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Federal Accounting Standards Advisory Board

April 11, 2013
Memorandum

To: Members of the Board
M R. Valentine

From: Monica R. Valentine, Assistant Director

v %
Through: Wendy Mcﬁjéyne/ Exeéutlve Director

Subject: Risk Assumed — Tab B’

MEETING OBJECTIVES

To review the Financial Accounting Standards Board’s (FASB) proposed measurement
approach on insurance contracts and discuss application to Federal insurance and
guarantee programs.

BRIEFING MATERIAL

O Staff Memo
(J Outline of FASB Proposal on Insurance Contracts
(J Appendices (Optional Reading for Reference)
o Appendix 1 — FASAB Standards on Contingencies
o Appendix 2 — FASAB Standards on Insurance and Guarantees

BACKGROUND

The risk assumed project is taking a broad look at all types of transactions and events
that may result in future outflows as a result of the federal government’s mission,
operations, and current or past actions. During the summer of 2012 staff held two task
force meetings on two explicit groupings of risk assumed: (1) commitments and
obligations, including contracts, grants, and treaties, and (2) insurance and guarantees.
As a result of those meetings and related research, staff is recommending a three-

! The staff prepares Board meeting materials to facilitate discussion of issues at the Board meeting. This material is
presented for discussion purposes only; it is not intended to reflect authoritative views of the FASAB or its staff. Official
positions of the FASAB are determined only after extensive due process and deliberations.

441 G Street NW, Mailstop 6K17V, Washington, DC 20548 ¢ (202) 512-7350 efax 202 512-7366





Tab B — Risk Assumed Staff Memo

phase approach which sequences the areas to allow development of principles for
measuring and reporting risk where risk is most clearly identifiable—insurance and
guarantees providing explicit indemnification to identified parties. The first phase will
allow us to develop a framework for use in later phases.

There are currently established measures of risk assumed which can be considered for
recognition and/or disclosure. In our review of the measurement approaches currently
being used by federal entities, we thought it would be useful to explore the proposed
measurement approaches being considered by FASB in its insurance contracts project.

We are very fortunate to have a presenter from the FASB staff to brief the Board. Ms.
Jennifer M. Weiner, FASB Senior Practice Fellow, will discuss FASB’s proposed
approach to insurance contracts. Staff has also provided to the Board several
suggested questions for the presenter that can further assist us as we consider FASB’s
approach to accounting for insurance contracts. The suggested questions are located
on the last page of this document (page 13).

Member feedback on the information presented will direct staff on the next steps to take
in the project.
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Tab B — Risk Assumed Staff Analysis

STAFF ANALYSIS

The Connection between FASAB Insurance Standards and FASB Standards

> The FASAB insurance standards were developed to mirror Financial Accounting
Standards Board (FASB) standards on contingencies and insurance liabilities for
unpaid claims. The FASAB insurance standards also reference several related FASB
standards. Given the coming changes in the FASB insurance standards, the Board
may want to consider the need to refresh the current FASAB insurance standards.

Federal accounting standards for federal insurance and guarantee programs are
outlined in SFFAS 5, Accounting for Liabilities of the Federal Government.

SFFAS 5, pars. 97 through 121 contain FASAB’s standards on insurance and
guarantee programs, other than social insurance and loan guarantees.

SFFAS 5, par. 104 states that all federal insurance and guarantee programs
(except social insurance and loan guarantee programs) recognize a liability for
unpaid claims incurred, resulting from insured events that have occurred as of
the reporting date. This liability is to include items that are known with certainty,
items that have been incurred but not yet reported (IBNR), and an accrual for
contingent liabilities that are probable and measurable. Life insurance
programs are to recognize a liability for future policy benefits (a liability to current
policyholders that relates to insured events, such as death or disability) in
addition to the liability for unpaid claims incurred. (Emphasis added)

SFFAS 5, pars. 35 through 42, contain FASAB’s standards on contingencies.

SFFAS 5, par. 38, requires that a contingent liability be recognized when (1) a
past event or exchange transaction has occurred, (2) a future outflow or other
sacrifice of resources is probable, and (3) the future outflow or other sacrifice of
resources is measurable. Par. 39 states that the specific liability may be a
specific amount or a range of amounts. If some amount within the range is a
better estimate than any other amount within the range, that amount is
recognized. If no amount within the range is a better estimate than any other
amount, the minimum amount in the range is recognized and the range and a
description of the nature of the contingency should be disclosed. (Emphasis
added)

SFFAS 5, par. 40 requires that a contingent liability be disclosed if any of the
three conditions for liability recognition listed above are not met and there is at
least a reasonable possibility that a loss or an additional loss has been incurred.
Par. 41 states that the disclosure for contingent liabilities that are reasonably
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Tab B — Risk Assumed Staff Analysis

possible should include the nature of the contingency and an estimate of the
possible liability, an estimate of the range of the possible liability, or a statement
that such an estimate cannot be made.

SFFAS 5, par. 42 notes that contingencies classified as remote need not be
reported in general purpose federal financial reports, though law may require
such disclosures in special purpose reports. Par. 42 further states that if
information about remote contingencies or related to remote contingencies is
included in general purpose federal financial reports (e.g., the total face amount
of insurance and guarantees in force), it should be labeled in such a way to
avoid the misleading inference that there is more than a remote chance of loss of
that amount. (Emphasis added)

The Basis for Conclusions (BfC) for SFFAS 5, pars. 144 — 146 discuss the
Board'’s decision about the amount to be recognized in par. 39. Par. 144 notes
that a majority of respondents preferred that the “expected value” be recognized
as a liability instead of the minimum amount. However, par. 145 states that the
Board “noted that it would be difficult to use “expected value” to pinpoint an
estimate within a range. The expected value method would assign a probability
percentage to each of the numbers within the range, but these probabilities
would usually be difficult to estimate.” Par. 146 states that “the majority of the
Board preferred the minimum amount because of established use in other
accounting standards.” (Emphasis added)

SFFAS 5, pars. 105 through 114 contain the bulk of FASAB’s standards on risk
assumed.

SFFAS 5, par. 105 states that risk assumed information is important for all
federal insurance and guarantee programs (except social insurance, life
insurance and loan guarantee programs) and is generally measured by the
present value of unpaid expected losses net of associated premiums,
based on the risk inherent in the insurance or guarantee coverage in force.
(Emphasis added)

SFFAS 5, par. 106 states, “When financial information pursuant to FASB’s
standards on federal insurance and guarantee programs conducted by
government corporations is incorporated in general purpose financial reports of a
larger federal reporting entity, the entity should report as RSI what amounts and
periodic change in those amounts would be reported under the “risk assumed”
approach referred to in this section (see par. 105). In other words, in addition to
the liability for unpaid claims from insured events that have already occurred
(including any contingent liability that meets criteria for recognition), such
reporting entities should also report as RSI risk assumed information.”

—_—
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Par. 111 explains that insurance programs are ongoing and may be viewed as
having long-term characteristics. Thus, from a broader, longer-term perspective,
the liability to be recognized, and the amount to be reported as risk assumed in
supplementary information, may be conceptually different and materially different
from each other. From the broader perspective, risk assumed would be a longer-
term measure and a probabilistic estimate of future costs of these programs.

The BfC for SFFAS 5, pars. 189 and 190 further explain the Board’s intent for
reporting risk assumed. The Board noted that members considered two
measurement perspectives for reporting risk assumed and decided that the risk
assumed amount should be a broader and longer-term measure of the
government’s potential cost for on-going insurance programs beyond the cost of
coverage outstanding during the reporting year. The Board noted that this
approach to risk assumed could be regarded as an indicator of the “fair” or “full
cost” premium that should be charged if taxpayers are not to subsidize the
program. This measure would be a probabilistic estimate of the expected cost
under certain assumed economic factors.?

> Two of the largest federal government insurance programs—the Pension Benefit
Guaranty Corporation (PBGC) and the Federal Deposit Insurance Corporation
(FDIC)—prepare financial statements using FASB principles.

SFFAS 34, The Hierarchy of Generally Accepted Accounting Principles, Including
the Application of Standards Issued by the Financial Accounting Standards
Board, par. 9, permits this practice, stating that “general purpose financial reports
prepared in conformity with accounting standards issued by the FASB also may
be regarded as in conformity with GAAP for those entities that have in the past
issued such reports.”

FASB’s Accounting Standard Codification© (ASC), Sections 450-20—Loss
Contingencies, and 944-40-Claim Costs and Liabilities for Future Policy Benéefits,
provide standards for recognizing and disclosing loss contingencies, including
the risk of loss from catastrophes assumed by property and casualty insurance
entities.> PBGC and FDIC apply ASC® 450-20 by recognizing probable and
measurable losses as liabilities and disclosing information about reasonably
possible losses in the notes to the financial statements.

% A probabilistic method of estimation uses assumed economic factors to generate a range of estimates
and their associated probabilities.

