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In your letter of February 2, 1976. you asked us to

comment on severzal guestions relating to certain accounting

and cther financial practices of the P. a.ana Caril organiza- .
: . - 2. A L

tion; :t.e., the Panama Canal Company and the Canal “"one Gov- ° :

ernme. ¢, Your questions and our comments thereon are pre-

sented belc.

\r

I. hccountina changes in fisc-.l veears through 1975,
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The effcct of the varicus accounting rhanges on the
Canal organization's expenses for fiscal year 1973 through
1875 is shown in enclosure I. We estimate that the accountc-
ing changes had the effect of increasing the Canal organiza=-
tion's expenses by ebout $30 million over the Jl~year period.
Since the Company eabsorbs the net cost of the Canal Zone
Government and the effect ¢f the governme.t's accvounting
changes is thereby generally reflected in the Company's
c:al statements, we have consolidated the effects of the
ous accounting chandges for our veply.

finan-
vari-

It is noted, however, that, although the accounting
cnanges increased expenses by about $30 million over the
3-vear period, their impact on the operating lonszes ef
Company was not in the same zmournt. Tn computing the
creased toll retes which were implemented in fiscal
1975, the Company included the estimated effect of the rari=-
ous accounting changes. Thug the additional nLes re-
sulting from the changes were recovered, to a certain evtent,

through the increase in tolls revenue fiscal yesay 1973,
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2. Does the GAO believe that the Canal organizat:
revised its accounting practices appropriately to
make changes leadino to decreaced current oXpenges as

well as increased ones?
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In reviewing the various accounting changes of the Canal
organization, our objective was to cdetermine whether the
changes would improve compliance with generally accepted a
counting principles appllcable to raqulated bus*nesses and
the principles and standards of accounting which the Comp-
troller General prescribes for Federal executive agencies.
We concluded that the accounting changes did improve the
Canal organization's compliance with the generally accepted
and nrescribed principles, and we therefore concurred in
the changes. Furthermore, the change having the greatest
impact on the Canal organization's expenses (deprecietion o:
the cost of treaty rights, the cost of excave ions of channels,
'tc.} was one that we had been generally advocating the Com-
pany implement since fiscal year 1852, the first year that
the Company was in cperaticen in its present form. For further
detail see our letter to the Jhairman of the House Committee
ch Merchint Marine and Fisher’es of August 30, 1974 (B-114829),

Thus whether a change increased or decreased expense:z was
not a factor ir our agreeing with the accounting changes rhe
Canal organization made. As shown on enclosure I, however,
several of the changes did have the effect of decreasing ex-

penses.

3. How many other U.5. Government corporations use the
following listed accounting technigues?

a. Depreciation on titles, treaty rights, excavations
of channels, harbors and basins and other works.

b. Allovuance of doubtful accounts.

c. Reserve for casualty losses.

d. Expensing minor plant assets.

e. Normalizing costs of locks overhauls.

f. Chenging from a unit basis of depreciation for
certalin items to a composite basis.

A table showing the Saint Lawrence Seaway Development
Corporation’s and the Tennessee Valley Auchority's uvtiliza-
tion or nonutilization of accounting technigues similar to
the six listed above 1is included as enclosure II. We limitedq
cur conparison to these two U.5. Government corperations Le-~
cause their operations, at least in some respects, are
comparable t» those of the Canal organization.



Additional comments regarding the ceneral utilization of
accounting principles are presented in response to your last
guestion which is item IV.

II. Con tions, 3if anv, baiwesn ORgCing tresty negotiations

and tae Canal orgznizaticn's accounting cnanges.

In referring to the Company's plans tc commance
¢szpreciating titles, treaty rights, etc., GAO stated
:n its report on the fiscal year 1973 examination
of the Canal c¢rganization that "Specifically, we
have noted the trenad toward constructing larger
ships thet cannot go through the Canal and the
evolving U.S. policy 1s its continuing treaty
negotiations with the Republic of Panama." What is
the meaning of the latter part of this statement?

ks we indicated in our August 30, 1974, letter, the
referenced terminology was used to refer to only one of several
factors that we CunSlGEfEC in agreeiny with the Lompzay's se-
lected period for genreciating the assets, The treaty nego-
tiations were not a factor to our decision or, to our knowledge,
to the Company decision on the need for implementing the
accounting pri nc1plﬂ involved. As previcusly stzted, we had
geirerallyv advocated lmplamenuing th*s acrcounting treatment
since fiscal year 1952, long before the current treaty negotia-
tions were initicted.

