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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.

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



OCONOOOPAWN-=-

Social Insurance Measurement and Display

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
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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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2. A single amount on the SNC for (1) the present value of future outflow
from obligating events occurring in the period plus (2) interest on the
obligation. Actuarial gains and losses would be reported as a
component of “net position”, i.e., equity, and the annual
increase/decrease would be reported on the statement of changes in
net position.

3. Multiple amounts on the SNC, e.g., for total cost split between:

a. Initial cost and re-measurement due to changes in assumptions.
Some argue that such information would have both predictive
and feedback value is relatively objective, consistent
measurement basis in a mixed attribute model. It facilitates
analysis of the effects of measurement subjectivity on reported
financial performance.

b. “a” immediately above and/or short- and long-term projections,
to reflect uncertainty.

B. Liability Display Alternatives

1. Single amount on balance sheet for total liability as with current SSA
and FR. (See Appendixes 2, 3 and 4)

2. Single amount on balance for liability representing (1) the present value
of future outflow from obligating events occurring in the period plus (2)
interest on the obligation. Actuarial gains and losses would be reported
as a component of “net position”, i.e., equity, and the annual
increase/decrease would be reported on the statement of changes in
net position.

3. Multiple amounts on the balance for the total liability representing
uncertainties inherent in the calculation

a. Service cost, interest, and actuarial/prior service
b. Age cohorts

i. 62+
ii. 40 quarters or equivalent to 61 years old

a. By length of projection
i. 10 years
ii. 20 years
iii. total
With any of the options about, the liability amount could be tied to SOSI as

shown in the pro forma table in Appendix 7, which is from the June FASAB
briefing material for Social Insurance.
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1 Is the objective feedback regarding performance of social insurance programs,
2 predictive of the future or both? If the objective of the measurement is to
3 recognize the full cost of the cost that is being incurred on the statement of net
4 cost and the accumulated of such cost on the balance sheet, then options #1
5 and 3 would serve. On the other hand, if one feels that actuarial gains and
6 losses and/or prior service costs distort the operating information, then one
7 may want to recognize those items separately.
8
Question #7 — 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.
With respect to employee pensions and other retirement benefits the FASAB
precedent is to recognize all components of net cost in the year of incurrence.
The conclusion has been that, for example, amortizing actuarial gains and
losses over X number of years produces a “smoothing” effect that can be
misleading and in the private sector has allowed the preparer to manage
earnings.
Does the Board agree?
9
10 Ill. Disclosure
11
12 “Disclosure” is defined as reporting information in notes or narrative regarded as
13 an integral part of the basic financial statement. [FASAB Consolidated Glossary]
14 The social insurance standards — SFFAS 17, 25, and 26 — require a (1) “due and
15 payable” liability, (2) an essentially cash expense, (3) the statement of social
16 insurance as basic information, (4) disclosure of assumptions, and (5) RSI dealing
17 with cash flow projections (in terms of nominal dollars, taxable payroll, and GDP),
18 dependency ratio, and sensitivity analysis.
19
20 What information should the notes contain in addition to the assumptions called for
21 in SFFAS 26 (assuming the Board is satisfied with that requirement)? The
22 possibilities for disclosure include:
23
24 a. Statement of Social Insurance (SOSI). The Board might decide that the
25 SOSI information should be presented in a note rather than a basic
26 statement. Staff assumes the Board is satisfied with the SOSI as a
27 basic statement as provided in SFFAS 25.
28
29 b. SFFAS 17, par. 27, RSl information:
30
31 i. Cashflow projections
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Cashflow Projections - Projections of cashflow for those persons who
are participating or eventually will participate in the program as
contributors or beneficiaries during a projection period sufficient to
illustrate long-term sustainability (e.g., traditionally the “Social
Security,” or OASDI, program has used a projection period of 10 years
for relatively short-term and 75 years for long-term projections, and the
Ul program has used a projection period of 10 years for its
projections). The projection should include current workers, retirees,
survivors, disabled persons, and new participants entering the
workforce or becoming beneficiaries, including those who will be born
or immigrate to the United States during the projection period. The
information should include the following: (a) Actuarial projections of the
annual cashflow, in nominal dollars, with amounts reported for at least
every fifth year in the projection period. The cashflow information
should show (i) total cash inflow etc.

Ratio of contributors to beneficiaries
Sensitivity analysis

c. Information that illustrates uncertainty:

iii.
iv.
V.

Stochastic graphic showing probability ranges (as illustrated

above).
Low-, intermediate-, high-cost projections
1. Tables
2. Graphs/charts
3. Narrative
Sensitivity analysis — See SFFAS 17, par. 27(d)
Other

Alternative — RSI, i.e., status quo

d. “Actuarial accrued liability” and/or net present value (NPV) for the
“closed group” population, i.e., includes participants who have not
attained 40 quarters or work in covered employment. For example, from
the Trustees’ Annual Report:
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e.

Table IV.B7.—Present Values of OASDI Cost Less Tax Revenue and Unfunded

Obligations for Program Participants

[Present values as of January 1, 2003; dollar amounts in trillions)

Expressed as a percentage
of futere paymoll and GDP

Present Taxatle
value payroll GDP
Present valne of foture cost less future taxes for current participants ... §13.7 43 1.3
Less current tmst fund
(tax accumulations minus expenditures to date for past and current
PATHCIPANIS ). L . L. 1.7 S 2
Eguals vnfunded obligation for past and corrent _nn:ric‘i_na::rsl ........ 12.0 g 1.3
Plus present value of cost less taxes for future participants
for the infinite foture . . ... .. L. -9 -3 -1
Equals nnfunded obligation for all participants throngh the infinite
MOCZON. ... ...l 11.1 3.3 1.2
1 This concept 15 also referred to as the closed group unfonded obligation.
Notes:
1. The present value of future taxable payroll for 2005 through the infinite horizon is $319.7 trillion.
2. The present valoe of GDP for 2005 through the infinite horizon is $921.2 trillion.
3. Totals do not necessarily equal the sums of rounded components.
“Unfunded obligations” of the open group population, e.g., from the Social
Security Trustees’ Annual Report
Table IV.B5.—Components of 75-Year Actuarial Balance
Under Intermediate Assumptions {2005-79)
Item OASI DI OASDI
Present value as of Jannary 1, 2005 (in billions):
A Payroll Bax tevemle _ . ... ... $23,771 $4.037 $27,308
b. Taxation of benefits revenue . .. .. __ .. ... .. ... ... .. 1,520 1232 1,642
co Taxincome (a+0). ... ... 253,291 4,15% 28450
L O 30121 3,032 35,154
e Costminus taxincome (d-ch_ ... ... ... .. ... .. 4,530 874 3,704
f. Trust fund assets at startof period. _ .. . ... ... ... .. ... 1,501 186 1,687
g. Open grovp unfunded obligation e - 1. ... ... ... ... 3,330 687 4,017
h. Ending target trust fund L. 262 40 301
i Income minus cost, plus assets at start of period, minns
ending target tust fund (c-d+f-h=-g-h) ... . ... ..._. -3.591 -127 -4.318
j- Taxable paveoll ... .. ... 224,501 224501 224501
Percent of taxable pavroll:
Actuarial balance (100 = 1<) . oo it i -1.60 -32 -1.92

1 The calentation of the actuarial balance includes the cost of accurmlating a target trust fund balance equal
to 100 percent of annual cost by the end of the period.

MNote: Totals do not necessarily eqoal the sums of rounded components.

In its work on the FVM ED the FASB is proposing disclosure requirements as
follows:

1. For each major category of assets and liabilities re-measured at fair
value during the period, the disclosures should segregate fair value
amounts into three disclosure levels, that is, fair value amounts at the
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end of the period determined using quoted prices for identical assets
or liabilities (Level 1), direct market inputs (Level 2 and Level 3), and
indirect inputs (Level 4 and Level 5), and include information about the
valuation techniques used. [Emphasis added]

2. Total gains or losses (unrealized and realized) for each major
category of assets and liabilities re-measured at fair value during the
period, segregating amounts included in earnings and in other
comprehensive income. Unrealized gains or losses related to those
assets and liabilities still held at the reporting date should be
separately disclosed for each disclosure level below Level 3.
[Emphasis added]

3. Quantitative disclosures using a tabular format are required for interim
and annual periods. Other disclosures (for example, information about
the valuation techniques used) are required for annual periods only.

4. The fair value information disclosed under the FVM Statement should
include the fair value information disclosed under FASB
pronouncements.

Question #8 — What should be disclosed about social insurance in the
notes?

The staff recommends ... to be determined.

Does the Board have a preference at this time?

IV. RR Retirement, Unemployment Insurance, Black Lung Benefits

Question #9 — What should be done with RR Retirement, Unemployment
Insurance, and Black Lung Benefits?

Staff recommends the following:

1. Railroad Retirement — analogize to OASDI and SMI.
2. Unemployment Insurance — continue to apply SFFAS 17
3. Black Lung Benefits — continue to apply SFFAS 17

Railroad Retirement program features are similar enough to OASDI and
Medicare to apply the same approach. Unemployment insurance is unlike
OASDI and SMI and for the present the SFFAS 17 is adequate. Black Lung
Benefits is immaterial and is phasing-out and SFFAS 17 requirements are
adequate.

Does the Board agree?
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V. The Objective of the Measurement: What is being communicated?

SFFAC 1 states that the objectives of financial reporting are designed to guide the
Board in developing standards for information to (1) demonstrate its accountability,
(2) provide useful information, and (3) help internal users of financial information
improve the government’s management. SFFAC 1 notes that the objectives “also
consider many of the needs expressed by current and potential users of federal
financial information. They provide a framework ... for considering how new
accounting standards might help to enhance accountability and decision-making in
a cost-effective manner. “

Two of the four objectives of Federal Financial Reporting are especially
noteworthy:

Operating Performance—Federal financial reporting should assist report users in
evaluating the service efforts, costs, and accomplishments of the reporting entity; the
manner in which these efforts and accomplishments have been financed; and the
management of the entity’s assets and liabilities. Federal financial reporting should
provide information that helps the reader to determine

« the costs of providing specific programs and activities and the composition of, and
changes in, these costs;

« the efforts and accomplishments associated with federal programs and the
changes over time and in relation to costs; and

« the efficiency and effectiveness of the government’s management of its assets
and liabilities.

Stewardship—Federal financial reporting should assist report users in assessing the
impact on the country of the government’s operations and investments for the period
and how, as a result, the government’s and the nation’s financial condition has
changed and may change in the future. Federal financial reporting should provide
information that helps the reader to determine whether

« the government’s financial position improved or deteriorated over the period,

« future budgetary resources will likely be sufficient to sustain public services and to
meet obligations as they come due, and

» government operations have contributed to the nation’s current and future well-
being.

The terms “sustainability” or “sustainable solvency” are used frequently in
discussion of social insurance programs. These terms typically involve both
accrued costs and future costs and future revenue over a fixed period of time.
Accrued costs typically involve the notion of inter-period equity.

