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FINANCIAL INFORMATION
INDEPENDENT AUDITOR’S REPORT

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 223501500

November 15, 2012

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE (COMPTROLLER)/
CHIEF FINANCIAL OFFICER, DOD

SUBIJECT: Independent Auditor’s Report on the Department of Defense FY 2012 and FY 2011
Financial Statements (Report No. DODIG-2013-021)

We are providing the subject report to be published in the Department of Defense FY 2012
Agency Financial Report in conjunction with the Department of Defense FY 2012 and FY 2011
Annual Financial Statements provided to us in draft on November 1, 2012. The report includes
our disclaimer of opinion on the financial statements and our required Report on Internal Control
and Compliance With Laws and Regulations. We are issuing our disclaimer of opinion to
accompany the Department of Defense FY 2012 and FY 2011 Annual Financial Statements, and
therefore, this audit report should not be disseminated separately from those statements.

We appreciate the courtesies extended to the staff. Please direct questions to me at
(703) 604-8938 (DSN 664-8938).

Richard B. Vasquez, CPA
Acting Assistant Inspector General

Financial Management and Reporting
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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 22350-1500

November 15, 2012

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE (COMPTROLLER)/
CHIEF FINANCIAL OFFICER, DOD

SUBIJECT: Independent Auditor’s Report on the Department of Defense FY 2012 and
FY 2011 Financial Statements (Report No. DODIG-2013-021)

The Chief Financial Officers Act of 1990, as amended, requires the DoD Inspector General to
audit the accompanying DoD Agency-Wide Consolidated Balance Sheet as of September 30,
2012 and 2011, and the Consolidated Statement of Net Cost, Consolidated Statement of Changes
in Net Position, Combined Statement of Budgetary Resources, and related notes for the fiscal
years then ended. The financial statements are the responsibility of DoD management. DoD
management is also responsible for implementing effective internal control and for complying
with laws and regulations. In addition, management is responsible for implementing and
maintaining financial management systems that comply with the requirements of the Federal
Financial Management Improvement Act of 1996 (FFMIA). Our responsibility is to express an
opinion on the financial statements based on our audit.

We are unable to express an opinion on the Department of Defense FY 2012 and FY 2011 Basic
Financial Statements because of limitations on the scope of our work. Thus, the financial
statements may be unreliable. In addition to our disclaimer of opinion on the financial
statements, we are including the required Report on Internal Control and Compliance With Laws
and Regulations. The report is an integral part of our opinion report on the financial statements
and should be considered in assessing the results of our work.

Disclaimer of Opinion on the Financial Statements

The Under Secretary of Defense (Comptroller)/Chief Financial Officer, DoD, represented to us
that the Department of Defense FY 2012 and FY 2011 Annual Financial Statements would not
substantially conform to accounting principles generally accepted in the United States of
America (U.S. GAAP) and that DoD financial management and feeder systems were unable to
adequately support material amounts on the financial statements as of September 30, 2012.
Section 1008(d) of the FY 2002 National Defense Authorization Act limits the DoD Inspector
General to performing only those audit procedures required by generally accepted government
auditing standards that are consistent with the representations made by management.
Accordingly, we did not perform all the auditing procedures required by generally accepted
government auditing standards and Office of Management and Budget (OMB) Bulletin

No. 07-04, “Audit Requirements for Federal Financial Statements,” as amended,' to determine
whether material amounts on the financial statements were presented fairly.

' OMB Memorandum No. 09-33, Technical Amendments to OMB Bulletin No. 07-04, “Audit Requirements for
Federal Financial Statements,” September 23, 2009.
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Prior audits have identified, and DoD has acknowledged, the long-standing material internal
control weaknesses identified in the Summary of Internal Control. These material internal
control weaknesses may affect the reliability of certain information contained in the principal
financial statements—much of which was taken from the same data sources.” Therefore, we are
unable to express, and we do not express, an opinion on the principal financial statements.
Additionally, the purpose of the audit was not to express an opinion on Management’s
Discussion and Analysis, Required Supplementary Stewardship Information, Required
Supplementary Information, and Other Accompanying Information presented with the Basic
Financial Statements. Accordingly, we express no opinion on that information.

As discussed in Note 26 to the Principal Financial Statements, DoD restated its financial
statements as of September 30, 2011, to correct errors in assets, gross costs, and net position. We
did not withdraw our auditor’s report on the FY 2011 financial statements because we issued a
disclaimer of opinion on those statements.

Summary of Internal Control

In planning our work, we considered DoD internal control over financial reporting and
compliance with applicable laws and regulations. We did this to determine our procedures for
auditing the financial statements and to comply with OMB guidance, but our purpose was not to
express an opinion on internal control. Accordingly, we do not express an opinion on internal
control over financial reporting and compliance with applicable laws and regulations. However,
previously identified material weaknesses continue to exist in the following areas.

¢ Financial Management Systems

e Fund Balance with Treasury

e Accounts Receivable

e Inventory

e Operating Materials and Supplies

e General Property, Plant, and Equipment

e Government Property in Possession of Contractors
e Accounts Payable

e Environmental Liabilities

e Statement of Net Cost

e Intragovernmental Eliminations

e Accounting Entries

e Reconciliation of Net Cost of Operations to Budget

2 The annual financial statements include the Principal Financial Statements, Management Discussion and Analysis,
Required Supplementary Stewardship Information, Required Supplementary Information, and Other
Accompanying Information.
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A material weakness is a deficiency, or a combination of deficiencies, in internal control such
that there is a reasonable possibility that a material misstatement of the entity’s financial
statements will not be prevented, or detected and corrected on a timely basis.

A control deficiency exists when the design or operation of a control does not allow management
or employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a deficiency, or a combination of
deficiencies, adversely affecting the entity’s ability to initiate, authorize, record, or report
financial data reliability in internal control that is less severe than a material weakness, yet
important enough to merit attention by those charged with governance. The following significant
deficiency continued to exist.

e Contingent Legal Liabilities

Internal control work that we conducted as part of our prior audits would not necessarily disclose
all material weaknesses and significant deficiencies. The Attachment offers additional details on
previously identified material weaknesses. The DoD reported the above material weaknesses in
its FY 2012 Agency Financial Report.

Compliance With Laws and Regulations

We limited our work to determining compliance with selected provisions of applicable laws and
regulations related to financial reporting because management represented that instances of
noncompliance identified in prior audits continued to exist. The Under Secretary of Defense
(Comptroller)/Chief Financial Officer, DoD, represented to us that DoD financial management
systems do not substantially comply with Federal financial management system requirements,
U.S. GAAP, and the U.S. Government Standard General Ledger at the transaction level.
Therefore, we did not determine whether DoD complied with all applicable laws and regulations
related to financial reporting. Providing an opinion on compliance with certain provisions of
laws and regulations was not an objective of our audit, and accordingly, we do not express such
an opinion. See the Attachment for additional details on compliance with laws and regulations.

Other Information in the Annual Financial Statements

We performed our audit for the purpose of forming an opinion on the principal financial
statements taken as a whole. DoD Management Discussion and Analysis, Required
Supplementary Information, and Other Accompanying Information are presented for additional
analysis and are not a required part of the principal basic financial statements. We did not audit
and do not express an opinion on the information. We compared the information with DoD
financial statements for consistency. Based on our limited work, we did not find any material
inconsistencies between the information and the financial statements and applicable sections of
OMB Circular No. A-136 (Revised), “Financial Reporting Requirements,” August 3, 2012.
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Scope and Methodology
Management is responsible for:

e preparing the financial statements in conformity with U.S. GAAP;

e establishing, maintaining, and assessing internal control to provide reasonable
assurance that the broad control objectives of the Federal Managers” Financial
Integrity Act are met; and

e complying with applicable laws and regulations.

We are responsible for planning and performing the audit to obtain reasonable assurance and to
provide an opinion on whether the DoD financial statements are presented fairly, in all material
respects, in conformity with U.S. GAAP. We are also responsible for (1) testing whether DoD
financial management systems substantially comply with the FFMIA requirements, (2) testing
compliance with selected provisions of laws and regulations that have direct and material effect
on the financial statements and laws for which OMB audit guidance requires testing, and (3)
performing limited procedures with respect to certain other information appearing in the Annual
Financial Statements.

