Federal Accounting Standards Advisory Board

September 21, 2005
Memorandum

To: Members of the Board
From: Melissa L. Loughan, Assistant Director
Ross Simms, Assistant Director

Through: Wendy M. Comes, Executive Director
Subj: Conceptual Project--Objectives Phase TAB A'

At the August 2005 Board meeting, the Board agreed to proceed with the staff team’s
plan for conducting roundtable meetings on each of the four objectives of federal
financial reporting — Budget Integrity, Operating Performance, Stewardship, and
Systems and Control. Also, the Board provided comments on the draft white paper on
financial reporting objectives and the meeting materials for the Budgetary Integrity and
Operating Performance roundtables.

The staff team revised the draft white paper to address the comments raised by Board
members. For example, the paper includes an explanation of the advantages of a
GAAP standard setter, as well as elaborating that the purpose of the evaluation of the
reporting objectives will focus on clarifying the objectives and defining the Board’s role
in achieving them. The revised white paper is the version that we have provided to the
roundtable participants and is included for your reference at Tab 1. Although we don’t
plan to make any changes to the paper prior to completing the roundtable meetings (to
ensure a consistent white paper is used for all the roundtable meetings), please feel
free to bring up any issues that you may have.

The staff team held the roundtable on the Budgetary Integrity objective on September
19, 2005 and is in the process of analyzing the results. Staff would like to note that the
meeting was robust, insightful and included participation by representatives from key
groups. The transcript (as well as the staff analysis) will be available for your review.
Additionally, staff will prepare a summary of the results and issues for inclusion in the

! The staff prepares Board meeting materials to facilitate discussion of issues at the Board meeting. This material is
presented for discussion purposes only; it is not intended to reflect authoritative views of the FASAB or its staff. Official
positions of the FASAB are determined only after extensive due process and deliberations.
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white paper after completion of all the roundtables. The staff team plans to complete
the roundtable for the next objective, Operating Performance, on September 28, 2005.

Staff has prepared the roundtable meeting materials for the two remaining objectives,
Stewardship (Tab 2) and Systems and Control (Tab 3). The Stewardship roundtable is
planned for November 29, 2005 and the Systems and Control roundtable is planned for
December 6, 2005. Based on prior Board discussions, it appears that these two
objectives raise more issues among certain Board members. Therefore, staff would like
to ensure the roundtable packages include all the issues and questions you wish to
research.

The obijective for the October Board meeting is to obtain the Board’s input on the
meeting materials for the roundtables on the Stewardship and Systems and Control
objectives of federal financial reporting.

Please feel free to contact us (Melissa at 202-512-5976 or by email at
loughanm@fasab.gov and Ross at 202-512-2512 or by email at simmsr@fasab.gov) to
discuss any questions you may have.
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. Concepts Project Objective:

A.

To ensure that federal financial accounting standards are based on a sound

framework of objectives and concepts regarding the nature of accounting,
financial statements, and other communications methods. The framework should:

B.
pro

provide structure by describing the nature and limits of federal financial
reporting,

identify objectives that give direction to standard setters,

define the elements critical to meeting financial reporting objectives and
describe the statements used to present elements,

identify means of communicating information necessary to meeting objectives
and describe when a particular means should be used, and

enable those affected by or interested in standards to understand better the
purposes, content, and characteristics of information provided in federal
financial reports.

The conceptual framework will refine and build on the current concepts
mulgated by FASAB.

Il. Objectives Phase of the Concepts Project--Evaluate Objectives and Other
Aspects of SFFAC 1.

A.

This phase of the overall Concepts Project relates to the evaluation of the

reporting objectives and other aspects of Statement of Federal Financial
Accounting Concepts (SFFAC) 1, Federal Financial Reporting Objectives. This
phase supports the Board’s efforts to improve the conceptual framework and will
be accomplished through developing this white paper on objectives."

B. Evaluation of the reporting objectives will focus on (1) clarifying the broad
federal financial reporting objectives (by determining if they are still valid and
appropriate and whether additional ones are necessary) and (2) defining the
Board’s role in achieving those broad objectives as the nature of the Board’s

involvement may vary for each objective. This phase will address questions such

as:

e As drafted, are the objectives themselves clearly stated and complete?

e Have any events or circumstances arisen since the objectives were drafted
that would cause the Board to reconsider them?

e Are certain objectives currently met by means other than GAAP financial
statements? If so, how reliable (stable) are the means currently in place?

