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Note 1.

Significant Accounting Policies

A. Basis of Presentation

These financial statements have been prepared to report the financial position and results of
operations of the Department of Defense (DoD), as required by the “Chief Financial Officers
(CFO) Act of 1990,” expanded by the “Government Management Reform Act (GMRA) of
1994,” and other appropriate legislation. The financial statements have been prepared from
the books and records of the Department in accordance with the “DoD Financial
Management Regulation,” Office of Management and Budget (OMB) Bulletin No. 01-09,
“Form and Content of Agency Financial Statements,” and to the extent possible Federal
generally accepted accounting principles (GAAP). The accompanying financial statements
account for all resources for which the Department is responsible except that information
relative to classified assets, programs, and operations has been excluded from the statements
or otherwise aggregated and reported in such a manner that it is no longer classified. The
DoD’s financial statements are in addition to the financial reports also prepared by the
Department pursuant to OMB directives that are used to monitor and control the DoD’s use
of budgetary resources.

The Department is unable to fully implement all elements of Federal GAAP and OMB
Bulletin No. 01-09 due to limitations of its financial management processes and systems,
including nonfinancial feeder systems and processes. The Department derives its reported
values and information for major asset and liability categories largely from nonfinancial
feeder systems, such as inventory systems and logistic systems. These were designed to
support reporting requirements focusing on maintaining accountability over assets and
reporting the status of federal appropriations rather than preparing financial statements in
accordance with Federal GAAP. As a result, the Department cannot currently implement
every aspect of Federal GAAP and OMB Bulletin No. 01-09. The Department continues to
implement process and system improvements addressing the limitations of its financial and
nonfinancial feeder systems. The Department provides a more detailed explanation of these
financial statement elements in the applicable footnote.

. Mission of the Reporting Entity

The National Security Act of 1947 created The Department of Defense (DoD) on
September 18, 1947. The overall mission of the Department is to organize, train, and equip
armed forces to deter aggression and, if necessary, defeat aggressors of the United States and
its allies. Fiscal year (FY) 2003 is the seventh year that the Department has prepared audited
DoD Agency-wide financial statements required by the CFO Act and GMRA. The reporting
entities within the Department changed to facilitate this reporting requirement. Auditors will
be issuing opinions on the financial statements of the following stand-alone reporting
entities: (1) Army General Fund, (2) Army Working Capital Fund, (3) Navy General Fund,
(4) Navy Working Capital Fund, (5) Air Force General Fund, (6) Air Force Working Capital
Fund, (7) Military Retirement Fund, and (8) U.S. Army Corps of Engineers_(Civil Works).
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In addition to the eight stand-alone reporting entities, separate columns in the
combining/consolidating statements are included with the financial information of the “Other
Defense Organizations General Funds” or “Other Defense Organizations Working Capital
Funds.” The Office of the Inspector General will not issue separate audit opinions on the
statements of the Other Defense Organizations; instead the financial statements and records
of those organizations will be included in the audit performed to support the opinion issued
on the DoD Agency-wide financial statements.

Also, the Department requires the following Defense Agencies to prepare internal stand-
alone annual financial statements to be audited by certified public accounting firms: (1)
Defense Logistics Agency, (2) Defense Finance and Accounting Service (DFAS), (3)
Defense Information Systems Agency, (4) Defense Contract Audit Agency, (5) Defense
Commissary Agency, (6) Defense Security Service, and (7) Defense Threat Reduction
Agency.

C. Appropriations and Funds

The Department receives its appropriations as general, working capital (revolving funds),
trust, special, and deposit funds. The Components use these appropriations and funds to
execute their missions and report on resource usage.

e General funds are used for financial transactions arising under congressional
appropriations, including personnel, operation and maintenance, research and
development, procurement, and construction accounts.

e Trust funds represent the receipt and expenditure of funds held in trust by the government
for use in carrying out specific purposes or programs in accordance with the terms of the
donor, trust agreement, or statute.

e Special funds are accounts for government receipts earmarked for a specific purpose.

e Deposit funds generally are used to: (1) hold assets for which the Department is acting as
an agent or a custodian or whose distribution awaits legal determination, or (2) account
for unidentified remittances.

e Working Capital funds (WCF) (revolving funds) receive their initial working capital
through an appropriation or a transfer of resources from existing appropriations or funds
and use those capital resources to finance the initial cost of products and services.
Financial resources to replenish the initial working capital and to permit continuing
operations are generated by the acceptance of customer orders. The Defense Working
Capital Fund operates with financial principles that provide improved cost visibility and
accountability to enhance business management and improve the decision making
process. The activities provide goods and services on a reimbursable basis. Receipts
derived from operations generally are available in their entirety for use without further
congressional action.
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D. Basis of Accounting

The Department generally records transactions on a budgetary basis and not an accrual
accounting basis as is required by Federal GAAP. For FY 2002, the Department’s financial
management systems are unable to meet all of the requirements for full accrual accounting.
Many of the Department’s financial and nonfinancial feeder systems and processes were
designed and implemented prior to the issuance of Federal GAAP for federal agencies and,
therefore, were not designed to collect and record financial information on the full accrual
accounting basis as required by Federal GAAP.

The Department has undertaken efforts to determine the actions required to bring its financial
and nonfinancial feeder systems and processes into compliance with all elements of Federal
GAAP. One such action is the current revision of its accounting systems to record
transactions based on the United States Government Standard General Ledger (USSGL).
Until such time as all of the Department’s financial and nonfinancial feeder systems and
processes are updated to collect and report financial information as required by Federal
GAAP, the DoD’s financial data will be based on budgetary transactions (obligations,
disbursements, and collections), transactions from nonfinancial feeder systems, and adjusted
for known accruals of major items such as payroll expenses, accounts payable, and
environmental liabilities.

In addition, the Department identifies programs based upon the major appropriation groups
provided by Congress. The Department is in the process of reviewing available data and
attempting to develop a cost reporting methodology that balances the need for cost
information required by the Statement of Federal Financial Accounting Standards (SFFAS)
No. 4, “Managerial Cost Accounting Concepts and Standards for the Federal Government,”
with the need to keep the financial statements from being overly voluminous.

E. Revenues and Other Financing Sources

The Department receives congressional appropriations as financing sources for general funds
(annual and a multiyear basis). When authorized, these appropriations are supplemented by
revenues generated by sales of goods or services through a reimbursable order process. The
Department recognizes revenue as a result of costs incurred or services performed on behalf
of other federal agencies and the public. Under the reimbursable order process, the
Department recognizes revenue when earned.

Depot Maintenance and Ordnance Working Capital Funds (WCF) recognize revenue
according to the percentage of completion method. Supply Management WCF activities
recognize revenue from the sale of inventory items.

Other financing sources reported by Department do not include non-monetary support
provided by U.S. Allies for common defense and mutual security. The U.S. has agreements
with foreign countries that include both direct and indirect sharing of costs that each country
incurs in support of the same general purpose. Examples include countries where there is a
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mutual or reciprocal defense agreement, where U.S. troops are stationed, or where the U.S.
fleet is in a port. DoD is reviewing these types of financing and cost reductions in order to
establish accounting policies and procedures to identify what, if any, of these costs are
appropriate for disclosure in the Department’s financial statements in accordance with
generally accepted accounting principles. Recognition of support provided by host nations
would affect both financing sources and recognition of expenses.

F. Recognition of Expenses

For financial reporting purposes, the DoD policy requires the recognition of operating
expenses in the period incurred. However, because the Department’s financial and
nonfinancial feeder systems were not designed to collect and record financial information on
the full accrual accounting basis, accrual adjustments are made for major items such as
payroll expenses, accounts payable, and environmental liabilities. The Department’s
expenditures for capital and other long-term assets are not recognized as operating expenses
until depreciated in the case of Property, Plant and Equipment (PP&E) or consumed in the
case of Operating Materials and Supplies (OM&S). Net increases or decreases in
unexpended appropriations are recognized as a change in the net position. Certain expenses,
such as annual and military leave earned but not taken, are financed in the period in which
payment is made. The Departments adjust operating expenses as a result of the elimination
of balances between DoD Components. See Note 19.I, Intragovernmental Expenses and
Revenue for disclosure of adjustment amounts.

Accounting for Intragovernmental Activities

The Department as an agency of the federal government, interacts with and is dependent
upon the financial activities of the federal government as a whole. Therefore, these financial
statements do not reflect the results of all financial decisions applicable to the Department as
though the agency was a stand-alone entity.

e Public Debt

The Department’s proportionate share of public debt and related expenses of the federal
government are not included. The federal government does not apportion debts and its
related costs to federal agencies. The DoD’s financial statements, therefore, do not report
any portion of the public debt or interest thereon, nor do the statements report the source
of public financing whether from issuance of debt or tax revenues.