® Accounting and reporting of contingencies related to the risk of loss that is assumed by a property and
casualty insurance entity or reinsurance entity when it issues an insurance policy covering risk of loss
from catastrophes is more specifically addressed in ASC© 944-40; however, entities most often reference
ASC® 450-20 as the source of guidance for its loss contingencies note. FASB’s current project on
insurance contracts expects to improve, simplify, and converge the financial reporting requirements for
insurance contracts.

—_—
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Specific to the insurance standards, SFFAS 5, par. 106 states, “When financial
information pursuant to FASB’s standards on federal insurance and guarantee
programs conducted by government corporations is incorporated in general
purpose financial reports of a larger federal reporting entity, the entity should
report as RSI| what amounts and periodic change in those amounts would be
reported under the “risk assumed” approach referred to in this section (see par.
105). (Emphasis added)

> FASB'’s current project on insurance contracts is expected to propose an
expected value cash flow measurement approach (a present value approach) similar to
SFFAS 5's risk assumed measurement approach (present value of unpaid expected
losses net of associated premiums).

This FASB measurement approach depicts a current assessment of an
insurance contract and would provide information about the main drivers of
profitability in the current period. The measurement approach is the expected
value (that is, explicit, unbiased, and probability-weighted estimate) of future
cash outflows, less future cash inflows that will arise as the insurer fulfills the
insurance contract. (Emphasis added)

SFFAS 5, par. 105 states that risk assumed information is important for all
federal insurance and guarantee programs (except social insurance, life

insurance and loan guarantee programs) and is generally measured by the
present value of unpaid expected losses net of associated premiums,

based on the risk inherent in the insurance or guarantee coverage in force.
(Emphasis added)

Concerns with Current Practices for Reporting on Federal Insurance and
Guarantee Programs

Members of the federal financial management community have expressed concern
over what they perceive as a lack of clarity between FASAB standards on contingent
liabilities and standards on risks assumed for federal insurance and guarantee
programs.

In some cases with federal insurance programs, the recognized liability is also reported
as risk assumed; while in other cases the reasonably possible amount is also reported
as risk assumed. Our review of present RSI risk assumed reporting for insurance and
guarantee programs has not revealed any “true expected value” information being
reported. Given these reporting inconsistencies, the question is why federal entities
appear to be incorrectly reporting risk assumed for insurance and guarantee programs.
Perhaps, it is the nature of federal insurance and guarantee programs that make the
risk assumed amount too difficult to estimate or the FASAB standards on risk assumed
do not adequately differentiate between contingencies and risk assumed for the
various insurance and guarantee programs.

—_—
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As part of a review of agency financial reports and the consolidated financial report of
the U.S. Government (CFR), staff noted the following examples of inconsistency:

= PBGC risk assumed information is reported in the CFR as both basic
and RSI (reasonably possible contingencies note and risk assumed RSI)

Excerpt from Risk Assumed reported in CFR as RSI

Risk Assumed Information as of September 30, 2011, and 2010
(In biions of dollars) 2011 2010

Present value of unpaid expected losses,
net of assoclated premiums:

Pension Benelit Guaranty Corporation 160.0

Department of Agriculture L] T.5
National Credit Union Administration T4 Th
Al other 0.8 20

Tatal 2673 207.0

Periodic changes in risk assumed amo

602 21.8
1.3 (1.4)
(0.1) 1.6
(1.1) 0.4
280.3_ : a2

Pension Benelt Guaranty Corporation

Department of Agnculture

National Credit Union Administratio

All other
Tatal

Excerpt fr Note 22: Contingencies reported in CFR

Insurance Contingencies

At the time an insurance policy £ issued, a contingency ariges. The contingency is the rigk of loss assumed by
the ingurer, that is, the risk of losg ffom events that may occur during the term of the policy. The Govemment hag
insurance contingencies that are possible in the amount of $267.0 billion as of September 30, 2011, and

estimated aggregate unfunded vested beneﬁts exposure to the PBGC for pnvate sector single-employer
and multiemployer defined pension plans that are classified as a reasonably possible exposure to loss.

¢ Ofthe remaining $16.8 billion for 2011, FDIC reported $16.5 billion as of September 30, 2011, and $34.2
billion as of September 30, 2010, for identified additional risk in the financial services industry that could
result in additional loss to the Deposit Insurance Fund should potentially vulnerable insured institutions
ultimately fail. Actual logses, if any, will largely depend on future economic and market conditions.

—_—
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= The CFR’s contingencies note includes, for FDIC, the reasonably possible
amount and the total face amount of insurance in force, however there is no
reporting for FDIC under risk assumed in the CFR’s RSI.

Excerpt from Note 22: Contingencies reported in CFR

Insurance Contingencies

At the time an insurance policy is issued, a contingency arizes. The contingency is the risk of loss assumed by
the insurer, that is, the risk of loss from events that may occur during the term of the policy. The Government has
ingurance contingencies that are reasonably possible in the amount of $267.0 billion as of September 30, 2011, and
$224.2 billion as of September 30, 2010. The major programs are identitied below:

+ DPBGC reported $250.2 billion and $190.0 billion as of September 30, 2011, and 2010, respectively, for the
estimated aggregate unfunded vested benefits exposure to the PBGC for private-sector single-employer
and multiemployer defined pension plans that are classified as a reasonably possible exposure to loss.

+ Of'the remaining $16.8 billion for 2011, FDIC reported $16.5 billion as of September 30, 2011, and $34.2
billion as of September 30, 2010, for identified additional risk in the financial services industry that could
result in additional loss to the Deposit Insurance Fund should potentially vulnerable insured institutions
ultimately fail. Actual losses, if any, will largely depend on future economic and market conditions.

Deposit Insurance
Deposit insurance covers all types of deposit accounts such as checking, NOW and savings accounts, money
market deposit accounts, and certificates of deposit (CDs) received at an insured bank, savings association, or credit
union. The insurance covers the balance of each depositor’s account and shares, dollar-for-dollar, up to the insurance
limit, including principal and any accrued interest through the date of the insured financial institution’s closing. Asa
result, the Govenment has the following exposure from Federally-insured financial institutions:
e FDIC has estimated insured deposits of $6,777.0 billion as of September 30, 2011, and $5,423.0 billion as
of September 30, 2010, for the Deposit Insurance Fund.
¢ NCUA has estimated insured shares of $782.4 billion as of September 30, 2011, and $750.9 billion as of
September 30, 2010, for the National Credit Union Share Insurance Fund.

Excerpt from Risk Assumed reported in CFR as RSI

Risk Assumed Information as of September 30, 2011, and 2010
(In dions of dollars) 2011 2010

Present value of unpaid expected losses,
net of assoclated premiums:

Pension Benefit Guaranty Corporation 2602 160.0
Department of Agriculture L 7.5
Mational Credit Uinion Administration 74 7.5

Al otheer 0.8 2.0
Tolal 2673 07.0

Periodic changes In risk assumed amounts:

Pension Benefit Guaranty Corporation 602 21.8
Depariment of Agnouliure 1.3 {1.4)
National Credit Union Administration {0.1}) 1.8
Al othir {1.1) 0.4
Tolal B0.3 99 4

(Note: no FDIC reporting)
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= National Credit Union Administration (NCUA) risk assumed information
reports total insurance in force of $795.3 billion and the same contingency
amounts that are reported in Note 7: Insurance and Guarantee Program
Liabilities for the Share Insurance Fund (SIF) as of December 31%.

Excerpt from Note 7: Other Liabilities reported in NCUA’s Annual Report

The activity in the Tnsurance and Guarantee Program Liabilities from supervised credit unions and
AMESs for the years ended December 31, 2011 and 2010 was as follows:

For the Year Ended For the Year Ended
December 31,2011 December 31,2010
(Dollars in thousands)
Beginning balance $ 1,225,281 $ 715.846
Reserve BExpense (Reduction) (525.678) 737.596
Insurance losse claims paid (105.,099) (277.801)
Net Estimated Recovery/Claim on AMEs 12,113 49,640

Ending balance 606.617 1,225,281
The Insurance and Guarantee Program Liabilities at December 31,
the following:

2011 and 2010, werd comprised of

| * Specific reserves were $16.4 million and $173.5 million. regpectively. Specific feserves are \
| identified for those credit unions where failure is imminent pr where additional ififormation is !
| available that may affect the estimate of losses !
\ _* General reserves were $590.2 million and $1.051.8 millionfrespectively. !

————————————————————————————— —— - = ——

In addition to these recorded contingent liabilities. additional advferse performance in fhe financjal
services industry could result in additional losses to the NCUSIF| The ultimate losseq for insurgd credit
unions will largely depend upon future economic and market cofditions. and accordipigly. could|differ
significantly from these estimates.

Excerpt from RSI reported in NCUA’Yd Annual Repo

Risk Assumed Information

Insurance and Guarantee Program Liabilities

I?: l;?rr:;e of December 31. 2011, the aggregate outstanding insured shares of the insuredjcredit unions wWere
approximare®] $795.3 billion] This amount represents the majimum potential futpre guarantee
payments that the NCUSIF could be required to make under the share insurance grogram, withou
consideration of any possible recoveries. Additionally, pursufint to Section 217 (p)(2)(A) of the FCU

Act, to the extent that the required funding for the guarantee ¢bligations exceeds fhe funds availalfle in
the TCCUSF, the NCUSIF will provide the necessary funds. [These amounts beaf no relationship o the
NCUSIF's anticipated losses.

