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The President
The President of the Senate
The Speaker of the House of Representatives

Financial Audit: Fiscal Years 2018 and 2017 Consolidated Financial Statements of the
U.S. Government

This report transmits the results of GAO’s audit of the U.S. government’s fiscal years 2018 and
2017 consolidated financial statements. GAQO’s audit report is incorporated on page 226 in the
enclosed Fiscal Year 2018 Financial Report of the United States Government (2018 Financial
Report) prepared by the Secretary of the Treasury in coordination with the Director of the Office
of Management and Budget (OMB).

To operate as effectively and efficiently as possible, Congress, the administration, and federal
managers must have ready access to reliable and complete financial and performance
information—both for individual federal entities and for the federal government as a whole. Our
report on the U.S. government’s consolidated financial statements for fiscal years 2018 and
2017 underscores that much work remains to improve federal financial management and that
the federal government continues to face an unsustainable long-term fiscal path.

Our audit report on the U.S. government’s consolidated financial statements is enclosed. In
summary, we found the following:

e Certain material weaknesses' in internal control over financial reporting and other limitations
resulted in conditions that prevented us from expressing an opinion on the accrual-based
consolidated financial statements as of and for the fiscal years ended September 30, 2018,
and 2017.2 About 31 percent of the federal government’s reported total assets as of
September 30, 2018, and approximately 17 percent of the federal government’s reported net
cost for fiscal year 2018 relate to significant federal entities that received disclaimers of

1A material weakness is a deficiency, or combination of deficiencies, in internal control over financial reporting, such
that there is a reasonable possibility that a material misstatement of the entity’s financial statements will not be
prevented, or detected and corrected, on a timely basis. A deficiency in internal control exists when the design or
operation of a control does not allow management or employees, in the normal course of performing their assigned
functions, to prevent, or detect and correct, misstatements on a timely basis.

2The accrual-based consolidated financial statements as of and for the fiscal years ended September 30, 2018, and
2017, consist of the (1) Statements of Net Cost, (2) Statements of Operations and Changes in Net Position,

(3) Reconciliations of Net Operating Cost and Budget Deficit, (4) Statements of Changes in Cash Balance from
Budget and Other Activities, and (5) Balance Sheets, including the related notes to these financial statements. Most
revenues are recorded on a modified cash basis.

Page 1 GAO-19-294R U.S. Government’s 2018 and 2017 Consolidated Financial Statements



opinion® on their fiscal year 2018 financial statements or whose fiscal year 2018 financial
information was unaudited.*

e Significant uncertainties (discussed in Note 22 to the consolidated financial statements),
primarily related to the achievement of projected reductions in Medicare cost growth,
prevented us from expressing an opinion on the sustainability financial statements,® which
consist of the 2018 and 2017 Statements of Long-Term Fiscal Projections;® the 2018, 2017,
2016, 2015, and 2014 Statements of Social Insurance;’ and the 2018 and 2017 Statements
of Changes in Social Insurance Amounts. About $37.7 trillion, or 70 percent, of the reported
total present value of future expenditures in excess of future revenue presented in the 2018
Statement of Social Insurance relates to Medicare programs reported in the Department of
Health and Human Services’ 2018 Statement of Social Insurance, which received a
disclaimer of opinion. A material weakness in internal control also prevented us from
expressing an opinion on the 2018 and 2017 Statements of Long-Term Fiscal Projections.

e Material weaknesses resulted in ineffective internal control over financial reporting for fiscal
year 2018.

e Material weaknesses and other scope limitations, discussed above, limited tests of
compliance with selected provisions of applicable laws, regulations, contracts, and grant
agreements for fiscal year 2018.

Overall, significant progress has been made in improving federal financial management since
key federal financial management reforms were enacted in the 1990s. Twenty-two of the 24
Chief Financial Officers Act of 1990 (CFO Act) agencies received unmodified (“clean”) opinions
on their respective entities’ fiscal year 2018 financial statements, up from six CFO Act agencies
that received clean audit opinions for fiscal year 1996.2 In addition, accounting and financial

3A disclaimer of opinion arises when the auditor is unable to obtain sufficient appropriate audit evidence to provide a
basis for an audit opinion and accordingly does not express an opinion on the financial statements.

“The Department of Defense, the Department of Housing and Urban Development, and the Railroad Retirement

Board each received a disclaimer of opinion on their respective fiscal year 2018 financial statements. Also, for fiscal
year 2018, the financial information for Security Assistance Accounts was unaudited.

SThe sustainability financial statements are based on projections of future receipts and spending, while the accrual-

based consolidated financial statements are based on historical information, including the federal government’s
assets, liabilities, revenue, and net cost.

5The 2018 and 2017 Statements of Long-Term Fiscal Projections present, for all the activities of the federal
government, the present value of projected receipts and non-interest spending under current policy without change,
the relationship of these amounts to projected gross domestic product (GDP), and changes in the present value of
projected receipts and non-interest spending from the prior year. These statements also present the fiscal gap, which
is the combination of non-interest spending reductions and receipts increases necessary to hold debt held by the
public as a share of GDP at the end of the projection period to its value at the beginning of the period. The valuation
date for the Statements of Long-Term Fiscal Projections is September 30.

"Statements of Social Insurance are presented for the current year and each of the 4 preceding years as required by

U.S. generally accepted accounting principles. For the Statements of Social Insurance, the valuation date is
January 1 for the Social Security and Medicare programs, October 1 for the Railroad Retirement program (January 1
for 2014 and 2015), and September 30 for the Black Lung program.

8The 22 agencies include the Department of Health and Human Services, which received an unmodified (“clean”)

opinion on all statements except the Statements of Social Insurance and the Statements of Changes in Social
Insurance Amounts.
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reporting standards have continued to evolve to provide greater transparency and accountability
over the federal government’s operations, financial condition, and fiscal outlook.

While the U.S. government's consolidated financial statements provide a high-level summary of
the financial position, financial condition, and operating results for the federal government as a
whole, the annual preparation and audit of individual federal entity financial statements continue
to be critical, among other things, to

¢ provide individual federal entity accountability to Congress and citizens, including
(1) independent assurance, shortly after the end of the fiscal year, of the reliability of
reported financial information and (2) association of program costs with related program
performance and results;

o facilitate reliable, useful, and timely financial management information at the individual
federal entity and program levels for effective management decision-making;

e assess the reliability and effectiveness of systems and related internal controls, including
identifying control deficiencies that could lead to fraud, waste, and abuse; and

e deliver early warnings of emerging financial management issues.

Further, annual audits along with congressional and executive oversight provide significant
incentives for individual federal entities to maintain reliable financial management information
and effective systems and controls.

The preparation and audit of individual federal entities’ financial statements have also identified
numerous deficiencies, leading to corrective actions to strengthen federal entities’ internal
controls, processes, and systems. For instance, the U.S. Department of Agriculture took
corrective actions to address deficiencies identified during its audits that enabled it to obtain an
unmodified audit opinion on its full set of financial statements after 2 years of only receiving an
opinion on its balance sheet. Also, management of the Department of Housing and Urban
Development (HUD) has developed plans to address the multiple material weaknesses
identified by HUD’s Office of Inspector General.

However, since the federal government began preparing consolidated financial statements over
20 years ago, three major impediments have continued to prevent us from rendering an opinion
on the federal government’s accrual-based consolidated financial statements over this period:
(1) serious financial management problems at the Department of Defense (DOD) that have
prevented its financial statements from being auditable, (2) the federal government’s inability to
adequately account for intragovernmental activity and balances between federal entities, and (3)
the federal government’s ineffective process for preparing the consolidated financial statements.

DOD'’s financial management continues to face long-standing issues. Following years of
unsuccessful financial improvement efforts at DOD and consistently being unable to receive an
audit opinion on its financial statements, in 2005, the DOD Comptroller established the Financial
Improvement and Audit Readiness Directorate to develop, manage, and implement a strategic
approach for addressing internal control weaknesses and for achieving auditability, and to
integrate those efforts with other improvement activities, such as the department’s business
systems modernization efforts.
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DOD’s strategy for achieving a clean opinion on its financial statements and improving overall
financial management has shifted from preparing for audit readiness to undergoing financial
statement audits and remediating audit findings. In a positive development, DOD underwent an
audit of its entity-wide fiscal year 2018 financial statements, which resulted in a disclaimer of
opinion issued by the DOD Office of Inspector General (OIG). The disclaimer of opinion was
partially based on the disclaimers of opinion for multiple DOD components, including the Army,
Navy, Air Force, U.S. Marine Corps, Defense Health Program, Defense Logistics Agency, U.S.
Transportation Command, and U.S. Special Operations Command. The DOD OIG also reported
20 material weaknesses in internal control over financial reporting, contributing to its disclaimer
of opinion.

DOD has stated that undergoing financial statement audits is valuable for a number of reasons,
such as audit remediation efforts, improvements in its operations and readiness, and in the
reliability of financial management information used in decision-making. For example, the Army
created an application for storing and analyzing its financial data for audit, which also provided
Army management with information used to determine funding priorities. Also, the Navy
enhanced internal controls over its obligation management process, which resulted in identifying
funds available for important activities, such as over $4 million for ship repair costs. In several
instances, auditors found inaccurate inventory records that could affect readiness. For example,
auditors found that certain Blackhawk helicopter parts included in inventory records were in fact
unavailable or unusable.

DOD has acknowledged that achieving a clean audit opinion will take time. However, it stated
that over the next several years, the resolution of audit findings will serve as an objective
measure of progress toward that goal. DOD will need to develop and effectively monitor
corrective action plans to appropriately address audit findings in a timely manner. DOD recently
developed a centralized database to track the audit findings, recommendations, and related
corrective action plans.

Various efforts are also under way to address the other two major impediments to an audit of
the consolidated financial statements. For example, during fiscal year 2018, the Department of
the Treasury (Treasury) continued to actively work with significant federal entities® to resolve
differences in intragovernmental activity and balances between federal entities through its
quarterly scorecard process.'® This process highlights differences needing the entities’
attention, identifies differences that need to be resolved through a formal dispute resolution
process,'! and reinforces the entities’ responsibilities to resolve intragovernmental differences.
Treasury also made significant progress in developing and implementing procedures to improve
the accounting for and reporting of General Fund of the U.S. Government (General Fund)

SOMB and Treasury have identified 40 federal entities that are significant to the U.S. government’s fiscal year 2018
consolidated financial statements, including the 24 CFO Act agencies. See app. A of the Fiscal Year 2018 Financial
Report of the United States Government for a list of the 40 entities.

OFor each quarter, Treasury produces a scorecard for each significant entity, as well as any other component entity

reporting significant intragovernmental balances or differences, that reports various aspects of the entity’s
intragovernmental differences with its trading partners, including the composition of the differences by trading partner
and category. Pursuant to Treasury guidance, entities are expected to resolve, with their respective trading partners,
the differences identified in their scorecards.

""When an entity and its respective trading partner cannot resolve an intragovernmental difference, Treasury

guidance directs the entity to request that Treasury resolve the dispute. Treasury will review the dispute and issue a
decision on how to resolve the difference, which the entities must follow.
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transactions and balances, '? and working to resolve significant differences between the General
Fund and federal entity trading partners.

In recent years, Treasury’s corrective actions have included improving systems used for
compiling the consolidated financial statements, enhancing guidance for collecting data from
component entities, and implementing procedures to address certain internal control
deficiencies detailed in our previously issued management report.'® Treasury also continued to
develop its process for preparing the Reconciliation Statements™ by documenting its rationale
for the reconciling items currently presented on the Reconciliation Statements. In addition to
continued leadership by Treasury and OMB, federal entities’ strong and sustained commitment
is critical to fully address these issues.

The material weaknesses underlying these three major impediments have continued to

(1) hamper the federal government’s ability to reliably report a significant portion of its assets,
liabilities, costs, and other related information; (2) affect the federal government’s ability to
reliably measure the full cost, as well as the financial and nonfinancial performance, of certain
programs and activities; (3) impair the federal government’s ability to adequately safeguard
significant assets and properly record various transactions; and (4) hinder the federal
government from having reliable, useful, and timely financial information to operate effectively
and efficiently. Over the years, we have made a number of recommendations to OMB,
Treasury, and DOD to address these issues.’® These entities have taken or plan to take actions
to address these recommendations.

In addition to the material weaknesses referred to above, we identified three other material
weaknesses. These are the federal government’s inability to (1) determine the full extent to
which improper payments occur and reasonably assure that appropriate actions are taken to
reduce them, (2) identify and resolve information security control deficiencies and manage
information security risks on an ongoing basis, and (3) effectively implement internal controls
over estimating the cost of credit programs and determining the value of loans receivable and
loan guarantee liabilities. Our audit report presents additional details concerning these material
weaknesses and their effect on the accrual-based consolidated financial statements and
managing federal government operations. Until the problems outlined in our audit report are
adequately addressed, they will continue to have adverse implications for the federal
government and the American people.

Resolving the problems outlined in our audit report is of utmost importance given the federal
government’s reported fiscal path. The 2018 Statement of Long-Term Fiscal Projections and
related information in Note 23 and in the unaudited Required Supplementary Information section

2The General Fund is a component of Treasury’s central accounting function. It is a stand-alone reporting entity that

comprises the activities fundamental to funding the federal government (e.g., issued budget authority, cash activity,
and debt financing activities).

3GAO, Management Report: Continued Improvements Needed in Controls over the Processes Used to Prepare the
U.S. Consolidated Financial Statements, GAO-18-540 (Washington, D.C.: July 16, 2018).

"The Reconciliations of Net Operating Cost and Budget Deficit and Statements of Changes in Cash Balance from
Budget and Other Activities (Reconciliation Statements) reconcile (1) the accrual-based net operating cost to the
primarily cash-based budget deficit and (2) the budget deficit to changes in cash balances.

1556e GAO-18-540. In addition, see GAO, DOD Financial Management, accessed March 20, 2019,

https://www.gao.gov/highrisk/dod_financial_management/why_did_study. Further, other auditors have made
recommendations to DOD for improving its financial management.
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of the Fiscal Year 2018 Financial Report of the United States Government (2018 Financial
Report) show that absent policy changes, the federal government continues to face an
unsustainable long-term fiscal path. GAO and the Congressional Budget Office (CBO) also
prepare long-term federal fiscal simulations, using different sets of assumptions, which continue
to show federal debt held by the public rising as a share of gross domestic product (GDP) in the
long term. '® This situation—in which debt grows faster than GDP—means the current federal
fiscal path is unsustainable.

GAO, CBO, and the 2018 Financial Report all project that debt held by the public as a share of
GDP will surpass its historical high (106 percent in 1946) within the next 13 to 20 years. Health
care spending is a key driver of spending in the long-term projections. Eventually, however,
spending on net interest (primarily interest on debt held by the public) is projected to grow such
that over the long term it surpasses Social Security and becomes the largest category of
spending in both the 2018 Financial Report and GAQ’s simulations."” Reliable and complete
financial information for federal entities will be needed for making policy changes that effectively
address the unsustainable long-term fiscal path. GAO plans to issue its annual report on the
fiscal health of the federal government in the coming weeks. '8

In taking action to change the federal government’s long-term fiscal path, it will be important for
Congress to consider alternative approaches for managing the level of debt. As currently
structured, the debt limit—a legal limit on the total amount of federal debt that can be
outstanding at one time'>—does not restrict Congress’s ability to enact spending and revenue
legislation that affects the level of federal debt, nor does it otherwise constrain fiscal policy.
Rather, the debt limit is an after-the-fact measure; the spending and tax laws that result in debt
have already been enacted. The debt limit restricts Treasury’s authority to borrow to finance the
decisions already enacted by Congress and the President.

One cannot overstate the importance of preserving the confidence that investors have that debt
backed by the full faith and credit of the United States will be honored. Failure to increase (or
suspend) the debt limit in a timely manner could have serious negative consequences for the
Treasury market and increase borrowing costs. The Bipartisan Budget Act of 2018 temporarily
suspended the debt limit from February 9, 2018, through March 1, 2019.2° On Monday, March
4, 2019, Treasury began to take extraordinary actions to continue funding government activities.

18Eor more information on GAO’s simulations, see GAO, America’s Fiscal Future: Fiscal Forecast, accessed on

March 20, 2019, https://www.gao.gov/americas_fiscal_future?t=fiscal_forecast. For more information on CBO'’s
simulations, see Congressional Budget Office, The 2018 Long-Term Budget Outlook (Washington, D.C.: June 26,
2018).

7CBO's projections in its 2018 long-term budget outlook report also show net interest growing as a percentage of

total spending. However, since CBO’s 2018 extended baseline projections only go out to 2048, the cost of net interest
does not quite overtake other categories in the projection period.

18GAO, The Nation’s Fiscal Health: Action Is Needed to Address the Federal Government’s Fiscal Future, GAO-18-
299SP (Washington, D.C.: June 21, 2018).

"9The debt limit is codified at 31 U.S.C. § 3101(b), as amended, and applies to federal debt issued pursuant to the
authority of 31 U.S.C. chapter 31. A very small amount of total federal debt is not subject to the debt limit. This
amount primarily comprises unamortized discounts on Treasury bills and Zero Coupon Treasury bonds; debt
securities issued by agencies other than Treasury, such as the Tennessee Valley Authority; and debt securities
issued by the Federal Financing Bank.

25ection 30301 of Division C of the Bipartisan Budget Act of 2018, Pub. L. No. 115-123, div. C, tit. lll, § 30301, 132
Stat. 64, 132 (Feb. 9, 2018), temporarily suspended the debt limit.
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It will continue taking these actions until the debt limit is raised or suspended.?' With these
extraordinary actions in place, CBO estimates that Treasury will have sufficient cash to make its
usual payments until late into fiscal year 2019.

As we have previously reported, delays in raising the debt limit can create uncertainty in the
Treasury market.?? To avoid such uncertainty and the disruption to the Treasury market that it
creates, as well as to help inform the fiscal policy debate in a timely way, we have suggested
that Congress should consider ways to better link decisions about the debt limit with decisions
about spending and revenue at the time those decisions are made.?* We identified three
potential approaches for Congress to consider regarding delegating borrowing authority:

e Option 1: Link action on the debt limit to the budget resolution.

e Option 2: Provide the administration with the authority to propose a change in the debt limit
that would take effect absent enactment of a joint resolution of disapproval within a specified
time frame.

e Option 3: Delegate broad authority to the administration to borrow as necessary to fund
enacted laws.

All of these options maintain congressional control and oversight over federal borrowing.

Further, there are financial and other risks that could affect the federal government’s financial
position and condition and its financial management in the future. Financial risk factors that
could affect the federal government’s financial condition in the future include the following:

e The Pension Benefit Guaranty Corporation’s (PBGC) financial future is uncertain because of
long-term challenges related to its funding and governance structure. PBGC'’s liabilities
exceeded its assets by about $51 billion as of the end of fiscal year 2018—an increase of
about $16 billion from the end of fiscal year 2013. PBGC estimated that its exposure to
potential further losses for underfunded plans in both the single and multiemployer programs
was nearly $185 billion.?*

e Federal support of the housing finance market remains significant even though the market
has largely recovered since the 2007 to 2009 financial crisis. In 2008, the federal
government placed the Federal National Mortgage Association (Fannie Mae) and the

21Extraordinary actions are actions that Treasury takes as it nears the debt limit to avoid exceeding that limit. These
actions are not part of Treasury’s normal cash and debt management operations.

22GAO, Debt Limit: Analysis of 2011-2012 Actions Taken and Effect of Delayed Increase on Borrowing Costs, GAO-

12-701 (Washington, D.C.: July 23, 2012), and Debt Limit: Delays Create Debt Management Challenges and
Increase Uncertainty in the Treasury Market, GAO-11-203 (Washington, D.C.: Feb. 22, 2011).

23GAO, Debt Limit: Market Response to Recent Impasses Underscores Need to Consider Alternative Approaches,
GAO-15-476 (Washington, D.C.: July 9, 2015).

%The Bipartisan Budget Act of 2018 established the Joint Select Committee on Solvency of Multiemployer Pension
Plans, which was tasked with voting on a report that was to include any findings, conclusions, and recommendations
(as well as proposed legislative language to carry out such recommendations) to significantly improve the solvency of
multiemployer pension plans and PBGC by November 30, 2018. Pub. L. No. 115-123, div. C, tit. IV, subtit. A, §
30422, 132 Stat. 64, 133-37 (Feb. 9, 2018). However, even though the joint committee did not vote on a report and
was statutorily set to terminate no later than December 31, 2018, its co-chairmen released a statement committing to
working to solve the multiemployer pension crisis past the November 30 deadline.
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Federal Home Loan Mortgage Corporation (Freddie Mac) under conservatorship and
entered into preferred stock purchase agreements with these government-sponsored
enterprises (GSE) to help ensure their financial stability. These agreements could affect the
federal government’s financial condition. At the end of fiscal year 2018, the federal
government reported about $113 billion of investments in the GSEs, which is net of about
$91 billion in valuation losses. The GSEs paid Treasury cash dividends of $9.9 billion and
$25.3 billion during fiscal years 2018 and 2017, respectively. The reported maximum
remaining contractual commitment to the GSEs, if needed, is $254.1 billion. The ultimate
role of the GSEs could affect the federal government’s financial position and the financial
condition of federal entities, including the Federal Housing Administration (FHA), which in
the past expanded its lending role in distressed housing and mortgage markets. Specifically,
as of the end of fiscal year 2018, FHA’s insured portfolio exceeded $1.2 trillion. The
Government National Mortgage Association (Ginnie Mae) guarantees the performance of
almost $2 trillion in securities backed by federally insured mortgages—of which $1.2 trillion
were insured by FHA and $0.8 trillion by other federal entities, such as the Department of
Veterans Affairs.

We have reported on the need for Congress to consider legislation making changes to the
future federal role in housing finance that addresses the structure of the GSEs; establishes
clear, specific, and prioritized goals; and considers all relevant federal entities, such as FHA
and Ginnie Mae.?

e The U.S. Postal Service (USPS) continues to be in poor financial condition. USPS cannot
fund its current level of services and meet its financial obligations from its existing revenues.
The fiscal year 2018 net loss of $3.9 billion marked its 11th consecutive year of net losses—
totaling $69 billion. In addition, USPS has missed $48.2 billion in required payments for
postal retiree health and pension benefits through fiscal year 2018, including $42.6 billion in
missed payments for retiree health benefits since fiscal year 2010 and $5.6 billion in missed
payments for pension benefits since fiscal year 2014. USPS has stated that it missed these
payments to minimize the risk of running out of cash, citing its precarious financial condition
and the need to cover current and anticipated costs and any contingencies.?®

¢ Some government insurance programs have not collected sufficient premiums or do not
have sufficient dedicated resources to cover expected costs without borrowing from
Treasury.?” For example, as of September 2018, the Federal Emergency Management
Agency (FEMA), which administers the National Flood Insurance Program, owed $20.5
billion to Treasury for money borrowed to pay claims and other expenses. We have reported
that FEMA was unlikely to collect enough in premiums in the future to repay this debt.?® The

25GA0, Housing Finance: Prolonged Conservatorships of Fannie Mae and Freddie Mac Prompt Need for Reform,
GAO-19-239 (Washington, D.C.: Jan. 18, 2019).

2GA0, High-Risk Series: Substantial Efforts Needed to Achieve Greater Progress on High-Risk Areas, GAO-19-
157SP (Washington, D.C.: Mar. 6, 2019).

2"We have suggested an alternative way to record insurance commitments in the budget such that the federal

government’s commitment would be more fully recognized. See GAO, Fiscal Exposures: Improving Cost Recognition
in the Federal Budget, GAO-14-28 (Washington, D.C.: Oct. 29, 2013).

2GA0, Flood Insurance: Comprehensive Reform Could Improve Solvency and Enhance Resilience, GAO-17-425
(Washington, D.C.: Apr. 27, 2017).
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amount owed is net of $16 billion of debt that was canceled in October 2017 by the
Additional Supplemental Appropriations for Disaster Relief Requirements Act, 2017.%°

o Also, large events, such as natural disasters, pandemics, cyberattacks, military
engagements, or economic crises, are not considered in the Statements of Long-Term
Fiscal Projections. To the extent that such large events occur, the actual future spending
may be greater than spending in these projections.

Every 2 years, GAO provides Congress with an update on its High-Risk Series, which highlights
federal entities and program areas that are at high risk because of their vulnerabilities to fraud,
waste, abuse, and mismanagement or are most in need of broad reform. We issued our most
recently updated High-Risk Series on March 6, 2019.%° GAO’s High-Risk Series includes most
of the above-noted issues, such as DOD financial management, ensuring the cybersecurity of
the nation, the PBGC insurance programs, resolving the federal role in housing finance, USPS
financial viability, and the National Flood Insurance Program.

Our audit report on the U.S. government’s consolidated financial statements would not be
possible without the commitment and professionalism of inspectors general throughout the
federal government who are responsible for annually auditing the financial statements of
individual federal entities. We also appreciate the cooperation and assistance of Treasury and
OMB officials as well as the federal entities’ chief financial officers. We look forward to
continuing to work with these individuals, the administration, and Congress to achieve the goals
and objectives of federal financial management reform.

Our guide, Understanding the Financial Report of the United States Government, is intended to
help those who seek to obtain a better understanding of the financial report and is available on
GAQ’s website at http://www.gao.gov.3'

We are sending copies of this report to the Majority and Minority Leaders of the U.S. Senate
and House of Representatives, interested congressional committees, the Secretary of the
Treasury, the Director of the Office of Management and Budget, and other agency officials. In
addition, the report is available at no charge on the GAO website at http://www.gao.gov.

2additional Supplemental Appropriations for Disaster Relief Requirements Act, 2017, Pub. L. No. 115-72, § 308, 131
Stat. 1224, 1228-29 (Oct. 26, 2017).

30GAO-19-157SP.

31GA0, Understanding the Financial Report of the United States Government, GAO-18-239SP (Washington, D.C.:
February 2018).
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Our audit report was prepared under the direction of Robert F. Dacey, Chief Accountant; and
Dawn Simpson, Director, Financial Management and Assurance. If you have any questions,
please contact me on (202) 512-5500 or them on (202) 512-3406. Contact points for our Offices
of Congressional Relations and Public Affairs may be found on the last page of this report.

f Dol

Gene L. Dodaro
Comptroller General
of the United States

(102664)
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DEPARTMENT OF THE TREASURY
WASHINGTOND.C.

SECRETARY OF THE TREASURY

A Message from the Secretary

I am pleased to present the 2018 Financial Report of the United States Government. This Report provides a
comprehensive view of the federal government’s current financial position and future fiscal
projections.

Driven by the Tax Cuts and Jobs Aet and regulatory relief, United States GDP grew by 3.1 percent in
calendar year 2018, the highest Q4 over Q4 growth that we have realized in thirteen years.
Unemployment declined to a 49-year low, and American workers continued to take home more in
their paychecks. Consumer and business confidence remain at or near all-time highs, and we continue
to project robust business investment and growth in the year to come. Ongoing efforts by the
Administration to open markets for American businesses abroad will further strengthen our economy
and create more opportunities for hardworking families. We remain focused on promoting sustained
economic growth that will result in more prosperity for the American people, and will lead to higher
revenues and a stronger fiscal outlook for the federal government.

This Report highlights trends in Government revenues and costs, as well as the Government’s long-
term fiscal challenge of funding the Social Security, Medicare and Medicaid programs.

When making policy decisions, it is essential that we have transparency with respect to our federal

¥ : bRy p P
government’s finances. This Report reflects that commitment and is presented to facilitate open and
producuve dialogue so that all Americans can work together towards a more secure and prosperous
future.

gﬂ-w%T Mt el

Steven T. Mnuchin
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i Results in Brief — 2018 Financial Report of U.S. Government

RESULTS IN BRIEF

Highlights of the Fiscal Year 2018 Financial Report of the U.S.

Government

Where We Are Now

The government’s net cost before taxes
and other revenues for fiscal year 2018
was $4.5 trillion - an increase of $10.1
billion (0.2 percent) from fiscal year
2017.

Net cost equals gross costs of $4.8
trillion, less earned program revenues
(e.g., Medicare premiums, national
park entry fees), and then adjusted for
gains or losses from assumption
changes used to estimate future federal
employee and veterans benefits
payments.

The increase in net cost is the
combined effect of many offsetting
increases and decreases across the
government.

Total government tax and other
revenues grew by $9.7 billion (0.3
percent) to about $3.4 trillion for fiscal
year 2018.

The government deducts $3.4 trillion
in tax and other revenues from its $4.5
trillion net cost (with  some
adjustments) to derive its fiscal year
2018 “bottom line” net operating cost
of $1.2 trillion, which is largely
unchanged compared to fiscal year
2017.

By comparison, the government’s
budget deficit for fiscal year 2018
was $779.0 billion — an increase of

Net Cost: FY 2018
(54.5 trillion)

Department of
Veterans Affairs
8%

Social Security
Administration

Interest on 239

Treasury
Securities Held
by the Public
8%

Taxes and Other Revenues: FY 2018
($3.4 trillion)

Individual
Income Tax and
Tax Witholdings
83%

Corporate
Income Taxes
6%

Other Revenue
11%

$113.3 billion (about 17.0 percent) over fiscal year 2017. The $380.0 billion difference between the budget deficit
and net operating cost is primarily due to accrued costs (incurred but not necessarily paid) that are included in net
operating cost, but not the budget deficit. These include but are not limited to estimated future costs of federal

employee and veterans benefits.
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An Unsustainable Fiscal Path

The long-term fiscal projections indicate that the government’s debt-to-GDP ratio will rise from 78 percent in
2018 to 530 percent over the 75-year projection period, and will continue to rise thereafter, if current policy is
kept in place. The projections in this Financial Report show that current policy is not sustainable. These
projections assume that current policy will continue indefinitely, and are, therefore, neither forecasts nor
predictions. Nevertheless, policy changes must be enacted so that financial outcomes will be different than those
projected.

The primary deficit is the difference between non-interest spending and receipts. As a ratio relative to gross
domestic product (GDP), (the primary deficit-to-GDP ratio), it is useful for gauging long-term fiscal
sustainability. This ratio spiked from 2009 through 2012 due to the financial crisis of 2008-09, the ensuing severe
recession, and increased spending and temporary tax reductions enacted to stimulate the economy and support
recovery. As the economic recovery took hold, the primary deficit-to-GDP ratio fell, averaging 1.9 percent from
2013-2018. The ratio is projected to rise to 2.9 percent in 2019 and then shrink slightly through 2024 as the
economy grows. After 2024, increased spending for Social Security and health programs is projected to result in
increasing primary deficits that peak in 2039 at 4.1 percent. This is due to the continued retirement of the baby
boom generation and increases in health care costs. After 2039, the ratio gradually decreases to 2.5 percent in
2093 as the aging of the population slows. The primary deficit projections, along with those for interest rates and
GDP, determine the debt-to-GDP ratio projections.

These projections assume the individual income and estate and gift tax provisions of the TCJA are permanently
extended and discretionary spending grows at the same rate as nominal GDP beyond 2019. Congressional action
is required to make these changes. GDP, interest, and other economic and demographic assumptions are the same
as those that underlie the most recent Social Security and Medicare trustees’ report projections, adjusted for
historical revisions that occur annually. See Note 23 for more information.

If changes in policy are not so abrupt as to slow economic growth, then the sooner policy changes are adopted, the
smaller the changes to revenue and/or spending will be required to return the government to a sustainable fiscal
path.
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NATION BY THE NUMBERS

A Snapshot of
The Government's Financial Position & Condition
2018 2017*
Financial Measures (Dollars in Billions):

Gross Costs $ (48085 § (4,606.2)
Less: Earned Revenue $ 3928 $ 431.9
Gain/(Loss) from Changes in Assumptions $ (125.2) $ (356.5)

Net Cost $ (45409 § (4,530.8)
Less: Total Tax and Other Revenues $ 33843 % 3,374.6
Unmatched Transactions and Balances $ 24 % 2.6

Net Operating Cost $ (1,159.0) $ (1.153.6)

Budget Deficit $ (779.0) $ (665.7)

Assets, comprised of:

Loans Receivable, Net $ 14191 $§ 1,350.2
Property, Plant, and Equipment, Net $ 1,000.5 §$ 1,087.0
Other $ 1,327.1  $ 1,097.7

Total Assets $  3836.7 § 35349

Less: Liabilities, comprised of:

Debt Held By the Public & Accrued Interest $ (15,812.7) $ (14.724.1)

Federal Employee & Veteran Benefits $ (7.9823) % (7.700.1)

Other $  (1,562.5) $  (1.472.6)

Total Liabilities $ (25,357.5) § (23.,896.8)

Net Position (Assets Less Liabilities) $ (21,520.8) § (20,361.9)
Sustainability Measures (Dollars in Trillions):

Social Insurance Net Expenditures $ (53.8) § (49.0)
Total Federal Non-Interest Net Expenditures $ (46.2) $ (16.2)
Sustainability Measures as Percent of Gross Domestic Product (GDP):

Social Insurance Net Expenditures (4.0%) (4.0%)
Total Federal Non-Interest Net Expenditures (3.3%) (1.2%)
Fiscal Gap1 (4.1%) (2.0%)

*Restated - see Financial Statement Note 1.U

! To prevent the debt-to-GDP ratio from rising over the next 75 years, a combination of non-

interest spending reductions and receipts increases that amounts to 4.1 percent of GDP on

average is needed (2.0 percent of GDP on average in 2017). See Financial Statement Note 23.




Executive Summary to the 2018 Financial Report of the U.S. Government 2

Executive Summary to the Fiscal Year 2018
Financial Report of the United States Government

The Fiscal Year 2018 Financial Report of the United States Government (Financial Report) presents the U.S.
government’s current financial position and condition, and discusses key financial topics and trends. The
Financial Report is produced by the U.S. Department of the Treasury (Treasury) in coordination with the Office
of Management and Budget (OMB) of the Executive Office of the President. The table on the preceding page
presents several key indicators of the government’s financial position and condition, which are discussed in this
Summary and, in greater detail, in the Financial Report. The Secretary of the Treasury, Director of OMB, and the
Comptroller General of the United States at the Government Accountability Office (GAO) believe that the
information discussed in this Financial Report is important to all Americans.

This Financial Report addresses the government’s financial activity and results as of and for the fiscal years
ended September 30, 2018 and 2017. Note 26, Subsequent Events discusses events that occurred after the end of
the fiscal year which may affect the government’s financial position and condition.

