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DEPARTMENT OF VETERANS AFFAIRS
Office of Inspector General
Washington DC 20420

Memorandum to the Secretary

Report of Audit of the Department of Veterans Affairs Consolidated
Financial Statementsfor Fiscal Years 2003 and 2002

1. Attached is the Report of Audit of the Department of Veterans Affairs (VA)
Consolidated Financial Statements (CFS) for Fiscal Years (FY) 2003 and 2002.
The Chief Financial Officers Act of 1990 requires this audit. The OIG contracted
with the independent public accounting firm Deloitte & Touche LLP to perform the
audit of VA's FY 2003 CFS. The OIG defined the requirements of the audit,
reviewed the audit plans, monitored the audit, and reviewed the draft reports.

2. The independent auditors report by Deloitte & Touche LLP provides an
ungualified opinion on VA's FYs 2003 and 2002 CFS. The report on internal
control identifies four reportable conditions, of which two are material weaknesses.
The two material weaknesses are (i) information technology security controls and
(ii) integrated financial management system. The two reportable conditions are (i)
operational oversight, and (ii) medical malpractice claims data. Three of the four
findings were reported last year; the medical malpractice claims data is the new
reportable condition for FY 2003. During FY 2003, VA management has taken
corrective action to eliminate the following two reportable conditions reported in
the FY 2002 audit report: (i) loan guaranty business process, and (ii) application
program and operating system change controls.

3. Thereport on compliance with laws and regulations continues to conclude that
VA is not in substantial compliance with the financia management system
requirements of the Federal Financial Management Improvement Act (FFMIA) of
1996. The interna control issues concerning an integrated financial system and
information technology security controls indicate noncompliance with the
requirements of Office of Management and Budget (OMB) Circular A-127,
"Financial Management Systems,” which incorporates by reference OMB Circulars
A-123, "Management Accountability and Control,” and A-130, "Management of
Federal Information Resources.”

4. The material weakness and FFMIA noncompliance issues concerning VA’s
financial management systems underscore the importance that VA must continue its
efforts to implement a replacement integrated core financial management system.
The auditors unqualified opinion was achieved through the extensive efforts of
program and financia management staff, as well as the auditors, to overcome



material weaknesses in internal control to produce auditable information after the
fisca year-end. Although these efforts resulted in materially correct annual
financia statements, reliable information was not readily available during the year.
The risk of materially misstating financial information remains high with the
existing financial management systems.

5. Theindependent auditors will follow up on these internal control findings and
evaluate any corrective actions during the audit of the Department's FY 2004
Consolidated Financial Statements.

6. VA isto be congratulated for its remarkable accomplishment in accelerating
the issuance of its audited financial statements by November 15, 2003, while
maintaining an unqualified audit opinion. This accomplishment is achieved well in
advance of the January 31, 2004 deadline established by the Office of Management
and Budget (OMB). VA is confident that with its success in accelerating the FY
2003 financial statement audit, it is on target to meet the OMB required November
15 due date for FY 2004 audited financial statements.

ks Mot

MICHAEL SLACHTA, JR.
Assistant Inspector General for Auditing

Attachment
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Deloitte & Touche LLP
1750 Tysons Boulevard
McLean, Virginia 22102-4219

m
e o I e Tel:(703) 251-1000
Fax:(703) 251-3400

www.us.deloitte.com

INDEPENDENT AUDITORS’ REPORT

To the Secretary
Department of Veterans Affairs

We have audited the accompanying consolidated balance sheets of the Department of
Veterans Affairs (VA) as of September 30, 2003 and 2002, and the related consolidated
statements of net cost, changes in net position, financing and the combined statements of
budgetary resources for the years then ended (collectively referred to as the financial
statements). These financial statements are the responsibility of the management of VA. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government
Auditing Standards issued by the Comptroller General of the United States; and the
requirements of Office of Management and Budget (OMB) Bulletin No. 01-02, Audit
Requirements for Federal Financial Statements, as amended. Those standards and the OMB
Bulletin require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the accompanying financial statements present fairly, in all material respects, the
financial position of VA as of September 30, 2003 and 2002, and its net costs, changes in net
position, budgetary resources and financing for the years then ended in conformity with
accounting principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated
November 11, 2003, on our consideration of VA’s internal control over financial reporting and
our tests of its compliance with certain provisions of laws, regulations, contracts and grants.
That report is an integral part of an audit performed in accordance with Government Auditing
Standards and should be read in conjunction with this report in considering the results of our
audit.

Lelitrs f Trae e

VETERANS DAY, 11:00 AM
November 11, 2003
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INDEPENDENT AUDITORS’ REPORT ON INTERNAL CONTROL OVER FINANCIAL
REPORTING AND ON COMPLIANCE BASED UPON THE AUDIT PERFORMED IN
ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

To the Secretary
Department of Veterans Affairs

We have audited the financial statements of the Department of Veterans Affairs (VA), as of and
for the year ended September 30, 2003, and have issued our report thereon dated Veterans
Day, November 11, 2003. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America; the standards applicable to financial audits
contained in Government Auditing Standards, issued by the Comptroller General of the United
States; and the requirements of the Office of Management and Budget (OMB) Bulletin No. 01-
02, “Audit Requirements for Federal Financial Statements”, as amended.

INTERNAL CONTROL OVER FINANCIAL REPORTING

In planning and performing our audit, we considered VA’s internal control over financial
reporting by obtaining an understanding of the agency’s internal control, determining whether
internal controls had been placed in operation, assessing control risks, and performing tests of
controls in order to determine our auditing procedures for the purpose of expressing our opinion
on the financial statements and not to provide assurance on the internal control over financial
reporting. However, we noted certain matters involving the internal control over financial
reporting and its operation that we consider to be reportable conditions. Reportable conditions
involve matters coming to our attention relating to significant deficiencies in the design or
operation of the internal control over financial reporting that, in our judgment, could adversely
affect VA’s ability to record, process, summarize, and report financial data consistent with the
assertions of management in the financial statements.

A material weakness is a condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that misstatements
in amounts that would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of
performing their assigned functions. Our consideration of the internal control over financial
reporting would not necessarily disclose all matters in the internal control that might be
reportable conditions and, accordingly, would not necessarily disclose all reportable conditions
that are also considered to be material weaknesses.

We identified the following matters involving the internal control over financial reporting and
operations that we consider to be material weaknesses and other reportable conditions as
defined above. Material weaknesses and other reportable conditions that we identified in our
prior year report dated December 16, 2002 are identified as repeat conditions. The material
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weaknesses and the reportable conditions are categorized under the headings Information
Technology and Operations.

Four reportable conditions are described in the following paragraphs and include significant
departures from certain requirements of OMB Circular A — 127, “Financial Management
Systems,” which incorporates by reference Circulars A — 123, “Management Accountability and
Control,” and A — 130, “Management of Federal Information Resources,” among other
requirements. We believe that the two reportable conditions identified as “Information
Technology (IT) Security Controls” and “Integrated Financial Management System,” are also
material weaknesses.

INFORMATION TECHNOLOGY
Information Technology (IT) Security Controls — Material Weakness
(Repeat Condition)

During fiscal year 2003, VA made organizational changes in the information technology area
that facilitated IT security controls improvements through centralization of certain information
technology controls initiatives. Application program offices have also initiated corrective actions
to remediate material weaknesses reported in the prior year internal control report. However,
VA'’s program and financial data continue to be at risk due to serious weaknesses related to the
VA’s implementation and enforcement of controls and oversight over access to and recovery of
its information systems. These weaknesses placed sensitive information, including financial
data and veterans’ medical and benefit information, at risk of inadvertent or deliberate misuse,
fraudulent use, improper disclosure, or destruction, possibly occurring without detection. The
VA Office of Inspector General (OIG) first reported this condition in its fiscal year 1997 audit
report and made recommendations for VA to implement a comprehensive security program that
would improve these controls. VA has acknowledged these weaknesses and first reported IT
security controls as a material weakness in its Federal Managers’ Financial Integrity Act
(FMFIA) report for fiscal year 1998.

Our testing of key controls over security administration for the general computer systems at
VA’s primary data centers and fourteen medical facilities, as well as the payroll system
(Personnel and Accounting Integrate Data — PAID), and the Integrated Funds Distribution,
Control Point Activity, Accounting and Procurement (IFCAP) and the OIG’s testing for Federal
Information Security Management Act (FISMA) reporting identified the following control
weaknesses. The systems control weaknesses are summarized below:

e For general computer systems including network, operating systems and databases, the
control weaknesses included inconsistent implementation of network access
authentication mechanism and administration of user access at medical centers;
inadequate accountability through sharing of generic administrator accounts;
inappropriate access privileges due to non-restrictive system and database access
profiles for internal operations and programming staff, and inconsistent monitoring and
review of user access.

e In the PAID and IFCAP applications, we identified security weaknesses including
improper design of system controls to support segregation of duties, inappropriate
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access privileges and inadequate management of access privileges, and inadequate
segregation of duties.

e Continuity of Operations Plans (COOPS) at certain medical centers and medical
facilities has not been fully tested. A business continuity plan at the VA’s level has not
been fully developed to provide overall guidance, directions and coordination.

These weaknesses increase the risk of unauthorized or erroneous data transfer, and inability to
fully recover production programs and data, resulting in unreliable data that are used for VA’s
financial reporting.

VA’s success in improving information security is dependent on VA’'s continuing effort in
comprehensively addressing these weaknesses at an enterprise level, including continuing its
high level of commitment and obtaining adequate resources to implement the plan.

Recommendation

We reaffirm our prior year recommendations and the OIG’s recommendation in the FISMA
report that VA:

1. Apply appropriate resources and accountability mechanisms in order that the planned
actions be accomplished within an acceptable timeframe and will remediate the
deficiencies identified in the IT Security Certification and Accreditation (C&A) and
FISMA process.

2. Communicate and implement standardized information systems security administration
policies and procedures, improve information systems security and segregation of
duties controls over general systems and key financial applications such as the PAID
and IFCAP systems, and assign, communicate, and coordinate responsibility for
monitoring and enforcing such controls in a consistent fashion throughout VA.

3. Develop a business plan at the VA level that will facilitate effective communication and
implementation of overall guidance and standards, and provide coordination of VA’s
business continuity effort to ensure that timely resumptions of normal business
operations can be accomplished.

OPERATIONS
Integrated Financial Management System — Material Weakness
(Repeat Condition)

As defined in OMB Circular A — 127, “a financial management system encompasses automated
and manual processes, procedures, controls, data, hardware, software, and support personnel
dedicated to the operation and maintenance of system functions.” Such financial management
systems shall be designed to provide for an effective and efficient interrelationship between
software, hardware, personnel, procedures, controls, and data contained within the systems.
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With respect to system requirements in the area of financial reporting, OMB Circular A — 127
provides that an agency’s financial management system should generate reliable, timely, and
consistent information necessary for meeting management’s responsibilities, including the
preparation of financial statements. Within OMB Circular A — 123, the management control
processes necessary to ensure that “reliable and timely information is obtained, maintained,
reported and used for decision making” are set forth, including prompt and appropriate
recording and classification.

During our audit of VA’s consolidated financial statements, we noted continuing difficulties
related to the preparation, processing, and analysis of financial information to support the
efficient and effective preparation of VA’s consolidated financial statements. Significant efforts
were made at the component and consolidated levels to assemble, compile, and review the
necessary financial information for annual financial reporting requirements. However, in many
cases, significant manual work-arounds and out-of-date feeder systems were still in place, as
VA had not yet completed its transition to a fully integrated financial management system.
Some manual controls were not effective to ensure the quality and accuracy of data in an
information system. For example, we noted that:

e In the Veterans Health Administration (VHA), some medical centers were not performing
account reconciliations on a consistent basis and assets were not capitalized in a timely
manner.

¢ VBA Management identified 8,575 direct loans (15% reduction from fiscal year 2002)
that were not correctly amortized for subsequent loan modifications resulting in an
unpaid principal balance of $37.0 million on their scheduled maturity dates. VBA
management provided a detailed analysis of the loans. Management asserted that the
likely unpaid balance of direct loans that would reach maturity for which VA would have
limited recourse would be approximately $1.6 million.

Given the size and complexity of the VA, as well as the current status of the system
development and implementation cycles for planned improvements, it is critical that enhanced
control, monitoring and reconciliation processes be in place and functioning appropriately
throughout the year to ensure accurate and complete financial reporting.
Recommendation
4. We affirm our prior year's recommendation that even though fully automated processes
may not yet be in place, supplemental manual processes should be implemented and
enforced to meet appropriate control objectives.

5. Account reconciliations need to be performed on a more consistent basis to ensure the
quality and accuracy of the financial data.

Operational Oversight
(Repeat Condition)

During our audit, we conducted site visits to selected VA medical centers or stations to test
compliance with identified control and reconciliation processes. We continued to note a number
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of previously reported instances where application of control and reconciliation processes were
not performed consistently or completely. If the condition existed at over 25% of the sites, then
we deem the condition to be significant noncompliance. In several instances, existing
Department procedures for supervisory review were not applied consistently or timely.
Examples include instances where medical centers were not adequately billing some medical
services to patients with third party insurance. Individuals had multiple obligation and payment
authority. This precluded a proper separation of duties. We frequently observed ineffective or
inefficient processes in the areas of property, plant and equipment; medical accounts
receivable; and accounts payable during our site visits.

Recommendation

6. We reaffirm our prior year's recommendation that procedures for appropriate and timely
management reviews, separation of duties and account reconciliations be formalized
and implemented to achieve improved internal control over financial reporting. VHA
Management should improve the monitoring of existing policies and procedures
implemented.

Medical Malpractice Claims Data

The Office of General Counsel (OGC) did not adequately review the medical malpractice and
tort claims data from the claims reporting system for completeness and accuracy. Multiple
errors were detected in data submitted to outside actuarial specialists. Consequently, the
specialists received several versions of claims data to calculate the actuarial valuation of the
medical malpractice liability as of September 30, 2003. The following items were noted:

o Early in fiscal year 2003, OGC completed the installation of GCLAWS, a claims tracking
system, at the 23 Regional Counsel offices. GCLAWS replaced the Regional Council
Management Information System (RCMIS). During a reconciliation of the GCLAWS and
RCMIS paid medical malpractice claims data as of September 30, 2002, an outside
consultant identified an $11 million difference. OGC’s detailed review of the difference
determined that paid claims data was not recorded in the RCMIS prior to extracting data
for GCLAWS.

¢ In addition, the contract actuaries determined the reserve estimate was understated by
approximately 4% ($18.6 million) as of September 30, 2002.

e Based on the paid medical malpractice claims data in GCLAWS, the consultant initially
calculated the loss paid data as of September 30, 2003 incorrectly and provided the
information to the contract actuaries. Our reconciliation of the paid loss detail to the
report showed a $12 million difference. A review of the difference by the consultant
determined the paid loss data for five accident years was incorrectly calculated.

