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In recognition of its 125th anniversary, we have featured the Michigan State Capitol
on the cover and several pages throughout the report.

Construction of the Capitol began in 1872 and was dedicated to the people of
Michigan January 1, 1879, for a modest cost of $1.4 million. In 1992, a three-year
project to restore the Capitol to its original glory was successfully completed.

It is one of America’s finest examples of Victorian decorative painting. Almost every
surface of the inside is hand-painted. The building is a masterpiece of craftsmanship.
One of the most spectacular sights in the Capitol is the view of the inner dome from
the first floor (photo shown inside).

Today, the Capitol enjoys a well-deserved reputation as one of the nation’s most
important historic buildings. Every year, over 125,000 individuals, representing every
state in the nation and many foreign countries, take guided tours.

This document and other related information may be accessed via the Internet at
www.michigan.gov/ofm.

This publication was produced at a cost of $6,776 for printing or $7.97 per copy. A
total of 850 copies were printed using recycled paper. This report is required by law,
Public Act 431 of 1984, as amended.
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STATE OF MICHIGAN

JENNIFER M. GRANHOLM
GOVERNOR

OFFICE OF THE STATE BUDGET
LANSING

MARY A. LANNOYE
DIRECTOR

December 27, 2004

The Honorable Jennifer M. Granholm, Governor
Members of the Legislature
People of the State of Michigan

As required by Article 9, Section 21, of the State
Constitution and Section 494, Public Act 431 of 1984, as
amended, we are pleased to submit the State of Michigan
Comprehensive Annual Financial Report (SOMCAFR) for the
fiscal year ended September 30, 2004.

INTRODUCTION TO THE REPORT

Responsibility: The Office of the State Budget, Office of
Financial Management, prepares the SOMCAFR and is
responsible for both the accuracy of the data and the
completeness and fairness of the presentation, including
disclosures. To the best of our knowledge and belief, the
information contained in the SOMCAFR is accurate in all
material respects and reported in a manner that fairly
presents the financial position and results of operations of
the State primary government and component units for which
it is financially accountable. All disclosures necessary to
enable the reader to gain a reasonable understanding of the
State's financial affairs have been included.

Adherence to Generally Accepted Accounting Principles:
As required by State statute, we have prepared the financial
statements contained in the SOMCAFR in accordance with
generally accepted accounting principles (GAAP) applicable
to state and local governments, as promulgated by the
Governmental Accounting Standards Board (GASB). The
State also voluntarily follows the recommendations of the
Government Finance Officers Association of the United
States and Canada (GFOA) for the contents of government
financial reports, and participates in the GFOA's review
program for the Certificate of Achievement for Excellence in
Financial Reporting.

Report: The SOMCAFR is divided into three major
sections: introductory, financial, and statistical:

e The introductory section includes this letter, the
State’s organization chart, and the list of principal
officials.

e The financial section includes: the independent
auditor’s report on the Basic Financial Statements;
Management’s Discussion and Analysis (MD&A)
which provide an introduction, overview, and
analysis to the Basic Financial Statements; the
Basic Financial Statements, which present the
government-wide financial statements and fund

financial statements for governmental funds,
proprietary funds, fiduciary funds, and component
units, together with footnotes to the Basic Financial
Statements; Required Supplementary Information
other than MD&A, which presents budgetary
comparison schedules and information about
infrastructure  assets; and the supplemental
financial data which includes the combining
financial statements and schedules.

e The statistical section includes such items as trend
information, information on debt levels, and other
selected economic and statistical data.

Internal Control Structure: The Office of the State Budget
is responsible for the overall operation of the State's central
accounting system and for establishing and maintaining the
State's internal control structure. The system of internal
control has been designed to provide reasonable rather than
absolute assurance that the financial statements are free
from material misstatement.

All financial transactions of the State primary government
are recorded in the central accounting system, except for the
Michigan Unemployment Compensation Funds, Attorney
Discipline System, the State Employees’ Deferred
Compensation Funds, the State Employees’ Defined
Contribution Retirement Fund, and the Michigan Education
Savings Program. Many of the essential control features are
decentralized, such as the preparation and entry of
expenditure transactions into the central accounting system.
Consequently, the Office of the State Budget relies upon the
controls in place at the various State departments and
agencies.

