
identification and testing of controls for s is discussed below.

The remainder of the RRG exam ould follow the general guidance for risk-focused exams as outlined in
Section 2 of this Handbook.

1. Corporate Governan essIent

s have a board of directors, the sophistication and involvement of the board will vary from
entity to entit§” ibit M — Understanding the Corporate Governance Structure may be a useful starting point for

P'the board is something that examiners should consider when examining an RRG. As a best
majority of the board of directors should be independent; however, for RRGs, independence may be
ong as the member has no material relationship with the RRG. A material relationship of a person
the risk retention group includes, but is not limited to:

a. The receipt in any one 12-month period of compensation or payment of any other item of value by such
person, a member of such person’s immediate family or any business with which such person is affiliated
from the risk retention group or a consultant or service provider to the risk retention group is greater than
or equal to five percent (5%) of the risk retention group’s gross written premium for such 12-month
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period or two percent (2%) of its surplus, whichever is greater, as measured at the end of any fiscal
quarter falling in such a 12-month period. Such person or immediate family member of such person is not

independent until one year after his’her compensation from the risk retention group falls below the
threshold.

b. A relationship with an auditor as follows: a director or an immediate family member of a who is
affiliated with or employed in a professional capacity by a present or former internal o i

member of a director who is employed as an executive officer of another cgl
retention group’s present executives serve on that risk retention group
independent until one year after the end of such service or the employme t1

c. For this purpose, any person that is a direct or indirect owner of or sub
(or is an officer, director and/or employee of such an owner and insure
such officer, director and/or employee constitutes a material relati i
3901 (a)(4)(E)(i1) of the LRRA, is considered to be independent.

iber risk retention group
ess some other position of
ontemplated by Section

which may not have extensive knowledge of, or experience in, th
boards are set up in this manner place strong reliance on servicefto
an RRG; however, the board must still be able to providgap late gu
are ultimately accountable for the business conducted.

toimpart the expertise necessary to run
nce to those service providers, as they

For those RRGs that place strong reliance on servi iderS@Cxaminers should consider the competencies,
experience, and results of those service pros@ers the corporate governance assessment. It may be
necessary to meet with the service providers to in an ovgview of their general functions and responsibilities
and to determine the type and frequency ofsiligs i

With regard to service provider cont
not exceed five (5) years. Any such con
retention group’s independent directors.
should have the right to terminat
providing adequate notice as d

newal, should require the approval of the majority of the risk
retention group’s board of directors or its owners/insureds

a. For purpos hi

actuaries, in nt duvisers, lawyers, managing general underwriters or other parties responsible for
riting, detcigining rates, collecting premiums, adjusting and settling claims and/or preparing
tatements. Any reference to “lawyers” in the prior sentences does not include defense counsel
the risk retention group to defend claims, unless the amount of fees paid to such lawyers are
renced above.

provider contract meeting the definition of “material relationship” referenced above should be

to unless the risk retention group has notified the commissioner in writing of its intention to

r into such transaction at least 30 days prior thereto and the commissioner has not disapproved it
n such period.

A nally, the RRG’s board of directors should have a written policy in the bylaws that requires the board to:
a. Ensure that all owners/insureds of the risk retention group receive evidence of ownership interest.

b. Develop a set of governance standards applicable to the risk retention group.
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c. Oversee the evaluation of the risk retention group’s management.
d. Review and approve the amount to be paid for all material service providers.

e. Review and approve, at least annually:
(1) The RRG’s goals and objectives relevant to the compensation of officers and service gibvide
(2) The officers’ and service providers’ performance in light of those goals and obj

(3) The continued engagement of the officers and material service providers.’ 0

Although there are some deviations from the standard exam procedures for RR ee team should still
document its understanding and assessment of the entity’s governance, as wel its ment on the related
impact on the examination as required in Exhibit M. If there are deficiencies idéified, the exam team should
make corresponding recommendations to management and the board.

Conducting Interviews

. ¢ . .
The structures of RRGs vary widely from company to company. er: e are three different categories of
RRGs with regard to the type of inquiries to be made durinfthe 'w process: large RRGs set up and
functioning like a typical insurance company, smaller t plac®significant operational responsibilities
with a service provider, and smaller RRGs that perform, e significant operational responsibilities of
the RRG.

For those larger RRGs that function simjlavo a insurance company, it is recommended that the
examiner utilize Exhibit Y — Examination Intervidgs to assis#iwith conducting interviews.

