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MEMORANDUM 
 
To: David Ramsay, City Manager 
 
From: Tracey Dunlap, Director of Finance and Administration 
  
Date: December 13, 2007 
 
Subject: 2006 Audit Report, Performance Audit, and Comprehensive Annual Financial Report (CAFR)  
 
 
BACKGROUND DISCUSSION:   
 
The State Auditor’s Office (SAO) performs an annual audit to determine whether the City complied with state laws 
and regulations, its own policies and procedures, and Generally Accepted Accounting Principles (GAAP).  City 
management’s accountability of public resources is also examined.  On June 27, 2007, the SAO issued an 
unqualified opinion following the completion of their audit for the period of January 1, 2006 through December 31, 
2006. 
 
This memo provides information on the CAFR, an overview of the audit results, and an update on the fire overtime 
performance audit. 
 
Comprehensive Annual Financial Report (CAFR) 
 
The CAFR represents the City’s financial position as of December 31, 2006.  In addition to the “numbers”, the Notes 
to the Financial Statements and the Statistical Section provide a great deal of written information on various aspects 
of the City’s finances.  Copies of the 2006 CAFR document have been placed in the City Council mailboxes and the 
document is available on the City’s website and at City Hall.  We have applied for the GFOA Excellence in Financial 
Reporting award and hope to be notified of the results shortly.   The City has received this award for the previous two 
years.  
 
2006 Audit Results 
 
As part of the audit, the State Auditor’s Office performed 3 separate reviews, which are summarized in the Financial 
Statements Audit Report and Accountability Audit Report.  The areas examined include: 
 

• Financial Statements 
• Compliance with state laws and regulations and entity policies 
• Accountability for public resources 

 
The Accountability Audit Report stated that the City complied with state laws and regulations and its own policies and 
procedures in the areas examined and that internal controls were adequate to safeguard public assets. 
 
As noted earlier, the City received an unqualified (“clean”) opinion on the 2006 Comprehensive Annual Financial 
Report.  
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In May 2006, the American Institute of Certified Public Accountants issued its Statement on Auditing Standards 
(SAS) No. 112, Communicating Internal Control Related Matters Identified in an Audit.  Background descriptions of 
SAS 112 and its impacts are provided in Attachment A.  There was a finding issued as part of the City’s 2006 audit 
that is based on the SAS 112 standard, which is a different type of finding from those issued in the past (note that 
the City last received a finding in the 2000 audit).   
 
In brief, the finding is based on the fact that services provided but not billed at the end of the period have not been 
recorded in the Solid Waste Fund accounts receivable.  Historically, the City has reported accounts receivable based 
on services billed but not collected at the end of the period.  The change increased the Accounts Receivable by 
$883,968, an increase in Fund Assets of 63%, which was determined to be material.  In essence, the financial 
position of the fund was understated.  The significance of the percentage change in Fund Assets occurs because the 
City contracts with a private provider for the majority of services accounted for in the Solid Waste Fund.  As a result, 
the City has minimal assets in the Solid Waste Fund, accounting for the large percentage change.  Due to the 
materiality of this change, the City made this correction.   
 
This new audit standard has resulted in a larger number of this type of finding in government audits.  We believe that 
the items identified by the audit, which reflect long-standing City practices, would not have been a finding under the 
previous standards (the State Auditor’s Office has acknowledged this verbally).  That said, we appreciate the 
identification of the issue and will take steps to review our utility accounting practices and, as needed, improve 
internal controls.  The draft audit reports (which only contains portions of the final audit report) are included as 
Attachment B and includes the details of the finding and the City’s response. 
 
The 2006 audit was officially concluded with the exit conference on November 28, 2007.  At the exit conference 
auditors discuss items of concern which are not significant enough to include in the audit report.  There was one exit 
item which was highlighted as follows:  As authorized under RCW 35.21.685, the City purchased a condominium in 
the Plaza on State complex that was being sold as part of the property owner’s bankruptcy to place it back into the 
City’s affordable housing stock for those with an income of less than 80% of median income.  The auditor’s review 
uncovered the fact that the covenant the purchaser signed only required that he be at 90% of median income.  
Further investigation by the City Attorney’s office indicated that the purchaser was actually at or below 80% of 
median so it was a “no harm, no foul” situation.  It is the State Auditor’s contention that although the purchaser met 
the statutory requirements, the City should have controls in place to ensure contracts comply with state statutes.  
The City will enter into discussions with A Regional Coalition for Housing (ARCH) to explore ways in which the 
controls required by the Auditor’s office can be exercised by the City without impacting the mission and efficiency of 
ARCH. 
 
Performance Audit – Fire Overtime 
 
The passage of Initiative 900 (I-900) authorized the State Auditor to conduct independent, comprehensive 
performance audits of state and local government.  The City of Kirkland was one of the jurisdictions selected to be 
audited for its use of overtime in the Fire Department.  The State Auditor has chosen to suspend activity on this audit 
and, while they did not actually provide a report of their review, they provided input on their observations regarding 
public safety overtime at the November 28, 2007 exit conference (see Attachment C).  Since no report is expected to 
be issued, there is no requirement to hold a public hearing.  It is important to note that significant City staff time, in 
the Finance, IT, and Fire departments, was invested in providing information for this effort and we appreciate the 
support of all City staff involved.  
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Conclusion 
 
The City takes great care to prepare financial statements that are accurate and reliable.  The City of Kirkland prides 
itself on its strong financial condition and sound management, both of which are recognized in our bond rating, the 
certification of our investment policies, and the receipt of distinguished budgeting and financial reporting awards.  We 
strongly believe that appropriate steps have been taken to address identified issues and we will keep the Finance 
Committee informed as we enter into the 2007 audit process. 
 
