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Federal Accounting Standards Advisory Board

August 4, 2005

TO: Members of FASAB

FROM: Richard Fontenrose, Assistant Director
THROUGH: Wendy Comes, Executive Director

SUBJECT: Social Insurance — Tab H

NOTE: FASAB staff prepares memos and other materials to facilitate discussion of
issues at Board meetings. 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.

The plan for the August meeting regarding social insurance called for presenting (1) improved
draft language for a basis for conclusions, including language regarding conditions being
substantially met; and (2) initial discussion of measurement and display alternatives, with
emphasis on what is currently available from the Social Security Administration. We have
decided to postpone another draft of the basis for conclusions for the social insurance standard
while definitional issues continue to be discussed within the context of the elements project.
Therefore this memorandum addresses measurement and display.

Summary

The draft liability definition requires a present obligation and explains that, in order to have a
present obligation, an obligating event must occur. A majority of the Board has tentatively
decided that the obligating event for Social Security Old-age and Survivors Insurance (OASI)
and Disability Insurance (DI) and Medicare Hospital Insurance (HI) occurs when participants
meet the 40-quarters of work in covered employment (or equivalent) condition and thereby
become eligible for future benefits; and, that the obligating event for Medicare Supplemental
Medical Insurance (SMI) occurs when participants elect to enroll in the program.

With the definition met, the next question is whether recognition is appropriate. The Board
tentatively decided in June that there should be two recognition criteria: (1) meeting the liability
definition and (2) measurability. If the definition for social insurance programs has been met,
then recognition presumably becomes a question of measurability and what to measure.
Measurability presumably includes the issue of probability.
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Regarding what to measure, recent work at the Financial Accounting Standards Board (FASB)
has focused on the “fair value” ' attribute for the private sector. FASB concludes that if a price
for an asset or liability or an essentially similar asset or liability can be observed in the
marketplace, there is no need to use present values. However, if observed prices are
unavailable, present value measurements are often the best alternative.

Since the liability definition is met for OASDI and HI when participants meet the 40-quarters of
work in covered employment (or equivalent) condition and for SMI when participants elect to
enroll in the program, cost, if measurable, should begin to be recognized at that point and the
liability will be the cumulative total of such cost.

The staff is also recommending that SMI cost follow insurance accounting principles. Federal
insurance and guarantee programs are required to 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.

The staff is recommending that OASDI and HI cost for accrual accounting include the following
components:

1. The present value? (or actuarial present value) of future outflows attributable to
obligating events occurring in the reporting period.

2. +interest on the obligation

3. * actuarial gains and losses

4. + prior service cost

SMI cost would have a present value component and other similar components.

The staff discusses the Financial Accounting Standards Board’s current efforts regarding “fair
value” and how present value techniques are employed there when market prices are not
available.

Present value estimates of future cash flow require many assumptions and are inherently
uncertain. The staff discusses the many Social Security and Medicare assumptions used in the
Social Security and Medicare Trustees’ Annual Reports and elsewhere, and some of
alternatives for illustrating uncertainty.

The memorandum also addresses the questions of financial statement amounts and display,
including possible note disclosure and supplemental information. The memorandum concludes
with a discussion of possible objectives for the accrual reporting that can be expanded upon in a
basis for conclusions.

The staff discusses the issues and alternatives and presents the following 10 questions along
with recommendations for each:

' SFAC 7 defines “fair value” as the amount at which a liability (or asset) could be incurred (or bought) or
settled (sold) in a current transaction between willing parties, that is, other than in a forced or liquidation
sale. (SFAC 7, Glossary of Terms)

2 Present value: the value of future cash flows discounted to the present at a certain interest rate (such as
the reporting entity’s cost of capital), assuming compound interest. FASAB Consolidated Glossary
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10.

What attribute should be measured for social insurance? Staff recommends present
value.

Should OASDI and Medicare liabilities include projected amounts in excess of the
current statutory limit? The staff recommends including the full cost and full liability to
the participants.

What assumptions should be used in projecting cash flow? The staff recommends a
general requirement as in SFFAS 5 with a reference to actuarial standards of practice.
How should uncertainty be illustrated? In addition to the recommendations regarding
display, disclosure and RSI, the staff recommends exploring the use of “expected
present value” as an alternative to present value based on the “best estimate.”

What should be recognized as social insurance expense or “cost’? The staff
recommends four components.

What should be recognized as the social insurance liability? The staff recommends that
liability be the accumulated cost.

What should be displayed for social insurance on the statement of net cost, balance
sheet, and other statements? The Social Insurance project staff recommends a total
amount for cost on the statement of net cost and liability on the balance sheet
representing all components of accrued cost and liability. The totals could be
disaggregated by, for example, age cohort, and/or by degree of uncertainty, and/or by
“service cost” plus interest on the liability and actuarial gains and losses.

What should be disclosed about social insurance in the notes? The staff recommends
... to be determined.

What should be done with RR Retirement, Unemployment Insurance, and Black Lung
Benefits? Staff recommends the following:

a. Railroad Retirement — analogize to OASDI and SMI.
b. Unemployment Insurance — continue to apply SFFAS 17
c. Black Lung Benefits — continue to apply SFFAS 17

What is the reporting objective for social insurance? The staff recommends that the
objective should be to report the costs incurred in during the reporting period based on
obligating events in that period.
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Recognition and Measurement Based on the New Obligating Event

The draft liability definition requires a present obligation and explains that, in order to
have a present obligation, an obligating event must occur. A majority of the Board has
tentatively decided that the obligating event for Social Security Old-age and Survivors
Insurance (OASI) and Disability Insurance (DI) and Medicare Hospital Insurance (HI)
occurs when participants meet the 40-quarters of work in covered employment (or
equivalent) condition and thereby become eligible for future benefits; and, that the
obligating event for Supplemental Medical Insurance (SMI) occurs when participants
elect to enroll in the program.

With the definitional hurdle cleared the next question is whether recognition is
appropriate. The Board tentatively decided in June that there should be two
recognition criteria: (1) meeting the liability definition and (2) measurability. If the
definition for social insurance programs has been met, then recognition presumably
becomes a question of measurability. Measurability presumably includes the issue of
probability.

Recognition might not be reduced to a question of measurability in all cases. The
Financial Accounting Standards Board (FASB) notes that although recognition and
measurement are related, the criteria that govern recognition and measurement need
not be the same. For example, in SFAS 121, Accounting for Impairment of Long-Lived
Assets and for Long-Lived Assets to Be Disposed Of,> FASB uses a recognition
criteria based on undiscounted cash flows and a measurement convention based on
fair value.

For FAS 121 FASB considered the alternative recognition criteria for asset impairment
identified and discussed in its related Discussion Memorandum (Impairment DM) and
used in practice: economic impairment, permanent impairment, and probability
impairment. Economic impairment calls for loss recognition whenever the carrying
amount of an asset exceeds the asset’s fair value. It requires continuous evaluation for
impairment similar to the ongoing lower-of-cost-or-market measurement of inventory.