Where We Are Now

Comparing the Budget and the Financial Report

The Budget of the United States Government (Budget) and the Financial Report present complementary
perspectives on the government’s financial position and condition.

e The Budget is the government’s primary financial planning and control tool. It accounts for past government
receipts and spending, and includes the President’s proposed receipts and spending plan. Receipts are cash
received by the U.S. government and spending is measured as outlays, or payments made by the government
to the public. Receipts greater than outlays creates a budget surplus; and outlays greater than receipts creates a
budget deficit.

e The Financial Report includes the government’s costs and revenues, assets and liabilities, and other important
financial information. It compares the government’s revenues (amounts earned, but not necessarily collected),
with costs (amounts incurred, but not necessarily paid) to derive net operating cost.

Chart 1 compares the government’s budget deficit (receipts vs. outlays) and net operating cost (revenues vs.
costs) for fiscal years 2014 - 2018. During Chart 1

fiscal year 2018: o .
U.S. Budget Deficit & Net Operating Cost

e A $127.1 billion increase in outlays was S
offset in part by a $13.8 billion increase in 612000 | $1,153.6  $1,159.0
receipts to increase the budget deficit by 51,0517 ] 1
$113.3 billion (about 17.0 percent) to | & $10000 - ]
$779.0 billion. 3 $7913 $779.0
. . £ S ] $665.7
e Net operating cost remained largely |° $587.4
unchanged during fiscal year 2018 at $1.2 | § %% Ss34 | [ gizg0 o
trillion, increasing by $5.4 billion or 0.5 = 84000 -
percent. This is due mostly to a $10.1
billion or 0.2 percent increase in net cost SIS
which slightly more than offset a $9.7 s |

billion or 0.3 percent increase in tax and 2014 2015 2016 2017 2018
other revenues. Fiscal Year

M Budget Deficit [J Net Operating Cost

e The $380.0 billion difference between the
budget deficit and net operating cost is primarily due to accrued costs (incurred but not necessarily paid)
related to increases in estimated federal employee and veteran benefits liabilities and certain other liabilities
that are included in net operating cost, but not the budget deficit.
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2018, increasing by $5.4 billion (0.5 percent). It is calculated

Costs and Revenues

The government’s “bottom line” net operating cost remained largely unchanged at $1.2 trillion during fiscal year

as follows: Chart 2

Starting with total gross costs of $4.8 trillion, the
government subtracts earned program revenues (e.g.,
Medicare premiums, national park entry fees, and postal 8%
service fees) and adjusts the balance for gains or losses
from changes in actuarial assumptions used to estimate
future federal employee and veterans benefits payments
to derive its net cost before taxes and other revenues of
$4.5 trillion (see Chart 2), an increase of $10.1 billion
(0.2 percent) from fiscal year 2017. This net increase is fitereston
the combined effect of many offsetting increases and | securitiesHeld
decreases across the government. For example: i

(0]

Net Cost: FY 2018 (54.5 trillion)

Department of e
Veterans Affairs i 4

Social Security
Administration
23%

Treasury

by the Public

Entities administering federal employee and veterans

benefits programs, including the Office of Personnel Management (OPM), Department of Veterans Affairs
(VA), and Department of Defense (DOD) employ a complex series of assumptions, including but not limited
to interest rates, beneficiary eligibility, life expectancy, and medical cost levels, to make actuarial projections
of their long-term benefits liabilities. Changes in these assumptions can result in either losses (net cost
increases) or gains (net cost decreases). Across the government, these net losses from changes in assumptions
amounted to $125.2 billion in fiscal year 2018, a loss decrease (and a corresponding net cost decrease) of
$231.3 billion compared to fiscal year 2017.

The Department of Energy’s (DOE) net cost increased by $99.6 billion, predominantly due changes in
estimated environmental remediation costs.

Department of Health and Human Services (HHS) and Social Security Administration (SSA) net costs
increased $56.4 billion and $39.5 billion, respectively, largely due to increases in benefit expenses from the
social insurance programs administered by those entities (e.g., Medicare, Social Security).

At DOD, a $33.0 billion net cost increase includes a $39.2 billion decrease in earned revenues across the
Department, as well as increases in the costs of procurement, personnel, and research and development.
These increases were partially offset by a decrease in losses from changes in assumptions referenced
above and a decrease in costs of military operations, readiness, and support.

Interest costs related to the federal debt held by the public increased by $61.0 billion due largely to an increase
in the debt and average interest rates, as well as inflation adjustments on certain Treasury securities. Interest
costs increased by 20.6 percent in 2018 from 2017 and by 37.4 percent over the past five years.

The government deducts tax and other revenues from net cost (with some adjustments) to derive its fiscal year

2018 “bottom line” net operating cost of $1.2 trillion.

(0}

Chart 3
From Chart 3, total government tax and other Government Tax and Other Revenues

revenues grew by $9.7 billion (0.3 percent) to about | **%°°

53,3453 53,3746 $3,384.3

$3.4 trillion for fiscal year 2018. 23-500-0- e s

3,000.0
Together, individual income tax and tax |Z ¢ 5000
withholdings, and corporate taxes accounted for |= s;0000 -
about 88.7 percent of total tax and other revenues in $1,500.0 ' ’ .
fiscal year 2018. Other revenues include Federal s1.0000 | %0 s25452 || $2603.2 || 526879 ‘
Reserve earnings, excise taxes, and customs duties. i

5_

2014 2015 2016 2017 2018

Fiscal Year
B Other Revenue

B Corporate Income Taxes
O Individual Income Tax and Tax Witholdings

Dollars in Billions
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Assets and Liabilities

Chart 4 summarizes the assets and liabilities that the government reports on its Balance Sheet. As of
September 30, 2018:
Chart 4

» Toul assetis ($38 trillion) consist mOStIy The Government's Assets and Liabilities
of $1.4 trillion in net loans receivable as of September 30, 2018
(primarily student loans) and $1.1 trillion
in net property, plant, and equipment).

$30,000.0
Total Liabilities: $25,357.5
o Other  significant ~ government SLENLEL IR EEN
mj
resources not reported on the Balance $20,0000 e
Sheet include stewardship assets, ’ Payable
natural resources, and the

$7,982.3

Dollars in Billions

$15,000.0
government’s power to tax and set e dersl Debt
monetary policy. $10,000.0 securm:: ::.:a by the
e Total liabilities ($25.4 trillion) consist $5,000.0 a““;;’;;::;e""
mostly of: (1) $15.8 trillion in federal debt ’
securities held by the public and accrued $-

Assets Liabilities

interest and (2) $8.0 trillion in federal
employee and veteran benefits payable.

0 The “public” consists of individuals, corporations, state and local governments, Federal Reserve Banks,
foreign governments, and other entities outside the federal government.

e The government also reports about $5.8 trillion of intragovernmental debt outstanding, which arises when one
part of the government borrows from another.

0 For example, government funds (e.g., Social Security and Medicare trust funds) typically must invest
excess annual receipts, including interest earnings, in Treasury-issued federal debt securities. Although
not reflected in Chart 4, these securities are included in the calculation of federal debt subject to the debt
limit.

e Debt held by the public plus intragovernmental debt equals gross federal debt, which, with some adjustments,
is subject to a statutory debt ceiling (“debt limit™).

o0 At the end of fiscal year 2018, debt subject to the statutory limit was $21.5 trillion. Increasing or
suspending the debt limit does not increase spending or authorize new spending; rather, it permits the
government to continue to honor pre-existing commitments.

0 Legislation most recently suspended the debt limit from February 9, 2018 through March 1, 2019.
Effective March 2, 2019, the statutory debt limit was set at $22.0 trillion, and on March 4, 2019, the
Secretary of the Treasury notified the Congress that the statutory debt limit would be reached on or after
that day. When delays in raising the debt limit occur, Treasury implements “extraordinary measures” on
a temporary basis, to enable the government to protect the full faith and credit of the United States by
continuing to pay its bills. Treasury began taking these extraordinary measures on March 4, 2019.

Key Economic Trends

An examination of key macroeconomic indicators is essential to the discussion of the government’s financial
performance. During fiscal year 2018, economic growth and the pace of job creation each accelerated, and the
unemployment rate declined to a 49-year low. These and other economic and financial developments are
discussed in greater detail in the Financial Report.
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An Unsustainable Fiscal Path

An important purpose of this Financial Report is to help citizens understand current fiscal policy and the
importance and magnitude of policy reforms necessary to make it sustainable. A sustainable fiscal policy is one
where the ratio of debt held by the public to GDP (the debt-to-GDP ratio) is stable or declining over the long
term. GDP measures the size of the nation’s economy in terms of the total value of all final goods and services
that are produced in a year. Considering financial results relative to GDP is a useful indicator of the economy’s
capacity to sustain the government’s many programs.

The current fiscal path is unsustainable. To determine if current fiscal policy is sustainable, the projections
discussed in the Financial Report assume current policy will continue indefinitely.* The projections are therefore
neither forecasts nor predictions. Nevertheless, policy changes must be enacted so that actual financial outcomes
will be different than those projected.

Receipts, Spending, and the Debt

Chart 5 shows historical and current policy projections for receipts, non-interest spending by major category,
net interest, and total spending expressed

as a percent of GDP. Chart 5: Historical and Current Policy Projections for Receipts,
Persnt af GBe Non-interest Spending, Net Interest, and Total Spending
e The primary deficit is the difference | 1980-2093

between non-interest spending and 2018
receipts. The primary  deficit @@ o 7
expressed as a ratio relative to GDP  * T
(the primary deficit-to-GDP ratio) is | « e [
useful for gauging long-term fiscal

sustainability.

&e Net Interest

30 " Total Non-Interest
Spending

e The primary deficit-to-GDP ratio — W i
spiked during 2009 through 2012 due N 4
to the financial crisis of 2008-09 and = *
the ensuing severe recession, as well | s
as increased spending and temporary | ,,
tax reductions enacted to stimulate the
economy and support recovery. As an
economic recovery took hold, the | %
primary deficit-to-GDP ratio fell,
averaging 1.9 percent from 2013-2018. The ratio is projected to rise to 2.9 percent in 2019 and then shrink
slightly through 2024 as the economy grows. After 2024, however, increased spending for Social Security and
health programs? due to the continued retirement of the baby boom generation and increases in health care
costs is projected to result in increasing primary deficits that peak in 2039, when the primary deficit-to-GDP
ratio reaches 4.1 percent. After 2039, the ratio gradually decreases as the aging of the population continues at
a slower pace, and reaches 2.5 percent in 2093.

e These projections assume the individual income and estate and gift tax provisions of the TCJA are
permanently extended and discretionary spending grows at the same rate as nominal GDP beyond 2019.
Congressional action is required to make these changes. GDP, interest, and other economic and demographic
assumptions are the same as those that underlie the most recent Social Security and Medicare trustees’ report
projections, adjusted for historical revisions that occur annually. See Note 23 for more information.

Current policy in the projections is based on current law, but includes extension of certain policies that expire under current law but are routinely extended
or otherwise expected to continue.
2 See the 2018 Trustees Report for Medicare (pp 4-5) and Social Security (pp 4-23) and the 2017 Medicaid Actuarial Report



https://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/ReportsTrustFunds/index.html?redirect=/reportstrustfunds/
https://www.ssa.gov/OACT/TR/2018/
https://www.cms.gov/Research-Statistics-Data-and-Systems/Research/ActuarialStudies/MedicaidReport.html
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e The persistent long-term gap between projected receipts and total spending shown in Chart 5 occurs despite

the projected effects of the Affordable Care Act (ACA)®on long-term deficits.

0 Enactment of the ACA in 2010 and the Medicare Access and CHIP Reauthorization Act (MACRA) in
2015 established cost controls for Medicare hospital and physician payments whose long-term

effectiveness is still to be demonstrated.

0 There is uncertainty about the extent to which these projections can be achieved and whether the

ACA'’s provisions that reduce Medicare cost growth will be overridden by new legislation.

Table 1 summarizes the status and projected trends of the government’s Social Security and Medicare Trust

Funds.
Table 1: Trust Fund Status
Projected . .
Fund D : Projected Post-Depletion Trend
epletion
2026 In 2026, trust fund income is projected to cover 91 percent of

Medicare Hospital Insurance (2029 in FY 2017 benefits, decreasing to 78 percent in 2042, then increasing to 85

HI)*
(HD Report) percent by 2092.
Combined Old-Age Surviv 2034 - . . .
ombm s BE SUIVIVOLS - In 2034, trust fund income is projected to cover 79 percent of
and Disability Insurance (unchanged from heduled benefits. d 1o to about 74 t by 2092
(OASDI)** FY 2017 Report) scheduled benefits, decreasing to about 74 percent by .

* Source: 2018 Medicare Trustees Report ** Source: 2018 OASDI Trustees Report
Projections assume full Social Security and Medicare benefits are paid after fund depletion contrary to current law.

The primary deficit projections in Chart 5, along with those for interest rates and GDP, determine the debt-

to-GDP ratio projections in Chart 6.

° The debt-tO-GDP ratio was 78 percent Chart 6: Historical and Current Po;iga:oi-’;;jge;ﬁans for Debt Held by the Public,
at the end of fiscal year 2018, and
under current policy is projected to »018
exceed 100 percent by 2030, and fistorical  Projected
reach 530 percent in 2093. -

e The  debt-to-GDP  ratio  rises
continuously mainly because higher
levels of debt lead to higher net
interest expenditures, which lead to
higher deficits and debt. The
continuous rise of the debt-to-GDP 20
ratio indicates that current fiscal o
policy is unsustainable. - s e

400

Debt Held by the Public

\

Debt Held By The Public
as a Percent of GDP

o These debt-to-GDP projections are Kierage {1980-018): 48 parcent
higher than the corresponding e e e e
projections in both the fiscal year
2017 and fiscal year 2016 Financial Reports.

3The ACA refers to P.L. 111-148, as amended by P.L. 111-152. The ACA expands health insurance coverage, provides health insurance subsidies for low-
income individuals and families, includes many measures designed to reduce health care cost growth, and significantly reduces Medicare payment rates
relative to the rates that would have occurred in the absence of the ACA. (See Note 22 and the Required Supplementary Information section of the Financial
Report, and the 2018 Medicare Trustees Report for more information).


http://www.gpo.gov/fdsys/pkg/PLAW-111publ148/pdf/PLAW-111publ148.pdf
http://www.gpo.gov/fdsys/pkg/PLAW-111publ152/pdf/PLAW-111publ152.pdf
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The Fiscal Gap and the Cost of Delaying Fiscal Policy Reform

e The 75-year fiscal gap is a measure of how much primary deficits must be reduced over the next 75 years in
order to make fiscal policy sustainable. That estimated fiscal gap for 2018 is 4.1 percent of GDP (compared to
2.0 percent for 2017).

e This estimate implies that making fiscal policy sustainable over the next 75 years would require some
combination of spending reductions and receipt increases that equals 4.1 percent of GDP on average over the
next 75 years. The fiscal gap represents 21.9 percent of 75-year present value receipts and 18.6 percent of 75-
year present value non-interest spending.

e The timing of policy changes to make fiscal policy sustainable has important implications for the well-being
of future generations as is shown in Table 2.

Table 2

Costs of Delaying Fiscal Reform

Period of Delay Change in Average Primary Surplus
Reform in 2019 (No Delay) .................. 4.1 percent of GDP between 2019 and 2093
Reform in 2029 (Ten-Year Delay) ........ 4.9 percent of GDP between 2029 and 2093
Reform in 2039 (Twenty-Year Delay) ..| 6.0 percent of GDP between 2039 and 2093

Note: Reforms taking place in 2018, 2028, and 2038 from the 2017 Financial Report were 2.0, 2.4, and
3.0 percent of GDP, respectively.

o Table 2 shows that, if action is delayed by 10 years, the estimated magnitude of primary surplus
increases necessary to close the 75-year fiscal gap increases by nearly 20 percent from 4.1 percent of
GDP on average over 75 years to 4.9 percent on average over 65 years); if action is delayed by 20
years, the magnitude of reforms necessary increases by about 46 percent.

o0 Future generations are harmed by a policy delay because the higher the primary surpluses are during
their lifetimes, the greater is the difference between the taxes they pay and the programmatic
spending from which they benefit.

Conclusion

e Projections in the Financial Report indicate that the government’s debt-to-GDP ratio is projected to rise over
the 75-year projection period and beyond if current policy is kept in place. The projections in this Financial
Report show that current policy is not sustainable.

e If changes in fiscal policy are not so abrupt as to slow economic growth and the sooner those policy changes
are adopted, the smaller the changes to revenue and/or spending will be required to return the government to a
sustainable fiscal path.

Find Out More

The 2018 Financial Report and other information about the nation’s finances are available at:

o U.S. Department of the Treasury, http://www.fiscal.treasury.gov/fsreports/rpt/finrep/fr/fr_index.htm:;

o OMB’s Office of Federal Financial Management, https://www.whitehouse.gov/omb/management/office-federal-
financial-management/; and

e  GAO, http://www.gao.gov/financial.html

The Government Accountability Office’s (GAO) audit report on the U.S. government’s consolidated financial
statements can be found beginning on page 226 of the full Financial Report. GAO was unable to express an
opinion (disclaimed) on these consolidated financial statements for the reasons discussed in the audit report.



http://www.fiscal.treasury.gov/fsreports/rpt/finrep/fr/fr_index.htm
https://www.whitehouse.gov/omb/management/office-federal-financial-management/
https://www.whitehouse.gov/omb/management/office-federal-financial-management/
http://www.gao.gov/financial.html
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MANAGEMENT'S DISCUSSION AND
ANALYSIS

Introduction

The Fiscal Year 2018 Financial Report of the United States Government (Financial Report) provides the President,
Congress, and the American people with a comprehensive view of the federal government’s financial position and condition,
and discusses important financial issues and significant conditions that may affect future operations, including the need to
achieve fiscal sustainability over the medium and long term.

Pursuant to 31 United States Code (U.S.C.) § 331(e)(1), the Department of the Treasury (Treasury), in cooperation with
the Office of Management and Budget (OMB), must submit an audited (by the Government Accountability Office or GAO)
financial statement for the preceding fiscal year, covering all accounts and associated activities of the executive branch of the
United States (U.S.) government? to the President and Congress no later than six months after the September 30 fiscal year-
end.

The Financial Report is prepared from the financial information provided by 158 federal consolidation entities (see
organizational chart on the next page and Appendix A). As it has for the past 21 years, GAO issued a disclaimer of opinion
on the accrual-based, consolidated financial statements for the fiscal years ended September 30, 2018 and 2017. GAO also
issued a disclaimer of opinion on the sustainability financial statements, which consist of the 2018 and 2017 Statements of
Long-Term Fiscal Projections (SLTFP); the 2018, 2017, 2016, 2015, and 2014 Statements of Social Insurance (SOSI); and
the 2018 and 2017 Statements of Changes in Social Insurance Amounts (SCSIA). A disclaimer of opinion indicates that
sufficient information was not available for the auditors to determine whether the reported financial statements were fairly
presented in accordance with U.S. Generally Accepted Accounting Principles (GAAP). In fiscal year 2018, 352 of the 40
most significant entities earned unmodified (“clean”) opinions on their financial statements.

The fiscal year 2018 Financial Report consists of:

e Management’s Discussion and Analysis (MD&A), which provides management’s perspectives on and analysis
of information presented in the Financial Report, such as financial and performance trends;

e Principal financial statements and the related notes to the financial statements;

e Required Supplementary Information (RSI), Required Supplementary Stewardship Information (RSSI), and
Other Information; and

e GAO’s audit report.

This Financial Report addresses the government’s financial activity and results as of and for the fiscal years ended
September 30, 2018 and 2017. Note 26, Subsequent Events discusses events that occurred after the end of the fiscal year
which may affect the government’s financial position and condition.

In addition, the Results in Brief and Executive Summary to this Financial Report provides a quick reference to the key
issues in the Financial Report and an overview of the government's financial position and condition.

Mission & Organization

The government’s fundamental mission is derived from the Constitution: *“...to form a more perfect union, establish
justice, insure domestic tranquility, provide for the common defense, promote the general welfare and secure the blessings of
liberty to ourselves and our posterity.” The government’s functions have evolved over time to include health care, income
security, veterans benefits and services, housing and transportation, security, and education. Exhibit 1 provides an overview
of how the U.S. government is organized.

1 The Government Management Reform Act of 1994 has required such reporting, covering the executive branch of the Government, beginning with financial
statements prepared for fiscal year 1997. The consolidated financial statements include the legislative and judicial branches.

2 The 35 entities include the Department of Health and Human Services, which received disclaimers of opinion on its 2018, 2017, 2016, 2015, and 2014
SOSI and on its 2018 and 2017 SCSIA.
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Exhibit 1

THE UNITED STATES GOVERNMENT ]

e

THE CONSTITUTION

/ LEGISLATIVE BRANCH \

THE CONGRESS
SENATE HOUSE

Architect of the Capitol
U.S. Botanic Garden
Government Accountability Office
Government Publishing Office
Library of Congress
Congressional Budget Office
U.S. Capitol Police

o J

/ EXECUTIVE BRANCH \

THE PRESIDENT
THE VICE PRESIDENT
EXECUTIVE OFFICE OF THE PRESIDENT

White House Office
Office of the Vice President
Council of Economic Advisers
Council on Environmental Quality
National Security Council
Office of Administration
Office of Management and Budget
Office of National Drug Control Policy
Office of Policy Development
Office of Science and Technology Policy

Koffice of the U.S. Trade Representative/

I

JUDICIAL BRANCH

THE SUPREME COURT
OF THE U.S.

U.S. Courts of Appeals
U.S. District Courts
Territorial Courts
U.S. Court of International Trade
U.S. Court of Federal Claims
Administrative Office of the U.S. Courts
Federal Judicial Center
U.S. Sentencing Commission

4 N

o J

[ SIGNIFICANT CONSOLIDATION ENTITIES

]

) ) )
DEPARTMENT DEPARTMENT DEPARTMENT DEPARTMENT DEPARTMENT
OF OF OF OF OF
AGRICULTURE COMMERCE DEFENSE EDUCATION ENERGY
J J
) )
DEPARTMENT DEPARTMENT DEPARTMENT DEPARTMENT DEPARTMENT
OF HEALTH OF HOMELAND OF HOUSING OF THE OF
AND HUMAN SECURITY AND URBAN INTERIOR JUSTICE
SERVICES DEVELOPMENT
J J
DEPARTMENT DEPARTMENT DEPARTMENT DEPARTMENT DEPARTMENT
OF OF OF OF THE OF
LABOR STATE TRANSPORTATION TREASURY VETERANS
AFFAIRS

OTHER SIGNIFICANT CONSOLIDATION ENTITIES

ENVIRONMENTAL PROTECTION AGENCY
GENERAL SERVICES ADMINISTRATION
NATIONAL AERONAUTICS AND SPACE ADMINISTRATION
NATIONAL SCIENCE FOUNDATION
OFFICE OF PERSONNEL MANAGEMENT
SMALL BUSINESS ADMINISTRATION
SOCIAL SECURITY ADMINISTRATION
U.S. AGENCY FOR INTERNATIONAL DEVELOPMENT
U.S. NUCLEAR REGULATORY COMMISSION
SECURITY ASSISTANCE ACCOUNTS
EXPORT-IMPORT BANK OF THE U.S.

FARM CREDIT SYSTEM INSURANCE CORPORATION

FEDERAL COMMUNICATIONS COMMISSION
FEDERAL DEPOSIT INSURANCE CORPORATION
GENERAL FUND OF THE U.S. GOVERNMENT
MILLENNIUM CHALLENGE CORPORATION
NATIONAL CREDIT UNION ADMINISTRATION
NATIONAL RAILROAD RETIREMENT INVESTMENT TRUST
OVERSEAS PRIVATE INVESTMENT CORPORATION
PENSION BENEFIT GUARANTY CORPORATION
RAILROAD RETIREMENT BOARD
SECURITIES AND EXCHANGE COMMISSION
SMITHSONIAN INSTITUTION
TENNESSEE VALLEY AUTHORITY
U.S. POSTAL SERVICE
OTHER CONSOLIDATION ENTITIES ARE LISTED IN APPENDIX A OF THIS FINANCIAL REPORT
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The Government’'s Financial Position and Condition

This Financial Report presents the government’s financial position at the end of the fiscal year, explains how and why
the financial position changed during the year, and discusses the government’s financial condition and how it may change in
the future.

Table 1
The Federal Government's Financial Position and Condition
2018 2017% Incl%ease / ﬂ)ecrﬁ;:se\
FINANCIAL MEASURES (Dollars in Billions)

Gross Cost $ (4,808.5) $ (4,606.2)|$ 202.3 4.4%
Less: Earned Revenue S 3928 § 4319 1|S (39.1) (9.1%)
Gain/(Loss) from Changes in Assumptions S (1252) 8  (356.5)|8  (231.3) (64.9%)

Net Cost $ (4,540.9) $ (4,530.8)| $ 10.1 0.2%
Less: Tax and Other Revenues $ 33843 § 33746(S 9.7 0.3%
Unmatched Transactions & Balances $ 24) % 26(8 (5.0) (192.3%)]

Net Operating Cost $ (1,159.0) $ (1,153.6)| $ 5.4 0.5%

Budget Deficit $ (779.0) $  (665.7)|$  113.3 17.0%

Assets:

Cash & Other Monetary Assets $ 5075 § 2712 |8 236.3 87.1%

Loans Receivable, Net S 14191 § 13502 ]S 68.9 5.1%

Inventories & Related Property, Net $ 3375 § 326.7 | $ 10.8 3.3%

Property, Plant & Equipment, Net $ 1.090.5 § 1.087.0|8% 3.5 0.3%

Other S 4821 § 4998 [ S (17.7) (3.5%)
Total Assets $ 3,836.7 § 35349 (% 301.8 8.5%
Liabilities:

Federal Debt Held by the Public & Accrued Interest (15,812.7) § (14,724.1) 1.088.6 7.4%
Federal Employee & Veteran Benefits (7.9823) & (7.700.1) 2822 3.7%

S S
S S
Other S (1.562.5) S (1472.6)|S 89.9 6.1%
$ $
$ $

Total Liabilities (25,357.5) $ (23,896.8) 1,460.7 6.1%
Net Position (Assets minus Liabilities) (21,520.8) $ (20,361.9) 1,158.9 5.7%
SUSTAINABILITY MEASURES (Dollars in Trillions)

Social Insurance Net Expenditures:

Social Security (OASDI) (16.1) $ (15.4) 0.7 4.5%
Medicare (Parts A, B, & D) (376) S (33.5) 4.1 12.2%
Other

Total Social Insurance Net Expenditures (53.8) § (49.0) 4.8 9.8%
Total Federal Non-Interest Net Expenditures (46.2) $ (16.2) 30.0 185.2%

75-Year Fiscal Gap (Percent of Gross Domestic Product)* (4.1%) (2.0%) 2.1% 105.0%
*Restated (see Financial Statement Note 1.U)

w |lee|ler 0 o

S
S
(0.1) $ 0.1)[s - 0.0%
$
$

'To prevent the debt-to-GDP ratio from rising over the next 75 years, a combination of non-interest spending reductions and receipts increases
that amounts to 4.1 percent of GDP on average is needed (2.0 percent of GDP on average in 2017). See Financial Statement Note 23.
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Table 1 on the previous page and the following summarize the federal government’s financial position:

During fiscal year 2018, the budget deficit increased by 17.0 percent and gross cost increased by 4.4 percent, while
net cost, tax and other revenues, and net operating cost each increased by less than one percent.

The government’s gross costs of $4.8 trillion, less $392.8 billion in revenues earned for goods and services provided
to the public (e.g., Medicare premiums, national park entry fees, and postal service fees), plus $125.2 billion in net
losses from changes in assumptions (e.g., interest rates, inflation, disability claims rates) yields the government’s net
cost of $4.5 trillion, a slight increase of $10.1 billion or 0.2 percent over fiscal year 2017.

Deducting $3.4 trillion in tax and other revenues, with some adjustment for unmatched transactions and balances,
results in a “bottom line” net operating cost of $1.2 trillion for fiscal year 2018, an increase of $5.4 billion or 0.5
percent over fiscal year 2017.

Comparing total 2018 government assets of $3.8 trillion to total liabilities of $25.4 trillion (comprised mostly of
$15.8 trillion in federal debt held by the public and accrued interest payable®, and $8.0 trillion of federal employee
and veterans benefits payable) yields a negative net position of $21.5 trillion.

The budget deficit is primarily financed through borrowing from the public. As of September 30, 2018, debt held by
the public, excluding accrued interest, was $15.8 trillion. This amount, plus intragovernmental debt ($5.8 trillion)
equals gross federal debt, which, with some adjustments, is subject to the statutory debt limit. As of September 30,
2018, the government’s total debt subject to the debt limit was $21.5 trillion. The statutory debt limit was most
recently suspended through March 1, 2019.

This Financial Report also contains information about projected impacts on the government’s future financial condition.
Under federal accounting rules, social insurance amounts as reported in both the SLTFP and in the SOSI are not considered
liabilities of the government. From Table 1:

The SLTFP shows that the present value (PV)* of total non-interest spending, including Social Security, Medicare,
Medicaid, defense, and education, etc.), over the next 75 years, under current policy, is projected to exceed the PV
of total receipts by $46.2 trillion (total federal non-interest net expenditures from Table 1).

The SOSI shows that the PV of the government’s expenditures for Social Security and Medicare Parts A, B and D,
and other social insurance programs over 75 years is projected to exceed social insurance revenues® by about $53.8
trillion, a $4.8 trillion increase over 2017 social insurance projections.

The two sustainability measures in Table 1 differ primarily because total non-interest net expenditures from the
SLTFP include the effects of general revenues and non-social insurance spending, neither of which is included in the
SOSI.

The government’s current financial position and long-term financial condition can be evaluated both in dollar terms and
in relation to the economy as a whole. Gross Domestic Product (GDP) is a measure of the size of the nation’s economy in
terms of the total value of all final goods and services that are produced in a year. Considering financial results relative to
GDP is a useful indicator of the economy’s capacity to sustain the government’s many programs. For example:

The budget deficit (i.e., including the consolidated receipts and outlays from federal funds and the Social Security
Trust Fund) increased from $665.7 billion in fiscal year 2017 to $779.0 billion in fiscal year 2018. The deficit-to-
GDP ratio in 2018 was 3.9 percent, an increase from 3.5 percent in fiscal year 2017 and above the 3.2 percent
average over the past 40 years.®

The budget deficit is primarily financed through borrowing from the public. As of September 30, 2018, the $15.8
trillion in debt held by the public, excluding accrued interest, equates to approximately 78 percent of GDP.

The 2018 SOSI projection of $53.8 trillion net PV excess of expenditures over receipts over 75 years represents
about 4.0 percent of the PV of GDP over 75 years. The excess of total projected non-interest spending over receipts
of $46.2 trillion from the SLTFP represents 3.3 percent of GDP over 75 years. As discussed in this Financial
Report, changes in these projections can, in turn, have a significant impact on projected debt as a percent of GDP.
To prevent the debt-to-GDP ratio from rising over the next 75 years, a combination of non-interest spending
reductions and receipts increases that amounts to 4.1 percent of GDP on average is needed (2.0 percent of GDP on
average in the 2017 projections). The fiscal gap represents 21.9 percent of 75-year present value receipts and 18.6
percent of 75-year present value non-interest spending.

% On the government’s Balance Sheet, debt held by the public and accrued interest payable consists of Treasury securities, net of unamortized discounts and
premiums, and accrued interest payable. The “public” consists of individuals, corporations, state and local governments, Federal Reserve Banks, foreign
governments, and other entities outside the federal government.

4 Present values recognize that a dollar paid or collected in the future is worth less than a dollar today because a dollar today could be invested and earn
interest. To calculate a present value, future amounts are thus reduced using an assumed interest rate, and those reduced amounts are summed.

5 Social Security is funded by the payroll taxes and revenue from taxation of benefits. Medicare Part A is funded by the payroll taxes, revenue from taxation
of benefits, and premiums that support those programs. Medicare Parts B and D are primarily financed by general revenues and premiums. By accounting
convention, these general revenues are eliminated in consolidation at the governmentwide level and, as such, are not included in the SOSI. For the fiscal year
2018 and 2017 SOSI, the amounts eliminated totaled $32.9 trillion and $30.0 trillion, respectively.

® Final Monthly Treasury Statement (as of September 30, 2018 and 2017), Joint Statement of Treasury Secretary Steven T. Mnuchin and OMB Director

Mick Mulvaney on Budget Results for Fiscal Year 2018



https://www.fiscal.treasury.gov/files/reports-statements/mts/mts0918.pdf
https://www.fiscal.treasury.gov/files/reports-statements/mts/mts0917.pdf
https://home.treasury.gov/news/press-releases/sm522
https://home.treasury.gov/news/press-releases/sm522
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Fiscal Year 2018 Financial Statement Audit Results

For fiscal year 2018, GAO issued a disclaimer of audit opinion on the accrual-based, governmentwide financial
statements, as it has for the past 21 years, due to certain material weaknesses in internal control over financial reporting and
other limitations on the scope of its work. In addition, GAO issued a disclaimer of opinion on the sustainability financial
statements due to significant uncertainties primarily related to the achievement of projected reductions in Medicare cost
growth and certain other limitations. GAO’s audit report on page 226 of this Financial Report, discusses GAQO’s findings.

22 of the 24 entities required to issue audited financial statements under the Chief Financial Officers (CFO) Act
received unmodified audit opinions, as did 13 of 16 additional significant reporting entities (see Table 10 and Appendix A).”

The Governmentwide Reporting Entity

This Financial Report includes the financial status and activities of the executive, legislative, and judicial branches of
the federal government. Statement of Federal Financial Accounting Standards (SFFAS) No. 47, Reporting Entity, provides
criteria for identifying organizations that are consolidation entities, disclosure entities, and related parties. Such criteria are
summarized in Note 1A and in Appendix A, which lists the entities included in this Financial Report by these categories. The
assets, liabilities, results of operations, and related activity for consolidation entities are consolidated in the financial
statements.

The Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie
Mac) meet the criteria for disclosure entities and, consequently, are not consolidated into the government’s financial
statements. However, the values of the investments in such entities, changes in value, and related activity with these entities
are included in the consolidated financial statements. The Federal Reserve System (FR System) is a disclosure entity and is
not consolidated into the government’s financial statements. See Note 1A—Significant Accounting Policies, Reporting Entity
and Note 25—Disclosure Entities and Related Parties for additional information. In addition, per SFFAS No. 31, Accounting
for Fiduciary Activities, fiduciary funds are not consolidated in the government financial statements.®

Most significant reporting entities prepare financial reports that include financial and performance related information,
as well as Annual Performance Reports. More information may be obtained from entities’ websites indicated in Appendix A
and at www.performance.gov.

