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August 17, 2006
Mr. John Ryan, President
IAFF Local 3118 - Port Orange 

PO Box 238013

Allandale, FL  32123-8013

Dear Brother Ryan:

In response to your request, we have reviewed the financial documents for the city of Port Orange, Florida.

Businesses and governments have different objectives and operate in different environments.  A business enterprise aims to maximize profit and the profit part of its profit and loss statement usually provides a reasonable measure of its success.  The primary objective of a local government is to provide services to its constituents within budgetary constraints, and, while it tries to provide those services in a cost effective way, its focus is not on profit.

Because of these differences, there are certain accounting and reporting techniques that are unique to governments.  One of the major differences between government and business accounting is the use in government of “fund accounting.”  A fund is an entity with a separate set of accounting records segregated to carry on a specific activity.  Each fund has assets, liabilities, and a fund balance or fund equity that equals assets minus liabilities.  Each fund begins the fiscal year with a beginning fund balance from the previous year.  It takes in revenue during the current year, it pays expenses for the current year, and it ends the year with a new fund balance that carries over into the next fiscal year.

The fund balance is important because it represents the fund’s reserves and is an important measure of a local government's fiscal strength.  Although the condition of every fund is relevant in determining the financial health of the municipality, this analysis focuses primarily on the general fund, because it is the general fund that finances general government operations, including the day to day operations of the fire department, such as salaries.  Most cities account for the fire department within the general fund.

We find most of the information needed to evaluate a local government's financial condition in its comprehensive annual financial report (CAFR).  Some local governments do not publish a comprehensive annual financial report, but instead produce a report with somewhat less information called an audited financial statement, or something similar.  Whatever this report is called, its distinguishing feature is that it is audited by an independent auditing firm.  It includes two major report types, each of which calculates the fund balance in a different way, but both of which give the same dollar figure.  They are:

1.
The balance sheet, which shows the assets and liabilities of each fund on the last day of the fiscal year.  The balance sheet calculates the fund balance as assets minus liabilities; and

2.
The statement of revenues, expenditures, and changes in fund balance (often called the revenue and expense statement), that shows how much money came in and how much money the government spent during the fiscal year.  The revenue and expense statement calculates the fund balance as the old fund balance plus revenue over the year minus expenses over the year.

The balance sheet is a snapshot of what the city owns and owes at a specific point in time, which for this document is the last day of the fiscal year.  The revenue and expense statement gives a picture of the entire fiscal year and is similar to a profit and loss statement in a corporate report.  The fund balance is analogous to owner's or stockholders’ equity.  Both reports give the fund balance for each fund.  They usually show each fund individually and often total all funds or certain groups of funds.  Although these two reports are the usual starting point in a financial analysis, all the report is important.

Port Orange maintains major fund groupings to account for the financial transactions of the city.  They are as follows:

Governmental Funds:

Governmental funds are used to account for essentially the same functions reported as governmental activities in the government-wide financial statements.  However, unlike the government-wide financial statements, governmental fund financial statements focus on near-term inflows and outflows of spendable resources available at the end of the fiscal year.  

Proprietary Funds:

The city maintains two different types of proprietary funds.  Enterprise funds are used to report the same functions presented as business-type activities in the government-wide financial statements.  The city uses enterprise funds to account for its Water and Sewer Fund, Solid Waste Fund, Stormwater Utility Fund, and the Golf Course Fund.  Internal service funds are used to accumulate and allocate costs internally among the city’s various functions.  The city uses internal service funds to account for its self insurance, data processing, vehicle and building maintenance, and lease and replacement and loan pool activities.  

Fiduciary Funds:

Fiduciary funds are used to account for resources held for the benefit of parties outside the government.  Fiduciary funds are not reflected in the government-wide financial statements because the resources for those funds are not available to support the city’s own programs.  The accounting used for fiduciary funds is much like that used for proprietary funds.  

