Chapter 11

Issues of Reporting, Disclosure and Financial Analysis

Questions for Review and Discussion

1. The two main adjustment are likely to be the addition of capital assets and long-term obligations.

2. The main adjustments are likely to be: 
· the addition of depreciation expense and gains or losses from the sale of capital assets and the deletion of amounts spent to acquire capital assets and the proceeds from the sale of capital assets  
· the deletion of long-term debt  proceeds and amounts spent to repay long-term debts and the addition of any gain or loss on the retirement of debt and the amortization of any debt premium or discount.  
3. The key criterion is financial accountability — the primary government either appoints a voting majority of the unit’s governing body or a majority of the unit’s governing body is composed of primary government officials and 
· the primary government is able to impose its will upon the potential component unit or

· there is the potential for the organization to provide specific financial benefits to, or impose specific financial burdens on, the primary government.

  4.
Discrete presentation is when one or more component units are reported in separate columns, in addition to those pertaining to the primary government. Blending is when the component units’ transactions and balances are reported as if they were part of the primary government — that is, the component units’ funds are accounted for just as they were funds of the primary government. Blending is required when the primary government and the component units are controlled by governing boards having the same members or the component unit provides services solely to the primary government. If those conditions are not satisfied then discrete presentation is required.

  5.
Discrete presentation, as it must be applied in government-wide statements, allows for the aggregation of any number of different component units, irrespective of type and basis of accounting. Therefore, it is said, the information is overly aggregated and hence of little value. This problem is mitigated by the requirement of Statement No. 34 that the government provide detailed financial information about each of its major component units.

  6.
The three main sections of the CAFR are:

· the introductory section;

· the financial section and

· the statistical section.


The main components of the financial section are:

· the auditor’s report

· the management discussion and analysis (MD&A)

· the basic financial statements

· required supplementary information other than the MD&A

· combining statements and schedules

  7.
The combining statements provide the details of the nonmajor funds, one column for each of the funds. The totals columns of the combining statements tie into the amounts reported in the nonmajor funds column of the funds statements. Combining statements of nonmajor funds are not required by Statement No. 34; they may be presented as supplementary information.


Internal service funds are presented in the proprietary fund statements in a single column that combines all of the government’s funds of that type. They do not have to be separately reported in the basic fund statements even if they would otherwise meet the criteria for classification as major funds. Therefore, it is appropriate that the internal service funds be reported upon in combining statements.

  8.
Examples of items to be addressed in the MD&A include:

· a brief description of the required financial statements

· condensed financial information derived from government-wide statements

· an analysis of the government’s overall financial position and results of operations, including impact of important economic factors

· an analysis of balances and transactions of individual funds

· an analysis of differences between original and final budget amounts and between actual and budgeted amounts

· a description of changes in capital assets and long-term debt during the year

· a discussion of the condition of infrastructure assets

· a description of currently known facts, decisions or conditions that have, or are expected to have, a material effect on the financial position or results of operations.
  9.
No.  Assuming that the government engages only is business-type activities, it need present only the statements required of enterprise funds — a balance sheet, a statement of revenues, expenses and changes in fund balance and a cash flow statement. They will not have to prepare government-wide statements.

  10. The fiscal strength of a government cannot be assessed merely by examining its general fund. General fund surpluses can be offset by deficits in other funds. Therefore, general fund surpluses are not, by themselves, a guarantee of fiscal strength.  Moreover, general fund surplus is a “residual account” dependent on the composition of  the government’s assets and liabilities.  Therefore an analyst must consider the extent to which the individual assets and liabilities contribute to, or detract from, overall fiscal strength.  Thus, for example, a government may have extensive deferred charges on its balance sheet.  These, however, will not generate cash and cannot be used to satisfy obligations.   
 11.
The main distinction between notes and RSI is that the notes are an integral part of the financial statements and hence are subject to a greater degree of auditor scrutiny.  

 12.
A high ratio of intergovernmental revenues to total revenues might indicate that the government is relying too heavily on revenues that are of high risk — those that are dependent upon outside forces over which it has little control. At the same time, however, a low ratio might suggest that the government is not taking advantage of all available assistance from outside sources.

13.
Fiscal capacity is the economic base that the government can draw upon for its resources. Fiscal effort is the extent to which the government is taking advantage of its fiscal capacity. Fiscal effort is often measured by comparing a government’s revenue from its own sources with either a measure of income (e.g., median family income) or wealth (e.g., total value of property). Taken together, the two provide quantifiable information about the financial resources that are available to the government to satisfy demands for increased services or to meet emergencies.