Recommendation
7. We recommend that OGC management validate data sent to outside consultants in

order to reduce the occurrence of error due to completeness and accuracy. This
process will increase the timeliness and accuracy of the valuation.
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Follow-up on Previous Report

In our report in connection with the fiscal year 2002 VA financial statements dated December
16, 2002, we reported five reportable conditions (with two material weaknesses) in the areas of
(1) Information Technology (IT) Security Controls, (2) Application Program and Operating
System Change Controls, (3) Integrated Financial Management System, (4) Loan Guaranty
Business Process and (5) Operational Oversight. The material weaknesses repeated in fiscal
year 2003 are items (1) and (3). Item (5) remains as a reportable condition in fiscal year 2003.

* %k k k%

With respect to the internal control related to performance measures reported in Management’s
Discussion and Analysis, we obtained an understanding of the design of significant internal
controls relating to the existence and completeness assertions, as required by OMB Bulletin

No. 01-02. Our procedures were not designed to provide assurance on internal control over
reported performance measures and, accordingly, we do not provide an opinion on such
controls.

In addition, we considered VA'’s internal control over Supplementary Information by obtaining an
understanding of VA’s internal control, determined whether these internal controls had been
placed in operation, assessed control risk, and performed tests of controls as required by OMB
Bulletin 01-02. Our procedures were not designed to provide assurance on these internal
controls. Accordingly, we do not provide an opinion on such controls.

COMPLIANCE

VA management is responsible for complying with laws and regulations applicable to the
agency. As part of obtaining reasonable assurance about whether VA’s financial statements
are free of material misstatement, we performed tests of its compliance with certain provisions
of laws, regulations, contracts, and grants; noncompliance with which could have a direct and
material effect on the determination of financial statement amounts and certain other laws and
regulations specified in OMB Bulletin No. 01-02, as amended, including the requirements
referred to in the Federal Financial Management Improvement Act (FFMIA) of 1996. However,
providing an opinion on compliance with those provisions was not an objective of our audit and,
accordingly, we do not express such an opinion. The results of our tests disclosed instances of
noncompliance that are required to be reported under Government Auditing Standards, and are
described below.

Under FFMIA, we are required to report whether the agency’s financial management systems
substantially comply with Federal financial management systems requirements, applicable
Federal accounting standards, and the U. S. Standard General Ledger at the transaction level.
To meet this requirement, we performed tests of compliance using the implementation guidance
and evaluative criteria included in OMB Circular A - 127.

The material weaknesses in internal control over financial reporting discussed above and
identified as “Integrated Financial Management System” and “Information Technology (IT)
Security Controls”, indicate that VA is not in full compliance with the requirements of OMB
Circulars A—123, A—127, and A - 130. As discussed above, we found material weaknesses in
(1) the design and operation of internal controls over financial reporting, particularly with
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effectiveness of the control, monitoring and reconciliation processes in support of the
preparation of the Department’s consolidated financial statements, given the status of the
transition to a fully integrated financial management system; and (2) the effectiveness of the
information technology security controls.

We believe these material weaknesses, in the aggregate, result in departures from certain of the
requirements of OMB Circulars A — 123, A — 127 and A - 130, and are, therefore, instances of
substantial noncompliance with the Federal financial management systems requirements under
FFMIA.

In addition, we noted other matters involving the internal control and compliance over financial
reporting that we have reported to management of the VA in a separate letter dated Veterans
Day, November 11, 2003.

DISTRIBUTION

This report is intended solely for the information and use of the Office of Inspector General of
the Department of Veterans Affairs, the management of the Department of Veterans Affairs, the
Office of Management and Budget, the U. S. General Accounting Office, Office of the President
and the U. S. Congress and is not intended to be and should not be used by anyone other than
these specified parties.

Lelitrs f Trae e

VETERANS DAY, 11:00 AM
November 11, 2003
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Department of Memorandum
Veteran’s Affairs

Date:
From:

Subj:

To:

NOV 10 2003
Assistant Secretary for Management (004)

Report of Audit of the Department of Veterans Affairs Consolidated Financial
Statements for Fiscal Years 2003 and 2002

Assistant Inspector General for Auditing (52)

We have reviewed the Report of the Office of Inspector General Audit for Fiscal
Years 2003 and 2002 and are pleased with receipt of an unqualified opinion. We
are especially proud that we were able to meet the Fiscal Year 2004 timeframe
requirements established by the Office of Management and Budget one year
ahead of schedule. Please extend to your staff, and the staff of Deloitte &
Touche, LLP, our appreciation for their detailed planning, hard work and
cooperation during this year's audit.

We will share the results of the audit, as well as the findings on internal controls
over financial reporting and regulatory compliance, with senior officials in VA
Administrations and with other VA staff and program managers. We will continue
to provide you with updates on our progress in implementing management plans
to correct the two material weaknesses, Integrated Financial Management
System and Information Technology Security Controls.

Thank you again for your efforts in bringing us to another successful conclusion
of the audit cycle. If you have any questions, please contact me at 273-5589.

AP

William H. Campbell

Eﬁ



SECTION IV

DEPARTMENT OF VETERANS AFFAIRS FY 2003 ANNUAL
PERFORMANCE AND ACCOUNTABILITY REPORT

PART Illl. Financial Section - Letter from the Chief Financial Officer,
Consolidated Financial Statements,
Required Supplementary Stewardship Information (Unaudited), and
Required Supplementary Information.

For the complete
FY 2003 Annual Performance and Accountability Report
See the attached compact disk
Or the following web site:
http://www.va.gov/budget/report/


http://www.va.gov/budget/report

A Letter from the Chief

Financial Officer

| am pleased to report that the Department of Veterans Affairs continued its tradition of finan-
cial excellence in FY 2003. For the fifth straight year, VA received an unqualified opinion on its
financial statements from the external auditors, Deloitte & Touche. We continue to improve
our fiscal management and accountability by enhancing internal controls, complying with
financial management laws and regulations, and taking timely corrective actions on the
auditors’ recommendations concerning reportable conditions, material weaknesses,

and nonconformances.

In FY 2003, we made significant progress on the two outstanding material weaknesses
reported by Deloitte & Touche — Information Technology Security Controls and Lack of
Integrated Financial Management System. We have maximized resources to make significant improvement in our overall
security posture in the near term through prioritizing Federal Information Security Management Act remediation activities.
Also, the Department has attained significant milestones in the implementation of our integrated Core Financial and Logistics
System (CoreFLS). The system will go live for all phase-one operational test sites at the beginning of FY 2004, and we plan
to conclude full implementation nationwide on schedule.

In addition, we corrected one material weakness, Housing Credit Assistance Program, and plan to close another, Personnel
Accounting Integrated Data (PAID) System — Mission Performance, by October 2003. We are currently working on the
remaining two material weaknesses, Inadequate Controls/Weaknesses in the Compensation and Pension Payment Process,
and Compensation and Pension System — Lack of Adaptability and Documentation. We have begun efforts to address the
requirements of the Improper Payments Information Act of 2002 and have initiated procedures to augment our internal con-
trols in the area of erroneous payments. We continue to take measures to pinpoint overpayments in each program area and
determine the nature and causes of the overpayments. Also, to address the Compensation and Pension System weakness,
we have remediation plans in place for total conversion to the Veterans Services Network (VETSNET) to replace the current
payment system. When implemented, VETSNET will enhance our responsiveness to veterans’ needs.

The Department continues to make progress in implementing the Government Performance and Results Act. We continue to
assess and refine our performance measures, the quality of data used to compute those measures, and procedures for com-
piling performance data. Also, procedures are being developed to enhance data validation to ensure that our stakeholders
have useful and accurate performance data.

While we are proud of our accomplishments in FY 2003, we will continue to improve all aspects of our performance and

strive to maintain higher financial management standards in FY 2004. We will also continue to promote effective
management controls and focus on implementation of the President’s Management Agenda initiatives.

VA

William H. Campbell
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Consolidated Financial Statements
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The accompanying Notes are an integral part of these financial statements.

100

Department of Veterans Affairs
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The accompanying Notes are an integral part of these financial statements.
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DEFARTMENT OF ¥YETERANS AFFATRS
CONSOLIDATED STATEMENTS (F FINANC NG (80TE 205
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Total Resowrces Used o Finance the Net Cost of Operations 55,657 H, 0
Costs That De Met Require Ressurces in the Corrent Period
Inerease in Anmunl Leave Linhility 33 48
Inerease in Envirenmental and Disposal Liabality 104 12
Reestimates of Credit Subsidy Expense (563) 793
Inerease in Exchangs Revenue Recsivahle fromm the Pubilic 157 ]
Increase in Veterarms Benefits Actuanial Liahility [4F5, 600 157,300
Drepreciation and Armoriicstion 1.34% B
Fad Debts Related 1o Uncollectible Mon-Credil Reform Receivahles 1494 Bo
Loss on Disposition of Assets 105 &
Oither (182} 258
Totwl Coxts That Do Mot Require Resources in the Corrent Period 106817 159 406
Met Cost of (iperations £ 162474 20315

The accompanying Notes are an integral part of these financial statements.
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Notes to Consolidated Financial Statements

For the Years Ended September 30, 4

003 and 2002 (Dollars in Millions)

1. Summary of Significant Accountis

ng Policies

Basis of Presentation

The Department of Veterans
Affairs’ (VA) consolidated financial
statements report all activities of
VA components, including the
Veterans Health Administration
(VHA), Veterans Benefits
Administration (VBA), National
Cemetery Administration (NCA)
and staff organizations. The con-
solidated financial statements
meet the requirements of the Chief
Financial Officers (CFO) Act of
1990 and the Government
Management Reform Act (GMRA)
of 1994. The consolidated financial
statements differ from the finan-
cial reports used to monitor and
control budgetary resources, but
are prepared from the same books
and records. The statements
should be read with the under-
standing that VA is a component
unit of the U.S. Government. VA
fiscal year (FY) 2003 and FY 2002
financial statements are presented
in conformity with the Office of
Management and Budget's (OMB)
Bulletin No. 01-09, "Form and
Content of Agency Financial
Statements," as amended.

Reporting Entity

The mission of VA is to provide
medical care, benefits, social sup-
port, and lasting memorials to veter-
ans, their dependents, and
beneficiaries [(38 U.S.C. Section
301(b) 1997)].

The Department is organized under
the Secretary of VA. The Secretary's

office includes a Deputy Secretary
and has direct lines of authority
over the Under Secretary for Health
(VHA), the Under Secretary for
Benefits (VBA), and the Under
Secretary for Memorial Affairs
(NCA). Additionally, six Assistant
Secretaries, an Inspector General, a
General Counsel, the chairmen of
the Board of Contract Appeals and
the Board of Veterans' Appeals
support the Secretary.

Budgets and Budgetary
Accounting

Budgetary accounting measures
appropriation and consumption
of budget/spending authority or
other budgetary resources, and
facilitates compliance with legal
constraints and controls over the
use of Federal funds. Under
budgetary reporting principles,
budgetary resources are con-
sumed at the time of the pur-
chase. Assets and liabilities that
do not consume budgetary
resources are not reported, and
only those liabilities for which
valid obligations have been
established are considered to
consume budgetary resources.

Basis of Accounting

The accompanying consolidated
financial statements have been pre-
pared in accordance with Federal
Accounting Standards Advisory
Board (FASAB) standards. The
Comptroller General, the Secretary
of the Treasury, and the Director of
the OMB sponsor FASAB, which

determines Federal accounting
concepts and standards.

Revenues and Other
Financing Sources

Exchange revenues are recognized
when earned to the extent the rev-
enue is payable to VA from other
Federal agencies or the public as a
result of costs incurred or services
performed on its behalf. Revenue is
recognized at the point the service is
rendered. Imputed financing sources
consist of imputed revenue for
expenses relating to legal claims
paid by Treasury’s Judgment Fund
and post-retirement benefits for VA
employees. Non-exchange revenue,
e.g., donations, are recognized
when received, and related receiv-
ables are recognized when measur-
able and legally collectible, as are
refunds and related offsets.

Accounting for
Intragovernmental Activities
VA, as a department of the Federal
Government, interacts with and is
dependent upon the financial activi-
ties of the Federal Government as a
whole. Therefore, these consolidat-
ed financial statements do not
reflect the results of all financial
decisions applicable to VA as
though the department were a
stand-alone entity.

In order to prepare reliable finan-
cial statements, transactions occur-
ring among VA components must
be eliminated. All significant intra-
entity transactions were eliminated
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from VA's consolidated financial
statements.

Fund Balance with Treasury
The Department of the Treasury
(Treasury) performs cash manage-
ment activities for all Federal
Government agencies. The Fund
Balance with Treasury represents
the right of VA to draw on the
Treasury for allowable expenditures.
Trust fund balances consist primarily
of amounts related to the Post-
Vietnam Educational Assistance
Trust Fund, the National Service Life
Insurance (NSLI) Fund, the United
States Government Life Insurance
(USGLI) Fund, the Veterans Special
Life Insurance (VSLI) Fund, General
Post Fund, and the National
Cemetery Gift Fund. The use of
these funds is restricted.

Cash

Cash consists of Canteen Service
and Loan Guaranty Program
amounts held in commercial banks
as well as Agent Cashier advances at
VA field stations. Treasury processes
all other cash receipts and disburse-
ments. Amounts relating to the Loan
Guaranty Program represent
deposits with trustees for offsets
against loan loss claims related to
sold loan portfolios.

Investments

Investments are reported at cost and
are redeemable at any time for their
original purchase price. Insurance
program investments, which com-
prise most of VA's investments, are
in non-marketable Treasury special
bonds and certificates. Interest rates
for Treasury special securities are
based on average market yields for
comparable Treasury issues. Special
bonds, which mature during various
years through the year 2017, are
generally held to maturity unless
needed to finance insurance claims

and dividends. Other investments
from VA programs are in securities
issued by Treasury, with the excep-
tion of Insurance Program holdings
in stock received from Prudential as
a result of its demutualization and
the Loan Guaranty Program invest-
ments, which are in trust certificates
issued by the American Housing
Trusts, private entities not associated
with the Government.

Allowances are recorded to reflect
estimated losses of principal as a
result of the subordinated position
in American Housing Trust certifi-
cates | through V. The estimated
allowance computations are based
upon discounted cash flow analysis.
Although VA continues to use the
income from these subordinated
certificates to cover the immediate
cash requirements of the Federal
guarantee on loans sold under
American Housing Trust certificates
VI through XI and the Veterans
Mortgage Trust program, the income
is reimbursed to VA and is not used
to pay the amount of the realized
losses on guaranteed loan sales.

Accounts Receivable
Intragovernmental accounts receiv-
able consists of amounts due from
other Federal Government agen-
cies. No allowances for losses are
required.

Public Accounts Receivable consists
mainly of amounts due from
patients and third-party insurers for
veterans’ health care and amounts
due from individuals for compensa-
tion, pension, and readjustment
benefit overpayments. For FY 2003
and FY 2002, allowances for bad
debt losses were 9 percent and 16
percent, respectively, for medical-
related contractually adjusted
receivables. Educational-related
receivables bad debt allowances

were 37 percent for FY 2003 and
45 percent for FY 2002.
Compensation and pension benefits
overpayment-related bad debt
receivables were 74 percent for
both FY 2003 and FY 2002.