Individual Reporting Entities vs. the Governmentwide Entity
Is the objective the same for the individual agency reporting entities (SSA and

HHS) as for the Government as a whole (Financial Report)? The SSA and HHS
“trust fund” entities are similar to Pension Benefit Guaranty Corporation (PBGC).
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Solvency for individual entities is a different concept than for the Government as a
whole. Social Security and Medicare trust funds and the PBGC invest in Treasury
securities. The SS trust fund held about $1.5 trillion in Treasury securities as of FY
2004, which is an asset to the trust fund entity and a liability for the Government as
a whole. And $15 billion of PBGC’s $28 billion in investment assets reported in FY
2004 are US Government securities. These securities will have to be redeemed
via resources available through the general budget — i.e., by general taxes or
public debt or program cuts.

Many useful things are reported about PBGC using accrual accounting principles.
The federal analysts, business press, and others cite amounts reported in the
PBGC financial, e.g., the single employer plans, a $23 billion negative net position
(%40 billion in assets and $63 billion in liabilities). Also, PBGC reports $96 billion in
“reasonably possible” claims for the single employer plans.

Regarding sustainability, PBGC estimated that for FY 2004 total underfunding was
$450 billion for single employer plans and $150 billion for multiple employer plans.

ERISA states that PBGC obligations are not backed by the “full faith and credit” of
the Government but most analysts conclude there is an implicit Government
guaranty.”’

“Sustainable Solvency”

The dictionary definition of “sustain” that is closest to the financial accounting
usage is “to keep up;” and “solvent” means to be able to pay all legal debts. GAO
has defined “solvency” and “sustainable solvency” for Social Security as essentially
being able to pay full benefits as they come due, permanently.*?

SSA tests sustainability using the concept of “long-range close actuarial balance”
over a 75-year period of time. Income and cost rates are calculated for each of 66
valuation periods within the full 75-year long-range projection period. The test of
long-range close actuarial balance is met if, for each of the 66 valuation periods,
the actuarial balance is not less than zero or is negative by, at most, a specified
percentage of the summarized cost rate for the same time period.*?

SS Trustees also test “short-range financial adequacy.” To meet this test the trust
fund ratio* must be projected to remain at or above 100 percent throughout the
10-year projection period, if it exceeded 100 percent at the beginning of the
projection period. Alternatively, if the fund ratio is initially less than 100 percent, it
must be projected to reach a level of at least 100 percent within 5 years (and not

1 See, for example Pension Guaranty Corporation p. 3. “As a practical matter, however, the
public probably views the pension insurance system as carrying an implicit federal guarantee.”
*2 Social Security Reform: Answers to Key Questions, Glossary of Key Terms, “Solvency,
Sustainable.”

*> The 2005 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors
Insurance and the Federal Disability Insurance Trust Funds (2005 Trustees’ Annual Report),
pp. 204-5.

44pThe assets at the beginning of the year expressed as a percentage of the cost during the
year.
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be depleted at any time during this period) and then remain at or above 100
percent throughout the remainder of the 10-year period.

More recently, the Trustees have included a discussion of the “infinite horizon.”
The projection includes the benefits participants have accrued for work in covered
performed as of the reporting date as well as benefits to be accrued (and taxes to
be paid) in the future.

The sustainability of Social Security and Medicare is subject to different
interpretations. Social Security is sustainable at its current level until 2044 at
which point, if nothing is done in the interim and all assumptions are accurate, the
trust fund will be exhausted and benefits presumably will have to be cut about
25%. The program is sustainable after 2044 at this reduced level. What is not
sustainable is the current level of benefits.

The Medicare is sustainable at its current level until 2020 at which point the trust
fund will be exhausted and benefits will have to be cut XX%. The program can
continue paying benefits after 2020 indefinitely at this reduced level.

The sustainability question for the Government as a whole, of course, combines
Social Security and Medicare with all other programs. The unified budget deficit is
$400 billion. Deficits are projected to continue indefinitely and GAO, CBO and
others have characterized this policy as unsustainable. CBO believes the resulting
rise in government debt could seriously harm the economy.** The change from
annual surplus in the Social Security program to annual deficit and debt
redemptions will represent a significant challenge for the budget as a whole.

“Solvency”

There are two perspectives regarding “solvency”: short- and long-term, e.g., in the
short-term a program is solvency if its inflows are adequate to provide for outflow,
for example 10 years. GAO has defined solvency for Social Security as a
condition of financial viability in which the program can meet its full financial
obligations as they come due. Specially, the ability to pay full benefits using
existing revenue sources and trust fund balances.*® “Long-term solvency” may be
synonymous with sustainability, for example, as in the GAO usage in Social
Security: Societal Changes Add Challenges to Program Protections.*’

Inter-period equity

“Inter-period equity” means the adequacy of annual inflow to pay for annual cost.
The matching of revenue and cost, i.e., of annual taxes paid and benefits accrued.
The adequacy of annual or cumulative payroll taxes to fund annual or cumulative
future benefits.

> Holtz-Eakin, Douglas, Options for Social Security: Budgetary and Distributional Impacts,
Testimony before the Committee on Finance, United States Senate, May 25, 2005, p. 4,
SOptions for Social Security).

® Social Security Reform: Answers to Key Questions, Glossary of Key Terms, “Solvency.”

4 Bovbjerg, Barbara, Testimony Before the Subcommittee on Social Security, Committee on
Ways and Means, US House of Representatives, May 17, 2005, page 12.
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GASB Concepts Statement 1 indicates that inter-period equity can be assessed by
"whether current-year revenues are sufficient to pay for the services provided that
year" (par. 61). More recently, the GASB (1995) has suggested that an inter-
period equity-related result is "whether the government’s financial position is better
or worse as a result of the year’s activities."

Financial position and inter-period equity are related concepts. The FASAB
Objectives (SFFAC 1, par. 137) state that

[a]ssessing whether the government’s financial position improved or
deteriorated over the period is important not only because it has financial
implications but also because it has social and political implications. This is
because analysis of why financial position improved or deteriorated helps to
explain whether financial burdens were passed on by current-year taxpayers
to future-year taxpayers without related benefits. The latter notion is
sometimes referred to as “interperiod equity.”

Financial position is more limited in scope than “financial condition.” SFFAC 1
states that:

Indicators of financial position, measured on an accrual basis, are the starting point
for reporting on financial condition but must be supplemented in a variety of ways.
For example, subobjective 3B* might imply reporting, among other things, a current
law budget projection under a range of alternative assumptions. Reports intended to
achieve subobjective 3C might disclose, among other things, the contribution that the
government is making to national wealth by financing assets that are not federally
owned, such as research and development, education and training, and state-owned
infrastructure. Information on trends in total national wealth and income is also
important.49

The balance sheet and statement of net cost are primary means of communication.
Accruing an expense and accumulating a liability on the Federal balance sheet as
workers perform under Social Security arguably would focus management’s
attention on the economic cost of the program rather than merely the cash outlays.
It would focus attention on the claims being accumulated from current activity that
are being passed on to future periods or, for the “full eligibility” alternative, on
claims originating in past periods that will almost certainly need to be paid in future
periods.

Inter-generational Equity

Inter-period equity and inter-generational equity are related, although the latter is a
more complex notion. Jagadeesh Gokhale has offered two measures of

*8 SFFAC 1, Objective 3: Federal financial reporting should assist report users in assessing the
impact on the country of the government’s operations and investments for the period and how,
as a result, the government’s and the nation’s financial condition has changed and may change
in the future. 3B: Whether future budgetary resources will likely be sufficient to sustain public
services and to meet obligations as they come due. 3C: Whether government operations have
contributed to the nation’s current and future well-being.

9 SFFAC 1, par. 145.
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sustainability: the “fiscal imbalance” (F1) and the “generational imbalance” (Gl).*°
The FI equals the current federal debt held by the public, plus the present value of
all future federal non-interest spending, minus the present value of all future
federal receipts. The FI measures how much fiscal policy must be changed in
order to be sustainable; a sustainable fiscal policy requires Fl to be zero. The Gl
measures how much of the Fl is caused, in particular, by past and current
generations. It equals the present value of projected outlays paid to generations
currently alive, less the present value of projected tax revenues from the same
generations and the program’s current assets.

The Gl is similar to the closed group population on the SOSI. The closed group
refers to “current participants,” defined as those participants age 15 and over on
January 1 of a valuation year. The ABO or PBO would differ from any closed
group — or open group — measure that included benefits attributable to future work
in covered employment and payroll taxes to be paid in the future. The “open
group” refers to all participants in the system over a specified time period, e.g., 75
years, either currently in the system or projected to be. The ABO or PBO would
include only benefits accumulated as of the reporting date.

Mr. Gokhale believes the Gl measure captures the redistributive effect of policies.
For example, under a policy where current benefits were increased along with off-
setting future payroll taxes, the Gl measure would increase even though Fl would
not change. Therefore, he asserts that the Fl and Gl measures taken together
comprise a powerful analytical tool for policymakers, enabling them to make more
informed decisions.

The SOSI presents information about inter-generational equity. The total for the
SOSI represents an open group estimate over a 75-year horizon that is important
for assessing sustainability, and the subtotals provide an inter-generational
perspective: closed group estimates for three cohorts — participants 62 and over,
participants 15-61, and future participants — over a 75-year horizon. The subtotals
articulate the extent to which Social Security resources on hand and to be provided
are sufficient to pay the benefits payable in the future under current law by cohort.
Assuming the status quo, it provides a measure of the payroll taxes needed from
future participants to fund benefits at current levels to current participants.

However, the SOSI does not include all contributions paid by and on behalf of or
benefits received by participants before the measurement date, so it would not be
a complete measure of the intergenerational transfer.”’ Some might argue that
either an ABO or a closed group measure on the balance sheet would imply a
greater intergenerational equity deficiency than actually exists because it would not
reflect the amount of contributions paid by and on behalf of current participants, or
benefits received by them, before the measurement date.

% See Gokhale, Jagadeesh, and Kent Smetters, “Fiscal and Generational Imbalances: New
Budget Measures For New Budget Priorities,” (Washington, DC, AEI Press, 2003.

*" Laurence J. Kotlikoff has written extensively on inter-generational accounting. His latest
book is The Coming Generational Storm: What You Need to Know About America’s Economic
Future, (Cambridge: The MIT Press, 2004).

39




AR WN -

Social Insurance Measurement and Display

And, unlike an ABO or PBO or other measures of benefit accrued as of the
reporting date, the SOSI present values include benefits attributable to future work
in covered employment and payroll taxes to be paid in the future.

Question #10 — 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.

The objective of the communication should be to report the costs incurred in during the
reporting period and the amount of those costs that will have to be financed in future
budgets. The latter are sometimes referred to as “legacy costs” or “sunk costs.” They
represent the accrued liability portion of long-term actuarial projections. Other
measures are either macro economic or pertain to a specific aspect of the plan, e.g.,
return on investment.

Does the Board agree?
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Appendix 1 — Present Value, from FASB FVM ED

Appendix 1 — Present Value, from FASB Fair Value Measurement ED
PRESENT VALUE TECHNIQUES

Introduction

Al. In the absence of quoted prices for identical or similar assets or liabilities in active
markets, fair value shall be estimated based on the results of multiple valuation techniques
whenever the mformation necessary to apply those techmiques 1s available without undue
cost and effort (a Level 3 estimate). A present value technique may be used to estimate
fair value (an application of the income approach). Present value is a tool used to link
future amounts (cash flows) to the present through a discount rate. Present value 1s one of
the foundations of economics and finance and 1s part of most asset-pricing models,
including option-pricing models. Moreover, the present value of future cash flows 1s
implicit in the market prices of assets and liabilities recognized in the financial statements.