IITI. Legal requirements for the Companv to akscrb the net

cect of the Canel Zone Governma2nt.

Does GAO believe that tolls revenue should fully cover
the a2t cost of the Canal Zone Government?

In view of a 1958 Supreme Tourt decision on this matter
and the subseguent conclusion expressed bv the Fanama Canal
Subcommittee, Houcse Committee on Merchant Harine and Fisheries,
it seems clear that the net cost of the Canal Zone Government
can be allocated to t6lls revenue in amounts determinable at
the discretion of the Company.

Section 412(b} of title 2 of the Canal Zone Code (1563},
which establishes the formula for imposing tolls, states, in
part that:
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“10lls shall be prescribed at rates calculated to
cover, as nearly as practicable, alli costs of mein-
taining and operating the Panama Canal, tcgether
with the facilities and appurtenances related
thereto, including interesy and depreciztion, and
24 appropriate share of the net costs of operation
of the agency known as the Canal Zone Government."

As defined in section 62(g) of title 2 of the Canal Zone
Code (1970) and ar. .1storically recorded by the Canal Zone
Government, the net cost of the governmrnt eaquals the total
cost of operating that agency, includirg depreciation, less
recoveries from charges made to otrh~. U,5. Government agen-
cies and individuals for services render cd The Company
reimburses the U.S. Treasgury for the net cest of the Canal
Zone Government and accounts for the resulting expense as

part of its general corvorate expense

After the Company adopted the tolls formula in 1950,
this office took the posit.icn that the terminology in sec-
tion 412(b) of title Z of the Canal Zone Code recuired al-
locating a fixed share of the Company's generazl corpnrats
expenses, including the net cost of the Cznal Zone Govern-
men*%, to the Company's various supporting activities, This

reau1remer* appeare ed to be needed s0 85 to reuulre an in-
creaese in the prices charged py the supporting TV‘ELDC a“c
a resultant surplus in tolls revenue over

expenses. The Company disadreed with ovr u

the statute. In 1955 several steamsnip lines bro
against the C-mpany to require it to prescribe lo
rates based on our construction of the stztute, [
an April 28, 1958, decision (Panama Canal Company v. Gracs
Line, Inc.. et al, 356 U.S. 309), the U.5. Supt-we Court
ruled that the construction of the tolls formula in the
statute {(i.=z., the proper methoad of zllocating general cor-
porate expences between the toll and support activities)

wvas 1ltself an exercise of discretion best left to the exper-
“ise of the agency (the Company) burdened with the responsi-
pility £or decision.

. Following the decision of the Supreme Court in the

Grace Line case, a bill was introduced in the 86th Congress
“To reguire Panama Canal tolls to be ptescribed in accordance
‘with the tolls formula provided in section 412 of Title Z of
‘the Caznal Zcone Code and pursuant to the nrovisions of the

=Y
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Admiristrative Procedure Act." 1/ At the hearings on the
bili, the Company presentea its construction of the tolls
formula and the rationale for its pricing poiicy for support
activities based on that construction in the

issues and decision in the Grace Line cas:,
concurred in the validity of the Compeny's T
ommended amenament of section 412 in such manne
expressly the Company's construction of the statute. 2/ In
an unnumbered report dated June 9, 1960, the Panama Canal
Subcommittee of the House Merchent HMarire and Fisheries Com-
mittee reached the cor.lusion on H.R. 130268 that:

"After examining the lanquage of Section 412(b)
3£ Title 2 of the Canal Zone Code [of 1934), which
establishes the formula for imposition of tolls, anug
after considering its legislative hirctorv and the
views of the General Accounting Office, the Subcom-
mittee is of the opinion that the presen
of the Panama Canal Ccmpany 1n “lln”"*~
part c¢f cverhead ©f supperting sc
count of teolls ig proper and is i
with the law as it now reads.”