We did not evaluate all internal controls relevant to operating objectives as broadly defined by
FMFIA, such as those controls relevant to preparing statistical reports and ensuring efficient
operations. We limited our internal control testing over financial reporting and compliance to
previously identified significant deficiencies, all of which are material and continue to exist.
Because of inherent limitations in internal controls, misstatements due to error or fraud, losses, or
noncompliance may nevertheless occur and not be detected.

Because of the significance of the limitations on the scope of our work, we were unable to and
did not perform our audit of internal control in accordance with U.S. GAAP and OMB audit
guidance. We considered the limitation on the scope of our work in forming conclusions and in
testing the financial statements.

We performed our audit in accordance with U.S. generally accepted government auditing
standards. We believe our audit provides a reasonable basis for our opinions and other
conclusions.
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Agency Comments and Our Evaluation

We provided a draft of this report to the Under Secretary of Defense (Comptroller)/Chief
Financial Officer, DoD, who provided technical comments that we have incorporated as
appropriate.

This report is intended solely for the information and use of DoD’s management, DoD Office of
Inspector General, Office of Management and Budget, Government Accountability Office, and
Congress and is not intended to be used by anyone other than these specified parties.

aa n, \/"'T"""\
Richard B. Vasquez, CPA
Acting Assistant Inspector General

Financial Management and Reporting

Attachment:
As stated

Financial Information
60



Department of Defense Agency Financial Report for FY 2012

Report on Internal Control and
Compliance With Laws and Regulations

Internal Control

Management is responsible for implementing and maintaining effective internal control to
include providing reasonable assurance that DoD personnel accumulated, recorded, and reported
accounting data properly; met that the requirements of applicable laws and regulations; and
safeguarded assets against misappropriation and abuse. Our purpose was not to, and we do not,
express an opinion on internal control over financial reporting. However, the following

13 material weaknesses and 1 significant deficiency exist that could adversely affect DoD
financial operations.

Previously Identified Material Weaknesses
Management acknowledged that previously identified material weaknesses continued to exist in
the following areas.

Financial Management Systems

Statement of Federal Financial Accounting Concepts (SFFAC) No. 1, “Objectives of Federal
Financial Reporting,” requires financial management system controls that are adequate to ensure
that transactions are executed in accordance with budgetary and financial laws and other
requirements, consistent with the purposes authorized, and recorded in accordance with Federal
accounting standards. SFFAC No. 1 also requires that financial management system controls
ensure that assets are properly safeguarded to deter fraud, waste, and abuse and that performance
measurement information is adequately supported.

The Under Secretary of Defense (Comptroller)/Chief Financial Officer, DoD, acknowledged that
DoD financial management and feeder systems do not substantially comply with Federal
financial management system requirements. The DoD financial management and feeder systems
were not designed to adequately support various material amounts on the financial statements.
These systemic deficiencies in financial management and feeder systems and inadequate DoD
business processes prevent DoD from collecting and reporting financial and performance
information that is accurate, reliable, and timely.

Fund Balance With Treasury

Statement of Federal Financial Accounting Standards (SFFAS) No. 1, “Accounting for Selected
Assets and Liabilities”; the Treasury Manual; and DoD Regulation 7000.14-R, “DoD Financial
Management Regulation,” require DoD to resolve financial and accounting inconsistencies to
accurately report Fund Balance with Treasury. However, inconsistencies continued to exist
related to in-transit disbursements, unmatched disbursements, negative unliquidated obligations,
and unreconciled differences between U.S. Treasury records and DoD accounting records.

Accounts Receivable

According to SFFAS No. 1, Federal entities should recognize a receivable when they establish a
claim to cash or other assets against other entities, based on either legal provisions or goods and

Attachment
Page 1 of 6
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services provided. DoD) acknowledged that it was unable to accurately record, report, collect,
and reconcile intragovernmental accounts receivable as well as accounts receivable due from the

public.

Inventory

SFFAS No. 3, “Accounting for Inventory and Related Property,” requires DoD to use historical
cost, the latest acquisition cost (adjusted for holding gains and losses), or moving average cost
for valuing inventory. However, DoD acknowledged that the existing inventory value for most
activities was not reported in accordance with U.S. GAAP, and the Department’s legacy systems
do not maintain the historical cost data necessary to comply with SFFAS No. 3. Additionally,
DoD did not distinguish between Inventory Held for Sale and Inventory Held in Reserve for
Future Sale as required by SFFAS No. 3.

Operating Materials and Supplies _

SFFAS No. 3 states that Operating Materials and Supplies must be expensed when the items are
consumed. DoD acknowledged that significant amounts of Operating Materials and Supplies
were expensed when purchased instead of when consumed. In addition, DoD could not
accurately report the value of operating materials and supplies, which allows the potential for a
misstatement in financial reporting.

General Property, Plant, and Equipment

SFFAS No. 6, “Accounting for Property, Plant, and Equipment,” requires DoD to record General
Property, Plant, and Equipment (General PP&E) at acquisition cost; capitalize improvement
costs; and recognize depreciation expense. However, the cost and depreciation of DoD General
PP&E was not reliably reported because of: (1) an accounting requirement that classified
Military Equipment as General PP&E (such costs were previously expensed); (2) a lack of
supporting documentation for aged General PP&E items; and (3) a failure to integrate most
legacy property and logistics systems with acquisition and financial systems. In addition, DoD
property and logistics systems were not designed to capture acquisition cost and the cost of
modifications and upgrades, or to calculate depreciation.

DoD acknowledged that it did not meet U.S. GAAP for the financial reporting of personal
property, and the documentation for personal property was neither accurate nor reliable. In
addition, DoD did not have adequate internal controls in place to provide reasonable assurance
that real property assets were identified and properly reported in its financial reports. DoD also
acknowledged that its inability to accurately report the value of military equipment increases the
risk that the financial statements are materially misstated.

Government Property in Possession of Contractors

SFFAS No. 6 requires that property and equipment in the possession of a contractor for use in
accomplishing a contract be considered Government property. Such property should be
accounted for based on the nature of the item, regardless of who has possession. DoD
acknowledged that it was unable to comply with these requirements for Government Property in
Possession of Contractors. As a result, the value of DoD property and material in the possession
of contractors was not reliably reported.

Attachment
Page 2 of 6
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Accounts Payable

According to SFFAS No. 5, “Accounting for Liabilities of the Federal Government,” an entity
recognizes a liability when one party receives goods or services in return for a promise to provide
money or other resources in the future. DoD acknowledged that it did not meet accounting
standards for the financial reporting of public accounts payable. DoD cannot support its accounts
payable balances because it lacks standard procedures for recording, reporting, and reconciling
the amounts between the financial, accounting, and reporting systems.

Environmental Liabilities

DoD acknowledged that its internal controls for reporting environmental liabilities did not
provide reasonable assurance that cleanup costs for all of its ongoing, inactive, closed, and
disposal operations were identified, consistently estimated, and appropriately reported. In
addition, guidance and audit trails for estimating environmental liabilities were insufficient, and
the inventory of ranges and operational activities was incomplete. DoD also acknowledged
uncertainty regarding the accounting estimates used to calculate the reported Environmental
Liabilities.

Statement of Net Cost

SFFAC No. 2, “Entity and Display,” requires the Statement of Net Cost to provide an
understanding of the net costs of each organization and each program. In addition, the Statement
of Net Cost is to provide gross and net cost information that can be related to the amounts of
outputs and outcomes for the programs and organization. DoD acknowledged the following
deficiencies related to the Statement of Net Cost:

e The amounts presented for General Funds may not report actual accrued costs.

e Although the funds were generally recorded on an accrual basis for Working Capital
Funds, the systems did not always capture actual costs in a timely manner.

e The Statement of Net Cost is not presented by programs that align with major goals
and outputs described in DoD’s strategic and performance plans as required by the
Government Performance and Results Act.

e Revenues and expenses were reported by appropriation categories because financial
processes and systems do not collect costs in line with performance measures.

