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TO WATCH OFFICE: 


FROM: Timothy'Geithner 


Please forward to Secretary. Summers. Lipton ASAP. Fax to Truman at the FRB. And cc: to 
Gagnon and DuJaney.. 

Thanks. 

TOTAL P.06 



June 11. 1998 

MEMORANDUM FOR SECRETARY RUBIN 
LAWRENCE SUMMERS 
DAVlD LIPTON 

FROM: Timothy Geithner 

SUBJECT: The Yen 

The Deputy Secretary and I had a number ofconversations on the subject of the yen during our 
meetings in Paris, and he suggested I put on paper some of the ideas we discussed. 

My coneCmlS are these: 

• 	 The markets perceive a iserious risk that the yen could weaken significantly further. 
Sometimes the strength ofa conviction implies the worst may be over, with everyone 
already positioned in anticipation of the expected. but there are very strong fundamental . 
reasons to suppon this fear ofa further decline. 

• 	 TIle general consensus is thar a significant funh~ decline in the yen would be very 
dfmaging to Japan's trading partners in Asia, with the direct.effects most acute for Korea, 
Tniwan. and possibly Hong Kong, but with China and. th~ rest of Asia ultimately 
Vl.tlnetable as welL . 

It is possible that the fear of, the perceived risk of, the decline is more of a problem than 
an: actual decline would,be. if this is true: then getting the decline out of the way would 
be: beneficialfor the region. This is something that is impossible to know with 
eo·nfidence. and it's a proposition that is dangerous to test. 

f. 

.. 	 Al; always, it is hard to know on the basis offundamentals whether the yen should 
W4~en significantly further. bas already overshot. or is about right. 

With Japan's current account surplus now ona path to approach four percent of 
GDP,the models that payar:tention to external sustalllability tend to view the yen . 
as wildly undervalued at current levels. These models have not proven to be a 
panicularly accurate measure ofhow exchange rates move. even over periods of . 
time measured in years. 

On the other side of the argument, the yen has not declined that much in real 
. effective terms over the past year. despite a very dramatic deteriorati')n in both 
. reality and perceptions of the real economy and the financial system. In part 
because of interVention and noise from the Japanese officials. the market may not 



have fully priced in the deterioration that has already occWTed. 

• 	 We are unlikely to see any changes in policy or fundamentals in Japan over the next 
several weeks or even months that will be dramatic enough to improve confidence. 

The economy is likely to continue to deteriorate in the short term. 

Fiscal policy is now essentially set. Prospects of permanent tax cuts seem 
to have receded. They are likely to take a run at revenue neutral package 

I 	 . 

personal and corporate tax reform, but this won't help the short-term 
problem. At some point during the next few months, the substantial 
money in the recent package will start to flow. This will help~ but there's 
no talk now in Japan of a second fiscal package: 

The Government's financiahystem strategy seems to evolving toward an 
approach closer to the one we have suggested. But this won't be outlined 
in more concrete tq,rms clear until mid.July, and even then there will be a 
lot of fog and uncertainty and skepticism until we start to see actions on 
the ground. 

Monetary policy seems likely in the short term to continue to have the 
effect ofputting downward pressu.re on the yen, as the aOJ continues to 
supply liquidity to the banking system. ' 

• 	 1rl this context. we face, under the best ofcircumstances, a period oflimbo. with no help 
from policy" and no good hook to use as a device to try to change sentiment in exchange 
Itlarkets. . 

1:still think we can be reasonably confident that the dollar is doing us more good than 
harm. 

The appreciation in real effective te~s has been significant •• between] 0 
and IS percent or SO against the average of the past five to ten years. It has 
begun to affect earnings and expectations ofearnings, and it is clearly one 
factor contributing to the expected deterioration in our current account 
deficit. 

So far. however, these costs do not seem that significant. And the benefits 
of the appreciation in terms of lower inflation, lower interest rates, and 
some restraint on growth are much more compelling. 

It is more appropriate for us to be worried about the consequences of a 
significant further rise in the dollar. than to be concerned about the present 
level. . 

http:pressu.re


• 	 A final point on the present context. The market now perceives ,us to be resigned to the 
yen's fall, cheerleading the dollar's rise, flirting with the possibility of the monetary 
expansion/yen depreci~tion strategy for Japanese recovery, and unwilling to cooperate 
with the Japanese in trying to put a floor under the yen without more fundamental change 
in policy. The market also perceives the threat of intervention by Japan to have receded 
and is impressed by the apparent support in the official community in Japan for lening the 

,yen fall. 	 . 

In general, I think one should view skeptically the effect of these 
perceptions ofofficial policy on market behavior. But they may be 
contributing to the negative sentiment about the yen, and correcting them 
could make some difference. 

In the context of all this, my inclinations are to recommend the following steps: 

• 	 On the policy front, we should maintain our present emphasis on a 
macroeconomic policy stance (substantial fiscal stimulus with monetazy policy 
about where it is now) that would help produce domestic demand led'growth and 
reduce the risks :of a damaging funher weakening of the yen, and not embrace at 

, this stage the alternative strategy of radical monetary expansion. . 

In this context, we should explore the possibility of a new set of 
fiscal measures that could be put in place later this year if 

, necessary and continue to look for ways to reinforce the apparent 
shift in Japan to a more aggressive strategy to strengthen the 
financial system. 

• 	 We should shift ,our public formulation on exchange rates to emphasize more 
explicitly our Concern about the weakening of the yen. and the risks this presents 
to Jnpan. to Asia. to Japan's external surplus, and to the system as a whole. 

I~ this context, I would suggest we give less prominence to 
emphasizing continuity in our policy. and less emphasis on the 
strong dollar mantra. And I think it would be helpful if we could 
reduce the market's current conviction that we have f.Jreclosed 
completely the possibility of intervention, Which could be done 
simply by stating that we are watching developments in the 
markets closely and that we are in close contact with the 0-7 and 
Asian authorities. 

The challenge here is to frame a clear message about the yen'that 
does not imply that we think the dollar has necessarily become too 
stI'ong. - . 

-	 And in talking about the yen, I think we want to preserve 



ambiguity about what we think about the current leveL We should 
not state with conviction it has gone too far, because we can't 
know that with confidence. And we should not consent that our 
objectiveis necessarily to strengthen it, though that might be the 
natural consequence of a successful macroeconomic and financial 

.~ystem strategy to restore confidence. 

• 	 We should conSider the merits of exchange market intervention to send a more 

forceful signal ofconcern about the yen. to help provide a bridge to the policy 

measures now coming on stream in Japan, and to help reduce the risk of a . 

. damaging further decline. 

... On option would be to conduct a concerted operation with the 
. United State, China. Hong Kong, Singapore, and Gennany. By 

irlcluding the countries in Asia who have the capacity to use their 
reserves in this way and who are most vulnerable to the yen's faIt 
by making the operation globa), and by making it obviously 
'focussed on the problem of the yen, rather than the dollar, we could 
reduce some of the risks involved iri intervention. 

We may be approaching conditions which would make 
i~tervention effective. The market seems to be very short yen. 
though it's never really clear what that means. Expectations of 
intervention have receded. And there are policy measW'es coming 
on stream in Japan that are likely to help strengthen the 
fundamentals over time, a1though at this point these look unlikely 
to be sufficient. 

On the other hand, there are lots ofreasons to think a concened 
operation would fail, and could be damaging. The market's 
perception ofthe fundamentals in the U.S. and Japan suggest the 
yen should weaken furthcr. Action by the United States to sell 
dollars would be a consequential act, and could be particularly 
dangerous given the fragility of sentiment around U.S. equity 
prices. We might not be able to convince the markets that we are 
interested in stabilizing the yen, not in weakening the dollar. And 
failure could precipitate a sharper decline in the yen than might 
otherwise have occurred, by dramatizing the force ofthe 
fundamental pressures against the yen. 

. • 	 Finally. I think it'would make sense to calla special meeting of the Manilla 
Framework Group of finance and central bank deputies. perhaps as early as next 
week. 

This would provide a chance not just to review where we are in the 

., 

J 
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Asian crisis and explore whether there are new initiatives we could 
be considering to help, but also to dramatize the problem of the yen 
.and mobilize broader pressure on Japan to act. 

Of course, meetings like this can be damaging without a clear 
sense in advance of what could be achieved in practical terms. But 
we could probably come up with a common statement that would 
help our objectives. 

..J 
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June 14. 199~ 

MEMORANDUM FOR SECRETARY RUBIN 
DEPUTYSECRETARYS~RS 

FROM: Timothy Geithner~ 


SUBJECT: Japan, Asia and the Yen 


Attached is an outline ofthe scenario we discussed earlier today, \\ith the follo'Wing sequence of 
steps. 

POTUS call to PM Hashimoto 

U. S. exchange market inteIVention, with Japan, in yen early in the week, possibly 

Tuesday. 


Followed closely by PM's statement. 


Calls to Chinese and other Asians. 


Possible G· 7 Statement. 


LHS trip to Japan and China. 


Manilla Group meeting. 


cc: Lipton, Froman 

Greenltpan., Truman, Fisher 
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Possible Statement by Secretary Rubin following intervention operation 

The U.S. monetary authorities operated in the exchange markets this morning to support the yen, . 
in cooperl3tion with the monetary authorities ofJapan. w~e a strong and stable yen is 
critically important for J8 for the nations ofAsia, and fo e world economy as a whole. The 
Japanese Govemmen is commine to taking actions to strengthen domestic demand and restore
the health ofthe finanCLa ruch will help create the conditions that are essential for 
exchange rate stability. We look forward to impJementation ofan effective program over the next 
few months. Japan has the financial resources and the capacity to deal with the challenges it ' 
faces, and the intemBtional community has a large stake in seeing it succeed. We are prepa.red to 
continue to cooperate in exchange markets, as appropriate, as these new policies are put in place. 
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'- A sU'()aS _ $bble yc:n.is of~im~ to 1~ ra the n:covery of Asian cowaulcs 
affi:..cted by fiDant;"l:l1 Ttlarite[ mrtml.mce.ID4!D-tbc ~world l!:I';.Docmy. 

