Federal Accounting Standards Advisory Board

April 11, 2014
Memorandum

To: Members of the Board
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Through: Wendy M. Payne, Executive Director

Subj: Reporting Entity--Tab C’

MEETING OBJECTIVES

= To resolve selected issues based on staff's analysis of the comment letters and
public hearing participants’ testimony on the Reporting Entity exposure draft by
approving revisions to the proposed standards.

BRIEFING MATERIAL

The transmittal memorandum includes a discussion and analysis of selected issues and
recommendations, beginning on page 3 under Staff Analysis and Recommendations. A
full list of Questions for the Board appears on the final page.

In addition the following items are attached:
Appendix 1: Relevant Board Minutes (by Issue)

Appendix 2: Reporting Entity Exposure Draft (as exposed, no changes are
incorporated.)

Attachment A: Implementation Timeline (provided by sponsor agencies in June 2012)
Attachment B: Updated Staff Disposition of Comments

! The staff prepares Board meeting materials to facilitate discussion of issues at the Board meeting. This material is
presented for discussion purposes only; it is not intended to reflect authoritative views of the FASAB or its staff. Official
positions of the FASAB are determined only after extensive due process and deliberations.
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You may electronically access all of the briefing material at http://www.fasab.gov/board-
activities/meeting/briefing-materials/

BACKGROUND

As you may recall at the August 2013 meeting, we held the public hearing on the
Reporting Entity exposure draft. There was much feedback received from the
participants. The feedback along with 39 comment letters identified areas that
warranted additional staff review and potential clarifications to the proposed standards.

Over the past two meetings, the board discussed the following issues:
= In the Budget

Misleading to Exclude

Applicability to Judicial and Legislative Branches

Term for Disclosure Organization

FASB Based Information

Temporary

Component Reporting Issues

Disclosure Entity Issues

Organizations Partially in the Budget-Museums, and

Central Bank Questions

The Board requested staff to do additional work on the Organizations Partially in the
Budget-Museums and the Misleading to Include portion of the Component Reporting
Entity issues and bring back language for final approval in April.

Therefore, the following issues are presented in this memo along with staff
recommendations:

Organizations Partially in the Budget-Museums

Component Reporting Entity- Misleading to Include portion only

Related Parties

SFFAC 2 Amendments

Effective Date

Appendices- Flowchart and lllustrations

Other Organizations- such as but not limited to, see comments for others:
o Federally Funded Research and Development Centers (FFRDC)
o Entities considered sensitive for national security reasons
o Railroad Retirement Board
o General Fund

Therefore, the only issue that remains open for the June meeting
= Editorial, structural, or clarified in the Basis for Conclusions



NEXT STEPS

Staff anticipates resolving these issues at this meeting. Staff would then anticipate
providing the board with Draft Pre-Ballot at the June meeting. The June meeting would
be focused on discussing all changes incorporated into the proposal. Based on the
results of this meeting and the June 2014 meeting, the goal would be to deliver a pre-
ballot after the June meeting and to finalize a ballot by the August 2014 meeting so that
it may be forwarded to the sponsors.

E T S T T

MEMBER FEEDBACK

If you require additional information or wish to suggest another alternative not
considered in the staff proposal, please contact staff as soon as possible. In most
cases, staff would be able to respond to your request for information and prepare to
discuss your suggestions with the Board, as needed, in advance of the meeting. If you
have any questions or comments prior to the meeting, please contact me by telephone
at 202-512-5976 or by e-mail at loughanm@fasab.gov with a cc to paynew@fasab.gov.




STAFF ANALYSIS AND RECOMMENDATIONS

1. Issue - Component Reporting Issues (misleading to include) Follow-up on
Open Item from March 2014 Meeting

At the March meeting, staff presented the issue of component reporting entity
(misleading to include) and explained that the proposal provided that in rare instances it
also may be misleading to include an organization that is administratively assigned to a
reporting entity based on the principles provided. In such cases, the organization may
be excluded. Based on the responses, a majority supported the proposal but a few
suggestions were identified.

As discussed at the last meeting, PBGC (while supporting the provision) had contacted
staff in an effort to clarify certain language. Also, while discussing certain items, issues
were raised in how the language may affect the offices of inspectors general.
Therefore, the board asked staff to research the item and make the necessary revisions
to paragraph 62-63 to ensure the PBGC example was covered while also cautioning
against unintended consequences that may affect organizations such as the OIG.

Staff suggests the following:
Staff proposed language

62. There may be instances where applying-the principles in paragraphs 57-60 are
met in form but not substance so that consolidation at the component reporting
entity level would result in misleading presentation for athe component reporting

organization in the component reporting entity GPFFR, the organization may be
excluded so long as it is consolidated in another component reporting entity or
directly in the government-wide reporting entity.

63. Determining whether it would be misleading to include a consolidation entity
administratively assigned to a component reporting entity requires the application
of professional judgment. Examples? of indicators that it may be misleading to
include an organization are:

2 The indicators listed in 63 a. — f. are examples and there may be other indicators not included on this
list. Further, no specific number of indicators need be present to determine an organization would be
misleading to include. This determination is based on the assessment as a whole after considering all
facts and often requires professional judgment in making such decisions.



a. The budget submission is combined prior to submission but is not jointly

developedfor-procedural-purposes, as indicated by:

i. the budget request not being approved by component reporting entity
management, or

ii. the absence of significant involvement by component reporting entity
management regarding budget execution, investments, or strategic
planning.

b. The component reporting entity provides little or no direct_oversight of the
organization.

c. The organization’s funding is separate from the component reporting entity’s
funding.

d. laelusieon-stthecrganizetion’ sfiransiebnfermationintiThe component

reporting entity’ has no shared strategic goals or objectives with the
organization such that consolidated cost information would be meaningful. s

e. The organization has established itself as a stand-alone organization since its
inception, ard-has routinely prepared audited financial statements since that
time, and has submitted financial data directly to the Department of the
Treasury for the government-wide GPFFR.
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Basis for Conclusions

Component Reporting Entities

A12. The Board believes there should be consistency in treatment of organizations at
the government-wide and the component reporting entity levels. The reasons for
including organizations at the component reporting entity level should be consistent
with the reasons in the government-wide entity GPFFR. Further, classification as
consolidation entities or disclosure erganizationsentities shwould be consistent in
government-wide and component reporting entity GPFFRs. The Board believes a
single set of principles for inclusion and classification presented from the
government-wide perspective provides for the desired consistency. This is




appropriate and necessary because the government-wide reporting entity is the only
federal reporting entity that is an independent economic entity.

A13. Nonetheless, implementation of these principles will involve the component

reporting entities because the government-wide report is a consolidation of the
reports provided by component reporting entities. Therefore, component reporting
entities must identify and include in their GPFFR all consolidation entities and
disclosure erganizations-entities for which they are accountable so that both the
component reporting entity GPFFR and government-wide GPFFR are complete.

A14. The Board believes that component reporting entities should identify consolidation

entities and disclosure erganizations-entities administratively assigned to the
component reporting entity. Standards that are based on organization and
accountability provide a more realistic view of how component reporting entities
become accountable for organizations and how component entity boundaries are
likely to be determined. The result will be component reporting entity GPFFRs that
include all organizations for which the component reporting entity management (for
example, appointed officials) are expected to be accountable.

A15. Administrative assignments to component entities are typically made in policy

documents such as laws, budget documents, regulations, or strategic plans.
Ultimately, component reporting entities would identify and include in their GPFFR
all consolidation entities and disclosure erganizations-entities for which they are
accountable so that both the component reporting entity and government-wide
GPFFRs weuld-beare complete.

A16. Administrative assignments can be identified by evaluating the following three

areas:
a. Scope of the Budget Process
b. Accountability Established Within a Component Entity

c. Misleading to Exclude and/or Misleading to Include

A17. Component reporting entities should develop processes to ensure they identify

and-assess-any-organizations-and include those consolidation entities and
disclosure entities that are (1) within the scope of their budget process, (2) for which
accountability is established within their component reporting entity, or (3) which are
misleading to exclude. In rare cases, a component reporting entity may find that it
would be misleading to include a consolidation entity that appears to be within the
scope of their budget process or to have accountability established within the
component reporting entity. While most respondents agreed with the proposal,
several indicated a need for implementation guidance and questioned the
misleading to include provisions. In addition, there was some confusion about the
need to apply the inclusion principles from the government-wide perspective.