For those RRGs placing significant rgfiance offervie® providers, it will be necessary for the exam team to
perform inquiries of both the RRG a# roviders. Some of the topics that should be covered with the
RRG are as follows:
e Frequency and content glcommunications with the service provider.
e RRG monitoring o rovider controls (e.g., SOC Reports, review of controls, etc.).

e Compliagfic wi rovider agreement.

e If applicable, Wgplications of related-party service provider transactions.

In addition to' @ topics covered with the RRG, the examiners should discuss the following topics with the service
providers:

y and content of communications with the RRG.

1tence and qualifications with regard to operations of an RRG.
. ompliance with service provider agreement.
e Ifapplicable, implications of related-party service provider transactions.

e Availability of documented, effective, functioning controls (e.g., SOC Reports, internal documentation,
etc.).
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e Functional activities performed along with related controls (e.g., underwriting, premiums, reserving,
claims handling, etc.).

Additional considerations and questions that may be asked of the service provider can be found in the “Sample
Interview Questions for a Captive Manager and/or Other Contracted Parties” section of Exhibit Y.

For those RRGs performing operations in-house, interviews are crucial to ensure that the ex er h full
understanding of what processes are being carried out and how they are being carried out. For RR at fall into

this category, the examiners should inquire regarding:
e Experience and qualifications of employees with regard to operations of a? GO
e Risks faced by the RRG and the RRG’s responses to such risks. &\
e Conduct and ethical practices of the RRG. Q

e  Availability of documented, effective, functioning contrgls.

claims handling, etc.).

e Functional activities performed along with related &n\ erwriting, premiums, reserving,

Interviews should not be limited to the topics listed abo xatuggers should customize their interview agendas,
as each RRG is unique. Additional interview topics exa ma nt to consider are included in Exhibit Y —
Examination Interviews.

Consideration of Information Technology (IT)*ls s

Consideration should be given to the infgffiia ec gy used by all insurers, including RRGs. In Section 1 of
i s isdescribed that, along with the Exhibit C — Evaluation of

should be utilized on all examinations. For RRGs that do not

d and used regardless of the depth of review. The modifications to Exhibit C
would eliminate any IT risks thi ¢ not of concern for the RRG under examination. This could substantially

reduce the extent of the IT &

s a set process, examiners must still document an understanding of controls. As many
bmpanies, it is recommended that examiners utilize the guidance for small-to-medium-sized

Gs that rely extensively on service providers to perform the key functional operations, the examiner
ould seek to obtain a SOC 1 report for the service provider and ensure that the RRG is adhering to the user
| considerations listed in the report. If no SOC report is available, it may be necessary for the examiners to
go onsite at the service provider to review the controls in place. This on-site control review will allow the state to
determine the adequacy of controls in order to gain evidence about the ongoing solvency of both the service
provider and the RRG. For any control issues noted, the examiner should provide control recommendations to
benefit the RRG.
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For areas of the risk-focused exam process that were not affected by the RRG-specific considerations discussed
above, examiners should utilize the general risk-focused exam guidance in Section 2 to complete the RRG
examination.

An RRG-specific repository is available on the NAIC website and may be useful to examiners in conducting

examinations of RRGs. Q

L 4

>
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VIII. SPECIAL CONSIDERATIONS FOR TITLE INSURERS

This section covers procedures and considerations that are important when conducting financial condition examinations of
title insurers. The discussion here is divided as follows:

A. Title Insurance Overview
B. Differences from Property and Casualty Coverage
C. Key Title Insurance Risk Areas
. Title Insurance Revenue O

Title Insurance Agents 'S
Statutory Premium Reserve

Losses and LAE
Reinsurance
Title Plants 0

Escrow
Title insurance provides coverage in the event of an impairment of thefitle @ of the transfer of property. The
term of the policy is indefinite in that the policyholder is insured for as loffjas h€ eirs or devises have an interest in

the property. Title insurers perform many services in connection with thfise t ers; including insuring, guaranteeing, or
indemnifying owners of real estate or the holders of liens or engumbi¥ces theion against loss or damage suffered by
reason of defective titles, liens or encumbrances or, in most state e u
co
en