Some respondents to the Impairment DM objected to a measurement trigger for
recognition of an impairment loss. They favored using either the permanence or
probability criterion to avoid writing-down assets due solely to measurements that
reflect only temporary market fluctuations.

The permanence criterion calls for loss recognition when the carrying amount of an
asset permanently exceeds the asset’s fair value. Respondents to the Impairment DM
were split regarding the permanency requirement. Some saw it as a necessarily high
hurdle for recognition while others saw it as too restrictive and virtually impossible for
management to apply.

The probability criterion calls for loss recognition based on a FAS 5, Accounting for
Contingencies, approach that would recognize an impairment loss when recovery of
the carrying amount of an asset was not probable. Some Impairment DM respondents
preferred this test to other recognition alternatives because it is already required by

3 March 1995.
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FAS 5. Most Impairment DM respondents supported the probability criterion because,
in their view, it best provides for management judgment.

FASB presented “a practical approach” to implementing a probability criterion at the
public hearing on the Impairment DM. It used the sum of expected future cash flows
(undiscounted and without interest) to determine impairment. If the sum is less than
the carrying amount the asset is impaired and recognition is triggered. Then, the
amount of the loss is measured using fair value, i.e., market prices or, if they are not
available, present value. The FASB adopted this approach for FAS 121 believing it is
consistent with the definition of impairment, i.e., the inability to fully recover the
carrying amount of an asset.

FAS 121 requires that a recoverability test only if there is reason to believe it is
impaired as evidenced by events or changes in circumstances. When an asset fails
the recoverability test FASB believes that a new cost basis is appropriate because the
entity’s decision to continue the asset in use even though impaired is equivalent to a
new capital investment evaluation and justifies a new fair value basis.

The FASB decided that the FAS 121 guidance should be general. It noted that
judgments, estimates, and projections would be required for measuring impaired
assets; and that precise information about the relevant attributes seldom is available.
Also, FAS 121 allows either “best estimate” cash flow projections or expected cash
flow projections to measure the impairment loss (more on these below). It noted the
separate on-going FASB project on present-value-based measurements in accounting
and concluded that it would be more useful to permit entities to use cash flow
techniques that were currently available and to allow for the use of new techniques
that may be developed in the future rather than to prescribe more specific techniques
in FAS 121.

I. Measuring Social Insurance Cost and Liability

What Attribute to Measure

The FASB is focusing on the “fair value” attribute for the private sector. On June
23, 2004, the Board issued an Exposure Draft of a proposed Statement, Fair Value
Measurements (FVM ED). The comment period ended on September 7, 2004.

The FASB’s valuation objective is to select the valuation technique or combination
of valuation techniques that best approximate what an exchange price would be in
the circumstances.” A final Statement is expected in the fourth quarter of 2005. It
will focus on "how" to measure fair value, not "what" to measure at fair value. The
FASB plans to separately consider what to measure at fair value on a project-by-
project basis.

The proposed FASB Statement would clarify and incorporate the guidance in
Concepts Statement 7 for using present value® techniques to estimate fair value,
thereby elevating that guidance to Level A of generally accepted accounting
principles (GAAP). That guidance would apply under all pronouncements in which

* See FVM ED par. 2.
® See Appendix 1 — “Present Value, from FASB FVM ED” for a description of present value.
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present value is used to estimate fair value, including APB Opinion No. 21, Interest
on Receivables and Payables.

In its redeliberations of the FVM ED FASB revised the fair value definition to refer
to "an estimate of the price that could be received for an asset or paid to settle a
liability in a current transaction between marketplace participants that are both able
and willing to transact in the reference market for the asset or liability" to more
clearly convey its exit price objective. In order to estimate price, fair value
estimates emphasize market inputs such as quoted prices, interest rates, and
credit risk. The FVM ED discusses relevant markets for obtaining prices and what
to do if such information is not available.

The FVM ED incorporates the general principle that all valuation techniques used
to estimate fair value should maximize market inputs that represent the
assumptions and data that marketplace participants would use in their estimates of
fair value.® The FVM ED asserted that an entity should use as many market inputs
as are available and about which there is a consensus in order to replicate an
exchange (settlement) price for the asset (or liability) being measured.

The FVM ED had stated that, in general, the more market inputs the more reliable
the estimate. However, the FASB subsequently acknowledged that the emphasis
on market inputs would not necessarily improve reliability of the estimates.
However, it would improve consistency and comparability of those estimates.

The FASB FVM ED states that present value may be used to estimate fair value.’
In its redeliberations regarding the FVM ED, the FASB acknowledged, as it did in
the FVM ED itself, that in the absence of observable markets and/or market inputs,
the use of entity inputs to otherwise derive a "hypothetical" market price requires
more estimation and assumptions.

To some FASB members a hypothetical market price raised practical concerns
about the relevance and reliability of the estimates. However, the FASB affirmed
the hypothetical construct, noting that for valuation purposes, a hypothetical
construct is often used to derive a market price. In Concepts Statement 7
(paragraph 28), the Board similarly concluded that, "The use of an entity’s own
assumptions about future cash flows is compatible with an estimate of fair value,
as long as there are no contrary data indicating that marketplace participants
would use different assumptions. If such data exist, the entity must adjust its
assumptions to incorporate that market information." The Board decided to retain
that hypothetical construct within the fair value hierarchy and consider issues of
relevance and reliability as it relates to the selection of possible measurement
attributes in its conceptual framework project.

Thus, to reiterate, FASB concluded that if a price for an asset or liability or an
essentially similar asset or liability can be observed in the marketplace, there is no

® FVM ED, par. 9.
"FASB FVM ED Appendix A, par. A1.
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Social Insurance Measurement and Display
need to use present values.® However, if observed prices are unavailable, present
value measurements are often the best alternative.’
In the absence of observable transaction prices, accounting measurements should
attempt to capture the elements that taken together would comprise a market price

if one existed, that is, fair value.

A. Cost Components

Since the liability definition is met for OASDI and HI when participants meet the 40-
quarters of work in covered employment (or equivalent) condition and for SMI
when participants elect to enroll in the program, cost, if measurable, should begin
to beﬂgecognized at that point and the liability will be the cumulative total of such
cost.

Social insurance cost for accrual accounting would include the following
components:

1. The present value (or actuarial present value) of future outflows
attributable to obligating events occurring in the reporting period. This
cost is labeled “service cost” or “normal cost” in pension accounting.

2. +interest on the obligation

3. + actuarial gains and losses

4. + prior service cost

The following paragraphs discuss each of these components.

