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CHAPTER 5 - AUDITING THE FINANCIAL STATEMENTS

This chapter focuses on the first audit objective: To determine whether the SRF
financial statements are presented fairly in all material respects in conformity with
GAAP. It provides a general overview of the types of funds and accounts that may
support the SRF financial statements, and identifies the auditing and reporting
concerns that face SRF auditors. States use different methods of accounting for SRFs
and its operations. As such, this guide cannot cover every situation in all states, and
professional judgement must be used in conducting audits.

FINANCIAL REPORTING ENTITY AND SRF FINANCIAL STATEMENTS

With the audit objective focusing on the SRF financial statements, ideally only the
accounts of the SRF should be audited, with the opinion on the SRF financial
statements. In some states, however, the organization of the SRF may make it more
efficient to audit the financial statements of the entire entity, with supplemental
statements supporting the SRF portion. In the latter situation, it is essential that the
supplemental SRF financial statements be included in the auditor’s report.

BASIS OF ACCOUNTING AND TYPES OF FUNDS

Understanding the basis of accounting and type of fund chosen by a state for the SRF
is an essential first step in auditing the SRF financial statements. The basis of
accounting determines when transactions are recorded, and the type of fund (the
measurement focus) determines what transactions and events are recorded.

The National Council of Governmental Accounting (NCGA) Concepts Statement no. 1,
Objectives of Accounting and Financial Reporting for Governmental Units, concludes
that the goals of governmental accounting and financial reporting are to:

(1) provide financial information useful for making economic,
political, and social decisions, and demonstrating accountability and
stewardship and (2) provide information useful for evaluating
managerial and organizational performance.

An important element in achieving these goals is the selection of a basis of accounting
and type of fund for the SRF that provides the necessary information to meet these
goals. The selected basis of accounting and type of fund have a significant effect on
the accounting principles governing the SRF.

Auditor’s should also keep in mind that a state may maintain its accounting records on

one basis of accounting, and prepare the financial statements of the SRF on a different
basis. Many states account for the SRF on the cash basis during the year, and make
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adjustments to convert to the accrual or modified accrual basis to present the financial
statements according to GAAP.

Basis of Accounting. The basis of accounting determines when revenues, expenses,
expenditures, and transfers are recorded in the accounting records and reported in the
financial statements. The three primary bases of accounting encountered are cash,
accrual, and modified accrual.

Cash. Under the cash basis, receipts are recorded as revenues, and disbursements
are recorded as expenditures®. The balance sheet has only two accounts, cash and
fund balance. The operating statement (income statement) also has only two accounts,
revenues and expenditures. The excess of revenues over expenditures is “closed” to
fund balance at the end of the accounting period.

The NCGA has concluded that cash is not an appropriate basis of accounting for
governmental organizations. Fortunately, states that use the cash basis of accounting
also maintain records of loans made and repayments. With such supplemental
information, the states are able to prepare SRF financial statements on the modified
accrual method. If the accounting is maintained on the cash basis, it will be necessary
for the state to modify the SRF financial statements to reflect a presentation of financial
information on the accrual or modified accrual bases.

Accrual. The accrual basis reflects the financial effects of transactions and other
events that have financial consequences in the period in which they occur rather than
in the periods in which the cash is received or paid. The elements of accrual
accounting include:

Properly matching revenues earned against costs incurred;

Deferring expenditures and subsequent amortization of deferred costs;

Deferring revenues until earned (revenues received in advance);

Capitalization of certain expenditures and depreciation of capitalized costs;
and

» Accruing revenues earned and expenses incurred.

The term expenditures is used to indicate decreases in the financial resources (or increases in
current liabilities). Expenditures can be for capital items, such as constructing new buildings, or
operating expenditures, such as salaries and benefits. Expenditures of a governmental entity are
not the same as expenses of a commercial enterprise.
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Very few governmental agencies use the full accrual basis because measuring income
is not the primary objective of governmental entities.

Modified Accrual. Most government entities use a combination of the cash and
accrual basis known as the modified accrual basis. The modified accrual basis is
appropriate because the primary objective of accounting for governmental funds is to
reflect the sources and uses of funds, and not to measure income for the period. The
modified accrual basis records revenues (including issuance of debt and funds
received for other governmental units) when they are susceptible to accrual. In order to
be susceptible to accrual, it needs to be both measurable and available to finance
current expenditures.

For example, interest on loans that has not been received (this assumes loan payments
are made once or twice per year) would be accrued at the end of the year because it
meets both criteria: interest is measurable and available to meet obligations of the
current period. The calculation would be made on the number of days from the date of
the last payment to the end of the year, multiplied by the interest rate. Most
expenditures, such as salaries, supplies and other administrative expenses, would be
accrued because they are measurable when incurred. However, loan funds committed
but not fully paid out to a loan recipient at year end would not be accrued because the
loan agreement could be canceled.

Types of Funds. In addition to selecting a basis of accounting for the SRF, states
also use different types of funds to record SRF activity. The following section briefly
describes the types of funds that may be encountered, and distinctions between the
types as they apply to the SRF.

