SULTAN CITY COUNCIL
AGENDA ITEM COVER SHEET

ITEM NO: Pre-meeting Presentation

DATE: November 13, 2008

SUBJECT: State Audit Report

CONTACT PERSON: Deborah Knight, City Administrator
ISSUE:

The issue before the City Council is to receive a presentation from the State Auditors
Office on the City’s 2007 financial audit.

STAFF RECOMMENDATION:

Review available materials, listen to the audit report, ask questions and direct staff to
areas of concern.

SUMMARY:

The State Auditor’'s Office has completed its review of the City’s 2007 financial reports.
The Auditor has identified several “exceptions” which are minor issues the City should
address prior to the next financial audit. The City did not receive any “findings” as a
result of the audit.

The Auditor’'s Office is preparing the exit materials which will include the exceptions.
The Auditor has not made these materials available to the City. Staff will prepare an
action plan for addressing any exceptions identified by the Auditor’s Office. The City will
make all materials available to the Council and public as quickly as possible.

Going Concerns Analysis

One of the tasks the State Auditor performs is an analysis of the City’s overall fiscal
health. The auditor looks at the City’s fund balances at the end of each year over the
past 3 years to see if the fund balances are increasing or decreasing.

Attachment A shows the fund balances are decreasing at a rate of 9% over the last

three years. The Auditor requested a response from the City explaining how the Mayor,
Council and management team will work together to address this issue.
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Overall, as explained in the attached memo, the problem appears to be centered
around the general fund, street fund, and enterprise funds. The Council and community
have done a great job of increasing revenues and decreasing expenses, unfortunately it
appears these efforts are not keeping pace with the rapid rate of decreasing revenues
and increasing expenses.

The Mayor, Council and management team are discussing further rate increases in the
enterprise funds in 2009 to offset operating expenses. The Auditor's going concerns
analysis further emphasizes why the increases are necessary.

BACKGROUND:

The State Auditor’s Office looks at financial information and compliance with state,
federal and local laws on the part of all local governments, including schools, and all
state agencies, including institutions of higher education.

Governments normally prepare financial statements for parties outside the government,
such as taxpayers, oversight and legislative bodies, and investors and creditors. Such
financial reporting plays an important role in assisting governments to be accountable to
their customers.

The goal of the financial statement audit is to assure users of a government’s financial
statements that those statements are "fairly presented." The auditor provides users with
an independent basis for relying upon management’s assertions concerning the
government’s financial position, results of operations and cash flows. Auditors collect
evidence needed to attest to the fairness of management’s assertions. This can be
done by inspection, observation, inquiry, and confirmation from third parties.

Financial audits are conducted according to "generally accepted auditing standards",
often referred to by the acronym GAAS. These standards have been established by the
Auditing Standards Board of the American Institute of Certified Public Accountants
(AICPA). Under GAAS, the auditor prepares a report that expresses an opinion (or
declines to express an opinion) on the fair presentation of the financial statements.

RECOMMENDED ACTION:

Review available materials, listen to the audit report, ask questions and direct staff to
areas of concern.

ATTACHMENTS:

A — Going Concerns Memo
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City of Sultan

Memo
To: Blaine Fritts, State Auditor
From: Deborah Knight, City Administrator
CC: Mayor Carolyn Eslick
City Council
Management Team
Date: 10/22/2008
Re: Fund Balance Trends

This memo is in response to a request from the state auditor to explain how the
Mayor, Council and management team will address the City’s declining fund
balance.

Background:

In brief, part of the state auditor's going concerns testing includes an analysis of the
City’s total fund balance over the last three years.

The auditor noted the city’s total fund balance has decreased 9% on average
over the last 3 years. According to the auditor, the City could continue to
experience a 9% reduction in fund balances for several years without impacting
the City's ability to operate. The auditor noted however, the fund balance cannot
cover excess expenditures indefinitely.

Trend analysis of the City's Fund Balance by opinion unit factoring out restrict funds:

Fund Name 2004 2005 2006 2007
Total Fund Balance $4,658,921 $4,307,597 $4,042,117 $3,511,362
-8% -6% -13%

The auditor has asked for a response on how the City will address the risk of this
current trend.

