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As required by the Chief Financial Officers Act of 1990, I respectfully 
submit the Office of Inspector General ( OIG ) report on the Federal 
Aviation Administration (FAA) Financial Statement as of 
September 30, 1996. The Fiscal Year ( FY ) 1996 financial statement 
package includes the Management Overview, Principal Statements, 
related notes, and Supplemental Financial and Management Information. 

The report on the FAA Financial Statement audit is the responsibility of 
the OIG. All other information in the financial statement package such 
as the Management Overview, Principal statements, related notes, and 

Supplemental Financial and Management Information are the responsibility 
of FAA. Our audit was limited to the Statement of Financial Position as 
of September 30, 1996. 

If I can answer any questions or be of any further assistance, please 
call me on x61959 or Alexis M. Stefani on x60500. 
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Report Number R3-FA-7-004 March 27, 1997 

Objectives 

Conclusions 

The objectives for our audit of the Federal Aviation Administration's (FAA) Fiscal 
Year (FY) 1996 Financial Statement were to (1) determine whether the Statement 
of Financial Position presents fairly, in all material respects, the financial position 
of FAA in accordance with Office of Management and Budget (OMB) Bulletin 
No. 94-01; (2) determine whether FAA has in place an internal accounting and 
administrative control structure that provides reasonable assurance of achieving 
established internal control objectives; (3) determine whether FAA has complied 
with the laws and regulations which (a) could have a direct and material effect on 
the financial statements or (b) have been specified by OMB; (4) assess whether 
the information and manner of presentation in the Overview and Supplemental 
Financial and Management Information sections of the financial statement 
package are materially consistent with the information in the Statement of 
Financial Position; and (5) assess control risk relative to the policies and 
procedures designed to provide reasonable assurance that FAA is achieving its 
internal accounting and administrative control objectives regarding the existence 
and completeness assertions for performance measures. 

We were unable to express an opinion on the Statement of Financial Position 
because of six material internal control weaknesses and two reportable conditions. 
For Operating Materials and Supplies and Property and Equipment reported on 
the Statement of Financial Position at a total of $9.3 billion (representing 
51 percent of FAA's total assets), there were inadequacies in supporting 
documentation and unreconciled discrepancies between general ledger balances 
maintained in the Departmental Accounting and Financial Information System 
and FAA's subsidiary records. In addition, equipment purchase transactions were 
inappropriately expensed and should have been capitalized. Furthermore, FAA 
did not have adequate controls in place to (a) ensure consistency between 
financial statements and budgetary reports in reporting budget execution results 
and (b) prevent recording of invalid liabilities. 



As a result of these documentation and capitalization problems, the scope of our 
work was not sufficient to enable us to express, and we do not express, an opinion 
on the Statement of Financial Position as of September 30, 1996. Except for 
compliance issues discussed in the internal control deficiencies and the absence of 
performance measures, FAA complied in all material respects with laws and 
regulations directly affecting the Statement of Financial Position. Since we 
disclaimed an opinion on the Statement of Financial Position, we were unable to 
accomplish our fourth objective stated above. 

Specific monetary savings were not identified for the material weaknesses and 
reportable conditions. However, correcting the internal control weaknesses will 
help ensure accuracy, timeliness, and reliability of FAA financial information. 

We made recommendations to FAA to strengthen internal controls and establish 
the correctness of FAA financial statement balances for Operating Materials and 
Supplies, Capitalization of Equipment Purchase Costs, Property and Equipment, 
the Work-in-Process Account, Budget and Financial Statement Report 
Reconciliations, Accounts Payable Liabilities, Yearend Accrued Liabilities, and 
Capital Leases and Leasehold Improvements. 

FAA concurred with 34 of 35 recommendations and has initiated or plans 
corrective actions. 

Corrective actions taken or planned are responsive to the 34 recommendations. 
We asked FAA to reconsider their position on their nonconcurrence with our 
recommendation to review prior transactions to identify equipment purchases that 
were improperly expensed. 

Monetary Impact 

Recommendations 

Management Position 

Office of Inspector General Comments 
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SECTION I

AUDIT REPORT




DEPARTMENT OF TRANSPORTATION 
INSPECTOR GENERAL’S REPORT ON THE 
FEDERAL AVIATION ADMINISTRATION 

FY 1996 FINANCIAL STATEMENT 

To the Federal Aviation Administrator 

The Department of Transportation (DOT), Office of Inspector General (OIG), 
has completed an audit of the Federal Aviation Administration (FAA) 
Statement of Financial Position as of September 30, 1996. The financial 
statement is the responsibility of FAA. As applicable to the FAA financial 
statement, we are also reporting on the associated internal control systems, 
compliance with applicable laws and regulations, and the existence and 
completeness of performance measures. The audit was performed in 
accordance with Government Auditing Standards as prescribed by the 
Comptroller General and the Office of Management and Budget (OMB) 
Bulletin 93-06, “Audit Requirements for Federal Financial Statements.” 

The audit objectives were to (1) determine whether the Statement of 
Financial Position presents fairly, in all material respects, the financial 
position of FAA in accordance with OMB Bulletin No. 94-01, (2) determine 
whether FAA has in place an internal accounting and administrative control 
structure that provides reasonable assurance of achieving established 
internal control objectives, (3) determine whether FAA has complied with the 
laws and regulations which (a) could have a direct and material effect on the 
financial statements or (b) have been specified by OMB, (4) assess whether 
the information and manner of presentation in the Overview and 
Supplemental Financial and Management Information sections of the 
financial statement package are materially consistent with the information 
in the Statement of Financial Position, and (5) assess control risk relative to 
the policies and procedures designed to provide reasonable assurance that 
FAA is achieving its internal accounting and administrative control 
objectives regarding the existence and completeness assertions for 
performance measures. 

In March 1996, DOT requested a waiver from specific requirements of OMB 
Bulletin 94-01 regarding preparation of the Statement of Cash Flows and the 
Statement of Budgetary Resources and Actual Expenses. OMB approved the 
waiver and FAA did not prepare these two statements. 
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The financial statement audit process is intended to foster a collegial and 
cooperative working relationship between auditors and accounting personnel, 
and this was accomplished during the audit. Using the results of the audit 
fieldwork, FAA accounting personnel significantly enhanced the precision 
and comprehensiveness of the information reported in the Fiscal Year 
(FY) 1996 FAA Financial Statement. The resulting modifications 
incorporated into the final version of the financial statement include 
$8.2 billion in line item adjustments and $4.2 billion in line item 
reclassifications. We calculated the amounts for the line item adjustments 
and reclassifications using the value of only one side of each accounting 
adjustment, i.e., either debit or credit. 

This report presents our disclaimer of opinion on the FAA Statement of 
Financial Position as of September 30, 1996. Since we disclaimed an opinion 
on the Statement of Financial Position, we were unable to accomplish our 
fourth objective stated above. In addition, we are including our reports on 
internal control structure and compliance with laws and regulations. 

OPINION ON FINANCIAL STATEMENT 

In accordance with the Chief Financial Officers (CFO) Act of 1990, as 
amended by the Government Management Reform Act of 1994, the OIG 
audited the FAA Statement of Financial Position as of September 30, 1996. 
The Statement of Financial Position is the responsibility of FAA. The OIG's 
responsibility is to express an opinion on the financial statement based on 
the audit. 

The auditing standards under which we conducted our work require us to 
plan and perform the audit to obtain reasonable assurance whether the 
Statement of Financial Position is free of material misstatements. Our audit 
included examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statement. Our audit also included assessing the 
accounting principles used and significant estimates made by management, 
as well as evaluating the overall financial statement presentation. Our audit 
was limited to the Statement of Financial Position due to our disclaimer of 
opinion on the FY 1995 Statement of Financial Position. 

As required by OMB Bulletin 94-01, Note 1 to the Financial Statement 
describes the accounting policies used by FAA to prepare the financial 
statement. Those policies represent a comprehensive basis of accounting 
other than Generally Accepted Accounting Principles. 
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In our view, the audit work we performed provides a reasonable basis for our 
disclaimer of opinion. We were unable to validate Operating Materials and 
Supplies and Property and Equipment reported on the Statement of 
Financial Position at a total of $9.3 billion (representing 51 percent of FAA’s 
total assets) due to inadequacies in supporting documentation and 
unreconciled discrepancies between general ledger balances maintained in 
the Departmental Accounting and Financial Information System (DAFIS) 
and FAA’s subsidiary records. In addition, equipment purchase transactions 
were inappropriately expensed and should have been capitalized, causing 
assets to be understated and expenses to be overstated by at least 
$325 million. Furthermore, FAA did not have adequate controls in place to 
(a) ensure consistency between financial statements and budgetary reports in 
reporting budget execution results and (b) prevent recording of invalid 
liabilities. 

A disclaimer of opinion is appropriate when the auditor has not performed an 
audit sufficient in scope to form an opinion on the financial statements. A 
disclaimer of opinion states the auditor does not express an opinion on the 
financial statements. Accordingly, as a result of the documentation and 
capitalization problems noted above, the scope of our work was not sufficient 
to enable us to express, and we do not express, an opinion on the Statement 
of Financial Position as of September 30, 1996. 

CONSISTENCY OF OTHER INFORMATION 

Our disclaimer of opinion on the Statement of Financial Position as of 
September 30, 1996, prevented us from accomplishing our fourth audit 
objective. We were unable to assess whether the information in the Overview 
and Supplemental Financial and Management Information sections of the 
financial statement package was materially consistent with the Statement of 
Financial Position. 

REPORT ON INTERNAL CONTROL STRUCTURE 

OMB guidance for implementing the audit provisions of the CFO Act 
requires the auditors to assess the reporting entity's internal control 
structure. FAA management is responsible for establishing and maintaining 
an internal control structure. In fulfilling this responsibility, estimates and 
judgments by management are required to assess the expected benefits and 
related costs of internal control mechanisms, policies, and procedures. The 
objectives of an internal control structure are to provide management with 
reasonable, but not absolute, assurance that (1) transactions are properly 
recorded and accounted for, to permit the preparation of reliable financial 
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reports in accordance with applicable accounting policies; (2) funds, property, 
and other assets are safeguarded against unauthorized use, loss, or 
disposition; (3) transactions are executed in compliance with laws and 
regulations; and (4) data supporting reported performance measures are 
properly recorded. 

In planning our financial statement audit, we considered the internal control 
structure of FAA to identify appropriate auditing procedures for the purposes 
of expressing an opinion on the Statement of Financial Position and 
determining whether the internal control structure met the FAA internal 
control objectives. However, the intent of our internal control review was not 
to provide an opinion on FAA’s overall system of internal controls. 