Proprietary Funds. A proprietary fund is used to account for governmental activities
that are similar to commercial enterprises. The two types of proprietary funds are
Enterprise Funds and Internal Service funds. The most common examples of
enterprise funds are airports, hospitals, state lotteries, state insurance funds, and
public utilities, such as local water, sewer, and electric operations. Internal service
funds operate the same, but provide goods and services only within the organization,
such as motor pools, data processing, and centralized maintenance. General Services
Administration is a good example of an internal service fund.

Accounting for enterprise funds is similar to commercial enterprises because the
activities performed are basically the same, however, the purpose of the fund is
different. The purpose of a proprietary fund is to provide a service to users at a
reasonable cost, whereas the purpose of a commercial entity is to maximize its return
on invested capital.
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Enterprise fund accounting works well for the SRF, and is the preferred fund type for
the SRF. The SRF program was established as a permanent financing source in each
state to provide financing to qualified agencies at reduced interest rates. Since the
SRF acts like a financing company or lending institution, the accounting should be
similar. The advantage to the proprietary fund is that all transactions, including those
of leveraged funds, can be accounted for within a single fund. Having all transactions
recorded in one fund also facilitates financial reporting, and make the financial
statements easier to understand.

Nonexpendable Trust Funds. Nonexpendable trust funds are used to account for
fiduciary operations where the trust principal (capitalization grants) may not be
expended and must remain intact. Earnings can either be expendable or
nonexpendable. If used for an SRF, the earnings would be nonexpendable. A number
of states account for SRF’s as nonexpendable trusts. The accounting is the same as for
enterprise funds.

Special Revenue Funds. Special revenue funds are established to account for the
proceeds of a specific revenue source (other than special assessments, expendable
trusts or sources for major capital projects) that are legally restricted to expenditures for
specified purposes. Examples of special revenue funds would be a state gasoline tax
for which expenditures are restricted for road and highway maintenance, and a school
district that is financed partially by property taxes. The NCGA recommends that special
revenue funds be used only when legally mandated.

Many states account for the SRF as a special revenue fund, primarily because the SRF
replaced the construction grant program. These states continued accounting for the
SRF as they did for the construction grants program.

General Fund. Use of a general fund to account for a SRF is the least desirable
option, however, at least one state operates its SRF as part of a general fund.

Every state or local government has a general fund. The purpose of a general fund is
to account for all financial resources of an entity except for those resources that must
be accounted for in a special purpose fund. The general fund is not used to account for
fixed assets, long-term debt, trust and agency funds, proprietary funds, or special
revenue funds. General funds normally use the modified accrual basis of accounting.
The measurement focus for the general fund is to determine what transactions and
events should be recorded, and identify the net financial resources available for
appropriation and expenditure.

The general fund accounts for the current operations of the government. Expenditures
are generally for basic governmental services such as public safety, health and
welfare, and general government administration, such as accounting, auditing, building
departments, data processing and similar activities. Revenues for the general fund
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usually are derived from income taxes, property taxes, sales taxes, fines and penalties,
permits and licenses, and other sources.

AUDIT CONSIDERATIONS

The basis of accounting and fund type address when transactions are recorded and
what transactions are recorded. Regardless of the state’s basis of accounting and
fund type, there are certain common audit considerations for all SRF financial
statements.

Cash and cash equivalents, loans receivable, contributed capital and fund balances,
and revenues and expenses are material accounts to the SRF financial statements.
Conceptually, common audit procedures (not audit steps) can be applied, regardless of
the accounting or fund type.

Materiality. The concept of materiality recognizes that some matters are important for
the financial statements to be presented fairly, in conformity with GAAP, while other
matters are not. Financial statements are materially misstated when the effects of the
omission(s) or misstatement(s) of accounting information make it probable that the
judgment of a reasonable person relying on the information would have been changed
or influenced by the omission(s) or misstatement(s). Misstatements can occur because
of errors, the failure to apply accepted accounting principles, departures from fact, or
omissions of necessary information.

Determining what is material is a matter of professional judgement that will vary
depending on the state and the circumstances. What is material to one state may not
be material to another. What is material in one year may not be material in another
year. Auditors should plan the audit and perform auditing procedures so that the risk of
a material misstatement is at a low level.

Cash and Cash Equivalents. Auditing cash depends primarily on how the SRF is
organized. If cash is controlled by a state treasurer (or similar department separate
from SRF operational management), SRF management may have little or no
involvement in the actual disbursement of cash. If the SRF is a separate agency or
authority, its cash may be totally controlled (including disbursement) by SRF personnel.
In the latter situation, the cash may be with a commercial bank, and risk of
misstatement of cash balances could be substantially increased.

The objective of auditing cash is to obtain reasonable assurance that:
» The recorded balances exist and are owned by the SRF;

» The recorded balances are complete and stated at realizable amounts;
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» Balances are properly presented in the financial statements;
» Restrictions on the availability or use of cash are identified and disclosed; and

» Cash receipts, disbursements and transfers between accounts are recorded in
the proper period.

