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Overview

Pursuant to Statement No. 40 from the Government Accounting Standards Board
(GASB), entitled Deposit and Investment Risk Disclosures, governments that prepare their
financial statements in accordance with generally accepted accounting principles (GAAP)
must disclose credit rating information related to their deposits and investments in the notes
to their financial statements. This disclosure requirement also applies to those governments
that prepare their financial statements in accordance with an other comprehensive basis of
accounting (OCBOA); and therefore, their financial statements substantially conform with
GAAP display requirements (see Auditor of State Bulletin 2005-002).

The Auditor of State’s Office (AOS) has received inquiries as to how to obtain
credit rating information. This Bulletin offers guidance on obtaining these ratings from
nationally recognized statistical rating organizations. For most Ohio governments GASB
Statement No. 40 becomes effective for fiscal years ending June 30, 2005 or December 31,
2005.

Disclosure Requirement

The following excerpt from GASB Statement No. 40 describes the responsibility of
governments to provide credit rating information on their investments:

Governments should provide information about the credit risk associated with their
investments by disclosing the credit quality ratings of investments in debt securities as
described by nationally recognized statistical rating organizations—rating agencies—as of
the date of their financial statements (for example, by aggregating the amount of
investments by rating categories). Unless there is information to the contrary, obligations
of the U.S. government or obligations explicitly guaranteed by the U.S. government are not
considered to have credit risk and do not require disclosure of credit quality. Governments
should disclose the credit quality ratings of external investment pools, money market funds,
bond mutual funds, and other pooled investments of fixed-income securities in which they
invest. If a credit quality disclosure is required and the investment is unrated, the
disclosure should indicate that fact.

Credit Rating Organizations
To illustrate the process of obtaining the credit rating information, we will use three
nationally recognized statistical rating organizations: Moody’s, Standard & Poors, and

Fitch. Each of these organizations can be accessed online at the following web addresses:

» Moody’s: http://www.moodys.com/cust/default.asp

> Standard & Poors:
http://www?2.standardandpoors.com/servlet/Satellite?pagename=sp/Paqge/FixedlncomeF
indRatingsPg&r=1&I1=EN&h=2&s=142




> Fitch: http://www.fitchratings.com/corporate/products/fitchProducts.cfm?detail=2

Note: Moody’s and Standard & Poors both require you to register with them in order to
use their sites, however, neither organization charges for the information provided.

Obtaining the Credit Rating

Let’s take an example investment and walk through how to obtain its credit ratings.
Let’s assume that the government invested in GMAC (General Motors Acceptance
Corporation) bonds.*

1. Go to the website indicated. We will use Moody’s first for this example, but the
process is similar for the other two organizations.

2. You will see the following screen:

! Such bonds may or may not be legal investments for any type of government. This investment vehicle was chosen for
illustrative purposes only. Governments should consult the Ohio Revised Code and their own legal counsel regarding
proper and legal investments.
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3. Inthe upper right hand corner of the screen you will see a search box asking you
how you want to search. The most exact way is by CUSIP number, a number
assigned to most investments and easily obtainable from the confirmation
statements you received when purchasing the investment. However, for this
example, let’s just enter “GMAC” as the descriptor and use the default “issuer
name” box. Enter GMAC into the “for” box.



4. Once the search is performed, you will see the following screen:
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SEARCH RESULTS

You searched the Issuer Name field for gmac. In the search results, the Rating Definitions
names most often chosen by other users who have searched for gmac Client Service Desk
appear at the top.
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5. Click on “General Motors Acceptance Corporation,” the first entry.

6. Once GMAC is selected and you scroll down to the detailed information, you will
see the following screen:
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7. Identify your particular investment issue and determine its credit ratings. Note that
in this example, the last ratings were April 5, 2005. Since this Bulletin was written
in August 2005, and these screens were copied on August 17, 2005, these ratings
are valid for governments which had such investments as of June 30, 2005. Note,
however, that if the information was desired for December 31, 2004 for some
reason, your government could not determine those ratings as of that date. Further,
because this is a required disclosure under GASB Statement No. 40, your
government might not be able to receive an “unqualified” opinion on your financial
statements if the investments are material.