14.
Financial analysts are concerned with whether a government will be able to satisfy its obligations and provide the services required of it. How the government plans to raise revenues and allocate resources — and the extent to which its plans are realistic — will have an obvious impact on whether it will be able both to satisfy its obligations and provide the services required of it.

15.
Information on the largest taxpayers helps an analyst assess the government’s economic base. The analyst can evaluate whether the taxpayers are likely to remain in the community and continue to support the government, both directly as taxpayers and indirectly as employers.

16.
“One shots” and other financial gimmicks are of concern to an analyst because they may be a sign of underlying fiscal stress. They indicate that the entity may be resorting to such measures in order to balance what would otherwise be an out-of-balance budget.

Exercises
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2. c

3. b
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EX 11-2
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2. b
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5. d

6. d
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8. c
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EX 11-3

1.
The school system is not a separate legal government. It is part of the city and its resources would be accounted for as those of any other city department.

2.
The authority provides services exclusively to the city. It would be accounted for by blending.

3.
The housing authority satisfies the criteria for inclusion in the city’s reporting entity as it is governed by a board appointed by the city and it receives the financial benefit of the city’s debt guarantee.  It does not, however, satisfy the criteria for blending in that it provides services not to the city but to the residents of the city and the governing boards of the city and authority are not the same. Hence it would be presented discretely.

4.
The hospital, inasmuch as it is owned by the city, would be part of the city’s primary government and would most likely be reported in an enterprise fund. The fact that it is managed by a private firm is not relevant.

5.
The water purification plant appears to qualify as joint venture. Since the equity interest was acquired with enterprise fund resources, it would be accounted for, using the equity method, in the enterprise fund.

6.
The college does not appear to be a component unit and need not be included in the city’s reporting entity.

EX 11-4

a.
Discrete presentation vs. blending
1. Blending, because the authority provides services exclusively to the city itself.

2. Discrete presentation because the authority provides services to city residents but not the city itself.

3. Blending, because the government board of the component unit is substantively the same as that of the primary government.

4. Discrete presentation because the authority provides services to city residents but not the city itself.

b.
In blending, the primary government reports each of the component unit’s funds with its own. Thus, a component unit’s special revenue funds would be reported as if they were the primary government’s special revenue funds; the debt service funds would be reported as if they were debt service funds, etc. The only exception is that the general fund of a component unit would not be reported as a general fund, but rather as a special revenue fund. The same criteria for classifying funds as major or nonmajor apply to the component unit’s funds as to the government’s own funds.

EX 11-5

1.
general fund intergovernmental revenues/general fund total revenues




$2,003/$48,865 = 4.10%

2.
general fund public safety expenditures/general fund total expenditures




$9,321/$44,600 = 20.9%

3.
general fund cash and investments/general fund total liabilities




$3,120/$16,230 = 19.2%

4.
general fund unreserved fund balance/general fund total revenues




$5,789/$48,865 = 11.8%

5.
total property tax levy/total assessed value of property




$42,500/$2,300,000 = 1.8%

6.
general fund total tax revenues/population




$38,756/82,000 = $.47263 (actually $472.63 per person)

7.
total assessed value of property/population




$2,300,000/82,000 = $28.048 (actually $28,048 per person)

8.
general fund revenues from own sources/total assessed value of property




$46,500/$2,300,000 = 2.0 percent

EX 11-6

1.
Is the PCU (potential component unit) legally separate?  Yes.

2.
Does the PG (primary government) appoint a voting majority of the PCU’s board?  Yes.

3.
Is the PG able to impose its will on the PCU?  No evidence that it can.

4.
Is there a financial benefit/burden relationship?  Yes, the town provides 95 percent of its resources and has thereby indicated (at least informally) that it has assumed responsibility to provide for the system’s financial support.

