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BACKGROUND

At the February 2018 meeting, the Board hosted an enterprise risk management (ERM)
risk profiling education session. The panel discussed the following:

Ms. SallyAnne Harper, a founding member and immediate past president of the
Association for Federal Enterprise Risk Management (AFERM), provided a
high-level review of federal ERM.

Mr. Tom Brandt, the Chief Risk Officer at the Internal Revenue Service (IRS)
and AFERM President Elect, presented a review of IRS’s risk profiling
processes, including risk identification, categorization, assessment,
quantification, measurement, and modeling.

Mr. Mike Wetklow, Deputy Chief Financial Officer (CFO) and Division Director
for Financial Management, National Science Foundation (NSF), presented
NSF’s ERM implementation process, including a discussion about risk appetite
as an integral part of risk profiling.

Mr. Daniel Fodera, Lead Management Analyst, Program Management
Improvement Team, Directors of Field Services, Federal Highway
Administration (FHWA), explained the tools used in ERM risk profiling, including
the use of a heat map at FHWA.

The Board learned the following main points:

Risk assessment is integrated into strategic planning and investment decision
making to determine priorities and objectives.

Senior management is responsible for setting risk appetite to determine the
most significant risks that could impact the organization’s strategic mission.

Risk appetite includes an analysis of both the likelihood and impact of events.

Most agencies are just beginning to develop their ERM processes; a few are
moving into a more mature model.

Directly following the education session, the Board discussed whether to leverage
ERM risk profiling as identified in OMB Circular A-123, Management's Responsibility
for Enterprise Risk Management and Internal Control.

The Board agreed that staff should explore how to incorporate OMB A-123 risk profiling in
the project; however members noted the following concerns:
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The Board should determine what type of risks to focus on:
performance/programmatic—MD&A and/or financial impact—disclosure notes.
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o The Board should determine what risks are not currently included in financial
reports through working groups and determine the consequences of not
including certain risks.

. The Board should consider producing best practices guidance if the standards
are complete and agencies need additional help.

o The Board should prevent risk identification from turning into a compliance
exercise that might affect the ERM process.

o The Board should consider how agency internal ERM processes might be
affected by external financial reporting and the related audit.

See Appendix A for a complete history of Risk Assumed — Phase Il milestones.

Staff Analysis and Recommendations

As part of developing the scope for the Risk Assumed — Phase Il project, staff introduced
the potential role of ERM risk profiling at the February 2018 meeting, and conducted nine
round tables over the last year to determine the gap in reporting risk assumed. Because

reporting for direct loans and loan guarantees already existed in federal financial reports,
staff gathered direct loan/loan guarantee experts to determine the reporting gaps to help
develop a framework for discussing risk assumed holistically.

Therefore, this memo provides a round table summary, a list of resources other than agency
financial reports (AFRs) utilized by users, and a gap analysis summary about financial
reporting challenges and recommendations for reporting risk assumed.

I. Round Table Summary

e In February and March of 2017, staff interviewed Government Accountability Office
(GAO) and think tank users of direct loan/loan guarantee information to learn about
their recommendations for better risk assumed reporting. Participants reviewed the
consolidated financial report's Management’s Discussion and Analysis (MD&A),
statement and disclosures for Long-Term Fiscal Projections, and The Sustainability of
Fiscal Policy. This information was presented at the June 2017 Board meeting. A
summary of Board decisions is available in Appendix A, Risk Assumed — Phase |,
Project History and Milestones.

e In August 2017, staff met with a GAO direct loan/loan guarantee expert to learn about
accounting for subsidy re-estimates. Staff then met with financial and budget staff
preparers from three agencies that administer direct loans and/or loan guarantees—
Departments of Education (Education) and Housing and Urban Development (HUD),
and the Small Business Administration (SBA) —to learn who uses their information
and what challenges they experience in preparing the information. This information
was presented at the October 2017 Board meeting.
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e Staff then conducted three more agency financial report (AFR) user round tables
based on information gleaned from preparer interviews

o InJanuary 2018, staff interviewed two user groups consisting of GAO, OMB,
CBO, house congressional staff, Education OIG, and MIT Golub Center for
Finance/Policy. Meetings minutes are presented for the first time at this Board
meeting in Appendix B.

o In March 2018, staff interviewed researchers from the American Enterprise
Institute (AEI). Meetings minutes are presented for the first time at this Board
meeting in Appendix B.

Please see Appendix B for complete meeting minutes from all nine focus groups.

II. Other Resources Utilized by Users

A common thread among users interviewed was their use of resources other than AFRs.
While the Congressional Budget Office (CBO) relies on AFRs for historical data, most users
rely on information from CBO, budget documents and/or agency internal studies /reports.

For example, researchers of credit loans do not appear to use AFR information since they
rely heavily on the president’s budget, CBO, and Education available studies. They found
information in the AFRs difficult to work with because of the timing difference to the Budget
reports. However, most acknowledge the role of audit in improving the quality of underlying
data.

The following is a list of resources other than AFRs utilized by round table participants:

Department Budget Justification
President’s Credit Supplement & Appendix

CBO Baseline Documents & Estimates, including supplemental research

0N~

Department of Education (Education) Reports:

a. A number of restricted use data sets — surveys for researchers

b. National Post-Secondary Student Aide Study (NPSAS) [website description:
examines the characteristics of students in postsecondary education,
with special focus on how they finance their education]

c. National Student Loan Data System (NSLDS) [website description: U.S.
Department of Education’s central database for student aid. NSLDS receives
data from schools, guaranty agencies, the Direct Loan program, and other
Department of ED programs.]

d. Baccalaureate and Beyond (B&B) [website description: examines students’
education and work experiences after they complete a bachelor’s degree,
with a special emphasis on the experiences of new elementary and
secondary teachers]

e. Beginning Post-secondary survey (BPS) [website description: currently
surveys cohorts of first-time, beginning students at three points in time: at
the end of their first year, and then three and six years after first starting
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in postsecondary education. It collects data on a variety of topics,
including student demographic characteristics, school and work
experiences, persistence, transfer, and degree attainment]

f. Title IV Program Volume Reports [website description: Title VI of the Civil
Rights Act of 1964 protects people from discrimination based on race,
color or national origin in programs or activities that receive Federal
financial assistance... Education Programs and Activities Covered by
Title VI-Agencies and institutions that receive ED funds covered by Title
VIl include: 50 state education agencies, their sub-recipients, and
vocational rehabilitation agencies, the education and vocational
rehabilitation agencies of the District of Columbia and of the territories
and possessions of the United States; 17,000 local education systems;
4,700 colleges and universities; 10,000 proprietary institutions; and other
institutions, such as libraries and museums that receive ED funds.
Programs and activities that receive ED funds must operate in a non-
discriminatory manner...

Title VI states: The office of Federal Student Aid delivers aid to students through loan,
grant, and work-study programs. These reports provide recipient and volume data by
program for each school participating in the Title IV programs.]

g. Integrated Postsecondary Education Data System [IPEDS] [website
description: a system of interrelated surveys conducted annually by the U.S.
Department's National Center for Education Statistics (NCES). IPEDS gathers
information from every college, University and technical and vocational
institution that participates in the federal student financial aid programs.]

Ill. Gap Analysis Summary

A. Note Disclosure Survey - as a reminder, here are comments collected from the
Note Disclosure Survey that mirror many of the comments received from round
table participants.

T

Individual | Citizen

Simplify the FCRA note disclosures by rem|0ving most of the FCRA note disclosures. There are
so many tables and so much information that it is very confusing and most citizens have no idea
what it means. If this is needed by OMB have the agencies separately report such to OMEB.

Individual | Preparer of Financial Statements

Each note has unique issues. For example, the credit reform note provides important
information about default rates for various loan programs, but the reconciliation is not
informative for readers, and should not be presented.
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Individual | Office of the Inspector General

For credit reform notes, large amounts of required info that only scratches the surface of the
most important issues. Pages of information just to meet the minimum disclosure requirements,
and a couple lines buned in it all addressing what is really most pressing from a cost and
exposure standpoint.

Individual | Preparer of Financial Statements

It seems the Summary of Significant Accounting policies, Credit Reform, the Statement of Net
Cost and the Reconciliation of Budgetary Resources Obligated to the Net Cost of Operations
Note disclosures need to be streamlined

B. Financial Reporting Issues and Challenges

The following is a consolidated list of issues and challenges identified during the round table
interviews.

1.

2.

AFRs are too dense making it hard to find the information users are looking for.

AFRs duplicate information within themselves and between other reports creating
redundancy and confusion, especially due to timing issues with other reports.

AFRs_lack financial data to track program performance and material changes over
time.

. AFRs do not show full program costs — direct loan and loan guarantee analysts

want to understand full program costs. The net present value of direct loans and
loan guarantees excludes administrative expenses required over the life of a loan.®
Some analysts believe these costs should be included in the subsidy calculations.

AFRs lack key risk factors that impact program performance

AFRs do not provide consistent qualitative discussions to illustrate key risk factors,
assumptions, and uncertainties regarding estimates. Users want data that shows
how different scenarios impact a program’s financial performance such as,
legislative risks and how policy changes can swing estimates by large margins,
especially the_uncertainty of timing of new laws.

AFRs do not include market costs for potential sale of assets - because direct loan
and loan guarantee re-estimates are calculated based on net present value, users
want to a see a comparison to fair value [market cost] to understand how much
assets for sale would be valued at.

5
SFFAS 2, page 24-...the Federal Credit Reform Act of 1990 excludes administrative costs from subsidy expenses.
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These issues and challenges identify the gaps that exist with current reporting as it relates to
risk assumed. A number of these issues and challenges can be addressed through updates
to the MD&A. Recommendations for updating the MD&A will be discussed next in Tab F in
collaboration with the MD&As Improvement project.

Board Question: Prior to the TAB F recommendation discussion, are there any

questions concerning the round tables and staff findings?

NEXT STEPS

To be determined from the Board’s Tab F decisions.

MEMBER FEEDBACK

Please provide any comments to Ms. Gilliam by Friday, April 20, 2018, at
gilliamr@fasab.gov with a cc to Ms. Payne at paynew@fasab.gov

If you have any questions, please contact Ms. Gilliam at 202-512-7356 or
gilliamr@fasab.gov
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TAB E

RISK ASSUMED Il

APPENDIX A

Risk Assumed — Phase |I:
Project History and Milestones
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Appendix A: TAB E

PROJECT OBJECTIONS

The issuance of Statement of Federal Financial Accounting Standards (SFFAS) 51,
Insurance Programs, on January 18, 2017, effectively concluded the first phase of risk
assumed. For the history of the risk assumed project and milestones for phase I, please see
http://www.fasab.gov/ra-insurance-programs/.

In phase Il, the Board will holistically review significant risk events other than adverse events
covered by SFFAS 51, Insurance Programs, to determine accounting standards that provide
concise, meaningful, and transparent information regarding the potential impact to the fiscal
health of the federal government.

HISTORY OF BOARD DELIBERATIONS
October 19-20, 2016 Board Meeting
At the October 19, 2016, Board meeting, the risk assumed — phase Il began.

The Board reviewed staff's high-level gap analysis presented in table 1: Analysis of Federal
Accounting Standards in Relation to the IMF [International Monetary Fund]
Recommendations for Disclosing Fiscal Risks and table 2 from the Australian Statement 8:
Statement of Risks.

The Board agreed that an extensive gap analysis is necessary to determine the risk
information that the consolidated financial report of the U.S. Government includes and how it
is presented, the extent to which FASAB can align with enterprise risk management (ERM)
as prescribed by The Office of Management and Budget Circular A-123, Management’s
Responsibility for Enterprise Risk Management and Internal Control, and the Board’s
preference for presenting risk assumed information going forward.

For the gap analysis, the Board agreed to determine the following:

e If federal government reporting is transparent enough for estimates and uncertainty
around significant risks with a focus on broad risk categories, such as an economic
downturn where revenues go down and benefit program costs go up

o If there is a significant gap in reporting to be addressed for individual risk items, such
as treaties, commitments by the federal government, and intergovernmental
dependencies with state and local governments

e How to present summarized risk events at the government-wide level for cross-cutting
agency efforts, such as disaster relief, with access to detail at the agency level
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Appendix A: TAB E

December 19-20, 2016

At the December 20, 2016, Board meeting, the Board approved a framework for the risk
assumed gap analysis. Members agreed that categories should not be a laundry list of
events but instead should be principle-based and broad enough to encompass current and
future significant risk events. The scope will include past and future events and whether
uncertainty is adequately explained. Staff will review past financial reports to understand
what was included before and after recent large events, such as the 2008 financial crisis, at
the agency and government-wide levels.

Staff will utilize roundtable discussions to discover if current disclosures are clear, relevant,
and add value in relation to the available standards. If roundtable participants do not feel that

current disclosures are clear, relevant, or valuable, the group will discuss what is missing and
should be included.

Staff will work on the gap analysis over the next several months and present findings and
recommendations to the Board upon completion.

June 21-22, 2017
Members did not want to include discussions that
e predict unforeseen catastrophes and their potential financial effect;
e trends for using emergency funding as an indicator of fiscal exposure to risk shocks;
e comparisons of estimates to actuals;
¢ how past risk events were managed; or

e a separate risk section [as presented in the USAFacts 10-K Report -risk section—Item
1A Risk Factors] within federal financial reports.

Members did want to
¢ include past events that affect the current financial position;

¢ include and define major risk events with a relationship to long-term sustainability that
are not already reported;

e use the principle-based broad risk categories as a foundation for continuing the gap
analysis; and

e present meaningful streamlined information as a broad analysis rather than specific
details.
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Appendix A: TAB E

October 25-26, 2017

According to the project objective, the risk assumed project strives ... to determine
accounting standards that provide concise, meaningful, and transparent information
regarding the potential impact to the fiscal health of the federal government. However,
understanding what risks affect U.S. financial sustainability and why they do is very
challenging. Therefore, as part of the ongoing gap analysis, staff reviewed SFFAS 2,
Accounting for Direct Loans and Loan Guarantees, to learn how risk is currently disclosed in
the financial statements.

Staff conducted research with the Department of Education, Department of Housing and
Urban Development, Small Business Administration, and the Government Accountability
Office and learned that agencies cannot specifically identify their users. In addition, reporting
is inconsistent, extremely detailed, and burdensome. This not only affects preparers, but also
users.

On October 26, 2017, staff presented these findings at the Board meeting to determine if
members wanted to pilot amendments to SFFAS 2 to develop a framework for how to
address risk assumed holistically.

Members agreed and requested that staff

» identify user groups to analyze risk factors, beyond those used to calculate
credit subsidy reestimates, to help build a risk profile;

+ develop a framework for how to discuss measurement uncertainty;
» consider how to discuss the “why” behind the “what” of risk;
« present sensitivity analysis at a future meeting; and

» pilot amendments to SFFAS 2 to develop a model/framework for how to
address risk assumed holistically.

FEBRUARY 21-22, 2018

The Board hosted an enterprise risk management (ERM) risk profiling education session. The
panel discussed the following:

. Ms. SallyAnne Harper, a founding member and immediate past president of the
Association for Federal Enterprise Risk Management (AFERM), provided a
high-level review of federal ERM.

. Mr. Tom Brandt, the Chief Risk Officer at the Internal Revenue Service (IRS)
and AFERM President Elect, presented a review of IRS’s risk profiling
processes, including risk identification, categorization, assessment,
quantification, measurement, and modeling.
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Appendix A:

TAB E

Mr. Mike Wetklow, Deputy Chief Financial Officer (CFO) and Division Director
for Financial Management, National Science Foundation (NSF), presented
NSF’s ERM implementation process, including a discussion about risk appetite
as an integral part of risk profiling.

Mr. Daniel Fodera, Lead Management Analyst, Program Management
Improvement Team, Directors of Field Services, Federal Highway
Administration (FHWA), explained the tools used in ERM risk profiling, including
the use of a heat map at FHWA.

The Board learned the following main points:

Risk assessment is integrated into strategic planning and investment decision
making to determine priorities and objectives.

Senior management is responsible for setting risk appetite to determine the
most significant risks that could impact the organization’s strategic mission.

Risk appetite includes an analysis of both the likelihood and impact of events.

Most agencies are just beginning to develop their ERM processes; a few are
moving into a more mature model.

Directly following the education session, the Board discussed whether to leverage ERM risk
profiling as identified in OMB Circular A-123, Management's Responsibility for Enterprise Risk
Management and Internal Control.

The Board agreed that staff should explore how to incorporate OMB A-123 risk profiling in the project;
however members noted the following concerns:
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The Board should determine what type of risks to focus on:
performance/programmatic—MD&A and/or financial impact—disclosure notes.

The Board should determine what risks are not currently included in financial
reports through working groups and determine the consequences of not
including certain risks.

The Board should consider producing best practices guidance if the standards
are complete and agencies need additional help.

The Board should prevent risk identification from turning into a compliance
exercise that might affect the ERM process.

The Board should consider how agency internal ERM processes might be
affected by external financial reporting and the related audit.
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FINAL - Risk Assumed — GAO Focus Group Meeting Minutes

February 21, 2017, 1 PM to 3 PM
441 G Street NW, Room 6840
Washington, D.C.

¢ Attendance

The following GAO officials participated in the focus group: Messrs. Collins (EWIS), Conahan (HC),
Herring (HSJ), McNulty (FMCI), Persons (ARM), Reinsberg (SI), Thompson (NRE), Todisco (ARM),
Wilshusen (IT), and Zaun (FMA). Mses. Payne, Gilliam, and Mr. Perry were also present throughout
the meeting.

¢ Minutes

Ms. Gilliam welcomed the focus group participants to the meeting. She thanked them for volunteering
to share ideas and discuss the extent to which federal financial reports provide for concise,
meaningful, and transparent information regarding the potential impact to the fiscal health of the
federal government. She noted that participants had received the following documents for discussion:
Management’s Discussion and Analysis (MD&A); Statements of Long-Term Fiscal Projections; Note
23 - Long-Term Fiscal Projections; and the Sustainability of Fiscal Policy [Required Supplemental
Information] (Unaudited) from the 2016 consolidated financial report of the US Government (CFR).

Discussion of Presentation Concepts:

One participant noted that the MD&A and disclosures provided were quite dense for users—especially
average citizens—to digest and understand. Several other participants also noted that only a limited
amount of information on major risks and liability categories was discussed in the CFR excerpts.

Several participants noted that a discussion of risk may become too circumlocutory and lengthy,
particularly in the MD&A, which may result in information overload for users of the CFR.

Participants generally agreed that some discussion of the major factors and risks affecting long-term
fiscal projections would be helpful. One participant suggested that a concise discussion of major risks
that could affect the financial position of the U.S. government would be helpful in the MD&A for a
broader audience. Further, it would likely be necessary to cross-reference to another section of the
financial report, such as a footnote, to have a more robust discussion about how risks and
uncertainties may affect fiscal projections.

Panelists generally agreed that MD&A should continue to discuss significant risks and uncertainties in
a concise manner. A few participants suggested that, for certain technical and detailed risk
information, other vehicles (other than federal financial reports) for reporting such information would
likely be necessary. For example, some information regarding variables and uncertainties that affect
long-term fiscal projections may be beneficial to include in the financial statement notes. However,
more detailed discussions regarding the basis for formulating the assumptions behind them may be
too dense for inclusion in financial reports.

One participant noted that, while the CFR may be dense, there is opportunity to improve the clarity,
completeness, and understandability in how changes in assumptions can affect the bottom line results
and how risks and uncertainties ultimately have a significant effect. The participant commented that
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changes in assumptions can also be a distractor and mislead users regarding the cost of government
services and the operating performance of the government. The participant suggested that it may be
beneficial to present these “below the line” as other comprehensive gains and losses. [Staff note:
Statement of Federal Financial Accounting Standards 33, Pensions, Other Retirement Benefits, and
Other Postemployment Benefits: Reporting the Gains and Losses from Changes in Assumptions and
Selecting Discount Rates and Valuation Dates, provides for “below the line” presentation of these
amounts; however, further improvement in presentation was sought.]

A few participants said that integrating and weaving discussion of risks in various locations throughout
federal financial reports may dilute the significance of important information regarding risks.

A few participants suggested that larger groupings and categories may be helpful. However,
participants also pointed out that there are interdependencies across the broad risk categories and risk
types presented in the focus group discussion materials; however, participants generally agreed that
the broad categories and risk types listed thereunder were sensible.