What we hope to find in reviewing the financial statements include an unreserved fund balance in the general fund of over five percent of that fund's annual expenditures.  There should be sufficient cash and equivalent assets to cover most of the general fund balance.  We would also like to see revenue increasing over time and sufficient to meet expenditures, a manageable level of debt, and the other funds in good enough condition so the general fund, which is the fund of last resort, is unlikely to have to cover the expenses of those other funds.  One obvious reason we might not find these conditions is when a local government really has little or no discretionary money.  There are also cases where a jurisdiction moves or otherwise diverts money to other funds because of its priorities.  While we can usually determine where money is being concentrated, we usually cannot comment on priorities or on the appropriate level of funding for particular departments or projects because these are political decisions and are unique to the jurisdiction.  The purpose of this analysis is to help you interpret what the financial statements report, with the understanding that these statements do not always tell us everything.  The reader has no way of knowing, for example, if a jurisdiction has failed to record significant revenue or expenditures that should have been accounted for in the reported fiscal year.  The financial reports usually tell us little about local or regional economic conditions, except what is self-reported by the city or county, and it is unlikely that they would give any clues about the local political situation or possible personal agendas of elected or appointed officials.  Therefore, while we cannot say with absolute certainty that the city does or does not have sufficient resources, we can tell you what the financial reports say and suggest areas that might require further explanation from the city.

General Fund Assets and Liabilities:

The following table traces the general fund’s asset, liability, and fund balance history over the past three completed and reported fiscal years.  We are interested in both the current ratio of assets to liabilities and the trend over the past few years.  This ratio can vary widely just due to the timing of the receipt of tax revenues, payment of bills, etc., but the report should explain any precipitous drop.  We would like to see this ratio increase over time, or, if it is already healthy, remain relatively steady.  There is no widely accepted threshold number separating a good from a very good or excellent ratio.  However, a ratio just barely greater than one, for example, 1.03, leaves very little fund balance, and an asset to liability ratio below one means that liabilities are greater than assets, which is clearly a serious problem.  The higher the asset to liability ratio the better.  We are also interested in the dollar value of the assets, which should tend to increase over time.

Historical General Fund Assets and Liabilities Trend





Asset to
General
Unreserved

Date
Total Assets
Cash
Total Liabilities
Liability Ratio
Fund Balance
Fund Balance
9/03
$9,411,250
$7,658,480
$876,705
10.73
$8,534,545
$7,688,391
9/04
$13,765,226
$4,709,838
$4,387,576
3.14
$9,377,650
$7,835,508
9/05
$13,111,922
$10,198,517
$880,781
14.89
$12,231,141
$9,219,957
Port Orange's asset to liability ratio of 14.89 at the end of fiscal 2005 means that the city had general fund assets of $14.89 for each $1.00 in general fund liabilities, which is a positive ratio and increased nearly 39% from FY03 to FY05.  In addition, the general fund balance increased over 43% during the three-year period.  Cash at the end of fiscal 2005 was sufficient to cover more than 83% of the general fund balance.  The percentage of cash is important because to be available for appropriation, the fund balance has to be liquid, i.e., available in cash or investments that are easily converted to cash.

General Fund Revenue and Expenses:

Local government financial officers typically make cautious predictions.  They tend to conservatively estimate revenue and slightly overestimate expenditures because exact predictions are obviously impossible, and it is better to build in a margin of error than to underestimate revenue and have unexpected expenses.  If we compare budgeted versus actual revenue and expenses over several years, we can get some idea of the city’s ability to plan its revenue and control its expenditures, and can sometimes establish a pattern of over and underestimates.

The numbers in this table may be different from those used elsewhere in the financial statements and elsewhere in this analysis.  The reason is that the table below uses what is called the "budgetary basis" of accounting as opposed to the "GAAP (generally accepted accounting principles) basis" that is used in most financial statements.  The two methods differ as to when revenue and expenditures can be recognized.  The only reason we use the budgetary basis here is because we are comparing to a prediction made using that method.  We have included not only revenue and expenditures but also transfers into and out of the general fund.