The work we performed included obtaining an understanding of the 
significant internal control policies and procedures and assessing the level of 
control risk relevant to all significant activity cycles, classes of transactions, 
and/or account balances. For those significant internal control policies and 
procedures found to be properly designed and placed in operation, we 
performed sufficient tests to assess more fully whether the controls were 
effective and working as designed. 

Some FAA internal controls are dependent on automated information 
systems processing. An independent contractor evaluated the effectiveness of 
the general controls of the financial systems at the Transportation 
Administrative Service Center Computer Center in Washington, D.C., 
Electronic Data Systems Corporation’s computer facility located in Plano, 
Texas, FAA Headquarters Offices in Washington, D.C., and FAA’s Mike 
Monroney Aeronautical Center in Oklahoma City, Oklahoma. The 
contractor’s evaluation included (a) environmental security software controls, 
(b) operating system integrity controls, (c) physical security controls, 
(d) operating system change controls and maintenance, (e) reliability-
availability-stability controls, and (f) enterprise-wide security. In addition, 
another independent contractor conducted a penetration evaluation of the 
effectiveness of network security controls over access to financial systems 
within the Integrated Telecommunications Network Environment in the 
Department of Transportation. The Department’s Report to the President 
and Congress for FY 1996 under the Federal Managers’ Financial Integrity 
Act reported a new material weakness relating to the lack of security controls 
over access to the Department’s Intermodal Data Network. 

In addition, we reviewed application controls in DAFIS and selected feeder 
systems.  This evaluation included obtaining an understanding of the 
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significant internal control policies and procedures and assessing the 
adequacy of preventive, detective, and corrective controls over the input, 
processing, and output of authorized financial data reported to, and 
processed by, DAFIS and selected feeder systems.  The feeder systems 
affecting the FY 1996 FAA Financial Statement were the Consolidated 
Uniform Payroll System, the Electronic Clearing House Operating System, 
and the DAFIS Online Transaction System. The review of application 
controls identified a material weakness in the completion of system change 
requests and a material nonconformance in the use of general ledger 
adjustments, which will be reported to the Secretary in the report on the 
FY 1996 Departmentwide Financial Statement Audit. 

Our internal control testing identified eight deficiencies which we concluded 
should be considered "reportable conditions" under standards established by 
the General Accounting Office (GAO), the American Institute of Certified 
Public Accountants, and OMB Bulletin 93-06. Reportable conditions are 
matters coming to our attention involving significant deficiencies in the 
design or operation of the internal control structure which, in our judgment, 
could adversely affect the entity's ability to ensure the objectives of the 
internal control structure are being achieved. Furthermore, we concluded six 
of the eight deficiencies should also be considered “material weaknesses” 
under the standards referenced above. A material weakness is a reportable 
condition where the design or operation of one or more specific internal 
control mechanisms does not reduce to a relatively low level the risk of 
material errors or irregularities occurring and not being detected within a 
reasonable time by employees in the normal course of performing their 
assigned functions. However, the deficiencies do not meet the criteria under 
the Federal Managers' Financial Integrity Act for reporting to the President 
and Congress. 

Our consideration of FAA’s internal control structure would not necessarily 
identify all matters which should be considered reportable conditions. 
Accordingly, the eight deficiencies described below do not necessarily 
constitute all reportable conditions, including material weaknesses, 
associated with the FAA internal control structure. 
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MATERIAL WEAKNESSES 

A. Operating Materials and Supplies 

Operating materials and supplies reported at $432 million were not 
adequately supported and could not be substantiated through audit 
testing. This occurred because physical inventories were not 
performed, adequate subsidiary records were not maintained, and the 
general ledger was not reconciled to subsidiary records. As a result, 
we were unable to validate the amount of operating materials and 
supplies on hand as of September 30, 1996. 

Discussion 

The Statement of Federal Financial Accounting Standard (SFFAS) 
Number 3, “Accounting for Inventory and Related Property,” defines 
operating materials and supplies as “. . . tangible personal property to 
be consumed in normal operations. . . .” The standard requires 
operating materials and supplies to be valued on the basis of historical 
costs. SFFAS Number 3 further requires excess, obsolete, and 
unserviceable operating materials and supplies to be disclosed either 
as part of the operating materials and supplies line item on the face of 
the financial statements with separate disclosure in footnotes or shown 
as a separate line item on the face of the financial statement. 

The FAA Logistics Center in Oklahoma City, Oklahoma, is the central 
storage facility for operating materials and supplies. The Logistics 
Center uses an automated inventory management system called the 
Logistics and Inventory System (LIS) for operating materials and 
supplies. The LIS is FAA’s subsidiary record to the general ledger for 
operating materials and supplies account balances stored at the 
Logistics Center. In addition to operating materials and supplies 
stored at the Logistics Center, FAA has operating materials and 
supplies (field spares) located at approximately 34,000 sites 
throughout the United States. Field spares are not under the control 
of the Logistics Center. 

Until January 3, 1996, the Logistics Center followed physical 
inventory procedures established in FAA Order 4633.1 which generally 
required periodic physical counts of inventory on a cyclical basis, 
assuring that all items are reviewed every 3 years. On 
January 3, 1996, the Logistics Center implemented the physical 
inventory requirements in Process Guide (PG) 4650.19. The revised 
physical inventory guide reduced the number of physical inventory 
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counts by permitting the use of statistical sampling. On 
December 2, 1996, the Department’s CFO issued policy guidance on 
Inventory and Related Property which stated “Periodic physical counts 
of inventory and related materials should be performed on a cyclical 
basis, assuring all items are reviewed at least every three years.”  FAA 
Order 4250.9B, “Field Material Management and Control,” requires 
annual inventory of controlled National Airspace System (NAS) spare 
parts and provides the criteria for defining NAS controlled spare parts. 
FAA Order 4250.9B also requires a biennial review of stocked items to 
determine whether any items should be deleted from stock. 

Physical Inventories 

FAA has not performed required physical inventories of operating 
materials and supplies at the Logistics Center and field facilities. 
Also, FAA physical inventory procedures do not require that all items 
be inventoried within a 3-year period as provided in Departmental 
inventory policy guidance. Finally, FAA has not implemented 
recommendations to address material weaknesses in physical 
inventory procedures identified in a prior OIG audit report. 

FAA waived the physical inventory requirements included in FAA 
Order 4633.1 for FYs 1991, 1992, and 1993 because of implementation 
of the LIS and the transition to an automated warehouse. However, in 
October 1993, in support of our FY 1993 financial statement audit, the 
Logistic Center began counting all Facilities and Equipment (F&E) 
items. For FYs 1994 and 1995, FAA continued to count F&E items, 
but excluded common line items from the physical inventory counts. 
For these fiscal years, FAA counted less than 5 percent of the total line 
items. In FY 1996, the scope of physical inventories expanded to 
include common line items. A total of 4,249 line items were 
inventoried representing 7 percent of the total line items and 
36 percent of the total recorded value. As a result, for FYs 1994 
through 1996, FAA failed to meet the 3-year cycle for completing a 
physical inventory of Logistics Center operating materials and 
supplies. 

We performed a physical inventory of operating materials and supplies 
at the Logistics Center using statistical sampling techniques. The 
results of the statistical sample showed, at a 95 percent confidence 
level, that 20.2 percent of the line items in the LIS have incorrect 
on-hand balances. In our opinion, this error rate exceeds the level 
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needed to provide reasonable assurance of the accuracy of the 
quantities recorded in the LIS. 

FAA is not performing annual physical inventories of field spares 
located at an estimated 34,000 sites throughout the United States. 
FAA Order 4250.9B requires an annual inventory of controlled NAS 
spare parts. We visited the William J. Hughes Technical Center in 
Atlantic City, New Jersey, and 17 field sites within 3 FAA regions and 
found only 2 sites had completed a physical inventory since the initial 
inventory was completed in 1993. FAA provided information showing 
only 26 percent of the field spares were inventoried nationwide during 
FY 1996, further substantiating the lack of annual physical 
inventories. We performed limited physical inventories at the 18 sites 
and concluded the LIS did not provide an accurate accounting for field 
spares on hand. We found a 27 percent error rate on the 394 items we 
inventoried. 

Also, FAA physical inventory procedures described in PG 4650.19 are 
not consistent with DOT policy guidance. DOT policy guidance on 
inventory and related property issued on December 2, 1996, states 
“Periodic physical counts of inventory and related materials should be 
performed on a cyclical basis, assuring that all items are reviewed at 
least every three years.”  FAA physical inventory procedures in 
PG 4650.19 provide statistical sampling on an annual basis, a 2-year 
basis or a 3-year basis depending on the category of items (i.e. 
Facilities and Equipment, Exchange and Repair, and Expendable). 
The process guide also states inventory of expendable items (under 
$500 unit price) with an annual demand dollar value less than $500 
are to be performed as “scheduled inventory.”1  In addition, there are 
an estimated 13,500 line items stocked at the Logistics Center which 
are not subject to physical inventory. These items are categorized as 
“direct ship” items. 

Finally, FAA has not fully implemented recommendations made to 
correct weaknesses found in Logistics Center physical inventory 
procedures. In November 1993, we observed the physical inventory 
process and identified significant issues associated with inventory 

1A scheduled inventory is defined as an inventory requested by an inventory 
management specialist when an expendable item under $500 unit price with an annual 
demand dollar value less than $500 reaches the insurance stock level, zero quantity on hand 
or a refusal is received. In October 1996, these items represented an estimated 35,000 line 
items valued at about $50 million. 
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procedures and reported the area as a material weakness in Report 
No. AD-FA-5-005, “Supplementary Report on Internal Control Systems 
and Compliance Related to the Airport & Airway Trust Fund Portion 
of FAA’s FY 1993 Financial Statement.” We followed up on these 
recommendations and found limited action had been taken on physical 
inventory recommendations made in this report. 

In the report, we expressed concern for extensive recounts and 
adjustments, lack of separation of duties among counters, and 
unlimited “third count” updates. We continue to have concern with 
these issues as a result of our 1996 monitoring of physical inventories 
at the Logistics Center and additional followup action we took to 
determine the FAA’s efforts on the five recommendations made in the 
1995 report. 