Intragovernmental Eliminations

DoD disclosed that it could not accurately identify most of its intragovernmental transactions by
customer because its systems do not track the buyer and seller data needed to match related
transactions. In addition, DoD was unable to fully reconcile intragovernmental transactions with
all Federal partners. DoD acknowledged that its inability to reconcile most intragovernmental
transactions resulted in adjustments that cannot be fully supported.

Accounting Entries

DoD acknowledged that it continued to enter material amounts of unsupported accounting entries
in its financial management systems because of inadequacies in the systems. The unsupported

Attachment
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accounting entries present a material uncertainty regarding the reliability of the financial
statements.

Reconciliation of Net Cost of Operations to Budget

SFFAS No. 7, “Accounting for Revenue and Other Financing Sources,” requires a reconciliation
of proprietary and budgetary information to assist users in understanding the relationship
between the net cost of operations and the budgetary resources obligated by the entity during the
period. DoD acknowledged that it was unable to reconcile budgetary obligations to net costs
without making unsupported adjustments. Specifically, budgetary data do not agree with
proprietary expenses and capitalized assets.

Previously Identified Significant Deficiencies
As part of our financial-related audits, we noted the following significant deficiency that
continued to exist.

Contingent Legal Liabilities

SFFAS No. 5, as amended by SFFAS No. 12, “Recognition of Contingent Liabilities Arising
from Litigation,” requires contingent legal liabilities to be disclosed if there is at least a
reasonable possibility that a loss may be incurred. We noted that significant deficiencies
continued to exist relating to the DoD process for reporting contingent legal liabilities. For
example:

e DoD excluded from its legal representation letters at least 101 pending cases, with a
total claim amount of $5.3 billion that individually did not exceed the DoD
Agency-wide individual reporting threshold, but in aggregate exceeded this threshold.

e The legal representation letters from the DoD Office of General Counsel showed that
DoD General Counsel was unable to express an opinion on the likely outcome of
34 of the 48 pending legal actions, totaling $12 trillion.*

These financial management deficiencies may cause inaccurate management information. As a
result, DoD management decisions based in whole or in part on this information may be
adversely affected. Financial information reported by DoD may also contain misstatements
resulting from these deficiencies. '

Compliance With Laws and Regulations

Management is responsible for compliance with existing laws and regulations related to financial
reporting. We limited our work to determining compliance with selected provisions of the
applicable laws and regulations because management acknowledged instances of noncompliance,
and previously reported instances of noncompliance continued to exist. Therefore, we did not

*After our review of the legal representation letters, DoD Office of General Counsel sent us an e-mail stating that it
was unable to express an opinion on the likely outcome of four additional pending legal actions totaling about
$10.5 billion. The $10.5 billion was not included in the $12 trillion. The four legal actions were also not included
in the final management schedule of information that was provided to us for our review.

Attachment
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determine whether DoD complied with selected provisions of all applicable laws and regulations
related to financial reporting. Our objective was not to, and we do not, express an opinion on
overall compliance with applicable laws and regulations.

Federal Financial Management Improvement Act of 1996

FFMIA requires DoD to establish and maintain financial management systems that comply
substantially with Federal financial management system requirements, applicable Federal
accounting standards, and the U.S. Government Standard General Ledger at the transaction level.
For FY 2012, DoD did not fully comply with FFMIA. DoD acknowledged that many of its
critical financial management and feeder systems did not substantially comply with Federal
financial management system requirements, Federal accounting standards, and the

U.S. Government Standard General Ledger at the transaction level as of September 30, 2012.

Antideficiency Act

Section 1341, Title 31, United States Code (31 U.S.C. § 1341 [1990]) limits DoD and its
agents to making or authorizing only expenditures or obligations that do not exceed the
available appropriations or funds. Additionally, DoD or its agents may not contract or
obligate for the payment of money before an appropriation is made available for that contract
or obligation unless otherwise authorized by law. As stated in 31 U.S.C § 1517 (2004), DoD and
its agents are prohibited from making or authorizing expenditures of obligations exceeding an
apportionment or the amount permitted by prescribed regulations. According to

31 U.S.C. § 1351 (2004), if an officer or employee of an executive agency violates the
Antideficiency Act (ADA), the head of the agency must report immediately to the President
and Congress all relevant facts and a statement of actions taken.

During FY 2012, DoD reported 12 cases of ADA violation. Therefore, DoD did not comply with
31 U.S.C. § 1341 (1990) and 31 U.S.C § 1517 (2004).

DoD 7000.14-R, “Financial Management Regulation,” volume 14, chapter 7, “Antideficiency
Act Report,” November 2010, limits the time from identification to reporting of ADA violations
to 15 months. Nine investigations of potential ADA violations have been open for more than

15 months.

Audit Disclosures

The Under Secretary of Defense (Comptroller)/Chief Financial Officer, DoD, acknowledged to
us on April 6, 2012, that the DoD financial management and feeder systems could not provide
adequate evidence supporting various material amounts on the financial statements and that
previously identified material weaknesses continued to exist. Therefore, we did not perform
detailed testing related to previously identified material weaknesses. In addition, we did not
perform audit work related to these selected provisions of laws and regulations: Federal Credit
Reform Act of 1990, Pay and Allowance System for Civilian Employees, Prompt Payment Act,
Antideficiency Act, and Provisions Governing Claims of the United States Government
(including provisions of the Debt Collection Improvement Act of 1996).
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Page 5 of 6

Financial Information
65



Department of Defense Agency Financial Report for FY 2012

Recommendations
This report does not include recommendations to correct the material internal control weaknesses

and instances of noncompliance with laws and regulations because previous audit reports
contained recommendations for corrective actions or because audit projects currently in progress
will include appropriate recommendations.

Attachment
Page 6 of 6
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PRINCIPAL FINANCIAL STATEMENTS AND NOTES

LIMITATIONS OF THE FINANCIAL STATEMENTS

The principal financial statements have been prepared to report the financial position and
results of operations of the Department, pursuant to the requirements of 31 U.S.C. 3515(b).
The statements are prepared from accounting records of the Department in accordance with
Office of Management And Budget (OMB) Circular No. A-136 and, to the extent possible,
U.S. Generally Accepted Accounting Principles (USGAAP). The statements, in addition to the
financial reports, are used to monitor and control budgetary resources, which are prepared
from the same records. The statements should be read with the realization that they are for
a component of the U.S. Government, a sovereign entity.

The financial statements of the Department include four principal statements listed in
Figure 2-1.

The financial statements reflect the aggregate financial posture of the Department and
include both the proprietary (Federal accounting standards) and budgetary resources of the
Department. The Department is large and complex with an asset base of $2.1 trillion, and
more than 3 million military and civilian employees on installations in every state and
around the world.

Figure 2-1. Four Principal Financial Statements

m What Information It Provides

Balance Sheet Reflects the Department’s financial position as of the statement date

(September 30, 2012). The assets are the amount of future economic benefits owned or
managed by the Department. The liabilities are amounts owed by the Department. The
net position is the difference between the assets and liabilities.

Statement of Net Shows separately the components of the net cost of the Department’s operations for the

Cost period. Net cost is equal to the gross cost incurred by the Department less any exchange
revenue earned from its activities.

Statement of Presents the sum of the cumulative results of operations since inception and unexpended

Changes in Net appropriations provided to the Department that remain unused at the end of the fiscal

Position year. The statement focuses on how the net cost of operations is financed. The resulting

financial position represents the difference between assets and liabilities as shown on the
consolidated balance sheet.

