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Background

F inancial Accounting Standard No. 1 3 3 ,
Accounting for Derivative Instruments and
Hedging A c t i v i t i e s, effective in June 2000,

required that derivatives be recognized as assets or
liabilities and measured in the financial statements at
fair value. Derivatives include financial instruments
that hedge against variations in fair value, cash flows or
foreign currency rates. Certain instruments, i n cl u d i n g
some insurance products, although not derivatives,
contain embedded derivatives. Under FAS 133, c e r t a i n
embedded derivatives must be bifurcated from their host
contracts and be reported at fair value, with changes in
this value flowing through the income statement.

During the initial implementation of FAS 133, many
companies acknowledged the existence of an embedded
derivative in Modified Coinsurance (“ModCo”),
Coinsurance with Funds Withheld (“CFW”), and other
contracts with similar provisions. H o w e v e r, t h e y
believed that the embedded derivative was “clearly and
closely related” to the host contract, and therefore
exempt from bifurcation requirements.

In 2002, numerous discussions and public comments
among the A I C PA , SEC and FASB focused on this
i s s u e. In April 2003, the FASB released FAS 133
Implementation Issue B36 (“DIG Issue B36”),
“Embedded Derivatives: Modified Coinsurance
Arrangements and Debt Instruments That Incorporate
Credit Risk Exposure That Are Unrelated or Only
Partially Related to the Creditworthiness of the Obligor
Under Those Instruments”. DIG Issue B36 will have a
dramatic effect on the way both ceding and assuming
companies account for ModCo and CFW reinsurance
c o n t r a c t s. This guidance is effective the first day of the
first fiscal quarter beginning after September 15, 2 0 0 3 .
All affected financial instruments will need to be

A t the A I C PA 2002 National Conference on
Current SEC Developments, the SEC staff
announced their views that certain reinsur-

ance agreements, s u ch as modified coinsurance
arrangements (modco), under which the ceding
company retains the underlying assets and the rein-
surer receives an investment return based on that
underlying referenced pool of assets, contain an
embedded derivative that must be accounted for in
accordance with Statement of Financial A c c o u n t i n g
Standards No. 1 3 3 , Accounting for Derivative
Instruments and Hedging A c t i v i t i e s ( FAS 133).

In January 2003, the FASB announced that it would
clarify this interpretation of FAS 133 in a derivative
implementation group (DIG) Issue. On April 10, 2 0 0 3 ,
the FASB posted the cleared DIG Issue No. B 3 6 ,
Embedded Derivatives: Modified Coinsurance A r r a n g e -
ments and Debt Instruments That Incorporate Credit
Risk Exposures That Are Unrelated or Only Pa r t i a l ly
Related to the Creditworthiness of the Obligor under
Those Instruments. DIG B36 is effective for the first
fiscal quarter beginning after September 15, 2003.

DIG B36 includes an example of a modified coinsur-
ance arrangement that includes an embedded
derivative that must be identified and accounted for
separately from the debt host at fair value, p r o v i d e d
that the reinsurance arrangement is not already
accounted for at fair value. This bifurcation would be
necessary by both the ceding company and the assum-
ing company.

DIG B36 requires application of the interpretation to
both existing and future modco and similar arrange-
ments for quarters beginning after September 15, 2003,
which, for calendar year companies, means that compli-
ance must begin with the upcoming year- e n d
statements.

This article examines the characteristics of modified
coinsurance and similar arrangements, w h i ch may



result in the presence of an embedded deriva-
t i v e. It reviews the criteria that must be
satisfied in order for an instrument to be consid-
ered an embedded derivative under FAS 133
and, finally, presents some of the considerations
necessary to properly account for the embedded
modco derivative according to FAS 133.

Modified Coinsurance and
Similar Arrangements

Under modco arrangements the reinsurer
p a r t i c i p a t e s, on a pro-rata basis, in all premi-
ums and benefits from the underlying contracts.
The ceding company retains control of the
invested assets necessary to support the
reserves for the underlying contracts. The rein-
surer funds the statutory reserves on the
reinsured portion of the risks through the
modco reserve adjustment. The ceding company
credits interest to the reinsurer on the statutory
reserves at the modco interest rate.