' The Objectives Phase of the Concepts Project and this white paper focuses on the bolded text in par. 1

(A).
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o Does FASAB have a comparative advantage over other means of meeting
certain objectives?

¢ Are the objectives overly inclusive? Some have suggested that the
objectives are so broad that they do not narrow the field of alternatives. Is it
appropriate to determine “FASAB’s objectives” from among the current broad
reporting objectives? Alternatively, is it appropriate to prioritize among the
current objectives?

e How does the current reporting model contribute to meeting each reporting
objective?

C. This white paper draws from the existing SFFAC 1 and other literature as
needed. Ultimately, the white paper will inform the Board in its efforts to (1)
amend or augment concepts statements regarding objectives of federal financial
reporting in the future and (2) develop a strategic plan. This may be
accomplished by updating SFFAC 1 to cover developments in federal financial
reporting since its issuance and clarifying the Board’s role relative to each
reporting objective.

D. Following completion of the white paper, the Board may wish to develop a
concepts statement that clarifies or ranks the previously stated objectives and
presents any clarifying language related to other fundamental topics covered in
SFFAC 1. The statement may address the current reporting environment
(including non-GAAP reporting initiatives), how the original (broader) reporting
objectives not retained (or no longer primary) are met, reasoning behind
including additional reporting objectives and the Board’s role in meeting the
revised objectives.

E. The nature of the Board’s involvement may vary for each objective. For
example, objectives or sub objectives may be excluded because they were
determined to be poorly aligned with the Board’s mission or not a high priority for
the Board in the near-term (five to ten years). Potential reasons for excluding
objectives or sub objectives in the near term include the fact that others have
made or are making progress in meeting the objective or sub objective, the
Board’s structure, processes and authorities do not support meeting the objective
or sub objective, or other objectives or sub objectives are deemed to be more
important. Additionally, the Board’s involvement may be varied based on the
type of documents issued--specifically, FASAB could issue products other than
standards and concepts that would contribute to meeting objectives.

F. The clarification of the objectives and defining the Board’s role relative to
those objectives should (1) enhance the Board’s selection of standards projects
by making explicit the objectives attainable through GAAP financial reports and
(2) communicate to users the Board’s objectives. In addition, the white paper will
support a strategic planning effort expected to begin in 2006.
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lll. White Paper:

A. SFFAC 1 Status

1. The Board relies on SFFAC 1 to support its deliberations on financial
reporting issues. Briefly, SFFAC 1 provides:

a) Background information on federal financial reporting, its
environment, and the role of the Board,

b) User needs

c) Objectives

d) Cost and benefit considerations

e) Qualitative characteristics of information in financial reports
f) Relationships between accounting and financial reporting
including operating performance

2. SFFAC 1 acknowledges that many information sources other than
financial statements help to attain the stated objectives. Further,
SFFAC 1 does not assert that the Board will attempt to meet all the
stated objectives. It simply states that “FASAB will consider where
new accounting standards could make a useful and cost-effective
contribution to improving the extent to which these objectives are
attained.”

3. As noted above, the Board is currently evaluating the objectives
presented in chapter 4 of SFFAC 1 as part of its Conceptual Project.
The objectives as included in SFFAC 1 are as follows:

Objective 1--Budgetary Integrity
Federal financial reporting should assist in fulfilling the government's duty to be publicly accountable for
monies raised through taxes and other means and for their expenditure in accordance with the
appropriations laws that establish the government's budget for a particular fiscal year and related laws
and regulations. Federal financial reporting should provide information that helps the reader to
determine:
1A. How budgetary resources have been obtained and used and whether their acquisition and use were
in accordance with the legal authorization.
1B. The status of budgetary resources.
1C. How information on the use of budgetary resources relates to information on the costs of program
operations and whether information on the status of budgetary resources is consistent with other
accounting information on assets and liabilities.