Statement of Provides information about how budgetary resources were made available as well as their
Budgetary Resources | status at the end of the period. It is the only financial statement exclusively derived from
the Department’s budgetary general ledger in accordance with budgetary accounting
rules.
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Department of Defense Consolidated Balance Sheet
Agency Wide

Dollars in Millions

2012 Restated 2011
Consolidated Consolidated

ASSETS (Note 2)

Intragovernmental:
Fund Balance with Treasury (Note 3) $ 512,1216 | $ 523,441.6
Investments (Note 4) 641,666.5 569,342.2
Accounts Receivable (Note 5) 1,439.6 1,726.9
Other Assets (Note 6) 1,583.2 1,760.3
Total Intragovernmental Assets $ 1,156,810.9 | $ 1,096,271.0
Cash and Other Monetary Assets (Note 7) 1,822.0 1,720.3
Accounts Receivable, Net (Note 5) 11,5622.4 9,961.4
Loans Receivable (Note 8) 957.5 814 .4
Inventory and Related Property, Net (Note 9) 243,299.7 242,582.0
General Property, Plant and Equipment, Net (Note 10) 601,458.0 609,298.5
Investments (Note 4) 3,255.0 3,185.0
Other Assets (Note 6) 66,601.2 67,714.4
TOTAL ASSETS $ 2,085,726.7 | $ 2,031,547.0
Stewardship Property, Plant & Equipment (Note 10)
LIABILITIES (Note 11)
Intragovernmental:
Accounts Payable (Note 12) $ 1,7629 | $ 1,893.2
Debt (Note 13) 952.6 783.4
Other Liabilities (Note 15) 12,941.6 14,231.7
Total Intragovernmental Liabilities $ 15,6571 | $ 16,908.3
Accounts Payable (Note 12) 19,492.0 26,103.9
Military Retirement and Other Federal Employment Benefits (Note 17) 2,323,924.3 2,212,359.6
Environmental and Disposal Liabilities (Note 14) 62,602.6 64,823.1
Loan Guarantee Liability (Note 8) 12.7 13.9
Other Liabilities (Note 15) 36,308.1 31,308.1
TOTAL LIABILITIES $ 2,457,996.8 | $ 2,351,516.9
Commitments & Contingencies (Note 16)
NET POSITION
Unexpended Appropriations — Earmarked Funds (Note 23) $ 2956 | $ 134.6
Unexpended Appropriations — Other Funds 528,660.0 540,239.4
Cumulative Results of Operations — Earmarked Funds (1,477,793.5) (1,430,273.8)
Cumulative Results of Operations — Other Funds 576,567.8 569,929.9
TOTAL NET POSITION $ (372,270.1) | $ (319,969.9)
TOTAL LIABILITIES AND NET POSITION ‘ $ 2,085,726.7 | $ 2,031,547.0 |

The accompanying notes are an integral part of these financial statements.
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Department of Defense Consolidated Statement of Net Cost
Agency Wide Dollars in Millions

2012 Restated 2011
Consolidated Consolidated

Program Costs

Gross Costs $ 781,7311 | $ 811,635.0
Military Retirement Benefits 85,570.4 107,519.6
Civil Works 10,967.2 13,530.1
Military Personnel 150,330.5 153,881.4
Operations, Readiness & Support 295,704 1 314,560.0
Procurement 130,578.8 128,572.8
Research, Development, Test & Evaluation 76,772.6 79,230.9
Family Housing & Military Construction 31,807.5 14,340.2
(Less: Earned Revenue) (83,304.8) (115,039.9)

Net Cost before Losses/(Gains) from Actuarial Assumption

Changes for Military Retgremen)t Benefits P $ Y Btk
I&%iﬁgz(e?]?igzz]g%? Actuarial Assumption Changes for Military 704273 (12,369.6)

Net Cost of Operations $ 768,853.6 | $ 684,225.5

The accompanying notes are an integral part of these financial statements.
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Department of Defense Consolidated Statement of Changes in Net Position, Agency Wide Dollars in Millions

2012 Earmarked| 2012 All Other

2012

2012

2011 Earmarked| Restated 2011

2011

Restated 2011

Cumulative Results Of Operations

Funds

Funds

Eliminations

Consolidated

Funds

All Other Funds

Eliminations

Consolidated

Beginning Balances $ (1,325,647.1)($ 464,297 5|$ 0.0 (861,349.6) (3 (1,338,741.2)|$ 417,826.0|$ 0.0/$ (920,915.2)
Prior Period Adjustments:
Changes in accounting principles
Corrections of errors 0.0 1,005.7 0.0 1,005.7 0.0 (13,322.9) 0.0 (13,322.9)
Beginning balances, as adjusted $ (1,325,647.1)|$ 465,303.2|$ 0.0 (860,343.9)|$ (1,338,741.2)|$ 404,503.1|$ 0.0($ (934,238.1)
Budgetary Financing Sources:
Appropriations used 347.3 730,232.2 0.0 730,579.5 206.9 747,758.5 0.0 747,965.4
Nonexchange revenue 2,785.7 (96.3) 0.0 2,689.4 2,764.4 (24.3) 0.0 2,740.1
Egﬂsg‘l’e"nﬁ:”d forfeitures of cash and cash 295 02 00 297 303 041 00 304
Transfers(in/out without reimbursement) (948.1) 1,081.7 0.0 133.6 (874.8) 964.0 0.0 89.2
Other (132.2) (14.2) 0.0 (146.4) (1.8) 0.0 0.0 (1.8)
Other Financing Sources (Non-Exchange)

Donations and forfeitures of property 0.0 375 0.0 375 0.3 7.3 0.0 7.6

Transfers(in/out without reimbursement) (97.2) 163.3 0.0 66.1 (71.7) (75.7) 0.0 (147.4)

Imputed financing 34 19,731.9 14,687.2 5,048.1 2.2 19,698.3 14,076.6 5,623.9

Other (45.3) (10,420.4) 0.0 (10,465.7) 12.7 1,799.6 0.0 1,812.3
Total Financing Sources $ 1,943.1|$ 740,7159|$ 14,687.2 727,971.8|$ 2,068.5/% 770,127.8|$ 14,076.6$ 758,119.7

Net Cost of Operations (+/-) 48,368.0 735,172.8 14,687.2 768,853.6 (11.025.6) 709,327.7 14,076.6 684,225.5
Net Change $ (46,424.9) $ 5,543.1/$ 0.0 (40,881.8)|$ 13,094.1$ 60,800.1'$ 0.0$ 73,894.2
Cumulative Results of Operations $ (1,372,072.0)|$ 470,846.3|$ 0.0 (901,225.7)|$ (1,325,647.1)|$ 465,303.2|$ 0.0$ (860,343.9)
Unexpended Appropriations
Beginning Balances 134.6 541,194.5 0.0 541,329.1 325.2 528,479.4 0.0 528,804.6
Prior Period Adjustments:

Correction of Error 0.0 (955.1) 0.0 (955.1) 0.0 (955.1) 0.0 (955.1)
Beginning balances, as adjusted $ 134.6|$ 540,239.4|$ 0.0 540,374.0/$ 325.2|$ 527,524.3|$ 0.0/$ 527,849.5
Budgetary Financing Sources:

Appropriations received 1.3 736,780.9 0.0 736,782.2 16.5 775,450.0 0.0 775,466.5

Appropriations transferred (in/out) 507.0 (898.3) 0.0 (391.3) 0.0 (781.2) 0.0 (781.2)

Other adjustments 0.0 (17,229.8) 0.0 (17,229.8) 0.2) (14,195.2) 0.0 (14,195.4)

Appropriations used (347.3) (730,232.2) 0.0 (730,579.5) (206.9) (747,758.5) 0.0 (747,965.4
Total Budgetary Financing Sources $ 161.0| $ (11,579.4) $ 00 $ (11,418.4)$ (190.6)|$ 12,715.1|$ 0.0/$ 12,524.5
Unexpended Appropriations $ 2956 $ 528,660.0| $ 00 $ 528,955.6|$ 134.6/$ 540,239.4|$ 0.0$ 540,374.0
Net Position $ (1,371,776.4)| $ 999,506.3| $ 0.0 § (372,270.1)|$ (1,325,512.5)|$ 1,005,542.6|$ 0.0/$ (319,969.9)

The accompanying notes are an integral part of these financial statements.
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Department of Defense Combined Budgetary Non-Budgetary
Statement of Budgetary Resources Financing Accounts Financing Accounts

ége"‘;y ‘?’;de 2012 2011 2012 2011
age . °, : Combined Combined Combined Combined
Dollars in Millions