It is useful to think of modco as consisting of
traditional coinsurance of the risks, c o m b i n e d
with a loan from the reinsurer to the ceding
company. The loan balance is maintained at an
amount equal to statutory reserves via the
modco reserve adjustment, and the loan interest
rate is the modco interest rate. Using this inter-
p r e t a t i o n , the reinsurer’s balance sheet would
show both a reserve for future policy benefits
and also a “funds withheld asset” equal to the
loan balance. The ceding company’s balance
sheet would show a reserve liability to the poli-
c y h o l d e r, invested assets in the underlying
p o r t f o l i o, a reserve recoverable from reinsurers
a s s e t , and a “funds withheld liability” equal to
the loan balance:

Direct Writer

Assets Liabilities
Invested Assets Reserve
Reserve Recoverable Loan (FWA)

Reinsurer

Assets Liabilities
Loan (FWA) Reserve

In most modco arrangements in the United
S t a t e s, the modco interest rate is equal to the

earned interest rate on the underlying portfolio
of invested assets, which are typically held in a
trust, or some other legally segregated portfolio,
or is based on the ceding company’s return on
general account assets. The reason for this is
that this approach will assure transfer of invest-
ment risk and allow the arrangement to qualify
for reinsurance accounting (for the ceding
company) under NAIC rules.

It is precisely this situation, when the rein-
surance arrangement provides for sharing of
investment results on a referenced pool of
a s s e t s, that is the concern of DIG B36. T h e
conclusion is that, to the extent the investment
return includes credit risk beyond the counter-
party credit risk of the ceding/ assuming
c o m p a n y, or other risks not clearly and cl o s e l y
related to the funds withheld asset/liability, the
arrangement will include an embedded deriva-
t i v e. In order to see how this conclusion is
reached, it is necessary to understand the crite-
ria under FAS 133 for a particular instrument
to qualify as an embedded derivative.

FAS 133 Embedded 
Derivative Criteria

A financial instrument that contains an embed-
ded derivative is called a hybrid instrument,
which consists of a host contract and the embed-
ded derivative. In order to be considered an
embedded derivative, the following criteria
must be met:

1. The embedded derivative must qualify as a 
derivative as defined in paragraph 6 of FAS 
1 3 3 . The following required characteristics 
of a derivative are described in paragraph 6:

n There must be an u n d e r ly i n g and/or a 
n o t i o n a l . U s u a l l y, the value of the 
embedded derivative is determined 
from the application of the underlying 
to the amount of the notional. In the 
case of a modco arrangement, the 
notional is the funds withheld 
a s s e t / l i a b i l i t y, and the underlying is 
the return on the referenced pool of 
assets (i.e., the modco interest rate).

8 • RE I N S U R A N C E NE W S • Electronic Issue • July 2003

Embedded Derivatives... • from page 1



n At inception, there must be no or 
insignificant required net invest-
ment in the embedded derivative.

n Investment cash flows must be net 
settled in cash at each settlement 
date defined in the contract.

2. The economic characteristics and risks of 
the embedded derivative must not be 
clearly and closely related to the economic 
characteristics and risks of the host.

DIG B36 indicates that if the return on the 
underlying portfolio includes credit risk 
associated with the issuers of the underly-
ing securities, this credit risk is to be 
distinguished from the credit risk of the 
ceding company (the counter-party risk),
and this prevents the embedded cash flows 
from being clearly and closely related to the 
debt host (the funds withheld asset/liability)
issued by the ceding company. The DIG 
r e a d s : “The risk exposure of the ceding 
c o m p a n y ’s general account assets or its 
securities portfolio is not clearly and closely 
related to the risk exposure arising from the 
overall creditworthiness of the ceding 
c o m p a n y, w h i ch is also affected by other 
f a c t o r s. C o n s e q u e n t l y, the economic ch a r a c -
teristics and risks of the embedded deriva-
tive instrument are not clearly and closely 
related to the economic characteristics and 
risks of the debt host contract.”