The new physical inventory procedures, implemented in January 1996, 
were not revised to limit the number of counts taken to three and did 
not require the posting of adjustments to the subsidiary record upon 
completion of the third count. We also determined inventories taken 
on three lots (a group/division of line items to be inventoried) in 
FY 1996 took between 2 and 6 months. The new procedures do not 
specify a reasonable period for making physical counts and posting 
adjustments nor minimize the use of transaction tapes used to account 
for receipts and issues during inventory counts. We also observed a 
continued problem with separation of duties as counters had access to 
recorded inventory balances. FAA has not modified the subsidiary 
ledger to permit no more than three counts before a final count is 
recorded and proper accounting adjustments are made. 

Subsidiary Records 

FAA did not maintain adequate subsidiary records to identify all 
operating materials and supplies at historical cost. We found 
48.4 percent of the Logistics Center items sampled did not have any 
documentation (purchase order, invoice, contract) to support unit 
prices recorded in the LIS. Using prices recorded in the LIS we 
project, at a 95 percent confidence level, that $286.3 million of the 
$591.6 million2 recorded in the LIS is unsupported. Our analysis of 

2For financial statement purposes, FAA devalued the $591.6 million to $432 million 
primarily to account for operating materials and supplies in need of repair. 
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the 181 unsupported sample line items showed the last receipt date 
recorded in LIS for 158 line items (87 percent) was October 1988. The 
October 1988 date was used for all items with last receipt date prior to 
October 1988. 

In conjunction with substantive testing for price support, we identified 
other internal control issues which further question the $591.6 million 
recorded in LIS as of September 30, 1996. These issues include: 

• 	 Price support documentation did not match LIS prices. In 
addition to the 48.4 percent of the line items sampled that did 
not have price support, we projected another 24.4 percent of the 
line items did not have pricing support that matched the unit 
prices in LIS. 

• 	 FAA inventory managers can override and set their own line 
item unit prices. As part of the Logistics Center quarterly price 
review, standard unit prices are mechanically reviewed and 
validated based on receipt transactions of the previous quarter. 
The inventory managers may, based on their review of the 
transactions, find the price change unjustifiable and override a 
price change. 

• 	 The Logistics Center used purchase orders to determine unit 
price instead of the invoice price. The use of purchase orders to 
compute unit prices does not reflect historical cost as defined in 
SFFAS Number 3. According to the standard, historical cost is 
to include all purchase and production costs incurred to bring 
the items to their current condition and location. 

• 	 FAA used various methods to price items which may not 
represent the actual cost of the item. For example, the 
methodology used to recompute standard costs for exchange and 
repair items that can no longer be purchased and are repaired 
by FAA for other Government agencies does not limit the 
standard cost to the repair cost (materials, labor, and overhead) 
of the item plus the cost of the core of the item. The pricing 
methodology in some cases increased unit prices over 
400 percent. An FAA Logistics Center representative stated 
that the increased unit prices were used as an incentive for 
other Government agencies to return the cores to FAA. 

• 	 FAA did not provide documentation showing items sampled at 
the Logistics Center were screened for excess, obsolete, or 
unserviceable items. For example, 77 of 181 unsupported line 
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items in our sample had no demand history. FAA received 51 of 
the 77 line items prior to October 1988. The 51 line items 
totaled $3.8 million or about 15 percent of the value of our 
sample. We also identified during our field spares testing an 
exchange and repair item with a unit price of $33,705, which 
according to the item manager, is part of a system being 
decommissioned. The item manager further explained that only 
two of these systems remain active. However, the Logistics 
Center had an on-hand quantity of 106 of the exchange and 
repair items totaling $3.6 million as of September 30, 1996. In 
our opinion, some of the 106 items have the potential to be 
excess to FAA needs and should be devalued and placed in the 
disposal process. According to FAA Order 4250.9B, when a 
stocked recurring item fails to have sufficient usage after 4 
successive years, the item is to be removed from stock and 
disposed and managed as a nonstocked item. 

FAA could not rely on subsidiary records to report an amount for field 
spares on the September 30, 1996, Statement of Financial Position. 
Operating materials and supplies located at FAA field sites could be a 
material amount. The subsidiary record for field spares at 
September 30, 1996, showed a field spares balance of $245.3 million.3 

However, the LIS does not provide full financial disclosure of the cost 
of field spares. The LIS is an automated system used by the Logistics 
Center to manage items for which supply support responsibility has 
been assigned, arranged, and/or accepted by the Logistics Center. The 
LIS does not include the cost of field spares which are not supported by 
the Logistics Center nor is it used as a perpetual inventory for field 
spares. Field spares not supported by the Logistics Center are 
generally procured through FAA Headquarters, FAA regional offices, 
or contractors. LIS also does not include consumable items procured 
through the Logistics Center if the unit cost is less than $1,000 and it 
is not considered critical. As a result, the amount of field spares may 
be understated. 

Unreconciled Balances 

3In note 8 to the financial statement, FAA acknowledges that previously the OIG 
had contended that expensing field spares as issued by the Logistics Center may result in an 
understatement of operating materials and supplies. FAA also states that items shipped to 
regional sites may also include components of work in process or completed property and 
equipment. 
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The September 30, 1996, general ledger account balances for operating 
materials and supplies held at the Logistics Center were $35 million 
less than the balance recorded in LIS. The $35 million pertained to 
the difference between the general ledger account balances maintained 
for general operations, aircraft parts, and facility components and the 
balances recorded in LIS. FAA did not reconcile the general ledger 
and subsidiary records to account for the differences. 

Recommendations 

We recommend that FAA: 

1. 	Perform a one-time wall-to-wall physical inventory of Logistics 
Center operating materials and supplies. 

2. 	Perform an annual physical inventory of field spares as required by 
FAA Order 4250.9B. Before initiating the physical inventory, 
develop a plan which details the procedures to be used and provide 
the plans to the OIG for review and comment. 

3. 	Revise Process Guide 4650.19 to comply with DOT policy guidance 
on Inventory and Related Property requiring physical counts on all 
items at least every 3 years. 

4. 	Implement physical inventory recommendations made in our 
supplementary report (AD-FA-5-005) to FAA’s FY 1993 financial 
statement. 

5. 	Record line item unit prices at historical cost and maintain invoices 
or other documentation to support price changes. 

6. 	Identify excess, obsolete, and unserviceable items in Logistics 
Center and field inventories and promptly initiate disposal action. 

7. 	Establish subsidiary records to account for operating materials and 
supplies (field spares) and ensure the recorded balances are 
disclosed in the Statement of Financial Position in compliance with 
reporting requirements in SFFAS Number 3. 

8. 	Reconcile general ledger account balances to subsidiary records and 
ensure an adequate audit trail is maintained supporting the 
reconciled balances. 

Management Response 
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FAA concurred with the finding and recommendations. During 
FY 1997, FAA will perform a wall-to-wall physical inventory of 
Logistics Center operating materials and supplies representing 
90 percent of the inventory value and 36 percent of the line items 
stored at the Logistics Center. The inventory will include a review for 
excess, obsolete, and unserviceable items. In addition, FAA is 
preparing a plan to perform a physical inventory of field spares, 
focusing primarily on high dollar value items and secondly on item 
count, as a means of establishing a baseline for future field spares 
inventories. 

FAA will incorporate Departmental policy guidance in FAA Order 
4633.1 to require all items be physically counted every 3 years. FAA 
Order 4633.1 also will be revised to include actions recommended in 
OIG Report No. AD-FA-5-005. The Logistics Center subsidiary records 
for operating materials and supplies will be modified to capture 
historical cost until a system is built to interface with DAFIS. FAA 
will rely on physical inventory results to account for operating 
materials and supplies stored at field locations, eliminating the need 
to establish subsidiary (perpetual) records for field spares. FAA will 
complete reconciliation of the general ledger balances to subsidiary 
records and adjust accounts by May 31, 1997. 

Audit Comments 

Actions planned by FAA meet the intent of our recommendations. 
However, we caution FAA on their decision not to establish perpetual 
records to account for field spares, but instead rely on annual physical 
inventories to determine yearend field spares balances. Since field 
spares could represent a significant portion of the total operating 
materials and supplies on hand, it will be crucial for the physical 
inventories to be completed accurately and at yearend. 

B. Capitalization of Equipment Purchase Costs 

FAA expensed equipment purchase costs for major system acquisitions 
which should have been capitalized. This occurred because procedures 
had not been implemented to ensure the proper classification and 
accounting of cost elements associated with equipment purchases. 
Also, key personnel involved in the acquisition and billing processes 
had not been trained on the proper procedures for expensing and 
capitalizing equipment purchase costs. As a result, Property and 
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Equipment on the Statement of Financial Position was understated by 
at least $325 million, with a corresponding overstatement of Operating 
Expenses on the Statement of Operations. 

Discussion 

SFFAS Number 6, “Accounting for Property, Plant, & Equipment,” 
requires all costs incurred to bring property, plant, and equipment to a 
form and location suitable for its intended use to be capitalized rather 
than expensed. This standard defines property, plant, and equipment 
as a tangible asset with an estimated useful life of 2 years or more, not 
intended for sale in the ordinary course of operations, and acquired or 
constructed with the intention of being used. 

FAA Order 2700.31, “Uniform Accounting System Operations 
Manual,” requires all property, plant and equipment including land, 
structures and facilities, equipment, and related improvements that 
have a service life of 2 years or greater and an initial unit or item cost 
of $5,000 or more to be capitalized. Equipment costs not meeting this 
criteria should be expensed. The proper accounting of equipment 
purchases will become especially critical if user fees are established as 
an alternative source of funding for future FAA operations. 

Our audit of the FY 1993 FAA Financial Statement reported $3 million 
in equipment purchase costs should have been capitalized but were 
instead expensed. In response to our audit, FAA agreed to train 
accounting personnel by March 1997 on the procedures for 
capitalizing/expensing equipment purchases. Similarly, our audits of 
FYs 1994 and 1995 FAA Financial Statements reported that FAA had 
expensed the full costs of acquiring major assets, rather than 
capitalizing the appropriate portions of those costs. 

FAA hired a contractor to study their policy and procedures for 
capitalizing and expensing equipment purchases. The contractor 
concluded FAA improperly accounted for equipment purchase costs 
because (a) F&E procurement requests and contracts included contract 
line items with both capital and expense costs, and (b) inappropriate 
object class codes were included in accounting information. In 
September 1996, the contractor prepared draft operating procedures to 
address problems in capitalizing equipment purchases in FAA 
Headquarters. The draft procedures provide detailed guidance on 
structuring the procurement request and contract and processing 
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billing documents for payment to ensure equipment purchase costs 
were properly classified as either a capital asset or an expense. 