Budgetary Resources
Unobligated balance, brought forward, October 1 $ 162,271.1|$ 160,032.1/$ 17.5$ 24.9
;J:c;z;lé;;tee; balance brought forward, October 1, 162,271.1 160,032.1 175 249
Recoveries of prior year unpaid obligations 65,533.9 56,015.4 0.0 0.0
Other changes in unobligated balance (12,952.1) (11,205.6) 0.0 0.0
Unobli_gated balance from prior year budget 214,852.9 204,841.9 175 249
authority, net
Appropriation (discretionary and mandatory) 792,178.8 829,461.3 0.0 0.0
Borrowing Authority (discretionary and mandatory) 0.0 0.0 172.6 229.8
Contract authority (discretionary and mandatory) 80,486.2 75,760.9 0.0 0.0
(Sdri’seé‘r‘;'t’i‘gnif;h:rzgyr;g’r’%;gsr;f)“'“9 collections 1172424 121,426.6 62.6 88.3
Total Budgetary Resources $ 1,204,760.3'$ 1,231,490.7|$ 252.7'$ 343.0
Status of Budgetary Resources
Obligations incurred $ 1,059,067.8/$ 1,069,218.2|$% 237.2|$ 326.8
Unobligated balance, end of year:
Apportioned 115,696.1 137,148.4 1.6 0.1
Exempt from Apportionment 3,976.1 4,180.3 0.0 0.0
Unapportioned 26,020.3 20,943.8 13.9 16.1
;J:;bligated balance brought forward, end of $  145692.5% 162,272.5'$ 155$ 16.2
Total Budgetary Resources $ 1,204,760.3'$ 1,231,490.7|$ 252.7|$ 343.0
Change in Obligated Balance
é’:ggg obligations, brought forward, October 1 $  454,9262/$ 458,620.6$ 569.1 $ 619.4
Uncollected customer payments from Federal (75,184.3) (69,766.8) (99.9) (97.3)
Sources, brought forward, October 1
Obligated balance start of year (net), before 379,741.9 388,853.8 469.2 522.1
adjustments
Obligated balance, start of year (net), as adjusted 379,741.9 388,853.8 469.2 5221
Obligations incurred 1,059,067.8 1,069,218.2 237.2 326.8
Outlays (Gross) (979,889.9)| (1,016,898.9) (264.5) (375.3)
Change in uncollected customer payments from (2,769.1) (5,417.5) 16.4 (2.6)
Federal Sources
Recoveries of prior year unpaid obligations (65,533.9) (56,015.1) 0.0 0.0
Obligated balances, end of year
Unpaid Obligations, end of year (gross) 468,570.2 454,924.8 541.8 570.9
Uncollected customer payments from (77,953.4) (75,184.3) (83.5) (99.9)
Obligated balance, end of year (net) $ 390,616.8$ 379,740.5 % 458.3| $ 471.0

The accompanying notes are an integral part of these financial statements.
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Department of Defense Combined Budgetary Non-Budgetary
Statement of Budgetary Resources Financing Accounts Financing Accounts

ége"‘éy vaéde 2012 2011 2012 2011
age ‘ °, ‘ Combined Combined Combined Combined
Dollars in Millions

Budgetary Authority and Outlays, Net:

Budget Authority, gross (discretionary and $  989907.4/$ 10266488 $ 2352 $ 318.1
mandatory) T e ) )
Actual offsetting collections (discretionary and

mandatory) (190,586.0) (190,906.0) (92.6) (102.6)
Change in uncollected customer payments from

Federal sources (discretionary and mandatory) (2,769.1) (5,:417.5) 164 (2.6)
Budget Authority, net (discretionary and

mandatory) $ 796,552.3$ 830,325.3|$ 159.0 $ 212.9
Outlays, gross (discretionary and mandatory) $ 979,889.9/$ 1,016,898.9|% 2645 $ 375.3
Actual offsetting collections (discretionary and

mandatory) (190,586.0) (190,906.0) (92.6) (102.6)
Outlays, net (discretionary and mandatory) 789,303.9 825,992.9 171.9 272.7
Distributed offsetting receipts (79,238.4) (83,198.6) 0.0 0.0
Agency Outlays, net (discretionary and $ 710,065.5$ 742,794.3 % 1719 § 272.7
mandatory) A e ’ ’

The accompanying notes are an integral part of these financial statements.
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NOTE 1. SIGNIFICANT ACCOUNTING POLICIES

1.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
Act of 1990, expanded by the Government Management Reform Act of 1994, and other
appropriate legislation. The financial statements have been prepared from the books and
records of the Department in accordance with, to the extent possible, U.S. Generally
Accepted Accounting Principles (USGAAP) promulgated by the Federal Accounting Standards
Advisory Board; the Office of Management and Budget (OMB) Circular No. A-136, Financial
Reporting Requirements; and the DoD, Financial Management Regulation. The
accompanying financial statements account for all resources for which the Department is
responsible unless otherwise noted. Information relative to classified assets, programs, and
operations is excluded from the statements or otherwise aggregated and reported in such a
manner that it is not discernible.

The Department is wunable to fully implement all elements of USGAAP and
OMB Circular No. A-136, due to limitations of financial and nonfinancial management
processes and systems that support the financial statements. The Department derives
reported values and information for major asset and liability categories largely from
nonfinancial systems, such as inventory and logistics systems. These systems were
designed to support reporting requirements for maintaining accountability over assets and
reporting the status of Federal appropriations rather than preparing financial statements in
accordance with USGAAP. The Department continues to implement process and system
improvements addressing these limitations.

The Department has 13 auditor-identified material weaknesses: (1) Financial Management
Systems; (2) Fund Balance with Treasury; (3) Accounts Receivable; (4) Inventory;
(5) Operating Materials and Supplies; (6) General Property, Plant, and Equipment;
(7) Government Property in Possession of Contractors; (8) Accounts Payable;
(9) Environmental Liabilities; (10) Statement of Net Cost; (11) Intragovernmental
Eliminations; (12) Accounting Entries; and (13) Reconciliation of Net Cost of Operations to
Budget.

1.B. Mission of the Reporting Entity

The Department was established by the National Security Act of 1947. The Department
provides the military forces needed to deter war and protect the security of our country.
Since the creation of America’s first army in 1775, the Department and predecessor
organizations have evolved into a global presence with a worldwide infrastructure dedicated
to defending the United States by deterring and defeating aggression and coercion in critical
regions.

The Department includes the Military Departments and the Defense Agencies. The Military
Departments consist of the Army, the Navy (of which the Marine Corps is a component),
and the Air Force. The Defense Agencies provide support services commonly used
throughout the Department.
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1.C. Appropriations and Funds

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

General Funds are used for financial transactions funded by congressional appropriations,
including personnel, operation and maintenance, research and development, procurement,
and military construction. These general funds also include supplemental funds enacted by
the American Recovery and Reinvestment Act (Recovery Act) of 2009. Details relating to
Recovery Act appropriated funds are available on-line at http://www.defense.gov/recovery/.

Working capital funds (WCF) received funding to establish an initial corpus through an
appropriation or a transfer of resources from existing appropriations or funds. The corpus
finances operations and transactions that flow through the fund. The WCF resources the
goods and services sold to customers on a reimbursable basis and maintains the corpus.
Reimbursable receipts fund future operations and generally are available in their entirety for
use without further congressional action. At various times, Congress provides additional
appropriations to supplement the WCF as an infusion of cash when revenues are inadequate
to cover costs within the corpus.

Trust funds contain receipts and expenditures 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. Special fund accounts are used to record government receipts
reserved for a specific purpose. Certain trust and special funds may be designated as
earmarked funds. Earmarked funds are financed by specifically identified revenues, required
by statute to be used for designated activities, benefits or purposes, and remain available
over time. The Department is required to separately account for and report on the receipt,
use and retention of revenues and other financing sources for earmarked funds.

Deposit funds are used to record amounts held temporarily until paid to the appropriate
government or public entity. They are not Department funds, and as such, are not available
for the Department’s operations. The Department is acting as an agent or custodian for
funds awaiting distribution.

The Department is a party to allocation transfers with other Federal agencies as a
transferring (parent) entity or receiving (child) entity. An allocation transfer is an entity’s
legal delegation of authority to obligate budget authority and outlay funds on its behalf.
Generally, all financial activity related to allocation transfers (e.g., budget authority,
obligations, outlays) is reported in the financial statements of the parent entity. Exceptions
to this general rule apply to specific funds for which OMB has directed that all activity be
reported in the financial statements of the child entity. These exceptions include
U.S. Treasury-Managed Trust Funds, Executive Office of the President (EOP), and all other
funds specifically designated by OMB.