As discussed previously herein, NCUA identifies credit unighs at risk of failure fhrough the supervjsory
and examination process. and estimates losses based upon edonomic trends and feredit unions” finaijcial
condition and operations. NCUA also evaluates overall ecoffomic trends and ménitors potential creflit

union system-wide risk factors. such as increasing levels offonsumer debt. banfkruptcies, and
delinquencies. NCUA applies the CAMEL rating system tq assess a credit unipn’s financial conditjon
and operations. The CAMEL rating system is a tool to megsure risk and allocgte resources for
supervisory purposes. NCUA periodically reviews the CAMEL rating systemfto respond to continufing
economic and regulatory changes in the credit union indusfry. The aggregate pmount of reserves

recognized for credit unions at risk of failure was606.6 millioD) an of December 3}1_.
o

7 J01T and 20T0 respectively. At Deécember 312011 ane 2010, the general Teserves were $590.2 nil

and $1.051.8 million. respectively. At December 31. 2011 and 2010, the specific reserves resulting 1
N from supervised credit unions' failures were $16.4 million and $173.5 million. respectively. 1
————————————————————————————————————— T
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= NCUA risk assumed information reported in the CFR is made up of the
reserve amounts in NCUA’s SIF and Stabilization Fund as of September 30.
The reserve amounts for SIF as of December 31 are reported as liabilities in
NCUA'’s financial statements and Stabilization Fund liabilities are reported in
separate fund financial statements.

Excerpt from Risk Assumed reported in CFR as RSI

Risk Assumed Information as of September 30, 2011, and 2010
(In bilions of dollars) 2011 2010
Present value of unpaid expected losses,
net of associated premiums:
Fension Benefit Guaranty Corporation ... 2502 190.0
Department of Agnculture 8.8 7.5
National Credit Union Administration ... 7.5
Allother. 0.9 2.0
TN oo 2673 \ 207.0
Periodic changes in risk assumed amounts:
Pension Benefit Guaranty Corporation 60.2 21.8
Department of Agnculture .. 1.3 (1.4)
National Credit Umion Admimstration. ... (0.1) 1.6
Allother. {1.1) 0.4
Total 60.3 \___224
\

Excerpt from support from NCUA for the amounts reported to 'Aeasurv for the CFR*

Fund as of 9/30/11

(in millions)

Share Insurance Fund Reserves $ 9985
Stabilization Fund Reserves 6,365.5
Total Reserves $7.364.0

The total amount reported as risk assumed and insurance and guarantee
program liabilities for NCUA in the CFR as of September 30, 2011, was $7.4
billion.

Reserve amounts from NCUA'’s SIF and Stabilization Fund Published Financial Statements

Fund as of 12/30/11

(in millions)

Share Insurance Fund Reserves $ 606.6
Stabilization Fund Reserves 2,944.2
Total Reserves $3,550.8

* Per NCUA supporting documents FASAB staff received from Treasury’s Financial Management Service
on August 7, 2012.
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The total amount reported as risk assumed and insurance and guarantee
program liabilities in published financial statements for the Share Insurance Fund
and Stabilization Fund as of December 31, 2011, was $3.5 billion. The
significant difference in the reserve balance between September 30, 2011, and
December 31, 2011, of $3.8 billion or 52%, is due to program changes within the
Stabilization Fund that apparently occurred during that timeframe.

Farm Credit System Insurance Corporation (FCSIC) does not disclose an
amount for reasonably possible in its financial report.

While FCSIC is required to maintain a reserve of two percent of outstanding
insured obligations, includes a detailed discussion of risk management in its
annual report, and discloses the total amount of insured obligations ($184.2
billion) in Note 1: Insurance Fund — Statutory Framework, the extent of FCSIC’s
reporting of estimated insurance obligations is that management is not aware of
any probable insurance payments to be made in the future. This disclosure is
made in its summary of significant accounting policies note (see below). There is
no discussion of reasonably possible insurance payments to be made in the
future, or whether the reserve of two percent of insured obligations is believed to
be sufficient to cover those payments.

Excerpt from FCSIC’s Note 2: Summary of Significant Accounting Policies
Liability for Estimated Insurance Obligations—The liability for estimated insurance obligations is
the present value of estimated probable insurance payments to be made in the future based on the

Corporation’s analysis of economic conditions of insured System banks.

The insured System banks” primary lending markets are borrowers engaged in farming, ranching,
and producing or harvesting of aquatic products, and their cooperatives. Financial weaknesses in
these market segments and the effect of general market conditions on the System’s borrowers could
adversely affect the banks financial condition and profitability. Insured System banks also face
risks from changing interest rate environments and the need to maintain ongoing access to financial
markets. Adverse changes in the financial condition and profitability of insured System banks
resulting from increased levels of credit, financial, or other risks could occur in the future which
would have a material effect on the liability for estimated insurance obligations,

The Corporation actively monitors the creditworthiness and financial position of the insured
System banks. Management is not aware of any events or circumstances at this time which
would require a liability for estimated insurance obligations to be recorded.
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= Export-import Bank provides export-credit insurance to exporters but there
is nosrisk assumed information reported as RSl in its annual report or the
CFR.

Export-Import Bank’s Export Credit Insurance Program helps U.S. exporters sell
their goods overseas by protecting them against the risk of foreign-buyer or other
foreign-debtor default for political or commercial reasons, allowing them to
extend credit to their international customers. Insurance policies may apply to
shipments to one buyer or many buyers, insure comprehensive (commercial and
political) credit risks or only political risks, and cover short-term or medium-term
sales. Export-Import Bank reported $9.3 billion in outstanding insurance at the
end of fiscal year 2011.

Export-Import Bank’s Annual Report contains extensive reporting on its loans,
guarantees, and insurance in its management’s discussion & analysis (MD&A)
and notes to the financial statements, including schedules of authorized loans,
guarantees, and insurance; risk of foreign currency fluctuation; repayment risk;
concentration risk; operational risk; organizational risk; and interest risk, but it
does not report “risk assumed” in RSI in conformance with the guidance in
SFFAS 5. There is no information reported in the CFR on export insurance.

® Source: Export-Import Bank 2011 Annual Report; available online at http://www.exim.gov/about/reports/ar/;
last accessed June 4, 2012.

—_—
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Suggested Questions for FASB Presenter

-_—

During your outreach to the insurance community have you gained any sense as
to the industry’s capacity to produce expected value estimates?

2. What drawbacks/problems with expected value estimates have preparers,
auditors, and analysts identified as you’ve been developing the proposal?

3. Are analysts currently using the expected value measures? If so, how are they
obtaining the needed information?

4. Would the simple present value measurement method also be effective in
measuring obligations/guarantees?

5. How would the measurement of onerous contracts® differ from those not meeting
the onerous criteria?

® Onerous contract — a contract having or involving obligations or responsibilities, especially legal ones
that outweigh the advantages. (Source: Dictionary.com)
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		Specific to the insurance standards, SFFAS 5, par. 106 states, “When financial information pursuant to FASB’s standards on federal insurance and guarantee programs conducted by government corporations is incorporated in general purpose financial repor...

		 FASB’s current project on insurance contracts is expected to propose an expected value cash flow measurement approach (a present value approach) similar to SFFAS 5’s risk assumed measurement approach (present value of unpaid expected losses net of a...

		This FASB measurement approach depicts a current assessment of an insurance contract and would provide information about the main drivers of profitability in the current period.  The measurement approach is the expected value (that is, explicit, unbia...

		SFFAS 5, par. 105 states that risk assumed information is important for all federal insurance and guarantee programs (except social insurance, life insurance and loan guarantee programs) and is generally measured by the

		present value of unpaid expected losses net of associated premiums, based on the risk inherent in the insurance or guarantee coverage in force. (Emphasis added)

		Concerns with Current Practices for Reporting on Federal Insurance and Guarantee Programs

		Members of the federal financial management community have expressed concern over what they perceive as a lack of clarity between FASAB standards on contingent liabilities and standards on risks assumed for federal insurance and guarantee programs.

		In some cases with federal insurance programs, the recognized liability is also reported as risk assumed; while in other cases the reasonably possible amount is also reported as risk assumed. Our review of present RSI risk assumed reporting for insura...

		As part of a review of agency financial reports and the consolidated financial report of the U.S. Government (CFR), staff noted the following examples of inconsistency:

		 PBGC risk assumed information is reported in the CFR as both basic and RSI (reasonably possible contingencies note and risk assumed RSI)

		Excerpt from Risk Assumed reported in CFR as RSI

		/

		Excerpt from Note 22: Contingencies reported in CFR

		/

		  The CFR’s contingencies note includes, for FDIC, the reasonably possible amount and the total face amount of insurance in force, however there is no reporting for FDIC under risk assumed in the CFR’s RSI.