Financing for the construction of DoD facilities is obtained through budget
appropriations. To the extent this financing ultimately may have been obtained through
the issuance of public debt, interest costs have not been capitalized since the Department
of the Treasury does not allocate such interest costs to the benefiting agencies.
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e Civilian/ Military Retirement Systems

The Department’s civilian employees participate in the Civil Service Retirement System
(CSRS) and the Federal Employees Retirement System (FERS) while the Military
Retirement System (MRS) covers military personnel. Additionally, employees and
personnel covered by FERS and MRS also have varying coverage under Social Security.
The Department funds a portion of the civilian and military pensions. Reporting civilian
pensions under CSRS and FERS retirement systems is the responsibility of the Office of
Personnel Management (OPM). The Department recognizes an imputed expense for the
portion of civilian employee pensions and other retirement benefits funded by the OPM
in the Statement of Net Cost; and recognizes corresponding imputed revenue from the
civilian employee pensions and other retirement benefits in the Statement of Changes in
Net Position.

e Actuarial Liability

The Department reports the assets, funded actuarial liability, and unfunded actuarial
liability for the military personnel in the DoD financial statements. The Department
recognizes the actuarial liability for the military retirement health benefits in the Other
Defense Organization General Fund column of the DoD Agency-wide
consolidating/combining statements.

o Inter/Intra Governmental Elimination

Preparation of reliable financial statements requires the elimination of transactions
occurring between entities within the Department or between two or more federal
agencies. However, the Department, as well as the rest of the federal government, cannot
accurately identify all Intragovernmental transactions by customer. For FY 1999 and
beyond seller entities within the Department provided summary seller-side balances for
revenue, accounts receivable, and unearned revenue to the buyer-side internal DoD
accounting offices. In most cases, the buyer-side records have been adjusted to recognize

unrecorded costs and accounts payable. Intra-DoD Intragovernmental balances were then
eliminated.

The Department of the Treasury, Financial Management Service (FMS) is responsible for
eliminating transactions between the Department and other federal agencies. In
September 2000, the FMS issued the “Federal Intragovernmental Transactions
Accounting Policies and Procedures Guide.” The Department was not able to fully
implement the policies and procedures in this guide related to reconciling
Intragovernmental assets, liabilities, revenues, and expenses for non-fiduciary
transactions. The Department, however, was able to implement the policies and
procedures contained in the “Intragovernmental Fiduciary Transactions Accounting
Guide,” as updated by the “Federal Intragovernmental Transactions Accounting Policies
and Procedures Guide,” for reconciling Intragovernmental transactions pertaining to
investments in federal securities, borrowings from the United States (U.S.) Treasury and
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the Federal Financing Bank, Federal Employees’ Compensation Act transactions with the
Department of Labor (DoL), and benefit program transactions with the OPM.

H. Transactions with Foreign Governments and International Organizations

Each year, the DoD Components sell defense articles and services to foreign governments
and international organizations, primarily under the provisions of the “Arms Export Control
Act of 1976.” Under the provisions of the Act, the Department has authority to sell defense
articles and services to foreign countries and international organizations, generally at no
profit or loss to the U.S. Government. Customers may be required to make payments in
advance.

I. Funds with the U.S. Treasury

The Department’s financial resources are maintained in U.S. Treasury accounts. DFAS,
Military Services, U.S. Army Corps of Engineers (USACE) disbursing stations, and the
Department of State financial service centers process the majority of cash collections,
disbursements, and adjustments worldwide. Each disbursing station prepares monthly
reports, which provide information to the U.S. Treasury on check issues, electronic fund
transfers, interagency transfers and deposits.

In addition, the DFAS sites and the USACE Finance Center submit reports to the Department
of the Treasury, by appropriation, on interagency transfers, collections received, and
disbursements issued. The Department of the Treasury then records this information to the
applicable Fund Balance with Treasury (FBWT) account maintained in the Treasury’s
system. Differences between the Department’s recorded balance in the FBWT accounts and
Treasury’s FBWT accounts sometimes result and are subsequently reconciled. See Note 3,
Fund Balance with Treasury for material disclosure. Differences between accounting
offices’ detail-level records and Treasury’s FBWT accounts are disclosed in Note 21.B,
specifically, differences caused by in-transit disbursements and unmatched disbursements
(which are not recorded in the accounting offices’ detail-level records).

J. Foreign Currency

The Department conducts a significant portion of its operations overseas. The Congress
established a special account to handle the gains and losses from foreign currency
transactions for five general fund appropriations (operation and maintenance, military
personnel, military construction, family housing operation and maintenance, and family
housing construction). The gains and losses are computed as the variance between the
exchange rate current at the date of payment and a budget rate established at the beginning of
each fiscal year. Foreign currency fluctuations related to other appropriations require
adjustments to the original obligation amount at the time of payment. The Department does
not separately 1dentify currency fluctuations.
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K. Accounts Receivable

L.

As presented in the Balance Sheet statement, accounts receivable includes accounts, claims,
and refunds receivable from other federal entities or from the public. Allowances for
uncollectible accounts due from the public are based upon analysis of collection experience
by fund type. The Department does not recognize an allowance for estimated uncollectible
amounts from other federal agencies. Claims against other federal agencies are to be
resolved between the agencies. See Note 5, Accounts Receivable for material disclosure.

Loans Receivable

The Department of Defense operates a loan guarantee program authorized by the National
Defense Authorization Act for FY 1996, Public Law 104-106 Statute 186 Section 2801, that
includes a series of authorities that allow the Department to work with the private sector to
renovate military housing. The Department’s goals are to: obtain private capital to leverage
government dollars, make efficient use of limited resources, and use a variety of private
sector approaches to build and renovate military housing faster and at a lower cost to
American taxpayers.

The Act also provides the Department with a variety of authorities to obtain private sector
financing and expertise to improve military housing. The Department uses these authorities
individually, or in combination. They include: guarantees, both loan and rental,
conveyance/leasing of existing property and facilities, differential lease payments,
investments, both limited partnerships and stock/bond ownership and direct loans. In
addition, the “Federal Credit Reform Act of 1990” governs all amended direct loan
obligations and loan guarantee commitments made after FY 1991 resulting in direct loans or
loan guarantees.

. Inventories and Related Property

Inventories are reported at approximate historical cost using Latest Acquisition Cost (LAC)
adjusted for holding gains and losses.

The Department uses the LAC method because its inventory systems were designed for
material management rather than accounting. The systems provide accountability and
visibility over inventory items. They do not maintain the historical cost data necessary to
comply with the SFFAS No. 3, “Accounting for Inventory and Related Property.” Neither
can they directly produce financial transactions using the United States Government Standard
General Ledger (USSGL), as required by the Federal Financial Management Improvement
Act of 1996 (P.L. 104-208).

The law distinguishes between “Inventory held for sale” and “Inventory held in reserve for
future sale.” There is no management or valuation difference between the two USSGL
accounts. Further, the DoD manages only military or government-specific material under
normal conditions. Items commonly used in and available from the commercial sector are
not managed in the DoD material management activities. Operational cycles are irregular,
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and the military risks associated with stock-out positions have no commercial parallel. The
Department holds material based on military need and support for contingencies. Therefore,
the Department does not attempt to account separately for items held for “current” or
“future” sale.

Related property includes Operating Materials and Supplies (OM&S) and stockpile
materials. The OM&S, including munitions not held for sale, are valued at standard purchase
price. The Department uses the consumption method of accounting for OM&S, for the most
part, expensing material when it is issued to the end user. Where current systems cannot
fully support the consumption method, the Department uses the purchase method - that is,
expensed when purchased. For FY 2002, the Department reported significant amounts using
the purchase method either because the systems could not support the consumption method
or because management deemed that the item is in the hands of the end user.

The Department implemented new policy in FY 2002 to account for condemned material
(only) as “Excess, Obsolete, and Unserviceable.” The net value of condemned material is
zero, because the costs of disposal are greater than the potential scrap value. Potentially
redistributable material, presented in previous years as “Excess, Obsolete, and
Unserviceable,” is included in “Held for Use” or “Held for Repair” categories according to
its condition.

In addition, past audit results identified uncertainties about the completeness and existence of
quantities used to produce the reported values. Material disclosures related to inventory and
related property are provided at Note 9.