Objective 2--Operating Performance
Federal financial reporting should assist report users in evaluating the service efforts, costs, and
accomplishments of the reporting entity; the manner in which these efforts and accomplishments have
been financed; and the management of the entity's assets and liabilities. Federal financial reporting
should provide information that helps the reader to determine:
2A. The costs of providing specific programs and activities and the composition of, and changes in, these
costs.
2B. The efforts and accomplishments associated with federal programs and the changes over time and in
relation to costs.
2C. The efficiency and effectiveness of the government's management of its assets and liabilities.
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Objective 3--Stewardship
Federal financial reporting should assist report users in assessing the impact on the country of the
government's operations and investments for the period and how, as a result, the government's and the
nation's financial condition has changed and may change in the future. Federal financial reporting should
provide information that helps the reader to determine:
3A. Whether the government's financial position improved or deteriorated over the period.
3B. Whether future budgetary resources will likely be sufficient to sustain public services and to meet
obligations as they come due.
3C. Whether government operations have contributed to the nation's current and future well-being.

Objective 4--Systems and Control
Federal financial reporting should assist report users in understanding whether financial management
systems and internal accounting and administrative controls are adequate to ensure that:
4A. Transactions are executed in accordance with budgetary and financial laws and other requirements,
consistent with the purposes authorized, and are recorded in accordance with federal accounting
standards;
4B. Assets are properly safeguarded to deter fraud, waste, and abuse; and
4C. Performance measurement information is adequately supported.

4. The ultimate focus of this white paper is on clarifying the four reporting
objectives listed above and defining the Board’s role in achieving those
broad objectives.

5. Before considering the four reporting objectives, the Board believes it
is useful to develop further its views regarding FASAB’s role as well as
the nature and limits of federal financial reporting. Given the changes
in the federal financial reporting environment since SFFAC 1 was
issued in 1993, the Board believes an up to date statement of views on
these matters is helpful.

6. The Board also believes it would be beneficial to get feedback from the
community on the reporting objectives in light of these changes.
FASAB staff will be conducting separate roundtable discussions on
each of the four reporting objectives. The primary purpose of the
discussions will be to determine how the objectives might be improved
to facilitate their use as a means for guiding the board in developing
standards of financial accounting and reporting and in developing
solutions to financial accounting and reporting issues. A brief
summary of the results or main discussion issues of the roundtables
will be incorporated into this white paper and will assist the Board as it
considers the objectives.
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B. Evolution in FASAB'’s Role

FASAB Created

7.

In October 1990, the Secretary of the Treasury, the Director of the
Office of Management and Budget, and the Comptroller General of the
United States established the Federal Accounting Standards Advisory
Board (FASAB or "the Board") as a federal advisory committee.

The nine member FASAB consisted of representatives from the three
principles, one Congressional Budget Office representative, one
representative from the defense and international agencies, one
representative from civilian agencies, and three representatives from
the private sector. FASAB issued recommended statements of
accounting concepts and standards for approval by its three principals.
In developing the statements, the FASAB adhered to Federal Advisory
Committee Act requirements and engaged a seven-step due process
approach that included public participation.

a) Identification of accounting issues and agenda decisions.

b) Preliminary deliberations.

¢) Preparation of initial documents (issue papers, and/or
discussion memorandums).

d) Release of documents (e.g., exposure drafts) to the public,
public hearings, and consideration of comments.

e) Further deliberations and consideration of comments.

f) General consensus (at least a majority vote) reached among
Board members and final documents submitted to the Treasury,
OMB, and GAO for approval.

g) The Principals provide for implementation guidance through the
FASAB’s Accounting and Auditing Policy Committee.

Shortly after FASAB was established, the Chief Financial Officers Act
of 1990 became law. The Act established the position of Chief
Financial Officer in each department to ensure the development of
integrated agency accounting and financial management systems,
including financial reporting and internal controls, which comply with
applicable accounting principles, standards, and requirements, and
internal control standards. The CFO Act also required some executive
agencies to have agency-wide audited financial statements and other
agencies to have more limited statements. The Government
Management Reform Act of 1994 for the first time required annual
audited financial statements covering the entire executive branch as
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well as agency-wide statements for each agency covered by the CFO
Act.

10.Chapter 1 of SFFAC 1 provides that “any description of federal
financial reporting objectives should consider the needs of both internal
and external report users and the decisions that they make.”> FASAB
considers the information needs of both internal and external users
because the distinction between them is in many ways less significant
for the federal government than for other entities.