A17-A18. The Board does not intend to provide detailed implementation guidance at this
time. Central agencies are anticipated to determine if there is a need for coordinated
guidance to be developed to ensure government-wide consistency.

| A19. Although there may be a one-time review to ensure completeness and
consistency, the Board believes this method is reasonably consistent with current
practice. Further, a coordinated effort from the central agencies could promote a
process to ensure the component reporting entities are performing the necessary
procedures to capture the material organizations from their perspectives and also for
consideration at the government-wide level. The effective date considered this and
allowed sufficient time for a coordination of efforts_as well as development of any
needed implementation guidance.

A20. Regarding the “misleading to include provisions,” the Board made editorial
changes to clarify that they expect this to occur only in rare cases where the
substance of relationships between consolidation entities differs from their form. For
example, the Pension Benefit Guarantee Corporation (PBGC) is legally established
with the Department of Labor. Nonetheless, PBGC has always operated as a
separate legal entity with a mandate to fund its operations from premiums and has
provided separate audited financial statements since its inception. Some may argue
that it would be misleading to consolidate PBGC and Department of Labor financial
statements.

A21. Also, some respondents questioned whether the misleading to include provision
would be applicable to disclosure entities. It would not because disclosure entities
would not be consolidated in the financial statements of the component reporting
entity. Use of disclosures to explain the relationship would prevent misleading
presentations about disclosure entities.

A22. During due process, a few comments came up regarding the difference between
the inclusion principles and administrative assignments. The inclusion principles are
to be applied from a government-wide perspective; whereas administrative
assignments are determined from the departmental perspective. Presently, under
SFFAC 2, component reporting entities apply the conclusive and indicative criteria
from their perspective as an individual government agency. In some cases, no
individual government agency has direct involvement in the operations of entities
that nonetheless are controlled through legislation established by and/or officials
appointed by elected officials. Also, some ownership documents identify the federal
government as owner rather than a particular government agency. To ensure that all
owned or controlled entities are included, the inclusion principles must consider the
relationship of the entity and the federal government as a whole.

A23. Another key difference is that administrative assignments are assessed from the
component reporting entity perspective. So, component reporting entities will need to
adapt to this multi-step process and its varying perspectives. Coordination with the
central agencies during the implementation process will be important.




Does the Board agree with staff’s proposed changes to the
component reporting entity language to address the concerns with
the misleading to include provision?




2. Issue - Organizations Partially in the Budget-Museums Follow-up on Open Item
from March 2014 Meeting

At the March meeting, staff presented the issue of Organizations Partially in the Budget
and explained that certain entities, such as museums, are partially on budget--meaning
a substantial portion of their funding is from federal appropriations included in the
budget and the entity receives private support (such as donations) not included in the
budget. Staff explained that examples of these types of entities include the Smithsonian
Institution and the US Holocaust Memorial Museum.

Currently, these entities present the budgeted portion as ‘federal’ or ‘appropriated funds
and present the other funding as ‘non-appropriated,” or ‘trust funds’ in their stand-alone
reports. However, only the budgeted portion is included in the US Government-wide
financial statement.

Generally, the component reporting entity financial statements are presented using the
FASB'’s non-profit formats. The statements present federal funds, donor funds, and total
funds (consolidated) in columns. Amounts are identified for restricted and unrestricted
funds.

Although staff had met with representative from the US Holocaust Memorial Museum
prior to the March meeting to discuss their comment letter and concerns, the board
requested that staff also reach out to the Smithsonian Institution prior to finalizing this
area. Staff understood that most members continued to support including the
organizations as a whole (that is, not “splitting the baby”) and approved language in the
basis for conclusions to explain that the funds from dedicated collections would prevent
misleading presentation of funds not available for general purposes. Thus, the only
open issue is whether the standards are sufficiently clear that all funds would be
included.

Meeting with Smithsonian Representatives

Staff met with representatives from the Smithsonian to discuss the status of the
Reporting Entity exposure draft and how it relates to the Smithsonian in the
government-wide report. The Smithsonian representatives also provided FASAB staff
with an overview of the museum’s audited financial statements.

The meeting confirmed many of the same notions that were conveyed during the
meeting with the US Holocaust. The museum and other similar “trust funds” for
donations are viewed as traditional private sector trust funds. Within the budget, there is
the general principle that traditional private sector trust funds should not be subjected to
the budgetary constraints inherent in being included in the budget. However, it was
agreed that the funds are managed by the federal government because generally there
is an authorization for the contributions and there are federal officials that have
oversight of the private or donated funds.

The Smithsonian representatives understood the proposed standards would not affect
the preparation of the Smithsonian stand-alone financial statements. The



representatives were comfortable with the proposal, even with the understanding that
they might be a consolidation entity and understanding that GAAP may allow for
presentation alternatives that display restrictions on certain funds in the consolidated
government-wide financial statements through existing standards.

The only concern cited by the representatives was whether GTAS would be able to
accept the information from donor funds as it was their impression the system would not
be capable of doing so. Staff believed this to be a system issue and wanted to alert the
appropriate personnel at Treasury. Staff communicated this concern with the
appropriate Treasury /GTAS specialists. They followed up on the matter and we were
informed that GTAS accepts all valid treasury account symbols (TAS). However, we are
not certain as to whether the GTAS system can accommodate the account structure
used for the trust funds as it has not been required to accept the donor fund balances in
the past. FASAB staff wanted to bring awareness that the process may change if it is
determined that the Smithsonian (or similar organizations) is a consolidation entity once
the standard is implemented.

Board history/ Minutes

See Appendix 1 for excerpts of relevant Board minutes on this topic.

Staff Analysis and Recommendation

In summary, after reviewing the history of the project regarding this issue, one
consistent view held by the majority of the board has been that an organization that is
included in the GPFFR should not be divided. Therefore, the status quo would change
for certain entities that presently only submit the federal funds for consolidation in the
government-wide report. Also, presently there are no disclosures in the government-
wide report regarding such entities’ consolidated operations (i.e., non-federal funds are
omitted entirely from the government-wide report).

Other funding is considered in the assessment that is performed to determine if an
organization is a consolidation or disclosure entity, but in the case of an organization
determined to be a consolidation entity, the entity in its entirety should be consolidated.
The Board addressed that donations are to be included in the proposal by including
footnote 35 to paragraph 64 (in the GPFFR Consolidation and Disclosure section) that
states consolidated financial statements should include amounts and balances even if
from “different funding sources (e.g., appropriations or donations.)”

Staff does not believe anything further needs to be clarified in the standard regarding
these types of situations. Instead, staff believes it is best to be silent because otherwise
the language would simply be recognizing that certain entities, such as museums and
performing arts organizations, may be in the budget and also receive significant funding
from non-federal or other non-budgetary sources, such as donations. In staff’'s view,
this is unnecessary and could be confusing. For example, this is very similar to entities
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listed in the budget but operating from non-appropriated funds such as PCAOB.
However, staff believes the additional explanatory language offered in the basis for
conclusions regarding this matter also clarifies that such entities would be fully
consolidated — that is, with all funds included.

Staff proposed language

Organizations Partially in the Budget

A19. The Board deliberated the issue of certain organizations being partially in
the budget (i.e., some of their operations or accounts are not in the President’s
Budget), such as a museum receiving substantial donor support. The Board
determined the organization should be included in the government-wide GPFFR
based on the “in the budget” principle. The Board further decided that such
organizations should be presented in the same manner as other consolidation
entities or disclosure entities, as discussed later in the Statement. Therefore, the
language in the principle (“in the budget”) does not provide separate and distinct
guidance for organizations partially funded by non-budgetary sources. This
means the organization is either a consolidation entity or a disclosure entity and
should be reported as one or the other, in its entirety. Furtherparagraph-39

A20. Certain respondents noted concern because donated funds are for specific
purposes and are not available for general government use. They believed full
consolidation may be misleading. However, entities receiving donations
administer and are accountable for both appropriations and donated funds.
Presently, the financial statements for museums receiving donations display
consolidated totals along with separate columns for federal and donor funds. This
presentation provides accountability for all funds under the entity’s management
while alerting the reader to restrictions. At the government-wide level, concern
may be mitigated by similarly presenting donated funds as dedicated collections
to the extent they meet this definition. For example, Ssuch reporting would reveal
that donor funds are unavailable for general use by the government.

Does the Board agree with staff’s proposed language to the basis for
conclusions to explain organizations partially in the budget?