The Management and Budget Act requires each principal
department to appoint an internal auditor and to maintain
adequate internal control systems. Each department is also
required to periodically report to the Governor on the
adequacy of its internal accounting and administrative
control systems and, if any material weaknesses exist, to
provide corrective action plans and time schedules for
addressing such weaknesses. This reporting is required on
or before May 1 of each odd numbered year, effective as of
the preceding October 1. ’

The discretely presented component units generally
operate outside the State's central accounting system and
are responsible for establishing and maintaining their own
separate internal control structures.

111 S. CAPITOL « P.O. BOX 30026 » LANSING, MICHIGAN 48909
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Independent Auditors: The Office of the Auditor General
(OAQG) is the principal auditor of the SOMCAFR. The OAG
also relies on the opinions of outside public accounting firms,
particularly for component unit financial statements (such as
the Michigan State Housing Development Authority and 10
of the State’s universities), the larger pension and other
employee benefit trust funds, and the Unemployment
Compensation funds. The purpose of the OAG’s audit is to
provide reasonable assurance that the Basic Financial
Statements for the fiscal year ended September 30, 2004
are free of material misstatements. The OAG concluded that
the Basic Financial Statements for the fiscal year ended
September 30, 2004 are fairly presented in accordance with
GAAP and issued unqualified opinions.

In addition to the annual audit of the SOMCAFR, the OAG
also performs periodic financial statement and performance
audits of the various State departments, agencies, and
institutions of higher education. The Auditor General also
has primary responsibility for conducting audits under the
federal Single Audit Act of 1984. Pursuant to Michigan
Public Act 251 of 1986, these audits are conducted
biennially for applicable State departments, agencies and
component unit authorities, and result in separately issued
audit reports.

Management’s Discussion and Analysis (MD&A): GAAP
requires that management provide a narrative introduction,
overview, and analysis to accompany the Basic Financial
Statements in the form of MD&A. This letter of transmittal is
intended to complement MD&A and should be read in
conjunction with it. The MD&A can be found immediately
following the Independent Auditor’'s Report.

PROFILE OF THE GOVERNMENT

Michigan was admitted to the Union as the 26" state in
1837. The State is governed under the Constitution of 1963,
as amended.

Executive Branch: The Executive Branch consists of 19
principal departments. Sixteen principal departments are
headed by commissions and/or directors appointed by the
elected governor. Two principal departments, Attorney
General and State, are headed by elected officials and one,
Education, is headed by an elected board.

Judicial Branch: The Judicial Branch consists of the
Supreme Court, Court of Appeals, Court of Claims, and the
State’s circuit, district, probate, and municipal courts. In
addition to its judicial duties, the Supreme Court is
responsible for the general administrative supervision of all
courts in the state. The Supreme Court also establishes
rules for practice and procedure in all courts.

Leqislative Branch: The Legislative Branch consists of
the Senate, House of Representatives, and Office of the
Auditor General. The Senate, which consists of 38 elected
members, and House of Representatives, which consists of
110 elected members, enact the laws of Michigan. The
Office of the Auditor General conducts post financial and
performance audits of state government operations

Reporting Entity: The financial reporting entity of the
State includes all of the funds of the primary government as

well as component units for which the State’s elected
officials are financially accountable. The transmittal letter,
MD&A, and the financial statements focus on the primary
government and its activities. Although information
pertaining to the component units is provided, their
separately issued financial statements should be read to
obtain a complete overview of their financial position.

Budgetary Reporting and Control: For the State primary
government operating funds (i.e., the General Fund and
annually appropriated special revenue and permanent
funds), the State budgets projected revenues and
expenditures and calculates fund balance for budgetary
purposes in accordance with GAAP. Public Act 431 of 1984,
as amended, prohibits the State from budgeting for an
ending fund balance deficit in an operating fund. If an actual
deficit is incurred, the Constitution and Act 431 require that it
be addressed in the subsequent year's budget. If accounting
principles change, Act 431 requires the State to also
implement such changes in its budgetary process.

Compliance with the final updated budget for the annually
budgeted operating funds of the State primary government is
demonstrated in the budget and actual comparative
schedules and notes in the SOMCAFR. In addition,
subsequent to the publication of the SOMCAFR, the State
releases “Statewide Authorization Dispositions”, a report
providing line item appropriation details, the legal level of
budgetary control, for the General Fund and budgeted
operating funds.

