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MANAGEMENT’S DISCUSSION AND ANALYSIS 
 

This section of Sample City’s annual financial report presents our discussion and analysis of the City’s 

financial performance during the fiscal year that ended on December 31, 20X2. Please read it in conjunction 

with the transmittal letter at the front of this report and the City’s financial statements, which follow this 

section. 
 
FINANCIAL HIGHLIGHTS 
 
• The City’s total net position remained virtually unchanged over the course of this year’s operations. 

However, while net position of our business-type activities increased $3.7 million (or 4.4 percent), this was 

offset by a decrease of $3.1 million (or 2.4 percent) in the net position of our governmental activities. 

• During the year, the City’s expenses were $6.4 million more than the $99.5 million generated in taxes and 

other revenues for governmental programs (before special items). This is better than last year, when 

expenses exceeded revenues by $8.9 million. 

• In the City’s business-type activities, revenues increased 9.2 percent to $15.5 million while expenses 

decreased 1.7 percent. 

• The total cost of the City’s programs was virtually unchanged (increasing approximately $900,000, or less 

than 1 percent), and no new programs were added this year. 

• The general fund reported a decrease in fund balance this year of $1.3 million despite one-time proceeds of 

$3.5 million from the sale of some of our park land. 

• The resources available for appropriation were $1.1 million less than budgeted for the general fund. 

However, we kept expenditures within spending limits primarily through a midyear hiring and overtime 

freeze and our staff restructuring efforts. 

 
OVERVIEW OF THE FINANCIAL STATEMENTS 
 

This annual report consists of four parts—

management’s discussion and analysis (this section), 

the basic financial statements, required supplementary 

information (RSI), and an optional section that presents 

combining statements for nonmajor governmental funds 

and internal service funds. The basic financial 

statements include two kinds of statements that present 

different views of the City: 

• The first two statements are government-wide 

financial statements that provide both long-term and 

short-term information about the City’s overall 

financial status. 

• The remaining statements are fund financial 

statements that focus on individual parts of the City 

government, reporting the City’s operations in more 

detail than the government-wide statements. 

– The governmental funds statements tell how general 

government services like public safety were 

financed in the short term as well as what remains 

for future spending. 

– Proprietary fund statements offer short- and long-

term financial information about the activities the 

government operates like businesses, such as the 

water and sewer system. 

 

 

– Fiduciary fund statements provide infor-

mation about the financial relationships—

like the retirement plan for the City’s 

employees—in which the City acts solely as 

a trustee or agent for the benefit of others, 

to whom the resources in question belong. 
 

Figure A-1 

Required Components of 
Sample City’s Annual Financial Report 
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The basic financial statements also include notes that explain some of the information in the financial 

statements and provide more detailed data. The basic financial statements are followed by a section of RSI 

that further explains and supports the information in the financial statements. Figure A-1 shows how the 

required parts of this annual report are arranged and relate to one another. In addition to these required 

elements, we have included a section with combining statements that provide details about our nonmajor 

governmental funds and internal service funds, each of which are added together and presented in single 

columns in the basic financial statements. 

Figure A-2 summarizes the major features of the City’s financial statements, including the portion of the 

City government they cover and the types of information they contain. The remainder of this overview 

section of management’s discussion and analysis explains the structure and contents of each of the 

statements. 
 

Figure A-2 
Major Features of Sample City’s Government-Wide and Fund Financial Statements 

 
                                                 Fund Statements  

 Government-Wide 
              Statements  

 
Governmental Funds 

 
Proprietary Funds 

 
Fiduciary 

Funds 
     
Scope Entire City government 

(except fiduciary funds) 
and the City’s component 
units 

The activities of the City that 
are not proprietary or 
fiduciary, such as police, fire, 
and parks 

Activities the City operates 
similar to private 
businesses:  the water and 
sewer system, and the 
parking facilities 

Instances in 
which the City is 
the trustee or 
agent for 
someone else’s 
resources, such 
as the retirement 
plan for City 
employees 

     
Required financial 
statements 

 Statement of net 
position 

 Statement of activities 

 Balance sheet 

 Statement of revenues, 
expenditures, and 
changes in fund balances 

 Statement of net position 

 Statement of revenues, 
expenses, and changes 
in net position 

 Statement of cash flows 

 Statement of 
fiduciary net 
position 

 Statement of 
changes in 
fiduciary net 
position 

     
Accounting basis 
and measurement 
focus 

Accrual accounting and 
economic resources focus 

Modified accrual accounting 
and current financial 
resources focus 

Accrual accounting and 
economic resources focus 

Accrual 
accounting and 
economic 
resources focus 

     
Type of 
asset/liability 
information 

All assets and liabilities, 
both financial and capital, 
and short-term and long-
term 