VA is required by Public Law 96-466
to charge interest and administrative
costs on benefits debts similar to
charges levied on other debts owed
the Federal Government. In a July
1992 decision, the former VA Deputy
Secretary decided that VA would not
charge interest on compensation
and pension debts. This decision
continues to be VA policy.

Loans Receivable

Loans Receivable are recorded as
funds are disbursed. For loans
obligated prior to October 1, 1991,
loan principal and interest receiv-
able amounts are reduced by an
allowance for estimated uncol-
lectible amounts. The allowance is
estimated based on past experi-
ence and an analysis of outstand-
ing balances. For loans obligated
after September 30, 1991, an
allowance equal to the subsidy
costs associated with these loans
reduces the loans receivable. This
reduction is due to the interest
rate differential between the loans
and borrowing from Treasury, the
estimated delinquencies and
defaults, net of recoveries, offsets
from fees, and other estimated
cash flows.

Inventories

Inventories consist of items such
as precious metals held for sale
and Canteen Service retail store
stock and are valued at cost, uti-
lizing the First In First Out (FIFO)
method. VA follows the purchase
method of accounting for operat-
ing supplies, medical supplies,
and pharmaceutical supplies in
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the hands of end users. The pur-
chase method provides that these
items be expensed when pur-
chased. VA defines an end user as
a VA medical center, regional
office, or cemetery.

Property, Plant, and
Equipment

The majority of the general property,
plant, and equipment is used to pro-
vide medical care to veterans and is
valued at cost, including transfers
from other Federal agencies. Major
additions, replacements, and alter-
ations are capitalized, whereas rou-
tine maintenance is expensed when
incurred. Construction costs are cap-
italized as Construction in Progress
until completion, and then trans-
ferred to the appropriate property
account. Individual items are capital-
ized if the useful life is 2 years or
more and the unit price is $100,000
or greater. Buildings are depreciated
on a straight-line basis over estimat-
ed useful lives of 25 to 40 years.
Equipment is also depreciated on a
straight-line basis over its useful life,
usually 5 to 20 years. There are no
restrictions on the use or convertibil-
ity of general property, plant, and
equipment. All VA heritage assets are
multi-use facilities and are classified
as general property, plant, and
equipment.

Other Assets

Other assets consist of advance
payments. Public advance payments
are primarily to hospitals and med-
ical schools under house staff con-
tracts, grantees, beneficiaries, and
employees on official travel.
Intragovernmental advance pay-
ments are primarily to the General
Services Administration (GSA) for
rent and Government Printing
Office (GPO) for supplies, printing,
and equipment.

Accounts Payable
Intragovernmental accounts
payable consists of amounts owed
to other Federal Government agen-
cies. The remaining accounts
payable consist of amounts due to
the public.

Loan Guarantees

For direct loan obligations and loan
guaranty commitments made after
1991, the resulting direct loans are
reported net of an allowance for
subsidy costs at present value, and
loan guarantee liabilities are report-
ed at present value. The present
value of the subsidy costs associated
with direct loans and loan guaran-
tees is recognized as a cost in the
year the direct or guaranteed loan is
disbursed. Pre-1992 direct loans and
loan guarantees are reported under
the allowance for loss method. The
nominal amount of the direct loan is
reduced by an allowance for uncol-
lectible amounts, and the liability for
loan guarantees is the amount VA
estimated will most likely require a
future cash outflow to pay defaulted
claims. Interest is accrued on VA-
owned loans by computing interest
on a loan-by-loan basis at the end
of the month and recording the
amount owed as an accrual.

The guaranteed loan sales liability
represents the present value of the
estimated cash flows to be paid by
VA as a result of the guarantee. VA
guarantees that the principal and
interest payment due on a loan
will be paid by the 15th of each
month. If the payment is not
made, VA allows the loan servicer
to receive funds from a cash
reserve account for the amount of
the deficiency. VA guarantees the
loans against losses at foreclosure.
Although VA will not buy back the
loan, VA will pay the loan loss and
foreclosure expenses.

Debt

All Intragovernmental debt is due to
Treasury and is primarily related to
borrowing by the Loan Guaranty
Program. The interest rates ranged
from 1.20 to 5.03 percent in FY
2003 and from 1.94 to 5.62 percent
in FY 2002. VA's financial activities
interact with and are dependent
upon those of the Federal
Government as a whole.

Insurance Liabilities

Actuarial reserve liabilities for VA's
insurance programs are based on
mortality and interest rate assump-
tions at the time of issue. These
assumptions vary by fund, type of
policy and type of benefit. The inter-
est rate assumptions range from
2.25 to 5.0 percent for both the FY
2003 and FY 2002 calculations.

Annual Leave

The accrued annual leave balance
is adjusted at the end of the fiscal
year to reflect current pay rates for
leave that has been earned but not
taken. Sick and other types of non-
vested leave are expensed as
taken. To the extent appropriations
are not available to fund annual
leave earned but not taken, fund-
ing will be obtained from future
financing sources.

Workers’ Compensation
Liability

The Federal Employees’
Compensation Act (FECA) provides
income and medical cost protec-
tion to covered Federal civilian
employees injured on the job,
employees who have incurred a
work-related occupational disease,
and beneficiaries of employees
whose deaths are attributable to
job-related injuries or occupational
diseases. Claims incurred for bene-
fits for VA employees under FECA
are administered by the
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Department of Labor (DOL) and
are ultimately paid by VA.

Workers' compensation is com-
prised of two components: (1) the
accrued liability which represents
money owed by VA to DOL for
claims paid by DOL on behalf of VA
through the current fiscal year, and
(2) the actuarial liability for com-
pensation cases to be paid beyond
the current year.

Future workers’ compensation esti-
mates are generated from an appli-
cation of actuarial procedures
developed by DOL to estimate the
liability for FECA benefits. The liabil-
ity for future workers' compensa-
tion benefits includes the expected
liability for death, disability, med-
ical, and miscellaneous costs for
approved compensation cases and
for potential cases related to
injuries incurred but not reported.
The liability is determined by utiliz-
ing historical benefit payment pat-
terns related to a particular period
to estimate the ultimate payments
related to that period.

Pension, Other Retirement
Benefits, and Other Post-
Employment Benefits

Each employing Federal agency is
required to recognize its share of
the cost and imputed financing of
providing pension and post-retire-
ment health benefits and life insur-
ance to its employees. Factors used
in the calculation of these pensions
and post-retirement health and life
insurance benefit expenses are pro-

vided by the Office of Personnel
Management (OPM) to each agency.

VA's employees are covered under
the Civil Service Retirement System
(CSRS) and the Federal Employees
Retirement System (FERS) to which
VA makes contributions according
to plan requirements. CSRS and
FERS are multi-employer plans. VA
does not maintain or report infor-
mation about the assets of the
plans, nor does it report actuarial
data for the accumulated plan ben-
efits. That reporting is the responsi-
bility of OPM.

Veterans Benefits Liability
VA provides compensation benefits
to veterans who are disabled by
military service-related causes.
Benefits are also provided to
deceased veterans’ beneficiaries.
These benefits are provided in
recognition of a veteran’s military
service. The liability for future com-
pensation payments is reported on
VA's balance sheet at the present
value of expected future payments,
and is developed on an actuarial
basis. Various assumptions in the
actuarial model, such as the num-
ber of veterans and dependents
receiving payments, discount rates,
cost of living adjustments and life
expectancy, impact the amount of
the liability.

Litigation

VA is a party in various administra-
tive proceedings, legal actions, and
claims brought against it. In the
opinion of VA management and

legal counsel, the ultimate resolu-
tions of these proceedings, actions,
and claims, will not materially affect
the financial position or results of
VA operations.

Estimates

The preparation of the financial
statements requires management to
make estimates and assumptions
that affect the amounts reported in
the financial statements and accom-
panying notes. Such estimates and
assumptions could change in the
future as more information
becomes known, which could
impact the amounts reported and
disclosed herein.
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2. Non-Entity Assets

Entity and Non-Entity assets have been combined on the face of the balance sheet.
Non-Entity assets relate primarily to patient funds.

MNon-Entity Assets

as of September 30, 2iM3 202
Fund Balance with Treasury 5 5 % 2
Imragovernmental Accounis Receivable I I
Public Accoums Beceivable 14 | 4
Tudal Mon-Entity Asseis 5 T 5 [

3. Fund Balance With Treasury

Fund Balance with Treasury

as of Sepiember 30, 2003 il [
Entity Assets
Trust Funds 5 ol -] 7
I-F.c"ml'l."inlg Fumds T i, (k54
Appropristed Funds 1427 BT8R0
Hl'h,."ii,:l.'ll Fuamd= (R 10ES
Otheer Fund Types (H3) {12
Toal Entily Assels 5 17,739 15,054
Non-Entity Assets
Cicheer Fund Types Hh 42
Total Non-Entity Assets i) 42
Tatal Entity and MNon-Entity Assels 5 17,7495 5 15076
Reconcilitem of YA General Ledger Balanoes wilh Treasary
Entity WA General Ledger 5 O IT.EAT 5 151014
Reconciled Differences (715) 42
Linreconci led Differences kS 4
Fund Balance with Treasoary 5 17,795 5 15076

Status of Fund Balance with Treasury
Linobdigated Balance

Avilabhe 5 2153 % 1.540
Unpvailabde 55 H5nd
Obliguted Halance mot vet Disbursed G4 7,922
DeposivCleaning Account Balances i 2h Kl
Fund Balanee with Treasury 5 17,795 5 15076
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4. Cash

Cash
as of Seplember 30, 2003 202
Canleen Service 3 1 1
Agent Cashier Advance 4 4
Loan Gusaramy Program 35 35
Total Caush 5 41 L]
5. Investments
Investment Securities
as of September 3, 2003 2002
Intragovernmental Securities Interest Range
Special Bonds 500 = 1000 13618 13816
Treasury Modes * a4 - 7.25% a2 4
Treasury Bills 000 - 7R 2 2
Subtotal 13,712 13,892
Accrued Interest 220 243
Total Intragovernmental Sscorities 3 13941 14,135
(Hher Securities
Prodential Stock (Insurance ) 5 a i
Trust Certificates (Loan Guaranty ) 1492 203
Total Ciher Secuirities 5 ] 204

Thee investmsent im Tn;uxur:,' Mvies i hsbes unamorireed |_'|n:'r|1i|.|rnu of BT million ps nF.‘i{:pt{:mI‘l{:r Wy, A sind
80,7 million as of Sepiember 30, 207, Premiumes pnd discounts are amartized on o straight-ling basis over the life

wl thie mvestments,

Oifset for Losses on Investments
as of September 3,

Investment in Subordinate Cenificates st Time of Sale

Cumulative Reductions
Subitoal
Adbscation of Lioss Provision

Trust Certificates {Loan Guaranty )

2002 22

5 425 424
(324) {200)
201 224

(%) (21)

5 192 203
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6. Accounts Receivable, Net

Accounis Receivable, Mei
as of »eptember 3,

Intragovernmenial Accounis Heceivahle

Public Accounts Receivable, Gross

Allowance for Loss Provision
Met Public Aceounits Receivahle

2113 20002

3 1 4n 3 114
2029 3 2567
{1.170] 1.368]

% HE0 1150

7. Direct Loans and Loan Guarantees

Direct loan obligations and loan
guarantee commitments made after
1991, and the resulting direct loans
or loan guarantees, are governed
by the Federal Credit Reform Act of
1990. The Act provides that the
present value of the subsidy costs
associated with direct loans and
loan guarantees be recognized as a
cost in the year the direct or guar-
anteed loan is disbursed. Direct
loans are reported net of an
allowance for subsidy costs at pres-
ent value, and loan guarantee liabil-
ities are reported at present value.
Pre-1992 direct loans and loan
guarantees are reported under the
allowance for loss method. The
nominal amount of the direct loan
is reduced by an allowance for
uncollectible amounts, and the lia-
bility for loan guarantees is the
amount VA estimates will most like-

ly require a future cash outflow to
pay defaulted claims.

Interest is accrued on VA-owned
loans by computing interest on a
loan-by-loan basis at the end of the
month and recording the amount
owed as an accrual.

The recorded value of loans receiv-
able, net, and the value of assets
related to direct loans are not the
same as the proceeds that VA would
expect to receive from selling its
loans. VA operates the following
direct loan and loan guaranty pro-
grams:

« Vocational Rehabilitation and
Employment;

* Education;

« Insurance; and

* Loan Guaranty

Under the Loan Guaranty Program,
a loan may be made to an eligible
veteran by an approved private sec-
tor mortgage lender. VA guarantees
payment of a fixed percentage of
the loan indebtedness to the holder
of such a loan, up to a maximum
dollar amount, in the event of
default by the veteran borrower.
When a delinquency is reported to
VA and no realistic alternative to
foreclosure is developed by the
loan holder or VA supplemental
servicing of the loan, VA deter-
mines, through an economic analy-
sis, whether VA will authorize the
holder to convey the property
securing the loan (foreclosure) or
pay the loan guarantee amount to
the holder.
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Direct Loans

Loans receivable related to direct loans represent the net value of assets related to pre-1992 and post-1991 direct loans acquired.
For pre-1992 loans, VA employs the allowance for loss method in which the assets are offset by an allowance for loan losses (esti-
mated uncollectible loans). For post-1991 loans, the assets are offset by an allowance for subsidy costs. An analysis of loans receiv-
able and the nature and amounts of the subsidy costs associated with the direct loans are provided in the tables that follow:

Loans Keccivable and Related Foreclosed Property From Direct Loans

: Loams Value af
as of September 30, e Tnferesi Allwance For Foreclosd Assils
Hecelvable )
Wi . Receivahle Loan Losscs Properiy Related to
2iM)1 {iross
| IFTHTTS
IFirecd Laouns f'H'lIigiqu.
Prior w FY 19492
(Ao ance for Loss
Micthod 5114 s b 5 - 3 - 5 120
IFirect ouins 'I"Ilhli;_-_':llwl.
afuer 1991 I.385 ] 1130 LT AR5T
Insurance Policy Loans T 149 - TEG
Total Loans Beceivable and Belated Foreclosed Property from Direct Loans, ."qﬂ 3 X735
Loans Receivable and Helated Foreclosed Property From Direct Loans
as of September M, Value of
Laans .
Receivahl Inieresi Allowance for Furcechosed A ssels
) e ﬂ_n o Heceivihile i osses Friqeerty Beloted in
Larnss :
Lagins
Iirect Lasns Cilligatid
Prigsr 1o FY 1992
[ Albwance for Liss
Methad) 5 14k 5149 3 5 5 167
Iirect Lasens Cibligated
ufier 154 LAl% 48 853 fid > 5R4
Insurance Folicy Loans B2T 20 . A47
Tirtal Loiwies Recelvable and Belated Forechmad Property from Divect Loans, ."qtl. % 350

Direct Loans Disbursed
The total amount of direct loans disbursed for the years ended September 30, 2003 and 2002, was $563 and $1,076 million,
respectively.

