AICPA Audit Committee Toolkit: Government
Management’s Summary of Unique Transactions


Management’s Summary of Unique Transactions 
and Financial Relationships

	Purpose of This Tool.  Some transactions and financial relationships put a government organization at greater financial risk.  Generally accepted accounting principles (GAAP) for governments provide guidance about how a government organization should account for and report these transactions and relationships as a means to fully inform the government organization’s constituents.  It is important that the audit committee understand the nature and the reason for these transactions and relationships, and ensure that management adequately discloses them in its financial statements. This tool is intended to assist audit committee members in gaining an understanding of management’s use of certain unique transactions and relationships so they may weigh in on the appropriateness of the treatment and whether it will meet the government organization’s objectives for public accountability.


Some transactions and financial arrangements put a government organization at greater financial risk.  The audit committee should be aware of these transactions, relationships, and circumstances that may require recognition in the government organization’s financial statements and should ensure that those transactions and events have been accounted for properly.  Some of the more common of these transactions and relationships that the audit committee should be aware of are:

1. Investments in derivative financial instruments

2. Securities lending transactions

3. Relationships with legally separate entities

4. Joint ventures with other governments or organizations

The following information provides background about these types of transactions and relationships.

Derivatives

A government organization’s investment polices, when allowed by laws or regulations, may allow investments in financial instruments that are not routine or actively traded in the market. Routine or actively traded financial instruments, such as repurchase agreements, government agency debt securities, and money market funds, have some degree of risk. Derivatives, however, which are financial instruments or contracts that have unique characteristics underlying their ultimate investment yield, typically have much greater risk.

If a government organization holds derivatives, these financial instruments are included in the amount of investments reported in the government’s financial statements, preferably at the instrument’s market value, referred to as its fair value. Because the derivative’s fair value may not be actively traded in the market, or may be based on complicated, unknown events, the derivative might not be reflected in the financial statements at its fair value. In these cases, the notes to the financial statements should discuss the following:

· The significant terms, associated debt, and objectives of the derivative

· Level of exposure to the various risks, such as credit risk, interest rate risk, basis risk, termination risk, rollover risk, and market access risk

Government Accounting Standards Board (GASB) Technical Bulletin 2003-01, Disclosure Requirements for Derivatives Not Reported at Fair Value on the Statement of Net Assets provides more information about reporting derivatives that are not reported at fair value on the financial statements.

Securities Lending Transactions

Sometimes, government organizations have large amounts of long-term investments in their portfolios. If a government organization wants to earn additional income, it might lend some securities to brokers or financial institutions that need to borrow those securities to cover a short position (that is, they sold a security without owning it) or to avoid a failure to receive a security they purchased for delivery to a buyer. In these transactions, the government organization transfers their securities for collateral, which may be cash or other securities, and agree to return the collateral for their original securities at some time in the future.

When a government organization lends its securities, it still reports these securities as investments in its financial statements. If the government organization receives cash as collateral on the securities lending transactions, makes investments with that cash, or can sell the securities it received as collateral, these amounts are also reported as assets in the financial statements. Of course, because the collateral must be returned in the future, the government organization also reports a liability for these transactions in the financial statements. In addition, the notes to the financial statements should explain:

· The legal or contractual authorization for the use of securities lending transactions, and any significant violations of those provisions

· Whether the maturities of the investments made with cash collateral generally match the maturities of the securities loaned

· Summary information about the credit risk associated with the transactions

· General information about the types of securities lent, the types of collateral received, and whether the government has the ability to sell collateral securities.

GASB Statement No. 28, Accounting and Financial Reporting for Securities Lending Transactions, provides specific guidance on accounting and reporting for securities lending transactions.

Relationship with Legally Separate Entities

The structure of many government organizations has become increasingly complex.  For a variety of reasons, many government organizations create separate organizations. Some of the more common reasons include greater efficiency in financing and administering debt backed by revenue-generating activities, providing additional services that may not have been envisioned when the charter or statute was written, and overcoming constitutional or statutory limitations on the issuance of debt or other financial resources. Whatever the reason, financial reporting for public accountability requires determining which of these organizations should be included as part of a government organization’s financial reporting entity.