Only assets expected to be 
used up and liabilities that 
come due during the year or 
soon thereafter; no capital 
assets included 

All assets and liabilities, 
both financial and capital, 
and short-term and long-
term 

All assets and 
liabilities, both 
short-term and 
long-term; the 
City’s funds do 
not currently 
contain capital 
assets, although 
they can 

     
Type of 
inflow/outflow 
information 

All revenues and expenses 
during year, regardless of 
when cash is received or 
paid 

Revenues for which cash is 
received during or soon after 
the end of the year; 
expenditures when goods or 
services have been received 
and payment is due during 
the year or soon thereafter 

All revenues and expenses 
during year, regardless of 
when cash is received or 
paid 

All revenues and 
expenses during 
year, regardless 
of when cash is 
received or paid 
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Government-Wide Statements 

The government-wide statements report information about the City as a whole using accounting methods 

similar to those used by private-sector companies. The statement of net position includes all of the 

government’s assets and liabilities. All of the current year’s revenues and expenses are accounted for in the 

statement of activities regardless of when cash is received or paid. 

The two government-wide statements report the City’s net position and how it has changed. Net 

position—the difference between the City’s assets and deferred outflows of resources and liabilities and 

deferred inflows of resources—is one way to measure the City’s financial health, or position. 

• Over time, increases or decreases in the City’s net position are an indicator of whether its financial health 

is improving or deteriorating, respectively. 

• To assess the overall health of the City you need to consider additional nonfinancial factors such as 

changes in the City’s property tax base and the condition of the City’s roads. 

 

The government-wide financial statements of the City are divided into three categories: 
 

• Governmental activities—Most of the City’s basic services are included here, such as the police, fire, 

public works, and parks departments, and general administration. Property taxes and state and federal 

grants finance most of these activities. 

• Business-type activities—The City charges fees to customers to help it cover the costs of certain services 

it provides. The City’s water and sewer system and parking facilities are included here. 

• Component units—The City includes two other entities in its report—the Sample City Public School District 

and the Sample City Landfill. Although legally separate, these “component units” are important because 

the City is financially accountable for them. 
 

Fund Financial Statements 
 

The fund financial statements provide more detailed information about the City’s most significant funds—

not the City as a whole. Funds are accounting devices that the City uses to keep track of specific sources of 

funding and spending for particular purposes. 

 

• Some funds are required by State law and by bond covenants. 

• The City Council establishes other funds to control and manage money for particular purposes (like the 

Route 7 construction project) or to show that it is properly using certain taxes and grants (like aid from the 

U.S. Department of Housing and Urban Development). 
 

The City has three kinds of funds: 
 

• Governmental funds—Most of the City’s basic services are included in governmental funds, which focus 

on (1) how cash and other financial assets that can readily be converted to cash flow in and out and (2) 

the balances left at year-end that are available for spending. Consequently, the governmental funds 

statements provide a detailed short-term view that helps you determine whether there are more or fewer 

financial resources that can be spent in the near future to finance the City’s programs. Because this 

information does not encompass the additional long-term focus of the government-wide statements, we 

provide additional information at the bottom of the governmental funds statement, or on the subsequent 

page, that explains the relationship (or differences) between them. 

• Proprietary funds—Services for which the City charges customers a fee are generally reported in 

proprietary funds. Proprietary funds, like the government-wide statements, provide both long- and short-

term financial information. 

– In fact, the City’s enterprise funds (one type of proprietary fund) are the same as its business-type 

activities, but provide more detail and additional information, such as cash flows. 

– We use internal service funds (the other kind of proprietary fund) to report activities that provide 

supplies and services for the City’s other programs and activities—such as the City’s 

Telecommunications Fund. 
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• Fiduciary funds—The City is the trustee, or fiduciary, for its employees’ pension plans. It is also 

responsible for other assets that—because of a trust arrangement—can be used only for the trust 

beneficiaries. The City is responsible for ensuring that the assets reported in these funds are used for their 

intended purposes. All of the City’s fiduciary activities are reported in a separate statement of fiduciary net 

position and a statement of changes in fiduciary net position. We exclude these activities from the City’s 

government-wide financial statements because the City cannot use these assets to finance its operations. 

 

FINANCIAL ANALYSIS OF THE CITY AS A WHOLE 

 
Net position. The City’s combined net position was virtually unchanged between fiscal years 20X1 and 

20X2—remaining at approximately $212.6 million. (See Table A-1.) In comparison, last year net position 

decreased $6.2 million. Looking at the net position and net expenses of governmental and business-type 

activities separately, however, two very different stories emerge. 
 