Investments in U.S. Treasury Securities

The Department reports investments in U.S. Treasury securities at cost, net of amortized
premiums or discounts. Premiums or discounts amortize into interest income over the term
of the investment using the effective interest rate method or another method obtaining similar
results. The Department intent is to hold investments to maturity, unless they are needed to
finance claims or otherwise sustain operations. Consequently, a provision is not made for
unrealized gains or losses on these securities.

The Department invests in both marketable and non-marketable securities. Marketable
securities are investments trading on a public market. The two types of non-marketable
securities are par value and market based Intragovernmental securities. The Bureau of Public
Debt issues non-marketable Par Value Intragovernmental Securities. Non-marketable,
Market Based Intragovernmental Securities mimic marketable securities, but are not traded
publicly. See Note 4 for material disclosures.

General Property, Plant and Equipment
General PP&E assets are capitalized at historical acquisition cost plus capitalized

improvements when an asset has a useful life of two or more years, and when the acquisition
cost equals or exceeds the DoD capitalization threshold of $100,000. Also, DoD requires
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capitalization of improvement costs over the DoD capitalization threshold of $100,000 for
General PP&E. The Department depreciates all General PP&E, other than land, on a
straight-line basis.

Prior to FY 1996, General PP&E with an acquisition cost of $15,000, $25,000, and $50,000
for FYs 1993, 1994, and 1995 respectively, and an estimated useful life of two or more years
was capitalized. These assets remain capitalized and reported on WCEF financial statements.
General PP&E previously capitalized at amounts below $100,000 were written off General
Fund financial statements in FY 1998. See Note 10, General PP&E, Net for material
disclosures.

e Government Equipment in the Hands of Contractors

When it is in the best interest of the government, the Department provides to contractors
government property necessary to complete contract work. The Department either owns
or leases such property, or it is purchased directly by the contractor for the government
based on contract terms. When the value of contractor procured General PP&E exceeds
the DoD capitalization threshold, such PP&E is required to be included in the value of
General PP&E reported on the Department’s Balance Sheet.

The Department completed a study that indicates that the value of General PP&E above
the DoD capitalization threshold and not older than the DoD Standard Recovery Periods
for depreciation, and that is presently in the possession of contractors, is not material to
the Department’s financial statements. Regardless, the Department is developing new
policies and a contractor reporting process that will provide appropriate General PP&E
information for future financial statement reporting purposes. Accordingly, the
Department currently reports only government property, maintained in the DoD’s
property systems, in the possession of contractors.

To bring the DOD into fuller compliance with federal accounting standards, the
Department has issued new property accountability and reporting regulations that require
the DoD Components to maintain, in DoD Component property systems, information on
all property furnished to contractors. This action and other DoD proposed actions are
structured to capture and report the information necessary for compliance with federal
accounting standards.

P. Advances and Prepayments

The Department records payments in advance of the receipt of goods and services as
advances or prepayments and reports them as assets on the Balance Sheet. In addition, when
the department receives the related goods and services it recognizes advances and
prepayments as expenditures and expenses.
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Q. Leases

Generally, lease payments are for the rental of equipment and operating facilities and are
classified as either capital or operating leases. When a lease is essentially equivalent to an
installment purchase of property (a capital lease) the department records the applicable asset
and liability if the value equals or exceeds the current DoD capitalization threshold. The
Departments records the amounts as the lesser of the present value of the rental and other
lease payments during the lease term (excluding portions representing executory costs paid to
the lessor) or the asset’s fair value. The Department deems the use of estimates for these
costs as adequate and appropriate due to the relatively low dollar value of capital leases.
Imputed interest was necessary to reduce net minimum lease payments to present value
calculated at the incremental borrowing rate at the inception of the leases. In addition, the
Department classifies leases that do not transfer substantially all of the benefits or risks of
ownership as operating leases and records payment expenses over the lease term.

R. Other Assets

The Department conducts business with commercial contractors under two primary types of
contracts: fixed price and cost reimbursable. To alleviate the potential financial burden on
the contractor that long-term contracts can cause, the Department provides financing
payments. One type of financing payment that the Department makes, for real property, is
based upon a percentage of completion. In accordance with the SFFAS No. 1, “Accounting
for Selected Assets and Liabilities,” such payments are treated as construction in process and
are reported on the General PP&E line and in Note 10, General PP&E, Net.

In addition, the Federal Acquisition Regulations allow the Department to make financing
payments under fixed price contracts that are not based on a percentage of completion. The
Department reports these financing payments as advances or prepayments in the “Other
Assets” line item. The Department treats these payments as advances or prepayments
because the Department becomes liable only after the contractor delivers the goods in
conformance with the contract terms. If the contractor does not deliver a satisfactory product,
the Department is not obligated to reimburse the contractor for its costs and the contractor is
liable to repay the Department for the full amount of the advance.

The Department has completed its review of all applicable federal accounting standards;
applicable public laws on contract financing; Federal Acquisition Regulation Parts 32, 49,
and 52; and the OMB guidance in 5 CFR Part 1315, “Prompt Payment.” The Department
concluded that SFFAS No. 1 does not fully or adequately address the subject of progress
payment accounting and is considering appropriate actions.

S. Contingencies and Other Liabilities

The SFFAS No. 5, “Accounting for Liabilities of the Federal Government,” defines a
contingency as an existing condition, situation, or set of circumstances that involves an
uncertainty as to possible gain or loss to the Department. The uncertainty will be resolved
when one or more future events occur or fail to occur. The DoD recognizes contingencies as
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liabilities when past events or exchange transactions occur, a future loss is probable and the
loss amount can be reasonably estimated.

Financial statement reporting is limited to disclosure when conditions for liability recognition
do not exist but there is at least a reasonable possibility of incurring a loss or additional
losses. Examples of loss contingencies include the collectibility of receivables, pending or
threatened litigation, possible claims and assessments. The Department’s loss contingencies
arising as a result of pending or threatened litigation or claims and assessments occur due to
events such as aircraft, ship and vehicle accidents, medical malpractice, property or
environmental damages, and contract disputes.

Other liabilities arise as a result of anticipated disposal costs for the Department's assets.
This type of liability has two components: nonenvironmental and environmental. Consistent
with SFFAS No. 6, “Accounting for Property, Plant, and Equipment” recognition of an
anticipated environmental disposal liability commences when the asset is placed into service.
Nonenvironmental disposal liabilities are recognized for assets when management decides to
dispose of an asset based upon the Department's policy, which is consistent with SFFAS No.
5 “Accounting for Liabilities of Federal Government”. The Department agrees to the
recognition of nonenvironmental disposal liability for National Defense PP&E nuclear
powered assets when placed into service. Such amounts are developed in conjunction with,
and not easily separately identifiable from, environmental disposal costs. See Notes 14 and
15 for material disclosures.

T. Accrued Leave
The Department reports civilian annual leave and military leave that has been accrued and
not used as of the balance sheet date as liabilities. The liability reported at the end of the
fiscal year reflects the current pay rates.

U. Net Position

Net Position consists of unexpended appropriations and cumulative results of operations.

e Unexpended Appropriations represent amounts of authority, which are unobligated and
have not been rescinded or withdrawn. It also represents amounts obligated for which
legal liabilities for payments have not been incurred

e Cumulative Results of Operations represents the difference, since inception of an activity,
between expenses and losses and financing sources (including appropriations, revenue,
and gains). Beginning with FY 1998, this included the cumulative amount of donations
and transfers of assets in and out without reimbursement.

V. Treaties for Use of Foreign Bases

The DoD Components have the use of land, buildings, and other facilities, which are located
overseas obtained through various international treaties and agreements negotiated by the
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Department of State. DoD purchases capital assets overseas with appropriated funds;
however, the host country retains title to land and improvements. Generally, treaty terms
allow the DoD Components continued use of these properties until the treaties expire. The
DoD’s fixed assets decrease by not renewing a treaty or not reaching agreements. Therefore,
in the event treaties or other agreements are terminated whereby use of the foreign bases is
prohibited, losses are recorded for the value of any non-retrievable capital assets after
negotiations between the U.S. and the host country have been concluded to determine the
amount to be paid the U.S. for such capital investments.

W. Comparative Data

In FY 2002, the Department modified the financial statement presentation for the Statements
of Net Cost, Changes in Net Position, and Financing. As a result, the Department’s
statements during this reporting period may not always lend themselves to comparative
analysis. In some instances, amounts on the statements were reported on one financial line
in FY 2001 and split into multiple financial lines for FY 2002, in accordance with OMB’s
guidance.

X. Unexpended Obligations
The Department obligates funds to provide goods and services for outstanding orders not yet

delivered.  The financial statements do not reflect this liability for payment for
goods/services not yet delivered.
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Note 2.