11



3. Issue- Related Parties

The Board proposed a definition of related parties and disclosures for related parties
where the relationship is of such significance that it would be misleading to exclude
disclosures about the relationship. The proposal also provides a list of the types of
organizations that generally would or would not be considered related parties.

The Board asked respondents if they agreed or disagreed with the related parties
definition and requirements. Nineteen respondents generally agreed with the proposal
and one disagreed (19 respondents did not answer the question.)

e Department of Homeland Security (DHS) disagreed with definitions and requirements for
related parties that require professional judgment in calculating significance and whether it
would be misleading to exclude information.

o National Science Foundation (NSF) and National Science Board (NSB)® provided comments
related to the definition. They suggested that paragraph 80 be revised so the current
reference to policy decisions is narrowed to distinguish between “operational” (day-to-day,
transactional level) and “strategic” (high level strategy and direction) policy decisions. They
believe that strategic policy decisions do not have a direct influence on financial transactions
and operating decisions and should not be determinative of the existence of related party
relationships. In the case of the NSB, the Board’s strategic decisions do not directly
influence the day to day operational and financial transactions of the Foundation (individual
awards to grantees, etc.). NSF suggests adding the language from paragraph 79 to the first
sentence of paragraph 80 to clarify the intent: “Significant influence (for the purpose of this
Statement) is the power to participate in the financial and operating policy decisions of an
entity, but not control those policies.”

They also believed the definition should make clear that Presidentially appointed or
Congressionally confirmed individuals that serve on Agency boards and also have collegial
or industry positions do not automatically create a related party relationship between the
Agency and the university or corporation. The operation of the National Science Board
(NSB) is a good example. [Paragraph 80 indicates that significant influence may be
exercised by representation on the board of directors or equivalent governing body.] They
had concern because the National Science Foundation, by law, must consist of a Director
and National Science Board (NSB). The persons nominated for appointment as members of
the board are eminent in the fields of the basic sciences, medical science, engineering,
agriculture, education, or public affairs and are appointed by the US President. The NSB
establishes the policies of NSF within the framework of applicable national policies set forth
by the President and Congress. In this capacity, the Board identifies issues that are critical
to NSF's future, approves NSF's strategic budget, and approves new major programs and
awards. The Board also serves as an independent body of advisors to both the President
and the Congress on policy matters and education related to science and engineering.
Several NSB members may be affiliated with entities to which NSF issues grants or

3 NSB submitted a letter indicating they fully supported the comments made by NSF. They also
requested clarification that Presidentially appointed or Congressionally confirmed individuals in collegial
bodies that head agencies, and the institutions with which those individuals are affiliated, do not
automatically have a related party relationship with that agency. The operation of the NSB is illustrative.
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contracts. Most often these board members are professors or hold honorary positions at the
awardee institution. However, Federal conflict of interest rules prohibit NSB members from
participating in matters where they have a conflict of interest or there is an impartiality
concern without prior authorization from the designated agency Ethics Official. In addition,
Individual NSB members are not involved in the review or approval of any proposed grant
awards to their affiliated institutions.

NSF is concerned that the related party definition as currently written will be applied to
organizations with which NSB members are affiliated. They suggested that to assume a
related party relationship between an NSB member and NSF, or between the NSB
members’ affiliated institution and NSF, would itself be misleading to the public. For
example, NSF is not related to MIT or the University of Maryland. It could imply the
existence of factors such as the ability to cause the agency to enter in transactions on
different terms or conditions than those available to unrelated parties. This is not the case
with the NSB. NSF does not support this view. They explain indicating a related party
relationship between the federal government and organizations that receive grants such as
not-for-profit entities and collegial institutions would grossly mislead the public. They
provided suggestions for clarifications —specific comments are included below with
organizations that generally would not be considered related parties.

The Board also asked respondents if they agreed or disagreed with the list of the types
of organizations that generally would be considered related parties. Nineteen
respondents generally agreed with the proposal and one disagreed (19 respondents did
not answer the question.)

o DHS disagreed because they believed the three inclusion principles would cover related
parties when the government holds a majority interest or controls an organization with risk of
loss or expectation of benefits.

e Treasury CFO agreed but provided one minor exception--The federal government is party to
certain multi-lateral development banks where it does not have significant influence.
Paragraph 83(b) should therefore be amended to read “(for example, certain multi-lateral
development banks).”

o KPMG also questioned the board’s intent of Paragraph 83b and stated that it seems to
suggest that organizations such as the United Nations, World Bank, IMF, etc. would be
considered related parties of the federal government and should therefore be subject to
disclosure requirements.

e (CCC commented that paragraph 83 is not clear “use of the term generally” allows for
substantive judgment by the reporting entity.

The Board asked if there were additional organizations that generally should be
considered related parties. Three respondents indicated there were. From the
responses, the following organizations were suggested for clarification in the standard:

non-federal organizations receiving federal financial assistance
Free trade agreements

Customs unions

Common markets

O O O O

13



o United Nations

Foreign financial institutions

o business entities and key individuals residing outside the United States for the
purposes of conducting international business

o federal board or commission (such as many of the entities named under the
Accountability of Tax Dollars Act of 2002) has members of its board of directors or
commissioners who maintain employment outside of the Federal government

o state components such as Unemployment Insurance Fund

e}

The Board also asked respondents if they agreed or disagreed with the list of
exclusions. Eighteen respondents generally agreed with the proposal and one
disagreed (20 respondents did not answer the question.) The Board asked if there were
additional exclusions that should be considered.

The GSA disagreed stating that they do not agree that it is necessary to provide exclusions
for Part 84, Sections' (d) foreign governments, (e) organizations created through treaties or
trade agreements, and (f) special interest groups. GSA stated that the guidance provides
that regulation or economic dependency, together with other factors, may give rise to
significant influence and therefore a related party relationship and the guidance states that
judgment is required in assessing the impact of regulation and economic dependence on a
relationship. They believed there may indeed be instances where foreign governments and
special interest groups meet the definitions as provided herein in certain relationships. The
power to disclose such related party information should not be taken from the disclosing
entity under any general exclusion principle.

NSF and NSB suggested in order to clearly denote that NSB members as individuals, or the
entities they are affiliated with, are not in related party relationships with NSF; they
suggested that although paragraph 84 c) indicates that “key executives of the federal
government and organizations owned or managed by key executives, other employees of
the federal government, or members of their families” should be excluded from the related
party definition; NSF and NSB suggested that “FASAB explicitly add in 84c “Presidentially
appointed agency board members” to the list of exclusions. Alternatively, paragraph 84 b)
could be expanded to state “This exclusion also applies to management and board
members of institutions that jointly serve on the board of a federal agency. This
occurrence does not result in a related party relationship between the federal
government and the individual or the federal government and the affiliated
institution.” Furthermore, NSF requests that FASAB add the term “that may or may not” to
paragraph 84 b) as: “Organizations with which the federal government transacts a significant
volume of business that may or may not result in economic dependence such as....”

Treasury FMS stated the exclusions do not represent factors related to control; (b) relates to
concentrations of risk, (c) relates to family members but neither of these exemplifies control.

Board history/ Minutes

See Appendix 1 for excerpts of relevant Board minutes on this topic.
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Staff Analysis:

Staff notes the board discussed the universe of entities the federal government may
have relationships with and where significant influence may exist as there could be
countless relationships considered. The board agreed the best approach would be to
develop parameters — certain classes of relationships and specific types of entities that
would generally be excluded. The board spent time discussing government sponsored
enterprises and multi-lateral development banks and determined these to be types that
may be related parties. [Note: Staff believes the word “certain” should be inserted in
front of multi-lateral development banks so as not to make the presumption all would be
related parties. Though staff believed the word “generally’ would cover it, it may be a
good idea to add this as well.]

Therefore, staff recommends paragraph 83b. be revised as follows:

83b. Organizations governed by representatives from each of the governments that created
the organization, including the United States, wherein the federal government has agreed
to ongoing or contingent financial support to accomplish shared objectives (for example,
certain multi-lateral development banks)

3a. Does the Board agree with the revision to par. 83b. to clarify that
not all multi-lateral development banks are related parties?

The examples cited by respondents that should be addressed or clarified appear to be
within the parameters of the categories stated in the proposed standards. For example,
at least two respondents asked for clarification regarding the United Nations, staff
believes this would be addressed by paragraph 84e. as a party that generally would not
be considered as it states “84e. Organizations created through treaties or trade
agreements that define common goals and means for joint action where the U.S. role in
governing and financing the organizations is not significant.” This would also apply to
free trade agreements.