 
The net position of the City’s governmental activities decreased 2.4 percent to $125.3 million. However, all 

of the components either are restricted as to the purposes they can be used for or are invested in capital 

assets (buildings, roads, bridges, and so on). Consequently, the unrestricted component of net position 

showed a $0.5 million deficit at the end of this year. This deficit does not mean that the City does not have 

resources available to pay its bills next year. Rather, it is the result of having long-term commitments that are 

greater than currently available resources. Specifically, the City did not include in past annual budgets the 

full amounts needed to finance future liabilities arising from property and casualty claims and to pay for 

unused employee vacation and sick days. The City will include these amounts in future years’ budgets as 

they come due. 

In addition, the deficit in unrestricted governmental net position was adversely affected by two particular 

features of the City’s recent financial activity: 

 
• During the past two years, tax revenues and State grants fell short of expectations. 

• The City Council used accumulated cash balances to avoid tax increases. 
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Although the net position of our business-type activities increased by 4.4 percent to $87.3 million, these 

resources cannot be used to make up for the decrease in net position for governmental activities. The City 

generally can only use these resources to finance the continuing operations of the water, sewer, and parking 

operations. 

 
Changes in net position. The City’s total revenues (excluding special items) increased by 4.5 percent to 

$115.0 million. (See Table A-2.) Virtually half of the City’s revenue comes from property taxes, and 60 cents 

of every dollar raised comes from some type of tax. (See Figure A-3.) Another quarter comes from fees 

charged for services, and most of the rest is state and federal aid. 

The total cost of all programs and services was virtually unchanged (increasing approximately $900,000, 

or less than 1 percent). The City’s expenses cover a range of services, with about half related to public 

safety and education. (See Figure A-4.) 

 

Figure A-3 

Sample City 

Sources of Revenue for Fiscal Year 20X2 

 

 
 

 

Figure A-4 

Sample City 

Functional Expenses for Fiscal Year 20X2 

 
 

 

 

 

 

 

 

 

Table A-2 and the narrative that follows consider the operations of governmental and business-type 

activities separately. 

 
Governmental Activities 

 
Revenues for the City’s governmental activities (excluding the sale of park land) increased 3.8 percent, 

while total expenses increased 1 percent. With the gain on the sale of the park land and transfers, the 

decrease in net position for governmental activities was narrowed to $3.2 million in 20X2. This compares to 

a $9.3 million decrease in 20X1. The City’s management took three major actions this year to avoid the level 

of decrease in net position reported last year. Two of these actions increased revenues and a third reduced 

expenses: 

 
• The City increased property tax rates an average of 5 percent. This increase, the first in 4 years, raised 

tax revenues $2.8 million in 20X2. Based on increases in property values, tax revenues are budgeted to 

increase an additional $2.8 million next year. 

• The City sold 3 parcels of park land for $3.5 million, for a gain (net of the $823,000 originally paid) of $2.7 

million. This was a one-time special item. Although this property has been added back to the tax rolls, the 

tax revenues it may generate in the future are not expected to be at the same level as the City received 

this year by selling the land. 

• The City imposed a hiring and overtime freeze (excluding the City’s police, fire, and sanitation 

departments) in midyear that resulted in a $2.2 million savings in wages and related benefits expenses in 

20X2 compared to 20X1. This freeze, plus cost savings of $500,000 from our continuing staff restructuring 

efforts, held down the increase in expenses. 
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Despite the rate increase, property tax revenues lagged by $680,000 compared to the final budget 

estimates because delays in several major commercial and residential developments precluded adding them 

to this year’s tax rolls. More than half of the City’s other revenue sources also fell short of final budget 

estimates. The fire at the State Street Mall affected many retail businesses in the City. In addition, grant 

revenues were lower than expected because of overall state cutbacks. 

Table A-3 presents the cost of each of the City’s five largest programs—police, fire, public works, 

education, and parks and recreation—as well as each program’s net cost (total cost less fees generated by 

the activities and intergovernmental aid). The net cost shows the financial burden that was placed on the 

City’s taxpayers by each of these functions. 

 

• The cost of all governmental activities this year was $106.0 million. 

• Some of the cost was paid by: 

– Those who directly benefited from the programs ($15.9 million), or 

– Other governments and organizations that subsidized certain programs with grants and contributions 
($10.1 million). 