11.As stated above, FASAB was created to advise OMB, Treasury and
GAO on accounting standards for federal agencies and programs in
order to improve financial reporting practices. The text in Chapter 1
preceding par. 23 details FASAB’s mission (when created) as “The
mission of the FASAB is to recommend accounting standards [for the
federal government] after ... considering the financial and budgetary
information needs of congressional oversight groups, executive
agencies, and the needs of other users of federal financial
information.”

GAAP Status Attained

12.1n October 1999, the American Institute of Certified Public
Accountants’ (AICPA) Council designated the FASAB as the
accounting standards-setting body for Federal government entities
under Rule 203 of the AICPA’s Code of Professional Conduct. Rule
203 provides, in part, that an AICPA member shall not (1) express an
opinion or state affirmatively that the financial statements or other
financial data of any entity are presented in conformity with generally
accepted accounting principles (GAAP) or (2) state that he or she is
not aware of any material modifications that should be made to such
statements or data in order for them to be in conformity with GAAP, if
such statements or data contain any departure from an accounting
principle promulgated by bodies designated by Council to establish
such principles, that has a material effect on the statements or data
taken as a whole.

13.Until the AICPA action, the Federal Government did not have a Rule
203 designated accounting standards-setter®. With this designation,

> SFFAC 1 par. 23

® From the FASAB Mission Statement, approved by the Board and by the Secretary of the Treasury, the
Director of OMB, and the Comptroller General of the United States in 1991.

* The AICPA Council designated the Financial Accounting Standards Board (FASB) as the standards-
setter for the private sector in 1973 and the Governmental Accounting Standards Board (GASB) as the
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Federal Government reporting entities obtain audit opinions that
indicate that the financial statements are presented in conformity with
GAAP rather than an “other comprehensive basis of accounting”
(OCBOA).

14.This designation came after an AICPA task force evaluated FASAB
against the following criteria used in designating accounting standards-
setting bodies under Rule 203: Independence; Due Process and
Standards; Domain and Authority; Human and Financial Resources;
and Comprehensiveness and Consistency.

15. The task force recommended some enhancements in FASAB’s
procedures, and assisted in incorporating them in FASAB’s
Memorandum of Understanding and Rules of Procedure. The most
significant enhancements were:

a) creation of an Appointments Panel to assist in selecting non-
federal members,

b) opening Steering Committee meetings to the public, and

c) establishing that FASAB would issue final standards following a
review period.

16.With the enhancements completed, the task force deemed the FASAB
to have satisfied such criteria. Accordingly, the AICPA Board
recommended that Council adopt a resolution to designate FASAB
under Rule 203. On October 19, 1999, the AICPA Council approved
the resolution.’

17.Subsequent to the Rule 203 recognition, the FASAB changed how it
issued accounting concepts and standards. Previously, standards
developed by FASAB did not become final until the sponsors explicitly
approved them for issuance. With the change, FASAB forwards
standards to the sponsors for a 90-day review. FASAB also forwards
capital asset accounting standards to the Congress for the mandatory
45-day review. If there are no objections during these respective
review periods, the standards are considered final and FASAB
publishes them on its website.

18. Additional enhancements following the October 1999 AICPA
recognition of FASAB as the standard setting body for the Federal
Government are reflected in its operating documents. These
enhancements included the following:

standards-setter for states and local governments in 1986. These are authoritative standard-setting
bodies under Rule 203.

°On May 23, 2003 the AICPA Council unanimously voted to continue for a second five-year period
designation of the FASAB as the accounting standards-setting body for Federal government entities
under Rule 203 of the AICPA’s Code of Professional Conduct.
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e Minutes posted to the website (see
http://www.fasab.gov/meeting.htm )

e Briefing materials available in advance of the meetings via the
website (draft Board issuances are not posted).

e Procedures for issuing Technical Bulletins established.

e Exposure drafts are now published electronically. Hard copies are
available on request.

e Publish any dissents and identify the authors in final statements.

e Press releases have been improved and a broader list of press
contacts is maintained.

e Agenda setting process now includes a call for comments on
proposed projects and permits identification of other project
proposals.

Enhancements to Independence

19.1n 2002, the Board’s sponsors altered the Board’s structure to increase
the level of non-federal representation to enhance the perceived
independence of the Board. The nine-member board would now have
six non-federal members and three federal members. In addition, the
Secretary of the Treasury relinquished his authority to object to any
standard during the 90-day review period. Thus, only GAO and OMB
may object to the issuance of a new standard or concept by FASAB.