One participant cautioned that commingling historical, short-term, and long-term risk discussions and
disclosures may also confuse and mislead readers. The participants were supportive of clear
delineation and organized discussions of risks and the time periods being discussed. Another
participant noted that financial statement notes that are cross-walked to line items in the statements
are an important tool to help achieve this.

Participants suggested that it would be beneficial to avoid the use of overly-technical or vague
terminology when discussing and disclosing risks in federal financial reports. For example, many
readers may not be familiar with the concepts behind and meanings of terms such as “inter-
governmental dependencies” or “programmatic dependencies,” two of the four broad categories
presented to the participants.

A participant with actuarial expertise explained that there is currently a limited discussion of four
variables that affect the fiscal projections. This participant noted that it may be more beneficial to
develop a range of estimates as well, showing pessimistic, midpoint, and optimistic scenarios, to
illustrate the realm of reasonably possible scenarios that may occur as a result of risks and
uncertainties.

Another participant commented that many long-term risks are likely to be overshadowed in the CFR
(and thus may be overlooked by users) due to the focus on health care and social insurance risks
through the financial statements, notes, and long-term fiscal projections.

Certain component agencies were mentioned by participants as being experienced with reporting on
enterprise risk management efforts, such as the Departments of Commerce and Education. These
agencies may have insights into best practices and lessons learned.

Other remarks on specific presentation matters from individual task force members:

o Large market capitalization companies often do a good job with risk reporting in their filings;
Royal Dutch Shell (RDS.A) is one example.

¢ While firms and companies may be reluctant to share proprietary data on risk management,

they are often quite willing to share information regarding their methodologies, practices, and
tools for managing and reporting on risks.
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Risk Assumed — Focus Group — Meeting Minutes
March 21, 2017, 9 AM to 11 AM
441 G Street NW, Room 6840
Washington, D.C.

ATTENDANCE:

FASAB Staff: Wendy Payne, Alan Perry, Robin Gilliam, Leigha Kiger, and Ross Simms

Ted Goldman, American Academy of Actuaries

Daniel Murrin, Ernst and Young

Nikhail Nigam, American Academy of Actuaries

F. Stevens “Steve” Redburn, George Washington University
Jeffrey Schlinsog, American Academy of Actuaries

Timothy Shaw, Bipartisan Policy Center

David Torregrosa, Congressional Budget Office

INTRODUCTION:

Mr. Perry welcomed the focus group. He explained that the focus group was part of a
gap analysis of the consolidated financial report (CFR) and agency financial reports
(AFR) to determine what information affecting the financial performance and condition
of the federal government may be missing in relation to reporting risk assumed."

One participant asked how the CFR is prepared. Mr. Perry explained that agencies
complete their AFRs as of September 30" which are then reported to the Department of
the Treasury (Treasury). Treasury then consolidates the AFRs into the CFR which is
typically available by March. Ms. Payne noted that details behind the high-level
information in the CFR can be found in the AFRs and our scope at this time for the risk
assumed project includes updates to standards for both the AFRs and CFR.

One participant asked what the motivation was behind the risk assumed project.
Another participant asked if risk assumed is the same as the government’s ability
to absorb what could go wrong.

Some participants wanted to know how the CFR is used to make decisions and
whether or not this project would lead to better decision-making as a result of any
changes in reporting. Staff noted that we want to make it a more useful report for
citizens, think tanks, and congress. Staff noted that, although everyday citizens
may not read the CFR, they often consume information from news organizations,
think tanks, and other citizen intermediaries that use information from the CFR.

' This was the second focus group held by FASAB staff on this topic, with the first being with Government
Accountability Office (GAQO) experts. Comments and recommendations from both groups will be consolidated and
reported to the Board.
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DISCUSSION:

Mr. Perry noted that staff sent participants the Management’s Discussion and Analysis
(MD&A) section of the CFR to review prior to the focus group session. He read the
following from the Statement of Federal Financial Accounting Standard (SFFAS) 15,
par. 3 and asked for feedback on the length, flow, clarity and consistency of the MD&A
as it relates to discussions about risk:

"MD&A should include forward-looking information regarding the possible future
effects of the most important existing, currently-known demands, risks,
uncertainties, events, conditions and trends..."

Participants noted the following about the MD&A:

e ltis too dense. It should be more concise by reducing unnecessary discussion to
avoid overwhelming readers.

e It could provide a discussion about resilience to understand the effect to provide
financial support for unforeseen catastrophic events—the low probability high
impact events, the future costs of “black swans” that are uninsurable—on the
long-term fiscal outlook.

e |t should NOT include granular discussions.

e |t could include a discussion about projections of risk events and actual expenses
incurred for transparency regarding changes in assumptions and numbers.

e It could include a discussion about potential liabilities to show the resilience of
the federal government to absorb significant future risk shocks and any effect on
solvency. Context behind projected numbers should not increase the size of the
MD&A or overwhelm readers.

Mr. Perry asked if providing criteria would help preparers to be more concise. One
participant said yes, but cautioned that risks change every year so criteria should not be
too prescriptive.

Participants recommended answering the following questions in the Financial
Reports:
Did we use emergency appropriations - funding?
Some participants recommended the use of emergency funding as an indicator
of fiscal exposure to risk shocks. One participant suggested that we look at the

average of emergency funding over a 10-20 year period to see how that affected
fiscal exposure that was not anticipated.
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A number of participants recommended defining “emergency” as useful in
analyzing risk. For example, information regarding Overseas Contingency
Operations (OCO) may be misleading due to the potential use of OCO by the
Department of Defense for other than true contingencies.

Did the government incur debt and, if so, how did it affect the financial
condition? (E.g. debt to GDP ratio)

Participants suggested a discussion about how risk events are financed and their
affect in relation to the long-term fiscal outlook. For example, the Federal
Reserve is the largest debt buyer, which is not discussed.

e When does a risk event impact solvency?
e What is the resilience of risks we are insuring?
e What is the funding cost?

e How much will the debt needed to cover the risk shock cost the
government—total interest?

Can we describe spikes to Debt - GDP ratio and the correlations to risk
events?

One participant recommended including a stress test to show the impact of a
past event. Some participants agreed that a look back to review the entire story
and effect of a major risk event could be beneficial. For example, the GSE
bailouts were very expensive but premiums paid us back on a cash basis.

Another participant said that past events are not always a good predictor of
future events, but recommended a discussion around significant past events that
significantly affected the financial statements and current financial position and
how the risk was managed.

Staff asked for recommendations on how to discuss existing risk and anticipated
demands.

One participant recommended discussing the risk that would occur if PBGC
(Pension Benefit Guarantee Corporation) could not provide benefits. Staff asked
if we report on this, do we signal that the government might do something about
it. One participant suggested talking about this as a risk vs. liability. Another
agreed but said we should be careful not to create contingent liabilities that don’t
actually exist.

One participant said that PBGC is an explicit liability. He asked if we can
truthfully say there isn’t implicit risk there and recommended a resiliency
discussion combined with policy discussion to artfully avoid issues. One
participant noted that the financial analysis division of the Congressional Budget
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Office (CBO) analyzed PBGC. That CBO is also looking at state and local for
unfunded pensions and the fiscal impact if the federal government steps in.

Staff asked about Hurricane Katrina and what spending was in response thereto.
Is economic modelling sufficient?

Participants agreed that information on trends would be useful but were
concerned about how to capture that across agencies. They also recommended
distinguishing between one-off events from trends when measuring risk including
correlations between related events.

HOW TO PRESENT RISK ASSUMED INFORMATION:

One participant wanted to know how other countries structure their risk reports.

Ms. Payne noted that other country’s reports look more like a CBO report or
white paper with mostly narrative discussion within categories and not
necessarily like a financial statement.

Participants were concerned about the overlap of information with other
agency/government organization documents. For example, CBO’s long term
projection report.

Some participants suggested that a robust discussion on risk would be more
popular.

Staff asked how risk assumed information could be presented to enhance
understandability:

One participant recommended integrating stress tests within MD&A including a
discussion to explain the scenarios.

Another participant suggested using a heat map as a tool to plot the likelihood
and severity of events as a way to identify what should be included in the MD&A.

Another participant agreed that including stress and reverse stress testing will
help to show different scenarios of what could affect solvency, such as a change
in mortality rate, decreases in non-exchange revenues, and/or significant
changes in healthcare costs as a percentage of GDP.

Other participants suggested including graphs or charts as a way to help
illustrate material risk events that could happen and how they would contribute to
a change in the Debt to GDP ratio and impact users.

Participants agreed that relating risk events to individuals and the effects on their
personal incomes could be helpful. There was a discussion about showing how
either spending cuts or tax increases affect paychecks, for example. Analysis
could include who is most affected.
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Staff asked if the information should be presented in a separate footnote, section,
or discussed throughout the report.

One participant emphasized the need to balance precision and reliability with the
potential costs and resources associated with compiling this information. Some
recommended putting a number on the government’s obligation to step in and
handle emergencies and large crises. One participant thought that future
liabilities are understated.

One participant recommended keeping risk at a higher level in the MD&A.

HOW TO ORGANIZE RISK INFORMATION:

Staff noted that we were looking at how to use enterprise risk management and the
table of broad risk categories—which was included in the meeting materials—and asked
if these models were helpful to organize risk information.

A number of participants suggested that the information be organized from
explicit, narrow guarantees and moving up to bigger risk events in a pyramid
model with quantifiable - tangible programmatically risk at the top leading into
liability recognition. Some noted that an implicit guarantee might be triggered by
a risk and need to be discussed. Interdependencies should also be discussed.

Other participants agreed that GAO and CBO fiscal exposure work along with
industry risk disclosures required from, for example FASB and SEC, could be
informative for the project.
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GAO
Credit Subsidy Cost Estimates
August 3, 2017, Room 5U09 — 10:00 — 11:00am

Participants

Robin Gilliam, Assistant Director, Federal Accounting Standards Advisory Board
(FASAB)

Alan Perry, FASAB detailee

Marcia Carlsen, Federal Credit Reform Act (FCRA) expert, Government Accountability
Office (GAO)

FASAB staff met with Ms. Marcia Carlsen to discuss the findings in GAO-16-41 CREDIT
REFORM: Current Method to Estimate Credit Subsidy Costs is More Appropriate for
Budget Estimates than Fair Value (FV) Approach.

DISCUSSION
General Review of Accounting for the FCRA:

The government is required to keep reserves on hand for the cost of direct loan and
loan guarantee (DL/LG) programs.

These “subsidy costs” are the net present value of projected cash flows based on the
Department of the Treasury (Treasury) rate, which is locked in at the time of loan
disbursement for each cohort (same year, similar loans). Costs to the government are
reestimated annually based on a variety of risk factors, such as the borrower’s interest
rate, which is not locked, loan performance, and default, prepayment, and loss rates for
each cohort. The subsidy is then adjusted upward or downward by comparing the
reestimates to the balance in the Financing Account. This is referred to as a balances
approach.

If the cost to the government for the direct loans or loan guarantees is an upward
reestimate, the program will receive that amount in appropriations. If it is a downward
reestimate, then money must be returned to Treasury.

For Example:

1. Annual Subsidy Reestimate: $100
Financing Account Balance: _70
Upward Reestimate $ 30 [Add’l appropriation received]
2. Annual Subsidy Reestimate: $ 60
Financing Account Balance: _70
Downward Reestimate $ 10 [Returned to Treasury]
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How to Measure the Subsidy?

According to report GAO-16-41, the current method to estimate credit subsidy costs is
more appropriate for budget estimates than the FV approach because risk is already
captured in the cash flows. On the other hand, the Congressional Budget Office (CBO)
has issued a number of reports estimating the difference between the current FCRA
method and calculating the subsidy using FV. In the past, CBO has supported FV as a
measurement. For example, in its Budgetary Estimates for the Single-Family Mortgage
Guarantee Program of the Federal Housing Administration Report, September 2014,
CBO states, “The fair-value approach to estimating the cost of federal loans and loan
guarantees provides a more comprehensive measure of cost, in CBO’s view, because it
incorporates the cost of market risk.”

CBO’s methodology for calculating FV appears to be inconsistent with generally
accepted accounting principles. Because CBO does not have access to the actual cash
flows, it uses the published agency subsidy rates and adjusts them to FV. The problem
with FV is that it inflates the discount rate. Since the risk is already accounted for in the
cash flows, CBO’s methodology appears to double-count risk.

A good example of this is the Troubled Asset Relief Program (TARP) which, under the
Emergency Economic Stabilization Act of 2008, estimated the cost of troubled assets
using the FV method."

In 2009, the TARP Capital Purchase Program (CPP) disbursed $204.6 billion for direct
loans made. Due to measuring subsidies at FV, the net lifetime downward re-estimates
were $73.6 billion.2 This means that TARP had to reimburse Treasury $73.6 billion.
Subsidy rate is another indicator that using FV for TARP over-estimated the risk; the
“original subsidy rate” for CPP was 26.99 (an estimated cost of $26.99 per $100).
Today, the CPP “current reestimated rate” is -3.46.

Another note about CBO is that there were two groups. One group supported the FV
measurement of direct loans and loan guarantees, while the other group was opposed
to it. Most of the proponents are no longer with CBO. FASAB staff was referred to Ms.
Sue Irving of GAO for a better understanding of this situation.

"Per12 U.S.C. § 5232 “the cost of troubled assets and guarantees of troubled assets shall be calculated by
adjusting the discount rate in section 502(5)(E) (2 U.S.C. 661a(5)(E))—Federal Credit Reform Act—for market risks...

20Office of Management and Budget, Fiscal Year 2017 Federal Credit Supplement, Table 7.
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Discussion Questions:

1.

Who do you believe are the primary users of the financial information provided in
direct loan and loan guarantee notes in agency financial statements?

Ms. Carlsen: Users are limited to auditors, inspector general, and agencies.

. Are there any drawbacks or opportunities to improve current direct loan and loan

guarantee reporting, including presentation methods used in financial statement
notes?

Ms. Carlsen: It is very burdensome for agencies to continue to measure by cohort
when for one program there is a new cohort every year and that can add up to an
extraordinary amount to manage. For example, 60 programs could require 1600
cohorts / cash flows to manage.

She recommends recording by cohort for the first five-ten years to capture default
vulnerability years, then net together into one.

Another item of concern is reporting the subsidy rates in the financial reports. Per
Ms. Carlsen, the Federal Credit Supplement Budget of the U.S. Federal Government
includes subsidy rates per program. Therefore, she recommended removing subsidy
rates from the financial reports with a reference to the budget reports. Staff noted,
however, that the budget reports are not audited, which might explain why that
information is included in the agency financial reports.

What risk factors should agencies consider when estimating subsidy costs? Should
these risk factors be limited to what the Office of Management and Budget (OMB)
prescribes?

Ms. Carlsen explained that OMB does not prescribe risk factors, just the cash flow
model for agencies to interpret and implement. Risks are captured in the cash flow
projections as the effects of defaults, recoveries, prepayments, etc.

Are methodologies consistent among agencies to estimate subsidy costs? Which
methodologies do you prefer?

Ms. Carlsen said that methodologies are determined by agencies and may be
different for each of their programs depending on size and complexity. Agencies will
take different program nuances into account for their cash flows.

What accounts for wide swings in subsidy reestimates each year? What information
regarding these reestimates do you think would most benefit users? For example,
would users benefit from items such as the dollar amount difference and percentage
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changes; narrative explanations; reconciliations showing key causes of the changes;
trends?

Ms. Carlsen noted that standards already require discussion of reasons for
reestimates.

Staff noted that each reestimate line is currently being discussed, and FASAB is
considering recommending amending the standards to only present material
changes. By including a more comprehensive presentation [extend chart to include
amount and percentage changes], users could see material changes that
management can discuss?. Ms. Carlsen did not disagree.

6. When would material swings in subsidy estimates warrant discussion in
Management’s Discussion and Analysis (MD&A)? In those cases, what matters
should be discussed?

Ms. Carlsen said that reestimates should continue to be discussed in agency
financial reports’ MD&A.

However, she noted that the consolidated financial report of the U.S. Government
should present at a higher level of information. There is no discussion about DL/LG,
but possibly there should be if they are material enough. The TARP note seems to
be boiler plate, changing little from one year to the next. It should be eliminated due
to a lack of materiality at the current time.

Recommended follow up actions:

e Ms. Carlsen directed our attention to the following GAO report:
GAO-16-269 CREDIT PROGRAMS: Key Agencies Should Better Document
Procedures for Estimating Subsidy Costs.

o Staff noted that they reached out to talk to the Department of Housing and Urban
Development / Federal Housing Administration, Department of Education, and
Small Business Administration. Ms. Carlsen also recommended including the
Department of Agriculture.
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EDUCATION
Direct Loans/Loan Guarantees — Credit Reporting
MEETING MINUTES
PCP, 550 12th Street SW, Room WDCPCP-6083
August 8, 2017, 9:00-10:00_a.m.

Participants

Federal Accounting Standards Advisory Board (FASAB):
o Wendy Payne, Executive Director
¢ Robin Gilliam, Assistance Director, Risk Assumed Project Lead

Education (ED):
¢ Tim Soltis, Delegated Chief Financial Officer
e Jay (John) Hurt, Chief Financial Officer, Federal Student Aid
¢ Anthony Chavez, Director, Financial Management Group, Finance Office, Federal
Student Aid
Erica Navarro, Director, Budget Service
Larry Kean, Deputy Director, Budget Service
James Wilson, Budget and Financial Analyst, Budget Service
Hillary Perkins, Budget and Financial Analyst, Budget Service
Daniel Simpson, Director, Cost Estimation and Analysis Division, Budget Service

Introductions / General Information

Ms. Gilliam opened the meeting with a brief discussion about the risk assumed project history
and issuance of Statement of Federal Financial Accounting Standards (SFFAS) 51, Insurance
Programs (phase one), and a brief description of the purpose of the project’s second phase.

Mr. Soltis explained that Budget Service manages the assumptions and the credit model and
provides the information to Federal Student Aid (FSA) and the Financial Statement team, which
prepares the agency financial reports (AFRs). Budget Service prepares all budget documents
submitted to the Office of Management and Budget (OMB) and others and addresses relevant
qguestions pertaining to the credit model.

Discussion
1. WHO ARE THE PRIMARY USERS?

Mr. Soltis said that there are multiple users for information related to credit modeling. For
example, the budget is a future-oriented look at what is needed to implement policy while the
AFR is a stewardship report that looks back at the financial position resulting from the
operations accounted for in the reporting period. While ED primarily focuses on the past, they
do include some futuristic information in the 2016 AFR and work hard to present a balanced
picture that indicates the current risks and related uncertainties in projecting actuals.

The question is the collectability of the borrowed money. When people graduate how much of
that debt is going to come back through collections [self-financing arrangement] or taxes
[subsidized by the government]? This discussion is not included in ED’s AFR.

Ms. Payne asked how much financial information makes it to the performance reports. Mr. Soltis
said limited information related to the credit model is included in ED’s Annual Performance
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Report, which relates primarily to post-secondary education affordability and completeness.
However, a new strategic plan is currently under development.

Reaching out to users — ED’s AFR team seeks input from the public through email. They also
circulate/coordinate the AFRs through FSA, the entire Department of Education, and legislative
affairs, etc., to determine if there are any comments from the public or other external
stakeholders, including OMB and Congress. Through these efforts, the AFR team learned that
its audience is made up of primarily people in the theoretical realm—those studying credit—
such as professors, the audit firm, companies who are marketing their modeling services, and
the Department of the Treasury (Treasury). They do not usually get inquiries from the general
public about credit modeling regarding what is included in the AFR. Mr. Soltis also said the ED
inspector general is also a user of the AFR and will sometimes provide comments about what
should be included in the AFR.

2. SENSITIVITY ANALYSIS
Ms. Payne asked if sensitivity analysis is used in either the budget or AFR reporting and why.

Ms. Perkins said sensitivity analyses are used in several ways, such as for prepared by client
(PBC) audit requests; Government Accountability Office (GAO) or OMB requests; and in-house
function development processes, specifically for areas that are currently more sensitive, such as
the income-driven repayment plan (IDR). In-house sensitivity analyses do not get published

Ms. Gilliam referenced the sensitivity information published on page 64 of the AFR. Ms. Perkins
said the information was a PBC item for the auditor. Ms. Gilliam noted that the presentation is in
a narrative form. Would it be burdensome to present it in a chart? Ms. Perkins said she could
prepare a chart, but she does not make presentation decisions in the AFR. Mr. Soltis said ED
could create a chart, but he questioned its utility and thought more prescriptive requirements
could cause more harm than good.