• The City paid for the $80.0 million “public benefit” portion with $69.4 million in taxes, and with other 
revenues such as the park land sale, interest, and unrestricted state aid. 
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Business-Type Activities 

 
Revenues of the City’s business-type activities increased 9.2 percent to $15.5 million, and expenses 

decreased 1.7 percent to $11.3 million. (Refer to Table A-2.) Factors contributing to these results included: 

 
• A 10 percent increase in water and sewer operating revenues (driven by growth in hook-ups of residential 

customers converting from septic systems); operating expenses rose only 4 percent. The high 

maintenance costs caused by the harsh winter months of 20X1 did not occur this year. 

• Continued program losses at City parking facilities—$1.4 million this year versus $1.3 million in 2011. In 

both years the deficit was attributable primarily to the largest of the three City-owned garages, located on 

State Street. This year, the garage had to be closed for two extended periods due to ruptured gas lines 

beneath nearby streets, which now have been repaired, and the State Street Mall fire. 

 

FINANCIAL ANALYSIS OF THE CITY’S FUNDS 

 
As the City completed the year, its governmental funds reported a combined fund balance of $34.9 million, 

slightly below last year. Included in this year’s total change in fund balance, however, is a loss of $1.3 million 

in the City’s general fund. Furthermore, without the cash from the sale of park land, fund balances would be 

$3.5 million lower. The primary reasons for the general fund’s losses mirror those highlighted in the analysis 

of governmental activities. In addition, these other changes in fund balances should be noted: 

 
• The City spent $11.3 million this year on the Route 7 construction project, reducing the beginning fund 

balance in that capital projects fund by the same amount. This reduction was expected because fund 

balance at the beginning of this year included the proceeds of federal and state highway grants received 

late last year to finance that project. Although these and other capital expenditures reduce available fund 

balances, they create new assets for the City in the statement of net position (as discussed in Note 1 to 

the financial statements). 

• In the same way, the fund balance of the Community Redevelopment Fund increased this year when $18 

million in community redevelopment housing bonds were issued. By year-end, only $2.2 million of the debt 

proceeds had been used for constructing housing units and $2.3 million was transferred to the debt 

service fund. Overall, fund balance grew $13.1 million. 

• Each year, the State provides the City with a portion of the gasoline tax revenues it collects. This money 

can only be used to replace, maintain, or improve the City’s roads. This year $3 million (including $1.6 

million accumulated previously) was used for 10 major repaving projects. 
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General Fund Budgetary Highlights 

 
Over the course of the year, the City Council revised the City budget several times. These budget 

amendments fall into three categories: 

 
• Amendments and supplemental appropriations approved shortly after the beginning of the year to reflect 

the actual beginning account balances (correcting the estimated amounts in the budget adopted in 

October 20X1). 

• Changes made in the third quarter to account for the midyear hiring and overtime freeze, some of the 

City’s staff restructuring efforts, and the sale of an additional parcel of park land. 

• Increases in appropriations to prevent budget overruns. 

 
Even with these adjustments, actual expenditures were $1.3 million below final budget amounts. The most 

significant positive variance ($534,646) resulted from a 10 percent reduction of the general administration 

workforce due to the staff restructuring and hiring freeze. 

On the other hand, resources available for appropriation were $1.1 million below the final budgeted 

amount. As noted earlier: 

 
• Property and other tax collections were less than expected. 

• Reductions in state funding also affected grant resources available for appropriation. 

 
These shortfalls were partially offset by a 15 percent increase in utility and cable television taxes approved 

by the City Council in the third quarter. 

The City’s general fund balance of $1.7 million differs from the general fund’s budgetary fund balance of 

$1.4 million reported in the budgetary comparison schedule principally because budgetary fund balance 

excludes: 

 
• Supplies inventories of $182,821 that are reported as expenditures for budgetary purposes when they are 

purchased 

• Encumbrances of $40,292 reported as expenditures for budgetary purposes. 

 

CAPITAL ASSET AND DEBT ADMINISTRATION  

Capital Assets 

At the end of 20X2, the City had invested $327.4 million in a broad range of capital assets, including 

police and fire equipment, buildings, park facilities, roads, bridges, and water and sewer lines. (See Table A-

4.) This amount represents a net increase (including additions and deductions) of $11.7 million, or 3.7 

percent, over last year. 
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This year’s major capital asset additions included (dollars in millions): 

 
• Route 7 construction project, including completion of Phase 1, paid for with proceeds of federal and state highway grants 

received late last year—$11.3 
• Redevelopment housing property, acquired with proceeds of revenue bonds issued this year—$2.0 
• Completion of Reese Road culvert project, financed by federal and state grants—$2.0 