5.
Are the two boards substantially the same? No.

6.
Does the CU (component unit) provide services entirely or almost entirely to the PG? No.

7.
Therefore, present discretely.

EX 11-7

  1.
Financial section — combining statements

  2.
Introductory section

  3.
Statistical section

  4.
Introductory section

  5.
Financial section — MD&A

  6.
Financial section — basic financial statements

  7.
Financial section — required supplementary information

  8.
Statistical section

  9.
Financial section — basic financial statements

10.
Financial section — required supplementary information (Although not discussed in the text, Statement No. 34 also permits reporting in the basic financial statements.)  
11.
Financial section — combining statements

Problems

Continuing Problem

1.
Yes. Note 1a indicates the blended component units and explains why they are included and presented within Austin’s funds. In addition, the note identifies several related organizations and explains why they are not included as component units. (p. 38)

2.
As indicated in the notes, component units are blended. Hence, they are consolidated into the governmental activities columns. The activities of the Austin Housing Finance Corporation (AHFC) and Austin Industrial Development Corporation (AIDC) are reported in the Housing Assistance Fund and Austin Industrial Development Corporation Fund, both of which are nonmajor special revenue funds. (p. 38)
3.
The blended component units are reported as governmental nonmajor funds in a single column, along with other nonmajor funds in both the governmental fund balance sheet and statement of revenues, expenditures and changes in fund balances. They are also incorporated into the combining nonmajor fund statements.  (p. 20, pp. 112-113, and pp. 116-118)

4.
As the notes indicate, Austin does not have any joint ventures but has entered into several participation agreements on “joint projects.” These are:  Fayette Power Project, South Texas Project, South Texas Project Decommissioning, and Energy Risk Management Project.  The nature of these is described in Note 14. (pp. 86-88)

5.
Austin’s report contains budget-to-actual comparisons. (p. 102)

6.
No. GASB Statement No. 44, Economic Condition Reporting: The Statistical Section is in effect for statements prepared after June 15, 2005; thus, the 2004 CAFR is not applicable. It does however satisfy the disclosure requirements that existed at the time of its issuance.
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1.
The flowchart that summarizes GASB Statement No. 14 provides a convenient framework for analysis.

· Is the authority legally separate?  Yes.

· Does the city appoint a majority of the authority’s governing board?  Yes (it is irrelevant that the city council has never rejected a name proposed to it).

· Is the city able to impose its will upon the authority?  Yes, it has the authority to approve its budget.


Therefore, the authority is a component unit. The city also bears a financial burden for the public housing authority because of its subsidization of 10 percent of its operating costs. Thus, financial accountability is met through imposition of will and financial burden.

· Are the two boards substantially the same?  No.

· Does the authority provide services entirely to the city?  No, it provides them to residents of the city.


Therefore the authority should be reported by means of discrete presentation.

2.
If the authority lent money directly to the city rather than to city residents, then it would be providing services entirely to the city. The city would then be required to report the authority by means of blending rather than discrete presentation.

3.
If the city council served as the authority’s board of trustees, then the two boards would be the same. As in part 2, the city would be required to blend the authority.
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1.
The following analysis is based upon the flowchart summarizing the criteria of GASB Statement No. 14.

· Is the authority legally separate?  Yes.

· Does the state appoint a majority of the authority’s governing board?  Yes.

· Is the state able to impose its will upon the authority?

· Can it remove members of the board?  No. Removal only for “criminal misconduct” does not satisfy this criterion.

· Does it have the authority to modify or approve the authority’s budget?  No.

· Can it approve or modify the authority’s charges?  No, assuming that the required approval of the utility commission does not satisfy this criterion as the commission exercises this control over all utilities. (This is the key question in this problem.)

· Can it veto, overrule or modify decisions of the authority’s governing board?  No.

· Can it appoint, hire, reassign or dismiss the unit’s managers responsible for day to day operations?  No.


Hence, the state is not able to impose its will on the authority.

· Is there a financial benefit/burden relationship?  No (although it could be argued that even if the state does not explicitly guarantee the authority’s debt, it would be unthinkable for it to allow the authority to default).

Therefore the authority is a related organization, but not a component unit. The state need only disclose the relationship in the notes to the financial statements.

2.
If the governor could remove at will the members of the board, then the state would satisfy the imposition-of-will criterion and the authority would be considered a component unit.

3.
If the members were subject to annual reappointment then perhaps some might argue (there is no specific GASB guidance on this point) that they are subject to the control of the governor; in effect they can be removed at will. Therefore, the state would satisfy the imposition-of-will criterion.
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1.
Discrete presentation
a.



Component

Township
     Units     

ASSETS
Cash and investments
$800
$  65
Capital assets
  140
  845

Less: accumulated depreciation
    40
  220
Net capital assets
  100
  625
    Total assets
  900
  690

LIABILITIES

Long-term obligations
 $30
  $205
NET ASSETS
Invested in capital assets, net of related debt
$70
$420

Restricted

5
Unrestricted
800
60 

    Total net assets
$870
$485

b.
The column in which the two component units are presented combines two activities of different types and hence may not provide much useful information.