1. Present Value of Future Outflows from Past Events

A present value measurement captures, to the extent possible, the economic
differences between sets of future cash flows, ' which would include the
following elements:

a. an estimate of future cash flows or a series thereof,
b. expectation about possible variations in the cash flow,

® SFAC 7, pars. 17 and 68.

° SFAC 7, par. 68.

1% Staff will use the terms “cost” and “expense” synonymously in this paper. However, the term
“expense” may be more precise since “cost” has a broader meaning than “expense.” Citing
SFFAS 1 and 4 the FASAB Consolidated Glossary defines “cost” as the monetary value of
resources used or sacrificed or liabilities incurred to achieve an objective, such as to acquire or
produce a good or to perform an activity or service. Depending on the nature of the
transaction, cost may be charged to operations immediately, i.e., recognized as an expense or
the period, or to an asset account for recognition as an expense of subsequent periods. It is
noted that in most contexts within SFFAS 7 “cost” is used synonymously with expense. The
Glossary defines “expense” as “outflows or other using up of assets or incurrence of liabilities
(or a combination of both) during a period from providing goods, rendering services, or carrying
out other activities related to an entity’s programs and mission, the benefits from which do not
extend beyond the present operating period.”

" See SFAC No 7, Using Cash Flow Information and Present Value in Accounting
Measurements, February 2000.
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c. the time value of money represented by a risk-free rate of interest,
d. the cost of uncertainty inherent in the asset or liability, and
e. other factors such as illiquidity and market imperfections.'

Existing accounting conventions differ in the extent to which they incorporate
these five elements. The FASB concludes that “fair value” captures all five but
other approaches do not. The use of an entity’s own assumptions about future
cash flows is compatible with an estimate of fair value as long as there are no
contrary data indicating that marketplace participants would use different
assumptions.™

The initial step in present valuation is to project nominal dollar cash flows
based on the benefit plan, e.g., average of high indexed wages in covered
employment over 35 years and assumptions about demographics, economics,
and program-specifics. The terms of the plan that define the benefits a
participant will receive provide the most relevant and reliable indication of how
cost and present obligations are incurred. The plan’s benefit formula indicates
the agreement between the parties and accounting has generally looked to the
agreement as a basis for recording the transaction.

Exclude Future Costs

Accrued costs and liabilities for OASDI and HI would exclude costs attributable
to obligating events occurring in the future. Costs are recognized only when
obligating events occur. Unlike future costs, accrued costs presumably cannot
be avoided. Conversely, future costs are more amenable to changes in
policy." Future events cannot be considered unless there is a past event,
even if they are virtually certain to occur.' Thus, the projection of nominal
dollars cash outflows would be based on work in covered employment up to
and including the measurement date.

Exclude Future Revenue

The staff assumes that revenue to be earned or demanded in the future, like
costs incurred in the future, would not be included in an accural accounting
measure for OASDI and HI. Assets representing cumulative surplus revenue
would be recognized on the balance sheet and measured according to SFFAS
1, Accounting for Selected Assets and Liabilities, which provides the standards
for investments in Treasury securities and fund balance with Treasury.

For SMI, the staff is recommending insurance accounting (see below) which for
long-duration contract generally includes a provision for premium deficiency,
i.e, present value of estimated future policy benefits to be paid to or on behalf

> SFAC 7, par. 23.

' SFAC 7, par. 38.

'* See Holtz-Eakin, Douglas, The Pension Guaranty Corporation: Financial Condition, Potential
Risks, and Policy Options, Testimony before the Committee on the Budget United States
Senate, June 15, 2005 (Pension Guaranty Corporation).

"> See Johnson, Todd L., Future Events, A Conceptual Study of Their Significance for
Recognition and Measurement, FASB Financial Accounting Series No. 140-A, August 1994.
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of policyholders less the present value of estimated future net premiums to be
collected from policyholders.

Insurance Accounting

SMl is like other federal insurance and guarantee programs that provide
protection against specified risks. Many of these programs were established to
assume risks that private sector entities are unable or unwilling to assume or to
subsidize the provision of insurance to achieve social objectives. Program
participants pay fees or premiums for specific services. Many of these
programs receive appropriations to pay excess claims and/or have authority to
borrow from the Treasury.'

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. SFFAS 5 explains that most property insurance and health
insurance offered by private insurers is of this type."’

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, e.g., whole and guaranteed renewable term life insurance,
annuities, and title insurance.

For federal insurance and guarantee programs, there often is no explicit
contract. For example, there is no explicit contract regarding Pension Benefit
Guaranty Corporation (PBGC). 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.

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.

SFFAS 5 notes that, for this reason, the issue in accounting for federal
insurance and guarantee programs is when to recognize net expected losses,

'° This paragraph and the next several essentially paraphrase SFFAS 5, pars. 97-104.
" SFFAS 5, par. 98.

10
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and it notes 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 federal insurance is extended to additional
policyholders, either for an additional fixed period, or to cover additional
amounts of assets.

SFFAS 5 requires all federal insurance and guarantee programs (except social
insurance and loan guarantee programs) to recognize a liability for unpaid
claims incurred resulting from insured events that have occurred as of the
reporting date. Federal insurance and guarantee programs are required to
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.™

SFFAS 5 applies the contingent liability standard [pars. 35-46] as a recognition
and/or measurement criterion. The liability definition may be met when the
insurance is extended, but the cost and liability are not to be recognized until
insured events occur and the future outflow is probable.

Traditional long-duration contracts™

SFAS 60, Accounting and Reporting by Insurance Enterprises,” states
premiums from traditional long-duration contracts should be recognized as
revenue when due from policyholders. The liability for future policy benefits,
defined as the “present value of estimated future policy benefits to be paid to or
on behalf of policyholders less the present value of estimated future net
premiums to be collected from policyholders,” is accrued when the premium
revenue is recognized (par. 10).

The liability representing unpaid claim costs for insurance contracts (other than
title insurance) is accrued when the insured event occurs. The liability for
unpaid claim costs for title insurance contracts is accrued when title insurance
premiums are recognized as revenue (SFAS 60, par, 17).

Limited-payment contracts (benefits period extends beyond premiums period)

Liability recognition is consistent with traditional long-duration contracts. The
only difference relates to revenue recognition. Any amount of gross premium in

'® SFFAS 5, par. 104.

" The following description of FASB’s current accounting standard regarding long-duration
insurance contracts is based on the work of Nicholas Dorsey, our FASAB summer intern.
%% June 1982.

11
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excess of net premium should be deferred and recognized over the period that
services are actually provided (SFAS 97, par. 42).

Investment contracts (not subject to mortality or morbidity risk)

SFAS 97 states investment contracts do not incorporate significant insurance
risk. Payments received must be reported as liabilities and accounted for in a
manner consistent with interest-bearing or other financial instruments (par. 15).

