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FASB / AICPA Updates

Agenda
1. Overview of FASB and AICPA Activity

2. Walkthrough of CECL and LDTI
3. Deeper Dive into LDTI Implementation
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Overview of FASB and
AICPA Activity



FASB ACTIVITY
ACCOUNTING STANDARD UPDATES - ISSUED 2020

Update 2020-05—Revenue from Contracts with Customers (Topic 606) and Leases (Topic 842): Effective Dates for Certain Entities

Update 2020-04—Reference Rate Reform (Topic 848): Facilitation of the Effects of Reference Rate Reform on Financial Reporting

Update 2020-03—Caodification Improvements to Financial Instruments

Update 2020-02—Financial Instruments—Credit Losses (Topic 326) and Leases (Topic 842)—Amendments to SEC Paragraphs
Pursuant to SEC Staff Accounting Bulletin No. 119 and Update to SEC Section on Effective Date Related to Accounting Standards
Update No. 2016-02, Leases (Topic 842) (SEC Update)

Update 2020-01—Investments—Equity Securities (Topic 321), Investments—Equity Method and Joint Ventures (Topic 323), and
Derivatives and Hedging (Topic 815)—Clarifying the Interactions between Topic 321, Topic 323, and Topic 815 (a consensus of the
FASB Emerging Issues Task Force)
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FASB ACTIVITY
ACCOUNTING STANDARD UPDATES — ISSUED 2019

Update 2019-12—Income Taxes (Topic 740): Simplifying the Accounting for Income Taxes

Update 2019-11—Codification Improvements to Topic 326, Financial Instruments—Credit Losses

Update 2019-10—Financial Instruments—Credit Losses (Topic 326), Derivatives and Hedging (Topic 815), and Leases (Topic
842): Effective Dates

Update 2019-09—Financial Services—Insurance (Topic 944): Effective Date

Update 2019-08—Compensation—Stock Compensation (Topic 718) and Revenue from Contracts with Customers (Topic
606): Codification Improvements—Share-Based Consideration Payable to a Customer

Update 2019-07—Caodification Updates to SEC Sections—Amendments to SEC Paragraphs Pursuant to SEC Final Rule
Releases No. 33-10532, Disclosure Update and Simplification, and Nos. 33-10231 and 33-10442, Investment Company
Reporting Modernization, and Miscellaneous Updates (SEC Update)

Update 2019-06—Intangibles—Goodwill and Other (Topic 350), Business Combinations (Topic 805), and Not-for-Profit
Entities (Topic 958): Extending the Private Company Accounting Alternatives on Goodwill and Certain Identifiable Intangible
Assets to Not-for-Profit Entities

Update 2019-05—Financial Instruments—Credit Losses (Topic 326): Targeted Transition Relief
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AICPA EXPERT PANEL
DISCUSSIONS 2020

Status of Implementation Issues - FASB ASU 2018-12: discussed by FInREC in Jan 2020

a. #1: Claim Liabilities - Claim liabilities associated with long duration traditional insurance contracts, interaction with liability for future policy
benefits - posted for informal comment on the LDTI issues webpage, comments due back by April 10, 2020:

b. #8: Updating cash flow assumptions in the net premium ratio - posted for informal comment on the LDTI issues webpage, comments due
back by April 10, 2020

https://lwww.aicpa.org/interestareas/frc/industryinsights/long-duration-insurance-accounting-issues.htmi

Implementation Issues - FASB ASU 2016-13: discussed by Expert Panel

Financial Instruments — Measurement of Credit Losses on Financial Instruments, Implementation Issues: The following insurance specific
implementation issues are posted for informal comment, with comments due back by February 10, 2020:

a. Issue #34: Considerations Related to ASC Topic 326: Financial Instruments - Credit Losses, for Reinsurance Recoverables

b. Issue #44: Considerations Related to ASC Topic 326: Financial Instruments - Credit Losses, for Premiums Receivable

https://www.aicpa.org/interestareas/frc/industryinsights/credit-loss-standard-issues.html
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AICPA EXPERT PANEL
DISCUSSIONS 2019