Every year ED decides the best way to provide a balanced display to avoid overstating one area
over another. To address this, ED added a high-level picture in the financial highlights section,
page 23, of the cash flow and the model.

Ms. Perkins added that the information estimated and presented reflects the current interest (hot
topics—like IDR). But hot topics constantly change, so the team uses judgement on what it
thinks people want to see for that year.

3. REDUCING BURDEN OF REPORTING —- RECOMMENDATIONS TO IMPROVE AFRs

Ms. Payne discussed the new streamlining project that will be managed through the reporting
model and note disclosure projects. Roundtables showed a lot of interest in streamlining the
direct loan / loan guarantee disclosure. Noting that some of the requirements come from OMB
Circular A-136 and SFFAS 2, as amended; she asked what information might be removed and
what information remains vital.

Mr. Soltis said one challenge with the A-136 is that it is too prescriptive by requiring fixed
tables that auditors audit against for exact compliance. For example, ED has received critique
stating, “You missed this one line in the table, required on page 110, paragraph two.” Therefore,
ED is pushing for A-136 to be shorter and provide more flexibility.
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Mr. Soltis explained that it is difficult to know when to discuss risk factors. For example, the
biggest driver for the model is interest rates. ED needs to explain the impact of an extreme
interest rate spike without crying wolf when mild swings occur.

Ms. Gilliam asked for an explanation on how interest rates are used to determine subsidy cost.

Ms. Perkins said the difference is the timing between when the student rate [borrower] and the
borrowing rate from Treasury are set. She explained that the negative 1.5 interest rate
reestimate for 2016 represents that lag for cohorts. Cohorts go into reestimate when 90%
disbursed. Loans are disbursed over two fiscal years—every six quarters. Subsidy costs are
calculated using the OMB Credit Subsidy Calculator tool where interest rates are embedded.

Mr. Soltis added that policy changes for risk factors that unburden the borrower, such as loan
consolidations and term changes, also affect subsidy costs—better terms for the student means
more cost to the government.

Ms. Perkins stated that it is very challenging to predict 20 years of payments against policies
that are always under review and pressure to change.

Ms. Gilliam asked if ED’s enterprise risk management (ERM) contributes any information to the
credit reform reporting. Mr. Soltis said ERM is a separate group in FSA. Its focus is on policy for
defaults, collections, loan collectors, and information that affects the operations of FSA. The
information provided in the AFR is more arcane accounting, specifically driven by credit
accounting and specific information required by A-136.

Mr. Soltis explained that the Federal Credit Reform Act (FCRA) was a big change that paid
subsidy costs out of appropriated funds, which act like accounts payable but are hard to predict
because the budget authority behind them is driven by an estimate. Yet the FCRA requires pure
accounting—a matching principle—that usually does not apply to appropriations.

Ms. Perkins said that due to the magnitude of information it is hard to explain this type of
accounting to an audience that is not familiar with what it is looking at. For example, do AFR
users really understand what an estimate or reestimate really means when there are 30 cohorts
and 40 years for each cohort that aggregated together equals the annual subsidy cost? It is
complicated in itself to provide information to help understand what these numbers really
represent.

Mr. Soltis added that users often misinterpret or apply the reestimates incorrectly. For example,
ED received a question as to whether the $10 — $20 billion in reestimates was a 50%
adjustment. The answer was no. This was applied against a trillion dollar portfolio with the cash
flows adjustment approximately 2 — 3%. He referenced the GAO report’ that showed credit
programs’ percentages as being fairly stable.

Loans are growing in absolute dollars because ED’s portfolio is materially increasing.
Therefore, historically, the adjustment [reestimated subsidiary cost] grows every year,
but in correlation to the total portfolio, it is not independently material.

Ms. Gilliam said that FASAB is working to reduce the information presented because some
Board members are interested in paragraphs and not pages of information. Ms. Perkins said
reestimate information is explained concisely, such as the one sentence about how a 1%

'GAO-16-41 CREDIT REFORM: Cost Estimates: Current Method to Estimate Credit Subsidy Costs is More Appropriate for Budget
Estimates than Fair Value (FV) Approach.- [Credit Subsidy Cost Estimates]
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interest rate (page 84) change would be twice as large now as it would have been in 2011
based on portfolio expansion. She reiterated that more loan volume means more reestimates.

Mr. Soltis explained that information is presented in the AFR to cover the impact of credit
modeling as follows:

¢ The Financial Highlights present a balanced summary of all the information in a concise
manner. It cannot overplay the credit subsidy cost because it is not the biggest item.

e Forward-looking information in Management’s Discussion and Analysis discusses risks
and uncertainties. It disproportionately focuses on credit modeling because that is where
most of ED’s risk is.

e Footnote #5 reports the accounting detail.

4. WHAT RISK FACTORS DOES ED MONITOR?

Mr. Simpson said risk factors, such as interest rates, are identified by OMB; however, policy
changes for individual products, such as IDRs, could impact the payout rate. For example, if a
borrower opts into an IDR plan at 4% his or her payment will differ for a $30,000 salary than a
$50,000 salary. The challenge is to model how that interest revenue will change by predicting
how much people currently make and how much their wages will grow.

Ms. Gilliam asked about the colleges that recently went bankrupt and forgiving the debt for
those enrolled students. Was that a recent policy to protect these students?

Mr. Simpson said the Borrower Defense provision has been in existence for a long time but has
not been utilized until recently when Corinthian went bankrupt. Mr. Soltis said that provision is
now being tested. These major school closures are a good example about how inherently
difficult it is to project all risk factors. This one has been dormant for years but is now creating
an impact on the subsidy cost re-estimate.

Ms. Payne asked if ED’s experience with Corinthian changed the analysis of concentration of
risk in particular for-profit schools.

Mr. Soltis said the new administration is coming up with a new rule set—decision tree—to
determine when a loan can be discharged under the Borrower Defense Act. There are many
complicated factors to consider. Did the student graduate or leave? Were the credits viable and
transferable? If a student was enrolled for two years, is it a partial loss or is it completely
worthless? Is the student employable and at what salary? Is that related to the student’'s
industry of choice or the validation of the degree, and how does that translate into a loan
forgiveness amount?

5. METHODOLOGY

Ms. Gilliam asked how ED determines what methodology to use. Mr. Simpson said that ED
follows the FCRA models and decides how much detail to provide depending on what is
happening that year.
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6. RECONCILIATION FOR ALLOWANCE FOR SUBSIDY

Ms. Payne asked if the reconciliation for the allowance for subsidy is routine and if ED receives
a lot of questions about it.

Ms. Perkins said the reconciliation of this estimate for the financial statements is the crux of the
audit. The auditors ask a lot of questions about the line items in the reconciliation and how they
were calculated. Two subsidy reestimates are done annually. The OMB reestimate
encapsulates the financial statement estimate. ED does the reestimate in two pieces and adds
them together. After the AFR is done, ED reviews it with OMB because it becomes half of the
reestimate that will be in the budget.

Ms. Perkins said the $23.3 million for the Technical and Default Re-estimates line, page 62, is
everything else that is not included in the individual lines on the reconciliation. Items are
discussed on page 63. ED keeps track of each risk factor separately and each could be
included in a table. However, some items are very technical and the in-house table is very large,
which could cause users’ confusion.

7. CONSOLIDATED FINANCIAL REPORT

Ms. Gilliam asked about the Consolidated Financial Report (CFR) and why direct loans / loan
guarantees are not included, especially since their materiality is increasing. Mr. Soltis pointed
out that this is a Treasury report and that there is discussion in the CFO council that materiality
should be pushed down into the components with the AFR notes providing the explanation. He
emphasized that it is important when information is consolidated that it makes sense going from
the agencies into the CFR. For example, how should Treasury tell the government-wide
consolidated debt story?

In closing, Ms. Payne, thanked participants for their time and the quality of their reporting.
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EDUCATION AFR 2016 - NOTE 5

Note 5. Credit Programs for Higher Education: Credit Program
Recei;l'ahles, Net and Liabilities for Loan Guarantees

The Department currently operates two major student loan programs, Direct Loan and FFEL.
The Direct Loan program offers four types of loans: Stafford, Unsubsidized Stafford, PLUS, and
Consolidation. Evidence of financial need is required for an undergraduate student to receive a
subsidized Stafford loan. The other three loan programs are available to borrowers at all
income levels. Loans can be used only to meet qualified educational expenses.

The Department holds $1,076.6 billion in outstanding credit program net receivables. This
outstanding balance is comprised primarily of direct loans, defaulted FFEL loans, and FFEL
loans purchased using authority provided in the Ensuning Continued Access fo Student Loans
Act of 2008 (ECASLA). There are several other loan programs that the Department
administers—including the Federal Perkins Loan program, TEACH grant program, HEAL
program, and the Facilities Loan programs.

1] FY 2076 Agency Financial Repori—L.5. Deparment of Education
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FINANCIAL SECTION
NOTES TO THE FINANCIAL STATEMENTS

Credit program receivables, as of September 30, 2016 and 2015, consisted of the following:

Credit Program Receivables, Net

(Dollars in Millions)

2016
Allowance for
. Accrued
P | . Net
rincipa Interest Subsidy
Direct Loan Program $ 902,754 $ 50,835 $ 5,292 $ 958,881
FFEL Program 109,804 18,191 (13,125) 114,870
Other Credit Programs for Higher Education 2,988 389 (549) 2,828
Total Credit Receivables $ 1,015,546 $ 69,415 $ (8,382) $ 1,076,579
2015
Allowance for
- Accrued
Principal - Net
ineip Interest Subsidy
Direct Loan Program $ 800,811 $ 44,250 $ 35,496 $ 880,557
FFEL Program 114,704 17,529 2,471 134,704
Other Credit Programs for Higher Education 2,876 361 (765) 2472
Total Credit Receivables $ 918,391 $ 62,140 $ 37,202 $ 1,017,733

* Includes allowance for subsidy and liability for loan guarantees

The federal student loan programs provide students and their families with the funds to help
meet postsecondary education costs. Funding for these programs is provided through
permanent indefinite budget authority. What follows is a comprehensive description of the
student loan programs at the Department, including summary financial data and subsidy rates.

William D. Ford Federal Direct Loan Program. The federal government makes loans directly
to students and parents through participating institutions of higher education under the Direct
Loan program. Direct Loans are originated and serviced through contracts with private vendors.

The Department records an estimated obligation each year for direct loan awards to be made
in a fiscal year based on estimates of schools’ receipt of aid applications. Half of all loan
awards are issued in the fourth quarter of the fiscal year. Loans awarded are typically
disbursed in multiple installments over an academic period. As a result, loans may be
disbursed over multiple fiscal years. Loan awards may not be fully disbursed due to students
leaving or transferring to other schools. The Department’s estimate may also not reflect the
actual amount of awards made. Based on historical averages, the Department expects
approximately 6.2 percent of the amount obligated for new loan awards will not be disbursed.

Direct Loan program loan receivables includes defaulted and nondefaulted loans owned and
held by the Department. Of the $953.6 billion in gross receivables, as of September 30, 2016,
$57.3 billion (6.0 percent) in loan principal was in default and had been transferred to the
Department’s defaulted loan servicer, compared to $44.1 billion (5.2 percent) as of September
30, 2015.

The allowance for subsidy represents the estimated cost (to taxpayers) of financing the entire
loan program for all loans outstanding. The subsidy cost figures are estimated using OMB-
reviewed financial modeling methodologies which are subject to the FCRA. The allowance is
the aggregate of all positive and negative subsidies as well as modification adjustments, at a
point in time, for the current fiscal year and all those prior.

Positive subsidies, which are resources provided by Treasury to the Department for continuing
loan origination and servicing activities, are required when estimated program cash outflows
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FINANCIAL SECTION

NOTES TO THE FINANCIAL STATEMENTS

are expected to exceed inflows. Alternatively, when the estimated cash inflows are expected to
exceed outflows, the Department transfers excess subsidy funds back to the Treasury
(negative subsidy transfers). Positive subsidy increases aggregate program costs and negative
subsidy decreases aggregate program costs to taxpayers.

The estimation process used to determine the amount of positive or negative subsidy expense
each fiscal year, and subsequently the cumulative taxpayer cost of the program (allowance for
subsidy), is subject to various internal and external risk factors which often show strong
interdependence with one another. These risks include uncertainty about changes in the
general economy, changes in the legislative and regulatory environment, and changing trends
in borrower performance with regard to contractual cash flows within the loan programs.

Due to the complexity of the Direct Loan program, there is inherent projection risk in the
process used for estimating long-term program costs. As stated, some uncertainty stems from
potential changes in student loan legislation and regulations because these changes may
fundamentally alter the cost structure of the program. Operational and policy shifts, such as
growing efforts to increase borrower enrollment in income-driven repayment (IDR) plans, may
also affect program costs by causing significant changes in borrower repayment timing. Actual
performance may deviate from estimated performance, which is not unexpected given the long-
term nature of these loans (cash flows may be estimated up to 40 years), and the multitude of
projection paths and possible outcomes. The increasing enroliment of borrowers in the IDR
plans has made projection of borrower incomes a key input for the estimation process. This
uncertainty is directly tied to the macroeconomic climate and is another inherent program
element which displays the interrelated risks facing the Direct Loan program.

The following schedule provides a reconciliation between the beginning and ending balances of
the allowance for subsidy for the Direct Loan program:

Direct Loan Program Reconciliation of Allowance for Subsidy

(Dollars in Millions)

2016 2015
Beginning Balance, Allowance for Subsidy $ (35,496) $ (47,358)
Activity
Fee Collections 1,685 1,618
Loan Cancellations (5,065) 4,777)
Subsidy Allowance Amortization 17,815 16,373
Other (350) (460)
Total Activity 14,085 12,754
Subsidy Expense for Direct Loans Disbursed in the Current Year by
Component
Interest Rate Differential (15,463) (15,555)
Defaults, Net of Recoveries (127) 217
Fees (1,993) (1,678)
Other 11,887 10,830
Total of the Above Subsidy Expense Components (5,696) (6,186)
Loan Modification - 9,936
Components of Subsidy Re-estimates
Interest Rate Re-estimates (1,536) 1,506
Technical and Default Re-estimates 23,351 (6,148)
Upward/(Downward) Subsidy Re-estimates 21,815 (4,642)
Ending Balance, Allowance for Subsidy $ (5,292) $  (35,496)
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FINANCIAL SECTION
NOTES TO THE FINANCIAL STATEMENTS

Loan cancellations include write-offs of loans because the borrower died, became disabled, or
declared bankruptcy. The interest rate re-estimate reflects the cost of finalizing the Treasury
borrowing rate to be used for borrowings received to fund the disbursed portion of the loan
awards obligated. The remaining components of subsidy expense for direct loans disbursed in
the current year consist of contract collection costs, program review collections, fees, loan
forgiveness under PAYE and other accruals. Components of the FY 2015 subsidy expense for
direct loans disbursed in the current year were reclassified to better reflect the fiscal year of
underlying loan disbursement versus actual subsidy disbursement. Due to the interaction of the
timing of disbursements by loan type and other underlying subsidy rates, the bulk of these
expenses for both the 2015 cohort and 2016 cohort were recorded in FY 2016.

The following schedule summarizes the Direct Loan interest expense and interest revenue for
the years ended September 30, 2016 and 2015:

Direct Loan Program Interest Expense and Revenue

(Dollars in Millions)

2016 2015
Interest Expense on Treasury Borrowing $ 30,503 $ 27,593
Total Interest Expense $ 30,503 $ 27,593
Interest Revenue from the Public $ 44,375 $ 39,760
Amortization of Subsidy (17,815) (16,373)
Interest Revenue on Uninvested Funds 3,943 4,206
Total Interest Revenue $ 30,503 $ 27,593

The following schedule summarizes the Direct Loan subsidy expense for the years ended
September 30, 2016 and 2015:

Direct Loan Program Subsidy Expense

(Dollars in Millions)

2016 2015

Subsidy Expense for New Direct Loans Disbursed

Interest Rate Differential $ (15,463) $ (15,555)
Defaults, Net of Recoveries (127) 217
Fees (1,993) (1,678)
Other 11,887 10,830
Total Subsidy Expense for New Direct Loans Disbursed (5,696) (6,186)
Loan Modification - 9,936
Upward/(Downward) Subsidy Re-estimates 21,815 (4,642)
Direct Loan Subsidy Expense $ 16119 $ (892)

Direct Loan program re-estimated subsidy cost was adjusted upward by $21.8 billion in

FY 2016. The re-estimates reflect several updated assumptions: however, in this case, the size
of the net upward re-estimate was due largely to collection rates on defaulted loans and
repayment plan selection. Actual collections on defaults since FY 2011 were lower than
anticipated, which reduced estimated lifetime rates and increased the cost to the Department by
$10.1 billion. For repayment plan selection, a greater percentage of borrowers chose costlier
plans than had been estimated and increased the cost to the Department by $8.1 billion. The
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percentage of borrowers choosing an income-driven repayment plan was the primary cost
driver for that assumption.

Subsidy rates are sensitive to the difference between the borrowers’ rates and the rate the
Department is charged by Treasury on the debt to fund the loans; for example, a 1 percent
increase in projected borrower interest rates would reduce projected direct loan subsidy cost by
$4.8 billion. Re-estimated costs only include cohorts that are 90 percent disbursed; cohort
years 1994-2015. With the increase in income-driven repayment participation, the Department
also conducted sensitivities on incomes for students in IDR and Public Service Loan
Forgiveness (PSLF) plans. A 10 percent upward increase in borrower incomes decreases costs
almost $8.7 billion for cohorts 1994-2015. A 10 percent increase in PSLF plan participation
would increase costs $6.3 billion for cohorts 1994-2015.

Direct Loan program re-estimated subsidy cost was adjusted downward by $4.6 billion in

FY 2015. Updated discount rates for the 2014 and 2013 cohorts decreased cost by $6.2 billion.
Higher participation in income-dependent repayment plans increased cost by $15 billion. The
introduction of a new model for estimating income-driven repayment plan costs resulted in a
decrease in subsidy costs by $5.8 billion. Costs increased $1.8 billion due to increases in
default rates. Changes in prepayment rates reflect larger than expected prepayment activity,
leading to decreased interest earnings, resulting in $3.5 billion in upward subsidy cost. Costs
decreased $5.7 billion due to higher forbearance rates. Interest accrues during forbearance and
that interest is eventually paid to the Department. Other assumption updates produced
offsetting costs, with the remainder attributable to interest on the re-estimate.

FY 2015 Modification. Recorded subsidy cost of a loan is based on a set of assumed future
cash flows. Government actions that change these assumed future cash flows change subsidy
cost and are recorded as loan modifications. Loan modifications are recognized under the
same accounting principle as subsidy re-estimates. Modification adjustment transfers are
required to adjust for the difference between the discount rate used to calculate the cost of the
modification and the interest rate at which the cohort pays or earns interest.

The Department modified direct loans in FY 2015. Borrowers formerly ineligible for a more
generous PAYE repayment plan became eligible for a modified version of PAYE leading to
increased costs, resulting in a $9.3 billion upward modification of subsidy cost and a

$629 million net upward modification adjustment transfer. In FY 2015, the Department forgave
$2.1 billion in interest for borrowers participating in the PAYE/income-based repayment (IBR)
plans, which provide that, if the borrower’'s monthly payment amount is not sufficient to pay the
accrued interest on the borrower’s direct subsidized loan or the subsidized portion of a direct
consolidation loan, the Secretary does not charge the borrower the remaining accrued interest
for a period not to exceed three consecutive years from the established repayment period start
date on that loan under the PAYE/IBR plan.