City’s Response:

City staff recommend focusing on improving operating fund balances by either
increasing revenues or decreasing levels-of-service and corresponding expenditures.
The City should also ensure impact fees are set at a level sufficient to cover the cost of
necessary capital improvements. The City has taken a number of actions since 2004



to address increased operating expenses and declining revenues. The Mayor,
Council and Management Team are monitoring funds closely and are discussing
further revenue increases especially in the water and sewer utilities. Overall, the
City’s base rate for utilities (water, sewer, garbage and stormwater) may increase by
$18.00 in 2009.

General and Street Fund

Since 2006, the Mayor, City Council and Management Team have taken several
steps to increase revenues and decrease expenses in the General Fund and Street
Fund. At this point, all potential revenue sources have been implemented with the
exception of increasing the utility tax on municipal utilities. Long-term, the City will
need to carefully monitor expenses. If revenues can’'t support services, the City will
need to consider reducing levels-of-service to match available revenues.

Water and Sewer Utilities

Since 2004, the Mayor, City Council and Management Team have taken steps to
increase revenues and decrease expenses in the water and sewer utilities. The City
is completing a water rate study and considering a pure-water system to charge for
actual water usage instead of using a base rate. The City is also considering
charging customers the state excise tax effective January 1, 2009. The mechanism
is already in place to increase the sewer connection fee as improvements are made
to the waste water treatment plant and sewer system.

The City Council adopted a $5.75 Stormwater Utility Fee in 2008 which will go into
effect on December 1, 2008. This should reduce shared expenditures in the Street
Fund and Sewer Utility Fund for street sweeping and storm system management.

Garbage Utility

The City is considering a 20% increase in garbage service fees effective in 2009 to
cover the cost increases in fuel expenses and tipping fees. The 2009 budget
includes a garbage rate study. The City’s recycling franchise with Allied Waste has
expired. The City will issue a request for proposal for recycling services as required
by the Sultan Municipal Code. There may be an opportunity to increase revenues or
decrease expenses.

Analysis:

The following funds appear to have declining balances during the period of
analysis (2003-2007). See attachment for details:

e The General Fund balance and Street Fund balance, which share property
tax and utility tax revenues, have fluctuate up and down during the analysis
period.
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On the revenue side, the City Council increased utility taxes for gas and electric
utilities and adopted a 6% utility tax for city provided utilities. In 2007, the City
reallocated investment interest to the General Fund. This provided $98,000 in
investment interest in 2007. The City anticipates receiving $45,000 in investment
interest in 2008 and 2009. However, decreasing permit and service fee
revenues over the next several years will continue to reduce fund balances in the
General Fund.

On the expenditure side, the City Council cut expenses to the General Fund and
Street Fund in 2007. Over half the City’'s General Fund budget supports public
safety. The City reduced the number of patrol officers from 8 to 6. The police
records specialist position was reduced from full-time to half-time. The Council is
currently considering a contract with the Snohomish County Sheriff's Office for
police services which would result in approximately $95,000 in cost savings to
the City. The City Council has discussed not allocating this “savings” to further
expenditures but instead setting the savings aside in the Contingency Fund.

The General Fund also fully supports building inspection services. In 2007, the
City reduced the building inspection position from full-time to half-time. In 2008,
the City outsourced its building official/building inspector position to Snohomish
County to reduce overhead. The City also eliminated the facilities maintenance
position in 2007.

e Police emergency — Bond levy used to purchase 800 Mhz radios and make
improvements to the police department facility. No adjustments to revenues
or expenditures are available in this fund.

e Street construction — Expenditures on street projects. Expenses are made
from this fund before grant funds are requested for reimbursement. The City
could avoid a negative fund balance by transferring money from the Capital
Project Improvement Fund or Impact Fee Fund. However, the overall fund
balance would not change.

e LID project fund — Expenditures for mitigation plan with DOE. This fund will
be exhausted in 2008 to pay for mitigation bank credits as required by DOE.
The City has a legal obligation to complete its required mitigation. No
adjustments to revenues or expenditures are available in this fund.

e Water and Sewer Operating Funds — The water utility operating fund balance
declined between 2003 and 2006 and then increased in 2007. The Sewer
utility has decreased by 36% since 2003.

The Water and Sewer Utility funds including the operating funds and debt service
funds have declined as the number of connection fees used to pay debt service
has decreased and the City has been forced to use service fees to cover debt
service payments.
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In addition, the costs for chemicals to operate both plants and disposal fees for
the waste water treatment plant have increased between 20% and 30% over the
last two years.