ECONOMIC CONDITIONS AND OUTLOOK

The current U.S. economic recovery is now three years
old, having begun in November 2001. Over the past six
quarters, real annualized GDP growth has exceeded 3.0
percent each quarter. In five of the past six quarters,
consumption growth has been strong and equipment
investment has grown at double-digit rates. Light vehicle
sales have remained strong throughout the recovery,
boosted by record incentives and low financing rates.
Supported by historically low interest rates, new and existing
home sales have remained strong as well.

However, employment growth lagged the recovery.
Employment declined each quarter during the recovery until
the fourth quarter of 2003. Employment has grown in each
of the past four quarters, but that growth has been uneven.
Employment reported tepid growth the last quarter of 2003
and moderate growth in the first quarter of 2004;
employment then surged in the second quarter of this year
before moderating in the third quarter.  Employment
recorded a strong increase in October, but employment
growth was tepid in November. Continued job growth will be
key to sustained economic growth.

Despite recent growth, U.S. payroll employment in
November was still about 400,000 jobs below its March 2001
peak. Further, some sectors are still struggling. The
manufacturing sector has been particularly hard hit. U.S.
manufacturing employment declined for 42 straight months,
before reporting solid gains in early 2004. However, in
recent months, manufacturing employment has declined
slightly. Rapid productivity gains have allowed firms to
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reduce payroll employment even as they have continued to
increase output.

2004 Michigan Economic Review: Michigan’s economy
relies heavily on the performance of the manufacturing
sector in general and the auto industry specifically. Given
extremely weak Big 3 market share along with continued
supply rationalization among vehicle suppliers, Michigan’s
employment performance has been below the national
average. Substantial productivity gains in the manufacturing
sector and vehicle industry have also contributed to
Michigan’s sub-par employment performance.

Over the past three years, the annual average for wage
and salary employment has fallen. Through October, state
employment is down compared to a year ago. From
Michigan’s employment peak in June 2000 compared to
October 2004, Michigan has lost more than 300,000 jobs.
By this time after the 1990-1991 recession, Michigan
employment had risen nearly 200,000 jobs above its pre-
recession peak. Michigan manufacturing employment has
declined even more sharply. Since June 2000, Michigan
manufacturing employment has fallen by slightly more than
200,000 jobs. However, while both overall and
manufacturing employment have trended down since June
2000, the rate of that decline has slowed. Through October,
state employment has increased in two of the last three
months.

Michigan’s annual average unemployment rate for 2003
was 7.3 percent, the highest level since 1992. The most
recent monthly unemployment reading in October 2004 was
6.6 percent. The state’s unemployment rate is down 1.0
percentage point from a year ago but substantially above its
lows, around 3.0 percent, during the expansion of the late
1990s. Wages and salaries grew 0.6 percent year-over-year
in the second quarter of 2004. Overall personal income
grew 3.1 percent year-over-year in the second quarter.

The Department of Treasury and House and Senate
Fiscal Agencies met on December 3, 2004, and reached a
consensus for the 2004 and 2005 revenue and economic
forecasts. = The following summarizes the consensus
economic forecast for 2005.

2005 U.S. Consensus Economic Outlook: Conference
parties reached agreement on the outlook for several key
economic variables. According to the Consensus forecast,
real GDP is forecast to grow 3.2 percent in 2005, after
growing a projected 4.4 percent in 2004. U.S. light vehicle
sales are forecast to continue to be relatively steady with
sales expected to be 16.7 million units in 2004 and 16.8
million units in 2005. The import share of those sales is
expected to continue to rise, increasing from 19.9 percent in
2003 to 20.1 percent in 2004 and 20.6 percent in 2005. The
U.S. unemployment rate is expected to decline from 6.0
percent in 2003 to 5.5 percent in 2004 and 5.4 percent in
2005. Interest rates are projected to rise over the forecast
horizon but still remain at historically low levels as the
Federal Reserve continues to raise the target federal funds
rate at a measured pace. The Treasury bill rate is forecast
to rise from 1.4 percent in 2004 to 2.4 percent in 2005. As
measured by the consumer price index (CPl), inflation is
expected to remain moderate with consumer prices rising a
projected 2.6 percent, down slightly from 2.7 percent in
2004.

As businesses gain confidence in the sustainability of the
expansion, business investment is expected to remain strong
and the labor market is projected to firm up. With a firmer
labor market and continued low interest rates, consumption
is projected to remain solid. At the same time, higher oil
prices, rising interest rates, and an end to the tax cuts will act
to slow growth in 2005.