As of September 30,
(Amounts in millions)

Intra-governmental Assets
Fund Balance with Treasury
Investments

Accounts Receivable
Other Assets

Total Intra-governmental Assets

Nonfederal Assets
Cash and Other Monetary Assets
Accounts Receivable
Loans Receivable
Inventory & Related Property
General PP&E
Other Assets

Total Non-Federal Assets

Total Assets

Nonentity and Entity Assets

2002

Nonentity Entity Total Total
$ 5373 205,278.9 205,816.2 190,129.1
180,804.5 180,804.5 173,288.2
5.4 1,116.5 1,121.9 1,064.2
0.1 0.1 4.2
$ 5427 387,200.0 387,742.7 364,485.7
$ 5782 164.5 742.7 1,014.1
4,139.9 2,202.0 6,341.9 4,613.8
44.2 44.2 0.0
146,198.6 146,198.6 205,406.2
122,338.1 122,338.1 113,826.8
125.0 18,120.8 18,245.8 17,834.4
$ 4,843.1 289,068.2 293,911.3 342,695.3
$ 5,385.8 676,268.2 681,654.0 707,181.0

Other Information Related to Nonentity and Entity Assets

Relevant Information for Comprehension

Assets are categorized as:

Other Information

Entity assets consist of resources that the Department has the authority to use, or where
management is legally obligated to use funds to meet entity obligations.

Nonentity assets are assets held by an entity, but are not available for use in the
operations of the entity.

The purpose of this note is to disclose the $5.4 billion of nonentity assets that are not
available for use by the Department in its day-to-day operations, but for which the
Department maintains stewardship accountability and responsibility to report.
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¢ Fund Balance With Treasury

NonEntity Assets -- Fund Balance With Treasury is comprised of other entity funds which
can include disbursing officers’ deposits and suspense accounts. The $537.3 million balance

consists of $375.0 million in deposit and suspense accounts and $162.3 million from Foreign
Military Sales.

e Non-Federal Assets

The Department is currently holding Nonentity Cash and Other Monetary Assets as follows:
(in millions)

Total

Type Army GF Navy GF  Air Force GF USACE 0ODO WCF ($ in millions)
Disbursing $ 1781 $ 1302 § 1163 $ 6 3 44 $ 429.6
Officer Cash
Foreign Currency 123.6 5 244 2 $ 148.7
Total $ 3017 $ 1307 $ 140.7 $ 8 $ 44 3 578.3

e Non-Federal Accounts Receivable

The Department is reporting accounts receivables of $5,004.0 million, interest of $1,332.8
million, and fines and penalties of $5.1 million. These Non-Federal receivables are related to
aged Navy contract receivables for unliquidated progress payments made for the cancelled
A-12 aircraft program and receivables related to litigation surrounding Air Force contracts.
These contracts are in litigation and once settled the Department’s collected sum will be
deposited into the Department of Treasury Miscellaneous Receipt Accounts. The
Department derived nor receives any benefit from these collections but incurs the cost of
administering them.

e Loans Receivable

Loans Receivable of $44.2 million reported in 2002 are attributable to a Military Housing
Privatization Initiative reported by the Other Defense Organization General Fund. There
were no Loans Receivable reported in 2001.

=  Note Reference

* For Additional Line Item discussion, see:
e Note 3, Fund Balance with Treasury
e Note 4, Investments
e Note 5, Accounts Receivable
e Note 6, Other Assets
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Note 3. Fund Balance with Treasury

As of September 30,
(Amounts in millions)
Fund Balances
Appropriated Funds $ 1956214]$ 182,437.9
Revolving Funds 7,823.4 5,327.0
Trust Funds 809.6 556.3
Other Fund Types 1,561.8 1,807.9
Total Fund Balances $ 205816.21 % 190,129.1
Fund Balances Per Treasury Versus Agency
Fund Balance per Treasury $ 20494501 $ 187,673.7
Fund Balance per The Department of Defense 205,816.2 190,129.1
Reconciling Amount $ B71.2)1 $ (2,455.4)
Explanation of Reconciliation Amount
Fund Balance Fund Balance per Reconciling Reconciling
Reporting Entity with Treasury Entity Books Amount Amount
(Amounts in millions) FY 2002 FY 2002 FY 2002 FY 2001
Navy GF $ 68,250 $ 68,250 $ 0§ 0
Air Force GF 47,943 47,943
Army GF 39,510 39,510
ODO GF 42,193 43,000 (813) (2,812)
Corps of Engineers 2,485 2,544 (59) )
MRF 19 19
Air Force WCF 1,323 463 860 362
Army WCF 251 251
ODO WCF 1,261 2,120 (859)
Navy WCF 1,710 1,710
Total $ 204,945 $ 205,816 $ 871) $ (2,455

Analysis of Reconciling Amounts

Currently, the Department of Treasury reports fund balances at the appropriation basic symbol
level. The Department of the Defense, Central Sites’ adjust their funds to agree with the official
DoD cash figures shown in each entity’s expenditure system:
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¢ Data Element Management/Accounting Reporting System: (DELMAR) for Army,
e Centralized Expenditure and Reimbursement Processing System (CERPS) for Navy, and
e Merged Accounting and Fund Reporting System (MAFR) for Air Force.

For the Defense Agencies, the Department of the Defense reconciles at the highest level, since
Defense Treasury Index 97 funds allotted at limit level preclude individual entity reporting
compliance. The Department continues to improve internal methodology to properly account for
their funds at the lowest level.

As of September 30, 2002, the Department of the Defense shows a reconciling net difference of
($871) million with the Department of Treasury, which comprises of:

* ($813) million undistributed collections and disbursements reported at the departmental
level for the ODO General Fund but not yet recorded by the applicable agency;

* ($859) million for ODO Working Capital Fund is a combination of two differences. The
first is the result of an offsetting plus/minus reporting requirement of $860 million
between the Department of Treasury and AFS reporting for the United States
Transportation Command (USTRANSCOM). The Department of Treasury reports
USTRANSCOM cash as part of Air Force Working Capital Fund; however, the reporting
entity’s fund balance is picked up in the ODO Working Capital Fund’s footnote. The
second adjustment reflects the reconciled DeCA FBWT as of September 30, 2001, with
the final FY 2001 DeCA Audited Financial Statements (AFS), (i.e. DeCA’s Version 3.5).
In FY 2002, the disbursements and collections cash amounts have been adjusted to reflect
the new Fund Balance and adjusted undistributed amounts.

*  ($59) million in cash is reported by Department Treasury in the Fund Balance of U.S.
Army Corp of Engineers (USACE) for the Inland Waterways and Harbor Maintenance
Trust Funds. USACE is identified as the lead agency for the reporting of these fund; and,

Fluctuations and/or Abnormalities

Total Fund Balance

Fund Balance increased, between fiscal years 2002 and 2001, primarily as a result of
additional funding from the Defense Emergency Response Fund (DERF) for fighting
terrorism throughout the World. The Department of Defense received approximately
$14,472 million in DERF funding for fiscal year 2002/2003 with additional transfer of
approximately $8,901 million in no-year DERF funding in late fiscal year 2001.

Unused Funds and Expired Appropriations Returned

The aggregate amount of unused funds and expired appropriations returned to Treasury
totaled $2,701 million, comprising of $820 million for the Department of the Air Force, $669
million for the Defense Agencies, $658 million for the Department of the Navy, and $554
million for the Department of the Army.
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Other Information Related to Fund Balance with Treasury:

Relevant Information for Comprehension

Accounting Adjustments to Canceled Appropriations

The aggregate balance of accounting adjustments to canceled appropriations for fiscal year
96 and prior is $83 million. Balances related to these funds have no effect on these financial
statements and have been disclosed for information purposes only.

Check Issue Discrepancy

The Department of Defense is in the process of collecting information for all check issue
discrepancy data that are unsupportable because: (1) records have been lost during
deactivation of disbursing offices, (2) the Department of the Treasury may not assist in
research efforts for transactions over l-year old, or (3) corrections were processed for
transactions that the Department of the Treasury had removed from the check comparison
report. Transactions that have no supporting documentation due to one of the preceding
situations shall be provided to the Department of the Treasury with a request to remove them
from the Treasury Check Comparison Report. The vast majority of the remaining check
issue discrepancies are a result of timing differences between the Department of Defense and
the Department of Treasury for processing checks. Currently, the Department is not
requesting the Department of Treasury to remove any dollars from the check issue
comparison report.