The City Council passed a revised sewer fee ordinance in 2007 which
established a series of service fee increase beginning in 2008 and continuing
until 2010. The fee increase for 2009 will be $5.04. The fee increase for 2010
will be $3.09. The Council increased the sewer fee connection charge from
$7,983 in 2006 to $9,106 in 2007 and $11,282 in 2008.

The City adopted revised water service fees in 2004. The final fee increase for
2009 will be $1.00. The City is in the final phase of a revised water rate study.
The City Council may consider adopting a “pure water” system where users pay
for every cubic foot of water.

At its budget retreat on October 18, 2008 the City Council discussed having
customers pay directly for the state excise taxes for municipal utilities. Currently,
the City pays the state excise tax. The excise tax is not included in the service
fee for water and sewer. This decision would increase revenues by
approximately $40,000 in both the water and sewer funds. The total cost to the
customer would be $3.12/month.

The City is moving forward with purchasing and installing new biosolids handling
equipment at the waste water treatment plant. The City received $500,000 from
the state legislature in 2007 to purchase and install the equipment. The new
equipment should significantly reduce operating costs at the waste water
treatment plant.

e Water and Sewer Debt Service — Fund balances have been reduced to pay
for debt service.

e Cumulative Reserve Utility (Water/Sewer Capital Fund) — Small fluctuations
to fund capital projects. The City has an obligation to expense funds to meet
capital project needs.

e Garbage — $30,000 decrease in 2007 after several years of fund balance
increases.

The City has instituted an equipment replacement fund. The garbage operating
fund transfers money to the equipment replacement fund. There is no net
change to fund balances as a result of the transfer.

Over the last three years, the City has increased its fuel line item from $5,000 in
2006 to $24,000 in 2009. The City was notified by Snohomish County of a 20%
increase in disposal (tipping) fees effective January 2009. The City has not
increase garbage rates since 2004. A garbage rate study is proposed for 2009.
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Trend Analysis of Fund Balances

Fund Number Fund Name 2003 2004 2005 2006 2007

001 General Fund $1,448 ($2,965) $102,391 $22,227 $41,166
101 Street Fund $20,387 $50,162 $29,432 $2,835 $57,687
103 Cemetery Fund $1,595 $6,383 $6,217 $19,953 $30,449
104 C.R. Equipment $218,503 $182,364 $51,375 $56,933 $138,694
105 Park Improvement $16,435 ($206,714) $1,621 $1,928 ($37,327)
106 Police Equipment $52,760
107 Drug Enforcement $4,530 $4,139 $4,203 $5,387 $7,686
108 Impact Fee $327,114 $552,779 $665,977 $720,407 $707,258
109 Community Improvement $1,497 $139 $1,403 $1,119 $1,310
110 Police Emergency $0 $388,177 $309,478 $316,893 $35,919
203 GO Bonds $10,768 $20,129 $41,654 $62,081 $63,362
205 GO Limited Debt Emergency Srvs $0 $0 $15,057 $15,550 $16,034
207 LID Guaranty Fund $464,716 $532,087 $598,437 $512,067 $705,717
301 Capital Improvement Proj $39,466 $106,858 $217,759 $189,019 $121,862
303 Street Construction (%$4,710) ($113,581) ($25,029) ($269,492) ($473,629)
307 LID Project Fund $239,799 $174,755 $128,964 $129,603 $120,449
400 Water Utility $372,724 $262,612 $212,291 $192,897 $241,872
401 Sewer Utility $300,541 $171,953 $123,659 $113,566 $38,006
402 Garbage $8,459 $12,842 $52,859 $155,237 $120,958
403 WIS Revenue Bond $109,836 $135,203 $131,480 $106,337 $85,149
405 Cumulative Reserve Utility $960,150 $1,081,295 $805,346 $1,268,406 $974,576
407 Sewer System Const $951 ($163,509) $204,572 $792 $42,743
409 Water Sewer Constr $31,716 $81,107 $82,249 $21,481 $193,283
412 Water Debt Service $292,105 $511,942 $361,322 $212,277 $65,306
413 Sewer Debt Service $130,417 $58,082 $353 $459 $48,980
621 Cemetery Trust $86,943 $96,731 $97,131 $98,331 $101,131
631 Payroll Clearing (%3,967) ($10,345) $414 $0 $0
632 Claims Clearing $144,106 $572,764 $68,488 $400 $0
633 Treasurer's Trust $31,203 $153,532 $18,494 $85,424 $47,059