N U R W~

A. Title Insurance Overview

etability of the title. The principal purpose
of title insurance is to facilitate the sale of property by providi the lenders (lenders policy), but coverage
can also be provided for the buyer of the property (owner’s p policies specifically protect mortgage lenders
from costs and losses stemming from defects in title ey pro

which they hold the mortgage. Policy face values
are for the total value of the mortgage loan only, and co es as the loan is paid off. Owner’s title insurance,

es: direct residential, national lender, direct commercial and
rcial have the most fixed costs, as title insurers that market
through those channels do their own marketing and
captives, as their operations are controlle
more variable because of the commissio

fees; paying property insu producing closing documentation; and recording documents with local
governments. Given these itle agents often manage significant amounts of money, of which only a
portion is related to the busin: 1 rance.

e insurance company has any control. In contrast, title insurance is a business of loss
L fies or eliminates risk before issuing a policy. Title searches are done not to provide
indemnific X title, but to try to make sure that there are no unknown defects in title at the time of transfer.
In theory, if t es were done perfectly, title policies issued for “on the record” items would have no losses. In
ere are errors in title searches, errors in escrow operations, and “off the record” items, such as

In property casualty insurance, the bulk of the premium dollars go to pay claims. As a result, the profitability of a
property and casualty line is mainly due to the loss and loss adjustment expense ratios. The title industry’s cost structure
differs substantially from that of property and casualty insurers. In title insurance, the bulk of the premium dollars go to
the costs of maintenance of title databases called title plants, title searching costs, agent commissions, and other costs of
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administration. Title insurers have relatively high fixed costs. As a result, profitability for title insurers is much more
related to the volume of title business than to loss expenses.

C. Key Title Insurance Risk Areas

1.

136

Title Insurance Revenue

The variety of services performed by a title insurance company in connection with the insuranc
title may vary substantially according to local statutes, regulations or practices. This causes agmhsta variance
in the classification of these services on financial statements of title insurers. While these § integral
part of the transfer of title to real estate, services may be performed by title insurdifce cogap separately in

competition with title insurance agents, or insurers may subcontract some functions to ts'¢

When title insurance companies perform these services, it is often not possible cate@pecific revenue or
costs to a separate function such as search, examination, closing, or escrow scii@ges ny precision. Many
joint costs of the insurer cannot be adequately allocated to a specific functjon an e functional elements of
title insurance costs tend to overlap into other areas (e.g., a portion of search costs performed by a title

The amount of title insurance premiums to be reported by prefium
definitions of the methods of reporting "Direct Premiums Writte

orting'@irect premiums written, the title insurer
sary to insure the risk and to issue a title

Gross All-Inclusive Premiums — Under this met
and its title agent generally perform all the fun
insurance policy. The title insurer reports 100% of t ms charged either through its branch office
or its title agents. Direct premiums written re d un is method generally contemplates some or all
of the following factors in the rate-mgking “\st of title search and examination, policy issuing
cost, amount retained by agents/abstractgs/attornewy overhead and miscellaneous expenses, expected
losses and LAE from underwriting i it Titargin, and additional activities (such as closing).

Gross Risk Rate Premiums —
where either by statute or custo

reporting direct premiums written generally applies to states
for title search and examination are excluded or charged for
separately from the title insurance§ s. The cost factors contemplated in the rate-making process
include the proportionate ghare of all Of the factors listed in the "Gross All-Inclusive Premiums" except
the cost of the title searclgfind examination.

Title Insurance Agents

Unlike agents repre
commission, title in N

insurance policy. These ions can include search and examination, abstracting, and certain underwriting and
i i ypically, tife agent collects the entire charge for the title insurance transaction, retains a portion
forwards the insurer’s portion in accordance with individual agency contracts.

ng gy's of insurance whose primary function is to sell the policy and receive a sales
ce ¢ also perform various functions in connection with the issuance of a title

Ost states require title insurance companies to establish and maintain a statutory premium reserve.
e title insurance company must establish this statutorily required deferred income account based
on the law of its domiciliary state. The computation is based upon either premium revenue, number of policies
, liability assumed, or combinations thereof. The reserve is drawn down in accordance with recovery or
amorwzation formulas as prescribed by state law. Title insurers are required to report a reserve (including losses
and loss adjustment expenses) for known claims, but are not required to book a separate reserve for incurred but
not reported (IBNR) claims. The purpose of the Statutory Premium Reserve is to provide funds to pay for IBNR
claims.
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Losses and LAE

Title insurance losses should include all losses on any transaction for which a title insurance premium, rate or
charge was made or contemplated. Escrow losses for which the company is contractually obligated should be
included. Losses arising from defalcations for which the company is contractually obligated should also be
included.