2005 Michigan Consensus Economic Outlook: With
continued U.S. economic growth, smaller declines in
manufacturing sector employment and improvements in the
private non-manufacturing sector, Michigan employment is
expected to grow each quarter, with employment gains
averaging a modest 8,000 jobs per quarter.

For 2004, employment is estimated to have declined by
49,000 jobs (1.1 percent) — the fourth straight annual
Michigan employment decline. With slight growth in 2005,
employment is forecast to average 0.3 percent higher than
2004 employment. After falling from 7.3 percent to 6.7
percent in 2004, Michigan’s unemployment rate is forecast to
rise to 6.9 percent in 2005.

Michigan personal income is projected to rise 4.5 percent
in 2005, after increasing an estimated 2.7 percent in 2004.
In 2005, wages and salaries income is forecast to grow 3.7
percent after rising slightly (0.7 percent) in 2004. As
measured by the Detroit CPl, consumer prices are projected
to increase 2.4 percent.

The Department of Treasury and House and Senate
Fiscal Agencies will meet again on January 13, 2005, for a
Consensus Revenue Estimating Conference. At that
conference, the agencies will reach consensus economic
and revenue forecasts for 2005 and 2006.

MAJOR INITIATIVES AND FUTURE PROJECTS

Education: Despite.tough economic times, the State
remains committed to quality education at all age levels.
Over $14.5 billion, or 37 percent, of the State’s total FY
2004-2005 budget is devoted to education. This includes
funding for early childhood programs, the K-12 system,
universities, community colleges, and student financial aid.

As part of its overall goal of improving student
achievement, the State continues to place emphasis on
learning in the critical preschool years by investing in
programs that provide quality early childhood learning,
childcare, and parental education. The State has also
instituted a program to identify and assist schools that are
considered high priority for improvement in academic
achievement.

Health and Human Services: Protecting Michigan’s most
vulnerable citizens is also a high priority. For FY 2004-2005,
the two departments primarily responsible for health and
human services, the Department of Community Health and
Family Independence Agency, account for $14.1 billion, or
36 percent, of the overall State budget.




While the State administers a variety of health and
human services programs, Medicaid is the most extensive,
accounting for $8.6 billion of the FY 2004-2005 budget.
These funds allow the State to provide health care services
for over 1.3 million low-income citizens.

Economy: State government is committed to growing its
economy by sustaining and creating business investment
and jobs in Michigan. One of the key initiatives in this area is
the Technology Tri-Corridor, which fosters growth in life
sciences, advanced automotive technologies, and homeland
security industries  through  funding and  resource
collaboration,  focusing on  emerging technology
sectors. Financing is available through a competitive
proposal process for life sciences, advanced automotive
technologies and homeland security companies and
researchers.

Other initiatives related to the economy include the
Michigan Timely Application and Permit Service (MITAPS),
which provides one-stop shopping for businesses to identify
and apply for permits needed to do business in Michigan; the
Michigan Broadband Development Authority, which
promotes broadband deployment and utilization in Michigan
to stimulate economic development and organizational
efficiency; and the Cool Cities Pilot Project, aimed at keeping
and attracting young, educated, and skilled workers.

Hometown Security: Michigan is now benefiting from the
services of 89 additional Michigan State Police Troopers as
a result of the recent completion of the 120" Trooper Recruit
School. This is the first trooper recruit school held since
2001. With the addition of these troopers, 1,095 troopers
are assigned to posts located throughout the state.

Michigan is also in the midst of a variety of efforts to
control the growth in the prison population without sacrificing
the safety of its citizens. As a result of these efforts, the
State has been able to forego the reopening of two closed
prisons, saving $60 million. It also expects to close an
additional prison during FY 2004-2005 by shifting prisoners
from an older, less cost-efficient facilty to a newer,
underutilized facility.

Better Government: State government continued to
become more efficient during FY 2003-2004 by
implementing administrative measures that reduced
spending by $185 million. Most of the savings resulted from
ongoing improvements in contracting practices, such as
reducing the number of sole source contracts, eliminating
contract extensions, and negotiating price reductions. Other
examples of savings included continued reductions in the
number of cars in the State’s fleet, debt restructuring, voluntary

rent reductions for leased facilities, and decreased energy
consumption.

The State also streamlined routine human resources,
benefits, and payroll functions by opening a centralized
service center that provides services and support to State
employees in most executive branch departments.
Establishment of the centralized service center is expected
to save the State $25 million over the next five years by
reducing the number of staff needed in departmental human
resources offices.