		Excerpt from Note 22: Contingencies reported in CFR

		/

		/

		Excerpt from Risk Assumed reported in CFR as RSI

		/

		(Note: no FDIC reporting)

		  National Credit Union Administration (NCUA) risk assumed information reports total insurance in force of $795.3 billion and the same contingency amounts that are reported in Note 7: Insurance and Guarantee Program Liabilities for the Share Insuranc...

		Excerpt from Note 7: Other Liabilities reported in NCUA’s Annual Report

		/

		Excerpt from RSI reported in NCUA’s Annual Report

		/

		  NCUA risk assumed information reported in the CFR is made up of the reserve amounts in NCUA’s SIF and Stabilization Fund as of September 30.  The reserve amounts for SIF as of December 31 are reported as liabilities in NCUA’s financial statements a...

		Excerpt from Risk Assumed reported in CFR as RSI

		/

		Excerpt from support from NCUA for the amounts reported to Treasury for the CFR3F

		The total amount reported as risk assumed and insurance and guarantee program liabilities for NCUA in the CFR as of September 30, 2011, was $7.4 billion.

		Reserve amounts from NCUA’s SIF and Stabilization Fund Published Financial Statements

		The total amount reported as risk assumed and insurance and guarantee program liabilities in published financial statements for the Share Insurance Fund and Stabilization Fund as of December 31, 2011, was $3.5 billion.  The significant difference in t...

		 Farm Credit System Insurance Corporation (FCSIC) does not disclose an amount for reasonably possible in its financial report.

		While FCSIC is required to maintain a reserve of two percent of outstanding insured obligations, includes a detailed discussion of risk management in its annual report, and discloses the total amount of insured obligations ($184.2 billion) in Note 1: ...

		Excerpt from FCSIC’s Note 2: Summary of Significant Accounting Policies

		/

		  Export-Import Bank provides export-credit insurance to exporters but there is no risk assumed information reported as RSI in its annual report or the CFR.4F

		Export-Import Bank’s Export Credit Insurance Program helps U.S. exporters sell their goods overseas by protecting them against the risk of foreign-buyer or other foreign-debtor default for political or commercial reasons, allowing them to extend credi...

		Export-Import Bank’s Annual Report contains extensive reporting on its loans, guarantees, and insurance in its management’s discussion & analysis (MD&A) and notes to the financial statements, including schedules of authorized loans, guarantees, and in...
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Tab B — Risk Assumed FASB Outline

Summary of FASB/IASB Project on Insurance Contracts —
Relevant Recognition & Measurement (Tentative Decisions")

Project Objective: The objective of the joint IASB/FASB insurance contracts project is to
develop common, high-quality guidance that will address recognition, measurement,
presentation, and disclosure requirements for insurance contracts (including reinsurance), even
if the contracts are not issued by an insurance entity. Specifically, the project is intended to
improve, simplify, and converge the financial reporting requirements for insurance contracts and
to provide investors with decision-useful information.

l. Recognition

A. Definition of an Insurance Contract -- A contract under which one party (the
insurer) accepts significant insurance risk from another party (the policyholder) by
agreeing to compensate the policyholder if a specified uncertain future event (the
insured event) adversely affects the policyholder.

B. General -- An insurer would recognize an insurance obligation when it becomes
a party to the contract, which is defined as the earlier of the date on which the insurer is
bound by either of the following:

-- The terms of the contract

-- Initial exposure to risk under the contract (that is, when the insurer can no
longer withdraw from its obligation to provide insurance coverage to the policyholder for
insured events and when it no longer has the right to reassess the risk of the particular
policyholder and, as a result, cannot set a price that fully reflects that risk).

C. Scope -- All insurance contracts (life and nonlife, and reinsurance) would be
accounted for under the proposed model(s) regardless of the type of entity issuing the
contract, which differs from current U.S. GAAP.

D. Exclusions

1. Certain fixed-fee service contracts that provide service as their primary
purpose are excluded from the scope of the project.

2. Certain financial guarantee contracts:

a) IASB — excludes financial guarantee contracts (as defined in
IFRSSs) if the issuer had not previously asserted that it regards the
contract as an insurance contract.

b) FASB - excludes financial guarantee contracts within the scope of
Derivatives and Hedging (Topic 815).

3. Certain financial instruments with discretionary participation features:

a) IASB — excludes financial instruments with discretionary
participation features issued by entities other than insurers.

' All of the information provided from FASB and IASB summaries are tentative and may be changed at future Board
meetings. Decisions become final only after a formal written ballot to issue a final FASB/IASB standard.
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Tab B — Risk Assumed FASB Outline

b) FASB -- excludes investment contracts with discretionary
participation features unless the contract meets the definition of
insurance.

4. Charitable gift annuities which posses a donation element and are issued
by not-for-profit entities are excluded from the scope of the project.

5. Certain guarantee contracts are excluded from the scope of the project:

a) The insurer is not exposed to risk throughout the term of the
guarantee.

b) A guarantee or an indemnification is of an entity’s own future
performance.

c) Guarantees issued by an entity that are both (i) unusual or
nonrecurring and (ii) unrelated to the type of risk that is the subject of
other guarantees issued by the entity.

d) Guarantees addressed in Leases (Topic 840).

e) A contract that provides for payments that constitute a vendor
rebate (by the guarantor) (Topic 605 Revenue Recognition).

f) A guarantee or an indemnification whose existence prevents the
guarantor from being able to either account for a transaction as the sale
or an asset that is related to the guarantee’s underlying or recognize in
earning that profit from the sale transaction.

a) Guarantees address in Topic 360 Property, Plant, & Equipment.

h) Related party guarantees, unless issuance of such guarantees is
the primary business purpose of issuing entity.
E. Unbundling — Separating insurance contracts into noninsurance components
and insurance components.
1. Unbundling Goods and Services Components
2. Unbundling Investment Components
F. Contract Boundaries — Knowing when an existing insurance contract ends and
a new contract begins.
1. Contract Renewals
G. Onerous Contracts — A contract having or involving obligations or
responsibilities, especially legal ones that outweigh the advantages.
1. Insurers should perform an onerous contract test when facts and
circumstances indicate that the contract might be onerous.
2. Comparing expected cash outflows to future cash inflows.
H. Gain and Losses at Inception — An insurer should not recognize any gain at

inception of an insurance contract, however the insurer should recognize any loss on
day one immediately when it occurs, in earnings.

Measurement
A. Initial Measurement

Tab B — Risk Assumed Page 2





Tab B — Risk Assumed FASB Outline

1. Building-Block Approach -- The proposed measurement approach depicts
a current assessment of an insurance contract and would provide information
about the main drivers of profitability in the current period.

a) Expected Value Cash Flow — Expected value (that is, explicit,
unbiased, and probability-weighted estimate) of future cash outflows, less
future cash inflows that will arise as the insurer fulfills the insurance
contract.

b) Single Margin -- An amount that recognizes profit as the insurer
satisfies its performance obligation to stand ready to compensate the
policyholder in the event of an occurrence of a specified uncertain future
event that adversely affects that policyholder. An insurer satisfies its
performance obligation as it is released from exposure to risk as
evidenced by a reduction in the variability of cash outflows. An insurer
should not remeasure or recalibrate the single margin to recapture the
previously recognized margin.

2. Discount Rate -- The discount rate used to measure all insurance
contracts should be a current rate that is updated at each reporting period (that
is, not to lock in the discount rate for any insurance contract).

3. Premium Allocation Approach — Possibly a modified approach for short
duration insurance contracts that may not reflect the time value of money.

B. Subsequent Measurement

1. Expected Value Cash Flow — This amount would be remeasured at the
end of each reporting period.

2. Claims Liability -- As insured events occur, an insurer would separately
recognize a claims liability. That liability would be measured as the probability-
weighted estimate of the net cash flows under the building-block approach at the
end of each reporting period. The liability would include claims incurred whether
or not reported to the insurer.

lll. Comparisons

A. Current U.S. GAAP vs. Proposed New Approaches to Relevant
Recognition and Measurement

1. Insurance Entity Orientation

2. Definition of an Insurance Contract

3. Assumptions for Traditional Long Duration Contracts

4. Discount Rate for Traditional Long Duration Contracts

5. Lack of Discounting of Liabilities for Short Duration Contracts

B. FASB vs. IASB Proposed Approaches to Relevant Recognition and
Measurement

1. Risk adjustment
a) FASB: Implicit & no remeasuring
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Tab B — Risk Assumed FASB Outline

b) IASB: Explicit & remeasured each reporting period
Single Margin (FASB) vs. Residual Margin (/IASB)
Premium Allocation Approach

a) FASB: Required if criteria is met

b) IASB: Permitted

Tab B — Risk Assumed Page 4
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Appendix 1 — FASAB Standards on Contingencies

Excerpt from SFFAS 5, Accounting for Liabilities of the Federal Government

Contingencies

—_—

35. A contingency is an existing condition, situation, or set of
circumstances involving uncertainty as to possible gain or loss to an
entity. The uncertainty will ultimately be resolved when one or more
future events occur or fail to occur. Resolution of the uncertainty may
confirm a gain (i.e., acquisition of an asset or reduction of a liability)
or a loss (i.e., loss or impairment of an asset or the incurrence of a
liability)."

