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WHAT Is THE PURPOSE OF GOVERNMENT FINANCIAL STATEMENTS?

s Mostlocal government services are unlike businesses—cities and counties do not chatge
citizens directly for most services they receive, but rather finance services with taxes
and other fees applied generally to the public.

e Because is not always clear how the taxes and fees citizens pay relate to the services
they receive in return, and because citizens have little choice about paying them, local
governments must take special care to demonstrate that they have been accountable to
the public. .

e Financial statements are an important way fot counties, cities, towns, villages, and other
local governments to demonstrate their accountability.

FINANCIAL STATEMENTS PROVIDE INFORMATION ABOUT THE
WHOLE GOVERNMENT |

&

¢ The first two financial statements in a local government’s annual financial report are

the GOVERNMENT-WIDE FINANCIAL STATEMENTS—the STATEMENT OF NET AssETS (Figure 1)

and the staremenT or activities (Figute 2). They provide comprehensive information

about the entire government, including all of its: :

- GOVERNMENTAL ACTIVITIES—the traditional activities of local government, such as

" parks and recteation, police, and fire; they are financed by taxes and other revenues
levied generally on the public; in the absence of government provision, many of
these setvices might not occur in the private sector.

~  BUSINESS-TYPE ACTIVITIES—services that charge a fee directly to the users of the
service generally in order to cover their costs of operation; examples might include
water and sewer systems and municipal golf courses.

~  COMPONENT UNITS—governmental organizations that are legally distinct from the
government that created them, but for which the elected officials of the govern-
ment are nonetheless financially accountable; examples might include housing au-
thorities and school districts.
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Figure 1, [Hpstrative Sovernment-wide Statement of Activities

Locai City
Statement of Activities

For the Year Ending December 31, 2002

Program Revenues

Operating Capital
Charges for Grants and Grants and
Functions/Programs Expenses Services Contributions Contributions
Primary government:
Governmenial activities:
General government % 9,571,416 § 3,146,815 § 843,617 —
Public safety 34,844,748 1,188,855 1,307,693 8 82,300
Public works 10,128,538 850,000 — 2,252,615
Engineering services 1,290,645 704,783 - .
Health and sanitation 5,738,672 5,612,267 575,060 —
Cemetery 735,866 212,496 — —_—
Culture and recreation 11,532,350 3,995,199 2,450,300 o
Sommunity development 2,994,389 — - 2,580,000
Education (payment to school district) 21,893,273 ot — —
interest on long-term debt 8,068,121 — e -
: Total governmental activities 105,807,013 15,720,525 5,176,310 45894 915
. Business-type activities:
Water 3,585,733 4,158,350 v 1,159,909
Sewer 4,912,853 7,170,533 -— 486,010
Parking facilities 2,796,283 1,344,087 —— —
Total business-type activities 11,304,865 12,673,870 o 1,645,818
: Total primary government $ 117,111,882 % 28,394,495 § 5,176,310 § 6,540,834
' Componeni uniis:
Landfiil % 3,382,157 % 3857858 % — 3 11,397
Pubtic school system 31,186,408 705,765 3,837,083 —
Total componant units % 34,568,655 & 4563623 % 3,937.083 $ 11,397

General revenues;
Taxes:
Properly taxes, levied for general purposes
Property taxes, levied for debt service
Franchise taxes
Public service taxes
Payment from Sample City
Grants and contribuiions not restricted to specific programs
Investmeni eamings
Misceilaneous
Spacial item —gain on sale of park land
Transfers
Total general revenues, special items, and transfers
Change in net assels
Net assets—bheginning
Net assets—ending




Met {(Expense) Revenus and
Changes in Mot Asssts
Primary Government

Governmental Business-iype Compenant
Activities Activities Total Units

— §  (ss0sry o —

3 (5580,878) ‘
{32,275,901) . 132,275,501 . —
(7.025,923) — (7,025,923 —
1594,852) - (594,852} —
{551,405} — {551,405} -
(523,370} - (523,370} —
15,087,151} — (5,087,151) . ,

(414,389) — {414,389) —
{21,803,273) — (21.,893,273) -
(8,088,121) - {6,068,121) —
(80,015,263) — (80,015,263} -
—_— % §,723,526 1,723,526 : —