In order to ensure that Michigan citizens get maximum
value for their future tax dollars, the State has modified its
budget development process to incorporate a “budgeting for
outcomes” approach for the FY 2005-2006 budget year.
Budgeting for outcomes differs from the traditional approach
by focusing on buying results for citizens rather than cutting
or adding to last year's budget. The goal is to get the results
citizens need at the price they are willing to pay.

AWARDS AND ACKNOWLEDGEMENTS

Certtificate of Achievement: The GFOA awarded a
Certificate of Achievement for Excellence in Financial
Reporting to the State of Michigan for its SOMCAFR for the
year ended September 30, 2003. In order to be awarded a
Certificate of Achievement, a government must publish an
easily readable and efficiently organized comprehensive
annual financial report whose content satisfies both
generally accepted accounting principles and applicable
legal requirements.

A Certificate of Achievement is valid for a period of one
year only. The State has received a Certificate of
Achievement for 17 consecutive years. We believe our
current report continues to conform to the Certificate of
Achievement program requirements, and we are submitting it
to the GFOA to determine its eligibility for another certificate.

Acknowledgments: The preparation of this report requires
the collective efforts of the management and staff of the
Accounting and Financial Reporting Division, Office of
Financial Management; the chief financial officers, chief
accountants, internal auditors and their staffs from all State
agencies; and the management and staff of the Office of the
Auditor General. We sincerely appreciate the dedicated
efforts of all of these individuals that have allowed Michigan
to maintain its position as a national leader in quality and
efficiency for financial reporting.

Sincerely,

/////j///ﬂy/,/////

Mary A. /ﬁannoye
State Budget Director

Michael J. Moody, (SDA %

Director, Office of Financial Management
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Independent Auditor’s Report

The Honorable Jennifer M. Granholm, Governor
Members of the Legislature

We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the State of Michigan, principally as of and for the year ended September 30,2004, which
collectively comprise the State’s basic financial statements as listed in the table of contents. These financial
statements are the responsibility of the State’s management. Our responsibility is to express opinions on these
financial statements based on our audit. We did not audit the financial statements of the State Lottery Fund,
Michigan Unemployment Compensation Funds, Michigan Employment Security Act - Administration Fund, State
Building Authority-Debt Service Fund,State Building Authority- Capital Projects Fund, Attorney Discipline System,
State Sponsored Group Insurance Fund, State Employees’ Deferred Compensation Funds, State Police Retirement
Fund, State Employees’ Retirement Fund, Public School Employees’ Retirement Fund, Judges’ Retirement Fund,
State Employees’ Defined Contribution Retirement Fund, Michigan Education Savings Program, Michigan State
Housing Development Authority,Michigan Municipal Bond Authority,Mackinac Bridge Authority, MackinaclIsland
State Park Commission, Michigan Higher Education Assistance Authority, Michigan Higher Education Facilities
Authority, Michigan Higher Education Student Loan Authority, Michigan State Hospital Finance Authority, State
Bar of Michigan, Central Michigan University, Western Michigan University, Eastern Michigan University, Ferris
State University, Grand Valley State University, Lake Superior State University,Michigan Technological University,
Northern Michigan University,Oakland University,and Saginaw Valley State University.Those financial statements
reflect total assets and revenues or additions of the governmental activities, the business-type activities, the
aggregatediscretely presented component units,each major fund,and the aggregate remaining fund information

as follows:

Percent of Percent of Total
Opinion Unit Total Assets Revenues/Additions
Governmental Activities 2.0% 1.5%
Business-Type Activities 98.3% 85.0%
Aggregate Discretely Presented Component Units 92.2% 94.6%
State Lottery Fund 100.0% 100.0%
Michigan Unemployment Compensation Funds 100.0% 100.0%
Aggregate Remaining Fund Information 92.5% 64.3%

Those financial statements were audited by other auditors whose reports thereon have been furnished to us,and
our opinions, insofar as they relate to the amounts included for these component units and funds,are based solely
upon the reports of the other auditors.

We conducted our auditin accordance with auditing standards generally accepted in the United States of America.
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
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accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe our audit and the reports of other auditors provide a reasonable
basis for our opinions.