• Replacement of older segments of the wastewater collection system and treatment facilities, paid for with proceeds from 

a revenue note issued last year—$3.2 

• Water distribution mains, hydrants, and meters, constructed and contributed by developers—$1.2 
 

 
The City’s fiscal year 20X3 capital budget projects spending another $16 million for capital projects, 

principally for the completion of the final phase of the Route 7 construction project and to create housing 

units in Finden Acres, the City’s new community redevelopment housing program. The City has no plans to 

issue additional debt to finance these projects. Rather, we will use bond proceeds from the community 

redevelopment bonds issued this year and resources on hand in the City’s gas tax fund. More detailed 

information about the City’s capital assets is presented in Note 1 to the financial statements. 

 
 
Long-Term Debt 

 
At year-end the City had $158 million in bonds and notes 

outstanding, an increase of 12 percent over last year—as shown 

in Table A-5. More detailed information about the City’s long-term 

liabilities is presented in Note 2 to the financial statements. 

New debt resulted mainly from issuing revenue bonds for two 

new projects—$18 million of community redevelopment housing 

bonds and $3.6 million of water system improvement bonds. In 

addition, to improve cash flow and to take advantage of lower 

interest rates, the City management decided to refinance nearly 

$43 million of two general obligation debt issues and two revenue 

bond issues by issuing refunding bonds. By refinancing the debt, 

the City will reduce its debt service payments by $2.3 million over 

the next 15 years. 

 
Bond Ratings 

Since 2000 the City’s general obligation 

bonds have been rated Q-2 (the fourth 
highest rating possible). The City’s other 

debt—principally, revenue bonds and 
notes—carries the fifth highest rating, Q-3+. 

 

Limitations on Debt 

The State limits the amount of general 

obligation debt the City can issue to 3 
percent of the assessed value of all taxable 
property within the City’s corporate limits. 
Our outstanding debt is significantly below 
this limit—which is currently $134 million.  
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ECONOMIC FACTORS AND NEXT YEAR’S BUDGETS AND RATES 

 
• Nonagricultural employment growth mirrored population growth during 20W8–20X2, averaging annual 

gains of 4.2 percent. 

• Unemployment now stands at 3.9 percent versus 4.1 percent a year ago. This compares favorably with the 

State’s rate of 4.4 percent and the national rate of 4.9 percent. 

• Inflation in the metropolitan area continues to be somewhat higher than the national consumer price index 

due in part to the residential housing market and energy price increases. 

– City inflation was 3.2 percent for fiscal year 20X2. 

– The average US city rate was 3 percent. 

– The national rate was 2.8 percent. 

 
These indicators were taken into account when adopting the general fund budget for 20X3. Amounts 

available for appropriation in the general fund budget are $96.4 million, an increase of 3.1 percent over the 

final 20X2 budget of $93.5 million. Property taxes (benefiting from the 2012 rate increases and increases in 

assessed valuations), public service taxes (with rate increases discussed above), and grant revenue 

(boosted by increased state funding in several of our current programs) are expected to lead this increase. 

The City will use these increases in revenues to finance programs we currently offer and the expected 

impact of inflation on program costs. 

Budgeted expenditures are expected to rise nearly 4 percent to $95.9 million. The largest increments are 

increased wages and cost-of-living adjustments of $800,000 based on agreements reached with the police, 

fire, and sanitation department unions in 20X2. The City has added no major new programs or initiatives to 

the 201X budget. 

If these estimates are realized, the City’s budgetary general fund balance is expected to increase 

modestly by the close of 20X3. More important, however, this will have been accomplished without repeating 

the selling of capital assets or restructuring of long-term debt to alleviate cash flow pressures that occurred 

this year. In addition, the City recently purchased commercial insurance for all property and casualty claims 

incurred after December 31, 20X2. 

As for the City’s business-type activities, we expect that the 20X3 results will also improve based on these 

recent rate decisions: 

 
• The Public Service Commission approved a 2 percent rate increase for all water customers effective 

January 1. Sewer charges will not change. 

• The City Council authorized a 15 percent increase in parking fees at the City-owned garages and on-

street meters. 
 

 
CONTACTING THE CITY’S FINANCIAL MANAGEMENT 

 
This financial report is designed to provide our citizens, taxpayers, customers, and investors and creditors 

with a general overview of the City’s finances and to demonstrate the City’s accountability for the money it 

receives. If you have questions about this report or need additional financial information, contact the Sample 

City Controller’s Office, 6 Delmonico St., Sample City, ST 00000. 
 
  