Universal life insurance contracts (terms are not fixed or guaranteed)

SFAS 97 requires the use of the retrospective deposit method to account for
universal life-type contracts. The retrospective deposit method establishes the
liability for policy benefits at “an amount determined by the account or contract
balance that accrues to the benefit of the policyholder” (par. 53). According to
FASB, the balance that accrues represents the minimum measure of a liability
consistent with the definition of a liability in SFAC 6.

Measurement issues

General issues

Traditional long-duration contracts and limited-payment contracts

The present value calculations are based on estimates of expected investment
yields, mortality, morbidity, terminations, and expenses (FAS 60, par. 10). The
liability measurement should also consider assumptions related to guaranteed
contract benefits (i.e. coupons, annual endowments, and conversion
privileges).

The unpaid claims liability should be based on the estimated ultimate cost of
settling the claims, using past experience adjusted for current trends or other
relevant factors (par. 18). The estimated realizable value of salvage or other
recoveries on unsettled claims should be deducted from the liability for unpaid
claims.

Universal life insurance contracts (terms are not fixed or guaranteed)

SFAS 97 clearly defines the measurement of the liability for policy benefits as
the sum of:

a. The balance that accrues to the benefit of policyholders at the date of
the financial statements

b. Any amounts that have been assessed to compensate the insurer for
services to be performed over future periods

c. Any amounts previously assessed against policyholders that are
refundable on termination of the contract

d. Any probable loss (premium deficiency) (par. 17) [footnotes omitted]

12
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Uncertainty

Liability estimates for traditional long-duration and limited payment contracts
employ a variety of assumptions. One such assumption is the risk of adverse
deviation, which “allows for possible unfavorable deviations from assumptions,
such as estimates of expected investment yields, mortality, morbidity,
terminations, and expenses” (FAS 60, Glossary). Provisions for adverse
deviation should not be made for universal life-type contracts (SFAS 97, par.
18).

Question #1 — What attribute should be measured for social insurance?
Staff recommends present value.

1. The staff sees no reason why the objective regarding the measurement attribute
for social insurance should differ from the FASB’s “fair value.” Or at least that
there should be a rebutable presumption in favor of fair value. Fair value is
essentially market value but, FASB notes in Concepts Statement No. 7 that “for
some assets and liabilities, management’s estimates may be the only available
information. In such cases, the objective is to estimate the price likely to exist in
the marketplace, if there were a marketplace.” Market prices, which for liabilities
represent a settlement or “layoff” notion, obviously are not applicable to Social
Security and Medicare. The nature and magnitude of Social Security and
Medicare make these liabilities unique. Considering these unique
circumstances, the staff concludes that “fair value” should be the objective for
social insurance and that present value is a component of FASB’s fair value
hierarchy. Moreover, the present value is required in various FASAB standards
that require long-range projections, including SFFAS 5 (for pension, retirement
healthcare, insurance, and other liabilities), SFFAS 17, and many others. Also,
the Social Security Trustees use present value for the primary measurement in
their Annual Report, in conjunction with sensitivity analysis and stochastic
modeling (more on the Trustees’ work below).

2. Staff recommends insurance accounting for SMI, which features present value
where appropriate, essentially “the present value of estimated future policy
benefits to be paid to or on behalf of policyholders less the present value of
estimated future net premiums to be collected from policyholders.”

Does the Board agree?
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Assumptions

Projections of the future financial status of Social Security and Medicare
depend on a number of demographic, economic, and program-specific
assumptions. The Social Security Trustees develop their assumptions using a
well-documented process. The Office of Management and Budget (OMB) and
the Administration participate in this process and the assumptions the Trustees’
select may reflect this input. The CBO uses the demographic assumptions of
the Social Security Trustees and its own economic assumptions.?'

The 2005 Social Security Trustees’ Annual Report lists the following
assumptions:

Demographic

Fertility

Mortality

Immigration

Total population (see Appendix 8 for beneficiary projections)
Life expectancy

abron-~

Economic

Productivity

Price inflation

Average earnings

Real-wage differentials

Labor force and unemployment
GDP

Interest rate

Nogakowbd=

CBO notes that assumptions about four economic factors affect the finances of
the Social Security system: the growth of average earnings, the interest rate
used to compute the interest credited to the trust funds, employment, and
inflation. Of those four, earnings growth has the largest impact on Social
Security’s outlays and revenue.?

Discount rate

The discount rate is an interest rate that is used in present value
calculations to equate amounts that will be received or paid in the future to
their present value. In SFFAS 5, par. 66, the FASAB used the following
general language in specifying the discount rate for pensions:

66. [T]he interest rate assumption should be based on an estimated long-
term investment yield for the plan, giving consideration to the nature and

! Holtz-Eakin, Douglas, The Role of the Economy in the Outlook for Social Security, CBO
Testimony before the Subcommittee on Social Security, Committee on Ways and Means, US
House of Representatives, June 21, 2005 (The Role of the Economy), page 4.

%2 The Role of the Economy, p. 4.
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Social Insurance Measurement and Display

the mix of current and expected plan investments and the basis used to
determine the actuarial value of assets; or if the plan is not being funded,
other long-term assumptions (for example, the long-term federal
government borrowing rate). The underlying inflation rate and the other
economic assumptions should be consistent. The rate used to discount the
pension obligation should be equal to the long-term expected return on
plan assets.

Elsewhere in FASAB standards the discount rate is “the average
interest rate on marketable Treasury securities of similar maturity to the
cash flows ... for which the estimate is being made.”®

Program-specific

POM~

Automatically adjusted program amounts
Covered employment

Taxable payroll and payroll tax revenue
Insured population —

[The cost and liability measurement would include those who have
worked 40 quarters (or equivalent) in covered employment, including
those 62 years old and older, plus those electing SMI.]

OASI beneficiaries

DI beneficiaries
Average benefits
Benefit payments
Administrative expenses

. Railroad retirement interchange
. Benefits to the uninsured
. Military-service transfers
. Income from taxation of benefits

For Medicare the healthcare cost trend assumption is critical.

The Effect of Legislative Limits

PBGC is reporting liabilities in excess of what it is able to pay under law based
on its current assets and projected revenue.?* Similarly the OASDI and
Medicare “trust funds” will not be able to pay full benefits after a known date in
the future.

2 For example, see SFFAS 2, par. 6.
* See Appendix 6 for selected PBGC 2004 financial statements.
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Question #2 — Should OASDI and Medicare liabilities include projected
amounts in excess of the current statutory limit?

The staff recommends including the full cost and full liability to the
participants.

The probability that the Government would ignore the shortfall and then
default on a large percentage of the benefits is remote.

Does the Board agree?