To';'~Lrd this end.. the Govemm= orlIPID is tcmmJn.ed rD ~,alll:lCll;~.y steps to KbiGYG 
dQmc~c.d~-led .,.ow1h. 'CO naore itl Nati:l.lIl1Y~u::rn &0 health, ami ID o~ aDd clc:rqulate 
ibmll'kcu. 
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1Ae (~venmumt ofJ.~ is couamitted to m ~Ou.1monn of me fiD.&Kial ~ basCld em 
the rc,D~g four ~tion propoals: . ' 

. 1. lh~p",~1i' ajJuul MSfPb 1IIUJ.H tlggr~y 

~ ovfth:mg ofW :uset£ nee4c to. '"liq~ to rec"Cor& coD.fidaDc:. and.l~ . 
&eti'Vity. The JIIP-nP.:lle Govemme;nl will actively eoeourase l.ilpaRce ba:ak& to ,tll of! 
bad.as.setCl and wilf ~1.tt in ,w:.e!be lee:.1 al'ld insIiftmomil measures DeCeISlU)' fg seU the 

. c:ollatcri.l uadC!'."biDr: ba41oms. 
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l'hc "c:CInvoy" 'ystem.Will be Ilt:md.olcld.__ aM'D:Iselwzl i.J:I.s1'imIio& will be closed 
or merged. 1."bc \10K ofpub~ t\mtls to aasi~stWible mmmnoQS tQ n;mIin opcIl will be 
CO'IlfliIiUJl;;U jQ iI$ co impIgyc ~=u:m &:QtPOnIIC .-o"'~, . 

. ~lJ 
.3. improve mut.:rpGl'Cllt:y lI1Ul diJ~lotJure. ' 
l\ecopizin, thd! imp~eof'lI~Gy a.d disclollt.ltt in impro~ capital market 
ofScieacy :w.d rM~' 'QJI.I:ert:ainty. Jap~D~ will be Tflt.JuU-ed to =losc 1.b.e £WI 
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('lOVer:mDcnt oversight iDd. ~erviliOD'ofthe tma!lcial £-='Ot will he impnved ~ ensure 
th&[ prudentW slalC1ard$ a:e beiDa met aBd to ~y JD'I)mote c.onfidc:lC:e iD.1be !.'.ystem. 

1bcuw P'1J:I.mdal SupaviJoly J-.:w:.y .n.u ftlC&ive ll:r'Cm,cr r:nfbrccmc:m: pOWCIi 8Ild 
rag" cx"minl:"t'S. 
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C:eOaI)lDY to impovc: n:.al bKomcs ofthe J'9""e~ people.. 
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DEPARTMENT OF THE TREASURY 
. .. .~ 

WASHINGTON 
..r-.:; ,'&'~"'''. 

Action Deadline: March 23 
March 16, 1993

ASSISTA'NT SECRETARY 

MEMORANDU1~ FOR 	 SECRETARY BENTSEN 
:--..-. . 

FROM: Ger urphy
r Fiscal~ssistant Secretary 


SUBJECT: 	 Request to Approve Federal Accounting Standards 
Advisory Board (FASAB) Interim Accounting Standards 
Guidance 

ACTION F01RCING 	 EVENT: 

Elmer Staats, Chairman FASAB has transmitted the Board's completed 
action on revised interim accounting standards guidance. The 
existing interim accounting standards need to be revised as a 
result of recommendations from FASABalong with other guidance such 
as financial statement form and cont,ent requirern~nts .... issued. by the 
Office of Management and Budget. Mr. Staats requests your approval 
of the interim accounting standards guidance as one of the three 
principals ,for FASAB. Requests for similar approval have been 
t.::::~ns~itt,~d·' .·sepa-:t"!a~t:.e~"y~,-·to·-··:the····Di:!;eGt0r~i·-··Cf·f ice-··· o·f~ !~1'£l,nageme!1t··-:::'1·j' 
Budget and the Comptroller General of the United States. 

!U:COMMEND;~TION: 

That you sign the attach~d FASAB RECOMMENDATION FOR REVISED INTERIM 
CCOU NG S~NDARDS GUIDANCE approval sheet. 

" /"l, ,;1)0 	 ,~~ \ Approved 	 Let's Discus5 

BACKGROUNJD/ANALYSIS 

This recommendation is necessary to provide the audit community 
with timely guidance in selecting appropriate guidelines/standards 
in performing their audit of federal government agency fina~ci~! 
statement:;;. Current interim accounting standards no longer provide 
appropr iat.e guidance. As Treasury I s Board representative If 

believe a.pproval of :this recommendation is essential to allow 
~ffective and efficient audit efforts to continue. 

ATTACHMEN'r: 	 FASAB Recommendation for Revised Interim Accounting 
Standards Guidance for Signature 

cc: Fran:k: Newman 

I 

Edward S. Knight 




, .,. 
RECOMMENDATION FOR REVISED 

INTE~IM ACCOUNTING STANDARDS GUIDANCE 

The Federal Accounting Standards Advisory Board (FASAB) 
recommends that the Interim Accounting Standards' Guidance issued as 
a result ()f the Board's recommendation of March 29, 1991 be revised 
as follows: 

Until a sufficiently comprehensive set of accounting standards 
are agre~~d to and published by the Joint Financial Management 
Improvement Program (JFMIP) principals, which will constitute 
"generally accepted accounting principles for the federal 
government", the following hierarchy shall consti tutean "other 
comprehensive basis of accounting" and shall be used for preparing 
federal agency financial statements: ' ' 

1. 	 Individual standards agreed to and published by the JFMIP 
Princ,ipals. 

2. 	yorm and content requirements incluaed in OMB Bulletin 
'-~93-02, dated October 22, 1992. 

3. _Accounting standards contained in agency accounting policy, 
procedures manuals, and/or related guidance as of March 29, 
1991, so long as they are prevalent practices. 

4. 	Accounting principles published by authoritative standard 
setting bodies and other authoritative sources (1) in the 
absence of other guidance in the first three parts of this 
hierarchy, and (2) if the use of such accounting standards 
improve the meaningfulness of the financial statements. 

Disclosing differences between the accounting standards being 
followed and Title 2 of,GAO's Policy and Procedures Manual for the 
Guidance of Federal Agencies is no longer required. Federal 
agencies- will instead tully dp-scribe in the footn9te'\s to their 
financial statements the accounting standards - in the above 
hierarchy followed in preparing the statements. 

APP~JV~ 

c-'~-:-q--:::--1_-::--(:~~..:::r-+....;...,-=,'--_"'--_______ 


L _ • B 

Secr'3tar , Treasury 


Approval requests of Leon E. Panetta, Director, Office of 
Management and Budget; and Charles A. Bowsher, Comptroller General 
of the United States; forwarded under separate cover. 



:Fcde.i"ul 'A.ccou'llting St~uHlards 750 First Street, NEt Rootn 100 I 
Washington, D.C. 20002Advisory Board (202) 512·7350 
FAX: 512-7366 

March 10, 1993 

To: 	 Secretary of the' T,reasl1ry 

Director, Office o( Managemellt and Budget 

Comptroller General of the United States 


In OnE! of it's first actions the Federal Accounting Standards 

Advisory Board recommended guidance for interim standards to apply 

until standards were recommended. by the Board and adopted by. the 

Board's principals -: the SecretaITY of the Treasury, Director of the' 

Office of Hanagement and Budget and the Comptroller General. 


The interim guidance' provided that agencies were to continue 

the use of accounting stundards, that were formally adopted within 

their policy' directives. Agencies were to indicate in notes, to 

their financial statements where the standards used departed from 

standards issued by the Comptroller General in Title 2 of GAO's 

Policy and Procedures Man~.?L_fo~~!..~.9uidance of Federal Agencies. 

The guidance now needs revisioJl to take into account standards to 

be issued as a result of recommendations of this Board along with 

other guidance s/uch as. fInancial statement form and content 

requirements issued by the Office of Management and Budget. 


, 	 . 
A recommendation for ,revised guidance' is attached for your 


approval. This guidance has been developed in consul ta tion with 'the 

American Institute of Certified Public Accounta~ts. It establishes 

an order oj: precedence for applying accounting standards issued' 

wlthin.th~ federal goverllment and by other authoritative standard 

setting bodies. 


-7 
~..-~ '/) /J ~ 
6i.,·(I't1 11: (~~
Elmer B. Staats 

Chairman \,\\ 


http:wlthin.th
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

ASSISTANT SECRETARY 

MEMORANDUM FOR SECRETARY RUBIN 

THROUGH: 	 Frank N. Newman (~ 

Deputy Secretary . 


FROM: 	 Gerald Murphy 

Fiscal Assistant Secretary 


/ 
SUBJECT: 	 Request to Approve Federal Accounting Standards Advisory Board 

(FASAB) Statement of Recommended Managerial Cost Accounting 
Concepts and Standards 

ACTION FORCING 	EVENT: 

Elmer B,. Staats, Chairman, FASAB has transmitted the Board's completed 'action on its 
recommended "Statement of Recommended Managerial Cost Accounting Concepts and 
Standards" and requests your approval as one of the three principals for FASAB. Requests for. 
similar approval have been transmitted separately to the Director, Office of Management and 
Budget and the Comptroller General of the United States. 

RECOMM:ENDATION: 
/ 

That you sign th attached FASAB approval· sheet for the "Statement of Recommended 
Managerial Cos ccounting Concepts and Standards." 

__---ICV____ Agree _______ Disagree 	 Let's Discuss 

BACKGROUND!ANALYSIS: 

This recommendation represents a significant effort in reaching FASAB consensus on providing 
reliable and timely information on the full cost of federal pr.ograms, their activities and outputs. 
Managerial cost accounting is especially important for fulfilling the objective of assessing 
operating performance. Based on sound cost accounting concepts, these standards. are broad 
enough to allow maximum flexibility for managers to develop costing methods to improve 
operating economy and efficiency. This cost information can also be used by federal executives 
and the Congress in making decisions about authorizing, evaluating, and modifying programs 
and allocati ng resources. The CFa Act of 1990, the Government Performance and Results Act 
passed by Congress in July 1993, and the National Performance Review all emphasize the need 
for and use of a set of cost accounting standards for all federal activities. 

ATTACHMENTS: 	 FASAB Recommendation Approval Sheet for Signature and 
Accompanying Transmittal Sheet from Elmer B. Staats, Chairman 
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Signature pages for approval by Charles A. Bowsher, The Comptroller of the 
United States, and Alice M. Rivlin, Director, Office ofManagement and Budget, 
are forwarded under separate covers. . 
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Washington. D.C. 20002Advisory Board 
(202) 512-7350 
FAX: 512-7366 

May31,1995 

To: 	 Secn:~tary of the Treasury 

Director, Office of Management and Budget 

Comptroller General of the United States 


Enclosed is the Statement of Recommended Managerial Cost Accounting 
Concepts arid Standards for the Federal Government, prepared and submitted for your 
approval by the Federal Accounting Standards Advisory Board. 

In d('~veloping the recommended concepts and standards, the Board convened an 
advisory group with members from federal agencies, consulting firms, and the academe. 
After considering their proposals, the Board issued an Exposure Draft for public 
comment. 'We conducted public hearings on this subject. Comments from all 
respondents were carefully reviewed and considered by the Board. The Board 
recommends that you adopt the concepts and standards contained in the enclosed 
statement. 

The second page of the transmittal letter provides a signature block for you to 
indicate yom approval of the statement. 