The following pages contain a more detailed discussion of the government’s financial results for fiscal year 2018, the
budget, the economy, the debt, and a long-term perspective about fiscal sustainability, including the government’s ability to
meet its social insurance benefits obligations. The information in this Financial Report, when combined with the Budget of
the U.S. Government (Budget), collectively presents information on the government’s financial position and condition.

Accounting Differences Between the Budget and the Financial
Report

Each year, the Administration issues two reports that detail the government’s financial results: the Budget and this
Financial Report. The exhibit on the following page provides the key characteristics and differences between the two
documents.

Treasury generally prepares the financial statements in this Financial Report on an accrual basis of accounting as
prescribed by GAAP for federal entities.® These principles are tailored to the government’s unique characteristics and
circumstances. For example, entities prepare a uniquely structured “Statement of Net Cost,” which is intended to present net
government resources used in its operations. Also, unique to government is the preparation of separate statements to
reconcile differences and articulate the relationship between the budget and financial accounting results.

"The 22 entities include the Department of Health and Human Services, which received disclaimers of opinions on its 2018, 2017, 2016, 2015, and 2014,
SOSI and its 2018 and 2017 SCSIA. The 13 entities include the Federal Deposit Insurance Corporation (FDIC), the National Credit Union Administration
(NCUA), and the Farm Credit System Insurance Corporation (FCSIC), which operate on a calendar year basis (December 31 year-end). Statistic reflects
2017 audit results for these organizations if 2018 results are not available.

8 See Note 21—Fiduciary Activities

® Under GAAP, most U.S. government revenues are recognized on a ‘modified cash’ basis, (see Financial Statement Note 1.B). The Statement of Social
Insurance presents the present value of the estimated future revenues and expenditures for scheduled benefits over the next 75 years for the Social Security,
Medicare, Railroad Retirement programs; and 25 years for the Black Lung program. The Statement of Long-Term Fiscal Projections presents the present
value of the projected future receipts and non-interest spending for the federal government.
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Budget of the U.S. Government Financial Report of the U.S. Government
Prepared primarily on a “cash basis” Prepared on an “accrual and modified cash basis”
e Initiative-based and prospective: focus on e Entity-based and retrospective — prior and present
current and future initiatives planned and resources used to implement initiatives.
how resources will be used to fund them. e Revenue: Tax revenue (more than 90 percent of total
e Receipts (“cash in”), taxes and other revenue) recognized on modified cash basis (see Financial
collections recorded when received. Statement Note 1.B). Remainder recognized when earned,
e Outlays (“cash out”), largely recorded when but not necessarily received.
payment is made. e  Costs: recognized when incurred, but not necessarily paid.

Budget Deficit vs. Net Operating Cost

The budget deficit is measured as the excess of outlays, or payments made by the government, over receipts, or cash
received by the government. Net operating cost, on an accrual basis, is the excess of costs (what the government has incurred,
but has not necessarily paid) over revenues (what the government has collected and expects to collect, but has not necessarily
received). As shown in Chart A, net operating cost typically exceeds the budget deficit due largely to the inclusion of cost
accruals associated with increases in estimated liabilities for the government’s postemployment benefit programs for its
military and civilian employees and veterans as well as environmental liabilities.

Chart A
U.S. Budget Deficit & Net Operating Cost
$1,400.0
$1,153.6  $1,159.0
LT $1,051.7
,51,000.0 -
2 $791.3 $779.0
o -
$ $800.0 $665.7
z 56000 $587.4
= 24834 $438.9
$400.0 i
$200.0 - -
S_ _
2014 2015 2016 2017 2018
Fiscal Year
M Budget Deficit O Net Operating Cost

The government’s primarily cash-based® budget deficit increased by $113.3 billion (about 17.0 percent) from
approximately $665.7 billion in fiscal year 2017 to about $779.0 billion in fiscal year 2018 due to lower growth in receipts
compared to the increase in outlays in fiscal year 2018. The $13.8 billion (0.4 percent) increase in receipts can be attributed
primarily to higher net individual income tax receipts, excise taxes, social insurance and retirement receipts, and customs
duties. Outlays increased $127.1 billion (3.2 percent). Contributing to the increase over fiscal year 2017 were higher outlays
for Defense, Medicaid, Social Security, disaster relief and flood insurance, Refundable Premium Tax Credits and cost sharing
reductions, interest on the Treasury debt held by the public (public debt), and lower government-sponsored enterprises’
(GSE) receipts (i.e., dividends from Fannie Mae and Freddie Mac), which are an offset to outlays.!

The Treasury Department’s September 2018 Monthly Treasury Statement (MTS) is the source of receipts, spending,
and deficit information for this Report. The MTS presents primarily cash-based spending, or outlays, for the fiscal year in a
number of ways, including by month, by entity, and by budget function classification. The federal budget is divided into
approximately 20 categories — or budget functions - as a means of organizing federal spending by primary purpose (e.g.,
National Defense, Transportation, Health). Multiple entities may contribute to one or more budget functions, and a single

10 Interest outlays on Treasury debt held by the public are recorded in the budget when interest accrues, not when the interest payment is made. For federal
credit programs, outlays are recorded when loans are disbursed, in an amount representing the present value cost to the government, commonly referred to as
credit subsidy cost. Credit subsidy cost excludes administrative costs.

11 10/15/18 press release -- Joint Statement of Treasury Secretary Steven T. Mnuchin and OMB Director Mick Mulvaney on Budget Results for Fiscal Year
2018.
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budget function may be associated with only one entity. For example, the Department of Defense (DOD), Department of
Homeland Security (DHS), the Department of Energy (DOE), and multiple other entities administer programs that are critical
to the broader functional classification of National Defense. DOD, the Office of Personnel Management (OPM), and many
other entities also administer Income Security programs (e.g., retirement benefits, housing, financial assistance). By
comparison, the Medicare program is a budget function category unto itself and is administered exclusively at the federal
level by the Department of Health and Human Services (HHS). Federal spending information by budget function and other
categorizations may be found in the September 2018 MTS.*?

The government’s largely accrual-based net operating cost remained largely unchanged at $1.2 trillion increasing by
$5.4 billion (0.5 percent) during fiscal year 2018. As explained below, net operating costs are affected by both changes in
revenues and costs.

Table 2 provides a summary of the items reported in the Reconciliation of Net Operating Cost and Budget Deficit,
which articulates the relationship between the government’s accrual-based net operating cost and the primarily cash-based
budget deficit. From Table 2, the $380.0 billion net difference between the government’s budget deficit and net operating
cost for fiscal year 2018, is mostly attributable to: (1) a $282.2 billion net increase in liabilities for federal employee and
veteran benefits payable, (2) a $112.8 billion increase in environmental and disposal liabilities; and (3) several offsetting
items, including, but not limited to a $32.3 billion decrease in insurance and guarantee program liabilities and a $15.9 billion
increase in Accounts Payable. These affect net operating cost, but not the budget deficit.

Table 2: Net Operating Cost vs. Budget Deficit

Dollars in Billions 2018 2017+

Net Operating Cost $  (1,159.0)] $ (1,153.6)
Change in:

Federal Employee and Veteran Benefits Payable S 2822 1S 4907

Environmental and Disposal Liabilities S 1128 | S 17.9

Insurance and guarantee program liabilities S (323)] 8 155

Accounts payable $ 15918 8.4
Other, Net S 1.4]1S (44.6)
Subtotal - Net Difference: S 380.0 ]S 4879
Budget Deficit $ (9.0 (665.7)

*Restated (see Financial Statement Note 1.U)

12 Final Monthly Treasury Statement for Fiscal Year 2018 through September 30, 2018 and Other Periods.
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The Government’s Net Position: “Where We Are”

The government’s financial position and condition have traditionally been expressed through the Budget, focusing on
surpluses, deficits, and debt. However, this primarily cash-based discussion of the government’s net outlays (deficit) or net
receipts (surplus) tells only part of the story. The government’s accrual-based net position, (the difference between its assets
and liabilities), and its “bottom line” net operating cost (the difference between its revenues and costs) are also key financial
indicators.

Costs and Revenues

The government’s Statement of Operations and Changes in Net Position, much like a corporation’s income statement,
shows the government’s “bottom line” and its impact on net position (i.e., assets net of liabilities). To derive the
government’s “bottom line” net operating cost, the Statement of Net Cost first shows how much it costs to operate the federal
government, recognizing expenses when incurred, regardless of when payment is made (accrual basis). It shows the
derivation of the government’s net cost or the net of: (1) gross costs, or the costs of goods produced and services rendered by
the government, (2) the earned revenues generated by those goods and services during the fiscal year, and (3) gains or losses
from changes in actuarial assumptions used to estimate certain liabilities. This amount, in turn, is offset against the
government’s taxes and other revenue reported in the Statement of Operations and Changes in Net Position to calculate the
“pottom line” or net operating cost. **

Table 3: Gross Cost, Revenues, Net Cost, and Net Operating Cost

Dollars in Billions 2018 2017* = (Decr'% e
Gross Cost $ (4,808.5) $ (4,606.2) $ 2023 4.4%
Less: Earned Revenue S 3928 § 4319 § (39.1) (9.1%)
Gain/(Loss) from Changes in Assumptions S (1252) § (356.5) § (231.3)  (64.9%)
Net Cost $ (4,540.9) $ (4,530.8) $ 10.1 0.2%
Less: Tax and Other Revenues $ 33843 § 33746 § 9.7 0.3%
Unmatched Transactions and Balances S 24) 8 26 § (5.0) (192.3%)
Net Operating Cost $ (1,159.0) $ (1,153.6) $ 5.4 0.5%

*Restated (see Financial Statement Note 1.U)

Table 3 shows that the government’s “bottom line” net operating cost remained largely unchanged during 2018 at $1.2
trillion increasing only $5.4 billion (0.5 percent), during the fiscal year. This slight increase is due mostly to a $10.1 billion
(0.2 percent) increase in entity net costs, which slightly more than offset a $9.7 billion (0.3 percent) increase in tax and other
revenues over the past fiscal year as discussed in the following.

Gross Cost and Net Cost

The Statement of Net Cost starts with the government’s total gross costs of $4.8 trillion, subtracts revenues earned for
goods and services provided (e.g., Medicare premiums, national park entry fees, and postal service fees), and adjusts the
balance for gains or losses from changes in actuarial assumptions used to estimate certain liabilities, including federal
employee and veterans benefits to derive its net cost of $4.5 trillion (See Chart C), a $10.1 billion (0.2 percent) increase over
fiscal year 2017.

Typically, the annual change in the government’s net cost is impacted by a variety of offsetting increases and decreases
across entities. For example, offsetting changes in net cost during fiscal year 2018 included:

e Entities administering federal employee and veterans benefits programs employ a complex series of assumptions,
including but not limited to interest rates, beneficiary eligibility, life expectancy, and medical cost levels, to make
actuarial projections of their long-term benefits liabilities. Changes in these assumptions can result in either losses
(net cost increases) or gains (net cost decreases). Across the government, these net losses from changes in
assumptions amounted to $125.2 billion in fiscal year 2018, a loss decrease (and a corresponding net cost decrease)
of $231.3 billion compared to fiscal year 2017. The primary entities that administer programs impacted by these
assumptions — typically federal employee pension and benefit programs — are the OPM, Department of Veterans
Affairs (VA), and DOD. These entities recorded losses from changes in assumptions in the amounts of $26.2 billion,
$79.2 billion, and $16.8 billion, respectively — all decreased amounts compared to 2017.

18 As shown in Table 3, net operating cost includes an adjustment for unmatched transactions and balances, which represent unreconciled differences in
intragovernmental activity and balances between federal entities. These amounts are described in greater detail in the Other Information section of this
Financial Report.
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0 These actuarial estimates and the resulting gains or losses from changes in assumptions can sometimes
cause significant swings in total entity costs from year to year. For example, for fiscal year 2018, changes
in net cost at VA ($132.8 billion decrease), OPM ($66.2 billion decrease), and DOD ($33.0 billion
increase), were impacted by the corresponding changes in gains or losses from assumption changes at these

entities.

e At DOD, the $33.0 billion net cost
increase includes the net effect of a $39.2
billion decrease in earned revenues across
the department, as well as increases in the
net costs of procurement, military
personnel and research and development
(R&D). These increases were partially
offset by a decrease in losses from
changes in assumptions referenced above
(net cost decrease), and a decrease in costs
of military operations, readiness, and
support;

e $56.4 billion and $39.5 billion net cost
increases at HHS and the Social Security
Administration (SSA), respectively, were
primarily due to cost increases of the
benefits programs that these entities

administer (HHS - Medicare and
Medicaid programs, SSA - Old-Age,
Survivors, and Disability Insurance

(OASDI) programs);

e A $99.6 hillion net cost increase at DOE
largely due to refined environmental
liability estimates, including those for
Waste Treatment and Immobilization
Plant construction, operating costs, tank
farm retrieval, and closure costs at DOE’s
Hanford site;

e A $20.2 billion net cost decrease at the
Pension Benefit Guaranty Corporation
(PBGC) stems mostly from higher interest
rate factors used to measure liabilities for
the single- and multi-employer programs;
and

e A $61.0 billion cost increase in interest on
debt held by the public due largely to an

Chart B
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increase in the debt and average interest rates, as well as inflation adjustments on certain Treasury securities. Interest

costs have increased by 20.6 percent in 2018 from 2017 and by 37.4 percent over the past five years.

Chart B shows the composition of the government’s net cost. In fiscal year 2018, nearly three fourths of total net
cost came from HHS, SSA, DOD, and VA. Interest on Treasury securities (i.e., debt) held by the public contributed an
additional 8 percent, and the other entities included in the government’s fiscal year 2018 Statement of Net Cost
accounted for a combined 21 percent of the government’s total net cost for fiscal year 2018. Chart C shows the five-year
trend in these costs. These entities have consistently incurred the largest entity shares of the government’s total net cost
in recent years. As indicated above, HHS and SSA net costs for fiscal year 2018 ($1.1 trillion and $1.0 trillion,
respectively) are attributable to major social insurance programs administered by these entities. DOD net costs of $698.4
billion relate primarily to operations, readiness, and support; personnel; research; procurement; and retirement and health
benefits. VA costs of $346.9 billion support health, education and other benefits programs for our nation’s veterans. The
$132.8 billion decrease in VA net cost during fiscal year 2018 is primarily due to the decrease in losses from changes in
actuarial assumptions as referenced earlier. From Chart C, over the past five years, HHS, SSA, and Interest costs have
increased 20.1 percent, 14.6 percent, and 37.4 percent, respectively.
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Tax and Other Revenues

As noted earlier, tax and other revenues from the Statement of Operations and Changes in Net Position are deducted
from total net cost to derive the government’s
I3 B ” H Chart D
bottom line” net operating cost. Chart D shows
. . Government Tax and Other Revenues
that total tax and other revenue increased slightly $4,000.0
by $9.7 billion or 0.3 percent to $3.4 trillion for $3,500.0 $3,334.0 $3,345.3 $3,374.6 53,3843

fiscal year 2018. This increase is attributable $3.0000 $3,066-1 $387.6

mainly to an overall growth in individual income

tax collections, partially offset by reduced estate |Z $2,5000

and corporate income tax collections and deposit of | g $2,000.0 | - = =
earnings from the FR System.* Earned revenues | £ eon

from Table 3 are not considered “taxes and other % T $2,353.0 $2,545.2 $2,603.2 $2,687.9 $2,793.2
revenue” and, thus, are not shown in Chart D. |© $1,0000

Individual income tax and tax withholdings and $500.0

corporate income taxes accounted for about 82.5 3.

percent and 6.2 percent of total revenue, 2014 2015 2016 2017 2018
respectively in fiscal year 2018; other revenues Fiscal Year

from Chart D include Federal Reserve earnings, W Other Revenue

B Corporate Income Taxes
OlIndividual Income Tax and Tax Witholdings

excise taxes, unemployment taxes, and customs
duties.

As previously shown in Table 3, the increases in net cost and tax and revenues almost entirely offset each other,
resulting in the government’s bottom line net operating cost remaining largely unchanged at $1.2 trillion for fiscal year 2018.

Tax Expenditures

Tax and other revenues reported reflect the effects of tax expenditures, which are special exclusions, exemptions,
deductions, tax credits, preferential tax rates, and tax deferrals that allow individuals and businesses to reduce taxes they may
otherwise owe. Tax expenditures may be viewed as alternatives to other policy instruments, such as spending or regulatory
programs. For example, the government supports college attendance through both spending programs and tax expenditures.
The government uses Pell Grants to help low- and moderate-income students afford college and allows certain funds used to
meet college expenses to grow tax free in special college savings accounts. Tax expenditures may include deductions and
exclusions which reduce the amount of income subject to tax (e.g., deductions for personal residence mortgage interest). Tax
credits, which reduce tax liability dollar for dollar for the amount of credit (e.g., child tax credit), are also considered tax
expenditures. Tax expenditures may also allow taxpayers to defer tax liability.

Receipts in the calculation of surplus or deficit, and tax revenues in the calculation of net position, reflect the effect of
tax expenditures. As discussed in more detail in the Other Information section of this Financial Report, tax expenditures will
generally lower federal government receipts although tax expenditure estimates do not necessarily equal the increase in
Federal revenues (or the change in the budget balance) that would result from repealing these special provisions.

Tax expenditures are reported annually in the Analytical Perspectives of the Budget. In addition, current and past tax
expenditure estimates and descriptions can be found at the following location from the U.S. Treasury’s Office of Tax Policy:
https://home.treasury.gov/policy-issues/tax-policy/tax-expenditures.

14 Fiscal year 2018 Department of the Treasury Agency Financial Report, p. 37
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Assets and Liabilities

The government’s net position at the end of the year is derived by netting the government’s assets against its liabilities,
as presented in the Balance Sheet (summarized in Table 4). The Balance Sheet does not include the financial value of the
government’s sovereign powers to tax, regulate commerce, or set monetary policy or value of nonoperational resources of the
government, such as national and natural resources, for which the government is a steward. In addition, as is the case with the
Statement of Operations and Changes in Net Position, the Balance Sheet includes a separate presentation of the portion of net
position related to funds from dedicated collections. Moreover, the government’s exposures are broader than the liabilities
presented on the Balance Sheet. The government’s future social insurance exposures (e.g., Medicare and Social Security) as
well as other fiscal projections, commitments and contingencies, are reported in separate statements and disclosures. This
information is discussed later in this MD&A section, the financial statements, and RSI sections of this Financial Report.

Table 4: Assets and Liabilities

Dollars in Billions 2018 2017« Inergase/ (Decrease)

Assets

Cash & Other Monetary Assets $ 5075 °§ 2712 § 2363 87.1%

Loans Receivable, Net $ 14191 § 13502 § 68.9 5.1%

Inventories & Related Property, Net $ 3375 § 3267 § 108 3.3%

Property, Plant & Equipment, Net $§ 1095 § 10870 § 35 0.3%|

Other $ 4821 $ 4998 $  (177)  (3.5%)
Total Assets $ 38367 $ 35349 § 301.8 8.5%
Less: Liabilities, comprised of:

Federal Debt Held by the Public & Accrued Interest  $ (15.812.7) $ (14,724.1) $ 1,088.6 74%

Federal Employee & Veteran Benefits $ (7.9823) $ (7.700.1) $ 2822 3.7%

Other § (1,5625) 8 (14726) § 89.9 6.1%)
Total Liabilities $ (25,357.5) $ (23,896.8) $ 1,460.7 6.1%
Net Position (Assets Minus Liabilities) $ (21,520.8) $ (20,361.9) $ 1,158.9 5.7%

*Restated (see Financial Statement Note 1.U)

Assets

As of September 30, 2018, the government’s $3.8 trillion in assets are comprised mostly of net loans receivable ($1.4
trillion) and net property, plant, and equipment (PP&E) ($1.1 trillion).'> From Financial Statement Note 4, The Department
of Education’s (Education’s) Federal Direct Student Loan Program accounted for $1.1 trillion (78.6 percent) of total net loans
receivable. Education’s direct student loan program receivables balances have grown by more than 190 percent since fiscal
year 2011 largely due to increased direct loan disbursements, attributable to the continued effect of 2010 legislation requiring
a transition for new loans from guaranteed student loans to full direct lending by Education.*®

15 For financial reporting purposes, other than multi-use heritage assets, stewardship assets of the government are not recorded as part of Property, Plant, and
Equipment. Stewardship assets are comprised of stewardship land and heritage assets. Stewardship land consists of public domain land (e.g., national parks,
wildlife refuges). Heritage assets include national monuments and historical sites that among other characteristics are of historical, natural, cultural,
educational, or artistic significance. See Note 24 — Stewardship Land and Heritage Assets.

16 With the enactment of the SAFRA Act, which was included as part of the Health Care and Education Reconciliation Act of 2010 (HCERA) (P. L. 111-
152), no new loans were originated under the Federal Family Education Loan (FFEL) Program (guaranteed loan program) since July 1, 2010. See
Department of Education fiscal year 2018 Agency Financial Report p. 50.
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Liabilities

As indicated in Table 4 and Chart E, of the Chart E
government’s $25.4 trillion in total liabilities, the A ) i
largest liability is federal debt securities held by the $30,000.0 - 2 LD YT R 20
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retired civilian workforce, and $5.4 trillion for the
military and veterans. OPM administers the largest
civilian pension plan, covering nearly 2.7 million
current employees and 2.6 million annuitants and
survivors. The military pension plan covers about
2.1 million current military personnel (including active service, reserve, and National Guard) and approximately 2.3 million
retirees and survivors.

Federal Debt

The budget surplus or deficit is the difference between total federal spending and receipts (e.g., taxes) in a given year.
The government borrows from the public (increases federal debt levels) to finance deficits. During a budget surplus (i.e.,
when receipts exceed spending), the government typically uses those excess funds to reduce the debt held by the public. The
Statement of Changes in Cash Balance from Budget and Other Activities reports how the annual budget surplus or deficit
relates to the federal government’s borrowing and changes in cash and other monetary assets. It also explains how a budget
surplus or deficit normally affects changes in debt balances.

The government’s publicly-held debt, or federal debt held by the public, and accrued interest (Balance Sheet liability)
totaled $15.8 trillion as of September 30, 2018. It is comprised of Treasury securities, such as bills, notes, and bonds, net of
unamortized discounts and premiums; and accrued interest payable. The “public” consists of individuals, corporations, state
and local governments, Federal Reserve Banks (FRBs), foreign governments, and other entities outside the federal
government. As indicated above, budget surpluses have typically resulted in borrowing reductions, and budget deficits have
conversely yielded borrowing increases. However, the government’s debt operations are generally much more complex. Each
year, trillions of dollars of debt mature and new debt is issued to take its place. In fiscal year 2018, new borrowings were
$10.1 trillion, and repayments of maturing debt held by the public were $9.0 trillion, both increases from fiscal year 2017.
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In addition to debt held by the public, the government has
about $5.8 trillion in intragovernmental debt outstanding, which
arises when one part of the government borrows from another. It
represents debt issued by the Treasury and held by government
accounts, including the Social Security ($2.9 trillion) and
Medicare ($301.0 billion) trust funds. Intragovernmental debt is
primarily held in government trust funds in the form of special
nonmarketable securities by various parts of the government.
Laws establishing government trust funds generally require
excess trust fund receipts (including interest earnings) over
disbursements to be invested in these special securities. Because
these amounts are both liabilities of the Treasury and assets of
the government trust funds, they are eliminated as part of the
consolidation process for the governmentwide financial
statements (see Note 11). When those securities are redeemed,
e.g., to pay Social Security benefits, the government will need
to obtain the resources necessary to reimburse the trust funds.
The sum of debt held by the public and intragovernmental debt
equals gross federal debt, which (with some adjustments), is
subject to a statutory ceiling (i.e., the debt limit). At the end of
fiscal year 2018, debt subject to the statutory limit (DSL) was
$21.5 trillion'’ (see sidebar).

The federal debt held by the public measured as a percent of GDP (debt-to-GDP ratio) (Chart F) compares the country’s

Prior to 1917, Congress approved each debt
issuance. In 1917, to facilitate planning in World
War I, Congress and the President established a
dollar ceiling for federal borrowing. With the
Public Debt Act of 1941 (Public Law [P.L.] 77-7),
Congress and the President set an overall limit of
$65 billion on Treasury debt obligations that
could be outstanding at any one time. Since then,
Congress and the President have enacted a
number of measures affecting the debt limit,
including several in recent years. Congress and
the President most recently suspended the debt
limit from February 9, 2018 through March 1,
2019. It is important to note that increasing or
suspending the debt limit does not increase
spending or authorize new spending; rather, it
permits the United States to continue to honor
pre-existing commitments to its citizens,
businesses, and investors domestically and around
the world.

debt to the size of its economy, making this
measure sensitive to changes in both. Over time,
the debt-to-GDP ratio has varied widely: 1200
e For most of the nation’s history,
through the first half of the 20™ century,
the debt-to-GDP ratio has tended to
increase during wartime and decline

during peacetime.
e Chart F shows that wartime spending
and borrowing pushed the debt-to-GDP
ratio to an all-time high of 106 percent
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Go" (PAYGO) rules (which require that

new tax or spending laws not add to the deficit), generated a significant decline in the debt-to-GDP ratio, from a

peak of 48 percent in 1993-1995, to 31 percent in 2001.

e During the first decade of the 21% century, PAYGO rules were allowed to lapse, significant tax cuts were
implemented, entitlements were expanded, and spending related to defense and homeland security increased. By

September 2008, the debt-to-GDP ratio was 39 percent of GDP.

e PAYGO rules were reinstated in 2010, but the extraordinary demands of the last economic and fiscal crisis and the
consequent actions taken by the federal government, combined with slower economic growth in the wake of the

crisis, pushed the debt-to-GDP ratio up to 74 percent by the end of fiscal year 2014.

e The debt was 78.0 percent of GDP at the end of fiscal year 2018 (compared to 76 percent at the end of fiscal year

2017).*® From Chart F, since 1940, the average debt-to-GDP ratio is 47.4 percent.

Effective March 2, 2019, the statutory debt limit was set at $22.0 trillion, and on March 4, 2019, the Secretary of the Treasury notified the Congress that
the statutory debt limit would be reached on or after that day. When delays in raising the debt limit occur, Treasury must often deviate from its normal debt
management operations and take a number of extraordinary measures to meet the government’s obligations as they come due without exceeding the debt

limit. Treasury began taking these extraordinary actions on March 4, 2019.

1810/15/2018 press release: Joint Statement of OMB Director, Mick Mulvaney and Treasury Secretary, Steven T. Mnuchin.
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The Economy in Fiscal Year 2018

The U.S. economy’s performance

Table 5: National Economic Indicators®
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had declined to a 49-year low of 3.7
percent. Headline inflation (as measured
by the Consumer Price Index, or CPI) was relatively stable, while core inflation, which excludes food and energy,
accelerated. In fiscal year 2018, growth in after-tax personal income as well as productivity held steady at the solid paces
seen in the previous fiscal year.

Buoyed by the first major tax reform in three decades, as well as other pro-growth policies, real (i.e., inflation-adjusted)
GDP growth accelerated to 3.0 percent in fiscal year 2018, after growing in the previous fiscal year by 2.3 percent. A marked
acceleration in consumption, as well as faster growth in business fixed investment and a significant contribution from net
exports, drove growth. Growth of consumer spending strengthened to 2.9 percent in fiscal year 2018, up from 2.4 percent
during the previous fiscal year, while business fixed investment accelerated for the second consecutive year, growing by 6.8
percent in the latest fiscal year after increasing at a 5.0 percent pace during fiscal year 2017.

During fiscal year 2018, for the first time in the history of the Job Openings and Labor Turnover Survey (JOLTS), the
number of available job openings exceeded the number of unemployed persons. After the economy created 2.0 million
payroll jobs during fiscal year 2017, an additional 2.6 million jobs were added during fiscal year 2018, and the average
monthly pace of job creation also stepped up from 168,000 during fiscal year 2017 to 219,000 per month in the latest fiscal
year. By the end of fiscal year 2018, the number of unemployed persons in the economy had declined by 805,000 to 6.0
million as of September 2018. The unemployment rate declined 0.5 percentage points, from 4.2 percent in September 2017 to
3.7 percent in September 2018, its lowest level since December 1969. During fiscal year 2018, other notable labor market
developments included the decline in the unemployment rate for adult women to 3.3 percent, for African Americans to 6.0
percent, and for Hispanics to 4.5 percent, rates that are historically low. Declining unemployment rates are associated with
faster economic growth rates and rising incomes.

During fiscal year 2018, headline inflation edged up, while core inflation accelerated more noticeably. The CPI rose 2.3
percent during fiscal year 2018, slightly faster than the 2.2 percent during fiscal year 2017, while core inflation accelerated to
2.2 percent, higher than the 1.7 percent reading during fiscal year 2017. The increase in the Federal Reserve’s preferred
measure of inflation, the Personal Consumption Expenditure (PCE) price index, was also relatively stable at the headline
level, ticking up to 2.0 percent in fiscal year 2018 from 1.8 percent in fiscal year 2017. Over the course of the fiscal year,
however, inflation by this measure decelerated later in the year. The PCE price index rose by 1.85 percent headline and 1.7
percent core in the last six months of fiscal year 2018 at a compound annual rate, and, in the final three months, rose by 1.5
headline and 1.4 percent core at a compound annual rate.

Growth of nominal disposable personal income (DPI) held steady during fiscal year 2018, which helped to stabilize
purchasing power in real terms. Real DPI grew 2.8 percent in fiscal year 2018, matching the 2.8 percent rate during fiscal
year 2017. Towards the end of fiscal year 2018, growth of nominal average hourly earnings also accelerated, helping to boost
wages in real terms. Real average hourly earnings increased 0.5 percent during fiscal year 2018, after rising only 0.2 percent
the previous fiscal year.

The housing market showed signs of slowing during fiscal year 2018, partly reflecting the marked rise in mortgage rates
over the fiscal year. Residential investment grew by 0.5 percent, after a 3.0 percent advance during the previous fiscal year.
Home price growth began to slow towards the end of the fiscal year. Existing home sales declined throughout fiscal year
2018, while new home sales tailed off at the very end of the fiscal year. However, the monthly average level of new
residential construction spending was a bit higher during 2018 compared to 2017. Other indicators that drive housing demand
are strong, such as labor force participation and household formation.

Growth of labor productivity held relatively steady during fiscal year 2018. Productivity growth rose 1.3 percent during
fiscal year 2018, after increasing by 1.4 percent during fiscal year 2017. Growth in these two fiscal years contrasted sharply
with the 0.1 percent decline in productivity growth during fiscal year 2016.

* Some FY2017 data may differ from the FY2017 Financial Report due to updates and revisions.
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An Unsustainable Fiscal Path

An important purpose of the Financial Report is to help citizens understand current fiscal policy and the importance and
magnitude of policy reforms necessary to make it sustainable. This Financial Report includes the SLTFP and a related Note
Disclosure (Note 23). The Statements display the present value of 75-year projections of the federal government’s receipts
and non-interest spending?® for fiscal year 2018 and fiscal year 2017.

Fiscal Sustainability

A sustainable fiscal policy is one where the debt-to-GDP ratio is stable or declining over the long term. The projections
in this Financial Report indicate that current policy is not sustainable. As discussed below, if current policy is left unchanged,
the debt-to-GDP ratio is projected to rise from its current level of 78 percent in 2018 to 84 percent by 2022, to over 100
percent by 2030, and to 530 percent in 2093 and to even higher levels, thereafter. Preventing the debt-to-GDP ratio from
rising over the next 75 years is estimated to require some combination of spending reductions and revenue increases that
amount to 4.1 percent of GDP over the period. While this estimate of the “75-year fiscal gap” is highly uncertain, it is
nevertheless nearly certain that current fiscal policies cannot be sustained indefinitely.

Delaying action to reduce the fiscal gap increases the magnitude of spending and/or revenue changes necessary to
stabilize the debt-to-GDP ratio. For example, the magnitude of spending cuts and/or revenue increases necessary to close the
gap rises about 20 percent if reforms are delayed ten years, and about 46 percent if reform is delayed 20 years.

The estimates of the cost of policy delay assume policy does not affect GDP or other economic variables. Delaying
fiscal adjustments for too long raises the risk that growing federal debt would increase interest rates, which would, in turn,
reduce investment and ultimately economic growth.

The projections discussed here assume current policy?® remains unchanged, and hence, are neither forecasts nor
predictions. Nevertheless, policy changes must be enacted so that actual financial outcomes will be different than those
projected.

The Primary Deficit, Interest, and Debt

The primary deficit — the difference between non-interest spending and receipts — is the determinant of the debt-to-GDP
ratio over which the government has the greatest control (the other determinants include interest rates and growth in GDP).
Chart H shows receipts, non-interest spending, and the difference — the primary deficit — expressed as a share of GDP. The
primary deficit-to-GDP ratio spiked during 2009 through 2012 due to the 2008-09 financial crisis and the ensuing severe
recession, as well as the increased spending and temporary tax reductions enacted to stimulate the economy and support
recovery. These elevated primary deficits resulted in a sharp increase in the ratio of debt to GDP, which rose from 39 percent
at the end of 2008 to 70 percent at the end of 2012. As an economic recovery took hold, the primary deficit ratio fell,
averaging 1.9 percent of GDP over 2013 through 2018. This primary deficit ratio was still high enough that the debt-to-GDP
ratio increased further, ending 2018 at 78 percent. The primary deficit ratio is projected to rise to 2.9 percent in 2019 and then
shrink slightly through 2024 as the economy grows. After 2024, however, increased spending for Social Security and health
programs due to the ongoing retirement of the baby boom generation and increases in the price of health care services is
projected to result in increasing primary deficit ratios that reach 3.0 percent of GDP in 2028. The primary deficit ratio peaks
at 4.1 percent in 2039, gradually decreases beyond that point as aging of the population continues at a slower pace, and
reaches 2.5 percent of GDP in 2093.

Primary deficit trends are heavily influenced by tax receipts. Receipts as a share of GDP were markedly depressed in
2009 through 2012 because of the recession and tax reductions enacted as part of the American Recovery and Reinvestment
Act of 2009 (ARRA) and the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010. The share
subsequently increased to 18 percent of GDP by 2015, then decreased to 16.5 percent in 2018, following enactment of the
Tax Cuts and Jobs Act of 2018 (TCJA), below its 30-year average of 17.3 percent.