The Department receives allocation transfers from the following agencies: Departments of
Agriculture, Interior, Energy, and Transportation; the Appalachian Regional Commission;
and the Federal Highway Administration.
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Additionally, the Department receives allocation transfers from certain funds meeting the
OMB exception and all related activity is included in the Department’s financial statements.
The exceptions reported by the Department include South Dakota Terrestrial Wildlife Habitat
Restoration, Inland Waterways and Harbor Maintenance. The Department receives allocation
transfers for the Security Assistance programs that meet the OMB exceptions for EOP funds.
These funds are reported separately from the DoD financial statements based on an
agreement with OMB.

As a parent, the Department allocates funds to the Departments of Transportation and
Agriculture, and reports all related activity in these financial statements.

1.D. Basis of Accounting

The Department’s financial management systems are unable to meet all full accrual
accounting requirements. Many of the Department’s financial and nonfinancial feeder
systems and processes were designed and implemented prior to the issuance of USGAAP.
These systems were not designed to collect and record financial information on the full
accrual accounting basis as required by USGAAP. Most of the Department’s financial and
nonfinancial legacy systems were designed to record information on a budgetary basis.

The Department’s financial statements and supporting trial balances are compiled from the
underlying financial data and trial balances of the Military Services and Defense Agencies
and their sub-entities. The underlying data is largely derived from budgetary transactions
(obligations, disbursements, and collections), from nonfinancial feeder systems, and
accruals made for major items such as payroll expenses, accounts payable, and
environmental liabilities. Some of the sub-entity level trial balances may reflect known
abnormal balances resulting largely from business and system processes. At the
consolidated level these abnormal balances may not be evident. Disclosures of abnormal
balances are made in the applicable footnotes, but only to the extent that the abnormal
balances are evident at the consolidated level.

The Department is determining the actions required to bring financial and nonfinancial
feeder systems and processes into compliance with USGAAP. One such action is the current
revision of accounting systems to record transactions based on the U.S. Standard General
Ledger (USSGL). Until all of the Department’s financial and nonfinancial feeder systems and
processes are able to collect and report financial information as required by USGAAP, the
Department’s financial data will be derived from budgetary transactions, data from
nonfinancial feeder systems, and accruals.

1.E. Revenues and Other Financing Sources

The Department receives congressional appropriations as financing sources for general
funds that expire annually, on a multi-year basis, or do not expire. When authorized by
legislation, these appropriations are supplemented by revenues generated by sales of goods
or services. The Department recognizes revenue as a result of costs incurred for goods and
services provided to other Federal agencies and the public. Full-cost pricing is the
Department’s standard policy for services provided as required by OMB Circular No. A-25,
User Charges. The Department recognizes revenue when earned within the constraints of its
current system capabilities. In some instances, revenue is recognized when bills are issued.
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Depot Maintenance and Ordnance WCF activities recognize revenue according to the
percentage of completion method. Supply Management WCF activities recognize revenue
from the sale of inventory items.

The Department does not include nonmonetary support provided by U.S. allies for common
defense and mutual security in amounts reported in the Statement of Net Cost and Note 21,
Reconciliation of Net Cost of Operations to Budget. The U.S. has cost sharing agreements
with countries having a mutual or reciprocal defense agreement, where U.S. troops are
stationed, or where the U.S. Fleet is in a port.

1.F. Recognition of Expenses

For financial reporting purposes, the Department’s policy requires the recognition of
operating expenses in the period incurred. Current financial and nonfinancial feeder systems
were not designed to collect and record financial information on the full accrual accounting
basis. Estimates are made for major items such as payroll expenses, accounts payable,
environmental liabilities, and unbilled revenue. In the case of Operating Materiel and
Supplies (OM&S), operating expenses are dgenerally recognized when the items are
purchased. Efforts are underway to transition to the consumption method for recognizing
OM&S expenses. Under the consumption method, OM&S would be expensed when
consumed. Due to system limitations, in some instances expenditures for capital and other
long-term assets may be recognized as operating expenses. The Department continues to
implement process and system improvements to address these limitations.

1.G. Accounting for Intragovernmental Activities

Accounting standards require that an entity eliminate intraentity activity and balances from
consolidated financial statements in order to prevent overstatement for business with itself.
However, the Department cannot accurately identify intragovernmental transactions by
customer because the Department’s systems do not track buyer and seller data at the
transaction level. Generally, seller entities within the Department provide summary
seller-side balances for revenue, accounts receivable, and unearned revenue to the
buyer-side internal accounting offices. In most cases, the buyer-side records are adjusted to
agree with the Department’s seller-side balances and are then eliminated. The Department
is implementing replacement systems and a standard financial information structure, which
will incorporate the necessary elements that will enable the Department to correctly report,
reconcile, and eliminate intragovernmental balances.

The Treasury Financial Manual Part 2 - Chapter 4700, “Agency Reporting Requirements for
the Financial Report of the United States Government”, provides guidance for reporting and
reconciling intragovernmental balances. While the Department is unable to fully reconcile
intragovernmental transactions with all Federal agencies, the Department is able to
reconcile balances pertaining to investments in Federal securities, borrowings from the
U.S. Treasury and the Federal Financing Bank, Federal Employees’ Compensation Act
transactions with the Department of Labor, and benefit program transactions with the Office
of Personnel Management.

The Department’s proportionate share of public debt and related expenses of the Federal
Government is not included. The Federal Government does not apportion debt and related
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costs to Federal agencies. The Department’s financial statements do not report any public
debt, interest, or source of public financing, whether from issuance of debt or tax revenues.
Generally, financing for the construction of the Department’s facilities is obtained through
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 U.S. Treasury
does not allocate such costs to the Department.

1.H. Transactions with Foreign Governments and International
Organizations

Each year, the Department sells defense articles and services to foreign governments and
international organizations 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 Federal Government. Payment in U.S. dollars is required in advance.

1.I. Funds with the U.S. Treasury

The Department’s monetary resources are maintained in U.S. Treasury accounts. The
disbursing offices of Defense Finance and Accounting Service (DFAS), the Military
Departments, the U.S. Army Corps of Engineers (USACE), and the Department of State’s
financial service centers process the majority of the Department’s cash collections,
disbursements, and adjustments worldwide. Each disbursing station prepares monthly
reports to the U.S. Treasury on checks issued, electronic fund transfers, interagency
transfers, and deposits.

In addition, DFAS sites and the USACE Finance Center submit reports to the U.S. Treasury
by appropriation on interagency transfers, collections received, and disbursements issued.
The U.S. Treasury records these transactions to the applicable Fund Balance with Treasury
(FBWT) account. On a monthly basis, the Department's FBWT is adjusted to agree with the
U.S. Treasury accounts.

1.]J. Cash and Other Monetary Assets

Cash is the total of cash resources under the control of the Department which includes coin,
paper currency, negotiable instruments, and amounts held for deposit in banks and other
financial institutions. Foreign currency consists of the total U.S. dollar equivalent of both
purchased and nonpurchased foreign currencies held in foreign currency fund accounts.
Foreign currency is valued using the U.S. Treasury prevailing rate of exchange.

The majority of cash and all foreign currency is classified as “nonentity” and is restricted.
Amounts reported consist primarily of cash and foreign currency held by disbursing officers
to carry out their paying, collecting, and foreign currency accommodation exchange
missions.

The Department conducts a significant portion of operations overseas. Congress established
a special account to handle the gains and losses from foreign currency transactions for five
general fund appropriations: (1) operations and maintenance; (2) military personnel;
(3) military construction; (4) family housing operation and maintenance; and (5) family
housing construction. The gains and losses are calculated as the variance between the
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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 identify foreign currency fluctuation transactions.

1.K. Accounts Receivable

Accounts receivable from other Federal entities or the public include: accounts receivable,
claims receivable, and refunds receivable. Allowances for uncollectible accounts due from
the public are based upon an analysis of collection experience. 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 in
accordance with dispute resolution procedures defined in the Intragovernmental Business
Rules published in the Treasury Financial Manual.

1.L. Direct Loans and Loan Guarantees

The Department operates a direct loan and loan guarantee program authorized by the
National Defense Authorization Act for FY 1996 (Public Law (PL) 104-106, Section 2801).
The Act 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 the 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.

