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MEMORANDUM
TO: Municipal Mayors and City Recorders
FROM: Dennis F. Dycus, CPA, CFE, Director

Division of Municipal Audit

SUBJECT: Impact of GASB Statement No. 53 on Municipalities that Have
Derivative Instruments: Municipal Governments Should Provide an
Independent Evaluation of Fair Value Calculations.

DATE: June 14, 2010

The purpose of this memorandum is to provide guidance to municipal governments that
have derivative instruments requiring them to account for and make certain disclosures in
accordance with Governmental Accounting Standards Board (GASB) Statement No. 53.
This statement is effective for the year ending June 30, 2010. Therefore, this leaves a very
short window of opportunity for municipal governments to prepare for implementation.
Paragraph four describes a new requirement for municipal governments, which
will involve entering into a contract with an independent third-party derivative
specialist.

Derivative instruments are often complex financial arrangements used by municipal
governments to manage specific risks. GASB Statement No. 53 requires that all derivative
instruments be reported on the government-wide Statement of Net Assets at fair value.
Previous to Statement No. 53, derivative instruments were not reported on the
government-wide financial statements. Statement No. 53 describes the types of derivative
instruments that fall within its scope and defines how fair value is calculated. Municipal
governments that hold derivative instruments that meet the definition of effective hedging
derivatives will be required to show the annual change in fair value of the instruments on
the Statement of Net Assets. Municipal governments that hold ineffective hedging
derivatives will reflect the annual change in fair value of derivative instruments on the
Statement of Activities as investment revenue.

GASB Statement No. 53 provides guidance about acceptable methods of calculating fair
value. Most municipal governments that currently hold derivative instruments also have a
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financial adviser/derivative broker who determines fair value and provides additional
information for financial statement note disclosures. Local governments will be responsible
for determining that each derivative instrument meets the effectiveness test and is fairly
valued using an approved calculation method. In most instances, this will require the
services of an independent third-party investment/derivative specialist.

Local governments holding derivative instruments as of June 30, 2010 should obtain the
services of a reputable third-party derivative specialist to evaluate whether each derivative
instrument meets the effectiveness test and is fairly valued using an approved calculation
method. The independent specialist should review the numbers and information prepared
by the municipality’s current financial advisor/derivative broker and report findings to the
municipality and its auditors. Given the short time frame for implementation, this should
occur as soon as possible. Auditors may have to qualify their opinion or issue an adverse
opinion depending on the circumstances for each local government that is unable to verify
the effectiveness and fair value of each derivative instrument based on an independent
third-party evaluation.

The Division of Municipal Audit realizes the complexity of GASB Statement No. 53 and the
difficulty local governments will have implementing the new standard. Feel free to contact
us if you need assistance in understanding the requirements of Statement No. 53 or in
locating a third party derivative specialist.

Municipal governments may contact the Municipal Technical Assistance Service (MTAS)
for more information about GASB 53 or in locating a third party derivative specialist. A
plain language summary of GASB Statement No. 53 can be obtained at
http://www.gasb.org/jsp/GASB/Page/ GASBSectionPage&cid=1175804831178 .

We have enclosed a list of derivative valuation companies who we understand have done
valuations for local governments. The Division of Municipal Audit does not
recommend the listed companies. The Division of Municipal Audit does not
vouch for the quality of services provided by the listed companies. The Division
of Municipal Audit has not verified the accuracy of representations made by the
listed companies.

Enclosure
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Disclaimer: The Division of Municipal Audit does not recommend the listed
companies. The Division of Municipal Audit does not vouch for the quality of
services provided by the listed companies. The Division of Municipal Audit has
not verified the accuracy of representations made by the listed companies.

PFM Asset Management

Alfred Mukunya

Senior Managing Consultant
PFM Asset Management LLC
Two Logan Square, Suite 1600
18th & Arch Street
Philadelphia, PA. 19103

Tel. (215)-5657-1477
Fax (215)-567-4180
Email: mukunvaa@pfm.com

Company Website: pfm.com

The Company has a Memphis Office, but this is the contact information we were presented.

DerivActiv

Jim Towne

DerivActiv

6400 Flying Cloud Drive, Suite 200
Minneapolis, MN. 55344

Tel. (952)-746-6049

Fax (952)-996-0188

Mobile (651)-253-1918

Email: jtowne@derivactiv.com

Company Website: www.derivactiv.com

Stonemont Financial Group

Chris Kornatowski, Principal

Stonemont Financial Group

Main 404-846-3200

Direct 404-924-2020

Cell 404-502-8223

Email: chris.kornatowski@stonemontfinancial.com

Company Website: www.stonemontfinancial.com