Another example cited were non-federal organizations receiving federal financial
assistance, but staff believes this would be addressed through 84b. as a party that
generally would not be considered as it states “84b.Organizations with which the
federal government transacts a significant volume of business resulting in economic
dependence such as government contractors, state and local governments, collegial
institutions, and non-profit organizations.”

Staff does not believe any other broad categories need to be added to either the list of
related parties for possible inclusion or those that should be generally excluded.

One respondent expressed concern with the notion of providing exclusions in related
party and did not believe “the power to disclose such related party information should
not be taken from the disclosing entity under any general exclusion principle.” While
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staff appreciates the views of all respondents, staff believes providing the parameters of
generally organizations that would not be considered related parties in the standard to
be a much more efficient and helpful approach. It is important to note that paragraph 85
discusses that although paragraph 84 provides exclusions, other factors may create a
need for related party disclosures. Information needs described in paragraph 86 should
be considered along with judgment in determining the appropriate disclosures. No
information is precluded from being disclosed if deemed appropriate. Therefore, staff
believes the exclusions should remain, but perhaps additional explanatory language
could be added to the basis for conclusion to reiterate that point and paragraphs 84 and
85 can be clarified.

As for NSF’s suggestion to adding the language from paragraph 79 to the first sentence
of paragraph 80 to clarify the intent: “Significant influence (for the purpose of this
Statement) is the power to participate in the financial and operating policy decisions of
an entity, but not control those policies.” Staff recalls that earlier versions (see June
2012) of the proposal had “financial and operating” in both par. 79 and 80. The change
was a staff edit based on internal discussion of the types of policy decisions that would
be both “financial and operating.” Some staff believed capacity to make significant
operating policy decisions would almost always be linked to also making financial policy.
Others believed the requirement that there be both financial and operating policy
decisions would be limiting. That is, a decision maker could be solely involved in
operating policy and have “significant influence” but not be considered a related party.
Staff concluded that the adjectives were not meaningful given the difficulty in applying
them and the potential that the form of decisions may vary but not the substance. (Staff
recognizes that conforming changes to paragraph 79 were equally warranted based on
this logic, and it will be removed from paragraph 79.) For example, would all entities
consider a decision to establish a new program either a strategic, financial or operating
policy?

Therefore, staff recommends conforming changes to paragraph 79:
79. Related parties: Organizations are considered to be related parties if the existing

relationship# or one party to the existing relationship has the ability to exercise

significant influence over the other party in making finaneialand-eperating policy
decisions.

3b. Does the Board agree with the conforming changes to par. 79 (to
drop the adjectives “financial and operating”) regarding policy
decisions from the related parties language?

Lastly, NSF requested that the exclusions paragraph be modified so that the standard
clearly denotes that NSB members as individuals, or the entities they are affiliated with,

4 Relationship as used in this context refers to material transactions or events involving both parties.
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are not in related party relationships with NSF. [Staff notes paragraph 84 c) indicates
that “key executives of the federal government and organizations owned or managed by
key executives, other employees of the federal government, or members of their
families”] NSF and NSB suggested that “FASAB explicitly add in 84c “Presidentially
appointed agency board members” to the list of exclusions. Alternatively, paragraph
84 b) could be expanded to state “This exclusion also applies to management and
board members of institutions that jointly serve on the board of a federal agency.
This occurrence does not result in a related party relationship between the
federal government and the individual or the federal government and the affiliated
institution.” Furthermore, NSF requests that FASAB add the term “that may or may
not” to paragraph 84 b) as: “Organizations with which the federal government transacts
a significant volume of business that may or may not result in economic dependence
such as....”

Staff notes in the public hearing discussion, it appeared the concern was more with the
term “related parties” based on private standards and that transactions may not be arms
length. The discussion conveyed that the NSF currently discloses information and is
very transparent about the award amounts and so forth and describes them as affiliated
with board members.

Staff notes that certain FASAB board members noted concern with excluding them all
together and some hesitation with the additional language because there could be
situations where you have members of your Board receiving material amounts of grants,
it would be relevant to disclose that.

Staff review of the NSF FY2013 financial statements found that NSF includes
disclosures related to these types of relationships under Note 15: Awards to Affiliated
Institutions. The note provides the total amount of the award and a high level
description. It also provides a brief description of the conflict of interest rules and other
framework. An appendix (not part of the audited financial statements) in the back of
their report lists the institutions affiliated with members of the National Science Board
and awards obligated. A footnote to the table describes the purpose of the table is to
provide open and transparent reporting. It also describes the framework that NSF and
NSB operate under.

Staff appreciates the NSF concerns. However, staff does not believe it would be
appropriate to add language to fit the specific circumstances identified by NSF. It
appears the proposed standard provides the proper exclusions and it may be more of a
concern that NSF has with how its presentation may be interpreted. However, FASAB
agreed that ‘related parties’ is a generally accepted term and though it does not apply in
the same way in the federal government, it was preferred to define it in our context
versus developing a new term or making a definitive statement that we do not believe
there are related parties in the Federal reporting entity.

Staff believes once the standard is issued, related parties in the federal environment will
have its own benchmark and the auditors will audit based on the federal standards. As
for other concerns that items listed as related parties may be interpreted by outside
parties to lead to other than arms length transactions, the proposed standards do not
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prevent an entity such as NSF from labeling the related parties as “Affiliated Institutions”
as they have done in the past and explaining the conflict of interest rules.

If members believe that relationships such as the NSB do not warrant consideration for
related party disclosures, staff believes the reasoning would be similar to that applied
for key executives (par. 84c). That is, conflict of interest and other ethics requirements
(such as financial disclosures) address the significant influence concerns associated
with related parties. If a broader approach is needed, staff believes par. 84c could be
revised to acknowledge that generally those “individuals covered by conflict of interest
regulations such as key executives, organizations owned or managed by key
executives, other employees of the federal government, or members of their families”
would not be related parties.

Therefore, staff believes the board has two options—

Option A- Address in the Basis for Conclusions

The option would be if the board believes it would not be appropriate to add additional
language to the standard. Instead, the basis for conclusion would include the following
additional paragraph:

AXX. During its due process, the Board considered a request that ‘related parties’
language be modified to clearly denote that members appointed on boards as
individuals, or the entities they are affiliated with, are not in related party relationships
with the departments or agencies. The Board did not believe additional language was
necessary for several reasons. Most Board members believed the appropriate broad
classes of exclusions were provided. Certain Board members also noted concern with
excluding all such members because there may be situations where disclosures would
be appropriate. Further, based on current practices it appears much of this type of
information is being reported. However, the Board understood the concern with the
understanding of the term ‘related party’ as commonly used in financial reports to imply
less than arms-length transactions. The Board believes once federal standards are
issued, the term ‘related parties’ in the federal environment will have its own
implications - that is, a focus on exposures to risk of loss or potential gain as a result of
the relationship. The proposed standards do not prevent an entity from labeling the
related parties as “Affiliated Institutions” or any other term appropriately descriptive.
When doing so, it may be important to explain the relationships by including information
such as conflict of interest rules and other frameworks they operate under.

Option B- Revise paragraph 84c.

This option would be used if the board believes relationships such as NSB do not
warrant consideration for related party disclosures. Staff believes the reasoning would
be similar to that applied for key executives (par. 84c). That is, conflict of interest and
other ethics requirements (such as financial disclosures) address the significant
influence concerns associated with related parties.
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| c. Individuals covered by conflict of interest regulations such as key executives of the
federal government and organizations owned or managed by key executives, other
employees of the federal government, or members of their families

3c. Does the Board prefer Option A (basis for conclusion) or Option B
(revision to exclusions) to address relationships such as NSB in
related party reporting?

Other Comments

Component Reporting Related Party Information

KPMG noted that paragraph A84 was confusing and they did not understand why this
statement should defer to OMB for additional disclosure requirements for related
parties. They believed this statement should be all inclusive of the required related party
disclosures or the Board should consider a separate standard to address related
parties.