The subsidy rates applicable to the 2016 loan cohort year follow:
Direct Loan Subsidy Rates—Cohort 2016

Interest
_Differential Defaults Fees Other Total
Stafford 6.82% 1.56% (1.68)% 4.98% 11.68%
Unsubsidized Stafford (8.34)% 1.06% (1.68)% 6.24% (2.72)%
PLUS (22.04)% 0.78% (4.27)% 5.38% (20.15)%
Consolidation 3.32% (0.50)% 0.00% 10.68% 13.50%
Total (4.40)% 0.65% (1.58)% 7.18% 1.85%

The subsidy rate represents the subsidy expense of the program in relation to the obligations or
commitments made during the fiscal year and are weighted on gross volume. The subsidy
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expense for new direct loans reported in the current year relates to disbursements of loans
from both current and prior years’ cohorts. Subsidy expense is recognized when the
Department disburses direct loans. The subsidy expense reported in the current year may
include re-estimates. The subsidy rates shown above, which reflect aggregate positive subsidy
in the FY 2016 cohort, cannot be applied to direct loans disbursed during the current reporting
year to yield the subsidy expense, nor are these rates applicable to the portfolio as a whole.
The Department does not re-estimate student loan cohorts until they are at least 90 percent
disbursed. As a result, the financial statement re-estimate does not include a re-estimate of the
current year cohort. The first re-estimate of this cohort will take place upon execution of the

FY 2018 President’s Budget.

The subsidy costs of the Department’s student loan programs, especially the Direct Loan
program, are highly sensitive to changes in actual and forecasted interest rates. The formulas
for determining program interest rates are established by statute; the existing loan portfolio has
a mixture of borrower and lender rate formulas. Interest rate projections are based on
probabilistic interest rate scenario inputs developed and provided by OMB.

The following schedule summarizes the Direct Loan program loan disbursements by loan type
for the years ended September 30, 2016 and 2015:

Direct Loan Program Loan Disbursements by Loan Type

(Dollars in Millions)

2016 2015
Stafford $ (23,752) $ (23,953)
Unsubsidized Stafford (52,254) (52,698)
PLUS (19,001) (19,163)
Consolidation (45,518) (46,434)
Total Expenditures $  (140,525) $ (142,248)

The allocation of disbursements for the first three loan types is estimated based on historical
trend information.

Student and parent borrowers may prepay existing loans without penalty through a new
consolidation loan. Under the FCRA and requirements provided by OMB regulations, the
retirement of direct loans being consolidated is considered a collection of principal and interest.
This receipt is offset by the disbursement related to the newly created consolidation loan.
Underlying direct or guaranteed loans, performing or nonperforming, are paid off in their
original cohort; new consolidation loans are originated in the cohort in which the new
consolidation loan was obligated. Consolidation activity is taken into consideration in
establishing subsidy rates for defaults and other cash flows. The cost of new consolidations is
included in subsidy expense for the current-year cohort; the effect of prepayments on existing
loans could contribute to re-estimates of prior cohort subsidy costs. The net receivables include
estimates of future prepayments of existing loans through consolidations; they do not reflect
subsidy costs associated with anticipated future consolidation loans.

Direct loan consolidations were $46 billion during both FY 2016 and FY 2015. Under the FCRA,
the subsidy costs of new consolidation loans are not reflected until the future fiscal year in
which they are disbursed. The effect of the early payoff of the existing loans—those being
consolidated—is recognized in the future projected cash flows of the past cohort year in which
the loans were originated.

Federal Family Education Loan Program. As a result of the SAFRA Act, no new FFEL loans
have been made since July 1, 2010. Federal guarantees on FFEL program loans and
commitments remain in effect for loans made before July 1, 2010, unless they were sold to the
Department through an ECASLA program, consolidated into a direct loan, or otherwise
satisfied, discharged, or cancelled. As of September 30, 2016 and 2015, total principal
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balances outstanding of guaranteed loans held by lenders were approximately $197 billion and
$220 billion, respectively. As of September 30, 2016 and 2015, the estimated maximum
government exposure on outstanding guaranteed loans held by lenders was approximately
$193 billion and $215 billion, respectively. Of the insured amount, the Department would pay a
smaller amount to the guaranty agencies. The rates range from 75 to 100 percent of the loan
value depending on when the loan was made and the guaranty agency’s claim experience.

FFEL Program Loan Receivables
(Dollars in Millions)

2016
Accrued Allowance Loan
Principal . Guarantee Net
P Interest for Subsidy Liability
FFEL GSL Program (Pre-1992) $ 4,087 $ 5674 $ (7,622) $ - $ 2,139
FFEL GSL Program (Post-1991) 35,645 6,562 (12,398) - 29,809
Loan Purchase Commitment 23,867 2,090 2,922 - 28,879
Loan Participation Purchase 44,434 3,600 4,347 - 52,381
ABCP Conduit 1,771 265 (374) - 1,662
FFEL Program Loan Receivables $ 109,804 $ 18,191 $ (13,125) $ - $ 114,870
2015
Loan
L Accrued Allowance
Principal . Guarantee Net
P Interest for Subsidy Liability
FFEL GSL Program (Pre-1992) $ 4,388 $ 6,149 $ (8,162) $ (10) $ 2,365
FFEL GSL Program (Post-1991) 33,415 5,756 (4,389) 3,398 38,180
Loan Purchase Commitment 26,474 1,981 4,410 - 32,865
Loan Participation Purchase 48,540 3,403 7,573 - 59,516
ABCP Conduit 1,887 240 (349) - 1,778
FFEL Program Loan Receivables $ 114,704 $ 17,529 $ (917) $ 3,388 $ 134,704

ECASLA gave the Department temporary authority to purchase FFEL loans and participation
interests in those loans. The Department implemented three activities under this authority: loan
purchase commitments; purchases of loan participation interests; and a put, or forward
purchase commitment, with an Asset-Backed Commercial Paper (ABCP) Conduit. This
authority expired after September 30, 2010; as a result, loan purchase commitments and
purchases of loan participation interests concluded. However, under the terms of the Put
Agreement with the conduit, ABCP Conduit activity ceased operations in January 2014.

The FFEL guaranteed student loan financing account had a negative estimated liability for loan
guarantees of $3.4 billion as of September 30, 2015. This indicated that expected collections
on anticipated future defaulted loans was in excess of default disbursements, calculated on a
net present value basis. Under GAAP, the negative estimated liability as of September 30,
2015, was classified as a component of credit program receivables on the consolidated balance
sheet.
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The following schedule provides a reconciliation between the beginning and ending balances of
the liability for loan guarantees for the insurance portion of the FFEL program:

FFEL Program Reconciliation of Liabilities for Loan Guarantees

(Dollars in Millions)

2016 2015

Beginning Balance, FFEL Financing Account Liability for Loan Guarantees $ (3,398) $ (4,218)
Activity

Interest Supplement Payments (830) (896)
Claim Payments (6,678) (6,917)
Fee Collections 1,731 1,926
Interest on Liability Balance (1,766) (1,826)
Other 5,648 12,797
Total Activity (1,895) 5,084
Components of Loan Modification

Loan Modification Costs 151 -
Modification Adjustment Transfers 24 -
Loan Modification 175 -
Upward/(Downward) Subsidy Re-estimates 6,535 (4,264)
Ending Balance, FFEL Financing Account Liability for Loan Guarantees 1,417 (3,398)
FFEL Liquidating Account Liability for Loan Guarantees 12 10
FFEL Liabilities for Loan Guarantees $ 1429 $ (3,388)

Other activity includes negative special allowance collections, collections on defaulted FFEL
loans, guaranty agency expenses, and loan cancellations due to death, disability, or
bankruptcy.
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The following schedules provide reconciliations between the beginning and ending balances of
the allowance for subsidy for the loan purchase commitment component and the loan
participation purchase component of the FFEL program. Loans in these programs are loans
acquired by the Department. Acquired loans are reported at their net present value of future

cash flows.

Loan Purchase Commitment Reconciliation of Allowance for Subsidy

(Dollars in Millions)

2016 2015
Beginning Balance, Allowance for Subsidy $ (44100 $ (5,228)
Activity
Subsidy Allowance Amortization 644 724
Loan Cancellations (193) (274)
Contract Collection Cost and Other (40) (40)
Total Activity 41 410
Upward/(Downward) Subsidy Re-estimates 1,077 408
Ending Balance, Allowance for Subsidy $ (2922) $ (4.410)
Loan Participation Purchase Reconciliation of Allowance for Subsidy
(Dollars in Millions)
2016 2015
Beginning Balance, Allowance for Subsidy $ (7,573) $ (8,373)
Activity
Subsidy Allowance Amortization 1,208 1,362
Loan Cancellations (355) (518)
Direct Asset Activities (74) (44)
Total Activity 779 800
Upward/(Downward) Subsidy Re-estimates 2,447 -
Ending Balance, Allowance for Subsidy $  (4,347) $ (7,573)
The following schedule provides FFEL program subsidy expense for the years ended
September 30, 2016 and 2015, respectively:
FFEL Program Subsidy Expense
(Dollars in Millions)
2016 2015
FFEL Loan Guarantee Program Subsidy Re-estimates $ 6,535 $ (4,264)
Loan Purchase Commitment Subsidy Re-estimates 1,077 408
Loan Participation Purchase Subsidy Re-estimates 2447 -
FFEL Program Upward/(Downward) Subsidy Re-estimates 10,059 (3,856)
FFEL Guaranteed Loan Program Modification Costs 175 -
FFEL Program Subsidy Expense $ 10234 $ (3.856)

FFEL guaranteed re-estimated subsidy cost was adjusted upward by $10.2 billion in FY 2016.
The net upward re-estimates in these programs were due primarily to collection rates on

defaulted loans which were lower than anticipated.

Subsidy rates are sensitive to interest rate fluctuations; for example, a 1 percent increase in
borrower interest rates and the guaranteed yield for lenders would increase projected FFEL

subsidy costs by $16.6 billion.

FFEL guaranteed re-estimated subsidy cost was adjusted downward by $3.9 billion in FY 2015.
Subsidy costs decreased $2.1 billion due to updated economic assumptions, including

68

28

FY 2016 Agency Financial Report—U.S. Department of Education



FINANCIAL SECTION
NOTES TO THE FINANCIAL STATEMENTS

probabilistic deterministic rates, which reflected historically low commercial paper rates,
resulting in substantially higher negative special allowance payments. Subsidy costs decreased
$706 million due to lower deferment rates on consolidated loans that have subsidized
components of outstanding debt. The Department pays interest benefits when loans are in
deferment, so lower deferment rates mean less interest benefits when loans are in deferment
and thus, less interest benefit payments to lenders. Other assumption updates produced
offsetting subsidy costs, with the remainder attributable to interest on the re-estimate.

FY 2016 Modification. In the FFEL program, private lenders provided loan capital, backed by
a federal guarantee on the loans. The federal government provided interest subsidies to
lenders and reimbursement to guaranty agencies for most of the costs associated with loan
defaults and other loan cancellations. The Consolidated Appropriations Act, 2016, increased
the guaranty agencies’ maximum reinsurance percentage on default claims from 95 percent to
100 percent. State and private nonprofit guaranty agencies provide services that include:
insurance payments to lenders for defaults, collection of some defaulted loans, default
avoidance activities, and counseling to schools, students, and lenders.

Other Credit Programs for Higher Education
Receivables, Net for Other Credit Programs for Higher Education

(Dollars in Millions)

2016
Accrued Allowance Loan
Principal p Guarantee Net
P Interest  for Subsidy Liability
Federal Perkins Loans $ 385 $ 242 $ (178) $ - $ 449
TEACH Program Loans 698 101 (109) - 690
HEAL Program Loans 405 31 (99) - 337
Facilities Loan Programs 1,500 15 (163) - 1,352
Total $ 2,988 $ 389 $ (549) $ - $ 2,828
2015
Accrued Allowance Loan
i u
Principal . Guarantee Net
P Interest  for Subsidy Liability
Federal Perkins Loans $ 356 $ 222 $ (168) $ - $ 410
TEACH Program Loans 642 97 (108) - 631
HEAL Program Loans 415 28 (127) (193) 123
Facilities Loan Programs 1,463 14 (169) - 1,308
Total $ 2,876 $ 361 $ (572) $ (193) $ 2,472

Federal Perkins Loan Program. The Federal Perkins Loan program provides low-interest
loans to eligible postsecondary school students. In some statutorily defined cases, funds are
provided to reimburse schools for loan cancellations. For defaulted loans assigned to the
Department, collections of principal, interest, and fees, net of amounts paid by the Department
to cover contract collection costs, are transferred to Treasury annually.

TEACH Grant Program. The Department awards annual grants of up to $4,000 to eligible
undergraduate and graduate students who agree to serve as full-time mathematics, science,
foreign language, bilingual education, special education, or reading teachers at high-need
schools for four years within eight years of graduation. The maximum lifetime grant for students
is $16,000 for undergraduate programs and $8,000 for graduate programs. For students failing
to fulfill the service requirement, the grants are converted to direct unsubsidized Stafford
Loans. Since grants can be converted to direct loans, for budget and accounting purposes, the
program is operated as a loan program under the FCRA.

FY 2016 Agency Financial Report—U.S. Department of Education 29 69




FINANCIAL SECTION

NOTES TO THE FINANCIAL STATEMENTS

The subsidy rates applicable to the 2016 loan cohort year follow:
TEACH Subsidy Rates—Cohort 2016

Interest
Differential __ Defaults Fees Other Total
Subsidy Rates 6.23% 0.21% 0.00% 6.61% 13.05%

HEAL Program. The Department assumed responsibility in FY 2014 for the HEAL program
and the authority to administer, service, collect, and enforce the program. The HEAL program
is structured as required by the FCRA. A liquidating account is used to record all cash flows to
and from the government resulting from guaranteed HEAL loans committed prior to 1992. All
loan activity for 1992 and beyond is recorded in corresponding financing accounts.

Facilities Loan Programs. The Department also administers the HBCU Capital Financing
program. Since 1992, this program has given HBCUs access to financing for the repair,
renovation, and, in exceptional circumstances, the construction or acquisition of facilities,
equipment, and infrastructure through federally insured bonds. The Department has authorized
a designated bonding authority to make loans to eligible institutions, charge interest, and collect
principal and interest payments. In compliance with HEA, as amended, the bonding authority
maintains an escrow account to pay the principal and interest on bonds for loans in default.

The total amount of support for HBCU programs, along with any accrued interest and unpaid
servicing fees, will be capitalized to principal and be reamortized through the original maturity
date of June 1, 2037. The Department has approximately $1.5 billion in outstanding borrowing
from the FFB to support loans made to HBCU institutions and $235 million obligated to support
near term lending as of September 30, 2016.

The Department administers the College Housing and Academic Facilities Loan (CHAFL)
program, the College Housing Loan program, and the Higher Education Facilities Loan
program. From 1952 to 1993, these programs provided low-interest financing to institutions of
higher education for the construction, reconstruction, and renovation of housing, academic, and
other educational facilities.

Administrative Expenses

Administrative expenses, for the years ended September 30, 2016 and 2015, consisted of the
following:

Administrative Expenses

(Dollars in Millions)

2016 2015
Direct Loan FFEL Direct Loan FFEL
Program Program Program Program
Operating Expense $ 721 $ 465 $ 653 $ 442
Other Expense 50 33 28 18
Total $ 771 $ 498 $ 681 $ 460
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Meeting with HUD/FHA - Direct Loans/Loan Guarantees
HUD HQ - 451 7th Street SW, Room 2226,
August 22, 2017, 9:30-10:30am

PARTICIPANTS:

Federal Accounting Standards Advisory Board (FASAB):

Wendy Payne, Executive Director
Robin Gilliam, Assistant Director, Risk Assumed Project Lead
R. Alan Perry, Detailee

Department of Housing and Urban Development (HUD) Office of Chief Financial Officer
(OCFO):

Nita Nigam, Accounting CFO, (ACFO)

Courtney Timberlake, Deputy CFO

Sau Lai Chung, Budget Analyst, CFO

Zoya Kaplan, Director Risk Management Division, CFO

Van Tran (phone), Acting Deputy ACFO for Financial Management

Federal Housing Administration (FHA) - Office of Housing:

Nandini Rao, Associate Deputy Assistant Secretary, Office of Risk Management and
Regulatory Affairs (ORMRA)

Stacey Shindelar, Director, Portfolio Analysis Division, ORMRA

Arnie Miller, Risk Director, Market Analysis Division, ORMRA

Roberto Garcia, Acting Director Office OF Risk Management, ORMRA

Jyoti Athavale, Financial Analyst, Portfolio Analysis Division, ORMRA

Myrna Gordon (phone) Directory, Financial Analysis & Controls Division, FHA Office of
Comptroller

INTRODUCTIONS / GENERAL INFORMATION:

Ms. Gilliam opened the meeting with a brief discussion about the Risk Assumed project history
and issuance of SFFAS 51, Insurance Programs (phase one), and a brief description of the
purpose of the project’s second phase.

Ms. Payne noted that FASAB’s intention was not to question their numbers, but to understand
their ideas for reporting risk in a more effective way regarding direct loans and loan guarantees.

HUD explained that the Federal Housing Administration (FHA) prepares their own set of
financial statements (FS) which are then consolidated into the Department’s agency financial
report (AFR).
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The accounting shop is the lead on preparing the financial statement estimates and notes
related to direct loans and loan guarantees, with FHA doing the modeling work and projections
supporting these estimates.

FHA manages the two program areas: single family forward programs, which include forward
loans and reverse mortgages, and multi-family housing programs which include healthcare;
hospitals and nursing homes.

The process for estimating changed in the past year. Now all estimations are done internally
with independent actuaries validating the numbers. Cash flows are projected using the
balancing method. There was a large restatement to the Liability for Loan Guarantees (LLG)
due to a better recognition of cash flows on reverse mortgages.

QUESTIONS:
1. USERS?

Congress, industry, and the Congressional Budget Office (CBO) all make inquiries about the
HUD/FHA AFR. CBO uses the information to help estimate the cost of new loans and
guarantees to provide clarity about the assumptions. Industry also reviews the AFR to
determine what direction HUD is taking with its new direct loan and loan guarantee products
and provide feedback on the balance of government and industry involvement in the
marketplace.

Agencies with similar programs but different borrower pools and characteristics may also be
users.

2. DRAWBACKS OR OPPORTUNITIES TO IMPROVE CURRENT REPORTING?
A. DUPLICATED INFORMATION:

Participants agreed that there is duplicative information between budget and financial statement
documents but also different constituents for each. HUD/FHA is interested in determining how
much and where the overlap is and how to present key pieces of information to users in an
understandable way. Information is presented at a high level about how the programs might
perform with the policy efforts going forward.

One participant recommended harmonizing the information between the many documents to
communicate the information in a way that the public will understand it. But understanding who
the “public” audience is, i.e. accountants and financial managers, versus the general public, will
help to determine how to present understandable information.

One participant said it is important to present information to help users understand the

government’s long-term cost for credit to evaluate from a policy perspective if the costs are
appropriate for the program, characteristics, and risks.
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B. STREAMLINING / BURDEN REDUCTION:

Ms. Payne informed the group that OMB briefed FASAB at the June meeting about burden
reduction. Burden reduction is not just for the preparer but also for the users who are often
burdened by voluminous, duplicative, and/or fragmented financial information. There were two
recommendations for the Board at the August meeting as part of the reporting model project: 1)
remove the stewardship reporting on stewardship investments; and 2) streamline the MD&A
performance section to only reference users to the APR and Summary of Performance
Information and focus on a higher level narrative in the MD&A.

We also have a project for developing principles around what disclosures should be required by
FASAB and whether there is an additional opportunity to provide principles to guide preparers.
A survey is available in September about streamling disclosure requirements to determine
which disclosure requirements are burdensome and bloated. Agencies will have an opportunity
to complete the survey anonymously with specifics to help with this burden reduction effort.

FASAB staff asked what they thought about including or removing the subsidy rate information.
One participant recommended removing subsidy rates to help streamline the balance between
the budget and financial reports.

One participant noted that HUD’s credit reform AFR notes are very detailed which could be
burdensome to users.

Another participant cautioned that any information added to the AFR in an audited section will
create an additional cost burden on programs to support resources needed, such as the
preparers, the contractors, and the |G to audit. For example, it is a significant investment of time
on the preparer if actuarial tables and complex programs are involved.

Participants wanted to know what the cost-benefit is to presenting the same information in the
financial statements versus just providing a link to the source material.

Mr. Perry said that FASAB standards have required financial statements to reference external
sources of unaudited information, citing SFFAS 52 as an example.