Provision for Losses on Pre-1992 Loans

One element of the cost of the mortgage loan benefit that VA provides to veterans is the present value of the cost VA will bear
as loans already guaranteed default in the future. This cost is reflected in the financial statements as an offset to the value of
certain related assets.

The provision for losses on vendee loans is based upon historical loan foreclosure results applied to the average loss on
defaulted loans. The calculation is also based on the use of the average interest rate of U.S. interest-bearing debt as a discount
rate on the assumption that VA's outstanding guaranteed loans will default over a 12-year period. For FY 2003, VA determined
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that these vendee loans have sufficient equity due to real estate appreciation and buy-down of principal, to minimize or elimi-
nate any potential loss to VA. The components of the provision are as follows:

Provision for Loss

as of September 30, 23 el
Offsers Aganst Foreclosed Progeny Held for Sale 2 ]
Tistal Provisiom Ger 1.oss 5 B 5 #

Subsidy Expense for Post-1991 Direct Loans
Pursuant to the Credit Reform Adt, all direct loans established after September 30, 1991, will be subsidized. The subsidy expense

for direct loans is as shown:

Direct Loan Subsidy Expense

for the vears ended September 30, 2003 o2
[neerest Dhifferemial 5 35y 5 (175]
Defauhs= 12 13
Fegs®* {9 (925
Cnkmer=== A-b 1037
Sulstistal =1 o
Interesy Rate Beestimates {178) 151
Technmical Recdimutes {dd) 14
Total Drect Loans 5 (23 & 24

¥ lincludes approcinsiely 542000 avd $58 000 i delaulis asd oller expeises Tor e Vocatiosal Belabiliiation
Prigram for FY 2003 g 2002 respectively.
¥ “Fees” expense for direct loans includes estimaied down payments and other fees collecied when hones are

aild wath vendes linamcing.
4% The “Chber” expense for direet lonns includes the estimared Loss of scheduled principal and interest when
vendee loans are sold.

Subsidy Rates for Direct Loans by Component

The subsidy rates disclosed below pertain only to the current year cohorts. These rates cannot be applied to the direct loans
disbursed during the current reporting year to yield the subsidy expense. The subsidy expense for new loans reported in the
current year could result from disbursements of loans from both current year cohorts and prior year(s) cohorts. The subsidy
expense reported in the current year also includes reestimates.

Subsidy rates for direct loans

Lngerest [fferemal 3 {10647 5
Delzulls 2.36%
Feses (1665
{Jher B850

Allowance for Subsidy for Direct Loans (Post-1991)

VA reports the allowance for subsidy for direct loans, subject to Credit Reform requirements. For these loans, the allowance for
subsidy represents the present value of the estimated net cash flows to be paid by VA as a result of a disbursed direct loan. VA
disburses a direct loan and receives an allowance for subsidy along with borrowing from Treasury. For both FY 2003 and FY
2002, the subsidy rate is 0.86 percent. The allowance for subsidy as of September 30, 2003 and 2002 is (5974) and ($853) mil-
lion respectively.
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Schedule for Reconciling Subsidy Cost Allowance Balances

Beginning Balance, Changes and Ending Balance FY ZiMid L et ||

Beginning balance of the allowanee 4 (453) 5 LA
Subsidy expense for direy leans disbursed during the repoming
years by component;

Imlerest subsidy costs {53} (175
Dilauln cosis (et ol mecoyersss) 12 i3
Fees and other collections i 1928)
Ohher subsidy cosis 44 1077
Tinal of 1he sbove subsidy expenss componenis (1.4 4
Audjusiments:
Lcvian wmesdificitsm - -
Fees reecived 1 5
Faosrex bosaed praperty |||.'ql|.|ir|.'d 151 [
Lozns wridten of T | {7l
Subaidy allowanos amdrizalim 153} (5]
Cher - -
Ending halance of the alleaance helone recstimales A E 1] L]
Subsidy reestimates by component
[nteresl ke reeslimuile IEEN] 181
Techaicalfdefaul ressuimae {178) 14
Tokal of the above reestimale componenls {223} 195
Emding balance of the allowance 5 11136 5 (K53

Loan Guarantees

Loans receivable related to loan guarantees represent the net value of assets related to pre-1992 and post-1991 defaulted
guaranteed loans and non-defaulted guaranteed loans. For pre-1992 loans, VA employs the allowance for loss method in
which the assets are offset by an allowance for loan losses (estimated uncollectible loans). An analysis of loans receivable,
loan guarantees, the liability for loan guarantees, and the nature and amounts of the subsidy costs associated with loan guar-
antees are provided in the tables that follow:

Laoans Recelvable and Related Foredosed Property from Loan Guarantees

as of September M, Valwe of
asnes A xsels

el |1} Recelvahle Inierest Allwanoe for Foreclosed Felated o
Larmss Heceivalde Lo Losses Froperly Lawains

el Cigarantied
Lian=  Pre- 1992
Clusiramices 147 4 [ RE Af L

Dk Clied Cigarantecdd Losins
PFueat- | U4 - - - kKl |
Tatal Lisns Receivahle and Belatd Foreclosed Property from Loan Guaraniecs 5 K
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Loans Heseivable and Helated Foreclosed Froperiy Trom Loan Goaraniees

as af Sepiember M), Vilue of
Livams L1 1
2 Receivalile Imterest Adlvwanee Tor Foreclosed Helated 1o
Leross Heceivahle Loan Losses Property Leans
Detlaubied Chugiraniged
Logans.  Pre- 1992
Chaamniess 162 k] {1500 a4 |

Delaubtied Cromranbeed Loans
PMosi-1991 - - - BT2 472
Twtul Loans Receivable amd Related Foreclosed Froperty from Loan Guarantees 5 e 5

Tl Losans Keceivabbe and Related Forechosed Property, Set

For the vears ended Seplemiser M, Fall K] ZIM)Z

Totul Direct Loans i 5,743 % 15398

Total Guaraniesd Loans G0 E ]

Tutal Tisans Beevivahle und Helufed Foreclosed Prperiy. el & 4 h55% 5 4541
Foreclosed Property

Prior to the foreclosure of property secured by a VA loan, VA obtains an independent appraisal of the property. This appraisal is
reviewed by VA staff who make a determination of the fair market value. To determine the net value of the property, VA costs
for acquisition, management and disposition of the property, as well as estimated losses on property resale, are subtracted
from the estimated fair market value. As of September 30, 2003 and 2002, the estimated number of residential properties in
VA's inventory was 11,872 and 11,981, respectively. For FY 2003 and FY 2002, the average holding period from the date proper-
ties were conveyed to VA until the properties were sold was estimated to be 8.9 months and 8.7 months, respectively. The
number of properties for which foreclosure proceedings are in process is estimated to be 10,513 and 10,986 as of September
30, 2003 and 2002, respectively.

Guaraniesd Leans
a5 of September M), b | 1] 2iHN2

Owistanding Principal Guaramiesd Loans. Face Valoe & 213,248 5 216002
Amouni of Cutsianding Guaraniee 47,654 69 547
Duistarkling Primcipal Guaramieed Loans. Faoe Vaboee 5 63,155 g A0
Avmuoanl of Chatsbanding Ciranlo: 18,245 116567
Lismhalidies for Loan Gueranbees Posd 19920 | Present Yoloe ) b2 4.756 5 62

Guaranty Commitments

As of September 30, 2003, VA had outstanding commitments to guarantee loans that will originate in FY 2004. The number and
amount of commitments could not be determined, as VA has granted authority to various lenders to originate VA loans that meet
established criteria without prior VA approval. Nearly 90 percent of VA's guaranteed loans originate under this authority.
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Subsidy Expense for Post-1991 Loan Guarantees
Pursuant to the Credit Reform Act, guaranteed loans closed after September 30, 1991, will be subsidized. The subsidy expense
for loan guarantees related to the Loan Guaranty Program is as shown:

Cuarantecd Loan Subsidy Expenses

fior the years ended Sepiember 30, 2(H3 22
Defauls ] 1.6TE = 1242
Fees® 1,043 (123
Caher=* - 1174}
Subotal 233 145
neerest Hate Recstimins 11T {83}
Technical Reestimales (A7) 158}
Todaal Guaranteed Laan Sulsidy Expense 5 {1,245} 5 {25}

* The "Fees” expense includes extimated wp=fromi [ees collecied swhen the loans are guarntesd and the presem
vitlue ol estimaed anmual Tees from hsin assumptions.,

05 Tee “(nlver™ capenss For guarnstoed loans mcludes catimated recoveries on defaulis throwgly tlse sales of
Foreclosed properies.

Laoan Sale-Guarantesd Loan Subsidy Expense

for the years ended Seplember 3, 2UMp3 2IHp2
Deizules g 14 & 4
Ol - -
Subiaial 14 ELH
Imterest Bale Reestmstes 1500 [5Th
Techmwicnl Reestimabes i DMy |95
Total Lown Sale-Giuurantes] Subsidy Expense 5 (145 5 LIS ¥

Total Subsidy Expense

for the years ended Seplember 30, W3 2z
Tonal Darecn Laouis 5 (2350 ] 2
Toiald Cuagraniced Loans {1,180 P25
Tuonal Sale Loaps (145 {1041
Todal Subsidy Expinse 5 {1,720 b 15

Subsidy Rates for Loan Guarantees by Component

The subsidy rates disclosed below pertain only to the current year cohorts. These rates cannot be applied to the guarantees of
loans disbursed during the current reporting year to yield the subsidy expense. The subsidy expense for new loan guarantees
reported in the current year could result from disbursements of loans from both current year cohorts and prior year(s) cohorts.
The subsidy expense reported in the current year also includes reestimates.

Sulwacdy Kuates for Laan Gruaraniees

[IGLHTTITES 2.15%
Faoes (1. 7T4% )
Thhir N0
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Loan Sales

VA continues to have vendee loan sales
to reduce the administrative burden of
servicing vendee loans. During the peri-
od FY 1992 through FY 2003, the total
loans sold amounted to $13.5 billion.
Under the sale of vendee loans, certifi-
cates are issued pursuant to the Pooling
and Servicing Agreement (the
Agreement) among VA, the Master
Servicer, and the Trustee. On the clos-
ing date of the certificates, VA transfers
its entire interest in the related loans to
the Trustee for the benefit of the related
certificate holders pursuant to the
Agreement. Under the Agreement, the
Trust will issue certificates backed by
mortgage loans and installment con-
tracts. The Trust owns the mortgage
loans and other property described in
the offering and the Trust makes elec-
tions to treat certain of its assets as one
or more Real Estate Mortgage
Investment Conduits (REMIC) for U.S.
Federal income tax purposes. The cer-
tificates represent interests in the assets
of the Trust and are paid from the
Trust's assets. The certificates are issued
as part of a designated series that may
include one or more classes. VA guar-

antees that the investor will receive full

and timely distributions of the principal
and interest on the certificates, and that
guaranty is backed by the full faith and

credit of the Federal Government.

VA may terminate the Trust, causing the
early retirement of certificates, by pur-
chasing all of the Trust's assets on any
distribution date on or after the distri-
bution date on which the current aggre-
gate principal balance of all principal
certificates is less than 1 percent of the
original aggregate principal balance, or
if VA determines that the Trust's REMIC
status has been lost or a substantial risk
exists that such status will be lost. In the
event of termination, the certificate
holder will be entitled to receive pay-
ment for the full principal balance of
the certificates plus any accrued interest
and unpaid interest through the related
distribution date.

The Agreement requires the mortgage
loans to be serviced generally in com-
pliance with Fannie Mae and Freddie
Mac standards and consistent with
prudent residential mortgage loan
servicing standards generally accepted

in the servicing industry. For mortgage
loans sold during 2003 and 2004, serv-
icing is/will be performed by
Countrywide Home Loans, Inc. ("CHL"
or "Master Servicer"). The Master
Servicer is responsible for the perform-
ance of all of the servicing functions
under the Agreement. The Master
Servicer is entitled to be compensated
by receiving (1) a service fee of 0.2075
percent per annum payable monthly
and calculated by multiplying the
interest payment received by a frac-
tion, the numerator of which is 0.2075
percent and the denominator of which
is the mortgage interest rate on such
loan; (2) earnings on investment of
funds in the certificate account; and
(3) all incidental fees and other
charges paid by the borrowers and a
portion of the liquidation proceeds in
connection with the liquidated loans.

VA completed one sale during FY 2003
and four sales during FY 2002 totaling
approximately $283 million and $970
million of vendee loans, respectively.
The components of the vendee sales
are summarized in the tables below:

Lasin Sales
Years ended September 30,

Lasires Heoeivahde Sald
Ml Proesds From Sale

Lawss (Dvaind o Beocivalsles Sald

o |1 HH2

E . 4 47
2o 1007

5 i 1&] L (R

Outstanding Balance of Loan Sale Guarantees
All loans sold under the American Housing Trust (AHT VI through AHT XI) and the Vendee Mortgage (VMT 92-1 through 03-1) pro-
grams carry a full government guarantee. The outstanding balance for guaranteed loans sold is summarized in the table below:

Guaranteed Loans Sold
ws ol September b,

Outstanding Balance CGuaraniced Loans Sald, Sian of Year

Sl 1o chie Pgnilae

Fayments, Repaymints, amd Terminsions

Chutstanding Balance Guaranbeod Loans Sobd, Ead of Y ear

203 2iMp2

5 1406 £ 1.952
THA Ent
12,120} [1L516)

5 5509 5 Tl
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Liability for Loan Sale Guarantees (Post-1991)

VA reports the liability on the guarantee of loans sold under the Vendee Mortgage Trust and American Housing Trust programs,
subject to Credit Reform requirements. For these loans, the guaranteed loan sale liability represents the present value of the
estimated net cash flows to be paid by VA as a result of the guarantee. These sales contain two types of guarantees for which
VA pays net cash flow. VA guarantees that the principal and interest payment due on a loan sold will be paid by the 15th of
each month. If not paid by the borrower, VA allows the loan servicer to take funds from cash reserve accounts for the deficient
amount. VA also guarantees the loan against loss at foreclosure. VA will not buy back the loans but will pay off the loan loss
and foreclosure expenses. The subsidy rate for FY 2003 and FY 2002 is 5.06 and 5.05 percent, respectively. The liability for loan
sale guarantees as of September 30, 2003 and 2002 is $77 and $210 million.