9 For the purposes of the Statement of Long-Term Fiscal Projections and this analysis, spending is defined in terms of outlays. In the context of federal
budgeting, spending can either refer to: (1) budget authority — the authority to commit the government to make a payment; (2) obligations — binding
agreements that will result in either immediate or future payment; or (3) outlays, or actual payments made.

20 Current policy in the projections is based on current law, but includes certain adjustments, such as extension of certain policies that expire under current
law but are routinely extended or otherwise expected to continue (e.g., reauthorization of the Supplemental Nutrition Assistance Program).
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Receipts are projected to grow slightly Chart G: Historical and Current Policy Projections for Receipts,
more rapidly than GDP over the projection Non-interest Spending, Net Interest, and Total Spending
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more taxpayers and a larger share of | s
income to fall into the higher individual 2018
income tax brackets. - Historcal Projected Total Spending :

Non-interest spending as a share of | | -
GDP is projected to rise gradually from v T
18.7 percent in 2018 to 21.0 percent in o
2029, and ends at 22.6 percent in 2093. | =" G Interent
Beginning in 2020, these increases are . . '.-..'E:;t.aINon—Interest
principally due to faster growth in @ * Pimr Tk Spending
Medicare, Medicaid, and Social Security | ; _Aotal Receipts l
spending (see Chart G). Over the next 25 A b .
years, the aging of the baby boom
generation is projected to increase the
Social Security, Medicare, and Medicaid
spending shares of GDP by about 1.0
percentage points, 1.7 percentage points,
and 0.6 percentage points, respectively. - - - - -
After 2035, the Social Security spending | ‘. e — e —————
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while the combined Medicare and Medlcald spending share of GDP continues to increase, albeit at a slower rate, due to
projected increases in health care costs.

One of the most important assumptions underlying the projections is the future growth of health care costs. As
discussed in Note 22, these future growth rates — both for health care costs in the economy generally and for Federal health
care programs such as Medicare, Medicaid, and Affordable Care Act (ACA) exchange subsidies — are highly uncertain. In
particular, enactment of the ACA in 2010 and the Medicare Access and CHIP Reauthorization Act (MACRA) in 2015
established cost controls for Medicare hospital and physician payments whose long-term effectiveness is still to be
demonstrated. The Medicare spending projections in the long-term fiscal projections are based on the projections in the 2018
Medicare trustees’ report, which assume the ACA and MACRA cost control measures will be effective in producing a
substantial slowdown in Medicare cost growth. As discussed in Note 22, the Medicare projections are subject to much
uncertainty about the ultimate effects of these provisions to reduce health care cost growth. For the long-term fiscal
projections, that uncertainty also affects the projections for Medicaid and exchange subsidies, because the cost per
beneficiary in these programs is assumed to grow at the same reduced rate as Medicare cost growth per beneficiary.

As discussed in Note 23, the primary deficit projections reported in the Fiscal Year 2018 Financial Report increased
compared to those reported in the Fiscal Year 2017 Financial Report. These increases are attributable to a number of factors,
but in great part to: (1) use of fiscal year 2018 actual budget results that differed from projections made in prior years,
including lower corporate and individual income tax receipts, and higher non-defense discretionary spending as a result of the
increased discretionary spending caps in the Bipartisan Budget Act of 2018 (BBA 2018); and (2) revised assumptions,
including those related to corporate income taxes to reflect enactment of the TCJA, and to growth in discretionary spending.
For the Fiscal Year 2018 Financial Report, corporate income tax receipts are assumed to be the same share of GDP as
projected in the 2018 Midsession Review, which incorporates the expected effects of the TCJA. In addition, the projections
assume that individual income and estate and gift tax provisions of the TCJA are permanently extended; Congressional action
is required to make this change. With regard to discretionary spending, previous statements assumed that it followed the caps
established by the Budget Control Act of 2011 (BCA) and then grew with nominal GDP in the years after caps expired.
However, discretionary spending has not been limited to the caps established in the BCA. Instead, budget deals in 2013,
2015, and 2018 raised the caps in each of the years 2014 through 2019. Therefore, as a reasonable representation of current
policy, the 2018 projections assume that discretionary spending grows at the same rate as nominal GDP beyond 2019, rather
than being limited to the statutory caps, subject to Joint Committee on Deficit Reduction spending controls. Congressional
action is required to make this change. GDP, interest, and other economic and demographic assumptions are the same as
those that underlie the most recent Social Security and Medicare trustees’ report projections, adjusted for historical revisions
that occur annually. See Note 23—Long-Term Fiscal Projections for more information about the assumptions used in this
analysis.
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The primary deficit-to-GDP projections in Chart G, projections for interest rates, and projections for GDP together
determine the debt-to-GDP ratio projections shown in Chart H. That ratio was 78 percent at the end of fiscal year 2018 and
under current policy is projected to be
84 percent by 2022, over 100 percent by Chart H: Historical and Current Policy Projections for Debt Held by the Public,

2030, and 530 percent in 2093. The 1980-2093
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fiscal year 2018 Financial Report, the debt-to-GDP ratio for 2091 is projected to be 513 percent, which compares with 293
and 252 percent projected for that same year in the fiscal year 2017 Financial Report and the fiscal year 2016 Financial
Report, respectively.?

The Fiscal Gap and the Cost of Delaying Policy Reform

The 75-year fiscal gap is one measure of the degree to which current policy is unsustainable. It is the amount by which
primary surpluses over the next 75 years must, on average, rise above current-policy levels in order for the debt-to-GDP ratio
in 2093 to remain at its level in 2018 (78 percent). The projections show that projected primary deficits average 3.2 percent of
GDP over the next 75 years under current policy. If policies were adopted to eliminate the fiscal gap, the average primary
surplus over the next 75 years would be 0.8 percent of GDP, 4.1 percentage points higher than the projected present value of
receipts less non-interest spending shown in the basic financial statement. Hence, the 75-year fiscal gap is estimated to equal
4.1 percent of GDP. This gap represents 21.9 percent of 75-year present value receipts and 18.6 percent of 75-year present
value non-interest spending. The fiscal gap was estimated at 2.0 percent in the 2017 Financial Report, 2.1 percentage points
lower than estimated in this Report.

In these projections, closing the fiscal gap requires running substantially positive primary surpluses, rather than simply
eliminating the primary deficit. The primary reason is that the projections assume future interest rates will exceed the growth
rate of GDP. Achieving primary balance (that is, running a primary surplus of zero) implies that the debt grows each year by
the amount of interest spending, which under these assumptions would result in debt growing faster than GDP.

Table 6 shows the Table 6

cost of delaying policy . :
reform to close the fiscal Costs of Delaving Fiscal Reform

gap by comparing policy Period of Delay Change in Average Primary Surplus
reforms that begin in [Reformin 2019 (No Delay) ..............] 4.1 percent of GDP between 2019 and 2093
three  different years. [Reformin 2029 (Ten-Year Delay)....] 4.9 percent of GDP between 2029 and 2093
Immediate reform would  |Reform in 2039 (Twenty-Year Delay) 6-0 percent of GDP between 2039 and 2093

require incr Si1 ]; Note: Reforms taking place in 2018, 2028, and 2038 from the 2017 Financial Report 2.0,2.4,and 3.0
- N o T /
rimary surpluses by 4. ¢: Reforms taking ?cel X ,a e inancial Report were 2.0, 2.4, and 3.
percent of GDP, respectively.

percent of GDP on
average between 2019

2 The change in debt each year is also affected by certain transactions not included in the budget deficit, such as changes in Treasury’s cash balances and the
nonbudgetary activity of Federal credit financing accounts. These transactions are assumed to hold constant at about 0.4 percent of GDP each year, with the
same effect on debt as if the primary deficit was higher by that amount.

22 See the Note 23 of the Fiscal Year 2017 Financial Report of the U.S. Government for more information about changes in the long term fiscal projections
between fiscal years 2016 and 2017.
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and 2093 (i.e., some combination of reducing spending and increasing revenue by a combined 4.1 percent of GDP on average
over the 75-year projection period). Table 6 shows that delaying policy reform forces larger and more abrupt policy reforms
over shorter periods. For example, if policy reform is delayed by 10 years, closing the fiscal gap requires increasing the
primary surpluses by 4.9 percent of GDP on average between 2029 and 2093. Similarly, delaying reform by 20 years requires
primary surplus increases of 6.0 percent of GDP on average between 2039 and 2093. The differences between the required
primary surplus increases that start in 2029 and 2039 (4.9 and 6.0 percent of GDP, respectively) and that which starts in 2019
(4.1 percent of GDP) is a measure of the additional burden that delay would impose on future generations. Future generations
are harmed by policy reform delay, because the higher the primary surplus is during their lifetimes the greater the difference
is between the taxes they pay and the programmatic spending from which they benefit.

Conclusion

The past 11 years saw the national debt nearly double as a share of GDP, bringing it to a level not seen since shortly
after World War 11. The debt-to-GDP ratio is projected to rise over the 75-year projection period and beyond if current policy
is unchanged, which implies that current policy is not sustainable and must ultimately change. If policy changes are not so
abrupt as to hinder economic growth, then the sooner policies are adopted to avert these trends, the smaller the changes to
revenue and/or spending that would be required to achieve sustainability over the long term. While the estimated magnitude
of the fiscal gap is subject to a substantial amount of uncertainty, there is little doubt that current policy is not sustainable.

These long-term fiscal projections and the topic of fiscal sustainability are discussed in further detail in Note 23 and the
RSI section of this Financial Report.

Social Insurance

The long-term fiscal projections reflect government receipts and spending as a whole. The SOSI focuses on the
government’s “social insurance” programs: Social Security, Medicare, Railroad Retirement, and Black Lung. % For these
programs, the SOSI reports: (1) the actuarial present value of all future program revenue (mainly taxes and premiums) -
excluding interest - to be received from or on behalf of current and future participants; (2) the estimated future scheduled
expenditures to be paid to or on behalf of current and future participants; and (3) the difference between (1) and (2). Amounts
reported in the SOSI and in the RSI section in this Financial Report are based on each program’s official actuarial
calculations.

Table 7 summarizes amounts reported in the SOSI, showing that net social insurance expenditures are projected to be
$53.8 trillion over 75 years as of January 1, 2018 for the “Open Group,” an increase of $4.8 trillion over net expenditures of
$49.0 trillion projected in the 2017 Financial Report.?* The current-law 2018 amounts reported for Medicare reflect the
physician payment levels expected under the MACRA payment rules and the ACA-mandated reductions in other Medicare
payment rates, but not the payment reductions and/or delays that would result from trust fund depletion.? Similarly, current-
law projections for Social Security do not reflect benefit payment reductions and/or delays that would result from fund
depletion. By accounting convention, the transfers of general revenues are eliminated in the consolidation of the SOSI at the
governmentwide level and as such, the general revenues that are used to finance Medicare Parts B and D are not included in
these calculations. For the fiscal year 2018 and 2017 SOSI, the amounts eliminated totaled $32.9 trillion and $30.0 trillion,
respectively. SOSI programs and amounts are included in the broader fiscal sustainability analysis in the previous section,
although on a slightly different basis (as described in Note 23).

The amounts reported in the SOSI provide perspective on the government’s long-term estimated exposures for social
insurance programs. These amounts are not considered liabilities in an accounting context. Future benefit payments will be
recognized as expenses and liabilities as they are incurred based on the continuation of the social insurance programs'
provisions contained in current law. The social insurance trust funds account for all related program income and expenses.
Medicare and Social Security taxes, premiums, and other income are credited to the funds; fund disbursements may only be
made for benefit payments and program administrative costs. Any excess revenues are invested in special non-marketable
U.S. government securities at a market rate of interest. The trust funds represent the accumulated value, including interest, of
all prior program surpluses, and provide automatic funding authority to pay cover future benefits.

2 The Black Lung Benefits Act (BLBA) provides for monthly payments and medical benefits to coal miners totally disabled from pneumoconiosis (black
lung disease) arising from their employment in or around the nation's coal mines. See http://www.dol.gov/owcp/regs/compliance/ca_main.htm

2Closed' Group and 'Open’ Group differ by the population included in each calculation. From the SOSI, the 'Closed' Group includes: (1) participants who
have attained eligibility and (2) participants who have not attained eligibility. The 'Open’ Group adds future participants to the ‘Closed' Group. See “Social
Insurance’ in the Required Supplementary Information section in this Financial Report for more information.

% MACRA permanently replaces the sustainable growth rate (SGR) formula, which was used to determine payment updates under the Medicare physician
fee schedule with specified payment updates through 2025. The changes specified in MACRA also establish differential payment updates starting in 2026
based on practitioners’ participation in eligible alternative payment models; payments are also subject to adjustments based on the quality of care provided,
resource use, use of certified electronic health records, and clinical practice improvement.
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Table 7: Social Insurance Future Expenditures in Excess of Future Revenues

Dollars in Trillions 2018 2017 Incrsease J ﬂ)ecrs/&tl) s€)
Open Group (Net):

Social Security (OASDI) $ (16el)s (154 S 0.7 4.5%
Medicare (Parts A, B, & D) $§ (3768 (335 S 4.1 12.2%
Other $ (0.1) S 0.1) 8 - 0.0%

Total Social Insurance Expenditures, Net o

(Open Group) $ (538 % (49.0) S 4.8 9.8%

Total Social Insurance Expenditures, Net " o

(Closed Group) $§ (7358 (682) S 53 7.8%

Social Insurance Net Expenditures as a % of Gross Domestic Product (GDP)*
Open Group

Social Security (OASDI) (1.2%) (1.2%)
Medicare (Parts A, B, & D) (2.9%) (2.8%)
Total (Open Group) (4.0%) (4.0%)
Total (Closed Group) (5.5%) (5.5%)

Source: Statement of Social Insurance (SOSI). Amounts equal estimated present value of projected revenues and
expenditures for scheduled benefits over the next 75 years of certain 'Social Insurance' programs (e.g., Social Security,
Medicare). 'Open Group' totals reflect all current and projected program participants during the 75-year projection
period. 'Closed Group' totals reflect only current participants.

* GDP values used are from the 2018 & 2017 Social Security and Medicare Trustees Reports and represent the present
value of GDP over the 75-year projection period. As the GDP used for Social Security and Medicare differ slightly in
the Trustees Reports, the two values are averaged to estimate the 'Other’ and Total Net Social Insurance Expenditures
as percent of GDP. As a result, totals may not equal the sum of components due to rounding.

Table 8 identifies the principal reasons for the changes in projected social insurance amounts during 2018 and 2017.

The following briefly Table 8: Changes in Social Insurance Projections
summarizes the S|gn|f|cant changes for Dollars in Trillions 2018 2017
the current valuation (as of January 1,

2018) as disclosed in Note 22, Social Net Present Value (NPV) - Open Group
Insurance. Note 22 is compiled from (Beginning of the Year) $ (49.0) $ (46.7)
disclosures included in the financial Changes In:
reports of those entities administering Valuation Period § (198 (2.0
these programs, including SSA and Demographic data and assumptions $ 07 % (02
HHS. See Note 22 for additional Economic data and assumptions' § (05) % (0.6)
mformatlon.. _ _ Law or policy s 1.0)8% -
e Change in valuation period (affects .
both  Social  Security  and Methodology and programmatic data’ $§ 02§ -
Medicare): This change replaces a Economic and other healthcare assumptions” S (1.5) $  (0.3)]
small nggative net cash flow for Change in projection base’ S (09 S$ 07
20t17 V\fllltlr; a Tucgogazrg:\r negatl\llte Net Change in Open Group measure § 485 (23)
the present value of the estimated NPV - Open Group (End of the Year) $ (53.8) S (49.0)

1 Relates to SSA.
2 Relates to HHS.
Note: Some totals may not equal sum of components due to rounding.

future net cash flows decreased
(became more negative) by $1.9
trillion.

e Changes in demographic data, assumptions, and methods (affects both Social Security and Medicare): For the current
valuation, the only change to the ultimate demographic assumptions was a small decrease of 10,000 Lawful Permanent
Resident (LPR) immigrants per annum in the future. However, the starting demographic values and the way these values
transition to the ultimate assumptions were changed. These changes included, but were not limited to lower birth rates
than originally assumed, the observed persistent drop in the total fertility rate in recent years is now assumed to be a loss
of potential births rather than just a deferral to this period, and higher death rates than projected in prior valuations for
Medicare experience ages 65 and older. Overall, changes to these assumptions caused the present value of the estimated
future net cash flows to increase (become less negative) by $700 billion.

e Changes in economic data and assumptions (affects Social Security only): The ultimate economic assumptions for the
current valuation period are the same as those for the prior year valuation. However, the starting economic values and the
way these values transition to the ultimate assumptions were changed. These changes included: the estimated level of
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potential GDP was reduced by about 1 percent in 2017 and throughout the projection period, meaning that cumulative
growth in actual GDP is 1 percent less over the remainder of the projected recovery than assumed in the prior valuation;
near-term interest rates were decreased, and lower than expected ratios of and assumed extended recoveries for labor
compensation to GDP and taxable payroll to GDP. Overall, changes to these assumptions caused the present value of the
estimated future net cash flows to decrease (become more negative) by $500 billion.

e Changes in Law or Policy: Between the prior and current valuation periods, no new laws, regulations, or policies were
enacted that are expected to have significant effects on the OASDI or Medicare programs. However, the current
valuations for each program do incorporate some notable changes with negligible effects on the present value of estimated
cash flows:

o0 For Social Security, the 2012 Deferred Action for Childhood Arrivals (DACA) program is assumed to be phased
out over the next two years (the prior valuation assumed that the 2012 DACA program would continue
indefinitely); and the TCJA includes the elimination of the individual mandate penalty of the Patient Protection
and Affordable Care Act, which is expected to cause some individuals to drop employer-sponsored health
insurance, increase OASDI-covered wages, and taxable payroll slightly.

o0 For Medicare, legislation that affected the present value of estimated cash flows includes but is not limited to:
The Disaster Tax Relief and Airport and Airway Extension Act of 2017 and the Bipartisan Budget Act of 2018
(BBA).

Overall, these changes to these assumptions caused the present value of the estimated future net cash flows to decrease
(become more negative) by $1.0 trillion.

e Changes in economic and other healthcare assumptions (affects Medicare only): The economic assumptions used in the
Medicare projections are the same as those used for the OASDI (described above) and are prepared by the Office of the
Chief Actuary at SSA. In addition to the economic assumptions changes described above, the healthcare assumptions are
specific to the Medicare projections. Changes to these assumptions in the current valuation include: utilization rate
assumptions for inpatient hospital use and utilization rate and case mix assumptions for skilled nursing facilities were
decreased; payment rates to private health plans are higher than projected in last year’s report; higher projected
manufacturer rebates. The net impact of these changes caused the present value of the estimated future net cash flows to
decrease (become more negative) by $1.5 trillion.

e Change in Projection Base (affects Medicare only): Actual income and expenditures in 2017 were different than what was
anticipated when the 2017 Medicare Trustees Report projections were prepared. Part A payroll tax income was lower and
expenditures were higher than anticipated, based on actual experience. Part B total income and expenditures were higher
than estimated based on actual experience. For Part D, actual income and expenditures were both lower than prior
estimates. The net impact of the Part A, B, and D projection base changes is a decrease (become less negative) in the
estimated future net cash flow by $900 billion.

Projected net expenditures for Medicare Parts A and B declined significantly between fiscal year 2009 and fiscal year
2010 reflecting provisions of the ACA. As reported in Note 22, uncertainty remains about whether the projected cost savings
and productivity improvements will be sustained in a manner consistent with the projected cost growth over time. Note 22
includes an alternative projection to illustrate the uncertainty of projected Medicare costs. As indicated earlier, GAO
disclaimed opinions on the 2018, 2017, 2016, 2015 and 2014 SOSI because of these significant uncertainties.

Costs as a percent of GDP of both Medicare and Social Security, which are analyzed annually in the Medicare and
Social Security Trustees’ Reports, are projected to increase substantially through the mid-2030s because: (1) the number of
beneficiaries rises rapidly as the baby-boom generation retires and (2) the lower birth rates that have persisted since the baby
boom cause slower growth in the labor force and GDP.? According to the Medicare Trustees’ Report, spending on Medicare
is projected to rise from its current level of 3.7 percent of GDP to 5.9 percent in 2042 and to 6.2 percent in 2092.?" As for
Social Security, combined spending is projected to generally increase from its current level of 4.9 percent of GDP to about
6.1 percent by 2038, declining to 5.9 percent by 2052 and then generally increase to 6.1 percent by 2092. The government
collects and maintains funds supporting the Social Security and Medicare programs in Trust Funds. A scenario where
projected funds expended exceed projected funds received, as reported in the SOSI, will cause the balances in those Trust
Funds to deplete over time. Table 9 summarizes additional current status and projected trend information, including years of
projected depletion, for the Medicare and Social Security Trust Funds.

%A Summary of the 2018 Annual Social Security and Medicare Trust Fund Reports, p. 1-2 and the 2017 Medicaid Actuarial Report
2 percent of GDP amounts are expressed in gross terms (including amounts financed by premiums and state transfers).



https://www.ssa.gov/oact/TRSUM/
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Table 9: Trust Fund Status

Projected . .
Fund D : Projected Post-Depletion Trend
epletion
Medicare Hospital Insurance 2026 In 2026, trust fund income is projected to cover 91 percent of
' (HII))* (2029 in FY 2017 benefits, decreasing to 78 percent in 2042, then increasing to 85
Report) percent by 2092.
Combined 5034
Old-Age Survivors and - In 2034, trust fund income is projected to cover 79 percent of
. (unchanged from . ,
Disability Insurance scheduled benefits, decreasing to about 74 percent by 2092.
(OASDI)** FY 2017 Report)

* Source: 2018 Medicare Trustees Report  ** Source: 2018 OASDI Trustees Report
Projections assume full Social Security and Medicare benefits are paid after fund depletion contrary to current law.

As previously discussed and as noted in the Trustees’ Reports, it is apparent that these programs are on a fiscally
unsustainable path. Additional information from the Trustees Reports may be found in the RSI section of this Financial

Report.
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Financial Management

Results-Oriented Accountability for Grants

Approximately $700 billion is spent annually on grants and cooperative agreements. Grants managers, both internal and
external to the government, report that approximately 40 percent of their time is spent using antiquated processes to monitor
compliance rather than using data analytics to monitor results. The President’s Management Agenda (PMA) Cross Agency
Priority (CAP) Goal #8, Results-Oriented Accountability for Grants, provides a comprehensive roadmap for improving grants
management and reducing recipient reporting burden. Increased efficiencies in the grant-making process will provide
recipients more time to perform work associated with the grant, thereby helping agencies?® more effectively achieve their
missions.

The CAP Goal strategy focuses on standardizing grants data, modernizing digital tools, and using data to promote
decision making that is based on risk and performance. In support of the CAP goal, OMB issued “Strategies to Reduce Grant
Recipient Reporting Burden,” M-18-24, which requires agencies to increase grant program efficiency, promote evaluation of
grant programs, and reduce reporting burden.

M-18-24 requires agencies to use the System for Award Management (SAM) information to comply with award
requirements, reducing the recipient burden and government cost of having multiple agencies request the same information
(except under limited circumstances) from the grant recipient. M-18-24 also requires agencies to evaluate all systems and
other methods used to collect information from recipients to determine if the same data is being collected by the agency
multiple times and to develop a strategy to eliminate any duplicative requests.

OMB is leading an agency-wide Grants Management Data Standards Work Group, and in September 2018, the Group
completed an initial set of draft grants management data standards. In November 2018, a Draft Grants Management Data
Standards Feedback website was set up to gather public input on the data standards. Input from the public will be used in
finalizing the data standards that will allow inter-agency grants data to be created, reduce the number of grants management
systems, and promote a risk-based, data-driven approach to managing federal grants.

Getting Payments Right

Preventing improper payments within the federal government is a priority for the Administration and OMB. In March
2018, OMB released the PMA CAP Goal #9, Getting Payments Right. In addition to the historical focus on identifying and
addressing improper payment issues after they occur, the CAP goal has a renewed focus on systemic enhancements to
preventing improper payments from occurring at all. This CAP Goal has resulted in exceptional collaboration across the CFO
community to identify the causes of improper payments through two main strategies: (1) reducing monetary loss and (2)
clarifying and streamlining reporting requirements. For agencies with programs reporting more than $100 million in
monetary loss in fiscal year 2018, a scorecard must be completed quarterly and posted on paymentaccuracy.gov. These
scorecards provide information on the actions taken and progress made on preventing improper payments that would result in
monetary loss to the government.

Just as it did in fiscal year 2018, in fiscal year 2019, OMB will continue to work with agencies to improve the
identification of the root causes of improper payments that result in monetary loss and to promote data analytic methods that
take a comprehensive view of an agency’s payment lifecycle. In addition, OMB will continue to work with Treasury on
outreach related to the Do Not Pay Business Center and the services they provide to agencies to ensure payment integrity. In
June 2018, OMB released Circular A-123, Appendix C (M-18-20), Requirements for Payments Integrity Improvement to
create a unified, comprehensive, and less burdensome set of requirements.

In fiscal year 2018, program performance was mixed, with some programs experiencing significant increases in
improper payment estimates and others showing signs of improvement. As in the past, agencies recovered approximately $20
billion in overpayments through payment recapture audits and other methods. The estimated amount of improper payments
increased in general across programs in fiscal year 2018, roughly in line with increases in program outlays. More details on
fiscal year 2018 improper payment data can be found at PaymentAccuracy.gov.

In fiscal year 2019, OMB will continue to work with agencies, the Chief Financial Officers Council (CFOC), and other
stakeholders as part of the Getting Payments Right CAP Goal. In addition, OMB will continue to rely on agency inspector
general (IG) recommendations for additional program-specific improvements. OMB will also continue to improve
communications with the public about improper payment rates and amounts.

%The term “agency” is used in the Financial Management section of the Management’s Discussion and Analysis rather than the term “entity,” which is used
throughout the rest of the Financial Report. SFFAS No. 47, Reporting Entity, defines the term “entity” for federal financial reporting purposes and addresses
both component and governmentwide financial reporting. The term entity is generally broader than “agency” because it refers to agencies, components of
agencies, and the federal government as a whole. The term “agency” is used in this section because the laws, policies, and plans discussed in this section
apply to “agencies” as defined in particular laws or policy guidance documents and because the laws, policies, and plans discussed in this section do not
generally define the term “entity.”



MANAGEMENT’'S DISCUSSION AND ANALYSIS 30

Leveraging Data as a Strategic Asset

The Digital Accountability and Transparency Act of 2014 (DATA Act), signed on May 9, 2014, established a vision for
the future of federal spending transparency. The Act amended the Federal Funding Accountability and Transparency Act of
2006 by requiring that all federal spending be displayed on a website in searchable, downloadable, and machine-readable
formats and by requiring publication of agency financial data.

The improved and expanded USAspending.gov website was launched on April 2, 2018. The new website allows
taxpayers to examine nearly $4 trillion in federal spending and observe how this money flows from Congressional
appropriations to local communities and businesses. The data from over 100 federal agencies is compiled by Treasury and
will continue to be published on a quarterly basis. The new site allows users to explore information and download reports that
are catered to their specific interests. The new site also includes a new feature, the Data Lab, which provides additional use
cases, data visualizations, and analysis with insights into federal spending and trends.

In November 2017, GAO and many agency Offices of Inspector General published audits of the quality of the data as
required under the DATA Act. As a result of these audits, in June 2018, OMB issued guidance to improve data quality, M-
18-16, Management of Reporting Data Integrity Risk, Appendix A to OMB Circular A-123. The guidance requires agencies
to develop and implement a Data Quality Plan for fiscal years 2019 through 2021 at a minimum. Agencies are required to
integrate Enterprise Risk Management (ERM) processes and internal controls and agencies are also required to consider in
their assurance statements all internal controls (including financial and non-financial controls, and controls over DATA Act,
financial, and all other reporting). The CFOC and key stakeholders from the procurement and financial assistance
communities developed a DATA Act Data Quality Playbook as a resource tool for management and the audit communities.

As the quality of this data improves, OMB will work with Treasury and agencies to find additional data sources that
could be linked to the DATA Act to better inform the public about the purpose and results of spending.

Sharing Quality Financial Management Services

The federal financial management infrastructure exists in a complex environment of legacy information technology,
customized tools built to unique requirements, and business processes that do not fully leverage modern technology. The
sharing of financial technology and services has been successful for smaller agencies, but has not met expectations for larger
agencies. A cross-agency subgroup of the CFOC developed the core business framework for financial management that was
used in the fall of 2017 to explore industry capabilities for smarter use of technology in federal financial management. This
information is being used to develop and implement recommendations to improve financial management across the
government. Results of ongoing efforts to support PMA CAP Goal #5, Sharing Quality Services, will be provided in fiscal
year 2019. Please visit https://www.performance.gov/CAP/CAP_goal_5.html for additional information regarding CAP Goal
#5.
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Audit

Since the passage of the CFO Act of 1990, the federal financial community has made significant progress in financial
accounting and reporting. As shown in Table 10, for fiscal year 2018, 22 of the 24 CFO Act agencies obtained an opinion
from the independent auditors on their financial statements.?® In addition, 40 auditor-identified material weaknesses were
reported at the end of both fiscal years 2017 and 2018. For 2018, half of these are associated with DOD, which just
completed its first full-scope financial statement audit. The other half are associated with non-DOD agencies, which
experienced a 25 percent reduction in material weaknesses, overall, from 27 at the end of fiscal year 2017 to 20 at the end of
2018. These results demonstrate that an increasing number of federal agencies have adopted and maintained disciplined
financial reporting operations, implemented effective internal controls over financial reporting, and integrated transaction
processing with accounting records. However, weaknesses in financial management practices continue to prevent two of the
CFO Act agencies and the government as a whole from achieving an audit opinion.

Table 10: Agency Audit Results: FY 2018

Audit Auditor-Reported Material Weaknesses
Agency Opinion Beginning New Resolved Consolidated Ending
Department of Agriculture (USDA) Unmodified 2 0 0 0 2
Department of Commerce (DOC) Unmodified 1 1 0 0 2
Department of Defense (DOD) Disclaimer 13 8 0 1 20
Department of Education (Education) Unmodified 0 1 0 0 1
Department of Energy (DOE) Unmodified 0 0 0 0 0
Department of Health and Human Services (HHS)* Unmodified 1 0 1 0 0
Department of Homeland Security (DHS) Unmodified 2 0 0 0 2
Department of Housing & Urban Development (HUD) Disclaimer 9 0 2 2 5
Department of the Interior (DOI) Unmodified 0 0 0 0 0
Department of Justice (DOT) Unmodified 0 0 0 0 0
Department of Labor (DOL) Unmodified 1 0 1 0 0
Department of State (State) Unmodified 0 0 0 0 0
Department of Transportation (DOT) Unmodified 0 0 0 0 0
Department of the Treasury (Treasury) Unmodified 1 0 1 0 0
Department of Veterans Affairs (VA) Unmodified 6 0 1 0 5
Agency for International Development (USAID) Unmodified 1 0 0 0 1
Environmental Protection Agency (EPA) Unmodified 2 0 1 0 1
General Services Administration (GSA) Unmodified 0 0 0 0 0
National Aeronautics & Space Administration (NASA) Unmodified 0 0 0 0 0
National Science Foundation (NSF) Unmodified 0 0 0 0 0
Nuclear Regulatory Commission (NRC) Unmodified 0 0 0 0 0
Office of Personnel Management (OPM) Unmodified 1 0 0 0 1
Small Business Administration (SBA) Unmodified 0 0 0 0 0
Social Security Administration (SSA) Unmodified 0 0 0 0 0
Totals 40 10 7 3 40

* Unmodified opinion on all statements except SOSI and SCSIA, which received a disclaimer.

P The 22 entities include HHS, which received an unmodified (“clean”) opinion on all statements except the SOSI and the SCSIA.



MANAGEMENT’'S DISCUSSION AND ANALYSIS 32

Agency Financial Management Systems

Federal agencies improved, but continue to face challenges, in implementing financial management systems that meet
federal requirements. The number of CFO Act agencies reporting lack of substantial compliance with one or more of the
three Section 803(a) requirements of the Federal Financial Management Improvement Act (FFMIA) fell to seven in fiscal
year 2018 from eight in fiscal year 2017, and the number of auditors reporting lack of substantial compliance with one or
more of the three Section 803(a) FFMIA requirements fell to nine in fiscal year 2018 from ten in fiscal year 2017.

As suggested in the “Sharing Quality Financial Management Services” section above, because of the federal
government’s size and diversity, its financial management infrastructure consists of both legacy and modernized systems and
standardized and customized systems. As the government’s fiscal agent, Treasury has systems for collecting and disbursing
the government’s cash and financing disbursements when necessary, recording and reporting on those collections and
disbursements, and reporting on all government revenues, expenses, assets, and liabilities.

The first four sections above®® summarize what OMB and agencies have been doing and plan to do to improve financial
management, including financial management systems. In addition, Treasury has financial management improvements plans
that will have governmentwide implications, which are described in its fiscal year 2018 agency financial report
(https://home.treasury.gov/about/budget-financial-reporting-planning-and-performance/agency-financial-report) and its fiscal
year 2020 budget request and performance plan (https://home.treasury.gov/about/budget-financial-reporting-planning-and-
performance/budget-requestannual-performance-plan-and). Also, other agencies have plans to improve their financial
management and financial reporting systems described in their financial reports, budget requests, and performance plans.
Most significantly, DOD has plans to address its material weaknesses in financial reporting, and is bringing its financial
systems into compliance with federal financial management systems requirements, including the FFMIA; all of these plans
can be found in the agency financial report (https://comptroller.defense.gov/odcfo/afr2018.aspx). In addition to focusing on
financial systems, DOD’s audit remediation efforts include issues related to real property, inventory, operating materials and
supplies (OM&S), government property in the possession of contractors, information technology, and reconciling the
Department’s fund balance with Treasury.

Agency Internal Controls

Federal managers are responsible for developing and maintaining effective internal controls. Internal controls help to
ensure effective and efficient operations, reliable financial reporting, and compliance with applicable laws and regulations.
Safeguarding assets is a goal of each of these three objectives.