A2 A fair value estimate. using present value, should capture the following elements
that taken together would make up the price at which an asset or liability could be
exchanged in a transaction between knowledgeable, unrelated willing parties:

An estumate of future cash flows

Possible variations in the amount and (or) timing of the cash flows
The price for bearing the uncertainty inherent in the cash flows

The time value of monev, represented by the risk-free mterest rate
Other case-specific factors, such as liquidity and market imperfections

In the case of a lhiability, the effect of an entity’s creditworthiness (discussed in
paragraphs A23-A27).

AN o

A3 Present value techmiques differ in how they incorporate those elements. This
appendix discusses two present value techmques—a discount rate adjustment technique
(paragraphs A9-A11) and an expected present value techmque (paragraphs A12-A19)'°
Regardless of the technique used, certain general principles govern:

a. Cash flows and discount rates should reflect assumptions that marketplace
participants would use in their estimates of fair value.

b. Cash flows and discount rates should consider only factors related to the asset (or
liabilitv) being measured.

c. To avoid double counting or omitting the effects of nsk factors, discount rates
should reflect assumptions about sk that are not otherwise considered in the cash
flows. For example. a discount rate that reflects expectations about future defaults is
appropniate if using contractual cash flows of a loan (discount rate adjustment
technique), but not if using expected (probability-weighted) cash flows (expected

YFASB Concepts Statement No. 7. Uning Cash Flow Information and Prasent Talue in Adccounting
Measurements, describes these present value technigues but uses different terms. In Concepts Statement 7,
traditional present value refers to a discount rate adjustment technique. while expected cash flow approach
refers to an expected present value technigue.
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present value technique) because expected cash flows already reflect assumptions
about future defaults.

d.  Assumptions about cash flows and discount rates should be internally consistent.
For example. nominal cash flows (that include the effect of inflation) should be
discounted at a rate that includes the effect of inflation.’” Similarly. real cash flows
(that exclude the effect of inflation) should be discounted at a rate that excludes the
effect of inflation.

e.  Discount rates should be consistent with the underlyving economic factors of the
currency 1n which the cash flows are denominated.

Risk and Uncertainty

A4 Like other estimates, a fair value estumate, using present value, 15 made under
conditions of uncertainty because the cash flows used are estimates rather than known
amounts. In many cases, the amount and timing of the cash flows will be uncertain. Even
contractual amounts, like the payments on a loan, will be uncertain if there is risk of
default.

A5 Marketplace participants generally seek compensation for beanng the uncertainty
inherent in cash flows (risk premium).” For example, marketplace participants will place
a higher value on an asset with promused (contractual) cash flows and no uncertamty than
on an asset with expected cash flows of the same amount that are uncertamn. The lower
value reflects compensation for bearing nsk.  Sinularly, marketplace participants will
demand more to assume a liability with cash flows that are uncertain than a Liability with
cash flows of the same amount and no uncertainty. The higher wvalue reflects
compensation for bearing risk. An estimate that excludes compensation for bearing risk
would not faithfully represent fair value if it 1s apparent that marketplace participants
would seek compensation for bearing that risk.

A6, The objective of mncluding risk in the estimate of fair value 15 to replicate the
market’s behavior toward assets and liabilities with uncertain cash flows, using as a
benchmark the rate on monetary assets that are essentially risk free and that have maturity
dates or durations that coincide with the period covered by the cash flows (risk-free
interest rate). For present value computations denominated i U5, dollars, U5, Treasury
securities often provide such a benchmark because they are assumed to pose neither

"'The risk-free interest rate generally includes the effect of inflation (nominal discount rate).

Ppartfalio theory distinguishes between (a) risk specific to a particular asset (or liability) that can be
veided through diversification when that asset (or liability) is held in a portfolic together with other assets
(and liabilities) having different risk properties (nonsystematic or diversifiable risk) and (b) nisk specific to a
particular asset (or hability) that cannot be diversified (svstematic or nondiversifiable risk). Specifically,
portfolio theory holds that in a market in equilibrivm, marketplace participants (investors) will be
compensated only for bearing the systematic or nondiversifiable risk inherent in the cash flows.
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uncertainty in timing nor risk of default to the holder.”® Other securities. such as those
1ssued by niskier counterparties, have varving degrees of default (and other) risk. and
marketplace participants demand more for beaning that nisk.

A7, To illustrate the concept of nisk, consider two 10-year assets. Asset A 15 a U.S.
Treasury security with promised (contractual) cash flows of $10,000 and no uncertainty.
Asset B 1s a different security with cash flows that are uncertain, ranging from 58,000 to
$12,000. For Asset B, uncertainty 1s incorporated in the expected cash flows (discussed in
paragraph Al13), which assuming events of equal magmitude and probability above and
below the mean (symmetric probability distribution), are $10,000. Thus, for both assets,
the expected cash flows are the same. However, Asset A has a certain payoff (no
dispersion of possible outcomes about its expected amount), while Asset B has an
uncertain payvoff (dispersion of possible outcomes about its expected amount). If the risk-
free interest rate for 10-vear instruments 15 3 percent, a marketplace participant would pay
about $6.139% for Asset A and something less for Asset B. depending on the price (risk
premium) that marketplace participants would demand for bearing the uncertainty
inherent in the cash flows.

Present Value Technigues

AR For a fair value estimate, the present value technique used depends on circumstances
relevant to the asset (or liability) being measured. For example, the discount rate
adjustment technique may be useful when prices for similar assets {(or liabilities) with
similar uncertainties can be observed in the marketplace. If prices for similar assets (or
liabilities) cannot be observed in the marketplace. an expected present value technigque
often will be a more effective measurement tool.

Discount Rate Adjustment Technique

A9  The discount rate adjustment technique uses a single set of cash flows from the
range of possible estimated amounts. For example, such cash flows mught be contractual
cash flows or, if contractual cash flows are not available, the single, most-likely amount in
a range of possible estimated amounts (best estimate). The cash flow(s) are discounted at
a rate commensurate with the risk mherent m the cash flow(s) (risk-adjusted discount
rate).

A10. The discount rate adjustment technique does not explicitly link the risk in the cash
flows and the discount rate. Rather, because discount rates should reflect assumptions
about risk that are not otherwise considered in the cash flows, the discount rate adjustment
technigque is based on the assumption that the discount rate can fully incorporate the risk
inherent 1 the cash flows. Accordingly, the risk-adjusted discount rate must be denived
from some other comparable asset (or liability) whose price and other relevant attributes
can be observed in the marketplace. Those other relevant attributes include the nature of

Ba vield curve for TS, Treasury securities may be used to determine the appropriate risk-free interest rates.

]456:139 iz the present value of $10,000 dizcounted for 10 years at 5 percent.
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the cash flows (for example, whether the cash flows are contractual or otherwise estimated
and whether the cash flows are likely to respond simularly to changes i economic
conditions), as well as credit standing, collateral, restrictive covenants, and hiqudity. If a
single asset (or liabilitv) does not fully incorporate the risk inherent in the cash flows of
the asset (or liability) being measured. 1t may be possible to denive a discount rate using an
approach that uses data for several comparable assets (or liabilities) 1n conjunction with
the risk-free yield curve (“build-up™ approach).

All. To illustrate the application of the discount rate adjustment technique, assume that
Asset A will pay an uncertain amount in one vear (no tinmung uncertainty). The best (most
likely) estimate of that amount 1s $800. There is an established market for comparable
assets, and mformation about those assets, including price information, 1s disclosed. Of
those comparable assets:

a.  Asset B has a best estimate pavment of $1.200 in 1 vear. a market price of $1,083,
and an implied annual rate of return of 10.8 percent [($1.200/51.083)—1].

b.  Asset C has a best estumate payvment of $700 1n 2 vyears, a market price of $566, and
an implied annual rate of return of 11.2 percent [($700/$566)*0.5) — 1].

c.  All three assets are comparable with respect to nisk (dispersion of possible payoffs
and credit rating).

Based on the timung of the payments (one vear for Asset B versus two years for Asset C),
Asset B 1s deemed more similar to Asset A Using the best estimate payment for Asset A
($800) and a nsk-adjusted discount rate derived from Asset B (10.8 percent), the fair
value of Asset A is $722 ($800/1.108)

Expected Present Value Technigue

Al12. 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 1s, 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 cash

“In the absence of available market information for Asset B. the risk-adjusted discount rate could be derived
from Asset C using the “build-up™ approach referred to in paragraph A10. In that case, the two-vear
discount rate indicated by Asset C would be adjusted to a one-year discount rate based on the term structurs
of the nisk-free yvield curve. Additional information and analysis alse might be required fo determine if the
risk premium for one-yvear and two-year assets 15 the same. If they are not the same, the two-year discount
rate also would be adjusted for that difference (based on additional analysis).

“The resulting estimate is identical to expected value, which, in statistical terms, is the weighted average of
a discrete random variable’s possible values where the respective probabilities are used as weights. The
expected value of a continucus random variable is that variable’s possible values weighted by the respective
probabilities.
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flow for an asset.” Under Method 2. the expected cash flows are discounted using a rate
commensurate with the risk imherent m 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 1
or Method 2 15 applied.

Al3. Unless the distribution of possible outcomes 1s symmetrical around its expected
value (mean). the expected cash flows used i the expected present value technique will
differ from the single best estimate cash flows used m the discount rate adjustment
techmique. The difference between the expected cash flows and the single best estumate
depends on the shape of the distribution of possible outcomes. To the extent the cash
flows used in those techniques are different. the risk-adjusted discount rates also will be
different because the risks in the cash flows differ: however, the estimated fair values
should be the same.

Al4. In some situations, accounting estimates may incorporate elements of expected cash
flows, considering the likelihood of possible outcomes (probability assessments) as
follows:

a. The estimated amount falls somewhere between $30 and $250. but no amount in the
range 1s more likely than any other amount (representing a uniform distribution).
Based on that limited information. the expected cash flow 1s $130 [(50 + 250)/2]. In
this case the single best estimate (most likely) cash flow cannot be determined
because each possible outcome 15 equally likely.

b.  The estimated amount will be $50 with a 10 percent probabality. $250 with a 30
percent probability. or 5100 with a 60 percent probability (representing a discrete
distribution). Based on that limited information, the expected cash flow 1s 5140 [(50
# 10Y+ (230 = 300 + (100 = .60)]. In this case the single best estimate (most likely)
cash flow 1s $100 because it has the highest prabability (60 percent).

Al5 In contrast to the situations referred to above, most fair value estimates mmvolve
possible cash flows over multiple periods with varving degrees of uncertainty in both
amounts and timing. For those more complex measurements, the expected present value
technique, which considers expectations about all possible cash flows (amounts and
timing), often will be a more effective measurement tool, especially 1if similar assets (or
liabilities) cannot be observed in the marketplace.

Al6. For example, assume that an asset has expected cash flows of $780 in 1 vear based
on the possible cash flows and probabilities shown below:

Ya certainty-equivalent cash flow refers to an expected cash flow (as defined) adjusted for risk such that
one 13 indifferent to trading a certain cash flow for an expected cash flow. For example, if one were willing
to trade an expected cash flow of $1.200 for a certain cash flow of 51,000, the $1.000 is the certainty
equivalent of the $1,200. In that case, one would be indifferent as to the asset held.