— 2,743,690 2,743,690 —

- (1,452,196} {1,452,196) —

— # 3,015,020 3,615,020 o
(80,015,263) 3,015,020 (77,000,243} —
—_ - — % 487,088

— e — (26 543,650)

— — — (26,056,552)
51,693,573 — 51,693,573 o
4,726,244 — 4,726,244 —
4,055,508 — 4,055,505 —
8,869,887 - 8,969,887 —
- — — 21,893,273
1,457,820 — 1,457,820 6,461,708
1,958,144 507,349 2,559,483 881,763
884,907 104,526 989,832 22 464
2,653,488 — 2,653,488 -
501,408 {501,409} — —
76,900,077 204,865 77,105,842 29,259,208
(3,114,286) # 3,219,885 105,599 3,202,656
126,673,160 82,349,309 209,022,469 16,025,971

$ 123,558,874 § 85,569,194 § 209,128,068 § 19,228,627




Statement of Net Assets

¢ 'The statement of net assets contains information about:

Things of value a local government owns or controls—its ASSETs
Amounts a local government owes—its LIABILITIES
What is left after assets are used to satisty liabilities-—its NET ASSETS.

e You can use the information in the statement of net assets to:

Identify what kinds of assets a local government owns, what kinds of debts it
owes, and the nature of the net assets that remain

Learn about a local government’s long-lived capital assets, including mNFrASTRUC-
TURE assets such as bridges and roads; governments that employ a “modified ap-
proach” to reporting infrastructure will provide information about the physical
condition of these assets and their efforts to maintain them

Assess a local government’s ability to cover its costs and to continue financing
services in the future; for instance, by comparing total assets with total liabilities
Find out how much of a local government’s net assets can be used to provide new
services or start new programs, versus how much is invested in capital assets or
restricted to specific purposes.

Statement of Activities

¢ 'The statement of activities contains information about:

The costs of providing public services—EXPENSES
The resources obtained to finance services—REVENUES.

You can use the information in the statement of activities to:

Learn where a local government gets resources from and what it uses them for
Find out how much it costs a local government to provide its various services and
programs

Determine the extent to which services cover their own costs with user fees, charges,
and grants, as opposed to being financed with taxes, other general revenues, and
resources accumulated from past years (See the “net (expense) revenue” columns
in Figure 2.)

Identify out-of-the-ordinary costs and unusual sources of funding

Discover if sufficient resources were raised duting the year to cover costs, or if
there was a shortfall—for example, by subtracting total expenses from the sum of
program and general revenues, for governmental or business-type activities
Determine if a local government’s fiscal status is improving or declining, by exam-
ining the “change in net assets” line at the bottom of the statement; a positive
number is an improvement and a negative number is a decline.



FINANCIAL STATEMENTS PROVIDE DETAILED INFORMATION ABOUT A
GOVERNMENT’S FUNDS

e Whereas the government-wide financial statements provide an all-encompassing view
of a local government’s finances, the remainder of the statements—collectively called
FUND FINANCIAL STATEMENTS—provide a more detailed look at the major individual por-
tions, or FUNDs, of a government.

- There are three kinds of fund financial statements—governmental, proprietary,
and fiduciary funds.

Governmental Funds

e The GovERNMENTAL FUNDS report the finances of a local government’s most basic
services-—generally the same as the governmental activities in the government-wide
statements. ’

e The governmental funds report a narrower set of financial information than the gov-
ernment-wide and other funds statements:

- The governmental funds staterments generally include only short-term information—
the most readily available assets and presently due liabilities, and just the resources
that flow into and out of a local government during the year or shortly thereafter.

- All of the other statements include both short- and long-run information—al/ assets,
liabilities, revenues, and expenses.

e There are five kinds of governmental funds:

- GENERAL FunD—iypically the government’s main operating fund; it accounts for
resoutces not required to be in another fund.

- SPECIAL REVENUE FUNDs track revenue sources legally restricted to specific uses. For
example, state aid for mental health care might be tracked in a city’s mental health
fund.

- carrtaL projEcTs Funps follow the resources used to build, acquire, and renovate
major general capital assets. For example, a highway renovation fund might ac-
count for the use of proceeds from long-term bonds to rebuild a county’s major
roads.