Intragovernmental Payment and Collection (IPAC)

The Intragovernmental Payment and Collection (IPAC) differences are reconcilable
differences that represent amounts recorded by Treasury but not reported by the organization.
As of September 30, 2001 and 2002 there were $1 million and $17 million respectively of
IPAC differences greater than 180-days old reported by the DFAS Sites’. Automated
reconciliation tools implemented during fiscal year 2001 and used throughout fiscal year
2002 virtually eliminated existing differences for the Department of the Army, and the
Department of the Air Force. However, the Department of the Navy reported $1 million and
$17 million as of September 30, 2001, and 2002. A majority of the differences represent
internal DoD transactions and therefore do not affect the Fund Balance with Treasury
(FBWT) at the DoD consolidated level. For individual entity level statements, however,
these differences would affect the amount reported for the FBWT. The Department
continues to work with its DFAS sites and the Department of the Treasury in reconciling the
Treasury’s Statement of Differences and to establish better internal controls over the IPAC
process.

Deposit Differences

The deposit differences are reconcilable differences that represent deposit amounts reported
by the Department of Treasury or the organization. As of September 30, 2002 and 2001,
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there were $5 million and $1 million, respectively, of deposit differences greater than 180-
days old reported by the Department of the Army. The difference is due to an electronic
funds transfer (EFT) voucher reported incorrectly by the Federal Reserve Bank of Atlanta.
All other reported deposit differences greater than 180-days were of minimal value; i.e. less
than $5 thousand.

¢ Note Reference

e See Note Disclosure 1. I. — Significant Accounting Policies for additional discussion on
financial reporting requirements and DoD policies governing Funds with the U.S.
Treasury.

o See Footnote 2 and Footnote 21B for further discussions on Other Fund Balance Types
(e.g., Suspense, Budget Clearing, Special and Deposit, etc.)
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Other Information Related to Investments

Relevant Information For Comprehension

Marketable Securities

The $120.9 million on Line 1A, Marketable Intragovernmental Securities, represents
investments for limited partnerships which have been entered into on behalf of the U.S.
Government by the Department of the Navy in support of the Military Housing Privatization
Initiative as signed into Public Law 104-106 110 Stat 186 on February 11, 1996. This
investment relates to limited partnerships that do not require Market Value Disclosure. The
increase is the result of limited partnerships initiated during FY 2002 (see Table below).
The limited partnerships support military housing at the following sites:

Installation Amount Invested Month Invested
Everett NAS, Washington $ 12,176.6 December 2000
Kingsville NAS, Texas 4,300.0 December 2000
New Orleans Naval Complex, Louisiana 23,100.0 October 2001
Ft. Hood, Texas 52,000.0 November 2001
South Texas, Texas 29,400.0 November 2001
Total $ 120,976.6

Other Department of Defense Disclosures

Investments in U.S. Treasury securities are reported at cost, net of amortized premiums or
discounts. Premiums or discounts are amortized into interest income over the term of the
investment using the effective interest rate method or other method if similar results are
obtained. The DoD’s intent is to hold investments to maturity, unless they are needed to
finance claims or otherwise sustain operations. Consequently, a provision is not made for
unrealized gains or losses on these securities.

Investments, Net

Department of Defense Net Investments are supported by various Trust Funds in each of the
reporting entities. These Trust Funds are comprised of military retirement contributions,
donations (Gift Funds) and amounts reported by the Corps of Engineers.
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Reporting Entities
Military Retirement Fund (MRF)
Bonds
Notes
1-Day Certificates
Total MRF
U.S. Army Corps of Engineers (USACE)
Inland Waterways
Harbor Maintenance
SD Terrestrial Wildlife Habitat Restoration Trust Funds
Total USACE
Total of All Other Agencies
Subtotal
Accrued Interest
Total Investments

Investment Bid Price

Amounts (in millions)

$ 79,812
76,584
6,000

406
1,821
42

162,396

2,269
11,904

176,569
4,236

180,805

The Department of Defense uses the "bid" price, shown in the Wall Street Journal on
September 30, 2002 (the last trading day in the Department of Defense fiscal year), to
provide the Market Value Disclosure column for securities values.

Note Reference

e See Note Disclosure 1.N. — Investments in U. S. Treasury for additional DoD policies

governing Investments in U.S. Treasury Securities.
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Note 5. Accounts Receivable

2002 2001
Gross All(;w?nce Accounts Accounts
As of September 30, Amount Esti 0 J Receivable, | Receivable,
(Amounts in millions) Due stlmat.e Net Net
Uncollectibles
Intra-governmental Receivables $  1,121.9 N/A $ 1,12191 % 11,0642
Nonfederal Receivables
(From the Public) 6,838.1 (496.2) 6,341.9 4,613.8
Total Accounts Receivable $  7,960.0 $ (496.2) $ 74638 3% 5,678.0

Fluctuations and/or Abnormalities

e Accounts Receivable

Total Accounts Receivable, Net increased by $1,785.8 million or 31.5 percent between FY
2001 and FY 2002. The increase was largely attributable to an increase in Non-Federal
Receivables (From the Public), Net of $1,728.1 million or 37.5 percent. The major
contributors to the increase in Non-Federal Receivables (From the Public), Net:

Amounts

Reporting Activities (in_millions)
Army General Fund $205.4
Navy General Fund $1,019.0
Air Force General Fund $456.1
Other Defense Organizations General Fund $160.0
Army Corps of Engineers ($105.4)
Misc. Reporting Activities (37.0)
Total $1,728.1

The large net increase was primarily reported by Navy General Funds as they recorded
interest receivable in the amount of $1,019.0 million for unliquidated progress payments of
$1,333.5 million made for the A-12 aircraft program that was subsequently cancelled and
remains in litigation. The entire amount is reported in accordance with a 1994 General
Accounting Office audit recommendation. The Air Force General Fund increases were
primarily attributable to newly identified contractor debts and to the Air Force’s portion of
the General Electric litigation debt of $316 million plus related interest. The Army General
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Fund’s increase was the result of the recording of Foreign Military Sales public receivables
for $138.8 million. Partially off-setting the increases in Non-Federal Receivables, Net was a
decrease of $105.4 million reported by the US Army Corps of Engineers.

Other Information Related to Accounts Receivable

Relevant Information for Comprehension

e Allowance Methods

DoD Components used a variety of techniques for estimating the allowance for uncollectible
accounts receivable from the public. While the exact details differed among the
Components, estimates were usually based on either a percentage of actual prior-year write-
offs or a percentage of aged receivables from the public. The difference in the size of the
percentages used in either method was generally associated with each DoD Component’s
experience in bad debt collection. Following are major DoD Components and a brief
description of the allowance methods used by each.

e Army General Fund used a three-year average of actual write-offs.
e Army Working Capital Fund used actual write-offs over the last five years.

e Navy General Fund used a percentage of accounts receivable write-offs over the
preceding three years.

e The Air Force estimated allowances by using 50 percent of the closed years receivables.

e The Defense Commissary Agency General Fund allowance varies based on a percentage
applied to each aging category.

e The Defense Commissary Agency Working Capital Fund used 10 percent of the
receivables over 180 days old on Resale Stock.

e The US Army Corps of Engineers based the allowance for estimated uncollectibles by

aging receivables and based the percentages of write-offs by using prior year public
receivables.

e Elimination Adjustments

The Department’s accounting systems do not capture trading partner data for purchases at the
transaction level in a manner that facilitates trading partner aggregations. Therefore, the
Department was unable to reconcile Intragovernmental accounts receivable balances with its
trading partners. Through the ongoing Financial Management Enterprise Architecture
(FMEA) Program, the Department intends to develop long-term systems improvements that
will include sufficient up-front edits and controls to eliminate the need for after-the-fact
reconciliations. The volume of Intragovernmental transactions is so large that after-the-fact
reconciliation cannot be accomplished with the existing or foreseeable resources.

o Note Reference

e See Note Disclosure 1.K. - Significant Accounting Policies for additional discussion on
financial reporting requirements and DoD policies governing Accounts Receivable.
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Note 6. Other Assets

As of September 30,
(Amounts in millions)

Intra-governmental Other Assets

Advances and Prepayments $ 011 $ 4.2

Other Assets 0.0
Total Intra-governmental Other Assets $ 0.1] $ 4.2
Non-Federal Other Assets

Outstanding Contract Financing Payments $ 1522721 $ 14,757.3

Other Assets (With the Public) 3,018.6 3,077.1
Total Non-Federal Other Assets $ 18,2458 $ 17,834.4
Total Other Assets $ 18,2459 $ 17,838.6

Other Information Related to Other Assets
Relevant Information For Comprehension

e Intragovernmental Other Assets

e Advances and Prepayments

In accordance with the elimination guidance, buyer-side “advances to others” balances
were adjusted to agree with the seller-side “advances from others” to the financial records
of other DoD reporting entities. Additionally, the buyer-side prepayment balances were
adjusted to agree with seller-side deferred credits to the financial records of other DoD
reporting entities. The majority of the Advances and Prepayments were within the DoD,
and were eliminated in the preparation of these statements. The $.1 million represents the
fiscal year 2002 advances and prepayment activity between the Department and other
federal agencies compared to $4.1 million in similar activity in fiscal year 2001. This
reduction is consistent with the overall downward trend in Intragovernmental advances
and prepayments.
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e Non-Federal Other Assets

e OQutstanding Contract Financing Payments (OCFP)

The Department has reported outstanding financing payments for fixed price contracts
that are not based on percentage or stage of completion as an advance and prepayment.
This is because, under the contract terms the Department becomes liable only after the
contractor delivers the goods in conformance with the contract terms. If the contractor
does not deliver a satisfactory product, the Department is not obligated to reimburse the
contractor for its costs and the contractor is liable to repay the Department for the full
amount of the outstanding contract financing payments.