A. FORWARD LOOKING MD&A SECTION:

Ms. Payne asked if there were any thoughts on appropriate guidelines for presenting
information in the forward looking section of the Management’s Discussion and Analysis
(MD&A) of the AFR.

We were unable to discuss the specifics about the forward looking statement in the FHA MD&A
statement because the FHA official with expertise in this area was not available. However, one
participant pointed out that the LLG is forward looking. Ms. Payne explained that LLG is the
book of business for existing loans which is different from forward looking information that
projects future loans based on policy and budget request.
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B. CONSISTENCY:

One participant said that agencies’ supplemental budget reports are very enlightening since
they provide a lot of historical data, going back decades. A reader can assess the performance
of original estimates by reviewing how the re-estimates differ in relation to those original
estimates. But there are no disclosures about why the re-estimates are so big in the AFR.

To address the lack of consistency in agency reporting the participant recommended
standardization similar to SEC reports that provide consistency for specific industries by
breaking risk factors down by lines of business.

Another participant said that from a user’s point of view: there is a gap that prevents
understanding. On the private side, a cash flow statement needs to be done by line of business
for the past two to three years. On the federal side we see a subsidy rate which provides past
performance with future projections but you cannot see the pieces which are very informative. It
would be very informative to the user if it was required to report how a program is performing
according to cash flows, and what is projected, even if a little more burdensome to the preparer.

C. CONDOLIDATING INFORMATION:

Another participant said that when information is consolidated it can be pulled out of context and
make comparing the budget to AFR challenging. For example, the budget numbers are one
cohort going out 40 years while the consolidated numbers like the LLG are audited for every
loan that currently exists

3. RISKFACTORS - NEW ASSUMPTIONS:

Ms. Gilliam asked if a change in modeling assumptions is disclosed in the AFR. A participant
said the source of the assumptions are included, but not the effect of new assumptions.

Participants added one area that affects everyone is the impact of new assumptions, for
example, the president’s economic assumptions (PEA). The risks assumed are measured by
the different assumptions, including the PEA, which change every year. A change in
administration can result in significant changes in the PEA. However, the new administration’s
PEA are not available to include or disclose because they are not yet been officially released.
However, HUD/FHA did a mock model for FY 2016 which showed there would have been an
80% difference for one program in the LLG based on the changes in PEA in 2017.

Mr. Perry asked if they thought it was a significant impairment to the predictive feedback to
financial statements to not have the assumptions disclosed.

One participant said that while specifics cannot be disclosed, they can note that “a change in an
assumption caused...” Another participant said that LLG’s are very sensitive to assumptions,
such as housing price depreciations, or interest rate changes; just a 1% interest adjustment
changes valuations considerably.

One participant said that disclosing the numbers does not matter as much as disclosing the

sensitivity. For example, for the reverse mortgage program, a 1% change in the housing price

Page 4 of 6

34



appreciation assumption has a significant effect on the financial statement estimates for the
program.

Ms. Gilliam asked whether sensitivity analyses are described in the financial statements.
Participants replied that it is done for the budget and financial statements. Mr. Perry said that
one opportunity for financial statement improvements might be to include discussions about
significant estimation factors and assumptions that cause material swings in large estimates.

4. METHODOLOY - MODEL

Actuarial models are used for forward mortgages while econometric models are used on the
reverse mortgages.

HUD/FHA uses the same model for the AFR as for the budget but with different assumptions.
There is one set of assumptions in August/September for the LLGs, and a different set for the
budget. The same models are used in general, but OMB has final say over agency models
included in the budget. If they do not concur with the way a particular model behaves, OMB can
override it because the FCRA gives OMB authority over the subsidy estimates — which have
been delegated to the agencies.

Ms. Payne asked that when you consider how sensitive LLG is to risk factors how will HUD, for
instance, model a new health care policy that takes effect.

A participant said that an impact analysis is run to see how the policy change will impact the
LLG and work with OMB for approval. Ms. Payne asked if the information about a change in
specific risk factors (policy changes) is ever discussed in the MD&A.

A participant said that no individual policies are discussed, only processes and performance
results are discussed in the MD&A. Pre-decisional policies are taken very seriously but not
discussed in MD&A since they many not all pass and be implemented.

Another participant said there is a lot of information in other documents such as budget
justifications that discuss “forward looking” changes that are being made and why. Other budget
documents, such as the Analytical Perspectives, discuss impacts of recent changes to
programs, depending on the program, its size, and impact on the overall deficit. A good example
of this is the insurance chapter. Information about projections in relation to policy changes is
available, however, what is the appropriate document to include that discussion in given the
information agencies have and the need to preserve the prerogatives of the Executive Branch
on making decisions and putting forth information on policy proposals?

Another participant said that it really comes back to purpose. Others agreed, but wanted to

know whether the purpose is to provide disclosures for the stakeholders to evaluate policy
alternatives, to show a fair presentation of the current financial status, or both.
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5. MATERIAL SWINGS

Ms. Gilliam asked if it would be too burdensome to provide an explanation to explain large
material changes in the re-estimate.

One participant said an explanation for the taxpayer and users of the financial statements would
be beneficial; however, it is a difficult to produce and there should be a consistent methodology
across agencies.

REQUEST ADDITIONAL INFORMATION:

Mr. Perry requested HUD/FHA to provide feedback to FASAB regarding suggestions for
improving risk information and disclosures and improving the understandability and conciseness
of direct loans reporting.

He noted that it would also be helpful to have the opinion of the auditor as to the effect of
removing information from the financial statements and if there is a need for a confirmatory
value of an audit for that information. For example, is it important for auditors to audit the
subsidy rates in the financial statement notes or can they be backed into and confirmed by
using other audited numbers elsewhere in the financial statements?

Mses. Gilliam and Payne, and Mr. Perry thanked HUD/FHA for their time.

Page 6 of 6
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HUD - AFR 2016; Section 2: Financial Information

Note 8: DirJéct Loans and Loan Guarantees, Non-Federal
Borrowers

HUD reports direct loan obligations or loan guarantee commitments made prior to FY 1992 and
the resulting direct loans or defaulted guaranteed loans, net of allowance for estimated
uncollectible loans or estimated losses.

FHA encourages homeownership through its Single Family Forward programs (Section 203(b),
which 15 the largest program. and Section 234) by making loans readily available with 1ts
mortgage insurance programs. These programs insure mortgage lenders against losses from
default. enabling those lenders to provide mortgage financing on favorable terms to homebuyers.
Multifamily Housing Programs (Section 213, Section 221(d)(4), Section 207/223(f), and
Section?23(a)( 7)) provide FHA insurance to approved lenders to facilitate the construction,
rehabilitation, repair, refinancing, and purchase of multifamily housing projects such as
apartment rentals, and cooperatives. Healthcare programs (Section 232 and Section 242) enable
low cost financing of health care facility projects and improve access to quality healthcare by
reducing the cost of capital.

The FHA also mnsures Home Equity Conversion Mortgages (HECM), also known as reverse
mortgages. These loans are used by senior homeowners age 62 and older to convert the equity 1
their home into monthly streams of income and/or a line of credit to be repaid when they no
longer occupy the home. Unlike ordinary home equity loans, a HUD reverse mortgage does not
requure repayment as long as the home 1s the borrower s pnincipal residence.

The FHA also admimisters the HOPE for Homeowners (H4H) program  The program was
established by Congress to help those at nisk of defanlt and foreclosure refinance into more
affordable, sustainable loans.

HUD FY 2016 Agencyv Financial Report Page 72
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The allowance for loan losses for the Flexible Subsidy Fund and the Housing for the Elderly and
Disabled Program is determined as follows:

Flexible Subsidy Fund

There are four parts to the calculation of allowance for loss: (1) loss rate for loans written-off,
(2) loss rate for restructured loans, (3) loss rate for loans paid-off, and (4) loss rate for loans
delinquent or without repayment activity for 30 years. Loss rates for parts 1 and 3 are based on
actual historical data derived from the previous three years. The loss rates for parts 2 and 4 are
provided by or agreed to by the Housing Office of Evaluation.

Housing for the Elderly and Disabled Program

There are three parts to the calculation of allowance for loss: (1) loss rate for loans issued a
Foreclosure Hearing Letter, (2) loss rate for the estimated number of foreclosures in the current
year, and (3) loss rate for loans delinquent for more than 180 days. Loss rates for parts 1 and 2
are determined by actual historical data from the previous five years. Loss rate for part 3 is
determined or approved by the Housing Office of Evaluation.

Direct loan obligations or loan guarantee commitments made after FY 1991, and the resulting
direct loans or defaulted guaranteed loans, are governed by the FCRA and are recorded as the net
present value of the associated cash flows (i.e., interest rate differential, interest subsidies,
estimated delinquencies and defaults, fee offsets, and other cash flows).

The subsidy rates disclosed pertain only to the current year’s cohorts. These rates cannot be
applied to the direct loans and guarantees of loans disbursed during the current reporting year to
yield the subsidy expense. The subsidy expense for new loans and loan guarantees reported in
the current year result from disbursement of loans from both current year cohorts and prior
year(s) cohorts. The subsidy expense reported in the current year also includes modifications
and re-estimates.

The following is an analysis of loan receivables, loan guarantees, liability for loan guarantees,
and the nature and amounts of the subsidy costs associated with the loans and loan guarantees for
FY 2016 and FY 2015:

A. List of HUD’s Direct Loan and/or Guarantee Programs:
1. FHA
a) MMI/CMHI Direct Loan Program
b) GI/SRI Direct Loan Program
c) MMI/CMHI Loan Guarantee Program
d) GI/SRI Loan Guarantee Program

e) H4H Loan Guarantee Program
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f) HECM Loan Guarantee Program
2. Housing for the Elderly and Disabled
3. All Other
a) CPD Revolving Fund
b) Flexible Subsidy Fund
c) Section 108 Loan Guarantees
d) Indian Housing Loan Guarantee Fund
e) Loan Guarantee Recovery Fund
f) Native Hawaiian Housing Loan Guarantee Fund
g) Title VI Indian Housing Loan Guarantee Fund
h) Green Retrofit Direct Loan Program

i) Emergency Homeowners’ Loan Program

B. Direct Loans Obligated Pre-1992 (Allowance for Loss Method)
(dollars in millions):

2016
Value of
Loans Assets Related
Receivable, Interest Allowance for  Foreclosed to Direct
Direct Loan Programs Gross Receivable  Loan Losses Property Loans, Net
FHA
a) MMI/CHM I Direct Loan Program $ - % - % - $ - $ -
b) GI/SRI Direct Loan Program 8 13 (Y] - 17
Housing for the Elderly and Disabled 1,167 14 (10) - 1,171
All Other -
a) CPD Revolving Fund 5 - 5) 1 1
b) Flexible Subsidy Fund 405 57 (45) - 417
Total $ 1585 $ 84 $ 64) $ 13 1,606
2015
Value of
Loans Assets Related
Receivable, Interest Allowance for  Foreclosed to Direct
Direct Loan Programs Gross Receivable  Loan Losses Property Loans, Net
FHA
a) MMI/CHMI Direct Loan Program $ - $ - $ - 3 - 3 -
b) GI/SRI Direct Loan Program 14 12 6) - 20
Housing for the Elderly and Disabled 1,412 15 (11) - 1,416
All Other B
a) CPD Revolving Fund 5 - 5) 2 2
b) Flexible Subsidy Fund 428 72 (39) - 461
Total $ 1859 $ 99 3 61) $ 2 $ 1,899
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C. Direct Loans Obligated Post-1991 (dollars in millions):

2016
Value of
Loans Assets
Receivable, Interest Allowance for Foreclosed Related to
Direct Loan Programs Gross Receivable Loan Losses Property Direct Loans
FHA
a) MMI/CHMI Direct Loan Program $ - $ - $ A % - $ (©)]
b) GI/SRI Direct Loan Program 554 1 27 - 582
All Other
a) Green Retrofit Program $ 57 $ 1 % 53 $ - $ 5
b) Emergency Homeowners' Loan Program 34 - % (35) - (€D)
c) EHLP Receipt Account 104 - - - 104
Total $ 749 $ 2 3 64) $ - $ 687
2015
Value of
Loans Assets
Receivable, Interest  Allowance for  Foreclosed Related to
Direct Loan Programs Gross Receivable  Loan Losses Property Direct Loans
FHA
a) MMI/CHMI Direct Loan Program $ - $ - $ ®B) $ - 8 ®3)
b) GI/SRI Direct Loan Program 103 - 34 - 137
All Other
a) Green Retrofit Program $ 63 $ 1% (66) $ - 8 (@)
b) Emergency Homeowners' Loan Program 50 - (50) - -
c) EHLP Receipt Account 133 - - - 133
Total $ 349 $ 13 85 $ - $ 265

D. Total Amount of Direct Loans Disbursed (Post-1991) (dollars in millions):

Current Prior
Direct Loan Programs Year Year
FHA Risk Sharing Program $ 452 $ 103
All Other
a) Green Retrofit Program $ - $ -
b) Emergency Homeowners' Loan Program - -
Total $ 452  $ 103
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E. Subsidy Expense for Direct Loans by Program and Component (dollars in

millions):

E1l. Subsidy Expense for New Direct Loans Disbursed (dollars in millions):

2016
Interest Fees and Other
Direct Loan Programs Differential  Defaults Collections Other Total
FHA Risk Sharing Program $ (68) $ 43 © $ 21 $ (52)
All Other
a) Green Retrofit Program $ -3 -3 -3 -3
b) Emergency Homeowners' Loan Program - - - - -
Total $ (68) $ 4 $ 9 $ 21 $ (52)
2015
Interest Fees and Other
Direct Loan Programs Differential Defaults Collections Other Total
FHA Risk Sharing Program $ 5) $ -3 Q) $ o $ 9)
All Other
a) Green Retrofit Program $ - $ -3 - $ - 8 -
b) Emergency Homeowners' Loan Program - - - - -
Total $ (5) $ - $ 3) $ @ $ 9)
E2. Modifications and Re-estimates (dollars in millions):
2016
Total Interest Rate  Technical Total

Direct Loan Programs

Modification Re-estimates

Re-estimates  Re-estimates

FHA Risk Sharing Program $ - % -8 -8
All Other
a) Green Retrofit Program $ - % - $ (13) $ (13)
b) Emergency Homeowners' Loan Program - - - -
Total $ - $ - $ (13) $ (13)
2015
Total Interest Rate ~ Technical Total

Direct Loan Programs

Modification Re-estimates

Re-estimates  Re-estimates

FHA Risk Sharing Program $ - $ - $ - $
All Other
a) Green Retrofit Program $ - $ - $ - $
b) Emergency Homeowners' Loan Program - - -
Total $ - $ - $ - $
E3. Total Direct Loan Subsidy Expense (dollars in millions):
Current Prior
Direct Loan Programs Year Year
FHA Risk Sharing Program $ 52) $ 9)
All Other
a) Green Retrofit Program $ 13) $ -
b) Emergency Homeowners' Loan Program - -
Total $ (65) $ ©)
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F. Subsidy Rates for Direct Loans by Program and Component:

Budget Subsidy Rates for Direct Loans

2016
Interest Fees and Other
Direct Loan Programs Differential Defaults Collections Other Total
FHA Risk Sharing Program 0.0% 2.6% (7.1%) 0.0% (4.5%)
All Other
a) Green Retrofit Program 41.0% 42.6% 0.0% (1.3%) 82.3%
b) Emergency Homeowners' Loan Program 0.0% 0.0% 0.0% 97.7% 97.7%
2015
Interest Fees and Other
Direct Loan Programs Differential Defaults Collections Other Total
FHA Risk Sharing Program (6.1%) 0.5% (3.9%) (1.3%) (10.8%)
All Other
a) Green Retrofit Program 41.0% 42.7% 0.0% (1.3%) 82.3%
b) Emergency Homeowners' Loan Program 0.0% 0.0% 0.0% 97.7% 97.7%

G. Schedule for Reconciling Subsidy Cost Allowance Balances (Post-1991
Direct Loans) (dollars in millions):

Beginning Balance, Changes. and Ending Balance FY 2016 FY 2015
Beginning balance of the subsidy cost allowance $ 85 $ 152

Add: subsidy expense for direct loans disbursed
during the reporting years by component: - -

a) Interest rate differential costs (68) (5)
b) Default costs (net of recoveries) 4 -
c¢) Fees and other collections 9) 3)
d) Other subsidy costs 21 (€Y)
Total of the abowve subsidy expense components (52) 9)
Adjustments:
a) Loan modifications - -
b) Fees received 1 -
c¢) Foreclosed properties acquired - -
d) Loans written off (15) (31)
e) Subsidy allowance amortization 29 1
f) Other - @
Ending balance of the subsidy cost allowance before re-estimates 48 109
Add or subtract subsidy re-estimates by component:
a) Interest rate re-estimate 2 -
b) Technical/default re-estimate 33 (24)
Adjustment prior years' credit subsidy reestimates 19 -
Total of the above re-estimate components 16 (29
Ending balance of the subsidy cost allowance $ 64 $ 85
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FHA
MMI/CMHI
a) Single Family
b) Multi Family
c) HECM
GI/SRI
a) Single Family
b) Multi Family
c) HECM

Total

FHA
MMI/CMHI
a) Single Family
b) Multi Family
¢) HECM
GI/SRI
a) Single Family
b) Multi Family
¢) HECM

Total

H. Defaulted Guaranteed Loans from Pre-1992 Guarantees (Allowance for
Loss Method) (dollars in millions):

2016
Defaulted Value of Assets
Guaranteed Related to
Loans Foreclosed Defaulted
Receivable, Interest  Allowance for Loan Property, Guaranteed Loans
Gross Receivable and Interest Losses Net Receivable, Net
$ 21 % -3 ®) $ 7% 23
$ - $ - $ @3 % 9 % 6
1,780 230 (817) 1 1,194
4 2 ® @ @
$ 1805 $ 232 % (830) $ 15 $ 1,222
2015
Defaulted Value of Assets
Guaranteed Related to
Loans Foreclosed Defaulted
Receivable, Interest  Allowance for Loan Property, Guaranteed Loans
Gross Receivable and Interest Losses Net Receivable, Net
$ 2 $ - 8 ™ $ 78 22
$ -3 -3 @ $ 9 8 5
1,946 234 (808) 1 1,373
4 2 ® @ @
$ 1972 % 236 $ (824) $ 15 § 1,399
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I. Defaulted Guaranteed Loans from Post-1991 Guarantees (dollars in millions):

2016
Defaulted Value of Assets
Guaranteed Allowance for Related to
Loans Subsidy Cost  Foreclosed Defaulted
Receivable, Interest (Present Property, Guaranteed Loans
Gross Receivable Value) Gross Receivable, Net
FHA
MMI/CMHI
a) Single Family $ 10,320 $ 5 % (7,327) $ 2817 $ 5,815
b) Multi Family - - - - -
¢) HECM 4,472 2,350 (1,580) 36 5,278
GI/SRI
a) Single Family $ 350 $ - $ (241) $ 73 $ 182
b) Multi Family 735 - (365) 1 371
¢) HECM 3,595 1,830 (1,279) 132 4,278
H4H
a) Single Family $ 53 - % 5) % 13 1
All Other
a) Indian Housing Loan Guarantee - - - 37 37
b) Native Hawaiian Housing Loan Guarantee - - - D D
Total $ 19477 $ 4,185 $ (10,797) $ 3,096 $ 15,961
2015
Defaulted Value of Assets
Guaranteed Allowance for Related to
Loans Subsidy Cost Foreclosed Defaulted
Receivable, Interest (Present Property, Guaranteed Loans
Gross Receivable Value) Gross Receivable, Net
FHA
MMI/CMHI
a) Single Family $ 8,802 $ - $ (7,053) $ 3130 $ 4,879
b) Multi Family - - - - -
c) HECM 2,182 992 (790) 10 2,394
GI/SRI
a) Single Family $ 292 % 19 (233) % 9 3 154
b) Multi Family 655 - (272) 1 384
c) HECM 3,106 1,517 1,172) 101 3,552
H4H
a) Single Family $ 4 % - $ 2 % 13 7
All Other
a) Indian Housing Loan Guarantee - - - 31 31
b) Native Hawaiian Housing Loan Guarantee - - - 1) 1)
Total $ 15041 $ 2510 $ (9,518) $ 3,367 $ 11,400
2016 2015
Total Credit Program Receivables and Related Foreclosed Property, Net ~ $19,476 $14,965
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J. Guaranteed Loans Outstanding (dollars in millions):