Implementation Issues - FASB ASU 2018-12: discussed by Expert Panel Dec 11 & 12
a. #9D: DAC Amortization - Expected Term of the Contract

b. #11A/11B/11C — Ceded Reinsurance

c. #11D - Cost of Reinsurance — Premium Deficiency

Status of implementation issues: discussed by Financial Reporting Executive Committee (FInREC) Nov 2019

a. #2: Loss Recognition Unit of Account

b. #4A/4B: Market Risk Benefits - Considerations related to transition, including the use of at fair value

c. #9A/9B/9C DAC amortization including:
i. Considerations for evaluating whether the amortization on a constant-level basis for grouped contracts approximates

straight-line amortization on an individual basis

ii. Interaction of the liability for future policy benefits cash flow assumption updates and DAC amortization assumption updates
iii. Updating of DAC experience as of the beginning of the period or end of period
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Financial Reporting Executive Committee
Some Background on FInREC

EIP Senior technical committee of the AICPA for financial reporting
225 Determines the Institute's technical policies regarding financial reporting standards

Provides needed nonauthoritative guidance on financial reporting matters that
authoritative-standards setters either are not expected to address or are not
expected to address in a timeframe that FInREC considers desirable

E® Auditand Accounting Guides subject to FInREC oversight
W5 Authorized to make public statements on matters related to its operations

Previously called Accounting Standards Executive Committee
(AcSEC)
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Walkthrough of ASU 2016-13
Credit Losses (Topic 326)

2




Timeline of FASB Credit Losses Project

ASU 2019-10: FASB
approves Targeted
Transition relief for
certain early filers

ASU 2019-10: FASB
modifies effective date
for non-large SEC filers

ASU 2020-03: FASB
further amends ASU
2016-13 to clarify when
an allowance for credit
losses are required.

Jun Jan May Nov Jan Mar Jan
2016 2019 2019 2019 2020 2020 2021
o ® ® o—0 00 ®
Feb
2020

ASU 2016-13: Financial
Instruments—Credit Losses
(Topic 326)
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ASU 2020-02 FASB
amends ASU 2016-13 to
reference SAB #119
dealing with measurement
of expected loss
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ASU 2016-13 Credit Losses

Reinsurance Receivables and Impairments

» New measurement standard for reinsurance receivables

An entity shall measure contingent losses relating to disputed amounts in accordance with Subtopic
450-20 on loss contingencies. However, the ceding entity shall measure expected credit losses
relating to reinsurance receivables in accordance with Subtopic 326-20 on financial instruments

measured at amortized cost.

» Referred to as Current Expected Credit Loss (CECL)

— Only expected losses related to the credit risk of the reinsurer are subject to
CECL
— Effective for large SEC filers in 2020. All others 2022.
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ASU 2016-13 Credit Losses, cont'd.

Reinsurance Receivables and Impairments

» Considers collective vs. individual assessment;:

— If similar risk characteristics are not present in the reinsurance receivables, the ceding insurer should
measure expected credit losses on an individual basis.

— Similar risk characteristics include, but not limited to:
> Reinsurance agreements that have standardized terms
> Reinsurance agreements that involve similar insured risks and underwriting practices

> Reinsurance counterparties that have similar financial characteristics and face similar economic conditions.
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ASU 2016-13 Credit Losses, cont'd.

Reinsurance Receivables and Impairments

» Replaces Incurred Loss under ASC 450-20 Loss Contingencies
(previously FAS 5)

— Losses accrued when ‘triggering’ event occurred

»  Ifitis “probable” that a loss will incur and the amount can be reasonably estimated, it should be
accrued in the financial statements

» If itis “reasonably possible” that a loss will incur, it should be disclosed in the notes without
recognition in the financial statements

» If the possibility of loss is “remote”, disclosure is not required
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Reinsurance Recelvables
Definition

» Current FASB accounting master glossary:
Reinsurance Recoverable/Receivable

All amounts recoverable from reinsurers for paid and unpaid claim settlement expenses,
including estimated amounts receivable for unsettled claims, claims incurred but not reported,
or policy benefits