Schedule for Reconciling Loan Sale Guarantee Liability Balances

Beginning Balance, Changes and Ending Balanoce Y 20 FY ZiMk2
Eeginming halunce of the linhiliny 5 20 5 IH}
Subsidy expense fir guaraniced bans dishursed during the
reporting yeurs by component:
Inperes] subaidy Gosis
Defiuli coss (mge of repovenies) 14 £ip
Fees and ather codlectinns
Oither subsidy cosls
Todul of the nhove subsidy expense components 14 44
Adjusrmenis;
Loan puaranice mosdlificution

Fees received
Inleres supplements paid
Foreclesed prospeny and lrans acyjuing

Claim payments b lenders 1149 21

Imierest accumulaticn on the lakalny balance 14 17

Oiher [ 33

Ending balance of the labilicy belore reestimales 236 ol
Subaidy ressmmales b componenl

[neres) pane resstmane 1500 15T

Techmical defauali recstimaie {1060 |

Toal of the above reesiinme conmpoienis {1593 (153,

Endeng balamee of e liakilicy a7 & 210

Liability for Loan Guarantees (Post-1991)

VA reports the liability on the guarantee of loans, subject to Credit Reform requirements. For these loans, the guaranteed loan
liability represents the present value of the estimated net cash flows to be paid by VA as a result of a defaulted loan guarantee.
VA guarantees the loan against loss at foreclosure for which VA pays net cash flow up to a legally specified maximum based on
the value of individual loans. VA will pay the lender the guarantee and foreclosure expenses. If an agreement can be made with
the veteran, VA may acquire the loan by refunding the lender for the loan. The FY 2003 and FY 2002 subsidy rate is 0.81 and
0.39 percent, respectively. The liability for loan guarantees as of September 30, 2003 and 2002 is $4,679 and $5,452 million.
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Schedule for Reconciling Loan Guarantee Liability Balances

Bepginning Balance, Changes and Ending Balance Iy ik FY ZiMi2
Bepinming balange of the liahiliny % 5452 § 5,027

Subsidy expense fir guarumieed beans dishursed during the
reporting yeurs by component:
Inperesl subsicly oosts B
Diefaul coss (et af reemvenics) 1577 242

Fees and ather collectinns i1.145 (T23)
Cither subsidy costs [ AT4)
Toaul of the uhave subsidy SE[ENEE COMMANENEs 532 145
Aljusrmacnts;
Livam gaaranice moslificuiiom - -
Fees received 549 524
Imierest supplements paic - -
Foneslesed propeny and loans soqubicd 184 50
Claim iy mEnts fs lenckers [EELN 1N
Imterest nccwmalation on the lohility balance 2R T
Ciher - -
Emding hulznee of the lizhility before reestimubes 557 5,622
Subsbdy recstmates by compoine
[nierest rane resstimale 47 {82
Technicalidelauli reesiimaie il 407 |RE)
Total of the above reestimate companenis iATE (170
Ending balanes of i labilicy 5 44670 § 5451

Administrative Expense
Administrative expense on direct and guaranteed loans for the years ended September 30, 2003 and 2002, was $168 and $165
million, respectively.

8. Inventories

Inveniories

as of September 30, 20 2oz
Hehld Tor Currem Salbe 5 B2 % 73
[Mher 1
Tulal Invenlories g 73 3 B2
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9. General Property, Plant and Equipment

Depreciation and amortization expense totaled $779 and $851 million in FY 2003 and FY 2002, respectively.

Greneral Property, Plant and Equlpment
as of Seplember M, 2003

Aocourmualstes]

Cst Depreciation Met Book Value

Land and Improvemems % 283 % (1 i 213

Bualdimgs 14, 54FT [ ] T HH

I-_qunfuncm; 3017 ] 1, X4

wher 1797 (L2 6

Waork in Progress The - TH
Tival Property, Plant, and

Figuipmeni 5 ) WiE £ R & IR E R

General Property, Flant and Eguoipment
as af September 30, 2002
Avcummnbuted

Cisl Depreciation MNet Book Value

Lamd ard lnproyemeims ] a4 3 (T 3 2l

Eusldings 14, 158 i 1750 T b

Equipment 2938 1184 1.254

[Kher 1,754 (SR ) TEH

Work in Progress T44 - T44
Tadtad Property, Flant, and

Eqgiipment 5 19,563 £ REIN & 11428

10. Liabilities Not Covered By Budgetary Resources

The total amount of VA liabilities not covered by budgetary resources was $959.6 billion and $853.8 billion as of
September 30, 2003 and 2002, respectively. The following table contains the components of the balance sheet liability:

Components of Unfunded Liabilities
ns ol !'i-l,'p-lq_'mhrr A,

23 20N
Workers' Compensation® 2. 730 % 2ns
Amnual Leave 1T L2
Tudgmsent Funad 528 65
Envirammaatil and Dispasal 51 271
Accounts Pavable — Caneeled Apprispriations i .|
Wererans Compersation and Bural U84 500 E40 200
I range SR Sk
Tustal R ) 5 252,704

= The: actarial esiamae for workers' compensation provided by IOL was consputed vsing
interesi raes of 384 percent For FY 2002 and 3,20 percent For FY 2002
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11. Federal Employee

and Veterans Benefits

Federal Employes Benefils

Imputed Expenses-Employee Bencfits

years ended Scptember 30,

Civil Service Eeliremen! Svsiem
Federal Emgloyees Health Benelies

Federal Employees Group Life Insurance

Taitsil Impsiided Expiensies-Emplinvee Benelits

Veterans Benefits

L[ Fiin2

% ER] | 5 257
fud | 576

2 2

i g % %34

Certain veterans who die or are disabled from military service-connected causes, as well as their dependents, receive compen-
sation benefits. Also, veterans are provided with burial flags, headstones/markers, and grave liners for burial in a VA national

cemetery or are provided a plot allowance for burial in a private cemetery. These benefits are provided in recognition of a vet-
eran’s military service and are recorded as a liability on the balance sheet.

Federal Employee and Yeterans Benefits Liahilities

as of September M,
FECA
Compensmion

Buriul

203 2002

. | =dE & 1,763
05| AN R45 .m0
1.2 3,400
PAnAEE 5 BNDGG3

Total Federal Employes amd Veterans Benetits Liabilitles %

VA provides certain veterans and/or
their dependents with pension bene-
fits, based on annual eligibility
reviews, if the veteran died or was
disabled from nonservice-connected
causes. The actuarial present value of
the future liability for pension bene-
fits is a non-exchange transaction
and is not required to be recorded
on the balance sheet. The projected
amount of future payments for pen-
sion benefits (presented for informa-
tional purposes only) as of
September 30, 2003 and 2002 was
$102.7 and $91.6 billion, respectively.

Assumptions Used to
Calculate the Veterans
Benefits Liability

Several significant actuarial assump-
tions were used in the valuation of

compensation, pension, and burial
benefits to calculate the present value
of the liability. A liability was recog-
nized for the projected benefit pay-
ments to: (1) those beneficiaries,
including veterans and survivors, cur-
rently receiving benefit payments; (2)
current veterans who will in the
future become beneficiaries of the
compensation and pension programs;
and (3) a proportional share of those
in active military service as of the val-
uation date who will become veterans
in the future. Future benefits pay-
ments to survivors of those veterans
in classes (1), (2), and (3) are also
incorporated into the projection.

All future benefits were discounted.
Discount rates were based on rates
for securities issued by Treasury on

September 30, 2003, ranging from
1.15 to 4.91 percent, and on
September 28, 2002, ranging from
1.53 to 4.75 percent. Benefit pay-
ments were assumed to occur at the
midpoint of the fiscal year.

All calculations were performed sep-
arately by attained age for the
Compensation and Pension pro-
grams, while the Burial liability was
calculated on an aggregate basis.

Life expectancies of beneficiaries col-
lecting benefits from the
Compensation and Pension pro-
grams were based upon studies of
mortality experience of those benefi-
ciaries between 1995 and 2003. Life
expectancies of veterans not yet col-
lecting these benefits used in the cal-
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culation of the liability for future ben-
eficiaries are based on mortality
derived from the 1990 U.S. decennial
census and beneficiary mortality
experience. Applying mortality
improvements at a rate of 1 percent
per annum brought both sets of mor-
tality rates forward. In addition, rates
of benefit termination of beneficiaries
due to reasons other than mortality
are also reflected.

The amount of benefits by category
and age were based on current
amounts being paid and future cost

of living adjustments (COLAs) to
determine the average benefits per
veteran for each future time period.
A COLA of 2.1 percent was assumed
for FY 2004. For fiscal years after
2003, COLAs have been determined
from OMB's estimates prepared in
conjunction with the Administration's
annual budget. Expected changes in
benefits due to other reasons were
also reflected.

Expected benefit payments have
been explicitly modeled for the next
75 years. This period is approximate-

ly the same as that used by the
Office of the Actuary of the Social
Security Administration (75 years).
However, unlike Social Security, esti-
mates of expected benefit payments
after this 70-year period were incor-
porated in the liability based on
extrapolations reflecting expected
aggregate experience by beneficiary
category between the years 65 and
70. The 2002 liability was not
changed to 75 years because the
change is deemed immaterial.

12. Environmental

and Disposal

VA had unfunded environmental
and disposal liabilities in the
amount of $375 million and $271
million for the years ended
September 30, 2003 and 2002,
respectively. The majority of the
unfunded liabilities involve
asbestos removal, lead abatement,
replacement of underground oil
and gasoline tanks, decommission-
ing of waste incinerators, and

decontamination of equipment
prior to disposal.

While some facilities have applied
prevailing state regulations that are
more stringent than Federal guide-
lines, the Occupational Safety and
Health Administration and
Environmental Protection Agency
regulations are the legal base
behind the majority of VA's envi-

ronmental and disposal liabilities.
Estimated liabilities for these proj-
ects are based on known contami-
nation that exists today and have
been computed by the facility engi-
neering staff based on similar proj-
ects already completed, or by
independent contractors providing
work estimates.
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13. Other Liabilities

Funded liabilities are generally considered to be current liabilities. Unfunded liabilities are generally considered to be non-cur-

rent liabilities.

Oither Intragovernmental Funded Liabilities
= ol H-upt-umhur M,

Deposil amd Chearing Accoumt Liubililees

Accrued Bxpenses - Federal

Dielerred Kevenue

Resoarces Pavahle i Trenswry

Custodiul Lisbilities®

Gieneral Fusd Beceipts Linhiliny

Averued VA Contributions lar Employee Benslus
Tatal Ohileer Intrigevermmental Funded Llahilites

M3 TN

5 Ty 5 (13
el 4

EEE3 2M

ETES 467
220 79

12 i)

2 41

5 4150 % 1674

* The Custosdial Liabilities Accoims imcludes sabsdy eestimates [or loans meade alier -":il.'-|.'ll.'-|l'||:ﬂ.'r Wy 10, whaeh are
subgect o the provisiens of the Credin Befoom Act of 1900, The liokiliy provision for future besses on credin refonm
guaranieed loans is comprised of a funded subsidy [or each loan guaranteed ol the rate egual tivothe amoust of the
presenl value of eslimaled loss (o e Governmend for the cohorts of loans. The subskly amount for each cohort 35
recstimated anmually b ensare ameunts rellect the seheal keses on guarssieed loans. Based onthe reesiimsicd
wivesunts, additional sabsidy Tumls are provigled Tor or eseess Dumds are relarned

Cther Intragoyvermmental Unfonded Liabilities
as of September 30,

Acemied FEC A Lialsilicy
Total (dther Intragovernmental Unfunded Linhilitics

Other Public Funded Linbilities
as of September 30,

Accmed Fanded Annanl Leave
Axcmucid Expeonscs

Avccmned Salarics and Benefics
Contract Holdbacks

DBeferred Revenuoe

L e mmid Coupyees

Drepisit and Clearing Acoount Liahility
L nearmed Premnnms

[ns=urunce Dividemds Lell om Deposal and Relaled Interesi Favable®

Dividernd Pavahle io Palicybobders
Capital Lewse Laabiliny
Tuital Criher Public Funded Liabilities

203 2oz
5 358 3 54
5 k] 3 B4k
2 Y 202
b n L 1
2,159 .95
420 s 2
1 17
1 L]
1 1
17 42
1= 124
1673 1.G536
254 T
a 27
&%  4n67H 5 =40

* Imterest earned om dividends kefi on deposit is paid annoally teinsurance pelicyholders on the

pelicy anmiversary dales,
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Other Public Unfunded Liabilitles

as of September 30,

Annual Leave®

Acconnts Favable from Cancellod Apprapriaiues

Judgmest Fand-Unfunded*®

Totad Ohiker Public Unfunded Liabilitics

2003 2ie2

5 1LET w2
(5] 4

518 23

5 1L6EL % 1LATI]

# Amnual bave is socrued when eamed and is sdjusied a1 the emd of the Nxscal vear 1o rellect current pay rales of
cumulative leave carned but nol tuken. Sick and vther types ol leave are oxpensed as taken.

=% The .|'I|l.|-3|1|l.'||l Fumd lability apmsant represemts the estimate [or future payements on legal eises il will be puxl by
the Tremiry Judgnen Fund on behall of VA,

14. Leases

VA has both capital and operating leases. The capital lease liability is $33 and $27 million as of September 30, 2003 and 2002,
respectively. Due to the number of operating leases and the decentralization of records, the future commitment for operating
leases is not known. VA's FY 2003 operating lease costs were $236 million for real property rentals and $67 million for equip-
ment rentals. The FY 2002 operating lease costs consisted of $206 million for real property rentals and $55 million for equip-
ment rental. The following chart represents VA's estimate for operating lease costs for the next 5 years, assuming a range of 2.5

to 2.9 percent yearly increase in cost.
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15. Insurance Programs

Through VA, the United States
Government administers five life
insurance programs and the
Veterans' Mortgage Life Insurance
program for certain totally disabled
veterans. VA supervises the
Servicemembers’ Group Life
Insurance (SGLI) and the Veterans’
Group Life Insurance (VGLI) pro-
grams, which provide life insurance

coverage to members of the uni-
formed armed services, reservists
and post-Vietnam veterans. United
State Code, Title 38, requires that the
Life Insurance programs invest in
Treasury securities.

Administered Programs
The United States Government Life
Insurance (USGLI) program was the

Government's first venture into life
insurance. During World War |, the
U.S. provided Marine Insurance to
protect the interests of ship owners
and merchants who were providing
supplies to the allies in Europe.
USGLI was the natural outgrowth of
this Marine Insurance. The program
was established to meet the needs of
World War | veterans, but remained
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open to servicemembers and veter-
ans with service before October 8,
1940. The Government became a
self-insurer because private insur-
ance companies were unwilling to
assume the unpredictable risks asso-
ciated with war. By establishing this
program, Congress intended to avoid
the financial burden imposed on the
Government by the pension pro-
grams that were established after
previous wars. The Government
became the largest life insurer in the
United States with the coverage pro-
vided by this program.

The National Service Life Insurance
(NSLI) program covers policyholders
who served during World War II. The
program opened October 8, 1940,
when it became clear that large-scale
military inductions were imminent.
Over 22 million policies were issued
under the NSLI program. The majori-
ty of policies VA administers directly
are NSLI policies. This program
remained open until April 25, 1951,
when two new programs were estab-
lished for Korean War servicemem-
bers and veterans.