J1. Guaranteed Loans Outstanding (dollars in millions):

Loan Guarantee Programs

FHA Programs
a) MMI/CMHI Funds
b) GI/SRI Funds
¢) H4H Progam

All Other

Total

Loan Guarantee Programs

FHA Programs
a) MMI/CMHI Funds
b) GI/SRI Funds
¢) H4H Progam

All Other

Total

2016
Outstanding
Principal,
Guaranteed Loans, Amount of Outstanding
Face Value Principal Guaranteed
$ 1,207,833 $ 1,097,974
127,737 115,318
91 83
7,862 7,856
$ 1,343,523 $ 1,221,231
" 2015
Outstanding
Principal,
Guaranteed Loans, Amount of Outstanding
Face Value Principal Guaranteed
$ 1,168,560 $ 1,065,896
123,399 112,063
98 92
7,321 7,317
$ 1,299,378 $ 1,185,368

J2. Home Equity Conversion Mortgage Loans Outstanding (dollars in millions):

Cumulative
2016 Current Year Current Outstanding Maximun Potential
Loan Guarantee Programs Endorsements Balance Liability
FHA Programs $ 14,612 $ 104,648 $ 148,097
Cumulative
2015 Current Year Current Outstanding Maximun Potential
Loan Guarantee Programs Endorsements Balance Liability
FHA Programs $ 15,890 $ 105,471 $ 149,645

45



J3. New Guaranteed Loans Disbursed (dollars in millions):

2016

Loan Guarantee Programs

Outstanding Principal,
Guaranteed Loans, Face Value

Amount of Outstanding
Principal Guaranteed

FHA Programs

a) MMI/CMHI Funds $ 221841  $ 219,866
b) GI/SRI Funds 12,224 12,168
¢) H4H Program - -
All Other 980 979
Total $ 235,045 $ 233,013
2015
Outstanding Principal, Amount of Outstanding
Loan Guarantee Programs Guaranteed Loans, Face Value Principal Guaranteed
FHA Programs
a) MMI/CMHI Funds $ 213125 $ 211,322
b) GI/SRI Funds 11,366 11,311
¢) H4H Program - -
All Other 1,008 1,008
Total $ 225499  $ 223,641

K. Liability for Loan Guarantees (Estimated Future Default Claims,

Pre-1992) (dollars in millions):

2016

Liabilities for Losses on
Pre-1992 Guarantees,
Estimated Future Default

Liabilities for Loan
Guarantees for Post-
1991 Guarantees

Total Liabilities For Loan

Loan Guarantee Programs Claims (Present Value) Guarantees

FHA Programs $ -3 (2360) $ (2,360)

All Other - 303 303
Total $ - $ (2,057) $ (2,057)

2015

Liabilities for Losses on
Pre-1992 Guarantees,
Estimated Future Default

Liabilities for Loan
Guarantees for Post-
1991 Guarantees

Total Liabilities For Loan

Loan Guarantee Programs Claims (Present Value) Guarantees

FHA Programs $ 7 3 13177  $ 13,184

All Other - 289 289
Total $ 73 13466  $ 13,473
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L. Subsidy Expense for Post-1991 Guarantees:

L1. Subsidy Expense for Loan Guarantees (dollars in millions):

2016
Endorsement Default Fees Other Subsidy
Loan Guarantee Programs Amount Component  Component  Component Amount
FHA
a) MMI/CMHI Funds, BExcluding HECM  $ 221841 @ $ 5586 $ (16,461) $ 1791 $ (9,084)
b) MMI/CMHI Funds, HECM 14,612 844 (945) - (101)
¢) GI/SRI Funds 12,224 181 (661) - (480)
d) H4H Program - - - - -
All Other - 12 - - 12
Total $ 248677 Wl $ 6,623 $  (18,067) $ 1,791 $  (9,653)
2015
Endorsement Default Fees Other Subsidy
Loan Guarantee Programs Amount Component ~ Component  Component Amount
FHA
a) MMI/CMHI Funds, Excluding HECM  $ 213125 @ $ 5685 $ (18,707) $ - $ (13,022)
b) MMI/CMHI Funds, HECM 15,890 991 (1,055) - (64)
¢) GI/SRI Funds 11,366 191 (703) - (512)
d) H4H Program - - - - -
All Other - 8 - - 8
Total $ 240,381 W $ 6,875 $ (20,465) $ - $  (13,590)
L2. Modification and Re-estimates (dollars in millions):
2016
Total Interest Rate Technical Total

Loan Guarantee Programs

Modifications

Re-estimates

Re-estimates Re-estimates

FHA

a) MMI/CMHI Funds $ - $ - $ (7,897) $ (7,897)
b) GI/SRI Funds - - (225) (225)
All Other - - (28) (28)
Total $ - $ - $ (8,150) $ (8,150)
2015
Total Interest Rate Technical Total

Loan Guarantee Programs

Modifications

Re-estimates

Re-estimates Re-estimates

FHA
a) MMI/CMHI Funds
b) GI/SRI Funds

All Other

Total

$ - $ - $ (2,247) $ (2,247)
- - (1,618) (1,618)
- - 12) 12)
$ -8 -3 (3877) $ (3.877)
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L3. Total Loan Guarantee Subsidy Expense (dollars in millions):

Loan Guarantee Programs

FHA
a) MMI/CMHI Funds
b) GI/SRI Funds
¢) H4H Program

All Other

Total

Current Year Prior Year

$ (17,082) $ (15,333)
(704) (2,130)

$ aaw 3 @

$ (17,803) $ (17,467)

M. Subsidy Rates for Loan Guarantees by Programs and Component:

Budget Subsidy Rates for Loan Guarantees for FY 2016 Cohorts

Loan Guarantee Program

FHA Programs
MMI/CMHI
Single Family - Forward
Single Family - HECM
Single Family - Refinancing
Multi Family - Section 213
GI/SRI Funds
Apartments - NC/SC
Apartments - NC/SC04/01/2016
Apartments - Refinance
Apartments Refinance - 04/01/16
Healthcare
MM - FHA Full Insurance - Health Care
MF- - Hospitals
H4H Programs
Single Family - Section 257
All Other Programs
CDBG, Section 108(b)
Loan Guarantee Recovery
Indian Housing (weighted average)
Native Hawaiian Housing
Title VI Indian Housing
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Fees and Other

Default Collections Total
2.3% (6.1%) (3.8%)
5.8% (6.5%) (0.7%)

10.0% (10.0%) 0.0%
0.0% 0.0% 0.0%
2.4% (5.2%) (2.7%)
1.9% (4.3%) (2.4%)
0.3% (5.0%) (4.7%)
0.3% (3.9%) (3.6%)
4.0% (7.4%) (3.4%)
3.2% (6.5%) (3.2%)
0.0% 0.0% 0.0%
0.0% 0.0% 0.0%

50.0% 0.0% 50.0%
0.6% 0.0% 0.6%
0.5% 0.0% 0.5%

11.5% 0.0% 11.5%



Budget Subsidy Rates for Loan Guarantees for FY 2015 Cohorts

Fees and Other

Loan Guarantee Program Default Collections Total
FHA Programs
MMI/CMHI
Single Family - Forward 2.7% (9.9%) (7.2%)
Single Family - HECM 6.2% (6.6%) (0.4%)
Single Family - Refinancing 10.1% (10.1%) 0.0%
Multi Family - Section 213 0.0% 0.0% 0.0%
Gl/SRI
Multifamily
Apartments 2.5% (6.2%) (3.7%)
Apartments Refinance 0.3% (5.0%) (4.7%)
Healthcare
Residential Care 3.8% (8.0%) (4.2%)
Hospitals 2.6% (7.1%) (4.5%)
H4H
Single Family - Section 257 0.0% 0.0% 0.0%
All Other Programs
CDBG, Section 108(b) 2.4% 0.0% 2.4%
Loan Guarantee Recovery 50.0% 0.0% 50.0%
Indian Housing (weighted average) 1.3% 0.0% 1.3%
Native Hawaiian Housing 0.6% 0.0% 0.6%
Title VI Indian Housing 11.2% 0.0% 11.2%
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N. Schedule for Reconciling Loan Guarantee Liability Balances (Post-1991

Loan Guarantees) (dollars in millions):

50

Beginning Balance, Changes, and Ending Balance 2016 2015
Beginning balance of the loan guarantee liability $ 15,571 $ 32,919
Add: subsidy expense for guaranteed loans disbursed during
the reporting years by component:
(a) Interest supplement costs - -
(b) Default costs (net of recoveries) 6,623 6,875
(c) Fees and other collections (18,067) (20,465)
(d) Othe subsidy costs 1,791 -
Total of the above subsidy expense components $ (9653) % (13,590)
Adjustments:
(a) Loan guarantee modifications - -
(b) Fees Received 14,029 13,288
(c) Interest supplemental paid - -
(d) Foreclosed property and loans acquired 11,165 13,561
(e) Claim payments to lenders (22,445) (26,642)
(f) Interest accumulation on the liability balance a7 580
(g) Other 828 364
Ending balance of the loan guarantee liability $ 9318 % 20,480
Add or Subtract subsidy re-estimates by component:
(a) Interest rate re-estimate - -
(b) Technical/default re-estimate (3,549) (3,877)
(c) Adjustment of prior years credit subsidy re-estimates (6,272) (1,032)
Total of the above re-estimate components (9,821) (4,909)
Ending balance of the loan guarantee liability $ (503) $ 15,571
Less: unrealized Ginnie Mae claims from defaulted loans $ (1,554 $ (2,098)
Ending balance of the loan guarantee liability $ (2,057) $ 13,473
O. Administrative Expenses (dollars in millions):
Loan Guarantee Program 2016 2015
FHA $ 586 $ 557
All Other -
Total $ 586 $ 557



SBA Meeting Notes
Direct Loans and Loan Guarantees
August 23, 2017

PARTICIPANTS:

FASAB:
e Wendy Payne, Executive Director
e Robin Gilliam, Assistance Director, Risk Assumed Project Lead
¢ R. Alan Perry, Detailee

SBA:
e Dorrice Roth, Deputy CFO
o Kris (Krzysztof) Fizyta, Financial Program Specialist, Office of Financial Analysis
and Modeling
e John Kushman, Director OFA, Financial Reporting
e Ed Senseney (on Phone) Director of Office of Financial Analysis and Modeling

Ms. Gilliam opened the meeting with a brief discussion about the Risk Assumed project
history and issuance of SFFAS 51, Insurance Programs (phase one), and a brief
description of the purpose of the project’s second phase. Staff is researching how risk is
reported and if there are better ways to disclose risk around the direct loans/loan
guarantees. She noted that they were not there to question their numbers, but to gather
information and ideas to help determine the scope of this project.

DISCUSSION

1. WHO ARE THE PRIMARY USERS OF DIRECT LOAN / LOAN GUARANTEE
INFORMATION IN THE AFR?

OCFO email Response:
The “Informed Public.”

Additional discussion:

Mr. Fizyta said he has received questions from the press about how much SBA
programs cost and he would refer them to AFR footnote 6.i. While he thinks the
information is clear, he points out that it is important for users to understand basic
FCRA terms first.

Mr. Senseney said that footnote 6 is the largest in the AFR and quite extensive, with a
lot of output from the reestimates and explanations of variances. SBA acknowledged
that it is a very complicated footnote even for those that have been working with it for
years. For example, during a brown bag lunch held by SBA there were a lot of different
perspectives on how to look at and present this information. To understand footnote 6,
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and especially 6.i, users need a general understanding of the federal credit reformed act
(FCRA). However, few people understand what re-estimates are and their purpose. And
then trying to explain the difference between upward/downward estimates and the
budgeted subsidy rates is also difficult. He estimates that 80% of users do not
understand this.

Ms. Roth agreed and suggested that a FCRA task force could be useful in determining
what and how to present more meaningful information without imposing undue burden
on preparers.

She added that it is very difficult to determine what information is useful when it is hard
to identify the users. Agencies experience some level of frustration when more and
more compliance is added to accommodate users, when no one seems to have a good
understanding of the user community. Time and resources are also expended to explain
to stakeholders that large reestimates are not error corrections.

Participants agreed that reporting and disclosure are based on compliance with FASAB
guidance and A-136, but there is a little more discretion in the MD&A where they can
talk about program results.

2. GENERAL INFORMATION:

Ms. Gilliam asked for an explanation about loans approved vs. disbursed.

Participants explained that there is a difference between loans approved and loans
disbursed. Disbursements can take several years based on disbursement criteria. Mr.
Kushman said a portion of their portfolio is revolving lines of credit that may never be
used depending on the borrower’s need for the money. For example, in the disaster
loan program insurance may cover losses and/or they decide not to rebuild. As a result,
SBA approves more loans than are disbursed. Approved loans are maintained on SBA'’s
books until cancelled.

3. REDUCING BURDEN OF REPORTING — RECOMMENDATIONS TO IMPROVE
AFRs:

OCFO email Response:

a. One possibility would be to move the disclosure to GFRS from statements and
make the disclosure available to the public.

b. In the place of the detail, substitute a discussion of agency lending programs,
why programs are reestimated, cost to the taxpayer and benefits to citizens.

Additional discussion:
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Ms. Gilliam noted that Statement of Federal Financial Accounting Standards (SFFAS) 2
mirrors the law. She inquired whether SBA staff saw any opportunities to streamline the
related disclosures while still complying with the law.

Ms. Payne informed the group that OMB briefed FASAB at the June meeting about
burden reduction. Burden reduction is not just for the preparer but also for users who
are often burdened by voluminous, duplicative, and/or fragmented financial information.
There were two recommendations for the Board at the August meeting as part of the
reporting model project: 1) remove the stewardship reporting on stewardship
investments; and 2) streamline the MD&A performance section to only reference users
to the Annual Performance Reports (APR) and Summaries of Performance Information
and focus on a higher level narrative in the MD&A.

We also have a project for developing principles around what disclosures should be
required by FASAB and whether there are additional opportunities to or needs for
providing principles and/or guidance to preparers. A survey is available in September
about streamlining disclosure requirements to determine which disclosure requirements
are burdensome and bloated. Agencies and the public will have an opportunity to
complete the survey anonymously with specifics to help with this burden reduction
effort.

Ms. Gilliam invited attendees to complete the current general survey and add specifics
about FCRA disclosures. She asked if a survey with specific questions geared toward
FCRA reporting would be helpful. Participants said yes. She informed them she would
forward the survey to SBA upon its release.

Mr. Senseney said that because of the tight timeframes to complete the footnote and
answer all the auditing questions there is no time to think strategically, operationally or
practically about how to streamline and improve the footnote. Mr. Fizyta recommended
1-2 pages that explains at a high level what re-estimate means, and why agencies do it
every year.

Mr. Perry said some of that information was in Note 1. Ms. Roth agreed, but only if
users know to look there. For example, a journalist does not know to look at note 1.
They have to peruse everything to find what they are looking for. Mr. Kushman added
there are 140 pages of information to peruse.

Ms. Gilliam asked if they thought subsidy rates could be excluded from the AFR due to
duplication with budget report. Ms. Roth said it would be helpful if it was only in the

budget. She is concerned that more and more information is being required in the
AFR/MD&A when it is also required in other reports.

4. FORWARD-LOOKING INFORMATION:
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Ms. Payne noted that A-136’s goal is a standardized format across the government. A
lot of the content is driven by OMB. Mr. Kushman agreed adding that note 6.e relates to
an A-136 requirement for the Liability for Loan Guarantees and reports everything that
is appropriate for SBA.

Ms. Payne asked if, in relation to the heavy focus on re-estimate, there was a place or
forum where SBA discusses forward-looking information and what the key risks are for
the direct loan and loan guarantee programs. Participants were not aware of reporting
any forward-looking information. Mr. Kushman noted the economic factors, which are
often determined by OMB, drive costs of the program.

Mr. Fizyta said that SBA’s reestimates take into account what happened in the past
while calculating the future cash flows for the remaining portfolio. The estimation models
combine historical performance with loan characteristics and macroeconomic factors to
project future performance.

5. SENSITIVITY ANALYSIS:

Ms. Payne asked about sensitivity analyses. Mr. Fizyta said they do sensitivity
analyses for internal purposes to see on how the models are behaving and performing.
Analysts have an idea as to what to expect, so if there are unexpected results,
sensitivity analysis helps them to determine if there is a problem with the model or
program. Participants said they do not report sensitivity analyses in the financial
statements. They agreed that while they could be helpful information to users it would
also be a burden to produce.

Mr. Senseney said SBA models are forward-looking and have a predictive nature that
includes the president’s economic assumptions (PEA). However, forecasts and
predictions are only as good as the risk factors which are also estimated and can be
unstable. Therefore, predictions/forecasts are limited in their usefulness.

6. RISK FACTORS:

OCFO email Response:

a. SBA considers an array of risk factors when estimating subsidy costs. Some of
the key risks include: assumption methodology, data integrity, coding accuracy,
and correctly modeling the program structure.

b. OMB provides general guidance on preparing subsidy estimate in a controlled
environment. SBA designed a custom controls process that incorporates OMB’s
general guidance; however, [it] is more specific and tailored to SBA’s models and
the risks inherent to the subsidy estimate process.

Additional discussion:
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Participants noted that SBA’s significant risk factors include unemployment, GDP, and
interest rates included at various levels in different models.

7. METHODOLOGY:

OCFO Response:

SBA primarily uses either a logit model or historical average methodology to

estimate subsidy cost. The approach used varies for each product/program. The
approach depends on the size of the program being modeled, the robustness of
historical data, and the factors that can attribute to varied performance over time.

8. SUBSIDY REESTIMATES: What accounts for wide swings in subsidy reestimates
each year? What information do you think users would benefit most from? For
example, items such as the dollar amount difference and percentage change;
narrative explanation; a reconciliation showing key causes of the change; trends....?

OCFO email Response:

a. Reestimates vary every year based on differences in actual program
performance versus what was previously estimated, changes in actual and
estimated macroeconomic conditions, and changes in model methodologies.

b. Users would likely benefit most from a narrative explanation of the change
that points to key factors that drove the reestimate, such as difference
between actual and estimate loan performance, or changes in estimated
macroeconomic conditions. It would be useful as well to provide dollar
amount and or percentage changes for drivers of the cost, such as the default
rate.

9. When would material swings in subsidy estimates warrant discussion in
MD&A? In those cases, what matters should be discussed?

OCFO email Response:

All material changes should be discussed in order to aid the user’s
understanding.
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N@JI] CREDIT PROGRAM RECEIVABLES AND LIABILITY FOR
LOAN GUARANTIES

A. Loan Program Descriptions and Accounting
LOAN PROGRAM DESCRIPTIONS

The SBA provides guaranties that help small businesses obtain bank loans and licensed companies to make investments
in qualifying small businesses. The SBA also makes loans to microloan intermediaries and provides a direct loan program
that assists homeowners, renters, and businesses to recover from disasters.

MAJOR DIRECT LOAN AND LOAN GUARANTY PROGRAMS

Program group  Program type Program

Disaster Direct Disaster Assistance Loans

Business Guarantied 7(a) Loan Guaranty

Business Guarantied 504 Certified Development Company

Business Guarantied Small Business Investment Company Debentures
Business Direct 7(m) Microloan

SBAs Disaster Assistance Loan program makes direct loans to disaster victims under four categories: (1) loans for homes
and personal property; (2) physical disaster loans to businesses of any size; (3) economic injury loans to small businesses
without credit available elsewhere; and (4) economic injury loans to eligible businesses affected by essential employees
called up to active duty in the military reserves. The maximum interest rate is 4 percent for loan applicants without credit
available elsewhere and 8 percent for applicants with credit available elsewhere.

SBA’s business loan programs include its flagship 7(a) Loan Guaranty program, in which the SBA guarantees up to 90
percent of the principal amount of loans made by banks and other lending institutions to small businesses not able to
obtain credit elsewhere.

The Section 504 Certified Development Company program guarantees 100 percent of the principal and interest pay-
ments on debentures issued by development companies that make small business loans secured primarily by real estate.

The Small Business Investment Company Debentures program guarantees principal and interest payments on securities
issued by investment capital firms, which in turn make investments in small businesses.