20.In 2003, the Board was expanded to provide for additional legislative
branch input. The Board grew to ten members with the addition of a
representative from the Congressional Budget Office. The Board now
has six non-federal members and four federal members.

Advantages of a GAAP Standards Setter

21.The GAAP designation confirms that the FASAB has established
proper rules and procedures and enhances the Board in these
respects:

Credibility--GAAP recognition, with continued monitoring by the
accounting profession, indicates that the Board meets the minimum
requirements for a GAAP body. These are Independence, Due
Process and Standards, Domain and Authority, Human and
Financial Resources, and Comprehensiveness and Consistency.

Ability to set a common framework for debate and offer a forum for
consideration of financial reporting issues--While it does not limit
the Board’s role, GAAP status demands comprehensiveness and
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consistency. Thus, GAAP standards setters endeavor to establish a
sound conceptual framework, address critical issues in a timely
manner, and introduce discipline to financial measures. Through
development of, continual improvement in, and application of
financial accounting concepts and standards, GAAP governs the
terms used in financial discussions and the financial representation
given to transactions and events.

Due process is a requirement of both Rule 203 and the Federal
Advisory Committee Act. Thus, the Board must continue to conduct
outreach and consider the views of those interested in federal
financial reporting. This is both a responsibility and an opportunity.
Because of due process, the Board is challenged to produce
concepts and standards that are defensible and understandable.
Further, the Board may use due process as a means to engage
members of the various professions having an interest in federal
finances. Through the Board’s efforts, public policy and budget
experts may engage in financial accounting/reporting deliberations.
This creates the opportunity to produce more useful and
understandable concepts and standards.

Impact on external decision makers through ability to require
unbiased information (to send “bad news”) due to independence--
Independence has been identified as the most significant criterion
for a GAAP body. With an independent standard setter it is more
likely that government organizations will be required to provide a
complete financial report including “bad news.”

22.FASAB's influence on federal financial reporting is unique. The Board
determines financial reporting concepts and standards through an
extensive and widely participative due process. Federal entities follow
these standards in preparing financial statements subject to
independent audit. Independent auditors determine whether the
financial statements are presented fairly in accordance with GAAP
which encompasses those concepts, standards, and practices required
to define accepted accounting practices at a particular time.

23.Audited financial statements based on GAAP have an advantage in
meeting users’ needs in several ways. For example, the discipline
introduced through audited financial statement preparation and through
established definition, recognition, and measurement guidance can
lead to enhanced systems and processes, and ultimately more reliable
information. Also, internal reporting and analyses are enhanced along
with focusing attention on areas of concern. Consequently, users can
gain a level of assurance that the information they utilize is accurate.
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24.In addition, knowledge that certain information will be made publicly

available can have behavioral consequences, such as deterring fraud,
waste, and abuse. It also may lead reporters, analysts, and others to
expect certain information (outside of the Budget) on a routine
schedule. Also, managers may desire to inform Congress of
information that is not included in the Budget. Consequently, accrual-
based information can be made available to demonstrate
accountability and that can be useful for decision-making.

25.In addition, GAAP reports provide an advantage because the

information in such reports must possess certain characteristics. To
effectively communicate information to users, SFFAC 1 describes six
characteristics that the information must possess-- Understandability,
Reliability, Relevance, Timeliness, Consistency, and Comparability.”

26. All of the foregoing adds a degree of credibility and acceptability to

FASAB’s standards that may not exist elsewhere in the federal
jurisdiction. Although there may be other reporting requirements (other
than financial statements) that are achieving or are contributing to
achieve certain objectives, information required by a FASAB standard
brings a level of assurance about the reliability of the information
because it is subject to audit.

C. Evolution in Federal Financial Management and Reporting Laws and

Requlations since the CFO Act of 1990

27.The CFO Act could be considered the first of a series of major

legislation passed to increase federal accountability through financial
management reform. Briefly, the purposes of the CFO Act were to (1)
bring more effective financial management practices to the Federal
government, (2) provide for the production of complete, reliable, and
consistent financial information for use in management and evaluation
of Federal programs, and (3) improve agency systems of accounting,
financial management, and internal controls. The CFO Act created 24
chief financial officers for the major executive departments and
agencies. In addition to requiring those agencies to prepare and
submit audited financial statements for each revolving and trust fund
and for accounts that performed substantial commercial functions, the
CFO Act required some agencies to have agency-wide financial
statements.