~~ d J-uA~B. ~~(tf; 
. Chairman 
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ASSISTANT SECRETARY 

THROUGH: Frank N. Newman 

ACTION 

Deputy secretary 

~ FROM: 	 Gerald Murphy 
Fiscal Assistant secretary 

SUBJECT: 	 Request to Approve Federal Accounting Standards 
Advisory Board (FASAB) Statement of Recommended 
Accounting Concepts, Entity and Display 

ACTION FORCING EVENT: 

Elmer-··B." Staats, Chairman, FASAB has transmitted the Board's 
.completed action on its:. recommended accounting concepts for 
"Entity and Display" and requests your approval as one of the 
three principals· forFASAB. Requests for similar approval have 
been transmitted separately to the Director, Office of Management 
and Budgtat and ·the comptroller General of the United states. 

RECOHMEN:OATION: 	
/ 

That you sign the attached FASAB approval sheet for the statement 
of Recommended Accounting Concepts, "Entity and Display." 

v'/ .' 

Agree Disagree 	 Let's Discuss 

BACKGROUND/ANALYSIS: 

This recommendation represents a significant effort in reaching 
FASAB consensus on definitions of reporting entities and the 
typesot: financial statements which meet the four objectives of 
Federal financial reporting. An explicit understanding of what 
a report:ing entity entails will ensure that the users of the 
entity's financial reports are provided with all the information 
that is relevant to the reporting entity, subject to cost and 
time restraints. Also the uniqueness of the display of Federal 
financial information may include information from other than 
accounting records. It is for these reasons that the Board felt 
compellt=d to prepare this set of concepts. 

ATTACHMENTS: 	 FASAB Recommendation Approval Sheet for Signature 
and Accompanying Transmittal Sheet from Elmer B. 
staats, Chairman 	 . 
Tab A: Statement of Recommended Accounting 

Concepts, Entity and Display 
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Washington, D.C. 20002 Advisory Board 	 ' 
(202) 512-7350 
FAX: 512-7366 

April 20 I' 1995 

To: 	 Secretary of the Treasury 

DirE:!ctor, Of f ice of Management and' Budget 

Comptroller General of the United States 


Hen:~ for your approval is the Federal Accounting Standards 
Advisory Board's Statement of Recommended Accounting Concepts, 
Entity and Display. 

In developing the recommended concepts" the Board issued an 
Exposure Draft ,to all federal agencies and to representatives of 
the priv,ate sector and the academic comm~ni ty ...We··also conducted 
a public hearing on this topic. 'Comments from all respondents were 
qaf~J.y.lly rev,iew~,d ar:td ,considered by, the Board. wT'h~:~::~'~:o'~r.d;~' 
recp~e.rids,·'that you adopt the concepts contained· 'in;the ,enclosed' 
statement. 

The second page of the transmitt.al letter provides a signature 
block for you to indicate your approval of the concepts statement. 

~~.4:~ 
Chairman 

http:transmitt.al


STATEMENT OF RECOMMENDED ACCOUNTING CONCEPTS 

ENTITY AND DISPLAY 


APPROVED: 

Robert. E. Rubin Date 
Secretary of the Treasury 

Signature pages for approval by Charles Bowsher, The 
Comptroller of the United States, and Alice M. Rivlin, 

'Director, Office of Management and Budget, are 
forwarded under separate covers. 
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Entity and Display 	 1 

INTRODUCTIQIN 

1 	 A basic postulate of accounting is that accounting information 
pertains to entities, i.e., circumscribed legal, administrative, fiduciary, 
or other organizational stru~tures. Another basic postulate is that 
entities use financial report~ to communicate financial and related 
information about the entity to persons concerned with the entity. 

2 	 The purpose of this statement of accounting concepts is to provide 
guidance as to what would be encompassed by a Federal 
Government entity's financial report. The statement specifies the types' 
of entities for which there ought to be financial reports (hereinafter 
called reporting entities). establishes guidelines for defining the 
makeup of each type of reporting entity, identifies types .of financial 

. reports for communicating the information for each type of reporting 
entity, and suggests the typ,es of information each type of report 
would convey. 

3 	 A statement of financial accounting concepts is intended to guide the 
members of the Federal Accounting Standards Advisory Board 
(FASAB) as they deliberate and recommend accounting standards for 
the Federal Govemment. It also would be useful to the Office of 
Management and Budget (OMB) I when it carries out its statutory 
responsibilities for specifying who·should prepare financial statements 
and the form and content of those statements; 1 and as broad 
guidance for preparers, auditors, and users of financial statements of 
Federal agencies. A statement of financial accounting concepts does 
not, in and of itself, represent standards that would be considered 
generally accepted accounting principles for Federal agencies to. be 
followed for the preparation of financial statements. 

4 	 This statement does not try to define which reporting entities must. 
prepare and issue financial statements. That authority and 
responsibility resides with the Congress, OMB. and other oversight 
organizations and resource providers. 

5 	 The specification of reporting entities inte'1ds to be suitable for all 
organizations within the Executive branch of the. Federal Government, 

....-.-----.---.~~~-..!GMB~specifies·the'form~and-content'of-agency'and'governmentwide,financiai statements._ 
pursuant to authority assigned in the Chief Financial Officers Act of 1990, as amended (title 31, 
U. S. Code, section 3515(d) and section 331 (e)(l)) through periodic issuance of OMB Bulletins . 

. OMB intends to base the form and content on the concepts contained in this statement. 

Federal Accounting Standards Advisory Board 

EntHy and Display 


April 20, 1995 
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REASONS F(·)R DEFINING REPORTING EN"rlTIES 
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Entity and Display 

adequate to ensure proper execution of transactions, safeguard 
assets, and support performance measurement. 

The concepts are also intended, ~s FASAB's mission statement 
requires, to help in meeting the firancial and budgetary information 
needs of executive agencies and'Congressional oversight groups, 
and to strengthen the conceptual basis and consistency. of Federal 
accounting data. 

The entity and display concepts presented in this statement do not 
preclude the specification of ad hoc or temporary reporting entities to 
meet special reporting needs of users of Federal agencies' financial 
information. Nor do they preclude a reporting entity from preparing 
special purpose financial reports to meet the specific needs of 
persons in the reporting entity or in response to requests from 
persons outside the entity for certain financial information; or from 
preparing a so-called "popular report," which provides a simplified, 
highly readable, easily understanpabJe description of a reporting 
entity's finances. These statements would not necessarily purport to 
be presented in accordance with! generally accepted accounting 
principles.. 

The most basic reason for having an explicit understanding of what 
the reporting entity entails is to ensure that the users of the entity's 
financial reports are provided with all the information that is relevant to 
the reporting entity. subject to cost and time constraints. Clearly 
defining the boundaries of the reporting entity provides the users with 
a clear understanding of what the reporting entity encompasses. It 
helps to establish what information is relevant to the financial 
statements and what information is not. 

Federal Accounting Standarda Advtsory Board 

Entity and Display 


April 20, 1995 
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hand, there are small agencies for which division into smaller units is 
generally not consid~red appropriate. 

Budget PerspE!ctive 

13, From another perspective, the government is composed of accounts 
presented in the budget, hereinafter referred to as budget accounts. , 
Budget accounts are composed of e?<penditure (appropriations or 
fund) accounts and receipt (including offsetting receipt) accounts. The 
size and scope of these accounts varies according to Congressional 

, preference. They can vary from very small accounts, which are useful 
for constraining management, to very large accounts, which can be 
used to finance many activities. 

14 Budget accounts are not the same as Treasury accounts. The latter 
are accounts established in the Treasury to, among other purposes, 
record the appropriations and other budgetary resources provided by 
statutes and the transactions affecting those accounts. For the most 
part, budget accounts are aggregations of Treasury accounts. Also, 
Treasury accounts include. deposit accounts as well as budget 
accounts. ' 

15 Nor are' budget accounts the same as the uniform ledger accounts 
established by the U. S. Government Standard General Ledger (SGL). 
SGL accounts record specific homogeneous types of transactions 
and balances that aggregate to specific classifications on the financial 
statements. They have been established so that agencies can 
establish control over their financial transactions and balances, meet 
the basic financial reporting requirements, and integrate budgetary 
and finan<?ial accounting in the same general ledger. 

16 A budget account may coincide with an organization or one or more 
of its suborganizations. Other times, several budget accounts need to 
be aggregated to constitute, an organization or sub-organization. . 

17 Budget accounts are classified as federal funds or trust funds. Any 
account that is design.ated by the laws governing the federal budget' 
as being a trust fund is so classified. Federal funds comprise the 

--------�arger-group-and~include-all-transaciions-not-cIassified-by~law_as_trust ... 
funds. Three components make up federal funds: the general fund, 
special funds, and revolving funds. The definition of each of these 

Federal Accounting Standards Advisory Board ' 
Entity and Display 

AprtI20,1995 



7 
Entity and Display 

Program Persp,ective .. 

22 	 From a third perspective, the. government is composed of programs 
and activities, i.e., the services the organizations provide and the' 
specific lines of work they perform. Each program and activity is 
responsible for producing certain outputs in order to achieve desired 
outcomes . 

. 23 	 There is n~ firm definition for the term "program;" it varies in the eye 
of the beholder. For example, the Highway program could relate to 
the entire Federal highway program, the program to build interstate 
highways (in contrast to city streets, secondary roads, etc.). or a 
program to build a highway between two. specific points. Moreover, in 
accordance with the sequester provisions of the Balanced Budget and 
Emergency Deficit Control Act of 1985. as amended. the House and 
Senate Appropriations Subcommittees annually define, in the 
Committee Reports. the meaning of "Programs.' Projects. and 
Activities" as they relate to each of the Appropriations Acts. 

24 	 The term "program" is also often used interchangeably with the terms 
"function" and ·sub-function" (see paragraph 21). Generally, however, 
the term "function" would be used only for the functions defined in the 
budget. Otherwise, the term "program" would be used. 

IntertWining 0" the Perspectives 

25 	 The programs are administered by the organizations and financed by 
the budget accounts. In a few instances, there is a one-to-one 
relationship among the three perspectives. A single budget account 
finances a single program and organization. Thus. the program is 
carried out only by the single organization and the organization 
performs only one program. 

26' 	 However, most programs are financed by more than one budget 
account, some of which might not be under the control of the 
organizational unit administering the program. Some programs are 
even administered by more than one organization. Ukewise, a single 
organization or budget account could be responsible for several . 

"--'-'-"'-~---------'-- --programs~lIrsome'ifisfafices;-a-J:irogfarii-c6U1crals-o-be~consjdered-an-- .. -.-----.. 

organizational unit, e.g., the Center for Disease Control and 
Prevention. 