In our opinion, based on our audit and the reports of other auditors, the financial statements referred to in the
first paragraph present fairly, in all material respects, the respective financial position of the governmental
activities, the business-type activities, the aggregate discretely presented component units,each major fund, and
the aggregate remaining fund information of the State of Michigan, as of September 30,2004, and the respective
changes in financial position and cash flows, where applicable, thereof for the year then ended in conformity with
accounting principles generally accepted in the United States of America.

Asdiscussed in Note 4 to the basic financial statements, the State of Michigan adopted Governmental Accounting
Standards Board Statement No. 39, Determining Whether Certain Organizations Are Component Units, and
Governmental Accounting Standards Board Technical Bulletin No. 2004-1, Tobacco Settlement Recognition and
Financial Reporting Entity Issues.

Themanagement’sdiscussionandanalysisonpagessthroughi2,budgetary comparisonschedulesand corresponding
notes on pages 86 through 89,and information about infrastructure assets reported using the modified approach
on pages 90 and 91 are not required parts of the basic financial statements but are supplementary information
required by the Governmental Accounting Standards Board.We and the other auditors have applied certain limited
procedures,which consisted principally of inquiries of management regarding the methods of measurement and
presentation of the required supplementary information. However, we did not audit the information and express
no opinion on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively
comprise the State of Michigan’s basic financial statements. The combining and individual fund statements and
schedules - non-major funds listed in the table of contents are presented for purposes of additional analysis and
are not a required part of the basic financial statements. These statements and schedules have been subjected
to the auditing procedures applied by us and the other auditors in the audit of the basic financial statements
and, in our opinion, based on our audit and the reports of other auditors, are fairly stated in all material respects
in relation to the basic financial statements taken as a whole. The introductory and statistical sections listed in
the table of contents have not been subjected to the auditing procedures applied by us and the other auditors in
the audit of the basic financial statements and, accordingly, we express no opinion on them.

Sincerely,

el ~
M (GO
Thomas H. McTavish, C.P.A.

Auditor General
December 27,2004
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MANAGEMENT'S DISCUSSION AND ANALYSIS

The following is a discussion and analysis of the State of Michigan’s (the State’s) financial performance, providing an
overview of the activities for the fiscal year ended September 30, 2004. Please read it in conjunction with the transmittal letter at
the front of this report and with the State's financial statements, which follow this section.

HIGHLIGHTS
Government-wide:
e At September 30, 2004, the State's assets exceeded its liabilities by $17.2 billion.

e The State’s unrestricted net assets were ($954.8) million as of the close of the year. A positive balance in unrestricted
net assets represents excess assets available to meet ongoing obligations. A negative balance means that it would be
necessary to convert restricted assets to unrestricted assets if all ongoing obligations were immediately due and
payable.

e The State’s total net assets decreased by $1.0 billion (5.7 percent) during fiscal year 2003-2004.

Fund Level:

e As of the close of the fiscal year, the State’s governmental funds reported combined ending fund balances of $3.3
billion. Of this amount, $495.5 million is unreserved fund balance and, therefore, available to fund general-purpose
expenditures of the respective funds in future years. The remaining $2.8 billion is reserved for specific purposes, such
as education and transportation.

e The State’s three major governmental funds, the General Fund, Counter-Cyclical Budget and Economic Stabilization
Fund, and the School Aid Fund, all closed the fiscal year with positive fund balances, totaling a combined $1.3 billion.
In the General Fund and School Aid Fund, the entire fund balance, $1.2 billion and $74.1 million, respectively, is
reserved for specific purposes. In the Counter-Cyclical Budget and Economic Stabilization Fund, the entire fund
balance of $81.3 million is unreserved.

e The State’s proprietary funds reported net assets at year-end of $1.3 billion. This represents a decrease of $602.8
million (31.8 percent) compared to the prior year-end.

Long-term Debit:
e The State’s total long-term debt (bonds and notes payable) as of September 30, 2004 was $6.2 billion. This is an
increase of $255.1 million since the last fiscal year-end. The increase represents the net difference between new
issuances, payments, and refundings of outstanding debt.

More detailed information regarding the government-wide, fund level, and long-term debt activities can be found beginning
on page 7.

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is an introduction to the State’s basic financial statements, which comprise three
components: 1) government-wide financial statements, 2) fund financial statements, and 3) notes to the financial statements.
This report also contains other supplementary information in addition to the basic financial statements.