Assets
The FASAB pension and ORB standard in SFFAS 5 said:

68. Assets should be reported separately from the pension liability rather than
reporting only a net liability. Assets of federal pension plans should be carried at
their acquisition cost, adjusted for amortization, if appropriate. For investments in
market-based and marketable securities, the market value of the investment should
be disclosed. [Footnote omitted]

Social Security and Medicare assets are currently special Treasury securities.
Some have advocated other, non-Treasury investments as a way to increase
yield. Perhaps the eventual social insurance standard should incorporate that
possibility or for other reasons adopt an approach that is different from the
SFFAS 5 approach. Additional staff research is necessary regarding asset
reporting before a position can be taken.

Measurement Date

SFFAS 17 provides:
25. All projections and estimates required in these standards should be made
as of a date (the valuation date) as close to the end of the fiscal year being
reported upon (“current year”) as possible and no more than one year prior to

the end of the current year. This valuation date should be consistently followed
from year to year.
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How are Assumptions Selected?

The Social Security system has a formal process for selecting assumptions.
Although the Trustees are not required to use the assumptions developed via
this process, rejection of an assumption so developed is rare, although not
unknown. An actuarial opinion is required for the Trustees’ Report. For
example, the opinion accompanying the 2005 annual report is as follows:

STATEMENT OF ACTUARIAL OPINION

It iz my opinion that (1) the techniques and methodology wsed herein to eval-
vate the financial and actuarial status of the Federal Old-Age and Survivors
Insuwrance and Disability Insurance Trust Funds are based upon sound princi-
ples of actuarial practice and are generally accepted within the actuarial pro-
fession; and (2) the assumptions used and the resulting actuarial estimartes
are, individually and in the aggregate, reasonable for the purpoze of evaluat-
ing the financial and actarial status of the trust funds, taking into consider-
ation the past experience and future expectations for the population, the
econoiny, and the program.

Vhe C s

Stephen C. Goss,

Associate of the Seciety of Actuaries,
Member af the American Academy of Actuaries,
Chief Actuary, Social Security Administration

An example of an actuary noting past concern over the intermediate

assumptions used by the Medicare Trustees is presented below, from the 2002

Medicare Annual Report of the Trustees:
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F. STATEMENT OF ACTUARTAL OPINION

It is my opinion that (1) the techniques and methodology used herein
to evaluate the financial status of the Federal Hospital Insurance
Trust Fund and the Federal Supplementary Medical Insurance Trust
Fund are based upon sound principles of actuarial practice and are
generally accepted within the actuarial profession; and (2) the
principal assumptions used and the resulting actuarial estimates are,
individually and in the aggregate, reasonable for the purpose of
evaluating the financial status of the trust funds, taking into
consideration the past experience and future expectations for the
population, the economy, and the program.

In past reports, I have expressed a concern that future trust fund
financial operations were more likely to prove worse than the
intermediate projections than they were to prove better. As a result of
the revised demographic assumptions for the 2002 OASDI and
Medicare reports, and the growing evidence that the U.S5. economy
has experienced favorable structural changes in recent years, I
believe that the assumptions in this year’s reports are adeguately
centered within the reasonable range of expectation.

The future cost of the Medicare program remains very uncertain.
Readers are cautioned not to focus =olely on just one set of
assumptions but rather to recognize that any result within the range
shown can reasonably be expected to occur. As noted in this report,
income to the Hospital Insurance trust fund is projected to fall
substantially short of expenditures in the long term under a broad
range of assumptions. Thus, the need for attention to the HI trust
fund’s long-range financial imbalance remains apparent.

Richard 5. Foster
Fellow, Society of Actuaries
Member, American Academy of Actuartes

Chief Actuary, Centers for Medicare & Medicard Services

Members of the American Academy of Actuaries are required to follow actuarial
standards from the Academy. Standard No. 32, Social Insurance, requires,
among other things, the following:

18




Social Insurance Measurement and Display

Actuanial  Assumptions—The  actuanal  assumptions, both mdradually and m
combmation. should reflect the actuary’s best judgment, taking mfo account anticipated
future events affecting the related social msurance program. The actuary should comsider
the actual past expenience of the social msurance program, over both short- and
long-range periods. also taking mto account relevant factors that mav create material
differences in fiture experience. In selecting actuarial assumptions, the actuary should be
guded, to the extent appropriate, by Actuarial Standard of Practice (ASOP) No. 4.
Measuring Pension Obligations, and ASOP No. 27, Selection of Economic Assumptions
Jfor Measuring Pension Obligations.

The FASAB pensions and ORB standards in SFFAS 5 required the “best
available assumptions” guided by Actuarial Standards of Practice No. 4,
Measuring Pension Obligations.

65. ... [A]ctuarial assumptions should be on the basis of the actual experience
of the covered group, to the extent that credible experience data are available,
but should emphasize expected long-term future trends rather than give undue
weight to recent past experience. Although emphasis should be given to the
combined effect of all assumptions, the reasonableness of each actuarial
assumption should be considered independently on the basis of its own merits
and its consistency with each other assumption.

In SFFAS 17 the FASAB said

25. The projections and estimates used should be based on the entity’s best
estimates of demographic and economic assumptions, taking each factor
individually and incorporating future changes mandated by current law.
Significant assumptions should be disclosed.

In SFFAS 26 the FASAB said

5. The information required by paragraphs 27(3) and 32(3) of SFFAS 17 shall
be presented as a basic financial statement .... The underlying significant
assumptions shall be included in notes that are presented as an integral part of
the basic financial statement. Other information required by SFFAS 17—
including the sensitivity analysis required in par. 27(4) and 32(4)-- shall be
presented as required supplementary information ... .
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Question #3 — What assumptions should be used in projecting cash
flow?

The staff recommends a general requirement as in SFFAS 5 with a
reference to actuarial standards of practice.

The recommendation is a pragmatic approach to this very difficult subject
and has been effective for past FASAB standards. Alternatively the
Board may wish to address one or several individual assumptions
explicitly, e.g., the discount rate or the healthcare cost trend.

Also, from a cost-benefit perspective, one might question not availing of
the current process.

Does the Board agree?

Probability and Uncertainty

The term “uncertainty” refers to the fact that the cash flows used in a present
value measurement are estimates rather than known amounts. The uncertainty
has accounting consequences because it has economic consequences. The
term “risk” refers to any exposure to uncertainty having potential negative
consequences.

The Board discussed probability at the June FASAB meeting. The Board
accepted that an item could meet the liability definition of an element but not
the recognition criteria. One of the ways that could occur would be through
measurement, in that the probability of an inflow or outflow of future assets or
services is not high enough for recognition, but it is high enough to meet the
definition.

Chairman Mosso said he preferred to include a discussion of probability as an
inherent part of measurability. He noted that even historical cost carries with it
the obligation to record amounts that are recoverable, and whether they are
recoverable is a probability assessment. Also, he noted that the notions of
present value and “expected value” are based on an estimated cash flow,
which is a probability assessment. Market values by their nature incorporate
an expectation of future events that embodies a probability notion.
Measurement hinges on future events and hence involves uncertainty and
probably.