Federal AccounUng Standards Advisory Board 
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30 	 Budget accounts, in and of themselves, do,not meet the criteria in the 
preceding paragraph and, therefore, would not be considered a 

, reporting entity for the purposes of issuing general purpose financial 
statements. Also, the size and scope of the budget accounts across " 
all government agencies lack sufficient conSistency for them to be 
universally considered as the reporting entity. Similarly, programs 
generally do not meet the criteria in paragraph 29 and, therefore, 
would not be a considered a reporting entity that prepares general 
purpose financial statements. 

31 	 On the'other hand, organizations, and particularly larger 
organizations, meet the criteria in paragraph 29. While the occasional 
overlap of programs and budget accounts among more than one 
organizational unit could complicate financial reporting, the 

, association of data with the responsibility centers, revenue centers, 
profit centers, cost centers, etc. which managers typically use for 
organizing and operating permit the following: 

• 	 aggregating information for not only the organization (and 
suborganizations), but also for one or more of the programs 
performed by the organization, and one or more of the budget 
accounts for which the organization is responsible, and 

• 	 the subsequent arraying of the information not only by 
organization, but also by sub-organization, program, and/or 
budget accounts. 

32 	 This 'approach to defining the appropriate reporting entities in the 
Federal Government supports establishment of accountability in the 
organizations (and suborganizations) while still enabling them to 
provide information pertaining to their programs. 

33 	 Although a reporting entity might not control all the budget accounts 
used to finance one or more of the programs it administers, any 
revenues attributable to or costs incurred on behalf of the programs it 
administers should be associated with that reporting entity. This 
notion holds true reg'ardless of whether the reporting entity maintains 
personnel on a payroll. .. 

...-"-.-.---~~-,-"- ~34 -" .."	:r:he-departments=and~majoLindepelldenLagencies_are.;.o(g~i~~liQ.n~. 
units and therefore would be the primary reporting entities. However, 
in many instances, financial statements that present aggregations of 

Federal Accounting Standard. Advisory Board 
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intemal management purposes, or, perhaps to be more relevant and 
meaningful, combined with financial statements from other 
organizationally-based reporting entities. 

38 	 The ultimate aggregation of entities is into the entire Federal 
Govemment which, in reality, is the only independent economic 
entity--although some would say the entire country is the ultimate 
economic entity. The Federal Govemment entity would encompass all 
of the resources and responsibilities existing within the component 
entities, whether they are part of the Executive, Legislative, or JUdicial 
branches (although, as noted in paragraph 5, FASAB's 
recommendations pertain only to the Executive Branch). The 
aggregation would include organizations for which the Federal 
Govemment is financially accountable as well as other organizations 
for which the nature and significance of their relationship with the 
govemment (see paragraphs 39 through 50) are such that their 

. exclusion would cause the Federal Govemment's financial statements 
to be misleading or incomplete. 

CRITERIA FOR INCLUDING COMPONENTS 
IN A REPOR"NG ENTITY 

39 	 Regardless of whether a reporting entity is the U. S. Federal 
Govemment, or an organization, suborganization, or program, there 
can be uncertainty as'to what should be included and inconsistency 
as to what is included in the reporting entity. The identification and 
application of specified criteria can reduce this uncertainty and 
inconsistency. 

40 	 The Govemmental Accounting Standards Board (GASB) has 
established criteria for what would be included in a state or local 
govemment reporting entity. These criteria relate to financial 
account~ility, which includes appointment of a voting majority of the 
organization's goveming board, together with imposition of will, and 
financial benefit to or burden on a primary govemment. These criteria, 
while in part relevant, must be tailored to the Federal Govemment . 
. environment.· First, . there are not as' many different types of entities in 
the Federal Govemment as there are in state and local govemments. 

,-"-,~-~,..;~,-, ''-----c--Sec'orid;-the-Col1'gress-an'd-others-with-bversight'authority~frequently-

establish explicit rules for what to include as part of a Federal 
reporting entity. Finally, as indicated, with the exception of the Federal 

Federal AcCounting Standards Advisory Board 
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assigned to the indicative criteria. Thus, while the indicative criteria 
are presented in descending order of importance, judgment must be 

, based on a consideration of all of the indicative criteria. 

44. 	 The indicative criteria for determining whether an organization not 
listed in the "Federal Programs by Agency .and Account" section of 
the budget is nevertheless part of a financial reporting entity are as 

.. follows: 	 . 

• 	 It exercises any sovereign power of the government to carry out 
, Federal functions. Evidence of sovereign powers are the power to, 
collect compulsory payments, e.g., taxes, fines, or other 
compulsory assessments; use police powers; conduct 
negotiations involving the interests of the United States with other 
nations; or borrow funds for Govemment use. 

• 	 It is owned by the Federal Government, particularly if the, 
ownership is of the organization and not just the property. 
Ownership is also established by considering who is at risk if the 
organization fails, or identifying for whom the organization's 
employees work. 

• 	 It is subject to the direct or continuing administrative control of the 
reporting entity, as revealed by such features as (1) the ability to 
select or remove the governing authority or the ability to deSignate 
management, particularly if there is to be a significant continuing 
relationship with the governing authority or management with 
respect to carrying out important'public functions (in contrast to 
selections and deSignations in which there is little continuing 
communication with, or accountability to, the appointing official); 
(2) authority to review and modify or approve budget requests, 
budgetary adjustments, or amendments or rate or fee changes; (3) 
ability to veto, overrule, or modify governing body decisions or ' 
otherwise significantly influence normal operations; (4) authority to 
sign contracts as the contracting authority; (5) approval of hiring, 
reasSignment, and removal of key personnel; (6) title to, ability to 
transfer title. to, and/or exercise control over facilities and property; 
and (7) right to require audits that do more than just support the 
granting of contracts. (While many of these criteria exist ina client- . 

.-.-.-...-'-----,_..... -·-·-·--·---~·--..-, ..·:contractor·relationship~·it-is-not ··necessarily-intencled-that.·an·_···_..._..,._
. entity's contractor be considered as part of the reporting entity.) 

" ",. 
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would not,be considered part of the government-wide reporting entity. 
Payments made to or collections received from the Federal Reserve 
System would be reported in the financial statements of the Federal 
Government. Certain other disclosures mjght also be appropriate in 
the financial statement for the entire government. 

~overnment Siponsored Enterprises 

48 	 Th~re are also several Federally chartered but privately owned and' 
operated financial institutions that have been established as financial 
intermediaries to facilitate the flow of investment funds to specific 
segments of the private sector. These entities are called govemment 
sponsored enterprises (GSE). Examples are the Federal National 
Mortgage Association, the Farm Credit Banks, and the Federal Home 
Loan Banks. By law, each of these GSEs is subject to oversight from 
a specific Federal agency. However, they are not included in the 
Federal budget section entitled "Federal Programs by Agency and 
Account.M Nor, as currently constituted, do they function in a manner 
consistent with the indicative criteria presented in paragraph 44. Thus 

. they would not be considered part of the government-wide reporting. 
entity nor the reporting entity to which they have been assigned for 
oversight. 

49 	 On the other hand, there ate 'politicalexpectations" associated with 
the GSEs, the most significant of which is an expectation that 
legislation would be enacted to support a GSE experiencing severe 
financial difficulties. (Political expectations 'are different than "moral 
obligations" established by many states. There is no statutory 
authority that defines whether and how a political expectation would 
be met. With a moral obligation, the manner in which it may be met is 
usually explicitly defined in statute.) Therefore, agencies assigned 
oversight responsibility for a GSE(s) would need to consider making 
disclosures of the government's relationship with the GSE(s) and 
other information that would provide an' understanding of the 
possibility of a contingent liability.5 . 

~e term government sponsored enterprise is also sometimes used in a broader manner to 
encompass other entities established by the Federal Government to further a public policy and 

--. -----. -.--·---..·--~~~~=-=-~that-are-also-not-included~in-the~budget-seqtion-·Federal-Programs·by-Agency-and.Account.~-. __. 
Examples are the Rnancing Corporation. Resolution Funding Corporation, Amtrak, and even, on 
oCcasion, the American National Red Cross. These entities have varied characteristics and 

(continued...) 
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provided by other reporting entities, such as computer services 
provided by another unit.' 

52 	 A process in which the reporting entity is billed and pays for the 
amounts attributable to its activities is normally the most desirable 
approach for recording and reporting these amounts. However, when 
this type of direct debiting or crediting is not done, the decision as to 
whether to capture and' report attributable amounts would be based 
on such criteria as the magnitude pf the attributable amounts, the 
decision usefulness of the information to its likely users, the costs of 
capturing the data, whether a decision would be made differently as a 
result of having the information, and whether the information would 

. have a policy impact.6 	
. 

53 	 It might be appropriate to consider the interest expense inherent in . 
devoting a sum of capital to an organization or program as part of the 
total costs incurred in operating the organization or performing the 
program. This principle has already been adopted for the accounting 
for loans and loan guarantees, whereby a loan program is charged 
for the cost of capital provided by the U. S. Treasury/ 

DISPLAYING FINANCIAL INFORMATION 

54 	 Financial information is typically provided by or for a reporting entity 
through financial statements. Financial statements represent the 
principal means of communicating accounting information about an 
entity's resources, obligations, revenues, costs,etc. to those outside 
the entity. However, financial statements, and particularly those 
prepared for governmental and other not-for-profit organizations, may 
also contain information from sources other than accounting records. 
Also, management may communicate information to those outside the 

) 

entity by means of financial reporting other' than financial statements. 
either because the information is required to be disclosed by statute, 

~he Board is developing a Statement of Managerial Cost Accounting Concepts and 
Standards. This document. when finalized. will address recognition of these amounts . 

• 7The Board has decided to undertake a project addressing the types of capital for which it 
~=.--=,-m-lgnt=b~~appl;l)priilte-fof-a-feportiiig~eFitity-to~disCIose-the'costs,--the-reasons-thereof, and the-.... 

manner in whicll.to determine and report these costs. A determination of the appropriateness of 
considering interest expense as part of the costs incurred by an organization or program will be 
made by that project. . 	 . 
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Flow Statements 

58 Another type of financial statement provides information on an entity's 
flows of revenues, receipts, expenditures, expenses, gains, losses, 
and/or other changes of the enti~'s net resources during a period, 
however they are measured, Le., .budgetary, cash, or accrual. This 
type of financial.statement is frequently characterized as a flow 
statement. The traditional flow statement is a statement of operations 

I . 

and changes in net position issued by private sector, profit seeking 
organizations. It presents the results of an entity's operations for a 
reporting period, including the changes in the entity's net position 
from the end of the prior reporting period. This type of statement is 
particularly useful for private sector, profit seeking organizations since 
their objective is to generate earnings and returns on investment. The 
statement of operations and changes in net position presents the 
revenues the entitY receives, the expenses incurred to generate.the 
revenues, the amount. left for the entity's owners, and the resulting 
effect on the owners' equity. 