“Models used for pricing risky assets, such as the Capital Asset Pricing Model, can be used to estimate a
risk-adjusted discount rate.
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Prohahility-Weighted
Possible Cash Flows Probability Cash Flows
$300 13% $73
$800 60% $480
$900 25% $225
Expected cash flows $780

The applicable nisk-free mterest rate for cash flows with a 1-year horizon 1s 3 percent, and
the risk premium (for systematic or nondiversifiable risk) 1s 3 percent.

A17. Using the expected present value technique, the expected present value (fair value)
of the asset 15 $722, whether under Method 1 or Method 2.

a. Under Method 1, the expected cash flows are explicitly adjusted for risk. Using the
concept of certainty equivalents, the risk adjustment (based on the risk premium of 3
percent) 1s $22 (S780 — [$780 = (1.05/1.08)]). which results in risk-adjusted
expected cash flows of $758 ($780 — $22). In that case, the $758 is the certainty
equivalent of $780 and 1s discounted at the risk-free interest rate (5 percent). The
expected present value (fair value) 1s $722 ($758/1.05).

b.  Under Method 2, the expected cash flows are discounted at a nisk-adjusted discount
rate of 8 percent (the 5 percent risk-free interest rate plus the 3 percemt risk
premium). The expected present value (fair value) 1s 5722 ($780/1.08).

AlS8. Both Methods 1 and 2 yield the same result—an expected present value (fair value)
of $722. That same result could be achieved using the discount rate adjustment technique,
but only if the best estimate cash flows ($800) are discounted at a rate of 10.8 percent
(S800/$722 or 1.108). Although the discount rate of 108 percent can be derived from the
prior results (in effect. reverse-engineered). it is not possible to determine whether the
10.8 percent discount rate is appropriate or to otherwise support its derivation without
reference to a similar asset in the marketplace.

Al19 The set of cash flows used for the expected present value technique. in theory,
represents the probability weighting of all possible outcomes (paragraph A12). However,
an entity does not need to consider distributions of all possible cash flows using complex
models and techniques in order to apply an expected present value techmique. Rather,
even 1n cases 1 which an entity has access to limated data. 1t should be possible to develop
a limited number of discrete scenarios and probabilities that capture the array of possible
cash flows without using complex models and techniques. In developing those scenarios,
an entity might use realized cash flows for some past period. adjusted for changes in
circumstances occurnng subsequently (such as changes in economic conditions, mdustry
trends, and competition), and incorporating the assumptions of marketplace participants.
Each application of the expected present value technique will differ based on the facts and
circumstances of each measurement situation, available mformation, and judgments
applied. Such judgments include determining whether to apply a continuous or discrete
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probability distribution and. if a discrete probability distnibution 1s applied. the number of
discrete scenarios.

Present Value in the Measurement of Liabilities

A20. The present value techniques discussed in this appendix apply to liabilities as well as
to assets. However, application of those techniques to liabilities requires that the risk
adjustment to the discount rate or cash flows reflect an entity’'s credit standing.

A21. Some habilities are held by others as assets, for example, an entity’s notes or bonds
payable. To estimate the fair value of such liabilities, an entity artempts to estimate the
price at which other entities are willing to hold its liabilities as assets. That process
involves the same techniques and computational 1ssues involved 1n measuring assets. For
example. the proceeds from a loan are the price that a lender paid to hold the borrower's
promise of future cash flows as an asset. Similarly, the fair value of a bond payable is the
price at which that security trades, as an asset, in the marketplace. Accordingly, in the
application of an expected present value technique to estimate the fair value of such
liabilities, the compensation that marketplace participants demand for beanng uncertainty
unrelated to credit standing will typically be reflected as a decrease to the expected cash
flows.

A22. Other liabilities represent rights that generally cannot be sold (by their holders) like
other assets. For example, entities often sell products with an accompanying warranty.
Buvers of those products rarely have the ability or mclination to sell the warranty
separately from the covered asset, but they own a warranty asset nonetheless. Some of an
entity’'s liabilities, like an obligation for environmental cleanup. are not the assets of
identifiable individuals. However, such labilities are sometimes settled through
assumption by a third party. In estimating the fair value of such liabilities, the objective 1s
to estimate the price that the entity would have to pay a third party of equal credit standing
to assume the liability. Accordingly, when using an expected present value techmque to
estimate the fair value of such liabilities, the compensation that marketplace participants
demand for bearing uncertainty unrelated to credit standing will tvpically be reflected as
an increase to the expected cash flows.

Credit Standing and Liability Measurement

A23 Those who hold the entity’s obligations as assets incorporate the entity’'s credit
standing in determining the prices they are willing to pay. When an entity incurs a
liabality 1n exchange for cash, the role of its credit standing 1s easy to observe. An entity
with a strong credit standing will recerve more cash, relative to a fixed promise to pay,
than an entity with a weak credit standing. For example, 1if 2 entities both promise to pay
$300 in 5 vears. the entity with a strong credit standing may receive about $374 in
exchange for its promise (a 6 percent interest rate). The entity with a weak credit standing
may receive about $284 in exchange for its promise (a 12 percent interest rate). Each
entity mitially records its respective liability at fair value, which 1s the amount of proceeds
recerved—an amount that incorporates that entity’s credit standing.
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A24 The effect of an entity’s credit standing on the fair value of its liabilities depends on
the ability of the entity to pay and on other provisions of those liabilities that protect
holders. Liabilities that are guaranteed by governmental bodies (for example, many bank
deposit liabilities in the United States) may pose little risk of default to the holder. Other
liabilities may include sinking-fund requirements or significant collateral. Such aspects
must be considered in estimating the extent to which the entity’s credit standing affects
the fair value of its liabilities.

A25 The role of the entity’s credit standing m a settlement transaction 1s less direct but
equally important. A settlement transaction involves three parties—the entity, the parties
to whom it 15 obligated, and a third party. The price of the transaction will reflect the
competing interests of each party. For example, suppose Entity A (obligor) has an
obligation to pay 5300 to Entity B (obligee) 3 years hence. Entity A has a poor credit
rating and therefore borrows at a 12 percent interest rate.

a. In a settlement transaction, Entity B would never consent to replace Entity A with an
entity of lower credit standing. All other things being equal. Entity B mught consent
to replace Entity A with a borrower of similar credit standing and would probably
consent to replace Entity A with a more creditworthy entity.

b.  Entity C has a good credit rating and therefore borrows at a 6 percent interest rate. It
might willingly assume Entity A’s obligation to Entity B for 5420 (the present value
at 6 percent). Entity C has no incentive to assume the obligation for less (a higher
interest rate) 1f 1t can borrow at 6 percent because it can recerve $420 for an i1dentical
promise to pay 5300,

c.  However, if Entity A were to borrow the money to pay Entity C. 1t would have to
promise the lender $590 ($420 with accumulated interest at 12 percent) due in 3
years.

A26. Based on the example above, the fair value of Entity A's liability should be
approximately 5356 (the present value of $500 in 3 vears at 12 percent). The $420 price
demanded by Entity C mcludes the fair value of Entity A’s liability ($356) plus the price
of an upgrade in the credit quality of the liability. Like the purchase of a guarantee, the
additional amount represents a separate element of a new arrangement rather than an
element of the fair value of Entity A’s original liability.

A27. The effect of an entity’s credit standing on the measurement of its liabilities 1s
usually captured i an adjustment to the discount rate. However, an expected present
value technique, which considers possible cash flows in the measurement, may be useful
in considering the effect of credit standing on liabilities other than debt. For example, a
liability may subject the entity to a range of possible outflows, ranging from very low to
very high amounts. The higher the amount, the greater the chance of default. In those
situations, the effect of possible cash flows on an entity’s credit standing may be
effectively incorporated in the computation of those expected cash flows.
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Relationship to Accounting for Loss Contingencies

A28 For a liability measured at fair wvalue. the guidance in FASBE Statement
No. 5. Accounting for Contingencies, and FASB Interpretation Mo 14, Reasonable
Estimation of the Amount of a Loss, does not apply. Both Statement 5 and a fair value
measurement consider uncertainty inherent in future cash flows (amount and timing).
However, Statement 5 considers uncertamty in the context of recognition, establishing a
probability threshold for when to recognize a loss contingency. In contrast. a fair value
measurement considers uncertainty in the context of measurement, incorporating
uncertainty directly in the measurement."
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Appendix 2 — Current Reporting: Selected Social Security 2004 Financial
Statements

Consolidated Balance Sheets as of

September 30, 2004 and September 30. 2003

{Dollars in Millions)
Assets 2004 2003
Intragovernmental:
Fund Balance with Treasury (Note 4) S 3148 § 2,310
Investments (Note 3) 1,635,398 1.484.219
Interest Receivable, Net (Note 6) 22315 ¢ 20,933
Accounts Receivable, Net (Note 6) 624 872
Total Intragovernmental 1.661.485 1.508 334
Accounts Recetvable, Net (Notes 3 and 6) 6,182 5,830
Property, Plant and Equipment. Net (Note 7) 1,231 909
Other 9 6
Total Assets S 1,668,907 % 1,515,079
Liahilities (Nate 8)
Intragovernmental:
Accrued Railroad Retirement Interchange S 3712 % 3,767
Accounts Payable 4,993 6,261
Other 247 259
Total Intragovernmental 8,952 10,287
Benefits Due and Payable 51,569 40 487
Accounts Payable 489 387
Other 1,205 1,133
Total 62,215 61,294
Net Paosition
Unexpended Appropriations 1,489 705
Cumulative Results of Operations 1,605,203 1.453 080
Total Net Position 1.606.692 1.453.785
Tatal Liahilities and Net Position S 1,668,907 $ 1515079
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Consolidated Statements of Net Cost for the Years Ended

September 30, 2004 and September 30, 2003

(Dollars in Millions)
2004 2003

OASI Program

Benefit Payments 412,474 § 397 654

Operating Expenses (Note 9) 2,537 2,481

Total Cost of OASI Program 415,011 400,135

Less: Exchange Revenues (Notes 10 and 11) 16 7
Net Cost of OASI Program 414,995 400,128
DI Program

Benefit Payments 75,169 59,800

Operating Expenses (Note 9) 2,221 2,045

Total Cost of DI Program 77,390 71.845

Less: Exchange Revenues (Notes 10 and 11) 15 7
Net Cost of DI Prugmm 77.375 71,838
SS8I Program

Benefit Payments 15,216 33,217

Operating Expenses (Note 9) 2,871 2,789

Total Cost of S5I Program 18,088 36,006

Less: Exchange Revenues (Notes 10 and 11) 203 263
Net Cost of SSI Program 7,795 35,741
Other

Benefit Payments 13 429

Operating Expenses (Note 9) 1,279 1,292

Total Cost of Other 1,292 1,721

Less: Exchange Revenues (Notes 10 and 11) 15 9
Net Cost of Other 1,277 1,712
Tatal Net Cost

Benefit Pavments 522,872 501.100

Operating Expenses (Note 9) 8,909 8,607

Total Cost 531,781 309,707

Less: Exchange Revenues (Notes 10 and 11) 339 258
Tatal Net Cost 531,442 5 309,419

The accompanying notes are an infegral part of these financial statements.
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Consolidated Statements of Changes in Net Position for the Years Ended
September 30. 2004 and September 30, 2003

(Dollars in Millions)