Staff Analysis:

Staff notes that at previous meetings the board discussed in great detail how
component reporting entities work together to accomplish goals but are not considered
related parties. The board also deliberated the issue of whether component reporting
entities should disclose additional information to better recognize the relationship and
contextual information that is conveyed about the component reporting entity of a
sovereign government. FASAB has not established requirements for a description of
the CRE other than the discussion of the organization and mission required in the
Management’s Discussion and Analysis section (MD&A). Nonetheless, most key points
are addressed individually in agency MD&A and notes either as a result of existing
standards, OMB form and content requirements, or voluntarily. However, coverage and
placement differs among agencies.

This was conveyed in paragraph 82 of the Related Parties language and paragraph A84
of the Basis for Conclusion. Staff believes there should be changes to clarify paragraph
A84 regarding the fact that component reporting entities are not related parties under
federal standards and that addressing additional disclosures is beyond the scope of this
project. Staff believes these points would be clearer without the reference to further
guidance from OMB.

A84. Component reporting entities of a single controlling entity are generally subject to related
party reporting requirements in other standard-setting domains_but will not be considered
related parties under federal standards. In reaching this conclusion, Fthe Board discussed
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| whetherjointhlyhow jointly controlled component reporting entities sheuld-diselosepresent
information about their relationships. Presently, component reporting entities are required by
OMB guidance to state in the management’s discussion and analysis section that: “The
statements should be read with the realization that they are for a component of the U.S.
Government, a sovereign entity.” In addition, existing standards require recognition of inter-
entity costs to ensure that cost information is not misstated as a result of relationships between
component reporting entities. While members noted that readers may need additional
contextual information to understand what these complex relationships imply about
component reporting entity information, the decision to exclude such relationships from
related party reporting placed such information requirements outside the scope of this
Statement. theypreferredthat OMB-exploreeptionsforadditionalguidanecethrou i

3d. Does the Board agree with the changes to the basis for
conclusions to address component reporting related party
information?

Separate Standard

KPMG noted concerns that led them to suggest a separate standard should be
considered for related parties. Reasons provided included:

e They believe that related party disclosures would only be evaluated for an
organization that was considered by the reporting entity to be subject to its influence
to such an extent that the reporting entity evaluated it under this standard; however
the organization failed the control criteria but was considered misleading to exclude.
This is based on their observation that the factors in paragraphs 79 and 80 closely
parallel those in paragraph 30. If there is an expectation of an evaluation of a
separate population, that expectation should be specifically stated and perhaps a
separate standard should be considered.

e They believe if a reporting entity currently includes related party disclosures in its
financial statements, the reporting entity would be using the guidance provided in the
FASB standards as FASAB does not currently contain a standard addressing related
party reporting. Once the Reporting Entity statement is issued, it may be difficult for a
federal reporting entity to know and understand that embedded within the statement
is guidance for related party identification and reporting. They believe that issuing a
separate standard addressing all aspects of related parties may be beneficial.

Staff Analysis:
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FASAB completed the American Institute of Certified Public Accountants (AICPA)
Omnibus project to adopt certain accounting and financial reporting guidance that
resided in the AICPA statements on auditing standards (SAS). The Board decided to
continue research on related parties as part of the Entity project and noted this in the
basis for conclusion of SFFAS 39, Subsequent Events: Codification of Accounting and
Financial Reporting Standards Contained in the AICPA Statements on Auditing
Standards. (Excerpt from basis for conclusion)

Related Parties

A8. AU Section 334, Related Parties, attributes the requirement for related party disclosures to the
Financial Accounting Standards Board’s (FASB) Accounting Standards Codification (ASC) 850
(Statement of Financial Accounting Standards 57), Related Party Disclosures, and provides
indicators of related party transactions. The FASAB determined that the related party guidance
was not readily adaptable to the federal government and discussed the applicability of related
FASAB projects and current federal financial reporting practices to the issue of related party
transactions.

A9. The FASAB has an on-going Federal Entity project that is intended to define and characterize
federal reporting entities and to establish criteria for including various organizational units in a
reporting entity. Also, the project will involve research on the various types of relationships that the
federal government has established to carry out its public policy functions. The FASAB believes
that it would be premature to incorporate the related party guidance before it completes its Federal
Entity project. Consequently, the FASAB decided to conduct research on related parties as part of
the Federal Entity project and use the research results to develop related party guidance
applicable to the federal government environment.

A10. In addition, the FASAB noted that federal agencies typically purchase goods and services
from other federal agencies or organizational units within the same agency and the FASAB has
provided guidance to assist in reporting this activity. The guidance includes, but is not limited to:
a. SFFAS 4, Managerial Cost Accounting Standards and Concepts;

b. SFFAS 5, Accounting for Liabilities of the Federal Government;

c. SFFAS 7, Accounting for Revenue and Other Financing

Sources and Concepts for Reconciling Budgetary and Financial Accounting; and

d. SFFAS 30, Inter-Entity Cost Implementation: Amending SFFAS 4, Managerial Cost Accounting
Standards and Concepts.

A11. The FASAB expects that this statement will not alter current reporting practices. However,
some are concerned that reporting practices may change if the auditing guidance changes before
the Federal Entity project is completed. If so, the FASAB would issue a Technical Bulletin to assist
the federal financial reporting community.

Staff believes the Board should define ‘related party’ within the federal reporting entity
standard for the reasons discussed during deliberations, some of which included:

¢ Related party reporting is such a fundamental notion within GAAP and the
auditing standards addressing how related party concepts apply in the federal
domain are important. Absent a clear articulation of related party concepts and
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concerns in the federal domain, we may find the private sector concepts applied
by default.

e There is still a need for the related party category to disclose those organizations
that are not covered by the inclusion principles where there may still be a
relationship of influence. Such organizations do not meet the requirements for
inclusion in the GPFFR (ie. Inclusion principles) but significant influences may
exist.

¢ One cannot anticipate all types of relationships the federal government may have
or might have in the future that need to be reported.

Based on the history of this issue and the board voted to incorporate this into the
reporting entity project, staff has not identified compelling reasons to
recommend any changes.

Difference between Disclosure Entity and Related Party

Two respondents noted concern with differences between a disclosure entity and a
related party. KPMG noted ‘related party’ appeared to be similar to a ‘disclosure entity’
but with limited disclosure requirements and the statement should contrast the
disclosure requirements. While Treasury CFO agreed with the related party definition
and requirements, they stated the standard does not appear to provide a clear
distinction between the characteristics of a related party and those of a disclosure entity
meeting the "misleading to exclude" inclusion principle. More specifically, it could be
interpreted that a disclosure entity meeting the "misleading to exclude" inclusion
principle is a related party. Treasury did not believe the “misleading to exclude” should
be placed as a “catch-all” for inclusion. Instead, entities not meeting the “Budget’,
“Ownership”, and “Control” inclusion principles should then be considered for disclosure
as a “related party” if misleading to exclude.

Staff Analysis:

Staff notes this is consistent with the board discussions held during the deliberations of
the central bank. The board discussed the Treasury views and staff also had an
opportunity to meet with both Treasury and KPMG. Staff explained the misleading to
exclude and also how the inclusion principles are applied at the government-wide level.
Staff believes this may have cleared up some misunderstandings, though how to best
include something such as a “misleading to exclude’ may remain debatable. Staff
believes there is a difference between the disclosure entity and related parties —not only
in what relationship exists that requires the disclosure but also in the required
disclosures as the related party disclosures are not as broad.

Based on the history of this issue, no changes are recommended.

Term- ‘Related Parties’
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The AGA- FMSB had some concerns about the use of the term ‘related parties.” Under
GASB, state and local governments are required to disclose certain related party
transactions and to recognize the transaction for its economic form rather than its legal
form. Thus related party issues are linked to transactions. The FASAB approach is to
call an organization a related party if one party has the ability to influence financial and
operating decisions and the application is not linked to how any particular transaction is
recognized. Thus the use of the term by FASAB seems inconsistent with the use of the
term in other professional pronouncements. They encouraged FASAB to utilize another
term.

GWSCPA-FISC also commented the definition of a related party appears to differ from
the FASB’s definition of related parties. For example, the ED differs from FASB
literature in the discussions of arms-length transactions, and how arms-length
transactions with related parties impact the reporting of those relationships in the
entity’s GPFFR. They suggested that if differences exist in the two definitions, then the
consolidation of reporting entities with FASB-based information may be complicated if
two definitions of related parties are applied.

Staff notes that at least one board member suggested that the board discuss the issue
of adopting a different term to assure distinction is known among users since there are
differences in terms.