» NAIC Statutory Annual Statement Schedule F for Life and P&C business uses
the same term and definition as existing GAAP.
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Source of Uncollectible Receivables

» Disputes: due to the complexity of reinsurance contract, ceding company and its
reinsurers may have different interpretation of the coverage

— the terms of the reinsurance contract do not reflect the intent of the parties of the contract or there is a
disagreement between the parties as to their intent the terms of the contract cannot be legally enforced

— the reinsurance transaction performs differently than anticipated due to a flawed design of the reinsurance
structure, terms or conditions

— the interpretation of the laws and regulations, materially impacts a reinsurance transaction, etc.
» Financial difficulty: reinsurers may have trouble paying their claims on time

» Receivership: state regulator can take over once reinsurer is in trouble
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Reinsurance Receivables and Impairments

Top Down vs. Bottom Up Approaches

» Top Down Approach
— Apply impairment rate for similarly rated companies based on duration of the receivables
— The challenge is the limited availability of historical loss data

» Bottom Up Approach

— Calculate expected losses on a collective or individual basis based on probability of default (PD) of the
reinsurers, any losses given default (LGD) and exposure at default (EAD) of the receivables

— Useful for differentiating risk
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Lifetime Expected Credit Loss Measurement

» Bottom up approach
— Lifetime Expected Credit Loss (ECL) is calculated as

ECL(¢o) = ACt, - PDyatyrity - LGD

» Amortized Cost (AC) can be thought of as the discounted value of Exposure at
Default (EAD)

» Probability of Default (PD) and Loss Given Default (LGD) are needed
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CECL Modelling for Reinsurance Receivables

» CECL allowance covers losses from three types:

Type 1: ECL on paid and unpaid claim, not settled yet (Life & P&C)

* Term is usually less than 6 months

= Type 2: ECL from the IBNR claim (Life and P&C) —

« Term is around 6 month; typically less than one year

Type 3: ECL from future claim (Life)

* Longer time horizon; term could be 10~20 years

» The three loss types above will have same PD term structure, but potentially
different “maturity,” EAD, and LGD
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Measuring Probability of Default (PD)

» PDs should reflect
> The likelihood that the contract will not be fulfilled, due to financial difficulties
> Term structure of PDs
— Vary by loss type (ICOS, IBNR, future) and maturity
» Point-in-Time and forward looking assessment of future risk

» PD sources: forward-looking assessments from the markets
> Public firms: Implied from the equity market
» Private firms: internal or external ratings + rating converter

» Additional considerations:
» Parent vs subsidiary
> Third-party guarantee
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Modeling Exposure At Default (EAD)

» EAD and LGD for the three loss types should be estimated separately

EAD =
— Otherwise, EAD and LGD need to be expected value averaged across the Excess of
these types SEEUEE Losses
— The degree of uncertainty and difficulty in estimation increases from type I
1 to type 3
» EAD Ceding

Retention

Company

— Exposure amount that may not be collectable
> Reinsurers only pay a stated percentage of claims
Ex. Coinsurance, Modco, Yearly renewable term

> Reinsurers are required to pay out only if the total claims suffered
by the ceding company in a given period exceed a stated amount
(Catastrophe, stop loss coverage) \

— Can be potentially assessed from the actuarial system
— Hardest for type 3
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Modelling Loss Given Default (LGD)

» LGD is closely linked to how EAD is parameterized
— If EAD is the total amount in default, LGD =(1- recoverable portion) of the EAD
— If EAD is the amount the cannot be received, LGD =100%

» LGDs for reinsurance contracts are typically low because of high seniority of reinsurance claims
by regulation

» LGDs depend on specific arrangements between the ceding companies and their reinsurers and
are influenced by contract type, collateral, etc.