The $15.2 billion in the OCFP consists mainly of:

e $4.6 billion from the Navy GF - For the Navy GF, the $1.3 billion decrease (from
$5.9 to $4.6 billion) is due to the completion of active contracts, for. which
prepayments were no longer required.

e $7.3 billion from the Air Force GF - For the Air Force GF, the $1.9 billion increase
(from $5.4 to $7.3 billion) is mostly attributable to the start-up cost of the C-17 and F-
22 aircraft programs.

e $3.1 billion from Army GF — Army balances did not experience a material fluctuation
in the year.

o Other Nonfederal Assets Disclosure

FY 2002
Type of Asset (in millions)
Non-Federal
Other Contract Financing Payments
Army GF $ 3,109.6
Navy GF 4.609.3
Air Force GF 7,275.9
Other Agencies 232.4
Total Other Contract Financing Payments $ 15,227.2
Other Assets With The Public
Army
Advances to Others $ 418.7
MILCON Construction, Missile and Ammunition
Procurement, RDT&E and Family Housing 54.5
Travel Advances, Contractor Advances, and 18.8
Prepayments
Navy
Advances to Others $ 181.9
Prepayments 110.7
Other Assets 1,019.3
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Air Force

Advances to Contractors and Non-Federal Advances  $ 260.1
Advances and Prepayments SMAG 122.5
Advances and Prepayments DMAG 53.1
SMAG Deliveries suspense and pending vendor 354.7
credit
DLA
Payments to Contractors and Misc. Advances 225.6
Other Agencies
Advances to Contractors and Non Federal Advances  $ 56.9
Prepayments 99.9
Other Assets from Multiple Reporting Entities 41.9
Total Other Assets With the Public $ 3,018.6

¢ Note Reference

e See Note Disclosure 1. R. - Significant Accounting Policies for additional discussion on
financial reporting requirements and DoD policies governing Other Assets.
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Note 7. Cash and Other Monetary Assets

As of September 30,

(Amounts in millions)

Cash $ 57324 $ 924.3

Foreign Currency (non-purchased) 148.6 68.9

Other Monetary Assets 20.9 20.9

Total Cash, Foreign Currency, & Other Monetary

Assets $ 74271 $ 1,014.1
Definitions

e Cash and Foreign Currency — Cash is the total of cash resources under the control of the
Department of Defense, which includes coin, paper currency, negotiable instruments, and
amounts on deposit in banks and other financial institutions. Cash available for agency use
includes petty cash funds and cash held in revolving funds which will not be transferred into
the U.S. Government General Fund. Foreign currency consists of the total U.S. dollar
equivalent of both purchased and non-purchased foreign currencies held in foreign currency
fund accounts. Non-purchased foreign currency is limited to the Treasury Index 97X7000
fund account (formerly called FT accounts). There is a very limited dollar amount for non-
purchased foreign currency. Non-purchased foreign currencies are acquired under the
provisions of foreign assistance or foreign agricultural development programs.

e Other Monetary Assets - includes gold, special drawing rights, and U.S. Reserves in the
International Monetary Fund. This category is principally for use by the Department of the
Treasury.

Fluctuation and/or Abnormalities

Foreign currency, including currency to pay foreign vendors, increased approximately $80

million primarily in support of contingency mission Operation Enduring Freedom during FY
2002.

Cash decreased by $351.1 million primarily resulting from the correction of an error in the Air
Force General Fund (AFGF) which resulted in removing cash of $378.7 million. This total
consisted of $182.6 million of Foreign Military Sales deposits and $196.1 million of Foreign
Military Sales undeposited collections that were erroneously included in Cash in FY 2001. The
remaining $27.6 million increase is composed of DoD Components that individually make up
less than 10 percent of the total variance. The Balance Sheet prior period Cash column has been
restated to $545.6 million to incorporate the AFGF correction.
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Other Information Related to Cash and Other Monetary Assets
Relevant Information for Comprehension

¢ Cash and Foreign Currency

Cash and foreign currency reported consists primarily of cash held by Disbursing Officers to
carry out their paying, collecting and foreign currency accommodation exchange missions.
The primary source of the amounts reported for cash and purchased foreign currency is the
Standard Form 1219, Statement of Accountability. The non-purchased foreign currency, if
there is any, is reported on the monthly DD Form 1363 (Statement of Transactions and
Accountability (FT Accounts)). Foreign currency is valued using the Department of
Treasury Prevailing Rate of Exchange. This rate is the most favorable rate that would legally
be available to the U.S. Government’s acquisition of foreign currency for its official
disbursements and accommodation exchange transactions.

¢ Note Reference

e See Note Disclosure 1. J. - Significant Accounting Policies for additional discussion on
financial reporting requirements and DoD policies governing Foreign Currency.
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Note 8.A.

Direct Loans and Loans Guarantees Assets

Other Information Related to Direct Loan and/or Loan Guarantee Programs

Relevant Information For Comprehension.

Military Housing Privatization Initiative

The Military Housing Privatization Initiative (MHPI) fosters a mutually beneficial
relationship between the DoD and the private sector. For the DoD, the MHPI results in the
construction of more housing built to market standards, at a lower cost than through the
military construction process. Commercial construction (Private Sector) is faster and less
costly than military construction and significantly stretches and leverages the DoD’s limited
housing funds. The MHPI also provides protection against specific risks, such as base
closure or member deployment, for the private sector partner.

An analysis of loans receivable, loan guarantees, the liability for loan guarantees, and the
nature and amounts of the subsidy and administrative costs associated with the direct loans
and loan guarantees is provided in the following sections of this note.

The Department of Defense operates a loan guarantee program authorized by the National
Defense Authorization Act for FY 1996, Public Law 104-106 Stat. 186 Section 2801,
includes a series of powerful authorities that allow the Department to work with the private
sector to renovate military housing. The Department’s goals are to:

e obtain private capital to leverage government dollars,
¢ make efficient use of limited resources, and

e use a variety of private sector approaches to build and renovate military housing
faster and at a lower cost to American taxpayers.

The Act also provides the Department with a variety of authorities to obtain private sector
financing and expertise to improve military housing. The Department uses these authorities
individually, or in combination. They include:

guarantees, both loan and rental

conveyance/leasing of existing property and facilities
differential lease payments

investments, both limited partnerships and stock/bond ownership
direct loans

In addition, the “Federal Credit Reform Act of 1990” governs all amended direct loan
obligations and loan guarantee commitments made after FY 1991 resulting in direct loans or
loan guarantees.
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e Direct loans - are reported net of allowance for subsidy at present value, and
e Loan Guarantee Liabilities - are reported at present value.

e Armament Retooling and Manufacturing Support Initiative

The Armament Retooling and Manufacturing Support Initiative (ARMS), Title 10 U.S.C.
4551-4555, is designed to encourage commercial use of the Army’s Inactive Ammunition
Plants through many incentives for businesses willing to locate to a government ammunition
production facility. These facilities” production capacity is greater than the current military
requirements, however this capacity could be needed in the event of another major war. The
revenues from the property rental are used to pay for the operation, maintenance and
environmental clean up at the facilities. This savings in overhead cost lowers the production
cost of the goods manufactured, and funds the environmental clean up at no cost to the
government.