It should be noted that this treatment of 
credit risk is very different than the treat-
ment of interest rate risk. Regarding 
interest rate risk, FAS 133, paragraph 61,
suggests that when an embedded deriva-
tive related to interest rate risk exists and 
the host contract is a debt instrument,
then in most cases the risks and ch a r a c -
teristics of the embedded derivative are 
considered to be clearly and closely related 
to the risks and characteristics of the debt 
host.

3. The hybrid instrument is not carried at 
fair value under otherwise generally 
accepted accounting principles, with 
changes in the fair value of the instru-

ment reported in earnings at each report-
ing period.

The conclusion of DIG B36 is that many modco
arrangements contain an embedded credit
d e r i v a t i v e. For these, it will be necessary to
bifurcate the funds withheld asset/liability (the
hybrid instrument) into the embedded credit
derivative and the host contract. Once the
embedded derivative is identified and sepa-
rated, it should be recorded as an asset/liability,
and changes in its fair value should be recorded
in GAAP earnings.

Bifurcation of the Funds
Withheld into the Credit
Derivative and the Host
Contract

The funds withheld (FW) provide a return based
on the modco interest rate, which is earned on a
notional amount equal to the statutory reserves.
The modco interest rate, which is the return on
the referenced pool of assets, may be thought of
as consisting of a risk-free rate of return plus a
spread for the credit risk associated with the
issuers of the securities in the referenced pool of
a s s e t s. T h e r e f o r e, at any point in time the
market value of the FW asset (from the rein-
s u r e r ’s point of view) is the market value of a
risk-free asset with the same cash flows as the
FW less the discount for the credit risk associ-
ated with the issuers of the securities in the
reference pool. In particular, at the inception of
the reinsurance arrangement there is an antici-
pated level of default activity that has been
reflected in the determination of this discount
for credit risk. This suggests that variations in
this anticipated level of credit risk should be
reflected in changes in the value of the embed-
ded derivative.

Said another way, there is a “ b a s e l i n e ” l e v e l
of anticipated credit risk associated with the
FW asset. As long as this baseline does not
ch a n g e, the value of the embedded derivative
should not ch a n g e. In subsequent periods the
fair value of the embedded derivative may
become positive or negative, reflecting devia-
tions from the baseline in anticipated default
e x p e r i e n c e. In subsequent periods the fair
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value of the embedded derivative will reflect
changes in the anticipated cash flows from the
FW asset that occur because of credit quality
changes in the reference pool.

The host contract would therefore be a “credit
risk free” asset with the same anticipated cash
flows as the FW asset. These anticipated cash
flows would reflect the baseline level of default
activity in the reference pool. The embedded
derivative represents the risk associated with
changes from the baseline.

To illustrate these points, the following
section contains a simple example based on the
modco reinsurance of a five-year SPDA contract,
with underlying investments all in five-year
zero coupon bonds. This example suggests that
one approach to determining the fair value of
the embedded derivative may be based on
discounting projected cash flows of the FW
a s s e t . The very broad subject of fair value
accounting is well beyond the scope of this arti-
cl e. For an excellent discussion of principles of
fair valuation of liabilities in an insurance
c o n t e x t , some practical tech n i q u e s, and a very
good list of references on these topics, the reader
is referred to the American Academy of

Actuaries public policy monograph, Fa i r
Valuation of Insurance Liabilities: P r i n c i p l e s
and Methods, published in September 2002.

A Simple Example

The example is based on a five-year SPDA with
investments made in five-year zero coupon
b o n d s, assumed to yield 4.75 percent. C r e d i t e d
interest is anticipated to be 4 percent. There is a
3 percent commission and a surrender charge of
4 percent graded out to 0 percent on any with-
d r awa l s. Wi t h d r awal rates are assumed to be
zero percent in year one, 5 percent in year two, 1 0
percent in year three, 15 percent in year four and
100 percent at the end of year five. The following
table (Table 1) shows the anticipated fund devel-
opment for a single deposit of $10,000.