The specific of audit steps and procedures will depend on the circumstances, but
generally include:

» Obtaining a schedule of cash for the SRF;
» Making sure the cash balances agree with the trial balance;
» Reviewing and testing reconciliations at the balance sheet date;

» Confirming cash balances and interest earnings with the bank, state treasurer
or other department responsible for cash;

» Reviewing and testing transactions before and after the balance sheet date to
determine if the transactions are in the proper period; and

» Reviewing and testing transfers between accounts.

Additional procedures would be involved if the SRF has accounts with commercial
banks. Auditors may want to obtain cut-off statements to review checks that were
outstanding at the balance sheet date that cleared after year end, and determine that
cash was properly stated. If there are multiple bank accounts, transfers between
accounts should be scrutinized to determine if all transactions are legitimate, and
properly recorded.

Disclosures: Cash and cash equivalents need to be disclosed in SRF financial
statements according to GASB Statement No. 3, Deposits with Financial Institutions,
Investments [Including Repurchase Agreements] and Reverse Repurchase
Agreements. Also, some cash balances may be restricted, and not available for the
operations of the SRF. The terms of any restrictions, such as uses or collateral for
other activities, should be fully investigated and disclosed.

Cash may also include investments of excess cash, often called “cash equivalents.”
Whether the cash is a cash equivalent will depend on the particular investment. The
type of investment, terms, conditions, maturity and availability will govern whether the
investment is cash or not. Typically, money market funds, excess funds with the state
treasurer, certificates of deposits and similar investments are considered cash.
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Loans Receivable. Loans receivable will normally be the most significant asset of the
SRF, and also generate the largest portion of revenue. Loans should be reviewed to
determine how: (1) construction period interest is calculated; (2) such interest affects
the final loan amount; and (3) the transaction is reported in the SRF financial
statements.

The objectives of the audit procedures performed are to provide reasonable assurance
that:

» Loans exist at the stated values and are owned by the SRF;

» Loans are properly classified, described and disclosed in the financial
statements;

* Recorded loans include all such assets of the SRF, and the financial
statements include all related transactions during the period,

« Interest income, fees and costs and the related balance sheet accounts
(accrued interest receivable, unamortized fees and costs, unamortized premiums
or discounts) are properly measured and recorded; and

« Commitments, guarantees, recourse provisions and collateral are properly
disclosed.

Basic audit procedures for loans receivable would include:
» Obtaining a schedule of loans at the balance sheet date;
* Inspecting loan documents to determine whether the loan was properly
approved, and include the amount, terms, fees, interest rates, purpose,
repayment terms, and other conditions;
» Reviewing draws on loans and calculations of interest earned and accrued;

» Confirming loans and terms with borrowers;

» Performing analytical procedures on the loan portfolio to identify trends or
possible collection problems; and

» Reviewing loans and loan activity to determine if all loans are collectible. If
not, an allowance for uncollectible loans should be established.

If loan fees are charged by the SRF, FASB Statement No. 91, Accounting for
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and
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Initial Direct Costs of Leases, which has been incorporated by GASB 10, Accounting
and Financial Reporting for Risk Financing and Related Insurance Issues, will apply.
Basically, FASB 91 requires any fees to be accounted for as an adjustment of the
stated interest rate. Many states charge fees for various purposes. FAB 91 and GASB
10 are not applicable only to the banking industry; they are applicable to all loans
entered into by a creditor agency.

For leveraged programs, the procedures may vary because the SRF acts as security or
guaranty of the borrowers debt, and the audit procedures would need to be expanded
to cover the circumstances.

Disclosures: Disclosures for loans receivable should include:

» Major groups of loans (leveraged versus direct, completed loans and loans in
progress);

* The interest rates and method of recognizing interest income, including loan
fees and costs;

» A schedule of principal repayments due by year for next five years;
» Major loan recipients; and

« A discussion of the allowance for uncollectible accounts (or a statement that
management considers all loans fully collectible).

There may be other factors that need to be disclosed. For example, if a major loan was
refinanced or restructured, the details would need to be fully disclosed.

Contributed Capital and Fund Balances. One of the major differences between the
type of fund used to account for the SRF is in the area of equity. Regardless of how a
state accounts for its SRF, the SRF financial statements need to show cash, loans
receivable, and equity. The equity section needs to identify EPA contributions, state
matching funds (except where state match is funded by debt from the SRF), and
cumulative fund balance/retained earnings.