Unlike most other forms of insurance, losses do not generally represent the largest liability or
insurance companies. The emphasis is upon loss prevention and the duty to defend, rather tha
of losses. Therefore, title insurance companies incur large expenses in labor, equipment, ¢ talning title
records, in searching and examining the titles to real estate, in curing defects foun@priorii siuance of the

policy, and closing or escrow services. The liability for unpaid losses is composgd of '@ th&ligggiteserve, net of
recoveries, for undetermined title and other losses of which notice has been receirV (kn: claims reserve); 2)
the statutory premium reserve; and 3) the excess of Schedule “P” reserves over st resérves (supplemental
reserve).

The known claims reserve (referred to as the “loss reserve for undetermined and {ther losses of which notice
has been received”) is the amount estimated to be sufficient to coyer a 1 , claims and allocated loss

adjustment expenses arising under title insurance policies; guarantctiid ayls of title; guaranteed searches and
guaranteed abstracts of title; and all unpaid losses, claims and localt @ Jjustment expenses for which the

title insurer may be liable and for which the insurer has receive by"@0n behalf of the insured, holder of a
guarantee or escrow or security depositor. The known claims rve also include “bulk” reserves, if any - a
e
c

provision for subsequent development on known claim for known claims is generally determined
using established reasonable baseline reserves developed a nd analyzing historical claims data. These
estimates are reviewed and adjusted as necessary.

In addition to reserving for known claims, a tiffe in c@mpany must also provide for losses that are IBNR
and for unpaid ULAE in Schedule P. Various mefads ar d for estimating these reserves. Whatever methods
are selected for establishing unpaid losse al s always be reserve adequacy.

The Statutory Premium Reserve (SPR{:s considere
company’s IBNR reserve. The SPR 1

adjustment expenses on all claims.

liquidation reserve and is similar to a property and casualty
b provide a reserve for IBNR losses and unallocated loss

The supplemental reserve is the ga¥ess, if any, of Schedule “P” reserves over statutory reserves (i.e., the excess of
the known claims reserve + IBN erve + ULAE reserve [total Schedule “P” reserves] over the known claims
reserve + SPR [statutory resg

‘ @ flected using the following rules:

reported net of realized, but not anticipated, salvage and subrogation. Case basis loss
xpense reserves must not be reduced on account of anticipated salvage and

Salvage and subrog{fio

a) Paid losses mus

d subrogation is not realized until a salvage asset or an actual payment pursuant to a
1 right is in the direct control of the insurer and is admissible as an asset for statutory reporting
its own right.

b) P

ge assets and payments pursuant to a subrogation right are to be booked at current market value.
urrent market value of real estate is to be established through an appraisal conducted by a qualified
independent appraiser.

d) IBNR reserves may make a provision for the expected value of future salvage and subrogation on open

claims and IBNR claims. This provision must be actuarially determined and should not be based upon
current case estimates.
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5.

Reinsurance

Many states have limitations as to qualifications of insurers relating to single-risk liability on risks issued on
property in that state. Where these limitations are applicable to a policy, reinsurance is purchased, reducing the
ceding company’s net retained liability for the risk ceded. Title insurance utilizes two main types of reinsurance.
The most common type is facultative reinsurance that pertains to one individual, particular risk or tr; ion. The

ceded to the assuming reinsurer.

The other type of reinsurance utilized in the title industry is called treaty reinsural
excess of loss basis where a treaty contract is negotiated and the ceding company 1
excess of a specified retention, normally subject to a specified limit, with resp!
treaty.

usually done on an
ied against loss in
risk covered by the

Title Plants

Title plants are an integrated and indexed collection of title recoffis coving pajiels of real estate within a county.
principal productive asset used to

They are tangible assets unique to the title insurance industry arc
generate title insurance revenue. Title plants consist of documefs, m surveys, or entries affecting title to real
property or any interest in or encumbrance on the prope have B¢en filed or recorded in the jurisdiction
for which the title plant is established or maintained.

Title insurers are authorized to invest in title plant to ¢ them as admitted assets in their financial
statements subject to valuation restrictions whigh va te to state. Insurers’ investments in title plants are
detailed in Schedule “H” of the annual statement.