1

% 4

%
x
*

" »

Accordingly, there is no need {or enactment
of this bill since it would merely spell out in
greater detail what is in the Subcommittee's view
“he present reguirement of law." 3/

Therefore in view of the C"prcm. Court's decizion and
the Subcommittee's conclusion, it seems clear that operating
costs of services, such as the net cost of the Canal Zone
Government, can be allocated to tolls in amounts determinable
at the dlscretlox cf the Company, Furthermore, without a
change in the Con 's charter rejuiring the Coscany to be

~

self-sustairing, the unrecovered cost of an activity of tne
Company has to be recovered through tolls, the Companvy's
principal source of revenue,

2/Eecarings on E.R. €982 anda F,R. 10968, 86th Condress.

ed in a note following 2 C.Z.C. 412 in
ion of the Conal Zone Code.

. 5
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Ales it is notec that not all the net cost of the govern
rent is r=covered from tolls revenue, The net cost of the
government 18 a cart of the Corpany's general ccrperate
expenses. Thus these costs are included in the Company's
general overhead rate which ic uted in estaclishing prices
charged other U.S. Covernment ag._ncles and commercisl ac~
tivities for such items as materials and electrical power,

Iv. Accounting principles observed by the Canal organization.

Does the Canal crganization observe a
- of accounting procedure used by the F

There are numerocus generally accepted accounting prin-
ciples and standards for the Federal Government and private
bu51ness& However, only a certain number of such prin-

and gﬁen arés are applicaple to any single entity or

ngOﬁe Such an entity as the Canel organization

implements only those accounting princivles-

hicnh are necessitated by the nature of its o
<
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cr example, & U.5. Government corporation's salec
£ may all be to other U.5. Government corporations
22, Since such receivables are generally concidered
=nt collectible, there would be nz need for that Gov-
orp ration to sustain a loss on its receivables and

no reason to establish an allowance for doubtful
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One objective of cur examination of the Caznal organiza-~
ons' flnancial statements is to determine whether the ztate-
ments are presented in accordance with gererally accepted ac~-
counting principles and the principles and standards of ac-
counting prescribed for executive agencies by the Comptroller
General. 1In the report on our exanmination of the Canal orga-

ization's financial statements for fiscal year 1972 (B-114839,
Mar. 6, 1974), we expressed our opinion that, excert for the
Company's failure to depreciate certain assets, the financilel
statements were presented in conformity with generally ac~
cepted accounting principles and the principles ana standards
of accounting prescribec by the Corptroller General. we
anticipate a similar opinion, excluding the exception, in the
report which is 1n process on our examiration of the Canal
orcanization's financial statements for fiscal years 1974
and 1975,
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In addition to the report on cur examination of the Canal
organization's financial statements for fiscal years 1974 and
1975, we also have a report in process to the Secretary of
the Army covering our review c¢f hospital and electrical rates
charged bv the Canal organization. Both reports, wnhich we 2x-
pect to issue soon, include our comments on several matters
that could affect the financial position of the Canal organi-
zation. One suggested change would increase recoveries of
expenses; others would either decrease Or increase expenses.
For example; in our report to the Secratary cof the Army we
have tentatively concluded that changes should pe made in
the hospital rate area that would (1) increase the Canal Zore
Government's recoveries of hospital cos* and (2) decrease
the expense incurred by other U.S. Gov-rnment agencies for
hospital cost relating to civilian employees and their de-
pendents. ©On the cother hand we have tentatively concluded
that changes should be made in the elzctrical rete area that
probably would Gecrease costs incurred by other U.S5. Govern-
ment agencies but increzce * 1e Canal organization's electri-
cal cost. In our financial examination report, we acknowledge
the Company's opinion that it shoulé be alloweé a benefit on
its cash deposited with the U.S. Treasury and present several
alternative ways Of obtaining this benefi:z. Cories of these
reports will be furnished tc the Panamz Canal Subcommittee.
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ESTIKATFD JFFECT OF THE YARIOUS ACCOUNTING CHANGES IMPLEMENTED