Under the strict use of the special revenue fund, only fund balance would be reported,
as all contributions from EPA and the state matching funds, as well as interest
earnings, would be recorded as revenues, and all disbursements would be
expenditures. As the excess of revenues over expenditures is closed to the fund
balance at the end of each year, the balance sheet would not fairly present the financial
position of the SRF, because loans receivable, the major asset of the SRF, would be
included as part of fund balance. There would be no distinction in fund balance for
EPA'’s contributions, state matching amounts, or retained earnings.
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Since cash basis special revenue funds do not facilitate presenting the financial
position of the SRF in a format that meets EPA’s needs, most SRF’s will be converted
to the modified accrual basis for financial statement presentation. A common audit
situation, at least in initial audits, will be to “convert” the equity section from the cash
basis to an accrual basis. In some cases, the equity section will need to be
reconstructed in order to present the financial statements in accordance with GAAP.
The specific steps involved in reconstructing equity are beyond the scope of this guide,
and will vary depending on each situation, the records available, and the accounting
system. However, common procedures that may assist the conversion or
reconstruction would be to determine:

 Total assets and liabilities;

» Total EPA capitalization grants awarded;

» Draws made on each grant;

 Total loans awarded, outstanding, and principle repaid,;

» The amount of state matching funds, and how the state match is made (direct
contribution, bonds from within or outside the SRF); and

» Any accruals or adjustments made in prior years.

Some of this information (which should be obtained as part of normal audit procedures)
can be obtained from the Regional SRF Coordinator. Auditors should confirm with the
Regional SRF Coordinator the total capitalization grants awarded and draws at the
balance sheet date (and for the first week or two following the balance sheet date).
Other departments within the state may be able to provide information that would also
be helpful.

Disclosures: There are a number of disclosures for equity that are useful for EPA and
others in managing the program. Total capitalization grants awarded, draws to date,
state matching funds (and how state match is made) are all critical disclosures.
Additional disclosures will vary depending on the circumstances.

Revenue and Expense Accounts. Revenue accounts for the SRF will primarily be
interest earned on loans, fees on loans, and investment earnings. Expenses will be for
administering the program, and include salaries and benefits, and other expenses. For
those programs that issue bonds, interest will likely be a significant expense.

There are no specific audit procedures that are unique to the SRF for auditing
revenues and expenses. Specific procedures depend on the situation involved.
Generally, interest income on loans can be tested, confirmed and recalculated, as can
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interest expense. Analytical procedures and trend analysis applied to various accounts
and relationships can provide useful information to verify or substantiate balances, and
indicate possible misstatements.

Other Accounts. There will likely be other accounts on the balance sheet, such as
accrued receivables, investments receivables, accounts payable, accrued expenses
and others. Leveraged programs will normally involve more accounts, especially in
cash and cash accounts with trustees. Auditing procedures will vary, and depend on
the account, amount, and other factors. The auditor is expected to use professional
judgement in determining specific procedures to apply to all accounts.
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10.

11.

Signatures

There are no related party transactions or related amounts receivable
with the State of [name of state] Revolving Fund management or the
[Governing Board] members.

Arrangements with financial institutions involving compensating balances
or other arrangements involving restrictions on cash balances have been
properly disclosed in the financial statements.

There are no:

a. Violations or possible violations of laws or regulations whose
effects should be considered for disclosure in the financial
statements or as a basis for recording a loss contingency.

b. Other material liabilities or gain or loss contingencies that are
required to be accrued or disclosed by Statement of Financial
Accounting Standards No.5.

There are no unasserted claims or assessments that our counsel has
advised us are probable of assertion and must be disclosed in
accordance with Statement of Financial Accounting Standards No. 5.

There are no material transactions that have not been properly recorded
in the accounting records underlying the financial statements.

We have complied with all aspects of contractual agreements that would
have a material effect on the financial statements in the event of
noncompliance.

No events have occurred subsequent to the balance sheet date that
would require adjustment to, or disclosure in, the financial statements.

Chief Executive Officer

Chief Financial Officer
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Independent Auditor’'s Report

Sample State Water Pollution Control Board

We have examined the accompanying balance sheet of the Sample State Water Pollution Control
Revolving Fund as of September 30, 1997, and the related statements of revenues, expenses and
changes in retained earnings, and cash flows for the year then ended. These financial statements are
the responsibility of the Fund’s management. Our responsibility is to express an opinion on these
financial statements based on our audit.

Except as discussed in the following paragraph, we conducted our audit in accordance with generally
accepted auditing standards and Government Auditing Standards issued by the Comptroller General of
the United States. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.

This was our first audit of the Fund’s financial statements, and the scope of our examination did not
include an audit of the financial statements of the preceding year sufficient to enable us to express, and
we do not express, an opinion on the balance sheet of the Fund as of September 30, 1996 or the related
statements of revenue, expenses and changes in retained earnings, and cash flows for the year then
ended, nor do we express an opinion on the consistency of application of accounting principles with the
preceding year.

In our opinion, the financial statements referred to in the first paragraph present fairly, in all material
respects, the financial position of the Sample State Water Pollution Control Revolving Fund as of
September 30, 1997 and the results of its operation and its cash flows for the year then ended in
conformity with generally accepted accounting principles.

As discussed in Note 1, the financial statements referred to above are intended to present the financial
position and results of operations of the Sample State Water Pollution Control Revolving Fund, a
component of the Sample State. These statements are not intended to present the financial position or
results of operations for the Sample State or the State Department of the Environmental, of which the
Sample State Water Pollution Control Revolving Fund is a part.