2004 2003
Cumulative Cumulative
Results of Unexpended Results of Unexpended
Operations Appropriations Operations Appropriations
Net Position, Beginning Balance S 1,453,080 S 705 § 1,207,567 % 704
Budgetary Financing Sources (other than
Exchange Revenues)
Appropriations Received 52,536 48,822
Other Adjustments 0 0 0 (128)
Appropriations Used 51,752 (51,752 48,783 (48,783
Tax Revenues (Note 12) 559,661 546,808
Interest Revenues 87,616 84,220
Transfers-In/Out (Note 13)
Trust Fund Draws and Other - In 1,740 1.244
Trust Fund Draws and Other - Out (13,958) (12.814)
Railroad Retirement Interchange g3,'.-'88|: (3,802)
Net Transfers-In/Out (16,006) (15,372)
Other Budgetary Financing Sources 85 87
Other Financing Sources
Transfers In-Out 5 0
Imputed Financing Sources (Note 14) 452 397
Total Financing Sources (83,565 784 664,932 (89)
Net Cost of Operations 531,442 500410
Ending Balances S 1,605,203 S 1.489 § 1,433,080 % 705
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Required Supplementary Stewardship Information: Social Insurance

Statement of Social Insurance
Old-Age, Survivors and Disability Insurance
75-Year Projection as of January 1, 2004
{In billions)

Estimates from Prior Years

2004 2003 2002 2001 2000

Actuarial present value! Sfor the 75-year projection period of

. . . . W2 .
estimated future income (excluding inferest)” received from or
on behalf of:

Current participants’ who, at the start of projection period:

Have not vet attained retirement eligibility age (Ages 15-61) $14.388 $13.576 $13,048 $12.349  $11335
Have attained retirement eligibility age (Age 62 and over) 411 3590 348 309 266
Those expected to become participants (Under age 15)* 12,900 12213 11,803 11.035 10,088
All current and future participants 27.690 26,147 25,280 23.603 21,688

Actuarial present value! Sfor the 75-year projection peried of
estimated future cost” for or on behalf of:

Current participants’ who, at the start of projection period:

Have not vet attained retirement eligibility age (Ages 15-61) 22418 21.015 20,210 18.944 17,217
Have attained retirement eligibility age (Age 62 and over) 4.933 4,662 4,402 4.255 4020
Those expected to become participants (Under age 15)* 5578 5,398 5,240 4,700 4,207
All current and future participants 32028 31.075 20 851 27.800 25,534

Actuarial present value’ for the 75_year projection period of

estimated future excess af income (excluding interest) ever -§5.229 -54.927 54,562 -54.207 -53.845
cost
Tri'.rsrﬁmdassers"af start af period 1,331 1378 1,213 1,040 806

Actuarial present value’ for the 75_year projection period of
estimated future excess of income (excluding interest) and -$3.6929 -$3.550 -$3.350  -83.157  -$2,940
trust fund assers af start of period over cost
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5. Investments

Chart 5 displays SSA’s mvestments i U.S. par-value Treasury special secunties and U.S. Treasury bonds at
amortized cost. Treasury specials are Treasury secunties that are 1ssued directly by the Treasury Secretary to a
government investment account that are non-negotiable and non-transferable in the secondary market. Par-value
Treasury specials are 1ssued with a stated rate of interest applied to its par amount and are purchased and redesmed
at par plus accrued interest at or before maturity. The iterest rates on these mvestments range from 3 1/2 percent to
8§ 3/4 percent and are payable on September 30, December 31. and at maturity or redemption. Investments held for
the trust funds mature at various dates ranging from the present to the vear 2019,

Chart 5 - Investments as of September 30:
($ in millions)

2004 2003
Special Issue US. Treasury Securities  $ 1,635,368 $ 1.484 189
U.S. Treasury Bonds - Carrying value 30 30
Total Investments $ 1,635,398 § 1484219

8.  Liabilities

Benefits Due and Pavable

Benefits Due and Pavable are amounts owed to program recipients that have not vet been paid as of the balance
sheet date. Chart 8b shows the amounts for SSA's major programs as of September 30, 2004 and 2003. These
amounts include an estimate for unadjudicated cases that will be pavable in the future. Except for the SSI program,
the unadjudicated cases are covered by budgetary resources.

Chart 8b - Benefits Due and Pavable as of September 30:
($ in millions)

2004 2003
OASI $ 37055 % 35,878
DI 16,048 16,967
SSI 1,757 1.541
Other 0 37
Sub-Total 54,860 54,423
Less: Intra-agency elinunations (3.291) (4.936)
Total $ 31,569 § 49 487
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U.5. Department of Health and Human Services
CONSOLIDATED BALANCE SHEET
As of September 30, 2004 and 2003

(In Millions)

Assets (MNote 2)

Intragovernmental
Fund Balance with Treasury (Note 3)
Investments, Net (Note 5)
Accounts Feceivable, Net (Note 6)
Anticipated Congressional Appropriations (Note 7)
Other (Note 11)

Total Intragovernmental

Accounts Feceivable, Vet (Note 6)
Loans Feceivable and Foreclosed Property, Net (Note 8)
Cash and Other Monetary Assets (Note 4)
Inventory and Related Property, INet (TNote 9)
General Property, Plant & Equipment. Net (Wote 10)
Other (Naote 11)

Total Assets

Liabilities (INote 12)
Intragovernmental
Accounts Payable
Accrued Payroll and Benefits
Other (Note 16)
Total Intragovernmental

Accounts Payable
Entitlement Benefits Due and Payable (INote 13)
Accmed Grant Liability (Note 15)
Loan Guarantees Liabilities (INote 8)
Federal Employee & Veterans Benefits (Note 14)
Accrued Payroll & Benefits
Other (Naote 16)
Total Liahilities

Net Position
Unexpended Appropriations
Cummulative Fesults of Operations
Total Net Position

Total Liabilities & Net Position

| 2004 | [ Restated 2003 |
% 97,667 $ 86,289
287,886 282,350
573 899
9,248 11,830
386 350

$ 395,760 $ 381,718
2,052 2,817
390 387

460 843
1,027 03
3,877 3.318
185 835

$ 403,751 5 389,261
5 652 271

64 70

785 594

$ 1,501 5035
759 888
49,229 48,123
3,753 3,752
191 362
7.178 6,903
780 718
3,416 1.461

8 66,818 $ 63,142
82,052 75,385
254 881 250,734
$ 336,933 5 326,119
5 403,751 S 389,261

The accompanying “Neotes to the Frincipal Financial Statements ” are an integral part of these statements.
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U. 5. Department of Health and Human Services
CONSOLIDATED STATEMENT OF NET COST
For the Years Ended Septemhber 30, 2004 and 2003

(In Millions)

Responsibility Segments

Admimistration for Children & Families (ACF)

Administration on Aging (AocA)

Agency for Healthcare Research & Quality (AHRQ)

Centers for Disease Control & Prevention (CDC)

Centers for Medicare & Medicaid Services (CMS)

Food & Drug Administration (FDA)

Health Resources & Services Administration (HRSA)

Indian Health Service (IHS)

National Institutes of Health (NIH)

Office of the Secretary (0S)

Program Support Center (PSC)

Substance Abuse & Mental Health Services
Administration (SAMHSA)

Net Cost of Operations

| 2004 | Restated 2003 |
$ 45.969 $ 47.593
1.336 1.315
(158) 311
5.114 5.406
451,647 416,009
1.510 1.361
7.007 6.648
3362 3.048
26.167 22,729
1.867 2.166
282 751
3.117 3.029

$ 547,220 $ 510,366

The accomparying “Nortes to the Principal Financial Statements " are an integral part of these statements.
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U.S. Department of Health and Human Services
CONSOLIDATED STATEMENT OF CHANGES IN NET POSITION
For the Years Ended September 30, 2004 and 2003

(In Millions)
| 2004 | | Restated 2003
Cumulative Unexpended Cumulative Unexpended
Results of A P dati Results of A P iati
Operations Appropriations Operations Appropriations
Beginning Balances 250,734 $ 75.385 § 243859 $73.786
Prior period adjustments (+/-) (Note 20) 123 281 337 (84)
Beginning balances, as adjusted $ 250,857 $ 75.666 § 244.196 $73.702
Budgetary Financing Sources:
Appropriations received - 392.109 - 359,073
Appropriations transferred-infout {(+/-) - 479 - (720)
Other adjustments (rescissions, etc) (+/-) 40) (5.363) 309 (8.238)
Appropriations used 380,839 (380,839) 348.432 (348.432)
Nonexchange revenue 170.573 - 167.616 -
Donations and forfeitures of cash and cash equivalents 41 - 47 -
Transfers-in/out without reimbursement (+/-) (1,185) - (746) -
Other budgetary financing sources (+/-) - - 2) -
Other Financing Sources:
Donations and forfeitures of property 3 - - -
Transfers-in/out without reimbursement (+/-) 665 S 299 -
Imputed financing from costs absorbed by others 339 - 339 -
Other (+/-) 9 - 10 -
Total Financing Sources 5551244 $6.386 5 516,904 $1.683
Net Cost of Operations (+/-) 547.220 - 510,366 -
Ending Balances $ 254,881 $82,052 $ 250,734 § 75,385

The accompanying “Notes to the Principal Financial Statements” are an integral part of these statements.
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Note 5. Investments, Net
HHS' investments, net at September 30, 2004 and 2003 are summarized below.

2004
Unamortized Market
(Premium) Investments, Other Value
(Dollars 1n Millions) Cost Discount Net Adjustments  Disclosure
Intragovernmental Securities
Marketable 817 $ - $17 51 $18
Non-Marketable: Par Value 281,814 - 281.814 - 281814
MNon-Marketable: Market-based 2018 48 2.066 - 2,066
Subtotal 5283 8490 548 % 283897 $1 $283 BO8
Accrued Interest 3,088 5 3 088 e 3 988
Total, Intragovernmental $287.837 $48 % 287.885 $1 $287 886
2003
Unamortized Marlket
(Premium) Investments, Other Value
{Dollars in Milliens) Cost Discount Net Adjustments  Disclosure
Intragovernmental Securities
Marketable 520 5 - $20 5 - %20
Non-Marketable: Par Value 276,244 = 276,244 = 276,244
Non-Marketable: Market-bazed 1,989 31 2,020 = 2,020
Subtotal $278,253 $31 $278.284 - $ 278,284
Accrued Interest 4,066 = 4,066 = 4,066
Total. Intragovernmental 5282319 531 $ 282350 5 - $ 282,350
HHS FY 2004 Performance and Accountability Report
Motes to the Principal Financial Statements l.B.14

Note 5. Investments, Net (continued)

HHS invests entity trust fund balances i excess of current needs in U.S. Treasury securities. The
majority of HHS investments in securities are redeemed at maturity and no provision is made for
unrealized gains or losses. The Treasury Department acts as the fiscal agent for the US.
Government’s investments in securities. HHS secunties purchased and redeemed include
Marketable, Non-Marketable, Par Value, One Day Certificates, and Non-Marketable, Market-
based (MEK).