- DEBT SERVICE FUNDs account fot resources used to repay general long-term debt.

- PERMANENT FUNDS report resources legally restricted so that only the earnings they
generate, and not the resources themselves, may be used. For instance, a village art
endowment fund might track investments donated by a patron who stipulated that
only the earnings may be used to purchase outdoor sculptures for public parks.




o The governmental funds financial statements show the major (most significant) runps
individually, and total the remaining governmental funds in a single column.

The general fund ot its equivalent is always considered a major fund and is shown
mndividually.

Other funds qualify as major based on the size of their assets, liabilities, revenues, or
expenditures relative to other funds.

Finally, a local govetnment may label any other fund as major and show it individu-
ally, even if it does not qualify by size, if the government believes that fund is impor-
tant to the users of its financial statements.

o The governmental funds financial statements—the Barsnce saeer (Figure 3) and the
STATEMENT OF REVENUES, EXPENDITURES, AND CHANGES IN FUND BaLances (Figure 4)—
include information you can use to:

Determine a local government’s short-term financing needs and assess its capacity
to meet them—for instance, by compating cash and short-term investments with
liabilities that are expected to be liquidated in the next year

Assess a local government’s short-run ability to balance inflows of resources with
outflows to pay for services by contrasting revenues and expenditures.

Proprietary Funds

o The rrorrIETARY FUNDS teport the finances of activities a local government operates
like a business.
e There are two kinds of proprietary funds:

ENTERPRISE FUNDs typically teport the same kinds of services included in the busi-
ness-type activities in the government-wide statements—for example, golf courses
and utilities.

INTERNAL SERVICE FUNDS account for services that ate provided to a local government’s
own departments ot agencies, such as a motor pool or central supply purchasing.
They are usually included with the governmental activities in the government-wide
statements.

o 'The three proprietaty funds financial statements are the:

STATEMENT OF NET ASSETS

STATEMENT OF REVENUES, EXPENSES, AND CHANGES IN FUND NET ASSETS

STATEMENT OF CASH FLOWS— | he purpose of this statement is to identify where cash

comes from and how it is used-—it shows whether a proprictary activity raised

enough cash to pay its bills. The statement categorizes sources and uses of cash in

four ways:

- Operating cash flows—related to the provision of services and the production
and sale of goods '



. Noncapital financing cash flows—related to grants received from or provided
to other governments, as well as transfers and borrowing money for purposes
other than buying-or building capital assets

- Capital and related financing cash flows—related to the receipt and use of cash
for purchasing ot constructing capital assets, such as from long-term botrow-
ing or intergovernmental grants

- Investing cash flows——predominantly related to the sale and puschase of and
earnings from investments.

Fiduciary Funds

e 'The riDUCIARY FUNDS account for resources a local government manages or holds on
behalf of others, such as employee pensions.
e ‘There are four kinds of fiduciary funds:

- PENSION (AND OTHER EMPLOYEE BENEFIT) TRUST FUNDS account for tesoutces held in
trust for the members and beneficiaties of vatious employee benefit plans, such as
a retiree health insurance program.

- INVESTMENT TRUST FUNDs track the portion of a local government’s investment pools
that belongs to other governments. For instanice, a county may manage 2 shott-
term investment pool so localities can earn income from spare cash until it is needed.

- PRIVATE-PURPOSE TRUST FUNDS report all other trust arrangements—for example, an
unclaimed funds account that holds abandoned bank accounts and other property.

- AGENCY FUNDS contain resources held on a temporary, purely custodial basis. For
example, as a county collects its own property taxes, it may also collect for its
villages and towns and then pass the money along,.

e The fiduciary funds financial statements are the:
~  STATEMENT OF FIDUCIARY NET ASSETS
- STATEMENT OF CHANGES IN FIDUCIARY NET ASSETS.

Component Units

e The information in the COMPONENT UNITS FINANCIAL STATEMENTS can be used to exam-
ine the legally separate entities for which the elected officials of 2 local government are
financially accountable.

* Inaddition to reporting them in the government-wide financial statements, local gov-
etnments will provide additional information about the component units in one of two
ways:

- COMBINING FINANCIAL STATEMENTS of majot component units between the fund fi-
nancial statements and the notes, or
- CONDENSED FINANCIAL STATEMENTS in the notes to the financial statements.