Y THE CANAL ORGAMIZATION DURING FISCAL YEARS 1973 AND 1974

e Increase or dectease (-} in_expenses =
Accounting charngesn FY 1373 Fi 1373 £y 15875 T Toral
1000 omitted) ———
Deprecliation of t{ties, treaty rights,
excavations of channels, eic, § - $ 8,276 $ 8,276 t16,552
Change in sactvice 1ife of Thatcher Ferry
Bt tdge . - 116 116 232
Allowance for doubtful accounts:
Current yevar charqges S 632 S 194 $ 387
Amortization of portion deferred (uote al 1.000 1,003 1,003
Total effect 1,632 1,197 1,330 4,219
Reserve for casosity losses 350 123 -1% 458
Expensing minor plant assets, l.e., items
costing less than §1,000:
Current year charges - 701 1,039
Assets on hand at 6/30/72 {note b) 1,934 1,034 1,034
Total eflect 1,014 1,134 2,07} 4,842
Normolizing costs of locks ovechauls (note c) 1,247 954 1,464 1,665
Changing from a unit hasis ol depreciation to
a conposite basis -700 ~-673 ~617
Changes in sexvice lives cf certaln assets 1,000 1,000 617
Net eifect jco 327 - 27
Allowance for losses on cbsolete and excess
materials and supplies inventorles 500 152 ~16 615
Deferring cost of major studies and extra-
ardinary maintenance projects until comple-
tion and then amortized over a S-yecar period 1] =193 -162 __-863
Total net effect on expenses $48,.555 $12,607 $i1,126 510,368

a/The Company, in esscnce, recognized a loss of accounts receivable totaling about $5.6 mitlton

year 1973,

in fiscal
llowever, due to the large amount {nvolved, the Company properly elected to awortize thot

patt of the allowance applicable to years before fiscal y=ar 1573 over 5 years beginning witn fiscal

year 19171,

At the ¢nd of fiscal year 1975, about $2 milllon remained to be charged to operations.

b/The gservice lives on {tems in the plant accounts that met the former capitalization criterion were ad-
justed so that those assets would become {ully deprecliated over a 5-year pariod ending June 10, 1977,

¢/Only changed the methad ol computing the annual accrusl, not the principal involved.

used the accrual method ratnher than the deferred or actual esxpendlture method for

locks overhauls gince fiscal year 1952,
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SELECTLD U.S. GOVERNMENT CORPORATIUNS

IDENTIFIED AS UTILIZING ACCOUNIING TECHNIQUES

SIMILAR TO 5:0SE USED BY THE CAMAL ORGANLIZATION

Does agency use these Saint Lawrence Scaway

accounting techniques? Development Corporation Tronnessee Vallcy Authority
Depreciation of titles, treaty Yes., Depreciation of land rights, No. for tand rights and reloca-
rights, excavations of channels, relocations, and channels and cenals tion and cleariny costs. Yes,
etc. (note a). for channel improvements and shore-

line adjustments,

Allowance for doubtful accounts Yes. Has established such an account Yes. Applies basically to frr-

but balance was zero at 12/31/75 tilizec sales by the Division of
{note b}. of Chemical Operations.
: Reserve for casualty losses No {note c}. Mo. Folicy is to amortize cost

able future period.

[
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of any such losses over a reason- i
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Expensing versus capitalizing No. Caplitalizes both plant and equlp- Yes. Expenses minor plant items
b of minor plant assets ment items having uscful tives of over but generally icrntifics them by !
1 year. No dellar criterion is used. desceiption, not by dollar crite-
tion.
Accruing cost of locks overhaul No. Has undertaken one cxtensive No. The Authority does not nake |
to normalize cost lock rehabilitation program which reriodic locks overhaul; when lcoks
cost about $9 million incuarred over ate worked on the cost is ex- i
a S-year pericd. These oits were pensed ov, if appropriste, capital~
treated as extraortdinary expense ized, |

items in the years ~curced.

Composite basis of depreciation Yes., lses 8 composite-rate hasis for Yes, The trend in recent years i
fotr certain asscets calculating depreciation. tas been towdld Chanzine (0 a
unit Lashs.

a/Land rights are easements on land held by others; relocation costs refer to the cost of maving property,
such as railroad facilities and power lines, incurred during lock construction.

b/The balance is normally low since, unlike the Canal organiraticon®s revenue, orly a small percent i the
Corporation's revenue is derived from sources othe: thanm rolls. As does the Fanama Canal Comvary, the
Corporation considers tolls revenue to be 100 percent collactible because ship operators post security
deposits, )

¢/The Corporation considered buying liability insurance covering dawmages to ships and injuties to visitors
but decided against 1t because of its high cost.
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