The 7(m) Microloan program provides direct loans to non-profit intermediaries, which use these funds to make loans up
to $50,000 to eligible small businesses.

CREDIT SUBSIDY MODELING

The SBA estimates future cash flows for direct and guarantied loans using economic and financial credit subsidy models.
These estimated cash flows are used to develop the subsidy funding required under the Federal Credit Reform Act of
1990. The SBA has developed a customized credit subsidy model for each of its major loan guaranty programs.

SBA’s models vary in the specific methodologies employed to forecast future program cash flows. In general, however,
models for all major credit programs use historical data as the basis for assumptions about future program performance
and then translate these assumptions into nominal cash flow estimates by applying rules about program structure. Nom-
inal cash flow forecasts are discounted using the Office of Management and Budget’s Credit Subsidy Calculator that has
both forecasted and actual Treasury interest rates.
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Historical data is used as the basis for program performance assumptions. The historical data undergoes quality review
and analysis prior to its use in developing model assumptions.

Key input to the subsidy models varies by program. Input includes items such as:

* Contractual terms of the loan or guaranty such as loan amount, interest rate, maturity, and grace period

* Borrower characteristics

* Loan origination methods

* Economic indicators such as gross domestic product growth and unemployment rate

*  Loan performance assumptions, for example: conditional purchase and prepayment rates, and recovery rates

¢ Loan fee rates

SUBSIDY FUNDING UNDER THE FEDERAL CREDIT REFORM ACT

FCRA requires that the credit subsidy costs of direct loans and loan guaranties be expensed in the year loans are dis-
bursed. The credit subsidy cost is the net present value of expected cash inflows and outflows over the life of a guarantied
loan, or the difference between the net present value of expected cash flows and the face value of a direct loan. The cost
expressed as a percentage of loans disbursed is termed the subsidy rate. The SBA receives appropriations annually to fund
its credit programs based on the subsidy rate that applies to the credit program level approved by Congress. The SBA
records subsidy expenses when loans are disbursed. In accordance with FCRA, subsidy costs are reestimated annually.

CREDIT PROGRAM RECEIVABLES AND RELATED FORECLOSED PROPERTY, NET

FCRA governs direct loans made after FY 1991. FCRA direct loans are valued at the present value of expected future
cash flows, discounted at the interest rate of marketable Treasury securities. The subsidy allowance represents the differ-
ence between the outstanding loans receivable balance and the net present value of the estimated cash flows of the loans
over their remaining term. The subsidy allowance is subtracted from the outstanding loans receivable balance to obtain

the net loans receivable balance.

Guarantied loans purchased by the SBA upon borrower default are established as loans receivable and are valued in a
similar manner as direct loans under FCRA.

Direct loans and defaulted guaranties made prior to FCRA are valued at the current receivable balance net of an allow-
ance for uncollectible amounts calculated using historical loss experience.

The SBA advances payments semiannually to honor SBA’s timely payment requirement of principal and interest due for
debentures in SBA’s Section 504 Certified Development Company and Small Business Investment Company programs.
'The advances are liquidated by receipt of the payments due from borrowers in these programs. Advance balances are
reported as Other Loans Receivable.

Interest receivable is comprised of accrued interest on loans receivable and purchased interest related to defaulted guar-
antied loans. Interest income is accrued at the contractual rate on the outstanding principal amount and is reduced by
the amount of interest income accrued on non-performing loans in excess of 90 days delinquent. Purchased interest is
carried at cost. A 100 percent loss allowance is established for all purchased interest on non-performing loans.

Foreclosed property is comprised of real and business-related and personal property acquired through foreclosure on
direct loans and defaulted loan guaranties. Properties acquired as a result of defaulted loans committed after FY 1991 are
shown at recoverable value which is adjusted to the present value of expected future cash flows for financial statement
presentation through the allowance for subsidy. Other foreclosed property is shown at the appraised value. At September
30, 2016, SBA's foreclosed property was $24.2 million related to 86 loans. The properties had been held for an average of
1,187 days. At September 30, 2015, foreclosed property was $30.4 million related to 87 loans. The properties had been
held for an average of 1,106 days.
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VALUATION METHODOLOGY FOR THE LIABILITY FOR LOAN GUARANTIES UNDER FCRA

FCRA also governs loan guaranties made after FY 1991. A liability for outstanding guaranties is included on SBA’s Balance
Sheet. The liability for guarantied loans committed after FY 1991 is based on the net present value of their expected future
cash flows including guaranty fee inflows and the net cash outflows of defaulted guarantied loans purchased by SBA.

VALUATION METHODOLOGY FOR PRE-FCRA LIABILITY FOR LOAN GUARANTIES

The SBA values pre-credit reform direct and defaulted guarantied loans by estimating an allowance for loan losses. This allow-
ance is offset against gross loan receivables to obtain SBA’s expected net collections from these assets. The SBA establishes a
100 percent allowance for pre-credit reform direct and guarantied loans that are past due more than 180 days. A liability is also
established for active pre-credit reform loan guaranties. The liability is estimated based on historical experience.
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B. Credit Program Receivables and Related Foreclosed Property, Net

(Dollars in Thousands)

As of September 30, 2016 Pre-1992 Loans Post-1991 Loans Total
Direct Business Loans
Business Loans Receivable 2,011 173,528 $ 175,539
Interest Receivable 2,745 405 3,150
Foreclosed Property 3,113 - 3,113
Allowance (4,687) (13,128) (17,815)
Total Direct Business Loans 3,182 160,805 163,987
Direct Disaster Loans
Disaster Loans Receivable 1,931 5,992,848 5,994,779
Interest Receivable 196 34,337 34,533
Foreclosed Property - 1,874 1,874
Allowance (203) (939,342) (939,545)
Total Direct Disaster Loans 1,924 5,089,717 5,091,641
Defaulted Guarantied Business Loans & Other Loans Receivable
Defaulted Guarantied Business Loans 1,512 3,941,186 3,942,698
Other Loans Receivable (see note below) - 222,318 222,318
Interest Receivable 9,042 37,845 46,887
Foreclosed Property 1,868 17,303 19,171
Allowance 4,723 (3,299,090) (3,303,813)
Total Defaulted Guarantied Business Loans & Other Loans Receivable 7,699 919,562 927,261
Total Credit Program Receivables & Related Foreclosed Property, Net $ 6,182,889
As of September 30, 2015 Pre-1992 Loans Post-1991 Loans Total
Direct Business Loans
Business Loans Receivable 5,631 167,569 $ 173,200
Interest Receivable 2,277 528 2,805
Foreclosed Property 3,110 - 3,110
Allowance (6,672) (11,562) (18,234)
Total Direct Business Loans 4,346 156,535 160,881
Direct Disaster Loans
Disaster Loans Receivable 2,907 6,314,459 6,317,366
Interest Receivable 145 32,947 33,092
Foreclosed Property - 1,601 1,601
Allowance (555) (1,087,238) (1,087,793)
Total Direct Disaster Loans 2,497 5,261,769 5,264,266
Defaulted Guarantied Business Loans & Other Loans Receivable
Defaulted Guarantied Business Loans 5,634 5,492,503 5,498,137
Other Loans Receivable (see note below) - 226,571 226,571
Interest Receivable 6,698 73,858 80,556
Foreclosed Property 2,019 23,628 25,647
Allowance (8,691) (4,744,622) (4,753,313)
Total Defaulted Guarantied Business Loans & Other Loans Receivable 5,660 1,071,938 1,077,598
Total Credit Program Receivables & Related Foreclosed Property, Net $ 6,502,745

Note: Other Loans Receivable includes payments advanced by the SBA against future reimbursements in the SBIC and 504 Guaranty programs.
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C. Loans Disbursed and Outstanding Loan Obligations

(Dollars in Thousands)

DIRECT LOANS

New Loans Disbursed During the Year Ended September 30, 2016 2015
Business Direct Loan Program $ 33,594 $ 25,917
Disaster Loan Program 401,121 294,066
Total Direct Loans Disbursed $ 434,715 $ 319,983
Outstanding Loan Obligations as of September 30, 2016 2015
Business Direct Loan Program $ 42,839 $ 43,991
Disaster Loan Program 851,495 116,667
Total Direct Loan Obligations $ 894,334 $ 160,658
GUARANTIED LOANS

New Loans Disbhursed During the Year Ended September 30, 2016 2015
Total Principal Disbursed at Face Value $ 26,971,386 $ 24,933,967
Total Principal Disbursed Guarantied by the SBA 21,294,900 19,775,428
Outstanding Loan Obligations as of September 30, 2016 2015
Business Guarantied Loan Programs $ 16,766,201 $ 16,070,177
Loans Outstanding as of September 30, 2016 2015
Total Principal Outstanding at Face Value $ 113,113,553 $ 105,662,573
Total Principal Outstanding Guarantied by the SBA 93,764,878 88,337,969

SBA’s guarantied loan servicing agent provides data to the SBA on the unpaid principal balance of guarantied loans within a precision of less than 1 percent
due to timing.

D. Subsidy Cost Allowance Balances

(Dollars in Thousands)

For the Years Ended September 30, 2016 2015

Post-1991 Business Direct and Purchased Guarantied Loans

Beginning Balance of Allowance Account $ 4,756,184 $ 6,174,526
Current Year's Subsidy (see 6G for breakdown by component) 4,000 4,068
Loans Written Off (1,927,638) (2,110,027)
Subsidy Amortization (2,208) (2,207)
Allowance Related to Guarantied Loans Purchased This Year 182,476 404,131
Miscellaneous Recoveries and Costs 299,146 286,654
Balance of Subsidy Allowance Account before Reestimates 3,311,960 4,757,145
Technical Assumptions/Default Reestimates 258 (961)

Ending Balance of Allowance Account $ 3,312,218 $ 4,756,184

Post-1991 Disaster Direct Loans

Beginning Balance of Allowance Account $ 1,087,238 $ 1,230,152
Current Year's Subsidy (see 6G for breakdown by component) 48,397 33,908
Loans Written Off (111,340) (118,547)
Subsidy Amortization (4,987) (6,621)
Miscellaneous Recoveries and Costs 77,684 66,110
Balance of Subsidy Allowance Account before Reestimates 1,096,992 1,205,002
Technical Assumptions/Default Reestimates (157,650) (117,764)

Ending Balance of Allowance Account $ 939,342 $ 1,087,238
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E. Liability for Loan Guaranties

(Dollars in Thousands)

For the Years Ended September 30, 2016 2015

Pre-1992 Business Loan Guaranties

Beginning Balance of Liability for Loan Guaranties 14 $ 70

Adjustment to Expected Losses, Guaranties Outstanding (7) (56)

Ending Balance of Liability for Loan Guaranties 7 14

Post-1991 Business Loan Guaranties

Beginning Balance of Liability for Loan Guaranties 1,661,502 2,044,439
Current Year's Subsidy (see 6G for breakdown by component) 26,292 55,102
Fees 1,247,356 1,219,836
Interest Accumulation Factor 76,294 91,231
Claim Payments to Lenders (847,342) (1,126,127)
Adjustment Due to Reestimate & Guarantied Loan Purchases 664,866 721,995
Miscellaneous Recoveries and Costs 11,358 43,720
Balance of Liability for Loan Guaranties before Reestimates 2,840,326 3,050,196
Technical Assumptions/Default Reestimates (468,828) (1,388,694)

Ending Balance of Liability for Loan Guaranties 2,371,498 1,661,502

Total Ending Balance of Liability for Loan Guaranties 2,371,505 $ 1,661,516

F. 2016 Subsidy Rates by Program and Component

LOAN PROGRAM Total Financing Default Other Fee

Subsidy

Guaranty

7(a) 0.00% 0.00% 4.21% 0.00% -4.21%

504 CDC 0.00% 0.00% 7.32% 0.73% -8.05%

504 Refi 0.00% 0.00% 7.62% 0.72% -8.34%

SBIC Debentures 0.00% 0.00% 6.68% 0.08% -6.76%

Direct

Disaster 12.10% 2.56% 13.64% -4.10% 0.00%

Microloan 8.87% 7.41% 1.60% -0.14% 0.00%

The subsidy rates in Table F pertain only to loans obligated in the current year. These rates cannot be applied to the loans
disbursed during the current year to yield the subsidy expense because loans disbursed during the current year include
loans obligated in prior years. Subsidy expenses reported in Table G result from the disbursement of loans obligated in

the current year as well as in prior years, and include reestimates.
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G. Subsidy Expense by Component

(Dollars in Thousands)

For the Years Ended September 30, 2016 2015

Business Loan Guaranties
Interest $ - $ 2
Defaults 228,080 509,812
Fees (221,728) (483,888)
Other 19,940 29,176
Subsidy Expense Before Reestimates and Loan Modifications 26,292 55,102
Reestimates (468,828) (1,388,694)

Total Guarantied Business Loan Subsidy Expense $ (442,536) $ (1,333,592)

Business Direct Loans

Interest $ 2,585 $ 2,126
Defaults 693 544
Other 722 1,398
Subsidy Expense Before Reestimates 4,000 4,068
Reestimates 258 (961)
Total Business Direct Loan Subsidy Expense $ 4,258 $ 3,107

Disaster Direct Loans

Interest $ 10,943 $ 9,435
Defaults 54,571 39,804
Other (17,117) (15,331)
Subsidy Expense Before Reestimates 48,397 33,908
Reestimates (157,650) (117,764)
Total Disaster Direct Loan Subsidy Expense $ (109,253) $ (83,856)

H. Administrative Expense

The SBA received appropriations to administer its credit programs, including the making, servicing and liquidation of its
loans and guaranties. Amounts expensed in the Statement of Net Cost are:

(Dollars in Thousands)

For the Years Ended September 30, 2016 2015
Disaster Direct Loan Programs $ 212,265 $ 172,624
Business Loan Programs 151,692 146,778

Total Administrative Expense $ 363,957 $ 319,402

l. Credit Program Subsidy Reestimates

Reestimates are performed annually, on a cohort-by-cohort basis. The purpose of reestimates is to update original
program cost estimates to reflect actual cash flow experience as well as changes in forecasts of future cash flows. Forecasts
of future cash flows are updated based on additional information about historical program performance, revised
expectations for future economic conditions, and enhancements to cash flow projection methods. Financial statement
reestimates were performed using a full year of performance data for FY 2016 for SBA’s large loan programs and with
nine months of actual and three months of projected performance data for the Secondary Market Guaranty, Microloan,
and the small loan programs.
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BUSINESS GUARANTIED LOAN PROGRAMS

Net subsidy reestimates for the business guarantied loan programs follows:

(Dollars in Thousands)

For the Years Ended September 30, 2016 2015
7() $ (163,406) $ (268,899)
7(a) - Recovery Act 19,218 46,109
7(a) - Jobs Act 10,184 (8,605)
Dealer Floor Plan (167) (450)
504 CDC (617,004) (795,992)
504 CDC - Recovery Act (46,505) (105,987)
504 CDC - Jobs Act (10,369) (25,946)
504 CDC - Debt Refinancing (24,683) (72,831)
504 First Mortgage Loan Pooling - Recovery Act 3,686 (7,254)
SBIC Debentures (156,544) (154,625)
SBIC Participating Securities (40,499) (76,888)
Secondary Market Guaranty Program 546,107 84,477
ARC - Recovery Act (1,387) (8,877)
All Other Guaranty Loan Programs 12,541 7,074
Total Guarantied Loan Program Subsidy Reestimates $ (468,828) $ (1,388,694)

The 7(a) Loan Guaranty program, SBA’s flagship and largest program had a net downward reestimate in FY 2016 of
$163.4 million. The reestimate is primarily due to lower than expected purchases in cohorts 2011 through 2016,
partially offset by lower than expected recoveries in cohorts 2013 through 2015. Cohorts 2007 through 2010
experienced higher than projected purchases in FY2016, which were offset by higher than expected recoveries for those
cohorts. The FY 2016 cohort experienced a slight upward reestimate due to increased loss projections as compared

to the original loss projections.

The 7(a) Recovery Act program had a net upward reestimate in FY 2016 of $19.2 million. The reestimate is primarily
due to higher than expected purchases in FY 2016, partially offset by higher than expected recoveries. FY 2016 loan
performance contributed to updated model assumptions, which resulted in decreased recovery projections.

The 7(a) Jobs Act cohort had a net upward reestimate in FY 2016 of $10.2 million. The reestimate is due to higher than
expected purchases and lower than expected recoveries in FY 2016. FY 2016 loan performance contributed to updated

model assumptions, which resulted in decreased recovery projections.

The Dealer Floor Plan program had a net downward reestimate of $0.2 million due to better than projected performance
during FY 2016.

The 504 Certified Development Company program had a net downward reestimate of $617.0 million. The reestimate
is primarily due to better than projected FY 2016 loan performance across all but one cohort. Although some cohorts
had higher than expected purchases, these higher than expected losses were offset by higher than expected recoveries. FY
2016 loan performance contributed to updated model assumptions which resulted in decreased purchase and increased
recovery rate projections. The remainder of the reestimate was due to decreased loss projections for the 2016 cohort as
compared to the original loss projections.

The 504 Recovery Act program had a net downward reestimate of $46.5 million. The reestimate is mostly due to better
than projected FY 2016 loan performance. Actual purchases in the 504 Recovery Act program were less than half of the
purchases projected for FY 2016.
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The 504 Jobs Act program had a net downward reestimate of $10.4 million. The reestimate is mostly due to better than
projected FY 2016 loan performance. Actual purchases in the 504 Jobs Act program were less than half the purchases
projected for FY 2016.

The 504 Debt Refinancing program had a net downward reestimate of $24.7 million. The reestimate is mostly due to
better than projected FY 2016 loan performance. Actual purchases in the 504 Debt Refinancing program were less than
projected for both cohorts, while actual recoveries were more than projected for both cohorts. The FY 2016 loan perfor-
mance contributed to revised assumptions which resulted in decreased purchase and increased recovery rate projections.
Newly reauthorized in FY 2016, this amount includes a downward reestimate of $0.2 million for the 2016 cohort reflect-
ing decreased loss projections compared to the original loss projections.

The Section 504 First Mortgage Loan Pooling program had a net upward reestimate of $3.7 million. The majority of
the reestimate is due to lower than projected recoveries in FY 2016. Faster than projected repayment of principal also
contributed to a reduction in projected on-going fee revenue.

The SBIC Debentures program had a net downward reestimate of $156.5 million. The primary driver of the reestimate
was better than projected loan performance in FY 2016. No new purchases were recorded in FY 2016 for any cohort,
while actual recoveries were greater than projected, specifically in the 2003 and 2009 cohorts. Additionally, updated
performance expectation of the 2016 cohort contributed to the downward reestimate.

The SBIC Participating Securities program had a net downward reestimate of $40.5 million. The downward reestimate
was due to better-than-expected loan performance in FY 2016, particularly for the 2004 cohort. The main driver of the
downward reestimate was lower purchases and higher recoveries than projected in FY 2016. The better-than-projected
recoveries and purchases were partially offset by lower reimbursements of prioritized payments in FY 2016.

The Secondary Market Guaranty program had a net upward reestimate of $546.1 million. The upward reestimate was
larger than expected in part due to reconciliation procedures instituted in FY 2016 related to the available cash positions
between the trustee and fiscal agent accounts. The reconciliation procedures between fiscal agent and trustee, while mate-
rially reconciled in total, reduced the cash available balance category to cover future MRF liabilities and in turn resulted
in an upward reestimate.

The America’s Recovery Capital program had a net downward reestimate of $1.4 million. The majority of this reestimate
is due to lower than projected purchases and higher than expected recoveries in FY 2016 for both cohorts.

The New Market Venture Capital program had a net upward reestimate of $12.5 million. The upward reestimate was
driven by higher purchases than expected in FY 2016 with no additional forecasted recoveries.

BUSINESS DIRECT LOAN PROGRAMS

Net subsidy reestimates for business direct loan programs follows:

(Dollars in Thousands)

For the Years Ended September 30, 2016 2015
7(m) Microloan $ 224 $ (542)
7(m) Microloan - Recovery Act 82 1,491
Intermediary Lending Pilot Program 41 (1,885)
All Other Direct Loan Programs (7) (25)

Total Direct Loan Program Subsidy Reestimates $ 258 $ (961)
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The 7(m) Direct Microloan program had a net upward reestimate of $0.2 million. The upward reestimate is partially due
to higher projected purchases and lower recoveries in the current year. These projections are partially offset by an increase in
projected prepayments.