The US Department of Agriculture Rural Business-Cooperative Service (RBS) and the
United States Army established a Memorandum of Understanding (MOU) to furnish services
to the Army in connection with the ARMS Initiative Loan Guarantee Program (AILG)
pursuant to section 195 of the Armament Retooling and Manufacturing Support Act of 1992,
as amended (10 U.S.C. 2501 note). The MOU is entered into pursuant to section 195 and 31
U.S.C. 1535.

The Army, by means of the ARMS Initiative legislation, has been authorized to establish a
loan guarantee program to facilitate commercial firms’ use of specified ammunition
manufacturing facilities. Army is authorized by Public Law 103-337, the National Defense
Authorization Act for Fiscal Year 1995, to enter into this agreement with RBS. RBS has the
needed programmatic and administrative services necessary and convenient to process
applications for loan guarantees, guarantee repayment for the loans, and to provide other
services required to administer the AILG Program. Therefore, in order to ensure service to
the public and for protection of the federal interests and rights, it is necessary for Army to
obtain services from RBS.
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Note 8.B  Direct Loans Obligated after FY 1991

As of September 30,
(Amounts in millions)

Loan Programs
Military Housing Privatization Initiative
Loans Receivable Gross $ 926 $ 0
Interest Receivable '
Foreclosed Property
Allowance for Subsidy Cost (Present Value) (48.4)
Value of Assets Related to Direct Loans $ 4421 $ 0
Total Loans Receivable $ 421 $ 0

Other Information Related to Direct Loans Obligated after FY 1991

Relevant Information For Comprehension

o Military Housing Privatization Initiative

FY 2002 was the first year Direct Loans were disbursed. The Direct Loans were for Housing
at Elmendorf, Alaska; Lackland Air Force Base, Texas; and Robbins Airforce Base, Georgia.

Note 8.C Total Amount of Direct Loans Disbursed

As of September 30,
(Amounts in millions)

Direct Loan Programs
Military Housing Privatization Initiative: $ 926] $ 0

Total $ 92.6] $ 0

Other Information Related to Total Amount of Direct Loans Disbursed
Relevant Information For Comprehension

e Military Housing Privatization Initiative

FY 2002 was the first year for Direct Loans in the Military Housing Privatization Initiative.
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Other Information Related to Total Amount of Direct Loans Disbursed
Relevant Information For Comprehension

¢ Military Housing Privatization Initiative

Subsidy Expense is based on the total direct loans disbursed in relationship to the subsidy
rate for Direct Loans.

¢ Note Reference

° See Note 8.E. — Subsidy Rate for Direct Loans

Note 8.E. Subsidy Rate for Direct Loans

Interest Fees and other

As of September 30, Supplements | Defaults | Collections Total
Direct Loan Programs
Military Housing Privatization 37% 8% 45%

Initiative

Other Information Related to Direct Loan Programs

Relevant Information For Comprehension

The subsidy rates disclosed pertain only to the current year’s cohorts. These rates cannot be
applied to the direct loans disbursed during the current reporting year to yield the subsidy
expense. The subsidy expense for new loans reported in the current year could result from
disbursements of loans from both current year cohorts and prior year(s) cohorts. The subsidy
expense reported in the current year also includes modifications and re-estimates.

These rates are obtained from the following web site:

http://www.whitehouse.gov/omb/budeet/fy2003/pdf/cr_supp.pdf.

The FY 2003 Federal Credit Supplement provides summary information about Federal direct
loan and loan guarantee programs subject to the Federal Credit Reform Act (FCRA) of 1990, as
amended by the Balanced Budget Act of 1997. The data is based on legislation enacted for FY
2002 and the proposals contained in the President’s 2003 Budget.
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Note 8.F. Schedule for Reconciling Subsidy Cost Allowance Balance for

Post — 1991 Direct Loans

As of September 30,
(Amounts in millions)
Beginning balance of the subsidy cost allowance I $ 0

Add: Subsidy Expense For Direct Loans Disbursed During The
Reporting Years By Component

Interest Rate Differential Costs $ 34.6

Default Costs (Net Of Recoveries) 7.2

Fees And Other Collections

Other Subsidy Costs

Total Of The Above Subsidy Expense Components $ 41.8
Adjustments

Loan Modifications $ 0

Fees Received
Foreclosed Property Acquired

Loans Written Off

Subsidy Allowance Amortization

Other

Total Of The Above Adjustment Components . $ 0
Ending Balance Of The Subsidy Cost Allowance Before Re-Estimates | $ 41.8
Add Or Subtract Subsidy Re-Estimates By Component

Interest Rate Re-Estimate $| 0
Technical/Default Re-Estimate

Total Of The Above Re-Estimate Components $ 0
Ending Balance Of The Subsidy Cost Allowance I $ 41.8

Note 8.G. Defaulted Guaranteed Loans from Post — 1991 Guarantees

Other Information Related to Defaulted Guaranteed Loans from Post — 1991 Guarantees
Relevant Information For Comprehension

There were no Defaulted Guaranteed Loans from Post-1991 Guarantees for FY 2002.

DoD Performance and Accountability Report I11-48



Note 8.H Guaranteed Loans Outstanding

As of September 30, Outstanding
(Amounts 1n millions) Principal, Amount of Outstanding
Guaranteed Loans, Principal Guaranteed
Face Value
2002
Military Housing Privatization Initiative ~ $ 7501 $ 75.0
Armament Retooling and Manufacturing 8.6 7.7
Support Initiative
Total $ 83619 82.7
2001
Military Housing Privatization Initiative ~ $ 45.6 I $ 45.6
Total $ 45.6] $ 45.6

Other Information Related to Guarantees Loans Outstanding

Relevant Information For Comprehension

e Armament Retooling and manufacturing Support Initiative (ARMS), Army

This is a joint program with USDA. Prior to FY 2002 the USDA was required to include this
program in USDA’s financial statements. In FY 2002, the USDA is not required to include
this program and Army reported the balance. This complies with the Office of Management
and Budget (OMB) Bulletin No. 01-09, Note 36

Liabilities for Post — 1991 Loan Guarantees, Present Value

As of September 30,
(Amounts in millions)
Loan Guarantee Program(s)

2002

Military Housing Privatization Initiative 10.1 3.3
Armament Retooling and Manufacturing Support Initiative 0.7
Total $ 10.8]$ 3.3
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Other Information Related to Subsidy Expense for Post-1991 Loan Guarantees
Relevant Information for Comprehension

o Armament Retooling and Manufacturing Support Initiative (ARMS), Army

Other Information consists of prepayments, losses other than default, and outflow other than
disbursements

Note 8.K. Subsidy Rate for Loan Guarantees

Interest Fees and other
Supplements | Defaults | Collections Total
Loan Guarantees
Military Housing Privatization
Initiative % 6% % % 6%
Armament Retooling and 5% -2% 3%
Manufacturing Support Initiative

Other Information Related to Subsidy Rate for Loan Guarantees
Relevant Information for Comprehension

e Military Housing Privatization Initiative

e Subsidy Rates

The subsidy rates disclosed pertain only to the current year’s cohorts. These rates cannot
be applied to the direct loans disbursed during the current reporting year to yield the
subsidy expense. The subsidy expense for new loans reported in the current year could
result from disbursements of loans from both current year cohorts and prior year(s)
cohorts. The subsidy expense reported in the current year also includes modifications
and re-estimates.

These rates are obtained from the following web site:

http://www.whitehouse.gov/omb/budeet/fy2003/pdf/cr_supp.pdf.

The FY 2003 Federal Credit Supplement provides summary information about Federal
direct loan and loan guarantee programs subject to the Federal Credit Reform Act
(FCRA) of 1990, as amended by the Balanced Budget Act of 1997. The data is based on
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legislation enacted for FY 2002 and the proposals contained in the President’s 2003
Budget.

e Armament Retooling and Manufacturing Support Initiative (ARMS), Army

Fees are collected from the borrower in order to partially offset subsidy cost.
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Note 8.L. Schedule for Reconciling Loan Guarantee Liability Balances

for Post — 1991 for Loan Guarantees

as of September 30,
(Amounts in millions)

Beginning Balance Of The Subsidy Cost Allowance

Add: Subsidy Expense For Direct Loans Disbursed During The
Reporting Years By Component

Interest Rate Supplemental Costs

Deftault Costs (Net Of Recoveries)

Fees And Other Collections

Other Subsidy Costs

Total Subsidy Expense Components

Adjustments
Loan Modifications
Fees Received
Interest Supplements Paid
Foreclosed Property And Loans Acquired
Claims Payments To Lenders
Interest Accumulation On The Liability Balance
Other

Total Of The Above Adjustment
Ending Balance Of The Subsidy Cost Allowance Before Re-Estimates
Add Or Subtract Subsidy Re-Estimates By Component

Interest Rate Re-Estimate
Technical/Default Re-Estimate

Total Of The Above Re-Estimate Components

Ending Balance Of The Subsidy Cost Allowance

33

10.1

10.1

0.7

0.7

14.1

14.1
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Note 8. M. Administrative Expense

As of September 30,
(Amounts in millions)

Direct Loan
Military Housing Privatization Initiative ~ $ 0 I 0
Total $ 0]s 0

Loan Guarantees
Military Housing Privatization Initiative  $ 01$ 2.4
Total $ 0)s 2.4

Other Information Related to the Schedule of Reconciling Loan Guarantee Liabilities

Relevant Information for Comprehension

o Armament Retooling and Manufacturing Support Initiative (ARMS), Army

This is a joint program with USDA. Prior to FY 2002 the USDA was required to include this
program in USDA'’s financial statements. In FY 2002, the USDA was not required to
include this program in its financial statements and Army reported the balance. This
complies with OMB Bulletin No. 01-09, Note 36.