FAA equipment is purchased primarily with F&E funding. During 
FYs 1995 and 1996, FAA charged $1.9 billion and $2.6 billion of F&E 
transactions to Operating Expenses on the Statement of Operations. 
An estimated $1.6 billion of the FY 1996 transactions represented 
payments to contractors under FAA contracts and reimbursements and 
advance payments to other Government agencies for equipment 
purchases. 

We reviewed 137 purchases for equipment and related services 
totaling $473 million during FY 1996. We found that FAA expensed at 
least $325 million which should have been capitalized. 

Equipment Purchases Under FAA Contracts 

We reviewed a total of 104 contractor invoices totaling $314 million 
and found FAA expensed equipment costs on 96 invoices totaling 
$173 million which should have been capitalized.  Eight invoices 
represented progress payments based on a percentage of contract 
completion. Progress payments should be charged to an advance 
payment account and reversed out when the items are delivered and 
services are completed. Three invoices represented common 
development costs under a technical support contract. Technical 
support costs incurred prior to completion of a project (installation of 
equipment) should be capitalized. We determined that the project had 
not been completed. The remaining 85 invoices represented contractor 
billings identified by contract line item. We reviewed the contract line 
item descriptions and concluded the costs charged to the expense 
account represented equipment purchase costs as well as costs 
incurred in bringing the equipment to a form suitable for its intended 
use. Therefore, these costs should have been capitalized. In addition, 
the accounting information for 95 of the 96 invoices cited an incorrect 
object class code. 

Equipment Purchases Under Other Government Agency Contracts 

We reviewed 33 billings totaling $159 million to reimburse or make 
advance payments for major system equipment costs under 
interagency agreements. We found FAA expensed equipment costs 
totaling $152 million on 31 billings which should have been 
capitalized. The other agencies agreed to provide FAA with project 
management, equipment design, equipment, site surveys, equipment 
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installation, training development, and spares. These costs clearly 
met the definition of costs to include in capitalizing equipment 
purchases. The accounting information for 11 of the 31 payments 
properly cited a capital object class code, but the 11 payments were 
still charged to the general ledger operating expense account. The 
other 20 payments were charged to the operating expense account 
because an expense object class code was inappropriately used in 
processing the payment. 

Contractor’s Recommendations 

The contractor’s recommendations included (a) posting all progress 
payments in an advance payment account and reversing the entry 
when the final payment is made, (b) creating a project cost system to 
accumulate common development costs, and (c) using only capital 
object class codes in the accounting citation for the contract line items 
to be capitalized. The contractor also recommended FAA revise 
Order 2700.31 to clearly identify which elements of F&E contract costs 
should be capitalized and which should be expensed. However, the 
contractor’s recommendations did not specifically address procedures 
for processing payments under interagency agreements to ensure 
equipment costs were charged to the appropriate general ledger 
account. In addition, the operating procedures developed by the 
contractor had not been finalized, and key FAA personnel had not 
been trained on these new procedures. 
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Recommendations 

We recommend that FAA: 

1.	 Finalize and implement the contractor’s recommendations on 
classifying and accounting for progress payments, common project 
costs, and contract line item numbers on FAA F&E contracts. 

2.	 Include equipment purchased under interagency agreements in the 
procedures implemented under Recommendation 1. 

3.	 Ensure that all key personnel receive training on the contractor’s 
procedures for capitalizing equipment purchases. 

4.	 Implement procedures to ensure purchase orders and contracts are 
structured to clearly identify and distinguish property and 
equipment, common costs, operating materials and supplies, field 
spares, and expenses. These procedures should also address 
purchases with contracts managed by other Government agencies 
through interagency agreements. 

5.	 Review F&E transactions charged to Operating Expenses (about 
$4.5 billion) on the Statements of Operations for 
FYs 1995 and 1996 and capitalize the appropriate portion of the 
equipment purchase costs. 

Management Response 

FAA did not agree that at least $325 million should have been 
capitalized. FAA contends the amount is significantly less and states 
that only $14,626,885 of a total $172,637,026 in equipment purchases 
under FAA contracts was in fact misclassified. Therefore, FAA 
recommends the finding be considered a reportable condition and not a 
material weakness. 

FAA agreed that equipment purchase costs were expensed which 
should have been capitalized and concurred with the first four 
recommendations. FAA is in the process of completing a corrective 
action plan to implement recommendations contained in the 
contractor’s report. Corrective action on these recommendations are 
scheduled for completion by September 30, 1997. 

FAA nonconcurs with Recommendation 5 to review F&E transactions 
charged to Operating Expenses for FYs 1995 and 1996 and capitalize 
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the appropriate portion of the equipment purchase costs. FAA 
contends the resource expenditure required to complete this 
recommendation cannot be justified. 

Audit Comments 

We reaffirm our position that equipment purchase costs totaling at 
least $325 million were incorrectly expensed. As previously stated, 
most F&E funds are used to purchase equipment and FAA charged 
$2.6 billion in F&E transactions to Program or Operating Expenses on 
the Statement of Operations for the period ended September 30, 1996. 
We reviewed transactions totaling $473 million and concluded at least 
$325 million (69 percent) should have been capitalized. 

Audit materiality for the FY 1996 FAA Financial Statement is 
$100 million. FAA contends that approximately $158 million out of 
the $325 million we cite was not improperly charged to operating 
expenses. This leaves a balance of $167 million. This amount is in 
excess of the audit materiality amount. Therefore, we stand by our 
conclusion that FAA has a material weakness. 

We recognize that Recommendation 5 is difficult to implement. 
Therefore, we are requesting that FAA identify alternative approaches 
to determine the appropriate amount of transactions initially charged 
to expense that need to be adjusted and properly capitalized. 

C. Property and Equipment 

Real and personal property reported at $5.14 billion were not 
adequately supported and could not be substantiated through audit 
testing. This occurred primarily because subsidiary records were 
inaccurate, record reconciliations were not done, and adequate 
documentation was not maintained to support the subsidiary records. 
As a result, we were unable to validate the amount of property and 
equipment reported as of September 30, 1996. In addition, this finding 
also impacts the amount reported by FAA for invested capital on its 
Statement of Financial Position. 
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Discussion 

The CFO Act of 1990 along with OMB Circular A-127, “Financial 
Management Systems,” require agencies to develop and maintain 
financial management systems that provide complete, reliable, 
consistent, and timely information. This requirement is further 
emphasized in Statement of Federal Financial Accounting Concepts 
Number 1, “Objectives of Federal Financial Reporting.” SFFAS 
Number 6, “Accounting for Property, Plant, and Equipment,” requires 
that all property, plant, and equipment be recorded at cost. Cost is 
defined as all expenses associated with bringing property, plant, and 
equipment to a form and location suitable for its intended use. 

FAA Order 2700.31, Section 2, Paragraph 187 states, “Property records 
must agree with financial accountability records maintained by the 
accounting offices.”  Furthermore, the order requires (a) the official 
property report to be reconciled quarterly to the general ledger 
accounts, (b) systematic physical inventories be conducted by regional 
offices, and (c) accounting managers to certify that the dollar amount 
applicable to owned real property agrees with the real property 
account balances reflected on the post-closing general ledger trial 
balance as of September 30. By following these requirements, FAA 
can better maintain the integrity of financial reporting and increase its 
ability to detect and correct errors or irregularities in a timely fashion. 

The majority of FAA’s personal property is acquired with funds from 
the F&E appropriation. FAA Order 4650.7A, "Management of NAS 
F&E Project Materiel," prescribes policy and assigns responsibilities 
for the management of NAS F&E projects. Regional F&E project 
materiel managers are responsible for closing NAS F&E projects, 
normally within 150 days from the date of final completion. They 
determine property that should be transferred to the Personal 
Property In-Use Management System (PPIMS) as personal property or 
Real Property Record system as real property, and other materiel that 
should be expensed. Project materiel managers also provide 
responsible personnel with a copy of the project closeout package for 
inclusion in the facility's Facility Reference Data File, and send the 
capitalization package to the accounting office to initiate financial 
capitalization efforts. 

The reported amount on the FAA financial statement for the period 
ended September 30, 1996, for the line item “Property and Equipment” 
is $8.8 billion. This line item is primarily composed of $1.98 billion for 
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real property, $3.16 billion for personal property, and $3.3 billion for 
work in process. 

FAA Real Property 

Real property subsidiary records contained errors and omissions 
which, based upon the results of our statistical sample, indicate the 
value of real property recorded in the subsidiary records is materially 
overstated. The errors and omissions included unrecorded property 
dispositions and improperly valued items. In addition, 4 of 11 FAA 
reporting units had not reconciled the DAFIS general ledger real 
property account balance to the subsidiary property records. We 
attribute these conditions to the lack of controls and adequate 
resources to assure that subsidiary records are complete and accurate 
and FAA not fully implementing previously agreed upon OIG 
recommendations concerning reconciliation procedures. 

To determine the accuracy of the subsidiary records supporting real 
property general ledger account balances, we selected a statistical 
sample of 277 real property items recorded at $599,878,117 to perform 
detailed tests. These tests were designed to determine whether each of 
the 277 property items selected actually existed, was owned by FAA, 
and was properly valued. To determine the completeness of the 
subsidiary records, we performed additional tests at the field sites 
selected to determine whether real property was properly recorded and 
valued. 

From the statistical sample, we found seven property items that 
should have been removed from the property records because they had 
been disposed, destroyed, or physically removed from the site. Also, 
available documentation did not support the value assigned to four 
items in the subsidiary records. Based on the results of our statistical 
sample we were able to project, with 95 percent confidence, that the 
value of real property recorded in the subsidiary records is overstated 
by about $198 million. This overstatement represents the difference 
between $1.891 billion from FAA’s real property subsidiary records 
and our statistically projected best estimate of $1.693 billion. 

Further, at sites visited, we identified 32 items of real property valued 
at $11.9 million that were not included in the subsidiary records. We 
also found an additional 42 property items valued at $1.2 million not 
included in our statistical sample that should have been removed from 
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the property records. At the Aeronautical Center, $6.4 million of 
leasehold improvements are not included in the property records or 
supported by adequate documentation. 

To ensure the accuracy of property records, FAA procedures include 
performing timely physical inventories. Properly implemented, these 
procedures should have disclosed the types of problems we observed 
and permitted timely adjustment of the subsidiary real property 
records. However, FAA has not assigned a sufficiently high priority to 
real property accountability to assure a proper level of accountability. 