Government-wide Statements (Reporting the State as a Whole)

The Statement of Net Assets and the Statement of Activities are two financial statements that report information about the
State, as a whole, and about its activities that should help answer this question: How has the State‘s financial position, as a
whole, changed as a result of this year’s activities? These statements include all non-fiduciary assets and liabilities using the
accrual basis of accounting. The current year's revenues and expenses are taken into account regardless of when cash is
received or paid.

The Statement of Net Assets (pages 14 and 15) presents all of the State’s assets and liabilities, with the difference
between the two reported as net assets. Over time, increases and decreases in net assets measure whether the State’s
financial position is improving or not.

The Statement of Activities (pages 16 and 17) presents information showing how the State’s net assets changed during
the most recent fiscal year. All changes in net assets are reported as soon as the underlying events giving rise to the change
occur, regardless of the timing of related cash flows. Therefore, revenues and expenses are reported in these statements for
some items that will only result in cash flows in future fiscal periods (e.g. uncollected taxes and earned but unused vacation
leave).

2003-2004 Comprehensive Annual Financial Report
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Both statements report three activities:

Governmental Activities — Most of the State’s basic services are reported under this category. Taxes and
intergovernmental revenues generally fund these services. The Legislature, the Judiciary, and the general operations
of the Executive departments fall within the governmental activities.

Business-type Activities — The State charges fees to customers to help it cover all or most of the cost of certain
services it provides. Lottery tickets, liquor purchases, and the State’s unemployment compensation services are
examples of business-type activities.

Discretely Presented Component Units — Component units are legally separate organizations for which the elected
officials of the primary government are financially accountable. The State has 14 authorities and 10 universities that
are reported as discretely presented component units of the State.

This report includes two schedules (pages 21 and 23) that reconcile the amounts reported on the governmental fund
financial statements (modified accrual accounting) with governmental activities (accrual accounting) on the appropriate
government-wide statements. The following summarizes the impact of transitioning from modified accrual to accrual accounting:

Capital assets used in governmental activities are not reported on governmental fund statements.

Certain tax revenues that are earned, but not available, are reported as governmental activities, but are reported as
deferred revenue on the governmental fund statements.

Other long-term assets that are not available to pay for current period expenditures are deferred in governmental fund
statements, but not deferred on the government-wide statements.

Internal service funds are reported as governmental activities, but reported as proprietary funds in the fund financial
statements.

Certain pension trust funds have been funded in excess of their annual required contribution. These assets are
recorded only in the government-wide statements.

Deferred issue costs are capitalized and amortized as governmental activities, but reported as expenditures in the
governmental fund statements.

Unless due and payable, long-term liabilities, such as capital lease obligations, compensated absences, litigation,
bonds and notes payable, and others only appear as liabilities in the government-wide statements.

Capital outlay spending results in capital assets on the government-wide statements, but are reported as expenditures
on the governmental fund statements.

Bond and note proceeds result in liabilities on the government-wide statements, but are recorded as other financing
sources on the governmental fund statements.

Certain other outflows represent either increases or decreases in liabilities on the government-wide statements, but are
reported as expenditures on the governmental fund statements.

The Notes to the Basic Financial Statements provide additional information that is essential to a full understanding of the
data provided in the government-wide and fund financial statements. The notes can be found beginning on page 41 of this

report.

Fund Financial Statements (Reporting the State's Major Funds)

The fund financial statements begin on page 20 and provide detailed information about the major individual funds. A fund
is a fiscal and accounting entity with a self-balancing set of accounts that the State uses to keep track of specific sources of
funding and spending for a particular purpose. In addition to the major funds, page 96 begins the individual fund data for the
non-major funds. The State's funds are divided into three categories — governmental, proprietary, and fiduciary — and use
different accounting approaches.

e  Governmental funds -- Most of the State's basic services are reported in the governmental funds, which focus on how
money flows into and out of those funds and the balances left at year-end that are available for future spending. The
governmental fund financial statements provide a detailed short-term view of the State's general government operations and
the basic services it provides. Governmental fund information helps determine whether there are more or fewer financial

2003-2004 Comprehensive Annual Financial Report



Michigan

m—

resources that can be spent in the near future to finance the State's programs. These funds are reported using modified
accrual accounting, which measures cash and all other financial assets that can readily be converted to cash. Governmental
funds include the General Fund and special revenue, capital project, debt service, and permanent funds.