— If the contract is fully collateralized, LGD=0
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Common CECL Challenges for Reinsurance

» Reinsurance contracts are highly customized and tailored
» Lack of historical loss experience data

» Accounting offset may exist

Actuaries Accountants Credit Risk

Leverage the expertise and experience across existing GAAP, SAP, Sl and credit risk
management practices
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Walkthrough of ASU 2018-12

Targeted Improvements of Long
Duration Insurance

(Topic 944)



Timeline of FASB Targeted Improvements Project

ASU 2019-9: FASB

FASB undertakes approves 1st deferral of
insurance accounting Effective Date for ASU
project with IASB. 2018-12
Aug Jan Nov Jan
2018 2019 2019 2020
® @ o o o @®-
2008 Jun
10
2020

ASU 2018-12: Targeted
Improvements to the
Accounting for Long-Duration
Contracts

MOODY'S ANALYTICS

Proposed New Effective
Date for ASU 2018-12 for
large public companies

Jan Jan Jan
2021 2022 2023
o o o—

FASB proposes 2™
deferral of Effective
Date for ASU 2018-12
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New Proposed Effective Date of ASU 2018-12

» FASB Board met June 10, 2020 and voted to ask its staff to prepare an
exposure draft (ED) proposing new effective dates for long-duration insurance
contracts in response to Covid-19.

» Upon approval by FASB, the ED would be issued with 45-day comment period.

» Proposal is to make ASU 2018-12 effective:
— For large public entities starting in 2023 (previously 2022, originally 2021)
— For other entities starting in 2025 (previously 2024, originally 2023)
— Early application is permitted
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Deferred Acquisition Cost
Key Elements of Change

» Requirements

New constant basis amortization method over life of contract
Amortization should be independent of revenue or profit
Assumptions should be consistent with liability

Calculations performed seriatimly or grouped by cohort
Does not accrue interest

Only current period deferrals

Excess terminations result in write down of DAC through experience adjustment

Prior and current period inforce and assumptions needed for amortization and experience adjustments

MOODY'S ANALYTICS
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Policy Benefit Liability
Key Elements of Change — Whole Life and Term

» Requirements

— Remeasurement gain/loss requires prior period inforce, current period actuals and updated cashflow
assumptions. Assumptions updated at least annually.

— Current period actuals are an input to the net premium ratio calculation

— Current period PBL requires current period inforce file, current period actuals, updated cash flow
assumptions.

— Calculations performed seriatimly or grouped by cohort
— Standardized market observable discount rate
— Interest rates ‘locked’ by cohort

— Interest rates unlocked for contribution to other comprehensive income (OCI)
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Policy Benefit Liability Disclosures
Key Elements of Change

» Requirements
— Reporting requirement to provide reserve rollforward
— Muiltiple run attribution analysis provides disclosure components
— Large number of projections requiring differing inforce, assumptions, discount rates and/or other items.
— Increased governance and controls

— Run time and scheduling concerns
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Multiple Valuation Runs Required for GAAP Reporting

Beginning of period PBL Prior Period Prior Period Prior Locked AND
and DAC Prior Current

2 Beginning of period Prior Period Prior Period Current Locked
remeasured PBL

3 PBL for new issues Prior Period New Issues Current Locked

4 DAC for new issues Prior Period New Issues Current N/A

5 End of period PBL and Current Period Current Period Current Locked AND
DAC Current

6 Expected DAC amort base Current Period Current Period Prior N/A

for experience adjustment

MOODY'S ANALYTICS Southeastern Actuaries Conference June 25, 2020 29



Common Challenges of Implementing LDT]

» Compliance Difficulty

» Multiple runs with different data models and assumptions

— Roll forward disclosures require change in actuarial balances to be attributed to its various
sources

» Management of extensive cohort historical actuals

— Net premium ratio must be unlocked by replacing best estimate assumptions with actual cash
flows

» Post run assembly of results for income and disclosures

— Tight reporting deadlines place greater demands on system performance and require efficient
processes
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Deeper Dive into Targeted
Improvement Implementation



Deferred Acquisition Cost - Grouped
Calculation Basics

DAC, = DAC, , + Defer. Costs, — Amortization — Experience Adj. (EA)

Deferrable costs are current period actual costs

¥

Actuals may be lagged

>

DAC¢_1+ Def.Costs ]
Y. Future Amort. Base

» Amortization = Expected Amortization Base,* |

A

Expected Amort Base —Actual Amort Base )

¥

EA Ratio = max (0,

Expected Amort Base

EA = Ratio * (DAC,, + Deferrable Costs, — Amortization)

¥
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Deferred Acquisition Cost - Grouped
ASU & Alternate Views

» ASU: If amortization rate for the period is calculated at period start (thereby excluding actual
experience - i.e., amortization is based on expectations at period start) and actual terminations
exceed expectations, then EA is needed to further reduce the DAC balance. However, no EAis
needed adjustment if there were fewer than expected terminations.