36. This Statement does not deal with gain contingencies or measurement
of contingencies that involve impairment of nonfinancial assets. When
a loss contingency (i.e., contingent liability) exists, the likelihood that
the future event or events will confirm the loss or the incurrence of a
liability can range from probable to remote. The probability
classifications are as follows:

+  Probable: The future confirming event or events are more likely
than not to occur, with the exception of pending or threatened
litigation and unasserted claims. For pending or threatened
litigation and unasserted claims, the future confirming event or
events are likely to occur.

*  Reasonably possible: The chance of the future confirming event
or events occurring is more than remote but less than probable.

+  Remote: The chance of the future event or events occurring is

slight.

"Contingencies are different from “subsequent events.” Subsequent events are events or
transactions that affect the basic information or required supplementary information {RSI)
and oceur subsequent to the end of the reporting period but before the financial report is
issued. Some of those transactions and events (referred to as recognized events) require
adjustments to the basic information or RSI while others (referred to as nonrecognized
events) may require disclosure in the basic information or RS1L A subsequent event may
affect a contingency by providing information that resolves an uncertainty related to a
contingent liability and confirm the impairment of an asset or incumrence of a liability as of
the end of the reporting period.
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Appendix 1 — FASAB Standards on Contingencies

Excerpt from SFFAS 5 (contd.)

Criteria For Recognition Of
A Contingent Liability

—_—

37. The following are some examples of loss contingencies:

. collectability of receivables,
+  pending or threatened litigation, and
+  possible claims and assessments.

38. A contingent liability should be recognized when all of these three
conditions are met:'*

+ A past event or exchange transaction has occurred (e.g., a federal
entity has breached a contract with a nonfederal entity).”

« A future outflow or other sacrifice of resources is probable (e.g.,
the nonfederal entity has filed a legal claim against a federal
entity for breach of contract and the federal entity’s management
believes the claim is likely to be settled in favor of the claimant).

¢+  The future outflow or sacrifice of resources is measurable (e.g.,
the federal entity’s management determines an estimated
settlement amount). [See SFFAS 12.]

39. The estimated liability may be a specific amount or a range of
amounts. If some amount within the range is a better estimate than
any other amount within the range, that amount is recognized. If no
amount within the range is a better estimate than any other amount,
the minimum amount in the range is recognized and the range and a
description of the nature of the contingency should be disclosed.

Tab B — Risk Assumed, Appendix 1 Page A4

¥The unit of analysis for estimating liabilities can vary according to the reporting entity and
the nature of the transaction or event. The lability recognized may be the estimation of an
individual transaction or event; or a group of transactions and events. For example, SFFAS
Number 2, “applies to direct loans and loan guarantees on a group basis, such as a cohort or
arisk category of loans and loan guarantees. Present value accounting does not apply to
direct loans or loan guarantees on an individual basis, except for a direct loan or loan
guarantee that constitutes a cohort or a risk category.” Statement of Federal Financial
Accounting Standards Number 2, Accounting for Direct Loans and Loan Guaraniees. par.
21. See the standard on Insurance and Guarantees in this document for a description of
incurred but not reported (IBNR) claims.

In the case of govemment-acknowledged evenis giving rise to nonexchange or exchange
transactions, there must be a formal acceptance of financial responsibility by the federal
government, as when the Congress has appropriated or authorized (ie., through
anthorization legislation) resources. Furthermore, exchange transactions that arise from
government-acknowledged events would be recognized as a liability when goods or services
are provided. For nonexchange transactions, a liability would then be recognized at the
point the unpaid amount is due. Therefore, government-acknowledged events do not meet
the criteria necessary to be recognized as a contingent liability.
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Excerpt from SFFAS 5 (contd.)

Criteria For Disclosure Of A 40.

Contingent Liability

—_—

41.

42,

A contingent liability should be disclosed if any of the conditions for

liability recognition are not met and there is at least a reasonable

possibility that a loss or an additional loss may have been incurred.

“Disclosure” in this context refers to reporting information in notes
regarded as an integral part of the basic financial statements.

Disclosure should include the nature of the contingency and an
estimate of the possible liability, an estimate of the range of the

possible liability, or a statement that such an estimate cannot be made.

In some cases, contingencies may be identified but the degree of
uncertainty is so great that no reporting (i.e., recognition or
disclosure) is necessary in the general purpose federal financial
reports. Specifically, contingencies classified as remote need not be
reported in general purpose federal financial reports, though law may
require such disclosures in special purpose reports. If information
about remote contingencies or related to remote contingencies is
included in general purpose federal financial reports (e.g., the total
face amount of insurance and guarantees in force), it should be
labeled in such a way to avoid the misleading inference that there is
more than a remote chance of a loss of that amount.

See SFFAS 7, par. 36b, for guidance on losses on contracts for goods
made to order or services produced to order

Tab B — Risk Assumed, Appendix 1 Page A5
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Excerpt from SFFAS 5, Basis for Conclusions (BfC)

Coneclusion On
Contingencies

—_—

144.

146.

Tab B — Risk Assumed, Appendix 1 Page A6

In the Exposure Draft the Board asked the following question. “When
an estimated [contingent] liability is a range of amounts and no
amount within the range is a better estimate than any other amount,
should either the midpoint or, alteratively, the 'expected value’ (as
the term is used in statistics) be recognized as a liability instead of the
minimum amount?” The majority of respondents preferred the
expected value and the second preference was the minimum amount.

. The Board further considered all of the options. Based on the Board

discussions it was noted that it would be difficult to use “expected

value” to pinpoint an estimate within a range. The expected value

method would assign a probability percentage to each of the numbers
within the range, but these probabilities would usually be difficult to
estimate.

After much discussion the majority of the Board preferred the
minimum amount because of its established use in other accounting
standards. The Board decided that liabilities arising from
nonexchange transactions would be recognized for any unpaid
amounts due as of the reporting date. This includes amounts payable
from the federal entity to pay for benefits, goods, or services™
provided under the terms of the program, as of the federal entity's
reporting date, whether or not such amounts have been reported to
the federal entity (for example, estimated Medicaid payments due to
health providers that will be financed by the federal entity but have not
vet been reported to the federal entity).

. In the case of government-acknowledged events giving rise to

nonexchange or exchange transactions, there must be a formal
acceptance of financial responsibility by the federal government, as
when the Congress has appropriated or authorized (i.e., through
authorization legislation) resources. Furthermore, exchange
transactions that arise from government-acknowledged events would
be recognized as a liability when goods or services are provided. For
nonexchange transactions a liability would then be recognized at the
point the amount is due. Therefore, government-acknowledged events
do not meet the recognition criteria necessary to be recognized as a
contingent liability. The government is acting in its sovereign capacity
when it assumes financial responsibility and makes income transfer
payments or provides other nonexchange benefits. The Board does
not believe that accounting recognition should anticipate sovereign
actions in advance of occurrence.
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Appendix 2 - FASAB Standards on Insurance and Guarantees

Excerpt from SFFAS 5, Accounting for Liabilities of the Federal Government

Insurance And
Guarantees

Nature Of Federal Insurance 97. Insurance and guarantee programs are federal programs that provide

And Guarantee Programs' protection to individuals or entities against specified risks. Many of
these programs were established to assume risks that private sector
entities are unable or unwilling to assume [at least at prices that
beneficiaries of the program can afford (in some cases) or want to pay
{ in other cases)] or to subsidize the provision of insurance to achieve
social objectives. Program participants pay fees or premiums for
specific services. These funds are commonly held in revolving funds
within the federal government; losses sustained by participants are
paid from these funds. Many of these programs receive appropriations
to pay excess claims and/or have authority to borrow from the
Treasury.

98. For accounting purposes, private sector insurance and guarantee
contracts are customarily divided into two types. The first type
provides insurance protection for a fixed period. The insurer may
cancel the coverage or adjust the provisions of coverage at the end of
any coverage period, for example, by adjusting the amount of
premiums charged or changing the conditions under which coverage is
provided. Most property insurance and health insurance offered by
private insurers is of this type.

99. The second type of insurance or guarantee contract is one in which the
insurer cannot cancel the insurance or the insured is guaranteed the
ability to renew it. The insurer must provide coverage for an extended
period until the insured event occurs or can no longer occur, or when
the insured party allows the policy to lapse. Examples of this type of
insurance offered by private insurers include whole and guaranteed
renewable term life insurance, annuities, and title insurance.

100. Federal programs provide protection against many types of risk for
individuals and entities. These include life insurance; medical
insurance; and insurance against damage to property (homes, crops,
and airplanes) or other assets (deposits and pension benefits) caused
by perils such as flooding and other natural disasters, warrisk, and
insolvency.