Deposits net of commissions are assumed to
be invested in zero coupon bonds yielding 4.75
percent. The direct writing company will main-
tain assets backing the business equal to the
statutory reserves, with any excess transferred
to surplus. Table 3 shows the cash flows from
a s s e t s, w h i ch are anticipated at inception.
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2 - - 1 0 , 4 0 0 4 1 6 5 4 1 1 0 , 2 7 5 9 , 9 6 7

4 - - 9 , 6 1 8 3 8 5 1 , 5 0 0 8 , 5 0 2 8 , 4 1 7

1 1 0 , 0 0 0 3 0 0 1 0 , 0 0 0 4 0 0 - 1 0 , 4 0 0 9 , 9 8 4

3 - - 1 0 , 2 7 5 4 1 1 1 , 0 6 9 9 , 6 1 8 9 , 4 2 5

5 - - 8 , 5 0 2 3 4 0 8 , 8 4 2 - -

Table 1

B O Y I n t e r e s t E O Y EOY CSV

Ye a r D e p o s i t C o m m i s s i o n F u n d C r e d i t e d W i t h d r a w a l s F u n d =Stat Res

1 9 , 7 0 0 4 6 1 - 1 7 7 9 , 9 8 4

3 9 , 9 6 7 4 7 3 1 , 0 4 7 ( 3 2 ) 9 , 4 2 5

5 8 , 4 1 7 4 0 0 8 , 8 4 2 ( 2 5 ) -

2 9 , 9 8 4 4 7 4 5 2 5 ( 3 3 ) 9 , 9 6 7

4 9 , 4 2 5 4 4 8 1 , 4 8 5 ( 2 9 ) 8 , 4 1 7

Table 2

4 . 7 5 %

B O Y I n v e s t m e n t A s s e t s E O Y

Ye a r A s s e t s I n c o m e S u r r e n d e r s Tr a n s f e r r e d A s s e t s



Investment income represents accrual of
discount, and the 4.75 percent rate is assumed
to be adjusted for anticipated defaults. T h e
assets transferred represent the adjustment to
assets in the reference pool to maintain a
balance equal to statutory reserves.

The FW asset is always balanced to equal the
statutory reserves. Table 4 shows the develop-
ment of the anticipated FW asset cash flows.
The cash flow is equal to assets released, which
are equal to the surrenders plus assets trans-
ferred from Table 2.

Now let us assume that, at the end of year
o n e, the anticipated default experience on the
reference pool of bonds has deteriorated, to the
extent that the expected return is now 4.5
percent, rather than 4.75 percent. Assume also
that no other anticipated assumptions hav e
changed (withdrawal rates, credited interest).
We can now project the cash flows from the FW
assets under the anticipated experience at the
end of year one as follows in Table 4.
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2 9 , 9 8 4 4 7 4 9 , 9 6 7 ( 4 9 1 ) 5 2 5 ( 3 3 )

4 9 , 4 2 5 4 4 8 8 , 4 1 7 ( 1 , 4 5 6 ) 1 , 4 8 5 ( 2 9 )

1 1 0 , 0 0 0 3 0 0 9 , 7 0 0 4 6 1 9 , 9 8 4 9 , 5 2 3 - 1 7 7

3 9 , 9 6 7 4 7 3 9 , 4 2 5 ( 1 , 0 1 5 ) 1 , 0 4 7 ( 3 2 )

5 8 , 4 1 7 4 0 0 - ( 8 , 8 1 7 ) 8 , 8 4 2 ( 2 5 )

Table 3

BOY Mod M o d C o EOY Mod M o d c o N e t

Ye a r D e p o s i t s A l l o w a n c e Co Res I n t e r e s t Co Res A d j u s t m e n t S u r r e n d e r s S e t t l e m e n t

1 9 , 7 0 0 4 6 1 1 7 7 9 , 9 8 4 1 7 7

0 ( 9 , 7 0 0 )