9
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The reconciliation could alsc be
presented on the Tace of the
statement, as it is for the lusmative
balance sheet in Figure 3. o Local City
Reconciliation of the Statement of Revenues, Expendiiurss, and Changes In Fund Balances
of Governmentsl Funde to the Statement of Activities
For the Year Ended December ¥, 2002
rrom ihe: 60vem nentai fund&.
stdtemem,é; feve nhes, '

Nat change in fund balances—iotal governmental funds "-‘Kpbﬂﬁﬂm. and Ch_&ﬂgﬂs e & (106,657)
fund oalanms {F;gme 4y

Amounis reported for governmental activities in the statement of activities are
different because (see Note € also):

Governmental funds report capital cutlays as expenditures.
However, in the statement of activities, the cost of those assets ig allocated
over iheir estimated useiul lives as depreciation expense. This is the amount
by which capital ouilays exceeded depreciation in the current period. 14,039,717

It the siatement of activitles, only the gain on the sale of the parkiand is reported,
whereas in the governmental funds, the proceeds from the sale increase financil
rasources. Thus, the change in net assels differs from the change in fund halance
by the cost of e land sold. {823,000)

Revenues in the statement of activities that do not provide current financial
resources are not reporied as revenues in the funds. 1,920,630

Bond proceeds provide current financial resources to governmental funds, but
issuing debt increases long-term liahilities in the stafement of net assets. Repay-
ment of bond principat is an expendiiure in ihe governmantal funds, but the
repayment reduces long-term liabilities in the statement of net asseis. This s the
amount by which proceeds exceeded repayments. (16,140,416}

Some expenses reported in the siatement of activities do nol require the uss
of current financial resources and therafore are not reporfed as
gxpenditures in governmenial funds. (1,245,752)

internal service funds are used by management to charge the costs of
certain activities, such as insurance and telecommunications, to
individual funds. The net revenue (expense) of the internal
service funds is reported with governmental aclivities. (758,808)

Change in net asseis of governmental activities $ (3,114,286)




\JOTES TO THE FINANCIAL STATEMENTS CONTAIN VALUABLE
RMATION

ocal govemment’s notes disclose additional information that is essential to repre-
jting its financial status accurately and completely—they are an integral part of the

nancial statements.

ou can learn from the notes, among other things:

The approximate cost of using capital assets to provide services

Whether any significant finance-related legal or contractual provisions were
violated o

Major financial commitments a local government has made

A local government’s efforts to manage and limit risk

Amounts 2 local government will be required to raise in the future to repay current
outstanding debts

A local government’s annual pension costs and its net pension obligation

Details about the finances of health insurance and other nonpension benefits a
Jocal government provides to its retired employees

Alocal government’s significant accounting methods and assumptions.

PPORTING INFORMATION LOCAL GOVERNMENTS PROVIDE WITH THEIR
NANCIAL STATEMENTS

anagement’s Discussion and Analysis

AMANAGEMENT’S DISCUSSION AND ANALYSIS (MD&A) is a narrative overview of the financial
statements, prepared by the finance officials of a local government, that appears before

 the financial statements.

MD&A is intended to be an objective, straightforward, and understandable introduc-
ion to a local government’s financial statements.

MD&A prepates you to use the financial statements mote knowledgeably and capably

¥

Giving you a summary analysis of a local government’s financial health based on the

information in the statements
Highlighting important financial issues.
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Budgetary Comparison Information

o A BUDGETARY cOMPARISON scHEDULE (Figure 0) is provided for the general fund and each
major special revenue fund for which a local government legally adopts a budget. Gov-
ernments have the option to present the budgetary comparison as part of the basic

~ financial statements.

o This schedule compares revenue and expenditure/expense information from the:

-~ Originally adopted budget
-~ Final modified budget
- Actual results for the year.

e The information in budgetary comparisons can help you:

- Judge a local government’s compliance with its budget
- Assess alocal government’s fiscal management capacity.

Information about Pension Systems

e Some local governments are required to provide information about the financial status
of their pension plans. You can use this information to:
- Determine whether the plan’s assets are sufficient to finance the pension benefits
current employees and retirees have earned up to this point
- Compare the pension contributions required from a local government, based on
actuarial computations, with the actual amounts it contributed.