In accordance with Government Auditing Standards, we have also issued a report dated December 11,

1997, on our consideration of the Sample State Water Pollution Control Revolving Fund’s internal control
structure and a report dated December 11, 1997 on its compliance with laws and regulations.

[Audit Organization Name & Address]

[Date]
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Sample State

WATER POLLUTION CONTROL REVOLVING FUND

Balance Sheet

September 30, 1997

With Unaudited Comparative Totals for 1996

(in thousands)

Assets

Current Assets:
Cash and cash equivalents
Receivables:
Interest on loans
Interest on investments
Other
Total receivables
Current maturities of loans receivable
Total current assets

Loans receivable, net of origination fees and current maturities

Total assets

Liabilities and Fund Equity

Current liabilities:
Accounts payable and accrued expenses
Construction costs payable
Other

Total current liabilities

Fund equity:
Contributed capital:
Environmental Protection Agency
Sample State
Retained earnings

Total equity

Total liabilities and fund equity

The accompanying notes are an integral part of the financial statements.
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Unaudited

1997 1996

$ 101,082 $ 67,701
2,693 2,284
1,254 997
1,206 3,364
5,153 6,645
16,238 14,378
122,473 88,724
410,834 345,031
$ 533,307 $ 433,755
$ 184 $ 222
516 4,414

18 30

718 4,666
404,408 322,701
91,947 83,946
36,234 22,442
532,589 429,089

$ 533,307 $ 433,755
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Sample State

WATER POLLUTION CONTROL REVOLVING FUND

Statement of Revenues, Expenses and Changes in Retained Earnings
For the year ended September 30, 1997
With Unaudited Comparative Totals for 1996

Revenues:
Interest on loans
Investment income
Total revenues

Expenses:
Administrative expenses

Revenues over expenses

(in thousands)

Retained earnings, beginning of year

Retained earnings, end of year

The accompanying notes are an integral part of the financial statements.
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Unaudited
1997 1996
$ 11,943 $ 8,423
4513 2,951
16,456 11,374
2,664 2,637
13,792 8,737
22,442 13,705
$ 36,234 $ 22442
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Sample State
WATER POLLUTION CONTROL REVOLVING FUND

Statement of Cash Flows

For the year ended September 30, 1997
With Unaudited Comparative Totals for 1996

(in thousands)

Unaudited
1997 1996
Cash flows from operating activities:
Revenues over expenses 13,792 $ 8,737
Adjustments to reconcile operating income to
net cash flow provided by operating activities:
Amortization of loan fees (48)
Changes in assets and liabilities:
(Increase) Decrease in receivables 1,492 (3,975)
Increase (Decrease) in accounts payable and
accrued expenses (3,948) (30)
Net cash provided by operating activities 11,288 4,732
Cash flows from capital and related financing activities:
Funds received from Environmental Protection Agency 81,707 73,686
Funds received from the Sample State 8,001 22,148
Contribution of state matching funds from local agencies 1,584
Net cash provided by capital and related financing activities 91,292 95,834
Cash flows from investing activities:
Loan disbursements (83,577) (87,218)
Repayments on loans receivables 14,378 11,116
Net cash used in investing activities (69,199) (76,102)
Increase in cash and cash equivalents 33,381 24,464
Cash and cash equivalents, beginning of year 67,701 43,237
Cash and cash equivalents, end of year $101,082 $ 67,701

The accompanying notes are an integral part of the financial statements.

G-11



(This page intentionally left blank)

G-12



Sample State
WATER POLLUTION CONTROL REVOLVING FUND
Notes to Financial Statements

September 30, 1997
(In thousands)

Organization of the Fund

The Sample State Water Pollution Control Revolving Fund (the Fund) was established pursuant
to Title VI of the Federal Water Quality Act of 1987 (the Act). The Act established the state
revolving fund (SRF) program to replace the construction grants program to provide loans at
reduced interest rates to finance the construction of publicly owned water pollution control
facilities, nonpoint source pollution control projects, and estuary management plans. Instead of
making grants to communities that pay for a portion of building wastewater treatment facilities,
the SRF provides for low interest rate loans to finance the entire cost of qualified projects. The
SRF provides a flexible financing source that can be used for a variety of pollution control
projects, including non-point source pollution control projects, and developing estuary
conservation and management plans. Loans made by the Fund must be repaid within 20 years,
and all repayments, including interest and principal, must remain in the Fund.

The Fund was capitalized by the U.S. Environmental Protection Agency (EPA) by a series of
grants starting in 1989. States are required to provide an additional 20 percent of the Federal
capitalization grant as matching funds in order to receive a grant. As of September 30, 1997,
Congress authorized the EPA to award $627,041 in capitalization grants to Sample State (the
State). The State is required to contribute $125,408 in matching funds.

The Fund is administered by the Sample State Department of Environmental Protection (SDEP)
through the Division of Clean Water Programs of the State Water Resources Control Board (the
Board). SDEP’s primary activities with regard to the SRF include the making of loans for water
pollution control facilities, and the management and coordination of the Fund. The Board
consists of five members, all of which are appointed by the Governor.