3 9 , 9 6 7 4 7 3 1 , 0 1 5 9 , 4 2 5 1 , 0 1 5

5 8 , 4 1 7 4 0 0 8 , 8 1 7 - 8 , 8 1 7

2 9 , 9 8 4 4 7 4 4 9 1 9 , 9 6 7 4 9 1

4 9 , 4 2 5 4 4 8 1 , 4 5 6 8 , 4 1 7 1 , 4 5 6

Table 4

BOY FW I n v e s t m e n t A s s e t s E O Y FW Asset

Ye a r A s s e t s I n c o m e R e l e a s e d FW Assets Cash Flow

continued on page 12

0 - - - - -

2 9 , 9 8 4 4 4 9 4 6 6 9 , 9 6 7 4 6 6 -

4 9 , 4 2 5 4 2 4 1 , 4 3 2 8 , 4 1 7 1 , 4 3 2 -

1 - - - 9 , 9 8 4 - 9 , 8 9 9

3 9 , 9 6 7 4 4 9 9 9 0 9 , 4 2 5 9 9 0 -

5 8 , 4 1 7 3 7 9 8 , 7 9 6 - - 8 , 7 9 6 -

Table 5

BOY FW I n v e s t m e n t A s s e t s EOY FW F W A s s e t PV Asset

Ye a r A s s e t I n c o m e R e l e a s e d A s s e t Cash Flow Cash Flows



The present value of FW asset cash flows at
the end of year one, reflecting the revised antici-
pated default experience is now 9,899. T h e
present value of FW assets cash flows at the
end of year one, based on the baseline default
experience, is $9,984. This suggests that an esti-
mate of the value of the embedded derivative is
given by the difference, or $9,899 – $9,984 =
(85).

In this example, the present values were
taken at 4.75 percent. Appropriate discount
rates to use in estimates of fair value based on
discounted cash flows is beyond the scope of this
a r t i cl e. A g a i n , the reader is referred to the
A c a d e m y ’s public policy monograph, Fa i r
Valuation of Insurance Liabilities: P r i n c i p l e s
and Method for discussions about this issue.

Two additional observations related to this
example should be made. Fi r s t , in our simple
example we assumed that during year one
there were no changes in anticipated product
experience with respect to persistency or cred-
iting strategy. If in fact these factors had
ch a n g e d , it would be necessary to re-determine
the baseline scenario to reflect the current
persistency or crediting expectations, but with
the original anticipated default experience. To
see why this is true, note that if the antici-
pated default experience does not ch a n g e, t h e
value of the embedded derivative should not
change even if the other factors do ch a n g e.
A l s o, the baseline scenario would need to be
updated to true up for actual inventory
changes during the first year.

Second, under most modco arrangements, the
ceding company has the ability to move assets
in and out of the reference pool, subject to
certain asset type and quality restraints, as long
as the book value of the assets is maintained
equal to the statutory reserves. S u ch asset
movements will cause shifts in the anticipated
FW asset cash flows resulting from changes in
anticipated default activity within the invest-
ment constraints. These would also need to be
reflected in the estimate of the value of the
embedded derivative.

What is the Host Contract?

Some public comment about the proposed DIG
has concerned the question about whether the
host contract is really a debt instrument that

appropriately belongs under the scope of FA S
1 3 3 . These arguments would contend that the
host contract is the entire reinsurance contract
and any associated segregated asset agree-
ments. Indeed, the two final observations made
in the preceding section show how the cash
flows under the host are intricately related to
the underlying policy behavior that is trans-
ferred via the reinsurance agreement and to the
asset balancing allowed within investment
c o n s t r a i n t s. Whether this view will gain fav o r
with the SEC remains to be seen.

Other Similar Situations

It is possible that the guidance in DIG B36 may
be generalized or expanded to include similar
insurance and reinsurance situations. Whenever
an insurance or reinsurance contract provides
for a total return based on a referenced pool of
assets on a guaranteed basis, it will be neces-
sary to analyze the instruments carefully to
determine whether embedded derivatives exist.
Possible examples that come to mind incl u d e
any participating business that provides for a
total return on a referenced pool of assets, and
perhaps contracts with experience rating formu-
las that provide a total return to the contract
holder.

Conclusion 

DIG B36 interpretation will be effective in 2003.
Therefore, both ceding and assuming companies
should be taking inventory of their modco rein-
surance treaties, their coinsurance/ funds
withheld treaties and similar arrangements,
and reaching conclusions about the presence of
embedded derivatives. It should be noted that
coinsurance/fund withheld type treaties are
similar to modco arrangements and would also
be included within the scope of DIG B36.
Implementation of accounting for embedded
modco derivatives will consume significant time
and resources, and will introduce new elements
of volatility in GAAP income. ?
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