Total Fund Balance $3,806,732.00 $4,658,921 $4,307,597 $4,042,117 $3,548,460

-8% -6% -12%
-9% Average 3 year trend
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Trend Analysis of Fund Balances

2006 2007

Fund Number Fund Name 2006 Revenues Expenditures 2007 Revenues Expenditures
001 General Fund $ 1,750,302.00 $ 1,809,465.00 $ 2,252,414.00 $ 2,198,463.00
101 Street Fund $ 226,446.00 $ 253,042.00 $ 235,785.00 $ 180,933.00
103 Cemetery Fund $ 31,361.00 $ 17,625.00 $ 33,374.00 $ 22,878.00
104 C.R. Equipment $ 62,035.00 $ 56,477.00 $ 118,224.00 $ 36,464.00
105 Park Improvement $ 38,294.00 $ 37,986.00 $ 189,980.00 $ 229,235.00
106 Police Equipment $ - $ 85,273.00 $ 32,513.00
107 Drug Enforcement $ 1,184.00 $ - $ 2,299.00 $ 7,686.00
108 Impact Fee $ 54,430.00 $ - $ 164,914.00 $ 178,063.00
109 Community Improvement $ 816.00 $ 1,100.00 $ 1,140.00 $ 950.00
110 Police Emergency $ 11,872.00 $ 316,893.00 $ 3,902.00 $ 284,877.00
203 GO Bonds $ 138,280.00 $ 117,854.00 $ 121,704.00 $ 120,424.00
205 GO Limited Debt Emergency Srvs $ 32,356.00 $ 31,863.00 $ 31,950.00 $ 31,465.00
207 LID Guaranty Fund $ 358,673.00 $ 445,043.00 $ 603,356.00 $ 409,706.00
301 Capital Improvement Proj $ 425,325.00 $ 208,064.00 $ 206,073.00 $ 273,230.00
303 Street Construction $ 1,375100.00 $ 1,619561.00 $ 407,626.00 $ 611,763.00
307 LID Project Fund $ 4,935.00 $ 4,295.00 $ - $ 9,154.00
400 Water Utility $ 627,151.00 $ 646,543.00 $ 744,897.00 $ 695,901.00
401 Sewer Utility $ 826,089.00 $ 836,182.00 $ 929,116.00 $ 1,004,623.00
402 Garbage $ 579,678.00 $ 477,298.00 $ 561,326.00 $ 595,585.00
403 W/S Revenue Bond $ 104,528.00 $ 129,672.00 $ 104,584.00 $ 125,772.00
405 Cumulative Reserve Utility $ 259,561.00 $ 63,500.00 $ 137,870.00 $ 431,700.00
407 Sewer System Const $ 34,859.00 $ 238,639.00 $ 291,308.00 $ 499,357.00
409 Water Sewer Constr $ 2,105.00 $ 62,872.00 $ 275,017.00 $ 103,215.00
412 Water Debt Service $ 17,259.00 $ 166,304.00 $ 11,344.00 $ 158,315.00
413 Sewer Debt Service $ 252,349.00 $ 252,243.00 $ 298,714.00 $ 250,193.00

621 Cemetery Trust $ 1,200.00 $ - $ 2,800.00 $ -

631 Payroll Clearing $ - $ - $ - $ -

632 Claims Clearing $ - $ - $ - $ -
633 Treasurer's Trust $ 220,425.00 $ 153,495.00 $ 271,683.00 $ 310,048.00
$ 7,436,613.00 $ 7,946,016.00 $ 8,086,673.00 $ 8,802,513.00

$50,000.00 Sno Co Jail
Police Dept

$125,000.00 Investigation
$8,627,513.00

2006 2007
Total Revenues $ 7,436,613.00 $ 8,086,673.00
2007 expenses are adjusted for one time expenditures relating to
Police Department Investigation Costs and a settlement payment with
Total Expenditures $ 7,946,016.00 $ 8,627,513.00 the Snohomish County Jail
Difference $  (509,403.00) $  (540,840.00)
-T% -7%
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