 
Attachments 
 
 



 
 

GFOA Recommended Practice 
 

Mitigating the Negative Effects of Statement on Auditing Standards No. 112 (2007) (CAAFR) 
 
Background.  In May 2006, the Auditing Standards Board (ASB) of the American Institute of Certified Public 
Accountants (AICPA) issued Statement on Auditing Standards No. 112, Communicating Internal Control Related 
Matters Identified in an Audit.  This new pronouncement significantly increases the likelihood that a 
government’s independent auditors may be required to report either a significant deficiency1 or a material 
weakness2 in conjunction with the financial statement audit. 
 
SAS No. 112 clarifies that it is not sufficient that the independent auditor determine that the financial statements 
under audit are, in fact, fairly presented in accordance with generally accepted accounting principles (GAAP). 
Generally accepted auditing standards (GAAS) also require that the financial statements be the product of a 
financial reporting system that offers reasonable assurance that management is able to produce financial 
statements that comply with GAAP.   
 
Independent auditors often assist clients with the preparation of their financial statements. Such assistance poses 
no problem if it is provided merely a matter of convenience (i.e., management could produce the financial 
statements, but chooses not to). However, such assistance will constitute either a significant deficiency or a 
material weakness under SAS No. 112 if it is provided as a matter of necessity rather than of convenience (i.e., 
management does not have the skills needed to prepare GAAP financial statements). 
 
If management does not possess the skills to prepare GAAP financial statements on its own, the government 
could always choose to engage the services of someone other than the independent auditor to provide the needed 
assistance.  Because such contractors would work for management (unlike the independent auditors) they would 
qualify as part of the government’s financial reporting system, thus avoiding an automatic finding of a significant 
deficiency or material weakness. 
 
SAS No. 112 also makes it clear that material auditor-identified audit adjustments typically will require that a 
significant deficiency or material weakness be reported. 
 
Recommendation.  The GFOA recommends that governments take into account the following considerations in 
crafting a strategy for minimizing any potential negative effect resulting from the implementation of SAS No. 
112. 
 

• Be prepared to provide evidence that the government has a sound financial reporting system in place. 
GFOA recommends that a government establish and document a system of financial reporting that is 
sufficient to provide reasonable assurance that management is able to prepare financial statements in 
conformity with GAAP. Appropriate criteria for evaluating the adequacy of a government’s financial 
reporting system can be found in Internal Control: Integrated Framework, published by the Council of 

                                                 
1“A control deficiency, or combination of control deficiencies, that adversely affects the entity’s ability to initiate, authorize, 
record, process, or report financial data reliably in accordance with generally accepted accounting principles such that there is 
more than a remote likelihood that a misstatement of the entity’s financial statements that is more than inconsequential will 
not be prevented or detected.”  
2“A significant deficiency, or combination of significant deficiencies, that results in more than a remote likelihood that a 
material misstatement of the financial statements will not be prevented or detected.” 
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Sponsoring Organizations of the Treadway Commission (COSO).3  In particular, the financial reporting 
system should incorporate an anti-fraud program and controls, as well as ongoing internal audit/risk 
assessment activity commensurate with the size and complexity of the entity. 

 
• Minimize the likelihood of material audit adjustments. Every practical step should be taken to minimize 

the possibility of material auditor-initiated audit adjustments.  For example, a government should 
carefully review its cutoff procedures and the method it uses to uncover unrecorded liabilities at the end 
of the fiscal period (items found by the auditor rather than by management could result in a significant 
deficiency or material weakness being reported).  Special care also should be taken to ensure the timely 
and effective implementation of new accounting standards.  

 
• Review any financial statement preparation assistance provided by the independent auditors.  If 

management chooses to make use of the services of the independent auditors in helping to prepare the 
financial statements as a matter of convenience, it should carefully document that a staff member with the 
requisite skills has reviewed all of the work performed by the auditor (e.g., by completing the GFOA 
financial reporting checklist or by using some similar review tool).  If management does not have the 
skills necessary to prepare GAAP financial statements and desires the assistance of its independent 
auditors to help it do so, but without exposing itself to the risk of an automatic significant deficiency or 
material weakness, it may wish to consider obtaining the services of a consultant or some other outside 
party (e.g., retiree volunteer) to review the auditor’s work on the government’s behalf. 

 
The GFOA does not recommend that governments engage the services of a second accounting firm to assist in 
preparing its financial statements solely to avoid having a significant deficiency or material weakness reported.  It 
is by no means assured that the benefits of engaging a second firm would outweigh the costs. Moreover, a 
significant deficiency or material weakness might still be reported as the result of some other weakness in the 
financial reporting system (e.g., auditor-discovered audit adjustment), which could defeat the purpose of hiring 
the second firm. 
 
If management decides that the costs of remedying a significant deficiency or material weakness in its financial 
reporting system cannot be justified by the benefits to be obtained, it should take care to alert the governing body 
as early as possible to explain its conclusion. In that case, governments subject to a Single Audit should explore 
the possibility of obtaining a waiver pursuant to paragraph 530c of U.S. Office of Management and Budget 
Circular A-133, “Audits of States, Local Governments, and Non-Profit Organizations,” so as not to jeopardize the 
audit’s “low risk” status.    
 
 
Approved by the GFOA’s Executive Board, October 19, 2007. 
  

                                                 
3 The guidance offered in this report is discussed and applied specifically to local governments in the GFOA publication 
Evaluating Internal Controls: A Local Government Manager’s Guide. 
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