In response to major management challenges to achieving their mission and goals, agencies continue to recognize the
utility of ERM as a tool to identify, assess, mitigate, manage and prepare for risk. ERM contributes to risk-informed decision-
making, encouraging a proactive rather than reactive approach to risk, and fostering a risk-aware culture. It also allows
agencies to make better decisions in a resource-constrained environment and focus more on performance than compliances in
various areas, including grants management. Under ERM, internal controls are not limited to compliance and financial
reporting. Rather, internal controls are a means to address management challenges that cut across multiple agency functions
and reduce the risk to an acceptable level. OMB has promoted ERM as a management tool, and the 2016 update to OMB
Circular A-123, Management’s Responsibility for Enterprise Risk Management and Internal Control, explains ERM and the
importance of integrating ERM with internal control processes.

OMB Circular No. A-123 implements the requirements of 31 U.S.C. 3512 (c) and (d) (commonly known as the Federal
Managers’ Financial Integrity Act) by providing agencies a framework for assessing and managing risks strategically and
tactically. The Circular reflects changes incorporated in GAQO’s updated Standards for Internal Control in the Federal
Government and contains multiple appendices that address one or more of the objectives of effective internal control.

e Appendix A provides for agencies to use a risk-based approach to assess, document, test, and report on
internal controls over reporting and data integrity;

e Appendix B requires agencies to maintain internal controls that reduce the risk of fraud, waste, and error in
government charge card programs;

e Appendix C implements the requirements for effective estimation and remediation of improper payments; and

e Appendix D defines new requirements for determining compliance with the FFMIA that are intended to reduce
the cost, risk, and complexity of financial system modernizations.

As noted above, the total number of reported material weaknesses for the CFO Act agencies as of the issuance of this
Financial Report was 40 for fiscal years 2018 and 2017. Effective internal controls are a challenge at the agency level and at
the governmentwide level, with GAO reporting that at the governmentwide level, material weaknesses resulted in ineffective
internal control over financial reporting. While progress is being made at many agencies and across the government in
identifying and resolving internal control deficiencies, continued work is needed.

% These sections are “Results-Oriented Accountability for Grants,” “Getting Payments Right,” “Leveraging Data as a Strategic Asset,” and “Sharing Quality
Financial Management Services.”
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Agency Legal Compliance

Federal agencies are required to comply with a wide range of laws and regulations, including appropriations,
employment, health and safety, among others. Responsibility for compliance rests with agency management and compliance
is addressed as part of agency financial statement audits. Agency auditors test for compliance with selected laws and
regulations related to financial reporting and certain individual agency audit reports contain instances of noncompliance.
None of these instances were material to the governmentwide financial statements; however, GAO reported that its work on
compliance with laws and regulations was limited by the material weaknesses and scope limitations discussed in its report.

Efficient Use of Real Property Assets

The federal government owns a significant amount of real property assets worldwide, with a majority of its holdings
located in the U.S. These real property holdings include assets that are classified by property type in the Federal Real
Property Profile (FRPP) as: land, buildings, and structures. The FRPP defines land as acreage and a building as a constructed
asset that is enclosed with walls and a roof that provides space for agencies to perform activities, store materials, or provide
space for people to live or work. A structure is defined as any constructed asset that does not meet the building definition
above (i.e., fence, tower, parking structure). Further information can be found in the FRPP Data Dictionary available at
https://www.gsa.gov/.

Land

The federal government owns roughly 640 million acres, about 28 percent, of the 2.27 billion acres of land in the United
States. Four major federal land management agencies administer 610.1 million acres, or 95 percent, of this land. They are the
Bureau of Land Management, Fish and Wildlife Service, and National Park Service in the Department of Interior (DOI); and
the Forest Service in the U.S. Department of Agriculture (USDA). These lands are managed for many purposes, primarily
related to conservation, preservation, recreation, and the extraction of natural resources such as timber, minerals, oil, and gas.
Much of the land managed by DOI and USDA is public domain land and is generally intended to be retained by the
government for use by future generations. This and other land that qualifies as stewardship land is not valued on the
governmentwide Balance Sheet, but is discussed in Note 24 and in agency financial reports. In addition, DOD (excluding the
Army Corps of Engineers) administers 11.4 million acres of land in the United States (as of September 30, 2014), consisting
of military bases, training ranges, and more. Numerous other agencies administer the remaining federal acreage.

Structures

The government owns structures that are affixed to the land and in many instances cannot easily be physically separated
from the land; these include parking structures, power plants, power generating stations, dams, and space exploration
structures. These structures are managed by agencies such as DOE, the Army Corps of Engineers, and NASA. The federal
government charges fees for the use of some of these structures, which defray some of the costs of the assets. The receipt of
such user fees (e.g., sales of electrical power) is recorded as revenue. Structures are generally reflected on the Balance Sheet
at cost, net of depreciation, and any environmental or other liabilities associated with structures are reflected on the Balance
Sheet in accordance with generally accepted accounting principles.

Buildings

A large portion of the government’s real property inventory includes federal owned buildings, with the majority in the
custodial care of DOD. In general, agencies hold and manage buildings for administrative use to achieve their mission. The
government does not hold buildings or any real property assets for investment or land banking purposes. Buildings owned by
the government (and the land associated with the buildings) are generally reflected on the Balance Sheet at cost, net of
depreciation. As noted above with structures, any environmental or other liabilities associated with buildings (and the land
underneath the buildings) are also reflected on the Balance Sheet in accordance with generally accepted accounting
principles. Any buildings (or structures, including the land underneath the buildings or structures) that are not in service are
included on the Balance Sheet at net realizable value. After the government identifies buildings or other real property for
disposal, it carries out public or negotiated sales, demolitions, public benefit conveyances, and, on occasion, property
exchanges.

The federal domestic building inventory is diverse and, as of 2016, contains 252,000 buildings reflecting 2.6 billion
square feet of space. The domestic portfolio requires approximately $18.8 billion in annual operation and maintenance
expenditures, including approximately $7.3 billion in annual lease costs. The replacement value for the government’s
232,000 owned buildings is approximately $1 trillion, and the repair costs are $115 billion. It should be noted, however, that
replacement value is not synonymous with fair market value. Within both the owned and leased inventories, there are
opportunities to use space more effectively and efficiently. Several initiatives are discussed below.
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Transformation Efforts to Optimize the Use of Federal Real Property

On July 12, 2018, OMB issued Memorandum M-18-21 to require all federal entities to designate senior real property
officers with the authority to coordinate all aspects of their real property programs and to serve on the Federal Real Property
Council (FRPC). The reconstituted FRPC seeks to provide comprehensive governmentwide strategic direction that optimizes
the federal real property portfolio to achieve statutory missions while managing costs over the short, mid, and long-term. The
FRPC will address current challenges such as the lack of a comprehensive strategic approach to asset management, funding
challenges, poor data quality, and the burden of legislative requirements by creating a governance structure to include an
Executive Steering Committee (ESC) and working groups. Led by direction from the ESC, the working groups will map their
outputs to the FRPC strategic direction to revise the national strategy’s policy framework, standardize the business processes
and data, and diagnose and address root causes.

The new strategic direction will build on the results of the Reduce the Footprint (RTF) policy, which was issued in 2015
and requires the CFO Act agencies to reduce the size of their federal real property portfolios by improving the use of
government-owned buildings and by reducing the amount of leased space and the number of excess and underutilized
properties. In addition, under the RTF policy, the CFO Act agencies developed and annually update five-year Real Property
Efficiency Plans to identify reductions to their portfolios over a five-year time-period. In fiscal years 2016 and 2017, the CFO
Act agencies reduced their fiscal year 2015 RTF baselines (which is the amount of space the CFO Act agencies held/occupied
in 2015) by 12.4 million square feet, resulting in an annual estimated cost avoidance of $125 million. Under the RTF policy,
the CFO Act agencies will continue to validate square footage and operations and maintenance costs in their Performance and
Accountability Reports (PARS) or AFRs to show that they are continuing to reduce their real property footprint over time.

Additionally, governmentwide real property management will be improved by implementation of the Federal Assets
Sale and Transfer Act of 2016 (FASTA) and the Federal Property Management Reform Act of 2016 (FPMRA). To date,
OMB has met, by the required deadlines, all of its responsibilities under FASTA (with a yearly data call to all federal
agencies for recommendations to the to-be-established Real Property Reform Board) and under FPMRA (with the
establishment of the FRPC and the issuance of a yearly report).

Finally, to support increased reduction targets, the General Services Administration (GSA) and OMB developed a new
management tool within the FRPP database that enables the CFO Act agencies to fully analyze the efficiency of their
portfolios and to collocate with other agencies. In addition, GSA issued technical guidance in fiscal year 2017 to establish
mandatory FRPP data validation and verification requirements that will enhance agencies’ abilities to implement data driven
decision making when developing their annual RTF reduction targets.

Together with the newly constituted FRPC, OMB will continue to work to optimize its use of federal real property.

Conclusion

The federal government has seen significant progress in financial management since the passage of the CFO Act more
than 25 years ago; yet significant challenges remain. The issues that the federal government faces today require financial
managers to move beyond the status quo and improve both the efficiency and effectiveness of financial management
activities. The steps outlined above build on tools and capabilities that are in place today, and refocus energies on critical and
emerging priorities — cutting wasteful spending, improving the efficiency of operations and information technology, and
laying a foundation for improved data quality and collaboration.

Additional Information

This Financial Report’s Appendix contains the names and websites of the significant government agencies included in
the Financial Report’s financial statements. Details about the information in this Financial Report can be found in these
agencies’ financial statements included in their Performance and Accountability and Agency Financial Reports. This
Financial Report, as well as those from previous years, is also available at the Treasury, OMB, and GAO websites at:
http://www.fiscal.treasury.gov/reports-statements/;  https://www.whitehouse.gov/omb/management/office-federal-financial-
management/; and http://www.gao.gov/financial.html, respectively. Other related government publications include, but are
not limited to the:

e Budget of the United States Government,

Treasury Bulletin,

Monthly Treasury Statement of Receipts and Outlays of the United States Government,
Monthly Statement of the Public Debt of the United States,

Economic Report of the President, and

Trustees’ Reports for the Social Security and Medicare Programs.
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1 U.5. GOVERNMENT ACCOUNTAEBILITY OFFICE
441 G 5t. N.W. Comptroller General
Washington, DC 20548 of the United States

March 28, 2019

The President
The President of the Senate
The Speaker of the House of Representatives

To operate as effectively and efficiently as possible, Congress, the administration, and federal
managers must have ready access to reliable and complete financial and performance information—
both for individual federal entities and for the federal government as a whole. Our report on the U.S.
government’s consolidated financial statements for fiscal years 2018 and 2017 underscores that much
work remains to improve federal financial management and that the federal government continues to
face an unsustainable long-term fiscal path.

Our audit report on the U.S. government’s consolidated financial statements is enclosed. In summary,
we found the following:

e Certain material weaknesses!in internal control over financial reporting and other limitations
resulted in conditions that prevented us from expressing an opinion on the accrual-based
consolidated financial statements as of and for the fiscal years ended September 30, 2018, and
2017.2 About 31 percent of the federal government’s reported total assets as of September 30,
2018, and approximately 17 percent of the federal government’s reported net cost for fiscal year
2018 relate to significant federal entities that received disclaimers of opinion®on their fiscal year
2018 financial statements or whose fiscal year 2018 financial information was unaudited.*

¢ Significant uncertainties (discussed in Note 22 to the consolidated financial statements), primarily
related to the achievement of projected reductions in Medicare cost growth, prevented us from

1A material weakness is a deficiency, or combination of deficiencies, in internal control over financial reporting, such that there
is a reasonable possibility that a material misstatement of the entity’s financial statements will not be prevented, or detected
and corrected, on a timely basis. A deficiency in internal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to prevent, or detect and correct,
misstatements on a timely basis.

°The accrual-based consolidated financial statements as of and for the fiscal years ended September 30, 2018, and 2017,
consist of the (1) Statements of Net Cost, (2) Statements of Operations and Changes in Net Position, (3) Reconciliations of
Net Operating Cost and Budget Deficit, (4) Statements of Changes in Cash Balance from Budget and Other Activities, and (5)
Balance Sheets, including the related notes to these financial statements. Most revenues are recorded on a modified cash
basis.

3A disclaimer of opinion arises when the auditor is unable to obtain sufficient appropriate audit evidence to provide a basis for
an audit opinion and accordingly does not express an opinion on the financial statements.

4The Department of Defense, the Department of Housing and Urban Development, and the Railroad Retirement Board each
received a disclaimer of opinion on their respective fiscal year 2018 financial statements. Also, for fiscal year 2018, the
financial information for Security Assistance Accounts was unaudited.
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expressing an opinion on the sustainability financial statements,s which consist of the 2018 and
2017 Statements of Long-Term Fiscal Projections;é the 2018, 2017, 2016, 2015, and 2014
Statements of Social Insurance;” and the 2018 and 2017 Statements of Changes in Social
Insurance Amounts. About $37.7 trillion, or 70 percent, of the reported total present value of future
expenditures in excess of future revenue presented in the 2018 Statement of Social Insurance
relates to Medicare programs reported in the Department of Health and Human Services’ 2018
Statement of Social Insurance, which received a disclaimer of opinion. A material weakness in
internal control also prevented us from expressing an opinion on the 2018 and 2017 Statements of
Long-Term Fiscal Projections.

o Material weaknesses resulted in ineffective internal control over financial reporting for fiscal year
2018.

e Material weaknesses and other scope limitations, discussed above, limited tests of compliance with
selected provisions of applicable laws, regulations, contracts, and grant agreements for fiscal year
2018.

Overall, significant progress has been made in improving federal financial management since key
federal financial management reforms were enacted in the 1990s. Twenty-two of the 24 Chief Financial
Officers Act of 1990 (CFO Act) agencies received unmodified (“clean”) opinions on their respective
entities’ fiscal year 2018 financial statements, up from six CFO Act agencies that received clean audit
opinions for fiscal year 1996.8 In addition, accounting and financial reporting standards have continued
to evolve to provide greater transparency and accountability over the federal government’s operations,
financial condition, and fiscal outlook.

While the U.S. government's consolidated financial statements provide a high-level summary of the
financial position, financial condition, and operating results for the federal government as a whole, the
annual preparation and audit of individual federal entity financial statements continue to be critical,
among other things, to

e provide individual federal entity accountability to Congress and citizens, including
(1) independent assurance, shortly after the end of the fiscal year, of the reliability of reported
financial information and (2) association of program costs with related program performance and
results;

5The sustainability financial statements are based on projections of future receipts and spending, while the accrual-based
consolidated financial statements are based on historical information, including the federal government'’s assets, liabilities,
revenue, and net cost.

6The 2018 and 2017 Statements of Long-Term Fiscal Projections present, for all the activities of the federal government, the
present value of projected receipts and non-interest spending under current policy without change, the relationship of these
amounts to projected gross domestic product (GDP), and changes in the present value of projected receipts and non-interest
spending from the prior year. These statements also present the fiscal gap, which is the combination of non-interest spending
reductions and receipts increases necessary to hold debt held by the public as a share of GDP at the end of the projection
period to its value at the beginning of the period. The valuation date for the Statements of Long-Term Fiscal Projections is
September 30.

“Statements of Social Insurance are presented for the current year and each of the 4 preceding years as required by U.S.
generally accepted accounting principles. For the Statements of Social Insurance, the valuation date is

January 1 for the Social Security and Medicare programs, October 1 for the Railroad Retirement program (January 1 for 2014
and 2015), and September 30 for the Black Lung program.

8The 22 agencies include the Department of Health and Human Services, which received an unmodified (“clean”) opinion on
all statements except the Statements of Social Insurance and the Statements of Changes in Social Insurance Amounts.
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o facilitate reliable, useful, and timely financial management information at the individual federal entity
and program levels for effective management decision-making;

e assess the reliability and effectiveness of systems and related internal controls, including identifying
control deficiencies that could lead to fraud, waste, and abuse; and

o deliver early warnings of emerging financial management issues.

Further, annual audits along with congressional and executive oversight provide significant incentives
for individual federal entities to maintain reliable financial management information and effective
systems and controls.

The preparation and audit of individual federal entities’ financial statements have also identified
numerous deficiencies, leading to corrective actions to strengthen federal entities’ internal controls,
processes, and systems. For instance, the U.S. Department of Agriculture took corrective actions to
address deficiencies identified during its audits that enabled it to obtain an unmodified audit opinion on
its full set of financial statements after 2 years of only receiving an opinion on its balance sheet. Also,
management of the Department of Housing and Urban Development (HUD) has developed plans to
address the multiple material weaknesses identified by HUD’s Office of Inspector General.

However, since the federal government began preparing consolidated financial statements over 20
years ago, three major impediments have continued to prevent us from rendering an opinion on the
federal government’s accrual-based consolidated financial statements over this period: (1) serious
financial management problems at the Department of Defense (DOD) that have prevented its financial
statements from being auditable, (2) the federal government’s inability to adequately account for
intragovernmental activity and balances between federal entities, and (3) the federal government’s
ineffective process for preparing the consolidated financial statements.

DOD’s financial management continues to face long-standing issues. Following years of unsuccessful
financial improvement efforts at DOD and consistently being unable to receive an audit opinion on its
financial statements, in 2005, the DOD Comptroller established the Financial Improvement and Audit
Readiness Directorate to develop, manage, and implement a strategic approach for addressing internal
control weaknesses and for achieving auditability, and to integrate those efforts with other improvement
activities, such as the department’s business systems modernization efforts.

DOD’s strategy for achieving a clean opinion on its financial statements and improving overall financial
management has shifted from preparing for audit readiness to undergoing financial statement audits
and remediating audit findings. In a positive development, DOD underwent an audit of its entity-wide
fiscal year 2018 financial statements, which resulted in a disclaimer of opinion issued by the DOD
Office of Inspector General (OIG). The disclaimer of opinion was partially based on the disclaimers of
opinion for multiple DOD components, including the Army, Navy, Air Force, U.S. Marine Corps,
Defense Health Program, Defense Logistics Agency, U.S. Transportation Command, and U.S. Special
Operations Command. The DOD OIG also reported 20 material weaknesses in internal control over
financial reporting, contributing to its disclaimer of opinion.

DOD has stated that undergoing financial statement audits is valuable for a number of reasons, such as
audit remediation efforts, improvements in its operations and readiness, and in the reliability of financial
management information used in decision-making. For example, the Army created an application for
storing and analyzing its financial data for audit, which also provided Army management with
information used to determine funding priorities. Also, the Navy enhanced internal controls over its
obligation management process, which resulted in identifying funds available for important activities,
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such as over $4 million for ship repair costs. In several instances, auditors found inaccurate inventory
records that could affect readiness. For example, auditors found that certain Blackhawk helicopter parts
included in inventory records were in fact unavailable or unusable.

DOD has acknowledged that achieving a clean audit opinion will take time. However, it stated that over
the next several years, the resolution of audit findings will serve as an objective measure of progress
toward that goal. DOD will need to develop and effectively monitor corrective action plans to
appropriately address audit findings in a timely manner. DOD recently developed a centralized
database to track the audit findings, recommendations, and related corrective action plans.

Various efforts are also under way to address the other two major impediments to an audit of the
consolidated financial statements. For example, during fiscal year 2018, the Department of the
Treasury (Treasury) continued to actively work with significant federal entities® to resolve differences in
intragovernmental activity and balances between federal entities through its quarterly scorecard
process.10 This process highlights differences needing the entities’ attention, identifies differences that
need to be resolved through a formal dispute resolution process,!! and reinforces the entities’
responsibilities to resolve intragovernmental differences. Treasury also made significant progress in
developing and implementing procedures to improve the accounting for and reporting of General Fund
of the U.S. Government (General Fund) transactions and balances,12 and working to resolve significant
differences between the General Fund and federal entity trading partners.

In recent years, Treasury’s corrective actions have included improving systems used for compiling the
consolidated financial statements, enhancing guidance for collecting data from component entities, and
implementing procedures to address certain internal control deficiencies detailed in our previously
issued management report.13 Treasury also continued to develop its process for preparing the
Reconciliation Statementsi4 by documenting its rationale for the reconciling items currently presented
on the Reconciliation Statements. In addition to continued leadership by Treasury and the Office of
Management and Budget (OMB), federal entities’ strong and sustained commitment is critical to fully
address these issues.

9The Office of Management and Budget and Treasury have identified 40 federal entities that are significant to the U.S.
government’s fiscal year 2018 consolidated financial statements, including the 24 CFO Act agencies. See app. A of the Fiscal
Year 2018 Financial Report of the United States Government for a list of the 40 entities.

1°For each quarter, Treasury produces a scorecard for each significant entity, as well as any other component entity reporting
significant intragovernmental balances or differences, that reports various aspects of the entity’s intragovernmental differences
with its trading partners, including the composition of the differences by trading partner and category. Pursuant to Treasury
guidance, entities are expected to resolve, with their respective trading partners, the differences identified in their scorecards.

1when an entity and its respective trading partner cannot resolve an intragovernmental difference, Treasury guidance directs
the entity to request that Treasury resolve the dispute. Treasury will review the dispute and issue a decision on how to resolve
the difference, which the entities must follow.

12The General Fund is a component of Treasury's central accounting function. It is a stand-alone reporting entity that
comprises the activities fundamental to funding the federal government (e.g., issued budget authority, cash activity, and debt
financing activities).

1BGAO, Management Report: Continued Improvements Needed in Controls over the Processes Used to Prepare the U.S.
Consolidated Financial Statements, GAO-18-540 (Washington, D.C.: July 16, 2018).

14The Reconciliations of Net Operating Cost and Budget Deficit and Statements of Changes in Cash Balance from Budget and
Other Activities (Reconciliation Statements) reconcile (1) the accrual-based net operating cost to the primarily cash-based
budget deficit and (2) the budget deficit to changes in cash balances.
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The material weaknesses underlying these three major impediments have continued to (1) hamper the
federal government’s ability to reliably report a significant portion of its assets, liabilities, costs, and
other related information; (2) affect the federal government’s ability to reliably measure the full cost, as
well as the financial and nonfinancial performance, of certain programs and activities; (3) impair the
federal government’s ability to adequately safeguard significant assets and properly record various
transactions; and (4) hinder the federal government from having reliable, useful, and timely financial
information to operate effectively and efficiently. Over the years, we have made a number of
recommendations to OMB, Treasury, and DOD to address these issues.1> These entities have taken or
plan to take actions to address these recommendations.

In addition to the material weaknesses referred to above, we identified three other material
weaknesses. These are the federal government’s inability to (1) determine the full extent to which
improper payments occur and reasonably assure that appropriate actions are taken to reduce them, (2)
identify and resolve information security control deficiencies and manage information security risks on
an ongoing basis, and (3) effectively implement internal controls over estimating the cost of credit
programs and determining the value of loans receivable and loan guarantee liabilities. Our audit report
presents additional details concerning these material weaknesses and their effect on the accrual-based
consolidated financial statements and managing federal government operations. Until the problems
outlined in our audit report are adequately addressed, they will continue to have adverse implications
for the federal government and the American people.

Resolving the problems outlined in our audit report is of utmost importance given the federal
government'’s reported fiscal path. The 2018 Statement of Long-Term Fiscal Projections and related
information in Note 23 and in the unaudited Required Supplementary Information section of the Fiscal
Year 2018 Financial Report of the United States Government (2018 Financial Report) show that absent
policy changes, the federal government continues to face an unsustainable long-term fiscal path. GAO
and the Congressional Budget Office (CBO) also prepare long-term federal fiscal simulations, using
different sets of assumptions, which continue to show federal debt held by the public rising as a share
of gross domestic product (GDP) in the long term.1¢ This situation—in which debt grows faster than
GDP—means the current federal fiscal path is unsustainable.

GAOQ, CBO, and the 2018 Financial Report all project that debt held by the public as a share of GDP
will surpass its historical high (106 percent in 1946) within the next 13 to 20 years. Health care
spending is a key driver of spending in the long-term projections. Eventually, however, spending on net
interest (primarily interest on debt held by the public) is projected to grow such that over the long term it
surpasses Social Security and becomes the largest category of spending in both the 2018 Financial
Report and GAO'’s simulations.1” Reliable and complete financial information for federal entities will be
needed for making policy changes that effectively address the unsustainable long-term fiscal path.

15See GAO-18-540. In addition, see GAO, DOD Financial Management, accessed March 20, 2019,
https://www.gao.gov/highrisk/dod_financial_management/why_did_study. Further, other auditors have made
recommendations to DOD for improving its financial management.

18For more information on GAQ's simulations, see GAO, America’s Fiscal Future: Fiscal Forecast, accessed on March 20,
2019, https://www.gao.gov/americas_fiscal future?t=fiscal forecast. For more information on CBQO’s simulations, see
Congressional Budget Office, The 2018 Long-Term Budget Outlook (Washington, D.C.: June 26, 2018).

17CBO’s projections in its 2018 long-term budget outlook report also show net interest growing as a percentage of total
spending. However, since CBO’s 2018 extended baseline projections only go out to 2048, the cost of net interest does not
quite overtake other categories in the projection period.


https://www.gao.gov/highrisk/dod_financial_management/why_did_study
https://www.gao.gov/americas_fiscal_future?t=fiscal_forecast
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GAO plans to issue its annual report on the fiscal health of the federal government in the coming
weeks.18

In taking action to change the federal government’s long-term fiscal path, it will be important for
Congress to consider alternative approaches for managing the level of debt. As currently structured, the
debt limit—a legal limit on the total amount of federal debt that can be outstanding at one timel®*—does
not restrict Congress’s ability to enact spending and revenue legislation that affects the level of federal
debt, nor does it otherwise constrain fiscal policy. Rather, the debt limit is an after-the-fact measure; the
spending and tax laws that result in debt have already been enacted. The debt limit restricts Treasury’s
authority to borrow to finance the decisions already enacted by Congress and the President.

One cannot overstate the importance of preserving the confidence that investors have that debt backed
by the full faith and credit of the United States will be honored. Failure to increase (or suspend) the debt
limit in a timely manner could have serious negative consequences for the Treasury market and
increase borrowing costs. The Bipartisan Budget Act of 2018 temporarily suspended the debt limit from
February 9, 2018, through March 1, 2019.20 On Monday, March 4, 2019, Treasury began to take
extraordinary actions to continue funding government activities. It will continue taking these actions until
the debt limit is raised or suspended.2! With these extraordinary actions in place, CBO estimates that
Treasury will have sufficient cash to make its usual payments until late into fiscal year 2019.

As we have previously reported, delays in raising the debt limit can create uncertainty in the Treasury
market.22 To avoid such uncertainty and the disruption to the Treasury market that it creates, as well as
to help inform the fiscal policy debate in a timely way, we have suggested that Congress should
consider ways to better link decisions about the debt limit with decisions about spending and revenue at
the time those decisions are made.2® We identified three potential approaches for Congress to consider
regarding delegating borrowing authority:

e Option 1: Link action on the debt limit to the budget resolution.

e Option 2: Provide the administration with the authority to propose a change in the debt limit that
would take effect absent enactment of a joint resolution of disapproval within a specified time frame.

e Option 3: Delegate broad authority to the administration to borrow as necessary to fund enacted
laws.

18GAO, The Nation’s Fiscal Health: Action Is Needed to Address the Federal Government’s Fiscal Future, GAO-18-299SP
(Washington, D.C.: June 21, 2018).

19The debt limit is codified at 31 U.S.C. § 3101(b), as amended, and applies to federal debt issued pursuant to the authority of
31 U.S.C. chapter 31. A very small amount of total federal debt is not subject to the debt limit. This amount primarily comprises
unamortized discounts on Treasury bills and Zero Coupon Treasury bonds; debt securities issued by agencies other than
Treasury, such as the Tennessee Valley Authority; and debt securities issued by the Federal Financing Bank.

205ection 30301 of Division C of the Bipartisan Budget Act of 2018, Pub. L. No. 115-123, div. C, tit. Ill, § 30301, 132 Stat. 64,
132 (Feb. 9, 2018), temporarily suspended the debt limit.

2lExtraordinary actions are actions that Treasury takes as it nears the debt limit to avoid exceeding that limit. These actions
are not part of Treasury’s normal cash and debt management operations.

22GAO, Debt Limit: Analysis of 2011-2012 Actions Taken and Effect of Delayed Increase on Borrowing Costs, GAO-12-701
(Washington, D.C.: July 23, 2012), and Debt Limit: Delays Create Debt Management Challenges and Increase Uncertainty in
the Treasury Market, GAO-11-203 (Washington, D.C.: Feb. 22, 2011).

23GAO, Debt Limit: Market Response to Recent Impasses Underscores Need to Consider Alternative Approaches, GAO-15-
476 (Washington, D.C.: July 9, 2015).
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All of these options maintain congressional control and oversight over federal borrowing.

Further, there are financial and other risks that could affect the federal government’s financial position
and condition and its financial management in the future. Financial risk factors that could affect the
federal government’s financial condition in the future include the following:

e The Pension Benefit Guaranty Corporation’s (PBGC) financial future is uncertain because of long-
term challenges related to its funding and governance structure. PBGC's liabilities exceeded its
assets by about $51 billion as of the end of fiscal year 2018—an increase of about $16 billion from
the end of fiscal year 2013. PBGC estimated that its exposure to potential further losses for
underfunded plans in both the single and multiemployer programs was nearly $185 billion.?*

o Federal support of the housing finance market remains significant even though the market has
largely recovered since the 2007 to 2009 financial crisis. In 2008, the federal government placed
the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage
Corporation (Freddie Mac) under conservatorship and entered into preferred stock purchase
agreements with these government-sponsored enterprises (GSE) to help ensure their financial
stability. These agreements could affect the federal government’s financial condition. At the end of
fiscal year 2018, the federal government reported about $113 billion of investments in the GSEs,
which is net of about $91 billion in valuation losses. The GSEs paid Treasury cash dividends of $9.9
billion and $25.3 billion during fiscal years 2018 and 2017, respectively. The reported maximum
remaining contractual commitment to the GSEs, if needed, is $254.1 billion. The ultimate role of the
GSEs could affect the federal government’s financial position and the financial condition of federal
entities, including the Federal Housing Administration (FHA), which in the past expanded its lending
role in distressed housing and mortgage markets. Specifically, as of the end of fiscal year 2018,
FHA's insured portfolio exceeded $1.2 trillion. The Government National Mortgage Association
(Ginnie Mae) guarantees the performance of almost $2 trillion in securities backed by federally
insured mortgages—of which $1.2 trillion were insured by FHA and $0.8 trillion by other federal
entities, such as the Department of Veterans Affairs.

We have reported on the need for Congress to consider legislation making changes to the future
federal role in housing finance that addresses the structure of the GSEs; establishes clear, specific,
and prioritized goals; and considers all relevant federal entities, such as FHA and Ginnie Mae.?5

e The U.S. Postal Service (USPS) continues to be in poor financial condition. USPS cannot fund its
current level of services and meet its financial obligations from its existing revenues. The fiscal year
2018 net loss of $3.9 billion marked its 11th consecutive year of net losses—totaling $69 billion. In
addition, USPS has missed $48.2 billion in required payments for postal retiree health and pension
benefits through fiscal year 2018, including $42.6 billion in missed payments for retiree health
benefits since fiscal year 2010 and $5.6 billion in missed payments for pension benefits since fiscal
year 2014. USPS has stated that it missed these payments to minimize the risk of running out of

24The Bipartisan Budget Act of 2018 established the Joint Select Committee on Solvency of Multiemployer Pension Plans,
which was tasked with voting on a report that was to include any findings, conclusions, and recommendations (as well as
proposed legislative language to carry out such recommendations) to significantly improve the solvency of multiemployer
pension plans and PBGC by November 30, 2018. Pub. L. No. 115-123, div. C, tit. IV, subtit. A, 8 30422, 132 Stat. 64, 133-37
(Feb. 9, 2018). However, even though the joint committee did not vote on a report and was statutorily set to terminate no later
than December 31, 2018, its co-chairmen released a statement committing to working to solve the multiemployer pension
crisis past the November 30 deadline.

25GAO, Housing Finance: Prolonged Conservatorships of Fannie Mae and Freddie Mac Prompt Need for Reform, GAO-19-
239 (Washington, D.C.: Jan. 18, 2019).
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cash, citing its precarious financial condition and the need to cover current and anticipated costs
and any contingencies.26

¢ Some government insurance programs have not collected sufficient premiums or do not have
sufficient dedicated resources to cover expected costs without borrowing from Treasury.2” For
example, as of September 2018, the Federal Emergency Management Agency (FEMA), which
administers the National Flood Insurance Program, owed $20.5 billion to Treasury for money
borrowed to pay claims and other expenses. We have reported that FEMA was unlikely to collect
enough in premiums in the future to repay this debt.2¢ The amount owed is net of $16 billion of debt
that was canceled in October 2017 by the Additional Supplemental Appropriations for Disaster
Relief Requirements Act, 2017.20

e Also, large events, such as natural disasters, pandemics, cyberattacks, military engagements, or
economic crises, are not considered in the Statements of Long-Term Fiscal Projections. To the
extent that such large events occur, the actual future spending may be greater than spending in
these projections.

Every 2 years, GAO provides Congress with an update on its High-Risk Series, which highlights federal
entities and program areas that are at high risk because of their vulnerabilities to fraud, waste, abuse,
and mismanagement or are most in need of broad reform. We issued our most recently updated High-
Risk Series on March 6, 2019.30 GAO’s High-Risk Series includes most of the above-noted issues,
such as DOD financial management, ensuring the cybersecurity of the nation, the PBGC insurance
programs, resolving the federal role in housing finance, USPS financial viability, and the National Flood
Insurance Program.

Our audit report on the U.S. government’s consolidated financial statements would not be possible
without the commitment and professionalism of inspectors general throughout the federal government
who are responsible for annually auditing the financial statements of individual federal entities. We also
appreciate the cooperation and assistance of Treasury and OMB officials as well as the federal entities’
chief financial officers. We look forward to continuing to work with these individuals, the administration,
and Congress to achieve the goals and objectives of federal financial management reform.

Our audit report begins on page 226. Our guide, Understanding the Financial Report of the United
States Government, is intended to help those who seek to obtain a better understanding of the financial
report and is available on GAQO’s website at http://www.gao.gov.3!

26GAO, High-Risk Series: Substantial Efforts Needed to Achieve Greater Progress on High-Risk Areas, GAO-19-157SP
(Washington, D.C.: Mar. 6, 2019).

2"We have suggested an alternative way to record insurance commitments in the budget such that the federal government’s
commitment would be more fully recognized. See GAO, Fiscal Exposures: Improving Cost Recognition in the Federal Budget,
GAO-14-28 (Washington, D.C.: Oct. 29, 2013).

28GAO, Flood Insurance: Comprehensive Reform Could Improve Solvency and Enhance Resilience, GAO-17-425
(Washington, D.C.: Apr. 27, 2017).