59 The Federal Government and. most of the bther reporting entities in 
the Federal Government are spending entities whose objective is to 
provide services, some of which are financed by revenues received 
from the recipients of the service, and some of which, if not all or 

. most of which, are financed by taxes and other unearned revenues.~ 
Thus, the most useful information a flow statement could present is 
the total and net costs of the services, i.e., how much of the services 
provided by the entity was financed by the taxpayers. This type of 
statement, which would be a statement. of net costs, would support 
the achievement of Federal financial reporting objective 2A. Objective 
2A states that "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." 

60 As indicated, revenues provided in exchange for the services, i.e., 
earned revenues, are not the only manner in which a Federal 
Government entity finances the services it provides. Other sources of 
financing are the appropnations-received from the Congress, and 

~e Board is currently developing a"n Exposure Draft entitled "Revenue and Other 
Rnancing Sources" which addresses more fully the types of revenues (Le., exchange versus 
non-eXChange and earned versus unearned revenues) discussed here. . 
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• 	 other legal requirements pertaining to the account have been met, 
and 

• . the amounts are properly classified' and accurately reported. 

64 	 This information is provided in other reports, but there' needs to be 
auditorinvolvement to provide assurance as to the reliability of the 
information. The assurance as to reliability of the information could be 
accomplished by including a statement of budgetary resources in 
the reporting entity's financial statements, recognizing that the 
statement will likely be subject to audit. The presentation of data 
could be for the reporting entity as a whole, for the major 
suborganization units (assuming there is congruity among the major 
suborganization units and the budget accounts), or for the 
aggregations of, the major budget accounts, rather than for the 
individual budget accounts of the entity or other types of entities. 
Violationsof budgetary integrity at the account level occurring during 

. the' current year could be disclosed on an exception basis. (Many 
violations of budgetary integrity would also be violations of the Anti
Deficiency Act. Disclosure in the financial statements notwithstanding, 
these violations would also have to be reported as required by the 

. Act.) 

Performance Measures Statement 

65 	 The second objective of Federal financial reporting states, in part, that 
Federal.financial reporting should provide information that helps 
readers of the financial reports determine the efforts and 
accomplishments associated with Federal programs and the changes 

. over time and in relation to costs. This suggests that a statement of 
program performance measures,9 i.e., one or more statements 
presenting service efforts and accomplishments measures for each of 
a reporting entity's significant programs, is necessary. 

66 	 The Federal Government is increasing its interest in measuring and 
reporting program performance, as evidenced by the enactment of 
the Government Performance and Results Act and increasing 

, 	 . ' 

9The Board does not consider the Statement of Program Pertormance Measures to be a 
, basic financial statement. . 
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information the agency head or CFO considers necessary to fully and 
fairly provide an' understanding of the entity's financial affairs. This 
type 'of information is typically presented in what has come to be 
known as a management discussion and analysis or overview of 
the reporting entity. 

70 	 The third objective of Federal financial reporting is that it "should 
assist report users in assessing the ir:npact on the country of the 
government's operati'ons and investments for the period and how. as 
a result, the government's and the nation's financial conditions have 
changed and may change in t~~ future."lo This objective requires a 
reporting of information concerning investments in education. training, 
research, and development and certain types of property, plant, and 
equipment that can affect the nation's future wealth, and to the claims 
on future budgetary resources resulting from prior decisions and 
actions. 

71 	 The information pertaining to the aforementioned investments, certain 
types of ·property, plant, and equipment,l1 and claims on future . 
budgetary resources is maintained in part in the entities' general 
ledgers and, in part. extemal to the general ledgers. Some of the 
information is recorded in units other than dollars, e.g., acres, millions 
of square feet. Finally, some of the information is not subject to the 
types of controls present in a system of double entry record keeping. 
Accordingly, a more suitable way to fulfill the third reporting objective 

.·would be to· display the appropriate information as required 
supplemental information rather than attempting to include. it in 
financial statements. 12 

lOA complete discussion of the third objective for Federal financial reporting, which is called 
the "stewardship objective," is contained on pages 41-45 in Statement of Federal Financiei 
Accounting Concepts No.1. 'Objectives of Federal Financial Reporting.· 

IlThe .Board is currently considering accounting standards for Federally-owned property, 
plant. and equipment. These standards will address placement of information related to various 
types of PP&E. The Board is considering placing information about some types of PP&E in 
footnotes with information about othertypas in required supplemental information. The Board's 
proposals will be presented in an exposure draft on stewardship reporting. 

12Required supplemental information is information that would be reported outside the 
principal financial statements that the Federal Accounting Standards Advisory Board considers 

~cancessentialcpart of a reporting·entity!s'financial·rePorting. and therefore recommends .. 
authoritative guidelines for the measurement and presentation of the information. It is analogous 
to the required supplementary information discussed in Statement on Auditing Standards-AU 

(continued ... ) 
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• 	 statement of net costs; 

, ( 	

• statement of changes in net position; 

• 	 statement of custodial activities, when appropriate; 

• . statement of budgetary resources; 

• 	 statement 'of program performance measures; 13 

• 	 accompanying footnotes; 

• 	 required supplemental information pertaining to physical, human, 
and researc,h and development capital and selected claims on 
future resources, when appropriate; and 

• 	 other supplemental financial and management information, when 
appropriate. 

, 75 	 With some organizations, and even suborganizations, the activities of 
one or more programs or other components areas important to the 
readers of the financial statements as are the activities of the entity as 
a whole. ,This would be particularly true for a Department 'composed 
of many bureaus" administrations, agencies, services, etc., and 
particularly if their program~ are dissimilar. In those instances, 
consideration should be given to the preferability of reporting the 
assets, liabilities, revenues, expenses,etc. of both the significant 
components individually and of the entity in its entirety. Hence, larger 
organizations, and particularly those composed of marlY bureaus, 
administrations, agencies, etc., would prepare not only consolidated 
financial statements for the organizational entity, but also provide 
infoll'Tlation pertaining to their individual significant components. 14 

The information for the individual components could be provided with 

la,ne statement of program performance measures is not a basic financial statement 
Nevertheless, it is an important component of the financial reports. 

14SuCh components are similar,to responsibility segments as referred to in FASAB 
Exposure Draft .. "Managerial Cost Accounting for the Federal Govemment" (see pages 26-30). 
Responsibility segments are used to accumulate costs and outputs for major lines of activity. 
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. , 

informatiorifor the entity in its entirety if the intra-entity balances are 
not eliminated, the misunderstanding that might result jf the balances 
are not eliminated, and the cost-benefit of making the eliminations. 17 

78 	 Some of a reporting entity's components are likely to be required by 
law or policy to prepare and issue financial statements in accordance 
with accounting standards other than those recommended by FASAS 
and issued by OMS and GAO, e.g., accounting standards issued by 
the Financial Accounting Standar~s Board or accounting standards 
established by aregulatory agenciy. Those components should, 
'continue to issue the required reports. The reporting entities of which' 
the components are a part can issue consolidated, consolidating, or 
combining statements that include the components' financial 
information prepared in accordance with the other accounting 
standards. They need to be sensitive, however. to differences 
resulting from applying different accounting standards that could be 
material to the users of the reporting entity's financial statements. If 
these differences are material, th~ standards recommended by 
FASAS and issued by OMS af")d GAO should be applied. The 
components would need to provide any additional disclosures 
recommended by FASAS and included in the OMS-issued standards 
that would not be required by the; other standards. 

, 

Financial Reporting for the Entire Government 

79 	 Readers of the financial statements for the entire government are 
" likely to be concerned primarily with whether the government has 

been a proper steward. This can best be achieved with the 
preparation and issuance of the following: 

• management discussion and analysis; 

17A reporting entity that eliminates none of the intra-entity transactions or balances and still 
desires to present the information for its individual components in separate columns could do 
so by preparing ang issuing a combining financial statement. If the individual columns &:e 
added to a total column without elimination of the intra-entity transactions or balances. the total 
column would have to be labeled "Memorandum Only· to signify that it is not net of eliminations. 

Recognizing that the U. S. Standard General Ledger does not presently provide 
acCounts for identifying intra::entity tranSactions. the decision as to when-the-information fora 
reporting entity other than the Federal Government as a whole should be presented in a 
consolidating financial statement rather than a combining financial statement would be specified 
by OMB in a Form and Content Bulletin. 
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consolidated finan~ial statement, in accompanying footnotes, and/or 
as supplemental information. 

RECOMMENDI:D CONTENTS FOR THE 
RECOMMENDI:D DISPLAYS 

Balance Sheet 

84 	 The elements most likely to be presented in the balance sheet of a 
Federal suborganization/organization, program, or the entire 
government would be as follows: 

• 	 Fund Balance with Treasury. This represents the amount in the 
entity's accounts with the Treasury that is available only for the 
purposes for which the funds were appropriated. It would also 

. include balances held by the entity in the capacity of a banker or 
agent for others. (This classification would not be included in the 
financial statements of the U. S. Government.) 

• 	 Cash and other monetary assets. Cash consists of coins, paper 
currency and readily negotiable instruments, such as money 
orders, checks, and bank drafts on hand or in transit for deposit, 
amounts on demand deposit with banks or other financial 
institutions, cash held in imprest funds, and foreign currencies. 

• 	 Investments. YVhile Federal agencies have the authority to invest, 
they are typically limited to investing in securities issued by the 
Department of the Treasury or other Federal entities. There could 
be instances, however, when an agency owns property or 
securities issued by state or local governments, private 
corporations, or government sponsored enterprises, primarily for 
the purpose of obtaininga m~:metaryreturn.. 

• 	 Receivables. These are the amounts that the entity claims for 
payment from others. Receivables can result from such activities 
as the sales of goods or services, the non-payment of taxes, the 

,_-'c.making_.QfJo_f!D,~QrJoans ~sumed fr~m. defaults on previously· 
made loan guarantees, the earning-'ofinterest, th'e advance-cT--
prepayment of monies, etc. 
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expended, .including undelivered orders. Included in the latter 
would be the amounts accumulated over the years by the entity 
from its financing sources less its expenses a,nd losses, which 
would include donated capital and transfers in the net investment 
of the Government in the reporting entity's assets; and an amount 
representing the entity's liabili~ies for such things as accrued 
leave, credit reform subsidies, and actuarial liabilities not covered 
by availa~le budgetary resources. 

85 	 Assets the reporting entity holds and has the aLithority to use in its 
operations should be displayed separately from assets the entity 
,holds but does not have the authority to use. Likewise, liabilities for 
which budgetary authority has been received for liquidating the 
liabilities should be displayed separately from liabilities for which 
budget authority has not been received (even if the authority is . 
expected). Assets and liabilities arising from transactions among 
Federal entities should be displayed separately from assets and 
liabilities arising from transactions with non-Federal entities.· 

Statement of Nlet Costs. 