e  Proprietary funds -- When the State charges customers for the services it provides, whether to outside customers or to
other agencies within the State, these services are generally reported in proprietary funds. Proprietary funds (enterprise and
internal service) utilize accrual accounting, the same method used by private sector businesses. Enterprise funds report
activities that provide supplies and services to the general public. An example is the State Lottery Fund. Internal service
funds report activities that provide supplies and services for the State's other programs and activities - such as the State's
Vehicle and Travel Services. Internal service funds are reported as governmental activiies on the government-wide
statements.

e  Fiduciary funds -- The State acts as a trustee or fiduciary for its employee pension plans. It is also responsible for other
assets that, because of a trust arrangement, can be used only for the trust beneficiaries. The State's fiduciary activities are
reported in separate Statements of Fiduciary Net Assets and Changes in Fiduciary Net Assets beginning on page 32. These
funds, which include pension (and other employee benefit), private-purpose, and agency funds, are reported using accrual
accounting. The government-wide statements exclude fiduciary fund activities and balances because these assets are
restricted in purpose and do not represent discretionary assets of the State to finance its operations.

Additional Required Supplementary Information

Following the basic financial statements is additional Required Supplementary Information that further explains and
supports the information in the financial statements. The Required Supplementary Information includes budgetary comparison
schedules reconciling the statutory and generally accepted accounting principles (GAAP) fund balances at fiscal year-end, and
condition and maintenance data regarding certain portions of the State’s infrastructure.

Other Supplementary Information

Other supplementary information includes combining financial statements for non-major governmental, proprietary, and
fiduciary funds, and non-major discretely presented component units. These funds are added together, by fund type, and
presented in single columns in the basic financial statements, but are not reported individually, as with major funds, on the
governmental fund financial statements.

FINANCIAL ANALYSIS OF THE GOVERNMENT AS A WHOLE

The State’s combined net assets decreased $1.0 billion (5.7 percent) over the course of this fiscal year's operations. The
net assets of the governmental activities decreased $437.7 million (2.7 percent) and business-type activities had a decrease of
$600.5 million (or 33.9 percent).

Changes in Net Assets
For Fiscal Year Ending September 30

(In Millions)
Governmental Business-type Total
Activities Activities Primary Government
2004 2003 * 2004 2003 * 2004 2003*
Current and other non-
current assets $9,601.8 $9,368.1 $2,189.2 $2,860.3 $11,791.0 $12,228.4
Capital assets 18,694.8 18,669.0 .6 .6 18,695.4 18,669.6
Total assets 28,296.6 28,037.1 2,189.8 2,860.9 30,486.4 30,898.0
Current liabilities 4,359.5 4,042.1 543.2 551.9 4,902.7 4,594.0
Long-term liabilities 7,941.5 7,561.8 475.6 537.4 8,417 .1 8,099.1
Total liabilities 12,301.1 11,603.9 1,018.8 1,089.3 13,319.9 12,693.2
Net assets:
Invested in capital
assets, net of related
debt 14,962.9 14,996.9 .6 .6 14,963.5 14,997.5
Restricted 1,993.3 1,886.3 1,164.5 1,765.7 3,157.9 3,652.0
Unrestricted (960.7) (450.0) 5.9 5.3 (954.8) (444.7)
Total net assets $15,995.6 $16,433.3 $1,171.0 $1,771.5 $17,166.6 $18,204.8

* The prior year columns have been restated to reflect the implementation of GASB Technical Bulletin 2004-1 and the addition of
the Attorney Discipline System.
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e The largest component, $15.0 billion, of the State’s net assets reflects its investment in capital assets (e.g. land,
buildings, equipment, infrastructure, and others), less any related debt outstanding that was needed to acquire or
construct the assets. Restricted net assets are the next largest component, comprising $3.2 billion. These represent
resources that are subject to external restrictions, constitutional provisions, or enabling legislation on how they can be
used. The State’s unrestricted net assets were ($954.8) million as of the close of the year. A positive balance in
unrestricted net assets represents excess assets available to meet ongoing obligations. A negative balance means
that it would be necessary to convert restricted assets to unrestricted assets if all ongoing obligations were immediately

due and payable.

The following condensed financial information was derived from the government-wide Statement of Activities and reflects

how the State’s net assets changed during the fiscal year:

Revenues
Program revenues
Charges for services
Operating grants
Capital grants
General revenues
General taxes
Taxes restricted for educational purposes
Taxes restricted for transportation
purposes
Unrestricted investment and interest
earnings
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