29Additional Supplemental Appropriations for Disaster Relief Requirements Act, 2017, Pub. L. No. 115-72, § 308, 131 Stat.
1224, 1228-29 (Oct. 26, 2017).

30GAO-19-157SP.

31GAO, Understanding the Financial Report of the United States Government, GAO-18-239SP (Washington, D.C.: February
2018).
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Our audit report was prepared under the direction of Robert F. Dacey, Chief Accountant; and Dawn
Simpson, Director, Financial Management and Assurance. If you have any questions, please contact
me on (202) 512-5500 or them on (202) 512-3406.

Moo f Do

Gene L. Dodaro
Comptroller General
of the United States

cc: The Majority Leader of the Senate
The Minority Leader of the Senate
The Majority Leader of the House of Representatives
The Minority Leader of the House of Representatives
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Financial Statements

of the United States Government

for the Fiscal Years Ended September 30,
2018, and 2017

The consolidated financial statements of the U.S. government were prepared using GAAP. The consolidated financial
statements include the accrual-based financial statements and the sustainability financial statements, which are discussed in
more detail below, and the related notes to the consolidated financial statements. Collectively, the accrual-based financial
statements, the sustainability financial statements, and the notes represent basic information that is deemed essential for the
consolidated financial statements to be presented in conformity with GAAP.

ACCRUAL-BASED FINANCIAL STATEMENTS

The accrual-based financial statements present historical information on what the federal government owns (assets) and
owes (liabilities) at the end of the year, what came in (revenues) and what went out (net costs) during the year, and how
accrual-based net operating costs of the federal government reconcile to the budget deficit and changes in its cash balance
during the year. The following sections discuss each of the accrual-based financial statements.

Statements of Net Cost

These statements present the net cost of the government operations for fiscal years 2018 and 2017, including the
operations related to funds from dedicated collections. Costs and earned revenues are categorized on the Statement of Net
Cost by significant entity, providing greater accountability by showing the relationship of the entities’ net cost to the
governmentwide net cost. Costs and earned revenues are presented in this Financial Report on an accrual basis, while the
budget presents outlays and receipts, generally on a cash basis. The focus of the budget of the U.S. is by entity. Budgets are
prepared, defended, and monitored by entity. In reporting by entity, we are assisting the external users in assessing the budget
integrity, operating performance, stewardship, and systems and controls of the government.

The Statements of Net Cost contain the following four components:

o Gross cost—is the full cost of all the departments and entities excluding (gain)/loss from changes in assumptions.

These costs are assigned on a cause-and-effect basis, or reasonably allocated to the corresponding entities.

e Earned revenue—is exchange revenue resulting from the government providing goods and services to the public at a
price.

e (Gain)/loss from changes in assumptions—is the gain or loss from changes in long-term assumptions used to
measure the liabilities reported for federal civilian and military employee pensions, other post-employment benefits,
and other retirement benefits, including veterans’ compensation.

o Net cost—is computed by subtracting earned revenue from gross cost, adjusted by the (gain)/loss from changes in
assumptions.

Individual entity net cost amounts will differ from the entity’s financial statements primarily because of reallocations

completed at the governmentwide level which are listed below.

o Employee benefit costs.

o Intragovernmental eliminations, as adjusted for buy/sell costs and related revenues.

e Imputed costs.

Because of its specific function, most of the employee benefit costs originally associated with the OPM have been
reallocated to the user entities for governmentwide reporting purposes. The remaining costs for OPM on the Statements of
Net Cost are the administrative operating costs, the expenses from prior costs from health and pension plan amendments, and
the actuarial gains and losses, if applicable.
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GSA is the primary provider of goods and services to federal entities. GSA’s net cost is adjusted for its
intragovernmental buy/sell costs and related revenues. The remaining costs for GSA on the Statements of Net Cost are
administrative operating costs. With regard to intragovernmental buy/sell costs and related revenues, the amounts recognized
by each entity are added to, and subtracted from, respectively, the individual entity non-federal net cost amounts.

In addition, the intragovernmental imputed costs recognized for the receipt of goods and services, financed in whole or
part by the providing entities, are added to the individual entity non-federal net cost amounts. The most significant types of
imputed costs that are recorded relate to post-retirement and health benefits, FECA, and the Treasury Judgment Fund. The
consolidated Statements of Net Cost is intended to show the full cost for each entity, therefore, the amount of these imputed
costs are added back to the reporting entities’ gross cost line item and subtracted from the applicable administering entities’
gross cost line item. These imputed costs have a net effect of zero on the Statements of Net Cost in the Financial Report.

The interest on securities issued by the Treasury and held by the public is reported on Treasury’s financial statements,
but, because of its importance and the dollar amounts involved, it is reported separately in these statements.

Statements of Operations and Changes in Net Position

These statements report the results of government operations, net operating costs, which include the results of
operations for funds from dedicated collections. They include non-exchange revenues, which are generated from transactions
that do not require a government entity to give value directly in exchange for the inflow of resources. The government does
not “earn” the non-exchange revenue. These are generated principally by the government’s sovereign power to tax, levy
duties, and assess fines and penalties. These statements also include the net cost reported in the Statements of Net Cost. They
further include certain adjustments and unreconciled transactions that affect the net position.

Revenue

Inflows of resources to the government that the government demands or that it receives by donations are identified as
non-exchange revenue. The inflows that it demands include individual income tax and tax withholdings, excise taxes,
corporate income taxes, unemployment taxes, custom duties, and estate and gift taxes. The non-exchange revenue is
recognized when collected and adjusted for the change in net measurable and legally collectable amounts receivable.

Individual income tax and tax withholdings include Federal Insurance Contributions Act (FICA)/Self-Employment
Contributions Act (SECA) taxes and other taxes.

Excise taxes consist of taxes collected for various items, such as airline tickets, gasoline products, distilled spirits and
imported liquor, tobacco, firearms, and other items.

Other taxes and receipts include FRBs earnings, tax related fines, penalties and interest, and railroad retirement taxes.

Miscellaneous earned revenues consist of earned revenues received from the public with virtually no associated cost.
These revenues include rents and royalties on the Outer Continental Shelf Lands resulting from the leasing and development
of mineral resources on public lands.

Generally, funds from dedicated collections are financed by specifically identified revenues, provided to the
government by non-federal sources, often supplemented by other financing sources, which remain available over time. These
specifically identified revenues and other financing sources are required by statute to be used for designated activities,
benefits or purposes, and must be accounted for separately from the government’s general revenue. See Note 20—Funds
from Dedicated Collections for detailed information.

Intragovernmental interest represents interest earned from the investment of surplus dedicated collections, which
finance the deficit spending of all other fund’s non-dedicated operations. These investments are recorded as
intragovernmental debt holdings and are included in Note 11—Federal Debt Securities Held by the Public and Accrued
Interest, in the table titled Intragovernmental Debt Holdings: Federal Debt Securities Held as Investments by Government
Accounts. These interest earnings and the associated investments are eliminated in the consolidation process.
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Net Cost of Government Operations

The net cost of government operations—gross cost (including gains/losses from changes in assumptions) less earned
revenue—flows through from the Statements of Net Cost. The net cost and intragovernmental net cost associated with funds
from dedicated collections activities are separately reported.

Intragovernmental Transfers

Intragovernmental transfers reflect budgetary and other financing sources for funds from dedicated collections,
excluding financing sources related to non-exchange revenues, intragovernmental interest, and miscellaneous revenues.
These intragovernmental transfers include appropriations, transfers, and other financing sources. These amounts are labeled
as “other changes in fund balance” in Note 20—Funds from Dedicated Collections. Some transfers reflect amounts required
by statute to be transferred from the General Fund of the U.S. Government (General Fund) to funds from dedicated
collections. For Supplementary Medical Insurance (SMI), transfers from the General Fund financed 72 percent and 70
percent of 2018 program costs to Part B and D, respectively.

Unmatched Transactions and Balances

Unmatched transactions and balances are adjustments needed to bring the change in net position into balance due
primarily to unreconciled intragovernmental differences. See Note 1.R—Unmatched Transactions and Balances for detailed
information.

The unmatched transactions and balances are included in net operating cost to make the sum of net operating costs and
adjustments to beginning net position for the year equal to the change in the net position balance.

Net Operating Cost

The net operating cost equals revenue less net cost of government operations (that flows from the Statement of Net
Cost) adjusted by unmatched transactions and balances. See Note 1.R—Unmatched Transactions and Balances for detailed
information.

Net Position, Beginning of Period

The net position, beginning of period, reflects the amount reported on the prior year’s Balance Sheet as of the end of
that fiscal year. The net position for funds from dedicated collections is shown separately.

Adjustments to beginning net position may include corrections of material errors or changes in accounting principles.
See Note 1.S—Adjustments to Beginning Net Position for detailed information.

Net Position, End of Period

The net position, end of period, reflects the amount as of the end of the fiscal year. The net position for funds from
dedicated collections is separately shown.
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Reconciliations of Net Operating Cost and Budget Deficit

These statements reconcile the results of operations (net operating cost) on the Statements of Operations and Changes in
Net Position to the budget deficit (result of outlays exceeding receipts during a particular fiscal year). The premise of the
reconciliation is that the accrual and budgetary accounting basis share transaction data.

Receipts and outlays in the budget are measured primarily on a cash basis and differ from the accrual basis of
accounting used in the Financial Report. Refer to Note 1.B—Basis of Accounting and Revenue Recognition for details.
These statements begin with the net results of operations (net operating cost) and report activities where the basis of
accounting for the components of net operating cost and the budget deficit differ.

Some presentations of the budget deficit make the distinction between on-budget and off-budget totals. On-budget totals
reflect the transactions of all government entities, except those excluded from the budget by law. Off-budget totals reflect the
transactions of government entities that are excluded from the on-budget totals by law. Under current law, the off-budget
totals include the Social Security trust funds and the United States Postal Service (USPS). The budget deficit, as presented in
the Financial Report, combines the on-budget and off-budget totals to derive consolidated totals for federal activity.

In fiscal year 2018, additional lines were included in the presentation of these statements to provide a further breakdown
of certain categories of transactions.

Components of Net Operating Cost Not Part of the Budget Deficit

This information includes the operating components, such as the changes in benefits payable for veterans, military and
civilian employees, environmental and disposal liabilities, and depreciation expense, not included in the budget results.

Components of the Budget Deficit Not Part of Net Operating Cost

This information includes the budget components, such as capitalized fixed assets (that are recorded as outlays in the
budget when purchased and reflected in net operating cost through depreciation expense over the useful life of the asset) and
increases in other assets that are not included in the operating results.

Statements of Changes in Cash Balance from Budget and Other

Activities

The primary purpose of these statements is to report how the annual budget deficit relates to the change in the
government’s cash and other monetary assets, as well as debt held by the public. It explains why the budget deficit normally
would not result in an equivalent change in the government’s cash and other monetary assets.

These statements reconcile the budget deficit to the change in cash and other monetary assets during the fiscal year.
They also serve to explain how the budget deficits were financed. These statements show the adjustments for non-cash
outlays included in the budget, and items affecting the cash balance not included in the budget, to explain the change in cash
and other monetary assets.

The budget deficit is primarily financed through borrowings from the public. When receipts exceed outlays, the
difference is a surplus. The budget treats borrowing and debt repayment as a means of financing, not as receipts and
outlays. The budget records outlays for the interest on the public issues of Treasury debt securities as the interest accrues,
not when the cash is paid.

Non-cash flow amounts in the budget related to loan financing account activity also reflect intragovernmental
transactions such as interest expense paid or interest revenue received from Treasury, agency year-end credit reform
subsidy reestimates, and the receipt of subsidy expense from program accounts. Cash flow from non-budget activities
related to loan financing account activity includes all cash flows to and from the public, including direct loan
disbursements/default payments to lenders, fees collected, principal and interest repayments, collections on defaulted
guarantee loans, and sale proceeds of foreclosed property. The budget totals exclude the transactions of the financing
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accounts because they are not a cost to the government. However, since loan financing accounts record all credit cash
flows to and from the public, they affect the means of financing a budget deficit.

In fiscal year 2018, additional lines were included in the presentation of these statements to provide a further breakdown
of certain categories of transactions.

Balance Sheets

The Balance Sheets show the government’s assets, liabilities, and net position. When combined with stewardship
information, this information presents a more comprehensive understanding of the government’s financial position. The net
position for funds from dedicated collections is shown separately.

Assets

Assets included on the Balance Sheets are resources of the government that remain available to meet future needs. The
most significant assets that are reported on the Balance Sheets are loans receivable, net; PP&E, net; inventories and related
property, net; and cash and other monetary assets. There are, however, other significant resources available to the government
that extend beyond the assets presented in these Balance Sheets. Those resources include Stewardship Land and Heritage
Assets in addition to the government’s sovereign powers to tax and set monetary policy.

Liabilities and Net Position

Liabilities are obligations of the government resulting from prior actions that will require financial resources. The most
significant liabilities reported on the Balance Sheets are federal debt securities held by the public and accrued interest, and
federal employee and veteran benefits payable. Liabilities also include environmental and disposal liabilities, benefits due
and payable, as well as insurance and guarantee program liabilities.

As with reported assets, the government’s responsibilities, policy commitments, and contingencies are much broader
than these reported Balance Sheet liabilities. They include the social insurance programs reported in the Statements of Social
Insurance and disclosed in the unaudited RSI—Social Insurance section, fiscal long-term projections of non-interest spending
reported in the Statements of Long-Term Fiscal Projections, and a wide range of other programs under which the government
provides benefits and services to the people of this nation, as well as certain future loss contingencies.

The government has entered into contractual commitments requiring the future use of financial resources and has
unresolved contingencies where existing conditions, situations, or circumstances create uncertainty about future losses.
Contingencies and commitments that do not meet the criteria for recognition as liabilities on the Balance Sheets, but for
which there is at least a reasonable possibility that losses have been incurred, are disclosed in Note 18—Contingencies and
Note 19—Commitments.

The collection of certain taxes and other revenue is credited to the corresponding funds from dedicated collections that
will use these funds to meet a particular government purpose. If the collections from taxes and other sources exceed the
payments to the beneficiaries, the excess revenue is invested in Treasury securities or deposited in the General Fund,;
therefore, the trust fund balances do not represent cash. An explanation of the trust funds for social insurance is included in
Note 20—Funds from Dedicated Collections. That note also contains information about trust fund receipts, disbursements,
and assets.

Due to its sovereign power to tax and borrow, and the country’s wide economic base, the government has unique access
to financial resources through generating tax revenues and issuing federal debt securities. This provides the government with
the ability to meet present obligations and those that are anticipated from future operations, and are not reflected in net
position.

The net position is the residual difference between assets and liabilities and is the cumulative results of operations since
inception. For detailed components that comprise the net position, refer to the section “Statement of Operations and Changes
in Net Position.”
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SUSTAINABILITY FINANCIAL STATEMENTS

The sustainability financial statements are comprised of the Statements of Long-Term Fiscal Projections, covering all
federal government programs, and the Statements of Social Insurance and the Statement of Changes in Social Insurance
Amounts, covering social insurance programs (Social Security, Medicare, Railroad Retirement, and Black Lung programs).
The sustainability financial statements are designed to illustrate the relationship between projected receipts and expenditures
if current policy is continued over a 75 year time horizon.! In preparing the sustainability financial statements, management
selects assumptions and data that it believes provide a reasonable basis to illustrate whether current policy is sustainable.
Current policy is based on current law, but includes several adjustments. In the Statement of Long-Term Fiscal Projections,
notable adjustments to current law are: (1) projected spending, receipts, and borrowing levels assume raising or suspending
the current statutory limit on Federal debt, (2) continued discretionary appropriations are assumed throughout the projections
period, (3) scheduled Social Security and Medicare Part A benefit payments are assumed to occur beyond the projected point
of trust fund depletion, (4) discretionary spending after 2019 is assumed to not be limited by caps established by the BCA, (5)
many mandatory programs with expiration dates prior to the end of the 75-year projection period are assumed to be
reauthorized, and (6) tax changes under the TCJA of 2017 are assumed to continue beyond 2025. In the Statement of Social
Insurance, the one adjustment to current law is that scheduled Social Security and Medicare part A benefit payments are
assumed to occur beyond the projected point of trust fund depletions. Assumptions underlying such sustainability information
do not consider changes in policy or all potential future events that could affect future income, future expenditures, and,
hence, sustainability. The projections do not reflect any adverse economic consequences resulting from continuously rising
debt levels. A large number of factors affect the sustainability financial statements and future events and circumstances
cannot be estimated with certainty. Therefore, even if current policy is continued, there will be differences between the
estimates in the sustainability financial statements and actual results, and those differences may be material. The unaudited
Required Supplementary Information section of this report includes present value projections using different assumptions to
illustrate the sensitivity of the sustainability financial statements to changes in certain assumptions. The sustainability
financial statements are intended to help citizens understand current policy and the importance and magnitude of policy
reforms necessary to make it sustainable.

By accounting convention, the Statements of Social Insurance do not include projected general revenues that, under
current law, would be used to finance the remainder of the expenditures in excess of revenues for Medicare Parts B and D
reported in the Statements of Social Insurance. The Statements of Long-Term Fiscal Projections include all revenues
(including general revenues) of the federal government.

Statements of Long-Term Fiscal Projections

The Statements of Long-Term Fiscal Projections are intended to assist readers of the government’s financial statements
in assessing the financial condition of the federal government and how the government’s financial condition has changed
(improved or deteriorated) during the year and may change in the future. They are also intended to assist readers in assessing
whether future budgetary resources of the government will likely be sufficient to sustain public services and to meet
obligations as they come due, assuming that current policy for federal government public services and taxation is continued
without change.

The Statements of Long-Term Fiscal Projections display the present value of 75-year projections by major category of
the federal government’s receipts and non-interest spending. These projections show the extent to which future receipts of the
government exceed or fall short of the government’s non-interest spending. The projections are presented both in terms of
present value dollars and in terms of present value dollars as a percent of present value GDP. The projections are on the basis
of policies currently in place and are neither forecasts nor predictions. These projections are consistent with the projections
for Social Security and Medicare presented in the Statements of Social Insurance and are based on the same economic and
demographic assumptions as underlie the Statements of Social Insurance. These statements also display the fiscal gap, which
is a summary measure of the change in receipts or non-interest spending necessary to hold the ratio of debt held by the public
to GDP at the end of the projection period to its value at the beginning of the period. Note 23—Long-Term Fiscal
Projections, further explains the methods used to prepare these projections and provides additional information. Unaudited

1 with the exception of the Black Lung program, which has a rolling 25-year projection period that begins on the September 30 valuation date each year.
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required supplementary information further assesses the sustainability of current fiscal policy and provides results based on
alternative assumptions to those used in the basic statement.

As discussed further in Note 23, a sustainable policy is one where the debt-to-GDP ratio is stable or declining over the
long term. GDP measures the size of the nation’s economy in terms of the total value of all final goods and services that are
produced in a year. Considering financial results relative to GDP is a useful indicator of the economy’s capacity to sustain the
government’s many programs.

Statements of Social Insurance and Changes in Social Insurance

Amounts

The Statements of Social Insurance provide estimates of the status of the most significant social insurance programs:
Social Security, Medicare, Railroad Retirement, and Black Lung? They are administered by SSA, HHS, the Railroad
Retirement Board (RRB), and DOL, respectively. The SSA and HHS projections are based on the economic and
demographic assumptions representing the Trustees’ reasonable estimates of likely future economic and demographic
conditions, as set forth in the applicable Social Security and Medicare Trustees’ reports as well as in the agency financial
reports of HHS and SSA. RRB’s projections are based on assumptions from the 271 Valuation on the Assets and Liabilities
Under the Railroad Retirement Acts of December 31, 2016 with Technical Supplement, which was published in September
2018, as well as in RRB’s performance and accountability report. DOL’s (Black Lung) projections are based on assumptions
included in its agency financial report. The SOSI projections, with one exception related to Medicare Part A and OASDI, are
based on current law; that is, they assume that scheduled social insurance benefit payments would continue after related trust
funds are projected to be depleted, contrary to current law. By law, once assets are depleted, expenditures cannot be made
except to the extent covered by ongoing tax receipts and other trust fund income.

Note 22—Social Insurance describes the social insurance programs, reports long-range estimates that can be used to
assess the financial condition of the programs, and explains some of the factors that impact the various programs. The
Statements of Changes in Social Insurance Amounts show two reconciliations: (1) change from the period beginning on
January 1, 2017 to the period beginning on January 1, 2018; and (2) change from the period beginning on January 1, 2016 to
the period beginning on January 1, 2017.

2 In relation to the amounts presented in the Statements of Social Insurance and Changes in Social Insurance Amounts, the combined Railroad Retirement
and Black Lung programs account for less than a quarter of one percent of the statement totals, and therefore, are not material from the consolidated
perspective.
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United States Government
Statement of Net Cost

for the Year Ended September 30, 2018 (Gain)/Loss
from
Gross Earned Changes in Net

(In billions of dollars) Cost Revenue Subtotal Assumptions Cost
Department of Health and Human Services............. 1,252.6 1105 1,142.1 0.4 1,142.5
Social Security Administration.........ccocevevivvnininnnns. 1,038.5 0.2 1,038.3 - 1,038.3
Department of Defense ......c.cveveveviiiiiiiniieniieneneenns 719.8 38.2 681.6 16.8 698.4
Interest on Treasury Securities Held by the Public .... 357.3 - 357.3 - 357.3
Department of Veterans Affairs ..........cccoevviiiiinnnnns 2725 4.8 267.7 79.2 346.9
Department Of ENErgy ......ocovevviiiniiiiiaiiiaianannnans 147.0 6.1 140.9 - 140.9
Department of AgriCUlture .........ccooeviiiininiiiinnnenans 137.0 6.6 130.4 - 130.4
Department of the Treasury.......ccooeveiiiiiiiiiiininnnans 150.5 21.9 128.6 - 128.6
Office of Personnel Management ..........cccovvevnvnnnnen 101.3 23.4 77.9 26.2 104.1
Department of Transportation ........c.cveveveveveienenenens 79.0 1.1 77.9 - 77.9
Department of Homeland Security ..........coeveveieiennns 78.3 14.8 63.5 1.1 64.6
Department of EUCAtiON .......vvuveiniiiieieieienenenens 79.2 31.4 47.8 - 47.8
Department of Housing and Urban Development...... 43.3 1.8 41.5 - 41.5
Department of Labor......ccovvviiiiiiiiiiiienaaens 41.1 - 41.1 - 41.1
Security AssiStance ACCOUNES ....cuvuviiniininiiiiinians 37.9 - 37.9 - 37.9
Department of JUSHICE ....vvviiiiiiii s 35.4 1.9 335 - 335
Department Of State ....ovvvvviviviiiiii e rererenenens 32.3 4.8 27.5 15 29.0
National Aeronautics and Space Administration........ 20.3 0.2 20.1 - 20.1
Department of the Interior .......ccceviviiiiiiiiiineneens 20.4 29 175 - 175
U.S. Agency for International Development ............. 13.1 - 13.1 - 13.1
Railroad Retirement Board..........ccooeviiinininiininnnans 131 - 131 - 131
Federal Communications COmMmISSIiON..........ceveuenens 10.8 0.4 10.4 - 10.4
Department of COMMErCEe.....cccvviiiiiiiiiiiaiaraanans 11.8 3.6 8.2 - 8.2
Environmental Protection AGeNCY .........ovevevuieanenens 8.3 0.4 7.9 - 7.9
National Science Foundation ...........cvcvvvvenininninianes 7.3 - 7.3 - 7.3
U.S. Postal SEIVICe ....civvviiiiiiiiiiniiinsnsan 714 69.7 1.7 - 1.7
Smithsonian INSttUtioN ......vvveviiii 15 0.5 1.0 - 1.0
Millennium Challenge Corporation ..........ovevevevenenens 0.8 - 0.8 - 0.8
Small Business Administration ..........cccoeviviiiiinnane. 0.7 0.3 0.4 - 0.4
National Credit Union Administration .............cvevenens 0.9 0.6 0.3 - 0.3
U.S. Nuclear Regulatory Commission..........c.covueusnss 0.9 0.7 0.2 - 0.2
Farm Credit System Insurance Corporation............. 0.2 0.2 - - -
Overseas Private Investment Corporation ............... - 0.1 (0.2) - (0.2)
Export-Import Bank of the U.S. ....covviiiiiiiiiiiiiiennns - 0.5 (0.5) - (0.5)
Securities and Exchange Commission.................... 1.8 2.3 (0.5) - (0.5)
General Services Administration .........cccevevvnvnnnnne. - 0.8 (0.8) - (0.8)
Tennessee Valley AUthOrity ......oeeeiiiiiiiiiiiiiians 9.9 11.2 (1.3) - (1.3)
National Railroad Retirement Investment Trust......... 0.1 1.9 (1.8) - (1.8)
Federal Deposit Insurance Corporation................... 1.3 10.8 (9.5) - (9.5)
Pension Benefit Guaranty Corporation.................... (7.8) 16.7 (24.5) - (24.5)
All other entitieS .....ouvviiviiiiin 18.7 15 17.2 - 17.2
TOtAl e 4,808.5 392.8 4,415.7 125.2 4,540.9

The accompanying notes are an integral part of these financial statements.
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United States Government
Statement of Net Cost

for the Year Ended September 30, 2017 (Restated) (Gain)/Loss
from
Gross Earned Changes in Net

(In billions of dollars) Cost Revenue Subtotal Assumptions Cost
Department of Health and Human Services............. 1,186.8 101.1 1,085.7 0.4 1,086.1
Social Security Administration.........ccocevevivvnnnnnnnne. 999.1 0.3 998.8 - 998.8
Department of Defense ......cvvveviviiiiiiiiii i iieneens 718.7 77.4 641.3 24.1 665.4
Interest on Treasury Securities Held by the Public .... 296.3 - 296.3 - 296.3
Department of Veterans Affairs .........cooeveviieienennns 254.8 4.8 250.0 229.7 479.7
Department Of ENergy ......ocovevviiiniiiiiaiiiaianannnans 46.9 5.6 41.3 - 41.3
Department of AgriCUlture .........ccooeviiiiiininiininnnans 142.9 8.1 134.8 - 134.8
Department of the Treasury.......ccoceveviiiiiiniininnnans 179.5 37.9 141.6 - 141.6
Office of Personnel Management ..........c.cocvvvinnanes 90.1 22.3 67.8 102.5 170.3
Department of Transportation ........c.oveveveveveienenenens 79.6 0.9 78.7 - 78.7
Department of Homeland Security ..........oooveveveiennns 77.3 12.3 65.0 (0.5) 64.5
Department of EUCAtiON .......vvuveiniiiieieieienenenens 84.4 30.6 53.8 - 53.8
Department of Housing and Urban Development...... 69.1 1.7 67.4 - 67.4
Department of Labor......ccovvviiiiiiiiiiiienaeens 43.5 - 43.5 - 43.5
Security AssiStance ACCOUNES ....cuvuviiniininiiiiinians 36.7 - 36.7 - 36.7
Department of JUSHICE ....vvviiiiiiii s 34.2 1.6 32.6 - 32.6
Department of State ......ccovvviiiiiiiiiiieens 31.3 4.8 26.5 0.3 26.8
National Aeronautics and Space Administration........ 19.6 0.2 19.4 - 19.4
Department of the Interior .......ccceviviiiiiiiiiineneens 20.2 2.7 175 - 175
U.S. Agency for International Development ............. 13.2 - 13.2 - 13.2
* Railroad Retirement Board..........ccoovevvvvininiinininnes 13.0 3.8 9.2 - 9.2
Federal Communications COmMmISSiON..........ceveuenens 20.7 0.4 20.3 - 20.3
Department of COMMErCe......ccvvuiiiiiiiiiiiaiaraanans 12.9 3.3 9.6 - 9.6
Environmental Protection AGeNCY .........ovuvevuieiaenens 8.8 0.4 8.4 - 8.4
National Science Foundation...........cccovvuviininnnnnnens 7.1 - 7.1 - 7.1
U.S. Postal SErviCe .....vvvviviniiiiiiiiniisn e, 71.9 68.7 3.2 - 3.2
Smithsonian INSttUtioN ......vvveviiini 0.9 - 0.9 - 0.9
Millennium Challenge Corporation ..........ovevevevenenens 0.7 - 0.7 - 0.7
Small Business Administration .........cccovevivvnnnnnnnns. 0.1 0.3 (0.2) - (0.2)
National Credit Union Administration ...................... (0.1) 0.7 (0.8) - (0.8)
U.S. Nuclear Regulatory Commission..........c.coeueusnss 0.9 0.8 0.1 - 0.1
Farm Credit System Insurance Corporation............. - 0.4 (0.4) - (0.4)
Overseas Private Investment Corporation ............... - 0.1 (0.2) - (0.2)
Export-Import Bank of the U.S. .....coovvviiiiiiiiiiiennnns 0.4 1.2 (0.8) - (0.8)
Securities and Exchange Commission.................... 1.9 2.1 (0.2) - (0.2)
General Services Administration .........cccovevvninnnnnne. 0.2 0.6 (0.4) - (0.4)
Tennessee Valley AUthOrity ......ovveieieiiiiieiiiinnnnanss 9.9 10.7 (0.8) - (0.8)
Federal Deposit Insurance Corporation................... 15 10.6 (9.2) - (9.2)
Pension Benefit Guaranty Corporation.................... 9.8 141 (4.3) - (4.3)
All other entities .....ovvviiiii 21.4 1.4 20.0 - 20.0
10 2= PPN 4,606.2 431.9 4,174.3 356.5 4,530.8

* Includes amounts from National Railroad Retirement Investment Trust (NRRIT) in 2017. In 2018, NRRIT amounts are reported separately.
The accompanying notes are an integral part of these financial statements.
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United States Government
Statement of Operations and Changes in Net Position
for the Year Ended September 30, 2018

Funds other than  Funds from
those from Dedicated
Dedicated Collections
Collections (Note 20)
(Combined) (Combined) Eliminations Consolidated
(In billions of dollars) 2018
Revenue (Note 17):
Individual income tax and tax withholdings......... 1,655.5 1,137.7 - 2,793.2
Corporate iNCOME taXeS .uvuvrrrrrrnrerererererenenenss 208.9 - - 208.9
EXCISE tAXES vuiviviniiiiiiiiiiiiii e 31.9 64.9 - 96.8
Unemployment taXxeS .....vvvveveieieieiererenenenenenss - 43.2 - 43.2
CUSLOMS AULIES ..eviniiiiiiiirrrr e aaeas 41.5 - - 41.5
Estate and gift taXeS.....covvviiiiiiiiiiiiiiias 23.0 - - 23.0
Other taxes and receipts .....cvcvveieieieiniiienenenss 1334 30.7 - 164.1
Miscellaneous earned revenues.............ovuvuvens 9.2 4.4 - 13.6
Intragovernmental interest ........covvvivivinnnnnnns - 98.5 (98.5) -
Total REVENUE ...vvviviiiiiienerere e e e e 2,103.4 1,379.4 (98.5) 3,384.3
Net Cost of Government Operations:
NN =T o 1] PP 2,838.4 1,702.5 - 4,540.9
Intragovernmental net CoSt .......c.ovvviviiiiiinianans (9.8) 9.8 - -
Intragovernmental interest ..........ccooviviiininianans 98.5 - (98.5) -
Total NEE COSt.cvvvniniiiiiiiiiiree e 2,927.1 1,712.3 (98.5) 4,540.9
Intragovernmental transfers........ccccevivivinnnnnns (372.8) 372.8 - -
Unmatched transactions and balances
(Lo (= I = ) TP (2.4) - - (2.4)
Net operating (COSt)/revenue.......c.coevvvviniananans (1,198.9) 39.9 - (1,159.0)
Net position, beginning of period.................... (23,781.4) 3,4195 - (20,361.9)
Adjustments to beginning net position
0] LI ) (2.5) 2.6 - 0.1
Net operating (COSt)/revVeNUEe .......cccvvvrvninrnrnnns (1,198.9) 39.9 - (1,159.0)
Net position, end of period..........cocovviiiiinanans (24,982.8) 3,462.0 - (21,520.8)

The accompanying notes are an integral part of these financial statements.
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United States Government
Statement of Operations and Changes in Net Position
for the Year Ended September 30, 2017 (Restated)

Funds other than  Funds from
those from Dedicated
Dedicated Collections
Collections (Note 20)
(Combined) (Combined) Eliminations Consolidated
(In billions of dollars) 2017
Revenue (Note 17):
Individual income tax and tax withholdings......... 1,560.1 1,127.8 - 2,687.9
Corporate iNCOME taXeS vuvuvrvrrnrererererererenenenss 299.1 - - 299.1
EXCISE tAXES vuiviviniiiiiiiiniiniri e 24.7 62.6 - 87.3
Unemployment taXxeS.....cvuvvvrveieiererererenenenenenss - 44.1 - 44.1
CUStOMS AULIES «vvinirieniiiiiirer e 33.2 - - 33.2
Estate and gift taXeS.....covvviviiiiiiiiiiiiians 22.8 - - 22.8
Other taxes and receipts .....ovevevieiiieiiieinnenenss 135.9 36.2 - 1721
Miscellaneous earned revenues...........c.ovuvenens 24.0 41 - 28.1
Intragovernmental interest ........c.coeviviiiiiinnanans - 99.6 (99.6) -
Total REVENUE ..cvvviviiiivcereeere e e e 2,099.8 1,374.4 (99.6) 3,374.6
Net Cost of Government Operations:
NEL COSE.uuviiititiirinrrrrrrr e 2,882.7 1,648.1 - 4,530.8
Intragovernmental net CoSt .......ccovvviniiiiinnanans (8.5) 8.5 - -
Intragovernmental interest ........c.ccoviviiininnnnans 99.6 - (99.6) -
Total NEE COSt.cvvvniniiiiiiieiirre e 2,973.8 1,656.6 (99.6) 4,530.8
Intragovernmental transfers........cccevivivinnnnnns (327.2) 327.2 - -
Unmatched transactions and balances
(NOtE L.R) tuviiieeii v v re e enen e eenes 2.6 - - 2.6
Net operating (COSt)/revenue.........coevvvviniananans (1,198.6) 45.0 - (1,153.6)
Net position, beginning of period.................... (22,619.9) 3,374.3 - (19,245.6)
Adjustments to beginning net position
(NOte 1.S) tuiviiiriiniiiniiir e 37.1 0.2 - 37.3
Net operating (COSt)/revenUEe .......cccvvvrvnvernrnnns (1,198.6) 45.0 - (1,153.6)
Net position, end of period........c.ccvevvvininnnnnns (23,781.4) 3,419.5 - (20,361.9)

The accompanying notes are an integral part of these financial statements.
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United States Government
Reconciliations of Net Operating Cost and Budget Deficit
for the Years Ended September 30, 2018, and 2017

Restated
(In billions of dollars) 2018 2017
Net OPErating COS .uuiiuiiuiiriiiiiiiir e e ra e (1,159.0) (1,153.6)
Components of net operating cost not part of the budget deficit
Excess of accrual-basis expenses over budget outlays
* Federal employee and veteran benefits payable
Pension and accrued benefits ... 88.4 180.5
Veterans compensation and burial benefits ........covviiiiiiiiiii 146.3 313.7
Post-retirement health and accrued benefitS.........oooviiiiiii 33.0 5.3
Other DENEILS «.uuii i 145 (8.8)
Subtotal - federal employee and veteran benefits payable .......c.coeveviiiiiiiieieen, 282.2 490.7
* Insurance and guarantee program liabilitieS ........cooviiiiiiiii s (32.3) 155
* Environmental and disposal iabilitieS. ... 112.8 17.9
* ACCOUNES PAYADIE . eieieieieieiiit it e e e e et ra e aas 15.9 8.4
* Benefits due and payable ... (7.7) 0.6
Sl 1Tl TF= T o 1 1 = 5.9 4.4
Subtotal - excess of accrual-basis expenses over budget outlays .......coceveveiiiieninnenenne. 376.8 537.5
Amortized expenses not included in budget outlays
Property, plant, and equipment depreciation EXPENSE ...vvvviuvirreiviiriiriireirrirerrnerrnenean 72.7 33.6
Other expenses that are not reported as budget outlays
Property, plant, and equipment disposals and revaluations ............covervrerrrenieenrernreennennns (4.0) (10.0)
Excess of accrual-basis revenue over budget receipts
ACCOUNLS FECEIVADIE, NMBL 1vvuiiiriiiitie it e e e et e e e e e et e e e e e e r e et neeaanaees 6.2 (7.3)
TaXES rECEIVADIE, NBL..vuuiirtiiit et i et e e e e e e s e e et e et e e e e e et r e et neeaanaees (7.8) (2.8)
Other losses/(gains) and cost/(revenue) that are not budget receipts
* Investments in government-spoNSOred ENEIPIISES .uvu.iervrruirererrrrererrinrererrinrererinerens (20.6) 16.0
Subtotal - components of net operating cost not part of budget deficit .............ccvvvenenne. 423.3 567.0
Components of the budget deficit that are not part of net operating cost
Budget receipts not included in net operating cost
Credit reform and other 108N ACHVItIES .....ivvuieruiiiriiiriiiee s e e 5.0 (9.5)
Budget outlays not included in net operating cost
ACQUISItION OF CAPItAl BSSELS .1 utvuurenrrenrreretretrertrretrrenrrtrrtrernrernreenreenrerrrerrenreenrernerenns (72.2) (79.9)
* Debt and EQUILY SECUIMLIES ..vvuvrurirrerieetrestresuereertreenreenreeresrretrrenreenrerrrrnrrenrernernreens 5.9 (8.0)
* Inventories and related PrOPEIY .....ivuieerrerurerurreeerrretrrenreereraretrrenreenrerrrsnrrrnrerneenreens (10.8) (12.4)
F OUNEI @SSBIS 1uuivuuiietuieerieetssetsrsertasset e e et e ea s eet e e et e e et e e et e e ear e e e e e e e e e n e e e rra s 34.0 (2.2)
Subtotal - components of the budget deficit that are not part of net operating cost ......... (38.1) (112.0)
Adjustments to beginning net position 0.1 37.3
Other
All Other reCONCIlING IEEMS .1vvuiveieeiee e e e ere e e e e et e e e e eea e e eanre e eaeeneenreenrranns (5.3) (4.4)
10 Lo Lo =y o 1= o] RPN (779.0) (665.7)

* The amounts represent the year over year net change in the Balance Sheet line items.