One way to assess probability involves the entity’s best estimate® approach
where each variable is chosen based on the entity’s assessment that it is the
most likely outcome. Another approach is the “expected value” or weighted

% “Best estimate” is defined in SFAC 7 as “the single most-likely amount in a range of possible
estimated amounts, in statistics, the estimated mode. In the past accounting pronouncements
have used the term best estimate in a variety of contexts that range in meaning from “unbiased”
to ‘most likely.”” In SFAC 7 the term "best estimate” means the most likely estimate. (SFAC 7,
Glossary of Terms)
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probability approach that takes into account the magnitude of each possible
outcome. It is a composite that combines probability and magnitude of the
outcome by multiplying one by the other for each outcome and summing the
products.

Expected Present Value

Traditional private sector applications have focused on one cash flow estimate
and attempted to capture uncertain via the interest rate. FASB has developed
the expected present value (EPV) approach that focuses on explicit
assumptions about the range of possible estimated cash flows and their
respective probabilities. Concepts Statement 7 provides guidance for using
present value techniques to estimate fair value (an application of the income
approach). It focuses on (a) a "traditional" or discount rate adjustment
technique that employs a single set of cash flows, and (b) an EPV technique.
Moreover, the FASB addressed questions about the application of those
present value techniques, in particular, the EPV technique in the FVM ED. The
clarifications more fully describe the methods to adjust for risk when using the
present value techniques discussed in Concepts Statement 7 (indicated in
paragraph 115 of Concepts Statement 7).

FASB explains the expected present value® technique in the FVM ED as
follows:

A12. The expected present value technique begins with a set of cash flows
that, in theory, represents the sum of all possible cash flows, each
weighted by its probability, that is, the probability weighting of all possible
outcomes (expected cash flows). It then reflects the market required risk
premium for the risk inherent in the expected cash flows (not otherwise
reflected in the cash flows) using one of two methods. Under Method 1, the
expected cash flows are explicitly adjusted (reduced) for risk (risk-adjusted
expected cash flows) and discounted at a risk-free interest rate, similar to a
certainty-equivalent cashflow for an asset. Under Method 2, the expected
cash flows are discounted using a rate commensurate with the risk
inherent in the expected cash flows (risk-adjusted discount rate). In other
words, an expected present value technique requires an adjustment for
risk in either the expected cash flows or the discount rate depending on
whether Method 1or Method 2 is applied. [Footnotes omitted]

FASB has decided that fair value is the objective for initial measurement of a
liability and a cost in recent standards (e.g., FAS 146) and has reviewed FAS 5
in light of this work. FASB notes that FAS 5 and Concept Statement 7 deal
with uncertainty differently. The recognition criteria in FAS 5 are inconsistent
with an objective of measuring at fair value. FAS 5 deals with uncertainty by
requiring a probability threshold for recognition of a loss contingency. FAC 7
deals with uncertainty in the amount and timing of future cash flows by
requiring that the likelihood of possible outcomes be incorporated into the
measurement of the fair value of the liability.*’

% Also, SFAC 7 defines “expected cash flow” as the sum of probability-weighted amounts in a
range of possible estimated amounts; the mean or average. (SFAC 7, Glossary of Terms)
" FAS 148, Accounting for Costs Associated with Exit or Disposal Activity, par. B16.
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In their projections for the Annual Report®® the Social Security Trustees’ use

three alternative sets of demographic, economic, and program-specific
assumptions—

* Alternative Il is the intermediate set of assumptions, and represents the
Trustees’ best estimates of likely future demographic, economic, and
program-specific conditions.

e Alternative | is characterized as a low cost set—it assumes relatively rapid
economic growth, low inflation, and favorable (from the standpoint of
program financing) demographic conditions.

* Alternative Il is characterized as a high cost set—it assumes relatively
slow economic growth, high inflation, and unfavorable (from the standpoint
of program financing) demographic conditions.

The projections based on “best estimate” assumptions is contrasted with
projections based on estimates using low- and high-cost assumptions that vary
all assumptions either low or high. This is a “deterministic” model.

For the deterministic model, certain assumptions are made regarding levels of
fertility, changes in mortality, immigration levels, emigration levels, net other
immigration levels, the Consumer Price Index, average real wages, unemployment
rates, trust fund real yield rates, and disability incidence and recovery rates. Each
of these variables will reach an assumed ultimate value at a specific point during
the long-range period and will maintain that value throughout the remainder of the
period. As mentioned above, three deterministic scenarios are developed
assuming separate, specified values for each of these variables. 2

The Trustees also present analyses illustrating the uncertainty of projections.
The Annual Reports contain analyses of the sensitivity of projections to
changes in assumptions as well as stochastic models.

Monte Carlo and Stochastic simulations

Monte Carol and stochastic models also attempt to capture uncertainty by
displaying ranges rather than a point estimate. In addition to the low-,
intermediate-, and high-cost projections, the Trustees’ Annual Report also
includes a stochastic™ projection that provides a probability distribution of
possible future outcomes that is centered around the Trustees’ intermediate
assumptions. Stochastic models allow for random variation in one or more
variables through time. The random variation is generally based on fluctuations
observed in historical data for a selected period. Distributions of potential
outcomes are derived from a large number of simulations, each of which
reflects random variation in the variable(s).

28 Appendix 5 contains the table of contents from the 2005 Trustees’ Annual Report to illustrate
the extensive nature of the information provided there.

? The Trustees’ Annual Report, p. 158-9.

% 2005 Trustees’ Annual Report, pp. 158, 202-3.
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The Trustees’ Report explains that, in contrast to a deterministic model, the
stochastic model presents

the results of 5,000 independent stochastic simulations .... Each of the 5,000
simulations is determined by allowing the above variables to vary throughout the
long-range period. The fluctuation in the variable is projected by using standard
time-series modeling, a method designed to help make inferences based on
historical data. Generally, each variable is modeled by an equation that captures a
relationship between current and prior years’ values of the variable and introduces
year-by-year random variation, as reflected in the historical period. For some
variables, the equations additionally reflect relationships with other variables.
Parameters for the equations are estimated using historical data for periods
ranging from 20 years to 103 years depending on the nature and quality of data
available. ... Each time-series equation is designed such that, in the absence of
random variation, the value of the variable would equal the value assumed under
the intermediate set of assumptions. For each simulation of the model, values of
the variables listed above are determined by using Monte Carlo techniques to
randomly assign the year-by-year variations. Each simulation produces an estimate
of the financial status of the combined OASI and DI Trust Funds. ...