86 	 The main purpose of a statement of. net costs is to provide an 
understanding of the net costs of each organization and each 
program that the government supports with taxes and otheruneamed 
monies, Another important purpose for the statement is to provide 
gross and net cost information that can be related to the amounts of 
outputs and outcomes for the programs and/or organization. Thus the 
statement of net costs should present the amounts paid, the 
consumption of other assets, and the incurrence of liabilities as a 
result of rendering services, delivering or producing goods, or 
carrying out other operating activities. 

87 	 The costs can be classified in a reporting entity's statement of net 
costs by sub:-organization (assuming the reporting entity is an 
organization), by program, or by object class, or any combination 
.thereof. Objectclass, also referred to as a "natural" classification, 
represents the nature or types of goods or services acquired without 
regard to the organization involved or the program for which they 
were-used. 'Reporting· of the sub-organization incurring the costs 

. and/or the purposes for which the costs were incurred generally 
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92 	 Earned revenues that are insignificant in amount can be netted into 

the costs of the programs with the amounts disclosed in 

accompanying footnotes, if appropriate . 


.,93 	 An organization or sub-organizatio~ could receive different types of 
revenues for different purposes and/or reasons. Each of the revenues 
and associated costs would be displayed in accordance with the 
concepts presented in paragraphs 89 through 92. 

, 	 . 

94 	 The costs associated with and displayed for each program should 

reflect costs that can be directly traced to the program, assigned to 

the program based on cause and effect, or allocated to the program 


. on a reasonable and consistent basis, consistent with the premise 
that any costs reported for a program should be controllable by the 
program to at least some degree. Those costs that are not directly 
traceable, assignable, or allocable could be considered program or 
management support costs that are incurred by the reporting 
organization or another organization to administer the reporting 
organization's or program's activitiE!!s. For example, in a reporting' 
entity that provides social services; the program costs would be the 
cash payments and the salary and other costs, e.g., rent, supplies, 
directly associated with persons providing counseling to the recipients 
of the cash payments. The organization8J support costs would be the 
costs of the organizational structure required to administer the 
organization, i.e., not directly attributable to the programs provided by 
the organization. 

95 	 Organizational and program management costs are necessary costs 
of operating an organization and programs. Not displaying these . 
costs because of a belief that an allocation for these activities would . 
be eliminated or reduced in order to obtain a reduction of the cost of 
the entire organization or program is illogical. The alternative concept, 
which is burying the management costs with the progra.m costs, 
increases the likelihood that the management activity will be subject 
to reductions imposed on the program delivery activities. Separately 
identifying the management costs enables the use of resources for 
these activities to be justified on their own merit. The costs for 
managing the organization and/or program can therefore be 
displayed on the face of the financial statements or in accompanying 

..	footnotes,. particularly_when. itwould assist in, evaluating ORerating 
perf~rmance and is cost-effective. Disclosure of what the support 
costs entail would be appropriate. 
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• 	 Transfers in are amounts of cash or other capitalized assets 
received by one Governm~nt entity from another Government 
entitY without reimbursement. 

• 	 Transfers out are amounts of cash or other capitalized assets 
provided by one Governmf,:lnfentityto another without 
reimburSement. 

• 	 ImpUted financing sourc~s are of two types: amounts equal to 
the costs that have been incurred by the reporting entity but 
financed by another entity. e.g., retirement costs; and amounts 
representing costs that are attributable to the reporting entity's 
activities but "that do not require a direct out~of~pocket payment. 
e.g., the interest costs associated with carrying inventory or 
investing in physical assets.19 ~ 

, 	 . ' 

• 	 Prior periodadjustmell1ts are corrections of prior period results of 
operations. ' 

• 	 Increase (decrease) in unexpended appropriations' is the' 
change in appropriated capital. including transferred budgetary 
resources. that does not .affect the net cost of operations but does 
affect net position. 

• 	 Net position-beginning of the period is the total unexpended 
appropriations and cumulative results of operations held by the 
entity at the beginning of the reporting period. 

• 	 Net position-end of the period results from adding and netting , 
the various amounts associated with the operations of the entity 
during Ithe reporting period, including the ,net position-beginning of 
the peripd and any prior period adjustments. The amount will thus 

\ 	 . 
equal the total unexpended appropriations and cumulative results 
of operations held by the entity at the end of the period. 

Statement of Custodial Activities 

19The Boord plans to undertake a project on the interest cost associated with investing in 
operating assets. At this time, no decision has been made on the recognition by individual 
entities of these types of costs. 
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6ffSetting' co'liections credited to an appropriation or fund account) 
and' adjustments (e.g., recoveries of prior year obligations). 

• 	 Status of Budgetary Resources displays the disposition of the 
budgetary resources made available. It consists of the obligations 
incurred; the unobligated balances of multi-year and no-year 
budget authority that are available; and the unobligated' balances 
of one-year and multi-year lapsed budg'et authority that are not 
available, but have been carried forward to be used only to record, 
adjust, or liquidate obli~ations chargeable to the appropriation. 
The total amountdisplayed for status should be equal to the total 
amount displayed as being made available. 

• 	 Outlays are payments to Iiquidate.obligations, net of offsetting 
collections. Obligations are.usually liquidated by means of cash 
payments (currency, cheeks, or electronic funds transfers), but in 

. certain cases obligations are liquidated and outlays recorded even 
though no cash is disbursed .. It would be appropriate, in 
displaying outlay information, to tie it to the obligations incurred by 
also displaying the transfers of obligations and the obligated 
balances at the beginning and erid of the period. 

105 	 . Budgetary resources, obUgations, outlays,. and receipts are reported 
in the Treasury's Annual Report and Monthly Treasury Statement and 
in the President's Budget, although not all these publications report 
all these measures. These documents are usually issued prior to the 
issuance of financial statements prepared in accordance with 
generally accepted accounting principles applicable to the Federal 
Government. In preparing these statements, significant differences 
should be noted between amounts reported in the former documents 
and amounts reported in the subsequently prepared financial 
statements. Such differences should be adjusted in the records of the 
reporting entity and in the related records maintained by the central 
agencies, and the correct amounts reported in the financial 
statements. It would also be desirable to provide a reconciliation for 
significant differences appearing in the two types of statements. 

Statement of Program Performance Measures 

106 	 The statement of program performance measures' shoul9 include 
measures for each of the major programs the reporting entity 

. . 
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109 	 Other characteristics to consider for reporting program performance 
measures are as follows: 

• 	 Completeness. The measures, in the aggregate, should cover all 
aspects of the reporting entity's mission. 

I 

• 	 Legitimacy. The measures should be accepted as relevant both 
inside the reporting entity and by the eXternal stakeholders and 
others, e.g., the central management agencies, Congress, interest 
groups, the public . 

•. Understandability. The measures should communicate the 
performance of the entity in a readily understandable manner to 
any reasonably informed and interested party. 

• 	 . Comparability. The measures should provide a f'rame of reference 
for assessing, and comparing, if appropriate, the performance of 
the entity and entities with similar programs for both the immediate 
period and over time. 

• 	 Ability to relate to cost. The measures should be such that a cost 
can be defined for each unit of output, outcome, input, etc. 

• 	 TImeliness. The measures should be available to users of the 
financial statements before they lose their capacity to be of vaJue 
in assessing accountability and making decisions. The vaJue of 
timeliness should not preclude the use of important measures for 
which results are not immediately available. 

• 	 Consistency. The measures should be reported consistently from 
period to period to allow users to have a basis for comparison and 
to gain an understanding of the measures being used and their 
meaning (recognizing that the measures should be reviewed 
regularly and modifications made to refleCt changing 
circumstances). 
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EXAMPLE FINANCIAL STATEMENT FORMATS 


Entity assets: 

Fund balance with Treasury 

Cash (and other monetary assets) 

Investments: 

I ntragovernmental 

With the public 

Receivables: 

Intragovernmental 

With the public 

Inventories and relatEICi properties· 

Physical assets 

BALANCE SHEET 
as of September 30. 19X4 

ASSETS 

. -
Suborgani Suborgani Suborgani Total Total 

zation A zation B zation C FY 19X4 FY 19X3 

I I II! I I 

$xxx $xxx $xxx $xxx $xxx 

.xxx xxx xxx xxx xxx 

xxx xxx xxx xxx 

xxx xxx xxx xxx xxx 

xxx xxx xxx xxx xxx 

xxx xxx xxx xxx 

xxx xxx xxx xxx xxx 

xxx xxx xxx xxx xxx 

Total entity assets xxx xxx xxx XXX XXX 

Non-entlty assets: 

Fund balance with Treasury xxx xxx xxx xxx xxx 

Cash xxx xxx xxx xxx xxx 

Receivables: 

Intragovernmental xxx xxx xxx xxx xxx 

With the public xxx xxx xxx xxx xxx 

Total non-entlty saaota xxx xxx xxx xxx XXX 


Total aaaeta $xxx $xxx . $xxx $xxx $xxx
-
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EXAMPLE FINANCIAL STATEMENT FORMATS 

STATEMENT OF NET COSTS 

For the year ended September 30, 19X4 


Sub

organi
,zalion A 

Sub

organi

zation B 

Sub

organi

zation C 

Total 
FY 19X4 

Total 
FY 19X3 

COSTS: 
,I ,II i I I 

Program A: 

Intragovernmental $xxx $-- $-- $xxx . $xxx 

With the public xxx 

Total xxx 

Less earned revenues xxx xxx 

Net program costs xxx xxx xxx 

ProgramB: 

With the public xxx xxx xxx xxx 

Less earned revenues xxx xxx xxx xxx 

Net program costs xxx xxx xxx xxx 

Program C: 

IntragovElrnmental xxx xxx xxx xxx 

With the public xxx xxx xXx xxx 

Net program costs xxx xxx xxx xxx 

Program 0: 


Costs wilh the public XXX XXX XXX 


Cost not allocated to programs xXx xxx xxx xxx xxx 

La88 other earned revenues xxx XXX xxx 

NET COSl'OF OPERATIONS $xxx $xxx $xxx $xxx $xxX 
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EXAMPLE FINANCIAL STATEMENT FORMATS 

STATEMENTOF CUSTODIAL ACTIVITIES 

For the year ended September 30. 19X4 


• 
FY 19X4 FY 19X3 

.
Collections: 

Income taxies $xxx 

Estate and gift taxes xxx 


Excise taxes xxx 


Employment taxes xxx 


Penalties and interest . xxx 


$xxx 

xxx 


xxx 


xxx 


Tots! collections xxx xxx 


Refunds and other paymer:'ts (xxx) (xxx) 


Net collEctions xxx xxx 


Accrual adjustment xxx (xxx) 


Total revenues collected xxx xxx 


Disposition 01/ revenues collected: 


Transferred to others: 


Department of the Treasury xxx 


Department of Labor . xxx 


Environmtrtnts! Protection Agency xxx 


Tots! trai1sfers xxx 


Retained by the entity xxx 


. Increase (decrease) in amounts 


to be transferred xxx 


xxx 


xxx 


xxx 


xxx 


xxx 


(xxx) 