2.
Blending
a.


Governmental
Business-Type

   Activities   
    Activities    
 Total 
ASSETS
Cash and investments
$815
$  50
$   865
Capital assets
  185
  800
     985

Less: accumulated depreciation
    60
  200
     260
Net capital assets
  125
  600
     725

    Total assets
  940
  650
  1,590

LIABILITIES

Long-term obligations
 $   35
  $200
   $   235
NET ASSETS

Invested in capital assets, net of related debt
$   90
 $ 400
$  490

Restricted for Housing Authority
15

15

Unrestricted
800
50
850

    Total net assets
$905
$450
$1,355

b.
If fund statements were presented, the special revenue fund of the housing authority would be reported as if it were a special revenue fund of the township. However, the general fund of the housing authority would not be shown as a general fund of the township; it would be shown instead as another special revenue fund.
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1.
Per capita value of taxable property

Fairfax
Manassas
Value of taxable property
$1,933,472,000
$1,948,337,000

Population
              20,200
              27,856

Per capita value of taxable property
$            95,716
$            69,943


Based on property value, Fairfax has the greater resources per capita upon which to draw.

2.

a.
Per capita general fund taxes

Fairfax
Manassas
General fund tax revenues
$31,861,000
$29,706,000

Population
         20,200
         27,856

Per capita general fund taxes
$         1,577
$         1,066

b.
Per capita property taxes

Fairfax
Manassas
Property tax levy
$18,664,000
$24,534,000

Population
         20,200
         27,856

Per capita property taxes
$            924
$            881

c.
Property taxes as a percent of property values

Fairfax
Manassas
Property tax levy
$     18,664,000
$     24,534,000

Value of taxable property
  1,933,472,000
  1,948,337,000

Percent (tax rate)
             0.97%
             1.26%


Fairfax residents pay more in taxes on a per capita basis, but not as a percentage of their wealth (as measured by property values).

3.

a.
Percentage of total general fund revenues from other governments


Fairfax
Manassas
Intergovernmental revenues
$  5,050,000
$  2,351,000

General fund tax revenues
  38,397,000
  36,092,000

Percent intergovernmental revenues
         13.2%
           6.5%

b.
Per capita intergovernmental revenues

Fairfax
Manassas
Intergovernmental revenues
$  5,050,000
$  2,351,000

Population
         20,200
         27,856

Per capita intergovernmental revenues
$            250
$              84


Despite being the wealthier community, Fairfax receives a greater amount of intergovernmental revenues.
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a.
The answers provided below are not necessarily “correct.” They should be seen only as discussion points.

1.
General funds versus broader range of funds. Financial capability of an entire government cannot be assessed by examining only its general fund. Moreover, if the ratios were based only on the general fund, then the ratios of different governments would not be comparable. Some governments account for certain activities in a general fund, whereas others account for the same activities in other funds.

2.
Exclude proprietary funds. Proprietary funds, especially utility funds, often have substantial resources, obligations, revenues and expenditures. A ratio of cash to expenditures, including the expenses of a utility, is meaningless. Moreover, ratios which are determined using different bases of accounting are also likely to be of little interpretive value. Nevertheless, it is difficult to see how the fiscal capability of a government can be assessed without taking into account the resources and changes in resources of proprietary funds. As indicated in the text’s discussion of internal service funds, for example, the existence of these funds can distort both the operating statement and balance sheets of the funds with which they have transactions.

3.
Include restricted funds. Although the revenues of restricted funds can be used only for specified purposes (most likely not for landfill closure costs), they relieve the city of having to use general funds for the restricted purposes. They cannot be ignored in assessing financial capability. However, depending on the type of restrictions (especially if the revenues are dedicated to purposes on which the government would be unlikely to spend unrestricted funds), they may contribute nothing towards the government’s ability to pay closure costs.

4.
Include all capital expenditures and base the computation on an average of expenditures of more than one year. Capital expenditures benefit more than one period and may fluctuate considerably from period to period. Financial capability cannot be assessed by taking into account capital expenditures for a single year. Yet, if the ratio were to be based on average expenditures over a period greater than one year, then a determination of an appropriate number of years on which to base the average must be made, thereby adding subjectivity to the ratio.

b.
Additional questions:

1.
Should cash held in permanent funds be included in the ratio?

2.
Should obligations other than those reported on the balance sheet (such as for operating leases and long-term contracts) be taken into account?