The Veterans’ Special Life Insurance
(VSLI) program was established in
1951 to meet the insurance needs of
veterans who served during the
Korean Conflict, and the post-Korean
period through January 1, 1957.
During this period, all servicemem-
bers on active duty were covered for
$10,000, at no cost, under a program
known as Servicemen’s Indemnity.
They remained covered for 120 days
after their discharge. The VSLI pro-
gram allowed these newly dis-
charged servicemembers to apply for
$10,000 of contract term insurance.
Application had to be made during
the 120-day period during which they
remained covered by Servicemen’s
Indemnity. It was during this period
that representatives of the commer-

cial insurance industry began a major
lobbying effort to get the
Government out of the insurance
business because the programs were
viewed as competition. As a result,
the VSLI program was closed to new
issues at the end of 1956, and cover-
age for individuals in the uniformed
services was terminated.
Approximately 800,000 VSLI policies
were issued between 1951 and 1957.

In addition to VSLI coverage, which
was provided to healthy veterans, the
Insurance Act of 1951 also estab-
lished the Service-Disabled Veterans
Insurance (S-DVI) program for veter-
ans with service-connected disabili-
ties. S-DVI is open to veterans
separated from the service on or
after April 25, 1951, who receive a
service-connected disability rating.
New policies are still being issued
under this program.

In 1964, Congress enacted legislation
providing for a limited reopening of
NSLI and VSLI, and the Veterans’
Reopened Insurance (VRI) program
was established. Beginning May 1,
1965, veterans who had been eligible
to obtain insurance between October
8, 1940, and January 1, 1957, could
once again apply for government life
insurance. They had one year to apply
for this "reopened" insurance, which
was available only to disabled veter-
ans. Approximately 228,000 VRI poli-
cies were issued. No term insurance
policies were issued in this program.

The Veterans' Mortgage Life
Insurance (VMLI) program began in
1971, and is designed to provide
financial protection to cover eligible
veterans' home mortgages in the
event of death. VMLI is issued to
those severely disabled veterans who
have received grants for specially
adapted housing from VA. These
grants are issued to veterans whose

movement is substantially impaired
because of their disability. The maxi-
mum amount of VMLI allowed an eli-
gible veteran is $90,000. The insurance
is payable if the veteran dies before
the mortgage is paid off and is
payable only to the mortgage lender.

Supervised Insurance
Programs

The Servicemembers' Group Life
Insurance (SGLI) program was estab-
lished in 1965 for Vietnam-era ser-
vicemembers. SGLI is supervised by
VA and is administered by the Office
of Servicemembers' Group Life
Insurance (OSGLI) under terms of a
group insurance contract. This pro-
gram provides low-cost term insur-
ance protection to servicemembers.

In 1974, the Veterans' Group Life
Insurance (VGLI) program became
available. VGLI, like SGLI, is super-
vised by VA, but is administered by
the OSGLI. VGLI provides for the con-
version of SGLI coverage to lifetime
term insurance protection after a ser-
vicemember’s separation from service.

Public Insurance Carriers

VA supervises the administration of
the SGLI and VGLI programs.
Prudential Insurance Company of
America (Prudential) provides insur-
ance coverage directly for the SGLI
and VGLI programs. VA has entered
into a group policy with Prudential
whereby Prudential and its reinsurers
provide servicemembers and veter-
ans coverage in multiples of $10,000
up to a maximum of $250,000. The
basic SGLI coverage is provided to
those members on active duty in the
Army, Navy, Air Force, Marine Corps,
Coast Guard, commissioned mem-
bers of the Public Health Service and
the National Oceanic and
Atmospheric Administration. The
Ready Reserve is also insured by
SGLI, and includes reservists and
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members of the National Guard who
are assigned to a unit or position in
which they may be required to per-
form active duty or active duty for
training. The VGLI coverage is com-
prised of separated and retired active
duty members and reservists covered
under Basic SGLI.

The Veterans' Opportunities Act of
2001 extended life insurance cover-
age to spouses and children of mem-
bers insured under the SGLI program,
effective November 1, 2001. For a
spouse, up to $100,000 of coverage
can be purchased in increments of
$10,000, not to exceed the amount of
the servicemember’s coverage. Each
dependent child of every active duty
servicemember or reservist insured
under SGLI is automatically insured
for $10,000 free of charge.

Premiums for the SGLI and VGLI pro-
grams are set by mutual agreement
between VA and Prudential. SGLI
premiums for active duty personnel
and their spouses are deducted from
the servicemember’s pay by the
Armed Services components through
the Department of Defense (DoD).
DoD, through the Defense Finance

and Accounting Service (DFAS),
remits collected premiums to VA,
which are then transmitted to
Prudential. Prudential records the
premiums and maintains investments
in their accounting records separate
and independent from the VA report-
ing entity. VA monitors Prudential’s
insurance reserve balances to deter-
mine their adequacy and may
increase or decrease the amounts
retained by Prudential for contin-
gency purposes. The reserves for the
contingent liabilities are recorded in
Prudential’s accounting records and
are not reflected in the VA reporting
entity, because the risk of loss on
these programs is assumed by
Prudential and its reinsurers through
the terms and conditions of the

group policy.

Effective January 1, 1970, the
Secretary of Veterans Affairs deter-
mined the costs that are traceable to
the extra hazards of duty in the uni-
formed services, on the basis of the
excess mortality incurred by mem-
bers and former members of the uni-
formed armed services insured
under SGLI, above what their mortal-
ity would have been under peace-

time conditions. The Secretary is
authorized to make adjustments
regarding contributions from pay
appropriations as may be indicated
from actual experience.

Reserve Liabilities

The insurance reserves for adminis-
tered programs are reported as liabil-
ities covered by budgetary resources,
while part of the S-DVI and Veterans
Insurance and Indemnities reserves
are reported as liabilities not covered
by budgetary resources. Reserves for
SGLI and VGLI are maintained in
Prudential’s financial records since
the risk of loss is assumed by
Prudential. Actuarial reserve liabilities
for the administered life insurance
programs are based on the mortality
and interest assumptions at time of
issue. These assumptions vary by
fund, type of policy and type of ben-
efit. The interest assumptions range
from 2.25 to 5.0 percent. The mortal-
ity assumptions include the American
Experience Table, the 1941
Commissioners Standard Ordinary
(CSO) Table, 1958 CSO Basic Table
and the 1980 CSO Basic Table.

Insurance Liability (Reserve) Balances
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Insurance In-Force

The amount of insurance in-force is the total face amount of life insurance coverage provided by each administered and super-
vised program as of the end of the fiscal year. It includes any paid-up additional coverage provided under these policies.
Prudential and its reinsurers provided coverage to 5,901,345 and 5,910,381 insured for a face value of $725.8 billion and $728.3
billion as of September 30, 2003 and 2002, respectively. The face value of the insurance provided by Prudential and its reinsur-
ers represents 97.4 and 97.3 percent of the total insurance in-force as of September 30, 2003 and 2002, respectively. The num-
ber of policies represents the number of active policies remaining in the program as of the end of each fiscal year.

ZiMh 20H% 23 200
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Tistal Superyised 5,901,345 5.810,381 5T25.A32 370,258
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Policy Dividends

The Secretary of VA determines annu-
ally the excess funds available for divi-
dend payment. Dividends are based
on an actuarial analysis of the individ-
ual programs at the end of the preced-
ing calendar year. Dividends are
dedared on a calendar year basis and
paid on policy anniversary dates.
Policyholders can elect to: (1) receive
a cash payment; (2) prepay premi-
ums; (3) repay loans; (4) purchase
paid-up insurance or (5) deposit the
amount in an interest-bearing account.
A provision for dividends is charged to

operations, and an insurance dividend
is established when gains to opera-
tions are realized in excess of those
essential to maintain solvency of the
insurance programs. Policy dividends
for fiscal years 2003 and 2002 were
$551 and $604 million, respectively.

Sale of Prudential Stock

On December 18, 2001, Prudential
completed its conversion from a
mutual company to a stock company.
As policyholder of the SGLI and VGLI
programs, VA received 369,177 shares
of Prudential stock. VA plans to liqui-

date these shares in six sales over a
three-year period, starting in 2003.
As of fiscal year end, VA has liquidat-
ed 123,000 shares of stock in two
sales, which occurred in April and
September of 2003. Proceeds of
$4,142,360 from the sales have been
deposited into the SGLI Contingency
Reserve, which is held for VA by
Prudential in an interest-bearing
account. This guarantees that the
monies will be used for the benefit of
the servicemembers and veterans
who are the intended recipients of
these life insurance programs.

16. Contingencies

VA is a party in various administrative
proceedings, legal actions, and tort
claims arising from various sources
including: disputes with contractors,
challenges to compensation and
education award decisions, loan
guaranty indemnity debt cases, and
allegations of medical malpractice.
Certain legal matters to which VA may
be a named party are administered
and, in some instances, litigated by the
Department of Justice. Generally,
amounts (more than $2,500 for
Federal Tort Claims Act cases) to be

paid under any decision, settlement,
or award are funded from the
Judgment Fund, which is maintained
by Treasury. Of the amounts paid from
the Judgment Fund, malpractice cases
claimed 84 percent in FY 2003 and 77
percent in FY 2002. Contract dispute
payments for FY 2003 and FY 2002
were $5.9 and $11.0 million,
respectively.

VA has recorded a liability for pending
legal claims that are estimated to be
paid by the Judgment Fund. This

liability is established for all pending
claims whether reimbursement is
required or not. This liability was $528
million for FY 2003 and $625 million
for FY 2002. There were 11 contract
and personnel law cases with claimed
amounts totaling $125.3 million where
there was at least a reasonable
possibility that a loss may occur. VA is
also required to record an operating
expense and imputed financing source
for the Judgment Fund's pending
claims and settlements. Judgment
Fund accounting is shown below:

Judgment Fuomd

For the Years Ended Seplember)

Fiscul Year Scnlement Paymemts
Less Contract Dispute Faymonts

Impaned Financing-Faid by (Mher B
Imereuse (Decrense ) in Liability Do

Operating Fxpense | Revenue|

i, e || JiW2
5 ;! 5 1RE

1fx) {11}
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O ETR {57} 157
5 {11} 5 277

It is the opinion of VA's management
that resolution of pending legal
actions as of September 30, 2003 will
not materially affect VA's operations

or financial position when
consideration is given to the
availability of the Judgment Fund
appropriation to pay some court-

settled legal cases. Fiscal year 2003
settlement payments were $92
million.
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The amount of unobligated and
obligated authority relating to
appropriations cancelled on
September 30, 2003 and 2002 was
$20.5 million and $111.3 million,
respectively. Any payments due that
may arise relating to cancelled
appropriations will be paid out of the
current year's appropriations in
accordance with the provisions of the
Expired Funds Control Act of 1990.

VA provides medical care to veterans
on an "as available" basis, subject to
the limits of the annual
appropriations. In accordance with

38 CFR 1736 (c), VA's Secretary
makes an annual enrollment decision
that defines the veterans, by priority,
who will be treated for that fiscal
year subject to change based on
funds appropriated, estimated
collections, usage, the severity index
of enrolled veterans, and changes in
cost. While VA expects to continue to
provide medical care to veterans in
future years, an estimate of this
amount cannot be reasonably made.
Accordingly, VA recognizes the
medical care expenses in the period
the medical care services are
provided. For the time period 2000~

2003, the average medical care cost
per year was $21.2 billion.

Under 38 U.S.C. 8161, ef seq., VA may
enter into long-term (up to 75 years)
leases of VA property in return for in-
kind consideration including goods,
services, or building space beneficial
to VA's mission. As of 9/30/03, VA
has entered into 30 enhanced-use
lease agreements. Six of the projects
use independent trusts, not funded
by VA, to pay for capital and other
improvements under the lease
agreements.

17. Exchange Transactions

Exchange Revenues

VHA has legislated exceptions to the
requirement to recover the full cost
to the Federal Government of provid-
ing services, resources, or goods for
sale. Under "enhanced sharing
authority," VHA facilities may enter
into arrangements that are in the
best interest of the Federal
Government. In FY 2002, randomly
selected VA medical centers were
reviewed by the Financial and
Systems Quality Assurance Service to
determine the facility’s compliance
with Statement of Federal Financial
Accounting Standards No. 7 and the
Chief Financial Officers Act of 1990.

VA's Loan Guaranty Program collects
rental fees on a small number of
properties during the period when
the property is titled to VA.

NCA leases lodges at 11 cemeteries
to not-for-profit groups for no fee.
The not-for-profit groups are
required to provide the upkeep on

the lodges and pay the costs for utili-
ties, insurance, minor repairs and
maintenance and any other costs
associated with the lodges, and NCA
pays for major repairs at these facili-
ties. NCA also has four agricultural
leases with private companies/indi-
viduals. NCA leases land for growing
crops and, on certain leases, receives
various services in exchange from the
lessee, such as brush cutting and
removal services, backfilling and
grading of roads, and welding servic-
es. In addition, NCA received fees for
motion picture filming performed at
three cemeteries.

Exchange Transactions with
Public

Exchange transactions with the public
occur when prices are set by law or
executive order and are not based on
full cost or on market price. VA's
Medical Care Collections Fund,
"Conforming Amendments,"

changed the language of specific sec-
tions of 38 USC Chapter 17 to substi-

tute "reasonable charges" for "rea-
sonable cost." The VHA Chief
Financial Officer (CFO) is responsible
for implementing and maintaining
these reasonable charges for billing
third-party payers for services provid-
ed to insured veterans for treatment
of nonservice-connected conditions.

Reasonable charges are used to bill
for reimbursable health insurance,
non-Federal workers’ compensation
and no-fault or uninsured motorists
insurance cases. Reasonable charges
are based on provider charges in the
market area of each VA facility. The
lesser of VA-billed charges or their
usual customary and reasonable pay-
ment to other providers will be paid.

Cost-based per diems are calculated
annually to produce tort rates used
to bill for tort fees or, workers’ com-
pensation (other than Federal),
humanitarian emergency, ineligible
patient, VA employee, family mem-
ber, allied beneficiary, no fault or
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uninsured motorist’s insurance, or
reimbursable insurance cases. These
per diem costs are derived primarily
from cost and workload data from a
national cost allocation report (Cost
Distribution Report).

VA is required to collect a co-pay-
ment of $7 from veterans for treat-
ment of a nonservice-connected
condition for each 30-day supply of
medication furnished on an outpa-
tient basis. This fee does not cover
the cost of the medications in the
vast majority of cases.

VA's Loan Guaranty Program col-
lects certain fees that are set by law.
The loan guarantee funding fees
collected for FY 2003 were $634
million and for FY 2002 were $523
million. The loan guarantee lender
participation fees collected for FY
2003 were $1.9 million and for FY
2002 were $1.6 million.

Intragovernmental Exchange
Transactions

This section discloses intragovern-
mental exchange transactions in
which VA provides goods or services
at a price less than the full cost, or
does not charge a price at all, with
explanations for disparities between
the billing and full cost.