The accompanying notes are an integral part of these financial statements.
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United States Government
Statements of Changes in Cash Balance from Budget and Other Activities
for the Years Ended September 30, 2018, and 2017
Reclassed
(In billions of dollars) 2018 2017
Cash flow from budget activities
I ] 2= U o 10 To [0 1= A = ToT=T ] ) PP 3,328.7 3,314.9
QI ] 2= N o 10 o [0 1= o TU 1= £ PP (4,107.7) (3,980.6)
210 o Fo =3 0[] PP (779.0) (665.7)
Adjustments for non-cash outlays included in the budget
Non-cash flow amounts in the budget related to federal debt securities
F ot od (1= o T ) =T =] 268.5 248.4
[N = =T 4T (2= L4 [o ] o N 41.9 19.0
L0101 1.1 221
Subtotal - adjustments for non-cash flow amounts in the budget related to federal debt
L]0 1111 3115 289.5
Non-cash flow amounts in the budget related to loan financing account activity
Interest revenue on uNiNVested fUNAS. ... .o 7.9 8.4
Interest expense on entity DOITOWINGS ....ueieieriririniniiir s a e e e eens (42.1) (41.6)
Entities' downward reestimates/negative subsidy payments.........ccoveviiiiinininnininenens. (37.3) (34.6)
Entities' subsidy expense/upward reeStimates ......cveveveiriririririrnrirrrnrrrnrerererenenenen 35.8 84.9
Subtotal - adjustments for non-cash flow amounts in the budget related to loan financing
= oot 11 ] 0 4 T 11771 PP (35.7) 17.1
Total of adjustments for non-cash outlays included in the budget ..........cocviiiiiiininininenns. 275.8 306.6
Cash flow from activities not included in the budget
Cash flow from non-budget activities related to federal debt securities
L1 LTS3 A 0 = 1o N (260.4) (240.0)
Subtotal - cash flow from non-budget activities related to federal debt securities.............. (260.4) (240.0)
Cash flow from non-budget activities related to loan financing account activity
Loan disbursements/default payments ......ocovvviiiiniiinin (194.9) (213.2)
S ittt e 25.0 26.3
Principal & interest repayMENTS ......iuieieieierirerirrr s ra e e aaens 117.7 121.0
Other collections on defaulted loans receivable and sale of foreclosed property.............. 5.7 8.1
Other loan financing acCoUNt ACHIVItIES ...vvvuiriiiiiieiiiiiiiir e 0.6 -
Subtotal - cash flow from non-budget activities related to loan financing account activity... (45.9) (57.8)
Cash flow from financing federal debt securities
207 (0 11,71 T 1PN 10,080.1 8,700.8
(=T -\ =T £ PP PP (8,993.5) (8,222.9)
[ 1ST oo T8 Lo ] 7] 01 =T o 41 PP (54.7) (24.0)
Subtotal - cash flow from financing federal debt securitieS........cccvvivviiiiiiiiiiiiens 1,031.9 453.9
Total cash flow from activities not included in the budget ..o, 725.6 156.1
Other
I 1= o) 14 1= 13.9 6.3
Change in cash and other monetary assets balance ..o, 236.3 (196.7)
Beginning cash and other monetary assets balance ........c.cccovvviiiiiiiiiiii e 271.2 467.9
Ending cash and other monetary assets balanCe ........cccovviiiviiiiiiiiiii e eenes 507.5 271.2

The accompanying notes are an integral part of these financial statements.
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United States Government
Balance Sheets
as of September 30, 2018, and 2017

Restated
(In billions of dollars) 2018 2017
Assets:
Cash and other monetary assets (NOtE 2) ....i.iuiuiuiiiiiiiiiiiiiir e 507.5 271.2
Accounts and taxes receivable, Net (NOTE 3)...cviiiiiiiiiririririr e reneneens 144.9 143.3
Loans receivable, Net (NOTE 4) ...uiuirieieie s e s s s s s s s s s s e e enennnens 1,419.1 1,350.2
Inventories and related property, Net (NOTE 5) vvuvuviiiiiiiiiririeiririrrrvarararerereneneens 337.5 326.7
Property, plant and equipment, NEt (NOLE 6) ...vuvveriirririrrierrrrnrnrararererererenenens 1,090.5 1,087.0
Debt and equity SECUItIES (NOLE 7) ...uiuiuieieririririiiieirr s e e e ananans 110.3 116.2
Investments in government-sponsored enterprises (NOte 8)......cccvvviiiiiiiniiiirininans 113.2 92.6
Other aSSets (NOTE ) 1uiuiuiuiiiiiiii e aes 113.7 147.7
0] 7= =TT £ 3,836.7 3,534.9
Stewardship land and heritage assets (Note 24)
Liabilities:
Accounts payable (NOtE L10) ...uuuuieieiererererenerernrarararasasasasassrnrnrnrsrnrnrererernrennnens 86.7 70.8
Federal debt securities held by the public and accrued interest (Note 11) ...........ceueee 15,812.7 14,724.1
Federal employee and veteran benefits payable (Note 12) .......cccoeiiiiiiiniiiiiinnnans 7,982.3 7,700.1
Environmental and disposal liabilities (NOte 13).....cviiiiiiiiiiiiiiiiica e rananeens 577.3 464.5
Benefits due and payable (NOte 14) ..o e aeas 2111 218.8
Insurance and guarantee program liabilities (NOt€ 15) ....vvvuviviviviiiiiiieiererenenenens 170.2 202.5
Loan guarantee liabilities (NOt€ 4) ....vvvieieieieiiieieieeirese e e s s e e enenens 38.2 42.9
Other liabilitieS (NOTE 16) ..vuvuiueireerrnrnrsrnrs s s rererererrrsseseaeasasnssnssnsnsnsnrnrnrnnes 479.0 473.1
Total lIaDIlItIES . .ueuieuieiiiiii 25,357.5 23,896.8
Contingencies (Note 18) and Commitments (Note 19)
Net Position:
Funds from Dedicated Collections (NOte 20).......cuevuiuiuiuiuiiiirirererrereeeeseaass 3,462.0 3,419.5
Funds other than those from Dedicated ColleCtionS .........covvviiiiiiiiiiiiiraeens (24,982.8) (23,781.4)
B I} 2= U g1 o 0 11 o o (21,520.8) (20,361.9)
Total liabilities and Net POSItION.....vueieiiiiiii e e eenes 3,836.7 3,534.9

The accompanying notes are an integral part of these financial statements.
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United States Government
Statements of Long-Term Fiscal Projections (Note 23)
Present Value of 75-Year Projections as of September 30, 2018 and 2017

In trillions of dollars Percent of GDP?
2018 2017 Change 2018 2017 Change
Receipts:
Social Security payroll taxes................. 60.6 58.0 2.6 4.3 4.3 -
Medicare payroll taxes.........oovvvviirinanens 20.3 194 0.9 14 14 -
Individual income taxes ........coovvveiinnnns 143.8 141.9 1.9 10.2 10.5 (0.3)
Corporate iNnCOme taxeS.....ovuvveuvenrenrenns 18.8 -3 -3 1.3 -3 -3
Other receipts®.....civiiviiiiiiiiirnrieens 18.5 49.0 (11.7) 1.3 3.6 (1.0)
Total reCRIPLS. cvuriiiiieieirieirr e rerereneens 262.0 268.4 (6.4) 18.6 19.9 (1.3)
Non-interest spending:
Social SECUNtY...ccvviiiiiiiiiiiiiiiian 82.5 78.7 3.9 5.9 5.8 -
Medicare Part A%......cc.ccovveiviiiiinniennen 29.1 26.6 2.5 2.1 2.0 0.1
Medicare Parts B & D°..........ccovvvniennnnnn 35.7 32.3 34 2.5 2.4 0.1
Medicaid......ovvvvriiniiiii 34.1 32.1 2.0 2.4 2.4 -
Other mandatory .....covvvevviviiinnnnnnns, 41.0 40.5 0.4 2.9 3.0 (0.2)
Defense discretionary.........coovevevevenenens 42.9 39.1 3.8 3.0 29 0.1
Non-defense discretionary ..........c.ceeuens 42.9 35.3 7.6 3.1 2.6 0.4
Total non-interest spending ........ccovvveiiiennns 308.2 284.6 23.6 21.9 21.1 0.8
Receipts less non-interest spending........ (46.2) (16.2) (30.0) (3.3 (1.2) (2.1)
[Ty oF= 1o =1 o PPN (4.1) (2.0) (2.1)

175-year present value projections for 2018 are as of 9/30/2018 for fiscal years 2019-2093; projections for 2017 are as of 9/30/2017 for fiscal
years 2018-2092.

2The 75-year present value of nominal Gross Domestic Product (GDP), which drives the calculations above is $1,406.3 trillion starting in fiscal
year 2019, and was $1,347.0 trillion starting in fiscal year 2018.

%In fiscal year 2017, Corporate Income Taxes were included as part of Other Receipts. To incorporate the effects of the Tax Cuts and Jobs Act
of 2017, Corporate Income Taxes are modeled separately in fiscal year 2018. Directly comparable data are not available for fiscal year 2017.
The $11.7 trillion decrease in Other Receipts is the total of 2018 Corporate Income Taxes ($18.8 trillion) and Other Receipts ($18.5 trillion)
less the 2017 Other Receipts ($49.0 trillion).

“Represents portions of Medicare supported by payroll taxes.

SRepresents portions of Medicare supported by general revenues. Consistent with the President's Budget, outlays for Parts B & D are
presented net of premiums.

5To prevent the debt-to-GDP ratio from rising over the next 75 years, a combination of non-interest spending reductions and receipts increases
that amounts to 4.1 percent of GDP on average is needed (2.0 percent of GDP on average in 2017). See Note 23—Long-Term Fiscal
Projections.

Totals may not equal the sum of components due to rounding.

The accompanying notes are an integral part of these financial statements.
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United States Government
Statements of Social Insurance (Note 22)

Present Value of Long-Range (75 Years, except Black Lung) Actuarial Projections

(In trillions of dollars) 2018 2017 2016 2015 2014
Federal Old-Age, Survivors and Disability Insurance (Social
Security):1
Revenue (Contributions and Dedicated Taxes) from:
Participants who have attained eligibility age (age 62 and over) .. 15 1.4 1.3 1.2 1.0
Participants who have not attained eligibility age...................... 31.8 30.3 29.3 27.8 25.4
FUtUre pPartiCiPantS......cu.ve v v veieieierensnensnenenensssnsnsnsnsnsnrnnnnens 31.8 30.5 29.7 26.6 24.6
All current and future partiCiPants ........oceveviviririiirirrrrrranens 65.1 62.1 60.3 55.5 51.0
Expenditures for Scheduled Future Benefits for:
Participants who have attained eligibility age (age 62 and over) .. (15.9) (14.7) (13.6) (12.8) (11.9)
Participants who have not attained eligibility age...................... (52.2) (50.2) (48.4) (45.3) (42.4)
Future partiCiPantS........civeieieiaiirirairrsrrrrs s raraans (13.0) (12.6) (12.4) (10.9) (10.0)
All current and future partiCipants ........cccoveiiiiiiiiiiinian, (81.1) (77.5) (74.4) (69.0) (64.3)
Present value of future expenditures in excess of future
TEVENUE 11 tutnetnetneteae s ss et s s et s st s s s tn s s et s e te et et eanenneanees (16.1)! (15.4)? (14.1)° (13.4)* (13.3)°
Federal Hospital Insurance (Medicare Part A):1!
Revenue (Contributions and Dedicated Taxes) from:
Participants who have attained eligibility age (age 65 and over) .. 0.5 0.5 0.5 0.4 0.3
Participants who have not attained eligibility age...................... 11.3 10.7 10.3 9.1 8.4
FUtUre PartiCiPantS......u.veveveieieieierensnenenenensnssssnsnsnsnsnrnsnnans 11.0 10.6 10.0 8.4 7.8
All current and future partiCipants ........ocvveviviririirirrrrrrnnens 22.8 21.7 20.7 17.9 16.5
Expenditures for Scheduled Future Benefits for:
Participants who have attained eligibility age (age 65 and over) .. (5.0) (4.5) (4.3) (3.8) (3.5)
Participants who have not attained eligibility age...................... (18.6) (17.2) (16.8) (14.5) (14.1)
Future partiCiPantS........cvieieisieiiriririersrrrs e (3.9 (3.5) (3.4 (2.8) (2.8)
All current and future partiCipants ........cccoveiiiiiiiiiiiiiian, (27.5) (25.3) (24.5) (21.1) (20.4)
Present value of future expenditures in excess of future
TEVENUE 11 tutnetnetneteae s ss et s s et s st s s s tn s s et s e te et et eanenneanees (4.7)* (3.5)? (3.8)° (3.2 (3.8)°
Federal Supplementary Medical Insurance (Medicare Part B):!*
Revenue (Premiums) from:
Participants who have attained eligibility age (age 65 and over) .. 1.3 1.1 1.0 0.9 0.8
Participants who have not attained eligibility age...................... 6.6 5.9 5.3 4.6 4.5
FUtUre PartiCiPantS......vuve v veieieieierenenenenensnsnssssnsnsnsnsnsnrnnens 15 1.4 1.2 1.0 1.1
All current and future partiCiPants ........ocevvviviririiirirrrrrranens 9.4 8.4 7.5 6.5 6.5
Expenditures for Scheduled Future Benefits for:
Participants who have attained eligibility age (age 65 and over) .. (5.2) (4.5) (4.0) (3.6) (3.2)
Participants who have not attained eligibility age...................... (23.8) (21.4) (29.2) (16.8) (17.0)
Future partiCipantS........vevieieisieieriisierrrrrs e (5.4) (4.9) (4.3) (3.5 (4.2)
All current and future partiCipants ........ccvevviiiiiiiiiiiiian, (34.4) (30.8) (27.5) (24.0) (24.3)
Present value of future expenditures in excess of future
TEVENUE & ettt (25.0)! (22.4)? (20.0)2 (17.5)* (17.9)°

Totals may not equal the sum of components due to rounding.

The accompanying notes are an integral part of these financial statements.
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United States Government
Statements of Social Insurance (Note 22), continued
Present Value of Long-Range (75 Years, except Black Lung) Actuarial Projections
(In trillions of dollars) 2018 2017 2016 2015 2014
Federal Supplementary Medical Insurance (Medicare Part D):!
Revenue (Premiums and State Transfers) from:
Participants who have attained eligibility age (age 65 and over) .. 0.3 0.3 0.3 0.3 0.2
Participants who have not attained eligibility age...................... 2.1 2.0 2.2 1.8 1.6
Future partiCipantS........vevieieisieieriisierrrrrs e 0.8 0.8 1.0 0.8 0.7
All current and future partiCipants ........ocovviiiiiiiiiiiiiiian, 3.2 3.1 3.5 29 2.5
Expenditures for Scheduled Future Benefits for:
Participants who have attained eligibility age (age 65 and over) .. (1.0) (1.0) (2.0) (0.9) (0.8)
Participants who have not attained eligibility age...................... (7.2) (6.9) (7.7) (6.4) (5.9)
FUtUre PartiCiPantS......vuve v veieieieiererenenenensnsnsssnsnsnsnsnsnsnrnnnns (2.9) (2.9) (3.6) (2.8) (2.6)
All current and future partiCipants ........oceveviviririririrrrrnrranens (11.1) (10.8) (12.2) (10.2) (9.3)
Present value of future expenditures in excess of future
TEVENUE & . ouiii i (7.9 (7.6)? (8.7)° (7.3)* (6.8)°
Other:”
Present value of future expenditures in excess of future
revenues & %10 (0.2) (0.2) (0.1) (0.1) (0.2)
Total present value of future expenditures in excess of future
LY 11 PP (53.8) (49.0) (46.7) (41.5) (41.9)

Totals may not equal the sum of components due to rounding.

The accompanying notes are an integral part of these financial statements.
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United States Government
Statements of Social Insurance (Note 22), continued
Present Value of Long-Range (75 Years, except Black Lung) Actuarial Projections

(In trillions of dollars) 2018 2017 2016 2015 2014
Social Insurance Summary*!
Participants who have attained eligibility age:
Revenue (e.g., contributions and dedicated taxes) ................. 3.6 3.3 3.1 2.8 2.3
Expenditures for scheduled future benefits ..........cccoeviiiinnns (27.1) (24.7) (22.9) (21.3) (19.4)
Present value of future expenditures in excess of
fULUE TEVENUE . ..cuiiiiiie e e e e e e e (23.5) (21.4) (19.8) (18.5) (17.1)
Participants who have not attained eligibility age:
Revenue (e.g., contributions and dedicated taxes) ................. 51.8 48.9 47.1 43.4 40.0
Expenditures for scheduled future benefits ........cccevevvinnnnnns (101.8) (95.7) (92.2) (83.1) (79.6)
Present value of future expenditures in excess of
fULUIE FEVENUE.....iiiiii i (50.0) (46.8) (45.1) (39.7) (39.6)
Closed-group - Total present value of future expenditures
in excess of future revenue........ovvviiiiiiiiii e (73.5) (68.2) (64.9) (58.2) (56.7)
Future participants:
Revenue (e.g., contributions and dedicated taxes) ................. 45.1 43.3 41.9 36.8 34.3
Expenditures for scheduled future benefits ........cccevivivinnnnnns (25.2) (24.0) (23.7) (20.1) (19.6)
Present value of future revenue in excess of future
EXPENAITUNE vuvneieieeeeeee e s s are s e s e e e raraenenens 19.9 19.3 18.2 16.8 14.8
Open-group - Total present value of future expenditures in
exXcess Of fUtUre reVENUE ..ovvvvviiiiiiiini e (53.8) (49.0) (46.7) (41.5) (41.9)
! The projection period for Social Security and Medicare is 1/1/2018-12/31/2092 and the valuation date is 1/1/2018.
2 The projection period for Social Security and Medicare is 1/1/2017-12/31/2091 and the valuation date is 1/1/2017.
3 The projection period for Social Security and Medicare is 1/1/2016-12/31/2090 and the valuation date is 1/1/2016.
4 The projection period for Social Security and Medicare is 1/1/2015-12/31/2089 and the valuation date is 1/1/2015.
5 The projection period for Social Security and Medicare is 1/1/2014-12/31/2088 and the valuation date is 1/1/2014.
6

These amounts represent the present value of the future transfers from the General Fund to the SMI Trust

Fund. These future intragovernmental transfers are included as income in both HHS’ and the Centers for Medicare and Medicaid Services’

Financial Reports but, by accounting convention, are not income from the governmentwide perspective of this report.
Includes Railroad Retirement and Black Lung.

© o~

These amounts do not include the present value of the financial interchange between the railroad retirement and social security systems,

which is included as income in the Railroad Retirement Financial Report, but is not included from the governmentwide perspective of this

report. (See discussion of Railroad Retirement Program in the unaudited required supplementary information section of this report).

® Does not include interest expense accruing on the outstanding debt of the Black Lung Disability Trust Fund.

10 For information on the projection periods and valuation dates for the Railroad Retirement and Black Lung programs, refer to the financial

statements of RRB and DOL, respectively.

11 Current participants for the Social Security and Medicare programs are assumed to be the “closed-group” of individuals who are at least

15 years of age at the start of the projection period, and are participating as either taxpayers, beneficiaries, or both.

Totals may not equal the sum of components due to rounding.

The accompanying notes are an integral part of these financial statements.
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United States Government
Statement of Changes in Social Insurance Amounts
for the Year Ended September 30, 2018 (Note 22)

Social Medicare Medicare

(In trillions of dollars) Security? HI* SMI? Other? Total
Net present value (NPV) of future revenue less

future expenditures for current and future

participants (the “open group”) over the next 75

years, beginning of the year .........cocovviiiiiiinininnn. (15.4) (3.5) (30.0) (0.1) (49.0)
Reasons for changes in the NPV during the year:

Changes in valuation period........cccovevvininininienenens (0.6) 0.2) (1.1) - (1.9

Changes in demographic data, assumptions, and

MELNOMS .uvvvviiiriiiiiiii 0.1 0.4 0.2 - 0.7

Changes in economic data, assumptions, and

[ 1] 1 10 1o £ (0.5) - - - (0.5)

Changes in law or POlICY .....ovvviiiiiiiiiiiieiaanens - (0.5) (0.5) - (1.0)

Changes in methodology and programmatic data ...... 0.2 - - - 0.2

Changes in economic and other health care

ASSUMPLONS ..vvvviiiiiiiiiiisiie e - - (1.5) - (1.5)

Change in projection base .......ccvvvivviininieieienenens - (0.9) - - (0.9)

Net change in open group MeasuUre ......c.cvcveuenenensnss (0.8) (1.2) (2.9 - (4.8)
Open group measure, end of year........cccevvviviiiiiinnnne. (16.1) (4.7 (32.9) (0.1) (53.8)

1 Amounts represent changes between valuation dates 1/1/2017 and 1/1/2018.

2 Includes Railroad Retirement changes between valuation dates 10/1/2016 and 10/1/2017 and Black Lung changes between 9/30/2017 and

9/30/2018.

Totals may not equal the sum of components due to rounding.

The accompanying notes are an integral part of these financial statements.
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United States Government

Statement of Changes in Social Insurance Amounts
for the Year Ended September 30, 2017 (Note 22)

Social Medicare Medicare

(In trillions of dollars) Security? HIt SMIt Other? Total
Net present value (NPV) of future revenue less

future expenditures for current and future

participants (the “open group”) over the next 75

years, beginning of the year .................oi, (14.1) (3.8) (28.7) 0.1) (46.7)
Reasons for changes in the NPV during the year:

Changes in valuation period.........cooeviiiiinininiinnnnns (0.6) 0.2) (1.2) - (2.0)

Changes in demographic data, assumptions, and

MEthOAS 1t e e (0.1) (0.1) - - (0.2)

Changes in economic data, assumptions, and ..........

Methods ....ovviiiii (0.6) - - - (0.6)

Changes in 1aw or POlICY ....vvvviviiiiii e renenenens - - - - -

Changes in economic and other health care

ASSUMPLIONS .evininininiiierr e e ranaanens - 0.2 (0.5) - (0.3)

Change in projection base .......cccoeviiiiiiiiiiniinnnens - 0.3 04 - 0.7

Net change in open group Measure ........cocveueuenensnss (1.2) 0.3 (1.4) - (2.3)
Open group measure, end of year...........cccooiiiiiinns (15.4) (3.5) (30.0) (0.1) (49.0)

1 Amounts represent changes between valuation dates 1/1/2016 and 1/1/2017.

2 Includes Railroad Retirement changes between valuation dates 10/1/2015 and 10/1/2016 and Black Lung changes between 9/30/2016 and

9/30/2017.

Totals may not equal the sum of components due to rounding.

The accompanying notes are an integral part of these financial statements.
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United States Government

Notes to the Financial Statements

for the Fiscal Years Ended September 30,
2018, and 2017

Note 1. Summary of Significant Accounting Policies

A. Reporting Entity

The government includes the executive branch, the legislative branch, and the judicial branch. This Financial Report
includes the financial status and activities related to the operations of the government. SFFAS No. 47, Reporting Entity,
effective for fiscal year 2018, provides criteria for identifying organizations that are included in the Financial Report as
“consolidation entities” and “disclosure entities.” Consolidation entities are consolidated into the government’s financial
statements. For disclosure entities, information is disclosed in the notes to the financial statements concerning (a) the nature
of the federal government’s relationship with the disclosure entities, (b) the nature and magnitude of relevant activity with the
disclosure entities during the period and balances at the end of the period, and (c) a description of financial and non-financial
risks, potential benefits and, if possible, the amount of the federal government’s exposure to gains and losses from the past or
future operations of the disclosure entity or entities.

Disclosure entities have a greater degree of autonomy than consolidation entities. Disclosure entities may maintain a
separate legal identity, have a governance structure that vests most decision-making authorities in a governing body to
insulate the organization from political influence, and/or have relative financial independence. These entities may include,
but are not limited to, quasi-governmental and/or financially independent entities and organizations owned and/or controlled
by the federal government as a result of (a) regulatory actions (such as organizations in receivership or conservatorship) or
(b) other federal government intervention actions if the relationship with such entities is not expected to be permanent.

SFFAS No. 47 also provides guidance for identifying related parties and in determining what information to provide
about related party relationships of such significance that it would be misleading to exclude such information. (See Appendix
A—Reporting Entity, for a more detailed discussion.)

Based on the criteria in GAAP for federal entities, the assets, liabilities, and results of operations of Fannie Mae and
Freddie Mac are not consolidated into the government's consolidated financial statements. However, the values of the
investments in such entities, changes in value, and related activity with these entities are included in the government's
consolidated financial statements. Although federal investments in Fannie Mae and Freddie Mac are significant, these entities
do not meet the GAAP criteria for consolidation entities.

For fiscal year 2018, under SFFAS No. 47 criteria, Fannie Mae and Freddie Mac were owned or controlled by the
federal government as a result of (a) regulatory actions (such as organizations in receivership or conservatorship) or (b) other
federal government intervention actions. Under the regulatory or other intervention actions, the relationship with the federal
government is not expected to be permanent. These entities are classified as disclosure entities based on their characteristics
as a whole. For fiscal year 2017, these entities met the criteria of paragraph 50 of Statement of Federal Financial Accounting
Concepts (SFFAC) No. 2, Entity and Display and do not appear in the federal budget section “Federal Programs by Agency
and Account.” SFFAS No. 47 replaced reporting entity criteria in SFFAC No. 2 (see Note 25—Disclosure Entities and
Related Parties for additional information on these disclosure entities).

Also, under GAAP criteria, the FR System is not consolidated into the government's consolidated financial statements
(see Note 25—Disclosure Entities and Related Parties for further information concerning the Federal Reserve System).

Implementation of SFFAS No. 47, as of October 1, 2017, did not have a significant impact on the composition of the
entities consolidated in the Financial Report as compared to entities consolidated under SFFAC No. 2, for fiscal year 2017
(see Note 1.5—Adjustments to Beginning Net Position for information on the changes in accounting principles). For further
information regarding Reporting Entity, see Appendix A—Reporting Entity.
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B. Basis of Accounting and Revenue Recognition

Consolidated Financial Statements

The consolidated financial statements of the government were prepared using GAAP, primarily based on Federal
Accounting Standards Advisory Board’s (FASAB’s) SFFAS. Intragovernmental transactions are eliminated in consolidation,
except as described in the Other Information— Unmatched Transactions and Balances. See Note 1.R—Unmatched
Transactions and Balances for detailed information. The consolidated financial statements include accrual-based financial
statements and sustainability financial statements, which are discussed in more detail below, and the related notes to the
consolidated financial statements. Collectively, the accrual-based financial statements, the sustainability financial statements,
and the notes represent basic information that is deemed essential for the financial statements and notes to be presented in
conformity with GAAP.

Accounting standards allow certain presentations and disclosures to be modified, if needed, to prevent the disclosure of
classified information. Accordingly, modifications may have been made to certain presentations and disclosures.

Accrual-Based Financial Statements

The accrual-based financial statements were prepared under the following principles:

e Expenses are generally recognized when incurred.

o Non-exchange revenue, including taxes, duties, fines, and penalties, are recognized when collected and adjusted for
the change in net measurable and legally collectible amounts receivable (modified cash basis). Related refunds and
other offsets, including those that are measurable and legally payable, are netted against non-exchange revenue.

e Exchange (earned) revenue is recognized when the government provides goods and services to the public for a price.
Exchange revenue includes user charges such as admission to federal parks and premiums for certain federal
insurance.

The basis of accounting used for budgetary purposes, which is primarily on a cash basis (budget deficit) and follows

budgetary concepts and policies, differs from the basis of accounting used for the financial statements which follow GAAP.
See the Reconciliations of Net Operating Cost and Budget Deficit in the Financial Statements section.

Sustainability Financial Statements

The sustainability financial statements were prepared based on the projected present value of the estimated future
revenue and estimated future expenditures, primarily on a cash basis, for a 75 year period.! They include the SLTFP,
covering all federal government programs, and the Statements of Social Insurance and the Statements of Changes in Social
Insurance Amounts, covering social insurance programs (Social Security, Medicare, Railroad Retirement, and Black Lung
programs). These estimates are based on economic as well as demographic assumptions presented in Notes 22 and 23. The
sustainability financial statements are not forecasts or predictions. The sustainability financial statements are designed to
illustrate the relationship between receipts and expenditures, if current policy is continued. For this purpose, the projections
assume, among other things, that scheduled social insurance benefit payments would continue after related trust funds are
projected to be depleted, contrary to current law, and that debt could continue to rise indefinitely without severe economic
consequences.

By accounting convention, the Statements of Social Insurance do not include projected general revenues that, under
current law, would be used to finance the remainder of the expenditures in excess of revenues for Medicare Parts B and D
that is reported in the Statements of Social Insurance. The SLTFP include all revenues (including general revenues) of the
federal government.

New Standards Issued in Prior and Current Years and Implemented in Current Year

Beginning in fiscal year 2018, the government implemented, or began to implement, the requirements of new standards
for: Reporting Entity, Tax Expenditures, Budget and Accrual Reconciliation, Assigning Assets to Component Reporting
Entities, Amending Inter-Entity Cost Provisions, and Classified Activities. The new standards implemented are:

e SFFAS No. 47, Reporting Entity. SFFAS No. 47 established principles to identify organizations for which elected
officials are accountable. The standard also guides preparers of general purpose federal financial reports (GPFFRS)
in determining what organizations to report upon, whether such organizations are considered “consolidation entities”
or “disclosure entities,” and what information should be presented about those organizations. The standard also
requires information to be provided about related party relationships of such significance that it would be misleading

1With the exception of the Black Lung program, which has a rolling 25-year projection period that begins on the September 30 valuation date each year.




NOTES TO THE FINANCIAL STATEMENTS 68

to exclude information. Note 25— Disclosure Entities and Related Parties has been added to the Financial Report to
capture additional information required under SFFAS No. 47. Refer to Note 25—Disclosure Entities and Related
Parties and Appendix A for detailed information. SFFAS No. 47 became effective in fiscal year 2018.

SFFAS No. 52, Tax Expenditures. SFFAS No. 52 requires certain information on tax expenditures to be included in
the Financial Report to assist users in understanding the existence, purpose, and impact of tax expenditures.
Disclosures within the notes to the financial statements should include a “plain language” definition, examples of
types, and a description of how tax expenditures affect non-exchange revenue, tax collections and refunds, as well as
whether tax expenditure amounts are presented in the basic financial statements. The MD&A should include a “plain
language” definition, the general purpose, and examples of types of tax expenditures. The MD&A should also
include information about other factors that may affect tax collections in order to place tax expenditure information
in an appropriate context, a description of how tax expenditures are treated for budgetary and financial reporting
purposes, and a statement regarding the availability of published information on tax expenditures, such as the
Treasury Office of Tax Policy’s unaudited annual report on tax expenditures, and how that information can be
obtained. SFFAS No. 52 also encourages presentation of tax expenditures as unaudited other information (Ol) in the
Financial Report. SFFAS No. 52 became effective in fiscal year 2018.