“In the federal government, the aspects of insurance and guarantees are frequently
commingled within the same program. Therefore, this Statement treats the terms as a single
type of activity.
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Appendix 2 - FASAB Standards on Insurance and Guarantees

Excerpt from SFFAS 5 (contd.)

101. For federal insurance and guarantee programs, there often is no
explicit contract. For example, the federal government, acting through
the Pension Benefit Guaranty Corporation (PBGC), functions as an
insurer of pension benefits, but the “contract” with employers and
pension plans is implicit in federal law, not explicit in contracts
between PBGC and employers. Moreover, the PBGC itself has no
power to set premiums or to change the terms of coverage, though it
may recommend changes to the Congress. The Congress has
occasionally raised premiums and changed other factors, such as
pension plan funding requirements, in an effort to achieve the
statutory intent that the program be self-financing without
appropriations from general revenue.* Companies with defined
benefit pension plans must participate, but may (and sometimes do)
elect to terminate their defined benefit pension plans.

102. Federal insurance programs also differ from private insurance in that
they are not subject to the same market forces (e.g., competition for
business and for capital) and regulatory requirements (e.g., for
capitalization) that apply to privately owned insurers. In particular,
federal insurance, unlike private insurance, is not extended with the
intent of earning a profit. Some programs operate deliberately at a
loss, as when disabled veterans are offered life insurance at premiums
set for healthy participants. Other programs offer insurance covering
catastrophic or systemic risks, where large losses can occur all at
once, as in war-risk or deposit insurance. At most, federal insurance
programs are expected just to meet anticipated costs, leaving them
vulnerable to unfavorable surprises.

103. For this reason, the issue in accounting for federal insurance and
guarantee programs is when to recognize net expected losses. In this
respect, federal insurance programs are similar to federal credit
programs. The federal government extends credit on terms and
conditions designed to subsidize particular borrowers or encourage
particular activities for social policy reasons. As soon as a federal
direct loan or loan guarantee is obligated, the federal government is
committed to bear whatever loss, through defaults or interest
subsidies, is inherent in the terms and the conditions under which the
credit is extended. The government is likewise committed when

“Further details on PEGC may be found in Controlling Losses of the Pension Benefit
Guaranty Corporation, Congressional Budget Office, January 1993,
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Appendix 2 - FASAB Standards on Insurance and Guarantees

Excerpt from SFFAS 5 (contd.)

federal insurance is extended to additional policyholders, either for an
additional fixed period, or to cover additional amounts of assets.

Accounting For Liabilities Of  104. All federal insurance and guarantee programs (except social insurance

Federal Insurance And and loan guarantee programs") should recognize a liability for unpaid

Guarantee Programs claims incurred, resulting from insured events that have occurred as of
the reporting date. The standard requires recognition of the liability
that is known with certainty plus an accrual for a contingent liability
recognized when an existing condition, situation, or set of
circumstances involving uncertainty as to possible loss exists and the
uncertainty will ultimately be resolved when one or more probable
future events occur or fail to occur; a future outflow or other sacrifice
of resources is probable; and the future outflow or sacrifice of
resources is measurable. Insurance and guarantee programs should
recognize as an expense all claims incurred during the period,
including, when appropriate, those not yet reported and contingencies
that meet the criteria for recognition. Life insurance programs should
recognize a liability for future policy benefits (a liability to current
policyholders that relates to insured events, such as death or
disability) in addition to the liability for unpaid claims incurred. (See
Contingencies section for the criteria for disclosure of a contingent
liability.)

105. Risk assumed information is important for all federal insurance and
guarantee programs (except social insurance, life insurance and loan
guarantee programs) and will be considered in the context of the
Stewardship reporting. Risk assumed is generally measured by the
present value of unpaid expected losses net of associated premiums,
based on the risk inherent in the insurance or guarantee coverage in
force. [See SFFAS 25, par. 4.]

Additional Disclosures For 106. When financial information pursuant to FASB's standards on federal

Insurance And Guarantee insurance and guarantee programs conducted by government
Programs Administered By corporations is incorporated in general purpose financial reports of a
Government Corporations larger federal reporting entity, the entity should report as RSI what

“Social insurance is considered to be a different type of program not included within
insurance and guarantee programs.  See social insurance discussion in the FASAB ED,
Supplementary Stewardship Reporting. Accounting for all federal loan guarantee programs
should follow the Statement of Federal Financial Accounting Standards Number 2,
Accounting for Dirvect Loans and Loan Guarantees (August 23, 1993).
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Appendix 2 - FASAB Standards on Insurance and Guarantees

Excerpt from SFFAS 5 (contd.)

Nustrations Of The
Application Of The Standard

—_—

107.

108.

amounts and periodic change in those amounts would be reported
under the “risk assumed” approach referred to in this section (see par.
105). In other words, in addition to the liability for unpaid claims from
insured events that have already occurred (including any contingent
liability that meets criteria for recognition), such reporting entities
should also report as RSI risk assumed information.

Table 9 illustrates the application of the liability recognition,
disclosure, and supplementary reporting standards for six federal
insurance and guarantee programs. Two of these, flood and crop
insurance, offer fixed period annual insurance. A third, deposit
insurance, also can be said to offer fixed period annual insurance,
though in practice it is continually renewed at the option of the
insurer.* A fourth program listed, overseas private investment
insurance, offers a fixed period multi-year written contract. The fifth
program, life insurance, offers coverage that in practice is
noncancelable by the insurer and guaranteed renewable by the
insured, continuing until the insured event has occurred or the policy
is cancelled by the insured. Finally, the pension benefit guarantee
program is included as an example of noncancelable insurance.
Pension insurance is characterized here as noncancelable with respect
to vested guaranteed benefits earned by covered employees to date,
on the assumption that this coverage would remain in effect even if the
Congress ended the program.

The column numbered (3) in the table shows the point at which the
standard requires a liability to be recognized for insurance and
guarantee programs except life insurance. Column (3) recognizes all
unpaid claims and expected claims resulting from insured events that
have already occurred, whether floods, crop damage, overseas
investment losses, bank closures and insolvencies, deaths, or pension
plan terminations. The liability for unpaid claims is the estimated
amount needed to settle claims relating to insured events that have
occurred on or before the reporting date. This liability includes a
contingent liability recognized when an existing condition, situation,
or set of circumstances involving uncertainty as to possible loss exists
and the uncertainty will ultimately be resolved when one or more
probable future events occur or fail to occur; a future outflow or other

Tab B — Risk Assumed, Appendix 2 Page A10

" effect, FDIC's options are to renew the insurance coverage or to assume losses of the
institution; only Congress can reduce or eliminate the deposit insurance program.
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Appendix 2 - FASAB Standards on Insurance and Guarantees

Excerpt from SFFAS 5 (contd.)

sacrifice of resources is probable; and the future outflow or sacrifice
of resources is measurable.

108, The liability at the end of any period should be the expected unpaid
net loss inherent in insured events that have occurred, including any
claims —both claims reported and when appropriate, claims incurred
but not reported (IBNR)- and any contingent liabilities that meet the
criteria for recognition. When payments and losses extend beyond the
current year, net losses should be calculated on a present value basis
to reflect the time value of money. The expense for claims incurred in
the reporting period should be recognized in that period. Changes in
estimates of claim cost resulting from the present value calculations,
the continuous review process, and differences between estimates and
actual payments for claims should be recognized as charges against
operations of the period in which the estimates are changed or
payments are made.

110. Liability recognition for life insurance programs spans over columns
(3) and (4). The column numbered (4) in the table shows the point at
which the standard requires liability recognition for life insurance and
supplementary reporting for other insurance and guarantee programs.
The supplementary reported amounts represent the present value of
unpaid expected losses based on the risk assumed as a result of
insurance coverage net of associated premiums.

Tab B — Risk Assumed, Appendix 2 Page A11
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Excerpt from SFFAS 5 (contd.)

|
Table 9 [Note: The below underlined items are recognized liabilities.]

Liability Recognition, Supplementary Information And Disclosure

1) 2
Type of Example of (3) 4)
insurance program Insured event has occurred Risk assumed
Fixed period, Mafional Flood CLAIMS + IBENR FOR FLOODS TO EMND The present value of unpaid expected losses net of
annual Insurance QF PERIOD associated premiums, based on the risk assumed

as a result of insurance or guarantes coverage.
Fixed period, Federal Crop  CLAIMS + IBNE FOR DAMAGE TO END The present value of unpaid expected losses net of

annual Insurance QF PERIOD associated premiums, basad on the risk assumed
as a result of insurance or guarantas coverage.
Fixed period, Federal Deposit CLAIMS + PV OF COST FOR The present value of unpaid expected losses net of
annual Insurance DEPOSITORIES IN PROCESS QF associated premiums, based on the risk assumed
ClOSURE BY THE END QF THE as a result of insurance or guarantas coverage.
BEPOATING PERIOD: AND THE
ESTIMATED L OSS FOR THE PROBABLE
COST FOR INSTITUTIONS THAT HAVE
MOT YET FAILED BUT THE

BEGULATORY PROCESS HAS
[DENTIFIED AS EITHER EQUITY
INSOLVENT OR IN-SUBSTANCE EQUITY
INSOLVENT OR LIKELY TO BECOME IN-
SUBSTANCE EQUITY INSOLVENT
WITHIN THE FORESEEABLE FUTURE.