FAA’s failure to reconcile the DAFIS general ledger to the subsidiary 
records has been reported as a material control weakness in OIG audit 
reports since FY 1994. In response, FAA agreed to complete a 
reconciliation of the general ledger and subsidiary records. FAA 
advised the OIG before the start of this year’s audit that the agreed 
upon reconciliation would be completed. At 7 of 11 property reporting 
units, we found that the general ledger had been reconciled to the 
subsidiary records. At the remaining four locations, a reconciliation 
had not been performed and the cumulative variance at the end of 
FY 1996 totaled $82.1 million. In addition, we found FAA’s Southern 
Region had not recorded any transactions in the subsidiary property 
record system since FY 1994. 

Although FAA has made progress towards completing the 
reconciliation process, all units should routinely complete this effort to 
ensure the integrity of the real property accounting process. FAA 
personnel cited resource restrictions and higher priority work 
assignments as the primary reasons for not completing the 
reconciliation between DAFIS and the subsidiary records. 

FAA Personal Property 

Although PPIMS generally supported the balance recorded in the 
general ledger account, FAA did not maintain documentation to 
identify and support the cost of personal property reflected in PPIMS. 
These problems occurred because F&E Project Materiel Managers 
coded a significant percentage of property and equipment as “rolled-up 
facility equipment,” and supporting documentation to identify the 
equipment and support the recorded amount was not routinely 
obtained or retained. 
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PPIMS maintains two distinct personal property files. First, all 
itemized property and associated components considered to be “facility 
equipment” are rolled up to the facility level.4  Therefore, PPIMS only 
maintains the cumulative value of facility equipment (including 
installation charges). All other property is recorded on an individual 
line item accountable basis. Only $535 million of the $2.87 billion 
reported in PPIMS as of September 30, 1996, (19 percent) represented 
line item accountable property. The remaining amount was rolled-up 
facility equipment ($1.82 billion) and installation charges 
($502 million). Project closeout files, to be maintained in the Facility 
Reference Data File, should identify and support the value of rolled-up 
facility equipment and installation charges. 

We performed substantive testing at one location in eight FAA regions 
with a recorded amount of rolled-up facility equipment and 
installation charges of $189.9 million. We were testing to determine 
existence, value, and ownership of the property. At all eight locations, 
property and equipment represented as rolled-up facility equipment 
and installation charges could not be completely identified. 
Documentation to support the value of the facility equipment was not 
available at either the site or at the regional office. 

For example, at the Leesburg ARTCC there were 16 “Facility Types” 
reflected in PPIMS with a value of $25 million. None of the 16 Facility 
Reference Data Files contained documentation to identify the property 
and equipment. When documentation was available elsewhere, it was 
often incomplete or inaccurate. For example, Logistics Division 
personnel in Eastern Region were able to provide us with 
documentation to support one facility type--the Traffic Management 
Unit at Leesburg. While PPIMS reflected $193,204 of facility 
equipment, the supporting documentation identified only $192,191 
with the majority involving three computer workstations valued at 
$162,214. When we were unable to locate the workstations, Leesburg 
personnel provided us with an FAA Form 4650-12 “Materiel 
Requisition/Issue/Receipt” showing that the workstations were 
replaced in 1994. 

An FAA contractor hired in FY 1996 reported PPIMS records do not 
contain details of facility equipment and concluded “Future 

4A facility is generally a specific location and may be further defined as an 
organizational component and/or system at that location. For example, at the Leesburg Air 
Route Traffic Control Center, the host computer was identified as a facility. 
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identification of specific assets and system components will be almost 
impossible without automated details of installed equipment. A lack of 
automated records will inhibit any future efforts to record depreciation 
expense on fixed assets.”  The contractor made a number of 
recommendations to improve FAA’s property system to meet its 
accounting needs. For example, the contractor recommended: 

• 	 PPIMS should be modified to record individual F&E systems 
separately and totally at their historical costs. These detailed 
records should be kept on PPMIS for as long as the facility is 
operational. 

• 	 FAA should adopt the use of a centralized catalogue system for 
in-use property cataloguing throughout the FAA. A central 
catalogue would result in a single National Stock Number 
(NSN) for any one item in the FAA’s in-use property records, 
thus consolidating the multiple NSNs currently in use for the 
same equipment. 

We concluded regional F&E Project Materiel Managers were not 
providing the documentation specified in FAA Order 4650.7A. Until 
adequate supporting documentation is available to identify and 
support the value of personal property, the OIG will not be able to 
evaluate FAA’s assertions concerning existence, valuation and 
ownership. We agree with the contractor’s recommendations. 
Recording major items of facility equipment as line item accountable 
equipment in PPIMS would facilitate identification of the property and 
equipment reported as facility equipment. 

The deficiencies identified relating to the accuracy and completeness of 
subsidiary records, the statistically projected overstatement and the 
reconciliation problems constitute a material internal control 
weakness. Therefore, we conclude the property and equipment 
portion of the Statement of Financial Position does not fairly present 
the FAA’s financial condition at September 30, 1996. 
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Invested Capital 

The deficiencies previously described in accounting for FAA’s Real and 
Personal Property and Operating Materials and Supplies have 
adversely impacted the accurate accounting of the Invested Capital 
line of the Net Position section. OMB Bulletin 94-01 defines Invested 
Capital as the net investment of the Government in the reporting 
entity, including the acquisition costs of capitalized fixed assets. 
Therefore, the Invested Capital line of the Net Position section of the 
Statement of Financial Position should agree with the total reported 
for Property and Equipment and Operating Materials and Supplies. 
However, FAA’s Statement of Financial Position as of 
September 30, 1996, reported Property and Equipment and Operating 
Materials and Supplies at a total of $9.3 billion, while the Invested 
Capital line of the Net Position section was reported at $11.2 billion, or 
a $1.9 billion difference. 

Recommendations 

We recommend that FAA: 

1. 	Conduct a physical inventory of all real property and adjust the 
subsidiary records and DAFIS accordingly. 

2. 	Comply with FAA Order 2700.31 for the reconciliation of DAFIS 
real property accounts to the subsidiary records at each reporting 
unit. 

3. 	Ensure subsidiary records are adjusted timely when real property 
is acquired, disposed, destroyed, or physically removed from the 
site. 

4. 	Implement the contractor’s recommendations associated with 
PPIMS. 

5. 	Require Regional F&E Project Materiel Managers to furnish 
documentation necessary to adequately identify and support the 
value of personal property. 

6. 	Notify all organizational components of the need to retain 
supporting documentation associated with personal property 
recorded in PPIMS and include it in the Facility Reference Data 
File. 
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7. 	Discontinue the practice of recording readily identifiable property 
and equipment (e.g., items with serial numbers) as facility 
equipment in PPIMS. 

Management Response 

FAA concurred with five recommendations and partially concurred 
with two recommendations. For real property, the Office of 
Acquisitions is implementing the Real Estate Management System to 
replace the Real Property Record system. FAA will develop a detailed 
plan for conducting an inventory of real property within 60 days after 
the issuance of the final audit report. Regional accounting records will 
be adjusted as the physical inventory is completed at each site. The 
Office of Financial Services will develop an automated process to 
reconcile DAFIS real property accounts with subsidiary records. 
Procedures will be developed to timely adjust records when real 
property is acquired, disposed, or physically removed. 

In regard to personal property, FAA will stress to all organizations the 
importance of maintaining the Facility Reference Data File as well as 
the need to include closeout packages in the file. FAA proposed not to 
modify the old system but to add a historical file to the Regional 
Project Materiel Management System to ensure a complete audit trail 
for financial management purposes. All corrective actions are 
scheduled to be completed by September 30, 1997. 

Audit Comments 

Actions planned by FAA meet the intent of our recommendations. We 
will work with FAA in developing a detailed action plan for conducting 
an inventory of real property. We stress the importance of recording 
readily identifiable property and equipment as line item accountable 
personal property. 

D. Work-In-Process (WIP) Account 

FAA did not have adequate documentation to support the $2.7 billion 
balance reflected in the WIP general ledger account. FAA used a 
DAFIS-generated report designed to provide financial information on 
job orders as the subsidiary ledger for the WIP account. The DAFIS 
report was not adequate documentation. Additionally, FAA has not 
been able to reconcile the WIP general ledger account with the DAFIS 
report. Therefore, we were unable to perform appropriate audit tests 
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or apply other auditing techniques to evaluate FAA’s assertions 
concerning the existence, value, and ownership of property and 
equipment in the WIP account. We have previously reported this 
problem as a material internal control weakness in audits of the FAA’s 
FYs 1993, 1994, and 1995 financial statements. 

Discussion 

The CFO Act of 1990 and OMB Circular A-127 require agencies to 
develop and maintain financial management systems that provide 
complete, reliable, consistent, and timely information. This 
requirement is further emphasized in Statement of Federal Financial 
Accounting Concepts Number 1, “Objectives of Federal Financial 
Reporting.” 

FAA uses a job order system featuring a five-digit job order number 
assigned by regional personnel to control F&E job orders funded by 
F&E appropriations. An F&E project can include multiple F&E job 
orders. As costs are incurred for each job order, DAFIS captures the 
costs and accumulates them by type (labor, travel, material, overhead, 
and other costs) and asset category (land, buildings, other 
construction, facility equipment, or other equipment) and expenses. 
FAA regional personnel rely on a DAFIS-produced report, the 32-9F, 
“Report of Completed Job Orders, Work-in-Process, Accrued Cost, and 
Related Data by Status by Job Order Number (fiscal year, sequential 
number and system) by Asset,” for financial management of the job 
orders. Except for expenses, all costs for F&E job orders are posted to 
the WIP general ledger account. After a job order is completed, costs 
associated with that job order are transferred to the appropriate asset 
account and in some instances may be expensed. 

Our report on the audit of FAA’s FY 1993 financial statement disclosed 
that the 32-9F report reflected a balance of $3.3 billion compared to 
the WIP account balance of $1.9 billion reported on the Statement of 
Financial Position. This large discrepancy existed in part because the 
32-9F report (a) captures costs which are expensed and therefore are 
not posted to the WIP account and (b) contains cost information 
associated with completed job orders which have been transferred out 
of the WIP account. After excluding costs associated with expenses 
and completed job orders, FAA personnel were able to reduce the 
initial discrepancy of $1.4 billion to $387 million. However, FAA 
personnel could not determine the reasons the 32-9F report contained 
$387 million more than the WIP account. 
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During FYs 1994 and 1995, FAA personnel were not able to reconcile 
the 32-9F report with the WIP account because of resource constraints 
and complexity of the process. The inability of DAFIS to produce 
adequate supporting documentation constituted a material internal 
control weakness and adversely affected the OIG’s ability to render an 
opinion on FAA’s FYs 1994 and 1995 financial statements. 