VA and DoD have authority to enter
into agreements and contracts for the
mutual use or exchange of use of
hospital and domiciliary facilities and
other resources. The providing
agency shall be reimbursed for the
cost of the health care resources
based on the methodology agreed to
by VA and DoD. Facility directors
have the flexibility to consider local
conditions and needs and the actual
costs of providing the services. VA's
General Counsel has determined that
full cost recovery is not mandated.
VHA captures the total amount of
reimbursements received under DoD

sharing agreements, but the total
amount billed below full cost is not
readily available. VHA is in the
process of developing mechanisms to
report this information in the future.
VBA collects funding from DoD in
order to administer certain education
programs. DoD transferred $266.7
million during the year for the Post-
Vietnam Era Education Assistance
Program, Reinstated Entitlements
Program for Survivors and the New
Gl Bill for Veterans.

When VA furnishes medical care or
services for beneficiaries of other
Federal agencies, and that care or
service is not covered by an applica-
ble local sharing agreement, the
billing rates used are determined and
published annually by the VHA CFO.
Similar to the tort rates, interagency
billing rates are determined from
cost and workload data in the Cost
Distribution Report.
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18. Net Cost of Veterans Affairs Programs

All of VA's net program costs are part of the 700 budget functional classification (Veterans Benefits and Services).

Schedube of Net Program Cost
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Schedule of Met Program Cost

Fasr Ulse Vear i i i
Fadad :
Sepplember 5,
ez 3
{Dnlkars in i E i
Millings) r EQ

Nledical
Edwcankn

Medical

Kesearch

Cumspsraria linin
Fpmsinn
Fdma

Y catianal
Hehah

linarance
Bear il
aii=Program

Totl

Prodection Casls i i

Iragesernmsalal
1 owin -
Lans Exrned : :
LT L (434
Sl

Irarazavernmsrmial
Prosluciion {osts

o5 E5 7

5 s 05 63 5 3478
2.0

[WEE

Pabdic Caste

Lrin Emrmed
Heveimes

St P hile
Prsdiciion st

T

3,317

Z114A]

2578

ALY

= 1 e b

Coali

Harmidein Waste i
Llmap-ap | I:

1
1
]
i i
E 4

Taisd wei Cowd &l | I |
igeratbain Pog el § o4

4 any

S I

£ st g amEn w8 a4

o [T R

19. Disclosures Related to the Statements of
Budgetary Resources

Apporiionment calegories of obligations incurred
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Borrowing Authority

Loan Guaranty had borrowing
authority of $1.3 billion and $3.8 bil-
lion as of September 30, 2003, and
2002, respectively. The Vocational
Rehabilitation Program had borrow-
ing authority of $3.5 and $2.8 million
as of September 30, 2003 and 2002,
for making direct loans. Loan

Guaranty borrowing is repaid to
Treasury through the proceeds of
portfolio loan collections, funding
fees, and the sale of loans to Vinnie
MAC trusts. The Vocational
Rehabilitation loans generally had
duration of 1 year, and repayment

was made from offsetting collections.

Adjustments to Budgetary
Resources

During the reporting period, adjust-
ments to budgetary resources available
at the beginning of the year included
VA appropriations that were subjected
to a rescission that totaled $16 million.
Various VA program accounts received
a cut in discretionary budget authority.
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Permanent Indefinite
Appropriations

VA has three permanent and indefi-
nite appropriations. The Veterans
Housing Benefit Program Fund covers
all estimated subsidy costs arising
from post-1991 loan obligations for
veterans housing benefits. The Fund's
objective is to encourage and facilitate
the extension of favorable credit terms
by private lenders to veterans for the
purchase, construction, or improve-
ment of homes to be occupied by vet-
erans and their families. The Loan
Guarantee Revolving Fund is a liqui-
dating account that contains all of VA's
pre-credit reform direct and guaran-
teed loans. It also holds fund balances
received from reimbursements from
financing accounts for loan modifica-
tions and rentals of foreclosed proper-
ties not yet transferred to financing
accounts. The Native American Direct
Loan Account was established to
cover all subsidy costs arising from
direct loan obligations related to a vet-
eran's purchase, construction, or ren-
ovation of a dwelling on trust land.

Use of Unobligated Balances
of Budget Authority

Available unobligated balances on the
Statement of Budgetary Resources are
composed of current fiscal year appor-
tioned funds for annual, multi-year,
and no-year appropriations from
Congress as well as revolving and trust
funds. Other balances not available are
composed of expired appropriation
unobligated amounts, which generally
are not available for new obligations,
but can be used to increase existing
obligations under certain circum-
stances. This amount also includes
unobligated funds that were not appor-
tioned by OMB for FY 2002 use.

Unobligated VA funds are available
for uses defined in VA's FY 2002
Appropriation Law (PL. 108-7). These
purposes include: veterans medical
care, research, education, construc-
tion and maintenance of VA build-
ings, veterans and dependents
benefits, veterans life insurance, loan
guaranty programs, veterans burial
benefits, and administrative func-
tions. Various obligation limitations

are imposed on individual VA appro-
priations. Examples include travel
obligation limitations and limitation
of the use of medical care multi-year
funds to object classes for equip-
ment, structures, and land.

Explanation of Differences
Between Statement of
Budgetary Resources and the
Budget

As a result of an analysis of aged obli-
gations, obligations were reduced by
$90 million on the Statements of
Budgetary Resources for both FY
2003 and FY 2002. These adjustments
were not reflected in the FACTS Il
data used to prepare the President’s
Budget. No other differences were
identified as of the preparation date
of the financial statements.

Contributed Capital

The amount of contributed capital
received during the fiscal year con-
sisted of donations in the amount of
$42 million to the General Post Fund
and $0.8 million to the National
Cemetery Gift Fund.

20. Disclosures Rg¢

rlated to the Statem!

ents of Financing

The Statement of Financing section
"Costs That Do Not Require
Resources in the Current Period"
includes only the fiscal year increases

in liabilities not covered by budgetary
resources. For existing liabilities,
there will always be a difference
between this section and the value of

liabilities not covered by budgetary
resources disclosed in Note 10 and
included in the liabilities section of
the Balance Sheet.

21. Dedicated Col

llections

In the Federal Government, dedicated
collections are accounted for in trust
funds and special funds. The term
"trust funds" as used in this report

and in Federal budget accounting is
frequently misunderstood. In the

private sector, "trust" refers to funds
of one party held by a second party

(the trustee) in a fiduciary capacity. In
the Federal budget, the term "trust
fund" means only that the law
requires that funds be accounted for
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separately, used only for specified
purposes and that the account be
designated as a "trust fund."

A change in law may change the
future receipts and the terms under
which the fund's resources are spent.
The "trust fund assets" represent all
sources of receipts and amounts due
the trust fund regardless of source.
This includes "related governmental
transactions," which are transactions
between two different entities within
the Federal Government. The
"Investments with Treasury" assets

are comprised of investments in
Federal debt securities and related
accrued interest. These securities will
require redemption if a fund’s
disbursements exceed its receipts.
Unless specifically provided for by
law, trust funds may only place excess
funds in Federally backed investments

(e.g., Federal debt securities).

The table below summarizes the
name, type, and purpose of the

funds within VA that receive

dedicated collections. All of the funds
listed use the accrual basis of
accounting. However, collections are

reported as actually received in
accordance with OMB Circular A-34.
The insurance funds listed also
adhere to the requirements of FASB
No. 120, "Accounting and Reporting
by Mutual Life Insurance Enterprise,"
and issue a separate annual report.
All of the funds generally receive
authority to use current year
contributions as well as a portion of
previously contributed amounts.

donation

IF v Treasury Financing

Fuud Manms Ty Svimbaol Anithority P o] of Fund RIS
Medical Care Special 5287 PL. 1055 | Acewmwldies Public, primarily
Callections Fund 111 St d65 | recoversef from ihind insurance curriers.

parties angd palient oo-

|=-u}||xn|T
Health Service Special Joa 5358 PL 106117 | Sccumuljies Publ,
Inprovensent Fond 113 S 1361 | recovenich fnom

enhanesd|use leases

and putient cis

pu'-.'m-:nlyI
Escrowed Funeds For [repasil Shahl )@ 10 STAT Reczives lp.l_-.ll'rr:nh Puhlic, universities,
Shared Medical 1974 [rom public compagies | pharmaceulicals &
Equipment Marchases imvulved n poinl viher medical

piarchused of medical G gan beations

Ui
Fer=somal Funds of [Diepseil 20 AWITSLC, Temmpsoi :|Ji|.:| Pilels Publie, praticas
Paticnis (X ) Tumels.
Emploves Alldtments | Deposp ShutdS0 CY L B Temparagily belals Emgloyess
rlﬂ"'rlri'_nlﬂ Haonds J0s Tiimscl s,
Cempebery Gt Fund T Shal 120 WSO, Beceives dopation: for | Publi dopoes

| (BT wELETERN CEIMEIETies.

Matlonal Service Life | Toea L] WINsLC, Ageumalanes FPubli:, veterans
Insurance Fund T2 ey Wr insure

veberans gl WWIL
Pasd-Vietmim Fra Trssr WwHl 53 W50, Subsiclizos the cost of Weterans, Dhall,
Edscation Assisimnce 1522 cdwcation i veicmns,
Frogriam
L& (rirveErnmeenl Trast LM 50 LT I Premiwmg insare WWI | Public, veserans,
Life I msurumce T55 VEECTERNS.
Veteruns Special Lile | Tt hBd55 MUSLC Fremivms imsure Puhlic, vetcrans.
Insurance Fund T231 K.orcan conflict

T -228 wikorans without

Service-rgbated

disabvilitigs.
Ceiriwieral Post Fum. Trissr Bl I &0 L R Recsivies frestriensd Puhblse, iy
Mational Himes 1k -228 and umresricied use VERETANG.
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The following tables provide condensed information on assets, liabilities, fund balances, net costs, and changes in fund balances:

For the year ended 2003
Fund Symiusl
Assefs

Fumel balamce with Treasary

Investments with Treusairy
(mher Asesis

Tutal Asscts

Lkahilithes:
Fayubles 1o Beneliciaries
(her Liakihines

Taotal Liwhilities
MNet Posithon:
Cumulative Resulis

Tuital Liatdlities & Mot Position

For the vear ended
September M, 2003
Fund Symibaol
Revenmes:
Exchange - Federal
Exchange - Public
Mon-Exchange - Foderal
Muon-Exchange - Puhlhe
Total Hevenues

Fpensis:

Program Expenses
Tolal Expenses
Met Chomge from Cperations
Beginning Xe1 Position
Taotal Finincing Samerces
Change in Accounting Policy
Mel Cost off Oiperalions
Ending Equity

SIRT 535K 6020 132 R13% RIS0 R455  RI80 Total

5 86 S 54% 3% SR S48 & $X S M9
; S 44 11A4MK 4 3T 186 6% 15436
; 48% 100 r 504 It ] (e L 1,311
: A 13F 4% 12003 T8 mE | 9 Y 14,5996
T T Y [} 2 g 145
: R B : 55 19m T o1am3
b 4 4% 11,74 i %190 T 13,754

ACEF '.".r§ z: (i) £l 1,234

§ sms1a2 s4isi2my s s wsi0m § sy s s

5287 5358 K132 HI33 SIS0 8455 sise Total
S (19 5 4% TME S < 54 8 1425 4 5 97
LI M 5 I 7% I LEM
4G 44T 1,280 I £ N7 27
5 . ¥ £ 14 M 1630
55 17 1,299 4 £ I8 3 163l
Qi |0k 327 80 x Tin 1372
(1072 (402 I ; 4 : R (1,430
73 4 {19 {3 g (L 3% 1.105
£ 6% LOlEE 5 e 5 T £ X & f & A % 1,2%

FY 2003 Performance and Accountability Report

133



Required Supplementary

Stewardship Information

1. Heritage Assets

Heritage assets are properties that possess one or more of the following characteristics: historical or natural significance;
cultural; educational or aesthetic value or significant architectural characteristics. The monetary value of heritage assets is often
not estimable or relevant. By nature they are expected to be maintained in perpetuity.

VA has properties at medical centers and national cemeteries that meet the criteria for a heritage asset. During the reporting
period, all maintenance expenses were recorded as incurred. Heritage assets are reported in terms of physical units. Generally,
additions to VA's Heritage Asset inventory result from field station surveys, which identify items such as new collections or
newly designated assets. ltems are generally donated or existing VA assets designated as heritage. Most heritage assets are
used for mission purpose and maintained in working order. Remaining items are mothballed.

Herltage Assets in Undts

As ol Seplember 3, 2y el | 11
Art Codlections M LE]
Hailldimgs and Structures LRI 1,820
MosumemsHistoric Flag Poles il 243
Dther Bon-5rociome 1bems Tl 71
Archaeslogical 11 11
Cemeieries 157 157
Tadal Heritage Assels in Units 34683 2,337

2. Non-Federal Physical Property

The VA Extended Care Facilities Grant Program assists states in acquiring facilities to provide domiciliary or nursing home care
to veterans, and to expand, remodel, or alter existing buildings to provide domiciliary, nursing home, or hospital care to
veterans in state homes. Currently, these grants may not exceed 65 percent of the total project cost.

VA's State Cemetery Grants Program is authorized to pay up to 100 percent of the cost of constructing and equipping state
veterans cemeteries. States provide the land and agree to operate the cemeteries.

Cirant Program Costs

For the years 20003 20002
Sinte Fxtended Cnre Facilitiss 3 121 % o
Sinie YVeterins Comelorics Ll i
Todal Cirant Program Cosls k3 151 % 124
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3. Human Capital

Investment in human capital comprises those expenses for education and training programs for the general public that are
intended to increase or maintain national economic productive capacity. It does not include expenses for internal Federal edu-
cation and training of civilian employees. Educational programs assist active duty and reservist veterans, eligible under the
MGIB or the Veterans Educational Assistance Program, as well as dependents of veterans who died of service-connected dis-
abilities or whose service-connected disabilities were rated permanent and total. The Vocational Rehabilitation Program pro-
vides veterans, having a 10 percent or greater service-connected disability rating with evaluation services, counseling, and
training necessary to assist them in becoming employable and maintaining employment to the extent possible.

Yeleruns and Dependents Education

For the Years Ended September 30 2(M)3 20Hp2
Program Expenses
Education and Training-Dependents of Veieruns 5 by £ 2
Woeational Rehabilistion and Edusation Asskstance 2,Mp 1804
Adiminisranive Frogeam Cosis 228 22X
Total Program Expenses 5 IR03 5 1357
Program Ouipuis (Participants)
Dependent Education el SHZ 53.HEK
Veterans Fehabilitalion T1.549 59634

Y ederans Education 400}, 280 FT75.003

4. Health Professions Education

Title 38 U.S.C. mandates that VA assist in the training of health professionals for its own needs and for those of the Nation. By
means of its partnerships with affiliated academic institutions, VA conducts the largest education and training effort for health
professionals in the Nation. Each year, approximately 80,000 medical and other students receive some or all of their clinical
training in VA facilities through affiliations with over 1,200 educational institutions including 107 medical schools. Many of these
trainees have their health professional degrees and contribute substantially to VA's ability to deliver cost-effective and high-
quality patient care during their advanced clinical training at VA.