3.
How should pension obligations and assets (as well as earnings on pension funds) be taken into account?

4.
Should overlapping debt be taken into account?

5.
Should interfund balances and interfund transfers be eliminated?

6.     Should the ratios be based on the government-wide statements rather than the fund statements?
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1.
The following schedule shows the revenues and expenditures as percentages of total revenues or expenditures:


             2007             
             1998             


Dollars
Percent
Dollars
Percent
Revenues
Sales and use taxes
$41,941
  49.65%
$18,750
  31.89%

General property taxes
    9,501
  11.25
    4,900
    8.33

Other taxes
    9,673
  11.45
    3,756
    6.39

Charges for services
    5,004
    5.92
    2,524
    4.29

Intergovernmental
  10,114
  11.97
    6,840
  11.63

Proceeds from bonds and notes
       ---  
     ---  
  16,330
  27.78

Other
    8,246
    9.76
    5,692
    9.69
Total revenues
$84,479
100.00%
$58,792
100.00%

Expenditures
General government and 
      administration
$10,222
  11.16%
$  3,975
    7.96%

Public safety
  17,466
  19.07
  10,786
  21.59

Public works
  16,472
  17.99
    7,499
  15.01

Housing and human services
    6,195
    6.77
    4,093
    8.19

Culture and recreation
  16,764
  18.31
    9,016
  18.05

Acquisition of real estate 
      and open spaces
  11,315
  12.36
  11,706
  23.43

Debt service
  10,816
  11.81
    2,886
    5.77

Other
    2,323
    2.53
     ----  
     ---  

Total expenditures
$91,573
100.00%
$49,961
100.00%


This schedule, as it applies to revenues, is misleading inasmuch as it reports as 1998 revenues $16.3 million from bonds and notes. As a result there appears to be an extraordinarily large increase in the proportion of revenues from sales and use taxes from 1998 to 2007. However, the proceeds from bonds and notes are non-recurring items and distort the percentages. In fact, according to GAAP, they should be categorized as “other financing sources” rather than revenues. If these proceeds were removed from the table then sales and use taxes of 1998 would constitute 44.1 percent of total revenues rather than 31.9 percent as shown in the schedule.


The following schedule shows the mix of revenues excluding the $16.3 million of bond and note proceeds:


             2007             
             1998             


(dollar amounts in thousands)


Dollars
Percent
Dollars
Percent
Revenues
Sales and use taxes
$41,941
  49.65%
$18,750
  44.16%
General property taxes
    9,501
  11.25
    4,900
  11.54
Other taxes
    9,673
  11.45
    3,756
    8.85
Charges for services
    5,004
    5.92
    2,524
    5.94
Intergovernmental
  10,114
  11.97
    6,840
  16.11
Proceeds from bonds and notes
       ---  
     ---  
       ---  

Other
    8,246
    9.76
    5,692
  13.40
Total revenues
$84,479
100.00%
$42,462
100.00%


Even with the adjustment, sales and use taxes increased somewhat, offset by decreases in intergovernmental revenues and other revenues. Intergovernmental revenues are generally considered to be less reliable than revenues from a government’s own sources as they are beyond its control.

2.
Expenditures, with the exception of general government and administration, acquisition of real estate and open spaces and debt service, remained fairly constant. The increase in general government and administration may be a sign of decreased efficiency or productivity. Outlays for the acquisition of real estate and open spaces is the type of expenditure which tends to fluctuate from year to year as it is governed by available opportunities (see discussion of debt service in 3. below).

3.
The increase in debt service is most likely due to an increase in outstanding debt. An increase in debt relative to revenues should always be of concern and the reason for it needs to be discerned. Nevertheless, it is not necessarily a sign of increased fiscal stress. Growing communities frequently have to assume additional debt in order to expand infrastructure. Other factors to consider, in addition to the increase in debt service as a percent of expenditures include the ratios of debt to population (per capita debt) and of debt to assessed value of property.
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(all dollar amounts, not per capita amounts, in thousands)