Information about the Physical Condition of Infrastructure

¢ Some local governments are required to provide information about their bridges,
roads, and other INFRASTRUCTURE assets. You can use this information to deter-
mine:

- If the condition of infrastructure is improving ot detetiorating

- How the estimated cost of maintaming infrastructure assets compares to what a
local government actually spent.

16




HER INFORMATION YOU MAY GET WITH THE FINANCIAL STATEMENTS

- Many local governments include their basic financial statements In 2 COMPREHENSIVE
° ANNUAL FINANCIAL REPORT (CAFR), Where you can find additional supporting information
such as:

Statements and schedules that offer more detailed data than is included in the basic
financial statements
Financial, economic, and demographic data that you may find useful for analyzing
financial statements.

BACKGROUND: WHERE Do FinanciAL STATEMENT RULEs Come From?

The accounting and financial reporting standards that state and local governments
* follow are established by the Governmental Accounting Standards Boatd.

The GASB is a private, nonpartisan, nonprofit organization founded under the
auspices of the Financial Accounting Foundation (FAF), which appoints the GASB’s
board, raises its funds, and oversees its activities. The FAF performs the same
functions for the GASB’s counterpart for the private sector, the Financial Accounting
Standards Board.

The GASB was created by agreement of the FAF and the American Institute of
Certified Public Accountants (AICPA); the Council of State Governments; the
Government Finance Officers Association; the International City/County Man-
agement Association; the National Association of Counties; the National Associa-
tion of State Auditors, Comptrollers and Treasurers; the National Conference of
State Legislatures; the National League of Cities; the National Governors’ Asso-
ciation; and the U.S. Conference of Mayors.

The GASB is composed of a full-time chair and six part-time members drawn from
various parts of the GASB’s constituency—state and local government finance offic-
ers and auditors, the accounting profession, academia, and persons who use financial
statement information.

The GASB does not have the power to enforce compliance with the standards it pro-
mulgates, but:

The authority for its standards is recognized under the Rules of Conduct of the
AICPA.

Legislation in many states requires compliance with GASB standards.
Governments usually are expected to prepare financial statements in accordance
with those standards (often referred to aS GENERALLY ACCEPTED ACCOUNTING PRIN-
cipLEs, or GAAP) when they issue bonds or notes or otherwise botrow from pub-
lic credit markets.
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~» The GASB follows the set of “due process” activities enumerated in its published rules
of procedure before issuing its standards. Due process is stringent and designed to
permit timely, thorough, and open study of financial accounting and reporting issues
by the preparers, attestors, and users of financial reports, in order to encourage broad
public participation in the standards-setting process.

For many issues it addresses, the GASB appoints an advisory task force of outside
experts; studies existing literature on the subject and conducts or commissions
additional research if necessary; publishes for public comment a discussion docu-
ment setting forth the issues and possible solutions; conducts public hearings; and
broadly distributes an exposure draft of a proposed standard for public comment.
Significant steps in the process ate announced publicly. The GASBE’s meetings are
open to public observation and a public record is maintained.

The GASB also is advised by its Governmental Accounting Standasds Advisory
Council (GASACQ), a group appointed by the FAF and representing a wide range of
the GASB’s constituents.

e The annual financial statements prepared by state and local governments were revised
and improved substantially by standards the GASB enacted in June 1999. These revi-
sions are embodied in GASB Statement No. 34, Basic Financial Statements—and
Management s Discussion and Analysis—for State and Local Governments.

Statement 34 applies to a4 state and local governments, including public colleges

and universities, public hospitals and healthcare organizations, public museums

and cultural institutions, libraries, public employee retirement systems, and so on.

The new standards are the product of 15 years of deliberation by the Board mem-

bers and research by the GASB staff and consultants. Along the way, the GASB:
Exposed four discussion memoranda and three full-fledged drafts to public
review and received hundreds of comment letters, both praising and critical, in
‘response

- Fieldstested the new financial statements with 25 state and local governments
of various sizes and types from across the country

»  Held dozens of focus groups and public hearings
Met regularly with major constituent organizations; established task forces made
up of a broad representation of preparers, auditors, and users; and received
additional advice from the GASAC.
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