Total dilsposltlon of revenues collected xxx xxx 


Net custodial t::ollections 
 $000 $000 
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EXAMPLE FINANCIAL STATEMENTS FORMATS 

STATEMENT OF PROGRAM PERFORMANCE MEASURES22 

For the year ended September 30, 19X4 

....
FY 19X4 FY 19X3 FY 19><2 

Sub-organlzatlon A 

Program 

Performan.::e Measure xxx ' xxx 

Performan.::e Measure xxx xxx xxx 

Program 

Performanl::e Measure 

Performan.::e Measure xxx xxx xxx 

Program 

Performance Measure xxx xxx xxx 

Performani::e Measure 

Sub-organlzatlon B 

Program 

PerformEln'::e Measure xxx xxx xxx 

Performance Measure 

Performance Measure xxx xxx xxx 

Program' 

Performance Measure 

Performan'oe Measure xxx xxx xxx 

Program 

Performance Measure xxx xxx xxx 

Performance Measure 

22A1though this example contains only numerical measures. the performance for some 
programs might be reported with other than numerical measures. 
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Acronyms 

LIST OF ACRONYMS 

FASAB Federal Accounting Standards Advisory Board 
OMB Office of Management and Budget 
SGL Standard General Ledger 
SFFAC Statement of Federal Financial Accounting Concepts . 
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DEPARTMENT OF THE TREASURY 
. WASHINGTON 

November 21, 1995 
ASSISTANT SECRE'rARY ACTION

MEMORANDUM FOR SECRETARY RUBIN 

THROUGH: 	 John D. Hawke, Jr~ . 

Under Secretary fJ~--Dbmestic Finance 


FROM: ·Gerald Murphy ~-rJ . 

Fiscal Assistan~secretary 


SUBJECT: 	 Request .to Approve Two Federal Accounting 
Standards Advisory Board (FASAB) Statements of 
Recommended Accounting Standards: IIAccounting for 
Li~bilities of the Federal Government ll and 
"Accounting for Property, Plant, ·and Equipment." 

ACTION F'ORCING 	 EVENT: 

Elmer B. Staats, Chairman, FASAB has transmitted the Board's 
completed action on two Statements of Recommended Acciounting 
Standards: "Accounting for Liabilities of the Federal Government" 
and "Accounting for Property, Plant, and Equipment." Your 
approval as one of the three principals of FASAB is requested. 
Requests for similar approval have been transmitted separately to 
the Director, Office of Management and Budget and comptroller 
General of the United States. 

RECOMMENDATION: 

That you sig~the attached FASAB approval sheets for the two 
Statements "Recommended Accounting Standards: :Accounting for 
Liabili1:ie of the Federal Government" and "Ac nting for 
Property, and Equipment." 

Agree 	 Disagree. Let's Discuss 
---""'---

BACKGROUND/ANALYSIS: 

This recommendation represents a significant effort in reaching 
FASAB consensus on providing recognition and measurement 
principles for Federal liabilities and property, plant, and 
equipment. (It should be noted that social insurance programs 
such as Social Security and Medicare are not included in the 
Statement of Recommended Accounting Standard~: "Accountirig for 
Liabilities of the Federal Government." Social insurance programs 
are addressed in a FASAB ~xposure Draft on "Supplementary 
Stewardship Reporting.") 

The National Performance Review recommended prompt development of 
a basic set of comprehensive Federal accounting standards. These 
two Statements of Recommended Accounting Standards represent a 
considerable portion of that.basic set. The entire set of basic 
standards is expected to be completed before the end of this 

EXECUTIVE SECRETARIAT 



calendar year and 'will allow for agency reporting to be done in 
accordance with accounting standaids developed for th~!Federal 
Government. The government-wide implementation pf the basic set 
of standards will allow for consistent reporting as Treasury 
endeavors to prepare an audited Consolidated Financial statement 
for the Federal Government as required by the Chief Financial 
Officers Act as 'amended by the Government Management Reform Act 
of 1994. 

ATTACHMENTS: 	 FASAB Recommendation Approval Sheets for Signature 
and Accompanying Transmittal Sheets from Elmer B. 
Staats, Chairman 

Tab A: 	 Statement of Recommended Accounting 
Standard: "Accounting for Liabilities o( 
the Federal Government" 

Tab B: 	 Statement of Recommended Accounting 
Standard: "Accounting for Property, Plant, 
and Equipment" 



Federal Accounting Standards 7S0 Firs! Street. NE. Room 100\ 
Washington. D.C. 20002Advisory Board (202) SI2-73S0 
FAX: S 12-7366 

September 20, 1995 

To: 	 Secretary of the Treasury 
Director, Office of Management and Budget 
Comptroller General of the United States 

Here for your approval is the Federal Accounting Standards Advisory Board's 
Statement of Recommended Accounting Standards, Accounting for Liabilities of the 
Federal Government. 

In (jeveloping the recommended. standards, the Board issued an Exposure Draft 
to all federal agencies and to representatives of the private sector and the academic 
community. We also conducted a public hearing on this topic. Comments from all 
respondents were carefully reviewed and considered by the Board. The Board 
recommends that you adopt the standards contained in the enclosed statement. 

. The second page of the transmittal letter provides a signature block for you t6' 
indicate your approval of the statement. 

Chairman 

) 



STATEMENT OF RECOMMENDED ACCOUNTING STANDARDS 
ACCOUNTING FOR PROPERTY, PLANT? AND EQUIPMENT 

APPROVED: 

:Jo~€,~~ . November 30, 1995 
Robert E. Rupin Date 

Secretary of the Treasury 


Signature pages 'for approval by Charles Bowsher, The Comptroller of the 
United States, and Alice M. Rivlin, Director, Office of Management and 
Budget, are forwarded under separate covers. 



~ . 

Federal Accounting Standards 750 First Street. NE. Room 1001 
Washington. D.e. 20002Advisory Board (202) 512-7350 
FAX: 512-7366 

September 20, 1995 

To: 	 SEicretary of the Treasury 

Director, Office of Management and Budget 

Comptroller General of the United States 


HEire for your approval is the Federal Accounting Standards Advisory Board's 
Statement of Recommended Accounting Standards, Accounting for Property, Plant, and 
Equipment. 

In developing the recommended standards; the Board issued an Exposure Draft to 
all federal, agencies and to representatives of the private sector and the' academic 
community. We also conducted a public hearing on this topic. Comments from all 
responde,nts were carefully reviewed and considered by the Board., The Board 
recommends that you adopt the standards contained in the enclosed statement. 

The second page of the transmittal letter provides a signature block for you to 
indicate your approval of the statement. 

~t:d.~ 
Chairman 



STATEMENT OF RECOMMENDED ACCOUNTING STANDARDS 

ACCOUNTING FOR LIABILITIES OF THE FEDERAL GOVERNMENT 


APPROVED: 

-:J()~ €, ~~ : November 30, 1995 

Robert E. Rubin ·Date 
Secretary of the Treasury 

Signature pages .for approval by Charles Bowsher, The Comptroller of 
the United States, and Alice M. Rivlin, Director, Office of Management 
and Budget, are forwarded under separate covers. 
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. TO '36220"3f.,2 P. OJ 

U6 /l.S 'noted j:r SFFA.C No 1, Objectives of Federal F;nancial Reporting: 
'The accounting pruCttS::l lIeyins with recording information about ' 
transactions between the government (or one of its component 
entities) and other entities, that is, inflows and outflows of resources or 
promises to p(<)vide them,"r,~ In some transactions, consrderation of . 

. ! value i<& exchaflged: there is Q reciprocal or two·way flow, Other 
!ra:lsactions. such as grants and other transfer: payments are 
nonexchange transactions' (i.e" there rs a nonreciprocal transactlon-
norrnally a on~-way flow). 

;27 Tht:: federal government is .the vehicle through which citizens of the 
nation exercise their sovereign power. In this role, the federal 
guVt-li;irTIeni. i:> respClnsible for taking collective sotion a~ tho national 
levE:'! "to promote the general welfare. ''Thus Ule government 
undertaKes man~ programs that do not involve reciprocal transfers 
between the ;;pvernment as an entity and its counterp,;1l1Ies. 
Examples include disaster relief, grants to state and local 
qovernments, subsidies, and other transfer progrl:lfnS for jndividuals. 
The federal govp.mment has a propensity to .lSSLIme sllch bUft~ens 
because it is the agent by which the society, through its elected 
offic.ials, accomplishes. transfers betwAAf1 groups of citizens to 
enhance their well-being . 

. . . 
! .:'!< A h'1XPdyt::! or a donor may, in fa t-i , receive I) benl3fit of some sort, 

such as the oppor1unity to live in a safe, secure environment; to 
impn)'/o one's standard of living; and to receive specific benefits, such 
as visits to national parkS ana travel over highways. But it. is n01 . 
oi'dinarily said that the benefit to the individual taxpayer or Ijonor is of 
valli!: comparable to that of the conSideration given. Therefc'f'e, these 
arc ciassifjed as nunexchange transactions. For this Statement, the 
:':ji,)f'llficance cf the distinction between exchanye ilnd nonexchange 
r: .. n\:~ct;0ns ~-ui<;e.:; frnm the nl'lture of the obliuatlon that is created 
',,/i:~'!l one pc'jl'ly to a Iransaction provides a prodllct orsef'iice to the 
olher party in return for a promise that :.;ometh,ng ()f value will be 
~,;;."!.;IIUllged fvl it 

l.;J ,)[;'/i':;Ja!ions become 199aiiy enkrceable clair-tis against the federal 
::;;:'vernrncnl In di1t;;:rent ways an(; ,"it d;rr(,',eni poim.5 wiUlin tlsnsadion 
::y~;lf:'~. that relat~: t~·; VariOl!$ p(oqrAiw;. An IPlportant factor in 
dLstinq,,lshiiiy betwfH·m vanous programs IS whether an exchange is 
Ifh,\;j\,lf.lCl. ,F IX e;a;arnp\c, ~:rrth&.u .. ~~'~onstit~ the faderal 
iOd:i,IIncni r:'lay not c,:lJltrac~ for and recoive goods or services and 

rhAn a!hll"~uily decidH nOl to honorlhe contract Sirnil-l:lrly, under 
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,i ,:;, f'":,, noteCl In ~·~o,l. Otlj'BDtivv:,; of h:>cleral Financial Reporting: 
.. TIle accc'u:!t!i1n P'(":' ~,'!i t;egins wIlt I ICGUroing i"f!..·lfli"-i!i0n atJout 
li ~IISHGlic'ns be!Wu8n it ,.;' governrnt.;l:\ (or one of its component 
~'il!itks) ~Hld other entitiu:o, \rln! is. mf)lJ\·vs and outf1{)W~-' ~:>f resources or 
p!"ornlses to provide them"':; \n somt! transactions. consi JJ0rution of 
value is excMr;ged: there IS a rec;iproci::Il or two-way flow, 0t!H~r 

:t;"i;<'::.:l(·f;~lt1S, ,,,;ur.h as grant!:' enlj other transfer payments are 
11onexcliangetml1sactions (i,0" there is a Ilonreciprucal transaction-
nvfn1aily a <Jr!c'W<:1y' flow). 