National Defense Authorization Act for FY 2005 (PL 108-375, Section 2805) provided
permanent authorities to the Military Housing Privatization Initiative (MHPI).

The Department operates the Armament Retooling and Manufacturing Support Initiative
under Title 10 United States Code 4551-4555. This loan guarantee program is designed to
encourage commercial use of inactive government facilities. The revenue generated from
property rental offsets the cost of maintaining these facilities.

The Department administers the Foreign Military Financing program on behalf of the EOP.
This program is authorized by sections 23 and 24 of the Arms Export Control Act of 1976, as
amended, PL 90-629, as amended, and section 503(a). This program provides loans to help
countries purchase U.S. produced weapons, defense equipment, services, or military
training. The direct loans and loan guarantees related to Foreign Military Sales are not
included in these financial statements, per the Department’s agreement with OMB; this
information is provided separately as other accompanying information.

The Federal Credit Reform Act of 1990 governs all amended direct loan obligations and loan
guarantee commitments made after FY 1991.
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1.M. Inventories and Related Property

The Department values approximately 84 percent of resale inventory using the moving
average cost method. An additional 12 percent (fuel inventory) is reported using the
first-in-first-out method. The Department reports the remaining 4 percent of resale
inventories at an approximation of historical cost using latest acquisition cost adjusted for
holding gains and losses. The latest acquisition cost method is used because legacy
inventory systems were designed for materiel management rather than accounting.
Although these systems provide visibility and accountability over inventory items, they do
not maintain historical cost data necessary to comply with Statement of Federal Financial
Accounting Standards (SFFAS) No. 3, Accounting for Inventory and Related Property.
Additionally, these systems cannot produce financial transactions using the USSGL, as
required by the Federal Financial Management Improvement Act of 1996 (PL 104-208). The
Department is continuing to transition the balance of the inventories to the moving average
cost method through the use of new inventory systems. Most transitioned balances,
however, were not baselined to auditable historical cost and remain noncompliant with
SFFAS No. 3.

The Department manages only military or government-specific materiel under normal
conditions. Materiel is a unique term that relates to military force management, and
includes items such as ships, tanks, self-propelled weapons, aircraft, etc., and related
spares, repair parts, and support equipment. Items commonly used in and available from
the commercial sector are not managed in the Department’s materiel management
activities. Operational cycles are irregular, and the military risks associated with stock-out
positions have no commercial parallel. The Department holds materiel based on military
need and support for contingencies. The Department is currently developing a methodology
to be used to account for “inventory held for sale” and “inventory held in reserve for future
sale.”

Related property includes OM&S and stockpile materiel. The OM&S, including munitions not
held for sale, are valued at standard purchase price. The Department uses both the
consumption method and the purchase method of accounting for OM&S. Items that are
centrally managed and stored, such as ammunition and engines, are generally recorded
using the consumption method and are reported on the Balance Sheet as OM&S. When
current systems cannot fully support the consumption method, the Department uses the
purchase method. Under this method, materiel and supplies are expensed when purchased.
During FY 2012 and FY 2011, the Department expensed significant amounts using the
purchase method because the systems could not support the consumption method or
management deemed that the item was in the hands of the end user. This is a material
weakness for the Department and long-term system corrections are in process. Once the
proper systems are in place, these items will be accounted for under the consumption
method of accounting.

The Department determined that the recurring high dollar-value of OM&S in need of repair
is material to the financial statements and requires a separate reporting category. Many
high-dollar items, such as aircraft engines, are categorized as OM&S rather than military
equipment.
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The Department recognizes excess, obsolete, and unserviceable inventory and OM&S at a
net realizable value of $0 pending development of an effective means of valuing such
materiel.

Inventory available and purchased for resale includes consumable spare and repair parts,
and repairable items owned and managed by the Department. This inventory is retained to
support military or national contingencies. Inventory held for repair is damaged inventory
that requires repair to make it suitable for sale. Often, it is more economical to repair these
items rather than to procure them. The Department often relies on weapon systems and
machinery no longer in production. As a result, 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. Work in process balances include:
(1) costs related to the production or servicing of items, including direct material, labor, and
applied overhead; (2) the value of finished products or completed services that are yet to
be placed in service; and (3) munitions in production and depot maintenance work with
associated costs incurred in the delivery of maintenance services.

1.N. 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 are amortized over the term of the
investments using the effective interest rate method or another method that yields similar
results. The Department’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.

The Department invests in nonmarketable market-based U.S. Treasury securities, which are
issued to Federal agencies by the U.S. Treasury’s Bureau of the Public Debt. They are not
traded on any securities exchange but mirror the prices of particular U.S. Treasury
securities traded in the government securities market.

The Department’s net investments are held by various trust and special funds. These funds
include the Military Retirement Fund; Medicare-Eligible Retiree Health Care Fund; Other
Defense Organizations General Fund trust and special funds; donations (gift funds); and the
U.S. Treasury managed trust funds reported by USACE including the South Dakota
Terrestrial Habitat Restoration, Inland Waterways, and Harbor Maintenance Trust Funds.

Other investments represent joint ventures with private developers constructing or
improving military housing on behalf of the Department under the authority of MHPI,
authorized by PL 104-106, Section 2801. These investments do not require market value
disclosure. The Department’s potential losses on these ventures are limited to the amounts
invested.

1.0. General Property, Plant and Equipment

The Department uses the estimated historical cost for valuing military equipment. The
Department identified the universe of military equipment by accumulating information
relating to program funding and associated military equipment, equipment useful life,
program acquisitions, and disposals to establish a baseline. The military equipment baseline
is updated using expenditure, acquisition, and disposal information.
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The Department’s General Property, Plant, and Equipment (PP&E) capitalization threshold is
$100 thousand except for real property, which is $20 thousand. The Department has not
fully implemented the threshold for real property; therefore, the Department is primarily
using the capitalization threshold of $100 thousand for General PP&E, and most real
property.

With the exception of USACE Civil Works and WCF, General PP&E assets are capitalized at
historical acquisition cost when an asset has a useful life of two or more years and when the
acquisition cost equals or exceeds the Department’s capitalization threshold. The
Department also requires the capitalization of improvements to existing General PP&E
assets if the improvements equal or exceed the capitalization threshold and extend the
useful life or increase the size, efficiency, or capacity of the asset. The Department
depreciates all General PP&E, other than land, on a straight-line basis.

The WCF capitalize all PP&E used in the performance of their mission. These assets are
capitalized as General PP&E, whether or not they meet the definition of any other PP&E
category.

The USACE Civil Works General PP&E is capitalized at acquisition cost plus capitalized
improvements when an asset has a useful life of two or more years and the acquisition cost
exceeds $25 thousand. The exception is buildings and structures related to hydropower
projects, which are capitalized regardless of cost.

When it is in the best interest of the government, the Department provides government
property to contractors 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 meets or exceeds the
Department’s capitalization threshold, Federal accounting standards require that it be
reported on the Department’s Balance Sheet.

The Department developed policy and a reporting process for contractors with government
furnished equipment that provides appropriate General PP&E information for financial
statement reporting. The Department requires that entities maintain, in their property
systems, information on all property furnished to contractors. These actions are structured
to capture and report the information necessary for compliance with Federal accounting
standards. The Department has not fully implemented this policy primarily due to system
limitations.

1.P. Advances and Prepayments

When advances are permitted by law, legislative action, or presidential authorization, the
Department’s policy is to record advances or prepayments in accordance with USGAAP. As
such, payments made in advance of the receipt of goods and services should be reported as
an asset on the Balance Sheet. The Department’s policy is to expense and/or properly
classify assets when the related goods and services are received. The Department has not
fully implemented this policy primarily due to system limitations.
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1.Q. Leases

Lease payments for the rental of equipment and operating facilities are classified as either
capital or operating leases. When a lease is essentially equivalent to an installment
purchase of property (a capital lease), and the value equals or exceeds the current
capitalization threshold, the Department records the applicable asset as though purchased,
with an offsetting liability, and depreciates it. The Department records the asset and liability
at 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
market value. The discount rate for the present value calculation is either the lessor’s
implicit interest rate or the government’s incremental borrowing rate at the inception of the
lease. The Department, as the lessee, receives the use and possession of leased property,
for example real estate or equipment, from a lessor in exchange for a payment of funds. An
operating lease does not substantially transfer all the benefits and risks of ownership.
Payments for operating leases are expensed over the lease term as they become payable.