In FY 1996, FAA initiated actions to (a) refine the procedures for 
reconciling the 32-9F report with the WIP account, (b) develop an 
automated process to assist regional personnel with the reconciliation 
process, and (c) have a contractor perform a comprehensive review of 
FAA’s policies, procedures, and practices associated with the WIP 
account. 

During FY 1996, FAA Headquarters developed an automated process 
to facilitate the reconciliation process. The Southwest Region took the 
lead in trying to complete the reconciliation of the 32-9F report with 
the WIP account. As of July 31, 1996, the WIP account in Southwest 
Region reflected a balance of $503.5 million compared to a balance of 
$709.6 million in the 32-9F report, a difference of $206.1 million. The 
automated process identified expenses and rolled-up job orders 
totaling $118.6 million. In addition, the reconciliation program 
identified costs for "capitalized" projects (i.e., costs transferred out of 
the WIP account), reimbursable job orders which are not posted to 
WIP, and labor costs not yet charged to a specific job order (a total of 
$121.8 million). After considering these factors, the 32-9F report 
reflected a revised total of $469.2 million or $34.3 million less than the 
WIP account. Southwest Region personnel analyzed the $34.3 million 
and further reduced the difference to $12.3 million. They concluded 
the remaining difference of $12.3 million was attributed to DAFIS 
conversion problems. We agreed with the analysis and conclusion 
reached by Southwest Region personnel. 

FAA Headquarters personnel used the automated process to analyze 
data in the 32-9F report for all nine regional offices. For August 1996, 
the 32-9F report had a balance of $4.4 billion compared to a balance of 
$3.3 billion in the WIP account. The balance in the August 1996 32-9F 
report, after using the automated process, was $2.78 billion or 
$520 million less than the WIP account. FAA Headquarters personnel 
also used the automated process to do the same analysis for 
September, October, and November 1996. The results of the analysis 
showed essentially the same result, that the 32-9F report reflected a 
balance which was over $500 million less than the WIP account. As 
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reflected above, FAA’s 4-month review of output from the automated 
process showed the fluctuation of the balances has stabilized. FAA 
Headquarters personnel concluded the large discrepancy occurred as a 
result of DAFIS yearend job order rollup and closeout processes. 

FAA’s contractor reviewed policies, procedures, and practices 
associated with the WIP account and issued a draft report on 
October 15, 1996. The contractor reported that regional offices were 
not reconciling the WIP account with the 32-9F report because it was a 
labor-intensive manual process hampered by a shortage of accounting 
personnel and compounded by a large number of active job orders. 
The contractor further reported the WIP account contained 
unsubstantiated balances which occurred from the 1983 conversion 
from the Uniform Accounting System to DAFIS. The contractor 
recommended: 

• 	 Automating the reconciliation of the cumulative total of a 
region’s 32-9F report with the WIP account. 

• Performing the reconciliation on a quarterly basis. 

• 	 Researching, identifying, and eliminating differences carried 
forward from the 1983 conversion to DAFIS. 

The lack of adequate documentation to support FAA’s WIP account has 
been a long-standing problem. This occurred because the 32-9F report 
was designed to provide financial information on total costs associated 
with all F&E projects. The 32-9F report was not designed to serve as a 
subsidiary ledger for the WIP account. Since we first reported this 
problem in our audit of the FY 1993 financial statement, FAA has not 
demonstrated that the 32-9F report can provide adequate support for 
the WIP account. Until FAA can reconcile the 32-9F report with the 
WIP account, the OIG’s ability to render an opinion on FAA’s financial 
statement will be hampered. Due to the complexity and the labor 
intensive process of reconciling, FAA may need to explore alternatives 
for providing adequate support for the WIP account. 
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Recommendations 

We recommend that FAA: 

1. Implement the recommendations to improve the WIP process 
contained in the contractor’s draft report. 

2. 	Determine if the 32-9F report can be reconciled with the WIP 
account. If not, FAA should seek an alternative, such as, using 
DAFIS transactions posted to the WIP account to create a separate 
subsidiary ledger database. 

Management Response 

FAA concurred with the finding and recommendations. FAA is 
completing a corrective action plan to implement the recommendations 
in the contractor’s report. The corrective action plan will include 
establishing a baseline, developing policies and procedures, enhancing 
the automated reconciliation process implemented in August 1996, 
capitalizing and closing job order numbers with expiring 
appropriations, and establishing oversight and performance metrics. 
By the end of FY 1997, to correct the WIP deficiencies, FAA will either 
create a separate subsidiary ledger database, prepare a DAFIS system 
change request to create a separate subsidiary ledger database, or 
develop a 32-9F subsidiary ledger database external to DAFIS. 

Audit Comments 

Actions planned by FAA meet the intent of our recommendations. 
However, we would appreciate being advised on the status of FAA’s 
implementation of the contractor’s recommendations and the 
alternative chosen as the subsidiary ledger database. 

E. Budget and Financial Statement Report Reconciliation 

FAA did not have adequate controls in place to (a) ensure consistency 
of Unexpended Appropriations reported on financial statements and 
related budgetary reports and (b) resolve discrepancies in key 
budgetary accounts. These discrepancies occurred because of the lack 
of a requirement to reconcile the budget execution results between 
budgetary and financial reports. As a result, the Unexpended 
Appropriation reported on the financial statement as of 
September 30, 1996, was $1.874 billion less than the unobligated 
authority and undelivered orders reported to OMB on the “Report on 
Budget Execution (SF-133).” 
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Discrepancy

Amount

----------------- ---------------- ----------------

Discussion 

The goal stated in both the CFO Act and OMB Circular A-127 is for 
agencies to develop and maintain financial management systems 
which provide complete, reliable, consistent, and timely information 
for management decisionmaking. OMB Bulletin 94-01 and its 
replacement 97-01, “Form and Content of Agency Financial 
Statements,” require Unexpended Appropriations to represent 
undelivered orders and unobligated authority for the reporting entity’s 
appropriation accounts. The OMB also requires agencies to report 
these balances on the SF-133 report based on general ledger accounts. 
As shown below, we found the “gross”5 Unexpended Appropriation 
reported on the draft financial statement was $1.874 billion less than 
the unobligated authority and undelivered orders reported to OMB on 
the SF-133 for September 30, 1996. 

(Dollars in Thousands) 

SF-133 

Balance 

Unobligated Authority $859,386 

Undelivered Orders $4,712,056 

Gross Unexpended Appropriation $5,571,442 

F/S


Balance


($3,173,125)


*$6,870,613


$3,697,488


$4,032,511 

($2,158,557) 

$1,873,954 

* Adjusted to include $1.8 billion of Future Funding Requirement for Grants obligation in excess 
of liquidating authority. 

According to FAA management, balances reported on the SF-133 were 
closely monitored by accounting, budget, and program staff throughout 
the year. Therefore, FAA proposed to replace the Unexpended 
Appropriation balances on the draft financial statement with SF-133 

5In compliance with Departmental guidance, FAA did not include the 
unobligated authority and all undelivered orders for the Airport 
Improvement Program in the Unexpended Appropriations line item for 
financial statement reporting. The portion of the obligations in excess of 
liquidating authority was reported as “Liabilities Not Covered by Budgetary 
Resources.”  The unobligated authority was included in note disclosure only. 
Therefore, all these balances had to be combined to form the “gross” 
Unexpended Appropriations which was then compared to the balances 
reported on SF-133 for unobligated authority and undelivered orders. 
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Discrepancy

Amount

--------- --------- ---------

--------- --------- ---------

balances. While this adjustment would eliminate reporting a negative 
amount for unobligated authority in the financial statement, there is 
no assurance the adjusted balances would be accurate until the 
discrepancies are fully resolved. 

We further verified whether both reported balances were supported by 
corresponding general ledger account balances--i.e., draft financial 
statement balances supported by proprietary accounts and SF-133 
balances supported by budgetary accounts. Management made a 
significant amount of manual adjustments to the proprietary accounts 
for financial statement reporting. We concluded these adjustments 
were valid. The adjustments were primarily made to remove previous 
years’ unfunded grant authority. In the budgetary accounts, however, 
we found abnormal balances (e.g., negative amount of unobligated 
authority for unexpired appropriations) and material discrepancies 
from what was reported to OMB on the SF-133 (see below). 

(Dollars in Thousands) 

Unexpired Authority 

Expired Authority 

Unobligated Authority 

Undelivered Orders 

Gross Unexpended Appropriation 

SF-133 

Balance 

N/A 

N/A 

$859,386 

$4,712,056 

$5,571,442 

G/L


Balance


($1,108,205)


$9,952,553


$8,844,348 

$5,228,354 

$14,072,702 

N/A 

N/A 

($7,984,962) 

($516,298) 

($8,501,260) 

These discrepancies occurred because of the lack of a requirement to 
reconcile the budget execution results between budgetary reports and 
financial reports. FAA management advised us that they are aware of 
the existence of incorrect balances in the budgetary accounts (e.g., the 
$9.9 billion unobligated authority recorded in expired appropriations) 
and the need to examine the processing used to record fund authority 
and usage transactions in DAFIS. However, they have not been able 
to allocate the resources needed to resolve the discrepancies. 

Until these material discrepancies are resolved and corrective actions 
taken, management does not have adequate controls in place to ensure 
accurate accounting for budget execution results to OMB. Correcting 
this control deficiency is critical to the success of future financial 
statement audits because OMB is placing more emphasis on 
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Unexpended Appropriation. Currently, Federal agencies are required 
to report Unexpended Appropriation and four other net position line 
items on the financial statement. Under OMB Bulletin No. 97-01, 
effective FY 1998, the other four line items will be combined into one. 
Meanwhile, Unexpended Appropriation stays intact and will have to 
be reconciled to unobligated authority and undelivered orders. 

Recommendations 

We recommend that FAA: 

1.	 Revise the processing used to record fund authority and usage 
transactions in DAFIS. 

2.	 Establish procedures to ensure budget execution results reported 
on the monthly SF-133 are reconciled to both budgetary and 
proprietary account balances recorded in DAFIS. 