The following abbreviated steps may be used for those governments that wish to obtain the
rating information through Fitch. GMAC will again be used as the example investment.
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1. Click on “Corporate Finance” [first red button] or “Public Finance” [third red
button] which will bring you to the ratings screens for corporate debt and
government debt, respectively. After clicking “corporate finance,” you will see
the following screen:
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2. Click on “Ratings,” then, in this case, “G”, then scroll to GMAC and eventually
you will see the following screen:
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Using Standards & Poors, governments will follow virtually the same steps as with the
other credit rating organizations.
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1. Click on “Credit Ratings” \ “Find a Rating” and proceed in same manner as the
other two sites to obtain the desired rating information.
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Regardless of the credit rating organization used, governments should print the
ratings and make them available to their financial statement preparers and auditors.
Further, because the ratings change periodically, it is critical for governments to obtain
these ratings for investments at or as near as possible to fiscal year-end.

Credit Ratings for Uninsured Issuances of Federal Agencies and Instrumentalities

Implementation Guide Q. 1.35 requires disclosing credit risk for the securities of
Federal agencies and instrumentalities if the Federal Government does not guarantee
them. Uninsured agencies include:

The Federal Home Loan Mortgage Corporation (Freddie Mac)
The Federal Home Loan Bank

The Federal National Mortgage Corporation (Fannie Mae)
Federal Farm Credit Banks

It is normally simpler to use the credit ratings from the sites below than to use the
ratings from the previously described agency websites. The ratings described below are
normally suitable evidence supporting credit risk disclosures. These sites cover the most
common uninsured Federal agencies in which governments commonly invest:

http://www.freddiemac.com/investors/credit reports.html

http://www.fhlb-of.com/index.html (click on FAQ, then see, “What is the credit rating
of the FHLBank System?”)

http://www.fanniemae.com/markets/debt/understanding fm debt/debt issuance activities.
jhtmI?p=debt

www.farmcredit-ffch.com/farmcredit/fcsystem/fags.jsp

STAR Ohio

STAR Ohio discloses its rating in its annual report. The rating as of June 30, 2005
from Standard & Poor’s is AAAm.? You should check subsequent annual reports, but in
the meantime we will notify you if this rating changes. See
http://www.treasurer.state.oh.us/star.htm for the STAR Ohio annual report.

% The “m” in the rating stands for “municipal,” and is a credit modifier. The GASB Comprehensive
Implementation Guide (Q. 1.33) does not require disclosing credit modifiers.
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Additional Guidance from GASB

Oftentimes, investment securities have ratings from more than one rating
organization, and sometimes those ratings differ. Further, it is possible that the various
rating organizations will have different ratings on the same debt issuance. According to
GASB’s Statement 40 Implementation Guide, when multiple ratings exist, governments
should, at a minimum, present the rating indicative of the greatest degree of risk. However,
a government may also choose to disclose additional credit ratings, thereby presenting the
user with additional credit risk information from which to ascertain the credit risk of the
investment.

In many cases rating organizations provide split ratings for short-term and long-
term investing; however, GASB’s Statement 40 Implementation Guide does not specifically
address which ratings to disclose when split ratings exist. In these cases the AOS
recommends that governments disclose the ratings indicative of the greater degree of risk,
similar to GASB’s guidance on multiple ratings.

Furthermore, it is important for readers of the financial statements to be aware of
certain events and transactions that occur subsequent to the end of the fiscal year, but prior
to the issuance of the financial statements. Generally, if a debt investment's credit rating is
downgraded during this time period, it may constitute a “subsequent event” subject to
disclosure. GAAP require disclosure of a subsequent event when the omission of the
disclosure would cause the financial statements to be misleading.

According to GASB’s Statement 40 Implementation Guide, * governments should
exercise professional judgment in determining whether or not a debt investment's credit
rating downgrade is material to the government’s financial statements and thus, subject to
disclosure. Oftentimes, a government’s investment policy or applicable statutory
provisions may restrict a government from having a large credit risk exposure in a single
entity's investment (concentration of credit risk). Generally, when a single entity’s
investment is downgraded, the government would not need to disclose the credit rating
downgrade. However, if a government has a concentration of credit risk in a single
investment, a credit rating downgrade may expose the government to a significantly higher
level of credit risk; and therefore the government should disclose the credit rating
downgrade as a subsequent event. For example, if the bankruptcy of a bond issuer causes a
government’s investment bond to be downgraded, it may indicate a large investment loss
for the government. If the value of the investment is significant to the government's total
investment portfolio, disclosure of such an event may be required.

® Derived from NCGA Interpretation 6, Notes to the Financial Statements Disclosure.
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If you have any questions regarding the information presented in this Bulletin,
please contact the AOS Accounting & Auditing Support Group at (800) 282-0370.

"Dt MMWW/{

Betty Montgomery
Ohio Auditor of State
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