General Fund Actual Versus Budgeted Revenue and Expenditures Plus Transfers, Budgetary Basis


__General Fund Revenue and Transfers In__
General Fund Expenditures and Transfers Out




Actual as


Actual as
FY
Budget
Actual
% of Budget
Budget
Actual
% of Budget
03
$22,938,805
$24,355,736
106.2%
$25,504,268
$23,314,181
91.4%
04
$35,916,766
$33,791,322
94.1%
$36,185,389
$32,948,217
91.1%

05
$33,201,584
$31,194,629
94.0%
$33,201,584
$28,341,138
85.4%

Revenues and transfers in to the general fund were ahead of budget predictions for one of three reported years, and expenditures and transfers out were lower than budget predictions for all three years.  More important than this comparison, however, is whether general fund revenue was sufficient to fund general fund expenditures.  In all three years revenues and transfers in to the general fund were ahead of expenditures and transfers out.

The situation in which revenue does not cover expenditures is often referred to as an operating deficit.  An operating deficit is not a good indicator, but whether it is cause for serious concern depends on the amount of the operating deficit, the level of fund balance, and whether it is an isolated case that is unlikely to repeat or part of a trend of insufficient revenue.  An operating deficit does not mean that the city or the fund has a negative fund balance; it only means that for that fiscal year, more money went out of the fund than came into the fund.  If the general fund or all the funds together have a negative fund balance, which means that liabilities are greater than assets, the city is almost certainly in serious financial difficulty.

General Fund Balance:

One very important indicator of financial health is the level of fund balance.  As mentioned earlier, the fund balance can be defined as assets minus liabilities.  In the case where the general fund were short of cash and/or equity, we could not assume that transfers could be made from other funds to correct the problem because there are usually restrictions on the use of assets of other funds.  Even where the equity is sufficient, not all the fund balance is available for appropriation.

First, there are two possible subdivisions within the fund balance for any fund--the reserved balance and unreserved balance.  In theory, the reserved fund balance includes money that must be set aside for a specific purpose due to a legal commitment.  It is similar to, but not exactly the same as, a liability.  “Reserved for encumbrances”, which can include purchase orders and signed contracts for goods or services not yet received, is an example.

The unreserved fund balance is what is left after the reserved funds have been set aside.  The unreserved fund balance also has two subdivisions--designated and undesignated.  The designated part is intended for a particular use but there is no obligation to use it for that purpose.  The council or whoever is authorized to make a designation can change or rescind it.  An example of a designation would be money set aside to replace some furniture at city hall although no commitment, such as placement of an order, had been made.  The undesignated fund balance is again whatever is left, and, except for what is appropriate to keep as a reserve, (reserve in the sense of money put aside for emergency or unspecified future use) is available for appropriation.

Second, cities and counties must keep a certain level of fund balance to maintain a favorable bond rating.  A favorable bond rating is desirable because a high rating enables it to borrow money at a lower interest rate.  It is also simply good management to maintain a reserve to cover emergencies and unforeseen circumstances.

The appropriate fund balance level is related to the level of expenditures.  The table below compares the total general fund balance and the unreserved portion of the fund balance to expenditures:

General Fund Balance as a Percent of Expenditures




GAAP Basis

Unreserved


Total General
Unreserved
General Fund
Total Fund Balance as
Fund Balance as

FY
Fund Balance
Fund Balance
Expenditures
% of Expenditures
% of Expenditures
03
$8,534,545
$7,688,391
$23,314,181
36.6%
33.0%

04
$9,377,650
$7,835,508
$32,948,217
28.5%
23.8%

05
$12,231,141
$9,219,957
$28,341,138
43.2%
32.5%

As to whether this fund balance is adequate, Moody's on Municipals, published by Moody's Investor Service states:

“The level of fund balance is related to the likelihood of drawing upon these accumulations.  Generally, a fund balance of 5% of the budget is deemed prudent.  A smaller balance may be justified by a long-term trend of annual budget surplus, while a larger balance may be warranted, particularly if budget revenue and expenses are economically sensitive or otherwise not easily forecasted.”