The 7(m) Direct Microloan Recovery Act program had a net upward reestimate of $0.1 million. The upward reestimate is
primarily due to a decrease in projected recoveries in future years for both cohorts. This is partially offset by a decrease in
projected defaults.

'The Intermediary Lending Pilot program had a net downward reestimate of $0.04 million. The slightly downward
reestimate was primarily due to lower projected defaults for future years for both the 2011 and 2012 cohorts. The lower
projected defaults were partially offset by lower projected recoveries.

DISASTER DIRECT LOAN PROGRAM

Net subsidy reestimates for the disaster direct loan programs follows:

(Dollars in Thousands)

For the Years Ended September 30, 2016 2015
Disaster $ (157,650) $ (117,764)
Total Disaster Direct Loan Program Subsidy Reestimates $ (157,650) $ (117,764)

The Disaster Assistance program had a net downward reestimate of $157.7 million. Most Disaster cohorts (except
for the 2015 and the 2016 regular cohorts) experienced downward reestimates as a result of better than expected
performance in FY 2016 and revised performance assumptions. The 2015 cohort experienced a downward reesti-
mate due to updated present value factors applied to projected cash flows, as well as revised performance assump-
tions. The 2016 cohort is the only cohort that experienced an upward reestimate. The reestimate is due to the
actual average borrower’s interest rate being lower than the original projected average borrower’s interest rate.
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FASAB Risk Assumed
Round Table on Credit Reform Financial Reporting
January 9, 2018, Meeting Minutes

e Attendance

The following participants were present at the meeting: Justin Humphrey and David
Torregrosa (CBO); Marcia Carlsen and Ellen Phelps-Ranen (GAQ); and Carol Johnson
and Nicole Martinez-Moore (OMB). Robin Gilliam, Wendy Payne, and Alan Perry
(FASAB) were also present throughout the meeting.

¢ Introductions and Discussion Questions

Ms. Gilliam welcomed the focus group members to the meeting. She thanked them for
volunteering their time to share their insights and perspectives of how various direct
loan and loan guarantee information sources—including, but not limited to, federal
financial reports—are used to inform user decision-making. Ms. Gilliam noted that
FASAB staff may leverage some of the results, findings, shortcomings, and
recommendations to inform the project approach for addressing other risks assumed
areas that fall within the scope of the FASAB project.

Attendees briefly introduced themselves, their organizations, and their backgrounds.
(Staff note: Attendees at this particular focus group meeting represented key
stakeholders at organizations that play significant roles in serving the executive and
legislative branches by informing and providing considerable input to decision-makers
related to direct loan and loan guarantee programs, legislative proposals and
policymaking.)

Excerpts from Department of Education’s (Education) 2017 Agency Financial Report
(AFR) and the following discussion questions were provided to participants in advance:

1. What information on direct loans and loan guarantees is most useful for decision-
making? Please share any decisions that have been impacted by this
information.

2. To what extent does the information you rely on facilitate your understanding of:

a. risks, uncertainties, conditions, and trends relevant to direct loan and loan
guarantee programs, and

b. fiscal sustainability and the financial position of agency programs.

3. What other source(s) of information [outside of federal financial reports] do you
rely on to understanding risks related to direct loans and loan guarantees? Why
do you rely on other sources?

The excepts and questions were intended to (a) facilitate focus group preparation and
discussion, and (b) illustrate or provide examples of discussion points raised by
participants during the meeting.
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e Discussion

GAO participants noted various data sources useful for decision-making. One GAO
participant noted use of the Department of Education’s (Education) federal student aid
data, agency policies, and procedures, and information provided in the budget for
various purposes.

However, budget information is more limited in certain respects. Whereas the AFR
excerpts relevant to these programs provide more detailed, useful information, and
disclosures. Specifically, Education’s disclosures describing the nature of the risks
relevant to direct loans were quite useful and informative. Also, additional disaggregated
information about key risk indicators impacting performance, and sensitivity analysis
would be helpful. Another participant noted that identifying key risk attributes depends
on the nature of the program and its risks. Therefore, it may be impracticable to
standardize or prescribe on how to disaggregate the information. Other participants
generally agreed with this view.

Another participant noted that there may be challenges and gaps in agency systems
that limit the availability to capture and/or summarize certain data.

Participants noted that it is often difficult to find information about the characteristics of
borrowers and loan portfolio as a whole, including breakouts of loan types, loan
performance and repayment statuses, nonperformance and delinquency status,
institution and/or degree types. Another example of information that would be helpful is
geographic breakouts of certain direct loan programs, such as housing loans. Some
participants agreed that geographic breakouts could enhance user understanding of risk
concentrations and be helpful to include in AFRs, but such breakouts do not necessarily
need to be included in the audited financial section.

One CBO participant noted that, they rely heavily on student loan databases and
sample files obtained directly from Education to project cash flows internally and create
budget estimates. CBO is able to use these samples to capture additional risk
information that is not available in financial reports, such as type of school attended,
class level, how long students are in school—CBO does not know if students have
completed degrees—Iloan defaults and deferments. These sample files enable CBO to
track how borrowers behave over time. CBO also considers budget appendix
information, budget justifications, and credit supplements.

The CBO participant noted that data for public service loan forgiveness would be
helpful, as information currently available seems to be very limited. Mr. Perry noted that
the management discussion and analysis in the 2017 Education AFR included some
sensitivity analysis surrounding how costs would increase if participation increased.

Another participant noted that CBO does its own credit subsidy estimates for major
education and housing programs and Congress requires CBO to provide fair value
budget estimates for those programs on a supplementary basis. Participants stated that
providing two different sets of estimates may be confusing to users. CBO noted that
there has been robust debate in the credit community and on the Hill regarding which
estimation methodology is the most ideal approach. CBO noted that it is difficult to
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determine whether and how supplemental fair-value estimates are used to assess the
costs of education and housing programs.

Outside of the large education and housing credit programs, CBO uses information from
the federal financial reports that also appears in the budget and the Federal Credit
Supplement for other credit programs across the government. The fact that these
estimates are audited provides a great deal of assurance surrounding the quality of
these estimates.

CBO often needs information that provides predictive value and forward-looking
information. For example, legislative proposals for new credit programs and modifying
existing credit programs going forward. CBO also requires historical financial
information when legislative proposals modify existing outstanding loans for credit
programs that already exist. For these programs, federal financial reports are often most
useful.

One participant noted that OMB’s credit analysis group finds agencies’ disclosures and
sensitivity analyses—for agencies such as the Small Business Administration and
Education—very helpful for purposes of understanding the key risk indicators and
factors affecting re-estimates. This participant noted that OMB primarily obtains data
directly from agencies with credit reform programs and, as a result, they often do not
need to use agency financial report numbers for purposes of decision-making.

Ms. Gilliam asked participants whether they had any additional observations regarding
the extent to which federal financial reports provide forward-looking information
regarding (a) risks, uncertainties, conditions, and trends; or (b) fiscal sustainability. One
participant noted that there seems to be an absence of linkage being made in federal
financial reporting between how these credit programs affect the government-wide
financial report and fiscal sustainability. Direct loan program balances operating at a
deficit directly affect debt; however, this connection is not explicitly made to enhance
user understanding of this linkage.

¢ Next Steps and Closing

One participant was interested to learn information needs for members of the public,
media, researchers, academics, and government managers. Ms. Gilliam noted that
some potential “think tank” users she reached out to did not believe their participation
would be beneficial because the focus of their research was not related to our
discussion. A few participants provided additional users and their contact information.
Ms. Gilliam stated that FASAB staff would reach out to these additional individuals and
invite them to participate in the second round table on January 16th.

Some participants noted that the volume and clarity of credit reform disclosures needs
to be improved. One participant noted that there are efforts underway to streamline
disclosures that are not required by the current standards. There is currently interest in
eliminating duplicative and non-useful disclosures in OMB guidance that are not
required under GAAP.
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Mses. Gilliam and Payne, and Mr. Perry thanked the task force members for their
attendance and sharing their views, ideas, suggestions, experiences, and perspectives.

Ms. Gilliam and Mr. Perry noted that they would distribute meeting minutes for the
participants to review. They encouraged participants to review the minutes and provide
edits to help ensure complete and accurate information discussed. Ms. Gilliam noted
that the minutes would be shared with the Board during the-February a future meeting.
[NOTE: staff is still reaching out to additional users and setting up meetings — therefore
this information will not be presented at the February Board meeting.]
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FASAB Risk Assumed
Round Table Credit Reform Financial Reporting
January 16, 2018 Meeting Minutes

e Attendance
FASAB: Robin Gilliam, Alan Perry, and Wendy Payne (on phone),
GAO Assistant Directors: Marcia Carlsen and Steve Westley

MIT Golub Center for Finance and Policy: Deborah Lucas (Director) and Doug
Criscitello (Executive Director)

House Staff: James Forrester (Staff at House Committee on Education and the
Workforce) and Katherine Valle (Senior Education Policy Advisor)

Education OID: Pat Howard Assistant Inspector General for Audit), Greg Spencer
(Director of Financial Statement Internal Audit Team)

e Introductions and Discussion Questions

Ms. Gilliam welcomed the focus group members to the meeting. Attendees briefly
introduced themselves, their organizations, and their backgrounds.

Prior to kicking off the discussion, Ms. Gilliam noted that the primary purpose of the
meeting was to learn about how participants use direct loan and loan guarantee
information (including, but not limited to, federal financial reports) for purposes of
understanding, assessing, and responding to risks assumed for decision making. She
said that FASAB staff may leverage some of the results, findings, shortcomings, and
recommendations identified in this particular area to inform the project approach for
addressing other risks assumed areas that fall within the scope of the FASAB project.

Discussion questions provided to participants in advance were as follows:

1. What information on direct loans and loan guarantees is most useful for decision-
making? Please share any decisions that have been impacted by this
information.

2. To what extent does the information you rely on facilitate your understanding of:

a. risks, uncertainties, conditions, and trends relevant to direct loan and loan
guarantee programs, and

b. fiscal sustainability and the financial position of agency programs.

3. What other source(s) of information [outside of federal financial reports] do you
rely on to understanding risks related to direct loans and loan guarantees? Why
do you rely on other sources?

Excerpts from Department of Education’s (Education) 2017 Agency Financial Report
(AFR) were provided in advance of the meeting. These excerpts were intended to (a)
facilitate focus group preparation and discussion and (b) illustrate or provide examples
of discussion points raised by participants during the meeting.
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Discussion

Participants agreed that the government is already doing well in reporting certain
aspects of risk assumed for credit reform programs. Participants agreed that the
Department of Education (Education) has done well in improving the clarity and level of
detail related to risk factors in its financial statement disclosures and were impressed
with explanations related to repayment initiatives affecting Education’s direct loans
program.

Lack of Performance Data and Total Program Costs

The lack of performance data and total program costs were significant areas of
concern for participants. Currently there is not enough detail in financial statements for
policymakers to analyze program performance, such as performance of the income-
based repayment (IBR) plans. In addition, some data like actual performance and
changes in projections are combined muddying the data.

Participants agreed they would like to see

data that allows them to analyze performance over time—currently, cash flow
data is not broken down to analyze loan program performance over time;

data that helps them to understand actual performance—current reporting
combines actual performance and changes in projections, which makes it
challenging for users to understand each of these factors on an individual basis;

data that helps them to understand changes in projections [loss or gain];

data that is more detailed to assess risk and understand full program costs,
including key risk factors, in addition to interest and default rates affecting re-
estimates, such as what types of repayment options borrowers are selecting for
student loans and future housing prices for housing loans;

data that discusses the impact of legislative risks and how policy changes can
swing subsidy estimates by large margins; include useful disclosures on such
risks because of the uncertainty of timing of new laws; and

data that includes sensitivity analyses regarding key risk factors;

data that includes what costs are tied to certain attributes or sectors of loan
portfolios or programs. For example, how does public service loan forgiveness
affect the overall cost of direct loans provided by Education? How do certain
discharge types, such as total permanent disability discharges affect overall
costs;

data that includes the detail underlying lump sum liabilities. For example, the
allowance for loan losses and liabilities for loan guarantees are a big focus for

Page 2 of 3

72



congressional stakeholders; however, these numbers are currently too highly-
aggregated in lump-sum estimates to provide helpful information.

data qualitative and quantitative about the difference between the present
value of loan programs’ net cash flows and fair market value. Due to the
different measurement approaches it is difficult to understand the impact of, for
example, what would happen if lawmakers decide to sell an entire loan portfolio
to a private company to manage. At what valuation would we measure the gain
or loss; and

data that includes exit (market) values.

Other information sources utilized to better understand risks

0N~

Credit supplement to the President’s budget
Agency budget justifications
Actuarial reports

Direct assistance and research provided for the Congress by Congressional
Research Service (CRS), Congressional Budget Office (CBO), and Government
Accountability Office (GAO)

5. National surveys conducted by agencies such as Education

6. Sensitivity analyses and stress tests

Next Steps and Closing

Ms. Gilliam and Mr. Perry thanked the task force members for their time. They stated
that they would distribute meeting minutes for the focus group to review and
encouraged participants to review the minutes and provide edits to help ensure that
they were complete and accurate. Ms. Gilliam noted that the minutes would be shared
with the Board at a future meeting.
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FASAB Risk Assumed
AEIl Round Table - Credit Reform Reporting
March 7, 2018, Meeting Minutes

e Attendance
FASAB: Robin Gilliam, Alan Perry, and Wendy Payne

AEIl: Jason Delisle (Resident Fellow, Higher Education Loans and Student Loan
Financing), Cody Christensen and Preston Cooper (Research Analyst, Education
Policy)

¢ Introductions and Discussion Questions

Ms. Gilliam welcomed the representatives from American Enterprise Institute (AEl) to
the meeting and thanked them for volunteering their time to provide insight and
responses to our questions.

The primary purpose of the meeting was to learn about how AEI uses direct loan and
loan guarantee information (including, but not limited to, federal financial reports) for
purposes of understanding, assessing, and responding to risks assumed in their roles in
the education policy area at AEI.

Discussion questions provided to participants

1. What financial information is used for your research?

2. How do you use this financial information?

3. Does audited information make financial information more credible [for your
purposes]? [Any benefits?]

4. What risks are not being addressed that should be?

e Discussion

Other information sources utilized to better understand risks

1. Department of Educations’ Budget Justification

2. President’s Credit Supplement & Appendix

3. CBO Baseline Documents & Estimates, including supplemental research
4. Department of Education (Education) Reports:

a. A number of restricted use data sets — surveys for researchers

b. National Post-Secondary Student Aide Study (NPSAS) [website
description: examines the characteristics of students in
postsecondary education, with special focus on how they finance
their education]
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. National Student Loan Data System (NSLDS) [website description: U.S.

Department of Education’s central database for student aid. NSLDS
receives data from schools, guaranty agencies, the Direct Loan program,
and other Department of ED programs.]

. Baccalaureate and Beyond (B&B) [website description: examines

students’ education and work experiences after they complete a
bachelor’s degree, with a special emphasis on the experiences of
new elementary and secondary teachers]

. Beginning Post-secondary survey (BPS) [website description: currently

surveys cohorts of first-time, beginning students at three points in
time: at the end of their first year, and then three and six years after
first starting in postsecondary education. It collects data on a variety
of topics, including student demographic characteristics, school and
work experiences, persistence, transfer, and degree attainment]
Title 4 volume Report — by type of loan or grant

. Integrated Postsecondary Education Data System [IPEDS] [website

description: a system of interrelated surveys conducted annually by the
U.S. Department's National Center for Education Statistics (NCES).
IPEDS gathers information from every college, University and technical
and vocational institution that participates in the federal student financial
aid programs.}

How is Financial Information Used?

Ms. Payne began the discussion asking if the participants’ primary goal is
to project future events and/or to understand current loan portfolios.

Participants said they do not build models to predict. They use Education statistics or
information from CBO models for research.

Research is intended to describe who borrows, where borrowers go to school, how
much is borrowed, borrowers repayment history, chosen payment plans, portfolio and
cohort performance based on various factors, borrowing based on majors, types of
institutions, default rates and recoveries, and overall cost of benefits based on
distribution of loans.

Research is concerned with how much programs cost tax payers. Specifically tracking
how policy changes impact program cost estimates, such as Income Based Repayment
(IBR) plans. In 2012 New America illustrated there was a much larger change in
student benefits for borrowers than what Education predicted. Another example is how
much borrowing and defaults changed since the 2006 law that allowed grad students to
borrow up to full cost of admission.

Ms. Gilliam asked if institutions are taking advantage of new loan programs
to influence their costs structures.
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Participants said this is a difficult thing to measure, and is often debated and contested.
However, researchers use econometric studies to determine if institutions do raise their
prices when students suddenly had access to higher loan limits. One researcher looked
at law schools in particular to see if they raised their prices relative to new access to
unlimited loan amounts in 2006 and found that law school prices were generally not
affected.

While prices may not be affected, risk might show up in enrollment. Universities might
expand enrollment allowing marginal students’ who might not finish school or repay their
loans. Universities may also roll out programs of dubious value to encourage enrollment.

Does audited information make financial information more credible?

Participants said researchers tend to think less in terms of is it audited versus where
does the data come from, such as, is it self-reported? For example, small colleges are
sending in surveys that just do not make any sense. While Education’s restricted data
sets are not audited, the sampling is very sophisticated in assuring a statistical sample
to include data pulled from tax returns, national student loan data bases and higher
learning institutions.

Another concern is validating huge swings in estimates from sources such as IPEDS.
To accommodate, researchers will reach out to institutions for an explanation behind the
estimate swings.

There are also issues with audited financial data that may raise a number of red flags
about the accuracy of reported estimates, for example GAO-17-22 t report states that

Education’s approach to estimating IDR plan costs and quality control practices
do not ensure reliable budget estimates. Weaknesses in this approach may
cause costs to be over- or understated by billions of dollars.

e Ms. Gilliam asked if participants actually use audited financial statements.

Participants review Education’s financial statement annually for student loan
information. However, there are a number of issues causing them not to rely on the
data:

1) Timing - data does not map to the president’s budget.

2) Too much information grouped together - cash flows include too many cohorts.

3) Backwards-looking models are difficult to work with — for example, Education
might have closed the books on 1980 cohorts. But the information is still included
and past borrowers and terms are not similar to the borrowers/terms of today.

4) Cash flows discounted at the Treasury rate, which is required under credit
reform. Many economists argue that expected cash flows need to be adjusted for
[market] risk factors.

5) Total program costs are incomplete without administrative (admin) costs -
reporters call all the time looking for the full cost of portfolios but that number
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does not exist. Then reporters think the government is incompetent because of
lack of total cost information.

6) Re-estimates are very vague and ambiguous making it difficult to assess risk—a
lot of information presented in only two lines—Re-estimates and Technical and
Default Re-estimates.

7) Inaccurate loan balances on defaults net of recoveries net of collection fees paid
by government. How much does a student actually owe on a $20,000 student
loan that was defaulted for a year with nine payments made? Not $20,000 as
might currently is reported. Understanding how much the government pays for
collection fees will help to discern the actual government cost of defaults.

8) Unclear amount of collection fees paid by students and the government.

e Ms. Payne asked if financial statements would be more useful if risk factors
were discussed around policy changes, for example, policy changes for
IBR plans, sensitivity analysis, and unknown assumptions.

Participants said yes, a forward looking risk assessment to estimate what might happen
under using a certain set of circumstances would be helpful.

What risks — other issues - are not being addressed that should be?

e Actual risk factors that are really driving re-estimate changes and why.

e An alignment between all the credit reports (financial and budget) for easier
cross-referencing and matching of numbers.

e Actual cost of loan forgiveness for public service and why.

¢ More consistent qualitative notes on why estimates change materially.

e Actual loss to government for defaults including collection fees paid by
government.

e Ms. Payne asked if they have any experience using data.gov with data from
the new data act.

Participants said no. Ms. Payne said she wasn’t sure if any data was available about
student loans, but in theory data.gov should show data streams for paying to collection
agencies.

Ms. Gilliam ended the meeting thanking the participants for their time. She explained
that she would send meeting notes for their review and edit to be shared with the Board
at a future meeting.
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