Par value securities purchased by CMS are recorded at cost, interest 15 earned based on a statutory
formmla, and securities are redeemed at face value. MK securities mirroring marketable securities
terms that are not traded on any securities exchange include both Non-Marketable, MK, and One
Day Certificates. MKs are purchased by HRSA s Vaccine Injury Compensation Program (VICP)
trust fund, the Ricky Ray Hemophilia Relief trust fund and the WIH Gaft funds. The MKs are
purchased at a discount or premium based on market terms and are recorded at cost. Discounts
and premiums are recorded and amortized on a straight-line basis. Marketable securities
purchased are recorded at cost based on market terms. Currently, securities held by the VICP will
mature in fiscal years 2005 through 2009

CMS 1vests in 1S, Treasury Special Issues bonds (Par value securities) that are special public
obligations for exclusive purchase by the Medicare trust funds. Special 1ssued bonds are always
purchased and redeemed at face value. Certificates are short term and paid 4 1/2 percent in FY
2004 and FY 2003. The bond interest rates ranged from 3 1/2 percent to 8 3/4 percent in FY 2004
and FY 2003. The accrued interest receivable as of September 30, 2004 and 2003 was $3,988
million and $4.066 mallion, respectively.
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Note 13, Entitlement Benefits Due and Pavable
Entitlement Benefits Due and Payvable represents benefits due and payable to the public at year-end
from entitlement programs enacted by law. The largest entitlement programs in HHS are the CMS
managed Medicare and Medicaid programs which comprise all of the HHS entitlement benefits

due and payable.

Entitlement Benefits Due and Payable at September 30, 2004 and 2003 are summarized below.

{Dollars i Millions)

Medicare
Medicaid

Other
Totals

Festated
2004 2003
Liabilities Liabilities
Liabilities Not Not
Covered Covered Liabalities Covered
by by Coverad by by
Budgetary Budgetary Budgetary  Budgetary
Resources  Resources Total Resources Resources Total
§ 29875 $- §29875 £30339 $- $30339
9.315 10,039 19354 8.797 8.987 17,784
539190 $10,039 §49229 £39.136 $ 8,987 $48.123
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Table 1—Actuarial Present Values of
Hospital Insurance and Supplementary Medical Insurance
Revenues and Expenditures:

T5-vear Projection as of January 1, 2004
(I ballions)

]

SMI”

HI PartB Fart D

2004 2003 2002 2001 2000 2004 2003 2002 2001 2000 2004 2003 2002 2001 2000

Actuarial prezent value' of estimared flimire income
(excinding interest) received from or on behalf af
Cuorent participants’ who, at start of projection period:

Have not yet attained elizibility age (ages 15-64) §4820 54510 $4408 #4136 853,757 810505 SETRE 7423 8778 56,109 57545 — — — —
Have attained elizibility age (age 65 and over) 143 128 125 113 97 1310 1,160 1,003 1,032 934 713 — — — —
Those expacted to becomea participants (under age 15) 4009 3773 3,753 3,507 3.179 3514 2 B17 2402 2.370 1616 2511 — — — —
All cwarent and future participants B976 B411 82386 7757 7033 15329 12773 10833 10730 Bo5% 10770 — — — —

Actuarial present value' of estimated fiture expenditures®
paid to or on behalf af:
Cunrent pardcipants’ who, at start of projection period:

Have not yet attained elizibility age (ages 15-64) 12054 10,028 9195 8,568 6,702 10,577 B.E45 7.463 TA415 6,094 7.566 — — — —
Have attained alizibility age {age 65 and over) 2158 1,397 1,747 1,693 1,681 1475 1,308 1,132 1,159 1,051 7 — — — —
These expacted to become participants (under age 15) 3246 2653 2470 2235 1,349 3,277 2.622 2238 2.206 1,514 2431 — — — —
All crovent and futurs participants 17468 14577 13412 12487 9.732 15329 12773 10,833 10,780 B.659 10.770 — — — —
Actuarial present value' of estimated fiuture income
(exclnding inrerest) less expenditures 8492 6186 5126 4730 2700 0 0 [ 0 0 0 — — — —
Trust fimd assats at start of peried 156 235 200 177 141 24 14 41 44 45 0 —_ —_ —_ —_
Aszers ar stare of peviod plus actiarial presens value' of
estimiared fiture mcome (excluding interest) less
expendifures 2236 -5931 49017 4553 2538 24 14 41 44 45 0 — — — —

" Present values are computed on the basis of the intermediate set of economic and demographic assumptions specified in the Feport of the Boards of Trustees for the vear shown and over the 75-year projection
period beginmmng Tanuary 1 of that vear.

*EMI income includes preminme paid by benefictaries and general revenue contributions made on behalf of beneficiarias. Transfars from State Governments are also included as ineome for Part D of SML See
footnota 1 conceming treatment of SMI general revanues in the conselidated financial statemant of the TS, Government.

*Current participants are the “closed group” of individuals age 15 and cver at the start of each period, although not all those older than 15 have yet participated. The projection period covers 75 years, a period that
covers most of their working and retirement years. As a practical matter, the present values of future income and expenditures from/for cuerent participants beyond 75 years are net material to thos caleulation. The
projection period for new entrants covers the next 75 years,

‘Expendituras include benefit payments and adoinistrative expenses.

aote: Totals do not nacessanly equal the sums of vounded components.
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United States Government
Balance Sheets
as of September 30, 2004, and September 30, 2003

{Im billions of dollars)

2004

2003

Assets:

Cash and other monetary assets (Note 2) ...
Accounts receivable, net (Note 3) .
Loans receivable, net (Note d)
Taxes receivable, net (Note 5) .
Inventories and related property, net (Note 6)....__._._...............
Property, plant, and equipment, net (Note 7).
Other assets (Note 8)

TtA BB ES eeeeeeeeeen

Liabhilities:

Accounts payable (Note 9) ..

Federal debt securities held by the public and accrued interest

IMBtE TO) e
Federal employee and veteran benefits payable (Mote 11) ...
Environmental and disposal liabilities (Note 12).....__..._.___.
Benefits due and payable (Note 13) ...
Loan guarantee liabilities (Note 4).._
Other liabilities (Note T4)

Total Babil s e

Contingencies (Mote 18) and Commitments (Mote 19

Net position. ...

Total liabilities and net position ...

97.0
351
2209
213
2615

6527
108.8

119.6
33.8

221.1
22.9

2527

B58.2
971

1,397.3

1,405.4

60.1

43294
40621
2492
102.9

431
260.3

62.2

39449
3,880.0
249.9
100.0

346
228.0"

9,107 1

(7,709.8)

84996

(7,094 .2)'

1,397.3

1,4054
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United States Government

Statements of Net Cost

for the Years Ended September 30, 2004, and September 30, 2003

Gross Earned Net Gross Earned Net
Cost Revenue Cost Cost Revenue Cost

{In billions of dollars) 2004 2003
Department of Defense™ ... 6721 223 6498 5622 125 5497
Department of Health & Human Services™ ... 5839 334 505 5423 297 5126
Social Security Administration ... 5349 26 5323 5126 03 512.3
Interest on Treasury Securities held by

the public............. 158.3 = 1583 156.8 - 156.8
Department of Agriculture™ ... 84.1 76 76.5 95.0 10.7 843
Department of the Treasury'* e 792 4.0 75.2 79.0 26 76.4
Department of Education......................... 63.9 4.8 591 590 50 540
Department of Labor_........................ 58.6 = 58.6 68.1 = 68.1
Department of Transportation' .. e BB 0.6 56.1 63.3 1.2 62.1
Department of Veterans Affairs ... 511 32 479 1757 21 173.6
Department of Housing and Urban

Development............................ 418 13 405 44 1 20 421
Department of Homeland Security .............. 457 57 40.0 275 26 249
Department of Justice” ... 354 0.8 346 307 1.3 294
Department of Energy’ ... 273 49 224 2.0 53 (3.3)
National Aeronautics and Space

Administration ... 17.3 0.1 17.2 129 0.1 128
Department of the Interior.._................... 18.8 22 16.6 16.0 47 11.3
Pension Benefit Guaranty Corporation...._.. 16.9 39 13.0 12.3 1.2 111
Department of State ... 13.9 13 126 127 14 11.3
Agency for International Development ... 10.7 0.1 106 10.3 01 10.2
Railroad Retirement Board ... 93 - 9.3 96 - 96
Environmental Protection Agency ............... 9.5 03 92 9.5 04 9.1
Office of Personnel Management .. 223 13.9 84 0.3 = 0.3
Department of Commerce’ ... 9.1 1.4 77 8.8 1.3 7.5
Federal Communications Commission........ 76 08 6.8 71 12 59
National Science Foundation.............. 52 - 52 48 - 48
Small Business Administration® 21 05 16 50 07 43
Federal Deposit Insurance Corporation ... 0.8 0.2 0.6 (0.2) 0.2 (0.4)
Nuclear Regulatory Commission............... 08 05 0.3 07 0.5 02
Tennessee Valley Authority® ... 8.6 8.3 03 8.0 70 1.0
National Credit Union Administration......... 0.2 0.1 0.1 02 0.5 (0.3)
General Services Administration” ... - 0.5 (0.9) 0.8 03 0.5
Export-Import Bank of the United States”.... 1.3 27 (1.4) (0.3) 0.3 (0.6)
U.S. Postal Service 68.0 (14.0) 815 67.6 139
All other entities ... 111 19.5 34.6 20 326

TO@l oo 27320 2071 25249 26529 _ 1648 24881
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United States Government
Statements of Operations and Changes in Net Position

for the Years Ended September 30, 2004, and September 30, 2003

(In Billions of dollars)

2004

2003

Revenue:

Individual income tax and tax withholdings ...
Corporation INCOME TAXES ... e e e
Unemployment taXes .o
B IS KBS ettt s
Estate and gift taxes
CUSIOMS AUEIES oottt e
Other taxes and receiptS .o
Miscellaneous earned FEVEMUES ...

T ORa BB e

.
Less net cost of Government operations ...

Unreconciled transactions affecting the change in

net position (Note TB) ...

Net operating COSt.. ..

MNet position, beginning of period ...
Change in accounting principle (Mote 17) e
Prior period adjustments (Note 17 ).

Net operating cost. e

Net position, end of period ...

1.512.3
183.8
36.8
725
24.8
21.0
47.7
13.8

1.481.3
128.2
2
67.6
219
19.0
398
7.0

1.912.7

25249

(3.4)

1,796.0

24881

245

(615.6)

(667.6)

(7.094.2)

(6,620.2)

(615.6)

383.1
10.5
(667.6)

(7.709.8)

(7,094.2)'
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Note 13. Benefits Due and Payable

These amounts are the benefits owed fo program recipients or medical service providers as of the fiscal
vearend that have not been paid. For a deseniption of the programs, see the Stewardship Responsibilities section
under Stewardship Information.