Office space and leases entered into by the Department are the largest component of
operating leases and are based on costs gathered from existing leases, General Services
Administration bills, and interservice support agreements. Future year projections use the
Consumer Price Index.

1.R. Other Assets

Other assets include those assets, such as military and civil service employee pay advances,
travel advances, and certain contract financing payments that are not reported elsewhere
on the Department’s Balance Sheet.

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 may provide financing
payments. Contract financing payments are defined in the Federal Acquisition Regulation,
Part 32, as authorized disbursements to a contractor prior to acceptance of supplies or
services by the Government. Contract financing payment clauses are incorporated in the
contract terms and conditions and may include advance payments, performance-based
payments, commercial advances and interim payments, progress payments based on cost,
and interim payments under certain cost reimbursement contracts. It is the Department’s
policy to record certain contract financing payments as other assets. The Department has
not fully implemented this policy primarily due to system limitations.

Contract financing payments do not include invoice payments, payments for partial
deliveries, lease and rental payments, or progress payments based on a percentage or
stage of completion. The Defense Federal Acquisition Regulation Supplement authorizes
progress payments based on a percentage or stage of completion only for construction of
real property, shipbuilding and ship conversion, alteration, or repair. Progress payments
based on percentage or stage of completion are reported as Construction in Progress.
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1.S. Contingencies and Other Liabilities

The SFFAS No. 5, “Accounting for Liabilities of the Federal Government”, as amended by
SFFAS No. 12, “Recognition of Contingent Liabilities Arising from Litigation”, defines a
contingency as an existing condition, situation, or set of circumstances that involves an
uncertainty as to possible gain or loss. The uncertainty will be resolved when one or more
future events occur or fail to occur. The Department recognizes contingent 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. The Department’s risk of loss and resultant contingent liabilities arise from pending
or threatened litigation or claims and assessments due to events such as aircraft, ship and
vehicle accidents; medical malpractice; property or environmental damages; and contract
disputes.

Other liabilities also arise as a result of anticipated disposal costs for the Department’s
assets. Consistent with SFFAS No. 6, “Accounting for Property, Plant, and Equipment”,
recognition of an anticipated environmental disposal liability begins when the asset is placed
into service. Based on the Department’s policy, which is consistent with SFFAS No. 5,
“Accounting for Liabilities of the Federal Government”, nonenvironmental disposal liabilities
are recognized when management decides to dispose of an asset. The Department
recognizes nonenvironmental disposal liabilities for military equipment nuclear-powered
assets when placed into service. These amounts are not easily distinguishable and are
developed in conjunction with environmental disposal costs.

1.T. Accrued Leave

The Department reports liabilities for military leave and accrued compensatory and annual
leave for civilians. Sick leave for civilians is expensed when taken. The liabilities are based
on current pay rates.

1.U. Net Position
Net position consists of unexpended appropriations and cumulative results of operations.

Unexpended appropriations represent the amounts of budget authority that are unobligated
and have not been rescinded or withdrawn. Unexpended appropriations also represent
amounts obligated for which legal liabilities for payments have not been incurred.

Cumulative results of operations represent the net difference between expenses and losses,
and financing sources (including appropriations, revenue, and gains), since inception. The
cumulative results of operations also include donations and transfers in and out of assets
that were not reimbursed.

1.V. Treaties for Use of Foreign Bases

The Department has the use of land, buildings, and other overseas facilities that are
obtained through various international treaties and agreements negotiated by the
Department of State. The Department purchases capital assets overseas with appropriated
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funds; however, the host country retains title to the land and capital improvements. Treaty
terms generally allow the Department continued use of these properties until the treaties
expire. In the event treaties or other agreements are terminated, use of the foreign bases is
prohibited and losses are recorded for the value of any nonretrievable capital assets. The
settlement due to the U.S. or host nation is negotiated and takes into account the value of
capital investments and may be offset by the cost of environmental cleanup.

1.W. Undistributed Disbursements and Collections

Undistributed disbursements and collections represent the difference between
disbursements and collections matched at the transaction level to specific obligations,
payables, or receivables in the source systems and those reported by the U.S. Treasury.

Supported disbursements and collections may be evidenced by corroborating documentation
that would generally support the summary level adjustments made to accounts payable and
receivable. Unsupported disbursements and collections do not have supporting
documentation for the transaction and most likely would not meet audit scrutiny. However,
both supported and unsupported adjustments may have been made to the Department’s
Accounts Payable and Receivable trial balances prior to validating underlying transactions
required to establish the Accounts Payable/Receivable were previously made. As a result,
misstatements of reported Accounts Payable and Receivable are likely present in the
Department’s financial statements.

Due to noted material weaknesses in current accounting and financial feeder systems, the
Department is generally unable to determine whether undistributed disbursements and
collections should be applied to Federal or non-Federal accounts payable/receivable at the
time accounting reports are prepared. Accordingly, the Department’s policy is to allocate
supported undistributed disbursements and collections between Federal and non-Federal
categories based on the percentage of distributed Federal and non-Federal accounts payable
and accounts receivable. Both supported and unsupported undistributed disbursements and
collections are then applied to reduce accounts payable and receivable accordingly.

1.X. Fiduciary Activities

Fiduciary cash and other assets are not assets of the Department and are not recognized on
the Balance Sheet. Fiduciary activities are reported on the financial statement note
schedules.

1.Y. Military Retirement and Other Federal Employment Benefits

The Department applies SFFAS No. 33, “Pensions, Other Retirement Benefits, and Other
Postemployment Benefits: Reporting the Gains and Losses from Changes in Assumptions
and Selecting Discount Rates and Valuation Dates”, in selecting the discount rate and
valuation date used in estimating actuarial liabilities. In addition, gains and losses from
changes in long-term assumptions used to estimate the actuarial liability are presented
separately on the Statement of Net Cost. Refer to Note 17, Military Retirement and Other
Federal Employment Benefits and Note 18, General Disclosures Related to the Statement of
Net Cost, for additional information.
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1.Z. Significant Events

None.

NOTE 2. NONENTITY ASSETS

Nonentity Assets Dollars in Millions

Restated
As of September 30 2011

Intragovernmental Assets
Fund Balance with Treasury $ 788.8 | $ 988.6
Total Intragovernmental Assets $ 788.8 | $ 988.6
Non-Federal Assets
Cash and Other Monetary Assets $ 1,709.1 | $ 1,643.2
Accounts Receivable 7,172.8 6,490.7
Other Assets 179.1 184.8
Total Non-Federal Assets $ 9,061.0 | $ 8,318.7
Total Nonentity Assets $ 8,8498 | $ 9,307.3
Total Entity Assets $ 20758769 | $§  2,022,239.7
Total Assets $ 2,085726.7 | $ 2,031,547.0

Nonentity assets are assets for which the Department maintains stewardship accountability
and reporting responsibility but are not available for the Department’s normal operations.

Restatements

The Department corrected a $1.0 billion understatement of General Property, Plant and
Equipment, and a $0.9 billion overstatement of Other Assets to align the accounting records
to the property accountability system. These corrections result in a $0.1 billion increase in
Total Entity Assets. Refer to Note 26, Restatements, for further information.

Other Disclosures

Intra-governmental Fund Balance with Treasury (FBWT) primarily consists of deposit funds
and receipt accounts. Deposit funds are used to record amounts held temporarily until paid
to the appropriate party. Receipt accounts are used for amounts collected on behalf of the
U.S. Treasury General Fund.

Intra-governmental Accounts Receivable consist of amounts associated with canceled year
appropriations. Generally, the Department cannot use the collections related to cancelled
appropriation and must return them to the U.S. Treasury.

Non-Federal Cash and Other Monetary Assets primarily consist of cash held by Disbursing
Officers to carry out payment, collection, and foreign currency accommodation exchange
missions.

Non-Federal Accounts Receivable consist of amounts associated with canceled year
appropriations, and interest, fines and pena