® See SFFAC 1 par. 156-164 for discussion of the Qualitative Characteristics of Information in Financial

Reports.
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28.As mentioned above, FASAB was established shortly after passage of

the CFO Act. SFFAC 1 was issued in September 1993. Since then,
and following in the steps of the CFO Act, Congress has enacted a
series of laws to reform and improve financial management in the
federal government. Along the lines of the three purposes of the CFO
Act described in the previous paragraph, the legislations and
regulations since 1993 can be considered to broadly fall into the three
areas:

o Effective Financial Management Practices--Legislation to bring
more effective financial management practices to the Federal
government,

e Performance Measurement--Legislation to provide for the
production of complete, reliable, and consistent financial
information for use in management and evaluation of Federal
programs, and

¢ Internal Controls--Legislation to improve agency systems of
accounting, financial management, and internal controls.

29.Accordingly, it would be appropriate to consider these and the related

changes in the federal financial reporting environment since SFFAC 1
was issued. A brief summary and analysis of implications for pertinent
laws and regulations is presented below.

Effective Financial Management Practices

30. Government Management Reform Act of 1994 (GMRA)--GMRA

31.

substantially expanded the requirements in the CFO Act by requiring
audited financial statements covering all accounts in the 24 CFO
agencies. In addition, GMRA also required the Secretary of the
Treasury to prepare a consolidated financial statement for the
executive branch. From its inception, the resulting Financial Report of
the United States Government has also included financial information
for the legislative and judicial branches.

Impact/Analysis: During FASAB's early years, it focused more on
financial statements for components or segments of the federal
government than it did on the government-wide statements. It was
understood that some differences would be appropriate at the
government-wide level (e.g., with regard to reporting on budgetary
execution and financing). It was expected that—in the absence of
specific guidance from FASAB—OMB, GAO and Treasury would
determine how to report at the government-wide level. GMRA's
requirement for audited financial statements at this level and AICPA’s
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recognition of federal accounting principles published by FASAB as
GAAP (in SAS 91, Federal GAAP Hierarchy, April 2000), created a
need for FASAB to define the applicable standards and to consider
whether additional or different concepts were needed. FASAB has
done so in SFFAC 4, Intended Audience and Qualitative
Characteristics for the Consolidated Financial Report of the United
States Government, and in SFFAS 24, Selected Standards for the
Consolidated Financial Report of the United Statements Government.
In addition, FASAB now includes a separate section detailing
requirements for the Government-wide financial statement in
applicable standards.

32.Reports Consolidation Act of 2000--This Reports Consolidation Act
builds on a pilot program authorized in GMRA that allowed an agency
to combine its audited financial statement, as required by GMRA, and
its performance reports, as required by GPRA, to provide a more
comprehensive and useful picture of the services provided.

33.The Reports Consolidation Act requires that a consolidated report:

a) Shall be referred to as a Performance and Accountability Report if
it incorporates the agency’s GPRA program performance report;

b) Contain a summary of the most significant portions of the
agency'’s program performance report, including the agency’s
success in achieving key performance goals, if the program
performance report is not incorporated;

c) Include a statement by the agency’s inspector general that
summarizes the agency’s most serious management and
performance challenges; and

d) Include a transmittal letter from the agency head containing an
assessment of the completeness and reliability of the
performance and financial data used in the report.

34.Impact/Analysis: With the Reports Consolidation Act, agency audited
financial statements are included in a combined Performance and
Accountability Report that contain other financial and performance
reporting requirements.

35. Accountability of Tax Dollars Act of 2002--The Accountability of Tax
Dollars Act extended the requirements for preparation of audited
financial statements to virtually all executive branch agencies. OMB
may exempt agencies with available budget authority under $25 million
in a given year, if OMB determines that audited financial statements
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are not warranted due to an absence of risk. The newly covered
agencies are subject to OMB Bulletin 01-09, Form and Content of
Agency Financial Statements. (Note that FFMIA reporting
requirements were not applied to these newly 