In October 2017, FASAB issued SFFAS No. 53, Budget and Accrual Reconciliation; Amending SFFAS No. 7, and
24 and Rescinding SFFAS No. 22. SFFAS No. 53 amends component entity requirements for a reconciliation
between budgetary and financial accounting information established by SFFAS No. 7, Accounting for Revenue and
Other Financing Sources and Concepts for Reconciling Budgetary and Financial Accounting. To increase
informational value and usefulness, and to support the governmentwide financial statement reconciling net operating
cost to the budget deficit, this Statement provides for the budget and accrual reconciliation (BAR) to replace the
statement of financing. The BAR explains the relationship between the entity’s net outlays on a budgetary basis and
the net cost of operations during the reporting period. The BAR starts with net cost of operations and is adjusted by
components of net cost that are not part of net outlays, components of net outlays that are not part of net cost, and
other temporary timing differences, which reflect some special adjustments. SFFAS No. 53 is effective in 2019 and
early implementation is permitted. During fiscal year 2018, USDA, VA, HHS, HUD, and Millennium Challenge
Corporation (MCC) adopted this standard.

Technical Bulletin (TB) 2017-2, Assighing Assets to Component Reporting Entities. TB 2017-2 provides guidance to
address areas not directly covered in existing Statements and clarifies existing standards. The TB provides that
assets may be assigned by a reporting entity to its component reporting entities on a rational and consistent basis.
The TB provides that assets may only be assigned by a component reporting entity to its own sub-component
reporting entities (such as bureaus, components, or responsibility segments within the same larger reporting entity or
department). This TB facilitates reporting for large and complex organizations so that reporting is better aligned
with their operations and results in less costly financial reporting by permitting the reporting entity to align reporting
with established funding and governance structures. Component reporting entities should describe the policies used
to assign significant assets. This TB also reduces barriers to and cost of adopting GAAP. TB 2017-2 became
effective in fiscal year 2018.

In May 2018, FASAB issued SFFAS No. 55, Amending Inter-Entity Cost Provisions. SFFAS No. 55 revises SFFAS
No. 4, Managerial Cost Accounting Standards and Concepts (including Interpretation 6, Accounting for Imputed
Intra-departmental Costs: An Interpretation of SFFAS No. 4). SFFAS No. 4 required component reporting entities
to recognize the full costs of services received from other federal reporting entities even if there was no requirement
to reimburse the providing entity for the full cost of such services. This Statement revises SFFAS No. 4 to provide
for the continued recognition of significant inter-entity costs by business-type activities and rescinds the following:
a) SFFAS No. 30, Inter-Entity Cost Implementation: Amending SFFAS No. 4, Managerial Cost Accounting
Standards and Concepts and b) Interpretation 6, Accounting for Imputed Intra-departmental Costs: An
Interpretation of SFFAS No. 4. Recognition of inter-entity costs by activities that are not business-type activities is
not required with the exception of inter-entity costs for personnel benefits and the Treasury Judgment Fund
settlements unless otherwise directed by the OMB. Notwithstanding the absence of a requirement, non-business-type
activities may elect to recognize imputed cost and corresponding imputed financing for other types of inter-entity
costs. Component reporting entities should disclose that only certain inter-entity costs are recognized for goods and
services that are received from other federal entities at no cost or at a cost less than the full costs. SFFAS No. 55 is
effective in 2019 and early implementation is permitted. During fiscal year 2018, DOD adopted this standard.
SFFAS No. 56, Classified Activities. SFFAS No. 56 permits financial statement modifications that do not affect net
results of operations or net position to prevent the disclosure of classified national security information or activities.
In addition, this Statement allows a component reporting entity to be excluded from one reporting entity and
consolidated into another reporting entity, and the effect of the modification may change the net results of operations
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and/or net position. Further, interpretations of this Statement, which may themselves contain classified information,
will address the requirements of this and other standards and permit other modifications when needed to prevent the
disclosure of classified information. Modifications permitted by this Statement and future interpretations may affect
the net results of operations and/or net position of those entities applying the interpretations. This standard may be
implemented for fiscal year 2018.

In fiscal year 2016, the government began implementing the requirements of new standards related to the reporting for:
Inventories and Related Property and Property, Plant, and Equipment. The standards being implemented are:

FASAB issued SFFAS No. 48, Opening Balances for Inventory, Operating Materials and Supplies, and Stockpile
Materials. SFFAS No. 48 permits a reporting entity to apply an alternative valuation method in establishing opening
balances and applies when a reporting entity is presenting financial statements or one or more line items addressed
by this statement. This standard can be applied for the first time or after a period during which existing systems
could not provide the information necessary for producing GAAP-based financial statements without use of the
alternative valuation methods. This is intended to provide an alternative method to adoption of GAAP when
historical records and systems do not provide a basis for valuation of opening balances in accordance with SFFAS
No. 3, Accounting for Inventory and Related Property. This application is available to each reporting entity only
once per line item addressed in this statement. Reporting entities that meet either condition and elect to apply this
statement should follow the guidance in SFFAS No. 21, Reporting Corrections of Errors and Changes in
Accounting Principles. SFFAS No. 48 was effective beginning in fiscal year 2017. Early implementation was
permitted. DOD did partially implement in 2016 and select component entities have continued to implement in 2017
and 2018. DOD has not declared full implementation yet.

FASAB issued SFFAS No. 50, Establishing Opening Balances for General Property, Plant and Equipment. SFFAS
No. 50 permits a reporting entity to apply an alternative valuation method in establishing opening balances and
applies when a reporting entity is presenting financial statements or one or more line items addressed by this
statement. This standard can be applied for the first time or after a period during which existing systems could not
provide the information necessary for producing GAAP-based financial statements without use of the alternative
valuation methods. This is intended to provide an alternative method to adoption of GAAP when historical records
and systems do not provide a basis for valuation of opening balance in accordance with SFFAS No. 6, Accounting
for Property, Plant, and Equipment. This application is available to each reporting entity only once per line item
addressed in this statement. Reporting entities meeting the conditions and electing to apply this statement should
follow the guidance in SFFAS No. 21, Reporting Corrections of Errors and Changes in Accounting Principles.
SFFAS No. 50 was effective beginning in fiscal year 2017. Early implementation was permitted. DOD did partially
implement in 2016 and select component entities have continued to implement in 2017 and 2018. DOD has not
declared full implementation yet.

New Standards Issued and Not Yet Implemented

FASAB issued the following new standards that are applicable to the Financial Report, but are not yet implemented at
the governmentwide level for fiscal year 2018:

In April 2016, FASAB issued SFFAS No. 49, Public-Private Partnerships Disclosure Requirements. SFFAS No. 49
establishes principles to ensure disclosure about Public-Private Partnerships (P3s) are presented in the reporting
entity’s GPFFRs. P3s are defined as “risk sharing” arrangements or transactions lasting more than five years
between public and private sector entities. Disclosure requirements comprise quantitative and qualitative
information to assist users in understanding the nature of P3s. P3 disclosures help achieve the operating performance
and budgetary integrity objectives outlined in SFFAC No. 1. P3s are a form of investments. They should be
adequately disclosed in order to assist report users in determining: (a) the important assets of the U.S. government
and how effectively they are being managed and (b) the identification of risks. SFFAS No. 49 is effective for periods
beginning after September 30, 2018 and early implementation is permitted; however, it is not being early
implemented in fiscal year 2018.

In January 2017, FASAB issued SFFAS No. 51, Insurance Programs. SFFAS No. 51 establishes accounting and
financial reporting standards to ensure that insurance programs are adequately defined and report consistent
information about the liabilities for losses incurred and claimed as well as expected losses during remaining
coverage. These will replace the insurance guarantee program standards provided in paragraphs 97-121 of SFFAS
No. 5, Accounting for Liabilities of the Federal Government. To support consistency, it identifies three categories:
1) exchange transaction insurance programs other than life insurance, 2) non-exchange transaction insurance
programs and 3) life insurance programs. Insurance programs are categorized based upon the type of revenue
received as defined by SFFAS No. 7, Accounting for Revenue and Other Financing and Concepts for Reconciling
Budgetary and Financial Accounting, as amended. SFFAS No. 51 provides guidance as to how and when insurance
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programs should recognize revenue, expenses and liabilities according to the aforementioned categories. The
recognition measurement, and disclosure guidance provides for concise, meaningful and transparent information
regarding the operating performance of insurance programs. SFFAS No. 51 is effective for periods beginning after
September 30, 2018 and early implementation is not permitted.

e In April 2018, FASAB issued SFFAS No. 54, Leases: An Amendment of SFFAS No. 5, Accounting for Liabilities of
the Federal Government, and SFFAS No. 6, Accounting for Property, Plant, and Equipment. SFFAS No. 54 revises
the financial reporting standards for federal lease accounting. It provides a comprehensive set of lease accounting
standards to recognize federal lease activities in the reporting entity’s GPFFRs and includes appropriate disclosures.
This Statement requires that federal lessees recognize a lease liability and a leased asset at the commencement of the
lease term, unless it meets any of the scope exclusions or the definition/criteria of short-term leases, or contracts or
agreements that transfer ownership, or intragovernmental leases. A federal lessor would recognize a lease receivable
and deferred revenue, unless it meets any of the scope exclusions or the definition/criteria or short-term leases,
contracts or agreements that transfer ownership, or intragovernmental leases. SFFAS No. 54 is effective in 2021 and
early adoption is not permitted.

C. Accounts and Taxes Receivable

Accounts receivable represent claims to cash or other assets from entities outside the government that arise from the
sale of goods or services, duties, fines, certain license fees, recoveries, or other provisions of the law. Accounts receivable are
reported net of an allowance for uncollectible amounts. An allowance is established when it is more likely than not the
receivables will not be totally collected. The allowance method varies among the entities in the government and is usually
based on past collection experience and is reestimated periodically as needed. Methods include statistical sampling of
receivables, specific identification and intensive analysis of each case, aging methodologies, and percentage of total
receivables based on historical collection.

Taxes receivable consist primarily of uncollected tax assessments, penalties, and interest when taxpayers have agreed or
a court has determined the assessments are owed. Taxes receivable do not include unpaid assessments when taxpayers or a
court have not agreed that the amounts are owed (compliance assessments) or the government does not expect further
collections due to factors such as the taxpayer’s death, bankruptcy, or insolvency (write-offs). Taxes receivable are reported
net of an allowance for the estimated portion deemed to be uncollectible. The majority of the allowance for uncollectible
amounts is based on projections of collectible amounts from a statistical sample of unpaid assessments.

D. Loans Receivable and Loan Guarantee Liabilities

Direct loans obligated and loan guarantees committed after fiscal year 1991 are reported based on the present value of
the net cash flows estimated over the life of the loan or guarantee. The difference between the outstanding principal of the
direct loans and the present value of their net cash inflows is recognized as a subsidy cost allowance. The present value of
estimated net cash flows of the loan guarantees is recognized as a liability for loan guarantees.

The subsidy expense for direct or guaranteed loans disbursed during a fiscal year is the present value of estimated net
cash flows for those loans or guarantees. For the fiscal year during which new direct or guaranteed loans are disbursed, the
components of the subsidy expense of those new direct loans and loan guarantees are recognized separately among interest
subsidy costs, default costs, fees and other collections, and other subsidy costs. Credit programs reestimate the subsidy cost
allowance for outstanding direct loans and the liability for outstanding loan guarantees, by taking into account all factors that
may have affected the estimated cash flows. Any adjustment resulting from the reestimates is recognized as a subsidy
expense (or a reduction in subsidy expense).

Direct loans obligated and loan guarantees committed before fiscal year 1992 are valued under two different
methodologies within the government: the allowance-for-loss method and the present-value method. Under the allowance-
for-loss method, the outstanding principal of direct loans is reduced by an allowance for uncollectible amounts; the liability
for loan guarantees is the amount the entity estimates would more likely than not require future cash outflow to pay default
claims. Under the present-value method, the outstanding principal of direct loans is reduced by an allowance equal to the
difference between the outstanding principal and the present value of the expected net cash flows. The liability for loan
guarantees is the present value of expected net cash outflows due to the loan guarantees.
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E. Inventories and Related Property

Inventory is tangible personal property that is (1) held for sale, principally to federal entities, (2) in the process of
production for sale, or (3) to be consumed in the production of goods for sale or in the provision of services for a fee. SFFAS
No. 3, Accounting for Inventory and Related Property, requires inventories held for sale and held in reserve for future sale
within the government to be valued using either historical cost or a method that reasonably approximates historical cost.
Historical cost methods include first-in-first-out, weighted average, and moving average. Any other valuation method may be
used if the results reasonably approximate one of the historical cost methods. FASAB issued additional guidance SFFAS No.
48, which permits a reporting entity to apply an alternative valuation method in establishing opening balances for inventory,
OM&S, and stockpile materials and is intended to provide an alternative valuation method when historical records and
systems do not provide a basis for valuation of opening balances in accordance with SFFAS No. 3.

As the largest contributor of inventories and related property, DOD values approximately 99 percent of its resale
inventory using the moving average cost method as of September 30, 2018. DOD reports the remaining 1 percent of resale
inventories at an approximation of historical cost using latest acquisition cost adjusted for holding gains and losses. OM&S
are valued using various methods including moving average cost, standard price, historical cost, replacement price, and direct
method. DOD uses both the consumption method (expensed when issued to an end user for consumption in normal
operations) and the purchase method (expensed when purchased) of accounting for OM&S. Stockpile Materials are
accounted for using actual cost or the lower of cost or market method. DOD continues to implement SFFAS No. 48,
permitting alternative methods in establishing opening balances.

F. Property, Plant, and Equipment

Property, Plant, and Equipment (PP&E) consists of tangible assets that have an estimated useful life of two or more
years, are not intended for sale in the ordinary course of business, and are intended to be used or available for use by the
entity. These tangible assets may include land, land rights, assets acquired through capital leases, buildings and structures,
furniture and fixtures, equipment, and vehicles.

SFFAS No. 6, Accounting for Property, Plant, and Equipment requires general PP&E to be recorded at cost. Cost shall
include all costs incurred to bring the PP&E to a form and location suitable for its intended use. PP&E used in government
operations are carried at acquisition cost, with the exception of some DOD equipment. FASAB issued additional guidance,
SFFAS No. 50, Establishing Opening Balances for General Property, Plant, and Equipment which states that a reporting
entity may choose alternative methods for establishing an opening balance for land and land rights. The entity may exclude
land and land rights from the opening balance of general PP&E. In so doing, future land and land right acquisitions should be
expensed. An entity electing to exclude land and land rights from its general PP&E opening balances must disclose, with a
reference on the balance sheet to the related disclosure, the number of acres held at the beginning of each reporting period,
the number of acres added during the period, the number of acres disposed of during the period, and the number of acres held
at the end of each reporting period. DOD generally records PP&E at the estimated historical cost. However, when applicable
DOD will continue to adopt SFFAS No. 50.

Costs to acquire PP&E, extend the useful life of existing PP&E, or enlarge or improve its capacity, that exceed federal
entities’ capitalization thresholds should be capitalized and depreciated or amortized. Depreciation and amortization expense
should be recognized on all capitalized PP&E, except land and land rights of unlimited duration. In the case of constructed
PP&E, the PP&E shall be recorded as construction work in process until it is placed in service, at which time the balance is
transferred to PP&E.

For financial reporting purposes, heritage assets (excluding multi-use heritage assets) and stewardship land are not
recorded as part of PP&E. Since heritage assets are intended to be preserved as national treasures, it is anticipated that they
will be maintained in reasonable repair and that there will be no diminution in their usefulness over time. Many assets are
clearly heritage assets. For example, the National Park Service manages the Washington Monument, the Lincoln Memorial
and the Mall. Heritage assets that are predominantly used in general government operations are considered multi-use heritage
assets and are included in PP&E. Stewardship land is also consistent with the treatment of heritage assets in that much of the
government’s land is held for the general welfare of the nation and is intended to be preserved and protected. Stewardship
land is land owned by the government but not acquired for or in connection with general PP&E. Because most federal land is
not directly related to general PP&E, it is deemed to be stewardship land and accordingly, it is not reported on the Balance
Sheet. Examples of stewardship land include national parks and forests. For more details on stewardship assets, see Note
24—Stewardship Land and Heritage Assets.
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G. Debt and Equity Securities

Debt and equity securities are classified as held-to-maturity, available-for-sale, and trading. Held-to-maturity debt and
equity securities are reported at cost, net of unamortized premiums and discounts. Available-for-sale debt and equity
securities are reported at fair value. Trading debt and equity securities are reported at fair value.

H. Investments in Government-Sponsored Enterprises

The senior preferred stock and associated warrants for the purchase of common stock in the GSEs (Fannie Mae and
Freddie Mac) are presented at their fair value. Senior Preferred Stock Purchase Agreements (SPSPASs), which Treasury
entered into with each GSE when they were placed under conservatorship, can result in payments to the GSEs when, at the
end of any quarter, the Federal Housing Finance Agency (FHFA), acting as the conservator, determines that the liabilities of
either GSE exceed its respective assets. Such payments result in an increase to the investment in the GSEs” senior preferred
stock, with a corresponding decrease to cash held by Treasury.

The valuation to estimate the investment’s fair value incorporates forecasts, projections, and cash flow analyses.
Changes in valuation, including impairments, are deemed usual and recurring and thus are recorded as exchange transactions
on the Statement of Net Cost and investments in GSEs on the Balance Sheet. The government also records dividends related
to these investments as exchange transactions and accrues when declared.

The potential liabilities to the GSEs, if any, are assessed annually and recorded at the gross estimated amount. For more
detailed information on investments in GSEs, refer to Note 8—Investments in Government-Sponsored Enterprises.

|. Federal Debt

Accrued interest on Treasury securities held by the public is recorded as an expense when incurred, instead of when
paid. Certain Treasury securities are issued at a discount or premium. These discounts and premiums are amortized over the
term of the security using an interest method for all long-term securities and the straight line method for short-term securities.
Treasury also issues Treasury Inflation-Protected Securities (TIPS). The principal for TIPS is adjusted daily over the life of
the security based on the Consumer Price Index for all Urban Consumers (CPI1-U).

J. Federal Employee and Veteran Benefits Payable

Generally, federal employee and veteran benefits payable are recorded during the time employee services are rendered.
The related liabilities for defined benefit pension plans, veterans’ compensation, burial and education benefits, post-
retirement health benefits, and post-retirement life insurance benefits, are recorded at estimated present value of future
benefits, less any estimated present value of future normal cost contributions. Normal cost is the portion of the actuarial
present value of projected benefits allocated as an expense for employee services rendered in the current year. Actuarial gains
and losses (as well as prior service cost, if any) are recognized immediately in the year they occur without amortization.

VA also provides certain veterans and/or their dependents with pension benefits, based on annual eligibility reviews, if
the veteran died or was disabled for nonservice-related causes. The actuarial present value of the future liability for these VA
pension benefits is a non-exchange transaction and is not required to be recorded on the Balance Sheet. These benefits are
recognized as expenses when benefits are paid rather than when employee services are rendered.

The liabilities for Federal Employees’ Compensation Act (FECA) benefits are recorded at estimated present value of
future benefits for injuries and deaths that have already been incurred.

Gains and losses from changes in long-term assumptions used to estimate federal employee pensions, Other Retirement
Benefits (ORB), and Other Postemployment Benefits (OPEB) liabilities are reflected separately on the Statement of Net Cost
and the components of the expense related to federal employee pension, ORB, and OPEB liabilities are disclosed in Note
12—Federal Employee and Veteran Benefits Payable as prescribed by SFFAS No. 33, Pensions, Other Retirement Benefits,
and Other Postemployment Benefits: Reporting the Gains and Losses from Changes in Assumptions and Selecting Discount
Rates and Valuation Dates. In addition, SFFAS No. 33 also provides a standard for selecting the discount rate assumption for
present value estimates of federal employee pension, ORB, and OPEB liabilities.
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K. Environmental and Disposal Liabilities

Environmental and disposal liabilities are recorded at the estimated current cost of the cleanup plan, including the level
of restoration to be performed, the current legal or regulatory requirements, and the current technology. Cleanup costs are the
costs of removing, containing or disposing of hazardous waste. Hazardous waste is a solid, liquid, or gaseous waste that,
because of its quantity or concentration, presents a potential hazard to human health or the environment. Cleanup costs
include, but are not limited to, decontamination, decommissioning, site restoration, site monitoring, closure, and post-closure
costs. Where technology does not exist to clean up radioactive or hazardous waste, only the estimable portion of the liability
(typically monitoring and safe containment) is recorded.

L. Insurance and Guarantee Program Liabilities

Insurance and guarantee programs (such as Federal Crop Insurance Program and Benefit Pension Plans Program) are
authorized by law to financially compensate a designated population of beneficiaries by accepting all or part of the risk for
losses incurred as a result of an insured event. Programs excluded from this category include social insurance, loan guarantee,
and federal employee and veteran benefit programs. Insurance and guarantee program funds are commonly held in revolving
funds in the government and losses sustained by participants are paid from these funds. Many of these programs receive
appropriations to pay excess claims or have authority to borrow from the Treasury. The values of insurance and guarantee
program liabilities are particularly sensitive to changes in underlying estimates and assumptions. Insurance and guarantee
programs with recognized liabilities in future periods (i.e., liabilities that extend beyond one year) are reported at their net
present value.

M. Deferred Maintenance and Repairs

Deferred maintenance and repairs are maintenance and repairs that were not performed when they should have been or
scheduled maintenance and repairs that were delayed or postponed. Maintenance is the act of keeping fixed assets in
acceptable condition, including preventative maintenance, normal repairs, and other activities needed to preserve the assets,
so they continue to provide acceptable service and achieve their expected life. Maintenance and repairs exclude activities
aimed at expanding the capacity of assets or otherwise upgrading them to serve needs different from those originally
intended. Deferred maintenance and repairs are not expensed in the Statements of Net Cost or accrued as liabilities on the
Balance Sheet. However, deferred maintenance and repairs information is disclosed in the unaudited RSI section of this
report. Please see unaudited RSI, Deferred Maintenance and Repairs for additional information including measurement
methods.

N. Contingencies

Liabilities for contingencies are recognized on the Balance Sheet when both:

e A past transaction or event has occurred, and

o A future outflow or other sacrifice of resources is probable and measurable.

The estimated contingent liability may be a specific amount or a range of amounts. If some amount within the range is a
better estimate than any other amount within the range, then that amount is recognized. If no amount within the range is a
better estimate than any other amount, then the minimum amount in the range is recognized and the range and a description
of the nature of the contingency is disclosed.

Contingent liabilities that do not meet the above criteria for recognition, but for which there is at least a reasonable
possibility that a loss may be incurred, are disclosed in Note 18—Contingencies.
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O. Commitments

In the normal course of business, the government has a number of unfulfilled commitments that may require the use of
its financial resources. Note 19—Commitments describes the components of the government’s actual commitments that are
disclosed due to their nature and/or their amount. They include long-term leases, undelivered orders, and other commitments.

P. Social Insurance

A liability for social insurance programs (Social Security, Medicare, Railroad Retirement, Black Lung, and
Unemployment) is recognized for any unpaid amounts currently due and payable to beneficiaries or service providers as of
the reporting date. No liability is recognized for future benefit payments not yet due. For further information, see Note 22—
Social Insurance and the unaudited RSI—Social Insurance section.

Q. Funds from Dedicated Collections

Generally, funds from dedicated collections are financed by specifically identified revenues, provided to the
government by non-federal sources, often supplemented by other financing sources that remain available over time. These
specifically identified revenues and other financing sources are required by statute to be used for designated activities,
benefits, or purposes, and must be accounted for separately from the government’s general revenues. The three required
criteria for a fund from dedicated collections are:

e A statute committing the government to use specifically identified revenues and/or other financing sources that are

originally provided to the government by a non-federal source only for designated activities, benefits, or purposes;

o Explicit authority for the fund to retain revenues and/or other financing sources not used in the current period for

future use to finance the designated activities, benefits, or purposes; and

e A requirement to account for and report on the receipt, use, and retention of the revenues and/or other financing

sources that distinguishes the fund from the government’s general revenues.

For more details on funds from dedicated collections, see Note 20—Funds from Dedicated Collections.

R. Unmatched Transactions and Balances

The reconciliation of the change in net position requires that the difference between ending and beginning net position
equals the difference between revenue and cost, plus or minus prior-period adjustments.

The unmatched transactions and balances are needed to bring the change in net position into balance. The primary
factors affecting this out of balance situation are:

e Unmatched intragovernmental transactions and balances between federal entities; and

e Errors and restatements in federal entities reporting.

As intragovernmental transactions and balances reduce to immaterial amounts, the corresponding individual lines in the
Unmatched Transactions and Balances table are adjusted to remove the differences for the fiscal year. Please refer to the table
of Unmatched Transactions and Balances in Other Information (Unaudited) for examples of the individual lines. Materiality
for these adjustments is considered in the absolute value, when at or below $0.1 billion.

Refer to the Other Information (unaudited)—Unmatched Transactions and Balances for detailed information.

S. Adjustments to Beginning Net Position

During fiscal years 2017 and 2018, DOD reported adjustments to beginning net position impacting the financial
statements. DOD reported a decrease of $2.5 billion and an increase of over $37 billion in fiscal years 2018 and 2017,
respectively, to beginning net position due to continuing implementation of SFFAS No. 48, Opening Balances for Inventory,
Operating Materials and Supplies, and Stockpile Materials and SFFAS No. 50, Establishing Opening Balances for General
Property, Plant, and Equipment.
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SFFAS No. 47, Reporting Entity, was implemented in fiscal year 2018. The standard requires that consolidation entities
be consolidated in their entirety. Prior to fiscal year 2018, only the federal portion of Smithsonian Institution was
consolidated. For fiscal year 2018, all activities (federal and non-federal portions) of Smithsonian Institution were
consolidated, resulting in a $2.6 billion adjustment to the fiscal year 2018 beginning net position.

In fiscal year 2017, Note 20—Funds from Dedicated Collections included $0.2 billion in adjustments to beginning net
position for Gulf Coast Ecosystem Restoration Council and HUD. In fiscal year 2018, the adjustments to beginning net
position for Smithsonian Institution of $2.6 billion related to dedicated collection funds.

T. Reclassifications

Certain fiscal year 2017 amounts were reclassified to conform to the fiscal year 2018 presentation. For example,
reclassifications were made to certain line items presented on the Reconciliation of Net Operating Cost and Budget Deficit
and the Statement of Changes in Cash Balance from Budget and Other Activities to provide a further breakdown of certain
categories of transactions. Also, a review was done to enhance the format and readability of the Financial Report leading to
consolidation of immaterial lines within tables, removal of information not required by FASAB, and be more in line with
entity reporting requirements. In fiscal year 2018, the presentation of Note 4—Loans Receivable and Loan Guarantee
Liabilities, Net for fiscal year 2017 was reclassified to mirror entity financial reporting reducing the need for manual
calculations. The presentations of Note 5—Inventories and Related Property, Net, Note 6—Property, Plant, and Equipment,
Net, and Note 13—Environmental and Disposal Liabilities removed the breakout of DoD for fiscal years 2017 and 2018.

U. Restatements

In fiscal year 2018, HUD recognized material misstatements that were due to (1) a discounting error in the Federal
Housing Administration (FHA) cash flow model used to calculate the recovery rate applied to the annual financial statement
re-estimate and (2) FHA not accounting for a contingency paid by the Treasury Judgment Fund. The corrections resulted in
the restatement of certain prior year amounts reported on the Balance Sheet, Statement of Net Cost, Statement of Operations
and Changes in Net Position, Reconciliations of Net Operating Cost and Budget Deficit, Note 4—Loans Receivable and
Loans Guarantee Liabilities, Net (understated by $1.7 billion), and Note 16—Other Liabilities (overstated by $0.1 billion).

In fiscal year 2018, HUD made re-estimate presentation changes to subsidy expense (income) ($3.5 billion decrease),
principal amount of loans under guarantee ($3.2 billion increase), and principal amount guaranteed by the United States ($2.6
billion increase) presented in Note 4—Loans Receivable and Loans Guarantee Liabilities fiscal year 2017 tables. HUD also
changed the presentation of Note 20—Funds from Dedicated Collections from consolidation (includes eliminations) to
combined (excludes eliminations) adjusting the ending net position by $0.1 billion in fiscal year 2017.

Also, in fiscal year 2018 errors were noted in the presentation of Note 19—Commitments for undelivered orders and
other commitments that required correction of balances reported in fiscal year 2017. The corrections resulted in the
restatement of prior year amounts for DOJ’s undelivered orders ($13.9 billion increase) and Treasury’s all other
commitments ($10.8 billion increase).

Fiscal year 2017 beginning net position was restated by $51.2 billion due to compilation errors in the presentation of the
Balance Sheet and Note 6—Property, Plant, and Equipment, Net. In addition, the related activity caused a restatement on the
Statement of Net Cost in the amount of $1.3 billion.

V. Fiduciary Activities

Fiduciary activities are the collection or receipt, as well as the management, protection, accounting, investment and
disposition by the government of cash or other assets in which non-federal individuals or entities have an ownership interest
that the government must uphold. Fiduciary cash and other fiduciary assets are not assets of the government and are not
recognized on the Balance Sheet. See Note 21—Fiduciary Activities, for further information.
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W. Use of Estimates

The government has made certain estimates and assumptions relating to the reporting of assets, liabilities, revenues,
expenses, and the disclosure of contingent liabilities to prepare these financial statements. There are a large number of factors
that affect these assumptions and estimates, which are inherently subject to substantial uncertainty arising from the likelihood
of future changes in general economic, regulatory, and market conditions. As such, actual results will differ from these
estimates and such differences may be material.

Significant transactions subject to estimates are included in the balance of loans and credit program receivables, federal
employee and veteran benefits payable, credit reform subsidy costs, investments in GSEs, and other non-federal securities
and related impairment, tax receivables, loan guarantees, depreciation, imputed costs, other actuarial liabilities, cost and
earned revenue allocations, as well as contingencies and any related recognized liabilities.

The government recognizes the sensitivity of credit reform modeling to slight changes in some model assumptions and
uses regular review of model factors, statistical modeling, and annual reestimates to reflect the most accurate cost of the
credit programs to the U.S. government. Federal Credit Reform Act of 1990 (FCRA) loan receivables and loan guarantees are
disclosed in Note 4—L oans Receivable and Loan Guarantee Liabilities, Net.

The forecasted future cash flows used to determine credit reform amounts are sensitive to slight changes in model
assumptions, such as general economic conditions, specific stock price volatility of the entities in which the government has
an equity interest, estimates of expected default, and prepayment rates. Therefore, forecasts of future financial results have
inherent uncertainty.

The annual valuation performed as of September 30 on the senior preferred stock and warrants comprising the
Investments in GSEs line item on the Balance Sheets incorporates various forecasts, projections, and cash flow analyses to
develop an estimate of the asset’s fair value. The value of the senior preferred stock is estimated by first estimating the fair
value of the total equity of each GSE (which, in addition to the senior preferred stock, is comprised of other equity
instruments including common stock, common stock warrants, and junior preferred stock). The fair value of the total equity
is based on a discounted cash flow valuation methodology, whereby the primary input is the present value of the projected
quarterly dividend payments. The fair value of the GSEs’ other equity instruments are then deducted from its total equity,
with the remainder representing the fair value of the senior preferred stock. The primary input into the warrants valuation is
the market value of the shares of common stock of the GSEs which, along with the junior preferred stock, are traded on the
over-the-counter (OTC) Bulletin Board. Treasury evaluates the need for adjusting the OTC market-based valuation of the
warrants for the effects, if any, of significant events occurring after the close of the market but before the end of the
measurement date. Treasury records any changes in valuation, including impairment, on the Statement of Net Cost and the
Balance Sheet. Since the valuation is an annual process, Treasury deems changes in valuation of the senior preferred stock
and warrants as usual and recurring.

Treasury performs annual calculations, as of September 30, to assess the need for recording an estimated liability in
accordance with SFFAS No. 5, Accounting for Liabilities of The Federal Government, related to the government’s funding
commitment to the GSEs under the SPSPAs. Liability recognition is predicated on the probable future occurrence of an
excess of liabilities and minimum capital reserve amounts, as defined, over the assets of either GSE at the end of any
reporting quarter. The occurrence of future GSE deficits, which ultimately determines the liability to the GSEs, is most
sensitive to future changes in the housing price index and, to a lesser extent, future changes in guarantee fees received by the
GSEs on single family mortgages and interest rates. For more detailed information on investments in GSEs and the amended
SPSPAs, see Note 8—Investments in Government-Sponsored Enterprises.

The government offers its employees’ pension and other post-employment retirement benefits, as well as life and health
insurance. OPM administers the largest civilian plan and DOD and VA administer the military plans. Generally the benefits
payable are recorded during the time employee services are rendered. The related liabilities for defined benefit pension plans,
veterans’ compensation and burial benefits, post-retirement health benefits, life insurance benefits, education benefits, and
FECA benefits are recorded at estimated present value of future benefits, less any estimated present value of future normal
cost contributions. See Note 12—Federal Employee and Veteran Benefits Payable for additional information.

X. Credit Risk

Credit risk is the potential, no matter how remote, for financial loss from a failure of a borrower or counterparty to
perform in accordance with underlying contractual obligations. The government takes on credit risk when it makes direct
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loans or guarantees to non-federal entities, provides credits to foreign entities, or becomes exposed to institutions which
engage in financial transactions with foreign countries.

The government also takes on credit risk related to committed, but undisbursed direct loans, funding commitments to
GSEs, and other activities. These activities generally focus on the underlying problems in the credit markets. These programs
were developed to provide credit where borrowers are not able to get access to credit with reasonable terms and conditions.
Because these programs attempt to correct for a market imperfection, it can expose the government to potential costs and
losses. The extent of the risk assumed is described in more detail in the notes to the financial statements, and where
applicable, is factored into credit reform models and reflected in fair value measurements.

Y. Treaties and Other International Agreements

For accounting purposes, treaties and other international agreements may be understood as falling into three broad
categories:

e No commitment to spend money,

e Commitment to spend money, or

o Potential obligation to spend money.

The proper financial reporting of treaties and other international agreements depends on the pro