» Alternate: If amortization rate is calculated at period end (thereby including actual experience), no
separate experience adjustment would exist.
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Deferred Acquisition Cost - Grouped
Alternate Calculation

DAC, = DAC, , + Defer. Costs, — Amortization

» FINREC #9ABC DAC Amortization

— On review accepted the updating of DAC experience as of the beginning of the period or end of
reporting period

— Proposed edits made to the Auditing and Accounting Guide
» Deferrable costs are current period actual costs

» Amortization = Actual Amortization Base t * [2 DACi—1+ Def.Costs ]

Future Amort. Base t

» Experience Adjustment =0
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Policy Benefit Liability

Basic Calculations

PBL = PV Benefits — K * PV Gross Premiums

K = (Accum Benefits + PV Benefits — Accum Transition Balance) /
(Accum Gross Prem + PV Gross Premium)

» Actuals may be lagged

» Setting of contract discount rates
- Once at start of cohort period
- At start of reporting period for new business in that period
- At end of reporting period for new business in that period
- At end of cohort period for all business

» Cohort alignment of direct and ceded business
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Policy Benefit Liability Disclosure
Reserve Roll Forward Example

Balance, beginning of year at current rate XXX
Beginning balance at locked discount rate XXX

Effect of changes in cash flow assumptions XXX

Effect of actual variances from expected experience XXX
Adjusted beginning of year balance XXX
Actual cash flows XXX
Interest accrued XXX
Ending balance at locked discount rate XXX

Ending balance at current rate XXX
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Policy Benefit Liability Disclosure
Reserve Roll Forward Example

Balance, beginning of year at current rate XXX
Beginning balance at locked discount rate XXX

Effect of changes in cash flow assumptions XXX

Effect of actual variances from expected experience XXX
Adjusted beginning of year balance XXX
Actual cash flows XXX
Interest accrued XXX
Ending balance at locked discount rate XXX

Ending balance at current rate XXX
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Policy Benefit Liability

More Flexible Roll Forward Example

Balance, beginning of year at current rate XXX
Effect of inforce adjustments XXX
(+) Effect of model corrections XXX
Effect of version upgrades XXX
Effect of opening balance adjustments XXX

Adjusted Balance, beginning of the year at current rate XXX
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Policy Benefit Liability Disclosure
Reserve Roll Forward Example

Balance, beginning of year at current rate XXX
Beginning balance at locked discount rate XXX

Effect of changes in cash flow assumptions XXX

Effect of actual variances from expected experience XXX
Adjusted beginning of year balance XXX
Actual cash flows XXX
Interest accrued XXX
Ending balance at locked discount rate XXX

Ending balance at current rate XXX
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Policy Benefit Liability

More Flexible Roll Forward Example

Effect of changes in mortality assumption XXX
(+) Effect of changes in lapse assumption XXX
Effect of all other changes XXX
Effect of changes in cash flow assumptions XXX

» Captures the effect of expected projected assumptions at the start of the period

» Likewise — there can be breakouts of the actual line items and their variance from
expected

» Limited to material changes
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Policy Benefit Liability Disclosure
Reserve Roll Forward Example

Balance, beginning of year at current rate XXX
Beginning balance at locked discount rate XXX

Effect of changes in cash flow assumptions XXX

Effect of actual variances from expected experience XXX
Adjusted beginning of year balance XXX
Actual cash flows XXX
Interest accrued XXX
Ending balance at locked discount rate XXX

Ending balance at current rate XXX
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Questions and
Answers
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