Other Information Related to Administrative Expense
Relevant Information for Comprehension
Administrative Expense is limited to the separately identifiable expenses to administer the direct

and guaranteed loans. DoD does not maintain a separate program account to administer the
direct loans and loan guarantees. The program account contains the entire MHPI program.
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Definitions

e Inventory Available and Purchased for Resale includes consumable spare and repair parts
and repairable items owned and managed by the Department. Material available and
purchased for resale includes material held due to a managerial determination that it should
be retained to support military or national contingencies.

¢ Inventory Held for Repair is damaged inventory that requires repair to make suitable for
sale. Many of the inventory items are more economical to repair than to procure. In addition,
because the Department often relies on weapon systems and machinery no longer in
production, the Department supports a process that encourages the repair and rebuilding of
certain items. This repair cycle is essential to maintaining a ready, mobile, and armed
military force.

* Excess, Obsolete, and Unserviceable inventory consists of scrap materials or items that
cannot be economically repaired and are awaiting disposal. Potentially reusable material,
presented in previous years as “Excess, Obsolete and Unserviceable” is included in “Held for
Use” or “Held for Repair” categories according to its condition.

* Work in Process balances include costs related to the production or servicing of items,
including direct material, direct labor, applied overhead and other direct costs. Work in
Process also includes the value of finished products or completed services pending the
submission of bills to the customer. The Work in Process designation may also be used to
accumulate the amount paid to a contractor under cost reimbursable contracts, including the
amount withheld from payment to ensure performance, and the amount paid to other
Government plants for accrued costs of end items of material ordered but not delivered.

e General Composition of Inventory

Inventory includes spare and repair parts, clothing and textiles, fuels, and ammunition.
Inventory is tangible personal property that is:

1) Held for sale, or held for repair for eventual sale;

2) In the process of production for sale; or

3) To be consumed in the production of goods for sale or in the provision of services for
a fee.

“Inventory held for repair” is damaged material that requires repair to make it usable.
“Excess inventory” is condemned material that must be retained for management purposes.
“Work in process” includes munitions in production and depot maintenance work with its
associated labor, applied overhead, and supplies used in the delivery of maintenance services.
The USSGL does not include a separate work in process account unrelated to sales.
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¢ Changes from Prior Year’s Accounting Methods

e Inventory Valuation

In a July 6, 2001 memo, the Office of the Under Secretary of Defense (Comptroller)
(OUSD(C)) prescribed moving average cost as the inventory valuation method to provide
the Department based on the Components’ analyses of the Department’s material
management policies and processes. OUSD(C) also noted that the Department’s legacy
systems were not designed to maintain historical cost valuation for inventory held for sale
and operating materials and supplies in compliance with GAAP. Therefore, alternative
valuation methods were authorized for continued use for other functional requirements
(e.g. logistics, procurement and budget) as deemed necessary. The alternative valuation
methods authorized include LAC and standard price.

The LAC method, which approximates historical costs, applies the last representative
invoice price to all like units held, including units acquired through donation, non-
monetary exchange, and returns from end use or reutilization. Generally, LAC is
determined by subtracting the appropriate surcharges from the standard cost to arrive at
the price most recently paid for a carried item. The use of LAC requires these amounts
be recognized only upon the sale or disposal of material, rather than as the price variance
occurs. Therefore, an allowance account is established on the financial statements to
display unrealized holding period gains and losses. This allowance account is not under
general ledger control of the individual commodities, but is calculated and compiled on a
spreadsheet application approved by the OUSD(C) and Defense Finance Accounting
Service (DFAS). The purpose of the allowance account is to provide a representation of
inventory at historical cost.

* Restriction of Inventory Use, Sale or Disposition

Generally, there are no restrictions on the use, sale, or disposition of inventory except in the
following situations:

. Distributions without reimbursement are made when authorized by DoD directives;

. War reserve material includes fuels and subsistence items that are considered
restricted; and

. Inventory, with the exception of safety stocks, may be sold to foreign, state and local

governments, private parties, and contractors in accordance with current policies and
guidance or at the direction of the President.

e Decision Criteria for Identifying the Category to Which Operating Materials and
Supplies are Assigned

Managers determine which items are more costly to repair than to replace. Items retained for
management purposes are coded “condemned.” The net value of these items is zero, and is
shown as “Excess, Obsolete, and Unserviceable.”
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Changes in the Criteria for Identifying the Category to Which Inventory is Assigned

The category “Held for Sale” includes all issuable material. The category “Held for Repair”
includes all economically reparable material. Before FY 2002, the Department showed
“Potentially redistributable” material, regardless of condition, as “Excess, Obsolete, and
Unserviceable.”

Fluctuations and/or Abnormalities

Prior Period Adjustments

In accordance with a memo from OUSD(C) dated August 12, 2002, a policy change was
implemented which discontinued the adjustment for inventory valuation for the amount of
excess, obsolete and unserviceable inventory. As a result of this policy change, $5.8 billion
of excess inventory which was recognized as expenses in prior years was reversed as a prior
period adjustment. The inventory allowance account was decreased by this amount, which
increased the overall value of inventory. Also, the inventory worksheet was adjusted to
indicate the deletion of the excess expense, which increased the inventory amount and
decreased cost of goods sold expense.

Re-established Inventory

Effective for fiscal years ending on September 30, 2002, in accordance with an OUSD(C)
memo dated August 12, 2002, the Department implemented the change in policy with regard
to the accounting and classification of inventory as “Excess, Obsolete, and Unserviceable”.
In the past, through the use of a stratification process, and using system-generated reports,
excess inventories met the Department’s definition of potential excess and were written down
to the net realizable value (NRV). As a result of the policy change, inventory amounts
previously expensed have been reversed and re-established as inventory “Available and
Purchased for Resale.” Based on this policy, the following inventories are presented by
reporting entities:

Inventory Categories

(Amounts in millions) Army WCF Navy WCF Air Force WCF
Available and Purchased for Resale $ $10,160.3 $ $ 44562 $ 8,455.2
Held for Repair 1,154.2 11,796.1 3,104.8
Excess, Obsolete, and
Unserviceable
Work in Process 4.8 760.3 1,286.8
Total $ $11,3193 $ 17,0126 $ 12,846.8
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Defense

Inventory Categories Logistics Other Defense

(Amounts in millions) Agency WCF Agencies Total
Available and Purchased for Resale $ $11,513.6 $ $398.7 $ 34.984.0
Held for Repair 114 0.0 16,066.5
Excess, Obsolete, and
Unserviceable 0.1 .1
Work in Process 0.0 272.6 2,324.5
Total $ 11,5251 $ 6713 $ 53,375.1

Redefinition of Operating Materials and Supplies (OM&S) as Inventory — Working Capital

Funds (WCF)

Army

The OUSD(C) issued guidance during FY 2002 directing the reported balance of material
held by Depot Maintenance and Ordnance to be reported as inventory. In previous years
this material was reported as OM&S. This change resulted in an increase in inventory of
$140.0 million. A direct appropriation of $164.0 million and issued for the purpose of

procuring additional inventory and a transfer-in of inventory from the Army General
Fund (GF) of $74.3 million also contributed to the increase.

Navy
The policy change resulted in a restoration of approximately $1.9 billion in inventory.
Air Force

The policy change resulted in a restoration of approximately $1.5 billion in inventory.

Defense Logistics Agency (DLA)

Inventory “Available and Purchased for Resale” increased approximately $2.1 billion
over FY 2001. The increase is due mainly to the impact of the policy change, described
abo