While not specifically stated by Moody's, it seems reasonable to assume that the five percent guideline is appropriate during relatively normal non-recessionary economic conditions, and it is understandable that a municipality would want to maintain a higher reserve level in uncertain financial circumstances, when the likelihood of drawing on the balance is greater.  However, if the city or county feels a high reserve is essential, it should be able to justify the level it wants to maintain.  Port Orange’s fund balance is significantly above the five percent guideline.

More About Funds Other Than the General Fund:

As of 9/30/05, the total fund balance, assets minus liabilities, of all governmental fund types was $21,345,752 of which $21,027,940, or more than 98%, could be covered by cash and cash equivalents.  Total fund equity represents the amount by which assets exceed liabilities.  For the same funds, the city has total assets of $24,452,372 and total liabilities of $3,106,620.

The ratio of assets to liabilities, therefore, is 7.87; in other words, the city has $7.87 in assets for every $1.00 in liabilities, at least for the governmental fund types.

The table below shows the city's total fund equity for governmental fund types as of 9/30/05:




% Cash and


Fund
Total Fund Equity
Equivalents
Asset to Liability Ratio
General
$12,231,141
83.4%
14.89
Debt Service
$2,019,860
100.0%
                         no liabilities
Capital Projects
$5,750,486
>100%
390.41
Nonmajor Governmental
$1,344,265
>100%
1.61
We should note that assets are not necessarily transferable between funds.  There are often restrictions on the use of cash and other assets.  For example, revenue that comes into the capital projects and special revenue funds is frequently legally restricted to be used for those specified purposes for which the revenue was appropriated.  On the other hand, it is not uncommon for charter or statute to provide for certain amounts of revenue from another fund, the amount often determined by formula, to be transferred into the general fund on a regular basis.  Such a transfer is not usually considered revenue by the strict definition, but it serves the same purpose and the city budgets for it as it would a revenue source.

However, even if the charter or legislation prohibits or makes difficult the transfer of money from other funds to the general fund, there is still a purpose in examining the financial health of these operations.  We want to determine their potential impact on the general fund, because it is the general fund which not only accounts for the day-to-day operations of the city but is also the fund that is payer of last resort should any other city fund become unable to meet its obligations.

If we look at all governmental fund types together, we can get another perspective on the fund balance.


Fund
Total Fund Balance
Fiscal Expenditures
General

$12,231,141
$28,341,138
Debt Service

$2,019,860
$792,168
Capital Projects

$5,750,486
$2,130,444
Nonmajor Governmental

$1,344,265
$2,689,410
Total

$21,345,752
$33,953,160
Total Fund Balance as a Percent of Expenditures
62.9%

Investment Rating and Debt per Capita:

According to Moody’s Investor Service, Port Orange’s investment rating as of February 2006 is A1.  “Bonds rated A possess many favorable investment attributes and are to be considered as upper medium grade obligations.  Factors giving security to principal and interest are considered adequate, but elements may be present that suggest a susceptibility to impairment some time in the future….the modifier 1 indicates that the issue ranks in the higher end of its generic rating category.”  (Moody’s Key to Public Finance Ratings)
General:

Port Orange’s general fund balance increased over 43% from FY03 to FY05.  The city has positive fund balances; positive asset to liability ratios, and general fund expenditures as a percentage of general fund balance are significantly above the Moody’s threshold.

Fraternally,

Kelley Parks
Department of Labor Issues and Collective Bargaining 

enclosures

cc:  Dominick Barbera, Vice President, IAFF 12th District