; ~~:? The fC(~er21 governrncnl is the vahicle through "''fjt!~,;h citizens of the 
!'IJt!or. exercise their soven::ign r',ower. In lhis rcJie, ih':l foderal 
gOljerr,rnem is responsible for fCiKing ,;r)Ilf.!<.,;tjll~ ~;".:;!;':';Il at th~ n~,li ::('1:!'!; 

level "to promote tile general welfare. "ThIHi ihc gt'vemmel1t 
w;dorta~,eS many programs that do not inv(,lv!:! ;e":';ip,ocal tI'8'!;,,/;;';5 
Lt.'lWct.::n trlEt 9l)Jll"rrlrrient :is an entity and its c(-,~,ni'c:,r.:.c:rtie5 

~::xamp!€:s include disaster reliof. grant5 to ~tate ar,d 10c.;I 

'jtJo,!p.rnr11ents, su/ysld,eS, and other transfer programs ;:', ," " 
The federai govelnrnent has d propeilsity to ,assume sue:; t"l;def1~: 
t,.c~C<:luse it :5 ~he d\:l~mt by which the sociBty, ttlfOUY-t'J it5 elected 
;Afir;';nh, ..:lccomplh::tH)!' transfers betw'cen group. ty ,iti?,?n<; b 

l;.'f'/lelnCe their well· being, 

,:::j ;\ \axp.Hycr of <) dOI1';)f may. in facl, il;:!l".;\:!iv", a i,.imofit,,:! ~'.JiT1'!" ~0rl. 

~,;,!ch as llle Cf)pOr1unity to live in a saie. ~.;cun) em ,,(::r1i8n~, ~~, 
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vdiu'l~ compdiab:e to that of :~)e consid'-Jratlon given, fr;e;'e!ci2, ~t!es.;:: 
:!!:: f..:~~$s!fiE<d 8~ flJneXChailgf) t(ans:~ctioll$. For this :::;~':\!C!11Ar:t the; 
S!~~diCai)G(::; ,)f !hl:' dIS1 inc:1.l':;fl bf"tween eXt;hange ::1nd !ll);lexchange 
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MEMORA.NDUM FOR SECRETARY RUBIN 


THROU<;H: . Under Secretary John D. Hawke, Jr. ;l~.~&ll~d) 

FROM: Roger L. Anderson ~gnG'; 
Deputy Assistant Secretary (FederaJ Finance) 

SUBJECr: FASB's New Draft Accounting Standard for Derivatives 

SUMMARY: 

In June 1996, F ASB issued an Exposure Draft on how to improve accounting standards 
for derivatives, after considering the topic for over ten years. For the past year, the draft has been 
the object ofpublic comment and considerable criticism. particularly from the banking industry 
and Chairman Greenspan. FASB issued a revised draft of its proposals on August 29, and'will 
take cominents for 45 days. The rules would become effective for fiscal years beginning after 
December ]5, 1998. FASB's new draft contains changes which should appease some in the 
industry, such as allowing rollovers ofhedges. ' 

DISCUSSION: 

Features ofFASB Proposal 

The first key feature ofFASB's proposal is that all derivatives would be moved out of the 
footnote!. and on to the balance sheet and income statement. The second key feature is that 
derivativl~s would be measured at their fair value on the balance sheet. On the income statement, 
gains and losses would be accounted for in different ways, depending on the reason for holding 
the instmment. ' 

o 	 Ifa derivative is not designated as a hedge ofanother instrument, it would be carried at 
f::tir vaJue on the baJance sheet and changes in its fair value would be recognized currently 
iil earnings as gains or losses. Speculative positions in derivatives would faU into this 
category. 

• 	 A "fair vaJue" hedge is a derivative that is identified as hedging exposure to changes in the 
fair value of a reCognized asset or liability or ofa firm commitment. Gains or losses in the 
fair value ofa derivative designated as a "fair value" hedge, together with the offsetting 
loss or gain on the hedged asset or liability, would be recognize~ currently in earnings. 

• 	 A "cash flow" hedge is a derivative that is identified as hedging exposure to variability in 
the cash flows of a recognized asset or liability or of a forecasted (but not firmly 
t:ommitted) transaction. The effective (hedging) aspect ofa derivative designated.Bs a 

http:designated.Bs


2 

"ca:,h flow" hedge would be reported as a component of other.comprehensive income on 
the balance sheet but would not be recognized in earnings until the period during which 
the forecasted transaction affects earnings. • 

Criticism of the EASB Proposal 

A t'~rrent of criticism has been unleashed on E ASB' s proposal. Chairman Greenspan has 
sent two letters in opposition (Greenspan's letter ofJuly 31, 1997, and FASB's response are at 
Tab A). FASB has dealt with many ofthe issues cited in Greenspan's first letter, which was. dated 
November 1, 1996, and cosigned by the OCC and the FDIC. In addition, twenty industry CEOs 
sent a letter to FASB opposing the project (Tab B). Another letter in opposition was sent to 
Senator Gramm by the ABA Securities Association, America's Community Bankers, the 
American r~ankers Association, ISDA, the New York Clearing House Association, and the 
Treasury Management Association (Tab C). 

Thl~ more substantive charges are that the new standard would: 

• 	 increase balance sheet and income statement volatility; , 
• 	 eliminate managers' ability to smooth financial statement volatility by recognizing ch8:J1ges 

in the vaJue of derivatives at advantageous points in time; 
• 	 dis.:::ourage managers from using derivatives to hedge risks; 
• 	 make it difficult and, in some cases, impossible to achieve hedge accounting treatment for 

diverse portfolio or "macro" hedges; 
• 	 represent a "piecemeal approach" to the introduction of fair value accounting; and 
• 	 place intolerable burdens on managers who are already struggling to make year 2000 


systems changes. 


One example ofbanks' concern over balance sheet volatility is that, if they use derivatives 
to lock in ,expected future funding costs, they would have to follow the "cash flow" model for 
forecasted transactions. Ifinterest rates fell, banks would have to report the derivatives' loss in 
value und(!r "other comprehensive income" in equity on the balance sheet. They would not be 
allowed to, offset this loss on derivatives against the expectation ofpaying lower financing costs in 
the future. . 

Banks are also concerned that the proposed rules would make it more difficult to hedge 
the durati~m gap between deposits and associated investments. Banks would not be able to offset 
swings in the fair value ofthis type of hedge against swings in the banks' valuation ofdeposits, 
because, u.nder FAS 107, the fair market value of deposits is their book value. As a result, the 
existence ofa hedge could cause swings in the income statement. FASB responds that a bank 
could designate a specific investment as the object of the hedge, as long as the asset had similar 
maturity, iisk and other features as the hedged net position, and match gains or losses on the 

,hedge to ()ffsetHng gains or losses on the fair value ofthe asset. The banks argue that this is 
impossibl€! to do, or that F ASB is making them jump through hoops. F ASB says this is necessary 
to resolve timing and recognition issues that would arise with a net position. 
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Some firms are also concerned about the consequences of hedging "held-to-maturity" 

assets. Under existing rules, "held to maturity" securities are carried at historical cost. so that a 

firm would not be able to offset the gain or loss on a derivative against the gain or loss on a 

security. FASB says that it will allow firms to reclassifY their securities as "available for sale." 

which would enable firms to carry the securities at fair value. Firms counter that this could 

increase vc)latility in financial statements since not a1l the risks embodied in a security may be 

hedged by the derivative. This could be a particular problem for entities such as the Federal 

Home Loan Banks and Freddie Mac, who only hedge the prepayment risk on mortgage-backed 

securities that they hold to maturity. 


Some firms may have difficulty meeting FASB's deadline for implementation (January, 
1999), while they struggle to solve Year 2000 problems. There is also some concern that the new 

. rules could affect the calculation ofbank capital requirements. However, the bank regulators 
could negilte the effect of these new accounting rules for the purposes ofbank capital . 
requirements. 

Broker-dealers' financial statements should not be much affected by the FASB proposal. 
They are ~IJready required to mark most of their assets and liabilities to market. However, some 
ofthese firms are apparently concerned about how these rules may affect their c.ustomers' use of 
derivatives. . 

F ASB has responded to the criticisms by sayipg that its proposal would not, by itself, 
"increase" volatility. Instead, the proposal would require firms to report on the balance sheet and 
income statement volatility that already exists in the value of their derivatives holdings. 

In addition, the new standard should not discourage managers from using derivatives to 
hedge risks. Instead, the new requirements should clarifY for investors which derivatives are 
effective in hedging and make it more difficult to conceal the imprudent use ofderivatives. 

Other groups support FASB's proposal. The Association for Investment Management 
and Research (AIMR) testified in favor ofFASB's proposal at a March, 1997 Senate hearing. 
The American Institute ofCertified Public Accountants supports the proposal, although it 
suggests a few technical changes and recommends delaying implementation for an additional year. 
GE, GM. McDonalds, Vanguard and T. Rowe Price have also issued written statements in 
support ofFASB's proposal. SEC Chairman Levitt has given public support to FASB's proposal. 
A favorable piece from the WaH Street Journal editorial page is attached (Tab D). 

The International Accounting Standards Committee (IASC) is considering whether to 
adopt a "core" set of U.S. standards on financial instruments as part ofIASC's work towards a 
barmom.red international standard. IASC has proposed that FASB's derivatives proposal be 
included in the core set. Paradoxically. U.S. firms may find IASC's core set to be very attractive 
forcross:-border filings, because it would not include other elements ofU.S. generally accepted 
acco~nting principles. 
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Inflation-Indexed Securities 

FASB has tentatively d.ecided to account for inflation-indexea notes by breaking them into 
"host" instruments and "embedded" derivatives. Each piece would be accounted for separately. 
according to the goal for which it was used. FASB staffis clearly open to discussion on this 
point. On the other hand, investors would have the option (under FAS 115) to mark the entire 
inflation-indexed note to market. Sm8.Il investors would not be affected by FASB rules. ' 

ATTACHMENTS: Tab A Letter to F ASB from Chainnan Greenspan dated July 31, 
1997, and FASB response 

,TabB Letter to F ASB from industry CEOs 
TabC I.,.etter to Senator Gramm from ABA Securities Association, 

America' s Community Bankers, the American Bankers 
( Association, ISDA, the New York Clearing House 

Association, and the Treasury Management Association 
TabD Wall Street Journal editorial page column 
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