The results from this model should be interpreted with caution and with a full
understanding of the inherent limitations. Results are very sensitive to equation
specifications, degrees of interdependence among variables, and the historical
periods used for the estimates. ...*"

Additional economic assumptions and modeling are required for these
projections.*

A figure from the 2005 Trustees’ Report is immediately below (Figure VI.E2 in
that report). The Trustees explain that the table shows the probability
distribution of the year-by-year OASDI cost rates (i.e., cost as a percentage of
taxable payroll).

The range of the cost rates widens as the projections move further into the
future, reflecting increasing uncertainty. The income rate under the intermediate
assumptions is also included in the figure in order to give some indication of the
patterns of cash flow for the OASDI program. Only this income rate is included
because of the relatively small variation in income rates throughout the projection
period. The lines in the figure display the median set (50th percentile) of
estimated annual cost rates and the 95-percent, 80-percent, 60-percent, 40-
percent, and 20-percent confidence intervals expected for future annual cost
rates. It is important to note that these lines do not represent the results of
individual stochastic simulations. Instead, for each given year, they represent the
percentile distribution of cost rates based on all stochastic simulations for that
year. The projected cost rates for the year 2035 for the low cost and high cost
alternatives described earlier are 14.80 percent of payroll and 20.22 percent of
payroll, respectively. These are quite close to the limits of the 95-percent
confidence interval, as seen in figure VI.E2. By 2079, the cost rates for these
alternatives, 13.84 and 26.76 percent of payroll, are still fairly close to the limits
of the 95-percent confidence interval (14.54 and 26.94 percent of payroll).33

" The Trustees’ Annual Report, p. 158-9.
32 2005 Trustees’ Annual Report, p. 82.
% 2005 Social Security Trustees’ Report, p. 161.
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In his past work with the FASAB the SSA Chief Actuary has criticized
stochastic model, which he has been encouraged to use by independent
analysts, as costly and not productive of demonstrably more useful projections
than the “best estimate.” However the SSA chief actuary obviously is including
such projections in the Trustees’ Annual Report.

O©ooO~NOOOTPEWN-

Question #4 — How should uncertainty be illustrated?

In addition to the recommendations below regarding display, disclosure and
RSI, the staff recommends exploring the use of “expected present value” as
an alternative to present value based on the “best estimate.”

The expected cash flow approach accommodates the use of present value
techniques when the timing of cash flows is uncertain. The expected cash flow
approach focuses on explicit assumptions about the range of possible estimated
cash flows and their respective probabilities. The “best estimate” approach is
well known and perhaps even “generally accepted” with respect to Social
Security and Medicare, and yet the EPV approach is gaining is acceptance in
the private sector and is worth exploring for social insurance.

Does the Board agree?

10

11 2. Interest on the Obligation

12
13 The interest cost component recognized in a period is determined as the
14 increase in the obligation due to the passage of time. Measuring the obligation
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as a present value requires accrual of an interest cost at rates equal to the
assumed discount rates.

3. Actuarial Gains and Losses

Actuarial gains and losses result from (1) deviations between actual experience
and the actuarial assumptions used and (2) changes in the assumptions. Gains
and losses include amounts that have been realized, for example, by sale of a
security, as well as amounts that are unrealized. FASB in FAS 87, Employers’
Accounting for Pensions, did not require recognition of gains and losses as
components of net pension cost of the period in which they arise because
gains and losses may reflect refinements in estimates as well as real changes
in economic values and because some gains in one period may be offset by
losses in another or vice versa. FAS 87 requires amortizing such costs over
the future service of those employees active at the date of the amendment who
are expected to receive benefits under the plan.

In SFFAS 5, FASAB concluded that actuarial gains and losses, prior service
costs, and interest on the liability are expenses that should be recognized
immediately, without amortization. The FASAB saw no benefit to delaying
recognition of a cost and a liability or to reducing volatility. Others have
commented that smoothing has negative effects in a governmental context.>*

4. Prior Service Cost

“Prior service cost” is the cost of retroactive benefits (including benefits that
are granted to retirees) granted in the reporting period. It is the increase in the
obligation at the date of the amendment. Amendments to the social insurance
plans often grant increased benefits based on services rendered in prior
periods, i.e., retroactive benefits. FASB in FAS 87did not require the cost of
providing such retroactive benefits to be included in net periodic pension cost
entirely in the year of the amendment because plan amendments are granted
with the expectation that the employer will realize economic benefits in future
periods. FAS 87 requires amortizing such costs over the future service of
those employees active at the date of the amendment who are expected to
receive benefits under the plan. A plan amendment can also reduce, rather
than increase, the projected benefit obligation. Such a reduction shall be used
to reduce any existing unrecognized prior service cost, and the excess, if any,
shall be amortized on the same basis as the cost of benefit increases.

In SFFAS 5, FASAB concluded that prior service costs, interest on the liability,
and actuarial gains and losses are expenses that should be recognized
immediately, without amortization. The FASAB saw no benefit to delaying
recognition of a cost and a liability or to reducing volatility. It did not regard
possible future benefits from the amendments such as increased employee
productivity as sufficiently tangible in the federal government to warrant
delayed recognition.

% Defined-Benefit Pension Plans, pp. 7-8: “Funding requirements that allow for the long-term
smoothing of both asset values and discount rates are among the funding rules that have
contributed to widespread underfunding.”
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Question #5 — What should be recognized as social insurance “expense” or
[13 ”
cost”?

The staff recommends four components.

For OASDI and HI the four components of cost describe above — “service cost,”
interest on the liability, actuarial gains and losses, and prior service cost — are
consistent with the benefit promise expressed for OASDI and HI as a given
amount per year of work in covered employment as well as the changes therein in
subsequent periods.

For SMI staff recommends insurance accounting, essentially “the present value of
estimated future policy benefits to be paid to or on behalf of policyholders less the
present value of estimated future net premiums to be collected from
policyholders.” SMI can be characterized essentially as health insurance. It
provides insurance protection for a fixed period. The Government may adjust the
provisions of coverage at the end of any coverage period. It would include a
liability for unpaid claims incurred resulting from insured events that have
occurred as of the reporting date, with a provision for premium deficiency. Like
the measure for OASDI and HI, the SMI measure would include components in
addition to present value. It would include interest on the obligation and gains and
loses from changes in assumptions.

Does the Board agree?

B. Liability

As stated above, the liability amount would be the accumulated cost as of the
reporting date. It would be similar to SSA Actuary’s “maximum transition cost”
(MTC) and to a pension-type liability measure. The MTC population is the
current participants — workers and those on the rolls — only. It measures
benefits “earned” or credited as of the reporting date. It is computed as the
difference between (1) the present value of all future benefit obligations
based on past earnings as of the valuation date and (2) the value of the assets
on the valuation date plus the present value of revenue from taxation of future
accrued benefit obligations payable. From an accounting perspective, e.g.,
FAS 87, future revenue would not be included in a pension measure, but the
staff assumes that the present value of "revenue from taxation of future
accrued benefit obligations payable” would not be a large amount relative to

the other amounts involved.