Benefits Due and Payable as of September 30
{In billicns of dollars) 2004 2003
Federal Old-Age and Survivors INSUrANCE ... KT 359
Grants to States for Medicaid .. 19.3 17 8
Federal Hospital Insurance nMedl{:arE F"art AJ 15.0 15.0
Federal Supplementary Medical Insurance {Medlcare F‘art E ) 14.8 153
Federal Disability INSUraNCe ... 12.8 12.0
Supplemental security income ... 1.8 15
Unemployment INSUFEMEE ..o 1.1 15
Other benefits .. 1.0 1.0
Total benefits due and pavable 102.9 100.0
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United States Government

Statements of Social Insurance

Present Value of Long-Range (75-Years, except Black Lung) Actuarial Projections

{In billions of dollars) 2004 2003 2002 2001 2000

Federal Old-Age, Survivors and Disability Insurance {Social Security):

Coniribufions and Earmarked Taxes from:
Participants whao r'a\.-e attained age G2
Participants ages 15-07 ..
Future participamnts rur'{:ler age 15 and births dunng period) ..
All cutrent and futurs participants .. S

Expenditures for Schedulsd Future Benefifa for
‘articipants who have attained age 62...
Participants ages 15-61 ...
Fuiure participants {under age 15 and births dunng period) ..
All current and future paricipants

i -

Frezent vaiue of fifure expendifures less fufure revenue 522¢' 4027  4562° 4207

Federal Hospital Insurance {Medicare Part A):
Coniributions and Earmarked Taxes from:
Participants who have attained eligibility age ................... 148
Participants who have not attained nllglblllty age .
Future participants ..
All eutrent and futurs partl-:lpant5

Expenditures for Schedulsd Future Benefifa for

articipants who have attained eligibility age .........ooccooee 2,188 1,887 1,747 1,883 1,881
Participants who have not attaine nllg ility age . 12,05 10,028 89,185 B.588 5,702
Future participants .. . 3,245 2 653 2470 2235 1.348

All cutrent and futurs. partlu:lpants 17488 14577 13412 12487 H.732
Frezent value of fifure expendifures jezs fufure revenue 5492' 6.8’ 512¢° 4730° 2p800°

Federal Supplementary Medical Insurance [Medicare Part B):
Premiums:
Participants who have attained eligibility age ................... 32 284 52 258 234
Participants who have not attaine ‘="|I~gl |I|t}.- age 2,685 2,148 1,856 1.B45 1,527
Fuiure participants .. . 891 (=] 600 583 404
All eutrent and futurs partl-:lpant5 3,588 3130 2708 246888 2 165
Expenditures for Schedwled Future Benefifs for

articipants who have attained eligibility age .........ooccooee 1,475 1,304 1,132 1,159 1,051
Participants who have not attained eligibility age . 10,577 8,845 7483 T415 §.084
Future participants ..._...... .. 3.277 2,622 2238 2,208 1,514

All current and future p o fafeeie] 2773 10,833 10780 5,555
Fregent value of fufure expendifures less future revenus® 11.440° p.852°  8128° o4’ e4nd’

Federal Supplementary Medical Insurance (Medicare Part D):
Premiume:
Participants who have attained eligibility age .................... 176
Participants who have not attaine nllg |I|t},- age .. 1,857
Fuiurs participants .. .. G618
&ll current and future. partu:lpants 2,651
Expenditures for Scheduwled Future Benefifs for

‘articipants who have attained eligibility age ..................... ]
Participants who have not attained nllglblllt},- age . 7,506
Fuiure participants .. 2,431

All current and futurs partlu:lpants 10,770
Fregent value of fufure expendifures less future revenus® 5.11g’
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2004 Financial Statements

Pension Benefit Guaranty Corporation
Statements of Financial Condition

Single-Employer
Program

Multiemplo
Program

yer

Memorandum

Total

Septem ber 30, September 30, September 30,
(Dolars in millions) 2004 2003 2004 2003 2004 2003
LIABILITIES
Present value of future benefits,
net (Note 4):
Trusteed plans $43.344 $ 38,904 3 $ 3 $ 43,347 $3s907
Terminated plans pending trusteeship am 163 ] 0 a0 463
Settlements and judgments 65 67 0 ] 65 67
Claims for probable terminations 16,926 5,207 0 ] 16,926 5,207
Total present value of future
benefits, net 60,836 a4 64l 3 3 60,839 44 644
Present value of nonrecoverable future
financial assistance (Note 5) 1,295 1,250 1,295 1,250
Unearned premiums (Note 9) 3 207 ] 8 FE]| 215
Due for purchases of securities i 127 0 ] 531 127
Accounts payable and accrued
expenses (Note ) 108 19 0 0 108 279
Tatal liabilities 62.298 45,254 1,306 1,261 63.604 45,515
Het position (23.305) (11,238) (236) (261) (23,541) (11,499
Tatal liabilities and net position $ 38,993 $ 34,016 £1.070 $1,000 % 40,063 $ 35,016
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Pension Benefit Guaranty Corporation
Statements of Operations and Changes in Net Position

Single-Employer Multiemployer Memorandum
Program Program Tatal
For the Years Ended For the Years Ended For the Years Ended
September 30, September 30, September 30,
(Dolars in millions) 2004 2003 2004 2003 2004 2003
UNDERWRITING:
Income:
Premium (Ncte 9) $ 1458 b8 $ b $ 1.485 $ 973
Other 24 28 0 0 24 28
Total 1,462 976 27 25 1,509 1,001
Expenses:
Administrative 263 71 0 0 263 m
Other (36) 97 0 0 (36) 97
Total 221 368 0 0 27 368
Other underwriting activity:
Losses from completed and
probable terminations (Mote 10) 14,707 5377 ] ] 14,707 5377
Losses from financial assistance
(Note 5) 5 480 55 480
Actuarial adjustments (Mote 4) 1,525 108 1 1 1,526 104
Total 16,232 5,485 56 481 16,288 5,966
Underwriting loss (14.977) (4,877) (29) (456) (15,006) (5,333
FINANCIAL:
Investment income (Note 113
Fined 983 1,276 54 a 1,037 1313
Equity 2,196 2,059 0 0 2,196 2,059
Other 18 14 0 0 18 14
Total 3197 3,349 54 a7 3,251 3,386
Expenses:
Investment 25 19 0 0 25 19
Actuanial charges (Note 4).
Due to passage of time 1,881 L770 0 ] 1,881 1,770
Due to change in interest rates (1,619) 4,283 0 i (1.619) 4,283
Total 281 6,072 0 0 287 6,072
Financial income (loss) 2910 (2.723) LT i 2,964 (2 686)
Net income (loss) (12,067) (7,600} 25 (419 (12,042) (8,019)
Net position, beginning of year (11,238) (3,638) (261) 158 (11,499) (3,480)
Net position, end of year $(23305)  $(11,238) $(236) §i261)  $(23541) $i11,499)
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PRESENT VALUE OF FUTURE BENEFITS (PYFB): The PVEB is the estitnated lia-
bility for funure pension benefics that PBGC is or will be obligated to pay
the participants of trusteed plans and terminared 'plarus p-:n.dtrg.:: trustee-
shlp. This liability is stated as the actuarial present value of estimared
future benefits less the present value of estimated recoveries from sponsors
and members of their controlled grouf and the assets of terminated pls.ns
Fcndlng trl.lsb:n:shlp as of the dare of the financial statements. PBGC alsa
includes the esrimated liabilities actriburable to probable future plan ter-
minatichs as a sepatate line item in the FVEFB (net of estimared recoveries
and assets], PEGC uses assumptions to adjust the value of those future
payments to reflect the time value of money (by discounting) and the
Frml:usbility of payment (by means of decternents, mich as for death or
retirement). PBGC also includes antic i.psu:td expenises to settle the bene-
fir obligation in the determination of the PVFB. PBGC's benefit
fayments to patticipants represent a reduction to the PWEB liability.

The values of the PVFE are particularly sensitive to changes inunder-

lvi.n,g estimates atd assumptions. These estimates and assumpticns
conld cha.'ng: and the impact of these changts may be material to

PBGCs financial statemenits (see Mote 4.

(17 Trusteed Plans — represents the present value of future benetit

payments less the present value of expected recoveries (for
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i)

i3)

4)

which a settlement agr\:cm:nthss not been reached with sponsors
and membets of their controlled group) for plans that have ter-
minated and been tnusteed by PBGC prior to fiscal yearend.

Terminated Plans Pending Trusteeship — represents the pres-
ent value of future benefit payments less the plans’ net assets
{at fair value) anticipated to be received and the present value
of expected recoveries (for which a sertlement agreement has
not been reached with sponsors and members of their con-
trolled group) for plans that have terminated but have not
been trusteed by PBGC pricr to fiscal year-end.

Settlements and Judgments — represents estinated liabilivies

related to settled litigation.

Met Claims for Probable Terminations — In accordance with
Statement of Financial & ccount ing Standards Mo, 5
{Accounting for Contingencies) PBGC recopnizes net claims
for pmbablc terminations which tepresent PBGC's best esti-
mate of the losses, net of plan assets and the present wvalue of
cxpected recoveries {from sponsors and membets of their con-
trolled gr\:\upJ for plans that are 1ikc11,r to terminate ina future
vear. These estimated losses are based on conditions that
existed as of PBGC's fiscal year-end. Managemcnt believes it
is likely that one or more events subsequent to PRGC's fiscal
yearend will cceur, confirming the loss. Criteria used for clas-
sif-,-' inga spcclt'i.c pla.n asa pmbablc tetmination include, but
ate not limited to, one of more of the t'ollcrwi.ng conditions:
the plan sponsor is in liquidation or comparable state insal-
vency procesding with no known solvent controlled group
member; sponsor filed or intends to file for distress plan cermi-
nation; or PEGC secks involuntary plan temminarion. In
addition, management takes into account other cconomic
events and factors in making judpments regarding the classifi-
cation of a plan as a probable termination. These events and
factors may include, but are not limited to: the plan sponsor is
in bankniptey or has indicared thar a ankruptey filing is
imminent; the plan sponsor has stated that plan termination is
likely; the plan sponsor has received a poing concem opinion
from its independent auditors; or the plan spansor is in default

under existing credit agrccmcntfsl.

In additicn, a reserve for 1ar_gc unidentified probablc losses is
tecorded based on actual PRGC expetience, as well as the his-
torical industry bond default rates. This reserve has been
dcvclopcd by segrepating pla.n sponsors with apgregate under-

t'undln_g cqual to of greater than $5 million into tisk bands
which reflect their level of credit risk. A reserve for small
unidentified probable losses and incurred but not reported
claitns is alsa recorded based on an actuarial loss dcvclopmcnt

methodalogy (triangulaticon) (see Mote 4).

(5) PBGC identifics certain plans as high risk if the plan sponsor
meets one of more criteria thar include, bur are not lienited ta,
the following conditions: sponsor is in Chapter 11 proceed-
ings; sponsor received a minimum funding waiver within the
past five years; sponscr granted security to an unsecured credi-
tor as part ofa tenegotiation of debt within the past two years;
sponisar is known to have been in default on existing debe
within the past two years {repardless of whether it received a
waiver of default); or sponsor‘s unsecured debt is rated
CCC+Caal or lower by S&P or Moody's tespectively,. PBGC
spccit'i.cau',' teviews each pla.n identified as hig]'l risk and classi-
fies those pla.ns as pmbablc if, based on available evidence,
PRGC concludes that pla.n termination is 1ikc1‘,‘. Ohtherwise,
hlgh risk plans are classified as reasonably poss ikle.

(&) In accordance with Statement of Fi.nancial,i\ccounti.ng
Standands Mo, 5 I,'Accountlng for Cmtin_gcnci.csl, PRGCs
exposure to losses from plans of companies that are classified as
reascnahly pclssiblc is disclosed in footnotes. Criteria used for
classifying a company as a reasonably possible include, but are
not limited to, one or more of the following conditions the
plan sponsor is in Cﬂiaptcr 11 rectganization; t'undi.ng walver
pending or cutstanding with the Intemal Revenue Service
(IRS); sponsor missed minimurm funding contribution; sponsor’s
bond raring is below-invesmment-grade for Standard & Poors
(BB+) or Moady's (Bal); sponsar has no bond rating but unse-
cured debt is below itvestment grade; o spansor has no bond
rating but the ratic of long-term debt plus undunded benefit lia-

hility to market value of shares is 1.5 ar preater (see Note 7).