Escrow

Title insurers provide services in whic stody and are accountable for cash and other assets belonging

ate settlement services, in which closing “escrow” funds are

received and disbursed, and note and contrac ection services, in which payments of principal and interest are
received and disbursed. In addjtf¥n, title insurers may hold cash or other assets as security for indemnity
agreements with the company an ers relating to title matters.

pecial accounts and are excluded from title insurers’ assets and liabilities
the title insurer's accountability for these “custodial” funds is reported in a
associations are reporte chedule “E” of the annual statement.

An examinat epository with specific risks related to title insurance is available on the NAIC website and may
be useful to e rs in conducting examinations of title insurers.
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IX. SPECIAL CONSIDERATIONS FOR SEPARATE ACCOUNTS

This section covers procedures and considerations that are important when conducting financial condition examinations of
insurance companies that maintain separate accounts. The discussion here is divided as follows:

A. Background

B. Contingent Liabilities and Reserves
C. Asset Valuation

D. Prospective Risks

L 4
A. Background

Separate accounts are segregated pools of assets owned by life/health insurers and frate enefi@socicties. Separate
accounts are not separate legal entities, but rather accounts segregated from the comp&@g’s 1 account, and from
other separate accounts, established to support certain contracts, in whole or in part. . The a are owned by the insurer
and the insurer is not a trustee by reason of the insurer’s establishment of a separate upport specified contract
liabilities. State statutes provide that separate account assets may generally be j invested without regard to
the requirements or limitations imposed upon an insurer by the investmezt
These accounts were initially established to isolate products and as : WS
investment risk. More recently, separate accounts have supported roa ange of contract liabilities, including
contracts with more limited transfer of the investment risk to co rs. ThE flexibility they offer policyholders has
been one of the driving forces behind their expanded use. Separ oul ay be used to fund a variety of products,

C

including individual and group, fixed and variable, guaranteed no nteed, life insurance and annuities. The types

of products included in separate accounts can differ by stgfc, ttefition should be paid to specific state statutes
s

governing these accounts. Requirements within each@tate change, creating potential compliance issues for

products impacted by these changes. This expanded use tes tential for greater risk to the general account. For

example, guarantees on separate account prod Opce anaged or accounted for may create concerns for the
Case

overall solvency of the general account. There se of guarantees results in a greater need for scrutiny of

The concept of the separation of assets from the genc count is also reflected in GAAP accounting rules. Therefore, an
understanding of these rules can highligvariances 1n treatment of separate account contracts and the related risks.
GAARP rules require the following four c€litions for separate account reporting:

iabilities are insulated legally from the general account liabilities and the
er default risk to the extent of the assets held in the separate account.

act holder bears the investment risk. Therefore, the risks associated with these separate accounts
ate account products that do not qualify for GAAP reporting.

insurer and separate accounts. The separate accounts annual financial statement is concerned primarily with the
investment activities of the separate accounts and with the flow of funds from and to the general account. Only direct
investment transactions (purchase; sale, including profit and loss thereon; income; and direct expenses and taxes relative
to specific investments) are recorded as direct transactions in the separate accounts annual financial statement. All other
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transactions are reported as transfers between the general account of the insurer and the separate accounts statements. In
general, the separate accounts do not maintain surplus. Rather, gain or loss from separate accounts is transferred to the
general account each year. The statutory accounting treatment for separate accounts can be found in SSAP No. 56—
Separate Accounts.

The guidance contained here assumes the standard treatment for separate account assets and their relat ilities is
applied as outlined in SSAP No. 56 and the Variable Contract Model Law (#260). However, under certajg!ti
Model #260 allows alternative accounting treatment with the approval of the domiciliary insurance
Examiners should take into consideration any special approvals and revise the risks and related proc

L 4

B. Contingent Liabilities and Reserves

There are a variety of products supported in full or in party by separate accounts and it is i nt derstand the risks
that these contracts pose to the company. For some separate account products, the entisfginve risk is absorbed by
the policyholder and the general account does not participate in any investment gains or inCurred. However, other
types of separate account products include guarantees such as minimum death bene interest rates or bailout
surrender charge provisions. SSAP No. 56 provides guidance for the allocationgabe
separate account and any minimum guaranteed obligation is generally req@ee cor ed on the general account of
)
t -

the insurer. Because these types of products create the potential for risk 4p the'gfneral agtount, examiners should be aware
of this risk and appropriate steps should be taken to include it in the ex<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>