The Fund does not have any full time employees. Instead, SDEP charges the Fund for time
spent on SRF activities by employees of the Board, and the Fund reimburses the State General
Fund for such costs in the following month. The charges include the salaries and benefits of the
employees, as well as indirect costs allocated to the Fund based on direct salary costs.
Employees charging time to the Fund are covered by the benefits of the State. The Fund is also
charged indirect costs of the State through the cost allocation plan for general state expenses.

The Fund is included in the State’s general purpose financial statements as a Special Revenue
Fund using the modified accrual basis. Because of the different presentation, there may be
differences between the amounts reported in these financial statements and the general purpose
financial statements.
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Sample State
WATER POLLUTION CONTROL REVOLVING FUND
Notes to Financial Statements

September 30, 1997
(In thousands)

Summary of Significant Accounting Policies
Basis of Accounting

The Fund presents its financial statements as a nonexpendable trust fund. The Fund uses the
accrual method of accounting whereby revenues are recorded as earned and expenses are
recorded when the liability is incurred. The State has elected to follow the accounting
pronouncements of the Governmental Accounting Standards Board (GASB), as well as
statements issued by the Financial Accounting Standards Board before November 30, 1989
unless the pronouncements conflict with or contradict GASB pronouncements.

Cash and Cash Equivalents

All moneys of the Fund are deposited with the State Treasurer’s Office, and are considered cash.
According to State law, the Treasurer is responsible for maintaining the cash balances and
investing excess cash of the Fund, as discussed in Note 3. Therefore, management of the Fund
does not have any control over the investment of excess cash, and the statement of cash flows
considers all funds deposited with the Treasurer to be cash or cash equivalents, regardless of
actual maturities of the underlying investments.

Loans Receivable

The State operates the Fund as a direct loan program, whereby loans made to communities are
83.3 percent funded by the Federal capitalization grant, and 16.7 percent by the state matching
amount. Loan funds are disbursed to the local agencies as they expend funds for the purposes
of the loan, and request reimbursement from the Fund. Interest is calculated from the date that
funds are advanced, and after the final disbursement has been made, the payment schedule
identified in the loan agreement is adjusted for the actual amounts disbursed, and interest
accrued during the project period. No provision for uncollectible accounts has been made as all
loans are current, and management believes that all loans will be repaid according to the loan
terms.

Contributed Capital

In accordance with generally accepted accounting principles, funds received from the EPA and
the State for the capitalization of the Fund are recorded as contributed capital. In certain cases,
local communities have contributed the State’s 20 percent match in exchange for zero interest
rate loans. The state match made by local agencies has been recorded as a reduction in the
loan receivable, and amortized to interest income over the life of the loan in accordance with the
provisions of Financial Accounting Standards Board Statement No. 91, Accounting for
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct
Costs of Leases, as further discussed in Notes 4 and 5.
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Sample State
WATER POLLUTION CONTROL REVOLVING FUND
Notes to Financial Statements

September 30, 1997
(In thousands)

Summary of Significant Accounting Policies (continued)
Budget Information

Under the Sample State constitution, money may only be drawn from the Treasury by a legal
appropriation. However, the Fund operates under a continuous appropriation because the
funding of the matching funds approved by the voters contained its own appropriation authority.
Therefore, the Fund operations are not included in the State’s annual budget.

Reclassifications

Certain amounts in the 1996 unaudited financial statements have been reclassified to conform to
the presentation in the 1997 financial statements.

Cash and cash equivalents

All monies of the Fund are deposited with the Treasurer, and are considered to be cash. The
Treasurer is responsible for maintaining the cash balances in accordance with State laws, and
excess cash is invested in the State’s Surplus Money Investment Fund (SMIF), which is part of
the Pooled Money Investment Account (PMIA). Details of the investments of the PMIA can be
obtained from the State Treasurer. As of June 30, 1997, the latest date available, the State’s
total pooled investments were approximately $26 billion, and the average remaining life of the
securities invested was 291 days. The combined deposits of the SMIF as of June 30, 1997 was
approximately $12.1 billion, and total earnings for the year ended June 30, 1997 were
approximately $662 million.

All cash of the Fund is stated at cost. Investments in local government investment pools are not
categorized because they are not evidenced by securities that exist in physical or book entry
form. Details of invested funds at June 30, 1997 are:

Carrying Market
Amount Value
Not subject to categorization:
Local government investment pool $ 101,082 $101,082

Loans Receivable

The Fund makes loans to qualified agencies for projects that meet the eligibility requirements of
the Act. Loans are financed by capitalization grants, state match, local contributions, and
revolving funds. Effective interest rates on loans vary between 1.8 percent and 4.0 percent, and
are generally repaid over 20 years starting one year after the project is completed. Details of
loans receivable as of September 30, 1997 are:
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Sample State
WATER POLLUTION CONTROL REVOLVING FUND
Notes to Financial Statements

September 30, 1997
(In thousands)

Loans Receivable (continued)

Loans by Category:

Loans receivable at September 30, 1997, net of loan origination fees, as discussed below, are as
follows:

Loan Remaining
Authorized Commitment Balance
Completed projects $ 280,423 $ 0 $ 224,290
Projects in progress 298,204 94,059 202,782
Totals $ 578,627 $ 94,059 427,072
Less amount due within one year 16,238
Loans receivable, net, September 30, 1997 $ 410,834

Loans mature at various intervals through September 30, 2016. The scheduled principle
payments on loans maturing in subsequent years are as follows:

Year ending September 30: Amount

1998 $ 16,238
1999 22,199
2000 25,082
2001 27,442
2002 28,270
Thereafter 307,841

$ 427,072

Loan Origination Fees:

Beginning in 1997, the Fund offered local agencies the option of receiving zero-interest rate
loans (zero-rate loans). In order to obtain a zero-rate loan, the agency had to pay the State’s
matching share of the loan, generally 16.7 percent of the total loan amount. EPA considers the
amounts paid by local agencies as meeting The State’s matching requirement. However,
Financial Accounting Standards Board Statement No. 91, Accounting for Nonrefundable Fees
and Costs Associated with Originating or Acquiring Loans and Direct Initial Costs of Leases
(FASB No. 91), states that fees that reduce the loan’s interest rate are considered origination
fees, and requires that loan origination fees be deferred and recognized over the life of the loan
as an adjustment to the interest rate. FASB 91 also requires that the unamortized balance of
such fees be reported as part of the loan to which it relates.
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WATER POLLUTION CONTROL REVOLVING FUND
Notes to Financial Statements

September 30, 1997
(In thousands)

Loans Receivable (continued)

As of September 30, 1997, seven agencies entered into agreements for zero-rate loans for
$16,271, which includes total matching funds of $2,712 to be contributed by the local agencies.
At the balance sheet date, the local agencies had provided $1,584 in matching funds on loans
disbursed as of that date. Details of the loans are:

Unamortized
Loan Loan
Amount Funds Origination Loan
Authorized Disbursed Fee Balance
Completed projects $ 3,869 $ 3,869 $ 595 $ 3,274
Projects in progress 12,402 4,956 941 4,015
Totals $ 16,271 $ 8825 $ 1536 $ 7,289

Amortization of loan origination fees on completed projects was $48 for the year ended
September 30, 1997.

Loans to Major Local Agencies
As of September 30, 1997, the Fund had made loans to eleven agencies that, in the aggregate,

exceeded $10 million. The outstanding balances of these loans represents approximately 81
percent of the total loans receivable, as follows:

Authorized Outstanding
Local Agency Loan Amount Balance

City & County of San Angelo $ 136,316 $ 108,469
Los Pablo County 63,711 52,090
Western Ultility District 60,360 51,932
Santana Water Authority 43,933 42,087
City of Bear River 29,007 21,094
Miller’s Valley Sewer District 18,736 15,856
Union Valley Sanitation District 18,000 16,376
City of Independence 15,991 13,422
High Water Flood Control District 12,142 9,862
City of Gainesville 11,675 7,624
Moose Jaw Sanitary District 11,305 8,191
Total $421,176 $ 347,003

The authorized loan amount includes both completed projects and projects in progress. As of
September 30, 1997, principal repayments on completed projects to the above agencies was
$42,826 and remaining amounts to be disbursed on projects in progress was $30,774.
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WATER POLLUTION CONTROL REVOLVING FUND
Notes to Financial Statements

September 30, 1997
(In thousands)

Contributed Capital and Fund Balance

The Fund is capitalized by grants from EPA authorized by Title VI of the Act, matching funds
from the State, and contributions by certain local agencies. All funds drawn are recorded as
contributed capital from the Environmental Protection Agency and Sample State. As of
September 30, 1997, EPA has awarded capitalization grants of $627,041 to the State, of which
$404,408 has been drawn for loans and administrative expenses. The State has provided
matching funds of $91,947. The following summarizes the capitalization grant awarded,
amounts drawn on each grant as of the balance sheet date, and balances available for future
loans:

Total Draws Total Draws Available

September 30, September 30, September 30,
Year _Grant Amount 1996 1997 Draws 1997 1997
1989 $ 76,547 $ 76,496 $ 18 $ 76,514 $ 33
1990 71,866 69,501 945 70,446 1,420
1991 88,067 82,706 3,901 86,607 1,460
1992 83,377 64,930 15,970 80,900 2,477
1993 82,479 27,675 23,393 51,068 31,411
1994 51,177 1,393 25,299 26,692 24,485
1995 52,855 0 7,181 7,181 45,674
1996 86,578 0 5,000 5,000 81,578
1997 34,095 0 0 0 34,095
Totals $ 627,041 $ 322,701 $ 81,707 $ 404,408 $ 222,633

As of September 30, 1996 and 1997, State matching contributions were:

September 30, 1997 September 30,
1996 Contribution 1997
Sample State $ 83,946 $ 8,001 $ 91,947

As discussed in Note 4, certain local agencies provided the State’s 20 percent match in
exchange for zero interest loans. As of September 30, 1997, the amount contributed by local
agencies was $1,584. The EPA considers the local agency contributions as part of the State’s 20
percent matching funds. However, according to generally accepted accounting principles, the
amounts are not included as part of the State’s contributed capital in these financial statements.