3. Correct general ledger account balances in DAFIS for unobligated 
authority and undelivered orders. 

4.	 Submit a revised SF-133 report, if needed, as a result of the 
reconciliation. 

Management Response 

FAA concurred with the finding and recommendations. The internal 
coordination processes for the SF-133 reports were reviewed and 
informal procedures were developed on March 10, 1997, to improve the 
preparation and submission of the reports. The general ledger 
balances for the proprietary and budgetary accounts for all FAA 
appropriations are currently being analyzed to determine amounts and 
causes of any imbalances. All adjustments will be completed to ensure 
the proper presentation of the FY 1997 financial statements. Not later 
than July 1, 1997, new procedures will be issued for the monthly 
reconciliation of unexpended appropriations with the SF-133 
budgetary accounts, changes to the SF-133 process, and reconciliation 
of yearend reports. The regional accounting offices were instructed on 
March 6, 1997, to reconcile obligations with airports offices to ensure 
the budgetary data in DAFIS are accurate. All adjustments identified 
will be entered in DAFIS prior to preparation of the monthly SF-133s. 
Revised SF-133s will be submitted if necessary. 

Audit Comments 
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Actions taken and planned by FAA meet the intent of our 
recommendations. However, we would appreciate being apprised of 
the results of the analysis of general ledger balances for the 
proprietary and budgetary accounts, including the amounts and causes 
of any imbalances, and any adjustments entered in DAFIS. 

F. Accounts Payable Liabilities 

About 50 percent of FAA’s accounts payable liabilities included in the 
DAFIS subsidiary ledger file were not valid. This occurred because 
FAA (a) did not reduce the accounts payable liabilities when progress 
payments were made and (b) prematurely recorded accounts payable 
liabilities before goods and services were received. As a result, FAA 
overstated accounts payable and understated unexpended 
appropriation balances on the draft Statement of Financial Position by 
approximately $293 million. FAA subsequently adjusted the financial 
statement to correct the account balances. 

Discussion 

SFFAS Number 1, “Accounting for Selected Assets and Liabilities,” 
requires agencies to recognize accounts payable liabilities only for 
“. . .goods and services received from, progress in contract performance 
made by, and rents due to other entities.”  Appendix A of this standard 
clearly distinguishes between recording obligations for budget 
purposes and recognizing a liability for financial accounting purposes. 
Under the standard, accounts payable liabilities are to be reduced by 
the amount of progress payments. 

As of September 30, 1996, FAA had 83,755 accounts payable totaling 
$543 million in one of the key DAFIS subsidiary ledger files--the Open 
Document File (ODF). We selected a statistical sample of 217 valued 
at $243 million or 45 percent of the accounts payable recorded in ODF 
for testing and found $107.5 million were not properly recorded. 
However, we did not find any instances where this improper recording 
of accounts payable resulted in improper payments to vendors or other 
entities. Based on our sample results, we project with 95 percent 
confidence that FAA overstated its account payable liability by 
$293 million (plus or minus $43 million) on the draft Statement of 
Financial Position. 
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These accounts payable liabilities were improperly recorded for two 
reasons. First, FAA was not reducing the accounts payable balance by 
the amount of its progress payments. Of the $107.5 million of 
improperly recorded accounts payables included in our sample, 
$100 million resulted from the processing of progress payments made 
by FAA. According to FAA accounting personnel, they were using the 
transaction codes provided in the DAFIS User Guide to process 
progress payments. These transaction codes effectively recorded the 
accounts payable liability but did not reduce it when FAA made 
progress payments. Therefore, the full liability remained on the 
accounting records. When FAA accounting personnel discovered this 
processing error in 1996, they informed Oklahoma City DAFIS 
personnel. However, DAFIS personnel were not able to implement a 
new procedure using different transaction codes to properly process 
progress payments until after yearend. 

Second, contrary to SFFAS Number 1, FAA was recording an accounts 
payable liability when only an obligation should have been recorded 
for budgetary purposes because goods and services had not been 
received. Of the $107.5 million of improperly recorded accounts 
payable included in our sample, $7.5 million resulted from this 
practice. The $7.5 million consists of $7 million in miscellaneous 
procurements and $.5 million in Permanent Change of Station (PCS) 
moves. This practice has been used for years because of the emphasis 
placed on budgetary accounting versus proprietary accounting in the 
Federal Government. FAA’s accounting staff had not been adequately 
trained to differentiate between the recording of an obligation for 
budget purposes and recording a liability for financial accounting 
purposes. FAA’s Headquarters staff was responsible for about $4.7 of 
the $7.5 million of improperly recorded accounts payable and the 
regional staffs were responsible for the remaining amount. Based on 
FAA’s review of Headquarters records, FAA agreed the $4.5 million 
related to miscellaneous procurements were invalid and also requested 
the regions to conduct a similar review. 

During the audit, FAA officials initiated aggressive corrective action to 
resolve these two areas. FAA accelerated its examination of 
procurement records and progress payments to purify the accounts 
payable liabilities included in the ODF. FAA reduced the accounts 
payable by $293 million and increased unexpended appropriations by 
$293 million on the financial statement. 
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We commend FAA on these aggressive corrective actions. However, 
problems of this nature would have been detected and corrected more 
timely if FAA had procedures and controls to better monitor its 
accounts payables. This monitoring can best be achieved through the 
production of management exception reports. For example, FAA does 
not currently require the periodic preparation and review of an aging 
accounts payable report. If such a report were prepared and reviewed, 
many of the problems associated with the recording of accounts 
payable would have been identified by FAA. 

Recommendations 

We recommend that FAA: 

1. 	Continue its research of procurement records and progress 
payments and adjust the ODF records accordingly. 

2. 	Provide detailed written instructions to accounting staff concerning 
the proper recording of accounts payable liabilities with emphasis 
on the receipt of goods and services. 

3. 	Establish procedures and controls to better monitor the validity of 
accounts payables recorded in DAFIS such as the development and 
use of an aging report. 

Management Response 

FAA concurred with one recommendation and partially concurred with 
two recommendations. FAA personnel researched the 147 invalid 
items identified during the audit and concluded 56 items totaling 
$96.5 million have been deobligated or otherwise resolved subsequent 
to September 30, 1996, and 5 additional items totaling $5.3 million 
will be reversed. With respect to the progress payments totaling 
$96.3 million, FAA Headquarters identified the problems associated 
with the DAFIS transaction code early in 1996 and initiated a change 
in the transaction and financial activity codes associated with progress 
payments. Unfortunately, the changes were not effected until after 
the close of FY 1996. FAA considers PCS transactions as liabilities 
because the occurrence of a liability is eminent and is a material 
amount. By April 30, 1997, FAA will seek a DOT-wide policy on the 
proper accounting treatment of PCS transactions. By May 15, 1997, 
FAA will submit a DAFIS change request for the development of an 
on-line exception file on aged accounts payable documents. 
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Audit Comments 

The actions taken and planned by FAA meet the intent of our 
recommendations. 

REPORTABLE CONDITIONS 

G. Yearend Accrued Liabilities 

FAA has not established adequate procedures to accrue total liabilities 
for goods and services received at yearend. This occurred because 
FAA’s new accrual procedure disregarded goods and services that had 
not been invoiced. As a result, FAA understated the Accounts Payable 
and overstated Unexpended Appropriation line items in the draft 
Statement of Financial Position by approximately $163 million. FAA 
subsequently adjusted the financial statement to include the 
$163 million. 

Discussion 

SFFAS Number 1 requires agencies to recognize a liability for the 
unpaid amount of the goods to which agencies have accepted title. If 
invoices for those goods are not available when financial statements 
are prepared, the amounts owed should be estimated. 

During the audit of the FY 1996 Financial Statements, FAA 
Headquarters accounting office implemented a new procedure to 
recognize a liability for the unpaid amount of goods and services 
recorded in Headquarters Invoice Tracking System. By using this 
procedure, FAA recorded $133 million of yearend accrued liabilities in 
the DAFIS Open Document File before yearend closing. This 
significantly improved the accuracy of FAA’s financial statement 
reporting. However, our test for unrecorded liabilities indicated this 
process should be expanded to include an estimate for “uninvoiced” 
deliveries, as required by SFFAS Number 1. 

Our test for unrecorded liabilities included disbursements of 
$937 million made in October and November 1996. We selected a 
statistical sample of $280 million of payments made during this time 
by FAA regions, two centers, and Headquarters Offices. We found 
$70 million of sampled payments were for uninvoiced goods/services 
delivered in FY 1996 but were not included in the $133 million accrual 
recorded by Headquarters. Based on these results, we project with 
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95 percent confidence that $296 million (plus or minus $63 million) of 
estimated liabilities and expenses should have been accrued by FAA 
for financial statement reporting. As a result, FAA understated the 
Accounts Payable and overstated Unexpended Appropriations line 
items by about $163 million ($296 million projected less $133 million 
already accrued by FAA) on the draft financial statements. FAA 
subsequently adjusted the financial statement to include the 
$163 million. 

This occurred because FAA’s new procedure was limited to using only 
unpaid invoices recorded in the Invoice Tracking System at yearend to 
develop the estimated accrual. This procedure failed to consider goods 
and services received but had not yet been invoiced. By not estimating 
for the uninvoiced services received, only part of the liability is being 
accrued. 

Recommendation 

We recommend FAA revise its procedures to include in the accrued 
liabilities amount an estimate for goods and services received but not 
invoiced by yearend. 

Management Response 

FAA concurred with the finding and recommendation. FAA will revise 
procedures to estimate the value of goods and services received for 
which no invoices have been rendered at fiscal yearend. Accounting 
offices will review October and November transactions to make a prior 
year projection of uninvoiced goods and services received. This will be 
implemented for FY 1997. 

Audit Comments 

Actions planned by FAA satisfy our recommendation and the 
recommendation is consider resolved. 

H. Capital Leases and Leasehold Improvements 

FAA did not adequately identify and account for capital leases and 
leasehold improvements and alterations. This occurred because FAA 
did not (a) issue procedures for identifying and accounting for capital 
leases or (b) implement the existing requirement for capitalizing 
leasehold improvements and alterations. As a result, assets under 
capital lease reported at $103.9 million may have been understated 
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and expenses may have been overstated by an unknown amount on 
the FY 1996 FAA Financial Statement. 

Discussion 

OMB Bulletin Number 94-01 and SFFAS Number 6 define capital 
leases as leases that transfer substantially all the benefits and risks of 
ownership to the lessee. A lease should be classified as a capital lease 
if, at its inception, one or more of the following four criteria is met. 

• 	 The lease transfers ownership of the property to the 
lessee by the end of the lease term. 

• 	 The lease contains an option to purchase the leased 
property at a bargain price. 

• 	 The lease term is equal to or greater than 75 percent of 
the estimated economic life of the leased property. 