Fixed period,  Owverseas CLAIMS + IBEMR FOR LOSSES TO END  The present value of unpaid expected losses net of
Multi-year Investment QF PERIOD associated premiums, based on the risk assumed
Insurance as a result of insurance or guarantes coverage.

Moncancelable Pension Benefi CLAIMS + IBMB: PV OF UMFUMNDED The present value of unpaid expected losses net of
or renewable Guarantee GUARANTEED BENEFITS FOB PLANS  associated premiums, based on the risk assumed
TEBMINATED OR MORE LIKELY THAM ~ as a result of insurance or guarantes coverage.

NOT TO BE TERMINATED
Noncancelable VA Life CLAIMS = [BNR (PLUS RESERVE FOR  LIABILITY FORFUTURE POLICY BENEFITS (NET
orrenewable  Insurance CURRENT CASHVAIUE |F APV OF POLICIES IN FORCE).

NECESSARY)

All components of the liability for future policy
benefits should be separately disclosed in a
footnote with a description of ach amount and an
explanation of its projected use and any other
potential uses (e.g., reducing premiums,
determining and declaring dividends available,
and/or to reducing federal support in the form of
appropriations related to administrative cost or
subsidies).

Present Valuo (PV)
Actuarial Present Value (APV)
Nota: Liability recognition includes any contingant liability that meets the criteria for recognition.

This example is intended to llustrate examples of various programs and how the various liabilities would be determined. This table is not o be
considerad authoritative.
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Excerpt from SFFAS 5 (contd.)
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111.

112,

113.
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Insurance programs are on-going and may be viewed as having long
term characteristics. Thus, from a broader, longer term perspective,
the liability to be recognized (column 3), and the amount to be
reported as supplementary information (column 4) may be
conceptually different and materially different from each other. From
the broader perspective column (4) could be a longer term measure
and a probabilistic estimate of future costs of these programs.

For noncancelable or gnaranteed renewable insurance also, a
difference arises between columns (3) and (4). Thus, for pension
guarantees, column (3) shows the net present value of losses arising
from plans that have already been terminated or that are more likely
than not to be terminated. This is the amount to be recognized as a
liability. Column (4) shows the net present value of the expected loss
inherent in the risk assumed as a result of coverage on the guaranteed
and vested benefit amounts. This number should be reported as
supplementary information. It will generally be larger than the liability
because it includes a provision for the additional losses that are
expected to arise because some plan sponsors currently in good
financial condition will in the future face bankruptcy with pension
assets too small to cover the vested benefits that were guaranteed.

The liability for life insurance includes both the liability for unpaid
claims, including IBNR (i.e., column 3), and a liability for net future
policy benefit outflows (i.e., column 4). The liability for future policy
benefits represents the expected present value of future outflows to be
paid to, or on behalf of, existing policyholders, less the expected
present value of future net premiums to be collected from those
policyholders. The liability is estimated using appropriate financial or
actuarial methods that include assumptions, such as estimates of
expected investment yield, mortality, morbidity, terminations, and
expenses, applicable at the time the insurance contracts are made and
in accordance with existing law and related policy (see specific whole
life insurance standard below). Changes in the liability for future net
policy benefit outflows that result from periodic re-estimations would
be recognized as expense in the period in which the changes occur.
The effects of changes in relevant law or policy would be recognized
when those changes occur.
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Excerpt from SFFAS 5 (contd.)

Whole Life Policies

—_—

114, The assessments of losses expected based on the risk assumed may be
made by appropriate actuarial or financial methods that include
information and assumptions applicable to the economic, legal, and
policy environment in force at the time the assessments are made.
Since all future events are uncertain, indicators of the range of
uncertainty around expected estimates, including indicators of the
sensitivity of the estimates to changes in major assumptions, should
also be reported.

115. Some VA life insurance programs are whole life policies.” These
programs operate in a manner similar to private sector mutual life
insurance enterprises,™ except that the regulations and market forces
that control the private sector are different for these federal programs.
VA life insurance policyholders are issued participating policies, and a
portion of the earnings from those policies is returned to policyholders
in the form of dividends. The following paragraphs specifically
address the accounting required for federal whole life insurance

programs.

116. The premiums collected by the insurer are used to pay benefits and
other cost, and the balance is usually invested to yield additional
income. These assets would be fund balances with Treasury or
investments. Encompassed in the liability (also referred to as policy
reserves) is cash surrender value and the liability for future policy
benefits. The cash surrender value is the portion of premiums paid or
other amount recoverable on an insurance policy if immediately
canceled. The liability for future policy benefits is the present value of
future outflows to be paid to (or in behalf of) policyholders, less the
present value of future related premiums. In general, for whole life
policies, the liability for future policy benefits should be no less than
the cash surrender value that accrues to the benefit of policyholders.

“Whole life policies provide insurance over the insured’s entire life and the proceeds (face
amount) are paid only upon death of the insured. A level preminm is usually paid for policies
of this type. The premium may be paid annually or more frequently.

= A mutual company is an incorporated entity without private ownership interests which
operates for the benefit of its policyholders and their beneficiaries. With limited exceptions,
mutual companies issue only participating policies. In a mutual company, participating
policyholders have the right to vote for members of the company's board of directors or
trustees. In some states, the insurance laws provide that upon liquidation of a mutual
insurance company, the net assets are distributed among the existing policyholders of the
company, and the prior policyholders have no claim against such assets,

Tab B — Risk Assumed, Appendix 2 Page A14
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Excerpt from SFFAS 5 (contd.)
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Accounting for Liabilities of Federal Whole Life Insurance
Programs

117. All federal reporting entities with whole life insurance programs
should follow the standards as prescribed in the private sector
standards (and as these private sector standards are amended) when
reporting the liability for future policy benefits, in addition to the
required disclosures described below.™ The U.S. government-wide
financial statements need not follow the required disclosures
described below.

118. A liability for future policy benefits relating to participating life
insurance contracts should be equal to the sum of:

a.  the net level premium reserve for death and endowment policy
benefits,

b. the liability for terminal dividends, and

“The applicable private sector standards are as follows, FASB SFAS 60 Accounting and
Reporting by Insurance Enlerprises, FASB SFAS 97 Accounting and Reporting by
Insurance Enterprises for Cerfain Long-Duration Contracis and for Realized Grains and
Losses from the Sale of Invesiments, and FASB SFAS 120 Accounting and Reporting by
Mutnal Life Insurance Enlerprises and by Insurance Enlerprises for Certain Long-
Duration Participating Contracts and AICPA Statement of Position (SOP) 85-1 Accounting
Jor Cerlain Insurance Activities of Mutual Life Insurance Enlerprises.

For those federal entities with *mutual enterprise-type”™ whole life insurance programs,
FASE SFAS 120 should be followed. SFAS 120 states that mutual life insurance enterprises
shall apply SFAS 60 or 97, as appropriate, to participating life insurance contracts unless
those contracts meet both of the following conditions:

* The contracts are long-duration participating contracts that are expected to pay
dividends to policyholders based on actual experience of the insurer.

s Annual policyholder dividends are paid in a manner that identifies divisible surplus
and distributes that surplus in approximately the same proportion as the contracts are
considered to have contributed to divisible surplus (commonly referred to in actuarial
literature as the contribution principle).

If the participating life insurance contracts meet the above conditions SOP 95-1 should be
followed.
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Excerpt from SFFAS 5 (contd.)
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c. any premium deficiency.™

119. An assessment should be made to compare the liability for future
policy benefits using actuarial assumptions applicable at the time the
contract is made (contract assumptions) with the liability for future
policy benefits using assumptions that consider current economic
conditions and experience (current conditions). Actual mortality,
morbidity, and termination rates should be used when determining
experience. For economic conditions, the nature and the mix of
current and expected investments should be considered with expected
long-term yields.

120. A premium deficiency occurs if the liability for future policy benefits
using current conditions exceeds the liability for future policy benefits
using contract conditions; the difference should be recognized as a
charge to operations in the current period.

Additional Whole Life Insurance Disclosure

121. All components of the liability for future policy benefits (i.e., the net
level premium reserve for death and endowment policy and the
liability for terminal dividends) should be separately disclosed in a
footnote with a description of each amount and an explanation of its
projected use and any other potential uses (e.g., reducing premiums,
determining and declaring dividends available, and/or reducing federal
support in the form of appropriations related to administrative cost or
subsidies). The U.S. government-wide financial statements need not
separately report or disclose all components of the liability for future
policy benefits with a description of each amount and an explanation
of its projected use and any other potential uses.