Healih Professions Education
For the Years Ended Septembeer 30, HHE3 et | [

Program Expenses

Physician Eesidents and Felkvas b g 5 K3
Assocised Healih Besidents and Studems il 46
Instructional and Administrative Suppon M7 Mo
Total PFrogram Expenses 5 Eil & TTE
Frogram Ouipuis
Health Professions Rotating Throagh W A; Essimaned Actual
Physician Kesidents and Felbows 2E A0 ZH G
Medical Snsdems L L] 15,982
Mursikg Students 17 A 17,248
Azsociated Health Residents amd Studengs 1 540K 14,8165
Total Priggram Cutcomes T, 00 T, 042
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5. Research and Development

Investments in research and development (R&D) comprise those expenses for basic research, applied research, and development
that are intended to increase or maintain national economic productive capacity or yield other benefits. For FY 2003, VA's R&D
general goal related to stewardship was to ensure that VA medical research programs met the needs of the veteran population
and contributed to the Nation’s knowledge about disease and disability. Target levels were established for the: (1) percent of
funded research projects relevant to VA's health-care mission in designated research areas and (2) number of research and
development projects. Strategies were developed in order to ensure that performance targets would be achieved. In addition,
VHA researchers received grants from the National Institutes of Health in the amount of $391 million and $265 million in other
grants during FY 2003. These grants were given directly to the researchers and are not considered part of the VA entity. They are
being disclosed here as Required Supplementary Stewardship Information, but are not accounted for in the financial statements.

Program Fxpense
For the Year ended September

i, 20003
Basic Applied Development Tkl
Medical Rescarch Service £ 141 % AT 5 221.7
Behabilitative Research and
Developmenl il TS5 L3 0.8
Healih Services Rescarch and
Development Gl.4 615
Cooperutive Siudies Rescarch
Service n 27
Medscal Rescarch Suppor 40249 4029
Proathen: Bessanch Support 4.7 4.7
Todal Frogram Expenses $ 1441 5 BM3 & ol 68T

Program Expense
For the Year ended September

b, Wiz
Basic Applied Development Total
Medical Research Service £F 1M 5 o0 ] 2K
Relsabilinative Research amd
Develapment 3 2 15 42
Health Services Besearch and
Dievelopment 52 Al
Crooperative Studies Bewarch
Servies 26 26
Medical Research Support ETH) n
Prosthetic Reseanch Suppon 4 4
Todsl Propram Expenses L 142 § 551 % 15 -] T

Research and Development Mensures- A clual

Year ended September 30, 0003 20002

Percenl of Funded Rescarch Progects Bolevind e W A's
Health-Care Mission Q565 LEE
Mumber of Research amd Development Projects 2473 2133
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Required Supplementary

Information

1. Deferred Maintenance
Deferred maintenance is classified as not performed when it should have been or as scheduled but delayed to a future period.
It is VA policy to ensure that medical equipment and critical facility equipment systems are maintained and managed in a safe

and effective manner; therefore, deferred maintenance is not applicable to them.

VA facilities reported their cost estimates for deferred maintenance by utilizing either the Condition Assessment Survey or the
Total Life-Cycle Cost Method.

Deferred Muainfenance

As of September 30, 2H)3 2iM2
Cencral PP&E & 1,433 5 I.kk5
Hemluge Asssls 3o 7
Total Deferred Malmtenancs % 1,463 5 LikE2

Balances with Other Federal Entities

Intragovernmental Asseis
a5 of September M), 2063

Fund Balance Accounts
Trading Partners with Treasury  Investments  Heceivable Other Assets
Treasury 3 17,7495 5 13,5410 3 - 3 T
Dl - Delense Apencics o7
All Ciber G B
Total Intragovernmental Assets 5 17,7495 5 13541 § 1w % Uy
Intragovernmental Liabilities
as of Seplember 20, 20403

Accounts

Trading Pariners Payvable e bt Dither
Treasury 5 KL 5 b s 2348
Cither x 1,158
Tatal Intragevernmental Linhilities b 6] b RS % 3506

Intragwvernmental BEarmed Hevenwe and Belated Cost (irsde activily )
Far the Year Ended September 30, 2003

Trading Pariner Earned Kevenue
Dhald - Dielense Apencics 5 Ai)
Ajr Force 5o
Jumanice 2%
All Diher 254
Total Farned Revenue 5 TI8
Related Cost 5 T3
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Intragovernmental Mon-Exchange Revenue
For the Year Ended September 30, 2003
Trading Partner Transfers-Out
Trensiry 5 LT
Schedube of Budgelary Activily
For the Yesr Ended September 3, 2003
Spending
Aunthority Ohligated
from Offsetting Balance b ligated
Tutal Budpetary Oibligafions Collections and  Sept. 30, Balanee
Onotlays Resourees Incorred  Adjustments M2 Sepd. 30, 2003
VHA
160 Modseal Care 5 24,856 £ Ia7lh £ 25645 k] 254 5 XLl& 5 3,351
161 Medscal &
Prasihetic Research i 47 41 5 118 s
All Other ATh 1,76 SHIH 283 Rl 1] Gal
Tolixl £ 15506 £ 89N 5 04974 i b 5 13w ] b 114
VA
(10 Compensation,
Pensiom, & Bural
‘Baenelits £ 28021 4 L £ 28191 £ - 5 M09S £ 2,66
(1137 Resdjustmen
Benelis 2504 3 2630 150 i 72
4025 Housing Crecin
Lispuidating LN Bl 335 141 4 FE]]
4127 Darect Luoxan
Fimancing {16T) 1,351 1.131 1,298 TH TE
4120 Guarantesd Loan
Fisancing (967 7684 1972 T 25 20
BI3Z Mational Service
Life Insurance Fund 1178 11421 L4627 4355 1447 1,461
All nber 1621 5414 30004 1,425 AT i)
Tl 31989 £ 33 5 3672 5 64w 5 4088 £ 417
MNCA
029 Mational
Cemstery Adm, ¥ 135 ] 1533 & 1349 3 - £ I & 25
All Chher 15 10 X7 = A5 AT
Tataxl 5 1.50¢ & 145 & | 5 i - i ] ] Gz
AN
(1151 General
Operaling bExpenses %121 5 |, et £ L7119 3 48] £ 1M ] 44
All Diker (21T 2385 1828 1. 94H 217 EFx]
Totul 5 4 5 4M8 5 3547 3 2ARD 5 44 5 567
Totlixl of wll Buosiness
Lines 5 SH679 5 01719 5 60349 3 8,571 5 _T.422 £ Q021
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Segment Information

Condensed Balance Sheet
as of September 3
Assets
Fund Balance with Treasary

Acommis Receivable, Met
Cezneral Property, Pling and
Exquipmeent

Oitheer Aszets Including Inventory
Total Asmeis

Liahilitics and Met Position
Accoumis Pavable

Deferred Revenoes

Ciber Linbalities

Total Lishilities

Cumulative Resulis of Operations
Total Liahilitics and et Position
Condensed Mel Cosll Infrmatien
Tabal Program Cosis

Earned Revenses
Imira-Drepartmental

Unbwer Federal Entities
Mawn-Fadierul

Total Exrned Bevenues
Ml Program Cosis

Supply Fund Enterprise Fond
2003 20i2 203 2iM)2
b I 5 am 5 1 5 T3
X | defy 2R 14
3 3 2 2
Fl i 8 4
5 1,025 ] 57 3 | 5{h 3 113
] 44 ] LY 5 i 5 1
138 2
A80 251 M Bl
BHT S0F 471 LY
158 138 1014 =i
5 1,025 ] 7 3 | 58 3 113
3 L1375 5 LHS 3 1 EH 3 115
IEEE] {447 [ 185} [ 125
NN Lirny | (24 (H}
{36) 144
£ (1,395 3 (1L 11R) £ {214} £ {137}
£  (2m k] (13 5 ( 26) b (22}

2. Enterprise
Fund Services

VA was approved by OMB in May
1996 as one of six pilot franchise
fund agencies operating within the
Executive Branch of Government.
VA's Franchise Fund was established
as a revolving fund and began opera-
tions in FY 1997. By law, the business
lines within the Fund can only sell to
Federal entities.

The VA Franchise Fund supports
VA's mission by supplying common
administrative services to both VA
and other federal entities at com-
petitive prices. Most of our cus-

tomers come from within VA, which
accounted for 86 percent of our FY
2003 revenue. VHA is the largest
customer of five of the six VA
Enterprise Centers (Austin
Automation Center, Financial
Services Center, Law Enforcement
Training Center, Security and
Investigations Center and VA
Records Center and Vault), and VBA
is the largest customer for the Debt
Management Center.

The Fund accounts for its funds in six
lines of business (VA Enterprise
Centers) and one administrative
organization. A brief description of
each center is listed below:

Austin Automation Center
(AAC)

Located in Austin, TX, the AAC pro-
vides comprehensive e-government
solutions to match the critical needs
of VA and other Federal agency cus-
tomers, from managing data to
automating business processes. The
AAC supports over 100 customer
applications that provide mission-crit-
ical data for financial management,
payroll, human resources, logistics,
medical records, eligibility benefits
and supply functions. In addition, the
AAC offers a full complement of
technical solutions (platform-hosting,
acquisition services, application man-
agement, total information assur-
ance, customer business continuity,
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configuration management, and data
conversion and data interfacing) to
best meet customer’s varied informa-
tion technology projects.

Debt Management Center
(DMCQ)

Located in St. Paul, MN, the DMCis a
centralized facility that provides
direct collection of delinquent con-
sumer debt owed to VA. The DMC
also provides administrative support
for a local Cooperative Administrative
Support Unit.

Financial Services Center
(FSC)

Located in Austin, TX, the FSC provides
a full-range of financial services for VA
and other Federal agencies induding
financial reports and accounting,
invoice payments, credit card pay-
ments, discount subsistence purchas-
es, payroll processing, travel payment
processing, electronic commerce/elec-
tronic data interchange, automated
document management, audit recov-
ery, consulting, and training.

Law Enforcement Training
Center (LETC)

Located in Little Rock, AR, the LETC
provides special training for police
officers working in a health care or
service-oriented environment.
Emphasizing training in medical cen-
ter patient situations, the LETC is
available to approximately 2,400 law
enforcement personnel working at
VHA health care facilities and to

Federal law enforcement profession-
als at other Federal agencies.

VA Records Center and Vault
(VA RC&V)

Located in the Midwest, the VA RC&V
provides records storage, protection,
and retrieval services for official
Federal records. The facility has been
certified by the NARA to operate as
an agency records center, approved
by the Defense Logistics Agency to
store classified material, and certified
by the Department of Energy to store
restricted records.

Security and Investigations
Center (S&IC)

Located in Washington, DC, the S&IC
provides quality and timely back-
ground investigations and adjudica-
tions for employees and contractors
in sensitive positions for all VA enti-
ties nationwide. The S&IC also issues
and manages employee identification
badges and provides fingerprint pro-
cessing for VA employees and other
Federal customers in the
Washington, DC area.

Enterprise Fund Office (EFO)
The VA Enterprise Centers are sup-
ported by the EFO, which is responsi-
ble for the overall fund operations
including administering the financial
resources of the fund, coordinating
all business activities, and serving as
the liaison between the Enterprise
Centers, their customers, and the
Board of Directors.

Its services allow VA and other gov-
ernment agency customers to con-
serve their budgetary resources
through new innovative methods
and/or efficiencies of scale with the
same or lower unit costs, while
improving the quality of services pro-
vided. As the Fund successfully mar-
kets its services to other Federal
agencies, programs in those agencies
will derive similar benefits.

For more information, visit the VA
Enterprise Centers online at

www.va.gov/fund.

3. Supply Fund
Services

Supply Fund functions include con-
tracting for medical supplies, equip-
ment and services; stocking,
repairing, and distributing supplies,
medical equipment, and devices;
providing forms, publications, and a
full range of printing and reproduc-
tion services; training VA medical
acquisition, supply, processing, and
distribution personnel; and increas-
ing small and disadvantaged busi-
ness participation in VA contracts.
The two largest customers for the
Supply Fund are VA and DoD, but
the Fund also has significant sales
to other Federal agencies including
the Department of Health and
Human Services.
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FINAL REPORT DISTRIBUTION

VA DISTRIBUTION

Secretary (00)

Assistant Secretary for Management (004)

Acting Assistant Secretary for Information and Technology (005)

Acting Deputy Assistant Secretary for Finance (047)

Under Secretary for Health (10)

Under Secretary for Benefits (20)

Under Secretary for Memorial Affairs (40)

Chief Financial Officer for Veterans Health Administration (17)

Chief Financial Officer for Veterans Benefits Administration (24)

Chief Financial Officer for National Cemetery Administration (402A)
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Acting Assistant Secretary for Public and Intergovernmental Affairs (002)
Deputy Assistant Secretary for Public Affairs (80)

Acting Deputy Assistant Secretary for Acquisition and Materiel Management (049)
Director, Veterans Canteen Service (VCS)

Acting Assistant Secretary for Human Resources and Administration (006)
Assistant Secretary for Policy and Planning (008)

Assistant Secretary for Congressional and Legislative Affairs (009)
Assistant Deputy Assistant Secretary for Financial Policy (047G)

Director, Financial Reporting Service (047GB)

NON-VA DISTRIBUTION

Office of Management and Budget
U.S. General Accounting Office

Congressional Committees:

Chairman, Senate Committee on Governmental Affairs

Senate Ranking Member, Committee on Governmental Affairs
Chairman, Senate Committee on Veterans' Affairs

Senate Ranking Member, Committee on Veterans' Affairs
Chairman, House Committee on Government Reform and Oversight
House Ranking Member, Committee on Government Reform and Oversight
Chairman, House Committee on Veterans' Affairs

Ranking Democratic Member, Committee on Veterans' Affairs
Chairman, Senate Committee on the Budget

Senate Ranking Member, Committee on the Budget

Chairman, House Committee on the Budget

House Ranking Member, Committee on the Budget

Chairman, Subcommittee on VA, HUD, and Independent Agencies,
Senate Committee on Appropriations

Ranking Member, Subcommittee on VA, HUD, and

Independent Agencies, Senate Committee on Appropriations
Chairman, Subcommittee on VA, HUD, and Independent Agencies,
House Committee on Appropriations

Ranking Member, Subcommittee on VA, HUD, and

Independent Agencies, House Committee on Appropriations

This audit report will be available in the near future on the VA Office of Audit web site
at http://www.va.gov/oig/52/reports/mainlist.htm “List of Available Reports.” This
report will remain on the OIG web site for 2 fiscal years after it is issued.
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