PRESENT VALUE OF HOMRECOVERABLE FUTURE FINANCIAL ASSISTANCE: In accor-
dance with Title IV of ERISA, PBGC provides financial assistance to
multiemployer plans, in the form of loans, to enable the plans to pay
guatatitesd benefits to patticipants and reasonable admindstrative
expehses. These loans, issued in cxc]‘na.ngc for lntcr\:st»b:ari.ng promis-

sory niotes, constitute an obligation of cach plan.
The present value of nonrecoverable future financial assistance Tepire -

sents the estimated nonrecoverable payments to be provided by PBGC

in the future to multiemplo}‘cr pla.ns that will not be able to meet their
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Appendix 7 — Pro Forma Statement of Social Insurance
lllustrating a Line for an Accrued Liability.

The following table contains a pro forma statement of social insurance (SOSI) that illustrates what the SOSI might look like if it added lines linked
to accrued liabilities on the balance sheet. The table presents disaggregated information regarding the present SOSI line item for Social Security
participants age 15-61. It presents lines for (1) benefits accrued for participants having attained 40 quarters of work in covered employment (40
QC), which would relate to the balance sheet if the 40 QC obligating event were used for liability determination; (2) benefits accrued for
participants without 40 QC; and (3) benefits to be accrued by these participants in the future. Similar pro forma lines are added to the Medicare
sections. This pro forma SOSI also illustrates a total “accrued benefit obligation,” which would represent the accrual of all costs attributable to
past work in covered employment for all participants regardless of whether they have attained 40 QC. It leaves open decisions about

measurement methodology.

United States Government Statement of Social Insurance
Present Value of Long-Range (75-Years) Actuarial Projections

2004 2003 2002 2001 2000
Federal Old-Age, Survivors and Disability Insurance (Social Security)
Contributions and Earmarked Taxes from:
1. Participants who have attained age 62...............ccocooviiiiiiiniiinnennn. 411 359 348 309 266
2. Participants @ges 15-61 ......couiiiiiiiiii e 14,388 13,576 13,048 12,349 11,335
3. Future participants (< age 15 + births + immigrants during the periods) 12,900 12,213 11,893 11,035 10,088
4. All Current and future participants (lines 1+ 2+ 3).........cccccceeieeennnn. 27,699 26,147 25289 23,693 21,689
Expenditures for Scheduled Future Benefits for:
5. Participants who have attained age 62...............c.ocooiiviiiiiiininincnne. 4,933 4,662 4,401 4,256 4,020
6. Participants ages 15-61: [22,418] [21,015] [20,210] [18,944] [17,217]
6a. Benefits accrued for those with 40 QC ............ccevirniinniinnnnnn. XXX XXX XXX XXX XXX
6b. Liability on the balance sheet (lines 5 + 6a) ... XXX XXX XXX XXX XXX
6c. Benefits accrued for those without 40 QC ............... XXX XXX XXX XXX XXX
6d.  Accrued benefit obligation (lines 6b + 6¢) XXX XXX XXX XXX XXX
6e. Benefits to be accrued in future...............coooiiiiiin XXX XXX XXX XXX XXX
7. Future participants (< age 15 + births + immigrants during the periods) 5,578 5,398 5,240 4,700 4,297
8.  All Current and future participants (lines 6d +6e + 7)........................ 32,928 31.075 29,851 27.900 25,534
9. Present value of future expenditures less future revenue (lines 8 —4).......... 5,229 4,927 4,562 4,207 3.845

72




Social Insurance Measurement and Display
Appendix 7 — Pro Forma Statement of Social Insurance

Federal Hospital Insurance (Medicare Part A):
Contributions and Earmarked Taxes from:

10. Participants who have attained eligibility age................c.cooiiiiie 148 128 125 113 97
11. Participants who have not attained eligibility age............................... 4,820 4,510 4,408 4,136 3,757
12. Future participants ............oooeiiiiiii 4,009 3,773 3,753 3,507 3,179
13.  All Current and future participants (lines 10 + 11 + 12)..................... 8,976 8.411 8.286 1,756 7,033
Expenditures for Scheduled Future Benefits for:
14. Participants who have attained eligibility age ...............c.ocoiiiiie 2,168 1,897 1,747 1,693 1,681
15. Participants who have not attained eligibility age: [12,054] [10,028] [9,195] [8,568] [6,702]
15a. Benefits accrued for those with 40 QC ..............cceovvnninnnene. XXX XXX XXX XXX XXX
15b.  Liability on the balance sheet (lines 14 + 15a) XXX XXX XXX XXX XXX
15c. Benefits accrued for those without 40 QC ................. XXX XXX XXX XXX XXX
15d.  Accrued benefit obligation (lines 15b + 15¢c) .................. XXX XXX XXX XXX XXX
15e. Benefits to be accrued in future ............cocovviiiiiiiinnnnns XXX XXX XXX XXX XXX
16. Future participants ............coouiiiiiii s 3,246 2,653 2,470 2,225 1,349
17.  All Current and future participants (lines 15d + 15e + 16) ................. 17.468 14,577 13,412 12,487 9,732
18. Present value of future expenditures less future revenue (lines 17— 13) ... 8,492 6,166 5,126 4,730 2.699
Federal Supplementary Medical Insurance (Medicare Part B):
Contributions and Earmarked Taxes from:
19. Participants who have attained eligibility age ..............cc.coooiiiii. 332 284 252 258 234
20. Participants who have not attained eligibility age ...............c.cooiiniee 2,665 2,148 1,856 1,845 1,527
21. Future participants ...........cooiiiiii 891 688 600 593 404
22.  All Current and future participants (lines 19 +20 + 21)..................... 3,889 3,120 2,708 2,696 2,165
Expenditures for Scheduled Future Benefits for:
23. Participants who are enrolled in SMI/Part B — balance sheet liability XXX XXX XXX XXX XXX
24. Participants who have attained eligibility age without enrolling....... XXX XXX XXX XXX XXX
25. Participants who have attained eligibility age (lines 23 +24) ................ 1,475 1,306 1,132 ,159 1,051
26. Participants who have not attained eligibility age........................ooine 10,577 [8,845] [7,463] [7,415] [6,094]
27. Future partiCipants ...........c.oiuiiiiii e 3,277 2,622 2,238 2,205 1,514
28.  All Current and future participants (lines 25 +26 + 27)..................... 15,329 12,773 10,833 10,780 8,659
29. Present value of future expenditures less future revenue (lines 28 — 22)..... 11,440 9,653 8,125 8,084 6,494
Federal Supplementary Medical Insurance (Medicare Part D:
Premiums:
30. Participants who have attained eligibility age ................cocooiiiiiian. 176
31. Participants who have not attained eligibility age .................ccoocoeeiiie. 1,857
32. Future participants ...........ooiiiiiii e 618
33.  All Current and future participants (lines 30 + 31 + 32)...........c.ocuen. 2,651
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Expenditures for Scheduled Future Benefits for:
34. Participants who are enrolled in SMI/Part D — balance sheet liability
35. Participants who have attained eligibility age without enrolling.......
36. Participants who have attained eligibility age................c.coooiiiiiinie.
37. Participants who have not attained eligibility age..........................o...
38. Future participants ......... ..o
39.  All Current and future participants (lines 36 + 37 + 38).....................

40. Present value of future expenditures less future revenue (lines 39— 33) .....

XXX
XXX
773
7,566
2,431
10,770

8,119
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Appendix 8 — Beneficiary Projections

Table 24-4. BENEFICIARY PROJECTIONS FOR MAJOR BENEFIT PROGRAMS

{Anrual avarage, in thousands)

Edtimata

2006

2006

2007

2009

FAITTEr diNSst PAVTIEIES (e ovo oo iossins s assas a0 00 a0 0050 00 055 50 0 0 S48 5 40 805 85 048 4585045 4 40840 00 008 60 050 0800000 0 200

Fedaral family education loans
Fedaral diract student loans ...
Medicaid'Stata Chikdren's Haalth Insurance Progra

Medicara-alighble military refiras haalh BEnsfits ..o i s s s s s s s

Medicara:
Hospital insurance |

SWGI’I’IQI’IE@I}" madu::a] II'L‘.’:;..;IFIB.I'!:B e

Railroad ratirment ..

Fedaral civil servica rahrament
Military ratirement .. i
Unarmgloyment cnmpensatlnn
Food stamgs .
Child nutrifion ...
Fostar care and ﬁdupnun 1ssmtan-:9
Supplemental ssourty income (S8

BERANESEAEIE oot iieit it iiinir st s 00 0000000 0 0 0 8 0 0 S 8 R 884 S 8B 0 08 00

Subtotal, S8 .

Child care and dﬂ?’dﬂpl’l’lﬂl’l[ |:|.II'II:|'I ...

Social security (OASDI):

M a8 AN SUNVIVOE IVSURIIMER |10tk i00inin i 00000000000 080 0000000560 0 0808055 00 805 50 54840650000 408008 00 008058 080 08006000 0100
DDESSENTIEY TPVSLIFAFICES 1oo it ie i ss e e s e e 0 0000000 0 5450 0 0 B850 0 45 55 548 4485850 40840 00 408050 050 080000002 0 200

Vatarans compansation:
Vatarans ..

Burvivars |mn-'.reteran51 . w

Subtotal, Vatarans SomMPENSAHON a0 00 0 0

Vatarans pmsians
1.fnalttaurvzu'm

SUBOEAL, VEIEFANS PEIEKNIE oot vasins i sumsas s iss s s st s 0 ses e o0 4850 500040 448500 40 405880 04408 450 8504 08440800 444 508 0 020000005

1,067
£,202
2,163

47,000
1,682

41,198
38,208
&4
206
2,000
10,140
23,500
21,000
Fa4

1,134
5,577

1,867
056
2,275
48,300
1,720

4,880
0477
Gog
2407
2,062
10,080
24,872
a2 427
GOg

1122
5,745

1,83
7.
236
42,600
1,7

42 561
40,05
585
244
2074
9,930
24501
32,84
63

1113
5ET7

1,018
255
2 507

40,000
1,788

43,204
40,51

2472
2,000
9,80

23,506

23 449

1,407
5,075

1,809
7,216
2,635
40,300
1,827

H“11
41,282
62
2,505
2118
9,830
28,077
33,966
o0

1,104
6,040

1,880
7,588
2,
49,600
1,883

45,063
42,054
53
2,538
2132
9,90
22 645
24,404

=

1,102
6116

6,711
2,400

30,588
7,664

2,548
223

&,867
2,400

40 0609
7,908

2,607
328

6,000
2300

40302
2302

260
aH

7,082
2,00

40,800
8,547

2,773
244

7,163
2,200

41,524
8,855

2,848
o

TMa
2,40

42,256
4,082

2,807
a7

2874

44
218

2936

M3
208

3026

340)
160

2114

a7
180

3,167

b2
182

2,264

B
5

&1

62

BE1

530

827

816

806

Vincudes children served through the CCOF iincluding TANF transfers) and through funds spent directly on child care in the Social Sanvices Bleck Grant and TANF programs.
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