*The liability for future policy benefits is consistent with the liability required by SOP 95-1.
Net level premium reserve is the excess, if any, of the present value of future guaranteed
death endowment benefits over the present value of fuiure net preminms. The net level
premium reserve should be caleulated based on the dividend fund interest rate, if
determinable, and moriality rates guaranteed in calculating the cash surrender values
described in the contracts. The dividend fund interest rate is the interest rate determined at
policy issuance used to determine the amount of the dividend fund. It is the rate used to
credit interest to the dividend fund, and against which experience is measured to determine
the amount of the interest portion of dividends paid to individual policyholders. Terminal
dividends are dividends to policyholders calculated and paid upon termination of a contract,
such as on death, surrender, or maturity. If the payment of terminal dividends is probable
and the amount can be reasonably estimated, the lability should be recognized. [AICPA SOP
85-1, Glossary, p. 33]
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Excerpt from SFFAS 5, Basis for Conclusions (BfC)

Conclusion On
Insurance And
Guarantees

—_—

185. The Board considered two possible bases for recognizing the liability

186.

187.

188,
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of federal insurance programs. One would recognize as a liability the
unpaid expected present value (PV) cost of insured events that had
occurred. The second would recognize as a liability the unpaid
expected PV cost of risks that had been assumed (i.e., the unpaid
expected PV cost inherent in insurance extended or in force). This
second approach would be similar to that taken by the Congress in
budgeting for direct loans and loan guarantees and by FASAB in
accounting for these transactions. (See Statement of Federal Financial
Accounting Standards Number 2, Accounting for Direct Loans and
Loan Guarantees).

Several Board members believe that this second approach has merit
from a conceptual standpoint. However, the Board has concerns about
the measurability of the risk assumed, particularly in the context of
pension guarantees. There may also be some question as to the exact
nature or categorization of some assumed risks in the absence of
written contracts. The Board concluded that it would continue the
traditional practice of recognizing the effect of events that had
occurred on the face of the financial statements. However, it also
decided to require reporting as RSSI the estimated PV cost of the risk
assumed for all programs, except social insurance, life insurance, and

loan guarantee programs.

Accrual accounting for insurance programs attempts to report the
expenses of operations for each period and the unpaid liability at the
end of the period. Projections of future claims, including renewed,
expanded, and new business, also provide important information for
policy decisions about what rates should be charged to cover all
expected future losses, what additional insurance should be extended,
and similar decisions. Management of reporting entities may wish to
include such projections in financial reports as other accompanying
information, and may do so on a voluntary basis, but the Board is not
presently making any specific recommendations about this, beyond
those required by this Statement and those to be further considered in
Supplementary Stewardship Reporting.

During the Exposure Draft stage of the Liability Standard, the Board
asked respondents whether the Standard provided sufficient gunidance
on how the risk assumed amount should be measured. Two of the fifty
five respondents asked for additional guidance but did not mention
measurement possibilities.
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189.

190.

191.

192.
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At the discussion stages of the final Statement the Board contemplated
two possible measurement perspectives for reporting the risk
assumed. The Statement requires that all federal insurance programs
(except social insurance, life insurance, and loan guarantee programs)
report the risk assumed amount as supplementary information. The
risk assumed calculation as presented in the Exposure Draft measured
the cost of the coverage outstanding during the reporting year. For
annual term insurance programs, under this approach the risk
assumed amount might not be significantly different from the sum of
recognized liabilities and contingent liabilities reported on the Balance
Sheet. However, the Board believes that requiring disclosure or
supplementary reporting of a risk assumed number that is similar in
concept and amount to the liability recognized could be confusing and
would not add informational value.

In the second perspective, the risk assumed amount would be a
broader and longer term measure of the government's potential cost
for on-going insurance programs. Under some measures, this second
approach to risk assumed could be regarded as an indicator of the
“fair” or “full cost” premium that should be charged if taxpayers are
not to subsidize the program. This measure would be a probabilistic
estimate of the expected cost under certain assumed economic
factors. The Board found merits in this calculation, and believes it can
provide important additional information beyond that contained in the
accrual. Although they believe the measure to be important,
proponents of this approach acknowledge that the measure may be
difficult to measure precisely. Accordingly, they would treat it as RSSL
The Board currently has a project at the Exposure Draft stage,
Supplementary Stewardship Reporting, that will provide further
details on the measurement and reporting of “risk assumed” in its final
statement.

The Board also considered the liability recognition of whole life
insurance programs. The federal government has a small number of
whole life insurance programs that are administered by federal
entities. The most significant programs (mutual enterprise-type whole
life insurance) are through the Department of Veteran Affairs (VA).

At the time the exposure draft on liabilities was issued, there were no
established accounting standards for mutual enterprise-type whole life
insurance within the federal government, state and local government,
or the private sector. Therefore VA followed the statutory
requirements for accounting purposes as well as statutory insurance
reporting.
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193. In January 1995, the FASB and AICPA issued a standard and a

statement of position, respectively, that specified accounting for
mutual whole life insurance enterprises. Due to the similarities
between the federal programs and the insurance enterprises covered

in the FASB and AICPA documents, the Board decided that the private
sector standards would be appropriate for the applicable federal
programs. Therefore the Board concluded that federal entities with
whole life insurance programs would follow the standards as
prescribed in the private sector standards (and as these private sector
standards are amended) when reporting the liability for future policy
benefits, along with the additional disclosures prescribed by this
Statement. The Board further concluded that disclosure of the
components of the liability was necessary to adequately inform the
financial statement users of the projected use and any other potential
uses of the liability components and associated assets.
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Excerpt from SFFAS 25, Reclassification of Stewardship Responsibilities and
Eliminating the Current Services Assessment, BfC

Conclusions Regardjng 19. Figure 2 on page 20 presents a list of general factors that one or more
Each Type of Board members considered relevant for the classification choices.
Specific decisions on each of the three types of stewardship

Stewards.h.lp responsibility information are discussed in the remainder of this
Responsibility Appendix

Information

Risk Assumed 20. The Board agreed that information about Risk Assumed should be RSI

rather than an integral part of the basic financial statements, because
the amounts are not sufficiently reliable and measurement methods
are still experimental. This information is potentially valuable, but it is
not yet a suitable basis for recognition or disclosure.” The Office of
Management and Budget (OMB), the Government Accountability
Office (GAO), and the Congressional Budget Office (CBO) have
considered the use of Risk Assumed information as a basis for
budgeting for insurance programs. These agencies have concluded
that more experience is needed before the measurements can be
regarded as sufficiently reliable for budgeting. Similar considerations
lead the FASAB to conclude that information about Risk Assumed
should be included in financial reports as RSI, at least until agencies
and aunditors have more experience with this information.

21. The Board believes that analogies with insurance offered by private
insurers, (where, for example, an expected premium deficiency on
long-duration contracts such as life insurance is recognized), may be
misleading due to differences in the length of the policy coverage,
nature of insured risk, or other relevant variables. The Board believes
that additional guidance from FASAD on definition and measurement
of “Risk Assumed” would be necessary before it would be feasible to
require recognition or disclosure of this information as an integral part
of the basic financial statements. Developing and promulgating such
guidance would require a separate project. Before the Board
undertakes such a project, it is desirable to encourage continued
improvement in agencies’ data systems and modeling capabilities to
support reporting Risk Assumed. The RSI requirement has the effect
of providing this encouragement in an appropriate, cost-beneficial
manner. The Board notes that the “state of the art” for such
projections is constantly evolving. Should the Board in the future
decide that it would be desirable to develop more specific criteria for
reporting Risk Assumed, the Board will be able to learn from this
ongoing experience.

® FASAB uses the term “disclosure” to refer to information that is not recognized on the face
of the basic financial statements but is regarded as an integral part of the basic financial
statements, essential for fair presentation in conformity with generally accepted accounting
principles (GAAP). Normally such disclosures are presented in footnotes, but federal
accounting standards published by FASAB do not currently prescribe the format for
presentation of such disclosures. GAAP does not prohibit formatting or combining pieces of
information in appropriate ways to direct the reader’s attention, provided that the results are
not misleading.
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Figure 2

-Low (implies RSl) < << <<<< <<<<<<>>>>>>>>>>>>>+High (implies basic)
<Relevance to fair presentation>
< Connection with elements of financial reporting >
< Use of historical financial data or financial transaction data >
<Preparers' discretion in preparing and presenting the information>
< Strength of signal Board wishes to be sent in the financial report >
< Significance, relevance or importance of the item in light of Objectives >
< Strength of the signal the Board wishes to be sent in the auditor’s report >
< Relevance to measuring financial position or changes in financial position >
<Extent to which the information interests a wide audience (rather than specialists)>
<Extent to which there are not alternative sources of reliable information>
< Agreement on criteria that permit comparable and consistent reporting >
< Experience among users, preparers, and auditors with the information >
<Extent to which the information is aggregated (lacking in detail)>
< Benefit/cost ratio of using resources to ensure accuracy >
< Connection with basic financial statements >
< Reliability and/or precision possible >
< Reliability and/or precision needed >

-Low (implies RSl)<<<<<<<<<<<< > >>>> >>>>>>>+High (implies basic)
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