1.
Financial statement indicators



Riverside
Lakeview
a.
Total operating expenditures
$  112,000
$  174,000


Population
    92,000
    96,000


Per capita expenditures
$    1,217
$    1,812

b.
General obligation debt
$   21,000
$     32,000


Population
    92,000
      96,000


Per capita general obligation debt
$      228     
$        333

c.
Total operating revenues
$  120,000
$   170,000


Total operating expenditures
$  112,000
$   174,000


Operating surplus (deficit)  
$    8,000
$     (4,000)

d.
Cash, investments and receivables
$   27,000
$    15,000


Current liabilities
$    9,000
$    12,000


Liquid assets/current liabilities
     3:1
     1.25:1

e.
Unreserved general fund balance
$    7,000
$     1,000


Total operating revenues
$  120,000
$   170,000


Unreserved general fund 


      balance/total operating revenues
  .058:1
     .0059:1

f.
Number of employees
     1,050
       1,420


Population
    92,000
      96,000


Per capita number of employees
      .011
       .015

2.
Additional indicators

a.
Total operating revenues
$  120,000
$   170,000


Total appraised value of property
$  965,000
$ 1,620,000


Operating revenue/total appraised value of property
.124:1
    .105:1

b.
Property tax levy
$   83,000
$   102,000


Total appraised value of property
$  965,000
$ 1,620,000


Property taxes/total appraised value of property
    .086:1
    .063:1

c.
Total appraised value of property
$  965,000
$ 1,620,000


Population
    92,000
     96,000


Per capita total appraised value of property
$   10,489
$    16,875

3.
Each of the financial statement indicators points to Riverside as the stronger financial city. It spends less, has less debt, has a surplus rather than a deficit, has a stronger balance sheet and uses fewer employees. Yet based on property values Lakeview is clearly the wealthier community. If it spends more on services, it is probably because it can afford more. In addition, it has far more in unused fiscal capacity than Riverside. Its property tax rate (property tax levy as a percentage of total appraised value of property) and its ratio of revenues to total appraised value of property are both lower than those of Riverside. Hence, whereas in the short-term, Riverside may be in the stronger financial position, Lakeview has the greater resources upon which to draw.
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1.
The new arrivals, young professionals, are likely to have children and be demanding of quality education. Hence, the district may have to expand significantly its infrastructure and increase its operating expenses. Unfortunately, the district will not benefit from the new businesses as they are outside its jurisdiction.

2.
These new arrivals will cause the city’s tax base to increase, without an accompanying increase in student population. However, senior citizens, because they do not have children in the school system, may oppose increases in tax rates or the issuance of debt. Hence, they may make it more difficult for the district to pay for both operating and infrastructure costs.

3.
The change in pay date appears to be a gimmick designed to balance the budget. It may be a sign of underlying fiscal weakness.  This change won’t affect the financial statements prepared according to GAAP, but will affect a cash-based budget.

4.
The largest taxpayer may be at the mercy of fashions. Further, it is the type of firm that can easily move its operations to another country in which wages are lower. Hence, the school district is at risk of a substantial reduction in its tax base.

5.
The resignation of the superintendent on charges of cheating on test results calls into question the overall integrity of management — and thereby raises questions as to the reliability of the district’s financial statements and other fiscally-rated assertions.

6.
The contentiousness of the school board members casts doubt on their ability to react to changing conditions and to provide adequate oversight over school district management.

7.
The new debt of the county will have to be serviced from taxes on the same property as that on which the school district relies. Hence, the “overlapping debt” eats into the district’s fiscal capacity.

8.
The voucher plan would likely shift a portion of state aid from public to private schools, and thereby jeopardize some of the district’s revenues.
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1.
A strong (relatively higher) current ratio indicates the ability to meet short term obligations as they come due — a sign of fiscal strength. However, inasmuch as the numerator encompasses receivables, an increase in the ratio as the result of a receivables build-up could be reflective of an inability to collect taxes or other revenues.

2.
Revenue from own sources as a percentage of median income (or of appraised value of property) is a measure of fiscal effort. An increase in the ratio indicates that the government is increasing its fiscal effort to utilize its fiscal capacity.  However, it is thereby reducing its remaining fiscal capacity. That is, the more it taxes its constituents, the less room for tax increases in the future — a sign of decreasing fiscal strength.

3.
An increase in the number of employees to population may suggest that the government is operating less efficiently (a sign of fiscal weakness) or, on the other hand, may indicate that the government is able to increase the level of services that it is providing (a sign of fiscal strength).

4.
Property taxes are considered a stable source of revenues. Therefore, an increase in the proportion of revenues composed of property taxes is generally considered an indication of fiscal improvement.