Staff Analysis:

Staff notes the issue of the term ‘related party’ has been deliberated by the board on
more than one occasion. Most recently at the October 2012 meeting (see Minutes
excerpt at Appendix 1) the issue was raised when Mr. Steinberg questioned the use of
the term when compared to how it is used by other standard setters. At that meeting,
the board discussed the issue again and as the minutes document “the Board had
concluded on this once already. Mr. Showalter explained related parties are a concept
that is well understood by both preparers and auditors.” The concern was if we did not
address it, there would be a problem from the auditor's perspective of looking for it
because auditors are trained to look for related parties. It is embedded in the auditing
standards. The board agreed that ‘related parties’ is a generally accepted term and
though it does not apply in the same way in the federal government, it was preferred to
define it in our context versus developing a new term or making a definitive statement
that we don't believe there are related parties in the Federal reporting entity. Mr. Dacey
had also expressed in a meeting that “as far as concept wise, he believed it was
important to retain the title.” in reference to AICPA’s request that FASAB address
related parties.

Based on the history of this issue and staff has not identified compelling reasons
to recommend any proposed changes. However, a board member may request
reconsideration.

Additional Disclosures
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The AGA- FMSB suggested that the related party disclosures should be expanded.
They explained that paragraph 87b. should be expanded to include information that
discusses the fiscal interdependency of the related party to the federal funds in addition
to information on the risks to the federal government. The AGA-FMSB believed what
represents a small risk or exposure to the federal government will generally present a
significant risk to the related party and such potential impacts should be disclosed
relevant to related parties.

Staff Analysis:

While staff appreciates the views of all respondents, staff does not believe the additional
language is necessary in the standard. The board adopted an approach that focused
on relationships of such significant influence that it would be misleading to exclude
information. The disclosures for the related parties provide an understanding of the
relationship and the potential financial reporting impact and discusses risk or gain to the
federal government. Information needs described in paragraph 86 should be
considered along with judgment in determining the appropriate disclosures. However,
no information is precluded from being disclosed if deemed appropriate.

No changes are recommended.

3e. Does the Board agree that there are no changes necessary to
address the issues of Separate Standard for Related Party, Difference
between Disclosure Entity and Related Party, Term Related Parties, or
Additional Disclosures?

Staff Proposed Language -Related Parties Staff believed it would be helpful for the
Board to review the Related Parties language with changes in its entirety and consider
if any other changes may be necessary.

Related Parties

78. In addition to organizations for which the Congress and/or the President are accountable,5
the federal government may have relationships with other parties. Only relationships of
such significance that it would be misleading to exclude information about such
relationships warrant disclosure.¢ Guidance is provided below but judgment will also be
required to identify relationships that warrant disclosure as related parties.

® Entities for which the Congress and President are accountable are in the budget, majority owned, or
controlled and would meet the inclusion principles and be reported as either a consolidation entity or
disclosure organization and not be subject to related party reporting.

6 Significance is assessed at the reporting entity and may differ among component reporting entities and
the government-wide reporting entity.
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79.

80.

81.

82.

83.

84.

Related parties: Organizations are considered to be related parties if the existing relationship?
or one party to the existing relationship has the ability to exercise significant influence over

the other party in making finaneial-and-eperating policy decisions.

Significant influence (for the purpose of this Statement) is the power to participate in the
policy decisions of an entity, but not control those policies. Significant influence may be
exercised in several ways, sometimes by representation on the board of directors or
equivalent governing body but also by, for example, participation in the policy-making
process, interchange of managerial personnel, or dependence on technical information.
Significant influence may be gained by a minority ownership interest, statute, or agreement.

Significant influence does not arise from regulatory actions or economic dependency alone.
However, regulation or economic dependency, together with other factors, may give rise to
significant influence and therefore a related party relationship. Judgment is required in
assessing the impact of regulation and economic dependence on a relationship.

Although component reporting entities of the federal government may significantly influence
each other, component reporting entities are subject to the overall control of the federal
government and operate together to achieve the policies of the federal government and are
not considered related parties. Therefore, component reporting entities need not be disclosed
as related parties by other component reporting entities.

Related parties generally would include (see paragraph 84 for organizations generally not
included) but are not limited to:

a. Government sponsored enterprises not meeting the Inclusion Principles

b. Organizations governed by representatives from each of the governments that created
the organization, including the United States, wherein the federal government has
agreed to ongoing or contingent financial support to accomplish shared objectives (for
example, certain multi-lateral development banks)

In the context of this Statement, the following generally would not be considered related
partiessg:

a. Organizations meeting the Inclusion Principles

b. Organizations with which the federal government transacts a significant volume of
business resulting in economic dependence such as government contractors, state and
local governments, collegial institutions, and non-profit organizations®

7 Relationship as used in this context refers to material transactions or events involving both parties.
® As described in paragraph 85, paragraph 84 discussed potential exclusions but as a result of the many

complex relationships where significant influence is exerted, judgment will be required to determine which

significant influences may pose risks that warrant disclosures.

However, economic dependency, together with other factors, may give rise to significant influence and,
therefore, a related party relationship.
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federal government and organizations owned or managed by key executives, other
employees of the federal government, or members of their families

Foreign governments
Organizations created through treaties or trade agreements that define common goals
and means for joint action where the U.S. role in governing and financing the

organizations is not significant

Special interest groups1®

85. Although paragraph 84 discusses the potential exclusion of certain organizations as related
parties, other factors may create a need for related party disclosures for such organizations.
The use of judgment will be necessary in identifying those factors consistent with the
information needs described in paragraph 86.

86. Certain information regarding significant related party relationships may enable users to
better understand the financial statements of the reporting entity because:

a.

Related party relationships might expose the federal government to risks or provide
opportunities that would not have existed in the absence of the relationship;

Related party relationships can influence the way in which the federal government
operates with other entities in achieving its individual objectives; or

Related parties may enter into transactions that unrelated parties would not enter into,
or may agree to transactions on different terms and conditions than those that would
normally be available to unrelated parties.

87. For related party relationships of such significance to the reporting entity that it would be
misleading to exclude information, the following should be disclosed:

a.

Nature of the federal government’s relationship with the party, including the name of
the party or if aggregated, a description of the related parties. Such information also
would include, as appropriate: the percentage of ownership interest.

Other information that would provide an understanding of the relationship and
potential financial reporting impact, including financial-related exposures to risk of loss
or potential gain to the reporting entity resulting from the relationship.

Basis for Conclusions

Related Parties

10 Special interest groups refers broadly to organizations whose members share common concerns and
try to influence government policies. Examples include but are not limited to labor unions, trade
associations, religious organizations, membership organizations, and lobbying organizations.
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A82.The Board determined it should define “related parties” and address them within this Statement for
several reasons. Related party reporting is such a fundamental notion within GAAP and the auditing
standards that addressing how related party concepts apply in the federal domain is important. Absent
clear related party standards in the federal domain, the Board believes the private sector concepts
would be applied by default.

A83.Because of the extent of the federal government’s relationships — whether already established or
implied — “related parties” concepts may result in numerous relationships requiring disclosure.
Therefore, the Board proposes disclosure of related party relationships of such significance to the
reporting entity that it would be misleading to exclude information about them. For clarity of intent, the
standards rely heavily on listing parties to be included and excluded.

A844. In addition, the proposal provides room for judgment because one cannot anticipate all types of
relationships the federal government may have or might have in the future that should be reported. The
standards do not preclude the reporting of a related party if factors deem it appropriate The related
parties category is needed to provide for disclosure of those organizations that are not included under
the inclusion principles but where there is an existing relationship of such significance that it would be
misleading to exclude.