• 	 The present value of rental and other minimum lease 
payments, excluding that portion of the payments 
representing executory cost, equals or exceeds 90 percent 
of the fair value of the leased property. 

FAA Order 2700.31, Paragraph 103, requires the costs of 
improvements to be capitalized as leasehold improvements when 
(a) the estimated useful life is longer than a year and (b) the 
improvements are made to leased properties, or to properties occupied 
by FAA and owned by another Government agency. 

In our Supplementary Report of Internal Control Systems and 
Compliance Related to the Airport & Airway Trust Fund Portion of 
FAA’s FY 1993 Financial Statement (Report No. AD-FA-5-005), we 
found capital leases may have been inappropriately expensed. We 
recommended FAA (a) promptly advise all FAA accounting personnel 
of the criteria and procedures for capitalizing leases and (b) revise 
FAA Order 2700.31 to properly distinguish between capital and 
operating leases. FAA management agreed to advise accounting 
offices of the distinction between capital and operating leases and 
issue guidance on capitalizing leases by May 1995. In addition, FAA 
agreed to revise FAA Order 2700.31 by September 1995. 

Capital Leases 
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We reviewed a total of 65 operating leases at FAA’s Eastern Region, 
Central Region, and the Mike Monroney Aeronautical Center. We 
found 22 of 65 operating leases potentially met the criteria to be 
reported as capital leases. The 22 potential capital leases represented 
annual payments totaling $4,111,886. We were unable to determine 
whether the 22 leases were capital leases because the files did not 
include the estimated economic life or the fair value of the properties 
at the inception of the lease as required by SFFAS Number 6. If any of 
the 22 operating leases are capital leases, then assets and liabilities 
reported on the FY 1996 FAA Financial Statement will be understated 
and will not accurately reflect FAA’s capital lease commitments. 

In June 1995, FAA Headquarters issued a guidance memorandum to 
its field offices in response to our prior audit recommendations. In the 
memorandum, FAA identified the criteria for distinguishing capital 
leases from operating leases and stipulated that FAA Order 2700.31 
would be updated to include this criteria. However, we found a revised 
order was never issued. Instead, we were informed by FAA officials 
that a contractor had been hired to complete the revision by 
September 1997. The contractor will include the criteria to distinguish 
between capital and operating leases and will also develop new 
procedures for reporting and accounting for capital leases. 

Leasehold Improvements and Alterations 

We found 7 of the 65 operating leases reviewed had a total of $597,969 
in leasehold improvements and alterations that were not capitalized. 
We interviewed personnel in the Eastern and Central Regions and 
found FAA Order 2700.31 was not being followed. According to the 
regional officials, they were not aware of the capitalization 
requirement in the order. As a result, the proper capitalization of 
leasehold improvements and alterations was not possible, and FAA’s 
operating expenses in their FY 1996 Financial Statement were 
overstated. 

Actions Needed 

Although FAA had promised to issue procedures on capitalizing leases 
by May 1995, we found procedures had not been issued and the 
identification of capital leases continued to be a problem. We also 
found leasehold improvements and alterations were not being 
capitalized properly. FAA should improve its identification, 
accounting for, and reporting of, capital leases as well as the 
capitalization of leasehold improvements and alterations. This will 
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ensure future financial statements more accurately reflect FAA’s 
assets, liabilities, and expenses. 

Recommendations 

We recommend that FAA: 

1.	 Promptly revise FAA Order 2700.31 to include procedures for 
identifying, accounting for, and reporting capital leases. 

2.	 Determine fair value and economic life (at the time of inception) for 
the 22 potential capital leases included in our sample. 

3.	 Determine if any existing leases should be classified as capital 
leases. 

4.	 Develop a plan to ensure all future leases are properly evaluated 
and classified as either a capital lease or an operating lease at their 
inception. 

5.	 Implement the existing requirement to ensure leasehold 
improvements and alterations are properly capitalized. 

Management Response 

FAA concurred with the finding and recommendations. FAA will 
revise FAA Order 2700.31. The regions will be instructed to document 
fair value and economic life for the 22 potential capital leases 
identified by the audit. Guidance will be provided to all regional real 
estate offices to ensure the proper identification of capital leases. The 
requirements of OMB Circulars A-11 and A-94 will be reinforced and 
any additional guidance needed will be provided. Additional guidance 
will be issued to reinforce the requirements for the capitalization of 
leasehold improvements. All corrective actions are scheduled to be 
completed by September 30, 1997. 

Audit Comments 

The actions taken and planned by FAA meet the intent of our 
recommendations. However, we are clarifying the scope of 
Recommendation 3 to determine if any leases, in addition to the 22 we 
identified, should be classified as capital leases. 

REPORT ON COMPLIANCE WITH LAWS AND REGULATIONS 
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OMB guidance for implementing the audit provisions of the CFO Act, as 
amended by the Government Management Reform Act, requires auditors to 
assess the reporting entity's compliance with applicable laws and 
regulations. Compliance with laws and regulations is the responsibility of 
FAA. 

In order to obtain reasonable assurance on whether the FAA Statement of 
Financial Position is free of material misstatements, we tested compliance 
with the laws and regulations directly affecting the financial statement and 
certain other laws and regulations designated by OMB. Our objective was 
not to provide an opinion on overall compliance with these provisions. 

Material instances of noncompliance are failures to follow requirements or 
violations of prohibitions contained in laws or regulations which cause us to 
conclude that the aggregation of the misstatements resulting from those 
failures or violations is material to the principal statements or the sensitivity 
of the matters would cause them to be perceived as significant by others. 

We evaluated the existence and completeness assertions for the information 
presented in the Draft 1996 FAA Annual Report, and the consistency of this 
information with FAA’s implementation efforts under the Government 
Performance and Results Act (GPRA). We concluded the information in 
Chapters 1 (Overview), 2 (Mission Performance Indicators), and 3 (FY 1996 
Financial Highlights) of the Draft 1996 FAA Annual Report was not 
presented as performance measures, as described by the OMB Form and 
Content Bulletins, and was not consistent with FAA’s GPRA implementation 
efforts. 

FAA recognizes the need to integrate the GPRA performance measures into 
their annual report and will do so once the measures are refined and 
supported by auditable and verifiable data. We will work with FAA to 
ensure their performance measures accomplish the objectives of the GPRA. 
Therefore, we are not making any recommendations regarding the 
information presented as performance measures in the FY 1996 FAA 
Financial Statement at this time. 

In addition, except for the noncompliances discussed in the Report on 
Internal Control Structure section of this report, FAA complied, in all 
material respects, with the provisions of the laws and regulations directly 
affecting the Statement of Financial Position as of September 30, 1996. 
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PRIOR AUDIT COVERAGE 

The OIG issued audit reports on the FAA Financial Statements for FYs 1992, 
1993, 1994, and 1995. The FYs 1992 and 1993 audits were limited to the 
Airport and Airway Trust Fund portion of the FAA Financial Statements. 
The FYs 1994 and 1995 audits included all FAA funding and activities, but 
were limited to the Statements of Financial Position. 

The FY 1992 audit report included 25 recommendations, all of which are 
considered resolved. However, efforts still are in process to complete actions 
on 12 recommendations. These recommendations concern processing fund 
usage transactions for commercial payments and reimbursable agreements, 
reconciliation of the Purchases-in-Transit account at yearend, and posting of 
prior year fund usage in the current year. Three of the recommendations 
involve changes to the DAFIS system. 

The FY 1993 audit report included 44 recommendations, all of which are 
considered resolved. However, efforts are still in process to complete actions 
on 23 recommendations. These recommendations include capitalization of 
assets, posting F&E transactions to the Purchases-in-Transit account, 
physical inventory procedures, and reconciliations of the Work-in-Process 
account. Additional information regarding the open recommendations is 
included in the Report on Internal Control Structure section of this report. 

The FYs 1994 and 1995 audit reports did not include any recommendations. 
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SECTION II

FINANCIAL STATEMENTS




MANAGEMENT REPORT OF THE CHIEF FINANCIAL OFFICER 

FY 1996 was a year of numerous financial challenges for the FAA. Most notably was the 
December 31, 1995, expiration of FAA’s authority to collect aviation excise taxes. This lapse of 
taxing authority significantly impacted the viability of the Airport and Airway Trust Fund, 
causing a reduction in the Trust Fund principal of approximately $3 billion. 

Financial reform initiatives are currently underway to enable the FAA to become more business 
like and self sufficient. FAA was authorized to collect $75 million in user fees in FY 1997. 
Such fees will be assessed on foreign overflights through U.S. airspace. Authority to assess 
additional user fees is anticipated in FY 1998. 

The Office of Financial Services is developing and implementing a new national project/job 
order cost accounting system (CAS) using commercial off-the-shelf (COTS) software. This 
system will enable the agency to capture the cost of providing various services to airspace 
system users. In addition, the system will provide managers with a wide range of cost 
information. CAS will receive and process financial and statistical data from the existing core 
departmental accounting and financial, information system and other operational core feeder 

- - systems. The baseline system will be commissioned by September 1997. 

FAA travel policy reform was initiated in FY 1996 in light of reform legislation that removed the 
agency from the requirements of some parts of Title 5. The task force established to review such 
reform developed 22 recommendations which, when fully implemented, will reduce travel costs 
for the FAA by almost $6 million annually. One recommendation, to fully automate the travel 
voucher process using COTS software, will generate $1,8 million in cost avoidance by reducing 
the voucher preparation time and the number of travel voucher examiners. FAA’s Management 
Board has concurred with the 22 recommendations, which must go through the formal union 
bargaining process before final approval. 

FAA has contracted with an independent accounting firm to review, recommend, and assist with 
improving the agency’s accounting processes for the entire capital asset acquisition cycle. The 
results of this review will enable FAA to establish standardized accounting policies and practices 
for capital asset acquisitions. The contract also includes the development of improved 
procedures for conducting physical inventories at the FAA Logistics Center and field facilities. 

The agency’s future challenge is to seek alternative methods of funding. The aviation excise 
taxes will expire on September 30, 1997. This impacts FAA’s ability to rely on the Airport and 
Airway Trust Fund as a source of funding and may impact spending in FY 1998. FAA will work 
with the National Civil Aviation Review Commission to develop a long-term strategy for 
financing the agency. 

Questions regarding this annual report may be directed to the Financial Statements, Analysis, 
and Control Branch, ABA-310, 800 Independence Avenues, S.W., Washington, DC 20591. 

Acting Chief Financial Officer 
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