% SSA defines the “accrued benefit obligation” as the “future benefit obligations based on past
earnings as of the valuation date. Thus, these accrued benefit obligations are relevant only to
current participants as of the valuation date. The accrued benefit obligations are based on the
primary insurance amount (PIA), the early retirement or delayed retirement factors, and other
rules of payment.”
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For 2004, SSA estimates the MTC for Social Security to be $13.5 trillion. The
MTC is net of assets in the trust fund and adding back the assets yields a net
obligation of $15 trillion, as shown in Table 1 immediately below.

Table 1
“Maximum Transition Cost”
PBO-type Amount

(trillions) Social Medicare
Security
Revenue $0%° $0
Cost 15.0 2?2
Net 15.0 ?2??
Less: Assets 1.5% 222
Maximum 13.5% 222
Transition
Cost

Some years ago Alan Greenspan has noted the problem of the transition
obligation for Social Security, i.e., how to finance previously promised benefits
that he calls the implicit accrued unfunded liability. He has said private
accounts would presumably involve making the implicit accrued unfunded
liability of the current social security system to beneficiaries explicit. He
suggested, for example, that

participants could each receive a non-marketable certificate that confirmed
irrevocably the obligations of the U.S. Government to pay a real annuity at
retirement, indexed to changes in the cost of living. The amount of that annuity
would reflect the benefits accrued through the date of privatization.

Under our current system, social security beneficiaries technically do not have an
irrevocable claim to current levels of promised future benefits because legislative
actions can lower future benefits. In contrast, the explicit liability of federal
government debt to the public is essentially irrevocable. A critical consideration
for the privatization of social security is how financial markets are factoring in the
implicit unfunded liability of the current system in setting long-term interest rates.

If markets perceive that this liability has the same status as explicit federal debt,
then one must presume that interest rates have already fully adjusted to the
implicit contingent liability. However, if markets have not fully accounted for this
implicit liability, then making it explicit could lead to higher interest rates for U.S.
government debt.

% Although the SSA defines the “maximum transition cost” to include income tax on SS
benefits, the assumption used here is that such revenue would not be material.

%" From FY 2004 FRUSG.

% From SSA.
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For any level of real annuity at retirement, the corresponding current value of
recognition certificates would depend on a number of technical assumptions.
These assumptions have no impact on the real payouts from the retirement
annuities but determine the current notional value of recognition certificates,
which is useful for making broad economic comparisons. For example, factoring
in a 2 percent real annual rate of discount and including other technical
assumptions, the value of recognition certificates the U.S. government would
need to issue to ensure that all currently accrued legislated future benefits are
paid would be roughly $9-1/2 trillion. Alternatively, at a 1 percent real rate, the
value would be roughly $12 trillion, and at a 6 percent real rate, the value would
be about $4-1/2 trillion. Because, under a wide range of assumptions, the
magnitude of this liability remains very large relative to the current outstanding
federal debt to the public--$3-1/2 trillion--the market adjustment could be
substantial.

There is reason to suspect, however, that if such a liability is made explicit in a
manner similar to the transition procedure in Chile, each dollar of new liability will
weigh far less on financial markets than a dollar of current public debt. In the
case of the Chilean pension reform, a significant portion of the implicit liability of
their old system was made explicit at the initiation of the new pension system by
the issuance of "recognition bonds" that were deposited in workers' individual
accounts. These bonds were initially nonmarketable, indexed for price inflation,
and yielded a fixed real return on a specified face value. In Chile, the liquidation
of these bonds generally occurs only after a worker retires and the proceeds from
the bonds are required to be paid in the form of an annuity or through
programmed partial withdrawals. These bonds have been viewed as a different
instrument from other forms of public debt, and it is likely that if an instrument
such as recognition certificates were issued here, it also would be viewed as
distinct from fully-liquid marketable public debt.

In effect, under privatization, the obligations of social security would be
transferred from an implicit government account to millions of private individual
accounts. Retirement needs would be funded first by the conversion of
recognition certificates, and later by withdrawals from private defined contribution
funds. The outstanding certificates would accordingly decline with time, and
finally be paid off some decades in the future. But if benefits and contributions do
not change, national savings are only being transferred from the federal
government account to that of households and are not increased in the process.
It is only if contributions or private saving increases that household and national
saving increases. % [Greenspan’s footnotes omitted]

ABO vs. PBO

The accrued liability for OASDI and HI presumably would be a “PBO” type
number. When pension cash flows are projected analysts prepare both
“projected benefit obligation” (PBO) projections and “accumulated benefit
obligation” (ABO) projections. The PBO is the actuarial present value of all
benefits attributed by the plan's benefit formula to employee service
rendered prior to that date. The PBO is measured using an assumption as
to future compensation levels.

% Social security, Testimony of Chairman Alan Greenspan Before the Task Force on Social
Security of the Committee on the Budget, U.S. Senate, November 20, 1997.
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The (ABO) is the actuarial present value of benefits attributed by the
pension benefit formula to employee service rendered prior to that date and
based on current and past compensation levels. The ABO differs from the
PBO in that it includes no assumption about future compensation levels.
For plans with flat-benefit or non-pay-related pension benefit formulas, the
ABO and the PBO are the same. The ABO and the portion of the ABO that
represents the vested benefit obligation provide information about the
obligation the employer would have if the plan were discontinued.

The PBO is a measure of benefits attributed to service to date assuming
that the plan continues in effect and that estimated future events (including
compensation increases, turnover, and mortality) occur. Hence the PBO is
more appropriate measure of the obligation considering the going concern
convention.

Question #6 — What should be recognized as the social insurance liability?
The staff recommends that liability be the accumulated cost.

As stated above, accrued costs and liabilities for social insurance would exclude
costs attributable to obligating events occurring in the future. Costs are
recognized only when obligating events occur. Future events cannot be
considered unless there is a past event, even if they are virtually certain to
occur. The staff assumes that revenue to be earned or demanded in the future,
like costs incurred in the future, would not be included in an accural accounting
measure of current or accumulated revenue. However, long duration insurance
contracts include the notion of “premium deficiency” in the calculation of the
liability. The staff recommends an insurance accounting approach for SMI.

Does the Board agree?

I. Display*®

The Sl display possibilities include, among others:

A. Cost Display Alternatives

1. Single amount on the statement of net cost (SNC) for total cost as is
done currently (see Appendixes 2, 3, and 4). The cost would include the
present value of future outflow from obligating events occurring in the
period as well as interest on the liability, actuarial gains and losses (if
any), and prior service cost (if any).

0 For current balance sheet, statement of net cost, and statement of changes in net position,
with related notes, for Social Security, Medicare, and the Governmentwide entity, see
Appendixes 2, 3, and 4, respectively.
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