A85. Component reporting entities of a single controlling entity are generally subject to related party
reporting requirements in other standard-setting domains but will not be considered related parties
under federal standards. In reaching this conclusion, Fthe Board discussed whetherjointlyhow jointly
controlled component reporting entities sheutd-diselosepresent information about their relationships.
Presently, component reporting entities are required by OMB guidance to state in the management’s
discussion and analysis section that: “The statements should be read with the realization that they are
for a component of the U.S. Government, a sovereign entity.” In addition, existing standards require
recognition of inter-entity costs to ensure that cost information is not misstated as a result of
relationships between component reporting entities. While members noted that readers may need
additional contextual information to understand what these complex relationships imply about
component reporting entity information, the decision to exclude such relationships from related party
reporting placed such information requirements outside the scope of this Statement. they-preferred

h OMB-explore-option o dditien auidance-throush A 6 narcied-Repo nag

A86. During its due process, the Board considered a request that ‘related parties’ language be modified
to clearly denote that members appointed on boards as individuals, or the entities they are affiliated
with, are not in related party relationships with the departments or agencies. The Board did not believe
additional language was necessary for several reasons. Most Board members believed the appropriate
broad classes of exclusions were provided. Certain Board members also noted concern with excluding all
such members because there may be situations where disclosures would be appropriate. Further, based
on current practices it appears much of this type of information is being reported. However, the Board
understood the concern with the understanding of the term ‘related party’ as commonly used in
financial reports to imply less than arms-length transactions. The Board believes once federal standards
are issued, the term ‘related parties’ in the federal environment will have its own implications - that is, a
focus on exposures to risk of loss or potential gain as a result of the relationship. The proposed
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standards do not prevent an entity from labeling the related parties as “Affiliated Institutions” or any
other term appropriately descriptive. When doing so, it may be important to explain the relationships by

including information such as conflict of interest rules and other frameworks they operate underH _ _ - -| Comment [ML2]: This is one option, Board
77777 members would either chose to incorporate
changes into par. 84c or BFC par. A86

3f. Does the Board wish to offer any other revisions to the related
party language?
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4. Issue- SFFAC 2 Amendments

The Board proposed conforming changes to Statement of Federal Financial Accounting
Concepts (SFFAC) 2, Entity and Display, to rescind or amend language to remove
criteria for determining what organizations are required to be included in a federal
reporting entity’s GPFFR from the concepts statement because criteria will be in a
statement of federal financial accounting standards. The Board asked respondents if
they agreed or disagreed. 20 respondents agreed and one respondent disagreed. Staff
notes the following:

e The SEC CFO disagreed because they believed the proposed standard
would rescind paragraph 42 of SFFAC 2 and replace it with what the SEC
believed to be a narrower definition of a non-federal entity. Paragraph 42 of
SFFAC 2 states that: “This does not mean, however, that an appropriation
that finances a subsidy to a non-Federal entity would, by itself, require the
recipient to be included in the financial statements of the organization or
program that expends the appropriation.”

e While KPMG did not answer the question, they did suggest the Board
consider the need to re-evaluate SFFAC 2 in totality and consider a complete
revision to SFFAC 2 outside of the required changes resulting from the ED.

e Treasury CFO also suggested due to the significant number of, the Board
should give consideration to superseding the provisions of SFFAC 2 in their
entirety with this ED, or alternatively completely revising SFFAC 2.

e Treasury OIG suggested if changes are made to the Exposure Draft to
implement our response to question 5 above (Staff note- Treasury OIG
disagreed with consolidation of FASB based information without conversion),
the rescission of paragraph 78 of SFFAC 2, proposed in paragraph 101 of this
Exposure Draft, would need to be revisited.

e The Intelligence Community stated FASAB should consider providing more
specific guidance related to the material differences before rescinding
paragraph 78. (Staff note- Intelligence Community disagreed with
consolidation of FASB based information without conversion),

Staff Analysis

While staff appreciates SEC’s concern regarding the rescission of paragraph 42, staff
believes the additional research and work to improve the clarity of the language
surrounding the In the Budget inclusion principle and the respective basis for
conclusions provides a strong basis for applying the principles set forth. These
decisions were based on the Board’s decision it was more appropriate to rely on
existing definitions of federal financial assistance and build from that instead of defining
subsidy.
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Staff also understands it may be nice to revise SFFAC 2 in its entirety but that would not
be feasible at this point. The majority of the remaining sections of SFFAC 2 would be
directly impacted by the work in the Reporting Model project. However, updating the
portions applicable to this Statement should not be delayed especially those that have
now been appropriately addressed in a standard.

Two respondents noted concern with rescinding paragraph 78 of SFFAC 2. Paragraph
78 states:

Some of a reporting entity’'s components are likely to be required by law or policy to
prepare and issue financial statements in accordance with accounting standards other
than FASAB'’s, e.g., accounting standards issued by the Financial Accounting Standards
Board or accounting standards established by a regulatory agency. Those components
should continue to issue the required reports. The reporting entities of which the
components are a part can issue consolidated, consolidating, or combining statements
that include the components’ financial information prepared in accordance with the other
accounting standards. They need to be sensitive, however, to differences resulting from
applying different accounting standards that could be material to the users of the
reporting entity’s financial statements. If these differences are material, the standards
issued by FASAB should be applied. The components would need to provide any
additional disclosures required by FASAB and included in the OMB-issued guidance that
would not be required by the other standards.

Staff understands the concerns, especially when one considers it was raised by
respondents that also disagreed with the Board’s position on consolidation of FASB
based information without conversion. The main reason for removing this from SFFAC
2 was because it is not conceptual guidance. SFFAS 34, The Hierarchy of Generally
Accepted Accounting Principles, Including the Application of Standards Issued by the
Financial Accounting Standards Board addresses whether federal entities currently
applying standards issued by the Financial Accounting Standards Board (FASB) may
continue that practice. Further, the Reporting Entity proposal under consideration
provides clarification of that and reference in paragraph 66 and addresses that
consolidation of FASAB and FASB based information are appropriate. The issues will
be appropriately covered in Statements and there would be no need for paragraph 78 to
remain.

Therefore, staff does not recommend any specific language changes as a result of the
comments in this area.

4. Does the Board agree that no specific changes are necessary to
address comments or concerns in the SFFAC 2 Amendments?
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5. Issue- Effective Date

The Board proposed the Statement and Amendments to SFFAC 2, Entity and Display,
be effective for periods beginning after September 30, 2016. 18 respondents agreed
with the effective date and 4 respondents disagreed.

Two respondents believed the date should be delayed: Commaodity Credit Corporation
disagreed and stated the change should be further out into the future to allow agencies
to complete the necessary analytics and incorporate reporting changes. They
suggested agencies complete the information for FY17, with comparative presentation
in FY18 financial statements. US RRB disagreed and stated entities should be given
additional time, especially if consolidation is necessary. They proposed the change be
effective for periods beginning after September 30, 2020.

One citizen respondent that disagreed believed the date should be sooner because
political campaigns years should not be influential in these decisions.

KPMG did not agree because they believed early implementation should not permitted
because it would lead to inconsistent reporting across federal reporting entities.

Other comments received on the effective date:

GWSCPA FISC suggested the Standard has the potential for some far-reaching
consequences and the Board should take an iterative step before full implementation of
this ED. They suggested that the Board consider an expanded comment period for
implementation challenges, and/or allow the preparer community additional time to
consider whether the consequences of this ED may result in unintended legal or political
challenges. Further they believed it was important to allow the preparer community with
additional time or an alternative forum to consider the effects on component agencies’
GPFFRs and the government-wide GPFFR.

Treasury CFO agreed but commented the proposed effective date seems reasonable
as long as changes in reporting entity, if applicable, follow the past practice that these
types of changes are not retroactively restated in comparative statements.

Staff Analysis

Staff agrees that early implementation should not be encouraged considering the
government-wide guidance will ensure consistency.

Staff believes the draft implementation timeline (see Attachment A) was an anchor in
determining the appropriate effective date. It provided for approximately 18-24 months
implementation period. The board discussed this at the June 2012 board meeting.

Based on anticipated milestones, the proposed standard may be forwarded to the
sponsors between September 2014 and December 2014, depending on the board
progress at this meeting and agreement of the editorial changes and review of the full
draft and pre-ball ballot at the June meeting.
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Therefore, the implementation period could still be completed by September 2016.
However, that would not be affording any delays. Staff also notes that the proposal has
been under consideration for quite some time. However, the fact there is anticipated to
be a coordinated effort from the central agencies to ensure consistency—organizations
may not be planning to begin implementation until such guidance is provided.

Staff notes the following from the June 2012 board meeting when the board discussed
the implementation (Mr. Dacey notes the anticipated 24 month implementation) —

Implementation Timeline (See Attachment A)

Chairman Allen explained there was one other item that needed to be briefly discussed
before related party and asked Ms. Payne if she wanted to explain the timetable the
sponsor agencies had provided.

Ms. Payne explained that Messrs. Dacey, Dong and Reger had committed to providing
a timeline for implementation based on the draft standards under discussion. The
timeline was to inform the Board’s discussion and assist in determining the proposed
effective date. The bottom line is approximately 24 months between issuance and
effective date. She noted staff didn’t make a specific recommendation, but asked if there
were any comments on the timeline at this time.