Contingencies and Subsequent Events
Contingencies

The Fund is exposed to various risks of loss related to torts, thefts of assets, errors or omissions,
injuries to state employees while performing Fund business, or acts of God.
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Contingencies and Subsequent Events (continued)

The Fund maintains insurance for all risks of loss which is included in the indirect costs charged
to the Fund. There have not been any claims against the Fund since its inception in 1989.

Subsequent events
Subsequent to year end, the EPA awarded the 1998 capitalization grant to the State. The grant

provides $53,489 in additional funds, including the State matching share of $8,915, for making
loans to qualified communities.
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Independent Auditor’s Report on the
Internal Control Structure Based on an
Audit of the Financial Statements
Performed In Accordance with
Government Auditing Standards
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Sample State Water Pollution Control Revolving Fund

We have audited the financial statements of the State Water Pollution Control Revolving Fund as of and
for the year ended September 30, 1997, and have issued our report thereon dated December 11, 1997.

We conducted our audit in accordance with generally accepted auditing standards and Government
Auditing Standards issued by the Comptroller General of the United States. Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement.

The management of the State Water Pollution Control Revolving Fund is responsible for establishing
and maintaining an internal control structure. In fulfilling this responsibility, estimates and judgements by
management are required to assess the expected benefits and related costs of internal control policies
and procedures. The objectives of an internal control structure are to provide management with
reasonable, but not absolute, assurance that assets are safeguarded against loss from unauthorized use
or disposition and that transactions are executed in accordance with management’s authorization and
recorded properly to permit the preparation of financial statements in accordance with generally accepted
accounting principles. Because of inherent limitations in any internal control structure, errors or
irregularities may nevertheless occur and not be detected. Also, projection of any evaluation of the
structure to future periods is subject to the risk that procedures may become inadequate because of
changes in conditions or that the effectiveness of the design and operation of policies and procedures
may deteriorate.

In planning and performing our audit of the financial statements of the State Water Pollution Control
Revolving Fund for the year ended September 30, 1997, we obtained an understanding of the internal
control structure. With respect to the internal control structure, we obtained an understanding of the
design of relevant policies and procedures and whether they have been placed in operation, and we
assessed control risk in order to determine our auditing procedures for the purpose of expressing our
opinion on the financial statements and not to provide an opinion on the internal control structure.
Accordingly, we do not express such an opinion.

Our consideration of the internal control structure would not necessarily disclose all matters in the
internal control structure that might be material weaknesses under standards established by the
American Institute of Certified Public Accountants. A material weakness is a condition in which the
design or operation of one or more of the specific internal control elements does not reduce to a
relatively low level the risk that errors and irregularities in amounts that would be material in relation to
the financial statements being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions. We noted no matters involving
the internal control structure and its operations that we consider to be material weaknesses as defined
above.

This report is intended for the information of management of the State Water Pollution Control Revolving
Fund and the United States Environmental Protection Agency. However, this report is a matter of public
record and distribution is not limited.

[Audit Organization Name & Address]

[Date]
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Independent Auditor’s Report
on Compliance with the Requirements Applicable to the Environmental
Protection Agency’s

State Revolving Fund Program
in Accordance with
Government Auditing Standards
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Sample State Water Pollution Control Revolving Fund

We have audited the financial statements of the Sample State Water Pollution Control Revolving Fund
(the Fund) as of and for the year ended September 30, 1997, and have issued our report thereon dated
December 11, 1997

We have also audited the Fund’s compliance with requirements governing:

» Allowability for Specific Activities;

» Allowable Costs/Cost Principles;

» Cash Management;

» State Matching;

» Period of Availability of Funds and Binding Commitments;
¢ Program Income;

» Reporting;

» Subrecipient Monitoring, and;

» Special tests and provisions;

that are applicable to its major Federal financial assistance program for the year ended September 30,
1997. The management of the State Water Pollution Control Revolving Fund is responsible for the
Fund’s compliance with those requirements. Our responsibility is to express an opinion on those
requirements based on our audit.

We conducted our audit of compliance with those requirements in accordance with generally accepted
auditing standards, Government Auditing Standards, issued by the Comptroller General of the United
States, and the draft Environmental Protection Agency State Revolving Fund Audit Guide. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether
material noncompliance with the requirements referred to above occurred. An audit includes examining,
on a test basis, evidence about the Fund’s compliance with those requirements. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the State Water Pollution Control Revolving Fund complied, in all material respects, with
the requirements governing types of service and types of costs allowed or unallowed; matching, level of
effort or earmarking requirements; special reporting requirements; special tests and provisions; and
claims for advances and reimbursements that are applicable to its major Federal financial assistance
program for the year ended September 30, 1997.

This report is intended for the information of management of the Fund and the United States
Environmental Protection Agency. However, this report is a matter of public record and its distribution is
not limited.

[Audit Organization Name & Address]

[Date]
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