Although detailed and complex analyses ultimately determine which legally separate organizations should be included in a government organization’s financial reporting entity, these organizations are generally included if the government organization appoints a voting majority of an organization's governing board and is either:

· Able to impose its will on that organization, or

· The organization provides specific financial benefits to or imposes specific financial burdens on the government organization.

Organizations with a separately elected governing body may also be included in a government organization’s financial reporting if that organization is fiscally dependent on the government organization, or the organization’s resources are available or promised for the government organization’s use.

If a legally separate organization should be included in a government organization’s financial reporting entity, the financial statements of the legally separate organization will be included in the government organization’s financial statements, usually in a column separate from the government. Notes to the financial statements also explain why the organization is included, and any significant transactions between the government and the separate organization.

GASB Statement No. 14, The Financial Reporting Entity, and No. 39, Determining Whether Certain Organizations are Component Units, provide specific guidance on financial reporting under such circumstances.

Joint Ventures

Sometimes, a government organization decides to pool resources and share the costs, risks, and rewards of providing goods or services with other governments or organizations for the benefit of the general public or specific service recipients.  This arrangement, known as a joint venture, is a legal entity that results from a contractual arrangement between a government entity and another government or organization. In a joint venture such as this, each of the participants retains an ongoing financial interest or an ongoing financial responsibility.

For financial reporting purposes, there are two types of joint ventures:

· Joint ventures whose participants have equity interests

· Joint ventures whose participants do not have equity interests

If the government has an equity interest in the joint venture, that equity interest should be reported 
· as an asset in the government organization’s government-wide financial statements 
· as a receivable from or payable to the joint venture in the fund financial statements of the governmental fund that has the equity interest, and 
· as an asset in the fund financial statements of the proprietary fund that has the equity interest

GASB Statement No. 14, as amended by GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local Governments, provides guidance on joint ventures and other, similar arrangements, such as undivided interests and cost-sharing arrangements.

It is important that the audit committee have a healthy and continuing dialogue with management about these kinds of transactions and relationships.  In doing do, following are some questions that should be regularly asked of management:

	Audit Committee Questions of Management
	Notes

	Derivatives
	

	1. Describe the government organization’s policies for investing in derivative financial instruments. Are there any restrictions as to the type, maturity length, or percentage of total portfolio?   
	

	
	

	
	

	
	

	
	

	2. Describe how management has valued its derivatives for financial statement presentation. Discuss the types of credit risk, interest rate risk, or other risk these investments have and how management has decided to manager those risks.
	

	
	

	
	

	
	

	
	

	Securities Lending
	

	3. Describe the government organization’s policies for entering into securities lending agreements, including the legal authority to do so.  
	

	
	

	
	

	
	

	
	


	Audit Committee Questions of Management
	Notes

	Securities Lending (cont.)
	

	4. Describe how any securities lending transactions have been accounted for and whether they have been included in the government’s financial statements. Include whether collateral can be used to purchase securities, whether maturities of original and collateral securities match, and the credit risk associated with the securities.
	

	
	

	
	

	
	

	
	

	Legally Separate Entities
	

	5. Has the government organization created, authorized, or become aware of any legally separate organizations that have financial relationships with the government organization (e.g., flood control, public works, library, jail, assessment, lighting, or other special purpose districts; capital or property financing authorities; fund-raising organizations)? If so, please provide details.
	

	
	

	
	

	
	

	
	


	Audit Committee Questions of Management
	Notes

	Legally Separate Entities (cont.)
	

	6. For any such organizations, describe who appoints its government body, whether the government organization can impose its will on the organization or receive a financial benefit or burden from the organization, and whether the organization is fiscally dependent upon the government organization. Also explain if and how such organizations are displayed and disclosed in the government’s financial statements.
	

	
	

	
	

	
	

	
	

	Joint Ventures
	

	7. Has the government organization entered into any agreement with another government or organization to share resources, cost, and risks for providing goods and services to the general public or specific recipients? If so, please describe the details of the arrangement.
	

	
	

	
	

	
	

	
	


	Audit Committee Questions of Management
	Notes

	Joint Ventures (cont.)
	

	8. For any such agreements, please describe how the government organization accounts for its participation and how the effects of such participation is displayed or disclosed in the government’s financial statements.
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