Mr. Reger wanted to note there were two huge caveats with the timeline—it took a
considerable amount of time working with one organization to draft disclosures and that
time of release should be considered. He noted some of it could occur before it is sent
to the sponsors for review. Therefore, the times are approximate and may not be
sequential but can be considered a good estimate for determining implementation. It
appeared it would take approximately 24 months. Further, 24 months may be on the low
end of an estimate depending on the timing of the release. Mr. Reger explained we may
come across certain entities that will require more time as they may not think they need
to be included etc.

Mr. Dacey explained the 24 month clock would start when the standard is sent to the
principals for their 90 day review.

Chairman Allen thanked the members for the update and appreciated the efforts on
developing the timeline.

Therefore, it is may be advisable to delay the effective day by one year to ensure there
is a 24 month implementation period afforded.

5. Does the Board agree to delay the effective date to periods
beginning after September 30, 2017 and to not permit early
implementation of the standard?
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6. Issue - Appendices- Flowchart and Illlustrations

The Statement provided two non-authoritative appendices to assist users in the
application of the proposed standards. The Flowchart at Appendix B is a tool that can
be used in applying the principles established. The lllustrations at Appendix C offer
hypothetical examples that may be useful in understanding the application of the
standards.

24 respondents agreed that the appendices were helpful and should remain after the
Statement is issued. (14 respondents did not answer the question.) 1 respondent
disagreed or noted concern with maintaining Appendix C lllustrations. The SEC CFO
explained Appendix C does not provide useful implementation guidance because it
does not explain which factors were selected as the deciding factors, and why. The
explanations imply that factors not mentioned could have been the deciding factors.

When asked if there should be any changes or additional examples regarding the
illustrations that would be useful in understanding the application of the standards, the
following comments were provided:

¢ NSF commented that agencies would benefit from a related party scenario involving
agency Board members. They suggested the scenario should involve a federal agency
with a board of directors that approves strategic and high level budget decisions. A
board member with an administrative or professor role at a collegial institution, or that
serves in a management capacity at a not-for-profit organization should be included.
They suggested the illustration should indicate that the agency does not have a related
party relationship with the board member or the institution/organization with which the
board member is affiliated. [NSB also supported this, their comment was consistent with
NSF.]

e SSA suggested examples of receivership, conservatorship, and intervention be
incorporated as it would be beneficial if FASAB relayed to users how they differentiate
among these three categories.

e Treasury CFO suggested an illustration that provides clarity in the application of the
"administratively assigned" principles would also be a positive addition to the standard.

Staff Analysis

While staff appreciates the views and opinions of all parties, the overwhelming majority
of respondents supported maintaining the appendices and found them useful in
understanding the application of the standards. Therefore, staff would believe there is
value to the keeping the appendices in the final standards and the SEC views may be
isolated.

As for Treasury’s request for the application of administrative assignments, staff

believes guidance in this area will be accomplished through the anticipated guidance
from the sponsor agencies. In reality, there would be much more detailed information
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and possibly multiple component reporting entities that have relationships with an
organization.

Staff notes there is one intervention example in the illustrations, and if the board would
like to add a conservatorship or receivership example illustration, one can be developed
and provided with the editorial changes at the next board meeting. However, staff
would like to note that providing the example does not differentiate how these
categories are to be presented in the financial statement disclosures as the standard
provides flexibility among disclosure entity disclosures.

Staff believed it was appropriate to determine the board’s final position on the concerns
raised by NSF (and NSB) in the related party issue area prior to determining if an
additional related party example needs to be developed. The illustrations currently have
a related party example that is similar to a GSE.

Therefore, unless the board determines there should be substantial revisions in the
related party area that would require an illustration for clarification, the only potential
addition would be for a receivership or conservatorship.

6. a. Does the Board agree both appendices should remain once the
Statement is issued?

b. Does the Board wish to add an illustration for a conservatorship or
a receivership?
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7. Issue- Other Organizations-

The Board asked respondents if there were other unique situations that should be
addressed within this Statement. The respondents provided the following:

e NSF requested that FASAB further clarify the inclusion of Federally Funded
Research and Development Centers (FFRDCs). In the case of the National Science
Foundation, pursuant to the NSF Act (Public Law 81-507, amended by 42 USC
(1861 — 1887)), provision 42 USC 1873, “The Foundation shall not, itself, operate
any laboratories or pilot plants.” Although NSF legally considers and is noted as the
sponsoring agency for four FFRDCs, as it relates to the intent of this ED, the
Foundation’s inability to manage or operate the facilities makes them more equitable
to contract or grant organizations. NSF requests that FASAB add language to this
point in paragraphs 32 — 34.

NASA also requested that FASAB provide clarity regarding the inclusion principles
and attributes for consolidation entities versus disclosure entities specifically in
relation to Federally Funded Research and Development Centers given the special
circumstances that FFRDCs are mandated to operate independently.

The Intelligence Community also suggested the board should consider providing
minimum disclosures Federally Funded Research and Development Centers and
Venture capital projects.

Staff Analysis-

The board has discussed the Federally Funded Research and Development
Centers (FFRDCs) on several occasions. The board is aware that there are
varying types of relationships that exist that may result in different classification
and reporting. The board recognized this within the proposed standard when it
provided in par. 48 “...example of the types of organizations that could be
consolidation entities or could be quasi-governmental and/or financially
independent organizations are Federally Funded Research and Development
Centers, museums, performing arts organizations, universities, and venture
capital funds.” Therefore, the board believed it was more appropriate for the
users to make the appropriate determinations based on the standards.

Staff also notes that at the March 2014 meeting, members all agreed that the
additional language regarding FFRDCs and the master list produced by NSF
should not be added to the basis for conclusions paragraph about the guidance
coming out from central agencies.

Staff notes the Board’s approach for the disclosure entities (though FFRDCs may
be a consolidation entity or a disclosure entity, this comment is being made in
response to the request the board provide minimum disclosures) is to provide
flexibility in meeting the stated objectives. This flexibility was viewed as most
appropriate due to the different types of disclosure entities that may exist and
therefore require broad and different information to meet the reporting objectives.
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The factors assist the preparer in determining the nature and extent of
information to disclose. The factors are considered in the aggregate.

While staff appreciates the concerns raised by respondents, the board has
discussed and deliberated these issues. The ultimate goal is a principles-based
standard, one that recognizes the different types of organizations or
relationships, even with an example type such as an FFRDC such that some
may be consolidation entities and some disclosure entities.

Therefore, no changes are recommended.

The Intelligence Community stated an exception should also be added for the
applicability to certain entities if application of this standard will be detrimental to
national security.

Staff Analysis-

Staff met with the Intelligence Community — both the CFO and IG staff - to
discuss this issue and plan for a public discussion sufficient to address concerns.
The Intelligence Community participants at the last meeting agreed to continue
internal efforts to resolve the matters and to contact FASAB if resolution is not
obtained. Staff does not foresee any further action unless requested.

Therefore, no changes are recommended.

The Intelligence Community suggested the board should consider providing
minimum disclosures for the Government sponsored enterprises such as the Federal
Agricultural Mortgage Corporation, Federal National Mortgage Corporation, and
Federal Home Loan Mortgage Corporation due to their impact on political, monetary,
and fiscal policy objectives, and the federal government.

Staff Analysis-

Staff notes the board considered the issue of these sorts of Government
Sponsored Enterprises (GSEs) while developing the proposed standards. The
inclusion principles can be applied to GSEs. As for providing minimum
disclosures, staff notes the Board’s approach for the disclosure entities (though
GSEs —if included - may be consolidation entities or a disclosure entities, this
comment is being made in response to the request the board provide minimum
disclosures) is to provide flexibility in meeting the stated objectives. This flexibility
was viewed as most appropriate due to the different types of disclosure entities
that may exist and therefore require broad and different information to meet the
reporting objectives. The factors assist the preparer in determining the nature
and extent of information to disclose. The factors are considered in the
aggregate.

Staff also notes the board addressed GSEs in the related parties by providing
related parties generally would include GSEs not meeting the inclusion
principles. In that case, related party disclosure requirements would apply.

Therefore, no changes are recommended.
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DOD CFO suggested that additional guidance be added to distinguish museums
consolidated under this proposed standard and museums disclosed under SFFAS
29, Heritage Assets and Stewardshi