5.
The higher the percentage of nondiscretionary expenditures, the less flexibility the government has to reduce (or limit increases in) spending — a sign of decreasing fiscal strength.

6.
The greater the ratio of unreserved general fund balance to total operating revenues the greater the cushion against future deficits. Hence an increase may be seen as a sign of fiscal strength. However, beyond a reasonable level, a larger reserve is not necessarily preferable to a smaller one. If the reserve is unnecessarily high, then the government may be either spending too little or taxing too much.

7.
The ratio of intergovernmental revenues to total operating revenues indicates the proportion of revenues received from other governments. Insofar as the other governments may be able to arbitrarily cease to provide the revenues, an increase in the ratio may be indicative of increased risk and hence of decreased fiscal strength. However, at the same time, a decrease in the ratio may point to the government’s failure to take advantage of all the grants and other revenues available from other governments.

8.
An increase in expenditures for a particular function may indicate new policies or circumstances that presage additional increases in the future — perhaps a sign of deteriorating fiscal strength. Or, on the other hand, it could signal merely a change in priorities — a neutral development.

Questions for Research, Analysis and Discussion

1. The views of the critics are set forth in the dissent to Statement No. 14.  As excerpted from the dissent, they are:

· the reporting entity definition will result in the inclusion of certain component units that are not in substance part of the primary government. Indeed, organizations may be required to be included as component units in the reporting entity when the primary government cannot control, or even significantly influence, the organizations. For example, a city is considered to be accountable under this pronouncement for an authority’s actions if the city’s mayor (executive branch) appoints the authority’s board without any requirement for city council (legislative branch) approval or confirmation. This accountability would exist even if the mayor and the council members are of different political parties, if the mayor subsequently does not seek reelection, or if the mayor is defeated in a reelection attempt.

· the financial benefit and burden criteria are too broad. They do not believe a component unit should be included in the reporting entity based on a potential burden that may result from a remote contingency. In the example above, if the city were contingently liable (that is, obligated in some manner) for the authority’s debt, the authority would be considered a component unit when the financial burden criteria of this pronouncement are applied. Under the most stringent standards that currently apply to state and local governmental financial statements, these situations would result in either note disclosure for debt issues or no disclosure for other contingencies.

· the disclosure of the criteria for including component units will not provide an adequate distinction among component units that are included in the reporting entity based on the criterion of imposition of will, financial benefit and burden, fiscal dependency, or “otherwise misleading or incomplete to exclude.” Without further identification in the financial statements of these relationships, he is concerned that users will not understand the degree of the primary government’s responsibility or accountability for the component units.

2. Yes, see question 4.23 Comprehensive Implementation Guide.  It cites footnote 3 of GASB 14, which states explicitly that a government that is placed temporarily under the control of a state is still considered an independent government.  This provision was, no doubt, inserted with New York City in mind.  In the mid-1970’s New York, which was de facto bankrupt, was placed under the control of the Municipal Assistance Corporation (“Big Mac”), a state agency.  Per the criteria of GASB 14, Big Mac would be the primary government; New York City its component unit.  To assure that a city which is taken over by a state retains its status as a reporting entity, the GASB inserted footnote 3.
3. GASB 34, paragraph 61 addresses this question directly:

Resource flows (except those that affect the balance sheet only, such as loans and repayments) between a primary government and its discretely presented component units should be reported as if they were external transactions—that is, as revenues and expenses. However, amounts payable and receivable between the primary government and its discretely presented component units or between those components should be reported on a separate line.

4. Question 4.48 of the Comprehensive Implementation Guide, asks: “If a potential component unit’s articles of incorporation require its board to appoint new board members from the primary government’s employees, would that be considered the same as if the board was appointed by the primary government?”  It answers:

In general, the requirement that the board be chosen from the employees of the primary government would not be the same as if the primary government made the appointment, as long as the employees are not serving on the board as representatives of the primary government. For example, if an organization is required to choose its governing body from its membership and employment by the primary government is a requirement for membership in the organization, this would not be the same as the primary government’s appointing the board of the organization. Although it would be true that the employee/board member could be terminated by the primary government, that ability relates to the employment relationship between the primary government and the board member, rather than the position of the employee on the potential component unit board. However, professional judgment should be exercised based on the specifics of each case. For instance, if the articles of incorporation indicate that employees in specific jobs are required to serve (ex officio) on the board of the potential component unit, those board positions would be considered appointments of the primary government.
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